EDGAROnline

POWER INTEGRATIONS INC

FORM 10-Q

(Quarterly Report)

Filed 11/07/11 for the Period Ending 09/30/11

Address

Telephone
CIK
Symbol
SIC Code
Industry
Sector
Fiscal Year

5245 HELLYER AVE

SAN JOSE, CA 95138

4084149200

0000833640

POWI

3674 - Semiconductors and Related Devices
Semiconductors

Technology

12/31

Powere 4 &y EDGAROnline

http://www.edgar-online.com
© Copyright 2013, EDGAR Online, Inc. All Rights Reserved.

Distribution and use of this document restricted under EDGAR Online, Inc. Terms of Use.


http://www.edgar-online.com

Table of Contents

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, DC 20549

FORM 10-Q

(Mark One)

Quarterly report pursuant to Section 13 or 15(d) ofthe Securities Exchange Act of 1934
For the quarterly period ended September 30, 2011

or

O Transition report pursuant to Section 13 or 15(d) 6the Securities Exchange Act of 1934
For the transition period from to

Commission File Number 0-23441

POWER INTEGRATIONS, INC.

(Exact name of registrant as specified in its chaetr)

DELAWARE 94-3065014

(State or other jurisdiction of

(I.R.S. Employer
Incorporation or organization)

Identification No.)
5245 Hellyer Avenue, San Jose, California, 95138
(Address of principal executive offices) (Zip code)

(408) 414-9200

(Registrant’s telephone number, including area code

Indicate by check mark whether the registrant @b filed all reports required to be filed by Sewti® or 15(d) of the Securities Excha
Act of 1934 during the preceding 12 months (ordioch shorter period that the registrant was requaodile such reports), and (2) has been
subject to such filing requirements for the pastlé@s. YES NO O

Indicate by check mark whether the registrant sttiechielectronically and posted on its corporate \8l&d if any, every Interactive Data

File required to be submitted and posted pursuaRuie 405 of Regulation S-T (8§ 232.405 of thisptkg) during the preceding 12 months (or
for such shorter period that the registrant wasired to submit and post such files). YHSRI NO O

Indicate by check mark whether the registrantlerge accelerated filer, an accelerated filer, @-accelerated filer or a smaller reporting

company. See the definitions of “large acceleréited” “accelerated filer” and “smaller reportir@mpany” in Rule 12b-2 of the Exchange
Act:

i Accelerated filer O
Large accelerated filerX]

Non-accelerated filer O

Smaller reporting companyd
(Do not check if a smaller reporting company)

Indicate by check mark whether the registrantseell company (as defined in Rule 12b-2 of the BExge Act). YESO NO

Indicate the number of shares outstanding of e&tiedssuer’s classes of common stock, as ofdtest practicable date.

Class

Shares Outstanding at October 21, 2011
Common Stock, $.001 par value

28,052,41¢
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Cautionary Note Regarding Forward-Looking Statemensg
This Quarterly Report on Form 10-Q includes a nunadfdorward-looking statements that involve maisks and uncertainties.

Forward-looking statements are identified by the efsthe words “would”, “could”, “will”, “may”, “expect”, “believe”, “should”, “anticipate”,
“outlook”, “if”, “future”, “intend”, “plan”, “estimate”, “predict”, “potential”, “targets”, “seek” dicontinue” and similar words and phrases,
including the negatives of these terms, or otheiatians of these terms, that denote future evdriese statements reflect our current views
with respect to future events and our potentiariitial performance and are subject to risks andrtaiaties that could cause our actual results
and financial position to differ materially and &dsely from what is projected or implied in anyard-looking statements included in this
Form 10-Q. These factors include, but are not &ahib, the risks described under Item 1A of Part-ItRisk Factors,” Item 2 of Part | —
“Management’s Discussion and Analysis of Finan€ahdition and Results of Operations” and elsewletkis Quarterly Report on Form 10-
Q, including: our ability to maintain and establ&hategic relationships; the risks inherent indbgelopment and delivery of complex
technologies; our ability to attract, retain andtivete qualified personnel; the emergence of newkata for our products and services; our
ability to compete in those markets based on timesk, cost and market demand; and our abilitydoyse on reasonable terms an adequate
timely supply of our products from third party méaeturers. We make these forward-looking statemleased upon information available on
the date of this Form 10-Q, and we have no oblgatand expressly disclaim any such obligation)gdate or alter any forward-looking
statements, whether as a result of new informaifostherwise except as otherwise required by sgesiriegulations.
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PART I. FINANCIAL INFORMATION
ITEM 1. FINANCIAL STATEMENTS

POWER INTEGRATIONS, INC.

CONDENSED CONSOLIDATED BALANCE SHEETS
(unaudited)
(In thousands)

September 30, December 31,

2011 2010
ASSETS
CURRENT ASSETS:
Cash and cash equivalents $ 148,57¢ $ 155,66
Short-term investments 48,93: 27,35¢
Accounts receivable, net of allowances of $202$2itb in 2011 and 2010, respectively (Note
2) 10,33( 5,71%
Inventories 51,76: 62,071
Deferred tax assets 1,44( 1,43t
Prepaid expenses and other current assets 6,86¢ 9,26:
Total current assets 267,90 261,51(
INVESTMENTS 25,02: 31,76(
PROPERTY AND EQUIPMENT, net 85,27 84,47(
INTANGIBLE ASSETS, net 9,06¢ 9,79t
GOODWILL 14,78¢ 14,82¢
DEFERRED TAX ASSETS 12,637 13,42:
OTHER ASSETS 25,79¢ 17,28t¢
Total assets $ 440,48t $ 433,07(
LIABILITIES AND STOCKHOLDERS' EQUITY
CURRENT LIABILITIES:
Accounts payable $ 17,31¢  $ 20,29:
Accrued payroll and related expenses 6,29( 7,39¢
Taxes payable 1,75¢ —
Deferred income on sales to distributors 10,31¢ 12,22
Other accrued liabilities 2,61z 9,54¢
Total current liabilities 38,29¢ 49,45¢
LONG-TERM INCOME TAXES PAYABLE 33,80¢ 29,58(
Total liabilities 72,10 79,03¢
COMMITMENTS AND CONTINGENCIES (Notes 9, 11 and 12)
STOCKHOLDERS' EQUITY:
Common stock 28 28
Additional paid-in capital 166,00° 175,29
Accumulated other comprehensive income 8C 85
Retained earnings 202,27 178,62
Total stockholders’ equity 368,38’ 354,03!
Total liabilities and stockholders’ equity $ 440,48 $ 433,07(

The accompanying notes are an integral part oktheaudited condensed consolidated financial staiesn
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POWER INTEGRATIONS, INC.

CONDENSED CONSOLIDATED STATEMENTS OF INCOME
(unaudited)
(In thousands, except per share amounts)

Three Months Ended Nine Months Ended
September 30, September 30,
2011 2010 2011 2010

NET REVENUES $ 75,060 $ 75,45: $ 232,00¢ $ 226,81
COST OF REVENUES 40,02( 36,44° 122,91 110,40:
GROSS PROFIT 35,04: 39,00¢ 109,09: 116,41!
OPERATING EXPENSES:

Research and development 10,34¢ 9,34¢ 30,56: 26,13:

Sales and marketing 7,99( 7,65 24,34: 22,104

General and administrative 6,14¢ 6,74¢ 18,76 19,22

Total operating expenses 24,48( 23,75 73,66¢ 67,46(

INCOME FROM OPERATIONS 10,56: 15,25 35,42¢ 48,95¢
OTHER INCOME

Other income, net 552 41F 1,45¢ 1,37¢

Total other income 552 41F 1,45¢ 1,37¢

INCOME BEFORE PROVISION FOR INCOME TAXES 11,11¢ 15,66¢ 36,88: 50,33
PROVISION FOR INCOME TAXES 3,60: 3,03¢ 8,91¢ 9,80(
NET INCOME $ 751 $ 12,63 $ 27,96 % 40,53¢
EARNINGS PER SHARE:

Basic $ 0.2¢ $ 04t % 097 % 1.4¢

Diluted $ 028 % 04: % 09: % 1.3¢
SHARES USED IN PER SHARE CALCULATION:

Basic 28,79¢ 27,89 28,78¢ 27,73%

Diluted 29,87¢ 29,28: 30,19¢ 29,40¢

The accompanying notes are an integral part oktheaudited condensed consolidated financial staiesn
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POWER INTEGRATIONS, INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(unaudited)
(In thousands)

Nine Months Ended

September 30,
2011 2010
CASH FLOWS FROM OPERATING ACTIVITIES:
Net income $ 27,96 $ 40,53¢
Adjustments to reconcile net income to net cashigesl by operating activities:
Depreciation 11,33% 8,97¢
Amortization of intangibles 72¢ 504
Gain on sale of property and equipment (41) (349
Stock-based compensation expense 6,617 7,45¢
Amortization of premium on held to maturity invesmnts 1,25¢ 1,33
Deferred income taxes 77¢ 24¢
Decrease in accounts receivable allowances (74) (25
Excess tax benefit from stock options exercised (729 (939)
Tax benefit associated with employee stock plans 1,82¢ 1,957
Change in operating assets and liabilities:
Accounts receivable (4,542) 13,85¢
Inventories 10,18« (22,79¢)
Prepaid expenses and other assets 2,828 4,61(
Accounts payable (1,090 93
Taxes payable and accrued liabilities 4,891 4,30¢
Deferred income on sales to distributors (1,909 5,80¢
Net cash provided by operating activities 60,02¢ 65,57/
CASH FLOWS FROM INVESTING ACTIVITIES:
Purchases of property and equipment (16,229 (21,83
Proceeds from sale of property and equipment 2,24¢ 1,41¢
Other assets (2,277 —
Acquisition (Note 14) (6,919 (8,59¢)
Increase in financing lease receivables (7,97¢) —
Collections of financing lease receivable 314 —
Note to third party (3,000 (6,750
Collection of note to third party 3,00 —
Purchases of held-to-maturity investments (31,269 (27,22
Proceeds from maturities of held-to-maturity invesnts 15,17¢ 26,49
Net cash used in investing activities (45,92)) (36,499
CASH FLOWS FROM FINANCING ACTIVITIES:
Issuance of common stock under employee stock plans 18,21¢ 17,98:
Repurchase of common stock (35,819 (13,960
Retirement of shares for income tax withholding — (769)
Payments of dividends to stockholders (4,320 (4,167
Excess tax benefit from stock options exercised 72¢ 93¢
Net cash (used in) provided by financing activities (21,197 34
NET (DECREASE) INCREASE IN CASH AND CASH EQUIVALENT (7,08¢9) 29,10¢

CASH AND CASH EQUIVALENTS AT BEGINNING OF PERIOD 155,66° 134,97:




CASH AND CASH EQUIVALENTS AT END OF PERIOD

SUPPLEMENTAL DISCLOSURE OF NON;ASH INVESTING AND FINANCING ACTIVITIES:
Unpaid property and equipment
Conversion of notes receivable in connection wituasition (Note 14)
Application of prepayment to acquisition (Note 14)

SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION:
Cash paid for income taxes, net of refunds

The accompanying notes are an integral part oktheaudited condensed consolidated financial stiesn
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$ 148,57¢ $ 164,08:
$ 3,48t $ 1,00¢
$ — 3 1,752
$ — 3 1,20(
$ 55 § 1,951
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POWER INTEGRATIONS, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S
(Unaudited)

1. BASIS OF PRESENTATION:

The condensed consolidated financial statemenksdadhe accounts of Power Integrations, Inc., EaBDare corporation (the
“Company”), and its wholly owned subsidiaries. Sigant intercompany accounts and transactions heen eliminated.

While the financial information furnished is unatedi, the condensed consolidated financial statesriecliuded in this report reflect
adjustments (consisting only of normal recurringuatinents) that the Company considers necessathiddair presentation of the results of
operations for the interim periods covered anditencial condition of the Company at the datehef interim balance sheet in accordance with
accounting principles generally accepted in theté¢hStates of America (“U.S. GAAP”). The results ifterim periods are not necessarily
indicative of the results for the entire year. Th@densed consolidated financial statements shmitéad in conjunction with the Power
Integrations, Inc. consolidated financial stateraemtd the notes thereto for the year ended DeceBih@010 included in its Form 10-K/A
filed on June 15, 2011 with the Securities and Exge Commission.

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES:

No significant changes have been made to the Coyigsignificant accounting policies disclosed int®&@,Summary of Significant
Accounting Policie;, in its Annual Report on Form 10-K/A, filed on &uh5, 2011, for the year ended December 31, 201® a€counting
policy information below is to aid in the underddarg of the financial information disclosed.

Cash and Cash Equivalents

The Company considers cash invested in highly didimancial instruments with maturities of threenttts or less at the date of
purchase to be cash equivalents.

Short-Term and Long-Term Investments

Investments in highly liquid financial instrumentgth maturities greater than three months but angér than twelve months from the
balance sheet date are classified as short-terasiments. Investments in financial instruments wititurities greater than twelve months from
the balance sheet date are classified as longitemstments. As of September 30, 2011 and DeceB1he2010 , the Company's sheetm anc
long-term investments consisted of U.S. governrbhenked securities, municipal bonds, corporate comialepaper, certificates of deposit and
other high-quality commercial securities, which @efassified as held-to-maturity and were valuédgithe amortized-cost method, which
approximates fair market value.

Amortized cost and estimated fair market valueng€stments classified as held-to-maturity at Seper80, 2011 , are as follows (in
thousands):
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POWER INTEGRATIONS, INC.
NOTES TO (Unaudited) CONDENSED CONSOLIDATED FINANCI AL STATEMENTS (Continued)

Gross Unrealized
Estimated Fair

Amortized Cost Gains Losses Market Value

Investments due in less than 3 months:

Commercial paper $ 7,00( $ — $ — 3 7,00(

Corporate securities 11,60: 4 (1) 11,60¢

Total $ 18,60z $ 4 % @ % 18,60:
Investments due in 4-12 months:

Corporate securities $ 27,33( $ 241 (30 $ 27,54:

Certificates of deposit 10,00( 8 — 10,00¢

Total $ 37,33( $ 24¢ (30 $ 37,54¢
Investments due in more than 12 months:

Corporate securities $ 25,02: $ 25 $ (14 $ 24,90¢

Total $ 25,02:  $ 25 $ (141 % 24,90¢
Total investment securities $ 80,95¢ $ 27¢ $ a7z $ 81,06(

Amortized cost and estimated fair market valueng€stments classified as held-to-maturity at Decardii, 2010 are as follows (in
thousands):

Gross Unrealized
Estimated Fair

Amortized Cost Gains Losses Market Value

Investments due in less than 3 months:

Commercial paper $ 7,13t $ — $ — 3 7,13¢

Corporate securities 1,50¢ — (1) 1,507

Total $ 8,64: $ — $ @ 9 8,642
Investments due in 4-12 months:

Corporate securities $ 21,25t $ 84 $ — % 21,33¢

U.S. government securities 5,09t 20 — 5,11¢

U.S. municipal securities 1,00¢ 3 — 1,00¢

Total $ 27,35¢ $ 107 $ — 3 27,46:
Investments due in more than 12 months:

Corporate securities $ 31,76( $ 64¢ $ — $ 32,40¢

Total $ 31,76( $ 64€ $ — 3 32,40¢
Total investment securities $ 67,75¢ $ 758 % 2 $ 68,51:

Revenue Recognitic

Product revenues consist of sales to original egaig manufacturers (“OEMs”), merchant power suppgnufacturers and
distributors. Shipping terms to international OEMstomers and merchant power supply manufacturens fine Company's facility in
California are “delivered at frontier” (“DAF”). Asuch, title to the product passes to the custonhenvthe shipment reaches the destination
country and revenue is recognized upon the arof/gtie product in that country. Shipping termsrteinational OEMs and merchant power
supply manufacturers on shipments from the Compdagility outside of the United States are “EX \R&Tr("EXW"), meaning that title to the
product transfers to the customer upon shipmem tiee Company's foreign warehouse. Shipments to ©&hd merchant power supply
manufacturers in the Americas are “free on boat@OB”) point of origin meaning that title is passedthe customer upon shipment. Revenue
is recognized upon title transfer for sales to OEvid merchant power supply manufacturers, assuatigher criteria for revenue recogniti
are met as described below.
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NOTES TO (Unaudited) CONDENSED CONSOLIDATED FINANCI AL STATEMENTS (Continued)

The Company applies the provisions of Accountirgn8ard Codification (“ASC”) 605-10 (“ASC 605-10"ha all related appropriate
guidance. Revenue is recognized when all of tHevdhg criteria have been met: (1) persuasive ewideof an arrangement exists, (2) delivery
has occurred, (3) the price is fixed or determiaabhd (4) collectability is reasonably assuredst@uer purchase orders are generally used to
determine the existence of an arrangement. Deliigergnsidered to have occurred when title andafdlkss have transferred to the customer.
The Company considers the price to be fixed basdti®@ payment terms associated with the transaatidnvhether the sales price is subje:
refund or adjustment. With respect to trade reds#es the Company performs ongoing evaluationssafustomers' financial conditions and
requires letters of credit whenever deemed necgssar

The Company makes sales to distributors and negaihers and recognizes revenue based on a saligthmethod. Sales to
distributors are made under terms allowing centaice protection and rights of return on the Conymproducts held by the distributors. As a
result of these rights, the Company defers thegmition of revenue and the costs of revenues deffiren sales to distributors until such
distributors resell the Company's products to thestom ers. The Company determines the amouksféo based on the level of actual
inventory on hand at the distributors as well agimory in transit to the distributors. The grossfip that is deferred as a result of this polisy i
reflected as “deferred income on sales to distoit®itin the accompanying condensed consolidated baktmeets. The total deferred revenu
of September 30, 2011 and December 31, 2010 wasxppately $22.1 million and $24.7 million , respigely. The total deferred cost as of
September 30, 2011 and December 31, 2010 was apmity $11.8 million and $12.5 million , respeety.

Common Stock Repurchases and Common Stock Dividend

In May 2009, the Company's board of directors atizkd the use of $25.0 million to repurchase then@any's common stock. From
May 2009 to December 31, 2009 the Company purch@$enhillion shares for approximately $11.0 millipand in the first two quarters of
2010 the Company purchased 0.4 million sharesgdpraximately $14.0 million , concluding this repbase program.

In February 2011, the board of directors authoribeduse of an additional $50.0 million for theusghase of the Company's common
stock, with repurchases to be executed accordicgrtain pre-defined price/volume guidelines seth®yboard of directors. In the nine months
ended September 30, 2011, the Company repurchakedillion shares for a total cost of $35.8 millipleaving $14.2 million remaining for
future repurchases. There is currently no expinadiate for this stock repurchase program.

In January 2010, the Company's board of directectagled four quarterly cash dividends in the amafi$0.05 per share to be paid to
stockholders of record at the end of each quant2010. The quarterly dividend payments were madilarch 31, 2010, June 30, 2010,
September 30, 2010 and December 31, 2010, to gsitstekis of record as of February 26, 2010, May 28,02 August 31, 2010 and November
30, 2010, respectively, each in the aggregate ahafiapproximately $1.4 million .

In October 2010, the Company's board of directerdaded four quarterly cash dividends in the amafi$iD.05per share to be paid
stockholders of record at the end of each quant@0lL1. The first quarterly dividend payment of mpgmately $1.4 million was made on
March 31, 2011, to stockholders of record as ofrkaty 28, 2011, the second quarterly dividend payroé$1.4 million was made on June 30,
2011 to stockholders of record as of May 31, 201d the third payment of $1.4 million was made opt8mber 30, 2011 to stockholders of
record as of August 31, 2011. The Company expletsthe remaining quarterly dividend will resultarsimilar use of cash. The declaration of
any future cash dividend is at the discretion efltbard of directors and will depend on the Comisafityancial condition, results of operatio
capital requirements, business conditions and d#wtors, as well as a determination that castddivils are in the best interest of the
Company's stockholders.

Use of Estimates

The preparation of financial statements in conftymiith U.S. GAAP requires management to make esttimand assumptions that
affect the reported amounts of assets and liasligind disclosures of contingent assets and tiabikt the date of the financial statements and
the reported amounts of revenues and expensegydhaneporting period. Actual results could diffierm those estimates. On an ongoing
basis, the Company evaluates its estimates, imgjutliose related to revenue recognition and inveagoThese estimates are based on
historical facts and various other assumptionstti@Company believes to be reasonable at thetlimestimates are made.

Comprehensive Income
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NOTES TO (Unaudited) CONDENSED CONSOLIDATED FINANCI AL STATEMENTS (Continued)

Comprehensive income consists of net income, pleeffect of foreign currency translation adjustteehe components of
comprehensive income, net of taxes, are as follawhousands):

Three Months Ended Nine Months Ended
September 30, September 30,
2011 2010 2011 2010
Net income $ 751 $ 12,63 $ 27,96t $ 40,53¢
Other comprehensive income:
Translation adjustments (78) 10E (5) 5C
Total comprehensive income $ 743¢ $ 12,73¢ $ 27,96( $ 40,58
Components of the Company's Condensed ConsoliBaedce Sheet
Accounts Receivable (in thousands):
September 30, December 31,
2011 2010
Accounts receivable trade $ 32,76« % 30,65¢
Accrued ship and debit and rebate claims (22,232 (24,839
Allowance for doubtful accounts (202) (275)
Other — 171
Total $ 10,33( $ 5,71
Prepaid Expenses and Other Current Assets (in &imois3:
September 30, December 31,
2011 2010
Prepaid legal fees $ 1,000 $ 4,00(
Prepaid inventory (Note 16) — 917
Prepaid income tax 1,351 1,117
Prepaid maintenance agreements 78€ 554
Interest receivable 78€ 737
Other 2,93¢ 1,93¢
Total $ 6,86« $ 9,26:
Other Assets (in thousands):
September 30, 2011 December 31, 2010
Prepaid royalty (Note 15) $ 10,00C $ 10,00(
Investment in third party (Note 15) 7,00( 7,00(
Financing lease receivables and deposits (Note 17) 7,21% —
Other 1,58¢ 28¢
Total $ 25,79¢ % 17,28¢

Other Accrued Liabilities (in thousands):

10
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POWER INTEGRATIONS, INC.
NOTES TO (Unaudited) CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

September 30, December 31,
2011 2010
Accrued payment for acquisition (Note 14) $ — % 6,95¢
Accrued professional fees 1,35¢ 1,01z
Accrued expense for engineering wafers 52¢ 50z
Advances from customers 49¢ 71%
Other 232 36¢
Total $ 2,612 % 9,54¢

3. STOCK PLANS AND SHARE BASED COMPENSATION:

Stock Plans
As of September 30, 2011 , the Company had fiveksbased compensation plans (the “Plans”) whichdaseribed below.

2007 Equity Incentive Plan

The 2007 Equity Incentive Plan (the "2007 Plan"swadopted by the board of directors on Septemhe2d@’ and approved by the
stockholders on November 7, 2007 as an amendmdrreatatement of the 1997 Stock Option Plan (t9971Plan"). The 2007 Plan
provides for the grant of incentive stock optiomsnstatutory stock options, restricted stock awametstricted stock unit awards ("RSUs"),
stock appreciation rights, performance stock awardbother stock awards to employees, directorcandultants. As of September 30,
2011 , the maximum remaining number of sharesrttegt be issued under the 2007 Plan was 6,825,3%@shwhich consists of the shares
remaining available for issuance under the 1997, Rfecluding shares subject to outstanding opteomd stock awards under the 1997 Plan.
Pursuant to the 2007 Plan, the exercise pricenfmgritive stock options and nonstatutory stock ogtis generally at least 100% of the fair
market value of the underlying shares on the dbggamt. Options generally vest over 48 monthssuesd from the date of grant. Options
generally expire no later than ten years afteidtite of grant, subject to earlier termination uparoptionee's cessation of employment or
service.

Beginning January 27, 2009, grants pursuant t®itectors Equity Compensation Program (that wagsetbby the board of directc
on January 27, 2009) to nonemployee directors baea made primarily under the 2007 Plan. The DioredEquity Compensation Program
provides in certain circumstances (depending orstaiels of the particular director's holdings ofrany stock options) for the automatic g
of nonstatutory stock options to nonemployee dinecof the Company on the first trading day of Jalgach year over their period of service
on the board of directors. Further, each futureenguioyee director of the Company would be grantatkuthe 2007 Plan: (a) on the first
trading day of the month following commencemensedvice, an option to purchase the number of stiHresmmon stock equal to: the
fraction of a year between the date of the dirextmppointment to the board of directors and the haly 1, multiplied by 8,000 , which option
shall vest on the next July®1 and (b) on the first trading day of July followgimommencement of service, an option to purchag®fshares
vesting monthly over the three year period comnmenon the grant date. The Directors Equity Comptmsdrogram will remain in effect at
the discretion of the board of directors or the pensation committee.

On July 28, 2009, the 2007 Plan was amended génargirohibit outstanding options or stock appagicin rights from being
cancelled in exchange for cash without stockhadgbgroval.

1997 Stock Option Plan

In June 1997, the board of directors adopted t®F Bock Option Plan (the "1997 Plan"), wherebyhbard of directors could grant
incentive stock options and nonstatutory stockastito purchase the Company's common stock tokgjogees, directors and consultants.
The exercise price of incentive stock options cawdtibe less than 10086 the fair market value of the Company's commaglsbn the date «
grant. The exercise price of nonstatutory stockoogtmay not be less than 85%cthe fair market value of the Company's commalsbn the
date of grant. Effective November 2007, the bodrdirectors determined that no further options vdoog granted under the 1997 Plan, and
shares remaining available for issuance under@8& Plan, including shares subject to outstandptgpos under the 1997 Plan were
transferred to the 2007 Equity Incentive Plan.&ltstanding options would continue to be governatir@amain outstanding in accordance v
their

11




Table of Contents
POWER INTEGRATIONS, INC.
NOTES TO (Unaudited) CONDENSED CONSOLIDATED FINANCI AL STATEMENTS (Continued)

existing terms.

1997 Outside Directors Stock Option Plan

In September 1997, the board of directors adopted 97 Outside Directors Stock Option Plan (fie€ttors Plan”). A total of
800,000 shares of common stock have been resepvégstiance under the Directors Plan. The exeprise per share of all options granted
under the Directors Plan is equal to the fair mewvkdue of a share of common stock on the dateanitgOptions granted under the Directors
Plan have a maximum term of ten years after the aagrant, subject to earlier termination uporoptionee's cessation of service. The
Directors Plan provides that each future nonempmalieector of the Company will be granted an optmpurchase 30,000 shares on which
such individual first becomes a honemployee direatdhe Company (the "Initial Grant"). Thereafteach nonemployee director who has
served on the board of directors continuously rmionths will be granted an additional option toghkase 10,000 shares of common stock (an
"Annual Grant"). Approximately 1/3of Initial Grants became exercisable one year #fieidate of grant and 1/3&f the Initial Grant will
become exercisable monthly thereafter. Each AnGuaht will become exercisable in twelve equal mbnithstallments beginning in the 25th
month after the date of grant, subject to the om@#s continuous service. In the event of certaamges in control of the Company, all options
outstanding under the Directors Plan will becommadiately vested and exercisable in full. The badrdirectors suspended grants under the
Directors Plan, and nonemployee directors havewvedeand will receive, initial and annual grantsrarily under the Power Integrations 2007
Equity Incentive Plan (described above) pursuatiiéd'Directors Equity Compensation Program” (sesadiption above). The suspension of
grants under the Directors Plan is indefinite, asltllast until the board of directors or compensatcommittee determines that grants unde
Directors Plan will no longer be suspended.

On July 28, 2009, the Directors Plan was amendedrgdly to prohibit outstanding options from besrgended 1) to reduce the
exercise price of such outstanding options or Bpeked in exchanged for cash, other awards or ogptidth a lower exercise price without
stockholder approval.

1998 Nonstatutory Stock Option Plan

In July 1998, the board of directors adopted th@81onstatutory Stock Option Plan (the “1998 Plawhereby the board of directc
may grant nonstatutory stock options to employ@escansultants, but only to the extent that sudfoap do not require approval of the
Company's stockholders. The 1998 Plan has not &g@moved by the Company's stockholders. The exeprise of nonstatutory stock options
may not be less than 85% of the fair market vafube® Company's common stock on the date of ghsbf September 30, 2011 , the
maximum number of shares that may be issued uhdet@98 Plan was 1.0 million and as of that dateh@ses are available for future
issuance. In general, options vest over 48 mo@psons generally have a maximum term of ten ya#ies the date of grant, subject to earlier
termination upon an optionee's cessation of empémtror service.

On July 28, 2009, the 1998 Plan was amended génevgirohibit outstanding options from being amedd.) to reduce the exercise
price of such outstanding options or 2) cancelegkithanged for cash, other awards or options witlhwvar exercise price without stockholder
approval.

1997 Employee Stock Purchase Plan

Under the 1997 Employee Stock Purchase Plan (thechase Plan”), eligible employees may apply acdatad payroll deductions,
which may not exceed 15% of an employee's compensab the purchase of shares of the Company'srarstock at periodic intervals.
The purchase price of stock under the Purchasei®gual to 85% of the lower of (i) the fair markalue of the Company's common stock
on the first day of each offering period, or (higtfair market value of the Company's common stotkhe purchase date (as defined in the
Purchase Plan). Each offering period consists efpurchase period of approximately six months damaAn aggregate of 3,000,000 shares
of common stock were reserved for issuance to eyeplwunder the Purchase Plan. As of Septembe03Q,,2,345,615 shares had been
purchased and 654,385 shares were reserved foe fissuance under the Purchase Plan.

Stock-Based Compensation

The Company applies the provisions of ASC 718-1fidés the provisions of ASC 718-10, the Company gaces the fair value of
stock-based compensation in financial statemersgs tne requisite service period of the individuargs,

12




Table of Contents
POWER INTEGRATIONS, INC.
NOTES TO (Unaudited) CONDENSED CONSOLIDATED FINANCI AL STATEMENTS (Continued)

which generally equals a four-year vesting peridte Company uses estimates of volatility, expetteah, riskfree interest rate, dividend yie
and forfeitures in determining the fair value of¢lk awards and the amount of compensation expemnsedgnize. The Company uses the
straight-line method to amortize all stock awartEnted over the requisite service period of therdwa
Determining Fair Value of Stock Optio

The Company uses the Black-Scholes valuation nfodekluing stock option grants using the followiagsumptions and estimates:

Expected Volatility The Company calculates expected volatility aswerage of implied volatility and historical volat.

Expected TermThe Company utilizes a model which uses histbegarcise, cancellation and outstanding optiom datcalculate
the expected term of stock option grants.

Risk-Free Interest RateThe Company bases the risk-free interest rate unsthe Black-Scholes valuation model on the ieglyield
available on a U.S. Treasury note with a term agprately equal to the expected term of the undedygrants.

Dividend Yield. The dividend yield was calculated by dividing trual dividend by the average closing price ef@ompany's
common stock on a quarterly basis.

Estimated ForfeituresThe Company uses historical data to estimate psdngeforfeitures, and records share-based compiensa
expense only for those awards that are expecteesto

The following table summarizes the stock-based @reation expense recognized in accordance with AIB10 for the three and
nine months ended September 30, 2011 and Sept&®pb2010 (in thousands).

Three Months Ended Nine Months Ended
September 30, September 30,

2011 2010 2011 2010
Cost of revenues $ 126 $ 15z % 584 $ 481
Research and development 564 1,12¢ 2,35¢ 2,782
Sales and marketing 44¢ 727 1,65¢ 1,77¢
General and administrative 527 93C 2,02( 2,43¢
Total stock-based compensation expense $ 1666 $§ 293 $ 6611 $ 747

As of September 30, 2011 there were approximatgly fillion , net of expected forfeitures, of totedrecognized compensation
expense related to stock options. The unrecogrtiaethensation expense at September 30, 2011 istedptecbe recognized over a weighted-
average period of 2.0 years.

As of September 30, 2011 , the Company had $11llibmof total unrecognized compensation expense pofiestimated forfeitures,
related to restricted stock units. The unamortiz@spensation expense will be recognized on a $ttrdiie basis over a weighted-average
period of 3.2 years.

As of September 30, 2011 , the total unrecognizedpensation cost under the Purchase Plan to pwthasompany's common
stock was approximately $0.4 million . The Compavrily amortize this cost on a straight-line basigpapproximately 0.5 years.

Stock compensation expense in the three monthsle®elgtember 30, 2011 was $1.7 million (comprisedppiroximately$1.0 million
related to stock options, a reduction of $0.7 wiillrelated to performance shares that are not &egbéz vest in 2011 (see the performance-
based awards section below for details), $1.1 onilielated to restricted stock units and $0.3 arillielated to the Purchase Plan). Stock
compensation expense in the nine months endedrSeete30, 2011 was $6.6 million (comprised of appr@tely $3.1 million related to stock
options, $2.5 million related to restricted stock
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units, $0.9 million related to the Purchase Plach$®.1 million in compensation expense amortizedhfbeginning inventory).

Stock compensation expense in the three and nimhmended September 30, 2010 , was $2.9 milliomfcised of approximately
$1.3 million related to stock options, $1.0 millicelated to performance shares, $0.5 million rel&terestricted stock units, $0.2 millioalatec
to the Purchase Plan, partially offset by $0.1iomilin compensation expense capitalized into inmgntand $7.5 million (comprised of
approximately $4.0 million related to stock optip$i2.0 million related to performance shares, $0il8on related to restricted stock unit0.8
million related to the Purchase Plan, partiallyseffby $0.1 million in compensation expense cdpédlinto inventory), respectively.

The fair value of stock options granted is estaelison the date of the grant using the Black-Sshoion-pricing model with the
following weighted-average assumptions:

Three Months Ended Nine Months Ended
September 30, September 30,

2011 2010 2011 2010
Risk-free interest rates 1.46% 1.53% 1.46% - 2.20% 1.53% - 2.25%
Expected volatility rates 44% 45% 44% 45% - 48%
Expected dividend yield 0.59% 0.62% 0.54% - 0.59% 0.54% - 0.62%
Expected term of stock options (in years) 6.00 5.12 6.00 5.12
Weighted-average grant date fair value of optiaasitgd $15.58 $12.61 $15.66 $14.82

The fair value of employees’ stock purchase rigimder the Purchase Plan was estimated using tl-Bleholes model with the
following weighted-average assumptions:

Three Months Ended Nine Months Ended
September 30, September 30,

2011 2010 2011 2010
Risk-free interest rates 0.16% 0.20% 0.16% - 0.17% 0.17% - 0.20%
Expected volatility rates 37% 43% 37% 36% - 43%
Expected dividend yield 0.59% 0.62% 0.51% - 0.59% 0.34% - 0.62%
Expected term of purchase right (years) 0.50 0.50 0.50 0.50
Weighted-average estimated fair value of purchages $8.93 $9.49 $9.15 $8.65

A summary of stock option activity under the Plams;luding performance-based shares and restistoett units, as oeptember 3(
2011, and changes during the nine months thendemslpresented below:

Weighted-
Average
Weighted- Remaining
Average Contractual Aggregate
Shares Exercise Term Intrinsic Value
(in thousands) Price (in years) (in thousands)
Outstanding at January 1, 2011 443: $ 22.6¢
Granted 164 37.37
Exercised (734) 19.6:
Forfeited or expired (63 25.0z
Outstanding at September 30, 2011 3,80C $ 23.8i 48: $ 27,92¢
Exercisable at September 30, 2011 3,11¢  $ 22.9( 4.0¢ $ 24,59¢
Vested and expected to vest at September 30, 2011 3,76C $ 23.7¢ 4.7¢  § 27,85¢

The total intrinsic value of options exercised dgrthe three and nine months ended September 20,28s $1.8 million and $13.4
million , respectively, and the intrinsic valueaptions exercised during the three and nine masrided September 30, 2010 was $1.1 million
and $18.4 million , respectively.
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Performanc-based Awards

Under the performance-based awards program, thep@wyrgrants awards in the first half of the perfance year in an amount equal
to twice the target number of shares to be issut itarget performance metrics are met. The nurmbghares that are released at the end of
the performance year can range from zero to 200&beofargeted number depending on the Companyfsrpence. The performance metrics
of this program are annual targets consisting bfevenue and non-GAAP operating earnings. Eaclopeance-based award granted from the
2007 Plan will reduce the number of shares aval&dl issuance under the 2007 Plan by 2.0 shares.

During the nine months ended September 30, 20id Company issued approximately 98,000 performéased awards to
employees and executives. As the net revenue am@AAP operating earnings are considered performaonaditions, expenses associated
with these awards, net of estimated forfeitures,racorded throughout the year depending on thébaupf shares expected to be earned basec
on progress toward the performance targets. Theof@erformancdsased awards is determined using the fair valubeoCompany's commc
stock on the grant date, reduced by the discoymtesknt value of dividends expected to be declagéare the awards vest. If the performance
conditions are not achieved, no compensation sagicognized and any previously recognized compiemsia reversed. The Company does
not believe the net revenue and non-GAAP operaargings performance targets will be met in 20hd, therefore reversed $0.7 million of
previously recognized expense during the three hsoabded September 30, 2011.

In January 2011, it was determined that the Compaayreached the maximum level of the establisleefbpnance targets for the
performance-based awards granted in 2010. Accdsditite 85,000 performance-based awards, which fulsevested, were released to the
Company's employees and executives in the firstteguaf 2011 .

A summary of performance-based awards outstandirgf September 30, 2011 , and activity during tine months then ended, is
presented below:

Weighted- Weighted-Average
Average Grant Remaining Aggregate Intrinsic
Shares Date Fair Value Contractual Term Value
(in thousands) Per Share (in years) (in thousands))

Outstanding at January 1, 2011 85 $ 34.9
Granted 98 36.5%
Vested (85) 34.9i
Forfeited or expired (6) 36.61
Outstanding at September 30, 2011 92 $ 36.57 0.2¢ $ 2,811
Vested and expected to vest at September 30, 2011 — 0.2< $ —

The weighted-average grant-date fair value peresbbperformance-based awards granted in the thoeghs ended September 30,
2011 was approximately $30.58 , there were no pmdace-based awards granted in the three monttesieSeptember 30, 2010 . The
weighted-average grant-date fair value per shapedbrmance-based awards granted in the nine rmamttied September 30, 2011 and 2010
was approximately $36.57 and $34.86 , respectividlg. grant date fair value of awards released, kvivere fully vested, in the nine months
ended September 30, 2011 and 2010 was approxing&8éymillion and $2.3 million , respectively. Tkawere no performance-based awards
released in either of the three months ended Sdyete®®, 2011 and September 30, 2010 .

Restricted Stock Units (RSL

The Company grants restricted stock units to enggeyunder the 2007 Plan. RSUs granted to emplaygieslly vest ratably over a
four-year period, and are converted into shargee@fCompany's common stock upon vesting on a onere basis subject to the employee's
continued service to the Company over that pefide. cost of the RSUs is determined using the fauey of the Company's common stock on
the date of the grant, reduced by the discountesigmt value of dividends expected to be declareudéne awards vest. Compensation is
recognized on a straight-line basis over the réiguservice period of each grant adjusted for estah forfeitures. Each RSU award granted
from the 2007 plan will reduce the number of shaneslable for issuance under the 2007 Plan bysRades.

A summary of RSUs outstanding as of September @01 2 and changes during the nine months then eixlad
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follows:
Weighted- Weighted-Average
Average Grant Remaining Aggregate Intrinsic
Shares Date Fair Value  Contractual Term Value
(in thousands) Per Share (in years) (in thousands)

Outstanding at January 1, 2011 26C $ 36.3C
Granted 258 36.1¢
Vested (58) 36.3(
Forfeited or expired (25) 37.2¢
Outstanding at September 30, 2011 43C $ 36.1¢ 1.8¢ $ 13,15¢
Outstanding and expected to vest at September03d, 2 37¢ 187 $ 11,59

The weighted-average grant-date fair value of R&WMarded in the three and nine months ended Septe38b2011 was
approximately $33.21 and $36.16 , respectively. Whghted-average grant-date fair value of RSUsdedin the three and nine months
ended September 30, 2010 was approximately $38d $36.53 , respectively. The grant date fair valuawards vested in the three and nine
months ended September 30, 2011 was approxima@eyniillion and $2.1 million , respectively; and&00 in the three months ended
September 30, 2010 . No RSUs vested in the fixatnginths of 2010.

4. FAIR VALUE MEASUREMENTS:

ASC 820-10Fair Value Measurementlarifies that fair value is an exit price, repgating the amount that would be received to sell
an asset or paid to transfer a liability in an ogd&ansaction between market participants. Adstair value is a market-based measurement
that should be determined based on assumptionsdr&et participants would use in pricing an assdiability. As a basis for considering
such assumptions, ASC 820-10 establishes a treegaiue hierarchy, which prioritizes the inputedisn measuring fair value as follows:
(Level 1) observable inputs such as quoted prigegiéntical assets in active markets; (Level puis other than the quoted prices in active
markets that are observable either directly orrgadly; and (Level 3) unobservable inputs in whisére is little or no market data, which
requires the Company to develop its own assumptibimis hierarchy requires the Company to use oladdevmarket data, when available, and
to minimize the use of unobservable inputs wheerdehing fair value.

The Company's cash and investment instrumentdassified within Level 1 or Level 2 of the fair ve hierarchy because they are
valued using quoted market prices, broker or depletations, or alternative pricing sources withs@nable levels of price transparency. The
type of instrument valued based on quoted marke¢pin active markets primarily includes money keasecurities. This type of instrumen
generally classified within Level 1 of the fair ualhierarchy. The types of instruments valued baseather observable inputs (Level 2 of the
fair value hierarchy) include investment-grade coape bonds and government, state, municipal asdnmial obligations. Such types of
investments are valued by using a multi-dimensioelational model, the inputs, when available,@marily benchmark yields, reported
trades, broker/dealer quotes, issuer spreads, itied-snarkets, benchmark securities, bids, offerd,raference data including market research
publications. The Company's investments classdietlevel 1 and Level 2 are held-to-maturity investis, and were valued using the
amortized-cost method, which approximates fair rataivialue.

On October 22, 2010, the Company entered into egeagent with SemiSouth Laboratories, pursuant tichylamong other things, t
Company may be obligated to acquire SemiSouthrifiSeuth meets certain financial performance coodgion or before June 30, 2013. At
September 30, 2011 , the Company determined thedhie of this potential obligation to be zeroeT@ompany used Level 2 inputs in its fair
market valuation using a market approach valuagchnique and determined the fair value of thisgaltion to be zero. The Company derived
the Level 2 inputs principally from corroboratedsebvable market data (i.e., correlation valuesg. I$ete 15)nvestment in Third Partybelow
for further details on the valuation method usdte Tompany updates the estimated fair value ofoitisntial obligation quarterly. Any
changes are recorded in its unaudited condensesblidated statements of income.

The fair value hierarchy of the Company's marketaelcurities and investments at September 30, 20d December 31, 2010 , was
as follows (in thousands):
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Fair Value Measurement at
September 30, 2011

Quoted Prices in Active Significant Other
Markets for Identical Observable Inputs

Description September 30, 2011 Assets (Level 1) (Level 2)
Commercial paper $ 7,00( $ = $ 7,00(
Money market funds 33,821 33,821 —
Certificates of deposit 10,00( — 10,00(
Corporate securities 63,95/ — 63,95¢

Total $ 114,78: $ 33,82% $ 80,95¢

Fair Value Measurement at
December 31, 2010

Quoted Prices in Active Significant Other
Markets for Identical Observable Inputs

Description December 31, 2010 Assets (Level 1) (Level 2)
Commercial paper $ 7,138 % — $ 7,13¢
Money market funds 52,95 52,95 —
U.S. Government debt securities 6,10( — 6,10(
Corporate securities 54,52 — 54,52

Total $ 120,70¢ $ 52,95 $ 67,75¢

The Company did not transfer any investments betiees! 1 and level 2 of the fair value hierarchythie nine months ended
September 30, 2011 and the twelve months endedniere31, 2010.

The Company was issued a $3.0 million note fromiSemnth in the second quarter of 2011, which wassifieed as Level 3 in the fair
value hierarchy. The note was classified as Lead there was no market data for this instrumemt. Company held the note to maturity,
which occurred on August 15, 2011. The followinlgléapresents the changes in Level 3 investmenth&nine months ended September 30,
2011 (in thousands):

Fair Value Measurement Using
Significant Unobservable Inputs
(Level 3)

Note Receivable

Beginning balance at January 1, 2011 $ =
Purchases and issuances 3,00
Settlements (3,000
Ending balance at September 30, 2011 $ —

5. INVENTORIES:

Inventories (which consist of costs associated triehpurchases of wafers from offshore foundrieb afrpackaged components from
offshore assembly manufacturers, as well as intésbar and overhead associated with the testirgptt wafers and packaged components)
are stated at the lower of cost (first-in, ficatt) or market. Provisions, when required, are nadeduce excess and obsolete inventories tc
estimated net realizable values. Inventories coo$ighe following (in thousands):
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September 30, December 31,
2011 2010
Raw materials $ 9,63t $ 20,33¢
Work-in-process 10,14« 13,17:
Finished goods 31,98: 28,57:
Total $ 51,76: $ 62,077

6. GOODWILL AND INTANGIBLE ASSETS:
The carrying amount of goodwill was $14.8 milliom @ September 30, 2011 and December 31, 2010 .

Intangible assets consist primarily of acquiredrises, in-process research and development ant pgtes, and are reported net of
accumulated amortization. In August 2010, the Camgcquired an earlgtage research and development company, resuttitigg iaddition ¢
in-process research and development of $4.7 milllarDecember 2010, the Company acquired QspeedcSeductor resulting in the additi
of customer relationships of $0.9 million , and eleyped technology of $1.8 million (see Note Adquisitions, below). The Company
amortizes the cost of all intangible assets overstiorter of the estimated useful life or the tefrthe acquired license or patent rights, which
range from five to ten years, with the exceptioi$4f7 million of in-process research and develogmérich will be amortized once the
development is completed and products are avaifablgale. The Company does not expect the amtdizéor its in-process research and
development to begin in 2011 . Amortization for @icgd intangible assets was approximately $0.Zianiland $0.2 million in the three months
ended September 30, 2011 and September 30, 26%peatively, and $0.7 million and $0.5 million retnine months ended September 30,
2011 and 2010, respectively. The Company doebel@ve there is any significant residual valueoaiged with the following intangible
assets:

September 30, 2011 December 31, 2010
Accumulated Accumulated
Gross Amortization Net Gross Amortization Net

(in thousands)
In-process research and

development $ 4,69C $ — $ 4,69C $ 4,69C $ — $ 4,69(
Technology licenses 3,00 (1,650 1,35( 3,00 (1,425 1,57¢
Patent rights 1,94¢ (1,922 27 1,94¢ (2,760 18¢
Developed technology 2,92( (74€) 2,17¢ 2,92( (489 2,431
Customer relationships 91C (85) 82t 91C — 91C
Other intangibles 37 (37) — 37 (37) —
Total intangible assets $ 13,50¢ $ (4,440 $ 9,06€ $ 13,50¢ $ 3,71 $ 9,79t

The estimated future amortization expense relatedtangible assets at September 30, 2011 is svil

Estimated
Amortization
Fiscal Year (in thousands)
2011 (remaining 3 months) $ 214
2012 75¢
2013 75E
2014 754
2015 592
Thereafter 1,30¢
Total (1) $ 4,37¢
(1) The total above excludes $4.7 million of igess research and development which will be darearupon completion of

development over the estimated useful life of g#whhology.
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7. SIGNIFICANT CUSTOMERS AND EXPORT SALES:
Segment Reporting

The Company is organized and operates as one agpmgegment, the design, development, manufaatutenarketing of proprieta
high-voltage, analog integrated circuits for usengrily in the AC-DC power conversion markets. Tb@mpany's chief operating decision
maker, the Chief Executive Officer, reviews finaidhformation presented on a consolidated basipdioposes of making operating decisions
and assessing financial performance.

Customer Concentration

Ten customers accounted for approximately 65% &84 6f net revenues for the three months ended Sdyete30, 2011 and
September 30, 2010 , respectively, and 65% and@4%venues for the nine months ended Septembe&t(@, and September 30, 2010,
respectively. A significant portion of these revesware attributable to sales of the Company’s mtsdio distributors of electronic components.
These distributors sell the Company’s products booad, diverse range of end users, including OBMEmerchant power supply
manufacturers.

The following customers accounted for 10% or mdrtal net revenues:

Three Months Ended Nine Months Ended
September 30, September 30,
Customer 2011 2010 2011 2010
A 1% 18% 19% 16%
B 12% 11% 12% 11%

Customers A and B are distributors of the Compaprgslucts. No other customers accounted for 10#are of the Company's net
revenues in those periods.

Concentration of Credit Risk

Financial instruments that potentially subject @@mpany to concentrations of credit risk consistgpally of cash investments and
trade receivables. The Company has cash invesiodintes that limit cash investments to low-riskéstments. With respect to trade
receivables, the Company performs ongoing evalastid its customers' financial conditions and rezgiletters of credit whenever deemed
necessary. Additionally, the Company establisheallawance for doubtful accounts based upon facorseounding the credit risk of specific
customers, historical trends related to past woffs-and other relevant information. Account baksare charged off against the allowance
after all means of collection have been exhausteldize potential for recovery is considered remodtee Company does not have any off-
balance-sheet credit exposure related to its cuetmns of September 30, 2011 and December 31, 201% and 76% , respectively, of
accounts receivable were concentrated with the Gorylp top 10 customers.

The following customers represented 10% or motacabunts receivable:

September 30, December 31,
Customer 2011 2010
A 21% 21%
B 15% *

*less than 10%

Customers A and B are distributors of the Compapydsiucts. No other customers accounted for 10%are of the Company’s
accounts receivable in these periods.

International Sale:

The Company markets its products through its gadesonnel and a worldwide network of distributd@ys.a
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percentage of total net revenues, internationaksahich consist of domestic and foreign saledigtrsibutors and direct customers outside of
the Americas, are comprised of the following:

Three Months Ended Nine Months Ended
September 30, September 30,
2011 2010 2011 2010
Hong Kong/China 40% 35% 38% 32%
Taiwan 18% 23% 21% 24%
Korea 16% 18% 16% 19%
Western Europe (excluding Germany) 10% 9% 10% 8%
Japan 7% 5% 6% 6%
Singapore 2% 2% 2% 2%
Germany 1% 1% 1% 2%
Other 2% 1% 2% 2%
Total foreign revenue 96% 94% 96% 95%

The remainder of the Company’s sales are to cusomi¢hin the Americas, primarily located in theiténl States.

Product Sale:

Approximately 97% to 99% of the Company's saleth@nthree and nine months ended September 30,&@l2010 , respectively,
were from its three primary groupings of low-poweE-DC power-conversion products - TOPSwitch, Tiny8tvand LinkSwitch.
Approximately 1% to 3% of the Company's sales céoma other product families, principally the ComganDPA-Switch family of high-
voltage DC-DC products, and in the first three tgrarof 2011 , the Company's Hiper family of praguehich includes both poweoenversior
and power-factor-correction products for high-poapplications.

Revenue mix by product family for the three andenimonths ended September 30, 2011 and 2010 walasst

Three Months Ended Nine Months Ended
September 30, September 30,
Product Family 2011 2010 2011 2010
LinkSwitch 43% 39% 42% 37%
TinySwitch 33% 37% 33% 38%
TOPSwitch 21% 23% 23% 24%
Other 3% 1% 2% 1%

8. EARNINGS PER SHARE:

Basic earnings per share are calculated by dividetgncome by the weighted-average shares of constuzk outstanding during
the period. Diluted earnings per share are caledlby dividing net income by the weighted-averdggas of common stock and dilutive
common equivalent shares outstanding during thiegebDilutive common equivalent shares includedhiis calculation consist of dilutive
shares issuable upon the assumed exercise of mditsjacommon stock options, the assumed vestirytstanding restricted stock units and
performance based awards, and the assumed issoleenvards under the stock purchase plan, as comhpsiag the treasury stock method.

A summary of the earnings per share calculati@sifllows (in thousands, except per share amaunts)
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Three Months Ended Nine Months Ended
September 30, September 30,
2011 2010 2011 2010
Basic earnings per share:
Net income $ 751z $ 1263 $ 2796t $ 40,53«
Weighted-average common shares 28,79¢ 27,89« 28,78¢ 27,731
Basic earnings per share $ 0.2¢ $ 04t $ 097 $ 1.4€
Diluted earnings per share (1):
Net income $ 751z $ 1263: $ 2796 $ 40,53¢
Weighted-average common shares 28,79¢ 27,89 28,78¢ 27,73
Effect of dilutive securities:
Employee stock plans 1,08( 1,38¢ 1,40¢ 1,66¢
Diluted weighted-average common shares 29,87¢ 29,28: 30,19¢ 29,40¢
Diluted earnings per share $ 0.2t $ 04: $ 09: $ 1.3¢€
(1) The Company includes the shares underlying perfocerdased awards in the calculation of dilutediagsnper share when they become

contingently issuable per ASC 260-Hxrnings per Sharand excludes such shares when they are not contiggesuable. The Company has
excluded all performandeased awards underlying the fiscal 2011 and 20H0¥dsas those shares were not contingently issaaléthe end «
the period.

Approximately 410,000 shares and 530,000 sharebudtible to stock-based awards for the three nwatided September 30, 2011
and 2010, respectively, and 276,000 shares an@d@%hares attributable to stock-based awardhéonine months ended September 30,
2011 and 2010, respectively, were not includetthéncomputation of diluted earnings per sharelfergeriods then ended because they were
determined to be anti-dilutive.

9. PROVISION FOR INCOME TAXES:

The Company accounts for income taxes under thégions of ASC 740. Under the provisions of ASC ,7d€ferred tax assets and
liabilities are recognized based on the differerassveen the financial statement carrying amouhéxisting assets and liabilities and their
respective tax bases, utilizing the tax ratesanatexpected to apply to taxable income in thesygawhich those temporary differences are
expected to be recovered or settled.

In assessing the realizability of deferred tax @sseanagement considers whether it is more littedy not that some portion or all of
the deferred tax assets will not be realized. Titimate realization of deferred tax assets is ddpahupon the generation of future taxable
income during the periods in which those tempodifferences become deductible. Management consillerscheduled reversal of deferred
tax liabilities and projected future taxable incormbe Company limits the deferred tax assets razedmrelated to certain highly-paid officers
of the Company to amounts that it estimates wiltlbductible in future periods based upon the prongsof the Internal Revenue Code
Section 162(m). In the event that the Company deters, based on available evidence and managendgrngnt, that all or part of the net
deferred tax assets will not be realized in tharkitthe Company would record a valuation allowandée period the determination is made
addition, the calculation of tax liabilities invas significant judgment in estimating the impactiofertainties in the application of complex
laws. Resolution of these uncertainties in a mammnsistent with the Company’s expectations ctade a material impact on its results of
operations and financial position.

As of September 30, 2011 , the Company continuesaiotain a valuation allowance on a portion ofdtdifornia deferred tax assets
as the Company believes that it is not more likkan not that the deferred tax assets will be ftdglized. The Company also maintains a
valuation allowance with respect to certain ofiéderred tax assets relating primarily to tax dsetfi certain non-U.S. jurisdictions.

Income tax expense includes a provision for fedetate and foreign taxes based on the annual astiheffective tax rate applicable
to the Company and its subsidiaries, adjusteddanam discrete items which are fully recognizedhia period they occur. The Company's
effective tax rates for the three and nine montitded September 30, 2011 were 32.4% and 24.2%eateply. The difference between the
expected statutory rate of 35% and the Companfgstefe tax rate for
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the three and nine months ended September 30,284 primarily due to the beneficial impact of tremgraphic distribution of the
Company's world-wide earnings and the beneficigldot of a research and experimentation tax crétlé.difference between the expected
statutory rate of 35% and the Company's effecaxeréite of 19.4% and 19.5% for the three and niaeths ended September 30, 2010,
respectively, was due primarily to the beneficiapact of the geographic distribution of the Compamyorld-wide earnings, and the favorable
impact from the expected federal investment tagitien the Company's solar-power installation.

Although the Company files U.S. federal, U.S. stated foreign tax returns, its major tax jurisdictis the U.S. In the quarter ended
March 31, 2011, the IRS informed the Company thatiRS intends to propose adjustments to the Coygptaxable income for fiscal years
2003 through 2006 related to the Company's intepamy research and development cisring arrangement and related issues. The Cor
believes that the IRS position is without merit amnds to defend its tax return position vigotgu$he fiscal years 2007 through 2009 are
also under audit by the IRS.

Determining the consolidated provision for incorar ¢xpense, income tax liabilities and deferredassets and liabilities involves
judgment. The Company calculates and providesi@rme taxes in each of the tax jurisdictions inclilit operates, which involves estimat
current tax exposures as well as making judgmenarding the recoverability of deferred tax asge&sach jurisdiction. The estimates used
could differ from actual results, which may haveignificant impact on operating results in futusgipds.

10. INDEMNIFICATIONS:

The Company sells products to its distributors umaatracts, collectively referred to as DistribuGales Agreements (“DSA”). Each
DSA contains the relevant terms of the contracimaingement with the distributor, and generallyudes certain provisions for indemnifying
the distributor against losses, expenses, anditiabifrom damages that may be awarded againgdiitgbutor in the event the Company's
products are found to infringe upon a patent, cigiyr trademark, or other proprietary right of adhparty (“Customer Indemnification”). The
DSA generally limits the scope of and remedieglierCustomer Indemnification obligations in a varief industry-standard respects,
including, but not limited to, limitations based time and geography, and a right to replace amigifig product. The Company also, from ti
to time, has granted a specific indemnificatiomtitp individual customers.

The Company believes its internal development eeg and other policies and practices limit itsoexpe related to such
indemnifications. In addition, the Company requitsemployees to sign a proprietary informatiod arventions agreement, which assigns
rights to its employees' development work to thenBany. To date, the Company has not had to reiretamg of its distributors or customers
for any losses related to these indemnificatiordsrammaterial claims were outstanding as of Sepeer@0, 2011 . For several reasons,
including the lack of prior indemnification claimasd the lack of a monetary liability limit for cam infringement cases, the Company cannot
determine the maximum amount of potential futurgnpents, if any, related to such indemnifications.

11. COMMITMENTS:

The Company purchases wafers through purchasesdiden its foundries. All but one of the Companyafer agreements were
executed in U.S. currency. Until June 2011, this fwundry required wafer purchases to be in Jagayes, however, the purchase price within
this agreement was fixed at a base rate and allé@vexbme sharing of the impact of exchange ratetdlations from the base rate. The curre
fluctuation experienced between the time invoicesensubmitted to the Company until the time thewas purchased and remitted to the
supplier was a financial responsibility of the Canp. The Company accounted for the gain or losgadlto the payment of these transactions
as part of other income or expense. The Companyemegotiated its supply agreement with this foyridrpurchase wafers in U.S. currency,
see below for our revised supply agreement.

Two of our major suppliers have wafer supply agreets based in U.S. dollars; however, our agreenveittishese foundries also
allow for mutual sharing of the impact of the exche rate fluctuation between Japanese yen and.eddllar. Each year, our management
and these suppliers review and negotiate pricmgnegotiated pricing is denominated in U.S. dsltart is subject to contractual exchange rate
provisions. The fluctuation in the exchange ratghiared equally between the Company and each s¢ theppliers.
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12. LEGAL PROCEEDINGS AND CONTINGENCIES:

From time to time in the ordinary course of busindée Company becomes involved in lawsuits, otorners and distributors may
make claims against the Company. In accordanceA®@ 450-10, the Company makes a provision foalility when it is both probable that
a liability has been incurred and the amount ofidise can be reasonably estimated.

On October 20, 2004, the Company filed a complagrdinst Fairchild Semiconductor International, kxed Fairchild Semiconductor
Corporation (referred to collectively as "FaircH)lth the United States District Court for the Dist of Delaware. In its complaint, the
Company alleged that Fairchild has and is infrigdiour of Power Integrations' patents pertainin@WM integrated circuit devices. Fairchild
denied infringement and asked for a declaratiomftioe court that it does not infringe any Poweedmation patent and that the patents are
invalid. The Court issued a claim construction ome March 31, 2006 which was favorable to the Canyp The Court set a first trial on the
issues of infringement, willfulness and damagesJotober 2, 2006. At the close of the first triah, October 10, 2006, the jury returned a
verdict in favor of the Company finding all assdrtdaims of all four patents-in-suit to be willfylinfringed by Fairchild and awarding $34.0
million in damages. Although the jury awarded dassgt this stage of the proceedings the Compampotatate the amount, if any, which it
might ultimately recover from Fairchild, and no kéts have been recorded in the Company's congetidnancial statements as a result of
the damages award. Fairchild also raised defersgermding that the asserted patents are invalichenforceable, and the court held a second
trial on these issues beginning on September 107.20n September 21, 2007, the jury returned aistardthe Company's favor, affirming
the validity of the asserted claims of all fourgras-in-suit. Fairchild submitted further materiafsthe issue of enforceability along with
various other post-trial motions, and the Compaleyl fpost-trial motions seeking a permanent injiomcand increased damages and attorneys
fees, among other things. On September 24, 2068 ¢urt denied Fairchild's motion regarding enfabikty and ruled that all four patents
are enforceable. On December 12, 2008, the Coled an the remaining post-trial motions, includgr@gnting a permanent injunction,
reducing the damages award to $6.1 million , grgnBairchild a new trial on the issue of willfuFimgement in view of an intervening
change in the law, and denying the Company's mdtioincreased damages and attorneys' fees witte lisarenew the motion after the
resolution of the issue of willful infringement. @ecember 22, 2008, at Fairchild's request, thertGemporarily stayed the permanent
injunction for 90 days to permit Fairchild to pitit the Federal Circuit Court of Appeals for a figtt stay. On January 12, 2009, Fairchild
filed a notice of appeal challenging the Courtfasal to enter a more permanent stay of the injancaind Fairchild filed additional motions
requesting that both the Federal Circuit and thsriat Court extend the stay of injunction. Thetbied Court temporarily extended the stay
pending the Federal Circuit ruling on Fairchildengding motion, but the Federal Circuit dismissenldidld's appeal and denied its motion on
May 5, 2009, and the District Court issued an oadeMay 13, 2009 confirming the reinstatement ef permanent injunction as originally
entered in December 2008. On June 22, 2009, thet Geld a brief bench re-trial on the issue of fullinfringement, and the parties
completed post-trial briefing on the issue of wilifess shortly thereafter. On July 22, 2010, therCiound that Fairchild willfully infringed
all four of the asserted patents. The Court algitdd briefing on enhanced damages and attornegs, find Fairchild filed a motion
requesting that the Court amend its findings reigardiillfulness. On January 18, 2011, the Courtiderrairchild's request to amend the
findings regarding Fairchild's willful infringemeanhd doubled the damages award against Fairchilddmlined to award attorneys' fees. On
February 3, 2011, the Court entered final judgniefa@vor of the Company for a total damages awd$tl@.9 million . Fairchild has filed a
notice of appeal challenging the final judgment amtlimber of the underlying rulings, and the Comygdaas filed a cross-appeal seeking to
increase the damages award. Briefing on the afippealw complete, and a hearing is expected in ¢ineieg months.

On May 9, 2005, the Company filed a Complaint vifite U.S. International Trade Commission (“ITC") endection 337 of the
Tariff Act of 1930, as amended, 19 U.S.C. secti8@7lagainst System General (“SG”). The Compand flesupplement to the complaint on
May 24, 2005. The Company alleged infringementopatents pertaining to pulse width modulationf\®") integrated circuit devices
produced by SG, which are used in power converggiications such as power supplies for computeritos. The Commission instituted
an investigation on June 8, 2005 in response t€trmapany's complaint. SG filed a response to tliddmplaint asserting that the patents-
in-suit were invalid and not infringed. The Compaupsequently and voluntarily narrowed the numlbgatents and claims in suit, which
proceeded to a hearing. The hearing on the imagiigwas held before the Administrative Law Jufigé J”) from January 18 to
January 24, 2006. Post-hearing briefs were subarnéttel briefing concluded February 24, 2006. The'&lnitial determination was issued on
May 15, 2006. The ALJ found all remaining assediadins valid and infringed, and recommended thdusian of the infringing products as
well as certain downstream products that contaririfringing products. After further briefing, onorde 30, 2006 the Commission decided not
to review the initial determination on liabilityubdid invite briefs on remedy, bonding and theljmuinterest. On August 11, 2006 the
Commission issued an order excluding from entrg the United States the infringing SG PWM chips] any LCD computer monitors, AC
printer
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adapters and sample/demonstration circuit boamgiong an infringing SG chip. The U.S. Customsvie is authorized to enforce the
exclusion order. On October 11, 2006, the presidergview period expired without any action frohetPresident, and the ITC exclusion
order is now in full effect. SG appealed the ITCidon, and on November 19, 2007, the Federal @iegfirmed the ITC's findings in all
respects. On October 27, 2008, SG filed a petitiomodify the exclusion order in view of a recertlEral Circuit opinion in an unrelated
case, and the Company responded to oppose anyigcabidifi, but the Commission modified the exclusioder on February 27, 2009.
Nevertheless, the exclusion order still prohibi® &d related entities from importing the infringi8G chips and any LCD compu
monitors, AC printer adapters, and sample/dematitraircuit boards containing an infringing SG hi

On May 23, 2008, the Company filed a complaint agiafFairchild Semiconductor International, Inc.irélaild Semiconductor
Corporation, and Fairchild's wholly-owned subsigi8ystem General Corporation (“SG”) in the Unitadt8s District Court for the District of
Delaware. In its complaint, the Company alleged Herchild has infringed and is infringing thregt@nts pertaining to power supply
controller integrated circuit devices. Fairchilcsaered the Company's complaint on November 7, 2088ying infringement and asking for a
declaration from the Court that it does not infereny Power Integrations patent and that the matestinvalid and unenforceable. Fairchild's
answer also included counterclaims accusing thepgaom of infringing three patents pertaining to @mnside power conversion integrated
circuit devices. Fairchild had earlier brought theame claims in a separate suit against the Comabso in Delaware, which Fairchild
dismissed in favor of adding its claims to the Camys already pending suit against Fairchild. Thenffany has answered Fairchild's
counterclaims, denying infringement and askingafaleclaration from the Court that it does not imgg any Fairchild patent and that the
Fairchild patents are invalid. Fairchild also filadnotion to stay the case, but the Court deniatirttotion on December 19, 2008. On March
5, 2009, Fairchild filed a motion for summary judgmbto preclude any recovery for post-verdict safgzarts found to infringe in the parties'
other ongoing litigation, described above, andGbenpany filed its opposition and a cross-motiopreclude Fairchild from re-litigating the
issues of infringement and damages for those saotipts. On June 26, 2009, the Court held a hearingpe parties' motions, and on July 9,
2009 the Court issued an order denying the partieions but staying proceedings with respect éoptoducts that were found to infringe and
which are subject to the injunction in the othefdare case between the parties pending the ehfityab judgment in that case; the
remainder of the case is proceeding. On Decemhe&0(®, the Court issued an order construing cet&ims in the asserted claims of the
Company's and Fairchild's patents in suit. Follgntime Court's ruling on claim construction, Faitdhvithdrew its claim related to one of its
patents and significantly reduced the number afrdaasserted for the remaining two patents. Theégsathereafter filed and argued a number
of motions for summary judgment, and the Court eénihe majority of the parties' motions but grarttedlCompany's motion to preclude
Fairchild from re-arguing validity positions thaere rejected in the prior case between the paBiesause the assigned Judge retired at the
end of July 2010, the case was re-assigned tdexetit Judge, and the Court vacated the trial adbexhd had the parties provide their input
on the appropriate course of action. The Courtetiiéer set a trial schedule with the jury trialiofiingement and validity to begin in July
2011. On February 10, 2011, the Court issued aarongintaining the stay with respect to the prosltitat were found to infringe and which
are subject to the injunction in the other Delaweaase pending the appeal in that case. On Apri2@81, the Court rescheduled the trial to
begin in January 2012, and on June 2, 2011 thet@uared the trial date to permit the parties torads another patent the Company has
accused Fairchild of infringing. Trial is currenigheduled to begin in April 2012.

On June 28, 2004, the Company filed a complainp&dent infringement in the U.S. District Court,tf@rn District of California,
against SG Corporation, a Taiwanese company, and.&. subsidiary. The Company's complaint allagaticertain integrated circuits
produced by SG infringed and continue to infringetain of its patents. On June 10, 2005, in respotmshe initiation of the International
Trade Commission (ITC) investigation discussed abtive District Court stayed all proceedings. Sqbeat to the completion of the ITC
proceedings, the District Court temporarily liftde stay and scheduled a case management confe@mé&ecember 6, 2006, SG filed a
notice of appeal of the ITC decision as discusded@ In response, and by agreement of the pattieDistrict Court vacated the scheduled
case management conference and renewed the staycekedings pending the outcome of the Federaut@ppeal of the ITC determination.
On November 19, 2007, the Federal Circuit affirttesl I TC's findings in all respects, and SG didfileta petition for review. The parties
subsequently filed a motion to dismiss the Dist@ourt case without prejudice. On November 4, 20089 Company re-filed its complaint for
patent infringement against SG and its parent catjpms, Fairchild Semiconductor International,.lacd Fairchild Semiconductor
Corporation, to address their continued infringetdpatents at issue in the original suit thaerglty emerged from SG requested
reexamination proceedings before the U.S. PatehTaamdemark Office (USPTO). The Company seeks, gnotimer things, an order
enjoining Fairchild and SG from infringing the Coamy's patents and an award of damages resultingtfie alleged infringement. Fairchild
has denied infringement and
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asked for a declaration from the Court that it dosinfringe any Power Integrations patent, thatpatents are invalid, and that one of the
two patents now at issue in the case is unenfolee@n May 5, 2010, Fairchild and SG filed an amezhdnswer including counterclaims
accusing the Company of infringing two patents;@mnpany contests these new claims vigorously sarak that time Fairchild has

withdrawn its claim for infringement of one of thatents it asserted against the Company, leavsigje Fairchild patent in the case. The
Court held a claim construction hearing on MarchZ®1.1 and issued a first claim construction ordgarding the Company's asserted patents
on July 13, 2011 and a second claim constructideraregarding Fairchild's asserted patent on Aug@ise011. Discovery is currently under
way.

In February 2010, Fairchild and System General {)Sit&d suits for patent infringement against empany, Power Integrations
Netherlands B.V., and representative offices of @oltegrations Netherlands in Shanghai and Shenzfte the Suzhou Intermediate Co
in the People's Republic of China. The proceedargsstill in their early stages, with no hearings$rial currently scheduled. The suits assert
four Chinese patents and seek an injunction ancadamof approximately $17.0 million . Power Inteigras Netherlands has filed
invalidation proceedings for all four asserted S(Bepts in the People's Republic of China Patenx&emation Board (PRB) of the State
Intellectual Property Office (SIPO), and all fouratlenges were accepted by the PRB, with heariogducted in September 2010 and rulings
expected in the coming months. The Company belithegairchild and SG claims discussed above ateowi merit and intends to contest
them vigorously.

On July 11, 2011, the Company filed a complairthim U.S. District Court, District of Columbia, agsi David Kappos in his capacity
as Director of the United States Patent and Trade@éice (“PTQ”) as part of the ongoing reexamioatproceedings related to one of the
patents asserted against Fairchild and SG in thenee litigation described above. The Companyfdemotion for summary judgment on a
preliminary jurisdictional issue, and the PTO file@ross-motion to dismiss on this same issuefigi®n these motions is now complete, with
a ruling expected in the coming months. No schelakebeen set for the case.

The Company is unable to predict the outcome dadllpgoceedings with certainty, and there can bassoirance that Power
Integrations will prevail in the abowaentioned unsettled litigations. These litigatiombether or not determined in Power Integratioagdf ol
settled, will be costly and will divert the efforasd attention of the Company's management anditedtpersonnel from normal business
operations, potentially causing a material advefect on the business, financial condition andrafieg results. Currently the company is not
able to estimate a loss or a range of loss foottgming litigation disclosed above, however adveeterminations in litigation could result in
monetary losses, the loss of proprietary rightbjext the Company to significant liabilities, reqguiPower Integrations to seek licenses from
third parties or prevent the Company from licengtmg technology, any of which could have a matexiblerse effect on the Company's
business, financial condition and operating results

In the quarter ended March 31, 2011, the IRS inéatithe Company that the IRS intends to proposestadgnts to the Company's
taxable income for the years 2003 through 2006edlto the Company's intercompany research andajawent cost-sharing arrangement and
related issues (refer to Note 9 for further defaiffie Company believes that the IRS position iheut merit and intends to defend its tax
return position vigorously.

While there can be no assurances as to the ultiowt®me of any litigation involving the Companyamagement does not believe
such pending legal proceeding or claim will resula judgment or settlement that would have a redtadverse effect on the Company's
financial position, results of operations or cdshvg.

13. RECENT ACCOUNTING PRONOUNCEMENTS:

In May 2011, the Financial Accounting StandardsrBd&ASB) issued amendments to the FASB Accourfiitagndard Codification
(ASC) relating to fair value measurements, Accoyttandards Update (ASU) 2011-64jr Value Measuremen8SC Topic 820. The
amendments clarify the application of existing fatue measurement requirements and results in conmeasurement and disclosure
requirements in U.S. GAAP and International FinahBieporting Standards (IFRS). The Company willapipese amendments prospectively
beginning in the first quarter of fiscal 2012. T@empany is currently evaluating the impact the @pgibn of these amendments will have on
its consolidated financial statements.

In June 2011, the FASB issued ASU No. 2011@&mnprehensive IncoméASC Topic 220). This amendment gives an entity two
options to present the total of comprehensive irgdime components of net income, and the compowénther comprehensive income. An
entity can elect to present comprehensive inconadtler (1) a single continuous statement of
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comprehensive income, or (2) in two separate bnsecutive statements. In both choices, an entitggaired to present each component of net
income along with total net income, each compowéonther comprehensive income along with a totabther comprehensive income, and a
total amount for comprehensive income. The Compeitiyapply this amendment beginning in the firstagier of 2012. The Company is
currently evaluating the impact the applicatiorito§ amendment will have on its condensed cons@itifinancial statements.

In September 2011, the FASB issued ASU No. 2011F68ting Goodwill for ImpairmenfASC Topic 350). Under the amendment
this ASU, an entity has the option to first assgsslitative factors to determine whether the exis¢eof events or circumstances leads to a
determination that it is more likely than not tkia fair value of a reporting unit is less tharcisrying amount. If, after assessing the totatity
events or circumstances, an entity determinesiioisnore likely than not that the fair value afeporting unit is less than its carrying amount,
then performing the two-step impairment test isagassary. However, if an entity concludes othervtig it is required to perform the first
step of the two-step impairment test by calculatheyfair value of the reporting unit and compatrting fair value with the carrying amount of
the reporting unit. If the carrying amount of aggpng unit exceeds its fair value, then the eristyequired to perform the second step of the
goodwill impairment test to measure the amounhefimpairment loss, if any. Under the amendmentkishnASU, an entity also has the option
to bypass the qualitative assessment for any riegaunit in any period and proceed directly to perfing the first step of the twstep goodwil
impairment test. An entity may resume performing giualitative assessment in any subsequent pdiiedamendments are effective for ani
goodwill impairment tests performed for fiscal ygheginning after December 15, 2011. Early adopsigrermitted.

On January 1, 2011, the Company adopted the fatigpw@ccounting pronouncements:

In December 2010, FASB issued ASU No. 2010-Ba@siness CombinatiofdSC Topic 805). The amendments in this update
specify that if a public entity presents compamfinancial statements, the entity should disclesenue and earnings of the combined entity
as though the business combination(s) that occulueidg the current year had occurred as of thénétg of the comparable prior annual
reporting period only. The amendments also imptbeeusefulness of the pro forma revenue and earlisglosures by requiring a
description of the nature and amount of materiahracurring pro forma adjustments that are direatisibutable to the business combination
(s). The amendments in this update were effectivdigcal years, and interim periods within thogans, beginning after December 15, 2010.
The adoption of this ASU in the first quarter ofl20did not have a material impact on the Compagrslensed consolidated financial
statements.

In December 2010, FASB issued ASU No. 20104@&ngibles - Goodwill and OthdASC Topic 350). Under Topic 350 on
goodwill and other intangible assets, testing fmodwill impairment is a two-step test. When a gotldmpairment test is performed (either
on an annual or interim basis), an entity mustssadether the carrying amount of a reporting exdeeds its fair value (Step 1). If it does,
an entity must perform an additional test to deteemwvhether goodwill has been impaired and to datetthe amount of that impairment (Step
2). The amendments in this update modify Stepth@fjoodwill impairment test for reporting unitsthvzero or negative carrying amounts.
For those reporting units, an entity is requiregeécform Step 2 of the goodwill impairment test i6 more likely than not that a goodwiill
impairment exists. In determining whether it is mbkely than not that goodwill impairment exisss), entity should consider whether there
are any adverse qualitative factors indicating timgtairment may exist. The qualitative factors iiegthat goodwill of a reporting unit be
tested for impairment between annual tests if @negccurs or circumstances change that would fik@ly than not reduce the fair value of a
reporting unit below its carrying amount. The anmaedts in this update were effective for fiscal geand interim periods within those years,
beginning after December 15, 2010. The adoptiahiefASU in the first quarter of 2011 did not havenaterial impact on the Company's
condensed consolidated financial statements.

In January 2010, the FASB issued Accounting Statgldipdate (“ASU”) No. 2010-06, “Fair Value Measuearts and Disclosures
(Topic 820): Improving Disclosures about Fair Valostruments.” ASU No. 2010-06 amends ASC 820 tpuire additional disclosures
regarding fair value measurements. Specifically,Al8U requires entities to disclose the amountsraasons for significant transfers between
Level 1 and Level 2 of the fair value hierarchydisclose reasons for any transfers in or out ®€L8 and to separately disclose information in
the reconciliation of recurring Level 3 measuremsatiout purchases, sales, issuances and settlefmesdslition, the ASU also amends ASC
820 to clarify certain existing disclosure requients. Except for the requirement to disclose inftiam about purchases, sales, issuances and
settlements in the reconciliation of recurring Le¥eneasurements separately, the amendments to828@ade by ASU No. 2010-06 were
effective for the Company's 2010 interim and anmepbrting periods. The requirement to separatisiglase purchases, sales, issuances and
settlements of recurring Level 3 measurementsféstfe for the Company's 2011 interim and annapbrting
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periods. The adoption of these provisions did reteha material impact on the Company's consolidi@edcial statements.
14. ACQUISITIONS:

On February 26, 2010, the Company entered intdinitiee agreement to purchase the assets of dy-stage research and
development company involved in developing certaghnology that is consistent with the Company’g{term business strategy, for cash
totaling $11.5 million . The Company accountedtfe transaction as an acquisition of a businedscampleted the acquisition on August
26, 2010. The Company allocated $6.2 million ofplvechase price to goodwill, which is deductibletx purposes, $4.7 million to in-
process research and development, which the Compifiramortize over the estimated life of the teology upon completion of its
development (the Company does not expect to anedrtiprocess research and development within theicuyear), and $0.6 million to fixed
assets. The Company also expensed $0.4 millionfisition-related costs which were recorded aggdand administrative expense in
2010. Goodwill recognized in the acquisition wasw from expected benefits from future technologyst synergies and a knowledgeable
and experienced workforce.

On December 31, 2010, the Company acquired ceataiats of Qspeed Semiconductor for approximately ®illion in cash. The
Company accounted for the transaction as an atiquisif a business.

The Company's acquisition of Qspeed effectivelylesta preexisting license agreement under whieltbmpany had paid Qspeed a
prepaid royalty of $5.25 million in exchange foethse of its technology. Because the terms ofiteede agreement were determined to
represent fair value at the acquisition date, thm@any did not record any gain or loss separateiy the acquisition and the $5.25 million
unamortized prepaid royalty was included as pathefacquisition-date fair value of considerati@msferred.

Fair value consideration consists of the follow{irythousands):

Cash $ 6,95t
Settlement of preexisting arrangement 5,25(
Total $ 12,20¢

Of the total consideration transferred, $6.8 millisas allocated to goodwill, which is deductible fax purposes, $1.8 million was
allocated to developed technology, $0.9 million whlscated to customer relationships, $0.4 millieas allocated to fixed assets, $2.1 million
was allocated to inventory, including $0.6 milliohinventory markup, which will be amortized to to$ revenues, and $0.2 million was
allocated to accounts receivable. Goodwill recogaiin the acquisition of Qspeed Semiconductor veaiveld from expected benefits from
future technology, cost synergies and a knowledgeatd experienced workforce.

15. INVESTMENT IN THIRD PARTY:

On October 22, 2010, the Company made a $7.0 miifigestment in preferred stock of a privately hedthpany, SemiSouth
Laboratories (“SemiSouth”). Also in October 201t Company paid $10.0 million as a prepaid royaltgxchange for the right to use
SemiSouth's technology. The Company will amortimerbyalty to cost of revenues based on the Comgaales of products incorporating the
licensed technology. The Company classified itegtmnent, with a carrying value of $7.0 million dgorepaid royalty of $10.0 million within
Other Assets in the Company's condensed consdiitiat@nce sheet as of September 30, 2011. The Cgnajo@s not expect to amortize the
prepaid royalty in 2011 .

In February 2011, the Company entered into an aggaewith SemiSouth to provide a lease line forfthencing of capital
equipment. Under the term of the agreement, SenttiSzan borrow up to $8.6 million through Januarg20As of September 30, 2011, a total
of $8.0 million had been funded, comprised of; $8iflion funded, less payments withheld under thase arrangement to finance capital
equipment commencing in February 2011, and $4.lomipaid as deposits on equipment which the Compé lease to SemiSouth upon
delivery of such equipment, refer to Note Léase Line to Third Partyfor details. The Company included the lease lgezivable and
deposits on equipment in Other Assets and Prepgidrises and Other Current Assets in its condersmeblidated balance sheet at
September 30, 2011.

The Company has determined that its investmenemiSouth, in which the Company holds less than 2qUty interest, is a variab
interest entity (“VIE") in which the Company is nibte primary beneficiary. The primary factors ie th
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Company's assessment were; (i) SemiSouth's manatiézaen and board of directors were solely resppba$or all business and financial
decisions for SemiSouth and (ii) the Company dagdave the ability through this VIE to direct thetivities that significantly impact the
economic performance of SemiSouth. The Companyumtsdor its non-marketable investment in SemiSauntier the cost method.

The Company's maximum exposure to loss as a refsitdt interest in SemiSouth is limited to the aggate of the carrying value of ¢
equity investment, and up to $8.6 million for tkade line agreement. There were no additionalddturding commitments to SemiSouth as of
September 30, 2011.

The Company's investment in SemiSouth is perioljicaviewed for other-than-temporary declines iim f@alue by considering
available evidence, including general market caéonst, SemiSouth's financial condition, pricing @ent rounds of financing, earnings and
cash flow forecasts, recent operational performamckany other readily available market data.

The Company's 2010 agreement with SemiSouth preyataong other things, that the Company has theroft acquire SemiSouth
in the future (“Call Option”) and that the Compamygy be obligated to acquire SemiSouth at a futate il SemiSouth achieves certain
financial performance conditions (“Put Option”).e'lRut and Call Options terminate on the date thapproximately a month following
delivery to the Company of SemiSouth's financiatesnents for the quarter ending June 30, 2013.

The Call Option can be exercised by the Compamynatiltiple of SemiSouth's annualized net operatirudits after tax (‘“NOPAT”)
(based on the average of such measures duringncerteths), as defined in the agreement. The nielifintended to result in an acquisition
price equal to the estimated fair value of SemiBotlihe minimum acquisition price would be $36 roitli.

The Put Option can only be exercised by SemiSounde @ertain revenue and profit metrics have beachesl. At that time,
SemiSouth could obligate the Company to acquireiSeuath at a multiple of SemiSouth's NOPAT. The iipldtis intended to result in an
acquisition price equal to the estimated fair vadi&emiSouth. In order to reach the revenue aafitpnetrics required to exercise the Put
Option, SemiSouth would need to increase its qtlgntevenue to approximately 27 times the levelexenues in the third quarter of 2011.

The NOPAT multiple was determined to reflect faatue based on the Market Approach using Level @tgthat are derived
principally from observable market data by compgumultiples for similar publicly traded compani&sie to the fact that the strike price of
Call Option and Put Option is continually beinguedgd to reflect the changes in the fair valueeshisouth, neither the Put Option nor the
Option are expected to have value. Based on fhesars, the fair value of the Put/Call Option vetermined to be zero.

In July 2011, SemiSouth obtained $15 million ofiiddal financing through the sale, and concurti@mainsing back, of its intellectual
property ("IP") with a financing company. In contien with this arrangement, the Company entereal antontingent purchase commitment
with the financing company for SemiSouth's IP. Tbhatingent purchase commitment requires the Comfmpurchase the IP previously
owned by SemiSouth from its new owner for $15 miill{plus reimbursement of certain expenses) ureltaio conditions generally relating to
SemiSouth's failure to make certain payments oriSeuth's insolvency. In this event, the agreemet# forth a process to be followed before
the Company's purchase commitment matures. Hisagreement allows the Company to exercise its@dion for a certain period of time
and under certain conditions. If the Company dagsnitially exercise its Call Option, then Semi$logan be sold to a third party during a
period of time of up to approximately half a yeah{ch period of time may be shortened by the nemiSeuth IP owner) or the Company
could still exercise its Call Option. After thatrjpel of time elapses, the Company is obligateduaipase the SemiSouth IP for $15 million
(plus reimbursement of certain expenses). The Campeovided a $15 million letter of credit in Audui011 to the financing company to
secure the contingent purchase commitment.

In addition, the Company entered into a contradtily 2011 with SemiSouth to act as a sales reptathee for SemiSouth. The sales
representation agreement will allow the Compangam a fee for its efforts in representing, promgtind soliciting orders for SemiSouth
products. The contract can be terminated with ¢hevit cause by giving prior written notice to tttber party.

16. SUPPLIER AGREEMENT:
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The Company entered into a wafer supply agreenraehement with one of its foundries in the third geiaof 2008, which amended
its previous agreement with the foundry. The amdratgreement includes a Company prepayment of $Blidmfor raw materials. Purchases
of raw materials under this agreement were madedoagon production build plans of the Company'ssvgafAs of December 31, 2010, $0.9
million remained prepaid under this agreement, iarttle six months ended June 30, 2011, this prepaymas fully amortized. The Company
included the prepayment in prepaid expenses aret othrent assets in its December 31, 2010 , camdkeoonsolidated balance sheet.

17. LEASE LINE TO THIRD PARTY:

In February 2011, the Company entered into an aggaewith SemiSouth to provide a lease line forfthancing of capital
equipment. Under the term of the agreement, SerttiSzan borrow up to $8.6 million through Januarg2Qreduced from $15.5 million at
March 31, 2011). As of September 30, 2011 , a wft$8.0 million had been funded, comprised of 9$8illion funded, less payments withhe
under this lease arrangement to finance capitapetgnt commencing in February 2011, and $4.1 nnilpaid as deposits on equipment which
the Company will lease to SemiSouth upon delivéryuzh equipment. The Company included the leageréceivable and deposits on
equipment in Other Assets and Prepaid Expense®trat Current Assets in its condensed consolidadééahce sheet at September 30, 2011 .
The total lease payments related to the $3.9 mifimded, including interest, will be received oadiour-toeight year term and are reflectec
the table below (in millions):

Total Minimum

Fiscal Year Lease Payments

2011 (remaining 3 months) $ 0.1
2012 0.€
2013 0.6
2014 0.€
2015 0.6
Thereafter 1.7
Total $ 4.2

The Company assessed the credit worthiness of Semhi&t the inception of the lease line, and isiteoing their credit quality on an
ongoing basis. If the credit worthiness of Semi8aliminishes the Company will establish a spec#®erve against the lease line receivable at
that time.

18. BANK LINE OF CREDIT:

In February 2011, the Company entered into an wmsdcredit agreement with a bank (the “Credit Agnent”). Pursuant to the
Credit Agreement, the Company can request, frora trtime until February 2013, advances in an amponto exceed an aggregate principal
amount of $50.0 million , the proceeds of which barused for working capital requirements and ogfegreral corporate purposes. The
agreement also covers advances for commerciatdeifecredit. At September 30, 2011 , the Compaaty d$15.0 million outstanding letter of
credit in connection with a existing contingentghase commitment (refer to Note 1®yestment in Third Partyfor further details). The tern
of this credit agreement require the Company taaiarim compliance with certain financial and othevenants, which the Company is
currently in compliance with.

19. SUBSEQUENT EVENTS:
In November 2011, the board of directors authoriheduse of $30.0 million for the repurchase of@mnpany's common stock. Any

repurchases will be executed according to certardpfined price/volume guidelines set by the badrdirectors. There is no expiration date
for this repurchase program.

29




Table of Contents

ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FIMNCIAL CONDITION AND RESULTS OF OPERATIONS

The following discussion and analysis of our finahcondition and results of operations should kbad in conjunction with the
condensed consolidated financial statements andakbes to those statements included elsewherasifilarterly Report on Form 10-Q, the
Consolidated Financial Statements and Notes themtthe year ended December 31, 2010, includexuimAnnual Report on Form 10-K/A,
filed with the Securities and Exchange Commissiodume 15, 2011, and with management's discussidranalysis of our financial conditic
and results of operations in our Annual Report amrk 10-K for the year ended December 31, 2010] filgh the SEC on February 25, 2011.
This discussion contains forward-looking statemeintduding our financial outlook, that involve kis and uncertainties. Our actual results
could differ materially from those contained ingbdorwardlooking statements due to a number of factorsuitiog those discussed in Part
Item 1/-“Risk Factors” and elsewhere in this report.

Overview

We design, develop, manufacture and market higtagel analog and mixed-signal integrated circdi@y(’) and high-voltage diodes
for use in electronic power supplies, also knowswisched-mode power supplies. Our ICs and diodesised principally in AC-DC power
supplies in a wide variety of end products, prityar the consumer, communications, computer addstrial electronics markets. For
example, our ICs are commonly used in such endystedas mobile-phone chargers, desktop computense lentertainment equipment,
appliances, utility meters and LED light bulbs dixtures.

We believe that our products enable power supfhigisare superior to those designed with altereatehnologies. We differentiate
our ICs through innovation aimed at helping ourtcmeers meet the desired performance specificafmmheir power supplies, including
increasingly stringent energy-efficiency requiremtsemnhile minimizing complexity, component counte-to-market and overall system cost.
We invest significant resources in research anéldement in an effort to achieve this differentiati

While the size of the power-supply market fluctsatgth changes in macroeconomic conditions, theketdras generally exhibited a
modest growth rate over time as growth in the walitmes of power supplies has largely been offgetlductions in the average selling price
of components in this market. Therefore, the grositour business depends primarily on our peneinadf the power supply market, and our
success in expanding the addressable market ldinting new products that address a wider rangg@pifcations. Our growth strategy
includes the following elements:

¢ Increase the penetration of our ICs in “low-power” AC-DC power supply markeThe vast majority of our revenues come from
power-supply applications requiring 50 watts ofputor less. We continue to introduce more advampeeducts that make our IC-
based solutions more attractive in this market.n&kee also increased the size of our sales anddigdiheering staff considerably in
recent years, and we continue to expand our ofjeraf technical documentation and design-suppotstand services in order to help
customers use our ICs. These tools and serviceslmourPl Expert™design software, which we offer free of charge, aad
transformer-sample service.

» Capitalize on the growing demand for more enerdigieft electronic products and lighting technolegiWe believe that energy-
efficiency is becoming an increasingly importansige criterion for power supplies due largely te #tmergence of standards and
specifications that encourage, and in some casedate, the design of more energy-efficient eledtrpnoducts. While power
supplies built with competing technologies are mft@able to meet these standards cost-effectipelyer supplies incorporating our
ICs are generally able to comply with all knowni@éncy specifications currently in effect.

Additionally, technological advances combined wilgulatory and legislative actions are resultinthim adoption of alternative
lighting technologies such as light-emitting diodesLED. We believe this presents a significarpanpunity for us because our ICs
are used in power-supply (or “driver”) circuitryrfbigh-voltage LED lighting applications.

* Increase the penetration of our product<‘high-power” applications.We believe we have developed and acquired new ttogies
and products that enable us to bring the bendfitgghly integrated power supplies to applicatioeguiring more than 50 watts of
output. These include such applications as mairepawpplies for flat-panel TVs and desktop PCsyalsas power supplies for LED
streetlights, game consoles, and notebook compuersng others.
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Our quarterly operating results are difficult tegict and subject to significant fluctuations. Warpour production and inventory
levels based on internal forecasts of projectetbousr demand, which is highly unpredictable andfastuate substantially. Customers
typically may cancel or reschedule orders on shatite without significant penalty and, converselffen place orders with very short lead
times to delivery. Also, external factors such ladbgl economic conditions and supply-chain dynaroas cause our operating results to be
volatile. For example, our revenues decreased 6¥eithree months ended September 30, 2011 compétrethe prior quarter, and we exp:
a further decrease in the subsequent quarter; lievbehe downturn in revenues is primarily theutesf global macroeconomic factors.

Our net revenues were $75.1 million and $232.0ionilin the three and nine months ended Septemhe&03(, respectively,
compared to $75.5 million and $226.8 million in g@@me periods of 2010. The slight decrease fothitee-month period was driven primarily
by lower sales of our products into the commundigeatiend market, where our products are primarigdus cell-phone chargers. The decline
was partially offset by increased sales into thesconer, industrial and computer end markets. Toe#ase for the nine-month period was
driven primarily by increased sales into the indasand computer end markets, partially offseshghtly lower sales into the communications
end market.

Our top ten customers, including distributors ttesell our products to OEMs and merchant power lgsuppnufacturers, accounted
65% of our net revenues in both the three and miolths ended September 30, 2011, compared to 64Ur afet revenues in both the three
and nine months ended September 30, 2010. Ounpustomers, both distributors of our productdiectively accounted for approximately
31% of our net revenues in both the three and mioeths ended September 30, 2011. In 2010, oumtoctistomers, both distributors of our
products, collectively accounted for approxima@d®o and 27% of our net revenues, in the three-nametmonth periods ended September 30
2011, respectively. International sales comprisgh ®f our net revenues in both the three and nioeths ended September 30, 2011, and
and 95% in the three and nine months ended Septe30b2010, respectively.

Because our industry is intensely price-sensite,gross margin (gross profit divided by net rawes) is subject to change based on
the relative pricing of solutions that compete witlrs. Variations in product and customer mix dap aause our gross margin to fluctuate.
Also, because we purchase a large percentage ailman wafers from foundries located in Japar, gnoss margin is influenced by
fluctuations in the exchange rate between the tdoffar and the Japanese yen. Changes in the micasv materials used in our products, such
as certain metals, can also affect our gross ma#dtinough our wafer-fabrication and assembly opers are outsourced, as are most of our
test operations, a portion of our production castsfixed in nature. As a result, our unit costs gross profit margin are impacted by the
volume of units we produce.

Our gross profit margin was 47% of net revenudbénthree and nine months ended September 30, 20dthared with 52% of net
revenues and 51% of net revenues, respectivetiigithree and nine months ended September 30, Z0&0ecrease was due primarily to
higher input costs as well as a less favorableymbnhix; the increase in input costs was drivemprily by the decline in the value of the U.S.
dollar versus the Japanese yen, which has increhsambst of silicon wafers purchased from our dapa wafer fabrication foundries, as well
as the rise in the prices of certain materialsnprily gold and copper, used in the assembly ofppaducts. While we cannot necessarily pre
the future direction of our gross margin becauseyntd the factors influencing it are outside of @ontrol, we expect our gross margin to
improve in the fourth quarter of this year as ailtesf product-cost improvements, primarily driviey silicon cost reductions.

Total operating expenses in the three and nine msagrided September 30, 2011 were $24.5 millior$d8d7 million, respectively,
and $23.8 million and $67.5 million in the sameipas in 2010, respectively. The increase in bothttiiee and nine months ended September
30, 2011, compared with the same periods in tha pdar, was driven primarily by increased payaoil related expenses due to increased
headcount, including higher research and developheadcount resulting from an acquisition we cortgalen the third quarter of 2010 and
increases in sales and marketing headcount asilh @égrowth in our sales force. These increasesevpartially offset by decreased stock-
based compensation expense, lower acquisitionekktpenses (we acquired two businesses in 20f&0 toeNote 14 Acquisitions, in our
Notes to Condensed Consolidated Financial Statesnfemtdetails) and reduced legal expenses retatpdtent litigation (refer to Note 1
Legal Proceedings and Contingenc, in our Notes to Condensed Consolidated FinaStelements for recent activity).

Critical Accounting Policies and Estimates

The preparation of financial statements and reldisclosures in conformity with accounting prine@gplgenerally accepted in the
United States of America (“U.S. GAAPtgquires management to make estimates and assas it affect the reported amounts of asset
liabilities and disclosures of contingent assets labilities at the date of the financial statesesind the reported amounts of revenues and
expenses during the reporting period. On an ongb&sis, we evaluate our estimates, including thistel below. We base our estimates on
historical facts and various other assumptionsweabelieve to be reasonable at the time the etdsrame made. Actual results could differ
from those estimates.
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Our critical accounting policies are as follows:

* revenue recognition;

» stock-based compensation;

» estimating distributor pricing credits;

» estimating write-downs for excess and obsoleteritory;
* income taxes; and

» goodwill and intangible assets.

Our critical accounting policies are importanthe portrayal of our financial condition and resatt®perations, and require us to
make judgments and estimates about matters thaitegeently uncertain. A brief description of thesiical accounting policies is set forth
below. For more information regarding our accountiolicies, see Note Summary of Significant Accounting Policiga our Notes to
Condensed Consolidated Financial Statements.

Revenue recognition

Product revenues consist of sales to original egaig manufacturers (“OEMs”), merchant power suppinufacturers and
distributors. Shipping terms to international OEMstomers and merchant power supply manufacturens @ur facility in California are
“delivered at frontier” (“DAF”"),under which title to the product passes to theatust and revenue is recognized when the shipmeaohes th
destination country. Shipping terms to internatiddBMs and merchant power supply manufacturershipngents from our facility outside of
the United States are “EX WorksEXW), meaning that title to the product transfershte customer upon shipment from our foreign wausk
Shipments to OEMs and merchant power supply matwis in the Americas are “free on board” (“FOBYint of origin meaning that title is
passed to the customer upon shipment. Revenuedgnized upon title transfer for sales to OEMs amaichant power supply manufacturers,
assuming all other criteria for revenue recognitioe met as described below.

We apply the provisions of ASC 605-10 (formerlyfSfeccounting Bulletin No. 104Revenue Recognitioand all related appropriate
guidance. We recognize revenue when all of theahg criteria have been met: (1) persuasive eddeari an arrangement exists, (2) delivery
has occurred, (3) the price is fixed or determiaatid (4) collectability is reasonably assured.dafeerally use customer purchase orders to
determine the existence of an arrangement. We @endelivery to have occurred when title and riloss have transferred to the customer.
We consider the price to be fixed based on the payiterms associated with the transaction and vehéfie sales price is subject to refund or
adjustment. We assess collectability based onréditevorthiness of the customer as determined bglitchecks we perform as well as the
customer's payment history.

We make sales to distributors and retail partnedsracognize revenue based on a sell-through me8adds to distributors are made
under terms allowing certain price protection aigtits of return on our products held by the distrilss. As a result of these rights, we defel
recognition of revenue and the costs of revenugsatbfrom sales to distributors until such distititrs resell our products to thei r end
customers. We determine the a mount to defer baiselde level of actual inventory on hand at outriligtors as well as inventory in transit to
our distributors. Fluctuations in deferred inconmesales to distributors coincide with an increasdexrease in revenue shipments to our
distributors; in addition, deferred income levels also impacted by the speed at which our didwitsusell our products to their end customers.
The gross profit that is deferred as a result f plolicy is reflected as “deferred income on sébegdistributors’in the accompanying conden:
consolidated balance sheets. The total deferrezhte/as of September 30, 2011 and December 31 w284 Gpproximately $22.1 million and
$24.7 million , respectively. The total deferregicas of September 30, 2011 and December 31, 288@pproximately $11.8 million and
$12.5 million , respectively.

Stock-based compensation

We apply the provisions of ASC 718-18hare-Based Paymentynder the provisions of ASC 718-10, we recogtiieefair value of
stock-based compensation in financial statemergs the requisite service period of the individuadrds, which generally equals a four-year
vesting period. We use estimates of volatility, @oted term, riskree interest rate, dividend yield and forfeituiresletermining the fair value
these awards and the amount of compensation costognize. Changes in these estimates could riesthianges to our compensation chat

Estimating distributor pricing credits

Historically, approximately two-thirds of our totsdles have been made through distributors. Frelgueistributors need a cost lower
than our standard sales price in order to win ssinAfter the distributor ships product to itstooser, the
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distributor submits a “ship and debilaim to us in order to adjust its cost from thenstard price to the approved lower price. Afteifigation

by us, a credit memo is issued to the distribusadjust the sell-in price from the standard distiion price to the pre-approved lower price.
We maintain a reserve for these credits that agpesa reduction to accounts receivable in ouralmtaged balance sheets. Any increase in the
reserve results in a corresponding reduction incoarent and/or future net revenues. To establisratiequacy of our reserves, we analyze
historical ship and debit amounts and levels oéitery in the distributor channels. If our reseraes not adequate, our net revenues could be
adversely affected.

Estimating write-downs for excess and obsolete inatory

When evaluating the adequacy of our valuation adjasts for excess and obsolete inventory, we ifleekicess and obsolete prodt
and also analyze historical usage, forecasted ptmufubased on demand forecasts, current econoerids and historical write-offsThis
write-down is reflected as a reduction to inventiorthe consolidated balance sheets and an incire@sst of revenues. If actual market
conditions are less favorable than our assumptisasnay be required to take additional widi@wvns, which could adversely impact our cos
revenues and operating results.

Income taxes

Income tax expense is an estimate of current indamxes payable or refundable in the current figear based on reported income
before income taxes. Deferred income taxes refteceffect of temporary differences and carry-fodgathat are recognized for financial
reporting and income tax purposes.

We account for income taxes under the provisior8SE 740 (formerly SFAS No. 109, Accounting for dmee Taxes). Under the
provisions of ASC 740, deferred tax assets andlilias are recognized based on the differencesden the financial statement carrying
amounts of existing assets and liabilities andrttesipective tax bases, utilizing the tax rates @aha expected to apply to taxable income in the
years in which those temporary differences are eegeto be recovered settled. We recognize valuation allowances tocedany deferred
tax assets to the amount that we estimate will rikedy than not be realized based on availablelence and management’s judgment. We
limit the deferred tax assets recognized relategettain of our officers’ compensation to amouhtst tve estimate will be deductible in future
periods based upon Internal Revenue Code Sectdfm)6ln the event that we determine, based ornablaievidence and management
judgment, that all or part of the net deferreddagets will not be realized in the future, we waelcbrd a valuation allowance in the period
determination is made. In addition, the calculatétax liabilities involves significant judgment estimating the impact of uncertainties in the
application of complex tax laws. Resolution of thescertainties in a manner inconsistent with ogeetations could have a material impact
on our results of operations and financial position

As of September 30, 2011 , we continue to mairdaialuation allowance on a portion of our Califardieferred tax assets as we
believe that it is not more likely than not thae tiheferred tax assets will be fully realized. Waoahaintain a valuation allowance with respect
to certain of our deferred tax assets relating arilpto tax credits in certain non-U.S. jurisdarts.

In the first quarter of 2011, the IRS informed kattit intends to propose adjustments to our taxatdome for fiscal years 2003 thru
2006 related to our intercompany research and dpuent cost-sharing arrangement and related isgéedelieve the IRS's position with
respect to the proposed adjustment is inconsigtghtapplicable tax law, and that we have a meinies defense to our position. Accordingly,
we intend to continue to challenge the IRS's pasitin this matter vigorously. While we believe tR&'s asserted position on this matter is not
supported by applicable law, we have provided kesefor our position in this matter, and we maydmired to make payments to the IRS
pending resolution of this matter. If this mattetifigated and the IRS is able to successfullyainsts position, our results of operations and
financial condition could be materially and advéysdfected (refer to Note 9, in our Notes to Comsksd Consolidated Financial Statements for
further details). Resolution of this matter is aaticipated within the next year.

Goodwill and intangible assets

In accordance with ASC 350-1Gpodwill and Other Intangible Assetgse evaluate goodwill for impairment on an annuaigeor as
other indicators of impairment emerge. The provisiof ASC 350-10 require that we perform a two-&tepairment test. In the first step, we
compare the implied fair value of our single repartunit to its carrying value, including goodwilf.the fair value of our reporting unit excet
the carrying amount no impairment adjustment isiiregl. If the carrying amount of our reporting umitceeds the fair value, step two will be
completed to measure the amount of goodwill impairtioss, if any exists. If the carrying value af single reporting unit's goodwill exceeds
its implied fair value, then we record an impairmiess equal to the difference, but not in excdgh@® carrying amount of the goodwill. We
evaluated
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goodwill for impairment in the fourth quarter 20Ehd concluded that no impairment existed as oebdxer 31, 2010. Additionally, no
impairment indicators have been identified durimg nine months ended September 30, 2011 .

ASC 350-10 also requires that intangible assets @stimable useful lives be amortized over theipeetive estimated useful lives,
and reviewed for impairment in accordance with AZ8D-10,Accounting for the Impairment or Disposal of Longdd Assets We review
long-lived assets, such as acquired intangiblegamglerty and equipment, for impairment whenevengy or changes in circumstances
indicate that the carrying amount of an asset nodiypa recoverable. We measure recoverability aftage be held and used by a comparist
the carrying amount of an asset to estimated uodiged future cash flows expected to be generatdldbasset. If the carrying amount of an
asset exceeds its estimated future cash flowsea@gnize an impairment charge by the amount bytwhie carrying amount of the asset
exceeds the fair value of the asset.

Results of Operations

The following table sets forth certain operatingedas a percentage of net revenues for the perdisted.

Three Months Ended Nine Months Ended
September 30, September 30,

2011 2010 2011 2010
Net revenues 100.(% 100.(% 100.(% 100.(%
Cost of revenues 53.¢ 48.: 53.C 48.7
Gross profit 46.7 51.7 47.C 51.5
Operating expenses:
Research and development 13.¢ 12.t 13.2 11.5
Sales and marketing 10.€ 10.2 10.t 9.7
General and administrative 8.2 8.¢ 8.1 8.5
Total operating expenses 32.€ 31.¢ 31.¢ 29.7
Income from operations 14.1 20.1 15.: 21.€
Other income, net 0.7 0.€ 0.€ 0.6
Income before provision for income taxes 14.¢ 20.7 15.¢ 222
Provision for income taxes 4.8 4.C 3.8 4.3
Net income 10.(% 16.7% 12.1% 17.%%

Comparison of the Three Months and Nine Months Er®kptember 30, 2011 and 2010

Net revenuedNet revenues consist of revenues from product safeish are calculated net of returns and allowanblet revenues ft
the three months ended September 30, 2011 weré 8#llion compared with $75.5 million for the threenths ended September 30, 2010, a
decrease of approximately 1%. The slight decreasevienues was driven primarily by lower shipmeiteur products into the
communications end market, where our products @neapily used in cellphone chargers. The declins partially offset by increased product
shipments into the consumer, industrial and conrrid markets.

Net revenues for the nine months ended Septemh&03Q were $232.0 million compared with $226.8iomil for the comparable
period of 2010, an increase of approximately 2.3%e increase was driven primarily by increasedraiipts into the industrial end market
(primarily LinkSwitch products) and computer endrked, partially offset by slightly lower shipmer(gimarily TinySwitch products) into the
communications market.

Our net revenue mix by product family and by enakagfor the three and nine months ended SepteB8the2011 compared to the
three and nine months ended September 30, 2010asdodiows:
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Product Family
LinkSwitch

TinySwitch
TOPSwitch
Other

End Market
Consumer
Communications
Industrial
Computer

Three Months Ended

Nine Months Ended

September 30, September 30,

2011 2010 2011 2010
43% 39% 42% 37%
33% 37% 33% 38%
21% 23% 23% 24%

3% 1% 2% 1%

Three Months Ended

Nine Months Ended

September 30, September 30,
2011 2010 2011 2010
39% 37% 37% 38%
26% 30% 29% 30%
23% 22% 22% 20%
12% 11% 12% 12%

International sales, comprised of sales outsidb@®Americas based on “ship tolistomer locations, were $71.9 million, or 96% et
revenues in the third quarter of 2011, comparesi7tb2 million, or 94% of net revenues, for the sgmagod in 2010. International sales were
$221.8 million, or 96% of net revenues, for theeninonths ended September 30, 2011, compared to3@&iMion, or 95% of net revenues, for
the same period in 2010. Although the power suppliEng our products are distributed to end marnkettdwide, most of these power supp
are manufactured in Asia. As a result, sales ®région were 84% of our net revenues for bothhhee and nine months ended September 30,
2011, and 83% of our net revenues in both the taneenine months ended September 30, 2010. We eimpemational sales, and sales to the

Asia region in particular, to continue to accowortd large portion of our net revenues in the fitur

Sales through distributors accounted for 72% artd @0net revenues in the three and nine monthsceSdptember 30, 2011,
respectively, with direct sales to OEMs and powgpdy manufactures accounting for the remainder th® three and nine months ended
September 30, 2010, distributors accounted for 6A#068% of net revenues, respectively, while disatds accounted for the remainder.

The following customers accounted for 10% or mdr®t@l revenues:

Customer
A
B

Three Months Ended

Nine Months Ended

September 30, September 30,
2011 2010 2011 2010
19% 18% 19% 16%
12% 11% 12% 11%

Customers A and B are distributors of our produdts other customers accounted for 10% or more ohetirevenues in those

periods.

Gross profit.Gross profit is net revenues less cost of reverfDescost of revenues consists primarily of cossoaiated with the
purchase of wafers from our contracted foundriesassembly, packaging and testing of our productib-contractors, product testing
performed in our own facility, and overhead assedavith the management of our supply chain. Gnoaggin is gross profit divided by net
revenues. The table below compares gross profigamgs margin for the three and nine months enapteghber 30, 2011 and 2010 (dollars in

millions):

Net revenues
Gross profit
Gross margin

Three Months Ended

September 30, Nine Months Ended
September 30,

2011 2010 2011 2010
$75.1 $75.5 $232.0 $226.8
$35.0 $39.0 $109.1 $116.4
46.7% 51.7% 47.0% 51.3%

The decrease in gross margin for the three andmomghs ended September 30, 2011, compared witsatine periods in the prior
year, was due primarily to higher input costs ameka favorable product mix. The increase in irqmsts
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was driven primarily by the decline in the valuetlod U.S. dollar versus the Japanese yen, whiclinbesased the cost of silicon wafers
purchased from our Japanese wafer fabrication foesdas well as the rise in the prices of centa@terials, primarily gold and copper, used in
the assembly of our products.

Research and development expenResearch and development, or R&D, expenses cqsistrily of employee-related expenses
including stock-based compensation and expenseeriaadnd facility costs associated with the depeient of new processes and new
products. We also record R&D expenses for prototyaters related to new products until such prodaotsreleased to production. The table
below compares R&D expenses for the three andmirths ended September 30, 2011 and 2010 (daliandlions):

Three Months Ended

September 30, Nine Months Ended
September 30,
2011 2010 2011 2010
Net revenues $75.1 $75.5 $232.0 $226.8
R&D expenses $10.3 $9.3 $30.6 $26.1
R&D expenses as a % of net regenu 13.8% 12.5% 13.2% 11.5%

R&D expenses increased in the three and nine memitisd September 30, 2011 compared to the santelpémni 2010, driven
primarily by increased payroll and related expensesulting from increased headcount, which in tuas due to an acquisition completed in
August of 2010. This acquisition also resultednicréased depreciation and facilities expensesN®&= 14 Acquisitions, in our Notes to
Condensed Consolidated Financial Statements, tailsle Product-development and materials expealsesincreased year-over-year for both
the three- and nine-month periods ended Septenth@031, due to expenses related to foundry goatifins and ongoing new-product
development, which we expect to incur at approxatyaie same rate in the fourth quarter of 201ksEnincreases were partially offset by
lower stock-based compensation expense reflectingxpectation that the established 2011 performggets for vesting of our 2011
performance-based awards are unlikely to be metkStased compensation expenses for the three-rpenittd were further reduced by the
reversal of expenses accrued in the first two guauaf 2011.

Sales and marketing expensBales and marketing expenses consist primarilynpfi@yee-related expenses, including stock-based
compensation, commissions to sales representatindsacilities expenses, including expenses aataativith our regional sales and support
offices. The table below compares sales and maiketipenses for the three and nine months endeddrS8leer 30, 2011 and 2010 (dollars in
millions):

Three Months Ended

September 30, Nine Months Ended
September 30,
2011 2010 2011 2010
Net revenues $75.1 $75.5 $232.0 $226.8
Sales and marketing expenses $8.0 $7.7 $24.3 $22.1
Sales and marketing expenses as a % of netueven 10.6% 10.2% 10.5% 9.7%

The increase in sales and marketing expenses ihtde and nine months ended September 30, 201fazechto the same periods of
2010 was driven primarily by increased payroll agldted expenses and travel and sales infrasteietypenses as a result of increased
headcount to expand our international sales fdrbe.increases were partially offset by lower stbeked compensation expense as described
above.

General and administrative expens@gneral and administrative, or G&A, expenses copsisarily of employee-related expenses,
including stock-based compensation expenses fomastnation, finance, human resources and genesalagement, as well as consulting,
professional services, legal and auditing experndes table below compares G&A expenses for thesthral nine months ended September 30,
2011 and 2010 (dollars in millions):

Three Months Ended

September 30, Nine Months Ended
September 30,
2011 2010 2011 2010
Net revenues $75.1 $75.5 $232.0 $226.8
G&A expenses $6.1 $6.7 $18.8 $19.2
G&A expenses as a % of net reeenu 8.2% 8.9% 8.1% 8.5%
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G&A expenses decreased in the three and nine menttesd September 30, 2011 compared to the prior Yea decreases were due
primarily to: (1) reduced stock-based compensagipense for the same reasons as described abdw&fbexpense, (2) reduced acquisition-
related expenses in the current year (we acquivecdtisinesses in 2010, refer to Note Adquisitions, in our Notes to Condensed
Consolidated Financial Statements, for details), @) reduced legal expenses related to pategatitin (refer to Note 12,egal Proceedings
and Contingenciesin our Notes to Condensed Consolidated FinaBtatiements for recent activity). These decreases partially offset by
increased salaries and related expenses resultingificreased headcount to support our overall tirow

Other income, netOther income, net consists primarily of inteiesbme earned on cash and cash equivalents andasttblongterm
investments. The table below compares other incoetefor the three and nine months ended SepteBthe?011 and 2010 (dollars in
millions):

Three Months Ended Nine Months Ended
September 30, September 30,
2011 2010 2011 2010
Net revenues $75.1 $75.5 $232.0 $226.8
Other income $0.6 $0.4 $1.5 $1.4
Other income as a % of net reeenu 0.7% 0.6% 0.6% 0.6%

Other income, net, increased slightly in the ttard nine months ended September 30, 2011, comfiatkd same periods in 2010.
The increases were related to interest earned olease line to SemiSouth, refer to Note ll§ase Line to Third Partyin our Notes to
Condensed Consolidated Financial Statements, failsle

Provision for income taxesProvision for income taxes represents federatesind foreign taxes.
The table below compares income tax expenses éathtiee and nine months ended September 30, 2@120410 (dollars in millions):

Three Months Ended Nine Months Ended
September 30, September 30,
2011 2010 2011 2010
Income before provision for inc@maxes $11.1 $15.7 $36.9 $50.3
Provision for income taxes $3.6 $3.0 $8.9 $9.8
Effective tax rate 32.4% 19.4% 24.2% 19.5%

The difference between the expected statutoryafa®®% and our effective tax rate for the three aimg¢ months ended September 30,
2011, was primarily due to the beneficial impactre geographic distribution of our world-wide éags and the beneficial impact of a
research and experimentation tax credit. The diffee between the expected statutory rate of 35% aneffective tax rate for the three and
nine months ended September 30, 2010, was prindu@yto the beneficial impact of the geographitrithistion of our world-wide earnings.

Liquidity and Capital Resources

As of September 30, 2011, we had $222.5 milliooash, cash equivalents and short-term and longiterestments, an increase of
approximately $7.7 million from $214.8 million aE@ecember 31, 2010. As of September 30, 2011, adworking capital, defined as curri
assets less current liabilities, of $229.6 millian,increase of approximately $17.5 million fronl32 million as of December 31, 2010.

In February 2011, we entered into an unsecuredtagreement with a bank (the “Credit Agreemer®Piirsuant to the Credit
Agreement, we can request, from time to time Uraitbruary 2013, advances in an amount not to exaeedgregate principal amount of $50.0
million, the proceeds of which can be used for virgglcapital requirements and other general corpgratposes. The agreement also covers
advances for commercial letters of credit.

We currently have an outstanding letter of cradihie amount of $15.0 million in connection withr @antingent purchase
commitment for SemiSouth's intellectual properge(dlote 15investment in Third Partyin our Notes to Condensed Consolidated Financial
Statements for details). The terms of the credi¢@gent require us to remain in compliance withatercovenants including maintenance of
specified levels of liquidity and tangible net wagrtve are currently in compliance with these covesa
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Operating activities generated cash of $60.0 mmilliothe nine months ended September 30, 2011n€tincome for this period was
$28.0 million; we also incurred non-cash deprecigtamortization and stock-based compensation egsesf $11.3 million, $0.7 million and
$6.6 million, respectively. Additional sources @fst included (i) a $10.2 million decline in inverytdue to reduced wafer purchases, (ii) a
million increase in accrued liabilities resultingrparily from an increase in our long-term tax llép and (iii) a $2.8 million decrease in
prepaid legal fees and prepaid inventory amortirafThese sources of cash were partially offsdt)y $4.5 million increase in accounts
receivable due to higher shipments at the end pfeBaber compared to December and the timing oéseleate payments in the fourth quarter
of 2010 versus the third quarter of 2011 and (B}1&® million decrease in deferred income on s@lelistributors resulting from decreased
inventory levels at our distributors.

Operating activities generated cash of $65.6 milliothe nine months ended September 30, 2010n€tincome for this period was
$40.5 million; we also incurred non-cash depregigtamortization and stock-based compensation egseof $9.0 million, $0.5 million and
$7.5 million, respectively. Additional sources @fst included: (i) $13.9 million in decreased acdsueceivable associated with the timing of
our ship and debit credit settlements with distias, (i) $5.8 million for deferred income on sabe distributors, resulting from increased
distributor shipments, and (iii) a $4.6 million dease in prepaid expenses due primarily to decddagel fees and the amortization of our
prepaid inventory, (iv) $4.3 million for increastskes payable and accrued liabilities resultingnfitigher net income, which has increased our
accrued tax liability. These sources of cash wéfisebto a large degree by a $22.8 million useasfcto increase our inventory levels.

Our investing activities in the nine months endegt8mber 30, 2011 resulted in a $45.9 million rset ef cash, consisting of (i) $16.2
million for purchases of property and equipmenitarily manufacturing equipment to support our gttevand building improvements in
connection with our research and development faéiliNew Jersey, (ii) $6.9 million paid in relatido the acquisition of QSpeed (refer to M
14, Acquisitions, in our Notes to Condensed Consolidated Finargtatements), (iii) $8.0 million in connection withr lease line of credit to
SemiSouth (refer to Note 1Zease Line to Third Partyin our Notes to Condensed Consolidated Finaigtatements) and (iv) $16.1 million,
net, for purchases of held-to-maturity investmentese uses of cash were partially offset by $2lBomin proceeds from the sale of capital
equipment.

Our investing activities in the nine months endegt8mber 30, 2010 resulted in a $36.5 million rset ef cash, consisting of (i) $21.8
million for purchases of property and equipmenirnarily manufacturing equipment to support our @ased production requirements, and the
implementation of a solar array to supply powerdor corporate headquarters facility, (ii) $8.6lioil to purchase the assets of an early-stage
research and development company (see NotAdguisitions, of our Notes to Condensed Consolidated Finaigtetiements for details), (iii)
$6.8 million for the issuance of notes receivabléhird parties and (iv) $0.7 million of net purslea of held-to-maturity investments, partially
offset by $1.4 million of proceeds from the salepcdperty and equipment.

Our financing activities in the nine months endegt®mber 30, 2011, resulted in a $21.2 millionuset of cash. Financing activities
consisted primarily of $35.8 million for the rephese of our common stock and $4.3 million for thgrpent of dividends to stockholders. This
cash usage was partially offset by proceeds of2bi#illion from the issuance of common stock, inéhgdthe exercise of employee stock
options and the issuance of shares through oursgmelstock purchase plan.

In the nine months ended September 30, 2010, tleving components comprised of our financing &ties. Proceeds from
financing activities included (i) $18.0 million fnothe issuance of shares through our employee giachase plan and the exercise of
employee stock options, and (ii) $1.0 million otexgs tax benefits from stock options exerciseds@&ls@urces of cash were almost completely
offset by (i) $14.0 million for the repurchase afr@ommon stock, (ii) $4.2 million for the paymaenftdividends to stockholders and (iii) $0.8
million for the repurchase and retirement of shaedsted to employee income tax withholding.

We paid dividends on a quarterly basis in 2010cWwhéesulted in approximately a $1.4 million useash per quarter. In October
2010, our board of directors declared an additiémad quarterly cash dividends in the amount oD$Qer share to be paid to stockholders of
record at the end of each quarter in 2011. Thetfiree quarterly dividend payments of approximagdl.4 million each were made on March
31, 2011, June 30, 2011 and September 30, 2031g¢&holders of record as of February 28, 2011, BBy2011 and August 31, 2011,
respectively. We expect the remaining quarterlyddind will result in a similar use of cash. Theldeation of any future cash dividend is at
discretion of the board of directors and will degg@m our financial condition, results of operatiocepital requirements, business conditions
and other factors, as well as a determinationdasi dividends are in the best interest of ourkétolders.

In May, 2009, we announced that our board of dineschad authorized the use of up to $25.0 millmrthie
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repurchase of shares of our common stock. From May009 to December 31, 2009, we purchased Olomdhares of our common stock
approximately $11.0 million (including fees), amdthe first two quarters of 2010 we purchased Gldom shares of our common stock for
approximately $14.0 million (including fees), comding this repurchase program.

In February 2011, our board of directors authoritreduse of $50.0 million for the repurchase of cammon stock. Repurchases w
executed according to certain pre-defined priceitva guidelines set by the board of directors. értime months ended September 30, 2011,
we repurchased 1.1 million shares for a total 06$35.8 million , leaving $14.2 million remainirigr future repurchases. In November 2011,
our board of directors authorized the use of aritiatél $30.0 million for the repurchase of our aon stock. Repurchases in connection with
this plan may begin when the February 2011 repseiptan has concluded. Similar to the February 2041, repurchases will be executed
according to certain pre-defined price/volume glindss set by the board of directors. There is atyeno expiration date for either repurchase
program.

As of September 30, 2011 we have a contractuayatidin related to income tax, which is comprisechprily of unrecognized tax
benefits of approximately $33.8 million. The taxXightion was classified as long-term income taxagaple and a portion is recorded in
deferred tax assets in our condensed consolidaiedde sheet. The settlement period for our incaxdiabilities cannot be determined;
however, they are not expected to be due withimthe year.

In the first quarter of 2011, the IRS informed hiattit intends to propose adjustments to our taxaddome for fiscal years 2003 thru
2006 related to our intercompany research and dpu@nt cost-sharing arrangement and related isgée$felieve the IRS's position with
respect to the proposed adjustment is without piadbnsistent with applicable tax law, and thatheee a meritorious defense to our position.
Accordingly, we intend to continue to challenge R&'s position on this matter vigorously. While balieve the IRS's asserted position on
matter is not supported by applicable law, we maydguired to make additional payments to the IB&Img resolution of this matter. If this
matter is litigated and the IRS is able to sucedlys$ustain its position, our results of operai@nd financial condition could be materially
adversely affected. Resolution of this matter isamgicipated within the next year (refer to Notd>8ovision for Income Taxesn our Notes to
Condensed Consolidated Financial Statements).

In February 2011, we entered into an agreement 8athiSouth to provide a lease line for the finag@hcapital equipment. Under
the amended terms of the agreement, SemiSoutharasvbup to $8.6 million through January 2013. ASeptember 30, 2011 , a total of $8.0
million had been funded, comprising $3.9 millioméled, less payments withheld under this lease geraant to finance capital equipment
commencing in February 2011, and $4.1 million gdieposits on equipment which we will lease toiSenth upon delivery of such
equipment. We included the lease line receivabl@tirer Assets and Prepaid Expenses and Other @uéyssats in our condensed consolidated
balance sheet at September 30, 2011 (refer to Nigteease Line to Third Partyin our Notes to Condensed Consolidated Financial
Statements).

There were no other material changes, other tteadstn the liquidity section above, outside of tin@inary course of business in our
contractual commitments reported in our Annual Repo Form 10-K for the year ended December 310201

Our existing cash, cash equivalents and investim@&ances may change during the year due to chamges planned cash outlays,
including changes in incremental costs such astdmed integration costs related to our acquisiti@ur intent is to permanently reinvest our
earnings from foreign operations. Current plangsaipanticipate that we will need funds generatedfforeign operations to fund our dome:
operations since the majority of our cash and itneeats are held in the U.S. In the event funds fforeign operations are needed to fund
operations in the United States and if U.S. taxritdsalready been previously provided, we woulddipiired to accrue and pay additional U.S.
taxes in connection with the repatriation of anyds.

If our operating results deteriorate during theagmer of 2011, either as a result of a decreasastomer demand, or severe pricing
pressures from our customers or our competitorfgrasther reasons, our ability to generate positigsh flow from operations may be
jeopardized. In that case, we may be forced tmuseash, cash equivalents and s-term investments, use our current financing ok see
additional financing from third parties to fund ayperations. We believe that cash generated frognatipns, together with existing sources of
liquidity, will satisfy our projected working capitand other cash requirements for at least the I2rmonths.

Recent Accounting Pronouncements
In May 2011, the Financial Accounting StandardsrBd&ASB) issued amendments to the FASB Accourfiitagndard Codification
(ASC) relating to fair value measurements, Accoynttandards Update (ASU) 2011-64jr Value Measuremen8SC Topic 820. The

amendments clarify the application of existing fatue measurement requirements and
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results in common measurement and disclosure Emeints in U.S. GAAP and International Financial &tépg Standards (IFRS). We will
apply these amendments prospectively beginningeritst quarter of 2012. We are currently evalhuathe impact the application of these
amendments will have on our consolidated finarstiaiements.

In June 2011, the FASB issued ASU No. 2011@&nprehensive IncomeASC Topic 220). This amendment gives an entity two
options to present the total of comprehensive iredime components of net income, and the comporénther comprehensive income. An
entity can elect to present comprehensive inconagtlirer (1) a single continuous statement of colmgmeive income, or (2) in two separate but
consecutive statements. In both choices, an @stigquired to present each component of net incalorgg with total net income, each
component of other comprehensive income along aithtal for other comprehensive income, and a totaunt for comprehensive income.
We will apply this amendment beginning in the fiysiarter of 2012. We are currently evaluating thpact the application of this amendment
will have on our condensed consolidated finandatiesnents.

In September 2011, the FASB issued ASU No. 2011F68ting Goodwill for ImpairmenfASC Topic 350). Under the amendment
this ASU, an entity has the option to first assgsslitative factors to determine whether the exis¢eof events or circumstances leads to a
determination that it is more likely than not tkia fair value of a reporting unit is less tharcisrying amount. If, after assessing the totatity
events or circumstances, an entity determinesiioisnore likely than not that the fair value afeporting unit is less than its carrying amount,
then performing the two-step impairment test isagassary. However, if an entity concludes othervtig it is required to perform the first
step of the two-step impairment test by calculatheyfair value of the reporting unit and compatrting fair value with the carrying amount of
the reporting unit. If the carrying amount of aggpng unit exceeds its fair value, then the eristyequired to perform the second step of the
goodwill impairment test to measure the amounhefimpairment loss, if any. Under the amendmentkishnASU, an entity also has the option
to bypass the qualitative assessment for any riegaunit in any period and proceed directly to perfing the first step of the twstep goodwil
impairment test. An entity may resume performing giualitative assessment in any subsequent pdiiedamendments are effective for ani
goodwill impairment tests performed for fiscal ygleginning after December 15, 2011. Early adopsigrermitted.

On January 1, 2011, we adopted the following actogmpronouncements:

In December 2010, FASB issued Accounting Standdptfate (ASU) No. 2010-29Business Combinatiot8SC Topic 805). The
amendments in this update specify that if a pudiity presents comparative financial statemehesgntity should disclose revenue and
earnings of the combined entity as though the lessitombination(s) that occurred during the culyeat had occurred as of the beginning of
the comparable prior annual reporting period oftye amendments also improve the usefulness ofrthéopma revenue and earnings
disclosures by requiring a description of the ra@amd amount of material, nonrecurring pro formastcthents that are directly attributable to
the business combination(s). The amendments iruidate were effective for fiscal years, and imepieriods within those years, beginning
after December 15, 2010. The adoption of this ABthe first quarter of 2011 did not have a matengdact on our condensed consolidated
financial statements.

In December 2010, FASB issued ASU No. 2010{@tangibles - Goodwill and Oth€d ASC Topic 350). Under Topic 350 on
goodwill and other intangible assets, testing fmodwill impairment is a two-step test. When a goildmpairment test is performed (either
on an annual or interim basis), an entity mustssadether the carrying amount of a reporting exiteeds its fair value (Step 1). If it does,
an entity must perform an additional test to deteemvhether goodwill has been impaired and to dateuhe amount of that impairment (Step
2). The amendments in this update modify Stepth@fjoodwill impairment test for reporting unitsthvzero or negative carrying amounts.
For those reporting units, an entity is requiregecform Step 2 of the goodwill impairment test i more likely than not that a goodwill
impairment exists. In determining whether it is mbkely than not that goodwill impairment existé® entity should consider whether there
are any adverse qualitative factors indicating imgairment may exist. The qualitative factors riegthat goodwill of a reporting unit be
tested for impairment between annual tests if amewccurs or circumstances change that would tilaly than not reduce the fair value of a
reporting unit below its carrying amount. The anmaedts in this update were effective for fiscal geand interim periods within those years,
beginning after December 15, 2010. The adoptiahiefASU in the first quarter of 2011 did not havenaterial impact on our condensed
consolidated financial statements.

In January 2010, the FASB issued Accounting Statslaipdate (“ASU”) No. 2010-06, “Fair Value Measuents and Disclosures
(Topic 820): Improving Disclosures about Fair Valastruments.” ASU No. 2010-06 amends ASC 820 tuire additional disclosures
regarding fair value measurements. Specificallg, Al$SU requires entities to disclose the amountsraasions for significant transfers between
Level 1 and Level 2 of the fair value hierarchydtsclose reasons for
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any transfers in or out of Level 3 and to sepayadédclose information in the reconciliation of vedng Level 3 measurements about
purchases, sales, issuances and settlements.itioagdthe ASU also amends ASC 820 to clarify dartxisting disclosure requirements.
Except for the requirement to disclose informatnout purchases, sales, issuances and settlemehgsrieconciliation of recurring Level 3
measurements separately, the amendments to AS@826 by ASU No. 2010-06 were effective for our 2018rim and annual reporting
periods. The requirement to separately disclosehases, sales, issuances and settlements of recuavel 3 measurements were effective
for our 2011 interim and annual reporting periobise adoption of these provisions did not have anwdtimpact on our condensed
consolidated financial statements.
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ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

There has not been a material change in our expdgunterest rate and foreign currency risks ftbat described in our 2010 Annual
Report on Form 10-K.

Interest Rate RislOur exposure to market risk for changes in intera&tsts relates primarily to our investment portfolive consider
cash invested in highly liquid financial instrumemtith a remaining maturity of three months or lasdate of purchase to be cash equivalents.
Investments in highly liquid financial instrumentith maturities greater than three months but angér than one year from the balance sheet
date are classified as short-term investments.stnvents in highly liquid financial instruments wittaturities greater than one year from the
balance sheet date are classified as long-ternsiments. We do not use derivative financial insgnta in our investment portfolio to
manage our interest rate risk, foreign currendy, s for any other purpose. We invest in high-g@rgdality issuers and, by policy, limit the
amount of credit exposure to any one issuer. Asdta our policy, we seek to ensure the safetymedervation of our invested principal
funds by limiting default risk, market risk andmeestment risk. We mitigate default risk by invegtin safe and high-credit quality securities
and by constantly positioning our portfolio to resg appropriately to a significant reduction inredit rating of any investment issuer,
guarantor or depository. The portfolio includesyomlarketable securities with active secondary saleemarkets to facilitate portfolio
liquidity. We do not hold any instruments for tnagipurposes. At September 30, 2011 , and Decemh@030 , we held primarily cash
equivalents and short-term and long-term investmerith fixed interest rates.

Foreign Currency Exchange RigRur primary transactional currency is U.S. dolllwewever we have sales offices in various foreign
countries in which our expenses are denominatéaeifocal currency, primary Asia and Western Eur@pgrently, we do not employ a
foreign currency hedge program utilizing foreigmrency forward exchange contracts.

Two of our major suppliers, Epson and ROHM Lapism@enductor Co., Ltd., or Lapis, (Formerly OKI),veawafer supply
agreements based in U.S. dollars; however, oureaggats with Epson and Lapis also allow for muthaking of the impact of the exchange
rate fluctuation between Japanese yen and theddllar. Each year, our management and these suppéieiew and negotiate pricing; the
negotiated pricing is denominated in U.S. dollarsib subject to contractual exchange rate promgid he fluctuation in the exchange rate is
shared equally between Power Integrations and efatiese suppliers.

Nevertheless, as a result of our above-mentionpglign agreements, our gross margin is influengefidzrtuations in the exchange
rate between the U.S. dollar and the Japaneseijlezise being equal, a 10% change in the valugnefJ.S. dollar compared to the Japanese
yen would result in a corresponding change in sasg margin of approximately 1.5 percentage pothts;sensitivity may increase or decre
depending on the percentage of our wafer supptmibgourchase from our Japanese suppliers and sabjéct our gross profit and operating
results to the potential for material fluctuations.

At September 30, 2011 , and December 31, 2010didveot have material cash or investments denomhiat foreign currencies, and
therefore had no material foreign currency exchaiskerelated to our cash and investments.

ITEM 4. CONTROLS AND PROCEDURES

Limitation on Effectiveness of Contrc

Any control system, no matter how well designed apeérated, can provide only reasonable assuranoetlas tested objectives. The
design of any control system is based in part wotain assumptions about the likelihood of futewents, and there can be no assurance that
any design will succeed in achieving its statedgaader all potential future conditions, regardle§how remote. The inherent limitations in
any control system include the realities that judgta related to decision-making can be faulty, thatireduced effectiveness in controls can
occur because of simple errors or mistakes. Ddleetdnherent limitations in a cost-effective cohgstem, misstatements due to error may
occur and may not be detected.

Evaluation of Disclosure Controls and Procedu

Management is required to evaluate our disclosongrals and procedures, as defined in Rule 13a}1B6(ger the Securities Exchange
Act of 1934 (the “Exchange Act”). Disclosure corérand procedures are controls and other procedi@signed to provide reasonable
assurance that information required to be disclasedr reports filed under the Exchange Act, saslthis Quarterly Report on Form 10-Q, is
recorded, processed, summarized and reported withitime periods specified in the Securities archange Commission's rules and forms.
Disclosure controls and procedures include containts procedures designed to provide reasonablesasguthat such information is
accumulated and communicated to our
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management, including our Chief Executive Officed &hief Financial Officer as appropriate to allomvely decisions regarding required
disclosure. Based on our management's evaluatiibh {we participation of our principal executivdioér and principal financial officer), our
principal executive officer and principal financa@ficer have concluded that our disclosure costesid procedures (as defined in Rules 13a-15
(e) and 15d-15(e) under the Exchange Act) weret¥ke as of the end of the period covered by thjsort.

Changes in Internal Control over Financial Repogin

There were no changes in our internal control dwancial reporting during the quarter ended Sepien30, 2011 , which materially
affected, or are reasonably likely to materiallfeaf, our internal control over financial reporting

PART Il. OTHER INFORMATION
ITEM 1. LEGAL PROCEEDINGS

Information with respect to this item may be foundNote 12 | egal Proceedings and Contingencigspur Notes to Condensed
Consolidated Financial Statements included earligénis Quarterly Report on Form 10-Q, which infation is incorporated herein by

reference.

ITEM 1A. RISK FACTORS

In addition to the other information in this reppthe following factors should be considered cdtgfin evaluating our business
before purchasing shares of our stock. The riskgfpour business have not changed substantively those discussed in our Annual Report
on Form 10-K for the year ended December 31, 2626ept for those risk factors below designatedrbgsterisk (*).

Our quarterly operating results are volatile andfudiult to predict. If we fail to meet the expeatas of public market analysts or
investors, the market price of our common stock degyease significantlyOur net revenues and operating results havedarimificantly in
the past, are difficult to forecast, are subjeatimerous factors both within and outside of ourtiad, and may fluctuate significantly in the
future. As a result, our quarterly operating resatiuld fall below the expectations of public markealysts or investors. If that occurs, the
price of our stock may decline.

Some of the factors that could affect our operatesylts include the following:
« the volume and timing of orders received frorstomers;
e competitive pressures on selling prices;

» the demand for our products declining in theanajpd markets we serve, which may occur due tgpetitive factors, supply-chain
fluctuations or changes in macroeconomic conditions

« the volume and timing of delivery of orders @ddy us with our wafer foundries and assembly cutvactors;

< the inability to adequately protect or enforee mtellectual property rights;

« fluctuations in exchange rates, particularly éiehange rate between the U.S. dollar and thendapayen;

< an audit by the Internal Revenue Service, wigdmsserting that we owe additional taxes relating number of tax related positions;

e continued impact of recently enacted changesaurities laws and regulations, including potémiiks resulting from our evaluation
of internal controls under the Sarbanes-Oxley AGGD?2;

e expenses we are required to incur (or choosgcta) in connection with our intellectual propelitygations;
« the lengthy timing of our sales cycle;

« undetected defects and failures in meeting Xlaetespecifications required by our products;
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« reliance on international sales activities faudstantial portion of our net revenues;

< our ability to develop and bring to market nerwqucts and technologies on a timely basis;

« risks associated with acquisitions and strategiestments;

< our ability to successfully integrate, or realthe expected benefits from, our acquisitions;

« changes in environmental laws and regulatior@utding with respect to energy consumption anthate change:
e interruptions in our information technology sysis; and

« earthquakes, terrorists acts or other disasters.

We do not have long-term contracts with any ofaustomers and if they fail to place, or if they calror reschedule orders for our
products, our operating results and our businesy mdfer.Our business is characterized by short-term custonters and shipment
schedules. Our customer base is highly concentratetla relatively small number of distributors,Md=and merchant power supply
manufacturers account for a significant portiomof revenues. Our top ten customers, includingitligbrs, accounted for 65% and 62% of
our net revenues for the nine months ended Septe3dh@011 and the year ended December 31, 2@&pectively. The ordering patterns of
some of our existing large customers have beeredigiable in the past and we expect that customdarimg patterns will continue to be
unpredictable in the future. Not only does the wwduof units ordered by particular customers vahstantially from period to period, but also
purchase orders received from particular customoiesn vary substantially from early oral estimagtesvided by those customers for planning
purposes. In addition, customer orders can be teshoe rescheduled without significant penaltytte tustomer. In the past, we have
experienced customer cancellations of substantildre for reasons beyond our control, and sigmficancellations could occur again at any
time.

Intense competition in the high-voltage power syppdiustry may lead to a decrease in our averagdiengeprice and reduced sales
volume of our product§he high-voltage power supply industry is intensedynpetitive and characterized by significant peeesitivity. Our
products face competition from alternative techgase, such as linear transformers, discrete switgbeer supplies, and other integrated and
hybrid solutions. If the price of competing solutiodecreases significantly, the cost effectivenésair products will be adversely affected. If
power requirements for applications in which owdarcts are currently utilized go outside the cdfgetive range of our products, some of
these alternative technologies can be used motesffestively. In addition, as our patents expaar competitors could legally begin using the
technology covered by the expired patents in theiducts, potentially increasing the performanctheir products and/or decreasing the cost
of their products, which may enable our competitorsompete more effectively. Our current patendy ior may not inhibit our competitors
from getting any benefit from an expired patentr Ol5. patents have expiration dates ranging frédil2o 2028. We cannot assure that our
products will continue to compete favorably or that will be successful in the face of increasingipetition from new products and
enhancements introduced by existing competitorsear companies entering this market. We believeailure to compete successfully in the
high-voltage power supply business, including duility to introduce new products with higher avezagglling prices, would materially harm
our operating results.

If demand for our products declines in our majod enarkets, our net revenues will decreasdéimited number of applications of our
products, such as cellphone chargers, standby pswpglies for PCs, and power supplies for homeiappes comprise a significant percent
of our net revenues. We expect that a significawell of our net revenues and operating resultsowiltinue to be dependent upon these
applications in the near term. The demand for tipesducts has been highly cyclical and has beemdten by economic downturns in the p
Any economic slowdown in the end markets that weeseould cause a slowdown in demand for our ICBelVour customers are not
successful in maintaining high levels of demandfieir products, their demand for our ICs decreasbgh adversely affects our operating
results. Any significant downturn in demand in thesarkets would cause our net revenues to deaideauld cause the price of our stock to
fall.

* We depend on third-party suppliers to provide uhwiafers for our products and if they fail to pide us sufficient quantities of
wafers, our business may suffée have supply arrangements for the productionadérs with Lapis, XFAB Renesas Technology
Corporation ("Renesas") and Epson. Our contradfs these suppliers expire in April 2018, Decemh#2 August 2014 and December 2020,
respectively. Although certain aspects of our retethips with Lapis, XFAB, Renesas and Epson angraotual, many important aspects of
these relationships depend on their continued
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cooperation. We cannot assure that we will contiousork successfully with Lapis, XFAB, Renesas &mpson in the future, and that the wi
foundries' capacity will meet our needs. Additidynabne or more of these wafer foundries could sekarly termination of our wafer supply
agreements. Any serious disruption in the supphyafiers from Lapis, XFAB, Renesas or Epson couldnhaur business. We estimate that it
would take 12 to 24 months from the time we idémdifan alternate manufacturing source to produdersavith acceptable manufacturing
yields in sufficient quantities to meet our nee

Although we provide our foundries with rolling faasts of our production requirements, their abttityprovide wafers to us is
ultimately limited by the available capacity of twafer foundry. Any reduction in wafer foundry cafig available to us could require us to
pay amounts in excess of contracted or anticipatedunts for wafer deliveries or require us to matkeer concessions to meet our customers'
requirements, or may limit our ability to meet demdor our products. Further, to the extent demfanadur products exceeds wafer foundry
capacity, this could inhibit us from expanding business and harm relationships with our custonderg.of these concessions or limitations
could harm our business.

If our third-party suppliers and independent suli@ators do not produce our wafers and assemblérosined products at acceptable
yields, our net revenues may decline. We deperiddependent foundries to produce wafers, and intl#grg subcontractors to assemble
test finished products, at acceptable yields ardktiver them to us in a timely manner. The failafehe foundries to supply us wafers at
acceptable yields could prevent us from sellinggroducts to our customers and would likely caudedine in our net revenues and gross
margin. In addition, our IC assembly process rezgugur manufacturers to use a higitage molding compounds that have been avaifabie
only a few suppliers. These compounds and thetifipe processing conditions require a more exactével of process control than normally
required for standard IC packages. Unavailabilftassembly materials or problems with the assemiidgess can materially and adversely
affect yields, timely delivery and cost to manutaet We may not be able to maintain acceptableyiel the future.

In addition, if prices for commodities used in @uoducts increase significantly, raw material cogtsild increase for our suppliers
which could result in an increase in the pricessuppliers charge us. (Recent increases in the pfigold and copper, which is used in our IC
packages and lead frames, respectively, have fnfaeased our product costs to some degree hd extent we are not able to pass these
costs on to our customers; this would have an aéveffect on our gross margins.

If we are unable to adequately protect or enforaeiatellectual property rights, we could lose markhare, incur costly litigation
expenses, suffer incremental price erosion or \@deable assets, any of which could harm our openatand negatively impact our
profitability. Our success depends upon our ability to continugemhnological innovation and protect our intetiled property, including
patents, trade secrets, copyrights and know-howak§feurrently engaged in litigation to enforce imtellectual property rights, and
associated expenses have been, and are expectaddin, material and have adversely affected oaraimg results. We cannot assure that
the steps we have taken to protect our intellegit@erty will be adequate to prevent misapprojmmtor that others will not develop
competitive technologies or products. From timértee, we have received, and we may receive indh&¢, communications alleging
possible infringement of patents or other inteli@tproperty rights of others. Costly litigation ynae necessary to enforce our intellectual
property rights or to defend us against claimedrigement. The failure to obtain necessary licesesother rights, and/or litigation arising
out of infringement claims could cause us to losek®t share and harm our business.

As our patents expire, we will lose intellectuabperty protection previously afforded by those pateAdditionally, the laws of
some foreign countries in which our technologyrisnay in the future be licensed may not protectiotallectual property rights to the same
extent as the laws of the United States, thusiliguithe protections applicable to our technology.

*Fluctuations in exchange rates, particularly thechange rate between the U.S. dollar and the Jagmgen, may impact our gross
margin. Two of our major suppliers, Epson and Lapis, hawaéer supply agreements based in U.S. dollarselew our agreements with
Epson and Lapis also allow for mutual sharing efithpact of the exchange rate fluctuation betwegradese yen and the U.S. dollar. Each
year, our management and these suppliers reviemegutiate pricing; the negotiated pricing is deim@ted in U.S. dollars but is subject
contractual exchange rate provisions. The fluotueith the exchange rate is shared equally betweerePIntegrations and each of these
suppliers.

*We are being audited by the Internal Revenue Semvhich is asserting that we owe additional tavedating to a number of tax
related positions, and if we are not successfuldéfending our positions we may be obligated togmgitional taxes, as well as penalties and
interest, and may also have a higher effectivermedax rate in the futureOur operations are
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subject to income and transaction taxes in theddrfitates and in multiple foreign jurisdictions amdeview or audit by the IRS and state,
local and foreign tax authorities. In connectiothadn IRS audit of our United States federal incaaxereturns for fiscal years 2002 and 2003,
the IRS proposed a material adjustment relateditoesearch and development cost-sharing arrangekvenare disputing the proposed
adjustment, but at the request of the IRS, we @gieeollover the disputed proposed adjustment tingoaudit of our United States Federal
income tax returns for fiscal years 2004 through&0n the quarter ended March 31, 2011, we redeNatices of Proposed Adjustments from
the IRS showing proposed changes to our taxabtamedor fiscal years 2003 through 2006, primardiated to our intercompany research and
development cost-sharing arrangement. The fisaisy2007 through 2009 are also under audit byRi$e While the IRS has not completed its
audit for these years, we anticipate that it wgihen propose an adjustment related to our interemypesearch and development cost-sharing
arrangement.

We believe the IRS's position with respect to tteppsed adjustment related to our research andajewent cost-sharing
arrangement is inconsistent with applicable tax lamd that we have a meritorious defense to outiposAccordingly, we intend to continue
to challenge the IRS's position on this matter kogsly. While we believe the IRS's asserted pasitio this matter is not supported by
applicable law, we may be required to make additipayments in order to resolve this matter. I thiatter is litigated and the IRS is able to
successfully sustain its position, our resultspérations and financial condition could be matriahd adversely affected. Resolution of this
matter could take considerable time, possibly years

Securities laws and regulations, including potelntisk resulting from our evaluation of internal miwols under the Sarbanes-Oxley
Act of 2002, will continue to impact our rest. Complying with the requirements of the SarbanakpAct of 2002 and NASDAQ's
conditions for continued listing have imposed digant legal and financial compliance costs, areledpected to continue to impose
significant costs and management burden on us.eTtuss and regulations also may make it more esipetior us to obtain director and
officer liability insurance, and we may be requitediccept reduced coverage or incur substantiélyer costs to obtain coverage. These
rules and regulations could also make it moreadliffifor us to attract and retain qualified exeeaitofficers and members of our board of
directors, particularly qualified members to seomeour audit committee. Further, the rules and legins under the Dodd-Frank Wall Street
Reform and Consumer Protection Act, which are b effective throughout 2011, are also expedewntinue to impose significant
costs and management burden on us.

Additionally, because these laws, regulations daddards promulgated by the Sarbanes-Oxley Actaaethose promulgated under
the Dodd-Frank Act when they become effective apeeted to be, subject to varying interpretatiohsir application in practice may evolve
over time as new guidance becomes available. Moliton may result in continuing uncertainty redjag compliance matters and additional
costs necessitated by ongoing revisions to outafisce and governance practices.

If we do not prevail in our litigation, we will havexpended significant financial resources, po&digtivithout any benefit, and may
also suffer the loss of rights to use certain tetbgies. We are currently involved in a number of patetigdition matters and the outcome of
the litigation is uncertain. See Note 12gal Proceedings and Contingencjés our Notes to Condensed Consolidated Finai@te@tements in
Item 1 of Part |. For example, in one of our patarits the infringing company has been found fdrige four of our patents. Despite the
favorable court finding, the infringing party fileth appeal to the damages awarded. In anotherrmaéi@re being sued for patent infringen
in China, where the outcome of litigation can beenancertain than in the United States. Shouldiimately be determined to be infringing
on another party's patents, or if an injunctiois$sied against us while litigation is pending oosthclaims, such result could have an adverse
impact on our ability to sell products found toib&inging, either directly or indirectly. In thevent of an adverse outcome, we may be reg
to pay substantial damages, stop our manufacteeg sale, or importation of infringing productsobtain licenses to the intellectual property
we are found to have infringed. We have also iredirand expect to continue to incur, significagal costs in conducting these lawsuits,
including the appeal of the case we won, and owluement in this litigation and any future intefteal property litigation could adversely
affect sales and divert the efforts and attentiooun technical and management personnel, whetheotosuch litigation is resolved in our
favor. Thus, even if we are successful in thessuats, the benefits of this success may fail taveigh the significant legal costs we will have
incurred.

Because the sales cycle for our products can bgthgnwe may incur substantial expenses beforeamerate significant revenues, if
any.Our products are generally incorporated into aaust's products at the design stage. However, mgstdecisions to use our products,
commonly referred to as design wins, can oftenireqis to expend significant research and developaed sales and marketing resources
without any assurance of success. These signifreaetarch and development and sales and markesngnces often precede volume sales, if
any, by a year or more. The value of any designwiiiNargely depend upon the commercial succeshefcustomer's product. We cannot
assure that we will continue to
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achieve design wins or that any design win wilbtem future revenues. If a customer decides atdisign stage not to incorporate our
products into its product, we may not have anotipgrortunity for a design win with respect to thedgquct for many months or years.

Our products must meet exacting specifications, ardktected defects and failures may occur which caase customers to return
or stop buying our product®ur customers generally establish demanding spatiins for quality, performance and reliabilitpdeour
products must meet these specifications. ICs apleonas those we sell often encounter developmelayd and may contain undetected
defects or failures when first introduced or atemmencement of commercial shipments. We have firoen to time in the past experienced
product quality, performance or reliability problentf defects and failures occur in our products,ceuld experience lost revenue, increased
costs, including warranty expense and costs agsdoigith customer support and customer expensésgim or cancellations or
rescheduling of orders or shipments and produatmstor discounts, any of which would harm our afiag results.

Our international sales activities account for ebstantial portion of our net revenues, which sutgers to substantial riskSales to
customers outside of the Americas account for,lene accounted for a large portion of our net raesnincluding approximately 96% and
95% of our net revenues for nine months ended 8dp@e30, 2011 and the year ended December 31,,2@%@ectively. If our international
sales declined and we were unable to increase diznsages, our revenues would decline and our dipgraesults would be harmed.
International sales involve a number of risks tpinsluding:

« potential insolvency of international distribtg@nd representatives;

» reduced protection for intellectual propertyhtgin some countries;

» the impact of recessionary environments in entase outside the United States;

« tariffs and other trade barriers and restriction

« the burdens of complying with a variety of fgeiand applicable U.S. Federal and state laws; and
« foreign-currency exchange risk.

Our failure to adequately address these risks caadce our international sales and materiallyadhersely affect our operating
results. Furthermore, because substantially aluofforeign sales are denominated in U.S. dollacseases in the value of the dollar cause the
price of our products in foreign markets to risaking our products more expensive relative to camgeroducts priced in local currencies.

If our efforts to enhance existing products andadtice new products are not successful, we mabeaable to generate demand for
our products Our success depends in significant part uporability to develop new ICs for high-voltage powengersion for existing and
new markets, to introduce these products in a yimenner and to have these products selected sigrdato products of leading
manufacturers. New product introduction schedutessabject to the risks and uncertainties thatslfyi accompany development and delivery
of complex technologies to the market place, iniclggproduct development delays and defects. Ifailed develop and sell new products in a
timely manner then our net revenues could decline.

In addition, we cannot be sure that we will be d@bladjust to changing market demands as quickdycast-effectively as necessary to
compete successfully. Furthermore, we cannot askateve will be able to introduce new productsa itimely and cost-effective manner or in
sufficient quantities to meet customer demand at tiese products will achieve market acceptanoef&ilure, or our customers' failure, to
develop and introduce new products successfullyimadimely manner would harm our business. Initéadd customers may defer or return
orders for existing products in response to thedhiction of new products. When a potential lidbiéxists we will maintain reserves for
customer returns, however we cannot assure thse tteserves will be adequate.

If our products do not penetrate additional marketsr business will not grow as we expé&¥e believe that our future success
depends in part upon our ability to penetrate @mthd markets for our products. We cannot assuaewie will be able to overcome the
marketing or technological challenges necessapgtetrate additional markets. To the extent thnapetitor penetrates additional markets
before we do, or takes market share from us iresisting markets, our net revenues and financiatlitmn could be materially adversely
affected.
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We must attract and retain qualified personnel éosbiccessful and competition for qualified persbimmtense in our marke©ur
success depends to a significant extent upon théinced service of our executive officers and ottesr management and technical personnel,
and on our ability to continue to attract, retamd anotivate qualified personnel, such as experi@@c@log design engineers and systems
applications engineers. The competition for theaspleyees is intense, particularly in Silicon Vall@e loss of the services of one or more of
our engineers, executive officers or other key gamgl could harm our business. In addition, if onenore of these individuals leaves our
employ, and we are unable to quickly and efficienéplace those individuals with qualified persdnmko can smoothly transition into their
new roles, our business may suffer. We do not lavgterm employment contracts with, and we do not hiay@ace key person life insuran
policies on, any of our employees.

We are exposed to risks associated with acquisitiord strategic investment§/e have made, and in the future intend to make,
acquisitions of, and investments in, companiedytetogies or products in existing, related or nearkets. Acquisitions involve numerous
risks, including but not limited to:

« inability to realize anticipated benefits, whictay occur due to any of the reasons describedwhelofor other unanticipated reasons;

« the risk of litigation or disputes with custoragsuppliers, partners or stockholders of an adgprigarget arising from a proposed or
completed transaction;

* impairment of acquired intangible assets anddgadibas a result of changing business conditie@eshnological advancements or
worse-than-expected performance, which would a@heedffect our financial results; and

« unknown, underestimated and/or undisclosed commitsnéabilities or issues not discovered in oue diiligence of such transactio

We also make strategic investments in other congsamihich may decline in value and/or not meetrddsibjectives. The success of
these strategic investments depends on variousr§agver which we may have limited or no contrad aequires ongoing and effective
cooperation with strategic partners. Moreover, ghlieagestments are often illiquid, such that it naydifficult or impossible for us to monetize
such investments.

Our inability to successfully integrate, or realitee expected benefits from, our acquisitions cauleersely affect our result&Ve
have made acquisitions of other businesses, inmuQispeed Semiconductor Inc., and there is ahekintegration difficulties may cause us
not to realize expected benefits. The successechtiquisitions could depend, in part, on our ahititrealize the anticipated benefits and cost
savings (if any) from combining the businessesefacquired companies and our business, which akaylbnger to realize than expected.

Changes in environmental laws and regulations mayeiase our costs related to obsolete productsiimeaisting inventory
Changing environmental regulations and the timetabimplement them continue to impact our custehagmand for our products. As a re
there could be an increase in our inventory obselese costs for products manufactured prior tocostomers' adoption of new regulations.
Currently we have limited visibility into our custers' strategies to implement these changing emviemtal regulations into their business.
The inability to accurately determine our custorhgtraitegies could increase our inventory costted|to obsolescence.

* Interruptions in our information technology systeronsild adversely affect our busine®ge rely on the efficient and uninterrupted
operation of complex information technology systemd networks to operate our business. Any sigmitisystem or network disruption,
including but not limited to new system implemeittas, computer viruses, security breaches, or endegkouts could have a material adv
impact on our operations, sales and operatingteeddle have implemented measures to manage osrratdted to such disruptions, but such
disruptions could still occur and negatively impaat operations and financial results. In addite,may incur additional costs to remedy the
damages caused by these disruptions or securiggihes.

In the event of an earthquake, terrorist act oresttisaster, our operations may be interrupted andbusiness would be harmed.
Our principal executive offices and operating fiiei are situated near San Francisco, Califoarid, most of our major suppliers, which are
wafer foundries and assembly houses, are locatatkas that have been subject to severe earthqsalabsas Japan. Many of our suppliers
are also susceptible to other disasters such pisatestorms, typhoons or tsunamis. In the everat disaster, such as the recent earthquake and
tsunami in Japan, we or one or more of our majppbkers may be temporarily unable to continue ofi@na and may suffer significant
property damage. Any interruption in our abilitytbat of our major suppliers to continue operatioosld delay the development and
shipment of
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our products and have a substantial negative ingraour financial statements.

Like other U.S. companies, our business and operagisults are subject to uncertainties arisingpbetconomic consequences of
current and potential military actions or terrodstivities and associated political instabilitpdethe impact of heightened security concerns on
domestic and international travel and commerces&hmcertainties could also lead to delays or diatioms of customer orders, a general
decrease in corporate spending or our inabilitgftectively market and sell our products. Any aédk results could substantially harm our
business and results of operations, causing aasia our revenues.

ITEM 2. UNREGISTERED SALES OF EQUITY SECURITIES ANDSE OF PROCEEDS

ISSUER PURCHASES OF EQUITY SECURITIES

Approximate Dollar Valu
Total Number of Share of Shares that May Yet |

Total Number of Purchased as Part of Repurchased Under the
Shares Purchased Average Price Publicly Announced Plans or Programs (in
Period 1) Paid Per Share Plans or Programs millions)
July 1 to July 30, 2011 56,16 $ 36.6: 56,16 $ 43.€
August 1 to August 31, 2011 544,25¢ $ 31.3¢ 544,25¢ $ 26.5
September 1 to September 30, 2011 386,25( $ 31.8¢ 386,25( $ 14.2
Total 986,67( 986,67(

(1) In February 2011, our board of directors atitteal the use of $50.0 million for the repurchatew common stock. Repurchases
are executed according to certain pre-defined fwateéme guidelines set by the board of directofsisBtock repurchase program
commenced in February 2011, and has no expiratite d

In November 2011, our board of directors authoriteduse of an additional $30.0 million for theusghase of our common stock.
Repurchases in connection with this plan may bedien the February 2011 repurchase plan has corttl&imilar to the February 2011 plan,
repurchases will be executed according to certardpfined price/volume guidelines set by the badrdirectors. There is currently no
expiration date for this stock repurchase program.

ITEM 6. EXHIBITS

See the Exhibit Index immediately following thersagure page to this Quarterly Report on Form 1®Q¢h is incorporated by
reference here.
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SIGNATURES

Pursuant to the requirements of the Securities &xgé Act of 1934, the registrant has duly causisdréport to be signed on its behalf

the undersigned thereunto duly authorized.

Dated: November 7, 2011
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INDEX TO EXHIBITS

EXHIBIT
NUMBER DESCRIPTION
3.1 Restated Certificate of Incorporation. (As filedhwihe SEC as Exhibit 3.1 to our Annual Report omfr10-K on March 16,
1999, SEC File No. 000-23441.)
3.2 Certificate of Amendment to Restated Certificaténarporation. (As filed with the SEC as ExhibiB3o our Annual Report
on Form 10-K on March 22, 2002, SEC File No. 00@4R)
3.3 Certificate of Amendment to Restated Certificaténarporation. (As filed with the SEC as Exhibit 2o our Current Report
on Form 8-K on November 9, 2007, SEC File No. 06@41.)
34 Amended and Restated Bylaws. (As filed with the SEEXxhibit 3.2 to our Current Report on Form 8+KNovember 9,
2007, SEC File No. 000-23441.)
4.1 Reference is made to Exhibits 3.1 to 3.4.
31.1 Certification of Chief Executive Officer pursuant$ection 302 of the Sarbanes-Oxley Act of 2002.
31.z Certification of Chief Financial Officer pursuait $ection 302 of the Sarbanes-Oxley Act of 2002.
32.1 Certification of Chief Executive Officer pursuant$ection 906 of the Sarbanes-Oxley Act of 2002.**
32.2 Certification of Chief Financial Officer pursuat $ection 906 of the Sarbanes-Oxley Act of 2002.**

101.INS  XBRL Instance Document

101.SCH XBRL Taxonomy Extension Schema Document
101.CAL XBRL Taxonomy Extension Calculation LinideaDocument
101.DEF XBRL Taxonomy Extension Definition LinklsaBocument
101.LAB XBRL Taxonomy Extension Label Linkbase Dotent

101.PRE  XBRL Taxonomy Extension Presentation LagdbDocument

All references in the table above to previouslgdidocuments or descriptions are incorporatingetiimeuments and descriptions by
reference thereto.

** The certifications attached as Exhibits 32.1&@2.2 accompanying this Form 10-Q, are not dedfiteztiwith the SEC, and are not to
be incorporated by reference into any filing of Rowntegrations, Inc. under the Securities Act®83, as amended, or the Securities
Exchange Act of 1934, as amended, whether madeebefafter the date of this Form 10-Q, irrespexti¥ any general incorporation
language contained in such filing.
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Exhibit 31.1
CERTIFICATION OF CHIEF EXECUTIVE OFFICER

[, Balu Balakrishnan certify that:
1. | have reviewed this Form 10-Q of Power Inteigre, Inc.;

2. Based on my knowledge, this report does notagorny untrue statement of a material fact or an#ttate a material fact necessary
to make the statements made, in light of the cistances under which such statements were madmisietading with respect to the
period covered by this report;

3. Based on my knowledge, the financial statement$adimer financial information included in this refdairly present in all materi
respects the financial condition, results of operatand cash flows of the registrant as of, amdth@ periods presented in this report;

4.  The registrant's other certifying officer anaré responsible for establishing and maintainisgldsure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&))}%(nd internal control over financial reportirg @efined in Exchange Act Rules
13a-15(f) and 15d-15(f)) for the registrant andéav

(a) Designed such disclosure controls and procedorecaused such disclosure controls and procedotee designed under
our supervision, to ensure that material infornmatielating to the registrant, including its condatied subsidiaries, is made
known to us by others within those entities, pattidy during the period in which this report isifige prepared;

(b)  Designed such internal control over financégarting, or caused such internal control overrfaial reporting to be
designed under our supervision, to provide readeregsurance regarding the reliability of financegorting and the preparati
of financial statements for external purposes toegtance with generally accepted accounting priesip

(c) Evaluated the effectiveness of the registratisslosure controls and procedures and presentisi report our
conclusions about the effectiveness of the dise®santrols and procedures, as of the end of tHegeovered by this report
based on such evaluation; and

(d) Disclosed in this report any change in thesegnt's internal control over financial reportih@t occurred during the
registrant's most recent fiscal quarter (the regists fourth fiscal quarter in the case of an ahneport) that has materially
affected, or is reasonably likely to materiallyeaff, the registrant's internal control over finahcgporting; and

5. The registrant's other certifying officer anltlalve disclosed, based on our most recent evaluatimrernal control over financial
reporting, to the registrant's auditors and thetaummmittee of the registrant's board of direct@rspersons performing the equivalent
functions):
(@) All significant deficiencies and material weakses in the design or operation of internal cbotrer financial reporting
which are reasonably likely to adversely affectbgistrant's ability to record, process, summagize report financial
information; and

(b)  Any fraud, whether or not material, that invedvmanagement or other employees who have a siniifiole in the
registrant's internal control over financial repugt

Dated: = November 7, 2011 By: /s/ BALU BALAKRISHNAN

Balu Balakrishnan
Chief Executive Officer




Exhibit 31.2
CERTIFICATION OF CHIEF EXECUTIVE OFFICER

I, Sandeep Nayyar, certify that:
1. | have reviewed this Form 10-Q of Power Inteigre, Inc.;

2. Based on my knowledge, this report does notagorny untrue statement of a material fact or an#ttate a material fact necessary
to make the statements made, in light of the cistances under which such statements were madmisietading with respect to the
period covered by this report;

3. Based on my knowledge, the financial statement$adimer financial information included in this refdairly present in all materi
respects the financial condition, results of operatand cash flows of the registrant as of, amdth@ periods presented in this report;

4.  The registrant's other certifying officer anaré responsible for establishing and maintainisgldsure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&))}%(nd internal control over financial reportirg @efined in Exchange Act Rules
13a-15(f) and 15d-15(f)) for the registrant andéav

(a) Designed such disclosure controls and procedorecaused such disclosure controls and procedotee designed under
our supervision, to ensure that material infornmatielating to the registrant, including its condatied subsidiaries, is made
known to us by others within those entities, pattidy during the period in which this report isifige prepared;

(b)  Designed such internal control over financégarting, or caused such internal control overrfaial reporting to be
designed under our supervision, to provide readeregsurance regarding the reliability of financegorting and the preparati
of financial statements for external purposes toegtance with generally accepted accounting priesip

(c) Evaluated the effectiveness of the registratisslosure controls and procedures and presentisi report our
conclusions about the effectiveness of the dise®santrols and procedures, as of the end of tHegeovered by this report
based on such evaluation; and

(d) Disclosed in this report any change in thesegnt's internal control over financial reportih@t occurred during the
registrant's most recent fiscal quarter (the regists fourth fiscal quarter in the case of an ahneport) that has materially
affected, or is reasonably likely to materiallyeaff, the registrant's internal control over finahcgporting; and

5. The registrant's other certifying officer anltlalve disclosed, based on our most recent evaluatimrernal control over financial
reporting, to the registrant's auditors and thetaummmittee of the registrant's board of direct@rspersons performing the equivalent
functions):
(@) All significant deficiencies and material weakses in the design or operation of internal cbotrer financial reporting
which are reasonably likely to adversely affectbgistrant's ability to record, process, summagize report financial
information; and

(b)  Any fraud, whether or not material, that invedvmanagement or other employees who have a siniifiole in the
registrant's internal control over financial repugt

Dated: November 7, 2011 By: /s/ SANDEEP NAYYAR

Sandeep Nayyar
Chief Financial Officer




Exhibit 32.1
CERTIFICATION OF CHIEF EXECUTIVE OFFICER

CERTIFICATION PURSUANT TO 18 U.S.C. SECTION 13505ADOPTED PURSUANT TO SECTION 906 OF
THE SARBANES-OXLEY ACT OF 2002

In connection with the Quarterly Report of Poweefgrations, Inc. (the “Company”) on Form 10-Q foe guarter ended September 30,
2011 , as filed with the Securities and Exchangm@dssion on the date hereof (the “Report”), |, BBalakrishnan, Chief Executive Officer of
the Company, pursuant to 18 U.S.C. Section 1358¢deapted pursuant to Section 906 of the Sarbanésy@xt of 2002 (“Section 906”),
certify to the best of my knowledge that:

(1) The Report fully complies with the requiremeotsSection 13(a) or Section 15(d) of the Secigii@change Act of 1934; and

(2) The information contained in the Report faphgsents, in all material respects, the finan@aldition and results of operations of
the Company.

Dated: November 7, 2011 By: /s/ BALU BALAKRISHNAN

Balu Balakrishnan
Chief Executive Officer

A signed original of this written statement reqditey Section 906, or other document authenticatiegnowledging, or otherwise
adopting the signature that appears in typed forithiw the electronic version of this written statmhrequired by Section 906, has been
provided to the Registrant and will be retainedtfoy Registrant and furnished to the Securities Bxchange Commission or its staff ug
request.



Exhibit 32.2
CERTIFICATION OF CHIEF EXECUTIVE OFFICER

CERTIFICATION PURSUANT TO 18 U.S.C. SECTION 13505ADOPTED PURSUANT TO SECTION 906 OF
THE SARBANES-OXLEY ACT OF 2002

In connection with the Quarterly Report of Poweefgrations, Inc. (the “Company”) on Form 10-Q foe guarter ended September 30,
2011 , as filed with the Securities and Exchangm@dssion on the date hereof (the “Report”), |, SsspiNayyar, Chief Financial Officer of
the Company, pursuant to 18 U.S.C. Section 1358¢deapted pursuant to Section 906 of the Sarbanésy@xt of 2002 (“Section 906”),
certify to the best of my knowledge that:

(1) The Report fully complies with the requiremeotsSection 13(a) or Section 15(d) of the Secigiiechange Act of 1934; and

(2) The information contained in the Report faphgsents, in all material respects, the finan@aldition and results of operations of
the Company.

Dated: November 7, 2011 By: /s/ SANDEEP NAYYAR

Sandeep Nayyar
Chief Financial Officer

A signed original of this written statement requditey Section 906, or other document authenticatiegnowledging, or otherwise
adopting the signature that appears in typed forithiw the electronic version of this written statmhrequired by Section 906, has been
provided to the Registrant and will be retainedtfoy Registrant and furnished to the Securities Bxchange Commission or its staff ug
request.



