Edgar Filing: CONEXANT SYSTEMS INC - Form 10-Q

CONEXANT SYSTEMS INC
Form 10-Q
February 03, 2006



Edgar Filing: CONEXANT SYSTEMS INC - Form 10-Q

Table of Contents

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

FORM 10-Q

b QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d)OF THE SECURITIES
EXCHANGE ACT OF 1934
For the Quarterly Period Ended December 31, 2005*
OR

0 TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
Commission file number: 000-24923
CONEXANT SYSTEMS, INC.
(Exact name of registrant as specified in its charter)

Delaware 25-1799439
(State of incorporation) (I.R.S. Employer Identification No.)
4000 MacArthur Boulevard
Newport Beach, California 92660-3095
(Address of principal executive offices) (Zip code)
(949) 483-4600

(Registrant s telephone number, including area code)
Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days.
Yes b No o
Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer or a non-accelerated filer.
See definition of accelerated filer and large accelerated filer in Rule 12b-2 of the Exchange Act. (Check one):

Large accelerated filer p Accelerated filer o Non-accelerated filer o
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).
Yes o No p

As of January 27, 2006, there were 475,705,792 shares of the registrant s common stock outstanding.
* For presentation purposes of this Form 10-Q, references made to the December 31, 2005 period relate to the actual
first fiscal quarter ended December 30, 2005.
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CAUTIONARY STATEMENT
This Quarterly Report on Form 10-Q contains statements relating to future results of Conexant Systems, Inc.
(including certain projections and business trends) that are forward-looking statements within the meaning of
Section 27A of the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as
amended, and are subject to the safe harbor created by those sections. Our actual results may differ materially from
those projected as a result of certain risks and uncertainties. These risks and uncertainties include, but are not limited
to: general economic and political conditions and conditions in the markets we address; the substantial losses we have
incurred; the cyclical nature of the semiconductor industry and the markets addressed by our products and our
customers products; continuing volatility in the technology sector and the semiconductor industry; demand for and
market acceptance of new and existing products; successful development of new products; the timing of new product
introductions and product quality; our ability to anticipate trends and develop products for which there will be market
demand; the availability of manufacturing capacity; pricing pressures and other competitive factors; changes in
product mix; product obsolescence; the ability of our customers to manage inventory; the ability to develop and
implement new technologies and to obtain protection for the related intellectual property; the uncertainties of litigation
and the demands it may place on the time and attention of our management; and possible disruptions in commerce
related to terrorist activity or armed conflict, as well as other risks and uncertainties, including those set forth herein
and those detailed from time to time in our other Securities and Exchange Commission filings. These forward-looking
statements are made only as of the date hereof, and we undertake no obligation to update or revise the forward-looking
statements, whether as a result of new information, future events or otherwise.
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PART I. FINANCIAL INFORMATION
ITEM 1. FINANCIAL STATEMENTS
CONEXANT SYSTEMS, INC.

Condensed Consolidated Balance Sheets

(unaudited, in thousands, except par value)

ASSETS
Current assets:
Cash and cash equivalents
Marketable securities
Restricted cash
Receivables, net of allowances of $2,218 and $3,803
Inventories
Other current assets

Total current assets

Property, plant and equipment, net
Goodwill

Intangible assets, net

Mindspeed warrant

Marketable securities long-term
Other assets

Total assets

LIABILITIES AND SHAREHOLDERS EQUITY
Current liabilities:
Current portion of long-term debt
Short-term debt
Accounts payable
Accrued compensation and benefits
Restructuring and reorganization liabilities
Other current liabilities

Total current liabilities
Long-term debt
Other liabilities

Total liabilities

Commitments and contingencies (Note 5)

Shareholders equity:

Preferred and junior preferred stock

Common stock, $0.01 par value: 1,000,000 shares authorized; 475,921 and
474,683 shares issued; and 474,639 and 473,500 shares outstanding
Treasury stock: 1,282 and 1,184 shares, at cost

Table of Contents

$

$

$

December

31,

2005

299,228
115,570
7,500
84,586
78,831
14,910

600,625
50,322
714,786
98,803
28,826
51,288
93,441

1,638,091

196,825
76,568
108,041
30,085
27,171
64,114

502,804
515,000
80,177

1,097,981

4,759
(5,823)

September
30,
2005

$ 202,704
139,306

87,240
95,329
14,701

539,280
50,700
717,013
106,709
33,137
38,485
96,200

$ 1,581,524

$ 196,825

108,957
27,505
28,829
51,308

413,424
515,000
84,007

1,012,431

4,747
(5,584)

5
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Additional paid-in capital 4,653,724 4,657,901
Accumulated deficit (4,077,437) (4,053,166)
Accumulated other comprehensive loss (34,807) (22,012)
Notes receivable from stock sales (306) (304)
Unearned compensation (12,489)
Total shareholders equity 540,110 569,093
Total liabilities and shareholders equity $ 1,638,091 $ 1,581,524
See accompanying notes to condensed consolidated financial statements.
4
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Net revenues
Cost of goods sold ()

Gross margin

Operating expenses:

Research and development()
Selling, general and administrative(!
Amortization of intangible assets
Special charges

Total operating expenses
Operating loss
Interest expense

Other (income) expense, net

Loss before income taxes
Provision for income taxes

Net loss

Net loss per share  basic and diluted

Shares used in computing basic and diluted net loss per share

(1) These captions
include non-cash
employee
stock-based
compensation
expense as follows
(see Note 1):

Cost of goods sold
Research and development
Selling, general and administrative

Total
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CONEXANT SYSTEMS, INC.
Condensed Consolidated Statements of Operations
(unaudited, in thousands, except per share amounts)

Three Months Ended
December 31,
2005 2004
$230,706 $ 140,621
134,953 133,465
95,753 7,156
64,359 72,541
38,601 30,006
7,907 8,293
915 19,257
111,782 130,097
(16,029) (122,941)
8,802 8,431
(1,276) (11,186)
(23,555) (120,186)
716 532

$ (24,271) $(120,718)

$ (0.05) $  (0.26)

474,043 468,369
Three Months Ended
December 31,
2005 2004

$ 298 $
5,290 2,245
8,728 744
$ 14,316 $ 2,989

7
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See accompanying notes to condensed consolidated financial statements.
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CONEXANT SYSTEMS, INC.
Condensed Consolidated Statements of Cash Flows
(unaudited, in thousands)

Three Months Ended
December 31,
2005 2004
Cash flows from operating activities:
Net loss $ (24,271) $(120,718)
Adjustments to reconcile net loss to net cash provided by (used in) operating
activities, net of effects of acquisitions:

Depreciation 4,433 4,838
Amortization of intangible assets 7,907 8,293
Reduction of provision for bad debt (1,010) (500)
Inventory provisions 1,724 45,001
Decrease (increase) in fair value of Mindspeed warrant 4,311 (14,773)
Losses of equity method investments 2,071 3,089
Gain on sale of equity securities (3,837)

Stock-based compensation 14,316 2,989
Other non-cash items, net (1,012) (95)
Changes in assets and liabilities:

Receivables 3,664 92,824
Inventories 14,734 13,427
Accounts payable 916) (53,016)
Agere patent litigation settlement (8,000)
Special charges and other restructuring related items (5,297) 8,632
Accrued expenses and other current liabilities 12,069 (1,291)
Other 1,134 3,250
Net cash provided by (used in) operating activities 30,020 (16,050)
Cash flows from investing activities:

Payments for acquisitions, net of cash acquired (14,501)
Restricted cash (7,500)

Proceeds from sales of equity securities and other assets 4,664

Purchases of marketable securities (3,539) (7,080)
Sales and maturities of marketable securities 2,455 34,170
Purchases of property, plant and equipment (5,780) (2,082)
Investments in businesses (984) (1,755)
Net cash (used in) provided by investing activities (10,684) 8,752
Cash flows from financing activities:

Proceeds from short-term debt, net of expenses of $1,044 75,524

Proceeds from issuance of common stock 1,664 397
Repayment of notes receivable from stock sales 196
Net cash provided by financing activities 77,188 593
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Net increase (decrease) in cash and cash equivalents 96,524 (6,705)
Cash and cash equivalents at beginning of period 202,704 139,031
Cash and cash equivalents at end of period $299,228 $ 132,326
See accompanying notes to condensed consolidated financial statements.
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CONEXANT SYSTEMS, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)
1. Basis of Presentation and Significant Accounting Policies
Conexant Systems, Inc. (Conexant or the Company) designs, develops and sells semiconductor system solutions,
comprised of semiconductor devices, software and reference designs, for use in broadband communications
applications that enable high-speed transmission, processing and distribution of audio, video, voice and data to and
throughout homes and business enterprises worldwide. The Company s access solutions connect people through
personal communications access products such as personal computers, television set-top boxes and game consoles to
audio, video, voice and data services over wireless and wire line broadband connections as well as over dial-up
Internet connections. The Company s central office solutions are used by service providers to deliver high-speed audio,
video, voice and data services over copper telephone lines and fiber optic networks to homes and businesses around
the globe. In addition, the Company s media processing products enable the capture, display, storage, playback and
transfer of audio and video content in applications throughout home and small office environments. The Company
operates in one reportable segment.
Interim Reporting 'The accompanying unaudited condensed consolidated financial statements have been prepared
by the Company in accordance with accounting principles generally accepted in the United States of America and
with the instructions to Form 10-Q and Article 10 of Regulation S-X of the Securities and Exchange Commission.
Accordingly, they do not include all of the information and footnotes required by generally accepted accounting
principles for complete financial statements. In the opinion of management, the accompanying unaudited condensed
consolidated financial statements contain all adjustments, consisting of adjustments of a normal recurring nature, as
well as special charges, necessary to present fairly the Company s financial position, results of operations and cash
flows. The results of operations for interim periods are not necessarily indicative of the results that may be expected
for a full year. These statements should be read in conjunction with the consolidated financial statements and notes
thereto included in the Company s Annual Report on Form 10-K for the fiscal year ended September 30, 2005.
Fiscal Periods For presentation purposes, references made to the periods ended December 31, 2005 and 2004, relate
to the actual fiscal 2006 first quarter ended December 30, 2005 and the actual fiscal 2005 first quarter ended
December 31, 2004, respectively.
Supplemental Cash Flow Information Cash paid for interest was $4.8 million for each of the three months ended
December 31, 2005 and 2004. Cash paid for income taxes for the three months ended December 31, 2005 and 2004
was $0.4 million and $0.3 million, respectively.
Revenue Recognition The Company recognizes revenue when (1) the risk of loss has been transferred to the
customer, (2) price and terms are fixed, (3) no significant vendor obligation exists, and (4) collection of the receivable
is reasonably assured. These terms are typically met upon shipment of product to the customer, except for certain
distributors who have a contractual right of return or for whom the contractual terms were not enforced. Revenue with
respect to these distributors is deferred until the purchased products are sold by the distributor to a third party. Other
distributors have limited stock rotation rights, which allow them to rotate up to 10% of product in their inventory two
times a year. The Company recognizes revenue to these distributors upon shipment of product to the distributor, as the
stock rotation rights are limited and the Company believes that it has the ability to estimate and establish allowances
for expected product returns in accordance with Statement of Financial Accounting Standards (SFAS) No. 48,
Revenue Recognition When Right of Return Exists . Development revenue is recognized when services are performed
and was not significant for any of the periods presented.
Conexant has many distributor customers for whom revenue is recognized upon its shipment of product to them, as
the contractual terms provide for no or limited rights of return. During the three months ended December 31, 2004, the
Company determined that it was unable to enforce its contractual terms with three distribution customers. As a result,
from October 1, 2004, the Company has deferred the recognition of revenue on sales to these three distributors until
the purchased products are sold by the distributors to a third party. At December 31, 2005, deferred revenue for these
three distributors was $6.0 million.

Table of Contents 11
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Shipping and Handling In accordance with Emerging Issues Task Force (EITF) Issue No. 00-10, Accounting for
Shipping and Handling Fees and Costs , the Company includes shipping and handling fees billed to customers in net
revenues. Amounts incurred by the Company for freight are included in cost of goods sold.

7
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CONEXANT SYSTEMS, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)
Recent Accounting Pronouncements In November 2005, the Financial Accounting Standards Board (FASB) issued
FASB Staff Position (FSP) FAS 115-1/124-1, The Meaning of Other-Than-Temporary Impairment and Its
Application to Certain Investments. This FSP addresses the determination as to when an investment is considered
impaired, whether that impairment is other than temporary, and the measurement of an impairment loss. This FSP also
includes accounting considerations subsequent to the recognition of an other-than-temporary impairment and requires
certain disclosures about unrealized losses that have not been recognized as other-than-temporary impairments. The
guidance in this FSP amends SFAS No. 115, Accounting for Certain Investments in Debt and Equity Securities, SFAS
No. 124, Accounting for Certain Investments Held by Not-for-Profit Organizations, and Accounting Principles Board
(APB) Opinion No. 18, The Equity Method of Accounting for Investments in Common Stock. This FSP is effective
for reporting periods beginning after December 15, 2005. The Company does not expect that the adoption of this FSP
will have a material impact on its financial position or results of operations.
In May 2005, the FASB issued SFAS No. 154, Accounting Changes and Error Corrections, which replaces APB
Opinion No. 20, Accounting Changes, and SFAS No. 3, Reporting Accounting Changes in Interim Financial
Statements. SFAS No. 154 applies to all voluntary changes in accounting principles and requires retrospective
application (a term defined by the statement) to prior periods financial statements, unless it is impracticable to
determine the effect of a change. It also applies to changes required by an accounting pronouncement that does not
include specific transition provisions. SFAS No. 154 is effective for fiscal years beginning after December 15, 2005.
The Company will adopt SFAS No. 154 on October 1, 2006 and does not expect that the adoption will have a material
impact on its financial position or results of operations.
Cash, Cash Equivalents and Marketable Securities The Company considers all highly liquid investments with
insignificant interest rate risk and original maturities of three months or less from the date of purchase to be cash
equivalents. The carrying amounts of cash and cash equivalents approximate their fair values. Short-term marketable
securities consist of debt securities with original maturity dates between ninety days and one year, and equity
securities of publicly-traded companies. Long-term marketable securities consist of debt securities with remaining
maturity dates greater than one year for which management intends to reinvest those amounts on a long-term basis
upon maturity. The Company s marketable securities are classified as available-for-sale and are reported at fair value
on the accompanying condensed consolidated balance sheets. The unrealized gains and losses are reported as a
component of accumulated other comprehensive income (loss). Management determines the appropriate classification
of debt securities at the time of purchase and reassesses the classification at each reporting date. Gains and losses on
the sale of available-for-sale investments are determined using the specific-identification method.
Equity securities included in short-term marketable securities represent the Company s common stock holdings in
publicly-traded companies and are classified as short-term based on the Company s ability and intent to liquidate the
securities as necessary to meet liquidity requirements. The reported fair value of these equity securities is based on the
quoted market prices of the securities at each reporting date. Based on the overall state of the stock market, the
availability of buyers for the shares when the Company wants to sell, and other restrictions, at any point in time the
amounts ultimately realized upon liquidation of these securities may be significantly different than the carrying value.
Total cash, cash equivalents and marketable securities at December 31, 2005 and September 30, 2005 are as follows
(in thousands):

December September
31, 30,
2005 2005
Cash and cash equivalents $ 299,228 $ 202,704
Short-term marketable equity securities (6.2 million shares of Skyworks
Solutions, Inc. at December 31, 2005 and September 30, 2005) 31,471 43,404
84,099 95,902
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Short-term marketable debt securities (primarily domestic government
agency securities and corporate debt securities)

Subtotal- short-term marketable securities 115,570 139,306

Long-term marketable securities (primarily domestic government agency
securities and corporate debt securities) 51,288 38,485

Total cash, cash equivalents and marketable securities $ 466,086 $ 380,495
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CONEXANT SYSTEMS, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)
For all investment securities, unrealized losses that are other than temporary are recognized in net income (loss). The
Company does not hold any securities for speculative or trading purposes.
Restricted Cash  Restricted cash represents amounts used to collateralize a consolidated subsidiary s obligations under
an $80 million credit facility with a bank. For further information regarding the line of credit, see Note 3.
Stock-Based Compensation In December 2004, the FASB issued SFAS No. 123(R), Share-Based Payment. This
pronouncement amends SFAS No. 123, Accounting for Stock-Based Compensation, and supersedes APB Opinion
No. 25, Accounting for Stock Issued to Employees. SFAS No. 123(R) requires that companies account for awards of
equity instruments issued to employees under the fair value method of accounting and recognize such amounts in their
statements of operations. The Company adopted SFAS No. 123(R) on October 1, 2005 using the modified prospective
method and, accordingly, has not restated the consolidated statements of operations for prior interim periods or fiscal
years. Under SFAS No. 123(R), the Company is required to measure compensation cost for all stock-based awards at
fair value on the date of grant and recognize compensation expense in its consolidated statements of operations over
the service period that the awards are expected to vest. As permitted under SFAS No. 123(R), the Company has
elected to recognize compensation cost for all options with graded vesting granted on or after October 1, 2005 on a
straight-line basis over the vesting period of the entire option. For options with graded vesting granted prior to
October 1, 2005, the Company will continue to recognize compensation cost over the vesting period following the
accelerated recognition method described in FASB Interpretation No. 28, Accounting for Stock Appreciation Rights
and Other Variable Stock Option or Award Plans, as if each underlying vesting date represented a separate option
grant.
Prior to the adoption of SFAS No. 123(R), the Company accounted for employee stock-based compensation using the
intrinsic value method in accordance with APB Opinion No. 25, as permitted by SFAS No. 123 and SFAS No. 148,
Accounting for Stock-Based Compensation Transition and Disclosure. Under the intrinsic value method, the
difference between the market price on the date of grant and the exercise price is charged to the statement of
operations over the vesting period. Prior to the adoption of SFAS No. 123(R), the Company recognized compensation
cost only for stock options issued with exercise prices set below market prices on the date of grant, which consisted
principally of stock options granted to replace stock options of acquired businesses, and provided the necessary pro
forma disclosures required under SFAS No. 123.
During the three months ended December 31, 2004, the Company recognized compensation expense of $3.0 million
for stock options under APB Opinion No. 25, which was charged to the consolidated statement of operations. For the
three months ended December 31, 2004, had stock-based compensation been accounted for based on the estimated
grant date fair values, as defined by SFAS No. 123, the Company s net loss and net loss per share would have been
adjusted to the following pro forma amounts (in thousands, except per share amounts):

Three Months
Ended

December 31, 2004
Net loss, as reported $ (120,718)
Add: stock-based compensation expense included in reported net loss, net of tax 2,989
Deduct: stock-based compensation expense determined under fair value method, net of tax (18,566)
Net loss, pro forma $ (136,295)
Net loss per share:
Basic  as reported $ (0.26)
Basic pro forma $ (0.29)
Diluted as reported $ (0.26)
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Diluted pro forma $ (0.29)
Under SFAS No. 123(R), the Company now records in its consolidated statements of operations (i) compensation cost
for options granted, modified, repurchased or cancelled on or after October 1, 2005 under the provisions of SFAS
No. 123(R) and (ii) compensation cost for the unvested portion of options granted prior to October 1, 2005 over their
remaining vesting periods using the amounts previously measured under SFAS No. 123 for pro forma disclosure
purposes. During the three months ended December 31, 2005, the Company recognized compensation

9
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CONEXANT SYSTEMS, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)
expense of $13.2 million for stock options and $1.1 million for employee stock purchase plan awards in its
consolidated statement of operations. Under the transition provisions of SFAS No. 123(R), the Company has
recognized a cumulative effect of a change in accounting principle to reduce additional paid-in capital by
$20.7 million, consisting of (i) the remaining $12.5 million deferred stock-based compensation balance as of
October 1, 2005, primarily accounted for under APB Opinion No. 25, and (ii) the $8.2 million difference between the
remaining $12.5 million deferred stock-based compensation balance as of October 1, 2005 for the options issued in
the Company s business combinations and the remaining unamortized grant-date fair value of these options, which also
reduced goodwill.
Consistent with the valuation method for the disclosure-only provisions of SFAS No. 123, the Company is using the
Black-Scholes-Merton model to value the compensation expense associated with stock-based awards under SFAS
No. 123(R). In addition, forfeitures are estimated when recognizing compensation expense, and the estimate of
forfeitures will be adjusted over the requisite service period to the extent that actual forfeitures differ, or are expected
to differ, from such estimates. Changes in estimated forfeitures will be recognized through a cumulative catch-up
adjustment in the period of change and will also impact the amount of compensation expense to be recognized in
future periods.
The following weighted average assumptions were used in the estimated grant date fair value calculations for stock
options and employee stock purchase plan awards:

Three Months Ended
December December
31, 31,
2005 2004
Stock option plans:
Expected dividend yield 0% 0%
Expected stock price volatility 75% 97%
Risk free interest rate 4.4% 3.6%
Average expected life (in years) 5.25 4.50
Stock purchase plan:
Expected dividend yield 0% 0%
Expected stock price volatility 79% 97%
Risk free interest rate 4.0% 4.2%
Average expected life (in years) 0.50 0.50

The expected stock price volatility rates are based on the historical volatility of the Company s common stock. The risk
free interest rates are based on the U.S. Treasury yield curve in effect at the time of grant for periods corresponding
with the expected life of the option or award. The average expected life represents the weighted average period of time
that options or awards granted are expected to be outstanding, as calculated using the simplified method described in
the Securities and Exchange Commission s Staff Accounting Bulletin No. 107.

Net Income (Loss) Per Share Net income (loss) per share is computed in accordance with SFAS No. 128, Earnings
Per Share. Basic net income (loss) per share is computed by dividing net income (loss) by the weighted average
number of common shares outstanding during the period. Diluted net income (loss) per share is computed by dividing
net income (loss) by the weighted average number of common shares outstanding and potentially dilutive securities
outstanding during the period. Potentially dilutive securities include stock options and warrants and shares of stock
issuable upon conversion of the Company s convertible subordinated notes. The dilutive effect of stock options and
warrants is computed under the treasury stock method, and the dilutive effect of convertible subordinated notes is
computed using the if-converted method. Potentially dilutive securities are excluded from the computations of diluted
net income (loss) per share if their effect would be antidilutive.
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CONEXANT SYSTEMS, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)
The following potentially dilutive securities have been excluded from the diluted net loss per share calculations
because their effect would have been antidilutive (in thousands):

Three Months Ended
December 31,

2005 2004
Stock options and warrants 8,047 1,921
5.25% Convertible Subordinated Notes due May 2006 5,840 5,840
4.25% Convertible Subordinated Notes due May 2006 7,364 7,364
4.00% Convertible Subordinated Notes due February 2007 12,137 12,137
Total 33,988 27,262

2. Business Combinations

Paxonet Communications, Inc.

In December 2004, the Company acquired all of the outstanding capital stock of Paxonet Communications, Inc., a

privately-held company headquartered in Fremont, California, with an engineering workforce primarily based in

India. This acquisition was accounted for using the purchase method of accounting in accordance with SFAS No. 141,
Business Combinations. The Company s statements of operations include the results of Paxonet from the date of

acquisition.

The aggregate purchase price for this acquisition was $14.8 million. Of this purchase price, approximately

$0.3 million was allocated to net tangible assets, approximately $0.7 million was allocated to unearned compensation

representing the intrinsic value of unvested stock options exchanged in the transaction, approximately $1.4 million

was allocated to identifiable intangible assets, and the remaining $12.4 million was allocated to goodwill. The

identifiable intangible assets are being amortized on a straight-line basis over their useful lives of between two and

eight years, with a weighted-average life of approximately six years. The pro forma effect of this acquisition was not

material to the Company s results of operations for the three months ended December 31, 2004.

3. Supplemental Financial Information

Marketable Securities

Short-term, available-for-sale securities consist of the following (in thousands):

Gross Gross
Cost or Unrealized Unrealized
Amortized Holding Holding Fair
Cost Gains Losses Value

December 31, 2005:
Corporate debt securities $ 33,802 $ $ 37 $ 33,765
Domestic government agency securities 50,437 (103) 50,334
Equity securities 52,524 (21,053) 31,471

$ 136,763 $ $ (21,193) $115,570
September 30, 2005:
Corporate debt securities $ 37,974 $ $ (40) $ 37,934
Domestic government agency securities 58,137 2 (171) 57,968
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Equity securities 52,524 (9,120) 43,404

$ 148,635 $ 2 $ (9,331) $ 139,306

The Company s marketable equity securities at December 31, 2005 and September 30, 2005 consist of 6.2 million
shares of Skyworks Solutions, Inc. common stock. The Company s weighted average cost basis in these shares is $8.49
per share, and the market values at December 31, 2005 and September 30, 2005 were $5.09 and $7.02 per share,
respectively. The market value of these securities has been less than the Company s cost basis since January 2005.
Based on the Company s ability and intent to hold these shares for a reasonable period of time sufficient for a recovery
of fair value, the Company does not consider these investments to be other-than-temporarily impaired at
December 31, 2005 or September 30, 2005.

11
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CONEXANT SYSTEMS, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)
Long-term, available-for-sale securities consist of the following (in thousands):

Gross Gross
Cost or Unrealized Unrealized
Amortized Holding Holding Fair
Cost Gains Losses Value

December 31, 2005:
Domestic government agency securities $ 25,826 $ $ (191)  $25,635
Corporate debt securities 25,954 (301) 25,653

$ 51,780 $ $ (492) $51,288
September 30, 2005:
Domestic government agency securities $ 15,964 $ $ (102)  $15,862
Corporate debt securities 22,910 (287) 22,623

$ 38,874 $ $ (389) $38,485

The Company s long-term marketable securities principally have original contractual maturities from one to three
years.

Inventories

Inventories consist of the following (in thousands):

December September
31, 30,
2005 2005
Work-in-process $ 61,612 $ 61,535
Finished goods 17,219 33,794

$ 78,831 $ 95,329

At December 31, 2005 and September 30, 2005, inventories are net of excess and obsolete (E&O) inventory reserves
of $42.2 million and $44.8 million, respectively. In addition, at December 31, 2005 and September 30, 2005,
inventories are net of lower of cost or market (LCM) reserves of $8.9 million and $6.7 million, respectively.
Goodwill

The changes in the carrying amount of goodwill for the three months ended December 31, 2005 was as follows (in
thousands):

Goodwill at September 30, 2005 $717,013
Additions 6,000
Adjustments (8,227)
Goodwill at December 31, 2005 $714,786
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During the three months ended December 31, 2005, the Company recorded an $8.2 million adjustment to goodwill as

a result of the adoption of SFAS No. 123(R) (see Note 1). The Company also recorded $6.0 million of additional

goodwill during the three months ended December 31, 2005 related to earn-outs for previous business combinations.
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(unaudited)
Intangible Assets
Intangible assets consist of the following (in thousands):

December 31, 2005 September 30, 2005
Gross Gross
Carrying  Accumulated Book Carrying  Accumulated Book
Amount Amortization Value Amount Amortization Value
Developed technology $ 146,146 $ (61,233) $84913 $ 146,146 $  (54,133) $ 92,013
Customer base 4,660 (1,998) 2,662 4,660 (1,781) 2,879
Other intangible assets 21,888 (10,660) 11,228 21,888 (10,071) 11,817

$ 172,694 $  (73,891)  $98,803 $172,694 $ (65985) $106,709

Intangible assets are amortized over a weighted-average period of approximately five years. Annual amortization
expense is expected to be as follows (in thousands):

Remainder
of 2006 2007 2008 2009 2010 Thereafter
Amortization expense $ 22,798 $29,801 $29,333 $ 13,831 $2,079 $ 961

Mindspeed Warrant

The Company has a warrant to purchase 30 million shares of Mindspeed Technologies, Inc. common stock at an
exercise price of $3.408 per share through June 2013. The Company accounts for the Mindspeed warrant as a
derivative instrument, and changes in the fair value of the warrant are included in other (income) expense, net each
period. At December 31, 2005, the aggregate fair value of the Mindspeed warrant included on the accompanying
condensed consolidated balance sheet was $28.8 million. The warrant was valued using the Black-Scholes-Merton
model with expected terms for portions of the warrant varying from 1 to 5 years, expected volatility of 80%, a
risk-free interest rate of 4.4% and no dividend yield. The aggregate fair value of the warrant is reflected as a long-term
asset on the accompanying condensed consolidated balance sheet.

The valuation of this derivative instrument is subjective, and option valuation models require the input of highly
subjective assumptions, including the expected stock price volatility. Changes in these assumptions can materially
affect the fair value estimate. The Company could, at any point in time, ultimately realize amounts significantly
different than the carrying value.

Short-Term Debt

On November 29, 2005, the Company established an accounts receivable financing facility whereby it will sell, from
time to time, certain accounts receivable to Conexant USA, LLC, a special purpose entity which is a consolidated
subsidiary of the Company. Concurrently, Conexant USA entered into an $80.0 million revolving credit agreement
with a bank which is secured by the assets of Conexant USA. This credit agreement has a term of 364 days, with
364-day renewal periods at the sole discretion of the bank. Conexant USA is required to maintain certain minimum
amounts on deposit (restricted cash) with the bank during the term of the credit agreement. Borrowings under the
credit agreement, which cannot exceed the lesser of $80 million and 85% of the uncollected value of purchased
accounts receivable that are eligible for coverage under an insurance policy for the receivables, will bear interest equal
to the 7-day LIBOR plus 0.6%. Additionally, the Company paid an initial program fee, and Conexant USA has the
obligation to pay a final program fee and 0.2% per annum for the unused portion of the line of credit. The credit
agreement also requires certain financial measures of the Company and its consolidated subsidiaries to be satisfied,
such as minimum levels of shareholders equity and cash and cash equivalents. At December 31, 2005, Conexant USA
had $7.5 million of restricted cash and $90.1 million of accounts receivable, both of which serve as collateral under
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the credit agreement. At December 31, 2005, Conexant USA had borrowed $76.6 million under this credit agreement
and was in compliance with all financial covenants.
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Long-Term Debt
At December 31, 2005 and September 30, 2005, long-term debt consists of the following (in thousands):

5.25% Convertible Subordinated Notes due May 2006 with a conversion price of $22.26 $ 130,000
4.25% Convertible Subordinated Notes due May 2006 with a conversion price of $9.08 66,825
4.00% Convertible Subordinated Notes due February 2007 with a conversion price of $42.43 515,000
Total 711,825
Less: current portion of long-term debt (196,825)
Long-term debt $ 515,000

Other (Income) Expense, Net
Other (income) expense, net consists of the following (in thousands):

Three Months Ended
December December
31, 31,
2005 2004

Investment and interest income $(3,265) $ (551
Decrease (increase) in fair value of the Mindspeed warrant 4,311 (14,773)
Losses of equity method investments 2,071 3,089
Gains on sales of equity securities (3,837)
Other (556) 1,049
Other (income) expense, net $(1,276) $ (11,186)

4. Shareholders Equity

The Company s authorized capital consists of 1,000,000,000 shares of common stock, par value $0.01 per share, and
25,000,000 shares of preferred stock, without par value, of which 5,000,000 shares are designated as Series A junior
participating preferred stock (the Junior Preferred Stock).

The Company has a preferred share purchase rights plan to protect shareholders rights in the event of a proposed
takeover of the Company. A preferred share purchase right (a Right) is attached to each share of common stock
pursuant to which the holder may, in certain takeover-related circumstances, become entitled to purchase from the
Company 1/200th of a share of Junior Preferred Stock at a price of $300, subject to adjustment. Also, in certain
takeover-related circumstances, each Right (other than those held by an acquiring person) will generally be
exercisable for shares of the Company s common stock or stock of the acquiring person having a market value of twice
the exercise price. In certain events, each Right may be exchanged by the Company for one share of common stock or
1/200th of a share of Junior Preferred Stock. The Rights expire on December 31, 2008, unless earlier exchanged or
redeemed at a redemption price of $0.01 per Right, subject to adjustment.

Stock Option Plans

The Company has stock option plans and long-term incentive plans under which employees and directors may be
granted options to purchase shares of the Company s common stock. As of December 31, 2005, approximately

61.8 million shares are available for grant under the stock option and long-term incentive plans. Stock options are
generally granted with exercise prices of not less than the fair market value at grant date, generally vest over four
years and expire eight or ten years after the grant date. The Company settles stock option exercises with newly issued
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shares of common stock. The Company has also assumed stock option plans in connection with business
combinations.
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A summary of stock option activity is as follows:

Weighted
Average Aggregate
Weighted Remaining Intrinsic
Average
Shares Exercise Contractual Value
(in Price Per Term (in (in
thousands) Share years) thousands)
Outstanding, September 30, 2005 111,195 $ 2.81
Granted 526 2.18
Exercised (1,083) 1.77
Canceled (5,297) 4.80
Outstanding, December 31, 2005 105,341 $ 2.71 4.83 $ 81,494
Exercisable, December 31, 2005 70,743 $ 3.15 3.66 $ 72,943

The weighted average grant-date fair value of options granted during the three months ended December 31, 2005 was
$1.43 per share. The total intrinsic value of options exercised during the three months ended December 31, 2005 was
$0.6 million. The total cash received from employees as a result of stock option exercises was $1.7 million for the
three months ended December 31, 2005.

At December 31, 2005, the total unrecognized fair value compensation cost related to unvested stock options and
employee stock purchase plan awards was $44.1 million, which is expected to be recognized over a remaining
weighted average period of approximately one year.

Directors Stock Plan

The Company has a Directors Stock Plan which provides for each non-employee director to receive specified levels of
stock option grants upon election to the Board of Directors and periodically thereafter. Under the Directors Stock
Plan, each non-employee director may elect to receive all or a portion of the cash retainer to which the director is
entitled through the issuance of common stock. During the three months ended December 31, 2005, no stock options
or shares of common stock were issued under the Directors Stock Plan.

Employee Stock Purchase Plan

The Company has an Employee Stock Purchase Plan (ESPP) which allows eligible employees to purchase shares of
the Company s common stock at a price equal to 85% of the lower of fair market value at the beginning or end of each
offering period. Under the ESPP, employees may authorize the Company to withhold up to 15% of their compensation
for each pay period to purchase shares under the plan, subject to certain limitations, and employees are limited to the
purchase of 2,000 shares per offering period. Offering periods generally commence on the first trading day of
February and August of each year and are generally six months in duration, but may be terminated earlier under
certain circumstances.

At December 31, 2005, approximately 27.3 million shares of the Company s common stock were reserved for future
issuance under the ESPP, of which 17.5 million shares become available in 2.5 million share annual increases, subject
to the Board of Directors selecting a lower amount.

Performance Share Plan

The Company has a Performance Share Plan. On November 2, 2005, the Company issued performance shares at a fair
value of $2.16 per share to an executive in satisfaction of his fiscal 2005 performance share award granted under his
employment agreement. The total fair value of the award was $0.6 million and was paid with 154,879 shares of
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common stock and cash. At December 31, 2005, approximately 3.3 million shares of the Company s common stock are
available for issuance under this plan.
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5. Commitments and Contingencies
Lease Commitments
The Company leases certain facilities and equipment under non-cancelable operating leases which expire at various
dates through 2021 and contain various provisions for rental adjustments including, in certain cases, adjustments
based on increases in the Consumer Price Index. The leases generally contain renewal provisions for varying periods
of time. Rental expense under operating leases was approximately $4.3 million and $5.7 million for the three months
ended December 31, 2005 and 2004, respectively.
At December 31, 2005, future minimum lease payments under operating leases, excluding any sublease income, were
as follows (in thousands):

Fiscal Year

Remainder of 2006 $ 24,969
2007 28,490
2008 22,618
2009 15,441
2010 15,337
Thereafter 77,220
Total future minimum lease payments $ 184,075

At December 31, 2005, the Company has many sublease arrangements on operating leases for terms ranging from

near term to approximately 10 years. Aggregate scheduled sublease income based on current terms is approximately
$35.7 million.

The summary of future minimum lease payments includes an aggregate gross amount of $67.6 million of lease
obligations that principally expire through fiscal 2021, which have been accrued for in connection with the Company s
reorganization and restructuring actions (see Note 7) and previous actions taken by GlobespanVirata, Inc. prior to its
merger with the Company in February 2004.

At December 31, 2005, the Company is contingently liable for approximately $6.6 million in operating lease
commitments on facility leases that were assigned to Mindspeed and Skyworks Solutions, Inc. at the time of their
separation from the Company.

Legal Matters

Certain claims have been asserted against the Company, including claims alleging the use of the intellectual property
rights of others in certain of the Company s products. The resolution of these matters may entail the negotiation of a
license agreement, a settlement, or the adjudication of such claims through arbitration or litigation. The outcome of
litigation cannot be predicted with certainty and some lawsuits, claims or proceedings may be disposed of unfavorably
for the Company. Many intellectual property disputes have a risk of injunctive relief and there can be no assurance

that a license will be granted. Injunctive relief could have a material adverse effect on the financial condition or results
of operations of the Company. Based on its evaluation of matters which are pending or asserted and taking into
account the Company s reserves for such matters, management believes the disposition of such matters will not have a
material adverse effect on the financial condition, results of operations, or cash flows of the Company.

IPO Litigation In November 2001, Collegeware Asset Management, LP, on behalf of itself and a putative class of
persons who purchased the common stock of GlobeSpan, Inc., (GlobeSpan, Inc. later became GlobespanVirata, Inc.,
and is now the Company s Conexant, Inc. subsidiary) between June 23, 1999 and December 6, 2000, filed a complaint
in the U.S. District Court for the Southern District of New York alleging violations of federal securities laws by the
underwriters of GlobeSpan, Inc. s initial and secondary public offerings as well as by certain GlobeSpan, Inc. officers
and directors. The complaint alleges that the defendants violated federal securities laws by issuing and selling

Table of Contents 29



Edgar Filing: CONEXANT SYSTEMS INC - Form 10-Q

GlobeSpan, Inc. s common stock in the initial and secondary offerings without disclosing to investors that the
und