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UNITED STATES
SECURI TI ES AND EXCHANGE COWMM SSI ON
Viashi ngton, D.C. 20549
FORM 10- Q
(MARK ONE)

[X] QUARTERLY REPCRT PURSUANT TO SECTI ON 13 CR 15 (d) OF THE
SECURI TI ES EXCHANGE ACTS OF 1934.

FOR THE QUARTERLY PER! CD ENDED DECEMBER 31, 1998
R
[ ] TRANSI TI ON REPORT PURSUANT TO SECTI ON 13 OR 15 (d) OF THE
SECUR! TI ES EXCHANGE ACT OF 1934.  FOR THE TRANSITION PERICOD FROM  TO

COMM SSION FI LE NUMBER 000- 24487

M PS Technol ogi es, Inc.
(Exact name of registrant as specified inits charter)

DELAVARE 77-0322161
(State or other jurisdiction of (I.R'S. Enployer
I'ncorporation or organization) I dentification Nunber)

1225 CHARLESTON ROAD, MOUNTAIN VIEW CA 94043-1353
(Address of principal executive offices)

Regi strants’ tel ephone number, including area code: (650) 567-5000

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 requirenents for the past 90 days. Yes [X  No[ ]

The number of outstanding shares of the Registrant’s Common Stock, $.001
par value, was 37,292,286 as of
January 31, 1999.
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PART | - FINANCI AL | NFCRMATI ON
ITEM 1. FINANCI AL STATEMENTS.
M PS TECHNOLOG ES, INC.

CONDENSED CONSCLI DATED BALANCE SHEETS
(IN THOUSANDS, EXCEPT SHARE DATA)

<Tabl &>
<Capti on>
DECEMBER 31,
1998
ASSETS (unaudi t ed)
<S> <C
Current assets:
Cash and cash equivalents . . . . . . . ... . ... ... $ 26,052
Accounts receivable . . . . . . . ... 2,602
Prepai d expenses and other current assets . . . . . . . . . 453
Total current assets. . . . . . . . . . ... 29, 107
Equi pment and furniture, net . . . . . . . . ... 3, 155
Qher assets . . . . . . . ... 1,027
$ 33,289

LI ABI LI TIES AND STOCKHOLDERS EQUITY (DEFICIT)

Current liabilities:

Accounts payable. . . . . . . .. ... $ 3,661
Accrued liabilities . . . . ... ... ... .. ... 6, 381
Total current liabilities . . . . ... ... ... ... 10, 042
Deferred revenue, less current portion. . . . . . . . . . ... 375

Stockhol ders’ equity (deficit)
Common stock, $0.001 par value: 150,000,000 shares
authorized; issued and outstanding: 37,292,286 shares at
Decenber 31, 1998 and 36, 000, 000 shares at June 30

1998. . . 37
Additional paid-incapital. . . . .. ... ... ..., 136, 235
Accumul ated deficit . . . . . . . . ... Lo (113, 400)

Total stockholders’ equity (deficit). . . . . . .. ... 22,872

$ 33,289
</ Tabl e>

(1) The bal ance sheet at June 30, 1998 has been derived fromaudited financia
statements at that date but does not include all of the information and
footnotes required by generally accepted accounting principles for conplete
financial statements.

See acconpanyi ng not es.

JUNE 30
1998 (1)

36
120, 041
(120, 824)
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M PS TECHNOLOG ES, | NC.
CONDENSED CONSCLI DATED STATEMENTS OF CPERATI ONS ( UNAUDI TED)
(I'N THOUSANDS, EXCEPT PER SHARE DATA)
<Tabl e>
<Capti on>
THREE MONTHS ENDED
DECEMBER 31,
1998 1997
<S> <G <C
Revenue:
Royal ties $ 13,243  $ 12,472
Contract revenue 1,750 77
Total revenue 14,993 12,549
Costs and expenses
Cost of contract revenue 125 —---
Research and devel opnent 4,667 17,789
Sal es and marketing 1,730 1,462
Ceneral and adninistrative 1,821 1,038
Restructuring charge --- 2,614
Total costs and expenses 8,343 22,903
Qperating income (loss) 6, 650 (10, 354)
Interest income (expense), net 264 (4)
Income (1o0ss) before incone taxes 6,914 (10, 358)
Provision for inconme taxes 2,766 ----
Net incone (I oss) $ 4,148  $ (10, 358)
Net incone (loss) per share - hasic $ 0.11 $ (0.29)
Net incone (loss) per share - diluted $ 0.11  §$ (0.29)
Conmon shares out standing - basic 37, 267 36, 000
Conmon shares outstanding - diluted 38,536 36, 000
</ Tabl e>

See acconpanyi ng not es.

SI'X MONTHS ENDED
DECEMBER 31

1998 1997

< <G
$ 24,854 $ 26, 759
2,400 827
27, 254 27,586
125 375
9,223 35,127
3,019 2,910
2, 956 2,295
--- 2,614
15, 323 43,321
11,931 (15, 735)
438 (11)
12,369 (15, 746)
4,948 .-
$ 7,421 $  (15,746)
$ 0.20 $ (0. 44)
$ 0.19 § (0. 44)
37,225 36, 000
38,239 36, 000
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M PS TECHNOLOG ES, | NC.
CONDENSED CONSCLI DATED STATENENTS OF CASH FLOWS ( UNAUDI TED)
(1'N THOUSANDS)

<Tabl &>
<Capti on>

<S>
Operating activities:
Net income (losSs) . . . . . . . . . .
Adj ustments to reconcile net income (loss) to cash provided by (used in)
operations
Depreciation . . . . . . . .
OQcher non-cash charges . . . . . . . . . .. oL

Accounts payable. . . . . . . ...
Other assets and liabilities. . . . . . . ... ... ....

Net cash flow provided by (used in) operating activities
excluding Silicon Gaphics financing. . . . . . . . . ..
Investing activities - capital expenditures . . . . . .. ... .. ....
Fi nancing activities:
Net proceeds fromissuance of common stock. . . . . ... . . ... ..
Payments on capital lease obligations . . . . . . . ... . .. ....
Financing provided fromSilicon Gaphics. . . . . . ... . ... ...

Net cash provided by financing activities . . . . . ... ..
Effect of exchange rate changes oncash. . . . . . . . . .. ... ... ..

Net increaseincash. . . . . . . . . . . . ...
Cash and cash equivalents, beginning of period . . . . . . . .. ... ...
Cash and cash equivalents, end of period . . . . . . . . ... ... ....

Suppl emental disclosures of cash flow information
Interest paid . . . . . . . . ...

</ Tabl &>

See acconpanying not es.

SI'X MONTHS ENDED
DECEMBER 31
1998 1997
<C <C
$ 7,421 $(15, 746)
997 3,063
133 116
—--- 2,614
(2,352) -
574 (381)
4, 446 (91)
11,219 (10, 425)
(1,365) (452)
16, 150 --
---- (218)
11,095
16, 150 10, 877
3
26, 007
45
$ 26,052 $
$ $ 10
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M PS TECHNOLOG ES, INC.
NOTES TO CONDENSED CONSOLI DATED FI NANCI AL STATENMENTS
NOTE 1.  FORVATI ON AND DESCRI PTI ON OF BUSI NESS

FORVATI ON OF M PS TECHNOLOG ES, INC. (THE "COWPANY").  MPS Technol ogi es’
predecessor, MPS Conputer Systems, Inc., was founded in 1984 and was engaged in
the design and devel opnent of RISC processors for the conputer systems and
embedded markets. Silicon Gaphics, Inc. ("Silicon Gaphics") adopted the MPS
architecture for its conputer systems in 1988 and acquired MPS Conputer
Systems, Inc. in 1992. Following the acquisition, Silicon Gaphics continued
the MPS processor business through its MPS Goup (a division of Silicon
Graphics), which focused primarily on the devel opnent of high-performance
processors for Silicon Gaphics workstations and servers. Until the last few
years, cost considerations linited the broader use of these processors.

However, as the cost to design and manufacture processors based on the MPS
technol ogy decreased, the MPS Goup sought to penetrate the consumer narket,
both through supporting and coordinating the efforts of the MPS seniconductor
partners and nost notably, by partnering with Nintendo in its design of the

Ni ntendo 64 video gane player and related cartridges. Revenues related to sales
of Nintendo 64 gane players and related cartridges currently account for the
substantial mjority of the Conpany's revenue. In order to increase the focus
of the MPS Goup on the design and devel opment of processor applications

dedi cated to the embedded market, in December 1997, Silicon Gaphics initiated a
plan to separate the business of the MPS Goup fromits other operations.

In April 1998, the Board of Directors of the Conpany approved a
transaction, pursuant to which, Silicon Gaphics transferred to the Conpany the
assets and liabilities related to the design and devel opnent of processor
intellectual property for enbedded market applications (the "Separation"). In
connection with the Separation, the Conpany and Silicon Gaphics entered into a
Corporate Agreenent that provides for certain pre-enptive rights of Silicon
Graphics to purchase shares of the Conpany’s capital stock, registration rights
related to shares of the Company’s capital stock owned by Silicon Gaphics and
covenants against certain actions by the Company for as long as Silicon Gaphics
ows a mejority of the Conpany’s outstanding common stock. Furthermore, the
Conpany and Silicon Gaphics entered into a Management Services Agreenent
pursuant to which Silicon Graphics provides certain services to the Conpany
following the Separation on an interimor transitional basis.

Since the closing of the Conpany’'s initial public offering (the "Cffering")
on July 6, 1998, the Conpany has been a mgjority owned subsidiary of Silicon
G aphi cs.

M PS Technol ogi es International A G, a wholly owned Swiss subsidiary, was
incorporated on Novenmber 20, 1998. MPS Denmark Devel opnent Center, located in
Copenhagen, Denmark, and a branch of the Swiss subsidiary, was opened on
December 1, 1998. The devel opment center will work on product devel opment as
wel | as provide support and design expertise for the Conpany's European-based
cust oners.

BASI'S OF PRESENTATION.  The acconpanying financial statements, through June
30, 1998, reflect the operations of the Conpany's predecessor, the MPS G oup.
The bal ance sheet as of June 30, 1998 has heen prepared using the historical
basi s of accounting and includes all of the assets and |iabilities specifically
identifiable to the Conpany and, for certain liabilities that are not
specifically identifiable, estimtes have been used to allocate a portion of
Silicon Graphics' liabilities to the Company. Through June 30, 1998, cash
management for the Conpany had been done by Silicon Gaphics on a centralized
basis and all cash provided by Silicon Gaphics has been recorded as
interest-free
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M PS TECHNOLOG ES, INC.
NOTES TO CONDENSED CONSCLI DATED FI NANCI AL STATEMENTS ( CONTI NUED)

financing fromSilicon Graphics. The statenment of operations for the six months
ended Decenber 31, 1997 includes all revenue and costs attributable to the
Conpany, including a corporate allocation fromSilicon Gaphics of the costs of
facilities and enpl oyee benefits. Additionally, incremental corporate
adnmnistration, finance and managenent costs have been allocated to the Conpany
based on certain nethodol ogi es that management believes are reasonabl e under the
circumstances. Subsequent to June 30, 1998, the Conpany operated as a

stand- al one conpany, MPS Technol ogies, Inc. The consolidated financial
statements includes the accounts of the Conpany and its wholly owned Swiss
subsi diary, MPS Technol ogies International A G, after elinination of
interconpany transactions and bal ances.

The unaudited results of operations for the interimperiods shown herein
are not necessarily indicative of operating results for the entire fiscal year.
I'n the opinion of management, the condensed consolidated financial statements
include all adjustments (consisting only of normal recurring accruals) necessary
to present fairly the financial position, results of operations and cash flow
for each interimperiod shown.

The condensed consol i dated financial statements have been prepared in
accordance with the rules and regulations of the Securities and Exchange
Conmi ssion (SEC) applicable to interimfinancial information. Certain
information and footnote disclosures included in financial statenents prepared
in accordance with general Iy accepted accounting principles have been onitted in
these interimstatements pursuant to such SEC rules and regul ations. The
unaudi ted condensed consolidated financial statenents included in this Form10-Q
shoul d be read in conjunction with the audited financial statements and notes
thereto, for the fiscal year ended June 30, 1998, included in the Conpany’s 1998
Annual Report on Form 10-K

NOTE 2. COVPUTATI ON OF EARNINGS PER SHARE

The fol lowing table sets forth the conputation of basic and diluted
earnings per share (in thousands, except per share amounts):

<Tabl e>
<Capti on>

Three Mnths Ended

Decenber 31,

1998 1997
<S> <G <C
Net income (10SS). . . . . . . . . .. $ 4,148 $( 10, 358)
Vi ghted - average shares outstanding - basic. . . . . . . . ... .. 37, 267 36, 000
Effect of dilutive securities-enployee stock options . . . . . . . .. 1,269
Vi ghted - average shares outstanding - diluted. . . . . . . . . . .. 38,536 36, 000
Net income (loss) per share - basic. . . . . . .. ... ... .... $ 01 $ (0.29)
Net income (loss) per share - diluted. . . . . . . ... ... .... $ 011 $ (0.29)
</ Tabl e>

Six Months Ended

Decenber 31,
1998 1997
<> <C
$ 7,421 $(15, 746)
37,225 36, 000
1,014
38, 239 36, 000
$ 0.2 $(0. 44)
$ 0.19 $(0. 44)
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M PS TECHNOLOG ES, | NC.
NOTES TO CONDENSED CONSCLI DATED FI NANCI AL STATEMENTS ( CONTI NUED)
NOTE 3. NEW ACCOUNTI NG PRONGUNCEMENTS

During fiscal 1999, the Conpany adopted Statement of Financial Accounting
Standards No. 130 "Reporting Conprehensive Income" ("SFAS 130"). There was no
impact to the Company as a result of the adoption of SFAS 130, as there is no
material difference between the Conpany’'s reported net income (loss) and the
conprehensive net income (1 oss) under SFAS 130 for the periods presented.

I'n June 1997, the Financial Accounting and Standards Board issued Statenent
of Financial Accounting Standards No. 131 "Disclosures about Segnents of an
Enterprise and Related Information" ("SFAS 131"). SFAS 131 is effective for the
fiscal year ending June 30, 1999 and establishes standards for disclosure about
products, geography and nmajor customers. The adoption of SFAS 131 will have no
inpact on the Conpany’s results of operation and financial condition. The
Conpany expects that inplenmentation of this standard will not have material
effect on its annual financial statement disclosures.

NOTE 4. CONTI NGENCI ES

On April 6, 1998, the Conpany and Silicon Gaphics filed an action agai nst
ArtX Inc. and certain enployees of ArtX, Inc. in the Superior Court of the
State of California alleging, among other things, misappropriation of trade
secrets and breach of contractual and fiduciary duties in connection with the
defendants’ actions in devel opi ng graphics technol ogy for Nintendo's next
generation video gane system On April 23, 1998, Nintendo notified Silicon
Graphics and the Conpany of its belief that the disclosure in the Conpany’s Form
S-1registration statement filed with the Securities and Exchange Commission on
April 21, 1998 of certain information regarding the contract for the devel opnent
of the Nintendo 64 video game systemconstituted a breach of that contract.
Silicon Graphics and the Conpany strongly disagree that any such breach has
occurred. On May 27, 1998, Silicon Gaphics, the Company, Nintendo and ArtX,
Inc. entered into a menorandum of understanding pursuant to which Silicon
Graphics and the Conpany disnissed without prejudice the pending | awsuit
against ArtX Inc., and Nintendo has agreed that, in the absence of a |awsuit
against Nintendo or ArtX, Inc., it will not assert any claimthat the N ntendo
64 contract has been breached in connection with the filing of the Conpany’s
registration statement.

On April 10, 1998, the Conpany filed an action against Lexra, Inc., a
Massachusetts company (“"Lexra"), in the United States District Court for the
Northern District of California, asserting claims for false advertisenent,
trademark infringenent, trademark dilution and unfair conpetition. This |awsuit
arose out of Lexra's claimthat its newy introduced product offering is "MPS
conpatible." Lexra does not have a license fromthe Conpany to use its
intellectual property in connection with any Lexra products. In the suit, the
Conpany sought injunctive relief as well as nonetary damages. In My 1998,
Lexra filed an answer and counterclaimseeking to cancel certain of the
Conpany’s trademarks. In Septenber 1998, the Conpany entered into a menorandum
of understanding (MU) with Lexra, Inc. In the MU, anong other things, Lexra
will no longer state that its products are "MPS conpatible". I'n Decenber
1998, the Conpany and Lexra entered into a Settlement Agreement, and on January
8, 1999, the lawsuit was disnissed.

In February 1998, the Conpany received a notice asserting that the R10000
processor and potentially other processors designed by the Conpany allegedly
infringe a patent originally assigned to Control Data Corporation. Effective
Decenmber 15, 1998, Silicon Gaphics, the Conpany, and the hol der of the patent
entered into a Settlement and Non-Exclusive License Agreement resolving the
matter.
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M PS TECHNOLOG ES, | NC.

NOTES TO CONDENSED CONSCLI DATED FI NANCI AL STATEMENTS ( CONTI NUED)

Fromtine to time, the Company receives comunications fromthird parties
asserting patent or other rights covering the Conpany’s products and
technol ogi es. Based upon the Conpany’s evaluation, it may take no action or it
may seek to obtain a license. There can be no assurance in any given case that a
license will be available on terns the Conpany considers reasonable, or that
litigation will not ensue. In addition, the Conpany is continuing to evaluate
possibl e patent infringement claims against third parties and may assert such
claims, if appropriate.

Management is not aware of any pending disputes that would be likely to
have a material adverse effect on the Conpany’s business, results of operations
or financial condition.

NOTE 5. RELATED PARTY TRANSACTI ONS

At Decenber 31, 1998, accounts payable includes approxi mtely $207, 000
payabl e to Silicon Gaphics related to certain administrative and corporate
support services provided by Silicon Gaphics on behalf of the Company and
approximtely $2.7 mllion taxes payable to Silicon Gaphics in accordance with
the tax sharing agreement pursuant to which the Conpany and Silicon G aphics
will make payments to each other such that, with respect to any period, the
amunt of taxes to be paid by the Conpany, subject to certain adjustnents, will
be determined as though the Conpany were to file separate federal, state and
local income tax returns.

During the six months ended December 31, 1997, the Company was operating as
a division of Silicon Gaphics and was utilizing its centralized cash managenent
services and processes relating to accounts payable and accrued liabilities. The
Conpany’ s net cash requirements then were funded by Silicon G aphics.

NOTE 6. SUBSEQUENT EVENTS

On January 29, 1999, the Conpany filed a prelimnary proxy statement
with the US. Securities and Exchange Conmission relating to a special
meeting of its stockhol ders called for the purpose of approving a proposal to
recapitalize the authorized capital stock of the Conpany, including (i) the
approval and adoption of an amended and restated certificate of incorporation
and by-laws of the Conpany pursuant to which each issued and outstanding
share of the Conpany’s common stock, par value $0.001 per share, will be
redesi gnated as one share of newy created and issued Oass A commn stock,
par value $0.001 per share, of the Conpany and (ii) the exchange by Silicon
Graphics, Inc. of each share of Class A Common Stock it will own for one
share of newy created and i ssued Cass B comon stock, par value $0.001 per
share, of the Conpany. The recapitalization was designed to pernit an
orderly, milti-step increase in the nunber of shares of MPS Technol ogies
conmon stock that are publicly traded while preserving Silicon Gaphics'
ability to divest of its interest in MPS Technologies in a transaction
intended to qualify generally as a tax-free distribution under the Internal
Revenue Code.
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ITEM 2. MANAGEMENT" S DI SCUSSI ON AND ANALYSI'S OF RESULTS OF CPERATIONS AND
FI NANCI AL CONDI T ON

THE FOLLOW NG DI SCUSSI ON SHOULD BE READ I N CONJUNCTI ON W TH THE UNAUDI TED
FI NANCI AL STATEMENTS AND NOTES THERETO | NCLUDED ELSEVMHERE IN THI'S REPCRT. Except
for the historical information contained in this quarterly report on Form 10-Q
the mtters discussed herein may contain forward-looking statements that are
subject to certain risks and uncertainties that could cause the Conpany’s actua
results to differ materially fromthose expressed or inplied by such
forward-1ooking statements. Factors that could cause such differences include
but are not limted to, those identified herein under "Factors That My Affect
Qur Business," and other risks included fromtine to tine in the Company’s other
Securities and Exchange Commission ("SEC') reports and press rel eases, copies of
whi ch are available fromthe Conpany upon request. The forward-1ooking
statements within this Quarterly Report on Form 10-Qare identified by words
such as "believes", "anticipates", "expects", "intends", "may" and other simlar
expressions. However, these words are not the exclusive nmeans of identifying
such statenents. The Conpany assumes no obligation to update any forward-1ooking
statements contained herein.

RESULTS OF CPERATI ONS

REVENUE. The Conpany's revenue consists of royalties and contract
revenue earned under contracts with its |icensees. The Conpany generates
royalties fromthe sale by semiconductor manufacturers of products
incorporating the Conpany’s technology. The Conpany al so receives royalties
fromNntendo relating to sales of Nintendo 64 video gane players and related
cartridges. Royalties may be calculated as a percentage of the revenue
received by the seller on sales of such products or on a per unit basis
Contract revenue includes technol ogy license fees and engineering service
fees earned primarily under contracts with the Conpany’s semiconduct or
manuf acturing partners. The Conmpany receives license fees for the use of
technol ogy that it has devel oped internally and, in some cases, that it has
licensed fromthird parties. Fees related to engineering services, which are
performed on a hest efforts basis, are recognized as revenue when the defined
nm | estones are achieved and collectibility of the milestone payment is
probable. The technol ogy developed is licensed to nultiple customers

Total revenue for the second quarter and first six nonths of fiscal 1999
increased by $2.4 nillion to $15.0 nillion and decreased by $332,000 to $27.3
mllion, respectively, conpared with $12.5 nillion and $27.6 nillion for the
conparabl e periods in fiscal 1998. Royalties for the second quarter and
first six nonths of fiscal 1999 increased by $771,000 to $13.2 nillion and
decreased by $1.9 million to $24.9 nillion, respectively, conpared with the
sane periods in fiscal 1998. The increase in royalties for the second
guarter was due primarily to higher royalties generated by Nintendo gane
cartridge sales. The decrease in royalties for the six nonths was due to the
absence of royalties fromthe graphics chips included in the Nintendo 64 game
player, which reached its cap during the first six months of fiscal 1998
Contract revenue for the second quarter and first six months of fiscal 1999
increased by $1.7 million to $1.8 million and increased by $1.6 nillion to
$2.4 nillion, respectively, conpared with the same periods in fiscal 1998
The increase in contract revenue in both the quarter and year-to-date periods
was the result of fees generated primarily fromnew agreenents, and included
engi neering service fees of $1.5 million earned upon the Company’s
achi evement of defined nilestones in the second fiscal quarter of 1999

COST OF CONTRACT REVENUE. The Company’s cost of contract revenue consists
mainly of sublicense fees. The Conpany incurs an obligation to pay these fees
when it sublicenses technology to its customers that it has licensed fromthird
parties. Sublicense fees are recognized as cost of contract revenue when the
obligation is incurred, which is typically the same period in which the related
revenue is recognized

Cost of contract revenue was $125,000 for the second quarter of fisca
1999 conpared to zero for the conparable period in fiscal 1998. Cost of
contract revenue in the fiscal 1999 period reflects sublicense fees paid by
the Conpany. There was no such activity in the second quarter of fiscal 1998.
Cost of contract revenue decreased $250,000 to $125,000 for the first six

10
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months of fiscal 1999 conpared with the same period in fiscal 1998. The
decrease was attributable to a decrease in the Conpany’s sublicensing activities
which resulted in a decrease inits obligation to pay sublicense fees toits
licensors. The Conpany expects that the future cost of contract revenue will be
m ni mal .

RESEARCH AND DEVELCPMENT.  Costs incurred by the Company with respect to
internal ly devel oped technol ogy and engineering services are included in
research and devel opment expense as they are incurred and are not directly
related to any particular Iicensee, |icense agreenent or |icense fee

Research and devel opnent expenses for the second quarter and first six
months of fiscal 1999 decreased by $13.1 million and $25.9 nillion,
respectively, to $4.7 nillion and $9.2 nmillion, conpared with research and
devel opment expenses of $17.8 million and $35.1 nillion for the conparable
periods in fiscal 1998. The decreases in research and devel opnent expenses
reflect the separation of the Conpany's business fromthat of Silicon Gaphics
as well as the Conpany’s change in strategic direction in the second hal f of
fiscal 1998. Research and devel opment expenses for the second quarter and first
six nonths of fiscal 1998 reflect the operations of the MPS Goup, a division
of Silicon Gaphics engaged in the devel opnent of high-performnce processors
for Silicon Graphics' workstations and servers. Due to the complex nature of
Silicon Graphics' research and devel opnent requirenments, the MPS Group had a
staff of 221 persons at December 31, 1997. Because the markets targeted by the
Conpany allow it to use smaller design teams and to rely largely on industry
standard third-party design tools, the Conpany reduced its research and
devel opment staff by approximately 185 persons in connection with the separation
and the change in strategic direction. During the first six months of fiscal
1999, the Conpany increased its research and devel opnent staff to 75 persons
reflecting in part the addition of 24 enployees to staff its devel opment center
in Copenhagen, Denmark which opened on Decenber 1, 1998. The devel opment center
will work on product devel opment as well as provide support and design expertise
for the Conpany’s European-based custonmers. The Conpany expects research and
devel opment expenses to increase during the balance of fiscal 1999 as it
devel ops new designs for the digital consumer products market

SALES AND MARKETING GENERAL AND ADM NI STRATIVE. Sales and marketing and
general and administrative expenses for the second quarter and first six months
of fiscal 1999 increased by $1.1 million and $770,000, respectively, to $3.6
mllion and $6.0 nillion, conpared to sales and marketing and general and
adninistrative expenses of $2.5 nillion and $5.2 nmillion for the conparable
periods in fiscal 1998. The increase in both the quarter and year-to-date
periods was due to an increase in staffing levels, legal and consulting
services. The Conpany expects sales and marketing and general and
admni strative expenses to continue to increase in the reminder of fiscal year
1999 as the Company places additional resources into marketing its technol ogy
and operating as a new public conpany

RESTRUCTURI NG CHARGE.  The restructuring charge taken in the second quarter
of fiscal 1998 included $500,000 in severance related costs and $2.1 nillion in
asset writedowns related to the Conpany’s shift in the strategic direction

| NTEREST | NCOVE (EXPENSE). Interest incone (expense), net, for the
second quarter and first six months of fiscal 1999 increased by $268,000 and
$449,000, respectively, to an interest income of $264,000 and $438, 000
respectively, conpared to interest expense of $4,000 and $11,000 for the
conparabl e periods in fiscal 1998. The increase in hoth the quarter and
year-to-date periods was primarily due to interest incone earned from
investment of the net proceeds of approximately $15.9 nillion fromthe
Conpany’s July 1998 initial public offering and subsequent cash generated
fromoperating activities.

I NCOVE TAXES. Subsequent to the closing of the initial public offering
the Conpany, while still a part of Silicon Gaphics' consolidated group for
federal income tax purposes, is responsible for its income taxes through a tax
sharing agreement with Silicon Gaphics. Therefore, to the extent the Conpany
produces taxable income, |osses or credits, it makes or receives payments as
though it filed separate federal, state and local income tax returns. The
Conpany will be included in Silicon Graphics' consolidated group for federa
income tax purposes for so long as Silicon Graphics beneficially owns at |east
80%of the total voting power and value of the outstanding comon stock
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The Conpany recorded a provision for income taxes of $2.8 million and $4.9
mllion for the second quarter and first six months of fiscal 1999 conpared to
zero for the conparable periods in fiscal 1998. The provision for the second
guarter and the first six nmonths of fiscal 1999 was based on an estinated
federal and state conbined rate of 40%on income hefore taxes. The net |osses
incurred for the second quarter and for the first six nonths of fiscal 1998 are
primarily attributable to the operations of the Company as a division of Silicon
Graphics and were included in the income tax returns filed by Silicon Gaphics
In light of both historical losses incurred, as well as the fact that, by
operation of a tax sharing agreenent, the Conpany will not receive any benefit
for losses incurred or have any tax liability for any income earned up to the
closing of the initial public offering, no income tax provision or benefit has
been reflected for the second quarter and the first six nonths of fiscal 1998.

FI NANCI AL CONDI TI ON

At Decenber 31, 1998 the Conpany had cash and cash equival ents of $26.1
milion and total working capital of $19.1 million, including a short-term
conponent of deferred revenue of $77,000

The Conpany’s operating activities provided net cash of $11.2 million for
the six months ended December 31, 1998 conpared to net cash used in operating
activities of $10.4 nillion for the conparable period in 1997. In the six
mont hs ended Decenber 31, 1998, net cash provided by operating activities
consisted mainly of net income and an increase in accrued liabilities, partially
offset by an increase in accounts receivable. The increase in accounts
receivable was due to ampunts owed to the Company under new |icense agreenents
entered into during the period. The increase in accrued liabilities for the six
mont hs ended Decenber 31, 1998 was the result of accrued compensation related to
increased staffing levels, along with accumul ated performance bonuses and
accrued administrative costs associated with being a new public conpany. In the
six nonths ended Decenber 31, 1997, net cash used in operating activities
consisted minly of net loss of $15.7 million partially offset by approximtely
$5.7 million of non-cash charges of depreciation and restructuring charges

Net cash used in investing activities was $1.4 mllion and $452,000 for the
six nonths ended Decenber 31, 1998 and 1997, respectively. Net cash used in
investing activities in both periods presented consisted of equi pment purchases
and licensing of conputer aided design tools used in devel opment. Capita
expendi tures have been, and future expenditures are anticipated to be, primrily
for facilities and equipment to support expansion of the Conpany’s operations
and licensing of conputer aided design tools used in devel opment. The Conpany
expects that its capital expenditures will increase as its enployee base grows.

Net cash provided by financing activities was $16.2 nillion for the six
nonths ended Decenber 31, 1998 conpared to $10.9 nillion for the conparable
period in 1997. Net cash provided by financing activities for the six nonths
ended Decenber 31, 1998 consisted primarily of cash received in connection with
the issuance of common stock through the Company’s initial public offering
whi ch was conpleted in July 1998. Financing activities for the six nonths ended
Decenber 31, 1997 consisted primarily of net funds provided by Silicon Gaphics

The Conpany's future liquidity and capital requirements are expected to
vary greatly fromquarter to quarter, depending on numerous factors, including
among others, the cost, timng and success of product devel opment efforts, the
cost and timng of sales and marketing activities, the extent to which the
Conpany’ s existing and new technol ogi es gain market acceptance, the level and
timng of contract revenues and royalties, conpeting technological and market
devel opment s and the costs of maintaining and enforcing patent clainms and ot her
intellectual property rights. The Company believes that cash generated by its
operations, together with its current cash balance, will be sufficient to meet
its projected operating and capital requirenents. The Conpany may elect to raise
addi tional funds through public or private financing, strategic relationships or
other arrangenents. Additional equity financing may be dilutive to holders of
the common stock, and debt financing, if available, may involve restrictive
covenants. Moreover, strategic relationships, if necessary to raise additiona
funds, may require that the Company relinquish its rights to certain of its
technol ogies. As long as Silicon Graphics desires to maintain its percentage
ownership interest in the Conpany, the
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Conpany may be constrained inits ability to issue common stock in connection
with acquisitions or to raise equity capital.

FACTORS THAT MAY AFFECT OUR BUSI NESS

REVENUE CONCENTRATION.  Qur revenue sources are presently concentrated in a
smal | nunber of products and in a small base of semiconductor manufacturing
partners. To date, we have derived a substantial portion of our total revenue
fromcontract revenue and royal ties earned on sales of video game products. In
particular, revenue from N ntendo and NEC relating to Nintendo 64 video ganme
players and related cartridges for the second quarter and first six months of
fiscal 1999 was 71%and 75% respectively, of our total revenue conmpared to 74%
and 76%for the conparable periods in fiscal 1998. W anticipate that royalties
related to sales of Nintendo 64 video game cartridges will continue to
represent a substantial portion of our total revenue for the next several years.
Accordingly, in the near term factors negatively affecting sales of Nintendo 64
video game cartridges could have a material adverse effect on our results of
operations and financial condition.

Under the terns of the separation of our business fromthat of Silicon
Graphics, we will receive all royalties payable by Nintendo under its contract
with Silicon Graphics and us with respect to sales of Nintendo 64 video gane
productss.

The market for home entertainment products is conpetitive and the
introduction of new products or technol ogies, as well as shifting consuner
preferences, could negatively inpact the amount and timing of sales of N ntendo
64 video game players and cartridges. In addition, the eventual introduction of
the next generation Nintendo video game systemis likely to result in declining
sales of Nintendo 64 video game players and related cartridges, although sales
of video ganme cartridges would be likely to continue for some tine. W do not
expect to offset any decline in the royalties we receive on sales of Nintendo 64
video gane products with revenue fromany next generation N ntendo video game
product .

Al'though we expect that an increasingly significant portion of our future
revenue will be related to sales of digital consumer products such as handhel d
personal conputers and set-top boxes as well as other video gane products, our
technol ogy may not be selected for design into any such products. Accordingly,
we may remain significantly dependent on revenue related to sales of video game
products. The identity of significant products may vary fromperiod to period
depending on the addition of new contracts and the nunber of designs using our
technol ogy.

A significant portion of our total revenue has been derived froma linited
nunber of semiconductor manufacturers and we expect this to continue. For the
second quarter and first six months of fiscal 1999, NEC accounted for
approximately 22%and 16% respectively, of our total revenue conpared to 18%
and 15%for the conparable period in fiscal 1998. W believe that NEC will
continue to represent at |east 10%of our total revenue for at |east the next
several years, although NEC is not obligated to continue using our technology in
its current or future products. Because there is a relatively limted nunber of
seni conduct or manufacturers to which we could |icense our technology on a basis
consistent with our business model, it is likely that our revenue sources will
continue to be concentrated anong a small nunber of semiconductor manufacturers.
The identity of particular manufacturing partners that will account for this
revenue concentration may vary fromperiod to period depending on the addition
or expiration of contracts, the nature and timng of payments due under such
contracts and the volumes and prices at which our partners sell products
i ncorporating our technol ogy.

UNPREDI CTABLE AND FLUCTUATI NG COPERATI NG RESULTS.  Qur revenue and
operating results may vary significantly fromquarter to quarter due to a nunber
of factors, many of which are outside of our control. These factors include:

the demand for and average selling prices of semconductor products
that incorporate our technol ogy;

the financial terms of our contractual arrangenents with our

seni conduct or partners, which may require significant up-front
payments or paynments based on the achievenent of certain milestones;
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the relative mx of contract revenue and royalties

conpetitive pressures resulting in lower contract revenue or royalty
rates;

our ability to develop, introduce and market new processor
intellectual property;

the establishment or |oss of strategic relationships with
sen conduct or manufacturing partners or manufacturers of digita
consumer products;

the timing of new products and product enhancements by us and our
conpetitors;

changes in devel opment schedul es, research and devel opment expenditure
level s and product support by us and digital consumer product
manuf act urers

seasonal fluctuations; and
general economi¢ and market conditions

Qur revenue components are difficult to predict and may fluctuate
significantly fromperiod to period and, because our expenses are largely
i ndependent of our revenue in any particular period, it is difficult to
accurately forecast our operating results. Qur operating expenses are hased, in
part, on anticipated future revenue and a high percentage of our expenses are
fixed in the short term As aresult, if our revenue is bel ow expectations in
any quarter, the adverse effect may be magnified by our inability to adjust
spending in a timely manner to conpensate for the revenue shortfall. W also
experience seasonal fluctuations in our revenue and operating results

Inlight of the foregoing and the other risks discussed in this section, we
believe that quarter-to-quarter conparisons of our revenue and operating results
may not be a good indication of our future performance. It is possible that in
sone future periods our results of operations may be bel ow the expectations of
public market analysts and investors. In this event, the price of our conmon
stock may fall

RI SKS ASSCCI ATED WTH SHI FT IN STRATEG C DIRECTION.  Qur research and
devel opment efforts historically focused primarily on the devel opment of
hi gh- performance processor and related designs for Silicon Gaphics
workstations and servers. However, as the cost to design and manufacture our
processors has decreased, we have sought to penetrate the market for
hi gh-vol une, hi gh-perfornmance enbedded applications by supporting and
coordinating the efforts of our semiconductor partners in that area. In
addition, fromfiscal 1994 through fiscal 1996, the Conpany, together with
Silicon Gaphics, was engaged in the design and devel opment of the processor and
related graphics chip, together with related software, for the Nintendo 64 video
gane system In connection with the separation of our business fromthat of
Silicon Graphics in the third quarter of fiscal 1998, we fornulated a new
strategic direction in which our primary focus will be the devel opnent of
processors and rel ated designs for applications in the enbedded market
including digital consumer products such as video game products, handheld
personal conputers and digital set-top boxes. This shift in strategic direction
invol ves several risks, including:

An increased reliance on the evolving and highly conpetitive digita
consurer products industry

The need for our managenent teamto refocus its research and

devel opment efforts from processors primarily for high-performnce
conputer systems to processors and related designs for use in a wide
range of digital consuner products; and

The increased inportance of our sales and marketing activities and our
linmted experience in this area

SEASONALI TY.  Because revenue related to sales of digital consumer
products, such as Nintendo 64 video game cartridges, is expected to constitute a
substantial portion of our total revenue over the next several years, we expect
to experience seasonal fluctuations in our revenue and operating results. In
addition, we record royalty revenue from
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Nintendo in the quarter following the sale of the related Nintendo 64 video gane
cartridge. Because a disproportionate amount of Nintendo 64 video game
cartridges are typically sold in our second fiscal quarter (which includes the
hol i day selling season), a disproportionate anount of our revenue and operating
income is expected to be realized in our third fiscal quarter

NEW PRCDUCT DEVELOPMENT AND TECHNOLOGI CAL CHANGE.  Qur future success wil
depend on the extent to which our processor and related designs are incorporated
into the products of leading digital consumer product manufacturers ("design
wins"). This requires that we devel op enhancenents and new generations of our
processor designs that satisfy the requirements of specific digital consuner
product applications and introduce these new technol ogies to the marketplace in
a timely manner. W cannot assure you that our development efforts will be
successful or that we will not encounter significant delays. |f our devel opment
efforts are not successful or are significantly delayed, or if the
characteristics of our processor designs are not conpatible with the
requirements of specific digital consumer product applications, our ability to
achieve design wins may be linmted. Qur failure to achieve a sufficient number
of design wins could have a material adverse effect on our business, results of
operations and financial condition.

Techni cal innovations of the type critical to our success are inherently
conpl ex and involve several risks, including:

our ability to anticipate and tinely respond to changes in the
requirements of digital consumer product manufacturers

our ability to anticipate and tinely respond to changes in
seni conduct or manuf acturing processes

changing consumer preferences in the digital consumer products market

the energence of new standards in the senconductor or digita
consumer products industries

the significant investment that is often required before comercia
viability is deternined; and

the introduction by our conmpetitors of products enbodying new
technol ogies or features

Any failure by us to adequately address these risks coul d render our
existing processor and related designs obsolete and coul d have a materia
adverse effect on our business, results of operations and financial condition
In addition, we cannot assure you that we will have the financial and other
resources necessary to devel op processor and related designs in the future, or
that any enhancements or new generations of our technology, even if successfully
devel oped, will generate revenue in excess of the costs of devel opnent

DEPENDENCE ON DI G TAL CONSUMER PRCDUCTS | NDUSTRY.  The digital consuner
products industry is presently the primry market for our processor and related
designs and our success will depend on consumer acceptance of the products that
incorporate our technol ogy. Qur dependence on the digital consumer products
industry involves several risks and uncertainties, including

changes in consumer requirenents and preferences or the introduction
of products by our conpetitors enbodying new technol ogies or features

the potentially linited opportunities for design wins with respect to

certain digital consuner products such as video game products due to a
limted number of product manufacturers and the length of product life
cycles;
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the difficulty in predicting the level of consumer interest in and
acceptance of many digital consuner product applications, such as
handhel d personal conputers and set-top boxes, which have only
recently been introduced to the market; and

the current lack of open industry standards for hardware and software
inthe digital consumer products industry

Factors negatively affecting the digital consumer products industry could have a
material adverse effect on our business, results of operations and financia
condition. Moreover, to the extent that the performance, functionality, price
and power characteristics of our processor designs do not satisfy those that may
be critical to specific digital consumer product applications, the use of our
processor and related designs may be further confined to a limted segment of
that industry

The tining and amount of royalties we receive depends on sales by digita
consumer product manufacturers of products incorporating our technol ogy. The
process of persuading digital consumer product manufacturers to adopt our
technol ogy can be lengthy and, even if adopted, we cannot be certain that our
technology will be used in a product that is ultimately brought to market
achi eves commercial acceptance or generates meaningful royalties for us. W are
subject to risks beyond our control that influence the success or failure of a
particular digital consumer product manufacturer, including

the conpetition it faces and the market acceptance of its products

the engineering, marketing and management capabilities of the
manuf acturer and the technical challenges unrelated to our technol ogy
that it faces in developing its products; and

the financial and other resources of the manufacturer

If our technology is not adopted by digital consumer product manufacturers
and incorporated into the products they sell, our business could be materially
and adversely affected. Furthernore, because we do not control the business
practices of our licensees, we do not influence the degree to which our
licensees pronote our technology or set the prices at which the products
incorporating our technology are sold to digital consumer product manufacturers

| NTELLECTUAL PROPERTY MATTERS. Qur success and ability to conmpete are
substantially dependent on our internally devel oped technol ogies and trade marks
which we attenpt to protect under a conbination of patent, trademark, copyright
and trade secret laws. W also use licensing agreenents and enpl oyee and third
party nondisclosure and assi gnnent agreements to limt access to and
distribution of proprietary information and to obtain ownership of technol ogy
prepared on a work-for-hire basis. Despite our efforts to protect our
intellectual property rights, unauthorized parties may attenpt to copy or
otherwi se obtain and use our technol ogies. Policing the unauthorized use of our
intellectual property is difficult, and we cannot be certain that the steps we
have taken will prevent the nisappropriation of our technologies, particularly
inforeign countries where the laws may not protect our proprietary rights as
fully as in the United States. In addition, we cannot be certain that others
will not independently devel op or otherwise acquire the same or substantially
equi val ent technol ogies as ours or obtain patent rights, which patent rights
could be used to assert infringenent clainms against us. Furthernore, we cannot
be certain that the steps we have taken to obtain ownership of contributed
intellectual property will be sufficient to assure our ownership of all
proprietary rights

V¢ own approximately 52 U.S. patents on various aspects of our technol ogy
with expiration dates ranging from2006 to 2015, and have an additional 14 U.S.
patent applications pending. W also own or have filed corresponding patents
and applications in various foreign jurisdictions. W cannot assure you that
any of our patent applications will be approved or that any of the patents that
we own will not be challenged, invalidated or circunvented by others or be of
sufficient scope or strength to provide us with any meaningful protection or
conmercial advantage. Moreover, significant litigation regarding intellectua
property rights exists in the industry in
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which we operate. e cannot be certain that third parties will not make a claim
of infringement against us or our seniconductor manufacturing partners in
connection with their use of our technology. Any clains, even those without
nerit, could be time consuning to defend, result in costly litigation and/or
require us to enter into royalty or licensing agreements. These royalty or
licensing agreenents, if required, may not be available to us on acceptable
terms or at all. A successful claimof infringement against us or one of our
seni conduct or manufacturing partners in connection with its use of our

technol ogy coul d adversely affect our business.

¢ have entered, and in the future may enter, into cross |icensing
arrangements with others, including Silicon Gaphics. Under these arrangenents,
we license certain of our patents in exchange for patent |icenses from such
licensees but do not generally transfer knowhow or other proprietary
information. Although these types of cross |icensing arrangements are conmon in
the seniconductor and processor industries, these arrangenents may facilitate
the ability of such Iicensees, either alone or in conjunction with others, to
devel op conpetitive products and designs.

As a result of the separation, however, we no |onger have full access to
Silicon Graphics' patents and other intellectual property. W have entered into
certain licensing arrangenents with Silicon Gaphics with respect to certain of
its intellectual property that we use in our business. In the past, the MPS
Group has benefited fromits status as a division of Silicon Gaphicsinits
access to the intellectual property of third parties through Iicensing
arrangements or otherwise, and in the negotiation of the financial and other
terms of such arrangements. W& cannot assure you that the separation of our
busi ness fromthat of Silicon Graphics will not adversely affect our ability to
negotiate commercially attractive intellectual property |icensing arrangenents
with third parties in the future, particularly if we are no longer a
maj ority-owned subsidiary of Silicon Gaphics. Mreover, in connection with
future intellectual property infringement claims, we will not have the benefit
of asserting counterclainms based on Silicon Gaphics' intellectual property
portfolio, nor will we be able to provide licenses to Silicon Graphics'
intellectual property in order to resolve such clains.

RI SKS ASSCCI ATED W TH | NTERNATI ONAL OPERATIONS. A substantial portion of
our revenue has been and is continuing to be derived fromoutside the United
States, primarily fromJapan. For the second quarter and first six nonths of
fiscal 1999, revenue fromcustoners outside the United States represented
approximately 92%and 90% respectively, of our total revenue conpared to 88%
and 90% for the conparable period in fiscal 1998. To date, substantially all
of our revenue frominternational custoners has been denoninated in U S
dollars. However, to the extent that sales by our manufacturing partners are
denoninated in foreign currencies, the royalties we receive on such sales could
be subject to fluctuations in currency exchange rates. |f the effective price
of the technology we sell to our partners were to increase due to fluctuations
in foreign currency exchange rates, demand for our technol ogy could fall which
would, in turn, reduce our royalties. Because we cannot predict the amount of
non-U.S. dollar denoninated revenue earned by our |icensees, we have not
historically attenpted to mtigate the effect that currency fluctuations may
have on our revenue, and we do not presently intend to do so in the future.

The substantial size of our international operations exposes us to a number
of additional risks, including:

political and econonic instability;

reduced or limted protection for intellectual property;
export license requirements, tariffs and other trade barriers;
potentially adverse tax consequences; and

| onger accounts receivable collection periods and greater difficulty
in collection of accounts receivable.

Any negative inpact on the worldwide sales of products by our manufacturing
partners could have a negative inpact on our royalty revenue. There can be no
assurance that we will be able to sustain revenue derived frominternational
customers or that the foregoing factors will not have a material adverse effect
on our business, operating results and financial condition.
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RELI ANCE ON MANUFACTURI NG PARTNERS. W do not manufacture or sell
processors containing our technology. Rather, we license our technology to
sen conduct or manufacturers and digital consumer product manufacturers who then
incorporate our technology into the products they sell. In some cases, our
manuf acturing partners also add customintegration services and derivative
design technol ogies to enhance our processor designs. Accordingly, the adoption
and continued use of our technology by manufacturers is critical to our success.
None of our current semiconductor manufacturing partners is obligated to Iicense
new or future generations of our processor designs. W& cannot assure you that
we will be able to maintain our current relationships or establish new
rel ationships with additional manufacturing partners, and any failure by us to
do so could have a material adverse effect on our business. W face numerous
risks in obtaining agreenents with manufacturers on terms consistent with our
busi ness nodel, including:

the lengthy and expensive process of building a relationship with a
potential partner before there is any assurance of an agreenent;

the fact that we may conpete with the internal design teans of
manuf acturers in the devel opment of products using technol ogies that
are simlar to or an alternative to ours;

the potential difficulties in persuading |arge semconductor and ot her
conpani es to work with us, to rely on us for critical technology, and
to disclose to us proprietary manufacturing technol ogy; and

the potential difficulties in persuading potential partners to bear
certain devel opment costs associated with our technology and to make
other necessary investments to produce enbedded processors using our
technol ogy.

V¢ are also subject to many risks beyond our control that influence the
success of our manufacturing partners, including, for exanple, the highly
conpetitive environnent in which they operate, the market for their products and
their engineering capabilities and financial and other resources. In addition,
our separation fromSilicon Gaphics my negatively effect certain of our
existing partner relationships, insofar as Silicon Gaphics was a factor in
establishing and maintaining the relationship or in negotiating the financial
and other terns of our contracts with such partners (due to, for exanple,
Silicon Graphics' status as a customer of such partners).

OUR MARKETS ARE H GHLY COVPETITIVE. Conpetition in the market for enbedded
processors is intense. W believe that the principal conpetitive factors in our
industry are performance, functionality, price, custonizability and power
consunption. CQur primary conpetitors are ARM Hol dings plc. and Hitachi
Seni conduct or (America) Inc., although we also conpete with seniconduct or
manuf act urers whose product |ines include processors for enbedded and
non- enbedded applications, including Intel Corporation, National Semconductor
Corporation, Advanced Mcro Devices, Inc. and Mtorola, Inc. To remin
conpetitive, we nust also continue to differentiate our processor and rel ated
designs fromthose available or under devel opment by the internal design groups
of semiconductor manufacturers, including some of our current and prospective
manuf acturing partners. Many of these internal design groups have substantial
progranming and design resources and are part of larger organizations with
substantial financial and marketing resources. These internal design groups may
devel op products that conmpete directly with ours or may actively seek to |icense
their own technology to third-party sem conductor manufacturers.

Many of our existing conpetitors, as well as a number of potential new
conpetitors, have longer operating histories, greater name recognition, |arger
customer bases as well as greater financial and marketing resources than we do.
This may allow themto respond more quickly than we can to new or emerging
technol ogi es and changes in custoner requirenents. It may also allowthemto
devote greater resources than we can to the devel opnent and pronmotion of their
technol ogi es and products. W cannot assure you that we will be able to conpete
successful l'y or that conpetitive pressures will not materially and adversely
effect our business, results of operations and financial condition.

LACK OF | NDEPENDENT CPERATI NG HI STORY. Prior to the separation of our
busi ness fromthat of Silicon Graphics in June 1998, we operated as a division
of Silicon Graphics and not as a separate stand-al one company.  Although we
continue to be a majority owned subsidiary of Silicon Gaphics, Silicon Gaphics
has no obligation to assist us, except
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as provided in the management services agreement between the conpanies. Since
the separation, we have begun to devel op and inplement the operational
admnistrative and other systens and infrastructure necessary to support our
current and future business as a stand-al one conpany, although we cannot assure
you that we will ultimately be able to develop all necessary systems and
infrastructure. Any failure to do so could have an adverse effect on our

busi ness, results of operations and financial condition

NEED TO MANAGE GROWTH.  Qur ability to continue to grow successfully
requires an effective planning and managenent process. Since the separation of
our business fromthat of Silicon Gaphics, we have begun to devel op the
financial, operational, managerial and administrative capabilities previously
provided by Silicon Gaphics, although we will need to continue to inprove these
capabilities. In addition, since June 30, 1998, we have increased our headcount
substantially from63 enployees at that date to 110 enpl oyees at Decenmber 31
1998. This increase primarily reflects the addition of 24 enployees to our
research and devel opnent staff in Denmark in Decenber 1998 as well as additiona
sal es and marketing staff.

Qur business plan requires that we hire additional highly skilled technica
personnel during fiscal 1999 to staff our anticipated research and devel opment
activities. Qur growh has placed, and the recruitnent and integration of
addi tional enployees will continue to place, a significant strain on our
resources. Digital consumer product manufacturers and our seniconduct or
manuf acturing partners typically require significant engineering support in the
design, testing and manufacture of products incorporating our technol ogy
Accordingly, increases in the adoption of our technology can be expected to
increase the strain on our personnel, particularly our engineers

DEPENDENCE ON KEY PERSONNEL. Qur future success depends to a significant
extent on the continued contributions of our key management, technical, sales
and marketing personnel, many of whomare highly skilled and difficult to
replace. Ve do not have enployment agreenents with any of our officers or key
enpl oyees. In addition, our business plan requires that we identify and hire
addi tional highly skilled personnel, particularly technical personnel for our
anticipated research and devel opnent activities. Conpetition for qualified
personnel, particularly those with significant experience in the seniconductor
and processor design industries, is intense. The loss of the services of any of
the key personnel or our inability to attract and retain qualified personnel in
the future could have a material adverse effect on our business, operating
results and financial condition

YEAR 2000 COVPLIANCE. Many conputer programs and enbedded date-reliant
systems use two digits rather than four to define the applicable year. Prograns
and systems that record only the last two digits of the calendar year may not be
able to distinguish whether "00" means 1900 or 2000. If not corrected
date-related information and data could cause such programs or systens to fai
or to generate erroneous information

Al'though our processor and rel ated designs have no inherent tinme or date
function, we initiated a conprehensive assessment of our Year 2000 readiness in
September, 1998. W& have recently conpleted this assessment and have begun to
i mpl ement programs to make our information technology ("IT") and related non-1T
and processes Year 2000 conpliant. In addition, we recently replaced our
internal conputer systems and operating and applications software with equipment
and software that is Year 2000 conpliant. W expect to conplete changes to
critical systems by the third quarter of calendar 1999. W believe that we have
allocated sufficient resources for our Year 2000 conpliance efforts, and we
estimate the total costs connected with our efforts to be less than $200, 000

Vi intend to cooperate with our manufacturing partners and others with whom
we do business to coordinate Year 2000 conpliance with operational processes and
marketed products. However, we are unable to directly assess the Year 2000
conpliance of products and technol ogi es devel oped by others and incorporating
our technology. To the extent that any such third-party product or technol ogy
is not Year 2000 conpliant, we may be adversely affected due to our association
with such product or technology. In addition, our revenue and operating results
coul d become subject to unexpected fluctuations and coul d be adversely effected
if our partners or manufacturers of digital consumer products encounter Year
2000 conpliance problems that affect their ability to distribute products that
incorporate our technol ogy

Ve will also be contacting critical suppliers to determine whether the
products and services they provide to us are Year 2000 conpliant. W may
devel op contingency plans should the need arise. A delay or failure by our
critica
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suppliers to be Year 2000 conpliant could, in a worst case, interrupt our
busi ness and have an adverse effect on our business, financial condition and
results of operations

I TEM 3. QUANTI TATI VE AND QUALI TATI VE DI SCLOSURES ABOUT MARKET RI SK

NOT APPLI CABLE
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PART I - OTHER | NFORMATI ON
ITEM 1. LEGAL PROCEEDI NGS

On April 6, 1998, the Conpany and Silicon Gaphics filed an action agai nst
ArtX Inc. and certain enployees of ArtX, Inc. in the Superior Court of the
State of California alleging, among other things, nisappropriation of trade
secrets and breach of contractual and fiduciary duties in connection with the
defendants’ actions in devel opi ng graphics technol ogy for Nintendo's next
generation video gane system On April 23, 1998, Nintendo notified Silicon
Graphics and the Conpany of its belief that the disclosure in the Conpany’s
registration statement filed with the Securities and Exchange Commission on
April 21, 1998 of certain information regarding the contract for the devel opnment
of the Nintendo 64 video game systemconstituted a breach of that contract.
Silicon Gaphics and the Conpany strongly disagree that any such breach has
occurred. On My 27, 1998, Silicon Graphics, the Conpany, Nintendo and ArtX
Inc. entered into a nenorandum of understanding pursuant to which Silicon
Graphics and the Conpany disnmissed without prejudice the pending |awsuit
against ArtX Inc., and Nintendo has agreed that, in the absence of a |awsuit
against Nintendo or ArtX, Inc., it will not assert any claimthat the N ntendo
64 contract has been breached in connection with the filing of the Conpany’s
registration statenent.

On April 10, 1998, the Conpany filed an action against Lexra, Inc., a
Massachusetts company (“"Lexra"), in the United States District Court for the
Northern District of California, asserting claims for false advertisenent,
trademark infringenent, trademark dilution and unfair conpetition. This |awsuit
arose out of Lexra's claimthat its newy introduced product offering is "MPS
conpatible." Lexra does not have a license fromthe Conpany to use its
intellectual property in connection with any Lexra products. In the suit, the
Conpany sought injunctive relief as well as nonetary damages. In My 1998,
Lexra filed an answer and counterclaimseeking to cancel certain of the
Conpany’ s trademarks. In Septenber 1998, the Conpany entered into a menorandum
of understanding (MOU) with Lexra, Inc. In the MU, anong other things, Lexra
will no longer state that its products are "MPS conpatible". In Decenber 1998,
the Conpany and Lexra entered into a Settlement Agreement, and on January 8,
1999, the lawsuit was di sm ssed.

In February 1998, the Conpany received a notice asserting that the R10000
processor and potentially other processors designed by the Conpany allegedly
infringe a patent originally assigned to Control Data Corporation. Effective
Decenber 15, 1998, Silicon Gaphics, the Conpany, the holder of the patent
entered into a Settlement and Non-Exclusive License Agreenment resolving the
mtter.

Fromtine to time, the Company receives comunications fromthird parties
asserting patent or other rights covering the Conpany’s products and
technol ogies. Based upon the Company’s evaluation, it may take no action or it
may seek to obtain a license. There can be no assurance in any given case that
alicense will be available on terns the Conpany considers reasonable, or that
litigation will not ensue. In addition, the Conpany is continuing to evaluate
possible patent infringenent claims against third parties and may assert such
claims, if appropriate.
ITEM6.  EXH BITS AND REPORTS ON FORM 8-K
(a) EXHBITS

27.1 Financial Data Schedul e.
(b) REPCRTS ON FORM 8-K.

None.

ITEMS 2, 3, 4 AND 5 ARE NOT APPLI CABLE AND HAVE BEEN OM TTED.
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SI GNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the
registrant has duly caused this report to be signed on its behal f by the
undersigned, thereunto duly authorized

M PS Technol ogi es, Inc
a Del aware corporation

By: I'sl KEVIN C. ElCHLER

Kevin C. Eichler
Vice President and Chief Financial Oficer
(Principal Financial and Accounting Cfficer)

Dated: February 16, 1999
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<LEGEND>

TH' S SCHEDULE CONTAINS SUMMARY FI NANCI AL | NFORMATI ON EXTRACTED FROM THE BALANCE
SHEET, STATEMENT OF OPERATI ONS AND STATEMENT OF CASH FLOAS | NCLUDED IN THE
COVPANY' S FORM 10- Q FOR THE PERI OD ENDI NG DECEMBER 31, 1997 AND |'S QUALI FI ED
[N TS ENTIRETY BY REFERENCE TO SUCH FI NANCI AL STATEMENTS.

</ LEGEND>

<MJLTI PLI ER> 1, 000

<TABLE>

<S> N

<PERI OD- TYPE> 6- MOS

<FI SCAL- YEAR- END> JUN-30- 1999
<PERI OD- START> JUL-01-1998
<PERI OD- END> DEC- 31- 1998
<CASH> 26, 052
<SECURI TI ES> 0
<RECEI VABLES> 2,602
<ALLOWANCES> 0
<| NVENTCRY> 0
<CURRENT- ASSETS> 29, 107
<PP&E> 7,588
<DEPRECI ATI O\> 4,433
<TOTAL- ASSETS> 33,289
<CURRENT- LI ABI LI TI ES> 10, 042
<BONDS> 0
<PREFERRED- MANDATCRY> 0
<PREFERRED> 0
<COWON> 37
<QTHER- SB> 22,835
<TOTAL- LI ABI LI TY- AND- EQUI TY> 33, 289
<SALES> 0
<TOTAL- REVENUES> 27,254
<CCS> 125
<TOTAL- COSTS> 125
<QTHER- EXPENSES> 15, 198
<L0SS- PROVI S ON> 0
<| NTEREST- EXPENSE> 438
<| NCOME- PRETAX> 12, 369
<| NCOMVE- TAX> 4,948
<| NCOVE- CONTI NUl NG 7,421
<DI SCONTI NUED> 0
<EXTRACRDI NARY> 0
<CHANGES> 0
<NET- | NCOVE> 7,421
<EPS- PRI MARY> .20
<EPS- DI LUTED> .19

</ TABLE>
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