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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, DC 20549

FORM 10-K/A
(Amendment No. 1)

(Mark One)

x Annual report pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934 for the fiscal year
ended December 31, 2006

or

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

Commission File Number 0-23441

POWER INTEGRATIONS, INC.
(Exact name of registrant as specified in its charter)

DELAWARE 94-3065014
(State or other jurisdiction of

Incorporation or organization)

(I.R.S. Employer

Identification No.)
5245 Hellyer Avenue, San Jose, California 95138-1002

(Address of principal executive offices) (Zip code)

(408) 414-9200
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(Registrant�s telephone number, including area code)

Securities registered pursuant to Section 12(b) of the Act:

Title of each class Name of each exchange on which registered
Common Stock, $0.001 par value per share The Nasdaq Stock Market, Inc.

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act.    YES  ¨     NO  x

Indicate by check mark if the registrant is not required to file reports pursuant to section 13 or Section 15(d) of the Act.    YES  ¨     NO  x

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 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  x    NO  ¨

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein, and will not be
contained, to the best of registrant�s knowledge, in definitive proxy or information statements incorporated by reference in Part III of this Form
10-K or any amendment to this Form 10-K.  x

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:

Large accelerated filer  ¨    Accelerated filer  x    Non-accelerated filer  ¨

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

The aggregate market value of registrant�s voting and non-voting common stock held by nonaffiliates of registrant on June 30, 2006, the last
business day of the registrant�s most recently completed second fiscal quarter, was approximately $333,759,321, based upon the closing sale
price of the common stock as reported on The NASDAQ Stock Market, now The NASDAQ Global Market. Shares of common stock held by
each officer, director and holder of 5% or more of the outstanding common stock have been excluded in that such persons may be deemed to be
affiliates. This determination of affiliate status is not a conclusive determination for other purposes.

Outstanding shares of registrant�s common stock, $0.001 par value, as of June 30, 2007: 28,682,475.
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EXPLANATORY NOTE

We are filing this amendment to our Annual Report on Form 10-K, originally filed with the Securities and Exchange Commission on August 8,
2007 (the �Form 10-K�), solely for the purpose of (1) amending Item 15 solely for the purpose of (a) correcting the Report of KPMG LLP and (b)
adding a Note 14 to the financial statements (this filing makes no other changes to the financial statements originally filed in the December 31,
2006 Form 10-K), and (2) amending the Exhibit List to add Exhibits 23.1 and 23.2 and to file those exhibits. In addition, since the filing of the
Form 10-K, Power Integrations, Inc. has become current in its filings under the Securities Exchange Act of 1934, and its common stock has
resumed registration under Section 12(b) of the Securities Exchange Act of 1934, as reflected on the cover page hereof. This amendment only
changes the cover page, Item 15, the exhibit index, adds Exhibits 23.1 and 23.2 and, as a result of this filing, includes additional Exhibits 31.1.1,
31.2.1, 32.1.1 and 32.2.1.
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PART IV

Item 15. Exhibits and Financial Statement Schedules.

(a) The following documents are filed as part of this Form:

1. Financial Statements

Page
Report of Independent Registered Public Accounting Firm�Deloitte & Touche LLP 4
Report of Independent Registered Public Accounting Firm�KPMG LLP 5
Consolidated Balance Sheets 6
Consolidated Statements of Income 7
Consolidated Statements of Stockholders� Equity 8
Consolidated Statements of Cash Flows 9
Notes to Consolidated Financial Statements 10

2. Financial Statement Schedules
Schedule II: Valuation and Qualifying Accounts 36

All other schedules are omitted because they are not applicable or the required information is shown in the consolidated financial statements or
notes thereto.

3. Exhibits

See Index to Exhibits at the end of this Report, which is incorporated by reference here. The Exhibits listed in the accompanying Index to
Exhibits are filed as part of this report.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of Power Integrations, Inc.

We have audited the accompanying consolidated balance sheets of Power Integrations, Inc. and its subsidiaries (the �Company�) as of December
31, 2006 and 2005, and the related consolidated statements of income, stockholders� equity, and cash flows for the years then ended. Our audits
also included the consolidated financial statement schedule for the years ended December 31, 2006 and 2005 listed in the Index at Item 15 (a)
(2). These consolidated financial statements and consolidated financial statement schedule are the responsibility of the Company�s management.
Our responsibility is to express an opinion on the consolidated financial statements and consolidated financial statement schedule based on our
audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial position of the Company as of
December 31, 2006 and 2005, and the results of its operations and its cash flows for the years then ended, in conformity with accounting
principles generally accepted in the United States of America. Also, in our opinion, such consolidated financial statement schedule, when
considered in relation to the basic consolidated financial statements taken as a whole, presents fairly, in all material respects, the information set
forth therein.

As discussed in Note 2 to the consolidated financial statements, on January 1, 2006, the Company changed its method of accounting for
stock-based compensation in accordance with guidance provided in Statement of Financial Accounting Standards No. 123 (revised 2004),
Share-Based Payment.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States), the effectiveness of
the Company�s internal control over financial reporting as of December 31, 2006, based on the criteria established in Internal Control�Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission and our report dated August 7, 2007 expressed
an unqualified opinion on management�s assessment of the effectiveness of the Company�s internal control over financial reporting and an
adverse opinion on the effectiveness of the Company�s internal control over financial reporting because of material weaknesses.

/s/ DELOITTE & TOUCHE LLP

San Jose, California

August 7, 2007
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders

Power Integrations, Inc.:

We have audited the accompanying consolidated statements of income, stockholders� equity and cash flows of Power Integrations, Inc. and
subsidiaries (the Company) for the year ended December 31, 2004. In connection with our audit of the consolidated financial statements, we
have also audited the financial statement schedule for the year ended December 31, 2004 as listed in the index of Item 15. These consolidated
financial statements and financial statement schedule are the responsibility of the Company�s management. Our responsibility is to express an
opinion on these consolidated financial statements and financial statement schedule based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the results of operations and cash
flows of Power Integrations, Inc. and subsidiaries for the year ended December 31, 2004, in conformity with U.S. generally accepted accounting
principles. Also, in our opinion, the related financial statement schedule, when considered in relation to the consolidated financial statements
taken as a whole, presents fairly, in all material respects, the information set forth therein.

/s/ KPMG LLP

Mountain View, California

March 15, 2005, except as to note 14,

which is as of March 8, 2007.
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POWER INTEGRATIONS, INC.

CONSOLIDATED BALANCE SHEETS

(In thousands, except share and par value amounts)

December 31,
2006 2005

ASSETS
CURRENT ASSETS:
Cash and cash equivalents $ 124,937 $ 109,879
Restricted cash 1,300 �  
Short-term investments 2,506 16,200
Accounts receivable, net of allowances of $527 and $469 in 2006 and 2005, respectively 10,489 13,488
Inventories 28,280 17,929
Deferred tax assets 2,199 1,551
Prepaid expenses and other current assets 4,009 1,328

Total current assets 173,720 160,375

INVESTMENTS 3,999 4,422
NOTE RECEIVABLE 10,000 10,000
PROPERTY AND EQUIPMENT, net 53,475 48,890
INTANGIBLE ASSETS, net 5,895 3,594
DEFERRED TAX ASSETS 13,485 9,221
OTHER ASSETS 285 419

Total assets $ 260,859 $ 236,921

LIABILITIES AND STOCKHOLDERS� EQUITY
CURRENT LIABILITIES:
Accounts payable $ 8,592 $ 5,410
Accrued payroll and related expenses 8,668 7,038
Taxes payable 14,509 10,277
Deferred income on sales to distributors 4,901 3,479
Accrued professional fees 3,294 1,270
Other accrued liabilities 129 88

Total current liabilities 40,093 27,562

COMMITMENTS AND CONTINGENCIES (Notes 3 and 7)

STOCKHOLDERS� EQUITY:
Preferred Stock, $0.001 par value
Authorized� 3,000,000 shares
Outstanding�None �  �  
Common Stock, $0.001 par value
Authorized�140,000,000 shares
Outstanding�28,657,897 and 29,366,720 in 2006 and 2005, respectively 29 29
Additional paid-in capital 135,307 134,196
Deferred compensation �  (746)
Accumulated translation adjustment 4 (121)
Retained earnings 85,426 76,001
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Total stockholders� equity 220,766 209,359

Total liabilities and stockholders� equity $ 260,859 $ 236,921

See accompanying notes to consolidated financial statements.
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POWER INTEGRATIONS, INC.

CONSOLIDATED STATEMENTS OF INCOME

(In thousands, except per share amounts)

Year Ended December 31,
2006 2005 2004

NET REVENUES $ 162,403 $ 143,071 $ 136,653
COST OF REVENUES 73,794 72,979 71,856

GROSS PROFIT 88,609 70,092 64,797

OPERATING EXPENSES:
Research and development 24,415 17,111 15,440
Sales and marketing 25,712 18,314 16,070
General and administrative 34,648 15,665 7,969

Total operating expenses 84,775 51,090 39,479

INCOME FROM OPERATIONS 3,834 19,002 25,318

OTHER INCOME (EXPENSE):
Interest income 6,468 3,820 1,809
Interest expense (6) (218) 265
Other, net (538) (453) (754)

Total other income 5,924 3,149 1,320

INCOME BEFORE PROVISION FOR INCOME TAXES 9,758 22,151 26,638
PROVISION FOR INCOME TAXES 333 6,453 6,138

NET INCOME $ 9,425 $ 15,698 $ 20,500

EARNINGS PER SHARE:
Basic $ 0.32 $ 0.53 $ 0.67

Diluted $ 0.31 $ 0.51 $ 0.64

SHARES USED IN PER SHARE CALCULATION:
Basic 29,059 29,568 30,802

Diluted 30,819 30,843 32,229

See accompanying notes to consolidated financial statements.
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POWER INTEGRATIONS, INC.

CONSOLIDATED STATEMENTS OF STOCKHOLDERS� EQUITY

(In thousands)

Common Stock Additional
Paid-In

Capital

Deferred

Compensation

Accumulated
Translation

Adjustment

Retained

Earnings

Total
Stockholders�

EquityShares Amount
BALANCE AT JANUARY 1, 2004 30,408 $ 30 $ 161,843 $ (7,001) $ (121) $ 39,803 $ 194,554
Issuance of common stock under employee stock
option plan 492 �  6,805 �  �  �  6,805
Repurchase of common stock (590) �  (11,799) �  �  �  (11,799)
Issuance of common stock under employee stock
purchase plan 182 �  2,294 �  �  �  2,294
Excess income tax benefits from employee stock
option exercises �  �  2,108 �  �  �  2,108
Stock-based compensation expense for variable
awards �  �  (2,558) 491 �  �  (2,067)
Stock-based compensation expense for fixed awards �  �  (80) 117 �  �  37
Amortization of deferred stock-based compensation �  �  3,317 �  �  3,317
Translation adjustment �  �  �  �  7 �  7
Net income �  �  �  �  �  20,500 20,500

BALANCE AT DECEMBER 31, 2004 30,492 30 158,613 (3,076) (114) 60,303 215,756
Issuance of common stock under employee stock
option plan 414 �  5,467 �  �  �  5,467
Repurchase of common stock (1,692) (1) (33,661) �  �  �  (33,662)
Issuance of common stock under employee stock
purchase plan 153 �  2,407 �  �  �  2,407
Excess income tax benefits from employee stock
option exercises �  �  646 �  �  �  646
Stock-based compensation expense for variable
awards �  �  744 16 �  �  760
Stock-based compensation expense for fixed awards �  �  (20) 27 �  �  7
Amortization of deferred stock-based compensation �  �  �  2,287 �  �  2,287
Translation adjustment �  �  �  �  (7) �  (7)
Net income �  �  �  �  �  15,698 15,698

BALANCE AT DECEMBER 31, 2005 29,367 29 134,196 (746) (121) 76,001 209,359
Issuance of common stock under employee stock
option plan 294 �  4,248 �  �  �  4,248
Repurchase of common stock (1,085) �  (19,643) �  �  �  (19,643)
Issuance of common stock under employee stock
purchase plan 82 �  1,315 �  �  �  1,315
Excess income tax benefits from employee stock
option exercises �  �  179 �  �  �  179
Stock-based compensation expense related to
employee stock options �  �  15,114 �  �  �  15,114
Stock-based compensation expense related to
employee stock purchases �  �  644 �  �  �  644
.
Elimination of deferred compensation in relation to the
adoption of SFAS No. 123(R) �  �  (746) 746 �  �  �  
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Translation adjustment �  �  �  �  125 �  125
Net income �  �  �  �  �  9,425 9,425

BALANCE AT DECEMBER 31, 2006 28,658 $ 29 $ 135,307 $ �  $ 4 $ 85,426 $ 220,766

See accompanying notes to consolidated financial statements.
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POWER INTEGRATIONS, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

(In thousands)

Year Ended December 31,

2006 2005 2004
CASH FLOWS FROM OPERATING ACTIVITIES:
Net income $ 9,425 $ 15,698 $ 20,500
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization 7,097 6,264 6,880
Stock-based compensation expense 15,460 3,118 1,288
Deferred income taxes (4,912) (24) 737
Provision for accounts receivable and other allowances 420 593 445
Excess tax benefit from stock options exercised (172)
Tax benefit associated with employee stock plans 179 646 2,108
Stock compensation to non-employees 7 37
Change in operating assets and liabilities:
Accounts receivable 2,579 (1,331) (2,360)
Inventories (10,053) 7,473 (2,241)
Prepaid expenses and other assets (2,545) 1,121 295
Accounts payable 2,295 (3,170) 396
Taxes payable and other accrued liabilities 8,035 5,208 1,501
Deferred income on sales to distributors 1,422 421 493

Net cash provided by operating activities 29,230 36,024 30,079

CASH FLOWS FROM INVESTING ACTIVITIES:
Purchases of property and equipment (10,082) (3,190) (6,363)
Acquisition of technology patents/licenses (3,000) (1,101) (1,740)
Loan to supplier �  (10,000) �  
Restricted cash (1,300) �  �  
Purchases of available-for-sale investments �  �  (45,775)
Proceeds from sales of available-for-sale investments �  11,200 52,890
Purchases of held-to-maturity investments (24,851) (7,806) (30,183)
Proceeds from sales of held-to-maturity investments 38,969 3,144 19,182

Net cash used in investing activities (264) (7,753) (11,989)

CASH FLOWS FROM FINANCING ACTIVITIES:
Net proceeds from issuance of common stock 5,563 7,874 9,101
Repurchase of common stock (19,643) (33,662) (11,799)
Excess tax benefit from stock options exercised 172
Principal payments under capitalized lease obligations �  �  (41)

Net cash used by financing activities (13,908) (25,788) (2,739)

NET INCREASE IN CASH AND CASH EQUIVALENTS 15,058 2,483 15,351
CASH AND CASH EQUIVALENTS AT BEGINNING OF PERIOD 109,879 107,396 92,045

CASH AND CASH EQUIVALENTS AT END OF PERIOD $ 124,937 $ 109,879 $ 107,396
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SUPPLEMENTAL DISCLOSURE OF NON-CASH INVESTING AND FINANCING ACTIVITIES:
Unpaid property and equipment $ 887 $ (165) $ 32

SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION:
Cash paid for interest $ 6 $ �  $ �  

Cash paid for income taxes, net $ 909 $ 1,385 $ (157)

See accompanying notes to consolidated financial statements.
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POWER INTEGRATIONS, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

DECEMBER 31, 2006

1. THE COMPANY:

Power Integrations, Inc., (or the �Company�), was incorporated in California on March 25, 1988 and reincorporated in Delaware in December
1997, designs, develops, manufactures and markets proprietary, high-voltage, analog integrated circuits for use primarily in AC-DC and DC-DC
power conversion in the consumer, communications, computer and industrial electronics markets.

The Company is subject to a number of risks including, among others, the volume and timing of orders received from customers, competitive
pressures on selling prices, the demand for its products declining in the major end markets it serves, SEC and U.S Department of Justice
investigations and stockholder litigation related to the Company�s recent internal investigation (see note 7), recently enacted changes in securities
laws and regulations, including the Sarbanes-Oxley Act of 2002, the inability to adequately protect or enforce its intellectual property rights,
expenses it is required to incur in connection with its litigation against Fairchild Semiconductor and System General Corporation, the volume
and timing of orders placed by it with its wafer foundries and assembly subcontractors, fluctuations in the exchange rate between the U.S. dollar
and the Japanese yen, the licensing of its intellectual property to one of its wafer foundries, the lengthy timing of its sales cycle, undetected
defects and failures in meeting the exact specifications required by its products, reliance on its international sales activities which account for a
substantial portion of net revenues, its ability to develop and bring to market new products and technologies on a timely basis, the ability of its
products to penetrate additional markets, attraction and retention of qualified personnel in a competitive market, changes in environmental laws
and regulations, the adoption of anti-takeover measures, the volatility of the future trading price of its common stock and earthquakes, terrorist
acts or other disasters.

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES:

Principles of Consolidation

The consolidated financial statements include the accounts of the Company and its wholly owned subsidiaries after elimination of all
intercompany transactions and balances.

Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the United States of America, GAAP,
requires management to make estimates and assumptions that affect the reported amounts of assets and liabilities and disclosures of contingent
assets and liabilities at the date of the financial statements and the reported amounts of revenues and expenses during the reporting period.
Actual results could differ from those estimates. On an ongoing basis, the Company evaluates its estimates, including those related to revenue
recognition and allowances for receivables and inventories. These estimates are based on historical facts and various other assumptions that the
Company believes to be reasonable at the time the estimates are made.

Foreign Currency Translation

The functional currencies of the Company�s subsidiaries are the local currencies. Accordingly, all assets and liabilities are translated into U.S.
dollars at the current exchange rates as of the applicable balance sheet date. Revenues and expenses are translated at the average exchange rate
prevailing during the period. Cumulative gains and losses from the translation of the foreign subsidiaries� financial statements have been included
in stockholders� equity.

10

Edgar Filing: POWER INTEGRATIONS INC - Form 10-K/A

Table of Contents 14



Table of Contents

POWER INTEGRATIONS, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

Cash and Cash Equivalents and Investments

The Company considers cash invested in highly liquid financial instruments with a remaining maturity of three months or less at date of
purchase to be cash equivalents. Investments in highly liquid financial instruments with maturities greater than three months but not longer than
twelve months from the balance sheet date are classified as short-term investments. Investments in highly liquid financial instruments with
maturities greater than twelve months from the balance sheet date are classified as long-term investments. As of December 31, 2006 and 2005,
the Company�s short-term and long-term investments consisted of U.S. government backed securities, municipal bonds, corporate commercial
paper and other high quality commercial securities, which were valued using the amortized cost method, which approximates fair market value.
All investments are classified as held-to-maturity except auction rate securities which are classified as available-for-sale. At the end of fiscal
2005 and fiscal 2006, the Company held no auction rate securities.

The table below summarizes the carrying value of the Company�s investments by major security type (in thousands):

December 31,
2006 2005

Cash Equivalents:
Taxable securities $ 110,922 $ 86,037
Tax-exempt securities �  6

Total cash equivalents 110,922 86,043

Short-term Investments:
U.S. corporate securities 6 1,670
U.S. government securities 2,500 14,530

Total short-term investments 2,506 16,200

Investments, matures in excess of 1 year 3,999 4,422

Total investment securities $ 117,427 $ 106,665

Restricted Cash

The Company�s restricted cash balance of $1.3 million at December 31, 2006 consists of an interest-bearing certificate of deposit at Union Bank
of California. The certificate of deposit bears interest at rates ranging from 3.55% to 4.64% and is renewed every 90 days. The current maturity
for the certificate of deposit is July 30, 2007. The Company entered into a security agreement with the bank, whereby it agreed to maintain $1.3
million in an interest-bearing certificate of deposit with the bank. The certificate of deposit is restricted based on the bank�s requirement that the
Company maintain a restricted cash account in order to secure commercial letters of credit or standby letters of credit up to the deposit amount.
This account is established in accordance with an agreement between the Company and the bank. As of December 31, 2006, there were two
outstanding letters of credit totaling approximately $1.2 million. This agreement remains in effect until cancellation of the Company�s letters of
credit or until the Company reestablishes its line of credit with the Union Bank of California.

11
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POWER INTEGRATIONS, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

Inventories

Inventories (which consist of costs associated with the purchases of wafers from offshore foundries and of packaged components from several
offshore assembly manufacturers, as well as internal labor and overhead associated with the testing of both wafers and packaged components)
are stated at the lower of cost (first in, first-out) or market. Provisions, when required, are made to reduce excess and obsolete inventories to their
estimated net realizable values. Inventories consist of the following (in thousands):

December 31,
2006 2005

Raw materials $ 7,869 $ 1,683
Work-in-process 6,767 6,431
Finished goods 13,644 9,815

Total $ 28,280 $ 17,929

Property and Equipment

Property and equipment consist of the following (in thousands):

December 31,
2006 2005

Land $ 16,453 $ 16,453
Building and improvements 25,200 25,049
Machinery and equipment 49,600 41,130
Office furniture and equipment 15,436 13,249

106,689 95,881
Accumulated depreciation (53,214) (46,991)

Total $ 53,475 $ 48,890

Depreciation and amortization expense of property and equipment for fiscal years ending 2006 and 2005 was approximately $6,398 and $5,853,
respectively, and was determined using the straight-line method over the following useful lives:

Building and improvements 4-40 years or life of lease agreement, if shorter
Machinery and equipment 2-5 years
Office furniture and equipment 4 years
Total fixed assets located in the United States at December 31, 2006, 2005 and 2004 were approximately 81%, 85% and 87%, of total long-lived
assets, respectively. Of the total long-lived assets located in foreign countries, there was no individual country that held a material amount.

12

Edgar Filing: POWER INTEGRATIONS INC - Form 10-K/A

Table of Contents 16



Table of Contents

POWER INTEGRATIONS, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

Intangible Assets

Intangible assets consist primarily of acquired licenses and patent rights and are reported net of accumulated amortization. We amortize the cost
of intangible assets over the term of the acquired license or patent rights, which range from five to twelve years. In fiscal 2006, we acquired a
technology license for $3.0 million, which has a ten year useful life. Amortization for intangible assets was approximately $0.7 million in 2006,
and $0.4 million in 2005. We do not believe there is any significant residual value associated with the following intangible assets:

December 31,

2006

December 31,

2005

Gross
Accumulated
Amortization Net Gross

Accumulated
Amortization Net

(In thousands)
Patent rights $ 3,165 $ (978) $ 2,187 $ 3,165 $ (617) $ 2,548
Technology licenses 4,057 (375) 3,682 1,057 (44) 1,013
Other intangibles 37 (11) 26 37 (4) 33

Total Intangible Assets $ 7,259 $ (1,364) $ 5,895 $ 4,259 $ (665) $ 3,594

The estimated future amortization expense related to intangible assets at December 31, 2006 is as follows:

Fiscal Year

Estimated
Amortization

(in thousands)
2007 $ 774
2008 774
2009 763
2010 728
2011 696
Thereafter 2,160

Total $ 5,895

Impairment of Long-Lived Assets

In accordance with SFAS No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets, long-lived assets, such as property and
equipment, are reviewed for impairment whenever events or changes in circumstances indicate that the carrying amount of an asset may not be
recoverable. Recoverability of assets to be held and used is measured by a comparison of the carrying amount of an asset to estimate
undiscounted future cash flows expected to be generated by the asset. If the carrying amount of an asset exceeds its estimated future cash flows,
an impairment charge is recognized by the amount by which the carrying amount of the asset exceeds the fair value of the asset. Assets to be
disposed of would be separately presented in the balance sheet and reported at the lower of the carrying amount or fair value less costs to sell,
and would no longer be depreciated. The assets and liabilities of a disposed group classified as held for sale would be presented separately in the
appropriate asset and liability sections of the balance sheet. Currently the Company has no impairment of long-lived assets nor any assets held
for disposal.

Earnings Per Share
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Diluted earnings per share are calculated by dividing net income by the

13

Edgar Filing: POWER INTEGRATIONS INC - Form 10-K/A

Table of Contents 18



Table of Contents

POWER INTEGRATIONS, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

weighted-average shares of common stock and dilutive common equivalent shares outstanding during the period. Dilutive common equivalent
shares included in the diluted calculation consist of dilutive shares issuable upon the exercise of outstanding common stock options and
computed using the treasury stock method.

A summary of the earnings per share calculation is as follows (in thousands, except per share amounts):

Year Ended December 31,
2006 2005 2004

Basic earnings per share:
Net income $ 9,425 $ 15,698 $ 20,500

Weighted-average common shares 29,059 29,568 30,802

Basic earnings per share $ 0.32 $ 0.53 $ 0.67

Diluted earnings per share:
Net income $ 9,425 $ 15,698 $ 20,500

Weighted-average common shares 29,059 29,568 30,802
Effect of dilutive securities:
Stock options 1,760 1,264 1,386

Employee stock purchase plan �  11 41

Diluted weighted-average common shares 30,819 30,843 32,229

Diluted earnings per share $ 0.31 $ 0.51 $ 0.64

Options to purchase 3,554,345, 1,969,496 and 1,639,142 shares of Company�s common stock outstanding for the years ended December 31,
2006, 2005 and 2004, respectively, were not included in the computation of diluted earnings per share. This was due to the exercise prices of
these options to purchase shares of the Company�s common stock being greater than the average market price of the Company�s common stock
during those periods, making their effect anti-dilutive.

Comprehensive Income

Comprehensive income for the Company consists of net income plus the effect of foreign currency translation adjustments and unrealized gains /
losses on available for sale securities, net of income taxes, which is not material for each of the three years ended December 31, 2006, 2005 and
2004. Accordingly, comprehensive income closely approximates actual net income.

Segment Reporting

The Company is organized and operates as one business segment, the design, development, manufacture and marketing of proprietary,
high-voltage, analog integrated circuits for use primarily in the AC-DC and DC-DC power conversion markets. The Company�s chief operating
decision maker, the Chief Executive Officer, reviews financial information presented on a consolidated basis for purposes of making operating
decisions and assessing financial performance.

Revenue Recognition, Significant Customers
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Product revenues consist of sales to OEMs, merchant power supply manufacturers and distributors. Shipping terms to international OEMs and
merchant power supply manufacturers from the Company�s facility in
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California are �delivered at frontier,� commonly referred to as DAF. As such, title to the product passes to the customer when the shipment reaches
the destination country, and revenue is recognized upon the arrival of the Company�s product in that country. Beginning in December 2005,
shipping terms to the Company�s international OEMs and merchant power supply manufacturers shipped from the Company�s facility outside of
the United States are �EX Works� (EXW), meaning that title to the product transfers to the customer upon shipment from the Company�s foreign
warehouse. Shipments to North and South American OEMs and merchant power supply manufacturers are �FOB-point of origin� meaning
revenue is recognized upon shipment, when the title is passed to the customer.

Sales to distributors are made under terms allowing certain rights of return and protection against subsequent price declines on the Company�s
products held by the distributors. As a result of these rights, the Company defers the recognition of revenue and the costs of revenues derived
from sales to distributors until such distributors resell the Company�s products to their customers. The Company determines the amounts to defer
based on the level of actual inventory on hand at its distributors as well as inventory that is in transit to its distributors. The gross profit that is
deferred as a result of this policy is reflected as �deferred income on sales to distributors� in the accompanying consolidated balance sheets.

Net revenue is reduced by estimated sales returns and allowances. The Company analyzes the following factors: historical returns, current
economic trends, levels of inventories of the Company�s products held by its customers, and changes in customer demand and acceptance of the
Company�s products and uses this information to review and determine the adequacy of the reserve. This reserve represents a reserve of the gross
margin on estimated future returns and is reflected as a reduction to accounts receivable in the accompanying consolidated balance sheets.
Increases to the reserve are recorded as a reduction to net revenue equal to the expected customer credit memo and a corresponding credit is
made to cost of revenues equal to the estimated cost of the returned product. The net difference, or gross margin, is recorded as an addition to the
reserve.

Approximately 63% of the Company�s sales were made to distributors in 2006. Frequently, distributors need to sell at a price lower than the
standard distribution price in order to win business. After the distributor ships product to its customer, the distributor submits a �ship and debit�
claim to the Company to adjust its cost from the standard price to the pre-approved lower price. After verification by the Company, a credit
memo is issued to the distributor to adjust the sell-in price from the standard distribution price to the approved lower price. The Company
maintains a reserve for these credits that appears as a reduction to accounts receivable in the Company�s accompanying consolidated balance
sheets. Any increase in the reserve results in a corresponding reduction in the Company�s net revenues. To establish the adequacy of its reserves,
the Company analyzes historical ship and debit payments and levels of inventory in the distributor channels.

From time to time the Company will reduce the distribution list price. As a result, the Company gives distributors protection, in the form of
credits, against price declines on products they hold. The credits are referred to as �price protection.� Since the Company does not recognize
revenue until the distributor sells the product to its customers, the Company generally does not need to provide reserves for price protection.
However, in rare instances the Company must consider price protection in the analysis of reserve requirements, as there may be a timing gap
between a price decline and the issuance of price protection credits. If a price protection reserve is required, the Company will maintain a reserve
for these credits that appears as a reduction to accounts receivable in the Company�s accompanying consolidated balance sheets. Any increase in
the reserve results in a corresponding reduction in the Company�s net revenues. The Company analyzes distribution price declines and levels of
inventory in the distributor channels in determining the reserve levels required.
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For the years ended December 31, 2006, 2005 and 2004, the Company�s top ten customers, including distributors that resell the Company�s
products to OEMs and merchant power supply manufacturers, accounted for approximately 58%, 69% and 71% of net revenues, respectively.

The following distribution customers accounted for more than 10% of total net revenues:

Year Ended
December 31,

Customer 2006 2005 2004
Avnet (formerly Memec) 23% 19% 19%
Synnex Technologies �  18% 19%

Export Sales

The Company markets its products in and outside of North and South America through its sales personnel and a worldwide network of
independent sales representatives and distributors. As a percentage of total net revenues, export sales, which consist of domestic and foreign
sales to distributors and direct customers outside of North and South America, are comprised of the following:

Year Ended December 31,
2006 2005 2004

Taiwan 15% 27% 25%
Hong Kong/China 32% 24% 26%
Korea 20% 20% 19%
Western Europe 10% 10% 9%
Germany 5% 4% 5%
Japan 5% 5% 4%
Singapore 3% 3% 2%
Other 3% �  % 2%

Total export sales 93% 93% 92%

The remainder of the Company�s sales are to customers within North and South America, primarily located in the United States, with some sales
to customers located in Mexico and Brazil.

Product Sales

Sales of TOPSwitch and TinySwitch products accounted for 89%, 95% and 97% of total net revenues in 2006, 2005 and 2004, respectively.
TOPSwitch products include TOPSwitch, TOPSwitch-II, TOPSwitch-FX, and TOPSwitch-GX. TinySwitch products include TinySwitch,
TinySwitch�II, TinySwitch-III and PeakSwitch.
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Revenue mix by product family is comprised of the following:

Year Ended
December 31,

Product Family 2006 2005 2004
TinySwitch 53% 57% 54%
TOPSwitch 36% 38% 43%
LinkSwitch 9% 5% 3%
DPA-Switch 2% �  �  

Revenue mix by end markets served is comprised of the following:

Year Ended
December 31,

End Market 2006 2005 2004
Consumer 32% 30% 33%
Communications 28% 29% 31%
Computer 19% 23% 22%
Industrial 15% 11% 8%
Other 6% 7% 6%

Foreign Currency Risk

The Company does not currently employ a foreign currency hedge program utilizing foreign currency forward exchange contracts. The
Company maintains a Japanese yen bank account with a U.S. bank for payments to suppliers and for cash receipts from Japanese suppliers and
customers denominated in yen. For the years ended December 31, 2006, 2005 and 2004, the Company realized foreign exchange transaction
losses of approximately $236,000, $167,000 and $336,000, respectively. These amounts are included in �other income (expense)� in the
accompanying consolidated statements of income.

Warranty

The Company generally warrants that its products will substantially conform to the published specifications for 12 months from the date of
shipment. The Company�s liability is limited to either a credit equal to the purchase price or replacement of the defective part. Returns under
warranty have historically been immaterial, and as a result, the Company does not record a specific warranty reserve. Actual future returns could
be different than the returns allowance established.

Advertising

Advertising costs are expensed as incurred. Advertising costs amounted to $0.8 million, $0.8 million, and $0.6 million, in 2006, 2005 and 2004,
respectively.

Research and Development

Research and development costs are expensed as incurred.

Income Taxes

Income taxes are accounted for under the asset and liability method. Deferred tax assets and liabilities are recognized for the future tax
consequences attributable to differences between the financial statement carrying
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amounts of existing assets and liabilities and their respective tax bases and operating loss and tax credit carry forwards. Deferred tax assets and
liabilities are measured using enacted tax rates expected to apply to taxable income in the years in which those temporary differences are
expected to be recovered or settled. The effect on deferred tax assets and liabilities of a change in tax rates is recognized in income in the period
that includes the enactment date.

Stock-Based Compensation

Prior to January 1, 2006, the Company accounted for its share-based employee compensation plans under the measurement and recognition
provisions of Accounting Principles Board Opinion (APB) No. 25, Accounting for Stock Issued to Employees, and related Interpretations, as
permitted by Financial Accounting Standards Board Statement of Financial Accounting Standards (SFAS) No. 123, Accounting for Stock-Based
Compensation. In accordance with SFAS No. 123, the Company disclosed its net income (loss) per share as if the Company had applied the fair
value-based method in measuring compensation expense for its share-based incentive awards.

Effective January 1, 2006, the Company adopted the fair value recognition provisions of SFAS No. 123(R), Share-Based Payment, using the
modified prospective transition method. Under that transition method, compensation expense that the Company recognizes beginning on that
date includes expenses associated with the fair value of all awards granted on and after January 1, 2006, and expense for the unvested portion of
previously granted awards outstanding on January 1, 2006. Results for prior periods have not been restated.

Determining Fair Value

The Company uses the Black-Scholes valuation method for valuing stock option grants using the following assumptions and estimates:

Expected Volatility. The Company calculates expected volatility as a weighted average of implied volatility and historical volatility.

Expected Life. The Company uses the simplified method to calculate the expected life of stock option grants. This method assumes all options
will be exercised midway between the vesting date and the contractual term of the option.

Risk-Free Interest Rate. The Company bases the risk-free interest rate used in the Black-Scholes valuation method on the implied yield available
on a U.S. Treasury note with a term equal to the expected term of the underlying grants.

Dividends. The Company has not paid dividends in the past, nor does it have any current plans to pay dividends. As such, the Company uses a
dividend yield percentage of zero.

Estimated Forfeitures. The Company uses historical data to estimate pre-vesting option forfeitures, and records share-based compensation
expense only for those awards that are expected to vest.

Fair Value of Financial Instruments

The estimated fair value of the Company�s note to its supplier was approximately $9.9 million at December 31, 2006. The fair value was
estimated using a pricing model incorporating current market rates. The note had a carrying cost of $10.0 million at December 31, 2006.
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The carrying value of cash, cash equivalents, restricted cash, investments, excluding the Company�s note to its supplier, accounts receivable,
accounts payable and accrued liabilities approximate their fair values as of December 31, 2006 and 2005, because of the relatively short maturity
of these instruments.

Concentration of Credit Risk

Financial instruments that potentially subject the Company to concentrations of credit risk consist principally of cash investments and trade
receivables. The Company has cash investment policies that limit cash investments to low risk investments. With respect to trade receivables,
the Company performs ongoing credit evaluations of its customers� financial condition and requires letters of credit whenever deemed necessary.
Additionally, the Company establishes an allowance for doubtful accounts based upon factors surrounding the credit risk of specific customers,
historical trends related to past losses and other relevant information. Account balances are charged off against the allowance after all means of
collection have been exhausted and the potential for recovery is considered remote. The Company does not have any off-balance sheet credit
exposure related to its customers. As of December 31, 2006 and 2005, approximately 67% and 69% of accounts receivable, respectively, were
concentrated with ten customers. The Company had two distribution customers that represented 22% and 8% of accounts receivable as of
December 31, 2006. The Company�s two largest distribution customers represented 18% and 11% of accounts receivable as of December 31,
2005.

Indemnifications

The Company sells products to its distributors under contracts, collectively referred to as Distributor Sales Agreements (DSA). Each DSA
contains the relevant terms of the contractual arrangement with the distributor, and generally includes certain provisions for indemnifying the
distributor against losses, expenses, and liabilities from damages that may be awarded against the distributor in the event the Company�s
hardware is found to infringe upon a patent, copyright, trademark, or other proprietary right of a third party (Customer Indemnification). The
DSA generally limits the scope of and remedies for the Customer Indemnification obligations in a variety of industry-standard respects,
including, but not limited to, limitations based on time and geography, and a right to replace an infringing product. The Company also, from
time to time, has granted a specific indemnification right to individual customers.

The Company believes its internal development processes and other policies and practices limit its exposure related to such indemnifications. In
addition, the Company requires its employees to sign a proprietary information and inventions agreement, which assigns the rights to its
employees� development work to the Company. To date, the Company has not had to reimburse any of its distributors or customers for any losses
related to these indemnifications and no material claims were outstanding as of December 31, 2006. For several reasons, including the lack of
prior indemnification claims and the lack of a monetary liability limit for certain infringement cases, the Company cannot determine the
maximum amount of potential future payments, if any, related to such indemnifications.

Recently Issued Accounting Pronouncements

In September 2006, the FASB issued Statement of Financial Accounting Standards No. 157, Fair Value Measurements (SFAS No. 157). SFAS
No. 157 establishes a framework for measuring fair value and expands disclosures about fair value measurements. The changes to current
practice resulting from the application of SFAS No. 157 relate to the definition of fair value, the methods used to measure fair value, and the
expanded disclosures about fair value measurements. SFAS No. 157 is effective for fiscal years beginning after November 15, 2007 and interim
periods within those fiscal years. The Company is currently in the process of
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evaluating the impact that the adoption of SFAS No. 157 will have on its consolidated financial position and results of operations.

In September 2006, the FASB issued SFAS No. 158, Employers Accounting for Defined Benefit Pension and Other Postretirement Plans�an
amendment of FASB Statements No. 87, 88, 106, and 132(R), (SFAS 158). SFAS 158 requires an employer to recognize the over-funded or
under-funded status of a defined benefit postretirement plan (other than a multiemployer plan) as an asset or liability in its statement of financial
position to recognize changes in that funded status in the year in which the changes occur through comprehensive income of a business entity or
changes in unrestricted net assets of a not-for-profit organization. The provisions of SFAS 158 require an employer with publicly traded equity
securities to recognize the funded status of a defined benefit postretirement plan and to provide the required disclosures as of the end of the fiscal
year ending after December 15, 2006. The Company does not believe that the adoption of the provisions of SFAS No. 158 will materially impact
its consolidated financial position and results of operation.

In September 2006, the SEC issued Staff Accounting Bulletin No. 108 (SAB 108), which provides interpretive guidance on how the effects of
the carryover or reversal of prior year misstatements should be considered in quantifying a current year misstatement. The guidance is applicable
for the Company�s fiscal year 2007. The Company does not believe that the adoption of SAB 108 will have a material impact on its consolidated
financial position and results of operation.

In February 2007, the Financial Accounting Standards Board, or FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and
Financial Liabilities�Including an amendment of FASB Statement No. 115 (SFAS No. 159). SFAS No. 159 expands the use of fair value
accounting but does not affect existing standards, which require assets or liabilities to be carried at fair value. Under SFAS No. 159, the
Company may elect to use fair value to measure accounts and loans receivable, available-for-sale and held-to-maturity securities, equity method
investments, accounts payable, guarantees and issued debt. Other eligible items include firm commitments for financial instruments that
otherwise would not be recognized at inception and non-cash warranty obligations where a warrantor is permitted to pay a third party to provide
the warranty goods or services. If the use of fair value is elected, any upfront costs and fees related to the item must be recognized in earnings
and cannot be deferred, e.g., debt issue costs. The fair value election is irrevocable and generally made on an instrument-by-instrument basis,
even if the Company has similar instruments that it elects not to measure based on fair value. At the adoption date, unrealized gains and losses
on existing items for which fair value has been elected are reported as a cumulative adjustment to beginning retained earnings. SFAS No. 159 is
effective for fiscal years beginning after November 15, 2007, and is required to be adopted by the Company in the first quarter of 2008. The
Company is currently determining whether fair value accounting is appropriate for any of its eligible items and cannot estimate the impact, if
any, that SFAS No. 159 will have on the Company�s consolidated results of operations and financial condition.

In July 2006, FASB issued Interpretation No. 48 (FIN 48), Accounting for Uncertainty in Income Taxes. FIN 48 creates a single model to
address accounting for uncertainty in tax positions by prescribing a minimum recognition threshold that a tax position is required to meet before
being recognized in the financial statements. FIN 48 establishes a two-step approach for evaluating tax positions. The first step, recognition,
occurs when a company concludes (based solely on the technical aspects of the tax matter) that a tax position is more likely than not to be
sustained on examination by a taxing authority. The second step, measurement, is only considered after step one has been satisfied and measures
any tax benefit at the largest amount that is deemed more likely than not to be realized upon ultimate settlement of the uncertainty. Tax positions
that fail to qualify for initial recognition are recognized in the first subsequent interim period that they meet the more likely than not standard,
when they are resolved through negotiation or litigation with the taxing authority or upon the expiration of the statute of
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limitations. FIN 48 also significantly expands the financial statement disclosure requirements relating to uncertain tax positions. FIN 48 is
effective for fiscal years beginning after December 15, 2006. Accordingly, the Company will adopt FIN 48 as of January 1, 2007. Differences
between the amounts recognized in the balance sheet prior to adoption and the amounts recognized in the balance sheet after adoption will be
accounted for as a cumulative effect adjustment to the beginning balance of retained earnings. The Company has substantially completed its
analysis and documentation of any potential impacts of implementing FIN 48. The Company has concluded that its tax contingencies will
decrease by approximately $1 million as a result of the implementation of FIN 48.

During fiscal 2006, the Company adopted the following accounting standards, and concluded that none of these standards had a material effect
on its consolidated results of operations during such period or at the end of such period:

� FASB interpretation No. 47 (FIN 47), Accounting for Conditional Asset Retirement Obligations, an interpretation of FASB
Statement No. 143 (FIN 47), which requires an entity to recognize a liability for the fair value of a conditional asset retirement
obligation when incurred if the liability�s fair value can be reasonably estimated. FIN 47 is effective for fiscal years ending after
December 15, 2005.

� SFAS No. 154, Accounting Changes and Error Corrections (SFAS 154), replacing Accounting Principles Board Opinions No. 20
Accounting Changes and SFAS No. 3, Reporting Accounting Changes in Interim Financial Statements�An Amendment of APB
Opinion No. 28. SFAS 154 provides guidance on the accounting for and reporting of accounting changes and error corrections. It
establishes retrospective application, or the latest practicable date, as the required method for reporting a change in accounting
principle and the reporting of a correction of an error. The Company adopted this pronouncement as of January 1, 2006 for error
corrections made on or after the date of adoption.

� FSP FAS 115-1 and FAS 124-1, The Meaning of Other-Than-Temporary Impairment and Its Application to Certain Investments
(FSP 115-1), which provides guidance on determining when investments in certain debt and equity securities are considered
impaired, whether that impairment is other-than-temporary, and on measuring such impairment loss. FSP 115-1 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 Company adopted FSP 115-1 in the
first quarter of fiscal 2006.

� EITF Issue No. 06-3, How Taxes Collected from Customers and Remitted to Governmental Authorities Should be Presented in the
Income Statement (that is, Gross versus Net Presentation) (EITF 06-3). EITF 06-3 provides guidance on the presentation in the
income statement of any tax assessed by a governmental authority that is directly imposed on a revenue-producing transaction
between a seller and a customer. EITF 06-3 requires that taxes be presented in the income statement either on a gross basis (included
in revenues and costs) or a net basis (excluded from revenues). EITF 06-3 also requires certain disclosures on a retrospective basis, if
the amounts are significant. The Company�s accounting policy is to present the above-mentioned taxes on a net basis, and has
concluded that EITF 06-3 does not have a material effect on its financial statements. EITF 06-3 was issued by FASB in July 2006,
and adopted by the Company during fiscal 2006.

3. COMMITMENTS AND CONTINGENCIES:

Customer Claims�From time to time in the ordinary course of business the Company becomes involved in lawsuits, or customers and distributors
may make claims against the Company. During 2004, a small number of product lots of one of the Company�s products were not built to design
specifications because of a foundry

21

Edgar Filing: POWER INTEGRATIONS INC - Form 10-K/A

Table of Contents 28



Table of Contents

POWER INTEGRATIONS, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

process defect. As a result of this manufacturing defect, there were a limited number of product failures and the Company replaced all of the
parts that had not yet been installed in end-customer products. Several customers made requests for reimbursement of costs and expenses in
excess of the Company�s contractual warranty liability. In accordance with SFAS No. 5, Accounting for Contingencies, the Company makes a
provision for a liability when it is both probable that a liability has been incurred and the amount of the loss can be reasonably estimated. After
further discussions with its customers, the Company determined that it was appropriate to accrue approximately $481,000 during 2005, related to
this manufacturing defect, for customer costs and expenses in excess of the Company�s contractual warranty liability. The Company did not incur
additional charges related to this matter and all customer claims were settled in 2006.

Facilities�The Company owns its main executive, administrative, manufacturing and technical offices in San Jose, California.

The Company had no capital leasing arrangements as of December 31, 2006. At December 31, 2006 the Company had $15.1 million of
non-cancelable purchase obligations.

Future minimum lease payments under all non-cancelable operating lease agreements as of December 31, 2006 are as follows (in thousands):

Fiscal Year
2007 $ 548
2008 308
2009 162
2010 68
2011 21

Total minimum lease payments $ 1,107

Total rent expense amounted to $0.5 million, $0.4 million and $0.4 million in the years ended December 31, 2006, 2005 and 2004, respectively.

Bank Line of Credit�The Company had a $10.0 million revolving line of credit agreement with Union Bank of California, which expired on
October 1, 2006, and restricted the Company from entering into certain transactions, paying or declaring dividends without the bank�s prior
consent and contained certain financial covenants. As of December 31, 2006 and 2005, there were no amounts due under the bank line of credit.
A portion of the credit line was used to cover advances for commercial letters of credit and standby letters of credit, used primarily for the
shipment of wafers from wafer supply manufactures to the Company, and also to its workers compensation insurance carrier as part of its
insurance program. As of December 31, 2005, there were outstanding letters of credit totaling approximately $641,000, and as of December 31,
2006 there were outstanding letters of credit totaling approximately $1.2 million. On October 26, 2006, the Company entered into a security
agreement with Union Bank of California, whereby it agreed to maintain $1.3 million in an interest bearing certificate of deposit with the bank.
The purpose of this agreement is to secure the commercial letters of credit and standby letters of credit. This agreement remains in effect until
cancellation of the Company�s letters of credit.

4. PREFERRED STOCK PURCHASE RIGHTS PLAN:

In February 1999, the Company adopted a Preferred Stock Purchase Rights Plan (the Plan) designed to enable all stockholders to realize the full
value of their investment and to provide for fair and equal treatment for
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all stockholders in the event that an unsolicited attempt is made to acquire the Company. Under the Plan, stockholders received one right to
purchase one one-thousandth of a share of a new series of preferred stock for each outstanding share of common stock held at $150.00 per right,
when someone acquires 15 percent or more of the Company�s common stock or announces a tender offer which could result in such person
owning 15 percent or more of the common stock. Each one one-thousandth of a share of the new preferred stock has terms designed to make it
substantially the economic equivalent of one share of common stock. Prior to someone acquiring 15 percent, the rights can be redeemed for
$0.001 each by action of the board of directors. Under certain circumstances, if someone acquires 15 percent or more of the common stock, the
rights permit the stockholders, other than the acquirer, to purchase the Company�s common stock having a market value of twice the exercise
price of the rights, in lieu of the preferred stock. Alternatively, when the rights become exercisable, the board of directors may authorize the
issuance of one share of common stock in exchange for each right that is then exercisable. The Company�s Board of Directors may, in its
discretion, permit a stockholder to increase its ownership percentage to an amount in excess of 15 percent without triggering the provisions of
the Plan, and has done so with respect to one investor, allowing that investor to acquire up to 20 percent of the Company�s common stock without
triggering the provisions of the Plan. In addition, in the event of certain business combinations, the rights permit the purchase of the common
stock of an acquirer at a 50 percent discount. Rights held by the acquirer will become null and void in both cases. The rights expire on
February 23, 2009.

5. STOCKHOLDERS� EQUITY:

Preferred Stock

The Company is authorized to issue 3,000,000 shares of $0.001 par value preferred stock, none of which was issued or outstanding during each
of the three years ended December 31, 2006, 2005 and 2004.

Common Stock

As of December 31, 2006, the Company was authorized to issue 140,000,000 shares of $0.001 par value common stock.

On October 20, 2004, the Company announced that its board of directors had authorized the repurchase of up to $40 million of the Company�s
common stock. The board directed that the repurchases be made pursuant to Rule 10b5-1 of the Exchange Act. From inception of the stock
repurchase program in October 2004 through June 30, 2005, the Company repurchased 2,033,270 shares for approximately $40 million. On
October 19, 2005, the Company announced that its board of directors had authorized a second stock repurchase program of up to $25 million of
the Company�s common stock, with the repurchases again to be made pursuant to Rule 10b5-1 of the Exchange Act. From inception of this
second repurchase plan through June 2006, the Company purchased a total of 1,334,216 shares for a total of approximately $25 million,
concluding this repurchase program.

1988 Stock Option Plan

In June 1988, the board of directors adopted the 1988 Stock Option Plan (the �1988 Plan�), whereby the board of directors may grant incentive
stock options and non-qualified stock options to key employees, directors and consultants to purchase the Company�s common stock. The
exercise price of incentive stock options may not be less than 100% of the fair market value of the Company�s common stock on the date of
grant. The exercise price of non-qualified stock options may not be less than 85% of the fair market value of the Company�s common stock on
the date of grant. In general, options vest over either 48 or 50 months. Options generally have a maximum term of ten years after the date of
grant (five years if an incentive stock option is granted to a ten percent owner optionee), subject to earlier termination upon an optionee�s
cessation of employment or service.
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Effective July 1997, the board of directors determined that no further options would be granted under the 1988 Plan, but all outstanding options
would continue to be governed and remain outstanding in accordance with their existing terms.

1997 Stock Option Plan

In June 1997, the board of directors adopted the 1997 Stock Option Plan (the �1997 Plan�), whereby the board of directors may grant incentive
stock options and non-qualified stock options to key employees, directors and consultants to purchase the Company�s common stock. The
exercise price of incentive stock options may not be less than 100% of the fair market value of the Company�s common stock on the date of
grant. The exercise price of non-qualified stock options may not be less than 85% of the fair market value of the Company�s common stock on
the date of grant. The 1997 Plan originally provided that the number of shares reserved for issuance automatically increased on each January 1st,
from January 1, 1999 through January 1, 2007, by 5% of the total number of shares of common stock issued and outstanding on the last day of
the preceding fiscal year. In January 2005, the board of directors amended the 1997 Plan to reduce the annual increase from 5% to 3.5%, so that
the number of shares reserved for issuance automatically increase on each January 1st, from January 1, 2006 through January 1, 2007, by 3.5%
of the total number of shares of common stock issued and outstanding on the last day of the preceding fiscal year. As of December 31, 2006, the
maximum number of shares that may be issued under the 1997 Plan was 14,085,792 shares, which was comprised of (i) 11,142,828 shares (new
shares allocated to the 1997 Plan) and (ii) 2,942,964 shares granted pursuant to the 1988 Plan (the �1988 Plan Options�). In general, options vest
over 48 months. Options generally expire no later than ten years after the date of grant (five years if an incentive stock option is granted to a ten
percent owner optionee), subject to earlier termination upon an optionee�s cessation of employment or service.

1997 Outside Directors Stock Option Plan

In September 1997, the board of directors adopted the 1997 Outside Directors Stock Option Plan (the �Directors Plan�). A total of 800,000 shares
of common stock have been reserved for issuance under the Directors Plan. The Directors Plan is designed to work automatically without
administration; however, to the extent administration is necessary, it will be performed by the board of directors. The Directors Plan provides for
the automatic grant of nonstatutory stock options to nonemployee directors of the Company over their period of service on the board of
directors. The Directors Plan provides that each future nonemployee director of the Company will be granted an option to purchase 30,000
shares of common stock on the date on which such individual first becomes a nonemployee director of the Company (the �Initial Grant�).
Thereafter, each nonemployee director who has served on the board of directors continuously for 12 months will be granted an additional option
to purchase 10,000 shares of common stock (an �Annual Grant�). Subject to an optionee�s continuous service with the Company, approximately
1/3rd of an Initial Grant will become exercisable one year after the date of grant and 1/36th of the Initial Grant will become exercisable monthly
thereafter. Each Annual Grant will become exercisable in twelve equal monthly installments beginning in the 25th month after the date of grant,
subject to the optionee�s continuous service. The exercise price per share of all options granted under the Directors Plan is equal to the fair
market value of a share of common stock on the date of grant. Options granted under the Directors Plan have a maximum term of ten years after
the date of grant, subject to earlier termination upon an optionee�s cessation of service. In the event of certain changes in control of the Company,
all options outstanding under the Directors Plan will become immediately vested and exercisable in full.

1998 Nonstatutory Stock Option Plan

In July 1998, the board of directors adopted the 1998 Nonstatutory Stock Option Plan (the �1998 Plan�), whereby the board of directors may grant
nonstatutory stock options to employees and consultants, but only to
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the extent that such options do not require approval of the Company�s stockholders. The 1998 Plan has not been approved by the Company�s
stockholders. The exercise price of nonstatutory stock options may not be less than 85% of the fair market value of the Company�s common stock
on the date of grant. As of December 31, 2006, the maximum number of shares that may be issued under the 1998 Plan was 1,000,000 shares. In
general, options vest over 48 months. Options generally have a maximum term of ten years after the date of grant, subject to earlier termination
upon an optionee�s cessation of employment or service.

The following table summarizes option activity under the Company�s option plans (prices are weighted-average prices):

Year Ended December 31,

2006

Aggregate

Intrinsic Value 2005 2004
Shares Price Shares Price Shares Price

Options outstanding, Beginning of year 7,569,854 $ 19.09 6,689,279 $ 18.99 5,752,100 $ 16.62
Granted:
Below fair market value �  �  138,668 $ 21.08 242,000 $ 21.64
At fair market value 1,420,992 $ 24.80 1,409,181 $ 18.14 1,467,037 $ 26.27

Total granted 1,420,992 $ 24.80 1,547,849 $ 18.40 1,709,037 $ 25.62
Exercised (293,501) $ 14.45 (414,070) $ 13.29
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