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Forward Looking Statements

The information in this Annual Report on Form 10-K contains forward-looking statements within the meaning
of Section 27A of the Securities Act of 1933, as amended (“Securities Act”), and Section 21E of the Securities
Exchange Act of 1934, as amended (“Exchange Act”), which are subject to the “safe harbor” created by those
sections. Such statements are based upon our management’s believes and assumptions and on information currently
available to our management. Any statements contained herein that are not statements of historical facts may be
deemed to be forward-looking statements. For example, words such as “may,” “will,” “should,” “could,” “would,”
“estimates,” “predicts,” “potential,” “continue,” “strategy,” “believes,” “anticipates,” “plans,” “expects,” “intends”
and variations of such words and similar expressions are intended to identify forward-looking statements. These
sttements involve known and unknown risks, uncertainties and other factors, which may cause our actual results,
performance, time frames or achievements to be materially different from any future results, performance, time
frames or achievements expressed or implied by the forward-looking statements. These risks, uncertainties and
other factors in this Annual Report on Form 10-K are discussed in greater detail under the heading “Risk Factors.”
Given these risks, uncertainties and other factors, you should not place undue reliance on these forward-looking
staternents. These forward-looking statements represent our estimates and assumptions only as of the date of this
filing. You should read this Annual Report on Form 10-K completely and with the understanding that cur actual
future results may be materially different from what we expect. We hereby qualify our forward-looking statements
by these cautionary statements. Except as required by law, we assume no obligation to update these forward-looking
statements publicly, or to update the reasons actual results could differ materially from those anticipated in these
forward-looking statements, even if new information becomes available in the future.

PART 1

Item 1. Business
Overview

We are a provider of highly integrated semiconductor processors that enable intelligent networking, com-
munications and security applications. We refer to our products as enabling intelligent processing because they
allow customers to develop networking equipment that is application-aware and content-aware and securely
processes voice, video and data traffic at high speeds. Our products also include a rich suite of embedded security
protocols that enable unified threat management, or UTM, secure connectivity and network perimeter protection.
Our products are systems on a chip, or SoCs, which incorporate single or multiple processor cores, a highly
integrated architecture and customizable software that is based on a broad range of standard operating systems. Asa
result, our products offer high levels of performance and processing intelligence while reducing product devel-
opment cycles for our customers and lowering power consumption for end market equipment.

We generate the majority of our revenue from sales of our products to providers of networking equipment that
sell into the enterprise network, data center, broadband and consumer, and access and service provider markets. Our
products are used in a broad array of networking equipment, including routers, switches, content-aware switches,
UTM and other security appliances, application-aware gateways, voice/video/data, or triple-play, gateways,
wireless local area network, or WLAN, and 3G access and aggregation devices, storage networking equipment,
servers and intelligent network interface cards.

Industry Background

Traffic on the Internet and enterprise networks is rapidly increasing due to trends that include greater adoption
of Web 2.0 applications, VoIP, video over broadband, file sharing, greater use of web-based services, and the
proliferation of stored content accessed through networks. Enterprises and service providers are demanding
networking equipment that can take advantage of these trends, and address the significant market opportunities that
these new applications provide. As a result, there is growing pressure on providers of networking equipment to
rapidly introduce new products with enhanced functionality while reducing their design and manufacturing costs.
Providers of networking equipment are increasingly seeking advanced processing solutions from third-party
vendors to access the best available technology and reduce development costs.
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The processing needs of advanced networking systems can be described in the context of the Open System
Interconnection, or OSI, Model, which divides network activitics, equipment, and protocols into seven layers.
According to this model, Layers 1 through 3 are the physical, data link and network layers, respectively, which
provide the protocols to ensure the transmission of data between the source and destination regardless of the content
and type of data processed. Traditionally, network infrastructure products have focused on Layer 1 through 3
products that route and switch data traffic based solely on the source and destination address contained in the packet
header. Processors that provide Layer | threugh 3 solutions are widely available from many vendors. Layers 4
through 7 are the transport, session, presentation and application layers, which provide the protocols to enable the
reliable end-to-end communication of application information. Intelligent processing generally takes place in
Layers 4 through 7. In order to provide this intelligence, advanced networking systems must include processors that
enable extensive inspection of the application and data content, or deep packet inspection, and make intelligent
switching and routing decisions based upon that inspection. To address customer demands, providers of networking
equipment must offer products that include functionality such as intelligent routing or switching of network traffic
prioritized by application and data content, and security services. Processors required for Layer 4 through 7
processing are significantly more complex than processors that provide only Layer | through 3 solutions.

Networking equipment providers address the need for advanced networking systems and the processors using
a variety of approaches for their current networking products, including internally designed custom semiconductor
products, such as ASICs, FPGAs or other proprietary chips, multiple chip offerings, general purpose MPUs from
merchant suppliers, software-based solutions or a combination of these approaches. While these approaches have
been adequate for the basic layer | through 3 processing, they are less effective as the need for Layer 4 through 7
intelligent processing increases and line rates continue to increase. As a result, providers of networking equipments
are increasingly turning to third-party vendors for high performance, power-efficient and cost-effective intelligent
processing products.:

Products

We offer highly integrated semiconductors that provide intelligent Layer 4 through 7 processing for enterprise
network, data center, broadband and consumer, and access and service provider markets. Our products provide
scalable, low-power, high performance processors that integrate single or multiple cores, hardware accelerators and
input/output interfaces into a single chip and are available across a wide range of price and performance points. All
of our products are compatible with standards-based operating systems and generai purpose software to enabie ease
of programming, and are supported by our ecosystem partners.




The chart below sets out key product lines, available versions, descriptions and primary target equipment for
each of our product families. : :

Product Lines

Available |

Product Families (# of MIPS Cores) Configurations Description Target End Markets
OCTEON Plus « CN38XX(16) + Network Maulti-core * Enterprise
Multi-core « CN5S7XX (12) Services MIPS64 Network
MIPS64 * CN56XX (12) Processor Processors ‘with » Access and
Processors + CN5S5XX(6) Storage Services 2-16 cores, Service Provider
» CN54XX(6) Processor integrated L4-L7 = Data Center
» CN52XX(4) Secure hardware
» CN30XX(2) Communication acceleration and
Processor networking
Communication interfaces °
Processor Performance:
1Gbps to 20+
Gbps
OCTEON Multi- » CN38XX(16) Network Multi-core « Enterprise
core MIPS64 « CN36XX(4) Services MIPS64 Network
Processors « CN31XX(2) Processor Processors with * Access and
« CN30XX(1) Secure 2-16 cores, Service Provider
Communication integrated L4-L7 + Data Center
Processor hardware
Communication acceleration and
Processor networking
interfaces
Performance:
1Gbps to 10+ )
Gbps 3
NITROX Security + CN2ZXXX ifstw: IPsec, SSL. Standalone + Eaterprise
Processors + CN1XXX or WLAN Security Network
+ CN5XX Security versions Processors, with + Data Center
p: Multi-protocol wide range of » Access and
version interface Service Provider
connectivity » Broadband and
Consumer
NITROX Soho/ = CN5S0XX(2) Network ¢ Cost-effective + Broadband and
OCTEON ¢ CN31XX(2) Services . Single & Dual Consumer
Broadband « CN30XX(1) Processor core MIPS-based  + Enterprise and
Communication « CN2XX(1} Secure Communication Consuiner
Processors Communication Processors with
Processor integrated
Communication Networking,
Processor Security, QoS

acceleration and
built-in
interfaces
Performance:
100Mbps to
1Gbps

Our OCTEON and OCTEON Plus processor family provides integrated Layer 4 through 7 data and security
processing (with additional capabilities at Layers 2 and 3) at line speeds from 100Mbps to 20Gbps. OCTEON
processors integrate control plane processing, packet processing, security processing and content acceleration in a
single chip. This integration shortens the data paths, eliminates redundant packet processing, simplifies board
design and reduces the cost and power consumption compared to alternative products that use multiple chips. Our
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OCTEON processors are targeted for use in a wide variety of OEM networking equipment, including routers,
switches, content-aware switches, UTM, and other security appliances, application-aware gateways, voicefvideo/
data, or triple-play, gateways, WLAN and 3G access and aggregation devices, storage networking equipment,
servers and intelligent network interface cards. ’

Our OCTEON Plus family of processors approximately doubles the application performance available in our
previous generation of OCTEON processors. The OCTEON Plus processor family adds new interfaces and
acceleration features for packet processing, quality of service and content processing for multimedia aware
networking and 3G, 4G, WiMax wireless applications. The OCTEON Plus processor family has expanded
OCTEON’s core target markets with a new category called the Storage Services Processor, ar SSP family. The
OCTEON SS8P provides hardware acceleration for storage applications such as iSCSI, RAID 6 and- data de-
duplication. The new OCTEON SSP family is aimed at iSCSI targets, Fiber Channel to iSCSI bridges and disk arrays.

Qur NITROX processor family offers stand-alone security processors that provide the functionality required
for secure communication in a single chip. This single chip, custom-designed processors provide the complete
security protocol processing, encryption and authentication algorithms to reduce the load on the system processor
and increase total system throughput. The NITROX family consists of products with up to 24 security processors on
a chip that are used in a wide variety of OEM networking equipment, including security appliances, UTM
appliances, Layer 4 through 7 load balancers, and other applications.

. Our NITROX Soho and OCTEON broadband communication processor family includes a line of 32-bit and
64-bit broadband communication processors. The OCTEON broadband communication processors target wired
and wireless broadband gateway applications, with performance requirements ranging from 100Mbps to 1Gbps.
The NITROX Soho processors are highly integrated MIPS32-based products delivering a broad range of cost,
performance and power options for applications requiring up to a 100Mbps line rate. The MIPS64-based SoC
OCTEON processors integrate single or dual 64-bit CPUs, and provide high performance security processing for
applications requiring up to a 1Gbps line rate. The NITROX Soho and OCTEON processors are primarily used for
broadband routers, WLAN access points, access and UTM appliances.

F

In addition to our processors, we also market and sell discrete software stacks designed to help our customers
build products around our SoCs in a more time and cost efficient manner. The stacks include applications for
security functions and other commonly used protocols, We intend to continue to build our software portfolio to
address the needs of our customers who do not possess internal software design efforts, or choose to use those efforts
on more customized systems architectures. ’

Customers

We primarily sell our products to providers of networking equipment, either directly or through contract
manufacturing organizations and distributors. By providing comprehensive systems-level products along with our
ecosystem partners, we provide our customers with products that empower their next-generation networking
systems more quickly and at lower cost than other alternatives.

We currently rely, and expect to continue to rely, on a limited number of customers for a significant portion of
our revenue. Cisco accounted for 23% of revenue in 2007, F5 Networks accounted for 18% in 2007. SonicWALL
accounted for 6% of revenue in 2007,

Sales and Marketing

We currently sell our products through our direct sales and applications support organization to providers of
networking equipment, original design manufacturers and contract electronics manufacturers, as well as through
arrangements with distributors that fulfill third-party orders for our products.

We work directly with system designers to create demand for our products by providing them with application-
specific product information for their system design, engineering and procurement groups. Our technical mar-
keting, sales and field application engineers actively engage potential customers during their design processes to
introduce them to our product capabilities and target applications. We design products in an effort to meet the
increasingly complex and specific design requirements of our customers. We typically undertake a multi-month
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sales and development process with our customer system designers and management. If successful, this process
culminates in a customer decision to use our product in their system, which we refer to as a design win. Volume
production can begin from nine months to three years after the design win depending on the complexity of our
customer’s product and other factors. Once one of our products is incorporated into a customer’s design, it is likely
to be used for the life cycle of the customer’s product. We believe this to be the case because a redesign would
generally be time consuming and expensive.

Manufacturing

We use third-party foundries and assembly and test contractors to manufacture, assemble and test our
semiconductor products. This outsourced manufacturing approach allows us to focus our resources on the design,
sales and marketing of our products. Our engineers work closely with our foundries and other contractors to
increase yields, lower manufacturing costs and improve quality.

Integrated Circuit Fabrication. Our integrated circuits are fabricated using complementary metal-oxide
semiconductor, or CMOS processes, which provide greater flexibility to engage independent foundries to man-
ufacture our integrated circuits. By outsourcing manufacturing, we are able to avoid the cost associated with owning
and operating our own manufacturing facility, which would not be feasible for a company at our stage of
development. We currently outsource a substantial percentage of our integrated circuit manufacturing to Taiwan
Semiconductor Manufacturing Company, or TSMC, with the remaining manufacturing outsourced to United
Microelectronics Corporation, or UMC. We work closely with TSMC and UMC to forecast on a monthly basis our
manufacturing capacity requirements. Our integrated circuits are currently fabricated in several advanced,
sub-micron manufacturing processes. Because finer manufacturing processes lead to enhanced performance,
smaller size and lower power requirements, we continually evaluate the benefits and feasibility of migrating to
smaller geometry process technology in order to reduce cost and improve performance,

Assembly and Test.  Qur products are shipped from our third-party foundries to third-party assembly and test
facilities where they are assembled into finished integrated circuit packages and tested, We outsource all product
packaging and substantially all testing requirements for these products to several assembly and test subcontractors,
including ASE Electronics in Taiwan and Malaysia, as well as ISE in the United States. Qur products are designedto
use standard packages and to be tested with widely available test equipment. '

Quality Assurance. We have implemented significant quality assurance and test procedures to assure high
levels of product quality for our customers. Our designs are subjected to extensive circuit simulation under extreme
conditions of temperature, voltage and processing before being committed to manufacture. We have completed and
have been awarded 1SO 9001 certification and 1SO 9001:2000 certification. In addition, all of our independent
foundries and assembly and test subcontractors have been awarded 1SO 5001 certification.

Research and Development

We believe that our future success depends on our ability to introduce enhancements to our existing products
and to develop new products for both existing and new markets. Our research and development efforts are directed
largely to the development of additional high-performance multi-core microprocessor semiconductors. We are also
focused on incorporating functions currently provided by stand-alone semiconductors into our products. We have
assembled a team of highly skilled semiconductor and embedded software design engineers who have strong design
expertise in high performance multi-core microprocessor design, along with embedded software, security and
networking expertise. Our engineering design teams are located in Mountain View, Catifornia, Marlboro, Mas-
sachusetts and Hyderabad and Chennai, India. As of December 31, 2007, we had 127 employees in our research and
development group. Our research and development expenses were $19.5 million, $18.7 million and $16.0 million
for the years ended December 31, 2007, 2006 and 2005 respectively.

Intellectual Property

Our success depends in part upon our ability to protect our core technology and intellectual property. To
accomplish this, we rely on a combination of intellectual property rights, including patents, trade secrets, copyrights
and trademarks, and contractual protections.




As of December 31, 2007, we had 13 issued and 24 pending patent applications in the United States, and two
issued and 21 pending foreign patent applications. The 12 issued patents in the United States expire in the years
beginning in 2021 through 2025. The two issued foreign patents expire in 2022. Our issued patents and pending
patent applications relate 10 security processors, multi-core microprocessor processing and other processing
concepts. We focus our patent efforts in the United States, and, when justified by cost and strategic importance,
we file corresponding foreign patent applications in strategic jurisdictions such as Japan and Europe. Qur patent
strategy is designed to provide a balance between the need for coverage in our strategic markets and the need to
maintain costs at a reasonable level. We believe our issued patents and patent applications, to the extent the
applications are issued, may be used defensively by us in the event of future intetlectual property claims.

We may not receive competitive advantages from any rights granted under our patents, We do not know
whether any of our patent applications will result in the issuance of any patents or whether the examination process
will require us to narrow the scope of our claims. To the extent any of our applications proceed to issuance as a
patent, any such future patent may be opposed, contested, circumvented, designed around by a third party, or found
to be unenforceable or invalidated. In addition, our future patent applications may not be issued with the scope of the
claims sought by us, if at all, or the scope of claims we are secking may not be sufficiently broad to protect our
proprietary technologies. Others may develop technologies that are similar or superior to our proprietary tech-
nologies, duplicate our proprietary technologies or design around patents owned or licensed by us. If our products,
patents or patent applications are found to conflict with any patent held by third parties, we could be prevented from
selling our products, our patents may be declared invalid or our patent applications may not result in issued patents.

In addition to our own intellectual property, we also rely on third-party technologies for the development of our
products. We license certain technology from MIPS Technologies, Inc., pursuant 1o a license agreement entered into
in December 2003 wherein we were granted a non-exclusive, worldwide license to MIPS Technologies® micro-
processor core technology to develop, implement and use in our products. The term of the agreement was extended
by an additional two years and will consequently expire in December 2010. The agreement permits us to continue
selling in perpetuity products developed during the term of the agreement containing the licensed technology.
Following the termination of the agreement, we will evaluate whether to enter into a new agreement with MIP§
Technologies or engage other third parties for alternative technology solutions,

We obtained a registration for our NITROX trademark in the United States. Additionally, we have a pending
United States application for the OCTEON trademark. We also have a license from MIPS Technologies, Inc. to use
cnMIPS as a trademark. '

In addition, we generally control access to and use of our proprietary software and other confidential
information through the use of internal and external controls, including contractual protections with employees,
contractors, customers and partners. We rely in part on United States and international copyright laws to protect our
software. All employees and consultants are required to execute confidentiality agreements in connection with their
employment and consulting relationghips with us. We also require them to agree to disclose and assign to us all
inventions conceived or made in connection with the employment or consulting relationship. We cannot provide any
assurance that employees and consultants will abide by the confidentiality or invention assignment terms of their
agreements. Despite measures taken to protect our intellectual property, unauthorized parties may copy aspects of
our products or obtain and use information that we regard as proprietary.

Despite our efforts to protect our trade secrets and proprietary rights through patents, licenses and confi-
dentiality agreements, unauthorized parties may still copy or otherwise obtain and use our software and technology.
In addition, we intend to expand our international operations, and effective patent, copyright, trademark and trade
secret protection may not be available or may be limited in foreign countries. If we fail to protect our intellectuat
property and other proprietary rights, our business could be harmed.

Third parties could claim that our products or technologies infringe their proprietary rights. The semiconductor
industry is characterized by the existence of a large number of patents, trademarks and copyrights and by frequent
Iiigation based on allegations of infringement or other violations of intellectual property rights. We expect that the
potential for infringement claims against us may further increase as the number of products and competitors in our
market increase. Litigation in this industry is often protracted and expensive. Questions of infringement in the
semiconductor industry involve highly technical and subjective analyses. In addition, lirigation may become
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necessary in the future to enforce our granted patents and other intellectual property rights, to protect our trade
secrets, to determine the validity and scope of the proprietary rights of others, or o defend against claims of
infringement or invalidity, and we may not prevail in any future litigation. The results of any litigation are inherently
uncertain. Any successful infringement claim or litigation against us could have a significant adverse impact on our
business,

We may be required to seek licenses under patents or intellectual property rights owned by third parties.
However, we cannot be certain that third parties will offer licenses to us or that the terms of any licenses offeredtous
will be acceptable. If we fail to obtain such third-party license for our products, we could incur substantial liabilities
orbe forced to suspend sales of our products. Any litigation could cause us to incur substantial expenses, reduce our
sales, and divert the efforts of our technical and management personnel, whether or not a court decided such
litigation in our favor. In the event we receive an adverse result in any litigation, we could be required to pay
substantial damages, cease sale of products, expend significant resources to develop alternative technology and
discontinue the use of processes requiring the relevant technology.

We have not to date been notified of any litigation related to intellectual property.

Competition

We compete with numerous domestic and international semiconductor companies, many of which have greater
financial and other resources with which to pursue marketing, technology development, product design, manu-
facturing, quality, sales and distribution of their products. Our ability to compete effectively depends on defining,
designing and regularly introducing new products that anticipate the processing and integration needs of our
customers’ next-generation products and applications.

We consider our primary competitors to be other companies that provide embedded processor products to the
market, including Broadcom Corporation, Freescale Semiconductor, Inc., Intel Corporation, Marvell Technology
Group Ltd., PMC-Sierra, Inc., Raza Microelectronics, Inc., P.A. Semi, and to a lesser extent, Hifn, Inc. Most of these
competitors offer products that differ in functionality and processing speeds and address some or all of our four
target end markets. In comparison we offer a broad array of highly integrated, intelligent solutions at various
performance levels and prices for each of our end markets. Our products generally include a multiple number of
processor cores, greater integration of L4-L7 hardware acceleration and interfaces, and efficient power consump-
tion for networking, communication and security applications.

Our competitors include public companies with broader product lines, a large installed base of customers and
greater resources compared to us. We expect continued competition from existing suppliers as well as from
potential new entrants into our markets. Our ability to compete depends on a number of factors, including our
success in identifying new and emerging markets, applications and technologies and developing products for these
markets; our products’ performance and cost effectiveness relative to that of our competitors’; our success
functionality and features not previously available in the marketplace; our ability to recruit good talent including
software engineers and chip designers; and our ability to protect our intellectual property.

Backlog

Sales of our products are generally made pursuant to purchase orders. We typically include in backlog only
those customer orders for which we have accepted purchase orders and which we expect to ship within the next
twelve months. Since orders constituting our current backlog are subject 10 changes in delivery schedules or
cancellation with limited or no penalties, we believe that the amount of our backlog is not necessarily an accurate
indjcation of our future revenues.

Employees

As of December 31, 2007, we had 202 regular employees located in the United States, India, Asia and Europe,
which was comprised of: 15 employees in manufacturing operations, 127 in engineering, research and develop-
ment, 60 in sales, marketing and administrative. None of our employees is represented by a labor union and we
consider current employee relations to be good.




Executive Officers of the Registrant

The following sets forth certain information regarding our executive officers as of March 7, 2008:

SyedB.AL. ... ... L 49 President, Chief Executive Officer, Director
and Chairman of the Board of Directors

Arthur D, Chadwick ................... 51  Vice President of Finance and Administration
and Chief Financial Officer

Anil K. Jain ... oo oo oL, 51  Vice President of IC Engineering

Rajiv Khemani ....................... 40  Vice President of Marketing and Sales

Syed B. Ali is one of our founders and has served as our President, Chief Executive Officer and Chairman of the
Board of Directors since the inception of the Company in 2000. From 1998 to 2000, Mr. Ali was Vice President of
Marketing and Sales at Malleable Technologies, a communication chip company of which he was a founding
management team member. Malleable Technologies was acquired by PMC Sierra, a communication IC company in
2000. From 1994 to 1998, Mr. Ali was an Executive Director at Samsung Electronics. Prior to that, he had various
positions at Wafer Scale Integration, a division of SGS-Thompson, Tandem Computer, and American Micro-
systems. He received a2 BSEE from Osmania University, in Hyderabad, India and an MSEE from the University of
Michigan.

Arthur D. Chadwick has served as our Vice President of Finance and Administration and Chief Financial
Officer since December 2004. Prior to joining us, from 1989 to 2004, Mr. Chadwick served as the Senior Vice
President of Finance and Administration and Chief Financial Officer at Pinnacle Systems, a provider of digital
video processing solutions, From 1979 through 1989, Mr. Chadwick served in various financial and management
roles at American Microsystems, Austrian Microsystems and Gould Semiconductor, Mr, Chadwick received a BS
degree in Mathematics and an MBA in Finance, both from the University of Michigan.

Anil K. Jain has served as our Vice President of IC Engineering since January 2001, and is a founding
management team member. Prior to joining us, from 1998 to 2000 he was at Compaq Computer, a computer
manufacturer, From 1980 to 1998, Mr. Jain served at Digital Equipment Corporation, or DEC, as Senjor Consulting
Engineer when DEC was acquired by Compaq Computer. He received a BS degree in Electrical Engineering from
Punjab Engineering College in Chandigarh India, and an MSEE from the University of Cincinnati.

Rajiv Khemani has served as our Vice President of Marketing and Sales since January 2007 and has served as
our Vice President of Marketing since June 2003. Prior to joining us, from 1998 to May 2003, he worked for Intel
Corporation, a microprocessor IC company. From 2002 to 2003, he served as General Manager of Intel’s high-end
network processor business unit. From 1999 to 2002, he served as Director of Marketing in Intel’s network
processor division. He joined Intel through Inte!’s acquisition of Netboost, a network processor startup. Prior to
Netboost, Mr. Khemani held engineering, marketing and management positions at Network Appliance and Sun
Microsystems. He received a bachelor degree in Computer Engineering from the Indian Institute of Technology,
New Delhi, an MS in Computer Science from New York University and an MBA from Stanford University Graduate
School of Business.

Corporate Information

We were incorporated in California in November 2000 and reincorporated in Delaware in February 2007. Our
principal offices are located at 805 East Middlefield Road, Mountain View, California 94043, and our telephone
number is (650) 623-7000. Our Web site address is www.caviumnetworks.com. Information found on, or accessible
through, our Web site is not a part of, and is not incorporated into, this Annual Report on Form 10-K. Unless the
context requires otherwise, references in this Annual Report on Form 10-K to “the company,” “we,” “us” and “our”
refer to Cavium Networks, Inc.

Available Information

We file electronically with the United States Securities and Exchange Commission, or SEC, our annual reports
on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, and amendments to those reports filed
or furnished pursvant to Section 13(a) or 15(d) of the Securities Exchange Act of 1934. We make available on our
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website at http://www.caviumnetworks.com, free of charge, copies of these reports as soon as reasonably
practicable after filing these reports with, or furnishing them to, the SEC.

Item 1A. Risk Factors

The following risks and uncertainties may have a material adverse effect on our business, financial condition
or results of operations. Investors should carefully consider the risks described below before making an investment
decision. The risks described below are not the only ones we face. Additional risks not presently known to us or that
we currently believe are immaterial may also significantly impair our business operations. Our business could be
harmed by any of these risks, The trading price of our common stock could decline due to any of these risks, and
investors may lose all or part of their investment.

Risks Related to Our Business and Industry

We have a history of losses, and we may not achieve or sustain profitability in the future, on a quarterly
or annual basis.

We were established in 2000 and have not been profitable in any fiscal period until the quarter ended
September 30, 2007. We experienced net income of $2.0 million for the three months ended December 31, 2007 and
net income of $2.2 million for the twelve months ended December 31, 2007. However, as of December 31, 2007, our
accumulated deficit was $58.7 million. We expect to make significant expenditures related to the development of
our products and expansion of our business, including research and development and sales and administrative
expenses. As a public company, we will also incur significant legal, accounting and other expenses that we did not
incur as a private company. Additionally, we may encounter unforeseen difficulties, complications, product delays
and other unknown factors that require additional expenditures. As a result of these increased expenditores, we may
have to generate and sustain substantially increased revenue to achieve profitability. Our revenue growth trends in
prior periods may not be sustainable. Accordingly, we may not be able to achieve or maintain profitability and we
may continue to incur significant losses in the future.

We face intense competition and expect competition to increase in the future, which could reduce our rev-
enue and customer base.

The market for our products is highly competitive and we expect competition to intensify in the future. This
competition coutd make it more difficult for us to sell our products, and result in increased pricing pressure, reduced
profit margins, increased sales and marketing expenses and failure to increase, or the loss of, market share or
expected market share, any of which would likely seriously harm our business, operating results and financial
condition. For instance, semiconductor products have a history of declining prices as the cost of production is
reduced. However, if market prices decrease faster than product costs, gross and operating margins can be adversely
affected. Currently, we face competition from a number of established companies, including Broadcom Corpo-
ration, Freescale Semiconductor, Inc., Intel Corporation, Marvell Technology Group Ltd., PMC-Sierra, Inc., Hifn,
Inc., and others. We also face competition from a number of private companies, including Raza Microelectronics,
Inc., P.A. Semi and others. A few of our current competitors operate their own fabrication facilities and have, and
some of our potential competitors could have, longer operating histories, greater name recognition, larger customer
bases and significantly greater financial, technical, sales, marketing and other resources than we have. Potential
customers may prefer to purchase from their existing suppliers rather than a new supplier regardless of product
performance or features. -

We expect increased competition from other established and emerging companies both domestically and
internationally. Our current and potential competitors may also establish cooperative relationships among them-
selves or with third parties. If so, new competitors or alliances that include our competitors may emerge that could
acquire significant market share. We expect these trends to continue as companies attempt to strengthen or maintain
their market positions in an evolving industry. In the future, further development by our competitors could cause our
products to become obsolete. We expect continued competition from incumbents as well as from new entrants into
the markets we serve. Our ability to compete depends on a number of factors, including:

» our success in identifying new and emerging markets, applications and technologies;
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* our products’ performance and cost effectiveness relative to that of our competitors’ products;
* our ability to deltver products in large volume on a timely basis at a competitive price;

* our success in utilizing new and proprietary technologies to offer products and features previously not
available in the marketplace;

» our ability to recruit design and application engineers and sales and marketing personnel; and
= our ability to protect our intellectual property.

In addition, we cannot assure you that existing customers or potential customers will not develop their own
products, purchase competitive products or acquire companies that use alternative methads to enable networking,
communication or security applications to facilitate network-aware processing in their systems. Any of these
competitive threats, alone or in combination with others, could seriously harm our business, operating results and
financial condition.

Our customers may cancel their orders, change production quantities or delay production, and if we fail
to forecast demand for our products accurately, we may incur product shortages, delays in product ship-
ments or excess or insufficient product inventory.

We generally do not obtain firm, long-term purchase commitments from our customers. Because production
lead times often exceed the amount of time required to fulfill orders, we often must build in advance of orders,
relying on an imperfect demand forecast to project volumes and product mix, Qur demand forecast accuracy can be
adversely affected by a number of factors, including inaccurate forecasting by our customers, changes in market
conditions, adverse changes in our product order mix and demand for our customers’ products. Even after an order
is received, our customers may cancel these orders or request a decrease in production guantities. Any such
cancellation or decrease subjects us to a number of risks, most notably that our projected sales will not materialize
on schedule or at all, leading to unanticipated revenue shortfalls and excess or obsolete inventory which we may be
unable to sell to other customers. Alternatively, if we are unable to project customer requirements accurately, we
may not build enough products, which could lead to delays in product shipments and lost sales opportunities in the
near term, as well as force our customers to identify alternative sources, which could affect our ongoing
relationships with these customers. We have in the past had customers dramatically increase their requested
production quantities with little or no advance notice. If we do not timely fulfill customer demands, our customers
may cancel their orders and we may be subject to customer claims for cost of replacement. Either underestimating
or overestimating demand would lead to insufficient, excess or obsolete inventory, which could harm our operating
results, cash flow and financial condition, as well as cur relationships with our customers.

We receive a substantial portion of our revenues from a limited number of customers, and the loss of, or
a significant reduction in, orders from one or a few of our major customers would adversely affect our
operations and financial condition.

We receive a substantial portion of our revenues from a limited number of customers. We received an aggregate
of approximately 56%, 56% and 52% of our revenues from our top five customers for the years ended December 31,
2007, 2006 and 2005, respectively, We anticipate that we will continue to be dependent on a limited number of
customers for a significant portion of our revenues in the immediate future and in some cases the portion of our
revenues attributable to certain customers may increase in the future. However, we may not be able to maintain or
increase sales to certain of our top customers for a variety of reasons, including the following:

* our agreements with our customers do not require them to purchase a minimum quantity of our products;

* some of our customers can stop incorporating our products into their own products with limited notice to us
and suffer littie or no penalty; and

= many of our customers have pre-existing or concurrent relattonships with our current or potential com-
petitors that may affect the customers’ decisions to purchase our products.
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In the past, we have relied in significant part on our strategic relationships with customers that are technology
leaders in our target markets. We intend to pursue the expansion of such relationships and the formation of new
strategic relationships but we cannot assure you that we will be able to do so. These relationships often require us to
develop new products that may involve significant technological challenges. Our customers frequently place
considerable pressure on us to meet their tight development schedules. Accordingly, we may have to devote a
substantial amount of our resources to our strategic relationships, which could detract from or delay our completion
of other important development projects. Delays in development could impair our relationships with our strategic
customers and negatively impact sales of the products under development. Moreover, it is possible that our
customers may develop their own product or adopt a competitor’s solution for products that they currently buy from
us. If that happens, our sales would decline and our business, financial condition and results of operations could be
materially and adversely affected.

In addition, our relationships with some customers may also deter other potential customers who compete with
these customers from buying our products. To attracl new customers or retain existing customers, we may offer
certain customers favorable prices on our products. In that event, our average selling prices and gross margins would
decline. The loss of a key customer, a reduction in sales 10 any key customer or our inability to afttract new
significant customers could seriously impact our revenue and materially and adversely affect our results of
operations. :

We expect our operating results to fluctuate.

We expect our revenues and expense levels to vary in the future, making it difficult to predict our future
operating results. In particular, we experience variability in demand for our products as our customers manage their
product introduction dates and their inventories.

Additional factors that could cause our results to fluctuate include, among other things:
« fluctuations in demand, sales cycles, product mix and prices for our products;

« the timing of our product introductions, and the variability in lead time between the time when a customer
begins to design in one of our products and the time when the customer’s end system goes into production
and they begin purchasing our products;

+ the forecasting, scheduling, rescheduling or cancellation of orders by our customers;

+ our ability to successfully define, design and release new products in a timely manner that meet our
customers’ needs;

» changes in manufacturing costs, including wafer, test and assembly costs, mask costs, manufacturing yields
and product quality and reliability;

« the timing and availability of adequate manufacturing capacity from our manufacturing suppliers;
+ the liming of announcements by our competitors or us;

+ future accounting pronouncements and changes in accounting policies;

« volatility in our stock price, which may lead to higher stock compensation ¢xpenses;

« general economic and political conditions in the countries where we operate or our products are sold or used,
costs associated with litigation, especially retated to intellectual property; and

+ productivity and growth of our sales and marketing force.
Unfavorable changes in any of the above factors, most of which are beyond our control, could significantly
harm our business and results of operations.
We may not sustain our growth rate, and we may not be able to manage any Sfuture growth effectively.
We have experienced significant growth in a short period of time. Our revenues increased from approximately

$19.4 million in 2005 to $34.2 million in 2006 and $54.2 million in 2007. We may not achieve similar growth rates
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in future periods. You should not rely on our operating results for any prior quarterly or annual periods as an
indication of our future operating performance. If we are unable to maintain adequate revenue growth, our financial
results could suffer and our stock price could decline.

To manage our growth successfully and handle the responsibilities of being a public company, we believe we
must effectively, among other things:

* recruit, hire, train and manage additional qualified engineers for our research and development activities,
especially in the positions of design engineering, product and test engineering, and applications engineering;

* add additional sales personnel and expand sales offices;
* implement and improve our administrative, financial and operational systems, procedures and controls; and

» enhance our information technology support for enterprise resource planning and design engineering by
adapting and expanding our systems and tool capabilities, and properly training new hires as to their use.

If we are unable to manage our growth effectively, we may not be able to take advantage of market
opportunities or develop new products and we may fail to satisfy customer requirements, maintain product quality,
exccute our business plan or respond to competitive pressures,

The average selling prices of products in our markets have historically decreased over time and will likely
do so in the future, which could harm our revenues and gross profits.

Average selling prices of semiconductor products in the markets we serve have historically decreased over
time. Our gross profits and financial results will suffer if we are unable to offset any reductions in our average selling
prices by reducing our costs, developing new or enhanced products on a timely basis with higher selling prices or
gross profits, or increasing our sales volumes. Additionally, because we do not operate our own manufacturing,
assembly or testing facilities, we may not be able to reduce our costs as rapidly as companies that operate their own
facilities, and our costs may even increase, which coutd also reduce our margins. We have reduced the prices of our
products in anticipation of future competitive pricing pressures, new product introductions by us or our competitors
and other factors. We expect that we will have to do so again in the future.

We may be unsuccessful in developing and selling new products or in penetrating new markets.

We operate in a dynamic environment characterized by rapidly changing technologies and industry standards
and technological obsolescence. Qur competitiveness and future success depend on our ability to design, develop,
manufacture, assemble, test, market and support new products and enhancements on a timely and cost effective
basis. A fundamental shift in technologies in any of our product markets could harm our competitive position within
these markets. Our failure to anticipate these shifts, to develop new technologies or to react to changes in existing
technologies could materially delay our development of new products, which could resuit in product obsolescence,
decreased revenues and a loss of design wins 10 our competitors. The success of a new product depends on accurate
forecasts of long-term market demand and future technological developments, as well as on a variety of specific
implementation factors, including:

+ timely and efficient compietion of process design and transfer to manufacturing, assembly and test
processes;

* the quality, performance and reliability of the product; and
+» effective marketing, sales and service.
If we fail to introduce new products that meet the demand of our customers or penetrate new markets that we
target our resources on, our revenues will likely decrease over time and our financial condition could suffer.
Fluctuations in the mix of products sold may adversely affect our financial results.

Because of the wide price differences among our processors, the mix and types of performance capabilities of
processors sold affect the average selling price of our products and have a substantial impact on our revenue.
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Generally, sales of higher performance products have higher gross margins than sales of lower performance
products. We currently offer both higher and lower performance products within each of our NITROX and
QCTEON product families. To the extent our sales mix shifts toward increased sales of lower performance products,
our overall gross margins will be negatively affected. Fluctuations in the mix and types of our preducts may also
affect the extent to which we are able to recover our fixed costs and investments that are associated with a particular
product, and as a result can negatively impact our financial results. -

Our products must meet exact specifications, and defects and failures may occur, which may cause cus-
tomers to return or stop buying our producis. ’ ‘

Our customers generally establish demanding specifications for quality, performance and reliability that our
products must meet. However, our products are highly complex and may countain defects and failures when they are
first introduced or as new versions are released. If defects and failures occur in our products during the design phase
or after, we could experience lost revenues, increased costs, including warranty expense and costs associated with
customer support, delays in or cancellations or rescheduling of orders or shipments, product returns or discounts,
diversion of management resources or damage to our reputation: and brand equity, and in some cases consequential
damages, any of which would harm our operating results. In addition, delays in our ability to fill product orders as a
result of quality control issues may negatively impact our retationship with our customers. We cannot assure you
that we will have sufficient resources, including any available insurance, to satisfy any asserted claims.

We may have difficulty selling our producis if our customers do not design our products into their sys-
tems, and the nature of the design process requires us to incur expenses prior to recognizing revenues
associated with those expenses which may adversely affect our financial results.

One of our primary focuses is on winning competitive bid selection processes, known as “design wins,” to
develop products for use in our customers’ products. We devote significant time and resources in working with our
customers’ system designers to understand their future needs and to provide producis that we believe will meet those
needs and these bid selection processes can be lengthy. If a customer’s system designer initially chooses a
competitor’s product, it becomes significantly more difficull for us to sell our products for use in that system
because changing suppliers can involve significant cost, time, effort and risk for our customers. Thus, our failure to
win a competitive bid can result in our foregoing revenues from a given customer’s product line for the life of that
product. In addition, design opportunities may be infrequent or may be delayed. Our ability-to compete in the future
will depend, in large part, on our ability to design products to ensure compliance with our customers’ and potential
customers’ specifications. We expect to invest significant time and resources and to incur significant expenses to
design our products to ensure compliance with relevant specifications.

We often incur significant expenditures in the development of a new product without any assurance that our
customers’ system designers will select our product for use in their applications. We often are required to anticipate
which product designs will generate demand in advance of our customers expressly indicating a need for that
particular design. Even if our customers’ system designers select our products, a substantial period of time will
elapse before we generate revenues related to the significant expenses we have incurred,

The reasons for this delay generally include the following elements of our product sales and development cycle
timeline and related influences:

+ our customers usually require a comprehensive technical evaluation of our products before they incorporate
them into their designs;

« it can take from nine months to three years from the time our products are selected to commence commercial
shipments; and our customers may experience changed market conditions or product development issues.
The resources devoted to product development and sales and marketing may not generate material revenue
for us, and from time to time, we may need to write off excess and obsolete inventory if we have produced
product in anticipation of expected demand. We may spend resources on the development of products that
our customers may not adopt. If we incur significant expenses and investments in inventory in the future that
we are not able to recover, and we are not able to compensate for those expenses, our operating results could
be adversely affected. In addition, if we sell our products at reduced prices in anticipation of cost reductions
but still hold higher cost products in inventory, our operating results would be harmed.
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Additionally, even if system designers use our products in their systems, we cannot assure you that these
systems will be commercially successful or that we will receive significant revenue from the sales of processors for
those systems. As a result, we may be unable to accurately forecast the volume and timing of our ordeis and
revenues associated with any new product introductions.

If customers do not believe our products solve a critical need, our revenues will decline.

Our products are used in networking and security equipment including routers, switches, UTM appliances,
intelligent switches, application-aware gateways, triple-play gateways, WLAN and 3G access and aggregation
devices, storage networking equipment, servers, and intelligent network interface cards.

In order to meet our growth and strategic objectives, providers of networking equipment must continue to
incorporate our products into their systems and the demands for their systems must grow as well. Our future
depends in large part on factors outside our control, and the sale of next-generation networks may not meet our
revenue growth and strategic objectives.

In the event we terminate one of our distributor arrangements, it could lead to a loss of revenues and pos-
sible product returns.

A portion of our sales are made through third-party distribution agreements. Termination of a distributor
relationship, either by us or by the distributor, could result in a temporary or permanent loss of revenues, until a
replacement distributor can be established to service the affected end-user customers. We may not be successful in
finding suitable alternative distributors on satisfactory terms or at all and this could adversely affect our ability o
sell in certain locations or to certain end-user customers. Additionally, if we terminate our relationship with a
distributor, we may be obligated to repurchase unsold products. We record a reserve for estimated returns and price
credits. If actual returns and credits exceed our estimates, our operating results could be harmed. Our arrangements
with our distributors typically also include price protection provisions if we reduce our fist prices.

We rely on our ecosystem partners to enhance our product offerings and our inability to continue to
develop or maintain such relationships in the future would harm our ability to remain competitive.

We have developed relationships with third parties, which we refer to as ecosystem partners, which provide
operating systems, tool support, reference designs and other services designed for specific uses with our SoCs. We
believe that these relationships enhance our customers’ ability to get their products to market quickly. If we are
unable to continue to develop or maintain these relationships, we might not be able to enhance our customers’
ability to commercialize their products in a timely fashion and our ability to remain competitive would be harmed.

The loss of any of our key personnel could seriously harm our business, and our failure to attract or
retain specialized technical, management or sales and marketing talent could impair our ability to grow
our business.

We believe our future success will depend in large part upon our ability to attract, retain and motivate highly
skilled managerial, engineering, sales and marketing personnel. The loss of any key employees or the inability to
attract, retain or motivate qualified personnel, including engineers and sales and marketing personnel, could delay
the development and introduction of and harm cur ability to sell our products. We believe that our future success is
highly dependent on the contributions of Syed Ali, our co-founder, President and Chief Executive Officer, and
others. None of our employees have fixed-term employment contracts; they are ail at-will employees. The loss of
the services of Mr. Ali, other executive officers or certain other key personnel could materially and adversely atfect
our business, financial condition and results of operations. For instance, if any of these individuals were to leave our
company unexpectedly, we could face substantial difficulty in hiring qualified successors and could experience a
loss in productivity during the search for and while any such successor is integrated into our business and
operations.

There is currently a shortage of qualified technical personnel with significant experience in the design,
development, manufacturing, marketing and sales of integrated circuits. In particular, there is a shortage of
engineers who are familiar with the intricacies of the design and manufacture of networking processors, and

14




competition for these engineers is intense. Our key technical personnel represent a significant asset and serve as the
source of our technological and product innovations. We may not be successful in attracting, retaining and
motivating sufficient numbers of technical personnel to support our anticipated growth.

To date, we have relied primarily on our direct marketing and sales force to drive new customer design wins
and to sell our products. Because we are looking to expand our customer base and grow our sales to existing
customers, we will need to hire additional qualified sales personnel in the near term and beyond if we are 1o achieve
revenue growth. The competition for qualified marketing and sales personnel in our indusiry, and particularly in
Siticon Valley, is very intense. If we are unable to hire, train, deploy and manage qualified sales personnel in a
timely manner, our ability to grow our business will be impaired. In addition, if we are unable to retain our existing
sales personnel, our ability to maintain or grow our current level of revenues will be adversely affected.

Stock options generally comprise a significant portion of our compensation packages for alt employees. The
FASB requirement to expense the fair value of stock options awarded to employees beginning in the first quarter of
our fiscal 2006 has increased our operating expenses and may cause us to reevaluate our compensation structure for
our employees. Our inability to attract, retain and motivate additional key employees could have an adverse effect
on our business, financial condition and results of operations.

We have a limited operating history, and we may have difficulty accurately predicting our future revenues
for the purpose of appropriately budgeting and adjusting our expenses.

We were established in 2000. We have not been profitable in any fiscal period until the quarter ended
September 30, 2007. We experienced net income of $2.0 million and $2.2 million for the three months and twelve
months ended December 31, 2007. Since we have only two quarters of operating profitability, we do not have an
extended history from which to predict and manage profitability. Our limited operating experience, a dynamic and
rapidly evolving market in which we sell our products, our dependence on a limited number of customers, as well as
numerous other factors beyond our control, impede our ability to forecast quarterly and annual revenues accurately.
As a result, we could experience budgeting and cash flow management problems, unexpected fluctuations in our
results of operations and other difficulties, any of which could make it difficult for us to gain and maintain
profitability and could increase the volatility of the market price of our common stock.

Some of our operations and a significant portion of our customers and contract manufacturers are
located outside of the United States, which subjects us to additional risks, including increased complexity
and costs of managing international operations and geopolitical instability.

We have sales offices and research and development facilities and we conduct, and expect to continue to
conduct, a significant amount of our business with companies that are located outside the United States, particularly
in Asia and Europe. Even customers of ours that are based in the United States often use contract manufacturers
based in Asia to manufacture their systems, and it is the contract manufacturers that purchase products directly from
us. As a result of our international focus, we face numerous challenges, including:

« increased complexity and costs of managing international operations;
* longer and more difficult collection of receivables;

« difficulties in enforcing contracts generally;

+ geopolitical and economic instability and military conflicts;

* limited protection of our intellectual property and other assets;

« compliance with local laws and regulations and unanticipated changes in local laws and regulations,
including tax laws and regulations;

+ trade and foreign exchange restrictions and higher tariffs; -

= travel restrictions;
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* timing and availability of import and export licenses and other governmental approvals, permits and
licenses, including export classification requirements;

» foreign currency exchange fluctuations relating to our international operating activities;

* transportation delays and limited local infrastructure and disruptions, such as large scale outages or
interruptions of service from utilities or telecommunications providers;

+ difficulties in staffing international operations;

* heightened risk of terrorism;

¢ local business and cultural factors that differ from our normal standards and practices;
+ differing empioyment practices and labor issues;

* regional health issues (e.g., SARS) and natural disasters; and

* work stoppages.

We outsource our wafer fabrication, assembly, testing, warehousing and shipping operations to third par-
ties, and rely on these parties to produce and deliver our products according to requested demands in
specification, quantity, cost and time.

We rely on third parties for substantially atl of our manufacturing operations, including wafer fabrication,
assembly, testing, warchousing and shipping. We depend on these parties to supply us with material of a requested
quantity in a timely manner that meets our standards for yield, cost and manufacturing quality. We do not have any
long-term supply agreements with our manufacturing suppliérs. Any problems with our manufacturing supply
chain could adversely impact our ability to ship our products to our customers on time and in the quantity required,
which in turn could cause an unanticipated decline in our sales and possibly damage our customer relationships.

The fabrication of integrated circuits is a complex and technically demanding process. Qur foundries could,
from time to time, experience manufacturing defects and reduced manufacturing yields. Changes in manufacturing
processes or the inadvertent use of defective or contaminated materials by our foundries could result in lower than
anticipated manufacturing yields or unacceptable performance. Many of these problems are difficult to detect at an
early stage of the manufacturing process and may be time consuming and expensive to correct. Poer yields from our
foundries, or defects, integration issues or other performance problems in our products could cause us significant
customer relations and business reputation problems, harm our financial results and result in financial or other
damages to our customers, OQur customers could also seek damages from us for their losses. A product liability claim
brought against us, even if unsuccessful, would likely be time consuming and costly to defend.

Our products are manufactured at a limited number of locations. If we experience manufacturing problems at a
particular location, we would be required to transfer manufacturing to a backup location or supplier. Converting or
transferring manufacturing from a primary location or supplier to a backup fabrication facility could be expensive
and could take one to two quarters. During such a transition, we would be required to meet customer demand from
our then-existing inventory, as well as any partially finished goods that can be modified to the required product
specifications. As a result, we may not be able to meet customer needs during such a transition, which could delay
shipments, cause a production delay or stoppage for our customers, result in a decline in our sales and damage our
customer relationships. In addition, we have no long-term supply contracts with the foundries that we work with.
Availability of foundry capacity has in the recent past been reduced due to strong demand. The ability of each
foundry to provide us with semiconductor devices is limited by its available capacity and existing obligations.
Foundry capacity may not be available when we need it or at reasonable prices.

In addition, a significant portion of our sales is to customers that practice just-in-time order management from
their suppliers, which gives us a very lirnited amount of time in which to process and complete these orders. As a
result, delays in our production or shipping by the parties to whom we outsource these functions could reduce our
sales, damage our customer relationships and damage our reputation in the marketplace, any of which could harm
our business, results of operations and financtal condition.
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Any increase in the manufacturing cost of our products could reduce our gross margins and operating
profit.

The semiconductor business exhibits ongoing competitive pricing pressure from customers and competitors.
Accordingly, any increase in the cost of our products, whether by adverse purchase price variances or adverse
manufacturing cost variances, will reduce our gross margins and operating profit. We do not have any long-term
supply agreements with our manufacturing suppliers and we typically negotiate pricing on a purchase order by
purchase order basis. Consequently, we may not be able to obtain price reductions or anticipate or prevent future
price increases from our suppliers.

Some of our competitors may be better financed than we are, may have long-term agreements with our main
foundries and may induce our foundries to reallocate capacity to those customers. This reallocation could impair
our ability to secure the supply of components that we need. Although we use several independent foundries to
manufacture substantially all of our semiconductor products, most of our components are not manufactured at more
than one foundry at any given time, and our products typically are designed to be manufactured in a specific process
at only one of these foundries. Accordingly, if one of our foundries is unable to provide us with components as
needed, we could experience significant delays in securing sufficient supplies of those components. We cannot
assure you that any of our existing or new foundries will be able to produce integrated circuits with acceptable
manufacturing yields, or that our foundries will be able to deliver enough semiconductor devices to us on a timely
basis, or at reasonable prices. These and other related factors could impair our abitity to meet our customers’ needs

"and have a material and adverse effect on our operating results.

In order to secure sufficient foundry capacity when demand is high and mitigate the risks described in the
foregoing paragraph, we may enter into various arrangements with suppliers that could be costly and harm our
operating results, such as nonrefundable deposits with or loans to foundries in exchange for capacity commitments
and contracts that commit us to purchase specified quantities of integrated circuits over extended periods. We may
not be able to make any such arrangement in a timely fashion or at all, and any arrangements may be costly, reduce
our financial flexibility, and not be on terms favorable to us. Moreover, if we are able to secure foundry capacity, we
may be obligated to use all of that capacity or incur penalties. These penaltics may be expensive and could harm our
financial resuits.

If we fail to maintain an effective system of internal controls, we may not be able to accurately report
our financial results or prevent fraud.

Effective internal controls are necessary for us to provide reliable financial reports and effectively prevent
fraud. Any inability to provide reliable financial reports or prevent fraud could harm our business. The Sarbanes-
Oxley Act of 2002 requires management and our auditors to ¢valuate and assess the effectiveness of our internal
control over financial reporting. We will be required to adhere to these requirements by the end of calendar year
2008. These Sarbanes-Oxley Act requirements may be modified, supplemented or amended from time to time.
Implementing these changes may take a significant amount of time and may require specific compliance training of
our personnel, In the future, we may discover areas of our internal controls that need improvement. If our auditors or
we discover a material weakness, the disclosure of that fact, even if quickly remedied, could reduce the market’s
confidence in our financial statements and harm our stock price. We may not be able to effectively and timely
implement necessary control changes and employee training to ensure continued compliance with the Sarbanes-
Oxley Act and other regulatory and reporting requirements. Our rapid growth in recent periods, and our possible
future expansion through acquisitions, present challenges to maintain the internal control and disclosure control
standards applicable to public companies. If we fail to maintain effective internal controls, we could be subject to
regulatory serutiny and sanctions and investors could lose confidence in the accuracy and completeness of our
financial reports. We cannot assure you that we will be able to fully comply with the requirements of the Sarbanes-
Oxley Aét or that management or our auditors will conclude that our internal controls are effective in future periods.

We rely on third-party technologies for the development of our preducts and our inability to use such
.technologies in the future would harm our ability to remain competitive.

We rely on third parties for technelogies that are integrated into our products, such as wafer fabrication and
assembly and test technologies used by our contract manufacturers, as well as licensed MIPS architecture
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technologies. If we are unable to continue to use or license these technologies on reasonable terms, or if these
technologies fail to operate properly, we may not be able to secure alternatives in a timely manner and our ability to
remain competitive would be harmed. In addition, if we are unable to successfully license technology from third
parties 1o develop future products, we may not be able to develop such products in a timely manner or at all.

Our failure to protect our intellectual property rights adequately could impair our ability to compete
effectively or to defend ourselves from litigation, which could harm our business, financial condition and
results of aperations.

We rely primarily on patent, copyright, trademark and trade secret laws, as well as confidentiality and
nondisclosure agreements and other methods, to protect our proprietary technologies and know-how. We have been
issued 13 patents in the United States and two patents in foreign countries and have additional 24 patent applications
pending in the United States and 21 patent applications pending in foreign countries. Even if the pending patent
applications are granted, the rights granted to us may not be meaningful or provide us with any commercial
advantage. For example, these patents could be opposed, contested, circumvented or designed around by our
competitors or be declared invalid or unenforceable in judicial or administrative proceedings. The failure of our
patents to adequately protect our technology might make it easier for our competitors to offer similar products or
technologies. Our foreign patent protection is generally not as comprehensive as our United States. patent
protection and may not protect our intellectual property in some countries where our products are sold or may
be sold in the future, Many United States-based companies have encountered substantial intellectual property
infringement in foreign countries, including countries where we sell products. Even if foreign patents are granted,
effective enforcement in foreign countries may not be available.

Monitoring unauthorized use of our intellectual property is difficult and costly. Although we are not aware of
any unauthorized use of our intellectual property in the past, it is possible that unauthorized use of our intelectual
property may have occurred or may occur without our knowledge. We cannot assure you that the steps we have
taken will prevent unauthorized use of our intellectual property.

Our failure to effectively protect our intellectual property could reduce the value of our technology in licensing
arrangements or in cross-licensing negotiations, and could harm our business, results of operations and financial
condition. We may in the future need to initiate infringement claims or litigation. Litigation, whether we are a
plaintiff or a defendant, can be expensive, time consuming and may divert the efforts of our technical staff and
managerial personnel, which could harm our business, whether or not such litigation results in a determination
favorable to us.

Some of the software used with our products, as well as that of some of our customers, may be derived from so
called “open source™ software that is generally made available to the public by its authors and/or other third parties.
Such open source software is often made available to us under licenses, such as the GNU General Public License,
which impose certain obligations on us in the event we were to make available derivative works of the open source
software. These obligations may require us to make source code for the derivative works available to the public,
and/or license such derivative works under a particular type of license, rather than the forms of license customarily
used to protect our intellectual property. In addition, there is little or no legal precedent for interpreting the terms of
certain of these open source licenses, including the determination of which works are subject to the terms of such
licenses. While we believe we have complied with our obligations under the various applicable licenses for open
source software, in the event the copyright holder of any open source software were to successfully establish in court
that we had not complied with the terms of a license for a particular work, we could be required to release the source
code of that work to the public and/or stop distribution of that work.

Assertions by third parties of infringement by us of their intellectual property rights could result in signif-
icant costs and cause our operating results to suffer.

The semiconductor industry is characterized by vigorous protection and pursuit of intellectual property rights
and postitions, which has resulted in protracted and expensive litigation for many companies. We expect that in the
future we may receive, particularly as a public company, communications from various industry participants
alleging our infringement of their patents, trade secrets or other intellectual property rights. Any lawsuits resulting
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from such allegations could subject us to significant liability for damages and invalidate our proprietary rights. Any
potential intellectual property litigation also could force us to do one or more of the following:

« stop selling products or using technology that contain the allegedly infringing intellectual property;

« lose the opportunity to license our technology to others or to collect royalty payments based upon successful
protection and assertion of our intellectual property against others; incur significant legal expenses;

« pay substantial damages to the party whose intellectual property rights we may be found to be infringing;
+ redesign those products that contain the allegedly infringing intellectual property; or

« attempt to obtain a license to the relevant intellectual property from third parties, which may not be available
on reasonable terms or at all.

Any significant impairment of our intellectual property rights from any litigation we face could harm our
business and our ability to compete.

Our customers could also become the target of litigation relating to the patent and other intellectual property
rights of others. This could trigger technical support and indemnification obligations in some of our licenses or
customer agreements. These obligations could result in substantial expenses, including the payment by us of costs
and damages relating to claims of intellectuat property infringement. In addition to the time and expense required
for us to provide support or indemnification to our customers, any such litigation could disrupt the businesses of our
customers, which in turn could hurt our relationships with our customers and cause the sale of our products to
decrease. We cannot assure you that claims for indemnification will not be made or that if made, such claims would
not have a material adverse effect on our business, operating results or financial conditions.

Our third-party contractors are concentrated primarily in Taiwan, an area subject to earthquake and
other risks. Any disruption to the operations of these contractors could cause significant delays in the
production or shipment of our products.

Substantially all of our products are manufactured by third-party contractors located in Taiwan. The risk of an
earthquake in Taiwan and elsewhere in the Pacific Rim region is significant due to the proximity of major
earthquake fault lines to the facilities of our foundries and assembly and test subcontractors. For example, several
major earthquakes have occurred in Taiwan since our incorporation in 2000. Although our third-party contractors
did not suffer any significant damage as a result of these most recent earthquakes, the occurrence of additional
earthquakes or other natural disasters could result in the disruption of our foundry or assembly and test capacity.
Any disruption resultitfg from such events could cause significant delays in the production or shipment of our
products until we are able to shift our manufacturing, assembling or testing from the affected contractor to another
third-party vendor. We may not be able to obtain alternate capacity on favorable terms, if at all.

The semiconductor and communications industries have historically experienced significant fluctuations
with prolonged downturns, which could impact our operating results, financial condition and cash flows.

The semiconductor industry has historically exhibited cyclical behavior, which at various times has included
significant downturns in customer demand. Though we have not yet experienced any of these industry downturns,
we may in the future. Because a significant portion of our expenses is fixed in the near term or is incurred in advance
of anticipated sales, we may not be able to decrease our expenses rapidly enough to offset any unanticipated
shortfall in revenues. If this situation were to occur, it could adversely affect our operating results, cash flow and
financial condition. Furthermore, the semiconductor industry has periodically experienced periods of increased
demand and production constraints. If this happens in the future, we may not be able to produce sufficient quantities
of our products to meet the increased demand. We may also have difficulty in obtaining sufficient wafer, assembly
and test resources from our subcontract manufacturers. Any factor adversely affecting the semiconductor industry
in general, or the particular segments of the industry that our products target, may adversely affect our ability to
generate revenue and could negatively impact our operating results.

The communications industry has, in the past, experienced pronounced downturns, and these cycles may
continue in the future. To respond to a downturn, many networking equipment providers may slow their research
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and development activities, cancel or delay new product development, reduce their inventories and take a cautious
approach to acquiring our products, which would have a significant negative impact on our business. If this situation
were to occur, it could adversely affect our operating results, cash flow and financial condition. In the future, any of
these trends may also cause our operating results to fluctuate significantly from year to year, which may increase the
volatility of the price of our stock.

We may experience difficulties in transitioning to new wafer fabrication process technologies or in
achieving higher levels of design integration, which may result in reduced manufacturing vields, delays
in product deliveries and increased expenses.

In order to remain competitive, we expect to continue to transition our semiconductor products to increasingly
smaller line width geometries. This transition requires us to modify our designs to work with the manufacturing
processes of our foundries. We periodically evaluate the benefits, on a product-by-product basis, of migrating to
new process technologies to reduce cost and improve performance. We may face difficulties, delays and expenses as
we continue to transition our products to new processes, We are dependent on our relationships with our foundry
contractors to transition to new processes successfully. We cannot assure you that the foundries that we use will be
able to effectively manage the transition or that we will be able to maintain our existing foundry relationships or
develop new ones. If any of our foundry contractors or we experience significant delays in this transition or fail to
efficiently implement this transition, we could experience reduced manufacturing yields, delays in product
deliveries and increased expenses, all of which could harm our relationships with our customers and our results
of operations. As new processes become more prevalent, we expect to continue to integrate greater levels of
functionality, as well as customer and third-party intellectual property, into our products. However, we may not be
able to achieve higher levels of design integration or deliver new integrated products on a timely basis.

Any acquisitions we make could disrupt our business and harm our financial condition.

In the future, we may choose to acquire companies that are complementary to our business, including for the
purpose of expanding our new product design capacity, introducing new design, market or application skills or
enhancing and expanding our existing product lines. In connection with any such future acquisitions, we may need
to use a significant portion of our available cash, issue additional equity securities that would dilute current
stockholders’ percentage ownership and incur substantial debt or contingent liabilities. Such actions could
adversely impact our operating results and the market price of our common stock. In addition, difficulties in
assimilating any acquired workforce, merging operations or avoiding unplanned attrition could disrupt or harm our
business. Furthermore, the purchase price of any acquired businesses may exceed the current fair values of the net
tangible assets of the acquired businesses. As a result, we would be required to record material amounts of goodwill,
and acquired in-process research and development charges and other intangible assets, which could result in
significant impairment and acquired in-process research and development charges and amortization expense in
future periods. These charges, in addition 1o the results of operations of such acquired businesses, could have a
material adverse effect on our business, financial condition and results of operations. We cannot forecast the
number, timing or size of future acquisitions, or the effect that any such acquisitions might have on our operating or
financial results.

We may need to raise additional capital, which might not be available or which, if available, may be on
terms that are not favorable to use.

We believe our existing cash balances and cash expected to be generated from our operations will be sufficient
to meet our working capital, capital expenditures and other needs for at least the next twelve months. 1n the future,
we may need to raise additional funds, and we cannot be certain that we will be able to obtain additional financing
on favorable terms, if at all. If we issue equity securities to raise additional funds, the ownership percentage of our
stockholders would be reduced, and the new equity securities may have rights, preferences or privileges senior to
those of existing holders of our common stock. If we borrow money, we may incur significant interest charges,
which could harm our profitability. Holders of debt would also have rights, preferences or privileges senior to those
of existing holders of our common stock. If we cannot raise needed funds on acceptable terms, we may not be able to
develop or enhance our products, take advantage of future opportunities or respond to competitive pressures or
unanticipated requirements, which could harm our business, operating results and financial condition.
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Our future effective tax rates could be affected by the allocation of our income among different geo-
graphic regions, which could affect our future operating results, financial condition and cash flows.

© 'We are in the process of exi)anding our international operations and staff to better support our expansion into
international markets. This expansion inctudes the implementation of an international structure that includes,
among other things, a research and development cost-sharing arrangement, certain licenses and other contractual
arrangements between us and our wholly-owned domestic and foreign subsidiaries. As a result of these changes, we
anticipate that our consolidated pre-tax income will be subject to foreign tax at relatively lower tax rates when
compared to the United States federal statutory tax rate and, as a consequence, our effective income tax rate is
expected to be lower than the United States federal statutory rate. Our future effective income tax rates could be
adversely affected if tax authorities challenge our international tax structure or if the relative mix of United States
and international income changes for any reason. Accordingly, there can be no assurance that our income tax rate
will be less than the United States federal statutory rate.

Risks Related to our Common Stock

The market pricé of our common stock may be volatile, which could cause the value of your investment
to decline.

The trading prices of the securities of technology companies have been highly volatile. Further, our common
stock has a limited trading history. Since our initial public offering in May 2007 through December 31, 2007, our
stock price has fluctuated from a low of $13.50 to a high of $35.60. We cannot predict the extent to which the trading
market will continue to develop or how liquid the market may become. The trading price of our common stock is
therefore likely to be highly volatile and could be subject to wide fluctuations in price in response to various factors,
some of which are beyond our control. These factors include:

» quarterly variations in our results of operations or those of our competitors;
+ general economic conditions and slow or negative growth of related markets;

+ announcements by us or our competitors of design wins, acquisitions, new products, significant contracts,
commercial relationships or capital commitments;

« our ability to develop and market new and enhanced products on a timely basis;
= commencement of, or our involvement in, litigation; '

* disruption to c;ur operations;
* the emergence of new sales channels in which we are unable to compete effectively; -
+ any major change in our board of directors or management;

« changes in financial estimates including our ability to meet our future revenue and operating profit or loss
projections; .

. » changes in governmental regulations; and
» changes in earnings estimates or recommendations by securities analysts.

Furthermore, the stock market in general, and the market for semiconductor and other technology companies
in particular, have experienced price and volume fluctuations that have often been unrelated or disproportionate to
the operating performance of those companies. These broad market and industry factors may seriously harm the
market price of our common stock, regardless of our actual operating performance. These trading price fluctuations
may also make it more difficult for us to use our common stock as a means to make acquisitions or to use options to
purchase our common stock to attract and retain employees. In addition, in the past, following periods of volatility
in the overall market and the market price of a company’s securities, securities class action litigation has often been
instituted against these companies. This litigation, if instituted against us, could result in substantial costs and a
diversion of our management’s attention and resources.
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A limited number of stockholders may have the ability to influence the outcome of director elections and
other matters requiring stockholder approval.

Our directors, executive officers and principal stockholders and their affiliates beneficially own approximately
48% of our outstanding common stock as of March 7, 2008. These stockholders, if they acted together, could exert
substantial influence over matters requiring approval by our stockholders, including electing directors, adopting
new compensation plans and approving mergers, acquisitions or other business combination transactions. This
concentration of ownership may discourage, delay or prevent a change of control of our company, which could
deprive our stockholders of an opportunity to receive a premium for their stock as part of a sale of our company and
might reduce our stock price. These actions may be taken even if they are opposed by our other stockholders,

Delaware law and our amended and restated certificate of incorporation and bylaws contain provisions
that could delay or discourage takeover attempts that stockholders may consider favorable.

Provisions in our amended and restated certificate of incorporation and bylaws may have the effect of delaying
or preventing a change of control or changes in our management. These provisions include the following:

+ the division of our board of directors into three classes;

« the right of the board of directors to elect a director to fill a vacancy created by the expansion of the board of
directors or due to the resignation or departure of an existing board member;

« the prohibition of cumulative voting in the election of directors, which would otherwise allow less than a
majority of stockholders to elect director candidates;

* the requirement for the advance notice of nominations for election to the board of directors or for proposing
matters that can be acted upon at a stockholders’ meeting;

« the ability of our board of directors to alter our bylaws without obtaining stockholder approval;

« the ability of the board of directors to issue, without stockholder approval, up to 10,000,000 shares of
preferred stock with terms set by the board of directors, which rights could be senior to those of our common
stock;

« the elimination of the rights of stockholders to call a special meeting of stockholders and to take action by
written consent in lieu of a meeting;

« the required approval of at least *%% of the shares entitled to vote at an election of directors to adopt, amend
or repeal our bylaws or repeal the provisions of our amended and restated certificate of incorporation
regarding the election and removal of directors and the inability of stockholders to take action by written
consent in lieu of a meeting; and

» the required approval of at least a majority of the shares entitled to vote at an election of directors to remove
directors without cause.

In addition, because we are incorporated in Delaware, we are governed by the provisions of Section 203 of the
Delaware General Corporation Law. These provisions may prohibit large stockholders, particularty those owning
15% or more of our outstanding voting stock, from merging or combining with us. These provisions in our amended
and restated certificate of incorporation and bylaws and under Delaware law could discourage potential takeover
attempts, could reduce the price that investors are willing to pay for shares of our common stock in the future and
could potentially result in the market price being lower than they would without these provisions.

Item 1B. Unresclved Staff Comments
Not applicable.

Hem 2. Properties

Our principal executive offices are located in a leased facility in Mountain View, California, consisting of
approximately 32,500 square feet of office space under lease that expires at the end of August 2011. This facility
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accommodates our principal software engineering, sales, marketing, operations and finance and administrative
activities. We also occupy space in Marlboro, Massachusetts, consisting of up to 23,532 square feet under a sublease
that expires at the end of January 2009, which accommodates our product design team. We also lease offices in
Hyderabad and Chennai, India. We do not own any real property. We believe that our leased facilities are adequate
to meet our current needs and that additional facilities are available for lease to meet future needs.

Item 3. Legal Proceedings

From time to time, we may become involved in legal proceedings arising in the ordinary course of our
business. As of the date of this Annual Report on Form 10-K, we are not currently a party to any legal proceedings
the outcome of which, if determined adversely to us, would individually or in the aggregate have a material adverse
effect on our business, operating results, financial condition or cash flows.

Item 4. Submission of Matters to a Vote of Security Holders

No matters were submitted to a vote of our security holders during the fourth quarter ended December 31,
2007.

Part II

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of
Equity Securities

Market Information for Common Stock

Our common stock has been quoted on The NASDAQ Global Market under the symbol “CAVM?” since our
initial public offering on May 2, 2007, Prior to'that time, there was no public market for our common stock. As of
January 31, 2008, there were approximately 207 holders of record of our common stock.

The following table sets forth for the indicated periods the high and low sales prices of our common stock as
reported by The NASDAQ Global Market.

High Low
Second Quarter 2007 (from May 2, 2007} . .. ... .o $26.27 $16.44
Third Quarter 2007 . . . ... .. e $35.60 $21.53
Fourth Quarter 2007 . . .. ... e e e $3475 $21.63

The closing sale price for our common stock as reported by The NASDAQ Global Market was $15.33 per share
on March 7, 2008.

Dividend Policy

We have never paid any cash dividends on our common stock. Our board of directors currently intends to retain
any future earnings to support operations and to finance the growth and development of our business and does not
intend to pay cash dividends on our common stock for the foreseeable future. Any future determination related to
our dividend policy will be made at the discretion of our board.
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Stock Performance Graph(l)

The graph set forth below shows a comparison of the cumulative total stockholder return on our comrmon stock
between May 2, 2007 (the date of our initial public offering) and December 31, 2007, with the cumulative total
return of (i) the NASDAQ Computer Index and (ii) the NASDAQ Composite Index, over the same period. This
graph assumes the investment of $100,000 on May 2, 2007 in our common stock, the NASDAQ Computer Index and
the NASDAQ Composite Index, and assumes the reinvestment of dividends, if any. The graph assumes the initial
value of our common stock on May 2, 2007 was the closing sales price of $16.45 per share. The stockholder return
shown in the graph below is not necessarily indicative of, nor is it intended to forecast, the potential future
pertormance of our common stock, and we do not make or endorse any predictions as to future stockholder returns.
Information used in the graph was obtained from Yahoo, Inc., a source believed to be reliable, but we are not
responsible for any errors or omissions in such information.
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(1)} This Section is not “soliciting material,” is not deemed “filed” with the SEC and is not to be incorporated by
reference in any filing of the Company under the Securities Act of 1933, as amended, or the Securities
Exchange Act of 1934 Act, as amended, whether made before or after the date hereof and irrespective of any
general incorporation language in any such filing.

Recent Sales of Unregistered Securities

{a) Sales of Unregistered Securities

During the year ended December 31, 2007, we granted stock options to purchase an aggregate of
361,375 shares of common stock to our employees and directors under our 2001 Stock Plan at an exercise price
of $8.52 per share. These issuances were undertaken in reliance upon the exemption from registration requirements
of Rule 701 or Sectton 4(2) of the Securities Act.

On July 12, 2007, we issued an aggregate of 28,239 shares of our common stock to Gold Hill Venture Lending
pursuant to its net exercise of warrants to purchase 37,813 sha