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PARTI

Item 1. Business

We provide advanced semiconductor sensor and system solutions based on integrated micro electro-mechanical
systems, or MEMS, technology and mixed signal circuit design. Our revenues have derived primarily from the sale of
sensor products, principally accelerometers and magnetic sensors. During 2012, we continued to make progress in our
business plan to transform ourselves into a multiple-product company serving diverse markets.

Sensor products.

Our sensors are used primarily for motion and direction sensing applications. We combine proprietary thermal-based
MEMS technology and advanced analog mixed signal processing circuitry design into a single chip using a standard
complementary metal-oxide semiconductor, or CMOS, process. We believe that this approach allows us to provide
sensor solutions at a lower cost, with higher performance and greater functionality than our competitors. In addition,
our technology platform allows us to easily integrate additional functions or create new sensors to expand into new
applications. We expect that as MEMS technology advances, it will enable electronic systems to become smaller,
faster, more energy-efficient and less expensive, and that the market for MEMS sensors will continue to expand as
functions and products enabled by MEMS sensor solutions achieve broader penetration in the mobile phone,
consumer, automotive, aerospace, medical and industrial markets.

Our accelerometer products are used to measure tilt, shock, vibration and acceleration, and have a wide range of
applications such as mobile phones, automotive safety systems, cameras and video projectors. Any product that
requires the control or measurement of motion is a potential application for accelerometers. For example, in mobile
phones, accelerometers enable a variety of value-added functions such as image orientation, gaming control and text
scrolling.

In automotive applications, accelerometers are deployed in airbag, electronic stability control, rollover protection, and
navigation systems. Our largest automotive customer is Autoliv, Inc., a leading European automotive safety systems
supplier, which uses our accelerometers in its rollover protection and vehicle stability control systems.

In consumer applications, accelerometers are used in image projectors, cameras, global positioning systems, video
gaming systems and interactive toys. We are among the leading providers of accelerometers for image projectors,
supplying to several Japanese original equipment manufacturers (“OEMs”).

Industrial and medical applications include inclination sensing, earthquake detection and cardiac pacemakers.

We also provide MEMS-based magnetic sensors that bring enhanced digital compass capabilities for mobile
applications such as cell phones, tablet personal computers (“PCs”) and personal navigation devices. Our anisotropic
magneto resistance (“AMR”) based magnetic sensor is well suited for discrete and integrated mobile solutions due to its
high accuracy, good sensitivity across temperature and low power consumption. As the adoption of GPS-enabled

smart phones is accelerating worldwide, we have benefited from this trend through sales of our magnetic sensors to a
major manufacturer of smart phones. At the same time, we are working on developing new magnetic sensor
applications to be used in automotive and industrial markets.

We will continue to capitalize on our proprietary MEMS technology to develop new types of sensors that will broaden
our market opportunities. Our introduction of a MEMS-based flow sensor product for use in industrial applications
such as gas-flow meters is an example of an extension of our thermal accelerometer product.
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System solution products.

Our system solution products consist of wireless sensors that connect the physical environment with enterprise
management and information systems to provide advanced monitoring, automation and control solutions for a range
of industries, as well as inertial systems that provide end-users and systems integrators with MEMS-based solutions
for measurement of static and dynamic motion in a wide variety of challenging environments, including avionics,
remotely operated vehicles, agricultural and construction vehicles, automotive test and wind power turbines.

We have also continued to invest in the development of next-generation, multi-sensor and micro-controller unit, or
MCU integrated system products at both the integrated circuit level for the consumer and mobile market and at the
module level for the high-end industrial, automotive, and general aviation markets. Our next-generation product lines
will combine our core competency in cost competitive MEMS sensor IC design and manufacturing with the core
competency in multi-sensor system integration that we acquired from Crossbow Technology, Inc. or Crossbow
Technology, in 2010.
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Our operations.

We conduct research and development at our headquarters in Andover, Massachusetts and at facilities in San Jose,
California, Chicago, Illinois and Wuxi, Jiangsu Province, China. Our research and development teams work closely
with each other in our product and technology research and development activities. This enables us to access
experienced and creative design talent in the United States, while benefiting from competitive engineering and
manufacturing costs in China. In addition, our presence in China places us in close proximity to the supply chain for
the large Chinese markets for mobile phones and consumer electronics.

Our two subsidiaries in Wuxi, Jiangsu Province, China, are primarily responsible for our manufacturing operations,
including product and manufacturing engineering and quality assurance, as well as application engineering, product
development and sales to support the Asia market.

We manufacture our accelerometer products utilizing a “semi-fabless” model by outsourcing the production of CMOS
wafers and completing the post-CMOS MEMS process in-house. By outsourcing the standard CMOS manufacturing
process, we are able to leverage mature semiconductor infrastructure and standard wafer fabrication processes and, in
turn, more efficiently manage our capital expenditures. Moreover, we believe that retaining the key MEMS
manufacturing process in-house enables us to protect and retain control over our key proprietary technology more
effectively and to create a higher barrier to entry.

We manufacture our magnetic sensor products through utilizing sensor wafers that we produce from both internal and
external fabrication facilities, or fabs, and outsourcing the packaging process and completing the testing process
in-house. By maintaining our own magnetic sensor fab, we can mitigate the risk of shortage of wafer supplies in case
the volume of our requirements for magnetic sensors increases rapidly.

We manufacture our wireless system solution products and partial inertial system solution products through
outsourcing most of the assembly process to third-party contract assembly vendors and performing final testing and
programming functions in-house at our facility in Wuxi. Certain of our inertial system solution products, including
FAA-certified products, have been manufactured by Crossbow Technology under a manufacturing agreement that
expired on December 31, 2012. We are evaluating other FAA-certified vendors to carry on the manufacturing of our
FAA-certified products in the future.

We maintain sales offices in Andover, Massachusetts and San Jose, California, in Shenzhen and Shanghai, China, in
Taipei, Taiwan, and in Yokohama, Japan. We sell our products using our direct sales force, as well as through systems
integrators, resellers, distributors and sales representatives worldwide.

Our Competitive Strengths
Our key competitive strengths include the following:

Proprietary technology enabling superior reliability, functionality and pricing. We have proprietary rights to produce
MEMS accelerometers based on a unique thermal technology which has higher shock tolerance, lower failure rate and
lower cost relative to alternative mechanical solutions. Our accelerometers can be manufactured on a standard CMOS
process with on-chip mixed signal processing, which enables us to enhance reliability and reduces our production
cost. This standardized process enables us to easily integrate additional functions or create new sensors for MEMS
applications beyond accelerometers and expand into the magnetic, touch and flow sensor markets.

Comprehensive system solutions offering. Our sensor solutions involve the development of a fully-integrated sensor
system on a chip, together with the reference designs, algorithms, source code and, in some cases, the application
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content to facilitate rapid commercial introduction. For example, our line of magnetic sensors incorporates our
Intelligent Heading Correction algorithms, which automatically calibrate the device and compensate for extraneous
magnetic interference, providing high accuracy and promoting ease of use. Our Crossbow acquisition has enhanced
our capabilities in designing and developing integrated “smart sensing” solutions. Integrated solutions such as this
enable our customers to shorten their product development cycle and allow for rapid adoption of our products in new
applications.

Leading market position and established customer relationships. We are a pioneer in providing accelerometers to
China’s large mobile phone market. We are also among the leading sensor providers in a diverse range of other
applications such as keystone screen adjustment sensors for image projectors, supplying to several Japanese OEMs. In
addition, our accelerometers are incorporated in vehicle stability control systems for the automotive market, where
Autoliv, Inc. is a major customer. We have developed close working relationships with our customers and regularly
work together with them on new applications development.
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Efficient semi-fabless manufacturing model creating higher entry barrier. The semi-fabless model that we utilize for
our accelerometer sensors reduces capital expenditures while retaining manufacturing control over key MEMS-based
process steps. We outsource the production of standard CMOS wafers, which we consider to be a commodity, to our
foundry service provider, and perform in-house the proprietary post-CMOS MEMS process of building MEMS on top
of the standard CMOS wafer. We believe that by performing proprietary manufacturing processes in-house, we create
a higher barrier to entry.

Strong technology-driven management team. Our management team has extensive experience in the MEMS and
integrated circuit design industry. Our founder and CEO, Dr. Yang Zhao, has been dedicated to the research and
development of MEMS sensors since the early 1990°s while he was a doctoral student at Princeton University, and is
named as an inventor on twelve patents we own and six of our pending patent applications in the United

States. Furthermore, our management team has successfully guided us through our rapid business expansion while
maintaining focus on the development and expansion of our core technological capabilities.

Our Strategy
Key elements of our strategy for growth include the following:

Increase penetration of existing markets and customers. We are actively seeking design wins by building on our
strong existing relationships with major OEM customers in the automotive and industrial markets in China, Taiwan,
Japan, Europe and the United States. Our major OEM accounts have in the past generally focused on a particular
OEM system or application, and we intend to take advantage of our strong relationships in these accounts to seek new
design-in opportunities in a wider range of OEM systems and applications that capitalize on the more diverse range of
technologies and sensor solutions that we can now offer.

Diversify into new sensor and integrated “smart sensing” system products. We have a strong foundation and the
capabilities to diversify into new sensor products, including temperature, pressure, flow sensors and gyroscopes.
Emerging applications for sensors frequently lack incumbent competitors, providing an opportunity for a first-mover
to define the dominant application technology. We also believe that there is an opportunity in integrated sensor
products, which combine multiple sensing devices onto one chip, and “smart sensing” systems that integrate sensors
with on-board processors and other elements such as wireless communications and software to provide a complete
sensing solution.

Maintain cost leadership. We intend to maintain our cost advantage by developing new innovative proprietary
technologies, focusing on designing products on readily available foundry processes, and leveraging our low-cost
manufacturing capabilities in China. For example, an important goal in integrating the businesses we acquired from
Crossbow has been to drive down the manufacturing cost of the acquired products by transitioning manufacturing to
our facility in China.

Leverage cross-continental research and development model to strengthen technology platform. We have research
and development teams in Andover, Chicago, San Jose and Wuxi that work closely with each other in our product and
technology research and development activities. Our U.S. team is responsible for original research and development
activities while our China team focuses on implementing the technology developed by our U.S. team. We believe that
this cross-continental research and development model keeps us at the forefront of MEMS sensor research while
maintaining a competitive cost base.

Engage in selective acquisitions to build new MEMS capabilities. We intend to evaluate and potentially make

acquisitions of technologies and businesses that are complementary to our product portfolio, such as our January 2010
acquisition of business lines from Crossbow and our 2008 acquisition of industrial gas-flow meter technology from

10
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MEMStron. We believe that there is a large market potential for integrated system-on-chip sensor products which
incorporate multiple types of sensors. While we develop our technologies in-house, we are also seeking opportunities
to acquire or license key technologies from third parties as well. We believe our strong core technology platform and
our newly enhanced smart sensing systems design capabilities will also provide us an advantage in integrating the
acquired technologies to create a broader range of sensor solutions products in the market.

Corporate Information
We are a Delaware corporation incorporated in February 1999. Our principal executive offices are located at One

Tech Drive, Suite 325, Andover, Massachusetts 01810. Our telephone number is (978) 738-0900 and our website is
www.memsic.com. Information contained on our website is not part of this Annual Report on Form 10-K.

11
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Conventions that Apply in this Annual Report on Form 10-K
Unless otherwise indicated, references in this Annual Report on Form 10-K to:
. “U.S. dollars,” “$,” and “dollars” are to the legal currency of the United States;

#China” or the “PRC” are to the People’s Republic of China, excluding, for the purpose of this Annual Report on Form
10-K only, Hong Kong, Macau and Taiwan; and

. “RMB” and “Renminbi” are to the legal currency of the People’s Republic of China.
. “Yen” and “Japanese Jen” are to the legal currency of Japan

Unless the context indicates otherwise, “we,” “us,” “our company,” “the Company,” “our,” and “MEMSIC” refer to MEMSIC,
and its subsidiary.

This Annual Report on Form 10-K contains translations of certain RMB and Yen amounts into U.S. dollar amounts at
specified rates. Unless otherwise stated, the translations from RMB and Yen to U.S. dollars were made at the buying
rate in effect on December 31, 2012 in The City of New York for cable transfers of RMB and Yen as certified for
customs purposes by the Federal Reserve Bank of New York, which was RMB6.23 to $1.00 and Yen86.64 to $1.00,
respectively. We make no representation that the RMB, Yen or U.S. dollar amounts referred to in this Annual Report
on Form 10-K could have been or could be converted into U.S. dollars or RMB, as the case may be, at any particular
rate or at all. See “Risk Factors—Risks Related to Doing Business in China—Fluctuations in the value of RMB could
negatively impact our result of operations” and “—Restrictions on currency exchange may limit our ability to receive and
use our revenue effectively” for discussions of the effects of fluctuating exchange rates and currency control on the
value of our common stock. On December 31, 2012, the buying rate of RMB was RMB6.23 to $1.00 and the buying
rate of Yen was Yen86.64 to $1.00.

12
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CAUTIONARY NOTE REGARDING FORWARD-LOOKING STATEMENTS

This Annual Report on Form 10-K, including the sections entitled “Risk Factors,” “Management’s Discussion and

Analysis of Financial Condition and Results of Operations” and “Business,” contains forward-looking statements. These
statements may relate to, but are not limited to, expectations of future operating results or financial performance,

capital expenditures, introduction of new products, regulatory compliance, plans for growth and future operations, as

well as assumptions relating to the foregoing. Forward-looking statements are inherently subject to risks and

uncertainties, some of which cannot be predicted or quantified. These risks and other factors include, but are not

limited to, those listed under “Risk Factors.” In some cases, you can identify forward-looking statements by terminology

such as “may,” “will,” “should,” “could,” “expect,” “plan,” “anticipate,” “believe,” “estimate,” “predict,” “intend,” “potential,’
“continue” or the negative of these terms or other comparable terminology. These statements are only predictions.

Actual events or results may differ materially.

EEINT3 29 ¢ 9

There may be events in the future that we are not able to accurately predict or control and that may cause our actual
results to differ materially from the expectations we describe in our forward-looking statements. Except as required by
applicable law, including the securities laws of the United States and the rules and regulations of the SEC, we do not
plan to publicly update or revise any forward-looking statements contained in this Annual Report on Form 10-K after
we file this Annual Report on Form 10-K, whether as a result of any new information, future events or otherwise.

Before you invest in our common stock, you should be aware that the occurrence of any of the events described in the
“Risk Factors” section and elsewhere in this Annual Report on Form 10-K could harm our business, prospects, operating
results and financial condition. Although we believe that the expectations reflected in the forward-looking statements
are reasonable, we cannot guarantee future results, levels of activity, performance or achievements.

Item 1A. Risk Factors
Risks Relating to Our Business and Industry

Uncertain prospects for the global economy could adversely affect our business, results of operations and financial
condition

Global economies recently experienced a recession that affected all sectors of the economy. There is no certainty that
recent improvements in economic conditions will continue, or that economic conditions will not deteriorate again in
the future. These uncertainties affect businesses such as ours in a number of ways, making it difficult to accurately
forecast and plan our future business activities. Weak economic conditions may lead consumers and businesses to
postpone spending, which may cause our customers to cancel, decrease or delay their existing and future orders with
us. Financial difficulties experienced by our suppliers or distributors could result in product delays, increased accounts
receivable defaults and inventory challenges. If uncertain economic conditions continue or further deteriorate, our
business and results of operations could be materially and adversely affected, as a result of, among other things:

ereduced demand for our products, particularly in industries such as the automotive industry that have been severely
affected by the global recession;

o increased risk of order cancellations or delays;
eincreased pressure on the prices for our products, such as we have continued to experience in the handset market;
. greater difficulty in collecting accounts receivable; and

erisks to our liquidity, including the possibility that we might not have access to our cash and investments when
needed.

We are unable to predict the prospects for recovery from the recent global downturn and the longer the duration of
these uncertainties, the greater the risks we face in operating our business.

13
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Our quarterly and annual operating results have fluctuated and may continue to fluctuate and are difficult to predict
and if we do not meet financial expectations of securities analysts or investors, the price of our common stock will
likely decline.

Our quarterly and annual operating results have fluctuated and may continue to fluctuate as a result of a number of
factors, many of which are beyond our control. Comparing our operating results on a period-to-period basis may not
be meaningful, and you should not rely on our past results as an indication of our future performance. Additionally,
factors such as the acquisition of our sensor solutions business from Crossbow Technology in January 2010, which
has a different operating model than our historical sensor business, and the continued intense competitive pressure on
prices for our sensor products used in mobile phone applications, make predicting our future performance based on
the results of prior periods particularly difficult. For example, after a period of low growth from 2007 to 2010, our net
sales in 2011 grew by 76.3%, from $38.7 million in 2010 to $68.2 million, and then declined by 6.4% to $63.8 million
in 2012. Our gross margin decreased from 39.6% in 2010 to 35.0% in 2011, but increased to 37.1% in 2012. Our net
loss in 2012 was improved to $1.0 million from $6.1 million in 2011 and $7.4 million in 2010. Our quarterly and
annual net sales, gross margin and net profit may be significantly different from our historical amounts, and in future
periods may fall below expectations. These and other risks described in this “Risk Factors” section, including the
following factors, could cause our quarterly and annual operating results to fluctuate from period to period:

14
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. the loss of one or more of our key customers;

the cancellation or deferral of customer orders in anticipation of our new products or product enhancements, or due
to a reduction in our customers’ end demand;

changes in the price we charge for our products or our pricing strategies, which may be impacted by economic
conditions or the pricing strategies of our competitors;

the cyclicality of the semiconductor industry and seasonality in sales of products into which our products are
incorporated,;

» seasonal fluctuations of some of our product application markets as well as geographical markets; and
. the length of the product development cycle for our new products.

In addition, we plan our operating expenses, including research and development expenses, hiring of additional
personnel and investments in inventory, in part on our expectations of future revenue, and our expenses are relatively
fixed in the short term. However, if revenue for a particular quarter is lower than we expect, we may be unable to
proportionately reduce our operating expenses for that quarter, which would harm our operating results for that
quarter. If our operating results in future quarters fall below the expectations of securities analysts or investors, the
market price of our common stock will likely decline.

The average selling prices of products in some of our markets have historically decreased rapidly and will likely
continue to do so in the future, which could harm our revenue and gross margins.

In the semiconductor industry, the average selling price of a product typically declines significantly over the life of the
product. In the past, we have reduced the average selling 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 similarly reduce our products’ average selling prices over the life of any particular product in the future. Reductions
in our average selling prices to one customer could also impact our average selling prices to other customers. A
decline in average selling prices can harm our gross margins. Our financial results will suffer if we are unable to offset
reductions in our average selling prices by increasing our sales volumes, reducing our costs, adding new features to
our existing products that enable us to increase the selling price, increasing our revenues from higher-margin products
such as our new sensor solution products or developing new or enhanced products on a timely basis with higher
selling prices or gross margins. For example, our gross margins declined from 45.6% in 2009 to 39.6% in 2010 to
35.0% in 2011, primarily as a result of decreasing unit prices in response to competitive pressures in the mobile
handset market. However, our gross margin improved to 37.1% in 2012 as we shifted our sales focus to selective
customers with less pricing pressure.

Acquisitions or investments that we make to expand our business may expose us to new risks and we may not realize
the anticipated benefits of these acquisitions or investments.

As part of our growth strategy, we will continue to evaluate opportunities to acquire or invest in other businesses,
intellectual property or technologies that would complement our current offerings, expand the breadth of markets we
can address or enhance our technical capabilities. Acquisitions or investments that we may potentially make in the
future entail a number of risks that could materially and adversely affect our business, operating and financial results,
including:

* problems integrating the acquired operations, technologies or products into our existing business and products;

15
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. diversion of management’s time and attention from our core business;
. adverse effects on existing business relationships with customers;
. need for financial resources above our planned investment levels;
. failures in realizing anticipated synergies;

difficulties in retaining business relationships with suppliers and customers of the acquired company;

16



Edgar Filing: MEMSIC Inc - Form 10-K

. risks associated with entering markets in which we lack experience;
. potential loss of key employees of the acquired company;
. potential write-offs of acquired assets;
. potential expenses related to the amortization of intangible assets; and
. potential goodwill impairment charges.

Our failure to address these risks may have a material adverse effect on our financial condition and results of
operations. Any such acquisition or investment may require a significant amount of capital investment, which would
decrease the amount of cash available for working capital or capital expenditures. In addition, if we issue new equity
securities to pay for acquisitions, our stockholders may experience dilution. If we borrow funds to finance
acquisitions, such debt instruments may contain restrictive covenants that can, among other things, restrict us from
distributing dividends.

Our Crossbow acquisition in particular exposed us to new risks that we have not previously faced.

The product lines we acquired from Crossbow are more highly integrated than our existing products, involve different
technologies, more complex manufacturing, assembly and test processes and require more technical support than
those required by our current product lines. The sales process and customer base for the Crossbow products also
differs substantially from those of our current products. Our manufacture and sale of the inertial navigation systems
for use in general aviation that we acquired from Crossbow are subject to extensive regulatory requirements, including
requirements that we obtain and maintain certifications from the United States Federal Aviation Administration, or
FAA. Malfunctions in these inertial navigation systems could expose users to the risk of injury or death, and a product
liability claim brought against us, even if unsuccessful, would likely be time consuming and costly to defend. Prior to
2010, we had no previous experience in designing, manufacturing, selling and supporting products of this type, and
there can be no assurance that we will be successful in these endeavors. As of December 31, 2012, based on our
updated forecasts, we concluded that the goodwill attributable to the Crossbow acquisition was fully impaired, and we
wrote down the remaining value of $0.6 million. We have been substantially reliant for the operation of this business
on former Crossbow management, engineering, sales and marketing personnel who have become our employees, and
are dependent on Crossbow to manufacture the FAA-certified products for us under the contract we entered into with
Crossbow as part of the acquisition. This agreement expired on December 31, 2012, and there can be no assurance we
will be able to make acceptable arrangements with another FA A-certified manufacturer to carry on the manufacture of
those products We have experienced unforeseen difficulties in transitioning the manufacture of the acquired products
to our own facility in China and have not been able to achieve the product cost improvements that we anticipated for
these acquired businesses. The integration of the lines of business, technologies, personnel and operations we
acquired from Crossbow could result in significant diversion of our management’s attention and could also require the
incurrence of substantial costs, which could adversely affect our profitability in the near term. Our failure to
effectively address these risks, or to successfully integrate the businesses we acquired from Crossbow, or other
businesses we may acquire, could have a material adverse effect on our business, our reputation and our results of
operations

We may not be able to compete effectively and increase or maintain revenue and market share.
We may not be able to compete successfully against current or future competitors. If we do not compete successfully,
our market share and revenue may decline. We and our distributors currently sell substantially all of our accelerometer

and magnetic sensor products to original equipment manufacturers, or OEMs, and original design manufacturers, or

17
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ODMs. We face competition in the sensor market primarily from traditional capacitive/piezoresistive-based
accelerometer manufacturers, and hall-effect magnetic sensor manufacturers. Our Crossbow acquisition exposes us to
competition from additional sources that we historically did not experience. Most of our current competitors have
longer operating histories, significantly greater resources, brand recognition and a larger base of customers than we
do. In addition, these competitors may have greater credibility with our existing or potential customers. Moreover,
many of our competitors have been doing business with customers for a longer period of time and have established
relationships, which may provide them with information regarding future market trends and requirements that may not
be available to us. Additionally, some of our larger competitors may be able to provide greater incentives to customers
through rebates and similar programs. Some of our competitors with multiple product lines may bundle their products
to offer a broader product portfolio or integrate sensor functionality into other products that we do not sell. These
factors may make it difficult for us to gain or maintain market share.

10
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Our ability to grow depends on our ability to secure and maintain relationships with OEM and ODM customers. If we
cannot continue to achieve design wins, if our design wins do not result in large volume orders, or if we fail to meet an
OEM’s development and service demands, our ability to grow will be limited.

Our ability to grow depends on our ability to continue to achieve design wins with OEMs and ODMs to whom we sell
either directly or through our distributors. In order to achieve a design win, where our product is incorporated into an
OEM’s or ODM'’s product design, we may often need to make modifications to our products or develop new products
that involve significant technological challenges. We may also incur significant product development costs by
participating in lengthy field trials and extensive qualification programs. We cannot assure you that these efforts
would result in a design win.

Furthermore, a design win is not a binding commitment to purchase our products and may not result in large volume
orders of our products. Rather, it is a decision by an OEM or ODM to use our products in the design process of that
OEM’s or ODM’s product. OEMs and ODMs can choose at any time to stop using our products in their designs or
product development efforts. Moreover, even if our products were chosen to be incorporated into an OEM’s or ODM’s
product, our ability to generate significant revenues from that OEM or ODM will depend on the commercial success
of their products. Thus, a design win may not necessarily generate significant revenues if our customers’ products are
not commercially successful.

In addition, OEMs and ODMs place considerable pressure on us to meet their tight development schedules. These
customers also often require extensive and localized customer support. As a result, we may be required to significantly
expand our customer support organization. Devoting a substantial amount of our limited resources to one or more of
these customer relationships could result in opportunity costs which detract or delay us from completing other
important product development projects for our other existing customers, which could in turn impair our relationships
with existing customers and negatively impact sales of the products under development.

We do not have long-term purchase commitments from our customers, including OEMs and ODMs, and our ability to
accurately forecast demand for and sales of our products is limited, which may result in excess or insufficient
inventory and significant uncertainty and volatility with respect to our revenue from period to period.

We do not have long-term purchase commitments from our customers, including OEMs and ODMs. Our customers
may cancel or reschedule purchase orders. Our customers’ purchase orders may vary significantly from period to
period, and it is difficult to forecast future order quantities. The lead time required by our foundry providers for wafer
production is typically longer than the lead time that our customers provide to us for delivery of our products to them.
Therefore, to ensure availability of our products for our customers, we typically ask our foundry providers to start
wafer production based on forecasts provided by our customers in advance of receiving purchase orders. However,
these forecasts are not binding purchase commitments, and we do not recognize revenue until our products are
shipped to customers. Accordingly, we incur inventory and manufacturing costs in advance of anticipated sales. We
cannot assure you that any of our customers will continue to place purchase orders with us in the future at the same
level as in prior periods or that the volume of our customers’ purchase orders will be consistent with our expectations
when we plan our expenditures in advance of receiving purchase orders. Our anticipated demand for our products may
not materialize. In addition, manufacturing based on customer forecasts exposes us to risks of high inventory carrying
costs and increased product obsolescence, which may increase our costs. If we overestimate demand for our products,
or if purchase orders are cancelled or shipments are delayed, we may be left with excess inventory that we cannot sell.
Conversely, if we underestimate demand, we may not have sufficient inventory and may lose market share and
damage our customer relationships. Obtaining additional supply in the face of product shortages may be costly or
impossible, particularly in the short term, which could prevent us from fulfilling orders. As a result, our results of
operations may fluctuate significantly from period to period in the future.
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The length of our sales cycle is unpredictable, which makes it difficult for us to forecast revenue and may increase the
volatility of our operating results.

We have a lengthy sales cycle that typically begins with our receipt of an initial request from a customer and ends
when our customer executes a purchase order for production quantities. We typically need to obtain a design win to
receive purchase orders. In some cases, due to the rapid growth of new product applications and technologies, this
process can be time-consuming and requires substantial investment of our time and resources. In addition, our OEM
and ODM customers may require significant time to test, evaluate and design our products into their products.
Following a design win, OEMs and ODMs may need several months to begin large-volume production of the products
that incorporate our products. Many factors beyond our control could affect the length of the sales cycle of our
products. The uncertainties on the sales cycle length makes it difficult for us to forecast our revenue and may increase
the volatility of our operating results.
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We depend and expect to continue to depend on a limited number of customers for a high percentage of our revenues.
As a result, the loss of, or a significant reduction in orders from, any of these customers would significantly reduce our
revenues and harm our results of operations.

For 2012, three customers, each of which accounted for 10% or more of our net sales, accounted in the aggregate for
56.3% of our total net sales. For 2011, two OEM customers, each of which accounted for 10% or more of our net
sales, accounted in the aggregate for 55.7% of our total net sales. For 2010, one OEM customer, accounted for more
than 10% of our net sales. If our OEM customers do not experience continued commercial success with their OEM
applications incorporating our products or if it or other major customers purchase fewer of our products, defer orders
or fail to place additional orders with us, our revenue could decline, and our operating results may not meet market
expectations. For example, sales to our largest OEM customer delined by 27% in 2012, contributing to our
year-over-year decline in revenue, and are expected to decrease further in 2013. In addition, we face credit risks on
some of our significant customers that are smaller companies. If those customers order our products, but fail to pay on
time or at all, our liquidity and operating results could be materially and adversely affected.

Our success depends upon our customers’ ability to successfully sell their products.

The success of our products depends, in significant part, on the success of our customers’ products that incorporate our
products. Most of our net sales in 2012 and 2011 were attributable to sensor products that were incorporated into
products such as mobile phones, projectors and automobile parts. If any of our customers are unsuccessful in their
sales, whether due to lack of market acceptance of their products, general industry slowdown, changes in the product
supply chain or otherwise, our sales could be adversely affected. We are not certain whether these customers will be
able to achieve success in their business or whether they will remain competitive in their business even if initially
successful.

We rely on a small number of third-party foundries to manufacture wafers, which are significant components in our
manufacturing process. If we are unable to secure sufficient supply of wafers, or if the wafers supplied to us do not
meet our quality standards, we may be unable to ship finished products and our customer relationships may be
damaged.

We currently rely on one foundry service provider to manufacture wafers used in our accelerometer products and two
foundry service providers to supply wafers used for magnetic sensors.

Because we outsource our wafer production, which is a critical part of our manufacturing process, we face several
significant risks, including:

. lack of manufacturing capacity at these foundries;

timited control over delivery schedules, quality assurance and control, manufacturing yields and production costs;
and

. the unavailability of, or potential delays in obtaining access to, key process technologies.

The ability of these foundries to provide us with wafers is limited by their available capacity. We do not have a
guaranteed level of production capacity with our principal foundry and it is difficult to accurately forecast our capacity
needs. Furthermore, we do not have a long-term agreement with this foundry and we place our orders on a purchase
order basis. As a result, if it raises its prices or is not able to meet our required capacity for any reason, including
shortages or delays in shipment of semiconductor equipment or materials it uses to manufacture our wafers, or if our
business relationship with our principal foundry deteriorates, we may not be able to obtain the required capacity from
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it and would have to seek alternative foundries, which may not be available on commercially reasonable terms, or at
all. Using foundries with which we have no established relationships could expose us to potentially unfavorable
pricing, unsatisfactory quality or insufficient capacity allocation.

Furthermore, our principal foundries can allocate capacity to the production of other companies’ products and reduce
deliveries to us on short notice. Many of their customers are larger than we are and may have long-term agreements
with the foundry and may receive preferential treatment from them in terms of capacity allocation. Reallocation of
capacity by the foundry to its other customers could impair our ability to secure the supply of wafers that we need,
which could significantly delay our ability to ship our products, causing a loss of revenue and damage to our customer
relationships. In addition, if we underestimate our needs for foundry capacity, our foundries may not have available
capacity to meet our immediate needs or we may be required to pay higher costs to fulfill those needs, either of which
could materially and adversely affect our business, operating results or financial condition.
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Our key foundry service provider maintains facilities that are located in a region that is subject to earthquakes,
typhoons and other natural disasters, as well as geopolitical risks and social upheaval.

Currently, most of the wafers used in our sensor products are manufactured by a foundry in Taiwan. Taiwan is
susceptible to earthquakes, typhoons, flood and other natural disasters, and has experienced severe earthquakes and
typhoons in recent years that caused significant property damage and loss of life. In addition, this foundry is subject to
risks associated with uncertain political, economic and other conditions in Taiwan and elsewhere in Asia, such as
political turmoil in the region and the outbreak of contagious diseases, such as Severe Acute Respiratory Syndrome, or
SARS, or any other epidemic such as avian flu. The occurrence of any of the foregoing could disrupt the foundry’s
operations, resulting in significant disruption or delays in deliveries of raw materials for our operations. As a result,
our business operations could be significantly disrupted and deliveries of our products could be delayed.

Our products are complex and defects in our products could result in a loss of customers, damage to our reputation,
decreased revenue, unexpected expenses, loss of market share and warranty and product liability claims.

Our products are complex and must meet our customers’ stringent quality requirements. Such complex products may
contain undetected errors or defects, especially when first introduced or when new versions are released. For example,
our products may contain errors that are not detected until after they are shipped because we cannot test for all
possible scenarios. Errors or defects can arise due to design flaws, defects in materials or components or as a result of
manufacturing difficulties, which can affect both the quality and yield of the product. As our products become more
complex, we face significantly higher risk of undetected defects. Any errors or defects in our products, or the
perception that there may be errors or defects in our products, could result in customer rejection of our products,
damage to our reputation, lost revenue, diversion of development resources and increases in customer service and
support costs and warranty claims.

Failure of suppliers to deliver on a timely basis sufficient quantities of components or materials or licensed software
used in our products may result in delays or other disruptions in introducing or shipping our products, which could
adversely affect our business and operating results.

Some of the components, materials and software used in our products are purchased or licensed from a limited number
of suppliers and it is difficult for us to redesign our products to incorporate components, materials or software from
alternative suppliers. For example, we obtain the ceramic packaging materials that we use on our accelerometer
products from only two suppliers. If any of our suppliers terminates its relationship with us, or is unable to deliver
components, materials or software in accordance with our requirements, we may not be able to find alternative sources
on favorable terms on short notice. Our inability to find or develop alternative sources of components, materials and
software, if and as required, could result in delays or other disruptions in introducing or shipping our products. If any
of these events occur, our business and operating results could be adversely affected.

Our success depends on the continuing efforts of our senior management team and other key personnel and on our
ability to successfully attract, train and retain additional key personnel.

Our future success depends heavily upon the continuing services of the members of our senior management team and
various engineering and other technical personnel. In particular, our founder, Chief Executive Officer and director,

Dr. Yang Zhao, was and remains central to the development and advancement of the thermal MEMS technology on
which our accelerometer products have been designed and developed. In addition, our engineers and other technical
personnel are critical to our future technological and product innovations. We have experienced significant turnover
among our senior executive personnel since our initial public offering. If Dr. Zhao or any of our other executive
officers were to resign or otherwise leave our employment, we might not be able to replace them easily or at all, and
our business could be disrupted and our financial condition and results of operations could be materially and adversely
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affected. In addition, if any member of our senior management team or any of our other key personnel joins a
competitor or forms a competing company, we may lose customers, distributors, know-how and key professionals and
staff members. We may incur increased operating expenses and be required to divert the attention of other senior
executives to recruit replacement for key personnel. Our industry is characterized by high demand and intense
competition for talent and the pool of qualified candidates is very limited. We cannot assure you that we will be able
to retain existing, or attract and retain new, qualified personnel, including senior executives and skilled engineers,
whom we will need to achieve our strategic objectives. In addition, our ability to train and integrate new employees
into our operations may not meet the growing demands of our business. The loss of any of our key personnel or our
inability to attract or retain qualified personnel, including engineers and others, could delay the development and
introduction of, and would have an adverse effect on our ability to sell, our products as well as our overall business
and growth prospects.
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If we are unable to effectively manage changes in our rate of growth and address related financial, operational and
systems requirements, our business and operating results could be harmed.

Our future growth and expansion require that we expand our operational, engineering and financial systems,
procedures and controls and to improve our information technology, accounting and other internal management
systems. However, as a result of the recent global economic recession and increasing competition from mobile phone
and consumer markets, we have experienced losses since 2009, which have required us to carefully control our costs
and expenses in order to minimize the impact of lower gross margins on our results of operations. To the extent that
such measures may have impaired or delayed our new product development activities, they could adversely affect our
competitiveness. Additionally, these expense control measures could adversely affect our ability to continue to make
necessary improvements to our operational, financial and management information systems. We have experienced
significant turnover among our senior executive personnel. Our expense reduction measures also included headcount
reductions, particularly in our sales and marketing and research and development staffs. These changes have to some
extent contributed, and may in the future contribute, to the challenge of effectively managing our changing
operations. If we are unable to manage our changing rate of growth effectively, we may not be able to take advantage
of market opportunities, execute our business plan or respond to competitive pressures. To successfully manage our
business in this rapidly changing environment, we believe we must effectively:

hire, train, integrate and manage additional qualified engineers, senior managers, sales and marketing personnel and
information technology personnel;

* implement additional, and improve existing, administrative and operational systems, procedures and controls;

expand our finance and accounting team, which includes hiring additional personnel with U.S. GAAP and internal
control expertise;

. continue to expand and upgrade our design and product development capabilities; and

manage our relationships with semiconductor manufacturing service providers, customers, suppliers and other third
parties.

Moreover, if our allocation of resources does not correspond with future demand for particular products, we could
miss market opportunities, and our business and financial results could be materially and adversely affected. We
cannot assure you that we will be able to manage our growth effectively in the future.

Assertions by third parties of infringement by us of their intellectual property rights could disrupt our business, result
in significant costs and cause our operating results to suffer.

The semiconductor industry is characterized by vigorous protection and pursuit of intellectual property rights, which
has resulted in protracted and expensive litigation for many companies. We may receive claims from various industry
participants alleging infringement of patents, trade secrets and/or other intellectual property rights in the future. Any
lawsuit or administrative proceedings resulting from such allegations could subject us to significant liability for
damages and invalidate our existing intellectual property rights. These lawsuits, regardless of their success, would
likely be time-consuming and expensive to resolve and would divert management’s time and attention. Any potential
intellectual property litigation or administrative proceedings also could force us to do one or more of the following:

stop selling products that have used technology or manufacturing processes containing the allegedly infringing
intellectual property;
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. pay damages to the party claiming infringement;

attempt to obtain a license for the relevant intellectual property, which may not be available on commercially
reasonable terms or at all; and

attempt to redesign those products that contain the allegedly infringing intellectual property with non-infringing
intellectual property, which may not be possible.

The outcome of a dispute may result in our need to develop non-infringing technology or enter into royalty or
licensing agreements. We have agreed to defend certain of our distributors and direct OEM customers against any
claims by third parties of infringement of intellectual property rights and to indemnify them for all costs and damages

arising from such claims. Any intellectual property dispute could have a material adverse effect on our business,
operating results or financial condition.
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We may not be able to prevent others from unauthorized use of our intellectual property, which could harm our
business and competitive position.

We design our accelerometer and non-accelerometer products in-house and rely on a combination of patents,
trademarks and employee and third-party nondisclosure agreements to protect our intellectual property. As of
December 31, 2012, we owned forty-one patents and had eighteen pending patent applications in the United States,
and owned forty-two patents and had twenty-nine pending patent applications and assignments in China. As of that
date, we also had five issued patents and nine pending patent applications in Japan, two issued patents and five
pending patent applications in Germany, three pending patent applications filed with the European Patent Office and
seven pending patent applications filed under the Patent Cooperation Treaty (PCT). Policing any unauthorized use of
our intellectual property is difficult and costly and the steps we have taken may be inadequate to prevent the
misappropriation of our technology. Reverse engineering, unauthorized copying or other misappropriation of our
technologies could enable third parties to benefit from our technologies without paying us. In addition, others may
independently develop similar proprietary information and techniques, gain access to our intellectual property rights,
disclose such technology or design around our patents. Additionally, we cannot assure you that any patent or
registered trademark owned by us will be enforceable or will not be invalidated, circumvented or otherwise challenged
in the PRC, the United States or other countries or that the rights granted thereunder will provide competitive
advantages to us or that any of our pending or future patent applications will be issued with the scope of the claims
sought by us, if at all. Furthermore, litigation may be necessary to enforce our patents and other intellectual property
rights, protect our trade secrets, determine the validity of and scope of the proprietary rights of others, or defend
against claims of infringement or invalidity. Litigation could result in substantial costs and diversion of resources
which could harm our business, could ultimately be unsuccessful in protecting our intellectual property rights, and
may result in our intellectual property rights being held invalid or unenforceable. Moreover, foreign intellectual
property laws may not protect our intellectual property rights. Enforcement of PRC intellectual property-related laws
has historically been ineffective, primarily because of ambiguities in PRC laws and difficulties in enforcement.
Accordingly, intellectual property rights and confidentiality protections in China may not be as effective as in the
United States or other countries. Our failure to protect our intellectual property effectively could harm our business,
prospects and reputation.

Some of our key technologies and know-how are licensed from third parties, including a competing company, and the
termination of any of the licenses will materially and adversely affect our business.

Our business relies on our ability to use, develop and otherwise exploit our accelerometer-related technologies and
know-how. Some of our key technologies and know-how were acquired by us from Analog Devices through licensing
arrangements as part of its investment in our company in 1999. All these licensing arrangements may be terminated
upon the occurrence of certain events. In particular,

Analog Devices assigned to us its license from Canada’s Simon Fraser University, or SFU, on our core thermal
accelerometer technology. SFU is entitled to terminate our license upon the occurrence of one of a number of events,
including our failure to timely provide financial records. In addition, the license is terminated automatically upon the
occurrence of insolvency, bankruptcy or other similar events.

Analog Devices granted us an exclusive, perpetual license to its thermal accelerometer technology rights to use,
make, have made, import, offer to sell, sell, develop, modify, reproduce and distribute thermal accelerometer
products and agreed not to use such technology rights to make or sell thermal accelerometer products itself. Analog
Devices is entitled to terminate this license if our company is dissolved or liquidated or if we breach a material
provision of the license agreement.
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Analog Devices granted us a non-exclusive license to certain of its testing, wafer sawing and wafer level capping and
chip-level packaging technology rights to use, make, have made, import, offer to sell, sell, develop, modify,
reproduce and distribute thermal accelerometer products. Analog Devices may terminate this license if our company
is dissolved or liquidated or if we breach a material provision of the license agreement.

Under our license with SFU, SFU is entitled to continue to use the licensed technology existing at the time of the
license agreement, which was entered into in March 1999, as well as any related technology it devel