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This report and certain information incorporated herein by reference contain forward-looking statements, which are provided under the safe

harbor protection of the Private Securities Litigation Reform Act of 1995. All statements included or incorporated by reference in this report,

other than statements that are purely historical in nature, are forward-looking statements. Forward-looking statements are generally written in

the future tense and/or are preceded by words such as will, — may,  should, could, expect, suggest, believe, anticipate,
intend,  plan, or other similar words. Forward-looking statements include statements regarding:

Our expectation that our 2.4GHz and 5.8GHz products will continue to generate a significant portion of our revenue for 2006, with
greater sales of 5.8GHz products than 2.4GHz products in both absolute dollars and as a percentage of revenues;

Our expectation that our DECT products will drive our growth in 2006 and 2007, and products for home communication, including
Wi-Fi products, will start to contribute to our growth in 2007 and beyond;

Our belief that the successful development of our Wi-Fi chipset may increase our market share in IP phones;

Our belief that we are prepared to meet the challenges of the evolving market by our ability to integrate voice, data and video
technologies;

Our expectation that our currently planned future products will enable connectivity of cellular phones to fixed-line phones and
connectivity to a broadband line feeding VolP with cordless phone capabilities;

Our expectation that international sales will continue to account for a significant portion of our net product sales for the foreseeable
future and that sales to customers in new geographic areas, including Japan and Hong Kong, may increase in the future;

Our belief that we compete favorably in our industry with respect to price, system integration level, range, voice quality, customer
support and the timing of product introductions;

Our belief that our gross profit for 2006 will be in the range of 41% to 44%;

Our belief that the development of a portfolio of system-on-a-chip solutions may increase our operating expenses and reduce our
gross profit;

Our belief that relations with our employees are good;

Our expectation that research and development costs will increase in absolute dollars in 2006; and

Our anticipation that our available cash and cash equivalents at December 31, 2005 should be sufficient to finance our operations for
both the short and long term.
This Annual Report on Form 10-K includes trademarks and registered trademarks of DSP Group. Products or service names of other companies
mentioned in this Annual Report on Form 10-K may be trademarks or registered trademarks of their respective owners.
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PARTI
Item 1. BUSINESS.
Introduction

DSP Group, Inc. is a fabless semiconductor company in the short-range residential wireless communications market. By combining our
proprietary technologies and advanced design methodologies, we offer original equipment manufacturers (OEMSs) and original design
manufacturers (ODMs) complex integrated circuit (IC) solutions. Our chipsets offer solutions for digital 2.4GHz and 5.8GHz telephony,

1.9GHz Digital Enhanced Cordless Telecommunications (DECT) telephony for European, Latin American and emerging U.S. DECT 6.0
markets, and Bluetooth systems for voice, data and video communication in residential and SOHO/SME (small-office home-office and small to
medium enterprise) environment. In addition, we offer IC products that are used in hand-held Digital Voice Recorders (DVRs), MP3 players,
Voice over Internet Protocols (VoIP) phones, residential gateways and Integrated Access Devices (IADs). We were incorporated in California in
1987 and reincorporated in Delaware in 1994. We completed our initial public offering in February 1994.

In November 2002, we transferred the assets and liabilities of our DSP cores licensing business to one of our then wholly-owned subsidiaries
and immediately after the separation, the subsidiary affected a combination with Parthus Technologies plc to form CEVA, Inc. (f.k.a.
ParthusCeva, Inc.). We distributed all of the common stock of our then wholly-owned subsidiary to our stockholders in connection with the
separation.

Industry Environment and Our Business

Over the past two decades communications technology has evolved from simple analog voice signals transmitted over networks of copper
telephone lines to complex analog and digital voice and data signals transmitted over hybrid networks, such as copper, wireless transmission
over radio frequencies, Digital Subscriber Lines (DSL) and cable lines. In addition, information is increasingly available via wired and wireless
networks through a variety of access devices, including cordless phones, cellular phones, personal computers, personal digital assistants (PDAs),
and digital cable and satellite set-top boxes. Moreover, the desire to leverage existing telecommunications infrastructure, compounded by the
increased use of new data-intensive computing, communication and video applications, are driving the convergence of voice, data and video.

Our focus on the design of highly-integrated, mixed-signal devices that combine complex analog and digital functions enables us to address the
complex challenges of integrating various technologies, platforms and processes posed by these emerging trends in the communications
industry. Our IC products are customizable, achieve high functionality and performance at reduced power consumption, especially for cordless
applications, and can be manufactured in high volumes using cost-effective process technologies. Our systems architecture provides an open
design environment for ODMs to design and market their own end products with maximum differentiation.

In response to the growing trend towards wireless residential connectivity in the past few years, we have developed and are offering leading
wireless voice and data transmission solutions for various applications. Since 1999, we have developed technologies, including Direct Sequence
Spread Spectrum (DSSS) and Frequency Hopping Spread Spectrum (FHSS), Digital Narrow Band, CMOS, GaAs and SiGe RF chips for
900MHz, 2.4GHz and 5.8GHz telephony, Industry Scientific and Medical (ISM) Band, DECT (1.9 GHz) and Bluetooth (2.4GHz).

We also develop and market embedded, integrated silicon/software solutions for DVRs, DSP CODEC and VolIP applications, as well as other
Voice-over-Packet (VoP) applications for gateway and integrated access.
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We introduced the first Integrated Digital Telephony (IDT) speech processor in 1989. In 1999, we acquired certain technology and products,
including intellectual property related to 900MHz spread spectrum cordless telephones, from Advanced Micro Devices. In 2000 we initiated the
development of a new line of 900MHz narrow-band cordless products. We entered into mass production of 900MHz narrow-band cordless
chipset in 2001. The chipset includes a D36000 fully-featured telephony and baseband device and an integrated RF device. We also completed
the design of our advanced chipset for 2.4GHz single handset and multi-handset for the U.S. market in 2001. During the same year, we also
developed an integrated CMOS RF device, which was an important step in our development efforts to integrate telephony features, a
communications modem and a RF device into an integrated phone-on-a-chip solution.

In 2002, we introduced a complete chipset for a 2.4GHz single handset solution and an advanced EDCT 2.4GHz multi-handset solution with
walkie-talkie and in-room baby monitor capabilities. As the U.S. market transitioned from 900MHz to 2.4GHz, we introduced an optimal and
low-cost 2.4GHz multi-handset solution to serve the growing requirements for systems with up to four handsets. Furthermore, in the second half
of 2002, we started the development of a unique residential highly-featured cordless system to support voice, video and data connectivity, based
on Bluetooth protocol. This universal platform is designed to enable fast time to market and seamless migration to data connectivity and
broadband wireless residential applications.

During the second quarter of 2003, we moved into the multimedia communications market by acquiring the assets of Teleman Multimedia Inc.,
a U.S. corporation. Teleman developed an advanced silicon platform for video compression and decompression designed to interface with image
sensors and panel displays. The device supports compression standards such as MPEG4, JPEG and H.263. Our first line of video products
enables the compression and decompression of video signals and may be incorporated into a variety of applications.

Also in 2003, to gain entrance into the European market and increase our leadership position in Asia, we developed the DES6000 chipset family,
a universal chipset for the DECT (1.9GHz) market, as well as the U.S. 2.4GHz and 5.8GHz markets. This dual modem device supports low
power consumption applications and has Universal Serial Bus (USB) connectivity. The chipset includes a new CMOS DECT RF with external
power amplifier device to enable fast time to market.

We further developed a complete chipset for residential voice, data and video wireless solution in 2003. The chipset includes DB56000 baseband
device which combines the DE56000 integrated capabilities with ARM7 processor as well interface capabilities, such as Ethernet and USB,
Bluetooth RF CMOS device and DVC21 video processor, to enable the transfer of voice, data and video wirelessly over Bluetooth protocol.

For the growing 5.8GHz market we developed the first generation up-converter solution and are in the process of developing a complete IC
device solution to replace the discrete 5.8GHz converter currently used in the market.

In 2004 we completed the development of our chipset for the DECT market. This product line includes the DES6000 baseband processor family,
CMOS RF transceiver and SiGe Power Amplifier. The DES6000 chipset family also entered into mass production in the fourth quarter of 2004
for incorporation into products developed for the U.S. 2.4GHz and 5.8 GHz markets.

During October 2004, we acquired substantially all of the assets of Bermai Inc, a U.S. corporation, for a total consideration of $5.0 million plus
transaction costs. Bermai developed an advanced Wi-Fi technology, including MAC and RF devices based on the 802.11 protocol, which is
optimized for quality of service for video streaming applications. The incorporation of this acquired Wi-Fi technology into our existing
technology will enable us to develop low power, cost optimized solutions for residential voice, video and data communication over broadband.
We are now in the process of developing a Wi-Fi chipset and multimedia processor a chipset
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that is targeted for voice, video and data communication over the Wi-Fi channel to enable products that improves the quality of video wireless
communication in the residence. We believe the successful development of this chipset may increase our market share in IP phones that combine
the Wi-Fi communication channel in the same system that connects to a broadband connection feeding VoIP.

We also announced in 2004 the development of an IP cordless phone that is anticipated to enable connectivity to a broadband line feeding VoIP
with cordless phone capabilities. In addition, we started the development of a new feature that is anticipated to enable connectivity of cellular
phones to residential fixed-line phones.

During 2005, we developed motion JPEG cordless application for slow motion monitoring applications such as door phone, security and baby
monitoring, as well as USB Dongle connectivity to a variety of PC instant messaging applications, such as Skype, MSN and GoogleTalk. All

these applications, together with cellular connectivity, were incorporated into end products of our customers and these products will enter the

market in 2006.

Sales of our 5.8GHz products generated 31%, and 19% of our revenues for 2005, and 2004, respectively. Sales of our 2.4GHz products
generated 41% and 56% of our revenues for 2005 and 2004, respectively. We expect these products will continue to generate a significant
portion of our revenue for 2006. We started deliveries of DECT products at the end of 2004, and we expect that these products will generate
significant growth for our business in 2006 and 2007. We further anticipate that products for home communication, including Wi-Fi products,
will start contributing to our growth in 2007 and beyond.

Target Markets and DSP Group Products

Our work in the field of wireless residential technology has yielded various synergistic product families targeted for specific segments of the
wireless residential communications market. We believe that we are prepared to meet the exciting challenges of the dynamic and evolving
market for short-range multimedia communication and home wireless networking by our ability to integrate voice, data and video technologies.

Products Targeted for Digital Cordless Telephony

To capitalize on the trend of conversion of analog telephony to digital cordless telephony, during the last few years we developed the
narrow-band chipset family and EDCT (Enhanced Digital Cordless Telephone) chipset family. Both chipsets integrate the TeakLiteDSPcore®
into the baseband chip, thereby enabling the software implementation of the voice coder and providing a platform offering a wide range of
solutions. Software and hardware compatibility for products incorporating these chipsets range from a basic cordless phone with Caller ID to a
fully featured solution that includes the integration of CID type I & II, multi-party hands-free True Full Duplex Speakerphone®; digital
telephone answering machine, talking caller ID function, motion JPEG video monitoring function, USB Dongle connectivity to PC instant
messaging applications and cellular connectivity, as well as dual line support.

EDCT Chipset Family chipsets for 2.4GHz FHSS cordless telephones for the ISM Band. The EDCT chipset provides a two-chip solution: the
baseband controller (D36000 or DE56000 family) and RF transceiver with integrated power amplifier. For 5.8GHz applications, we provide an
additional converter. The system supports up to four handset links to the base station simultaneously, more registered handsets (up to twelve),
walkie-talkie mode and a full range of voice enhancing features.

DECT (Digital European Cordless Telephone) Chipset Family chipsets for DECT (1.9GHz) cordless phones. The DECT chipset provides a
three-chip solution: the baseband controller (DES6000 family), RF transceiver and a simple external RF power amplifier designed to boost the
output power to the maximum allowed level. The baseband chip combines unique communication technology with the high end telephony
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features at effective system cost. The DECT chipset supports up to six simultaneous handset links to the base station, multiple ringing handsets
and walkie-talkie mode and a full range of voice features. Use of DSP in all our baseband processors enables advanced voice features, such as
wideband audio, to be supported in all range of our solutions.

Products Targeted for Multimedia Access

To capitalize on the increasing convergence of voice, data and video, in 2003 and 2004, we developed a video processor chip for use with our
Bluetooth chipset or on a stand-alone basis.

Bluetooth Chipset Family a chipset that includes a baseband controller (DB56000 family) and RF transceiver with integrated power amplifier.
The chipset integrates the TeakLiteDSPCore® and ARM7 into the baseband chip, thereby enabling the software implementation of the voice
coder and providing a platform offering a wide range of solutions. Software and hardware compatibility is provided for the entire range of
products. The Bluetooth chipset supports simultaneous handset links to the base station, multiple ringing handsets, walkie-talkie mode, DECT,
Bluetooth and EDCT protocols, as well as new features enabled by Bluetooth such as Bluetooth headset support and Bluetooth wireless data
connectivity to other devices. The same device enables connectivity of cellular phones to residential fixed-line phones. The high data rates
offered by the Bluetooth link enable wireless data networking and wireless transmission of video within the residence in conjunction with our
video compression chip technology.

Video Processor Chip a chip that is targeted at low bit rate video applications such as those based on H263, JPEG and MPEG4 compression
standards. This chip serves as a complete stand-alone system, including direct image sensor and display interfaces as well as an advanced video
compression engine. Target applications include video telephony, home security and portable multimedia. The chip can be used in a system with
our cordless chipsets to provide wireless video transmission.

Products Targeted for Analog Telephony

We continue to sell stand-alone IDT speech processors to support analog telephones based on Pine and TeakLite DSP core, which provide the
following features: TripleRateCoder , True Full-Duplex SpeakerPhone , G.723.1, caller ID and call waiting caller ID, call progress tone detection,
DTMF signaling, voice prompts, variable speed playback (FlexiSpeech®), voice activity detection (VAD) and voice recognition.

Products Targeted for Voice-over-Packet Market

In 2004 we decided to stop developing products targeted at the VoP gateway market and announced that we are developing an IP cordless phone
that is anticipated to enable connectivity to a broadband line feeding VoIP with cordless phone capabilities.

We continue to sell our current line of Voice-over-Packet (VoP) speech co-processors, including VoIP, which are DSP core-based,
highly-integrated speech processors targeted at the low to medium density IAD, residential gateway and Internet Protocol (IP) telephony
markets. These devices integrate all necessary DSP functionality with built-in analog front-end and support one to four channels of VoIP for use
in conjunction with other microprocessors to transmit VoP-based public and private networks, including the Internet, local area networks
(LANSs), frame relay networks, DSL links, cable networks, other data networks and combined data/voice networks. Voice-over-IP refers to the
transmission of voice signals over networks using the Internet Protocol (IP), which involves dividing the signals into numerous small data
packets that are individually transmitted over a network and re-assembled in the correct order at their destination. This technology can also be
used to implement the speech component of video conferencing applications. In 2005 we developed an integrated Cordless over IP telephony
system that supports both PSTN line and broadband for the emerging VoIP over IP market.
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Products Targeted for the Digital Voice Recorder and Multimedia Market

We have developed a Digital Voice Recorder (DVR) that integrates the TeakLiteDSPCore® to enable many different speech compression rates
at the highest possible quality. During 2005 we also developed and released an integrated DVR with MP3 playback and USB Dongle
connectivity for voice recording application for personal and business use, as well as for a stand alone MP3 device.

Customers

We sell our products primarily through distributors and representatives, to OEMs and ODMs who incorporate our products into consumer
products for the worldwide residential wireless communications market. The major consumer electronics manufacturers and brands that have
incorporated our ICs into their products include: Accton, AEG, Alcatel, Audioline, Belgacom, Brother, CCT Telecom, Cenix, Deutsche
Telecom, France Telecom, General Electric, LG Electronics, Motorola, Olympus, Panasonic, Philips, Pioneer, Samsung, Sanyo, Sharp, Sony,
Suncorp, Swisscom, Telecom Italia, Telefonica, Telstra, Thomson, Topcom, Uniden, Verizon, and Yamaha.

International Sales and Operations

Export sales accounted for 99% of our total revenues for 2005, 2004 and 2003. Although all of our sales to foreign entities are denominated in
United States dollars, we are subject to risks of conducting business internationally. These risks include unexpected changes in regulatory
requirements, fluctuations in exchange rates that could increase the price of our products in foreign markets, delays resulting from difficulty in
obtaining export licenses for certain technology, tariffs, other barriers and restrictions and the burden of complying with a variety of foreign
laws. See Note 9 of the attached Notes to Consolidated Financial Statements for the year ended December 31, 2005, for a summary of the
geographic breakdown of our revenues and location of our long-lived assets.

Moreover, part of our expenses in Israel are paid in Israeli currency, which subjects us to the risks of foreign currency fluctuations between the
U.S. dollar and the New Israeli Shekel (NIS) and to economic pressures resulting from Israel s general rate of inflation. Our primary expenses
paid in NIS are employee salaries and lease payments on our Israeli facilities. As a result, an increase in the value of Israeli currency in
comparison to the U.S. dollar could increase the cost of our technology development, research and development expenses and general and
administrative expenses. From time to time, we use derivative instruments in order to minimize the effects of currency fluctuations, but our
hedging positions may be partial, may not exist at all in the future or may not succeed in minimizing our foreign currency fluctuation risks.

Sales, Marketing and Distribution

We market and distribute our products through our direct sales and marketing offices, as well as through a network of distributors and
independent OEM representatives. Our sales and marketing team, working out of our sales offices in Santa Clara, California; Tokyo, Japan;
Herzelia Pituach, Israel and Edinburgh, Scotland, pursues business with our customers in North and South America, Europe and Asia. In
territories worldwide where we do not have sales offices, we solely operate through a network of distributors and independent OEM
representatives. A significant portion of our worldwide sales is derived from sales through our Japanese distributor, Tomen Electronics.
Revenues derived from sales through Tomen Electronics comprised 75% of our total revenues in 2005, 76% in 2004 and 79% in 2003.
Furthermore, Tomen Electronics sells our products to a limited number of customers. One customer, Panasonic Communications Co., Ltd., has
continually accounted for a majority of sales through Tomen Electronics. Sales to Panasonic through Tomen Electronics generated
approximately 49%, 51% and 58% of our revenue in 2005, 2004 and 2003, respectively. Sales through Tomen Electronics to Uniden represented
18%, 20% and 18% of total revenues for 2005, 2004 and 2003 respectively. Sales to Hong Kong-based CCT Telecom represented 13%, 17%
and 13% of total revenues for 2005, 2004 and 2003, respectively.
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Moreover, our sales representatives and distributors are not subject to minimum purchase requirements and can cease marketing our products at
any time. The loss of one or more representatives or their failure to renew agreements with us upon expiration, especially Tomen Electronics,
could harm our business, financial condition and results of operations. In addition, the loss of Panasonic and Tomen Electronics inability to
thereafter effectively market our products could also materially harm our sales and results of operations.

As our products are generally incorporated into consumer products sold by our OEM customers, our revenues are affected by seasonal buying
patterns of consumer products sold by our OEM customers. The fourth quarter in any given year is usually the strongest quarter of sales for our
OEM customers and, as a result, the third quarter in any given year is usually the strongest quarter for our revenues as our OEM customers
request increased shipments of our products in anticipation of the fourth quarter holiday season. This trend can be generally observed from
reviewing our quarterly information and results of operations.

Manufacturing and Design Methodology

All of our manufacturing occurs at independent foundries. We contract fabrication services for speech and telephony processors and RF devices
from TSMC, TriQuint and IBM. A majority of our integrated circuit products at this time are manufactured by TSMC. We intend to continue to
use independent foundries to manufacture our digital speech processors, cordless devices and other products for the consumer telephony and
computer telephony markets. Our reliance on independent foundries involves a number of risks, including the foundries ability to achieve
acceptable manufacturing yields at competitive costs and their allocation of sufficient capacity to us to meet our needs. With the continuing
economic recovery, we believe there is a greater demand for foundries which may strain their production capacity. Also, there may be shortages
in worldwide foundry capacity due to increased semiconductor demand for other factors. While we currently believe we have adequate capacity
to support our current sales levels, we may encounter capacity issues in the future. In the event of a worldwide shortage in foundry capacity, we
may not be able to obtain a sufficient allocation of foundry capacity to meet our product needs. Shortage or lack of capacity at the foundries we
use to manufacture our products may lead to increased operating costs and lower gross margins. In addition, such a shortage could lengthen our
products manufacturing cycle and cause a delay in the shipment of our products to our customers. Moreover, as TSMC produces a significant
portion of our wafer supply, earthquakes, aftershocks or other natural disasters in Asia could preclude us from obtaining an adequate supply of
wafers to fill customer orders. Unforeseen difficulties with our independent foundries could harm our business, financial condition and results of
operations.

We use independent subcontractors, located in Asia, to assemble and test our products. We develop detailed testing procedures and
specifications for each product and require each subcontractor to use these procedures and specifications before shipping us the finished
products. We test our products at ASE, KYIC, Giga and TSMC and subcontract ASE and SPIL for dies packaging. We have entered into a
short-term supply arrangement with ASE pursuant to which it is obligated to provide us with a specified amount of packages and test capacity
for a specific period. We may incur charges to ASE if we fail to utilize all the quantities of products reserved for us in accordance with this
arrangement, which may increase our operating expenses and adversely affect our gross margin and operating profit. We also entered into a
finance lease agreement with ASE in 2006 pursuant to which we will purchase approximately $3.5 million of equipment to be located at ASE s
facilities to support our capacity needs. In consideration for this capital expenditure, ASE agreed to provide us with testing and assembly
services at a discount to market price from 2006 through 2009.

Furthermore, our IDT speech processor products require an external component in the finished product to provide flash memory, which are
supplied by third party manufacturers. Temporary fluctuations in the pricing and availability of these components could negatively impact sales
of our IDT speech processors, which could in turn harm our business, financial condition and results of operations.
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The markets in which we operate are extremely competitive, and we expect that competition will continue to increase. In each of our business
activities, we face current and potential competition from competitors that have sometimes significantly greater financial, technical,
manufacturing, marketing, sales and distribution resources and management expertise than we do. Our future prospects will depend greatly on
our ability to successfully develop and introduce new products that are responsive to market demands. We cannot assure you that we will be able
to successfully develop or market new products.

The principal competitive factors in the cordless telephony market include price, system integration level, range, voice quality, customer support
and the timing of product introductions by us and our competitors. We believe that we are competitive with respect to most of these factors. Our
principal competitors in the cordless market include Atmel, Infineon, Micro Linear, OKI, Philips Semiconductors and Sitel (formerly the DECT
division of National Semiconductor). Similar principal competitive factors affect the Voice-over-Packet (VoP) market. We also believe that we
are competitive with respect to most of these factors. Our principal competitors in the VolIP market include Broadcom, AudioCodes, Texas
Instruments, Infineon and new Taiwanese IC vendors. Our principal competitors in the Broadband market include Broadcom, Marvel, Texas
Instruments, CSR and Infineon.

Price competition in the markets in which we currently compete and propose to compete is intense and may increase, which could harm our
business, financial condition and results of operations. We have experienced and will continue to experience increased competitive pricing
pressures for our ICs. We were able to partially offset price reductions which occurred during 2005 through manufacturing cost reductions,
improvements in our yield percentages and by achieving a higher level of product integration. However, we cannot assure you that we will be
able to further reduce production costs, or be able to compete successfully with respect to price or any other key competitive factors in the
future.

Furthermore, due to various new developments in the residential telephony market, we may be required to enter into new markets with

competitors that have more established presence, and significantly greater financial, technical, manufacturing, marketing, sales and distribution

resources and management expertise than we do. For example, the rapid deployment of new communication access methods, including mobile,

wireless broadband, cable and other connectivity, as well as the projected lack of growth in products using fixed-line telephony, will require us

to expand our current product lines and develop a portfolio of system-on-a-chip solutions that integrate video, voice, data and communication

technologies in a wider multimedia market. The expenditure of greater resources to expand our product lines and develop and sell a portfolio of
system-on-a-chip solutions may increase our operating expenses and reduce our gross profit.

Research and Development

We believe that timely development and introduction of new products are essential to maintain our competitive position. We currently conduct
most of our product development at our facilities. At December 31, 2005, we had a staff of 197 research and development personnel, of which
148 were located in Israel. We also employ independent contractors to assist with certain product development and testing activities. We spent
approximately $40.3 million in 2005, $32.1 million in 2004 and $25.6 million in 2003 on research and development activities.

As noted above, due to various new developments in the home residential market, including the rapid deployment of new communication access
methods, we will be required to expand our current product lines and develop products and services targeted at a wider multimedia market. We
will need to continue to invest in research and development and our research and development expenses may increase in the future, including the
addition of new research and development personnel, to keep pace with new trends in our industry.
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Licenses, Patents and Trademarks

We have been granted 30 United States patents, one Canadian patent, three Israeli patents and two Taiwanese patents, and have 25 patents
pending in the United States, one patent pending in Europe, one patent pending in Japan, one patent pending in Korea and eight patents pending
in Israel. We actively pursue foreign patent protection in countries of interest to us. Our policy is to apply for patents or for other appropriate
statutory protection when we develop valuable new or improved technology. The status of any patent involves complex legal and factual
questions, and the breadth of claims allowed is uncertain. Accordingly, we cannot assure you that any patent application filed by us will result in
a patent being issued, or that our patents, and any patents that may be issued in the future, will afford adequate protection against competitors
with similar technology; nor can we provide assurance that patents issued to us will not be infringed or designed around by others. In addition,
the laws of certain countries in which our products are or may be developed, manufactured or sold, including Hong Kong, Japan and Taiwan,
may not protect our products and intellectual property rights to the same extent as the laws of the United States.

We attempt to protect our trade secrets and other proprietary information through agreements with our customers, suppliers, employees and
consultants, and through other security measures. Although we intend to protect our rights vigorously, we cannot assure you that these measures
will be successful.

The semiconductor and software industries are subject to frequent litigation regarding patent and other intellectual property rights. While claims
involving any material patent or other intellectual property rights have not been brought against us to date, we cannot provide assurance that
third parties will not assert claims against us with respect to existing or future products, or that we will not need to assert claims against third
parties to protect our proprietary technology. For example, in a lawsuit against Microsoft Corporation, AT&T asserted that our TrueSpeech 8.5
algorithm includes certain elements covered by a patent held by AT&T. AT&T sued Microsoft, one of our TrueSpeech 8.5 licensees, for
infringement. We were not named in AT&T s suit against Microsoft. If litigation becomes necessary to determine the validity of any third party
claims or to protect our proprietary technology, it could result in significant expense to us and could divert the efforts of our technical and
management personnel, whether or not the litigation is determined in our favor. In the event of an adverse result in any litigation, we could be
required to expend significant resources to develop non-infringing technology or to obtain licenses to the technology that is the subject of the
litigation. We cannot provide assurance that we would be successful in developing non-infringing technology or that any licenses would be
available on commercially reasonable terms.

We have trademark registration for the following marks in the United States: TRUESPEECH and TRIPLE RATE CODER.

While our ability to compete may be affected by our ability to protect our intellectual property, we believe that because of the rapid pace of
technological change in our industry, our technical expertise and ability to innovate on a timely basis and in a cost-effective manner will be more
important in maintaining our competitive position than the protection of our intellectual property. In addition, we believe that due to rapid
technological changes in the residential telephony, computer telephony and personal computer markets, patents and trade secret protection are
important but must be supported by other factors, including expanding the knowledge, ability and experience of our personnel, new product
introductions and frequent product enhancements. Although we continue to implement protective measures and intend to defend our intellectual
property rights vigorously, we cannot assure you that these measures will be successful.

Backlog

At December 31, 2005, our backlog was approximately $55.2 million compared to approximately $39.9 million at December 31, 2004. We
include in our backlog all accepted product purchase orders with respect to which a delivery schedule has been specified for product shipment
within one year. Our business is characterized
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by short-term order and shipment schedules. Product orders in our current backlog are subject to change, sometimes on short notice, due to
changes in delivery schedules or cancellation by a purchaser. Accordingly, although useful for scheduling production, backlog as of any
particular date may not be a reliable measure of our sales for any future period.

Employees

At December 31, 2005, we had 291 employees, including 197 in research and development, 39 in marketing and sales and 55 in corporate,
administration and manufacturing coordination. Competition for personnel in the semiconductor, software and personal computer industries in
general is intense. We believe that our future prospects will depend, in part, on our ability to continue to attract and retain highly-skilled
technical, marketing and management personnel, who are in great demand. In particular, there is a limited supply of highly-qualified engineers
with digital signal processing experience as well as RF chip designers. None of our employees is represented by a collective bargaining
agreement, nor have we ever experienced any work stoppage. We believe that our relations with our employees are good.

Web Site Access to Company s Reports

Our Internet Web site address is www.dspg.com. 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 pursuant to Section 13(a) or 15(d) of the Exchange Act are available free of charge
through our Web site as soon as reasonably practicable after they are electronically filed with, or furnished to, the Securities and Exchange
Commission. We will also provide the reports in electronic or paper form free of charge upon request.

Item 1A. RISK FACTORS.

The following risk factors, among others, could in the future affect our actual results of operations and could cause our actual results to differ
materially from those expressed in forward-looking statements made by us. These forward-looking statements are based on current expectations
and we assume no obligation to update this information. Before you decide to buy, hold, or sell our common stock, you should carefully consider
the risks described below, in addition to the other information contained elsewhere in this report. The following risk factors are not the only risk
factors facing our company. Additional risks and uncertainties not presently known to us or that we currently deem immaterial may also affect
our business. Our business, financial condition, and results of operation could be seriously harmed if any of the events underlying any of these
risks or uncertainties actually occurs. In that event, the market price for our common stock could decline, and you may lose all or part of your
investment.

We rely on a primary distributor for a significant portion of our total revenues and the failure of this distributor to perform as expected
would materially reduce our future sales and revenues.

We sell our products to customers primarily through a network of distributors and original equipment manufacturer (OEM) representatives.
Particularly, revenues derived from sales through our Japanese distributor, Tomen Electronics, accounted for 75% of our total revenues in 2005,
76% in 2004 and 79% in 2003. Our future performance will depend, in part, on this distributor to continue to successfully market and sell our
products. Furthermore, Tomen Electronics sells our products to a limited number of customers. One customer, Panasonic Communications Co.,
Ltd., has continually accounted for a majority of the sales through Tomen Electronics. The loss of Tomen Electronics as our distributor and our
inability to obtain a satisfactory replacement in a timely manner would materially harm our sales and results of operations. Additionally, the loss
of Panasonic and Tomen Electronics inability to thereafter effectively market our products would also materially harm our sales and results of
operations.
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Because our products are components of end products, if OEMs do not incorporate our products into their end products or if the end
products of our OEM customers do not achieve market acceptance, we may not be able to generate adequate sales of our products.

Our products are not sold directly to the end-user; rather, they are components of end products. As a result, we rely upon OEMs to incorporate
our products into their end products at the design stage. Once an OEM designs a competitor s product into its end product, it becomes
significantly more difficult for us to sell our products to that customer because changing suppliers involves significant cost, time, effort and risk
for the customer. As a result, we may incur significant expenditures on the development of a new product without any assurance that an OEM
will select our product for design into its own product and without this design win, it becomes significantly difficult to sell our products.
Moreover, even after an OEM agrees to design our products into its end products, the design cycle is long and may be delayed due to factors
beyond our control which may result in the end product incorporating our products not to reach the market until long after the initial design win
with the OEM. From initial product design-in to volume production, many factors could impact the timing and/or amount of sales actually
realized from the design-in. These factors include, but are not limited to, changes in the competitive position of our technology, our customers
financial stability, and our ability to ship products according to our customers schedule.

Furthermore, we rely on the end products of our OEM customers that incorporate our products to achieve market acceptance. Many of our OEM
customers face intense competition in their markets. If end products that incorporate our products are not accepted in the marketplace, we may
not achieve adequate sales volume of our products, which would have a negative effect on our results of operations.

We generate a significant amount of our total revenues from the sale of Integrated Digital Telephony (IDT) products and our business and
operating results may be materially adversely affected if we do not continue to succeed in the highly competitive IDT market.

Sales of our Integrated Digital Telephony (IDT) products comprised 88% of our total revenues for 2005. Specifically, sales of our 2.4GHz and
5.8GHz products comprised 71% of our total revenues for 2005. We expect that our 2.4GHz and 5.8GHz products, especially our 5.8GHz
products, will continue to account for a substantial portion of our revenues in future years. As a result, any adverse change in the digital IDT
market or in our ability to compete and maintain our competitive position in that market would harm our business, financial condition and results
of operations. The IDT market is extremely competitive, and we expect that competition will only increase. Our existing and potential
competitors in each of our markets include large and emerging domestic and foreign companies, many of which have significantly greater
financial, technical, manufacturing, marketing, sale and distribution resources and management expertise than we do. It is possible that we may
one day be unable to respond to increased price competition for IDT processors or other products through the introduction of new products or
reduction of manufacturing costs. This inability would have a material adverse effect on our business, financial condition and results of
operations. Likewise, any significant delays by us in developing, manufacturing or shipping new or enhanced products in this market also would
have a material adverse effect on our business, financial condition and results of operations.

In addition, we believe new developments in the home residential market may adversely affect the revenues we derive from our IDT products.
For example, the rapid deployment of new communication access methods, including mobile, wireless broadband, cable and other connectivity,
may reduce the market for products using fixed-line telephony. This decrease in demand would reduce our revenues derived from, and unit sales
of, our cordless telephony products.
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Because our quarterly operating results may fluctuate significantly, the price of our common stock may decline.

Our quarterly results of operations may vary significantly in the future for a variety of reasons, many of which are outside our control, including
the following:

fluctuations in volume and timing of product orders;

changes in demand for our products due to seasonal consumer buying patterns and other factors;

timing of new product introductions by us, including our DECT products, and by our customers or competitors;

changes in the mix of products sold by us or our competitors;

fluctuations in the level of sales by our OEM customers and other vendors of end products incorporating our products;

timing and size of expenses, including expenses to develop new products and product improvements;

entry into new markets, including China, Korea, South America and the domestic Japanese market;

mergers and acquisitions by us, our competitors, including the recent disposition by National Semiconductor Corporation of its DECT
division, and our existing and potential customers; and

general economic conditions, including the changing economic conditions in the United States and worldwide.
Each of the above factors is difficult to forecast and could harm our business, financial condition and results of operations. Also, we sell our
products to OEM customers that operate in consumer markets. As a result, our revenues are affected by seasonal buying patterns of consumer
products sold by our OEM customers that incorporate our products and the market acceptance of such products supplied by our OEM customers.
The fourth quarter in any given year is usually the strongest quarter for sales by our OEM customers in the consumer markets, and thus, our third
quarter in any given year is usually the strongest quarter for revenues as our OEM customers request increased shipments of our products in
anticipation of the increased activity in the fourth quarter. By contrast, the first quarter in any given year is usually the weakest quarter for us.

Our gross margins and profitability may be materially adversely affected by the continued decline in average selling prices of our products
and other factors, including increases in assembly and testing expenses.

Sales of our IDT telephony products comprised 88% of our total revenues for 2005. We have experienced and will continue to experience a
decrease in the average selling prices of our IDT products. Decreasing average selling prices could result in decreased revenues even if the
volume of products sold increases. Decreasing average selling prices may also require us to sell our products at much lower gross margin than in
the past and reduce profitability. Although we have to date been able to partially offset on an annual basis the declining average selling prices
through manufacturing cost reductions by achieving a higher level of product integration and improving our yield percentages, there is no
guarantee that our ongoing efforts will be successful or that they will keep pace with the anticipated, continued decline in average selling prices
of our IDT processors. As an example, our gross profit for 2005 was 46% and our current estimate is that our gross profit in 2006 will be in the
range of 41% to 44%. In addition to the continued decline in the average selling prices of our products, our gross profit may decrease in the
future due to other factors, including the roll-out of new products in any given period and the penetration of new markets which may require us
to sell products at a lower margin, our failure to introduce new engineering processes, mix of products sold, increases in the pricing of silicon
wafers, and increases in other production costs, including testing and assembly. For example, our gross profit decreased in 2005 as compared to
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2004 primarily due to increased testing and assembly expense. Our gross profit for 2006 will decline further if such expenses continue to rise.
Furthermore, as we are a fabless company, global market trends such as over-capacity problems so that there is a shortage of capacity to fulfill
our fabrication needs also may increase our raw material costs and thus decrease our gross margin.
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Because we depend on independent foundries to manufacture all of our integrated circuit products, we are subject to additional risks that
may materially disrupt our business.

All of our integrated circuit products are manufactured by independent foundries. While these foundries have been able to adequately meet the
demands of our increasing business, we are and will continue to be dependent upon these foundries to achieve acceptable manufacturing yields,
quality levels and costs, and to allocate to us a sufficient portion of their foundry capacity to meet our needs in a timely manner.

A significant majority of our integrated circuit products at this time is manufactured by TSMC and tested and assembled at ASE. We have
entered into a short-term supply arrangement with TSMC pursuant to which it is obligated to supply a specified amount of wafers to us for a
specific period. We may incur charges to TSMC if we fail to utilize all the quantities of products reserved for us in accordance with this
arrangement, which may increase our operating expenses and adversely affect our operating profit.

While we currently believe we have adequate capacity to support our current sales levels pursuant to our arrangement with our foundries, we
may encounter capacity shortage issues in the future. In the event of a worldwide shortage in foundry capacity, we may not be able to obtain a
sufficient allocation of foundry capacity to meet our product needs or we may incur additional costs to ensure specified quantities of products
and services. Over-capacity at the current foundries we use, or future foundries we may use, to manufacture our integrated circuit products may
lead to increased operating costs and lower gross margins. In addition, such a shortage could lengthen our products manufacturing cycle and
cause a delay in the shipment of our products to our customers. This could ultimately lead to a loss of sales of our products, harm our reputation
and competitive position, and our revenues could be materially reduced. Our business could also be harmed if our current foundries terminate
their relationship with us and we are unable to obtain satisfactory replacements to fulfill customer orders on a timely basis and in a cost-effective
manner.

In addition, as TSMC produces a significant portion of our integrated circuit products and ASE tests and assembles them, earthquakes,
aftershocks or other natural disasters in Asia, or adverse changes in the political situation in Taiwan, could preclude us from obtaining an
adequate supply of wafers to fill customer orders. Such events could harm our reputation, business, financial condition, and results of operations.

Because the manufacture of our products is complex, the foundries on which we depend may not achieve the necessary yields or product
reliability that our business requires.

The manufacture of our products is a highly complex and precise process, requiring production in a highly controlled environment. Changes in
manufacturing processes or the inadvertent use of defective or contaminated materials by a foundry could adversely affect the foundry s ability to
achieve acceptable manufacturing yields and product reliability. If the foundries we currently use do not achieve the necessary yields or product
reliability, our ability to fulfill our customers needs could suffer. This could ultimately lead to a loss of sales of our products and have a negative
effect on our gross margins and results of operations.

Furthermore, there are other significant risks associated with relying on these third-party foundries, including:

risks due to the fact that we have reduced control over production cost, delivery schedules and product quality;

less recourse if problems occur as the warranties on wafers or products supplied to us are limited; and

increased exposure to potential misappropriation of our intellectual property.
As we depend on independent subcontractors, located in Asia, to assemble and test our semiconductor products, we are subject to additional
risks that may materially disrupt our business.

Independent subcontractors, located in Asia, assemble and test our semiconductor products. Because we rely on independent subcontractors to
perform these services, we cannot directly control our product delivery
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schedules or quality levels. Our future success also depends on the financial viability of our independent subcontractors. If the capital structures
of our independent subcontractors weaken, we may experience product shortages, quality assurance problems, increased manufacturing costs,
and/or supply chain disruption.

Moreover, the economic, market, social, and political situations in countries where some of our independent subcontractors are located are
unpredictable, can be volatile, and can have a significant impact on our business because we may not be able to obtain product in a timely
manner. Market and political conditions, including currency fluctuation, terrorism, political strife, war, labor disruption, and other factors,
including natural or man-made disasters, adverse changes in tax laws, tariff, import or export quotas, power and water shortages, or interruption
in air transportation, in areas where our independent subcontractors are located also could have a severe negative impact on our operating
capabilities.

Because we have significant international operations, we may be subject to political, economic and other conditions relating to our
international operations that could increase our operating expenses and disrupt our business.

Although the majority of end users of the consumer products that incorporate our products are located in the U.S., we are dependent on sales to
OEM customers, located outside of the U.S., that manufacture these consumer products. We expect that international sales will continue to
account for a significant portion of our net product sales for the foreseeable future. For example, export sales, primarily consisting of IDT speech
processors shipped to manufacturers in Europe and Asia, including Japan and Asia Pacific, represented 99% of our total revenues for 2005. As a
result, the occurrence of any negative international political, economic or geographic events could result in significant revenue shortfalls. These
shortfalls could cause our business, financial condition and results of operations to be harmed. Some of the risks of doing business
internationally include:

unexpected changes in regulatory requirements;

fluctuations in the exchange rate for the United States dollar;

imposition of tariffs and other barriers and restrictions;

burdens of complying with a variety of foreign laws;

political and economic instability; and

changes in diplomatic and trade relationships.
In order to sustain the future growth of our business, we must penetrate new markets and our new products, such as our DECT products,
must achieve widespread market acceptance.

In order to increase our sales volume and expand our business, we must penetrate new markets and introduce new products. Although we are
exploring opportunities to expand sales of our products in China, Korea, South America and the domestic Japanese market, there are no
assurances that we will gain significant m