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Indicate by check mark whether the registrant: (1) has filed all reports required to be filed by Section 13 or 15(d) of

the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yesp Noo
Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer,

or a smaller reporting company. See the definitions of large accelerated filer, accelerated filer and smaller reporting

company in Rule 12b-2 of the Exchange Act. (Check one):

Large accelerated filer p  Accelerated filer o Non-accelerated filer o Smaller reporting company o

(Do not check if a smaller reporting company)

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes

o Nop
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PART1 FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS

SYNAPTICS INCORPORATED AND SUBSIDIARIES
CONDENSED CONSOLIDATED BALANCE SHEETS

(in thousands, except share data)
(unaudited)

ASSETS
Current assets:
Cash and cash equivalents
Short-term investments
Accounts receivable, net of allowances of $539 and $539 at September 30, 2008
and June 30, 2008, respectively
Inventories
Prepaid expenses and other current assets

Total current assets
Property and equipment, net
Goodwill

Non-current investments
Other assets

LIABILITIES AND STOCKHOLDERS EQUITY
Current liabilities:
Accounts payable
Accrued compensation
Income taxes payable
Other accrued liabilities

Total current liabilities

Other liabilities

Convertible senior subordinated notes

Stockholders equity:

Common stock:

$0.001 par value; 60,000,000 shares authorized; 42,835,461 and 42,500,535
shares issued, and 33,747,361 and 33,412,435 shares outstanding, at
September 30, 2008 and June 30, 2008, respectively(1)

Additional paid-in capital

Less: 9,088,100 and 9,088,100 common treasury shares at September 30, 2008
and June 30, 2008, respectively, at cost(2)

Accumulated other comprehensive loss

Retained earnings
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$

September
30,
2008

112,063
40,427

86,598
25,138
3,853

268,079
24,203
1,927
35,341
4,183

333,733

29,799
6,464
8,415
8,502

53,180
18,200
125,000

43
233,049

(237,387)
(3,206)
144,854

June 30,
2008

$ 96,218
50,298

69,362
21,065
3,417

240,360
22,459
1,927
37,946
3,669

$ 306,361

$ 27,784
6,510
7,095
9,120

50,509
17,075
125,000

43
222,543

(237,387)
(2,317)
130,895



Total stockholders equity

(1)

2

All share
amounts reflect
the 3-for-2 stock
split effected as
a stock dividend
and paid on
August 29,
2008.

The stock
dividend was
not paid on
treasury shares;
accordingly, the
post-split
quantity of
common
treasury shares
for each period
presented is
unchanged from
the pre-split
quantity.
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$

137,353

333,733

See notes to condensed consolidated financial statement (unaudited).

3

113,777

$ 306,361
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SYNAPTICS INCORPORATED AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF INCOME
(in thousands, except per share data)

(unaudited)
Three Months Ended
September 30,
2008 2007
Net revenue $115,857 $ 86,692
Cost of revenue(1) 69,264 51,228
Gross margin 46,593 35,464
Operating expenses:
Research and development(1) 15,805 10,402
Selling, general, and administrative(1) 14,570 10,750
Total operating expenses 30,375 21,152
Income from operations 16,218 14,312
Interest income 1,258 2,995
Interest expense (449) 475)
Gain on settlement of debt 2,689
Impairment of investment (4,000)
Income before provision for income taxes 17,027 15,521
Provision for income taxes 3,068 4,259
Net income $ 13,959 $11,262
Net income per share:
Basic(2) $ 041 $ 0.29
Diluted(2) $ 0.39 $ 027
Shares used in computing net income per share:
Basic(2) 33,640 39,315
Diluted(2) 35,459 41,537
(1) Amounts include share-based compensation costs as follows:
Cost of revenue $ 411 $ 239
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Research and development $2016 $1,171
Selling, general, and administrative $ 3,454 $1919

(2) All share and per share amounts reflect the 3-for-2 stock split effected as a stock dividend and paid on August 29,
2008.

See notes to condensed consolidated financial statement (unaudited).
4
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SYNAPTICS INCORPORATED AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(in thousands)
(unaudited)

Cash flows from operating activities
Net income

Adjustments to reconcile net income to net cash provided by operating activities:

Share-based compensation costs

Deferred taxes from share-based compensation
Depreciation of property and equipment
Impairment of property and equipment
Amortization of debt issuance costs

Gain on settlement of debt

Impairment of investment

Changes in operating assets and liabilities:
Accounts receivable, net

Inventories

Prepaid expenses and other current assets
Other assets

Accounts payable

Accrued compensation

Income taxes

Other accrued liabilities

Net cash provided by operating activities

Cash flows from investing activities

Purchases of short-term investments

Proceeds from sales and maturities of short-term investments
Proceeds from sales and maturities of non current investments
Purchases of property and equipment

Net cash provided by investing activities

Cash flows from financing activities

Purchase of treasury stock

Proceeds from issuance of common stock upon exercise of options and stock
purchase plan

Payroll taxes for deferred stock units

Net cash provided by (used in) financing activities
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Three Months Ended
September 30,
2008 2007
$ 13,959 $ 11,262
5,881 3,329
(371) 916
1,197 855
210
215 215
(2,689)
4,000
(17,236) (8,943)
(4,073) (7,442)
(436) 77)
(358) 1,854
2,015 (165)
(46) (1,413)
2,444 1,634
(617) 1,501
2,574 5,047
(9,044) (61,783)
19,006 120,240
1,625
(2,941) (1,513)
8,646 56,944
(18,951)
5,218 13,024
(593)
4,625 (5,927)
8
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Net increase in cash and cash equivalents
Cash and cash equivalents at beginning of period

Cash and cash equivalents at end of period

Supplemental disclosures of cash flow information
Cash paid for income taxes

15,845
96,218

$ 112,063

$ 1,001

See notes to condensed consolidated financial statements (unaudited).
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56,064
45915

$101,979
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SYNAPTICS INCORPORATED AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)
1. Basis of Presentation

The accompanying unaudited condensed consolidated financial statements have been prepared pursuant to the rules
and regulations of the Securities and Exchange Commission (the SEC ) and U.S. generally accepted accounting
principles. However, certain information or footnote disclosures normally included in financial statements prepared in
accordance with U.S. generally accepted accounting principles have been condensed or omitted pursuant to such SEC
rules and regulations. In our opinion, the financial statements include all adjustments, which are of a normal and
recurring nature, necessary for the fair presentation of the results of the interim periods presented. The results of
operations for the interim periods are not necessarily indicative of the operating results for the full fiscal year or any
future period. These financial statements should be read in conjunction with the audited consolidated financial
statements and related notes included in our annual report on Form 10-K for the fiscal year ended June 30, 2008.

The consolidated financial statements include our financial statements and those of our wholly owned subsidiaries.
All significant intercompany balances and transactions have been eliminated upon consolidation.

Our fiscal year is the 52- or 53-week period ending on the last Saturday in June. Our fiscal 2009 will be a 52-week
period ending on June 27, 2009 and our fiscal 2008 was a 52-week period ending on June 28, 2008. The fiscal periods
presented in this report were 13-week periods for the three months ended September 27, 2008 and September 29,
2007. For ease of presentation, the accompanying consolidated financial statements have been shown as ending on
September 30 and calendar quarter end dates for all annual, interim, and quarterly financial statement captions, unless
otherwise indicated.

Stock Split

On July 31, 2008, we announced a 3-for-2 stock split to be effected as a stock dividend. The stock dividend was
effective for stockholders of record on August 15, 2008 and was paid on August 29, 2008. All share and per-share
amounts contained herein for each period presented prior to the stock dividend date have been retroactively adjusted
to reflect the stock split.

Use of Estimates

The preparation of consolidated financial statements in conformity with U.S. generally accepted accounting
principles requires us to make estimates and judgments that affect the reported amounts of assets, liabilities, revenue,
expenses, and related disclosure of contingent assets and liabilities. On an ongoing basis, we evaluate our estimates,
including those related to revenue recognition, allowance for doubtful accounts, cost of revenue, inventories, product
warranty, share-based compensation costs, provision for income taxes, income taxes payable, investments, and
contingencies. We base our estimates on historical experience, applicable laws and regulations, and various other
assumptions that we believe to be reasonable under the circumstances, the results of which form the basis for making
judgments about the carrying value of assets and liabilities that are not readily apparent from other sources. Actual
results may differ from these estimates under different assumptions or conditions.

2. Revenue Recognition

We recognize revenue from product sales when there is persuasive evidence that an arrangement exists, delivery
has occurred and title has transferred, the price is fixed or determinable, and collection is reasonably assured. We
accrue for estimated sales returns and other allowances, based on historical experience, at the time we recognize
revenue. We record contract revenue for research and development as we provide the services under the terms of the
contract. We recognize non-refundable contract fees for which no further performance obligations exist and for which
there is no continuing involvement by us on the earlier of when the payments are received or when collection is
assured.

3. Net Income Per Share

We present basic and diluted net income per share amounts in conformity with the Financial Accounting Standards
Board ( FASB ) Statement of Financial Accounting Standards ( SFAS ) No. 128, Earnings Per Share, for all periods
presented.

6
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The following table presents the computation of basic and diluted net income per share (in thousands, except per
share amounts):

Three Months Ended
September 30,
2008 2007
Numerator:
Basic and diluted net income $ 13,959 $11,262
Denominator:
Shares, basic 33,640 39,315
Effect of dilutive share-based awards 1,819 2,222
Shares, diluted 35,459 41,537
Net income per share:
Basic $ 041 $ 029
Diluted $ 0.39 $ 027

Basic net income per share amounts for each period presented have been computed using the weighted average
number of shares of common stock outstanding.

Dilutive net income per share amounts do not include the weighted average effect of 2,006,614 and 1,254,256
share-based awards that were outstanding during the three months ended September 30, 2008 and 2007, respectively.
These share-based awards were not included in the computation of diluted net income per share because the proceeds
received, if any, from such share-based awards combined with the average unamortized compensation costs adjusted
for the hypothetical tax benefit or deficiency creditable or chargeable, respectively, to additional paid-in capital, were
greater than the average market price of our common stock, and therefore, their effect would have been antidilutive.

Our basic net income per share amounts for each period presented have been computed using the weighted average
number of shares of common stock outstanding. Our diluted net income per share amounts for each period presented
include the weighted average effect of potentially dilutive shares. We use the treasury stock method to determine the
dilutive effect of our stock options, deferred stock units, and convertible notes. Under the treasury stock method,
shares associated with our convertible notes will be included in the calculation of diluted net income per share only if
the weighted average price of our common stock exceeds $33.69 during the reporting period.

4. Cash Equivalents, Short-Term Investments, and Auction Rate Securities Investments

Cash equivalents consist of highly liquid investments with original maturities of three months or less. Short-term

investments consist of marketable securities and are classified as securities available for sale under SFAS No. 115,

Accounting for Certain Investments in Debt and Equity Securities. Included in our non-current investments are
auction rate securities, or ARS. Both short-term and non-current investments are reported at fair value, with unrealized
gains and losses, excluded from earnings and shown separately as a component of accumulated other comprehensive
income or loss within stockholders equity. A decline in the market value of a security below cost that is deemed
other-than-temporary is charged to earnings, resulting in the establishment of a new cost basis for the security. Interest
earned on marketable securities is included in interest income. We determine realized gains and losses on the sale of
marketable securities using the specific identification method.

7
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Our ARS investments, which have an original cost basis of $45.7 million, have failed to settle in auctions. These
investments are not liquid, and in the event we need to access these funds, we will not be able to do so without a loss
of principal, unless a future auction on these investments is successful or upon redemption. During the quarter ended
September 30, 2008, $1.6 million of our ARS investments were redeemed.

As there are currently no active markets for our various failed ARS investments, we have estimated the fair value
of these investments as of September 30, 2008 based on a trinomial discounted cash flow analysis. The analysis
considered, among other factors, the collateral underlying the security investments, creditworthiness of the
counterparty, timing of expected future cash flows, and the probability of a successful auction in a future period.
When possible, our failed ARS investments were compared to other observable market data or securities with similar
characteristics. During the quarter ended September 30, 2008, we reduced the carrying value of these investments by
$980,000 as a temporary impairment through other comprehensive loss.

As of September 30, 2008, none of our ARS investments were in default and all of our ARS investments continue
to pay interest. The following table sets forth the various types of failed ARS investments we hold, including the
original cost basis, type of impairment, the new cost basis, and the fair value (in thousands).

Original Other-than- New

Cost temporary Cost Temporary Fair

Basis Impairment Basis Impairment Value
Student loans $ 13,000 $ $ 13,000 $ 510 $ 12,490
Closed end muni and corporate funds 12,250 12,250 728 11,522
Credit linked notes 13,500 4,726 8,774 1,569 7,205
Contingent capital notes 5,000 2,237 2,763 560 2,203
Muni 2,000 2,000 79 1,921
Total ARS $45,750 $ 6,963 $ 38,787 $ 3,446 $35,341

At the present time, the primary issue affecting all of our ARS investments is that of liquidity. We have accounted
for all of our ARS investments as non-current as we are not able to reasonably determine when the ARS markets will
recover or be restructured. Based on our ability to access our cash and other short-term investments, our expected
operating cash flows, and our other sources of cash, we have the intent and ability to hold these investments until the
value recovers or the investments mature. We will continue to monitor our ARS investments in light of the current
debt market environment and evaluate our accounting for these investments quarterly.

Subsequent to September 30, 2008, we tendered certain of our ARS investments under a tender offer made to us by
one of our brokers. If our tendered ARS investments are accepted, we may record a gain in the period the tendered
investments are settled.

5. Fair Value of Cash Equivalents and Investments

Effective the beginning of fiscal 2009, we adopted SFAS 157 for financial assets and liabilities recognized or
disclosed at fair value on a recurring basis. The partial adoption of SFAS 157 for financial assets and liabilities did not
have a material impact on our consolidated financial position, results of operations, or cash flows.

We measure financial assets and liabilities at fair value. SFAS 157 (as impacted by FASB Staff Position ( FSP )
Nos. 157-1, 157-2, and 157-3) establishes a consistent framework for measuring fair value on either a recurring or
nonrecurring basis whereby inputs, used in valuation techniques, are assigned a hierarchical level.

The following are the hierarchical levels of inputs to measure fair value:

Level 1: Observable inputs that reflect quoted prices (unadjusted) for identical assets or liabilities in active
markets.

Level 2: Inputs reflect quoted prices for identical assets or liabilities in markets that are not active; quoted prices
for similar assets or liabilities in active markets; inputs other than quoted prices that are observable for the assets

8
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or liabilities; or inputs that are derived principally from or corroborated by observable market data by correlation or
other means.

Level 3: Unobservable inputs reflecting our own assumptions incorporated in valuation techniques used to
determine fair value. These assumptions are required to be consistent with market participant assumptions that are
reasonably available. Our Level 3 Assets consist of long-term ARS. We used a trinomial discounted cash flow
analysis to value these investments. The analysis considered, among other factors, the collateral underlying the
security investments, creditworthiness of the counterparty, timing of expected future cash flows, and the probability of
a successful auction in a future period. See Note 4.

The following table summarizes our financial assets and liabilities measured at fair value on a recurring basis, by
level within the fair value hierarchy, as of September 30, 2008 (in thousands):

September 30, 2008

Level 1 Level 2 Level 3
Money market $ 84,908 $ $
U.S. treasury bills 8,996
Commercial paper 19,748
Municipal securities 35,440
Auction rate securities 35,341
Total available-for-sale securities $ 84,908 $64,184 $35,341

The following table provides a summary of changes in fair value of our Level 3 financial assets as of
September 30, 2008 (in thousands):

Balance as of June 30, 2008 $37,946
Net unrealized loss included in other comprehensive loss (980)
Redemptions (1,625)
Balance as of September 30, 2008 $35,341

There were no transfers in or out of our Level 3 assets during first quarter ended September 30, 2008.
6. Inventories

Inventories are stated at the lower of cost (first-in, first-out method) or market (estimated net realizable value) and
consisted of the following (in thousands):

September
30, June 30,
2008 2008
Raw materials $ 17,587 $ 16,336
Finished goods 7,551 4,729

$ 25,138 $21,065

Periodically, we purchase inventory from our subcontractors when a customer s delivery schedule is delayed or a
customer s order is cancelled. In those circumstances in which our customer has cancelled its order and we purchase
inventory from our subcontractors, we consider a write-down to reduce the carrying value of the inventory purchased
to its net realizable value. We charge write-downs to reduce the carrying value of obsolete, slow moving, and
non-usable inventory to net realizable value to cost of revenue.

9
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7. Product Warranties, Indemnifications, and Legal Proceedings
Product Warranties

We generally warrant our products for a period of 12 months or more from the date of sale and estimate probable
product warranty costs at the time we recognize revenue. Factors that affect our warranty liability include historical
and anticipated rates of warranty claims, materials usage, and service delivery costs. Warranty costs incurred have not
been material in recent years. However, we assess the adequacy of our warranty obligations periodically and adjust the
accrued warranty liability on the basis of our estimates.

Changes in our accrued warranty liability (included in other accrued liabilities) for the three-month periods ended
September 30, 2008 and 2007 were as follows (in thousands):

Three Months Ended
September 30,
2008 2007
Beginning accrued warranty $ 390 $ 325
Provision for product warranties 640 103
Cost of warranty claims and settlements (519) (64)
Ending accrued warranty $ 511 $ 364

Indemnifications

In connection with certain third-party agreements, we are obligated to indemnify the third party regarding any
technology infringement by us. We have also entered into indemnification agreements with our officers and directors.
Maximum potential future payments cannot be estimated because these agreements do not have a maximum stated
liability. However, historical costs related to these indemnification provisions have not been significant. We have not
recorded any liability in our consolidated financial statements for such indemnification obligations.

Legal Proceedings

In March 2006, Elantech Devices Corporation, or Elantech, filed a Complaint for Patent Infringement against us
claiming that we infringed one of its patents and seeking damages, attorneys fees, and a permanent injunction against
us infringing or inducing others to infringe the patent. In April 2006, we filed our Answer to the Complaint and
Counterclaims against Elantech, claiming that Elantech has infringed and induced infringement of four of our patents
and seeking damages, attorneys fees, and a permanent injunction against infringing or inducing others to infringe.

Elantech responded to our counterclaim denying liability and counterclaimed seeking an injunction and damages
for alleged violations of California law. We subsequently filed a motion to dismiss the Elantech counterclaims that
was granted in July 2006 with leave to amend the counterclaims after the adjudication of the patent infringement
claims.

The Elantech patent relates to recognizing and providing an indication of the presence of multiple fingers on a
touchpad. We have previously developed additional ways to detect multiple fingers and have our own related patents.
The Elantech infringement claims involve two versions of our software code ( Type 1 Code and Type 2 Code ) in
certain products in which multiple finger detection is enabled.

In October 2007, the Court heard oral arguments on our motion for summary judgment of noninfringement of the
Elantech patent and Elantech s cross-motion for summary judgment of infringement. The Court granted our motion for
partial summary judgment of noninfringement as to products containing Type 1 Code and denied our motion for
partial summary judgment of noninfringement as to products containing Type 2 Code. In addition, the Court denied
Elantech s motion for summary judgment that our Type 1 and Type 2 Codes infringe Elantech s intellectual property.
The Court indicated, however, that it would grant summary judgment of infringement for products implementing the
Type 2 Code with enabled finger counting functionality.

In November 2007, Elantech moved for partial summary judgment that products implementing the Type 2 Code
with enabled finger counting functionality infringe the Elantech patent. In December 2007, Elantech moved for entry
of a preliminary injunction against us importing, using, selling, or offering to sell certain products implementing the
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In December 2007, we filed a Complaint for Patent Infringement against Elantech claiming that Elantech infringed
one of our patents relating to detecting the presence of multiple fingers on a touchpad and seeking damages, attorneys
fees, and an injunction. In January 2008, we moved for entry of summary judgment for infringement of the four
Synaptics patents.

In March 2008, the Court, based on its infringement ruling, filed an order preliminarily enjoining us from making,
using, selling, or importing into or offering to sell within the United States touchpad products containing our Type 2
firmware code with enabled multiple finger counting functionality. We do not believe any aspect of the Court s
decision will have a material effect on our business. We are not shipping any products that utilize the contested code.
As a result, the preliminary injunction will have no impact on us, our business, or our customers. Although the
contested code is no longer used in our products, we do not believe the contested code infringes the Elantech patent
and we have appealed the Court s infringement ruling.

In April 2008, the Court granted our motion for partial summary judgment holding that use of the corner tap,
scrolling, edge motion, and drag features of Elantech s touchpad products infringe four of our patents.

In October 2008, we entered into a settlement and cross-license agreement with Elantech, which settled all disputes
between the parties and granted each party irrevocable, non-transferable, non-assignable, non-exclusive, worldwide
rights to certain patents over their remaining lives.

8. Convertible Senior Subordinated Notes

In December 2004, we issued an aggregate of $125 million of 0.75% Convertible Senior Subordinated Notes
maturing December 1, 2024 (the Notes ) in a private offering pursuant to Rule 144 A under the Securities Act of 1933,
as amended. In connection with issuing the Notes, we incurred debt issuance costs of $4.3 million, consisting
primarily of the initial purchasers discount and costs related to legal, accounting, and printing, which are being
amortized over five years. We expect to use the net proceeds for working capital and general corporate purposes and
potentially for future acquisitions.

The Notes bear interest at a rate of 0.75% per annum payable on December 1 and June 1 of each year. However,
we will pay additional contingent interest on the Notes if the average trading price of the Notes is at or above 120% of
the principal amount of the Notes for a specified period beginning with the six-month period commencing
December 1, 2009. The amount of contingent interest payable on the Notes with respect to a six-month period, for
which contingent interest applies, will equal 0.375% per annum of the average trading price of the Notes for a
specified five trading-day period preceding such six-month period.

As a result of our irrevocable election in April 2007 to cash settle the principal amount of the Notes, no shares of
common stock will be issued to settle the principal amount of the Notes and cash or common stock may be used to
settle the value of the Notes in excess of $125 million, if any. Accordingly, we will include diluted shares underlying
the Notes in our diluted net income per share calculation only when the average closing stock price for the accounting
period exceeds the conversion price of the Notes, which is currently $33.69 per share.

The Notes may be converted (1) if, during any calendar quarter commencing after December 31, 2004, the last
reported sale price of our common stock for at least 20 trading days in the period of 30 consecutive trading days
ending on the last trading day of the preceding calendar quarter is greater than or equal to 120% of the applicable
conversion price on such last trading day; (2) on or after January 1, 2020; (3) if we have called the Notes for
redemption; or (4) during prescribed periods, upon the occurrence of specified corporate transactions or fundamental
changes. On or after December 1, 2009, we may redeem for cash all or a portion of the Notes at a redemption price of
100% of the principal amount of the Notes plus accrued and unpaid interest, including contingent interest and
additional interest, if any. Noteholders have the right to require us to repurchase all or a portion of their Notes for cash
on December 1, 2009, December 1, 2014, and December 1, 2019 at a price equal to 100% of the principal amount of
the Notes to be purchased plus accrued and unpaid interest, including contingent interest and additional interest, if
any. As of September 30, 2008, none of the conditions for conversion of the Notes had occurred.

The Notes are unsecured senior subordinated obligations and rank junior in right of payment to all of our existing
and future senior indebtedness, equal in right of payment with all of our existing and future indebtedness or other
obligations that are not, by their terms, either senior or subordinated to the Notes, including trade debt and other
general unsecured obligations that do not constitute senior or subordinated indebtedness, and senior in right of
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Interest expense includes the amortization of debt issuance costs. We recorded $449,000 of interest expense on the
Notes during each of the three-month periods ended September 30, 2008 and 2007, respectively.
9. Share-Based Compensation

The purpose of our various share-based compensation plans is to attract, motivate, retain, and reward high-quality
employees, directors, and consultants by enabling such persons to acquire or increase their proprietary interest in our
common stock in order to strengthen the mutuality of interests between such persons and our stockholders and to
provide such persons with annual and long-term performance incentives to focus their best efforts in the creation of
stockholder value. Consequently, share-based compensatory awards issued subsequent to the initial award to our
employees and consultants are determined primarily on individual performance. Our share-based compensation plans
with outstanding awards consist of our 1996 Stock Option Plan, our 2000 Nonstatutory Stock Option Plan, our 2001
Incentive Compensation Plan, as amended, and our 2001 Employee Stock Purchase Plan, as amended.

Share-based compensation and the related tax benefit recognized in our consolidated statements of income for the
three months ended September 30, 2008 and 2007 were as follows (in thousands):

Three Months Ended
September 30,
2008 2007
Cost of revenue $ 411 $ 239
Research and development 2,016 1,171
Selling, general, and administrative 3,454 1,919
Total $ 5,881 $ 3,329
Income tax benefit recorded on share-based compensation $ 1,968 $1,697

We utilize the Black-Scholes option pricing model to estimate the grant date fair value of certain employee
share-based compensatory awards, which requires the input of highly subjective assumptions, including expected
volatility and expected life. Historical and implied volatilities were used in estimating the fair value of our share-based
awards, while the expected life of our options was estimated to be approximately four to five years based on historical
trends since our initial public offering. Changes in these inputs and assumptions can materially affect the measure of
estimated fair value of our share-based compensation. Further, as required under SFAS No. 123R, Share-Based
Payment ( SFAS 123R ), we now estimate forfeitures for share-based awards that are not expected to vest. We charge
the estimated fair value less estimated forfeitures to earnings on a straight-line basis over the vesting period of the
underlying awards, which is generally four years for our stock options and deferred stock units and up to two years for
our employee stock purchase plan. The Black-Scholes option pricing model was developed for use in estimating the
fair value of traded options having no vesting restrictions and being fully transferable. As our stock option and
employee stock purchase plan awards have characteristics that differ significantly from traded options and, as changes
in the subjective assumptions can materially affect the estimated value, our estimate of fair value may not accurately
represent the value assigned by a third party in an arms -length transaction. While our estimate of fair value and the
associated charge to earnings materially affects our results of operations, it has no impact on our cash position.

In accordance with SFAS 123R, we recognize tax benefit upon expensing certain share-based awards associated
with our share-based compensation plans, including nonqualified stock options and deferred stock units, but under
current accounting standards we cannot recognize tax benefit concurrent with the recognition of share-based
compensation expenses associated with incentive stock options and employee stock purchase plan shares (qualified
stock options). For qualified stock options that vested after our adoption of SFAS 123R, we recognize tax benefit only
in the period when disqualifying dispositions of the underlying stock occur, which historically has been up to several
years after vesting and in a period when our stock price substantially increases. For qualified stock options that vested
prior to our adoption of SFAS 123R, the tax benefit is recorded directly to additional paid-in capital.
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We determine excess tax benefit using the long-haul method in which we compare the actual tax benefit associated
with the tax deduction from share-based award activity to the hypothetical tax benefit on the grant date fair values of
the corresponding share-based awards. Under paragraph A94, footnote 82, of SFAS 123R, tax benefit associated with
excess tax deduction creditable to additional paid-in capital is not recognized until the deduction reduces taxes
payable. Accordingly, no tax benefit related to excess tax deductions from qualified stock options was recognized
during the quarter ended September 30, 2008.

12
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Historically, we have issued new shares in connection with our share-based compensation plans; however,

9.1 million treasury shares were also available for issuance as of September 30, 2008. Any additional shares
repurchased under our stock repurchase program would be available for issuance under our share-based compensation
plans.

Stock Options

Our share-based compensation plans with outstanding stock option awards include our 1996 Stock Option Plan,
our 2000 Nonstatutory Stock Option Plan, and our 2001 Incentive Compensation Plan, as amended, ( the Plans ). Under
the Plans, we may grant employees, consultants, and directors incentive stock options or nonqualified stock options to
purchase shares of our common stock at not less than 100% or 85% of the fair market value, respectively, on the date
of grant. Stock options granted to our employees generally are incentive stock options, or qualified options under the
internal revenue code, subject to calendar year vesting limitations with any balance being nonqualified stock options.

Options issued under the Plans generally vest 25% at the end of 12 months from the vesting commencement date
and approximately 2% each month thereafter until fully vested at the end of 48 months from the vesting
commencement date. Options not exercised ten years after the date of grant are cancelled.

The following table summarizes stock option activity and weighted average exercise prices for the three months
ended September 30, 2008, and for options outstanding and options exercisable, the weighted average exercise prices
and the aggregate intrinsic value as of September 30, 2008. The aggregate intrinsic value is based on the closing price
of our common stock on September 26, 2008 of $31.42 and includes only outstanding stock options that were
in-the-money.

Stock Weighted Aggregate
Option Average Intrinsic
Awards Exercise Value
Outstanding Price (thousands)
Balance at June 30, 2008 6,148,275 $ 17.52
Granted 692,254 34.23
Exercised (216,769) 16.85
Forfeited (110,241) 23.55
Balance at September 30, 2008 6,513,519 19.22 $ 82,587
Exercisable at September 30, 2008 2,796,792 13.63 $ 49,760

Deferred Stock Units

Our 2001 Incentive Compensation Plan, as amended, ( 2001 Plan ) enables us to grant deferred stock units ( DSUs )
to our employees, consultants, and directors. A DSU is a promise to deliver shares of our common stock at a future
date in accordance with the terms of the DSU grant agreement. We began granting DSUs in January 2006.

DSUs granted under the 2001 Plan generally vest 25% at the end of 12 months from the vesting commencement
date and at a rate of approximately 6% each quarter thereafter until fully vested at the end of 48 months from the
vesting commencement date. Delivery of shares under the plan takes place quarterly for all DSUs vested as of the
scheduled delivery dates. Until delivery of shares, the grantee has no rights as a stockholder.

An election to defer delivery of the underlying shares for unvested DSUs can be made provided the deferral
election is made at least one year before vesting and the deferral period is at least five years from the scheduled
delivery date.

The following table summarizes DSU activity, including DSUs granted, delivered, and forfeited during the three
months ended September 30, 2008, and the balance and aggregate intrinsic value of DSUs as of September 30, 2008.
The aggregate intrinsic value is based on the closing price of our common stock on September 26, 2008 of $31.42.

13

Table of Contents 22



Edgar Filing: SYNAPTICS INC - Form 10-Q

Table of Contents

23



Edgar Filing: SYNAPTICS INC - Form 10-Q

Table of Contents

Deferred Aggregate
Stock Unit Intrinsic
Awards Value
(in
Outstanding thousands)
Balance at June 30, 2008 573,447
Granted 170,258
Delivered (61,647)
Forfeited (16,055)
Balance at September 30, 2008 666,003 $ 20,926

Of the shares delivered, 18,507 shares valued at $593,000 were withheld to meet statutory minimum tax
withholding requirements.
Employee Stock Purchase Plan

Our 2001 Employee Stock Purchase Plan, as amended, ( ESPP ) became effective on January 29, 2002, the effective
date of the registration statement for our initial public offering. The ESPP allows employees to designate up to 15% of
their base compensation, subject to legal restrictions and limitations, to purchase shares of common stock at 85% of
the lesser of the fair market value ( FMV ) at the beginning of the offering period or the exercise date. The offering
period extends for up to two years and includes four exercise dates occurring at six month intervals. Under the terms
of the plan, if the FMV at an exercise date is less than the FMV at the beginning of the offering period, the current
offering period will terminate and a new offering period of up to two years will commence.

The following table summarizes the shares purchased, weighted average purchase price, cash received, and the
aggregate intrinsic value for ESPP purchases during the three-month period ended September 30, 2008 (in thousands,
except for shares purchased and weighted average purchase price):

Shares purchased 75,017
Weighted average purchase price $ 20.92
Cash received $ 1,569
Aggregate intrinsic value $ 318

In accordance with FASB Technical Bulletin No. 97-1, Accounting under Statement 123 for Certain Employee
Stock Purchase Plans with a Look-Back Option, the early termination of an offering period followed by the
commencement of a new offering period represents a modification to the terms of the related awards. Under the terms
of our ESPP, the offering period that commenced on January 2, 2008 was terminated on June 30, 2008 and a new
offering period commenced on July 1, 2008. The June 30, 2008 modification affected 54 employees. The modification
resulted in incremental compensation costs which will be recognized on a straight-line basis over the period from the
modification date through June 30, 20009.

10. Gain from Settlement of Debt and Impairment of Investment
Gain from Settlement of Debt

In fiscal 1998, we entered into agreements with National Semiconductor Corporation ( National ) with respect to the

formation of a development-stage company, Foveonics, Inc. (now known as Foveon, Inc. and referred to herein as

Foveon ), which was formed to develop and produce digital imaging products. We contributed technology for which
we had no accounting basis for a 30% interest in Foveon in the form of voting convertible preferred stock. Under the
agreements, we had the right to acquire additional shares of convertible preferred stock at a specified price in
exchange for a limited-recourse loan from National. National loaned us $1.5 million under a limited-recourse note,
which we utilized to purchase 900,000 Series A preferred shares of Foveon, which increased our ownership interest in
Foveon to 43%.
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In fiscal 1998, we recorded our share of losses incurred by Foveon under the equity accounting method on the basis
of our proportionate ownership of voting convertible preferred stock and reduced the carrying value of this equity
investment to zero as our share of losses incurred by Foveon exceeded the carrying value of our investment. The
$1.5 million note to National plus accrued interest of $1.2 million came due in August 2007, and, in accordance with
the security agreement, we relinquished our 900,000 Series A preferred shares securing the note to National in full
settlement

14
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of the principal and accrued interest. Consequently, we recognized a one-time non-operating gain upon settlement of
debt in the amount of $2.7 million in the quarter ended September 30, 2007.
Impairment of Investment

In fiscal 2005, we participated in an equity financing, receiving 3,943,217 shares of Foveon Series E preferred for a
cash investment of $4.0 million. The Series E preferred shares are convertible into common shares on a one-for-one
basis at any time at our option, upon a firm underwritten public offering of Foveon common stock of not less than
$20 million at a price per share of not less than three times the original issue price, or upon the written agreement of
the holders of at least 60% of the outstanding preferred shares voting as a single class. The Series E preferred shares
are also entitled to liquidation preference up to two times the original issue price over the earlier non-Series E
preferred shares and common shares. We are not obligated to provide additional funding to Foveon.

In fiscal 2007, Foveon completed a Series F preferred financing receiving net proceeds of $13.8 million. The
Series F preferred shareholders are entitled to a liquidation preference over the earlier non-Series F preferred shares
and common shares.

In fiscal 2008, we determined there was an other-than-temporary impairment of the carrying value of our
investment in Foveon, due to liquidity visibility and liquidation preferences for the most recent preferred equity round.
Assuming book value equals fair value of certain of Foveon s assets such as cash, accounts receivable, and accounts
payable and no value for other tangible and intangible assets, a hypothetical liquidation of Foveon at September 30,
2007 would benefit only Series F preferred shareholders. Consequently, we recognized a $4.0 million
other-than-temporary impairment charge in the quarter ended September 30, 2007.

11. Income Taxes

We account for income taxes under the asset and liability method in accordance with SFAS No. 109 Accounting
for Income Taxes. We consider the operating earnings of our foreign subsidiaries to be indefinitely invested outside
the United States. Accordingly, no provision has been made for the U.S. federal, state, or foreign taxes that may result
from future remittances of undistributed earnings of our foreign subsidiaries.

The provision for income taxes of $3.1 million and $4.3 million for the three-month period ended September 30,
2008 and 2007, respectively, represented estimated federal, foreign, and state taxes. The effective tax rate for the
three-month period ended September 30, 2008 was 18.0% and diverged from the combined federal and state statutory
rate primarily due to increased foreign income taxed at lower tax rates, the impact of tax-exempt interest income, and
the benefit of state research tax credits. The effective tax rate for the three months ended September 30, 2007 was
27.4% and diverged from the combined federal and state statutory rate primarily due to increased foreign income
taxed at lower tax rates, accounting for share-based compensation, the benefit of research tax credits, and the impact
of tax-exempt interest income, partially offset by foreign withholding taxes and the impairment of an investment for
which a valuation allowance was established against the deferred tax asset.

The federal research tax credit was reinstated retroactive to January 1, 2008 by the Emergency Economic Stability
Act of 2008 enacted on October 3, 2008. Our estimated annual effective tax rate, which forms the basis of our current
quarter and year-to-date effective tax rate does not include the benefit of the reinstated federal research credit since the
new law was effective subsequent to our quarter end. Accordingly, we anticipate a reduction in our tax rate for the
quarter ended December 31, 2008 compared to the current quarter due to the reinstatement of the federal research
credit.

Unrecognized Tax Benefits

We adopted FASB Interpretation No. 48, Accounting for Uncertainty in Income Taxes, an Interpretation of FASB
Statement No. 109 ( FIN 48 ) at the beginning of the first quarter of fiscal 2008. In connection with our adoption of FIN
48, we did not recognize a cumulative effect adjustment. As of September 30, 2008 our gross unrecognized tax
benefits of $14.7 million, which includes $1.1 million of gross unrecognized tax benefits recognized during the
three-month period ended September 30, 2008, and accrued interest and penalties expense of $768,000 are classified
as non-current income taxes payable and are included in other liabilities on our balance sheet all of which, if
recognized, would reduce our effective tax rate. No unrecognized tax benefit is expected to be paid within one year,
nor can we make a reliable estimate when cash settlement with a taxing authority may occur. Any prospective
adjustments to our unrecognized tax benefits will be recorded as an increase or decrease to income tax expense and
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It is reasonably possible that the amount of the liability for unrecognized tax benefits may change within the next
twelve months and an estimate of the range of possible changes cannot be made at this time due to the high
uncertainty of the resolution of our tax positions with the various tax jurisdictions in which we operate. Accordingly,
the unrecognized tax benefits from prior year tax positions that may be necessary to accrue for or release in fiscal
2009 can not be reasonably estimated at this time.

Classification of Interest and Penalties

Under FIN 48, our policy to classify interest expense and penalties, if any, as components of income tax expense
did not change. An additional $30,000 of interest and penalties has been accrued during the three-month period ended
September 30, 2008.

Tax Years and Examination

Currently, we are required to file income tax returns in the United States, California, and the foreign tax
jurisdictions in which we operate. The fiscal years that remain subject to examination by these jurisdictions are 2003
and onward. On September 10, 2007, we were notified by the California Franchise Tax Board that our fiscal year
2004 through 2005 returns were subject to audit. The audit is ongoing and no proposed assessment has been received.
12. Segment, Customers, and Geographic Information

We operate in one segment: the development, marketing, and sale of interactive user interface solutions for
electronic devices and products. We generate our revenue from two broad product categories: the PC market and
digital lifestyle product markets. The PC market accounted for 72% and 81% of net revenue for the three months
ended September 30, 2008 and 2007, respectively.

The following is a summary of net revenue from sales to unaffiliated customers within geographic areas based on
the customer location (in thousands):

Three Months Ended
September 30,
2008 2007
China $ 74,464 $ 62,857
Taiwan 18,642 11,834
Korea 16,034 7,223
Other 6,717 4,778

$115,857 $ 86,692

Major customer net revenue data as a percentage of net revenue:

Three Months Ended
September 30,
2008 2007

Customer A 12% *
Customer B 11% 11%
Customer C 10% *
Customer D 10% *
Customer E * 10%

16
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Major customer accounts receivable as a percentage of accounts receivable:

As of As of
September
30, June 30,
2008 2008
Customer A 13% 12%
Customer B 13% *
Customer C * 12%

*  Less than 10%
13. Comprehensive Income

Our comprehensive income consists of net income plus the effect of unrealized gains and losses on our short-term
investments as a result of changes in fair value of our ARS investments and interest rate fluctuations on our fixed
interest rate investments. The unrealized gains and losses on our short-term investments are considered to be
temporary in nature. We use the U.S. dollar as the functional currency in accounting for our foreign entities and
recognize remeasurement adjustments in our consolidated statement of income.

Our comprehensive income for the three months ended September 30, 2008 and 2007 is as follows (in thousands):

Three Months Ended
September 30,
2008 2007
Net income $13,959 $11,262
Net unrealized loss on available-for-sale investments, net of tax (889) (804)
Total comprehensive income $13,070 $10,458

Included in our net unrealized loss on certain available-for-sale investments, we recorded a net pre-tax temporary
impairment charge for ARS investments that failed to settle in auctions of $980,000 during the three months ended
September 30, 2008, which were partially offset by gains in certain short-term fixed rate investments. When
evaluating our investments for possible impairment, we review factors such as the length of time and extent to which
fair value has been below cost basis, the financial condition of the issuer, and our ability and intent to hold the
investment for a period of time which may be sufficient for anticipated recovery in market value. At the present time,
the primary issue affecting all of our ARS investments is that of liquidity. Based on our ability to access our cash and
other short-term investments, our expected operating cash flows, and our other sources of cash, we have the intent and
ability to hold these investments until the value recovers or the investments mature. We will continue to evaluate our

accounting for these investments quarterly.
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14. Recent Accounting Pronouncements

In February 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and Financial
Liabilities ( SFAS 159 ), which provides companies an option to report selected financial assets and liabilities at fair
value. SFAS 159 requires companies to provide information helping financial statement users to understand the effect
of a company s choice to use fair value on its earnings, as well as to display the fair value of the assets and liabilities a
company has chosen to use fair value for on the face of the balance sheet. Additionally, SFAS 159 establishes
presentation and disclosure requirements designed to simplify comparisons between companies that choose different
measurement attributes for similar types of assets and liabilities. SFAS 159 was effective for fiscal years beginning
after November 15, 2007. We evaluated our existing eligible financial assets and liabilities and elected not to adopt
SFAS 159 during the three months ended September 30, 2008; however, we may elect to adopt SFAS 159 in a future
period should facts and circumstances change.

In February 2008, the FASB issued FSP No. 157-2, The Effective Date of FASB Statement No. 157 ( FSP 157-2 ),
which delays the effective date of SFAS 157 for all non-financial assets and non-financial liabilities, except those that
are recognized or disclosed at fair value in the financial statements on a recurring basis (at least annually), until fiscal
years beginning after November 15, 2008, and interim periods within those fiscal years. We do not believe the
adoption of FSP 157-2 will have a material impact on our consolidated financial position, results of operations, and
cash flows.

In October 2008, the FASB issued FSP No. 157-3, Determining the Fair Value of a Financial Asset When the
Market for That Asset Is Not Active ( FSP 157-3 ). FSP 157-3 clarifies the application of SFAS 157 in a market that is
not active and provides an example to illustrate key considerations in determining the fair value of a financial asset
when the market for that financial asset is not active. FSP 157-3 became effective immediately, including prior
periods for which financial statements have not been issued. Therefore, we have adopted the provisions of FSP 157-3
in our financial statements for the three months ended September 30, 2008. The adoption did not have a material
impact on our consolidated financial position, results of operations, or cash flows.

In May 2008, the FASB issued FSP APB 14-1, Accounting for Convertible Debt Instruments That May Be Settled
in Cash upon Conversion (Including Partial Cash Settlement) ( FSP APB 14-1 ). FSP APB 14-1 requires that issuers of
convertible debt instruments that may be settled in cash upon conversion separately account for the liability and equity
components in a manner that will reflect the entity s nonconvertible debt borrowing rate when the interest cost is
recognized in subsequent periods. The coupon rate on our convertible debt instrument is 0.75%, and the comparable
yield of a nonconvertible debt instrument determined at the time we issued our notes was 8.5%. Accordingly, we
estimate the non-cash pre-tax impact to our results of operations from the adoption of FSP APB 14-1 would have been
approximately $2.0 million for the quarter ended September 30, 2008. FSP APB 14-1 will be effective beginning with
the first quarter of our fiscal 2010 and will be applied retrospectively.

In May 2008, the FASB issued SFAS No. 162, The Hierarchy of Generally Accepted Accounting Principles ( SFAS
162 ). The new standard is intended to improve financial reporting by identifying a consistent framework, or hierarchy,
for selecting accounting principles to be used in preparing financial statements that are presented in conformity with
U.S. generally accepted accounting principles ( GAAP ) for nongovernmental entities. SFAS 162 is effective 60 days
following SEC approval of the Public Company Accounting Oversight Board Auditing amendments to AU
Section 411, The Meaning of Present Fairly in Conformity with Generally Accepted Accounting Principles. We are
currently evaluating the impact, if any, of the adoption of SFAS 162 on our financial position, results of operations,
and cash flows.

15. Subsequent Events

In October 2008, we repurchased and retired $9.0 million of our 0.75% Convertible Senior Subordinated Notes.
The net gain on retirement of the Notes was $469,000 after adjustment for the associated unamortized discount.

In October 2008, we entered into a settlement and cross-license agreement with Elantech, which settled all disputes
between the parties and granted each party irrevocable, non-transferable, non-assignable, non-exclusive, worldwide
rights to certain patents over their remaining lives. The financial statement impact of such a settlement was immaterial
to our financial results as of and for the quarter ended September 30, 2008 and is not expected to have a material
impact on our future cash flows, results of operations, or financial position.
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ITEM 2. MANAGEMENT S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS
Forward-Looking Statements and Factors That May Affect Results

You should read the following discussion and analysis in conjunction with our condensed consolidated financial
statements and notes in Item 1 and with our audited consolidated financial statements and notes included in our
Annual Report on Form 10-K for the year ended June 30, 2008.

In addition to the historical information contained in this report, this report contains forward-looking statements,
including those related to market penetration and market share in the notebook and digital lifestyle product markets;
competition in the notebook and digital lifestyle product markets; revenue from the notebook and digital lifestyle
product markets; growth rates of these markets; average selling prices; product design mix; manufacturing costs;
cost-improvement programs; gross margins; customer relationships; research and development expenses; selling,
general, and administrative expenses; legal proceedings; and liquidity and anticipated cash requirements. These
forward-looking statements involve risks and uncertainties that could cause actual results to differ materially.

We caution that these statements are qualified by various factors that may affect future results, including the
following: changes in the market for our products and the success of our customers products; our success in moving
products from the design phase into the manufacturing phase; changes in the competitive environment; infringement
claims; warranty obligations related to product failures; the failure of key technologies to deliver commercially
acceptable performance; our dependence on certain key markets; penetration into new markets; the absence of both
long-term purchase and supply commitments; and our lengthy development and product acceptance cycles. This
report should be read in conjunction with our Annual Report on Form 10-K for the year ended June 30, 2008,
including particularly Item 1A Risk Factors.

Overview

We are a leading worldwide developer and supplier of custom-designed human interface solutions that enable
people to interact more easily and intuitively with a wide variety of mobile computing, communications,
entertainment, and other electronic devices. We believe our results to date reflect the combination of our customer
focus, the strength of our intellectual property, and our engineering know-how, which allow us to develop or engineer
products that meet the demanding design specifications of OEMs.

Many of our customers have migrated their manufacturing operations from Taiwan to China, and many of our
OEM customers have established design centers in that region. With our expanded global presence, including offices
in China, Hong Kong, Japan, Korea, Switzerland, Taiwan, and the United States, we are well positioned to provide
local sales, operational, and engineering support services to our existing customers, as well as potential new
customers, on a global basis.

Our manufacturing operations are based on a variable cost model in which we outsource all of our production
requirements and primarily drop ship our products directly to our customers from our contract manufacturers
facilities, eliminating the need for significant capital expenditures and allowing us to minimize our investment in
inventories. This approach requires us to work closely with our contract manufacturers to ensure adequate production
capacity to meet our forecasted volume requirements. We provide our contract manufacturers with six-month rolling
forecasts and issue purchase orders based on our anticipated requirements for the next 90 days. However, we do not
have any long-term supply contracts with any of our contract manufacturers. Currently, we use two third-party wafer
manufacturers to supply wafers and two third-party packaging manufacturers to package our proprietary ASICs. In
certain cases, we rely on a single source or a limited number of suppliers to provide other key components of our
products. Our cost of revenue includes all costs associated with the production of our products, including materials,
logistics, manufacturing, assembly, and test costs paid to third-party manufacturers and related overhead costs
associated with our indirect manufacturing operations personnel. Additionally, all warranty costs, yield losses, and
any inventory provisions or write-downs are charged to cost of revenue.

Our gross margin generally reflects the combination of the added value we bring to our customers products in
meeting their custom design requirements and the impact of our ongoing cost-improvement programs. These
cost-improvement programs include reducing materials and component costs and implementing design and process
improvements. Our newly introduced products may have lower margins than our more mature products, which have
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Our research and development expenses include costs for supplies and materials related to product development, as
well as the engineering costs incurred to design human interface solutions for customers prior to and after the
customers commitment to incorporate those solutions into their products. These expenses have generally increased,
reflecting our continuing commitment to the technological and design innovation required to maintain our position in
our existing markets and to adapt our existing technologies or develop new technologies for new markets.

Selling, general, and administrative expenses include expenses related to sales, marketing, and administrative
personnel; internal sales and outside sales representatives commissions; market and usability research; outside legal,
accounting, and consulting costs; and other marketing and sales activities. These expenses have generally increased,
primarily reflecting incremental staffing and related support costs associated with our increased business levels,
anticipated growth in our existing markets, and penetration into new markets.

Critical Accounting Policies and Estimates

The preparation of consolidated financial statements in conformity with U.S. generally accepted accounting
principles requires us to make estimates and judgments that affect the reported amounts of assets, liabilities, revenue,
expenses, and related disclosure of contingent assets and liabilities. On an ongoing basis, we evaluate our estimates,
including those related to revenue recognition, allowance for doubtful accounts, cost of revenue, inventories, product
warranty, share-based compensation costs, provision for income taxes, income taxes payable, and contingencies. We
base our estimates on historical experience, applicable laws and regulations, and various other assumptions that we
believe to be reasonable under the circumstances, the results of which form the basis for making judgments about the
carrying value of assets and liabilities that are not readily apparent from other sources. Actual results may differ from
these estimates under different assumptions or conditions.

The methods, estimates, interpretations, and judgments we use in applying our most critical accounting policies can
have a significant impact on the results that we report in our consolidated financial statements. The SEC considers an
entity s most critical accounting policies to be those policies that are both most important to the portrayal of a
company s financial condition and results of operations and those that require management s most difficult, subjective,
or complex judgments, often as a result of the need to make estimates about matters that are inherently uncertain when
estimated. We believe the following critical accounting policies affect our more significant judgments and estimates
used in the preparation of our consolidated financial statements.

Investments

We account for investment securities under the provisions of SFAS No. 115, Accounting for Certain Investments
in Debt and Equity Securities ( SFAS 115 ) and related interpretations and staff positions. SFAS 115 requires us to
record available-for-sale securities at fair value, with unrealized gains and losses being reported as a component of
other comprehensive income. We follow the hierarchal approach established under SFAS No. 157, Fair Value
Measurements, ( SFAS 157 ) to determine fair value of our investments, which we adopted the beginning of fiscal
2009. SFAS 157 defines fair value as the price that would be received to sell an asset or paid to transfer a liability in
an orderly transaction between market participants at the measurement date. Our fair value estimates consider, among
other factors, the collateral underlying the security investments, creditworthiness of the counterparty, timing of
expected future cash flows, and, in the case of ARS, the probability of a successful auction in a future period. Further,
we use judgment in evaluating whether a decline in fair value is temporary or other-than-temporary and consider the
following indicators: changes in credit ratings or asset quality; changes in the economic environment; length of time
and extent to which fair value has been below cost basis; changes in market conditions; changes in expected cash
flows; and our ability and intent to hold the investment for a period of time which may be sufficient for anticipated
recovery in market value. Temporary declines in fair value are recorded as charges to accumulated other
comprehensive income, while other-than-temporary declines in fair value are recorded to earnings.

Revenue Recognition

We recognize revenue from product sales when there is persuasive evidence that an arrangement exists, delivery
has occurred and title has transferred, the price is fixed or determinable, and collection is reasonably assured. We
accrue for estimated sales returns and other allowances, based on historical experience, at the time we recognize
revenue, which is typically upon shipment. We record contract revenue for research and development as we provide
the services under the terms of the contract. We recognize non-refundable contract fees for which no further
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Inventory

We state our inventories at the lower of cost or market. We base our assessment of the ultimate realization of
inventories on our projections of future demand and market conditions. Sudden declines in demand, rapid product
improvements, or technological changes, or any combination of these factors, can cause us to have excess or obsolete
inventories. On an ongoing basis, we review for estimated obsolete or unmarketable inventories and write down our
inventories to their net realizable value based upon our forecasts of future demand and market conditions. If actual
market conditions are less favorable than our forecasts, additional inventory reserves may be required. The following
factors influence our estimates: changes to or cancellations of customer orders; unexpected decline in demand; rapid
product improvements and technological advances; and termination or changes by our OEM customers of any product
offerings incorporating our product solutions.

Periodically, we purchase inventory from our subcontractors when a customer s delivery schedule is delayed or a
customer s order is cancelled. In those circumstances in which our customer has cancelled its order and we purchase
inventory from our subcontractors, we consider a write-down to reduce the carrying value of the inventory purchased
to its net realizable value. We charge write-downs to reduce the carrying value of obsolete, slow moving, and
non-usable inventory to net realizable value to cost of revenue. The effect of these write-downs is to establish a new
cost basis in the related inventory, which is not subsequently written up.

Share-Based Compensation Costs

We account for employee share-based compensation costs in accordance with SFAS No. 123R, Share-Based
Payment ( SFAS 123R ) and apply the provisions of Staff Accounting Bulletin No. 107, Share-Based Payment ( SAB
107 ). We utilize the Black-Scholes option pricing model to estimate the grant date fair value of employee share-based
compensatory awards, which requires the input of highly subjective assumptions, including expected volatility and
expected life. Historical and implied volatilities were used in estimating the fair value of our share-based awards,
while the expected life for our options was estimated to be five years based on historical trends since our initial public
offering. Further, as required under SFAS 123R, we now estimate forfeitures for share-based awards that are not
expected to vest. Changes in these inputs and assumptions can materially affect the measure of estimated fair value of
our share-based compensation. We charge the estimated fair value to earnings on a straight-line basis over the vesting
period of the underlying awards, which is generally four years for our stock options and deferred stock units and up to
two years for our employee stock purchase plan.

The Black-Scholes option pricing model was developed for use in estimating the fair value of traded options that
have no vesting restrictions and are fully transferable. As our stock option and employee stock purchase plan awards
have characteristics that differ significantly from traded options and as changes in the subjective assumptions can
materially affect the estimated value, our estimate of fair value may not accurately represent the value assigned by a
third party in an arms -length transaction. There currently is no market-based mechanism to verify the reliability and
accuracy of the estimates derived from the Black-Scholes option pricing model or other allowable valuation models,
nor is there a means to compare and adjust the estimates to actual values. While our estimate of fair value and the
associated charge to earnings materially affects our results of operations, it has no impact on our cash position.

The guidance in SFAS 123R and SAB 107 is relatively new and the application of these principles may be subject
to further interpretation and guidance. There are significant variations among allowable valuation models, and there is
a possibility that we may adopt a different valuation model or refine the inputs and assumptions under our current
valuation model in the future resulting in a lack of consistency in future periods. Our current or future valuation model
and the inputs and assumptions we make may also lack comparability to other companies that use different models,
inputs, or assumptions, and the resulting differences in comparability could be material.

Income Taxes

We recognize federal, foreign, and state current tax liabilities or assets based on our estimate of taxes payable or
refundable in the then current fiscal year for each tax jurisdiction. We also recognize federal, foreign, and state
deferred tax liabilities or assets for our estimate of future tax effects attributable to temporary differences and
carryforwards and record a valuation allowance to reduce any deferred tax assets by the amount of any tax benefits
that, based on available evidence and our judgment, are not expected to be realized. If our assumptions, and
consequently our estimates, change in the future, the valuation allowance we have established for our deferred tax
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We adopted FIN 48 at the beginning of the first quarter of fiscal 2008. FIN 48 contains a two-step approach to
recognizing and measuring uncertain tax positions accounted for in accordance with FIN 48. The first step is to
determine when it is more-likely-than-not that a tax position will be sustained upon examination, including resolution
of any related appeals or litigation processes. The second step is to measure the tax benefit as the largest amount that
is more than 50% likely of being realized upon ultimate settlement with a taxing authority. The calculation of tax
liabilities involves significant judgment in estimating the impact of uncertainties in the application of highly complex
tax laws. Resolution of these uncertainties in a manner inconsistent with our expectations could have a material
impact on our results of operations and financial condition. We believe we have adequately provided for reasonably
foreseeable outcomes in connection with the resolution of income tax uncertainties. However, our results have in the
past, and could in the future, include favorable and unfavorable adjustments to our estimated tax liabilities in the
period a determination of such estimated tax liability is made or resolved, upon the filing of an amended return, upon
a change in facts, circumstances or interpretation, or upon the expiration of a statute of limitation. Accordingly, our
effective tax rate could fluctuate materially from period to period.

In accordance with SFAS 123R, we recognize tax benefit upon expensing certain share-based awards associated
with our share-based compensation plans, including nonqualified stock options and deferred stock units, but under
current accounting standards we cannot recognize tax benefit concurrent with the recognition of share-based
compensation expenses associated with incentive stock options and employee stock purchase plan shares (qualified
stock options). For qualified stock options that vested after our adoption of SFAS 123R, we recognize tax benefit only
in the period when disqualifying dispositions of the underlying stock occur, which historically has been up to several
years after vesting and in a period when our stock price substantially increases. For qualified stock options that vested
prior to our adoption of SFAS 123R, the tax benefit is recorded directly to additional paid-in capital. Accordingly,
because we cannot recognize the tax benefit for share-based compensation expense associated with qualified stock
options until the occurrence of future disqualifying dispositions of the underlying stock and such disqualified
dispositions may happen in periods when our stock price substantially increases, and because a portion of that tax
benefit may be directly recorded to additional paid-in capital, our future quarterly and annual effective tax rates will
be subject to greater volatility and, consequently, our ability to estimate reasonably our future quarterly and annual
effective tax rates is greatly diminished.
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Results of Operations

Three months ended September 30, 2008 compared with the three months ended September 30, 2007
Net Revenue.

Three Months Ended September 30,

%
(in thousands) 2008 2007 $ Change Change
PC applications $ 83,440 $70,195 $ 13,245 18.9%
% of net revenue 72.0% 81.0%
Digital lifestyle product applications 32,417 16,497 15,920 96.5%
% of net revenue 28.0% 19.0%
Net revenue $115,857 $ 86,692 $ 29,165 33.6%

Net revenue was $115.9 million for the quarter ended September 30, 2008 compared with $86.7 million for the
quarter ended September 30, 2007, an increase of $29.2 million, or 33.6%. Of our first quarter fiscal 2009 net revenue,
$83.4 million, or 72.0%, was from the personal computing market and $32.4 million, or 28.0%, was from the digital
lifestyle products markets, including $21.3 million from mobile smartphones. The increase in net revenue for the
quarter ended September 30, 2008 was attributable to a $13.2 million, or 18.9%, increase in PC applications net
revenue and a $15.9 million, or 96.5%, increase in digital lifestyle product applications net revenue. The increase in
PC applications net revenue was attributable to the combination of notebook industry growth, increased market
penetration, increased adoption of our multimedia control modules in notebooks, and additional penetration in PC
peripherals. Digital lifestyle product application net revenue growth resulted from both industry growth and higher
market penetration. Based on calendar year 2008 industry estimates, notebook market growth is anticipated to be
approximately 37%, digital music player market growth is anticipated to be approximately 9%, and mobile
smartphone market growth is anticipated to be approximately 33%. The overall increase in net revenue was primarily
attributable to a 26% increase in unit shipments, reflecting industry growth and higher market penetration of our
products and a higher-priced product mix, which included both our custom modules and OneTouch ASIC shipments,
partially offset by general competitive pricing pressure.

Gross Margin.

Three Months Ended September 30,

(in thousands) 2008 2007 $ Change % Change
Gross Margin $46,593 $35,464 $11,129 31.4%
% of net revenue 40.2% 40.9%

Gross margin as a percentage of net revenue was 40.2%, or $46.6 million, for the quarter ended September 30,
2008 compared with 40.9%, or $35.5 million, for the quarter ended September 30, 2007. As each custom-designed
module we sell utilizes our capacitive sensing technology in a design that is generally unique or specific to a
customer s application, gross margin varies on a product-by-product basis, making our cumulative gross margin a
blend of our product specific designs and independent of the vertical markets that our products serve. The slight
decrease in gross margin as a percentage of net revenue primarily reflected an increase in products containing
generally higher third-party content and general competitive pricing pressure.
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Operating Expenses.

Three Months Ended September 30,

%

(in thousands) 2008 2007 $ Change Change
Research and development expenses $15,805 $10,402 $ 5,403 51.9%
% of net revenue 13.6% 12.0%

Selling, general, and administrative expenses 14,570 10,750 3,820 35.5%
% of net revenue 12.6% 12.4%

Operating expenses $30,375 $21,152 $ 9,223 43.6%
% of net revenue 26.2% 24.4%

Research and Development Expenses. Research and development expenses increased as a percentage of net
revenue to 13.6% from 12.0%, while the cost of research and development activities increased $5.4 million, or 51.9%,
to $15.8 million for the three-month period ended September 30, 2008 compared with $10.4 million for the
three-month period ended September 30, 2007. The increase in research and development expenses primarily reflected
a $3.4 million increase in employee related costs, resulting from additional staffing, employee benefits costs,
share-based compensation costs, incentive compensation costs, and recruiting costs; a $710,000 increase in outside
consulting services; a $679,000 increase in infrastructure and support costs; and a $444,000 increase in project
expenses, including materials and related costs. Non-cash share-based compensation costs included in research and
development expenses were $2.0 million, or 1.7% of net revenue, and $1.2 million, or 1.4% of net revenue, for the
three month periods ended September 30, 2008 and 2007, respectively.

Selling, General, and Administrative Expenses. Selling, general, and administrative expenses increased as a
percentage of net revenue to 12.6% from 12.4%, while the cost of selling, general, and administrative activities
increased $3.8 million, or 35.5%, to $14.6 million for the three-month period ended September 30, 2008 compared
with $10.8 million for the three-month period ended September 30, 2007. The increase in selling, general, and
administrative expenses primarily reflected a $2.6 million increase in employee related costs, resulting from additional
staffing, employee benefits costs, share-based compensation costs, incentive compensation costs, and recruiting costs;
a $762,000 increase in professional service costs; and a $439,000 increase in infrastructure and support costs.
Non-cash share-based compensation costs included in selling, general, and administrative expenses were $3.5 million,
or 3.0% of net revenue, and $1.9 million, or 2.2% of net revenue, for the three-month periods ended September 30,
2008 and 2007, respectively.

Income from Operations.

Three Months Ended September 30,
%
(in thousands) 2008 2007 $ Change Change
Income from operations $16,218 $14,312 $ 1,906 13.3%

% of net revenue 14.0% 16.5%

We generated operating income of $16.2 million, or 14.0% of net revenue, for the three months ended
September 30, 2008 compared with approximately $14.3 million, or 16.5% of net revenue, for the three months ended
September 30, 2007. The increase in operating income primarily reflected the impact of the increase in operating
leverage resulting from the 33.6% increase in net revenue, partially offset by a 70 basis point reduction in the gross

margin percentage and a $9.2 million increase in operating expenses.
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Non-Operating Income/(Loss).

Three Months Ended September 30,

%

(in thousands) 2008 2007 $ Change Change
Interest income $1,258 $ 2,995 $ (1,737) -58.0%
% of net revenue 1.1% 3.5%

Interest expense (449) 475) 26 -5.5%
% of net revenue -0.4% -0.5%

Gain on settlement of debt 2,689 (2,689) -100.0%
% of net revenue 0.0% 3.1%

Impairment of investment (4,000) 4,000 -100.0%
% of net revenue 0.0% -4.6%

Net non-operating income $ 809 $ 1,209 $ (400) -33.1%
% of net revenue 0.7% 1.4%

Interest Income. Interest income was $1.3 million for the three-month period ended September 30, 2008 compared
with $3.0 million for the three-month period ended September 30, 2007. The $1.7 million decrease in interest income
resulted primarily from lower average invested cash balances. The decrease in average invested cash balances during
the past 12 months was primarily attributable to the use of $146.1 million for the purchase of our common stock in the
open market and $8.5 million used for capital expenditures, partially offset by $73.9 million of cash flows from
operations and $17.0 million of proceeds from stock option and employee stock purchase plan activity.

Interest Expense. Interest expense was $449,000 for the three months ended September 30, 2008, slightly down
compared with interest expense of $475,000 for the three months ended September 30, 2007. Interest expense
primarily reflected the combination of interest expense and amortization of debt issuance costs related to our
convertible senior subordinated notes issued in December 2004. The annual debt service cost on the notes is
approximately $938,000, which excludes $860,000 of amortization of debt issuance costs.

Gain on Settlement of Debt. In fiscal 1998, National Semiconductor Corporation, or National, loaned us
$1.5 million under a limited-recourse note, which we utilized to purchase 900,000 Series A preferred shares of
Foveon. In fiscal 1998, under the equity method of accounting, we recorded our share of losses incurred by Foveon
and reduced the carrying value of our equity investment to zero. The note plus accrued interest of $1.2 million came
due in August 2007, and, in accordance with the security agreement, we surrendered the 900,000 Series A preferred
shares securing the note to National in full settlement of the principal and accrued interest. Consequently, we
recognized a non-operating gain upon settlement of debt in the amount of $2.7 million in the quarter ended
September 30, 2007.

Impairment of Investment. In fiscal 2005, we participated in an equity financing, receiving 3.9 million Series E
preferred shares of Foveon for a cash investment of $4.0 million and we are not obligated to provide additional
funding to Foveon. We accounted for our Series E preferred shares of Foveon under the cost method in accordance
with APB Opinion No. 18 and EITF Issues No. 02-14 and No. 03-1 because the investment is not in-substance
common stock. We review this investment for impairment at least annually or more frequently as we become aware of
information that might affect the carrying value of our investment.

Based on our review at September 30, 2007, we determined there was an other-than-temporary impairment of the
carrying value of our investment in Foveon, due to liquidity visibility and liquidation preferences for the most recent
preferred equity round. Consequently, we recognized a $4.0 million other-than-temporary impairment charge as of
September 30, 2007.

25

Table of Contents 41



Edgar Filing: SYNAPTICS INC - Form 10-Q

Table of Contents
Provision for Income Taxes.

Three Months Ended September 30,

(in thousands) 2008 2007 $ Change % Change
Income before provision for income taxes $17,027 $15,521 $ 1,506 9.7%
Provision for income taxes 3,068 4,259 (1,191) -28.0%
% of income before provision for income taxes 18.0% 27.4%

The provision for income taxes of $3.1 million and $4.3 million for the three-month periods ended September 30,
2008 and 2007, respectively, represented estimated federal, foreign, and state taxes. The effective tax rate for the
three-month period ended September 30, 2008 was 18.0% and diverged from the combined federal and state statutory
rate primarily as a result of increased foreign income taxed at lower tax rates, the impact of tax-exempt interest
income, and the benefit of state research tax credits. The effective tax rate for the three-month period ended September
30, 2007 was 27.4% and diverged from the combined federal and state statutory rate primarily as a result of increased
foreign income taxed at lower tax rates, accounting for share-based compensation, the benefit of research tax credits,
and the impact of tax-exempt interest income, partially offset by foreign withholding taxes and the impairment of an
investment for which a valuation allowance was established against the deferred tax asset.

The federal research tax credit was reinstated retroactive to January 1, 2008 by the Emergency Economic Stability
Act of 2008 enacted on October 3, 2008. Our estimated annual effective tax rate, which forms the basis of our current
quarter and year-to-date effective tax rate does not include the benefit of the reinstated federal research credit since the
new law was effective subsequent to our quarter end. Accordingly, we anticipate a reduction in our tax rate for the
quarter ended December 31, 2008 compared to the current quarter due to the reinstatement of the federal research
credit.

In accordance with SFAS 123R, we recognize tax benefit upon expensing certain share-based awards associated
with our share-based compensation plans, including nonqualified stock options and deferred stock units, but under
current accounting standards we cannot recognize tax benefit concurrent with the recognition of share-based
compensation expenses associated with incentive stock options and employee stock purchase plan shares (qualified
stock options). For qualified stock options that vested after our adoption of SFAS 123R, we recognize tax benefit only
in the period when disqualifying dispositions of the underlying stock occur, which historically has been up to several
years after vesting and in a period when our stock price substantially increases. For qualified stock options that vested
prior to our adoption of SFAS 123R, the tax benefit is recorded directly to additional paid-in capital. Tax benefit
associated with total share-based compensation was approximately $2.0 million and $1.7 million for the three-month
periods ended September 30, 2008 and 2007, respectively. Excluding the impact of share-based compensation and the
related tax benefit, the effective tax rate for the three-month periods ended September 30, 2008 and 2007 would have
been 22.0% and 31.6%, respectively. Because we cannot recognize the tax benefit for share-based compensation
expense associated with qualified stock options until the occurrence of future disqualifying dispositions of the
underlying stock and such disqualified dispositions may happen in periods when our stock price substantially
increases, and because a portion of that tax benefit may be recorded directly to additional paid-in capital, our future
quarterly and annual effective tax rates will be subject to greater volatility and, consequently, our ability to reasonably
estimate our future quarterly and annual effective tax rates is greatly diminished.

Liquidity and Capital Resources

Our cash, cash equivalents, and short-term investments of $152.5 million as of September 30, 2008 compared with
$146.5 million as of June 30, 2008, an increase of $6.0 million. During the three months ended September 30, 2008,
cash, cash equivalents, and short-term investments included the impact of $2.6 million from operating cash flows and
$5.2 million of proceeds from stock option exercises and purchases under our employee stock purchase plan, partially
offset by $2.9 million used for the purchase of capital equipment.

Cash Flows from Operating Activities. Operating activities during the three months ended September 30, 2008
generated cash of approximately $2.6 million compared with approximately $5.0 million of cash generated during the
three months ended September 30, 2007. For the three months ended September 30, 2008, net cash provided by
operating activities was primarily attributable to net income of $14.0 million plus adjustments for non-cash charges,
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including share-based compensation costs, deferred taxes, depreciation, and amortization of debt issuance costs
aggregating $6.9 million, partially offset by an $18.3 million net increase in operating assets and liabilities. The
increase in operating assets and liabilities was primarily attributable to an $17.2 million increase in accounts
receivable, reflecting
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the substantial increase in our net revenue during the period. For the three months ended September 30, 2007, net cash
provided by operating activities was primarily attributable to net income of $11.3 million plus adjustments for
non-cash charges, including impairment of investment, share-based compensation costs, deferred taxes, depreciation,
amortization of debt issuance costs, and the impairment of property and equipment aggregating $9.5 million, partially
offset by a $13.1 million net increase in operating assets and liabilities and a non-cash benefit of $2.7 million on the
settlement of debt. The increase in operating assets and liabilities was primarily attributable to an $8.9 million increase
in accounts receivable, reflecting the substantial increase in our net revenue during the period and a $7.4 million
increase in inventory, reflecting an increase in our die bank, additional finished goods related to timing of delivery,
and some hub inventory related to specific customers.

Cash Flows from Investing Activities. Our investing activities typically relate to purchases of government-backed
securities and investment-grade fixed income instruments and purchases of property and equipment. Investing
activities during the three months ended September 30, 2008 generated net cash of $8.6 million compared with
$56.9 million of net cash generated during the three months ended September 30, 2007. During the three months
ended September 30, 2008, net cash generated by investing activities consisted of $20.6 million in proceeds from sales
and maturities of short-term and non current investments, partially offset by $9.0 million used for the purchase of
short-term investments and $2.9 million used for the purchase of property and equipment. During the three months
ended September 30, 2007, net cash generated by investing activities consisted of $120.2 million in proceeds from
sales and maturities of short-term investments, partially offset by $61.8 million used for the purchase of short-term
investments and $1.5 million used for the purchase of property and equipment.

Cash Flows from Financing Activities. Net cash provided by financing activities for the three months ended
September 30, 2008 was approximately $4.6 million compared with net cash used in financing activities of
$5.9 million for the three months ended September 30, 2007. Cash provided by financing activities for the three
months ended September 30, 2008 consisted primarily of $5.2 million in proceeds from common stock issued under
our stock option plans. Cash used in our financing activities for the three months ended September 30, 2007 consisted
primarily of $19.0 million of cash used for the purchase of 500,000 shares of treasury stock, partially offset by
$13.0 million in proceeds from common stock issued under our stock option plans.

Common Stock Repurchase Program. In July 2008, our board of directors authorized an additional $80 million for
our common stock repurchase program. The program authorizes us to purchase our common stock in the open market
or in privately negotiated transactions depending upon market conditions and other factors. The number of shares
purchased and the timing of purchases is based on the level of our cash balances, general business and market
conditions, and other factors, including alternative investment opportunities. Common stock purchased under this
program is held as treasury stock. From April 2005 through September 30, 2008, we purchased 9,088,100 shares of
our common stock in the open market for an aggregate cost of $237.4 million or an average cost of $26.12 per share
under our authorized common stock purchase programs. None of our treasury shares were subject to the 3-for-2 stock
split in August 2008. As of September 30, 2008, we had $82.6 million remaining under our common stock purchase
program, which expires in 2010.

Bank Credit Facility. We currently maintain a $20.0 million working capital line of credit with Wells Fargo Bank.
The Wells Fargo Bank revolving line of credit, which expires on March 1, 2009, has an interest rate equal to the prime
lending rate or 150 basis points above LIBOR, depending on whether we choose a variable or fixed rate, respectively.
We had not borrowed any amounts under the line of credit as of September 30, 2008.

Convertible Senior Subordinated Notes. In December 2004, we issued an aggregate of $125 million of the Notes in
a private offering pursuant to Rule 144 A under the Securities Act of 1933, as amended. In connection with issuing the
Notes, we incurred debt issuance costs of $4.3 million, consisting primarily of the initial purchasers discount and costs
related to legal, accounting, and printing, which are being amortized over five years.

The Notes bear interest at a rate of 0.75% per annum payable on December 1 and June 1 of each year. However,
we will pay additional contingent interest on the Notes if the average trading price of the Notes is at or above 120% of
the principal amount of the Notes for a specified period beginning with the six-month period commencing
December 1, 2009. The amount of contingent interest payable on the Notes with respect to a six-month period, for
which contingent interest applies, will equal 0.375% per annum of the average trading price of the Notes for a
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specified five-trading-day period preceding such six-month period.

As a result of our irrevocable election in April 2007 to cash settle the principal amount of the Notes, no shares of
common stock will be issued to settle the principal amount of the Notes and cash or common stock may be used to
settle the value of the Notes in excess of $125 million. Accordingly, we will include diluted shares underlying the
Notes
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in our diluted net income per share calculation only when the average closing stock price for the accounting period
exceeds the conversion price of the Notes, which is $33.69 per share.

The Notes may be converted (1) if, during any calendar quarter commencing after December 31, 2004, the last
reported sale price of our common stock for at least 20 trading days in the period of 30 consecutive trading days
ending on the last trading day of the preceding calendar quarter is greater than or equal to 120% of the applicable
conversion price on such last trading day; (2) on or after January 1, 2020; (3) if we have called the Notes for
redemption; or (4) during prescribed periods, upon the occurrence of specified corporate transactions or fundamental
changes. On or after December 1, 2009, we may redeem for cash all or a portion of the Notes at a redemption price of
100% of the principal amount of the Notes plus accrued and unpaid interest, including contingent interest and
additional interest, if any. Noteholders have the right to require us to repurchase all or a portion of their Notes for cash
on December 1, 2009, December 1, 2014, and December 1, 2019 at a price equal to 100% of the principal amount of
the Notes to be purchased plus accrued and unpaid interest, including contingent interest and additional interest, if
any. As of September 30, 2008, none of the conditions for conversion of the Notes had occurred.

The Notes are unsecured senior subordinated obligations and rank junior in right of payment to all of our existing
and future senior indebtedness, equal in right of payment with all of our existing and future indebtedness or other
obligations that are not, by their terms, either senior or subordinated to the Notes, including trade debt and other
general unsecured obligations that do not constitute senior or subordinated indebtedness, and senior in right of
payment to all of our future indebtedness that, by its terms, is subordinated to the Notes. There are no financial
covenants in the Notes.

In October 2008, our board of directors authorized the repurchase and retirement of Notes from time to time in the
open market.

$100 Million Shelf Registration. We have registered an aggregate of $100 million of common stock and preferred
stock for issuance in connection with acquisitions, which shares generally will be freely tradeable after their issuance
under Rule 145 of the Securities Act unless held by an affiliate of the acquired company, in which case such shares
will be subject to the volume and manner of sale restrictions of Rule 144.

Liquidity and Capital Resources. We believe our existing cash, cash equivalents, and short-term investment
balances and anticipated cash flows from operating activities will be sufficient to meet our working capital and other
cash requirements over the course of at least the next 12 months. Our future capital requirements will depend on many
factors, including our rate of revenue growth or decline, the timing and extent of spending to support product
development efforts, costs related to protecting our intellectual property, the expansion of sales and marketing
activities, the timing of introductions of new products and enhancements to existing products, the costs to ensure
access to adequate manufacturing capacity, the continuing market acceptance of our product solutions, our common
stock repurchase program, our convertible debt repurchases, and the amount and timing of our investments in, or
acquisitions of, other technologies or companies. Further equity or debt financing may not be available to us on
acceptable terms or at all. If sufficient funds are not available or are not available on acceptable terms, our ability to
take advantage of unexpected business opportunities or to respond to competitive pressures could be limited or
severely constrained.

Our non-current investments include $45.7 million original cost basis of ARS that have failed to settle in auctions.
These failures generally resulted in the interest rates resetting from LIBOR plus 50 basis points to LIBOR plus 150
basis points on the regularly scheduled auction dates. These investments are not liquid and in the event we need to
access these funds, we will not be able to do so without a loss of principal, unless a future auction on these
investments is successful or upon redemption.

In the first quarter of 2009, we have reduced the carrying value of these investments by $980,000 which was
accounted for as temporary impairment through other comprehensive income or loss. Based on our ability to access
our cash and other short-term investments, our expected operating cash flows, and our other sources of cash, we do
not anticipate the lack of liquidity on these investments will affect our ability to operate our business as usual.
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Contractual Obligations and Commercial Commitments
The following table sets forth a summary of our material contractual obligations and commercial commitments as

of September 30, 2008 (in millions):

Payments due by period

Less More
than 1-3 3-5 than
Contractual Obligations Total 1 year Years Years 5 Years
Convertible senior subordinated notes (1) (2) $ 141 $ 1 $ 2 $ 2 $ 136
Building leases 9 2 5 2
Total $ 150 $ 3 $ 7 $ 4 $ 136

(1) Represents both
principal and
interest payable
through the
maturity date of
the underlying
contractual
obligation.

(2) Our convertible
senior
subordinated
notes include a
provision
allowing the
noteholders to
require us, at the
noteholders
discretion, to
repurchase their
notes at a
redemption
price of 100%
of the principal
amount of the
notes plus
accrued and
unpaid interest
(including
contingent
interest and
additional
interest, if any)
on December 1,
2009,
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December 1,

2014, and

December 1,

2019 and in the

event of a

fundamental

change as

described in the

indenture

governing the

notes. The early

repayment of

the notes is not

reflected in the

above schedule,

but if all the

noteholders

elected to

exercise their

rights to require

us to repurchase

their notes on

December 1,

2009, then our

contractual

obligations for

the one-to-three

year period

would be

increased by

$123 million

and no amounts

would be due in

more than three

years. In

October 2008,

we repurchased

and retired $9.0

million of our

notes.

As of September 30, 2008, we were unable to make a reasonably reliable estimate of when cash settlement with a
taxing authority may occur in connection with our unrecognized tax benefits.
Recent Accounting Pronouncements
In February 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and Financial

Liabilities ( SFAS 159 ), which provides companies an option to report selected financial assets and liabilities at fair
value. SFAS 159 requires companies to provide information helping financial statement users to understand the effect
of a company s choice to use fair value on its earnings, as well as to display the fair value of the assets and liabilities a
company has chosen to use fair value for on the face of the balance sheet. Additionally, SFAS 159 establishes
presentation and disclosure requirements designed to simplify comparisons between companies that choose different
measurement attributes for similar types of assets and liabilities. SFAS 159 was effective for fiscal years beginning
after November 15, 2007. We evaluated our existing eligible financial assets and liabilities and elected not to adopt
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SFAS 159 during the three months ended September 30, 2008; however, we may elect to adopt SFAS 159 in a future
period should facts and circumstances change.

In February 2008, the FASB issued FSP No. 157-2, The Effective Date of FASB Statement No. 157 ( FSP 157-2 ),
which delays the effective date of SFAS 157 for all non-financial assets and non-financial liabilities, except those that
are recognized or disclosed at fair value in the financial statements on a recurring basis (at least annually), until fiscal
years beginning after November 15, 2008, and interim periods within those fiscal years. We do not believe the
adoption of FSP 157-2 will have a material impact on our consolidated financial position, results of operations, and
cash flows.

In October 2008, the FASB issued FSP No. 157-3, Determining the Fair Value of a Financial Asset When the
Market for That Asset Is Not Active ( FSP 157-3 ). FSP 157-3 clarifies the application of SFAS 157 in a market that is
not active and provides an example to illustrate key considerations in determining the fair value of a financial asset
when the market for that financial asset is not active. FSP 157-3 became effective immediately, including prior
periods for which financial statements have not been issued. Therefore, we have adopted the provisions of FSP 157-3
in our financial statements for the three months ended September 30, 2008. The adoption did not have a material
impact on our consolidated financial position, results of operations, or cash flows.

In May 2008, the FASB issued FSP APB 14-1, Accounting for Convertible Debt Instruments That May Be Settled
in Cash upon Conversion (Including Partial Cash Settlement) ( FSP APB 14-1 ). FSP APB 14-1 requires that issuers of
convertible debt instruments that may be settled in cash upon conversion separately account for the liability and equity
components in a manner that will reflect the entity s nonconvertible debt borrowing rate when the interest cost

29
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is recognized in subsequent periods. The coupon rate on our convertible debt instrument is 0.75%, and the comparable
yield of a nonconvertible debt instrument determined at the time we issued our notes was 8.5%. Accordingly, we
estimate the non-cash pre-tax impact to our results of operations from the adoption of FSP APB 14-1 would have been
approximately $2.0 million for the quarter ended September 30, 2008. FSP APB 14-1 will be effective beginning with
the first quarter of our fiscal 2010 and will be applied retrospectively.

In May 2008, the FASB issued SFAS No. 162, The Hierarchy of Generally Accepted Accounting Principles ( SFAS
162 ). The new standard is intended to improve financial reporting by identifying a consistent framework, or hierarchy,
for selecting accounting principles to be used in preparing financial statements that are presented in conformity with
U.S. generally accepted accounting principles ( GAAP ) for nongovernmental entities. SFAS 162 is effective 60 days
following SEC approval of the Public Company Accounting Oversight Board Auditing amendments to AU
Section 411, The Meaning of Present Fairly in Conformity with Generally Accepted Accounting Principles. We are
currently evaluating the impact, if any, of the adoption of SFAS 162 on our financial position, results of operations,
and cash flows.

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Our market risk has not changed significantly from the interest rate and foreign currency risks disclosed in Item 7A
of our Annual Report on Form 10-K for the fiscal year ended June 30, 2008.

ITEM 4. CONTROLS AND PROCEDURES

As of the end of the period covered by this report, our Chief Executive Officer and Chief Financial Officer have
reviewed and evaluated the effectiveness of our disclosure controls and procedures, which included inquiries made to
certain other of our employees. Based on their evaluation, our Chief Executive Officer and Chief Financial Officer
have each concluded that our disclosure controls and procedures are designed to ensure that information required to be
disclosed is accumulated and communicated to our management, including our Chief Executive Officer and Chief
Financial Officer, to allow timely decisions regarding required disclosure and are effective and sufficient to ensure
that we record, process, summarize, and report information required to be disclosed by us in our periodic reports filed
under the Securities Exchange Act within the time periods specified by the Securities and Exchange Commission s
rules and forms.

During the fiscal quarter covered by this report, there have not been any changes in our internal control over
financial reporting that have materially affected, or a reasonably likely to materially affect, our internal control over
financial reporting.
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PART II OTHER INFORMATION
ITEM 1. LEGAL PROCEEDINGS

In March 2006, Elantech Devices Corporation, or Elantech, filed a Complaint for Patent Infringement against us
claiming that we infringed one of its patents and seeking damages, attorneys fees, and a permanent injunction against
us infringing or inducing others to infringe the patent. In April 2006, we filed our Answer to the Complaint and
Counterclaims against Elantech, claiming that Elantech has infringed and induced infringement of four of our patents
and seeking damages, attorneys fees, and a permanent injunction against infringing or inducing others to infringe.

Elantech responded to our counterclaim denying liability and counterclaimed seeking an injunction and damages
for alleged violations of California law. We subsequently filed a motion to dismiss the Elantech counterclaims that
was granted in July 2006 with leave to amend the counterclaims after the adjudication of the patent infringement
claims.

The Elantech patent relates to recognizing and providing an indication of the presence of multiple fingers on a
touchpad. We have previously developed additional ways to detect multiple fingers and have our own related patents.
The Elantech infringement claims involve two versions of our software code ( Type 1 Code and Type 2 Code ) in
certain products in which multiple finger detection is enabled.

In October 2007, the Court heard oral arguments on our motion for summary judgment of noninfringement of the
Elantech patent and Elantech s cross-motion for summary judgment of infringement. The Court granted our motion for
partial summary judgment of noninfringement as to products containing Type 1 Code and denied our motion for
partial summary judgment of noninfringement as to products containing Type 2 Code. In addition, the Court denied
Elantech s motion for summary judgment that our Type 1 and Type 2 Codes infringe Elantech s intellectual property.
The Court indicated, however, that it would grant summary judgment of infringement for products implementing the
Type 2 Code with enabled finger counting functionality.

In November 2007, Elantech moved for partial summary judgment that products implementing the Type 2 Code
with enabled finger counting functionality infringe the Elantech patent. In December 2007, Elantech moved for entry
of a preliminary injunction against us importing, using, selling, or offering to sell certain products implementing the
Type 2 Code with enabled finger counting functionality.

In December 2007, we filed a Complaint for Patent Infringement against Elantech claiming that Elantech infringed
one of our patents relating to detecting the presence of multiple fingers on a touchpad and seeking damages, attorneys
fees, and an injunction. In January 2008, we moved for entry of summary judgment for infringement of the four
Synaptics patents.

In March 2008, the Court, based on its infringement ruling, filed an order preliminarily enjoining us from making,
using, selling, or importing into or offering to sell within the United States touchpad products containing our Type 2
firmware code with enabled multiple finger counting functionality. We do not believe any aspect of the Court s
decision will have a material effect on our business. We are not shipping any products that utilize the contested code.
As a result, the preliminary injunction will have no impact on us, our business, or our customers. Although the
contested code is no longer used in our products, we do not believe the contested code infringes the Elantech patent
and we have appealed the Court s infringement ruling.

In April 2008, the Court granted our motion for partial summary judgment holding that use of the corner tap,
scrolling, edge motion, and drag features of Elantech s touchpad products infringe four of our patents.

In October 2008, we entered into a settlement and cross-license agreement with Elantech, which settled all disputes
between the parties and granted each party irrevocable, non-transferable, non-assignable, non-exclusive, worldwide
rights to certain patents over their remaining lives.

ITEM 2. UNREGISTERED SALES OF EQUITY SECURITIES AND USE OF PROCEEDS
Issuer Purchases of Equity Securities

In July 2008, our Board of Directors authorized the purchase of up to an additional $80 million of our common
stock. The total remaining amount authorized for the purchase of our common stock is $82.6 million. There were no
purchases under our stock repurchase program during the three-month period ended September 30, 2008.
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ITEM 6. EXHIBITS

31.1 Certification of Chief Executive Officer

31.2 Certification of Chief Financial Officer

32.1 Section 1350 Certification of Chief Executive Officer

32.2 Section 1350 Certification of Chief Financial Officer
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SIGNATURES
Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to
be signed on its behalf by the undersigned thereunto duly authorized.

SYNAPTICS INCORPORATED

Date: November 4, 2008 By: /s/ Francis F. Lee
Name:
Francis F. Lee
Title: Chief Executive Officer

By: /s/ Russell J. Knittel

Name:
Russell J. Knittel

Title: Executive Vice President, Chief Financial Officer,
Secretary,

and Treasurer
33

. v. Aurora Energy Partners, Victory Energy Corporation, Kenneth Hill, David McCall, Robert Miranda, Robert
Grenley, Ronald Zamber, and Patrick Barry; In the 164th District Court of Harris County, Texas.

This lawsuit was filed on January 30, 2015 and supplemented on March 4, 2015. This lawsuit alleges breach of
contract regarding a Purchase and Sale Agreement that TELA Garwood Limited, LP and Aurora Energy Partners
entered into on June 30, 2014. A first closing was held on June 30, 2014 and a purchase price adjustment payment was
made on July 31, 2014. Between these two dates Aurora paid TELA approximately $3,050,133. A second closing was
to take place in September, however several title defects were found to exist. The title defects could not be cured and a
purchase price reduction could not be agreed upon by the parties in relation to the title defects, therefore, the second
closing never took place. Aurora and Victory filed an answer and counterclaim in this case. Both parties filed
opposing motions for summary judgment which were heard on April 14, 2016. The Court granted Aurora's partial
motions for summary judgment dismissing claims against Aurora/Victory's officers and directors, including Kenny
Hill, David McCall, Robert Grenley, Ronald Zamber, Patrick Barry, and Fred Smith. The Court denied the remaining
summary judgment issues of both parties. On June 2, 2016 Aurora/Victory filed a second Motion for Partial Summary
Judgment on some discrete contract interpretation issues. The Court denied this motion on September 2, 2016.

On December 9, 2016, Aurora/Victory and TELA entered into a Mutual Release and Settlement Agreement in which
Aurora agreed to pay TELA $320,000 (which is recorded in Accounts Payable as of December 31, 2016) and in turn
each Party agreed to release the other Party from any matter relating to the PSA, the litigation or any claims that were
or could have been brought in the litigation. In accordance with the Mutual Release and Settlement Agreement,
Aurora made the full payment on February 1, 2017.

Cause No. 10-09-07213; Perry Howell, et al. v. Charles Gary Garlitz, et al.; In the 112th District Court of Crockett
County, Texas.

The above referenced lawsuit was filed on or about September 6, 2010. This lawsuit alleges that Cambrian
Management, Ltd. and Victory were trespassers on their land, and that they, along with other Defendants, drilled a
well (115 #8) on land belonging to Plaintiffs. Plaintiffs claim trespass and unjust enrichment by certain Defendants
because of the drilling of the 115 #8 well.

The Court placed this case on the Dismissal Docket asking any party to show cause as to why it should maintain this
case on the docket on July 8, 2016. No party came forward stating why the case should be maintained and the Court
entered and Order of Dismissal on August 9, 2016.

Legal Cases Pending
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Cause No. CV-47,230; James Capital Energy, LLC and Victory Energy Corporation v. Jim Dial, et al.; In the 142nd
District Court of Midland County, Texas.

This is a lawsuit filed on or about January 19, 2010 by James Capital Energy, LLC and Victory Energy Corporation
against numerous parties for fraud, fraudulent inducement, negligent misrepresentation, breach of contract, breach of
fiduciary duty, trespass, conversion and a few other related causes of action. This lawsuit stems from an investment
Victory entered into for the purchase of six wells on the Adams Baggett Ranch with the right of first refusal on option
acreage.

On December 9, 2010, Victory was granted an interlocutory Default Judgment against Defendants Jim Dial, 1st Texas
Natural Gas Company, Inc., Universal Energy Resources, Inc., Grifco International, Inc., and Precision Drilling &
Exploration, Inc. The total judgment amounted to approximately $17,183,987.

Victory has added a few more parties to this lawsuit. Discovery is ongoing in this case and no trial date has been set at
this time.

Victory believes they will be victorious against all the remaining Defendants in this case.

On October 20, 2011 Defendant Remuda filed a Motion to Consolidate and a Counterclaim against Victory. Remuda
is seeking to consolidate this case with two other cases wherein Remuda is the named Defendant. An objection to this
motion was filed and the cases have not been consolidated. Additionally, we do not believe that the counterclaim
made by Remuda has any legal merit.

Note 13 — Related Party Transactions

During the years ended December 31, 2016 and 2015, we incurred a total of $324,803 and $411,059, respectively in
legal fees with The McCall Firm. David McCall, our general counsel and a director, is a partner in The McCall Firm.
The fees are attributable to litigation involving the Company’s oil and natural gas operations in Texas. As

of December 31, 2016 and 2015, the Company owed The McCall Firm approximately $503,377, and $371,826,
respectively, for these professional services.

During the year ended December 31, 2016 temporary capital advances totaling $130,000 were made by Navitus
Energy Group Partnership and are recorded in Accrued Liabilities - related parties.

During the year ended December 31, 2015, a member of management made a$29,553 temporary advance to the
Company, a member of the board of directors made a $15,000 temporary advance to the Company, and temporary
capital advances totaling$388,800 had been made by Navitus Energy Group Partnership. All the above amounts are
recorded in Accrued Liabilities - related parties as of December 31, 2016 and 2015.

Note 14 - Subsequent Events

During the period of January 1, 2017 through and March 31, 2017, additional contributions of $660,000 were received
from Navitus, resulting in the issuance of an additional 560,000 common stock warrants for the purchase of shares of
common stock of the Company.

On February 1, 2017, the Company entered into a securities purchase agreement (the “Securities Purchase Agreement”)
with Visionary Private Equity Group I, LP, a Missouri limited partnership (the “Investor”), pursuant to which the
Investor agreed to purchase a unit comprised of (i) $320,000 principal amount of 12% unsecured six-month
promissory note with a maturity date of the earlier of six months from the date of the note or the date the Company
consummates a material business combination transaction (the "Note"), and (ii) a common stock purchase warrant to
purchase 5,203,252 shares of the Company’s common stock, par value $0.001 per shares (the “Common Stock™) at an
exercise price of $0.0923 per share (the “Warrant” and together with the Note, the “Unit”). The sale by the Company to the
Investor of the Unit, pursuant to the Securities Purchase Agreement is referred to herein as the “Private Placement.” See
Form 8-K filed on February 7, 2017.

On March 2, 2017, the Company extended the maturity date of the Credit Agreement to August 20, 2017. See
Footnote 7 - Revolving Credit Agreement.

Supplementary Financial Information on Oil and Natural Gas Exploration, Development and Production Activities
(Unaudited)

The following disclosures provide unaudited information required by ASC 932, “Extractive Activities — Oil and Gas” on
oil and natural gas producing activities. These disclosures include non-controlling interests in Aurora which is
managed and owned 50% by Victory.

Results of operations from oil and natural gas producing activities (Successful Efforts Method)
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The Company’s oil and natural gas properties are located within the United States. The Company currently has no
operations in foreign jurisdictions. Results of operations from oil and natural gas producing activities are summarized
below for the years ended December 31:

Years Ended December

31,

2016 2015
Revenues $287,179 $650,648
Costs incurred:
Exploration and dry hole costs 3,000 2,513
Lease operating costs and production taxes 119,935 192,504
Impairment of oil and natural gas reserves — 867,048
Depletion, depreciation and accretion 125,744 637,121
Totals, costs incurred 248,679 1,699,186
Pre-tax income(loss) from producing activities 38,500 (1,048,538 )

Results income (loss) from of oil and natural gas producing activities (excluding overhead,

income taxes, and interest costs) $38,500  $(1,048,538)

Costs incurred in oil and natural gas property acquisition, exploration and development activities are summarized
below for the years ended December 31:

Years Ended December

31,

2016 2015
Property acquisition and developmental costs:
Development $18,442 $1,058,704
Property Acquisition — —
Undrilled Leaseholds — —
Asset retirement obligations — 2,506
Totals costs incurred $18,442 $1,061,210

Oil and natural gas reserves

Proved reserves are estimated quantities of oil and natural gas which geological and engineering data demonstrate
with reasonable certainty to be recoverable in future years from known reservoirs under existing economic and
operating conditions. Proved developed reserves are proved reserves that can reasonably be expected to be recovered
through existing wells with existing equipment and operating methods.

Proved oil and natural gas reserve quantities at December 31, 2016 and 2015 and the related discounted future net
cash flows are based on estimates prepared by independent petroleum engineers. Such estimates have been prepared in
accordance with guidelines established by the Securities and Exchange Commission.

Standardized measure of discounted future net cash flows relating to proven oil and gas reserves (SMOG)

The following information has been prepared in accordance with the Financial Accounting Standards Board
pronouncements and the regulations of the Securities and Exchange Commission, which require the standardized
measure of discounted future cash flows based on sales prices, costs and statutory interest rates. The standardized
measure of oil and gas producing activities is the present value of estimated future cash inflow from proved oil and
natural gas reserves, less future development, abandonment, production and income tax expenses, discounted to
reflect timing of future cash flows.

The Company’s proved oil and natural gas reserves for the years ended December 31, 2016 and December 31, 2015 are
shown below:
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Volumes

Natural gas:

Proved developed and undeveloped reserves (mcf):
Beginning of year

Purchase (sale) of natural gas properties in place
Discoveries and extensions

Revisions

Production

Proved reserves, at end of year (a)

Oil:

Proved developed and undeveloped reserves:
Beginning of year

Purchase (sale) of oil producing properties in place
Discoveries and extensions

Revisions

Production

Proved reserves, at end of year (a)

Includes 55,875 Mcf and 13,265 bbl and 89,375 Mcf and 20,690 bbl for the twelve months ended December 31,
(a)2016 and 2015, respectively of proved reserves attributable to a consolidated subsidiary in which there is

a 50% non-controlling interest.

Values

Future cash inflows
Future costs:

Production

Development

Future cash flows

Years Ended
December 31,
2016 2015
(Mcfs)

178,750 600,000
(6,168 )—
(30,794 )(410,362)
(30,038 )(37,568 )
111,750 178,750

Years Ended
December 31,
2016 2015
(Bbls)

41,380 20,700
(1,107 )—
30,720
(6,872)2,112
(6,871 )(12,152)
26,530 41,380

Years Ended
December 31,

2016 2015
1,272,950 2,345,940

(641,527 )(964,520 )

10% annual discount for estimated timing of cash flow
Standardized measure of discounted cash flow (a)

(a)

Table of Contents

— (87,650 )
631,423 1,293,770
(159,123 )(421,640 )
472,300 872,130

Includes 472,300 and 872,130 for the twelve months ended December 31, 2016 and 2015, respectively, of
discounted cash flows attributable to a consolidated subsidiary in which there is a 50% non-controlling interest.
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Using the SEC adjusted guidelines in place for 2016, the gas and oil prices for this analysis were set at the average
price received on the “first-day-of-the-month” for 2016, for appropriate differentials. The “benchmark”™ prices

are $42.75 per barrel and $2.49 per Mcf. The average quarterly price received for natural gas for 2015 ranged

from $1.72 /Mcf to $3.95 /Mcf . The average quarterly price received oil for 2016 ranged from $31.95/bbl

to $42.56/bbl.

Future income taxes are based on year-end statutory rates, adjusted for tax basis of oil and natural gas properties and
availability of applicable tax assets, such as net operating losses. A discount factor of 10% was used to reflect the
timing of future net cash flows.

The standardized measure of discounted future net cash flows is not intended to represent the replacement cost or fair
market value of the Company’s oil and natural gas properties. An estimate of fair value may also take into account,
among other things, the recovery of reserves not presently classified as proved, anticipated future changes in prices
and costs, and may require a discount factor more representative of the time value of money and the risks inherent in
reserve estimates.

Changes in standardized measure

Included within standardized measure are reserves purchased in place. The purchase of reserves in place includes
undeveloped reserves which were acquired at minimal value that have been estimated by independent reserve
engineers to be recoverable through existing wells utilizing equipment and operating methods available to the
Company and that are expected to be developed in the near term based on an approved plan of development
contingent on available capital.

Changes in the standardized measure of future net cash flows relating to proved oil and natural gas reserves for the
years ended December 31 is summarized below:

For the years ended
December 31,

2016 2015

Balance, January 1 872,130 964,000
Net change in price and production costs (a) (220,100) (235,300)
Sale of oil and gas, net (173,400) (455,600)
Extensions/Discoveries 12,500 —
Purchase of reserves in place — 531,700
Sales of reserves in place (15,500 ) —
Revisions of previous estimates (153,900) (803,900)
Accretion of discount 87,200 146,500
Net change in taxes — 500,600
Net change in timing and other 63,400 224,300
Balance, December 31 472,300 872,130

Includes 472,300 and 872,130 for the twelve months ended December 31, 2016 and 2015, respectively of future net
cash flows attributable to a consolidated subsidiary in which there is a 50% non-controlling interest.

(a)
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VICTORY ENERGY CORPORATION AND SUBSIDIARY
UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
THREE AND SIX MONTHS ENDED JUNE 30, 2017 AND 2016

VICTORY ENERGY CORPORATION AND SUBSIDIARY
CONDENSED CONSOLIDATED BALANCE SHEETS

ASSETS

Current Assets

Cash and cash equivalents

Accounts receivable

Prepaid expenses

Total current assets

Fixed Assets

Furniture and equipment

Accumulated depreciation

Total furniture and fixtures, net

Oil and gas properties, net of impairment (successful efforts method)
Accumulated depletion, depreciation and amortization
Total oil and gas properties, net

Other Assets

Management fee receivable - affiliate

Total Assets

LIABILITIES AND STOCKHOLDERS' DEFICIT
Current Liabilities

Accounts payable

Accrued liabilities

Accrued liabilities - related parties

Liability for unauthorized preferred stock issued

Note payable (net of unamortized deferred financing costs)
Note payable (net of debt discount) - affiliate

Asset retirement obligation

Total current liabilities
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)

June 30, December 31,
2017 2016
(Unaudited)

$47,157 $ 56,456
28,972 44,379
26,715 9,951
102,844 110,786
43,622 46,883
(40,211 ) (30,893
3,411 15,990
2,795,557 2,787,986
(2,214,709) (2,166,643 )
580,848 621,343
139,455 137,556
$826,558 $ 885,675
$570,667 $420,559
404,419 746,491
1,273,616 1,489,973
9,283 9,283
254,500 564,263
284,055 —

52,321 76,850
2,848,861 3,307,419
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Other Liabilities

Asset retirement obligations 40,895 7,141
Total long term liabilities 40,895 7,141
Total Liabilities 2,889,756 3,314,560

Stockholders' Equity (Deficit)
Common stock, $0.001 par value, 47,500,000 shares authorized, 31,220,326 shares and

31,220,326 shares issued and outstanding for June 30, 2017 and December 31, 31,220 31,220
2016, respectively
Additional paid-in capital 36,134,513 35,795,479
Accumulated deficit (47,393,299 (46,140,750 )
Total Victory Energy Corporation stockholders' deficit (11,227,566 (10,314,051 )
Non-controlling interest 9,164,368 7,885,166
Total stockholders' equity (deficit) (2,063,198) (2,428,885 )
Total Liabilities and Stockholders' Deficit $826,558 $ 885,675

The accompanying notes are an integral part of these condensed consolidated financial statements.
VICTORY ENERGY CORPORATION AND SUBSIDIARY
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

(Unaudited)

For the Three Months Ended For the Six Months Ended

June 30, June 30,

2017 2016 2017 2016
Revenues
Oil and gas sales $70,680 $ 79,185 $155,980 $145,178
Gain on settlement and sale of oil and gas properties — 64,824 — 64,824
Total revenues 70,680 144,009 155,980 210,002
Operating Expenses:
Lease operating costs 31,836 25,774 57,740 63,127
Exploration and dry hole cost 315 — 2,218 —
Production taxes 3,806 3,782 8,491 7,055
General and administrative 513,826 623,995 1,117,488 1,068,156
Depreciation, depletion, amortization, and accretion 37,259 28,267 62,300 76,286
Total operating expenses 587,042 681,818 1,248,237 1,214,624
Loss from operations (516,362 ) (537,809 ) (1,092,257 ) (1,004,622 )
Other Income (Expense):
Management fee income 822 1,305 1,899 2,641
Interest expense (98,633 ) (33,124 ) (187,991 ) (66,313 )
Total other income and expense (97,811 ) (31,819 ) (186,092 ) (63,672 )
Loss before Tax Benefit (614,173 ) (569,628 ) (1,278,349 ) (1,068,294 )
Tax benefit — — — —
Net loss (614,173 ) $ (569,628 ) (1,278,349 ) (1,068,294 )

Less: Net loss attributable to non-controlling interest (28,883 ) (26,154 ) (25,798 ) (83,196 )
Net loss attributable to Victory Energy Corporation  $(585,290 ) $ (543,474 ) $(1,252,551 ) $(985,098 )

Weighted average shares, basic and diluted 31,220,326 31,220,326 31,220,326 31,220,326
Net loss per share, basic and diluted $(0.02 )$ (0.02 ) $(0.04 ) $(0.03 )

The accompanying notes are an integral part of these condensed consolidated financial statements.
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VICTORY ENERGY CORPORATION AND SUBSIDIARY
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOW
(Unaudited)

CASH FLOWS FROM OPERATING ACTIVITIES

Net loss

Adjustments to reconcile net loss to net cash used in operating activities
Accretion of asset retirement obligations

Amortization of debt discount

Amortization of deferred financing costs

Gain on settlement and sale of oil and gas properties

Depletion, depreciation, and amortization

Stock based compensation

Change in operating assets and liabilities
Accounts receivable

Management fee receivable - affiliate
Prepaid expense

Accounts payable

Accrued liabilities - related parties

Accrued liabilities

Accrued interest note payable - affiliate

Net cash used in operating activities

CASH FLOWS FROM INVESTING ACTIVITIES:
Lease purchases, drilling capital expenditures
Proceeds from sale of assets

Net cash used in investing activities

CASH FLOWS FROM FINANCING ACTIVITIES:
Non-controlling interest contributions

Debt financing proceeds - affiliate

Principal payments of debt financing

Net cash provided by financing activities

Net Change in Cash and Cash Equivalents
Beginning Cash and Cash Equivalents
Ending Cash and Cash Equivalents

Supplemental cash flow information:

Cash paid for:

Interest

Non-cash investing and financing activities:

Interest - accrued interest and amortization of debt discount
Accrued capital expenditures

Revisions to asset retirement obligations

For the Six Months Ended
June 30,
2017 2016

$(1,278,349 ) $(1,068,294 )

1,655 1,597

124,055 —

6,237 20,412

— (64,824 )
60,645 74,689
179,034 57,409

15,407 (20,274 )
(1,899 ) (2,641 )
(16,764 ) 3,492
150,107 15,599

(216,357 ) 215,683
(357,789 ) (140,319 )
15,719 —
(1,318,299 ) (907,471 )

— (18,442 )
— 8,294
— (10,148 )

1,305,000 972,000
320,000 —
(316,000 ) —
1,309,000 972,000
(9,299 ) 54,381
56,456 2,384
$47,157 $56,765

$18,362 $22,412

$163,392 $—
$173,568 $305,983
$7,570 $—

The accompanying notes are an integral part of these condensed consolidated financial statements.
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Victory Energy Corporation and Subsidiary

Notes to the Condensed Consolidated Financial Statements

(Unaudited)

These consolidated financial statements have been prepared by Victory Energy Corporation ("Victory" or the
"Company") without audit, pursuant to the rules and regulations of the Securities and Exchange Commission ("SEC").
They reflect all adjustments that are, in the opinion of management, necessary for a fair presentation of the results for
the interim periods, on a basis consistent with the annual audited financial statements. All such adjustments are of a
normal recurring nature. Certain information, accounting policies, and footnote disclosures normally included in
financial statements prepared in accordance with accounting principles generally accepted in the United States
("GAAP") have been omitted pursuant to such rules and regulations, although the Company believes that the
disclosures are adequate to make the information presented not misleading. This Quarterly Report on Form 10-Q
should be read along with Victory’s Annual Report on Form 10-K for the fiscal year ended December 31, 2016, which
contains a summary of the Company’s significant accounting policies and other disclosures.

Note 1 — Organization and Summary of Significant Accounting Policies

Victory is an independent, growth-oriented oil and natural gas company engaged in the acquisition, exploration,
development, and production of domestic oil and natural gas properties, through its partnership with Aurora Energy
Partners ("Aurora"). In this report, “the Company”, "we" and "our" refers to the consolidated accounts and presentation
of Victory and Aurora, with the equity of non-controlling interests stated separately. Current operations are primarily
located onshore in Texas and New Mexico. The Company was organized under the laws of the State of Nevada on
January 7, 1982. The Company is authorized to issue 47,500,000 shares of $0.001 par value common stock, and

has 31,220,326 shares of common stock outstanding as of June 30, 2017. Our corporate headquarters are located at
3355 Bee Caves Rd. Ste. 608, Austin, Texas.

A summary of significant accounting policies followed in the preparation of the accompanying consolidated financial
statements is set forth below.

Basis of Presentation and Consolidation:

Victory is the managing partner of Aurora, and holds a fifty percent (50%) partnership interest in Aurora. Aurora, a
subsidiary of the Company, is consolidated with Victory for financial statement reporting purposes, as the terms of the
partnership agreement that govern the operations of Aurora give Victory effective control of the partnership. The
consolidated financial statements include the accounts of Victory and the accounts of Aurora. The Company’s
management, in considering accounting policies pertaining to consolidation, has reviewed the relevant accounting
literature. The Company follows the relevant accounting literature in assessing whether the rights of the
non-controlling interests should overcome the presumption of consolidation when a majority voting or controlling
interest in its investee “‘is a matter of judgment that depends on facts and circumstances". In applying the circumstances
and contractual provisions of the partnership agreement, management determined that the non-controlling rights do
not, individually or in the aggregate, provide for the non-controlling interest to “effectively participate in significant
decisions that would be expected to be made in the ordinary course of business.” The rights of the non-controlling
interest are protective in nature. All intercompany balances have been eliminated in consolidation. Certain
reclassifications of prior year balances have been made to confirm such amounts to current year classifications. The
reclassifications have no prior impact on net income.

Non-controlling Interests:

The Navitus Energy Group ("Navitus"), a Texas general partnership, is a partner with Victory in Aurora.

The two partners each own a fifty percent (50%) interest in Aurora. Victory is the Managing partner and has
contractual authority to manage the business affairs of Aurora. Navitus currently has four partners. They are James
Capital Consulting, LLC ("JCC"), James Capital Energy, LLC ("JCE"), Rodinia Partners, LLC and Navitus Partners,
LLC. Although this partnership has been in place since January 2008, its members and other elements have changed
since that time.

The non-controlling interest in Aurora is held by Navitus. As of June 30, 2017, $9,164,368 was recorded as the equity
of the non-controlling interest in our consolidated balance sheets representing a third-party investment in Aurora, with
net loss attributable to non-controlling interest of $28,883 and $26,154 for the three months ended June 30,

2017 and 2016, respectively, and $25,798 and $83,196 for the six months ended June 30, 2017 and 2016, respectively.
As of December 31, 2016, $7,885,166 was recorded as the equity of the non-controlling interest in our consolidated
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balance sheets representing a third-party investment in Aurora.

Use of Estimates:

The preparation of our consolidated financial statements in conformity with GAAP requires management to make
estimates and assumptions that affect the reported amounts of assets and liabilities, the disclosure of contingent assets
and liabilities at the date of the consolidated financial statements and the reported amounts of revenues and expenses
during the reporting period. Actual results could differ from those estimates. Estimates are used primarily when
accounting for depreciation, depletion, and amortization (“DD&A”) expense, property costs, estimated future net cash
flows from proved reserves, assumptions related to abandonments and impairments of oil and natural gas properties,
taxes, accruals of capitalized costs, operating costs and production revenue, general and administrative costs and
interest, purchase price allocation on properties acquired, various common stock, warrants and option transactions,
and loss contingencies.

Oil and Natural Gas Properties:

We account for investments in oil and natural gas properties using the successful efforts method of accounting. Under
this method of accounting, only successful exploration drilling costs that directly result in the discovery of proved
reserves are capitalized. Unsuccessful exploration drilling costs that do not result in an asset with future economic
benefit are expensed. All development costs are capitalized because the purpose of development activities is
considered to be building a producing system of wells, and related equipment facilities, rather than searching for oil
and natural gas. Items charged to expense generally include geological and geophysical costs. Capitalized costs for
producing wells and leasehold costs of proved properties are amortized on a unit-of-production basis over the
remaining life of proved developed and total proved reserves, respectively.

We review our proved oil and gas properties for impairment whenever events and circumstances indicate that a
decline in the recoverability of their carrying value may have occurred. We estimate the expected undiscounted future
cash flows of our oil and gas properties and compare such undiscounted future cash flows to the carrying amount of
the oil and gas properties to determine if the carrying amount is recoverable. If the carrying amount exceeds the
estimated undiscounted future cash flows, we will adjust the carrying amount of the oil and gas properties to fair
value. The factors used to determine fair value are subject to our judgment and expertise and include, but are not
limited to, recent sales prices of comparable properties, the present value of future cash flows, net estimated operating
and development costs using estimates of proved reserves, future commodity pricing, future production estimates,
anticipated capital expenditures, and various discount rates commensurate with the risk and current market conditions
associated with realizing the expected cash flows projected. Because of the uncertainty inherent in these factors, we
cannot predict when or if future impairment charges for proved properties will be recorded.

The assessment of unproved properties to determine any possible impairment requires significant judgment. We assess
our unproved properties to determine any possible impairment on a property-by-property basis based on remaining
lease terms, drilling results or future plans to develop acreage. Due to the uncertainty inherent in these factors, we
cannot predict the amount of impairment charges that may be recorded in the future.

The Company recorded no impairment expense for the six months ended June 30, 2017 and 2016, respectively based
on the analysis above.

Asset Retirement Obligations:

The Company records the estimate of the fair value of liabilities related to future asset retirement obligations (“ARO”)
in the period the obligation is incurred. Asset retirement obligations relate to the removal of facilities and tangible
equipment at the end of an oil and natural gas property’s useful life. The application of this rule requires the use of
management’s estimates with respect to future abandonment costs, inflation, market risk premiums, useful life and cost
of capital and required government regulations. GAAP requires that the estimate of our ARO does not give
consideration to the value the related assets could have to other parties.

Other Property and Equipment:

Our office equipment in Austin, Texas is being depreciated on the straight-line method over the estimated useful life
of three to seven years.

Cash and Cash Equivalents:

The Company considers all liquid investments with original maturities of three months or less from the date of
purchase that are readily convertible into cash to be cash equivalents. The Company had no cash equivalents at June
30, 2017 and December 31, 2016.
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Accounts Receivable:

Our accounts receivable are primarily from purchasers of natural gas and oil and exploration and production
companies which own an interest in properties we operate.

Fair Value:

At June 30, 2017 and December 31, 2016, the carrying value of the Company's financial instruments such as prepaid
expenses and payables approximated their fair values based on the short-term maturities of these instruments. The
carrying value of other liabilities approximated their fair values because the underlying interest rates approximated
market rates at the balance sheet dates. Management believes that due to the Company's current credit worthiness, the
fair value of debt could be less than the book value; however, due to current market conditions and available
information, the fair value of such debt is not readily determinable. Financial Accounting Standard Board ("FASB")
Accounting Standards Codification ("ASC") Topic 820, Fair Value Measurements and Disclosures, established a
hierarchical disclosure framework associated with the level of pricing observability utilized in measuring fair value.
This framework defined three levels of inputs to the fair value measurement process and requires that each fair value
measurement be assigned to a level corresponding to the lowest level input that is significant to the fair value
measurement in its entirety. The three broad levels of inputs defined by FASB ASC Topic 820 hierarchy are as
follows:

Level 1 - quoted prices (unadjusted) in active markets for identical assets or liabilities that the reporting entity has the
ability to access at the measurement date;

Level 2 - inputs other than quoted prices included within Level 1 that are observable for the asset or liability, either
directly or indirectly. If the asset or liability has a specified (contractual) term, a Level 2 input must be observable for
substantially the full term of the asset or liability; and

Level 3 - unobservable inputs for the asset or liability. These unobservable inputs reflect the entity's own assumptions
about the assumptions that market participants would use in pricing the asset or liability and are developed based on
the best information available in the circumstances (which might include the reporting entity's own data).

The initial measurement of ARO is calculated using discounted cash flow techniques and based on internal estimates
of future ARO costs associated with proved oil and gas properties. Inputs used in the calculation of ARO include
plugging costs and reserve lives, which are considered Level 3 inputs. A reconciliation of Victory’s ARO is presented
in Note 4.

Unamortized Discount:

Unamortized discount consists of value attributed to free standing equity instruments issued to the holders of affiliate
note payable (see Note 6) and are amortized over the life of the related loans using a method consistent with the
interest method. Amortization of debt discount totaled $124,055 for the six months ended June 30, 2017 and is
included in interest expense in the condensed consolidated statements of operations. The following table shows the
discount and related accumulated amortization as of June 30, 2017 and December 31, 2016:

June 30, December
2017 31, 2016
Original issuance discount $160,000 $ —

Accumulated amortization (124,055 ) —
Unamortized discount, net $35,945 $§ —

Revenue Recognition:

The Company uses the sales method of accounting for oil and natural gas revenues. Under this method, revenues are
recognized based on actual volumes of gas and oil sold to purchasers. The volumes sold may differ from the volumes
to which the Company is entitled based on our interests in the properties. Differences between volumes sold and
entitled volumes create oil and natural gas imbalances which are generally reflected as adjustments to reported proved
oil and natural gas reserves and future cash flows in their supplemental oil and natural gas disclosures. If their excess
takes of natural gas or oil exceed their estimated remaining proved reserves for a property, a natural gas or oil
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imbalance liability is recorded in the Consolidated Balance Sheets.

Concentrations:

There is a ready market for the sale of crude oil and natural gas. During 2017 and 2016, our gas field and our
producing wells sold their respective gas and oil production to one purchaser for each field or well. However, because
alternate purchasers of oil and natural gas are readily available at similar prices, we believe that the loss of any of our
purchasers would not have a material adverse effect on our financial results. A majority of the Company’s production
and reserves are from the Eagle Ford property in South Texas and the Permian Basin of West Texas.

Earnings (Losses) per Share:

Basic earnings per share (“EPS”) is computed by dividing net income (loss) attributable to controlling interests by the
weighted-average number of shares of common stock outstanding during the period. Diluted EPS takes into account
the dilutive effect of potential common stock that could be issued by the Company in conjunction with stock awards
that have been granted to directors and employees. In accordance with FASB ASC 260, Earnings per Share, awards of
unvested shares shall be considered outstanding as of the respective grant dates for purposes of computing diluted EPS
even though their exercise is contingent upon vesting. Given the historical and projected future losses of the
Company, all potentially dilutive common stock equivalents are considered anti-dilutive.

Income Taxes:

The Company accounts for income taxes in accordance with FASB ASC 740, Income Taxes, which requires an asset
and liability approach for financial accounting and reporting of income taxes. Deferred income taxes reflect the impact
of temporary differences between the amount of assets and liabilities for financial reporting purposes and such
amounts as measured by tax laws and regulations. Deferred tax assets include tax loss and credit carry forwards and
are reduced by a valuation allowance if, based on available evidence, it is more likely than not that some portion or all
of the deferred tax assets will not be realized.

The realization of future tax benefits is dependent on our ability to generate taxable income within the carry forward
period. Given the Company’s history of net operating losses, management has determined that it is likely that the
Company will not be able to realize the tax benefit of the carry forwards. ASC 740 requires that a valuation allowance
be established when it is more likely than not that all or a portion of deferred tax assets will not be realized.
Accordingly, the Company has a full valuation allowance against its net deferred tax assets at June 30,

2017 and December 31, 2016. Upon the attainment of taxable income by the Company, management will assess the
likelihood of realizing the deferred tax benefit associated with the use of the net operating loss carry forwards and will
recognize a deferred tax asset at that time.

Stock-Based Compensation:

The Company applies FASB ASC 718, Compensation-Stock Compensation, to account for the issuance of options and
warrants to employees, key partners, directors, officers and Navitus investors. The standard requires all share-based
payments, including employee stock options, warrants and restricted stock, be measured at the fair value of the award
and expensed over the requisite service period (generally the vesting period). The fair value of options and warrants
granted to employees, directors and officers is estimated at the date of grant using the Black-Scholes option pricing
model by using the historical volatility of the Company’s stock price. The calculation also takes into account the
common stock fair market value at the grant date, the exercise price, the expected term of the common stock option or
warrant, the dividend yield and the risk-free interest rate.

The Company from time to time may issue stock options, warrants and restricted stock to acquire goods or services
from third-parties. Restricted stock, options or warrants issued to third parties are recorded on the basis of their fair
value, which is measured as of the date issued. The options or warrants are valued using the Black-Scholes option
pricing model on the basis of the market price of the underlying equity instrument on the “valuation date,” which for
options and warrants related to contracts that have substantial disincentives to non-performance, is the date of the
contract, and for all other contracts is the vesting date. Expense related to the options and warrants is recognized on a
straight-line basis over the shorter of the period over which services are to be received or the vesting period and is
included in general and administrative expenses in the accompanying consolidated statements of operations.

The Company recognized stock-based compensation expense from stock awards, warrants, and stock options granted
to directors, officers, and employees for services of $8,337 and $33,994 for the three months ended June 30, 2017 and
2016, respectively and $179,034 and $57,409 for the six months ended June 30, 2017 and 2016, respectively.
Recently Adopted Accounting Standards:
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In January 2017, FASB issued Accounting Standards Update (“ASU”) 2017-01, Business Combinations (Topic 805):
Clarifying the Definition of a Business, which changes the definition of a business to assist entities with evaluating
when a set of transferred assets and activities is deemed to be a business. Determining whether a transferred set
constitutes a business is important because the accounting for a business combination differs from that of an asset
acquisition. The definition of a business also affects the accounting for dispositions. Under ASU 2017-01, when
substantially all of the fair value of assets acquired is concentrated in a single asset, or a group of similar assets, the
assets acquired would not represent a business and business combination accounting would not be required. ASU
2017-01 may result in more transactions being accounted for as asset acquisitions rather than business combinations.
ASU 2017-01 is effective for interim and annual periods beginning after December 15, 2017 and shall be applied
prospectively. Early adoption is permitted. The Company adopted ASU 2017-01 on January 1, 2017 and will apply
the new guidance to applicable transactions going forward.

In March 2016, FASB issued guidance regarding the simplification of employee share-based payment transactions,
including the income tax consequences, classification of awards as either equity or liabilities, and classification on the
statement of cash flows. We adopted this guidance in the second quarter of 2016 as permitted by the guidance.
Adoption of this guidance did not impact our financial statements, except for the simplification in accounting for
income taxes using a modified retrospective approach. Upon adoption, we recorded a related deferred tax asset for
previously unrecognized excess tax benefits of $37 million. As we consider it more likely than not that the deferred
tax asset will not be realized, we recorded a full valuation allowance of $37 million, resulting in no net effect on our
consolidated statement of operations. We elected to continue our current policy of estimating forfeitures.

In April 2015, FASB issued ASU 2015-03, Interest—Imputation of Interest (Subtopic 835-30): Simplifying the
Presentation of Debt Issuance Costs. Entities that have historically presented debt issuance costs as an asset, related to
a recognized debt liability, will be required to present those costs as a direct deduction from the carrying amount of
that debt liability. ASU 2015-03 does not change the recognition, measurement, or subsequent measurement guidance
for debt issuance costs. In August 2015, FASB issued ASU 2015-15, Interest—Imputation of Interest (Subtopic 835-30),
which addresses the presentation or subsequent measurement of debt issuance costs related to line-of-credit
arrangements, given the absence of authoritative guidance within ASU 2015-03 for debt issuance costs related to
line-of-credit arrangements. The amendments are effective for interim and annual reporting periods beginning after
December 15, 2015. Therefore, the Company adopted ASU 2015-03 beginning January 1, 2016. Changes to the
balance sheet have been applied on a retrospective basis. This resulted in the reclassification of debt issuance costs

of $6,237 and $40,823 associated with our Credit Agreement from Other Assets to Current Note Payable in the
Consolidated Balance Sheet as of the six months ended June 30, 2017 and the year ended December 31, 2016.

In February 2015, FASB issued ASU 2015-02, Consolidation (Topic 810): Amendments to the Consolidated Analysis.
ASU 2015-02 amended the consolidation guidance by modifying the evaluation criteria for whether limited
partnerships and similar legal entities are variable interest entities, eliminating the presumption that a general partner
should consolidate a limited partnership, and affecting the consolidated analysis of reporting entities that are involved
with variable interest entities. The adoption of ASU 2015-02, effective January 1, 2016, did not have a material
impact on our consolidated balance sheets, statements of operations or statements of cash flows.

Recently Issued Accounting Standards:

In February 2016, the FASB issued guidance regarding the accounting for leases. The guidance requires recognition
of most leases on the balance sheet. The guidance requires lessees and lessors to recognize and measure leases at the
beginning of the earliest period presented using a modified retrospective approach. The guidance is effective for
interim and annual periods beginning after December 15, 2018. We are currently evaluating the impact of this
guidance on our consolidated financial statements.

In January 2016, the FASB issued guidance regarding several broad topics related to the recognition and measurement
of financial assets and liabilities. The guidance is effective for interim and annual periods beginning after December
15, 2017. We do not expect this guidance to have a material impact on our consolidated financial statements.

In May 2014, the FASB issued guidance regarding the accounting for revenue from contracts with customers. In April
2016, May 2016 and December 2016, FASB issued additional guidance, addressed implementation issues and
provided technical corrections. The guidance may be applied retrospectively or using a modified retrospective
approach to adjust retained earnings (deficit). The guidance is effective for interim and annual periods beginning after
December 15, 2017. We are currently evaluating the impact of this guidance on our consolidated financial statements.
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Going Concern:

The accompanying consolidated financial statements have been prepared assuming the Company will continue as a
going concern, which contemplates the realization of assets and satisfaction of liabilities in the normal course of
business. As presented in the consolidated financial statements, the Company has incurred a net loss

of $585,290 and $543,474 for the three months ended June 30, 2017 and 2016, respectively, and net losses

of $1,252,551 and $985,098 for the six months ended June 30, 2017 and 2016, respectively.

The cash proceeds from new contributions to the Aurora partnership by Navitus, and loans from affiliates have
allowed the Company to continue operations and invest in new oil and natural gas properties. Management anticipates
that operating losses will continue in the near term until new wells are drilled, successfully completed and incremental
production increases revenue. The Company has invested $0 and $18,442, respectively, in leases, and drilling and
completion costs, for the six months ended June 30, 2017 and 2016, respectively.

The Company remains in active discussions with Navitus and others related to longer term financing required for our
capital expenditures planned for 2017. Without additional outside investment from the sale of equity securities and/or
debt financing, our capital expenditures and overhead expenses must be reduced to a level commensurate with
available cash flows.

The accompanying consolidated financial statements are prepared as if the Company will continue as a going concern.
The consolidated financial statements do not contain adjustments, including adjustments to recorded assets and
liabilities, which might be necessary if the Company were unable to continue as a going concern.

Note 2 - Acquisitions

During February 2015, Victory entered into a letter of intent ("LOI") and subsequently into (a) the Pre-Merger
Collaboration Agreement (the “Collaboration Agreement”) with Lucas Energy Inc. (“Lucas”), Navitus and AEP Assets,
LLC ("AEP"), a wholly-owned subsidiary of Aurora; and (b) the Pre-Merger Loan and Funding Agreement (the “Loan
Agreement”) with Lucas. During March 2015 the parties entered into Amendment No. 1 to the Pre-Merger
Collaboration which amendments affected thereby are included in the discussion of the Collaboration Agreement
below. Payments of $195,928 and $317,027 were made by Aurora, on behalf of Victory, to Earthstone Energy/Oak
Valley Resources and Penn Virginia, respectively, for costs related to the two Earthstone Energy/ Oak Valley
Resources and the five Penn Virginia operated Eagle Ford wells, respectively.

The initial draw, and additional amounts borrowed by Lucas under the Loan Agreement were evidenced by a Secured
Subordinated Delayed Draw Term Note issued by Lucas in favor of Victory, which was in an initial amount

of $250,000 (the “Draw Note”). Borrowings evidenced by the Draw Note accrued interest at one-half of one percent
(0.5%) per annum, with accrued interest payable in one lump sum on maturity. The maturity date of the Draw Note
was February 26, 2015. A total of $600,000 was paid to Lucas under the Draw Note.

Subsequent to March 31, 2015, the Company terminated the LOI and notified Lucas pursuant to the Loan Agreement,
that it would not extend any further credit to Lucas under the Loan Agreement. There were $0 associated costs
incurred during the six-month periods ended June 30, 2017 and 2016.

Further, the Company entered into: (1) a Settlement Agreement and Mutual Release (the “Lucas Settlement
Agreement”) with Lucas; (2) a Settlement Agreement and Mutual Release (the “Rogers Settlement Agreement”) with
Louise H. Rogers, (“Rogers”), and; (3) a Compromise Settlement Agreement and Mutual General Release, effective as
of September 25, 2015 (the “Earthstone Settlement Agreement”, and, together with the Lucas Settlement Agreement and
the Rogers Settlement Agreement, the “Settlement Agreements”) with Earthstone Operating, LLC, Earthstone Energy,
Inc., Oak Valley Resources, LLC, Oak Valley Operating LLC and Sabine River Energy, LLC (collectively,
“Earthstone”), Lucas, AEP, and Aurora.

Lucas Settlement Agreement

The Company and Lucas agreed to terminate any and all obligations between the parties arising under the LOI and the
Collaboration Agreement. The Company and Lucas further agreed that the Company would retain ownership and
control over five Penn Virginia well-bores previously assigned by Lucas to the Company (the “Penn Virginia
Well-Bores™), as well as the obligations to pay the expenses associated with such Penn Virginia Well-Bores effective
after August 1, 2014. Under the terms of the Lucas Settlement Agreement, Lucas agreed to assign to the Company all
of Lucas’ rights in a certain oil and gas property located in the same field as the Penn Virginia Well-Bores (the
“Additional Penn Virginia Property”), including the rights to all revenues from all wells on some properties.

Rogers Settlement and Amended Rogers Settlement Agreements
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The Company and Rogers agreed, among other things: (i) to terminate the contingent promissory note in the principal
amount of $250,000 payable to Rogers that was issued by Victory in connection with the entry by Lucas and the
Company into the Collaboration Agreement; (ii) that the Company would pay Rogers, on or before July 15,

2015, $258,125; and (iii) that Rogers’ legal counsel will hold the assignment of the Additional Penn Virginia Property
and the Settlement Shares in escrow until such time as the payment of $258,125 is made by the Company to the
Rogers. Failure of the Company to make the payment of $258,125 on or before July 15, 2015, would result in the
Company being in default under the Rogers Settlement Agreement and default interest on the amount due would begin
to accrue at a per diem rate of $129.0625. Additionally, the Company acknowledged in the Amendment its obligation
to pay Rogers’ attorney’s fees in the amount of $25,000. The Company has not made any payments to Rogers pursuant
to the Rogers Settlement Agreement and as a result the additional Penn Virginia Property was returned to Lucas in
September 2015. The full amount due under the Roger’s obligation including accrued interest at June 30, 2017

totals $348,788 and is included in accrued liabilities on the consolidated balance sheet.

Note 3 — Oil and natural gas properties, net of accumulated impairment (under successful efforts accounting)

Oil and natural gas properties are comprised of the following:

December
June 30, 2017 31,2016
Proved property $9,702,938  $9,695,367
Unproved property $1,375,940 $1,375,940

Total oil and natural gas properties, at cost
Less: accumulated impairment

$11,078,878 $11,071,307
$(8,283,321 ) $(8,283,321)

Oil and natural gas properties, net of impairment $2,795,557  $2,787,986
Less: accumulated depletion (2,214,709 ) (2,166,643 )
Oil and natural gas properties, net $580,848 $621,343

Depletion and accretion expense for the three months ended June 30, 2017 and 2016 was $26,295 and $26,651,
respectively, and $49,720 and $73,054 for the six months ended June 30, 2017 and 2016, respectively. During the
three and six months ended June 30, 2017 and 2016, the Company recorded no impairment losses.

Note 4 — Asset Retirement Obligations

The following table is a reconciliation of the ARO liability as of and for the six months ended June 30, 2017 and the
twelve months ended December 31, 2016.

December

June 30, 2017 31,2016
Asset retirement obligation at beginning of period $ 83,991 $109,171
Liabilities incurred on properties acquired and developed — —
Revisions to previous estimates 7,570 —
Liabilities on properties sold or settled — (27,850 )
Accretion expense 1,655 2,670
Asset retirement obligation at end of period $ 93,216 $83,991

Note 5 — Revolving Credit Agreement

On February 20, 2014, Aurora, as borrower, entered into a credit agreement (the "Credit Agreement") with Texas
Capital Bank (“the Lender”). Guarantors on the Credit Agreement are Victory and Navitus, the two partners of Aurora.
Pursuant to the Credit Agreement, the Lender agreed to extend credit to Aurora in the form of: (a) one or more
revolving credit loans (each such loan, a “Loan”); and (b) the issuance of standby letters of credit, of up to an aggregate
principal amount at any one time not to exceed the lesser of: (i) $25,000,000; or (ii) the borrowing base in effect from
time to time (the “Commitment”). The initial borrowing base on February 20, 2014 was set at $1,450,000. The
borrowing base is determined by the Lender, in its sole discretion, based on customary lending practices, review of the
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oil and natural gas properties included in the borrowing base, financial review of Aurora, the Company and Navitus
and such other factors as may be deemed relevant by the Lender. The borrowing base is re-determined: (i) on or about
June 30 of each year based on the previous December 31 reserve report prepared by an independent reserve engineer;
and (ii) on or about August 31 of each year based on the previous June 30 reserve report prepared by Aurora’s internal
reserve engineers or an independent reserve engineer and certified by an officer of Aurora. The Credit Agreement will
mature on February 20, 2017. Amounts borrowed under the Credit Agreement will bear interest at rates equal to the
lesser of: (i) the maximum rate of interest which may be charged or received by the Lender in accordance with
applicable Texas law; and (ii) the interest rate per annum publicly announced from time to time by the Lender as the
prime rate in effect at its principal office plus the applicable margin. The applicable margin is: (i) with respect to
Loans, one percent (1.00%) per annum; (ii) with respect to letter of credit fees, two percent (2.00%) per annum; and
(iii) with respect to commitment fees, one-half of one percent (0.50%) per annum. Loans made under the Credit
Agreement are secured by: (i) a first priority lien in the oil and gas properties of Aurora, the Company and Navitus;
and (ii) a first priority security interest in substantially all of the assets of Aurora and its subsidiaries, if any, as well as
in all (100%) of the partnership interests in Aurora held by the Company and Navitus. Loans made under the Credit
Agreement to Aurora are fully guaranteed by the Company and Navitus.

The Credit Agreement contains various affirmative and negative covenants. These covenants, among other things,
limit additional indebtedness, additional liens and transactions with affiliates. Among the covenants contained in the
Credit Agreement are financial covenants that Aurora will maintain a minimum earnings before interest, taxes,
depreciation, depletion, amortization, and exploration expenses ("EBITDAX") to Cash Interest Ratio of 3.5 to 1.0 and
a minimum Current Ratio of not less than 1.0 to 1.0. The Current Ratio is defined under the covenants to include, as a
current asset, the revolving credit availability.

On April 13, 2015, the Company received the annual Borrowing Base Adjustment called for under the terms of the
Credit Agreement, which called for a decrease in the borrowing base of $300,000 payable by May 13, 2015, and an
increase in the monthly reduction amount to $10,000 commencing as of June 1, 2015. Additionally, the Lender
notified Aurora that, based on the Lender’s redetermination of Aurora’s borrowing base, the monthly reduction amount
under the Credit Agreement will be increased, commencing on June 1, 2015, from $0 to $10,000. Pursuant to this
increase in the monthly reduction amount, Aurora’s borrowing base will be automatically reduced by $10,000 on the
first day of each calendar month beginning in June 2015 until the Lender’s next periodic borrowing base
redetermination. The Company made one payment in the amount of $10,000 in June 2015.

On May 13, 2015, Aurora informed the Lender it would not make the required $300,000 payment but was submitting
the newly acquired five Eagle Ford wells as additional collateral to be considered and its willingness to execute
mortgages regarding the properties to meet the Deficiency.

On August 21, 2015, the Company executed a Forbearance Agreement whereby the Lender would forbear all existing
events of default which includes all payments under the previously mentioned Borrowing Base Deficiency payments
not yet paid under the April 13, 2015 Redetermination Date notification, as well as the late interest payments for June,
July and August 2015, violations of Aurora financial covenants for the three months ended March 31, 2015, and June
30, 2015, and default notice for the late filing of March 31, 2015 financial reports. On August 26, 2015, the Company
paid the Lender $76,081 to cover a portion of the deficiency payment, as well as a Forbearance document fee and
Lender's legal expenses, as required by the Forbearance Agreement, and the aforementioned Forbearance Agreement
went into effect for the $260,000 remaining borrowing base deficiency payment. On August 31, 2015, the
Forbearance Agreement terminated pursuant to its terms. The Company did not make the above payment and has been
in continuous contact with its lender regarding its plan of payment of the $260,000 as well as the remaining credit
facility balance. The Company made a $50,000 principle payment to the Lender on October 14, 2015 as part of that
plan.

On December 5, 2016, the Company entered into a new Forbearance Agreement to the Credit Agreement. Pursuant to
the Forbearance Agreement, the Lender agreed to forbear from exercising any of its rights and remedies under the
Credit Agreement until February 20, 2017 with respect to the historical events of default.

The Forbearance Period was amended and extended on March 2, 2017 and will end on the first to occur of the
following: (i) the expiration of the amended Forbearance Period on August 20, 2017; (ii) a breach by Aurora or any
Guarantor of any of the conditions, covenants, representations and/or warranties set forth in the Forbearance
Agreement; (iii) the occurrence of any new event of default under the Credit Agreement; (iv) the occurrence or threat

Table of Contents 68



Edgar Filing: SYNAPTICS INC - Form 10-Q

of the occurrence of any enforcement action against Aurora or any Guarantor by any of their creditors which, in
Lender’s reasonable judgment, would materially interfere with the operation of Aurora’s or the Guarantor’s business or
the Lender’s ability to collect on the obligations due under the Credit Agreement; (v) the institution of any bankruptcy
proceeding relating to Aurora or any Guarantor; or (vi) the initiation by Aurora or any Guarantor of any judicial,
administrative or arbitration proceedings against the Lender. The Lender’s agreement to forbear from exercising its
rights and remedies as a result of the Existing Events of Default is subject to and conditioned upon the following: (i)
the payment by Aurora to the Lender of at least $20,000 on or before the last business day of each calendar week
occurring hereafter; and (ii) the delivery by Aurora of such other documents, instruments and certificates as
reasonably requested by Lender. The foregoing description of the Forbearance Agreement is a summary only and is
qualified in its entirety by reference to the complete text of the Forbearance Agreement. Since the execution of the
extended Forbearance Agreement, the Company has paid the Lender $316,000. The balance owed on the Credit
Agreement was $254,500 and $564,263 as of June 30, 2017 and December 31, 2016, respectively.

As of June 30, 2017 and 2016, the Company was out of compliance with the Current Ratio and with the EBITDAX to
Cash Interest Ratio due to its reduced revenue streams from price and production declines and continued high general
and administrative expenses. Therefore, the Company is in technical default of the Credit Agreement and related
agreements. The Company has not yet been advised by the Lender of any additional actions the Lender plans to take.
Amortization of debt financing costs on this debt was $6,237 and $20,412 for the six months ended June 30, 2017 and
2016, respectively. Interest expense was $18,308 and $22,412 for the six months ended June 30, 2017, and 2016,
respectively.

Note 6 — Related Party Transactions

David McCall, our general counsel and a director, is a partner in The McCall Firm. Fees related to his services are
attributable to litigation involving the Company’s oil and natural gas operations in Texas. As of June 30, 2017 and
December 31, 2016, the Company owed The McCall Firm $527,098, and $503,377, respectively.

On February 1, 2017, the Company entered into a securities purchase agreement (the “Securities Purchase Agreement”)
with Visionary Private Equity Group I, LP, a Missouri limited partnership (the “Investor”), pursuant to which the
Investor agreed to purchase a unit comprised of: (i) $320,000 principal amount of twelve percent (12% ) unsecured
six-month promissory note with a maturity date of the earlier of six months from the date of the note or the date the
Company consummates a material business combination transaction (the "Note"); and (ii) a common stock purchase
warrant to purchase 5,203,252 shares of the Company’s common stock, par value $0.001 per shares (the “Common
Stock”) at an exercise price of $0.0923 per share (the “Warrant” and together with the Note, the “Unit”). Visionary PE GP
I, LLC is the general partner of the Investor. Mr. Ronald Zamber, one of the Company's directors, is the Managing
Director and Chairman of Visionary Private Equity Group I, LP, and the Manager of Visionary PE GP I, LLC. The
sale by the Company to the Investor of the Unit, pursuant to the Securities Purchase Agreement is referred to herein as
the “Private Placement.” For more information, see the Company's Current Report on Form 8-K filed on February 7,
2017.

During the six months ended June 30, 2017, temporary capital advances totaling $135,000 had been made by
Visionary Private Equity Group I, LP. Mr. Ronald Zamber, one of the Company's directors, is the Managing Director
and Chairman of Visionary Private Equity Group I, LP. These amounts are recorded in Accrued Liabilities - related
parties.

Note 7 — Shareholders’ Equity

Common stock

The Company estimates the fair value of employee stock options and warrants granted using the Black-Scholes
Option Pricing Model. Key assumptions used to estimate the fair value of warrants and stock options include the
exercise price of the award, the fair value of the Company’s common stock on the date of grant, the expected warrant
or option term, the risk free interest rate at the date of grant, the expected volatility and the expected annual dividend
yield on the Company’s common stock.

During the six months ended June 30, 2017 the Company issued 2,640,000 warrants to directors, officers and
employees for 2016 services with an exercise price of $0.06. Also during the six months ended June 30, 2017 the
Company issued 1,170,000 warrants to purchase shares of common stock to Navitus at exercise prices ranging

from $0.06 - $0.09. During the six months ended June 30, 2016 the Company issued 302,000 warrants to Navitus with
an exercise price ranging from $0.15 - $0.21. These warrants to purchase shares of common stock were issued in
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consideration of capital contributions to Aurora pursuant to the Company's capital contribution agreement with
Aurora. The warrants vest immediately and the Company valued the common stock warrants using the Black Scholes
Option Pricing Model. The values for the three months ended June 30, 2017 and 2016 were $24,929 and $98,540,
respectively, and were $75,342 and $154,374, for the six months ended June 30, 2017 and 2016, respectively.

Note 8 - Commitments and Contingencies

Contingencies

Liabilities and other contingencies are recognized upon determination of an exposure, which when analyzed indicates
that it is both probable that an asset has been impaired or that a liability has been incurred and that the amount of such
loss is reasonably estimable.

Volatility of Oil and Natural Gas Prices

Our revenues, future rate of growth, results of operations, financial condition and ability to borrow funds or obtain
additional capital, as well as the carrying value of our properties, are substantially dependent upon prevailing prices of
oil and natural gas.

Litigation

Legal Cases Settled

Cause No. 08-04-07047-CV; Oz Gas Corporation v. Remuda Operating Company, et al. v. Victory Energy
Corporation.; In the 112th District Court of Crockett County, Texas.

Plaintiff Oz Gas Corporation (“Oz”) filed a lawsuit in April 2008 against various parties for bad faith trespass, among
other claims, regarding the drilling of two wells on lands that Oz claims title to. On November 18, 2009, Victory
Energy Corporation intervened in the lawsuit to protect its fifty percent (50%) interest in one of the named wells in the
lawsuit (that being the 155-2 well located on the Adams Baggett Ranch in Crockett County, Texas).

This case was mediated, with no settlement reached. It went to trial February 8-9, 2012. The Court found in favor of
Oz and rendered verdict against Victory and the other Defendants, jointly and severally. Victory appealed this case to
the 8th Court of Appeals in El Paso, Texas where the Court of Appeals affirmed the verdict of the District Court and
Victory filed a Motion for Rehearing, which was denied. Victory filed a Petition for Review in the Supreme Court of
Texas on December 15, 2014, which was denied. Victory filed a Motion for Rehearing with the Supreme Court which
was denied. Oz then filed Interrogatories and Request for Production in Aid of Judgment, which were answered by
Victory.

A Settlement and Forbearance Agreement was entered into on March 22, 2016, between the parties wherein no further
post-judgment discovery or collection efforts will be made by Oz, for $140,000 net of a $14,000 payment received by
the Oz receiver (see next following Cause No. C-1-CV-16-001610), with monthly payments of $7,500 commencing
April 15, 2016. The balance as of June 30, 2017 was $12,500 and is included in Accrued Liabilities on the balance
sheet.

Cause No. C-1-CV-16-001610; Oz Gas Corporation v. Victory Energy Corporation; In the County Court at Law No. 1
of Travis County, Texas.

Plaintiff Oz Gas Corporation (“0z”) filed an Application for Turnover Relief in Travis County, Texas on February 19,
2016. This order was granted and Thomas L. Kolker was appointed as Receiver to assist in the collection of
non-exempt assets. Victory itself has not been placed into Receivership. Victory filed its Motion to Vacate the
Turnover that was heard and denied by the trial court. Oz has since filed an Amended Application for Turnover Relief
and Appointment of a Receiver to be heard March 10, 2016. Victory filed its Notice of Appeal March 4, 2016.

A Settlement and Forbearance Agreement was entered into on March 22, 2016 as described above.

Cause No. D-1-GN-13-000044; Aurora Energy Partners and Victory Energy Corporation v. Crooked Oaks, LLC; In
the 261st District Court of Travis County, Texas.

Victory Energy Corporation sued Crooked Oaks, LLC a/k/a Crooked Oak, LLC for breach of a purchase and sale
agreement dated May 7, 2012 in which Victory sold certain assets to Crooked Oaks, LLC for $400,000 of which

only $200,000 has been paid as of December 31, 2014. The lawsuit seeks to recover the remaining balance owed

of $200,000 from Crooked Oaks, LLC in addition to attorney’s fees and all costs of court. Crooked Oaks, LLC has
asserted a counterclaim for rescission of the underlying contract.

Victory and Crooked Oaks attended a mediation on February 10, 2016 where it was determined that Crooked Oaks
was insolvent and since that date the case has been dismissed with prejudice.
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Cause No. 50916; Trilogy Operating Inc. v. Aurora Energy Partners; In the 118% Judicial District Court of Howard
County, Texas.

This lawsuit was filed on January 6, 2016. This lawsuit alleges causes of action for a suit on a sworn account, breach
of contract and a suit to foreclose on liens regarding the drilling and completion of seven wells. Aurora filed an
answer on January 29, 2016. Trilogy filed a Motion for Partial Summary Judgment on March 23, 2016.

The parties entered into a Settlement Agreement and Release on April 26, 2016, effective April 1, 2016 to dismiss the
lawsuit with prejudice. The court granted the Joint Motion to Dismiss with Prejudice on May 2, 2016. In conjunction
with the Joint Motion to Dismiss, Aurora assigned Trilogy all of its interests in the seven wells and related oil and gas
leases.

Cause No. 2015-05280; TELA Garwood Limited, LP. v. Aurora Energy Partners, Victory Energy Corporation,
Kenneth Hill, David McCall, Robert Miranda, Robert Grenley, Ronald Zamber, and Patrick Barry; In the 164th
District Court of Harris County, Texas.

This lawsuit was filed on January 30, 2015 and supplemented on March 4, 2015. This lawsuit alleges breach of
contract regarding a Purchase and Sale Agreement that TELA Garwood Limited, LP and Aurora Energy Partners
entered into on June 30, 2014. A first closing was held on June 30, 2014 and a purchase price adjustment payment was
made on July 31, 2014. Between these two dates, Aurora paid TELA approximately $3,050,133. A second closing was
to take place in September, however several title defects were found to exist. The title defects could not be cured and a
purchase price reduction could not be agreed upon by the parties in relation to the title defects, therefore, the second
closing never took place. Aurora and Victory filed an answer and counterclaim in this case. Both parties filed
opposing motions for summary judgment which were heard on April 14, 2016. The Court granted Aurora's partial
motions for summary judgment dismissing claims against Aurora/Victory's officers and directors, including Kenny
Hill, David McCall, Robert Grenley, Ronald Zamber, Patrick Barry, and Fred Smith. The Court denied the remaining
summary judgment issues of both parties. On June 2, 2016 Aurora/Victory filed a second Motion for Partial Summary
Judgment on some discrete contract interpretation issues. The Court denied this motion on September 2, 2016.

On December 9, 2016, Aurora/Victory and TELA entered into a Mutual Release and Settlement Agreement in which
Aurora agreed to pay TELA $320,000 and in turn each Party agreed to release the other Party from any matter relating
to the Purchase and Sale Agreement, the litigation or any claims that were or could have been brought in the litigation.
In accordance with the Mutual Release and Settlement Agreement, Aurora made the full payment on February 1,
2017.

Cause No. 10-09-07213; Perry Howell, et al. v. Charles Gary Garlitz, et al.; In the 112th District Court of Crockett
County, Texas.

The above referenced lawsuit was filed on or about September 6, 2010. This lawsuit alleges that Cambrian
Management, Ltd. and Victory were trespassers on their land, and that they, along with other Defendants, drilled a
well (115 #8) on land belonging to Plaintiffs. Plaintiffs claim trespass and unjust enrichment by certain Defendants
because of the drilling of the 115 #8 well.

The Court placed this case on the Dismissal Docket asking any party to show cause as to why it should maintain this
case on the docket on July 8, 2016. No party came forward stating why the case should be maintained and the Court
entered and Order of Dismissal on August 9, 2016.

Legal Cases Pending

Cause No. CV-47230; James Capital Energy, LLC and Victory Energy Corporation v. Jim Dial, et al.; In the 142nd
District Court of Midland County, Texas.

This is a lawsuit filed on or about January 19, 2010, by James Capital Energy, LLC and Victory Energy Corporation
against numerous parties for fraud, fraudulent inducement, negligent misrepresentation, breach of contract, breach of
fiduciary duty, trespass, conversion and a few other related causes of action. This lawsuit stems from an investment
Victory made involving the purchase of six wells on the Adams Baggett Ranch with the right of first refusal on option
acreage.

On December 9, 2010, Victory was granted an interlocutory Default Judgment against Defendants Jim Dial, 1st Texas
Natural Gas Company, Inc., Universal Energy Resources, Inc., Grifco International, Inc., and Precision Drilling &
Exploration, Inc. The total judgment amounted to approximately $17,183,987.

Victory has added a few more parties to this lawsuit. Discovery is ongoing in this case and no trial date has been set at
this time.
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Victory believes it will prevail against all the remaining Defendants in this case.

On October 20, 2011, Defendant Remuda filed a Motion to Consolidate and a Counterclaim against Victory. Remuda
is seeking to consolidate this case with two other cases wherein Remuda is the named Defendant. An objection to this
motion was filed and the cases have not been consolidated. Additionally, we do not believe that the counterclaim
made by Remuda has any legal merit.

Note 9 - Subsequent Events

During the period of July 1, 2017 through August 11, 2017, additional capital contributions from an affiliate

of $200,000 were received.

On July 25, 2017, Plaintiff Penn Virginia Oil and Gas, L.P. filed a lawsuit in the 295th Judicial Court of Harris
County, Texas, of which Victory Energy Corporation is a defendant. This lawsuit alleges breach of contract and seeks
to foreclose on its liens on the Eagle Ford wells in conjunction with collecting monetary damages.

PROXY CARD

VICTORY ENERGY CORPORATION C/O TRANSFER ONLINE, INC.
512 SE SALMON ST. PORTLAND, OR 97214

VOTE BY INTERNET - www.proxyvote.com

Use the Internet to transmit your voting instructions and for electronic delivery of information up until 11:59 p.m.
Eastern Time the day before the cut-off date or meeting date. Have your proxy card in hand when you access the web
site and follow the instructions to obtain your records and to create an electronic voting instruction form.

ELECTRONIC DELIVERY OF FUTURE PROXY MATERIALS

If you would like to reduce the costs incurred by our company in mailing proxy materials, you can consent to
receiving all future proxy statements, proxy cards and annual reports electronically via e-mail or the Internet. To sign
up for electronic delivery, please follow the instructions above to vote using the Internet and, when prompted, indicate
that you agree to receive or access proxy materials electronically in future years.

VOTE BY PHONE - 1-800-690-6903

Use any touch-tone telephone to transmit your voting instructions up until 11:59 p.m. Eastern Time the day before the
cut-off date or meeting date. Have your proxy card in hand when you call and then follow the instructions.

VOTE BY MAIL

Mark, sign and date your proxy card and return it in the postage-paid envelope we have provided or return it to Vote
Processing, c/o Broadridge, 51 Mercedes Way, Edgewood, NY 11717.

TO VOTE, MARK BLOCKS BELOW IN BLUE OR BLACK INK AS FOLLOWS:
E33236-S63138

KEEP THIS PORTION FOR YOUR RECORDS
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THIS PROXY CARD IS VALID ONLY WHEN SIGNED AND DATED.
DETACH AND RETURN THIS PORTION ONLY

VICTORY ENERGY For Withhold For All The Board of Directors recommends you vote FOR the All
CORPORATION All Except following:

4.

Election of Directors

Nominees:

01) RONALD W.ZAMBER 05) RICARDO A. SALAS

To withhold authority to vote for any individual nominee(s), mark “For All Except” and write the number(s) of the
nominee(s) on the line below.

1o

2)KEVIN DELEON 06) JULIO C. HERRERA

3)KENNETH HILL 07) ERIC EILERTSEN

4)ROBERT GRENLEY

The Board of Directors recommends you vote FOR proposals 1, 2, 3 and 5.

For Against Abstain

For Against Abstain

1.

To approve an amendment and restatement of the Company's Amended and Restated Articles of Incorporation to,
among other things, (i) increase the number of authorized shares of the common stock,

$0.001 par value per share, of the Company from 47,500,000 shares to 300,000,000 shares and increase the number of
authorized shares of the preferred stock, $0.001 par value per share, of the Company from 2,500,000 shares to
10,000,000 shares; and (ii) implement a 1-for-38 reverse split of the Company's outstanding common stock.

1o

!

3.

5.

To approve the Victory Energy Corporation 2017 Equity Incentive Plan.

To approve the adjournment of the special meeting for any purpose, including to solicit additional proxies if there are
insufficient votes at the time of the special meeting to approve the proposals described above.

NOTE: Such other business as may properly come before the meeting or any adjournment thereof.

2.

To approve the divestiture of all of the Company's partnership interests in Aurora Energy Partners, pursuant to the
terms and conditions of a divestiture agreement, dated August 21, 2017, between the Company and Navitus Energy
Group, as amended.

1o

Please sign exactly as your name(s) appear(s) hereon. When signing as attorney, executor, administrator, or other
fiduciary, please give full title as such. Joint owners should each sign personally. All holders must sign. If a
corporation or partnership, please sign in full corporate or partnership name by authorized officer.

Signature [PLEASE SIGN WITHIN BOX]

Date

Signature (Joint Owners)

Date
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Important Notice Regarding the Availability of Proxy Materials for the Special Meeting:
The Notice and Proxy Statement is available at www.proxyvote.com.

E33237-S63138

VICTORY ENERGY CORPORATION
Special Meeting of Stockholders November 14, 2017 10:30 AM This proxy is solicited by the Board of Directors

The undersigned stockholder of VICTORY ENERGY CORPORATION (the "Company") hereby acknowledges
receipt of the Notice of Special Meeting of Stockholders and Proxy Statement, each dated September 28, 2017 and
hereby appoints Company Secretary, Kenneth Hill, with full power of substitution, as proxy to vote all shares of the
Company's common stock held by the undersigned at the Special Meeting of Stockholders of the Company to be held
on November 14, 2017, and at any adjournments thereof, upon the proposals set forth in this proxy and described in
the Notice of Special Meeting and Proxy Statement, and in his discretion with respect to such other matters as may be
properly brought before the meeting or any adjournments thereof.

If this proxy is properly executed and returned, this proxy will be voted for the specifications made on the reverse side
or if no direction is made, this proxy will be voted "FOR" the nominees for directors set forth on the reverse side as
item 4, and "FOR" items 1, 2, 3 and 5.

Continued and to be signed on reverse side
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