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Forward-looking Statements

This Annual Report on Form 10-K, including Management’s Discussion and Analysis of Financial Condition and
Results of Operation in Part II, Item 7, contains "forward-looking statements" that are based on current expectations,
estimates, beliefs, assumptions and projections about our business. Words such as "expects," "anticipates," "intends,"
"plans," "believes," "seeks," "estimates" and variations of such words and similar expressions are intended to identify
such forward-looking statements. These statements are not guarantees of future performance and involve numerous
risks, uncertainties and assumptions that are difficult to predict. Actual results could vary materially from those
contained in forward looking statements due to many factors, including, without limitation: our ability to deliver new
products in a timely fashion; our new product yield rates; changes in estimated product costs; product mix; supply of
products from third-party foundries; failure or difficulty in achieving design wins; timely customer transition to new
product designs; competitive factors, such as rival chip architectures, introduction or traction by competing designs, or
pricing pressures; the success of our products in expanded markets; current global economic challenges; levels of
inventory at distributors and customers; changes in the digital display and projection markets; changes in customer
ordering patterns or lead times; seasonality in the consumer electronics market; insufficient, excess or obsolete
inventory and variations in inventory valuation; litigation related to our intellectual property rights; our limited
financial resources; economic and political challenges due to operations in Asia; failure to retain or attract qualified
employees; fluctuations in foreign currencies; natural disasters, and other risks identified in the risk factors contained
in Part I, Item 1A of this Annual Report on Form 10-K. These forward-looking statements speak only as of the date on
which they are made, and we do not undertake any obligation to update any forward-looking statement to reflect
events or circumstances after the date of this Annual Report on Form 10-K. If we do update or correct one or more
forward-looking statements, you should not conclude that we will make additional updates or corrections with respect
thereto or with respect to other forward-looking statements. Except where the context otherwise requires, in this
Annual Report on Form 10-K, the terms "Pixelworks," the "Company," "we," "us" and "our" mean Pixelworks, Inc.,
an Oregon corporation, and its wholly-owned subsidiaries.
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PART I

Item 1. Business.

Overview

We are an innovative designer, developer and marketer of video and pixel processing semiconductors and software for
high-end digital video applications and hold 120 patents related to the visual display of digital image data. Our
solutions enable manufacturers of digital display and projection devices, such as large-screen flat panel televisions and
digital front projectors, to manufacture their products with a consistently high level of video quality, regardless of the
content’s source or format. Our core technology leverages unique proprietary techniques for intelligently processing
video signals from a variety of sources to ensure that all resulting images are optimized. Additionally, our products
help our customers reduce costs and differentiate their display and projection devices, an important factor in industries
that experience rapid innovation.

Our business also includes the license of technologies developed for our integrated circuit ("IC") semiconductor
products to customers and partners, as well as co-development arrangements with current or prospective IC customers.
Pixelworks was founded in 1997 and is incorporated under the laws of the state of Oregon.

Pixelworks’ flexible design architecture enables our technology to produce outstanding image quality in our customers’
products with a range of single-purpose integrated circuits ("ICs"), to system-on-chip ("SoC") ICs that integrate
microprocessor, memory and image processing functions. Additionally, we provide full solutions, including a
software development environment and operating system, which enable our customers to more quickly develop and
customize their display products, thus reducing their time to market and allowing them to incorporate differentiated
features and functions.

Our primary target markets are liquid crystal display ("LCD") large-screen televisions and 3LCD and digital light
processing ("DLP") digital front projectors, however we also target other segments within the flat panel display
market, including digital signage.

We have adopted a product strategy that leverages our core competencies in video display processing technology to
address the evolving needs of the advanced flat panel display, digital projection and other markets that require
superior image quality. We focus our product investments on developing video enhancement solutions for these
markets, with particular focus on adding increased performance and functionality. Additionally, we look for ways to
leverage our research and development investment into products that address other high-value markets where our
innovative proprietary technology provides differentiation for us and our customers. We continually seek to expand
our technology portfolio through internal development, co-development with business partners and evaluation of
acquisition opportunities.

Digital Video Technology Trends

Over the course of the last several years, video technology has moved rapidly from analog technology, which utilizes
waveform signals, to a new generation of digital technologies that utilize a grid of thousands of tiny picture elements,
or pixels. Consequently, digital display devices have rapidly evolved to incorporate higher pixel counts and faster
rates of screen refresh, both of which contribute to a sharper, clearer image. At the same time, digital display devices
have increased in size and begun to incorporate newer video capabilities such as high-definition and, most recently,
3D and Ultra HD. Accordingly, the video image processors that drive newer displays have had to increase their
capabilities as well to keep pace with the ever growing needs for greater resolution, size and speed that digital
technology affords.

The number and variety of digital video applications is increasing rapidly, and video is expanding to play a pervasive
role across many aspects of business and personal lifestyle. Digital video content is being delivered from an increasing
array of sources that vary dramatically in quality—on Blu-ray DVDs, via cable and satellite, across the Internet and on
cell phones and smart devices. The sources and quality of video content range from very high-resolution programming
produced by network or movie studios to very poor quality clips created by individuals. In the aggregate, video
content is expected to increase to previously unimaginable levels in the next 3 years, according to a recent study by
Cisco Systems, with Internet video traffic increasing to 55% of all consumer Internet traffic, accounting for 1.2
million minutes of video crossing the network every second.
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Regardless of the source or quality, increasingly, consumers are sharing video with others and viewing video on a
growing array of form factors—from handheld devices to large screen displays. At the same time, the consumer
expectation for ever higher quality video continues to rise, driven by higher display resolutions on larger TVs. These
trends place new demands on video signal and pixel processing technology to enable display and projection devices to
provide the best viewing experience possible across multiple display formats. For example, content created for one
type of display device, such as a PC, must be scaled up or down to play back clearly on a different device, such as a
television. On larger, higher-resolution TV screens, image quality deteriorates significantly, and must be compensated
for with video processing technology that restores or even creates higher video quality. This trend is exemplified
further by the increasing desire to display low resolution and low bit rate user content from social media sites. In
addition, new over the top video services designed to replace existing TV programming services rely heavily on the
display being able to reconstruct a better image in order to improve the quality of service over bandwidth varying
communications links, such as the Internet.

With continuous improvements in manufacturing technology, the latest generations of advanced digital display are
fulfilling the consumer’s desire for a more immersive experience. The latest generations of advanced digital display
devices enhance image performance in a number of ways, chief among them being increasing the size of the display,
increasing the display resolution and increasing the number of times per second the image is refreshed. Premium
displays currently feature "full HD" resolutions of 1920 columns by 1080 rows of pixels progressively scanned
("1080p"), display frame rates of 240Hz or more, are 3D ready and measure from 32 inches to 84 inches or more
diagonally. The size and resolution of the display are expected to continually increase. Display manufacturers and
content providers are pursuing the evolution from "full HD" to Ultra High Definition, or "Ultra HD." Ultra HD
displays will offer resolutions in excess of 3,840 pixels horizontally and 2,160 lines vertically. Such a change in
resolution offers the display an increased ability to display fine detail previously absent in "full HD" content and
displays, creating a demand for more advanced image processing. In addition to the need for image enhancement,
various applications, such as digital signage, Internet-enabled televisions and connected classroom environments, are
creating a need for new networking capabilities that can enable the sharing of video across display devices and display
environments. This desire drives the need for innovative solutions to an increasingly more complex usage model
where content can seamlessly be transferred from device to device and all displays interoperate with one another to
create an enhanced usage model for the consumer.

Large-Screen Flat Panel Display Market

The market for flat panel TVs has risen rapidly over the past decade and is projected to be worth more than

$100 billion in sales annually by 2013, according to the industry research firm NPD DisplaySearch. Key segments of
growth within the flat panel display industry are consumer applications, such as PC monitors and digital televisions.
Digital TVs in particular have transformed the flat panel market, as consumers have enthusiastically embraced
advanced television displays that offer sharper and more lifelike images on larger and thinner screens. Increasingly,
commercial applications such as public-space advertising, a form of digital signage, are also contributing to the
growth of the flat panel market and the drive to improve the image and video quality of the panels themselves.

Flat panel display technologies include LCD, plasma display, rear-projection using LCDs, digital micro-mirror, and
newer technologies, such as liquid crystal on silicon ("LCoS") and organic light emitting diodes ("OLED"). Within
flat panel displays, LCD and plasma have emerged as the preferred digital display technologies, with LCD leading the
market in growth. The digital TV market and its high volume penetration with consumers has helped to secure the
dominance of LCD technology. Shipments of LCD TVs are expected to account for around 92% of all TVs sold and
grow from 205 million units in 2012 to 216 million units in 2013, according to NPD DisplaySearch.

A large consumer market has pressured flat panel manufacturers to continually improve the quality of their displays,
and as a result LCDs and other flat panel displays continue to increase in resolution and size. 1080p resolution is now
the high-end standard but is expected to be replaced by 4kx2k or larger. Larger flat panel displays are shifting rapidly
from refresh rates of 50/60Hz to faster rates of 100/120Hz, 200/240Hz and even 400/480Hz. The shift to large,
high-resolution flat panel displays combined with the transition to Ultra HD content and higher refresh rates is driving
the need for high performance processor solutions to meet the enhanced video quality requirements of next generation
display products. As flat panel display resolution and size increase, the challenge of "judder" becomes more of an
issue. Judder occurs when content recorded at one rate of frames per second for film content must be converted to
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faster video rates, and as a result there is a jerkiness, or judder in the resulting video performance. This problem is
intensified in larger displays and can be a problem regardless of the panel technology being used.
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In addition to judder, LCD panels also suffer from blur in motion images as a result of the way the human brain
processes the longer frame durations produced by an LCD panel. In the past, LCD panel manufacturers have tried to
reduce blur by increasing the refresh rate of the panel to higher rates and inserting an extra "black" frame to reduce
frame duration. But the black frame insertion method has had drawbacks—one of which was to make LCD screens seem
less bright. Newer motion estimation/motion compensation ("MEMC") technology uses the insertion of interpolated
frames based on complex mathematical algorithms to shorten the duration of the video frame and create a clearer,
crisper picture. MEMC also provides de-judder processing that smoothes out the jerkiness often apparent with large
screen displays.

In recent years, TV manufacturers have added new design elements and performance features to differentiate their
products and slow price declines. Among these are the adoption of light emitting diode ("LED") backlighting, an
emphasis on lower power consumption, Internet connectivity and the development of 3D-enabled TVs. All of these
trends are driving the need for high performance processor solutions to meet the enhanced video quality requirements
of next generation display products.

LED backlighting enables higher contrast images in more advanced TVs. Manufacturers can use either dynamic color
LEDs that are positioned behind the panel and allow for local area dimming, which provides higher contrast on
selected sections of the screen; or white edge-LEDs positioned around the rim of the screen, which use a special
diffusion panel to spread the light evenly behind the screen. LED backlighting also serves as a critical enabler of
reduced power consumption. Because of its advantages, LED backlighting is expected to achieve an 88% share of
LCD TV shipments in 2013, according to NPD DisplaySearch. LED backlighting requires a video processing control
mechanism that determines when certain LEDs are lit, and how brightly, based on the video being displayed.
Consumers’ desire to use their televisions to view Internet content ranging from YouTube videos to downloaded high
definition movies from Netflix and other vendors is driving TV manufacturers to incorporate Internet connectivity into
their products, including those marketed as "smart" TVs. In addition to simple connectivity, these devices must also be
able to scale and enhance Internet content so as to be optimally viewed on a large flat panel display. Limitations in
bandwidth, latency, noise and content resolution create significant challenges, and video processors must be able to
scale poorer quality video, reduce signal noise inherent to networks and enhance image quality in order to ensure
optimal video performance. NPD DisplaySearch estimates that consumer-controlled (open Internet access) smart TVs
shipped will grow from 41 million units in 2012 to 85 million units in 2016.

Increasing screen sizes, higher pixel resolutions, higher frame rates, the desire to view Internet content on
high-resolution displays, LED backlighting, 3D and other trends all present video performance challenges that must be
addressed and are exacerbated with each new cycle of additional features. To differentiate their products, advanced
flat panel manufacturers must implement video processing technologies that address these video performance issues
as rapidly, as fully and as cost effectively as possible. Additionally, the interplay of performance, features, cost and
power consumption is a key area of differentiation for digital television manufacturers. Most features and performance
improvements carry cost premiums and increased power consumption, but intelligent design and utilization of
appropriate video processing technologies can enable simultaneous improvements.

Digital Projection Market

Increasingly affordable price points are driving continued adoption of digital projectors in business and education, as
well as among consumers. Technology improvements are helping reduce the size and weight of projection devices and
increasing their performance. Projector models range from larger units designed to be permanently installed in a
conference hall or other venue, to ultra-portable devices weighing fewer than two pounds for maximum portability.
According to PMA Research Limited (formerly Pacific Media Associates), the worldwide front projector market
maintained sales levels of 9.5 million units in 2012 and 2011, up from 8.5 million units in 2010.

Currently, the largest segment of the installed front projector market consists of business users who employ
multimedia projectors to display both still and video presentation materials from PCs or other sources. Requirements
for the business market include portability, compatibility with multiple software and hardware applications and
features that ensure simple operation. In educational environments from elementary schools to university campuses,
projectors help teachers integrate media-rich instruction into classrooms. Growth in overall projector sales is expected
to come both from the business sector and the education market. Tiny, battery powered "pico" projectors embedded in
a cell phone or PC, or available as independent devices weighing less than a pound, also are beginning to take hold in
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the consumer and business markets, fueled by their capability to display video content on a larger surface area.

6
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Consistent with the trends of other consumer products, digital projectors are increasingly incorporating networking
capabilities that enable the sharing of video and other content among multiple devices. This in turn is enabling new
use models for digital projection in both the education and business environments. For example, one teacher can
present the same material simultaneously in multiple classrooms, and students in different classrooms can display and
discuss their work. Such connectivity allows instant access to content and sharing of content, which promotes
interaction and collaboration among dispersed groups. In the business setting, this connectivity enables
teleconferencing and the seamless sharing of content for more effective meetings.

Additional Markets

In addition to the large-screen flat panel display and digital projection markets, other markets are also taking
advantage of the trend towards higher performance and connectivity in digital video technology. Some of the
applications expected to grow as a result of enhanced video quality include digital signage, video conferencing and
specialty monitors. Also, smaller screen displays are seeing higher pixel resolutions and increased pixel density
creates a need for video display processing technology as the consumption of video moves to devices of all sizes.
Worldwide, the emerging economies of Brazil, Russia, India and China, commonly referred to collectively as "BRIC,"
are expected to be a leading driver of demand for information technology of all kinds, including projectors for
business, education and the consumer sectors.

Our Core Technologies and Products

We have developed a portfolio of advanced video algorithms and intellectual property ("IP") to address a broad range
of challenges in digital video. Our technologies can dramatically improve video quality and are increasingly important
as screen size and resulting quality issues increase. Our products are designed with a flexible architecture that allows
us to combine algorithms and functional blocks of digital and mixed signal circuitry. Accordingly, our technologies
can be implemented across multiple products, in powerful combinations within single products and can be applied to
practically any device, including tablets and ultrabooks. The majority of our products include one or more
technologies to provide high-quality video solutions to our customers, regardless of screen size.

Some of our proprietary core video display technologies include:

MEMC (motion estimation/motion compensation). Our proprietary MEMC technology significantly improves the
performance and viewing experience of large advanced LCD panels by solving problems such as motion blur and
judder. It also supports significant digital TV trends such as 3D, LED backlight local dimming (both edge-lit and full
array) and 240Hz and higher frame rates. Additionally, our MEMC technology improves video performance in
non-TV applications such as video conferencing, 3D gaming and projection.

2D to 3D conversion. Our proprietary 2D to 3D conversion technology offers 3D display systems the ability to
provide a sense of depth to existing 2D content and displays it in 3D. Given the limited availability of native 3D
content and virtually unlimited 2D content, this technology is a cornerstone for any 3D display system.

Networking. Our networking technology enables the same video stream to be networked across multiple displays, for
applications such as connected video projection and digital signage.

Digital keystone correction. Our technology provides enhanced keystone and image correction performance for digital
projection systems, particularly for "short throw" projectors which must project clearly at severe angles due to space
limitations.

Our product development strategy is to leverage our expertise in video processing to address the evolving needs of the
advanced flat panel display, digital projection and other markets that require superior image quality. We plan to
continue to focus our development resources to maintain our market lead and provide leading edge solutions for the
advanced 3LCD and DLP digital projection markets and to enhance our video processing solutions for advanced flat
panel displays and other emerging markets. Additionally, we look for ways to leverage our research and development
investment into products that address high-value markets, such as mobile, where our innovative proprietary
technology provides differentiation for us and our customers. We deliver our technology in a variety of offerings,
which take the form of single-purpose chips, highly integrated SoCs that incorporate specialized software, and full
solutions incorporating software and other tools.
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Our primary video display processor product categories include the following:

ImageProcessor ICs. Our ImageProcessor ICs include embedded microprocessors, digital signal processing
technology and software that control the operations and signal processing within high-end display systems such as
projectors and high-resolution flat panels. ImageProcessor ICs were our first product offerings and continue to
comprise the majority of our business. We have continued to refine the architectures for optimal performance,
manufacturing our products on process technologies that align with our customers’ requirements. Additionally, we
provide a software development environment and operating system that enables our customers to more quickly
develop and customize the "look and feel" of their products.

Video Co-Processor ICs. Products in this category work in conjunction with an image processor to post-process video
signals in order to enhance the performance or feature set of the overall video solution (for example, by significantly
reducing judder and motion blur). Our video co-processor ICs can be used with our ImageProcessor ICs or with image
processing solutions from other manufacturers, and in most cases can be incorporated by a display manufacturer
without assistance from the supplier of the base image processor. This flexibility enables manufacturers to augment
their existing or new designs to enhance their video display products.

Networked Display ICs. Our Networked Display ICs allow the same video stream to be networked across multiple
displays, for example to connect projectors in different classrooms or to enable networked streaming of video in
digital signage applications. Our Networked Display IC combines video sharing capabilities with video image
processing, wireless connectivity and Internet connection to ensure high quality, multi-source video output and
enhanced value to our projection display customers.

Customers, Sales and Marketing

The key focus of our global sales and marketing strategy is to achieve design wins with industry leading branded
manufacturers in targeted markets and to continue building strong customer relationships. Once a design win has been
achieved, sales and marketing efforts are focused on building long-term mutually beneficial business relationships
with our customers by providing superior technology and reducing their costs, which complements our customers’
product development objectives and meets their expectations for price-performance and time to market. Marketing
efforts are focused on building market-leading brand awareness and preference for our solutions.

We utilize direct sales and marketing resources in the U.S., China, Taiwan, Japan and Korea as well as indirect
resources in several regions. In addition to sales and marketing representatives, we have field application engineers
who provide technical expertise and assistance to manufacturing customers on final product development.

Our global distribution channel is multi-tiered and involves both direct and indirect distribution channels, as described
below:

Distributors. Distributors are resellers in local markets who provide engineering support and stock our semiconductors
in direct relation to specific manufacturing customer orders. Our distributors often have valuable and established
.relationships with our end customers, and in certain countries it is customary to sell to distributors. While distributor
payment to us is not dependent upon the distributor’s ability to resell the product or to collect from the end customer,
our distributors may provide longer payment terms to end customers than those we would offer. Sales to distributors
accounted for 74%, 69% and 61% of revenue in 2012, 2011 and 2010, respectively.

Our largest distributor, Tokyo Electron Device Ltd. ("TED"), is located in Japan. TED represented 50%, 53% and
44% of revenue in 2012, 2011 and 2010, respectively, and accounted for 35% and 54% of accounts receivable at
December 31, 2012 and 2011, respectively. No other distributor accounted for more than 10% of revenue in 2012,
2011 and 2010.

We also have distributor relationships in Taiwan, Chi