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Securities registered or to be registered pursuant to Section 12(b) of the Act:

None None
Title of each class Name of each exchange on which registered

Securities registered or to be registered pursuant to Section 12(g) of the Act:

Ordinary Shares, NIS 0.01 nominal value per share
(Title of Class)
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Securities for which there is a reporting obligation pursuant to Section 15(d) of the Act:

None
(Title of Class)

        Indicate the number of outstanding shares of each of the issuer�s classes of capital or common stock as of the close of the period covered by
the annual report:

5,213,600

        Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act.

Yes o No x

        If this report is an annual or transition report, indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or
15(d) of the Securities Exchange Act of 1934.

Yes o No x

        Note�Checking the box above will not relieve any registrant required to file reports pursuant to Section 13 or 15(d) of the Securities
Exchange Act of 1934 from their obligations under those Sections.

        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.

Yes x No o

        Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer. See definition of
�accelerated filer and large accelerated filer� in Rule 12b-2 of the Exchange Act. (Check one):

Large accelerated filer o     Accelerated filer o     Non-accelerated filer x

        Indicate by check mark which financial statement item the registrant has elected to follow.

Item 17 o Item 18 x

        If this is an annual report, indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).

Yes o No x

This annual report on Form 20-F includes certain �forward-looking� statements within the meaning of Section 21E of the Securities Exchange Act
of 1934. The use of the words �projects,� �expects,� �may,� �plans� or �intends�, or words of similar import, identifies a statement as �forward-looking.�
There can be no assurance, however, that actual results will not differ materially from our expectations or projections. Factors that could cause
actual results to differ from our expectations or projections include the risks and uncertainties relating to our business described in this report at
Item 3 titled �Risk Factors.�

As used herein or any in any document incorporated by reference hereto, the �Company�, �Silicom Ltd.�, �Silicom�, �Registrant�, �we�, �us�, or �our� refers to
Silicom Ltd. and its subsidiary.

We have prepared our consolidated financial statements in United States dollars and in accordance with accounting principles generally accepted
in the United States. All references herein to �dollars� or �$� are to United States dollars, and all references to �Shekels� or �NIS� are to New Israeli
Shekels.
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Item 1. IDENTITY OF DIRECTORS, SENIOR MANAGEMENT AND ADVISERS

Not Applicable.

Item 2. OFFER STATISTICS AND EXPECTED TIMETABLE

Not Applicable

Item 3. KEY INFORMATION

Selected Financial Data

The selected data presented below under the captions �Consolidated Statements of Operations Data� and �Consolidated Balance Sheets Data� for
and as of the end of each of the years in the five-year period ended December 31, 2006, are derived from our consolidated financial statements,
which have been audited by Somekh Chaikin, Certified Public Accountants (Isr.), a Member Firm of KPMG International, independent
registered public accounting firm. The consolidated financial statements as of December 31, 2006, and for each of the years in the three-year
period ended December 31, 2006, and the report thereon, are included elsewhere in this annual report. The selected data set forth below should
be read in conjunction with our consolidated financial statements and the notes thereto, which are set forth in Item 18 � �Financial Statements� and
the other financial information appearing elsewhere in this annual report.
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CONSOLIDATED STATEMENTS OF OPERATIONS DATA:

Year Ended December 31
In US$ Thousands

2002 2003 2004 2005 2006

Sales $ 2,726 $ 3,725 $ 4,559 $ 10,876 $ 16,118

Cost of sales 2,091 2,160 2,999 6,507 9,827

Gross profit 635 1,565 1,560 4,369 6,291

Research and development costs, gross 1,523 1,647 1,596 1,561 1,820
(Less) grant participation 15 (150) (145) (98) --

Research and development costs, net 1,538 1,497 1,451 1,463 1,820
Selling and marketing expenses 1,022 1,006 718 903 1,105

General and administrative expenses 712 598 614 695 980

Total operating expenses 3,272 3,101 2,783 3,061 3,905

Operating income (loss) (2,637) (1,536) (1,223) 1,308 2,386

Financial income (expenses), net 152 27 (17) 14 167

Income (loss) before income tax benefit (2,485) (1,509) (1,240) 1,322 2,553

Income tax benefit - - - - (46)

Net income (loss)(1) (2,485) (1,509) (1,240) 1,322 2,599

Income (loss) per share

Basic income (loss) per ordinary share $ (0.60) $ (0.37) $ (0.30) $ 0.31 $ 0.51

Diluted income (loss) per ordinary share $ (0.60) $ (0.37) $ (0.30) $ 0.30 $ 0.49

Weighted average number of ordinary
shares used to compute basic income
(loss) per share (in thousands) 4,110 4,112 4,190 4,256 5,138

Weighted average number of ordinary
shares used to compute diluted income
(loss) per share (in thousands) 4,110 4,112 4,190 4,364 5,341

(1) Net income is after deduction of taxes on income, which have been reduced by virtue of tax benefits to which the Company is entitled in its
capacity as an �Approved Enterprise� under Israeli law. As such, the Company was not required to pay full income tax for a period of up to seven
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years ending in 1997 and also for ten years ending in 2006. The Company selected the 2004 tax year and the 2006 tax year as its Year of
Election, from which the period of benefits under the Investment Law are to commence. See Note 16C to the Financial Statements and �Item 10� �
Additional Information � Taxation.�
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AS OF DECEMBER 31,
IN US$ THOUSANDS, EXCEPT PER SHARE DATA

2002 2003 2004 2005 2006

Consolidated Balance Sheets Data:
Total assets $ 7,404 $ 6,118 $ 5,525 $ 9,045 $ 17,853
Total current liabilities $ 976 $ 1,046 $ 1,530 $ 3,342 $ 3,452
Long-term liability $ 743 $ 895 $ 957 $ 1,031 $ 1,220
Shareholders' equity $ 5,685 $ 4,177 $ 3,038 $ 4,672 $ 13,181
Number of ordinary shares issued 4,125,300 4,126,800 4,213,550 4,351,050 5,213,600

Risk Factors

This annual report and statements that we may make from time to time may contain forward-looking information. There can be no assurance that
actual results will not differ materially from our expectations, statements or projections. Factors that could cause actual results to differ from our
expectations, statements or projections include the risks and uncertainties relating to our business described below.

We depend on one line of products for most of our revenues.

Our current business is based almost in its entirety on our Multi Port Gigabit-Ethernet Server Adapter product line and the majority of our
revenue is generated from such product line. We expect that in the foreseeable future we will continue to be dependent on this line of products
for most of our revenue due the nature of our business. We also sell legacy products, however, the volume of sales of legacy products and the
revenues generated from such sales is very low and is diminishing. Although we sold legacy products throughout 2006 and in the first months of
2007, we believe that the contribution of such products to our revenues in the foreseeable future will be negligible. We cannot assure you that
revenue generated from our Multi Port Gigabit-Ethernet Server Adapters will reach or exceed historical levels in any future period. A decrease
in the price of, or demand for, any of these products, or a significant increase in our costs of manufacturing them could have a material adverse
affect on our business, results of operations and financial condition.

Increased demand for products with characteristics similar to our products may cause manufacturers to integrate such characteristics into
server motherboards, eliminating the need for our add-on products.

Our main products are add-on adapters that are added to existing servers in order to improve their functionality. If demand for such improved
functionality increases significantly, server manufacturers may begin incorporating such functionality as a part of the basic design of their
servers, whereby eliminating the need to achieve such functionality through add-on adapters. In the past we suffered from a similar trend with
respect to our legacy products. We cannot assure you that a similar trend will not occur in connection with our add-on adapters. Such trend
would have a material adverse effect on our business, results of operations and financial condition.

5

Edgar Filing: SILICOM LTD - Form 20-F

Risk Factors 8



We may experience difficulty in developing solutions for appliances with proprietary interfaces which may be used by some of our potential
customers.

The market for networking appliances includes appliances that make use of proprietary interfaces. These appliances are offered to our potential
customers in addition to the customary server-based appliances which use standard interfaces. Our potential customers may decide to use
appliances with proprietary interfaces instead of the customary server-based appliances for which several manufacturers may provide add-on
cards. There could be no assurance that we would be able to develop non-standard add-on cards for appliances with proprietary interfaces or, if
we are successful in developing such cards, that manufacturers of the proprietary interfaces or the customers electing to use these interfaces will
make use of our cards in such non-standard environments.

Our Multi Port Gigabit-Ethernet Server Networking Adapters including our Bypass Adapters which are sold mainly to OEMs, are
characterized by long sales cycles.

We sell our Multi Port Gigabit-Ethernet Server Networking Adapters (including our Bypass Adapters) mainly to original equipment
manufacturers, or OEMs. The decision making process of our OEM customers includes several time consuming processes, resulting from the
critical importance of our products in their systems: They need to define the required configuration of their server system/appliance, derive the
need and type of adapters, evaluate adapters, intensively test and qualify adapters and then (or in parallel) negotiate the terms for a purchase. It
may therefore take 12 months or more from the time we first contact a prospective customer before such customer implements our cards in its
system constituting what is known as a Design Win. Additionally, once a Design Win is secured, our sales of these products typically involve
significant capital investment decisions by prospective end customers, as well as a significant amount of time to educate such end customers as
to the benefits of systems and appliances that include our products. As a result, before purchasing systems and appliances which include our
products (and consequently facilitating sales of our products), companies spend a substantial amount of time performing internal reviews and
obtaining capital expenditure approvals, consequently lengthening the period of time required for a Design Win to mature into consistent sales.
These long sales cycles make it difficult to predict when and to what extent discussions with potential customers will materialize into sales and
could cause our revenue and operating results to fluctuate widely from period to period. In addition, our allocation of significant resources to
potential sales opportunities that do not materialize into sales could have a material adverse affect on our business, results of operations and
financial condition.

The short lead time of customer orders combined with the long lead time of our suppliers when ordering certain components for our
products could result in either a surplus or lack of sufficient supplies, and impact negatively on our finances.

While we are generally required to fill orders for our products within one or two weeks following the receipt of a firm purchase order, we must
place orders of certain components for our products between sixteen and twenty weeks prior to delivery. As a result, we must have a significant
amount of components in our inventory to be able to meet our best forecasts of projected purchase orders as opposed to on the basis of firm
purchase orders. In the event that firm purchase orders are significantly lower than such forecasts, a significant part of our inventory will not be
used and we may be unable to adjust costs in a timely manner to compensate for revenue shortfalls and in the event that firm purchase orders
exceed such forecasts, we will not be able to fill such purchase orders which may lead to the loss of business from a customer.
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Our visibility of future sales is severely limited due to the short lead time of customer orders.

As a result of the short lead time for firm purchase orders, we are unable to accurately forecast future revenues from product sales. As a result,
even dramatic fluctuation in revenue (whether increase or decrease) might not be detected until the very end of a financial quarter, which may
not enable us to monitor costs in a timely manner to compensate for such fluctuation.

The loss or ineffectiveness of our original equipment manufacturers or a reduction of purchase orders or sales efforts by such original
equipment manufacturers may have a material adverse effect on our operations and financial results.

Our sales and marketing strategy is to develop and maintain strategic relationships with leading OEMs in the Servers industry and Server based
systems industry, which integrate our products into their systems. These OEMs are not within our control, are not obligated to purchase our
products, and may select other products that may compete with our lines of products. A reduction in their sales efforts or discontinuance of sales
of our products by our OEMs could lead to reduced sales and could materially adversely affect our operating results. Use of OEMs also entails
the risk that they will build up inventories in anticipation of a growth in sales. If such growth does not occur as anticipated, such OEMs may
substantially decrease the amount of products ordered in subsequent quarters or discontinue product orders. The termination or loss of one of our
key OEMs or several OEMs at approximately the same time, without being able to compensate this loss with sales to other new OEM customers
might have a material adverse effect.

Our OEM customers may replace the appliances they currently use with appliances that do not require our cards or incorporate cards other
than ours.

Many of the OEMs that use appliances which include our cards do so for a few years, and then consider migration to newer generations of
appliances. We cannot guarantee that our cards will be needed or selected for such new appliances or compatible with them. A decision by a
current OEM customer or customers to select a new appliance without including our cards in such new appliance may have a significant adverse
effect on our results of operations.
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The markets for our products change rapidly and demand for new products is difficult to predict.

The markets for our products are characterized by rapidly changing technology and evolving industry standards. For example, the migration to
10Gbps solutions, the European Union�s directive regarding Restriction Of Hazardous Substances (ROHS) which requires products to be ROHS
compliant, the Chinese ROHS directive and the migration from the PCI-X server bus to the PCI-Express (PCI-E) server bus, causes our OEMs
to demand such new products and technologies. In the event that our OEMs decide to begin using such new technologies, we may not be able to
develop products for the new technologies in a timely manner. Our OEMs may also select competing products despite our ability to develop
products incorporating new technologies. Furthermore, the migration to 10Gbps, while presenting an opportunity for more cards and solutions to
be sold, may also result in a decrease in the need for multi port cards as throughput performance may be achieved via a single port of 10Gbps.
Consequently, we may suffer from reduced sales to such OEMs and accumulate unusable inventory which can be used only with older
technologies. We intend to continue investing in product and technology development. Although we have recorded growing sales of our newest
lines of products (to which the majority of our revenues are attributable), there can be no assurance that we will continue to be successful in the
marketing of our current products and in developing, manufacturing and marketing enhanced and new products in a timely manner.

We may experience difficulty in developing new, commercially successful products at acceptable release times.

Since we commenced operations, we have conducted extensive research, development and engineering activities. Our efforts emphasize the
development of new products, cost reduction of current products, and the enhancement of existing products, generally in response to rapidly
changing customer preferences, technologies and industry standards. Although throughout 2004, 2005, 2006, and the first months of 2007 we
recorded growing sales of our latest lines of products, Multi Port Gigabit-Ethernet Server Networking Adapters and Bypass Adapters, we cannot
guarantee the continued success of these products, that they will be widely accepted by the marketplace or that any of our development efforts
will result in commercially successful products, that such products will be released in a timely manner or that we will be able to respond
effectively to technological changes or new product announcements by others.

Loss of our sources for certain key components could harm our operations.

Although we generally use standard parts and components for our products, certain key components used in our products are currently available
from only one source, and others are available from a limited number of sources. We believe that we maintain a sufficient inventory of these
components to protect against delays in deliveries. However, we cannot guarantee that we will not experience delays in the supply of critical
components in the future or that we will have a sufficient inventory of critical components at such time to produce products at full capacity.
Additionally, a key component in many of our cards is manufactured by Intel, one of our competitors. While we have not encountered
difficulties in purchasing such components from Intel�s distributors, we cannot guarantee that we will continue to be able to purchase such
components without delays or at reasonable prices. In the event that we are not able to purchase key components of our products from our
limited sources, or are able to purchase these key components only under unreasonable terms, we may need to redesign certain products. We
cannot guarantee that we will have adequate resources for such a redesign or that such a redesign will be successful. Such inability to obtain
alternative resources or to successfully redesign our products could have a material adverse effect on our business, results of operations and
financial condition.
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Inability to receive information from our key component manufacturers could affect our ability to develop new products required by our
OEMs and by the industry in which we operate.

Our products are based on networking controllers which are manufactured by either Broadcom or Intel. In order to design our products we need
to receive information that enables us to design products with the use of such controllers. There can be no assurance that we will continue to
receive all the information required for designing products with the use of new controllers continuously released by both Intel and Broadcom.
Intel is our competitor and Broadcom may also compete with our products. Such competition may also affect their decisions regarding the
sharing of information with us. The inability to obtain such information may adversely affect our ability to design new products and may have an
adverse effect.

The market for our products is highly competitive and some of our competitors may be better positioned than we are.

The market for our products is highly competitive. We face competition from numerous companies, some of which are more established, benefit
from greater market recognition and have greater financial, production and marketing resources than we do. For example, in the server
networking industry for which we have developed our multi-port Gigabit-Ethernet Server Networking cards, our main competitor is Intel. We
cannot guarantee that our present or contemplated products will continue to be distinguishable from those of our competitors or that the
marketplace will find our products preferable to those of our competitors. Furthermore, there can be no assurance that competitive pressures will
not result in price reductions that could materially adversely affect our business and financial condition and the results of our operations.
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We may not be able to prevent others from claiming that we have infringed their proprietary rights.

We cannot guarantee that one or more parties will not assert infringement claims against us. The cost of responding to claims could be
significant, regardless of whether the claims have merit. Significant and protracted litigation may be necessary to determine the scope of the
proprietary rights of others or to defend against claims of infringement, regardless of whether the claims have merit. Although we believe that all
our products use only our intellectual property, or intellectual property which is properly licensed to us, in the event that any infringement claim
is brought against us and infringement is proven, we could be required to discontinue the use of the relevant technology, to cease the
manufacture, use and sale of infringing products, to incur significant litigation damages, costs and expenses, to develop non-infringing
technology or to obtain licenses to the alleged infringing technology and to pay royalties to use such licenses. There can be no assurance that we
would be able to develop any such alternative technologies or obtain any such licenses on terms commercially acceptable to us. Although in the
past we have resolved a claim of infringement through a license agreement, the terms of which did not have a material effect on our business,
any infringement claim or other litigation against us could seriously harm our business, operating results and financial condition. While there are
no lawsuits or other claims currently pending against us regarding the infringement of patents or intellectual property rights of others, we have
been a party to such claims in the past and may be party to such claims in the future.

We are dependent on key personnel.

Our success has been, and will be, dependent to a large degree on our ability to retain the services of key personnel and to attract additional
qualified personnel in the future. Competition for such personnel is intense. There can be no assurance that we will be able to attract, assimilate
or retain key personnel in the future and our failure to do so would have a material adverse affect on our business, financial condition and results
of operations.

Exchange rate fluctuations and international risks could increase the cost of our operations.

Substantially all of our international sales are denominated in U.S. dollars and may be subject to government controls and other risks, including,
in some cases, export licenses, federal restrictions on export, currency fluctuations, political instability, trade restrictions, and changes in tariffs
and freight rates. We believe that the rate of inflation in Israel and exchange rate fluctuations between the NIS and the U.S. dollar have had a
minor effect on our business to date. However, our dollar costs in Israel will increase if inflation in Israel exceeds the devaluation of the NIS
against the dollar, if the timing of such devaluation lags behind inflation in Israel or if the dollar devaluates against the NIS.
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If we are characterized as a passive foreign investment company for U.S. federal income tax purposes, our U.S. shareholders may suffer
adverse tax consequences.

We will be a passive foreign investment company, or PFIC, if 75% or more of our gross income in a taxable year, including our pro rata share of
the gross income of any company, U.S. or foreign, in which we are considered to own, directly or indirectly, 25% or more of the shares by value,
is passive income. Alternatively, we will be considered to be a PFIC if at least 50% of our assets in a taxable year, averaged over the year and
ordinarily determined based on fair market value and including our pro rata share of the assets of any company in which we are considered to
own, directly or indirectly, 25% or more of the shares by value, are held for the production of, or produce, passive income. If we were to be a
PFIC, and a U.S. Holder does not make an election to treat us as a �qualified electing fund,� or QEF, or a �mark to market� election, �excess
distributions� to a U.S. Holder, and any gain recognized by a U.S. Holder on a disposition or our ordinary shares, would be taxed in an
unfavorable way. Among other consequences, our dividends, to the extent that they constituted excess distributions, would be taxed at the
regular rates applicable to ordinary income, rather than the 15% maximum rate applicable to certain dividends received by an individual from a
qualified foreign corporation, and certain �interest� charges may apply. In addition, gains on the sale of our shares would be treated in the same
way as excess distributions. The tests for determining PFIC status are applied annually and it is difficult to make accurate predictions of future
income and assets, which are relevant to the determination of PFIC status. In addition, under the applicable statutory and regulatory provisions,
it is unclear whether we would be permitted to use a gross loss from sales (sales less cost of goods sold) to offset our passive income in the
calculation of gross income. As a result of our substantial cash position, if the value of our shares declines, there is a substantial risk that we will
be classified as a PFIC under the asset test described above. We believe that we were not deemed to be classified as a PFIC in prior years.
However, the U.S. Internal Revenue Service may not accept this determination and there can be no assurance that we will not be classified as a
PFIC in the future. We believe that our ordinary shares should not be treated as stock of a passive foreign investment company for United States
federal income tax purposes, but this conclusion is a factual determination made annually and may be subject to change. In light of the
uncertainties described above, no assurance can be given that we will not be a PFIC in any year. A U.S. Holder who makes a QEF election is
taxed currently on such holder�s proportionate share of our earnings. If the IRS determines that we are a PFIC for a year with respect to which we
have determined that we were not a PFIC, however, it might be too late for a U.S. Holder to make a timely QEF election, unless the U.S. Holder
qualifies under the applicable Treasury regulations to make a retroactive (late) election. U.S. Holders who hold ordinary shares during a period
when we are a PFIC will be subject to the foregoing rules, even if we cease to be a PFIC, subject to exceptions for U.S. Holders who made a
timely QEF or mark-to-market election, or certain other elections. Accordingly, our shareholders are urged to consult their tax advisors
regarding the application of PFIC rules.

The trading volume of our shares has been low in the past and may be low in the future, resulting in lower than expected market prices for
our shares.

Our shares have been traded at low volumes in the past and may be traded at low volumes in the future for reasons related or unrelated to our
performance. This low trading volume may result in lower than expected market prices for our ordinary shares and our shareholders may not be
able to resell their shares for more than they paid for them.
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Israeli courts might not enforce judgments rendered outside of Israel.

We are incorporated in Israel. All of our executive officers and all of our directors are non-residents of the United States, and a substantial
portion of our assets and the assets of these persons are located outside the United States. Therefore, it may be difficult to enforce a judgment
obtained in the United States against us or any such persons. It may also be difficult to enforce civil liabilities under U.S. federal securities laws
in original actions instituted in Israel. However, subject to certain time limitations, Israeli courts may enforce United States final executory
judgments for liquidated amounts in civil matters obtained after due trial before a court of competent jurisdiction (according to the rules of
private international law currently prevailing in Israel) which enforces similar Israeli judgments, provided that the requisite procedural and legal
requirements are adhered to. If a foreign judgment is enforced by an Israeli court, it generally will be payable in NIS, which can then be
converted into foreign currency at the rate of exchange of such foreign currency on the date of payment. Pending collection, the amount of the
judgment of an Israeli court stated in NIS (without any linkage to a foreign currency) ordinarily will be linked to the Israeli consumer price index
plus interest at the annual statutory rate prevailing at such time. Judgment creditors bear the risk of unfavorable exchange rates.

The political environment and hostilities in Israel could harm our business.

Since the establishment of the State of Israel in 1948, a state of hostility has existed between Israel and the Arab countries in the region. This
state of hostility has varied in degree and intensity over time. There has also been conflict and unrest between Israel, the Palestinian Authority
and certain terrorist groups operating within the Palestinian Authority and Lebanon. A significant increase in violence began in September 2000
and has continued with varying levels of severity into 2007, the most severe of which was Israel�s war with the Hizbullah militant group in July
and August of 2006. While the armed confrontation in 2006 and previous hostilities did not have a material adverse impact on our business, we
cannot guarantee that hostilities will not be renewed and have such an effect in the future. The political and security situation in Israel may result
in parties with whom we have contracts claiming that they are not obligated to perform their commitments under those agreements pursuant to
force majeure provisions. Any hostilities involving Israel or the interruption or curtailment of trade between Israel and its present trading
partners could adversely affect our operations and could make it more difficult for us to raise capital. Furthermore, many of our facilities are
located in Israel. Since we do not have a detailed disaster recovery plan that would allow us to quickly resume business activity, we could
experience serious disruptions if acts associated with this conflict result in any serious damage to our facilities. Our business interruption
insurance may not adequately compensate us for losses that may occur and any losses or damages incurred by us could have a material adverse
effect on our business. Any future armed conflicts or political instability in the region would likely negatively affect business conditions and
harm our results of operations.
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Many of our employees in Israel are required to perform military reserve duty.

All non-exempt male adult permanent residents of Israel under the age of 40 are obligated to perform military reserve duty and may be called to
active duty under emergency circumstances. In recent years, there have been significant call-ups of military reservists, and it is possible that
there will be additional call-ups in the future. While we have operated effectively despite these conditions in the past, we cannot assess what
impact these conditions may have in the future, particularly if emergency circumstances arise. Our operations could be disrupted by the absence
for a significant period of one or more of our executive officers or key employees or a significant number of our other employees due to military
service. Any disruption in our operations would harm our business.

We are affected by volatility in the securities markets.

The securities markets in general have experienced volatility which has particularly affected the securities of many high-technology companies
and particularly those in the fields of communications, software and internet, including companies that have a significant presence in Israel. This
volatility has often been unrelated to the operating performance of these companies and may cause difficulties in raising additional financing
required to effectively operate and grow their businesses. Such difficulties and the volatility of the securities markets in general may affect our
financial results.

We are affected by worldwide downturns in industries based on technology.

The volatility in the securities markets discussed above and its effect on high-technology companies may have a ripple effect on our
performance. In the last downturn which the markets experienced beginning in 2001, technology companies dealing in communications and
computers were severely affected and some were forced to cease operations. We felt the effects of this downturn in 2001 through 2003. We can
give no assurance that our results will not be affected on a going forward basis by any future downturns.

Item 4. INFORMATION ON THE COMPANY.

History and Development of the Company

Our legal and commercial name is Silicom Ltd. We were incorporated under the laws of Israel in 1987, and we operate under Israeli law and
legislation. Our registered and principal executive offices are located in Israel at 8 Hanagar Street, Kfar Sava, Israel 44000, and our telephone
number is 011-972-9-764-4555. Our website is http://www.silicom.co.il. We do not intend for any information contained on our internet website
to be considered part of this annual report.

We are currently engaged in the design, manufacture, marketing and support of connectivity solutions for a broad range of servers and server
based systems. Our first products were integrated circuits for information technology (or IT) manufacturers. In the early 1990s, we began
focusing our strategy on designing, manufacturing, marketing and supporting a range of connectivity solutions for mobile and personal
computers, or PC, users. In subsequent years we developed several Broadband Internet related products.
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In 2002 we leveraged our expertise and know-how in networking and operating systems to develop a line of high-end multi-port server
networking cards, which have contributed to our recent sales growth and which we expect to continue being the principal engine of our sales
growth in the coming years. In November and December of 2003 we secured our first Design Wins for these new products. Since that time we
have identified the server-based network appliances market and specifically the server-based security appliances and WAN (Wide Area
Network) optimization appliances within such market as demonstrating a strong demand for our products. We have added to our product lines
networking products which include special functionalities called Bypass Adapters for the server based appliances and have received significant
orders for both our Bypass Adapters and our non-Bypass adapters. We secured additional Design Wins throughout 2004, 2005 and 2006. Several
of these Design Wins were from leading companies engaged in a number of industries.

On December 20, 2005 we obtained the approval of the Tel Aviv Stock Exchange, or TASE, for the listing of our shares on TASE. Trading of
our shares on TASE commenced on December 27, 2005. Our shares are included in the Tel-Tech index. Our shares continue to be listed on the
NASDAQ Capital Market (previously known as the NASDAQ Small-Cap) under the ticker symbol �SILC� (previously �SILCF�) See Item 9. �The
Offer and Listing -Markets and Share Price History�.

In January 2006, we completed an offering and sale of 10,000 units in Israel, composed of 800,000 of our ordinary shares and 400,000 warrants,
pursuant to a prospectus filed with the Israeli Securities Authority and TASE. Each warrant sold in the offering is exercisable into one of our
ordinary shares until January 31, 2008 at an exercise price in NIS equivalent to $8.64 calculated on the date of exercise of such warrant. The sale
of units resulted in net proceeds of approximately $5.6 million. As of April 30, 2007, approximately 230,000 warrants were exercised, resulting
in proceeds of approximately $2.0 million. Exercise of additional warrants in the future will contribute additional proceeds of up to
approximately $1.4 million. The offering and sale of the units pursuant to the January 2006 prospectus was made only in Israel and was not
intended for the public in the United States or any other country. All purchasers of securities pursuant to the January 2006 prospectus were
deemed to have stated that they are not �U.S. Persons� as defined in Regulation S under the Securities Act of 1933, or the Securities Act, that they
did not purchase securities for the benefit of any U.S. Person and that they were not present in the United States at the time the request for
purchase of the securities was submitted. A similar statement will be required from anyone requesting to exercise warrants purchased in the
offering. The January 2006 prospectus and the securities offered thereunder are subject to Israeli law. The January 2006 prospectus was not filed
with the Securities Exchange Commission and the securities offered thereunder are not registered in accordance with the Securities Act. We
have not assumed any obligation to register any of the securities offered under the January 2006 prospectus, in accordance with the Securities
Act.
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In May 2007, we conducted a private placement, pursuant to which we issued to certain �accredited investors� and �qualified institutional
purchasers� 875,000 ordinary shares at a purchase price of $20.50 per share and warrants to purchase up to 218,750 ordinary shares at an exercise
price of $28.25 per share. The warrants issued to the investors will expire three years from the date of effectiveness of the registration statement
we undertook to file with the Securities Exchange Commission, covering the resale of the shares issued in the private placement and the shares
issuable upon exercise of the warrants. Net proceeds from the private placement were approximately $16.7 million, net of $1.2 million of
issuance costs. We issued to the placement agents warrants to purchase up to an aggregate of 10,937 ordinary shares on the same terms as the
warrants issued to the investors.

Business Overview

We are currently active in the product line of high-end Server networking cards with and without bypass (Server Adapters), which is described
in greater detail below. These are products for which we are leveraging our expertise in networking and operating systems and facilitating
improved connectivity for servers by increasing the number of ports on the Server Adapters and by adding bypass and other special functionality
for security appliances, WAN (Wide Area Network) optimization appliances and other network appliances.

Server Adapters

In an effort to leverage our strengths, in late 2002 we began exploring a new direction which has become our primary growth driver and which
we project will continue being our main source of growth in the next few years: high-end server networking cards. Our core expertise has always
been our broad range of Ethernet and connectivity products, which provided personal computer users with solutions to their connectivity
problems. In late 2002 we decided to employ our core know-how in the realm of server-based systems. Doing so takes advantage of our
competitive edge by using the expertise we have developed in connectivity solutions for personal computers in industries which require broader
connectivity solutions with very high-performance environments. Examples of these industries are security, WAN optimization, load balancing
and other network appliances, data storage, video on demand, internet content delivery, high-performance computing and web servers.

We have developed a line of products for the server networking industry which facilitates interaction between servers, allowing them to
communicate with each other through a larger number of ports and with higher performance than their original capabilities. These are powerful
products that allow server-based systems to fully exploit the high speed potential of Gigabit Ethernet. The products have either one, two, four or
six ports, which plug into the servers between which interaction is facilitated. Our main competitor in this area, Intel, has developed cards which
do not cover the full scope of features that our products do. For instance, Intel�s products do not offer six ports, nor do they offer Multi Port Fiber
LX interfaces. We believe that our expanded feature set coupled with the fact that our products are based on two different industry leader chip
sets (Intel and Broadcom), which makes them more compatible with our potential customers� needs, gives us a competitive edge. To the best of
our knowledge we are currently the only company offering such a comprehensive range of server networking products.
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Following demands from customers and potential customers, we developed some of these same products with a bypass feature. Intended for
mission-critical environments, the Silicom Gigabit Ethernet Bypass Networking Cards feature innovative bypass circuitry to maintain continuity
of network connectivity in the event of an appliance failure. Upon the occurrence of an appliance failure, the card�s bypass mechanism
automatically reroutes traffic to bypass faulty components, enabling customers to have reliable and always available network accessibility. As
with all of Silicom�s Multiport Gigabit Ethernet Networking Cards, the Bypass Cards also improve server throughput and performance during
normal operations by introducing more ports and better throughput while reducing network congestion, simplifying network management, and
minimizing CPU utilization. The addition of the innovative bypass capability makes Silicom Gigabit Ethernet Bypass Networking Cards an
appropriate connectivity solution for security and WAN (Wide Area Network) optimization appliances, as well as for appliances targeted at
other high-potential, growing markets such as network monitoring, load balancing, network event management, network optimization, LAN
policy enforcement, intrusion detection, virus protection, e-mail content filtering, and more. To the best of our knowledge we are currently the
only company offering such a comprehensive line of bypass products, which offers dual port and quad port cards, copper and fiber interfaces and
dual chip set (Intel and Broadcom). Although the situation may change in the future, we believe that our competition in the bypass card market is
less significant than in the non-bypass card market.

The products are divided into two groups: One group of products is based on Broadcom�s chipset and the other group is based on Intel�s chipset.

Examples of products based on Broadcom�s chipset are: PXG6, PXG4, PXG2, PXG2F, PEG1, PEG1F, PXG2BP, PXG4BP, PXG2-ROHS. The
number in each product name represents the number of Gigabit-Ethernet ports that the product has. The F (in the fourth and sixth products)
represents a Fiber-optic Ethernet interface, rather than a copper Ethernet interface as in the other products. The X represents PCI-X based
products, while E represents PCI-Express based products, indicating products that are based on the newest PCI-Express bus. The BP represents a
card that carries the bypass functionality. The ROHS represents a card that is ROHS compliant. Products based on the Intel chipset carry the
same name with an addition of �I� at the end to indicate the Intel chipset. Examples of the Intel based products are: PXG6i, PXG4i, PXG2i,
PXG2Fi, PXG4Fi, PXG2BPi, PXG4BPi, PXG4BPi-ROHS, PXG2BPFi and PXG4BPFi. Except for the difference in the type of chipset, type of
bus, bypass functionality, number of ports and type of Ethernet interface, all of the principal applications are similar:
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Principal Applications, all of which demand high performance multi port connectivity:

� Security appliances
� WAN (Wide Area Network) optimization appliances
� Load balancing and traffic management appliances
� Network-attached storage (NAS)
� Video on Demand servers
� Content Delivery servers
� Internet Service Providers / Web Hosting
� High end computing

It would be difficult to design such high-end products without a high level of cross-disciplinary knowledge. The products we have developed use
our Ethernet and operating systems expertise. The products in this line include more than forty multi-port Gigabit-Ethernet Server Networking
cards (bypass and non-bypass).

Our business model for our server adapter line of products is called the Design Win Model. The following are the main aspects of this model:

� We approach a potential customer or are approached by such customer.

� If the customer shows interest in the products and we believe that achievement of a business relationship with the customer is
possible, we ship products for such customer�s evaluation.

� During the evaluation process the customer receives a few of our Server Networking Cards for initial basic testing. If the
evaluation process is successful, we ship products for qualification.

� During the qualification process the customer receives a larger amount of our Server Networking Cards for more specific testing,
which may include certain customization of our products to its specific needs.

� If the qualification process is successful, we enter into negotiations regarding the terms of a business relationship.

� In some cases, typically with the larger customers, the evaluation and qualification process may take 12 months or more.

� Once all phases mentioned above are concluded, the customer will purchase products from us, in order to incorporate them within
its server based systems and sell such systems with our cards embedded in them. The sale of our products within such systems is
the objective of our Design Win Model. In most cases once we secure a Design Win our customer will continue to buy our cards
for as long as it continues to sell its server based system. Yet, in some cases, we may only be a second source from which a
customer purchases, in which case the customer may not necessarily make continuous orders, even though it continues to sell its
systems.
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We believe that the high-end server networking cards (with and without bypass) will continue to be a key driver of our growth in the coming
years. A distinct advantage of these products is that the demand in the server based industry has been almost continuously growing. Certain
fields within this industry, such as the security appliances market, WAN (Wide Area Network) optimization appliances market, other network
appliances market, the storage market and several additional markets have demonstrated strong growth. This industry continues to require
innovative solutions that must become faster and must provide additional functionalities each time they are implemented. However, the process
of achieving Design Wins and obtaining new customers is time consuming as a result of the fact that the sales cycles for products in this industry
are long. Nevertheless, each Design Win we achieve, may represent an opportunity for sustained, long-term revenues.

Legacy Products

We also have a product line of legacy products, including connectivity solutions for portable PCs and Broadband Internet access products. This
is our previous area of expertise, in which demand for our products has significantly declined, and we expect our business in this product line to
fully phase out over time.

Principal Markets
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