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PART |. FINANCIAL INFORMATION
Iltem 1. Financial Statements

NETLIST, INC. AND SUBSIDIARIES
Condensed Consolidated Balance Sheets
(in thousands, except par value)

ASSETS
Current assett
Cash and cash equivalel
Accounts receivable, n
Inventories
Prepaid expenses and other current a:
Total current asse

Property and equipment, r
Long-term investments in marketable securi
Other asset

Total asset

LIABILITIES AND STOCKHOLDERS ' EQUITY
Current liabilities:
Accounts payabl
Accrued payroll and related liabiliti¢
Accrued expenses and other current liabili
Accrued engineering charg
Current portion of lon-term debt
Total current liabilities
Long-term debt, net of current portic
Other liabilities
Total liabilities
Commitments and contingenci
Stockholder’ equity:

Common stock, $0.001 par value - 90,000 share®eré; 28,411 (2012) and 26,390 (2011) sh

issued and outstandi
Additional paic-in capital
Accumulated defici
Accumulated other comprehensive I
Total stockholder equity

Total liabilities and stockholde’ equity
See accompanying notes.

3

(unaudited) (audited)
June 30, December 31,
2012 2011
$ 11,29¢ $ 10,53¢
8,09¢ 11,39¢
9,64: 6,057
1,432 80€
30,46¢ 28,79
3,30¢ 2,771
44t 444
13C 161
$ 34,34¢ $ 32,17:
$ 7317 $ 6,15%
1,30¢ 1,81:
1,28t 46C
49C 45C
90¢ 2,14
11,30¢ 11,022
2,82¢ 1,11¢
88 94
14,21¢ 12,23¢
28 26
97,95¢ 92,70¢
(77,807 (72,740
(55) (56)
20,13: 19,93¢
$ 34,34¢ 3 32,17:
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NETLIST, INC. AND SUBSIDIARIES

Unaudited Condensed Consolidated Statements of Opions

Net sales
Cost of sales(1
Gross profil
Operating expense
Research and development
Selling, general and administrative
Total operating expens:
Operating los:
Other income (expense
Interest expense, n
Other income (expense), r
Total other expense, n
Loss before provision for income tax
Provision for income taxe
Net loss
Net loss per common sha
Basic and dilutes

Weighte-average common shares outstand

Basic and dilutes

(in thousands, except per share amounts)

Three Months Ended

Six Months Ended

(1) Amounts include stock-based compensation eseoas follows:

Cost of sale:
Research and developme
Selling, general and administrati

June 30, July 2, June 30, July 2,
2012 2011 2012 2011
$ 10,55 $ 16,00 $ 24,51¢ 28,00:
7,814 11,06¢ 16,34¢ 19,26(
2,73¢ 4,931 8,174 8,741
3,77( 3,75¢ 7,612 7,43¢
2,871 2,58:¢ 5,48( 5,50(
6,641 6,33¢ 13,09: 12,93¢
(3,90%) (1,401) (4,91¢) (4,19¢)
(79) (50) (150) (75)
3 (59) 8 (59)
(76) (10<) (142) (134)
(3,979 (1,510 (5,060 (4,339
1 1 1 1
$ (3,980) $ (151]) $ (5,067) (4,337)
$ 0.1 $ 0.06 $ (0.16) (0.17)
28,11 24,98¢ 27,42 24,93t
$ 42 $ 18 $ 77 31
15¢ 14€ 34t 28¢
287 24z 58¢ 44C

See accompanying notes.
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NETLIST, INC. AND SUBSIDIARIES
Unaudited Condensed Consolidated Statements of Comghensive Loss
(in thousands)

Three Months Ended Six Months Ended
June 30, July 2, June 30, July 2,
2012 2011 2012 2011
Net loss $ (398) $ (1,51) $ (506) $ (4,339
Other comprehensive los
Unrealized loss transferred from other comprehenksiss to earning — 59 — 59
Net unrealized gain (loss) on investments in maitietsecurities, net of te (6) (1) 1 7
Total comprehensive lo: $ (398) $ (1.45) $ (5060 $ (4,269

See accompanying notes.

5




Table of Contents

NETLIST, INC. AND SUBSIDIARIES
Unaudited Condensed Consolidated Statements of Cafows
(in thousands)

Six Months Ended

June 30, July 2,
2012 2011
Cash flows from operating activitie
Net loss $ (5,060 $ (4,339
Adjustments to reconcile net loss to net cash usegerating activities
Depreciation and amortizatic 1,07(C 1,18:
Stocl-based compensatic 1,00¢ 75¢
Realized loss on sale of investments in marketsdarities — 59
Changes in operating assets and liabilit
Accounts receivabl 3,30¢ (2,885
Inventories (3,58¢) (6,8617)
Prepaid expenses and other current a: 354 1,04¢
Other asset 31 104
Accounts payabl 662 5,16t
Accrued payroll and related liabiliti¢ (50¢) (279
Accrued expenses and other current liabili 19 46
Accrued engineering charg 40 293
Net cash used in operating activit (2,669 (5,703
Cash flows from investing activitie
Acquisition of property and equipme (1,089 (244)
Proceeds from maturities and sales of investmaentsarketable securitie — 1,26¢
Net cash (used in) provided by investing activi (1,089 1,022
Cash flows from financing activitie
Borrowings on line of cred — 50C
Payments on line of crec — (500)
Proceeds of bank term loan, net of issuance 1 1,32( 2,93¢
Payments on del (2,045 (767)
Proceeds from public offering, n 3,61¢ —
Proceeds from exercise of equity awards, net afga@mitted for restricted sto 62¢ (6)
Net cash provided by financing activiti 4,52 2,161
Increase (decrease) in cash and cash equivs 764 (2,520
Cash and cash equivalents at beginning of pe 10,53t 14,21(
Cash and cash equivalents at end of pe $ 11,29¢ § 11,69

See accompanying notes.
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NETLIST, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
June 30, 2012

Note 1—Description of Business

Netlist, Inc. (the “Company”, “Netlist"or “our”) dggns and manufactures a wide variety of high parémce, logic-based memory
subsystems for the global datacenter and high-paeince computing and communications markets. Thepaay’s memory subsystems
consist of combinations of dynamic random acceswong integrated circuits (‘“DRAM ICs” or “DRAM”), NAID flash memory (“NAND”),
application-specific integrated circuits (“ASICsihd other components assembled on printed ciroaitds (“PCBs”). Netlist primarily
markets and sells its products to leading origatplipment manufacturer (“OEM”) customers. The Camys solutions are targeted at
applications where memory plays a key role in nrmgesiystem performance requirements. The Compaeydges a portfolio of proprietary
technologies and design techniques, includingiefiiicplanar design, alternative packaging techrsqurel custom semiconductor logic, to
deliver memory subsystems with high memory densityall form factor, high signal integrity, attraetithermal characteristics, reduced power
consumption and low cost per bit.

Note 2—Summary of Significant Accounting Policies
Basis of Presentation

The interim unaudited condensed consolidated filmhstatements have been prepared in accordanheaagbunting principles generally
accepted in the United States of America (the “Q f8r interim financial information and with thastructions to Securities and Exchange
Commission (“SEC”) Form 10-Q and Article 8 of SE@drlation S-X. These condensed consolidated fiahstatements do not include all of
the information and footnotes required by accounfirinciples generally accepted in the U.S. for ptate financial statements. Therefore,
these unaudited condensed consolidated finaneigaents should be read in conjunction with the @amy’s audited consolidated financial
statements and notes thereto for the year endeeinilisr 31, 2011, included in the Company’s AnnugddReon Form 1 filed with the SEC
on February 28, 2012.

The condensed consolidated financial statemenksded herein as of June 30, 2012 are unauditedeberyvthey contain all normal
recurring accruals and adjustments that, in thaiopiof the Compang’ management, are necessary to present fairlyotideased consolidat
financial position of the Company and its wholly+med subsidiaries as of June 30, 2012, the condexsemlidated results of its operations
and comprehensive loss for the three and six mamtied June 30, 2012 and July 2, 2011, and theeosed consolidated cash flows for the
six months ended June 30, 2012 and July 2, 20h&. rd@sults of operations for the six months ende@ B0, 2012 are not necessarily
indicative of the results to be expected for theyfear or any future interim periods.

Principles of Consolidation

The condensed consolidated financial statementsdadhe accounts of Netlist, Inc. and its whollyreed subsidiaries. All intercompany
balances and transactions have been eliminateahisotidation.

Fiscal Year

The Company operates under a 52/53-week fiscalgmding on the Saturday closest to December 3t figeal 2012, the Company’s
fiscal year is scheduled to end on December 292 20 will consist of 52 weeks. Each of the Compafigst three quarters in a fiscal year is
comprised of 13 weeks.

Use of Estimates

The preparation of financial statements in conftymiith accounting principles generally acceptethia U.S. requires management to
make estimates and assumptions that affect theteghamounts of assets and liabilities and discséicontingent assets and liabilities at the
date of the condensed consolidated financial sttésnand the reported amounts of net sales arehegp during the reporting period. By tt
nature, these estimates and assumptions are stptinherent degree of uncertainty. Significesttmates made by management include,
among others, provisions for uncollectible recelgaland sales returns, warranty liabilities, vabrabf inventories, fair value of financial
instruments, impairment of
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long-lived assets, stock-based compensation ex@ankecalization of deferred tax assets. The Cognpages its estimates on historical
experience, knowledge of current conditions andbaliefs of what could occur in the future considgravailable information. The Company
reviews its estimates on an on-going basis. Theahotsults experienced by the Company may diffetenially and adversely from its
estimates. To the extent there are material difiee between the estimates and the actual refailise results of operations will be affected.

Revenue Recognition

The Company’s revenues primarily consist of prodiades of high-performance memory subsystems to ©Rdvenues also include
sales of excess component inventories to distrisudnd other users of memory integrated circuitS8g"). Such sales amounted to less than
$0.1 million for each of the three and six monthigeds ended June 30, 2012 and July 2, 2011.

The Company recognizes revenues in accordancethwg@tRinancial Accounting Standards Board (“FASB®cAunting Standards
Cadification (“ASC”) Topic 605. Accordingly, thednpany recognizes revenues when there is persuagikence of an arrangement, product
delivery and acceptance have occurred, the salesiprfixed or determinable, and collectabilitytbé resulting receivable is reasonably
assured.

The Company generally uses customer purchase aaddfer contracts as evidence of an arrangemelitebeoccurs when goods are
shipped for customers with FOB Shipping Point teemd upon receipt for customers with FOB Destimateyms, at which time title and risk
of loss transfer to the customer. Shipping docusarg used to verify delivery and customer accegtafihe Company assesses whether the
sales price is fixed or determinable based on #lyenent terms associated with the transaction aretheh the sales price is subject to refund.
Customers are generally allowed limited rightsettirn for up to 30 days, except for sales of excesgponent inventories, which contain no
right-of-return privileges. Estimated returns arevided for at the time of sale based on historggderience or specific identification of an
event necessitating a reserve. The Company offst@analard product warranty to its customers anchbasther post-shipment obligations. The
Company assesses collectibility based on the evediiness of the customer as determined by cobditks and evaluations, as well as the
customer’s payment history.

All amounts billed to customers related to shippamgl handling are classified as revenues, whileasils incurred by the Company for
shipping and handling are classified as cost @&fssal

Cash and Cash Equivalents

Cash and cash equivalents consist of cash andtghortinvestments with original maturities of threenths or less, other than short-term
investments in securities that lack an active marke

Investments in Marketable Securities

The Company accounts for its investments in mabitetsecurities in accordance with ASC Topic 320e Company determines the
appropriate classification of its investments attilme of purchase and reevaluates such desigretieach balance sheet date. The Company’s
investments in marketable securities have beesifiks and accounted for as available-for-sale d@emanagement’s investment intentions
relating to these securities. Available-&ale securities are stated at fair value, genebbalbed on market quotes, to the extent they alitable
Unrealized gains and losses, net of applicablercefdaxes, are recorded as a component of otimeprehensive income (loss). Realized gains
and losses and declines in value judged to be tihertemporary are determined based on the spébéintification method and are reportet
other income, net in the unaudited condensed ciolaget! statements of operations.

The Company generally invests its excess cashrimedtic bankissued certificates of deposit which carry fedeegosit insurance, mon
market funds and highly liquid debt instrumentdJo$. municipalities, corporations and the U.S. goweent and its agencies. All highly liquid
investments with stated maturities of three monthgss from the date of purchase are classifiathsls equivalents; all investments with sti
maturities of greater than three months are class#s investments in marketable securities.

8
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Fair Value of Financial Instruments

The Company'’s financial instruments consist prialipof cash and cash equivalents, investmentsarketable securities, accounts
receivable, accounts payable, accrued expensededmdnstruments. Other than for certain investsi@nauction rate securities (see Note 4),
the fair value of the Compars/tash equivalents and investments in marketableifes is determined based on quoted pricestimeamarket:
for identical assets or Level 1 inputs. The Conypatognizes transfers between Levels 1 throughtBeofair value hierarchy at the beginning
of the reporting period. The Company believes thatcarrying values of all other financial instrembs approximate their current fair values
due to their nature and respective durations.

Allowance for Doubtful Accounts

The Company evaluates the collectability of acceuateivable based on a combination of factorsabes where the Company is aware
of circumstances that may impair a specific custtsrability to meet its financial obligations subsent to the original sale, the Company will
record an allowance against amounts due, and theeelbice the net recognized receivable to the afrtberCompany reasonably believes will
be collected. For all other customers, the Compangrds allowances for doubtful accounts basedaoiiynon the length of time the
receivables are past due based on the terms ofitfieating transaction, the current business emvirent and its historical experience.
Uncollectible accounts are charged against thevalhae for doubtful accounts when all cost effecteenmercial means of collection have
been exhausted.

Concentration of Credit Risk

Financial instruments that potentially subject @@mpany to significant concentrations of credik iensist principally of cash and cash
equivalents, investments in marketable securitied,accounts receivable.

The Company invests its cash equivalents primaritponey market mutual funds. Cash equivalentsrai@tained with high quality
institutions, the composition and maturities of @thare regularly monitored by management. The Compad $4.8 million of Federal Depc
Insurance Corporation and Securities Investor Rtiote Corporation insured cash and cash equivakinisne 30, 2012. Investments in
marketable securities are generally in haghdit quality debt instruments. Such investmergsnaade only in instruments issued or enhance
high-quality institutions. The Company has notimed any credit losses related to these invessnent

The Company'’s trade accounts receivable are priynderived from sales to OEMs in the computer indusThe Company performs
credit evaluations of its customers’ financial citioth and limits the amount of credit extended whkieemed necessary, but generally requires
no collateral. The Company believes that the comagan of credit risk in its trade receivablesrisderated by its credit evaluation process,
relatively short collection terms, the high levékeedit worthiness of its customers (see Notd@kign credit insurance and letters of credit
issued on the Company’s behalf. Reserves are anaétt for potential credit losses, and such lobgerically have not been significant and
have been within management’s expectations.

Inventories

Inventories are valued at the lower of actual togturchase or manufacture the inventory or theeedizable value of the inventory. Cost
is determined on an average cost basis which appabdes actual cost on a first-in, first-out basid &ncludes raw materials, labor and
manufacturing overhead. At each balance sheet h&&ompany evaluates its ending inventory quastidn hand and on order and records a
provision for excess quantities and obsolesceno®m other factors, the Company considers histodieanand and forecasted demand in
relation to the inventory on hand, competitivenafsgroduct offerings, market conditions and prodifetcycles when determining
obsolescence and net realizable value. In additienCompany considers changes in the market wdloemponents in determining the net
realizable value of its inventory. Once establishedier of cost or market write-downs are considgrermanent adjustments to the cost basis
of the excess or obsolete inventories. Provisaweamade to reduce excess or obsolete inventoribeir estimated net realizable values.

Property and Equipment
Property and equipment are recorded at cost aneciaped on a straight-line basis over their edichaiseful lives, which generally range

from three to seven years. Leasehold improvemeatsegorded at cost and amortized on a straightHasis over the shorter of their estimated
useful lives or the remaining lease term.
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Impairment of Long-Lived Assets

The Company evaluates the recoverability of theyaag value of long-lived assets held and usedngyGompany for impairment on at
least an annual basis or whenever events or chamgasumstances indicate that their carrying eatoay not be recoverable. When such
factors and circumstances exist, the Company caespae projected undiscounted future net cash famssciated with the related asset or
group of assets over their estimated useful liggsrest their respective carrying amount. If theryiag value is determined not to be
recoverable from future operating cash flows, th&ehis deemed impaired and an impairment logc@gnized to the extent the carrying value
exceeds the estimated fair value of the assetfaihealue of the asset or asset group is basedarket value when available, or when
unavailable, on discounted expected cash flows.Gdmapany’s management believes there is no impairofdong-lived assets as of June 30,
2012. There can be no assurance, however, thaeimashditions will not change or demand for the @any’s products will continue, which
could result in future impairment of long-lived ats

Warranties

The Company offers warranties generally ranginghfane to three years, depending on the produchegdtiated terms of the purchase
agreements with customers. Such warranties rether€ompany to repair or replace defective prodetttrned to the Company during the
warranty period at no cost to the customer. Waigargre not offered on sales of excess componeaniary. The Company records an
estimate for warranty-related costs at the timsabé based on its historical and estimated progtigtn rates and expected repair or
replacement costs (see Note 3). Such costs haweitédly been consistent between periods and withanagement’s expectations and the
provisions established.

Stock-Based Compensation

The Company accounts for equity issuances to ngulesmes in accordance with ASC Topic 505. All gactions in which goods or
services are the consideration received for theaisse of equity instruments are accounted for bardtie fair value of the consideration
received or the fair value of the equity instrumisstied, whichever is more reliably measurable. mbasurement date used to determine the
fair value of the equity instrument issued is thdier of the date on which the third-party perfamoe is complete or the date on which it is
probable that performance will occur.

In accordance with ASC Topic 718, employee andcttirestock-based compensation expense recogniz@wydhe period is based on the
value of the portion of stock-based payment awtrdsis ultimately expected to vest during the @ebri Given that stock-based compensation
expense recognized in the condensed consolidattshstnts of operations is based on awards ultipnatglected to vest, it has been reduced
for estimated forfeitures. ASC Topic 718 requiredditures to be estimated at the time of grantraviked, if necessary, in subsequent periods
if actual forfeitures differ from those estimat&@be Company’s estimated average forfeiture ratevased on historical forfeiture experience
and estimated future forfeitures.

The fair value of common stock option awards to leyges and directors is calculated using the Bfackeles option pricing model. The
Black-Scholes model requires subjective assumptiegarding future stock price volatility and expttime to exercise, along with
assumptions about the risk-free interest rate apdceted dividends, all of which affect the estindafi@r values of the Company’s common
stock option awards. The expected term of optgrasted is calculated as the average of the wedghgsting period and the contractual
expiration date of the option. This calculatiomé&sed on the safe harbor method permitted by BB instances where the vesting and
exercise terms of options granted meet certainitiond and where limited historical exercise datavailable. The expected volatility is based
on the historical volatility of the Company’s commstock. The risk-free rate selected to valueganjicular grant is based on the U.S.
Treasury rate that corresponds to the expecteddétire grant effective as of the date of the gr&he expected dividend assumption is based
on the Company’s history and management’s expeatagigarding dividend payouts. Compensation esgéor common stock option awards
with graded vesting schedules is recognized oraigst-line basis over the requisite service pefadhe last separately vesting portion of the
award, provided that the accumulated cost recodraseof any date at least equals the value ofdélted portion of the award.

The Company recognizes the fair value of restristedk awards issued to employees and outsidetdiseas stock-based compensation
expense on a straight-line basis over the vesemigpg for the last separately vesting portion & #fwards. Fair value is determined as the
difference between the closing price of our comrsimtk on the grant date and the purchase prideeofestricted stock award, if any, reduced
by expected forfeitures.

Income Taxes

Under ASC Topic 270, the Company is required tastdis effective tax rate each quarter to be est with the estimated annual
effective tax rate. The Company is also requirexttmrd the tax impact of certain discrete itenmsjswal or infrequently occurring, including
changes in judgment about valuation allowanceseffiedts of changes in tax laws or rates, in therint period in which they occur. In
addition, jurisdictions with a projected loss fbetyear or a year-to-date loss where no tax bercefitoe recognized are excluded from the
estimated annual effective tax rate. The impasuch an exclusion could result in a higher or loeféective tax rate during a particular
quarter, based upon the mix and timing of actualiegs versus annual projections.
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Deferred tax assets and liabilities are recogninaéflect the estimated future tax effects, calted at currently effective tax rates, of
future deductible or taxable amounts attributablevents that have been recognized on a cumuladisis in the condensed consolidated
financial statements. A valuation allowance reldtea net deferred tax asset is recorded whamitore likely than not that some portion of
deferred tax asset will not be realized.

ASC Topic 740 prescribes a recognition thresholtlrmeasurement requirement for the financial stateémezognition of a tax position
that has been taken or is expected to be takertanraturn and also provides guidance on de-ratiognclassification, interest and penalties,
accounting in interim periods, disclosure, andditian. Under ASC Topic 740 the Company may onbjognize or continue to recognize tax
positions that meet a “more likely than not” threlsh

Research and Development Expenses
Research and development expenditures are expentezlperiod incurred.
Collaborative Arrangement

In 2011, the Company entered into two memory teldgyoCollaboration Agreements. The first agreenigat HyperCloud™
Technology Collaboration Agreement (the “IBM Agreamti’) with International Business Machines (“IBM”"Under the IBM Agreement, IBI
and the Company agreed to cooperate with respéieetqualification of HyperCloud™ technology foreusith IBM servers and to engage in
certain joint marketing efforts when qualificatisnachieved. IBM and the Company agreed to comesibturces and funds in support of these
activities. The IBM Agreement is non-exclusive.

The second agreement is a Collaboration Agreentieat'dP Agreement”) with Hewlett-Packard Compani®”). Under the HP
Agreement, HP and the Company agreed to coopeititeagpect to the qualification of HyperCloud™haology for use with HP servers and
to engage in certain joint marketing efforts whemldication is achieved. HP and the Company adjteecommit resources and funds in
support of these activities. The HP Agreemenki@usive for a period of time. HP and the Compagyeed to collaborate on the future use of
HyperCloud™ load reduction and rank multiplicattechnologies for next generation server memonfer

In the fourth quarter of 2011, the Company reimedrslP and IBM $0.1 million and $0.2 million, respeely, for the cost of certain
qualification activities. The Company reimbursed &h additional $0.5 million and $0.9 million iretquarter and six month period ended
June 30, 2012, respectively. The payments araded in research and development expense in tliensad consolidated statements of
operations. The Company expects to make additipenahents of $0.8 million to IBM for joint HyperGld™ marketing activities. The $0.8
million payment to IBM is included in prepaid expes and other accrued liabilities in the June B022inaudited condensed consolidated
balance sheet, as milestones that trigger the patywere achieved in March 2012. The Company isréimiog the $0.8 million payment to be
made to IBM based on actual unit shipments compaittdestimated total shipments over the term ef@ollaboration Agreement. The
Company’s net sales will be determined after dednaif the amortization of customer allowancesmarketing activities, in accordance with
ASC Topic 605-50.

There can be no assurance that the efforts undertakder either of the IBM or HP collaboration agnents will result in revenues
the Company that are sufficient to cover the coshe® qualification activities, including the payms made to HP and IBM under the
collaboration agreements.

Comprehensive Loss

ASC Topic 220 establishes standards for reportimjdisplaying comprehensive income (loss) anddtegonents in the condensed
consolidated financial statements. Accumulatedratbenprehensive loss includes unrealized gaines®els on investments.

11
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Risks and Uncertainties

The Company has invested and expects to continimést a significant portion of its research aegelopment budget into the design of
ASIC devices, including the HyperCloud™ memory staibsm. This new design and the products it is iporated into are subject to increased
risks as compared to the Company’s existing pradu¢he Company may be unable to achieve customaarket acceptance of the
HyperCloud™ memory subsystem or other new prodoctachieve such acceptance in a timely mannee Gdmpany has experienced a
longer qualification cycle than anticipated with HyperCloud™ memory subsystems, and as of Jun203@, the product has not generated
significant product margins relative to the Comparngvestment in the product. The Company hasredtimto collaborative agreements with
both HP and IBM pursuant to which these OEMs haaperated with the Company to qualify HyperClouddMdse in their respective
products. The qualifying OEMs have engaged andirmos to engage with the Company in joint marketingl further product development
efforts. The Company and each of the OEMs havenitted financial and other resources toward théabokation. There can be no assure
that the efforts undertaken pursuant to eithehefdollaborative agreements will result in any mewenues for the Company. Further delays or
any failure in marketing this product with HP, IBdf other potential customers would adversely impiaetCompany’s results of operations.

The Company’s operations in the People’s Repulflichona (“PRC")are subject to various political, geographical andnomic risks ar
uncertainties inherent to conducting business im&hrhese include, but are not limited to, (i)grdtal changes in economic conditions in the
region, (i) managing a local workforce that mapjset the Company to uncertainties or certain raiguy policies, (iii) changes in other
policies of the Chinese governmental and regulaagencies, and (iv) changes in the laws and psligieghe U.S. government regarding the
conduct of business in foreign countries, generaltyn China, in particular. Additionally, the @lese government controls the procedures by
which its local currency, the Chinese Renminbi (“BW] is converted into other currencies and by vahiévidends may be declared or capital
distributed for the purpose of repatriation of éags and investments. If restrictions in the casia of RMB or in the repatriation of earnings
and investments through dividend and capital distidn restrictions are instituted, the Companyismtions and operating results may be
negatively impacted. Restricted net assets o€trapany’s subsidiary in the PRC totaled $0.6 millead December 31, 2011. The liabilities of
the Company’s subsidiary in the PRC exceeded #stass of June 30, 2012.

Foreign Currency Remeasurement

The functional currency of the Company’s foreighsdiary is the U.S. dollar. Local currency finaal@tatements are remeasured into
U.S. dollars at the exchange rate in effect ab®btalance sheet date for monetary assets anlitigsband the historical exchange rate for
nonmonetary assets and liabilities. Expenses aneasured using the average exchange rate for thoelpexcept items related to nonmonetary
assets and liabilities, which are remeasured usistgrical exchange rates. All remeasurement gagslosses are included in determining net
loss. Transaction gains and losses were not fgnifin the three and six months ended June 3® 20 July 2, 2011.

Net Loss Per Share

Basic net loss per share is calculated by divigiegloss by the weighted-average common sharetaadtsg during the period, excluding
unvested shares issued pursuant to restricted aharels under the Company’s share-based compemgddios. Diluted net loss per share is
calculated by dividing the net loss by the weigkd@drage shares and dilutive potential common shawestanding during the period. Dilutive
potential shares consist of dilutive shares issuiapbn the exercise or vesting of outstanding stptions and restricted stock awards,
respectively, computed using the treasury stockhotkt In periods of losses, basic and diluted pegsshare are the same, as the effect of stock
options and unvested restricted share awards smplersshare is anti-dilutive.
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Note 3—Supplemental Financial Information
Inventories

Inventories consist of the following (in thousands)

Raw materials
Work in procest
Finished good

Warranty Liabilities

June 30, December 31,
2012 2011
$ 453¢ $ 4,312
1,74 237
3,367 1,50¢
$ 9,64: $ 6,057

The following table summarizes the activity relatedhe warranty liabilities (in thousands):

Beginning balanc

Estimated cost of warranty claims charged to cbsates
Cost of actual warranty clain

Ending balanc

Less current portio

Long-term warranty obligation

Six Months Ended

June 30, July 2,
2012 2011
$ 18 $ 194
10C 214
(68) (207)
221 201
(133) (10C)
$ 88 $ 101

The allowance for warranty liabilities expected®incurred within one year is included as a compoof accrued expenses and o
current liabilities in the accompanying condensexsolidated balance sheets. The allowance foramgyriiabilities expected to be incurred
after one year is included as a component of dihleifities in the accompanying condensed constdiddalance sheets.

Computation of Net Loss Per Share

The following table sets forth the computation ef loss per share, including the reconciliatiothef numerator and denominator used in
the calculation of basic and diluted net loss peares (in thousands, except per share data):

Basic and diluted net loss per share

Numerator: Net los

Denominator: Weighte-average common shares outstand
basic and dilute:

Basic and diluted net loss per sh

Three Months Ended Six Months Ended

June 30, July 2, June 30, July 2,

2012 2011 2012 2011
(3,980 $ (1,51) $ (5,06) $ (4,337
28,11 24,98t 27,42( 24,93t
(0.14) $ (0.06) $ (0.1§) $ (0.17)
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The following table sets forth potentially dilutieemmon share equivalents, consisting of shareslids upon the exercise or vesting of
outstanding stock options and restricted stock dsyaespectively computed using the treasury stoethod. These potential common shares
have been excluded from the diluted net loss parestalculations above as their effect would bedihttive for the periods then ended (in
thousands):

Three Months Ended Six Months Ended
June 30, July 2, June 30, July 2,
2012 2011 2012 2011
Common share equivaler 694 1,53(C 973 1,572

The above common share equivalents would have ibekrded in the calculation of diluted earnings peare had the Company reported
net income for the periods then ended.

Major Customers

The Company'’s product sales have historically bmecentrated in a small number of customers. Thewing table sets forth sales
to customers comprising 10% or more of the Compangt sales as follows:

Three Months Ended Six Months Ended
June 30, July 2, June 30, June 30,
2012 2011 2012 2011
Customer:
Customer A 60% 64% 74% 67%
Customer E 18% *00 *0p *0n

The Company'’s accounts receivable are concentreitbdwo customers at June 30, 2012 representipgoapmately 71% and 13% of
aggregate gross receivables. At December 31, 20l customer represented approximately 80% of ggtgegross receivables. A significant
reduction in sales to, or the inability to colleeteivables from, a significant customer could haveaterial adverse impact on the Company.
The Company mitigates risk associated with foregpeivables by purchasing comprehensive foreigditirsurance.

Cash Flow Information

The following table sets forth supplemental disoles of cash flow information and non-cash investind financing activities (in
thousands):

Six Months Ended

June 30, July 2,
2012 2011
Supplemental disclosure of r-cash investing and financing activitie
Purchase of equipment not paid for at the endeptriod $ 50C $ (6)
Debt financed acquisition of ass: $ 18C $ 16¢
Change in unrealized gain (loss) from investmemtaarketable securitie $ @ $ (66)
Contractual marketing funds due to collaboratiorrEas $ 80C $ —
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Note 4—Fair Value Measurements

The following tables detail the fair value measueats within the fair value hierarchy of the Comparassets (in thousands):

Money market mutual func
Auction and variable floating rate not

Total

Money market mutual func
Auction and variable floating rate not

Total

Fair Value Measurements at June 30, 2012 Using

The following tables summarize the Company’s assetasured at fair value on a recurring basis asepted in the Company’s
condensed consolidated balance sheets at Jun@B3DaRd December 31, 2011:

Cash equivalent
Long-term marketable securitis

Total assets measured at fair ve

Cash equivalent
Long-term marketable securitis

Total assets measured at fair ve

Quoted Prices Significant
in Active Other Significant
Fair Value at Markets for Observable Unobservable
June 30, Identical Assets Inputs Inputs
2012 (Level 1) (Level 2) (Level 3)
$ 5,60: $ 560: $ — 8 —
44E — — 44E
$ 6,04¢ $ 560 $ — 8 44E
Fair Value Measurements at December 31, 2011 Usi
Quoted Prices Significant
in Active Other Significant
Fair Value at Markets for Observable Unobservable
December 31, Identical Assets Inputs Inputs
2011 (Level 1) (Level 2) (Level 3)
$ 5600 $ 5600 $ — 8 =
444 — — 444
$ 6,04« $ 5600 $ — 8 444
Fair Value Measurements at June 30, 2012 Using
Quoted Prices in Significant Other Significant
Fair Value at Active Markets for Observable Unobservable
June 30, Identical Assets Inputs Inputs
2012 (Level 1) (Level 2) (Level 3)
$ 5,60: $ 560: $ — 8 —
44E — — 44F
$ 6,04¢ $ 560 $ — 8 44E
Fair Value Measurements at December 31, 2011 Using
Quoted Prices in Significant Other Significant
Fair Value at Active Markets for Observable Unobservable
December 31, Identical Assets Inputs Inputs
2011 (Level 1) (Level 2) (Level 3)
$ 5600 $ 5600 $ — 8 =
444 — — 444
$ 6,04¢ $ 5600 $ — $ 444
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Fair value measurements using Level 3 inputs indhke above relate to the Company’s investmengsiation rate securities. Level 3
inputs are unobservable inputs used to estimatfathealue of assets or liabilities and are uétizo the extent that observable inputs are not
available (see Note 5).

The following table provides a reconciliation oétheginning and ending balances for the Comparsgsta measured at fair value using
Level 3 inputs (in thousands):

Six Months Ended

June 30, July 2,

2012 2011
Beginning balanc $ 444  $ 89C
Proceeds from sales of availe-for-sale marketable securiti — (447
Realized loss included in other income (expensa) — (59)
Unrealized loss transferred from other comprehenkiss to earning — 59
Unrealized income included in other comprehensigs 1 7
Ending balanc: $ 44 $ 45¢€

Note 5—Investments in Marketable Securities
Investments in marketable securities consist ofdHewing (in thousands):

June 30, 2012

Net
Amortized Unrealized Fair
Cost Loss Value
Auction and variable floating rate nol $ 50C $ (55 $ 44E
December 31, 201
Net
Amortized Unrealized Fair
Cost Loss Value
Auction and variable floating rate not $ 50C $ (56) $ 444

16




Table of Contents

Realized gains and losses on the sale of investniremarketable securities are determined usingleeific identification method.
Other than the sale of one of the Company’s auctite securities in the second fiscal quarter dfl2@here were no sales of available-for-sale
securities prior to maturity in 2012 or 2011. Nedlized gains and losses recorded were not signifin any of the periods reported upon.

The following table provides the breakdown of inwesnts in marketable securities with unrealizeddss(in thousands):

June 30, 2012
Continuous Unrealized Loss

Less than 12 months 12 months or greater
Fair Unrealized Fair Unrealized
Value Loss Value Loss
Auction and variable floating rate nof $ — $ — $ 44t $ (55

December 31, 2011
Continuous Unrealized Loss

Less than 12 months 12 months or greater
Fair Unrealized Fair Unrealized
Value Loss Value Loss
Auction and variable floating rate nof $ — $ — $ 444 $ (56)

As of June 30, 2012 and December 31, 2011, the @nynpeld one investment that was in an unrealiassl position.
Auction Rate Securities

Disruptions in the credit market continue to adebraffect the liquidity and overall market for dioo rate securities. As of June 30,
2012 and December 31, 2011, the Company held eestiment in a Baal rated auction rate debt seaniriymunicipality with a total
purchase cost of $0.5 million. An additional A3acdebt obligation backed by pools of student $ogmaranteed by the U.S. Department of
Education with a total purchase cost of $0.5 milleas disposed of in June 2011 for a realizeddbspproximately $59,000.

The Company does not believe that the currenuilliy of its auction rate security investment willhterially impact its ability to fun
its working capital needs, capital expenditurestber business requirements. The Company, howex@gins uncertain as to when full
liquidity will return to the auction rate marketghether other secondary markets will become avigilabwhen the underlying security may be
called by the issuer. Given these and other uriaéigds, the Company’s auction rate security invesithas been classified as long-term in the
accompanying condensed consolidated balance shiee¢stimate their fair value the Company usedsadlinted cash flow model based on
estimated interest rates, timing and amount of fasi¥s, the credit quality of the underlying se¢yriand illiquidity consideration. The
Company has concluded that the estimated grosslizeé loss on this investments, which totaled apipnately $55,000 and $56,000 at June
30, 2012 and December 31, 2011, respectivelynipoeary because (i) the Company believes thatigédity limitations that have occurred
are due to general market conditions, (ii) the ianatate security continues to be of a high crgdality and interest is paid as due and (iii) the
Company has the intent and ability to hold thisestment until a recovery in the market occurs.
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Other Investments in Marketable Securities

The Company maintains an investment portfolio afougs holdings, types and maturities. The Compangsts in instruments that meet
high quality credit standards, as specified innte&stment policy guidelines. These guidelines gahelimit the amount of credit exposure to
any one issue, issuer or type of instrument. Eolyits auction rate security, there were no uized gains or losses at June 30, 3012 or
December 31, 2011.

The following table presents the amortized costfairdvalue of the Company’s investments in markktaecurities classified as
available-for-sale at June 30, 2012 by contrachatbrity (in thousands):

June 30, 2012
Amortized Fair
Cost Value

Maturity
Greater than two year: $ 50C $ 44E

*  Comprised of auction rate securities which gengtadive reset dates of 90 days or less but finaraotual maturity dates in excess of 15
years.

Note 6—Credit Agreement

On October 31, 2009, the Company entered into ditagreement with Silicon Valley Bank, which wasended on March 24, 2010,
June 30, 2010, September 30, 2010, May 11, 201Ligtud, 2011 and May 14, 2012 (as amended, thediiCkgreement”). Currently, the
Credit Agreement provides that the Company candwoup to the lesser of (i) 80% of eligible accoumseivable, or (ii) $10.0 million. The
Company has the option to increase credit avaitphd $15.0 million at any time through the maturlate of September 30, 2014, subject to
the conditions of the Credit Agreement.

Prior to the May 14, 2012 amendment, the Credite&grent contained an overall sublimit of $10.0 wnillio collateralize the
Company’s contingent obligations under lettersreflit and other financial services. Amounts outdiiag under the overall sublimit reduced
the amount available pursuant to the Credit Agre#gmaAs a result of the May 14, 2012 amendmerigietof credit and other financial servi
are no longer subject to borrowing base sublimitswill not reduce the amount that may be borroweder the revolving line of credit. At
June 30, 2012, letters of credit in the amount303$nillion were outstanding. The letters of ctexkpire on October 31, 2012, and are
renewable for up to $3.0 million through Septenti@r2014.

Interest on the line of credit provided by the Gréddjreement is payable monthly at either (i) priples 1.25%, as long as the Company
maintains $8.5 million in revolving credit availéityi plus unrestricted cash on deposit with thekham (ii) prime plus 2.25%. Additionally,
the Credit Agreement requires payment of an unilisedas well as anniversary and early terminatess, as applicable.

The following table presents details of interegiense related to borrowings on revolving credidinalong with certain other applicable
information (in thousands):

Three Months Ended Six Months Ended
June 30, July 2, June 30, July 2,
2012 2011 2012 2011
Interest expens $ 25 % — $ 48 $ 2
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The following table presents details of the Compsoytstanding borrowings and availability under tioe of credit (in thousands):

June 30, December 31,
2012 2011
Availability under the revolving line of crec $ 523t $ 7,797
Outstanding borrowings on the revolving line ofdstt — —
Amounts reserved under credit sublin — (2,029
Unutilized borrowing availability under the revahg line of credi $ 523 $ 577¢

In connection with the September 30, 2010 amendmoetie Credit Agreement, Silicon Valley Bank exted a $1.5 million term loan
under the Credit Agreement, bearing interest ateof prime plus 2.00% (“Term Loan I"). The Compavas required to make monthly
principal payments of $41,666 over the 36 montitef the loan, or $0.5 million annually. In May2Q Silicon Valley Bank extended an
additional $3.0 million term loan (“Term Loan lI'pearing interest at a rate of prime plus 2.75% Tbmpany was required to make monthly
principal payments of $125,000 over the 24 montimtef the loan, or $1.5 million annually. In Ma@22, Silicon Valley Bank consolidated
both term loans and extended additional crediyltieg in a combined balance of $3.5 million (tH@dhsolidated Term Loan”). The
Consolidated Term Loan is payable in 36 installmaift$97,222, beginning December 2012, and beseeeist at a rate of prime plus 2.50%.
Interest is payable monthly from the date of fugdinrough final payoff of the loan.

All obligations under the Credit Agreement are sedwby a first priority lien on the Company'’s taligi and intangible assets. The
Credit Agreement subjects the Company to certdimaitive and negative covenants, including finahcovenants with respect to the
Company'’s liquidity and tangible net worth and riesibns on the payment of dividends. As of Jufe2)12, the Company was in compliance
with its financial covenants.

Note 7—Long-Term Debt

Long-term debt consists of the following (in thoonds):

June 30, December 31,

2012 2011
Consolidated Term Loan, net of unamortized issuaose of $36 (2012 $ 346 $ —
Term Loan | — 87t
Term Loan Il, net of unamortized issuance cost3# 2011) — 2,081
Obligations under capital leas 20¢ 30C
Note payable to othe 61 —
3,73 3,262
Less current portio (90¢) (2,149
$ 2,82 $ 1,11¢

Interest expense related to long-term debt is pteddn the following table (in thousands):
Three Months Ended Six Months Ended

June 30, July 2, June 30, July 2,

2012 2011 2012 2011
Interest expens $ 57 $ 54 $ 10€ $ 82
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Note 8—Income Taxes

The following table sets forth the Company’s praxisfor income taxes, along with the correspondiffgctive tax rates (in thousands,
except percentages):

Three Months Ended Six Months Ended
June 30, July 2, June 30, July 2,
2012 2011 2012 2011
Provision for income taxe $ 1 $ 1 9 1 % 1
Effective tax rate —% (0.1)% —% —%

The Company evaluates whether a valuation allowahoeld be established against its deferred teetabsised on the consideration o
available evidence using a “more likely than nainglard. Due to uncertainty of future utilizatitine Company has provided a full valuation
allowance as of June 30, 2012 and December 31, 2@¢tbrdingly, no benefit has been recognized &trdeferred tax assets.

The Company had unrecognized tax benefits at JOn2M®.2 and December 31, 2011 of approximatelyZthillion that, if recognized,
would affect the Company’s annual effective taxerat

Note 9—Commitments and Contingencies
Litigation and Patent Reexaminations

The Company owns numerous patents and intendgjtoouisly assert patent rights against infringersugh civil litigation and to
defense its patents against challenges made byfv@gxamination requests with the United StatdésrRand Trademark Office (“USPTO”).
The Company spends substantial resources in vagictirsties to protect its intellectual propertydathese activities may continue for the
foreseeable future. There can be no assurancarbaingoing or future litigation or patent proteatictivities will be successful. The outcome
of pending litigation and patent reexaminationsya#f as any delay in their resolution, could affére Company’s ability to license its
intellectual property in the future or to protegamst competition in the current and expected etarfor its products.

Google Litigation

In May 2008, the Company initiated discussions v@tiogle, Inc. (“Google”) regarding the Company’aigi that Google has infringed
on a U.S. patent owned by the Company, U.S. Palent?,289,386 (“the ‘386 patent”), which relatesigelly to rank multiplication in
memory modules. Preemptively, Google filed a dedtay judgment lawsuit against the Company in th®. District Court for the Northern
District of California (the “Northern District Coti}, seeking a declaration that Google did notiirge the ‘386 patent and that the ‘386 patent
is invalid. The Company filed a counterclaim fofringement of the ‘386 patent by Google. Claim ¢angtion proceedings were held in
November 2009, and the Company prevailed on evieputed claim construction issue. In June 2010Qbmpany filed motions for summa
judgment of patent infringement and dismissal ob@e's affirmative defenses. In May 2010, Google rege@sind was later granted buter
PartesReexamination of the ‘386 patent by the USPTO. rElexamination proceedings are described below.iRgtide conclusion of the
reexamination, the Northern District Court gran@abgle’s request to stay the litigation, and hasdfore not ruled on the Company’s motions
for summary judgment.

In December 2009, the Company filed a patent igEment lawsuit against Google in the Northern Ris€ourt, seeking damages and
injunctive relief based on Google’s infringementbt. Patent No. 7,619,912 (“the ‘912 patent”), athis related to the ‘386 patent and relates
generally to rank multiplication. In February 208Xogle answered the Company’s complaint and &sbedunterclaims against the Company
seeking a declaration that the patent is invalid @t infringed, and claiming that the Company cadtted fraud, negligent misrepresentation
and breach of contract based on Netlist’s actiwitiethe JEDEC standard-setting organization. Tthenterclaim seeks unspecified
compensatory damages. Accruals have not been extéodloss contingencies related to Googlldunterclaim because it is not probable t
loss
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has been incurred and the amount of any such &0t be reasonably estimated. In October 2010glB8oequested and was later granted an
Inter PartesReexamination of the ‘912 patent by the USPTO. rElexamination proceedings are described belowommection with the
reexamination request, the Northern District Cguainted the Company and Google’s joint requestay the ‘912 patent infringement lawsuit
against Google until the completion of the reexation proceedings.

Inphi Litigation

In September 2009, the Company filed a patentrigéinent lawsuit against Inphi Corporation (“Inphif)the U.S. District Court for the
Central District of California (the “Central DisttiCourt”). The complaint, as amended, allegesltiatti is contributorily infringing and
actively inducing the infringement of U.S. pateotened by the Company, including the ‘912 pateng.Watent No. 7,532,537 (“the ‘537
patent”), which relates generally to memory moduléh load isolation and memory domain translatapabilities, and U.S. Patent No.
7,636,274 (“the ‘274 patent”), which is relatedtie ‘537 patent and relates generally to load t&wieand memory domain translation
technologies. The Company is seeking damages @ntttive relief based on Inphi’s use of its patenechnology. Inphi has denied
infringement and has asserted to the court thathttee patents are invalid. In April 2010, Inphjuested and was later deniedlater Partes
Reexaminations of the ‘912, ‘537 and ‘274 patentthie USPTO. In June 2010, Inphi submitted new estgiand was later grantedlater
PartesReexaminations of the ‘912, ‘537 and ‘274 patentshie USPTO. The reexamination proceedings areritbescbelow. In connection
with the reexamination requests, Inphi filed a motio stay proceedings with the Central Districu@owhich was granted. The Central Dist
Court has requested that the Company notify itiwitme week of any action taken by the USPTO imeation with the reexamination
proceedings, at which time the Central District @G@ould decide to maintain or lift the stay.

In November 2009, Inphi filed a patent infringemkvtsuit against the Company alleging infringemaftivo Inphi patents generally
related to memory module output buffers. In Apfll2 the court dismissed the entire case withoyugiee pursuant to a joint stipulation filed
by Inphi and the Company under which each partgedjto bear its own costs and attorney’s feescébe is now closed.

‘386 Patent Reexamination

As noted previously, in May 2010, Google requested was later granted émter PartesReexamination of the ‘386 patent by the
USPTO. In October 2010, Smart Modular, Inc. (“SMQPEquested and was later grantedrdaar PartesReexamination of the ‘386 patent.
The reexaminations requested by Google and SMOR merged by the USPTO into a single proceedindpiml 2011, a Non-Final Action
was issued by the USPTO, rejecting all claims enghtent. In July 2011, the Company responded lBnding or canceling some of the clai
adding new claims, and making arguments as todhdity of the rejected claims in view of cited eeénces. Both Google and SMOD filed
their comments to the Company’s response in Octdbgt. The reexamination of the ‘386 patent remparading and will continue in
accordance with established procedures for mergexhmination proceedings.

‘912 Patent Reexamination

As noted previously, in April 2010, Inphi requestet was later denied &mter PartesReexamination of the ‘912 patent by the USPTO.
In June 2010, Inphi submitted a new request andatasgranted amter PartesReexamination of the ‘912 patent by the USPTO. In
September 2010, the USPTO confirmed the patertiabiliall fifty-one claims of the ‘912 patent. Howex, in October 2010, Google and
SMOD each filed and were later granted requestssiaxamination of the ‘912 patent. In February 2@i¢ USPTO merged the Inphi, Google
and SMOD ‘912 reexaminations into a single procegdin an April 2011 Non-Final Action in the mergegtxamination proceeding, the
USPTO rejected claims 1-20 and 22-51 and confirthegatentability of claim 21 of the ‘912 patemt.July 2011, the Company responded by
amending or canceling some of the claims, addingclaims, and making arguments as to the validitthe rejected claims in view of cited
references. Inphi, Google, and SMOD filed their coemts on the Company’s response in August 201@ctober 2011, the USPTO mailed a
second Non-Final Action confirming the patentabitf twenty claims of the912 patent, including claims that were added inré@xaminatior
process. In January 2012, the Company respondadhkeynding or canceling some of the claims, addingciaims, and making arguments as
to the validity of the rejected claims in view dffied] references. Google, Inphi and SMOD filed tlo@imments to the Company’s response in
February 2012. The USPTO determined that SMOD camtsrte be defective, and issued a notice to SMOIR¢tfy and refile the comments
within 15 days from the mailing date of the noti8&OD filed corrected comments and a petition fier SPTO to withdraw the notice in
March 2012. The reexamination of the ‘912 patemains pending and will continue in accordance w#tablished procedures for merged
reexamination proceedings.
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‘627 Patent Reexamination

In September 2011, SMOD filed a request for reeration of U.S. Pat. No. 7,864,627 (“the ‘627 pateissued to the Company on
January 4, 2011. The ‘627 patent is related toah2 patent. In November 2011, the USPTO grante®BRs request for reexamination of the
‘627 patent and concurrently issued a Non-Finaldkctonfirming the patentability of three claims.Rebruary 2012, the Company responded
by amending or canceling some of the claims, addéw claims, and making arguments as to the valadithe rejected claims in view of citi
references. SMOD filed its comments to the Comfzargsponse in March 2012. The USPTO determinedSNMIOD's comments were
defective and issued a notice to SMOD to rectifg¢ sefile the comments within 15 days from the nmgjldate of the notice. SMOD filed
corrected comments and a petition for the USPT®itiodraw the notice in April 2012. The reexamioatiof the ‘627 patent remains pending
and will continue in accordance with establishedr PartesReexamination procedures.

‘537 Patent Reexamination

As noted previously, in April 2010, Inphi requestett was later denied &mer PartesReexamination of the ‘537 patent by the USPTO.
In June 2010, Inphi submitted a new request andatasgranted amter PartesReexamination of the ‘537 patent by the USPTO. In
September 2010, the USPTO issued a Non-Final Actimfirming the patentability of four claims. In @ber 2010, the Company responded
by amending or canceling some of the claims, addag claims, and making arguments as to the valafithe rejected claims in view of citi
references. Inphi filed its comments on the Comfsmrgsponse in January 2011. In June 2011, the @SBJued an Action Closing
Prosecution (“ACP™) which reconfirmed the patenligoof the four claims. In August 2010, the Compaesponded by amending some of the
claims and making arguments as to the validityhefrejected claims in view of cited referenceshlrijed its comments on the Company’s
response in September 2011. The USPTO issued & &tigippeal Notice (“RAN") in February 2012, in wdhi the claim rejections were
withdrawn, thus confirming the patentability of sikty (60) claims in view of all the previouslylsuitted comments by both Inphi and the
Company. Inphi filed a notice of appeal in Mar@12.Inphi filed its appeal brief on May 8, 2012 beteived a Notice of Defective Appeal
Brief. Inphi filed a corrective appeal brief on a1, 2012, and Netlist filed its responsive bteethe corrected Inphi appeal brief on July 2,
2012. The Examiner will also have an opporturityespond to Inphi’s corrected appeal brief as a®INetlist’s responsive brief and, if the
Examiner maintains his position, the Company aeddBPTO examiner will jointly defend the patenaihearing with the USPTO, in
accordance with established proceduredrftar PartesReexamination.

‘274 Patent Reexamination

As noted previously, in April 2010, Inphi requestetl was later denied &mter PartesReexamination of the ‘274 patent by the USPTO.
In June 2010, Inphi submitted a new request andatasgranted amter PartesReexamination of the ‘274 patent by the USPTO. In
September 2011, the USPTO issued a Rioval Action, confirming the patentability of si¥aims. The Company has responded by amendi
canceling some of the claims, adding new claimd,raaking arguments as to the validity of the rejdatlaims in view of cited references.
Inphi filed its comments on the Company’s respdndgovember 2011. The USPTO issued an ACP in M2, which confirmed the
patentability of one hundred and four (104) claimsiew of all the previously submitted commentstwth Inphi and the Company. The PTO
subsequently issued a Right of Appeal Notice are 2, 2012. This Notice triggered Inghiight as the losing party to file a Notice of Asaf
by July 23, 2012 and file an appeal brief by Sejmen23, 2012. The Company and the Examiner wélhthave an opportunity to respond to
the appeal brief and, if the Examiner maintainsplaisition, the Company and the USPTO examinerjwiititly defend the patent in a hearing
with the USPTO, in accordance with established guaces fointer PartesReexamination.

Other Contingent Obligations

During its normal course of business, the Compas/rhade certain indemnities, commitments and gtegamunder which it may be
required to make payments in relation to certangactions. These include (i) intellectual propertiemnities to the Compargytustomers ar
licensees in connection with the use, sales atidense of Company products; (ii) indemnities toders and service providers pertaining to
claims based on the Company’s negligence or wiltfidconduct; (iii) indemnities involving the accayeof representations and warranties in
certain contracts; (iv) indemnities to directorsl afficers of the Company to the maximum extentrpted under the laws of the State of
Delaware; and (v) certain real estate leases, umbigh the Company may be required to indemnifypprty owners for environmental and
other liabilities, and other claims arising frone tBompany’s use of the applicable premises. Thatidur of these indemnities, commitments
and guarantees varies and, in certain cases, magléknite. The majority of these indemnities, goitments and guarantees do not provide
any limitation of the maximum potential for futysayments the Company could be obligated to makstokically, the Company has not been
obligated to make significant payments for thedegations, and no liabilities have been recordadliese indemnities, commitments and
guarantees in the accompanying condensed consalittatance sheets.
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Note 10—Stockholders’ Equity
Common Stock

In November 2011, the Company entered into a sgjesement with Ascendiant Capital Markets LLC (“Asdiant”), whereby shares
with a total value of up to $10.0 million may béeased for sale to the public at the discretiomahagement at a price equal to the current
market price in an “at-the-market” offering as defil in Rule 415 under the Securities Act of 19881ce November 2011, the Company has
received net proceeds of approximately $5.5 millianluding approximately $3.6 million raised thgbuthe sale of 1,058,336 shares in the six
months ended June 30, 2012. In the six months ehaeel 30, 2012 the Company paid commissions tormskast, in connection with these
sales, of 3.5%, or approximately $132,000. Thessatgeement with Ascendiant expires in Novembed201

During the six ended June 30, 2012 and July 2, 20E1Company cancelled 13,433 and 19,730 sharesnofnon stock, respectively,
valued at approximately $48,000 and $47,000, resdyg, in connection with its obligation to holdeof restricted stock to withhold the
number of shares required to satisfy the holdepsliabilities in connection with the vesting ofcbushares.

Stock-Based Compensation

The Company has stock-based compensation awarstswoding pursuant to the Amended and Restated 2§0idy Incentive Plan
(the “2000 Plan”) and the Amended and Restated Efifty Incentive Plan (the “2006 Plan”), under aha variety of option and direct
stock-based awards may be granted to employeesaranployees of the Company. Further grants utheée2000 Plan were suspended upon
the adoption of the 2006 Plan. In addition to alganade pursuant to the 2006 Plan, the Compangdieaily issues inducement grants out
the 2006 Plan to certain new hires.

Subject to certain adjustments, as of June 30,,2082Company was authorized to issue a maximus4dfs,566 shares of common
stock pursuant to awards under the 2006 Plan. mhaatmum number will automatically increase on tingt fday of each subsequent calendar
year by the lesser of (i) 5.0% of the number ofed@f common stock that are issued and outstaradirtg the first day of the calendar ye
and (ii) 1,200,000 shares of common stock, sultgeatjustment for certain corporate actions. AteJ80, 2012, the Company had 330,154
shares available for grant under the 2006 PlanJuAe 30, 2012, an additional 95,000 shares weegved for issuance upon exercise of
inducement grants. Options granted under the 2089, the 2006 Plan and outside the equity incerglans primarily vest at a rate of at least
25% per year over four years and expire 10 years the date of grant. Restricted stock awardsiaesight equal increments at intervals of
approximately six months from the date of grant.

A summary of the Company’s common stock optionvitgtfor the six months ended June 30, 2012 isgred below (shares in
thousands):

Options Outstanding

Weighted-

Average

Number of Exercise

Shares Price

Options outstanding at December 31, 2 536¢ $ 2.62
Options grante: 1,592 3.4¢
Options exercise (1,009 0.67
Options cancelle (612) 3.1€
Options outstanding at June 30, 2( 534/ $ 3.21

The intrinsic value of options exercised in thersianths ended June 30, 2012 was $2.6 million.
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A summary of the Company’s restricted stock awasief and for the six months ended June 30, 20fp&&sented below (shares in
thousands):

Restricted Stock Outstanding

Weighted-
Average

Grant-Date

Number of Fair Value

Shares per Share
Balance outstanding at December 31, 2 31¢ % 3.32
Restricted stock forfeite (27) 3.4¢
Restricted stock veste (60) 3.37
Balance outstanding at June 30, 2 232 $ 3.2¢

The following table presents details of the assimngtused to calculate the weighted-average giatetfdir value of common stock
options granted by the Company:

Six Months Ended

June 30, July 2,
2012 2011
Expected term (in year 6.1 6.C
Expected volatility 12€% 13€%
Risk-free interest rat 1.12% 2.2(%
Expected dividend — —
Weighte-average grant date fair value per st $ 3.1C % 2.2¢

The fair value per share of restricted stock grantsiculated based on the fair value of the Camijsacommon stock on the respective
grant dates. The grant date fair value of resttictock vested was $0.2 million and $0.1 milliohie six months ended June 30, 2012 anc
2, 2011, respectively.

At June 30, 2012, the amount of unearned stockebesmpensation currently estimated to be expensad fiscal 2012 through fiscal
2015 related to unvested common stock options estticted stock awards is approximately $5.2 millioet of estimated forfeitures. The
weighted-average period over which the unearnezkdiased compensation is expected to be recognizggbi®ximately 3.0 years. If there
any modifications or cancellations of the underyimvested awards, the Company may be requirecctleaate, increase or cancel any
remaining unearned stock-based compensation expense

Note 11—Segment and Geographic Information

The Company operates in one reportable segmenttetsign and manufacture of high-performance mersobgystems for the server,
high-performance computing and communications markéhe Company evaluates financial performance @empany-wide basis.

At June 30, 2012 and December 31, 2011, approxiyn@ie9 million and $1.5 million of the Companyng-lived assets, net of
depreciation and amortization, respectively, werated in the PRC. Substantially all other longdivassets were located in the U.S.
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Item 2. Management’s Discussion and Analysis ofifancial Condition and Results of Operations
Cautionary Statement

The following discussion and analysis of our finahcondition and results of operations should bad in conjunction with our
Unaudited Condensed Consolidated Financial Statésremd the related notes thereto contained in Rdtem 1 of this Report. The
information contained in this Quarterly Report oarfh 10-Q is not a complete description of our bas@or the risks associated with an
investment in our common stock. We urge you tdadéyreeview and consider the various disclosuregimby us in this Report and in our
other reports filed with the Securities and Exchesx@pmmission, or SEC, including our Annual ReparEorm 10-K for the fiscal year ended
December 31, 2011 and subsequent reports on F6-Q and Form 8-K.

This report contains forward-looking statementsameting future events and our future performancéese forward-looking
statements involve risks and uncertainties thatccoause actual results to differ materially frohnose expected or projected. These risks and
uncertainties include, but are not limited to riglssociated with the launch and commercial sucoéssir products, programs and
technologies; the success of product partnersh@gggjouing development, qualification and volumedarction of EXPRESSvault™, NVvauli
HyperCloud™ and VLP Plan-X RDIMM,; the timing and magnitude of the anticg@idecrease in sales to our key customer; ourtgtioi
leverage our NVvault™ technology in a more divengstomer base; the rapidly-changing nature of tetbgy; risks associated with
intellectual property, including the costs and uegictability of litigation over infringement of oumtellectual property and the possibility of
our patents being reexamined by the USPTO; vdaiiti the pricing of DRAM ICs and NAND; changesird uncertainty of customer
acceptance of, and demand for, our existing praglaod products under development, including unaastaof and/or delays in product orders
and product qualifications; delays in our and owstomers’ product releases and development; intttidas of new products by competitors;
changes in end-user demand for technology solutimmsability to attract and retain skilled persoeln our reliance on suppliers of critical
components and vendors in the supply chain; fluzina in the market price of critical componentgpkving industry standards; and the
political and regulatory environment in the PRCthér risks and uncertainties are described undertibadinc‘Risk Factors” in Part Il, Item
IA of this Quarterly Report on Form -Q, and similar discussions in our other SEC fiindgexcept as required by law, we undertake no
obligation to revise or update publicly any forwdabking statements for any reason.

Overview

We design, manufacture and sell high-performamtelligent memory subsystems for datacenter seamwérhigh-performance
computing and communications markets. Our memolgystems consist of combinations of dynamic randoogss memory integrated
circuits (“DRAM ICs” or “DRAM"), NAND flash memory(“NAND"), application-specific integrated circui{SASICs”") and other components
assembled on printed circuit boards (“PCBs”). Wenprily market and sell our products to leadingioral equipment manufacturer (“OEM”)
customers. Our solutions are targeted at appdicativhere memory plays a key role in meeting sygterformance requirements. We level
a portfolio of proprietary technologies and dedigechniques, including efficient planar design, raiédive packaging techniques and custom
semiconductor logic, to deliver memory subsysteritk high memory density, small form factor, highrsal integrity, attractive thermal
characteristics and low cost per bit. Unless th&text otherwise requires, all references in thepdtt to “we,” “us,” “our,” “the Company,” or
“Netlist” refer to Netlist, Inc. and its subsidiasi.

Our Products
HypercloudT'VI

In November 2009, we introduced HyperCloud™ DDR3muey technology. HyperCloud™ utilizes an ASIC &g@pthat
incorporates Netlist patented rank multiplicatienttnology that increases memory capacity and leddation technology that increases
memory bandwidth. We expect that these patentdthtdogies will make possible improved levels offpenance for memory intensive
datacenter applications and workloads, includingmmise virtualization, cloud computing infrasttui®, business intelligence real-time data
analytics, and high performance computing. In Nober 2011, we introduced the world’s first 32GB twidual rank RDIMM integrating
HyperCloud™ with our proprietary Planar-X technotlogrhe new memory modules enable up to 768GB ofABRnemory in next generation
two-processor servers.
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Also in November 2011, we announced collaboratiyeaments with each of Hewlett-Packard Company (JldRd International
Business Machines (“IBM"), pursuant to which th&#Ms have cooperated with us in efforts to qualfyperCloud™ memory products for
use with their respective products. In February28nd May 2012, we achieved memory qualificatibhlyperCloud™ at IBM and HP,
respectively. HP and IBM have engaged and contio@mgage with us in joint marketing and furthesdarct development efforts. We and
each of the OEMs have committed financial and otbsources toward the collaboration. However efffierts undertaken under either of the
collaborative agreements may not result in sigaiftqproduct margins for us relative to our investtrie developing and marketing this
product.

NVvault™

The NVvault™ product line consists primarily of teay-free and battery-powered cache memory subsystggeting RAID storage
applications. NVvault™ battery-free provides seraed storage OEMs a solution for enhanced datacéilt recovery. The NVvault™
products have historically been sold primarily tellDmost recently for incorporation in its PERGétver products. NVvault™ sales to Dell
totaled $4.7 million and $15.1 million for the thrand six months ended June 30, 2012. Followited’'¢launch of its Romley platform in the
first quarter of 2012, we have experienced a dedghirNVvault™ sales to Dell. We expect this treadtontinue through 2013, after which s
of NVvault™ products for incorporation into PERG@&rvers will be minimal. In order to leverage diWvault™ technology into a more
diverse customer base, we continue to pursue addltgualifications of NVvault™ with other custoraeWe also introduced
EXPRESSvault™in March 2011, and continue to purpuaifications of next generation DDR3 NVvault™ litustomers. However, our
efforts may not result in significant revenues frtita sale of NVvault™ products. While, nearly@l2010 sales of NVvault™ were made to
Dell, as a result of our diversification effortppaoximately 7% of revenues from NVvault™ for tte month periods ended June 30, 2012 and
July 2, 2011, were to other customers.

Specialty Memory Modules and Flash-Based Products

The remainder of our revenues arose primarily f@EM sales of specialty memory modules and flaskedasoducts, the majority of
which were utilized in data center and industrigblecations. When developing custom modules foequnipment product launch, we engage
with our OEM customers from the earliest stageses? product definition, providing us unique insigfttb their full range of system
architecture and performance requirements. Thisectwmllaboration has also allowed us to develagraficant level of systems expertise. We
leverage a portfolio of proprietary technologied aesign techniques, including efficient planarigiesalternative packaging techniques and
custom semiconductor logic, to deliver memory sstemys with high speed, capacity and signal intggsinall form factor, attractive thermal
characteristics and low cost per bit. Revenuas foar specialty modules and flash-based produetsuject to fluctuation as a result of the
life cycles of the products into which our modutes incorporated. Our ability to continue to proeluevenues from specialty memory mod
and flash-based products is dependent on ounataligualify our products on new platforms as cotri@atforms reach the end of their
lifecycles, and on the state of the global economy.

Consistent with the concentrated nature of the QGlastomer base in our target markets, a small nuofdarge customers have
historically accounted for a significant portionafr net sales. One customer represented appradim@at% and 67% of our net sales for the
six months ended June 30, 2012 and July 2, 20%pectively.

Key Business Metrics

The following describes certain line items in oandensed consolidated statements of operationatbamportant to management’s
assessment of our financial performance:

Net Sales. Net sales consist primarily of sales of our higiformance memory subsystems, net of a provisioedtimated returns
under our right of return policies, which generalinge up to 30 days. We generally do not have-teng sales agreements with our
customers. Although OEM customers typically providewith non-binding forecasts of future produaindad over specific periods of time,
they generally place orders with us approximately weeks in advance of scheduled delivery. Selftinges are typically negotiated monthly,
based on competitive market conditions and thesotiprice of DRAM ICs and NAND. Purchase ordersegaltly have no cancellation or
rescheduling penalty provisions. We often shipgmaducts to our customers’ international manufantusites. All of our sales to date,
however, are denominated in U.S. dollars. We adicexcess component inventory of DRAM ICs and NANDOIistributors and other users of
memory ICs. As compared to previous years, compangantory sales remain a relatively small peragetof net sales as a result of our
efforts to diversify both our customer and produed bases. This diversification effort has aldowaéd us to use components in a wider range
of memory subsystems. We expect that componenhtoresales will continue to represent a minimattiipa of our net sales in future perio
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Cost of Sales.Our cost of sales includes the cost of matemabmufacturing costs, depreciation and amortizatfosquipment,
inventory valuation provisions, stock-based compéan, and occupancy costs and other allocated fixsts. The DRAM ICs and NAND
incorporated into our products constitute a sigatfit portion of our cost of sales, and thus out absales will fluctuate based on the current
price of DRAM ICs and NAND. We attempt to pass tigh such DRAM IC and NAND flash memory cost fludtaas to our customers by
frequently renegotiating pricing prior to the plant of their purchase orders. However, the salespof our memory subsystems can also
fluctuate due to competitive situations unrelatethe pricing of DRAM ICs and NAND, which affectsogs margins. The gross margin on our
sales of excess component DRAM IC and NAND inventemuch lower than the gross margin on our salesir memory subsystems. As a
result, fluctuations in DRAM IC and NAND inventosales as a percentage of our overall sales coyddhour overall gross margin. We
assess the valuation of our inventories on a guiattasis and record a provision to cost of satesexessary to reduce inventories to the lower
of cost or net realizable value.

Research and DevelopmenResearch and development expense consists dyirnemployee and independent contractor
compensation and related costs, stock-based comjpmsnon-recurring engineering fees, computeedidesign software licenses, reference
design development costs, patent filing and priirdegal fees, depreciation or rental of evaluagguipment, and occupancy and other
allocated overhead costs. Also included in reseanchdevelopment expense are the costs of madedabverhead related to the production of
engineering samples of new products under developoreproducts used solely in the research andldpreent process. Our customers
typically do not separately compensate us for aeaigd engineering work involved in developing apgdiion-specific products for them. All
research and development costs are expensed aethcWe anticipate that research and developme@relitures will increase in future
periods as we seek to expand new product oppaeaniticrease our activities related to new andrgimg markets and continue to develop
additional proprietary technologies.

Selling, General and AdministrativeSelling, general and administrative expensesisbpemarily of employee salaries and related
costs, stock-based compensation, independentregliesentative commissions, professional servimesnotional and other selling and
marketing expenses, and occupancy and other alldoaterhead costs. A significant portion of outisgleffort is directed at building
relationships with OEMs and other customers andimgrthrough the product approval and qualificatpwocess with them. Therefore, the ¢
of material and overhead related to products matwfed for qualification is included in selling expses. As we continue to service existing
and establish new customers, we anticipate thasales and marketing expenses will increase.

Critical Accounting Policies

The preparation of our condensed consolidated €imhstatements in conformity with accounting piphes generally accepted in the
U.S. requires us to make estimates and assumpliahaffect the reported amounts of assets anflitied and disclosures of contingent assets
and liabilities at the date of the condensed cadatdd financial statements and the reported ansmfrmet sales and expenses during the
reporting period. By their nature, these estimatasassumptions are subject to an inherent deftagcertainty. We base our estimates on our
historical experience, knowledge of current cowdisi and our beliefs of what could occur in the feitconsidering available information. We
review our estimates on an on-going basis. Acteslilts may differ from these estimates, which nesylt in material adverse effects on our
operating results and financial position. We beditlve following critical accounting policies invelour more significant assumptions and
estimates used in the preparation of our condetsesblidated financial statements:

Revenue RecognitionWe recognize revenues in accordance with theniahAccounting Standards Board (“FASB”) Accourgtin
Standards Codification (“ASC”) Topic 605. Accordipgwe recognize revenues when there is persuasiidence that an arrangement exists,
product delivery and acceptance have occurredsdhes price is fixed or determinable, and colléldytof the resulting receivable is reasone
assured.

We generally use customer purchase orders anditracts as evidence of an arrangement. Deliveryrsowhen goods are shipped for
customers with FOB Shipping Point terms and upaeipt for customers with FOB Destination termsyhich time title and risk of loss
transfer to the customer. Shipping documents aed tesverify delivery and customer acceptance. ¥éess whether the sales price is fixed or
determinable based on the payment terms assoeiétethe transaction and whether the sales prisaligect to refund. Customers are
generally allowed limited rights of return for up30 days, except for sales of excess componeantaxies, which contain no right-of-return
privileges. Estimated returns are provided fohattime of sale based on historical experiencgecific identification of an event necessitat
a reserve. We offer a standard product warrantutaccustomers and have no other post-shipmentatigitgs. We assess collectibility based on
the creditworthiness of the customer as determiryectedit checks and evaluations, as well as tistoower’s payment history.
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All amounts billed to customers related to shippamgl handling are classified as net sales, whileoats incurred by us for shipping
and handling are classified as cost of sales.

Fair Value of Financial InstrumentsOur financial instruments consist principallyaafsh and cash equivalents, investments in
marketable securities, accounts receivable, aceqayable, accrued expenses and debt instrum@titer than for certain investments in
auction rate securities, the fair value of our caghivalents and investments in marketable seesrisi determined based on quoted prices in
active markets for identical assets or Level 1 tapuhe fair value of our auction rate securitiedetermined based on Level 3 inputs. We
recognize transfers between Levels 1 through Befair value hierarchy at the beginning of theoréipg period. We believe that the carrying
values of all other financial instruments approxieteir current fair values due to their naturd sespective durations.

Allowance for Doubtful AccountsWe perform credit evaluations of our customeirgfcial condition and limit the amount of credit
extended to our customers as deemed necessageiterally require no collateral. We evaluate tHeectbility of accounts receivable based
on a combination of factors. In cases where weas@re of circumstances that may impair a specifstamer’s ability to meet its financial
obligations subsequent to the original sale, wén@dord an allowance against amounts due, anéltgeeduce the net recognized receivab
the amount that we reasonably believe will be ctdld. For all other customers, we record allowafeedoubtful accounts based primarily on
the length of time the receivables are past duedan the terms of the originating transaction dineent business environment and our
historical experience. Uncollectible accounts darged against the allowance for doubtful accowtsn all cost effective commercial means
of collection have been exhausted. Generally coedlit losses have been within our expectationslaagrovisions established. However, we
cannot guarantee that we will continue to expegesredit loss rates similar to those we have egpeéd in the past.

Our accounts receivable are highly concentratedngnacsmall number of customers, and a significhahge in the liquidity or
financial position of one of these customers cddde a material adverse effect on the collectghllitour accounts receivable, our liquidity
and our future operating results.

Inventories. We value our inventories at the lower of the aktwst to purchase or manufacture the inventoth®mnet realizable
value of the inventory. Cost is determined on agrage cost basis which approximates actual coatfoat-in, first-out basis and includes raw
materials, labor and manufacturing overhead. Ahdrtance sheet date, we evaluate ending inveqtamgtities on hand and record a provi:
for excess quantities and obsolescence. Among &ahtars, we consider historical demand and fotecedemand in relation to the inventory
on hand, competitiveness of product offerings, raadonditions and product life cycles when detemgirobsolescence and net realizable
value. In addition, we consider changes in the etarklue of DRAM ICs and NAND in determining thet nealizable value of our raw mate!
inventory. Once established, any write downs areictered permanent adjustments to the cost basigraxcess or obsolete inventories.

A significant decrease in demand for our produotda result in an increase in the amount of exaessntory quantities on hand. In
addition, our estimates of future product demang prave to be inaccurate, in which case we may hianerstated or overstated the provision
required for excess and obsolete inventory. Irfilhgre, if our inventories are determined to bergakied, we would be required to recognize
additional expense in our cost of sales at the tifreeich determination. Likewise, if our inventarigre determined to be undervalued, we may
have over-reported our costs of sales in previen®gds and would be required to recognize additignass profit at the time such inventories
are sold. In addition, should the market value BfAM ICs or NAND decrease significantly, we may leguired to lower our selling prices to
reflect the lower current cost of our raw materiffisuch price decreases reduce the net realizathlee of our inventories to less than our cost,
we would be required to recognize additional expenur cost of sales in the same period. Althowghmake every reasonable effort to
ensure the accuracy of our forecasts of futureybdemand, any significant unanticipated changekemand, technological developments or
the market value of DRAM ICs or NAND could have atarial effect on the value of our inventories and reported operating results.

Impairment of Long-Lived Assetdle evaluate the recoverability of the carryintuesof long-lived assets held and used in our
operations for impairment on at least an annuaklmsvhenever events or changes in circumstameisate that their carrying value may not
be recoverable. When such factors and circumstaadsts we compare the projected undiscounted éutet cash flows associated with the
related asset or group of assets over their estinageful lives against their respective carryimgant. These projected future cash flows may
vary significantly over time as a result of incredsompetition, changes in technology, fluctuationdemand, consolidation of our customers
and reductions in average selling prices. If theyirag value is determined not to be recoveralenffuture operating cash flows, the asset is
deemed impaired and an impairment loss is recodrizéhe extent the carrying value exceeds thenastid fair value of the asset. The fair
value of the asset or asset group is based on marke2 when available, or when unavailable, ocalisited expected cash flows.
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Warranty Reserve.We offer product warranties generally rangingrfrone to three years, depending on the producheagdtiated
terms of purchase agreements with our customech Barranties require us to repair or replace dirfe@roduct returned to us during the
warranty period at no cost to the customer. Waigargre not offered on sales of excess inventouy.eStimates for warranty-related costs are
recorded at the time of sale based on historicdlemtimated future product return rates and expeegeair or replacement costs. While such
costs have historically been consistent betweeiogieand within our expectations and the provisiestablished, unexpected changes in fa
rates could have a material adverse impact oregsijning additional warranty reserves, and advgraffecting our gross profit and gross
margins.

Stock-Based CompensatioWe account for equity issuances to non-emplojreascordance with ASC Topic 505. All transactions
in which goods or services are the consideratiorived for the issuance of equity instruments ao@anted for based on the fair value of the
consideration received or the fair value of theiggastrument issued, whichever is more reliablgasurable. The measurement date used to
determine the fair value of the equity instrumastied is the earlier of the date on which the tparty performance is complete or the date on
which it is probable that performance will occur.

In accordance with ASC Topic 718, employee andctiirestock-based compensation expense recognizatyahe period is based on
the value of the portion of stock-based paymentrdsvthat is ultimately expected to vest duringpgbeod. Given that stock-based
compensation expense recognized in the condenssolaated statements of operations is based ordawidtimately expected to vest, it has
been reduced for estimated forfeitures. ASC Tofi8 requires forfeitures to be estimated at the tifngrant and revised, if necessary, in
subsequent periods if actual forfeitures diffenirthose estimates. Our estimated average forfaitites are based on historical forfeiture
experience and estimated future forfeitures.

The fair value of common stock option awards to leyges and directors is calculated using the Blackeles option pricing model.
The Black-Scholes model requires subjective assomptegarding future stock price volatility andegted time to exercise, along with
assumptions about the risk-free interest rate apdceted dividends, all of which affect the estindafi@ir values of our common stock option
awards. The expected term of options granted @utated as the average of the weighted vestinggenmd the contractual expiration date of
the option. This calculation is based on the safbor method permitted by the SEC in instancegevtiee vesting and exercise terms of
options granted meet certain conditions and whierigeld historical exercise data is available. Elpected volatility is based on the historical
volatility of our common stock. The ridkee rate selected to value any particular grabhtiged on the U.S. Treasury rate that correspaniths
expected term of the grant effective as of the datee grant. The expected dividends assumptitwased on our history and our expectations
regarding dividend payouts. We evaluate the assomgptised to value our common stock option awands quarterly basis. If factors change
and we employ different assumptions, stds&sed compensation expense may differ signifigdrdm what we have recorded in prior perio
Compensation expense for common stock option awaittisyraded vesting schedules is recognized dra@ght-line basis over the requisite
service period for the last separately vestingiporof the award, provided that the accumulated 0gnized as of any date at least equa
value of the vested portion of the award.

We recognize the fair value of restricted stock @msassued to employees and outside directorak-stased compensation expense
on a straight-line basis over the vesting periogdte last separately vesting portion of the awafesir value is determined as the difference
between the closing price of our common stock engifant date and the purchase price of the resdrigtibock award, if any, reduced by
expected forfeitures.

If there are any modifications or cancellationshef underlying vested or unvested stock-based aywarel may be required to
accelerate, increase or cancel any remaining uadastock-based compensation expense, or recorticaddiexpense for vested stock-based
awards. Future stock-based compensation expedsenaarned stock- based compensation may incredle extent that we grant additional
common stock options or other stock-based awards.

Income Taxes.Deferred tax assets and liabilities are recoghinaeflect the estimated future tax effects afifa deductible or
taxable amounts attributable to events that haee becognized on a cumulative basis in the condetsesolidated financial statements,
calculated at enacted tax rates for expected peabdealization. We regularly review our defertar assets for recoverability and establish a
valuation allowance, when determined necessargdas historical taxable income, projected futaseble income, and the expected timing
of the reversals of existing temporary differend@scause we have operated at a loss for an extgredad of time, we did not recognize
deferred tax assets related to losses incurre@ig &r 2011. In the future, if we realize a deddrtax asset that currently carries a valuation
allowance, we may record an income tax benefit@daction to income tax expense in the perioduchgealization.
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ASC Topic 740 prescribes a recognition thresholtlrmeasurement requirement for the financial stat¢émeeognition of a tax
position that has been taken or is expected takenton a tax return and also provides guidanaeerecognition, classification, interest and
penalties, accounting in interim periods, disclesand transition. Under ASC Topic 740 we may @eljognize or continue to recognize tax
positions that meet a “more likely than not” threlsh

The application of tax laws and regulations is sabjo legal and factual interpretation, judgmerd ancertainty. Tax laws and
regulations themselves are subject to change esudt of changes in fiscal policy, changes in liegjisn, the evolution of regulations and court
rulings. Therefore, the actual liability for U.S.foreign taxes may be materially different fronr @stimates, which could result in the need to
record additional tax liabilities or potentiallyverse previously recorded tax liabilities.

Results of Operations

The following table sets forth certain condensedsotidated statements of operations data as amgagzof net sales for the periods
indicated:

Three Months Ended Six Months Ended
June 30, July 2, June 30, July 2,
2012 2011 2012 2011
Net sales 10C% 10C% 100% 10C%
Cost of sale: 74 69 67 69
Gross profil 26 31 33 31
Operating expense
Research and developme 35 23 31 27
Selling, general and administrati 27 16 22 20
Total operating expens 63 40 53 46
Operating los: (37) (9) (20) (15)
Other income (expense
Interest expense, n @ — D —
Other income (expense), r = = = =
Total other expense, n (1) — (1) —
Loss before provision for income tax (38) 9 (22) (15)
Provision for income taxe — — — —
Net loss (38)% (9% (2D)% (15%
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Three and Six Months Ended June 30, 2012 Compared to Three and Six Months Ended July 2, 2011
Net Sales, Cost of Sales and Gross Profit

The following table presents net sales, cost afssahd gross profit for the three and six montliedrdune 30, 2012 and July 2, 2011 (in
thousands, except percentages):

Three Months Ended

June 30, July 2, %
2012 2011 Change Change
Net sales $ 10,55 $ 16,00: $ (5,449 (39)%
Cost of sale 7,814 11,06¢ (3,250 (29%
Gross profil $ 2,73t $ 4931 $ (2,199 (45)%
Gross margit 26% 31% 5%
Six Months Ended
June 30, July 2, %
2012 2011 Change Change
Net sales $ 2451¢ $ 28,00: $ (3,487) (12)%
Cost of sale: 16,34¢ 19,26( (2,919 (15)%
Gross profil $ 8,17¢ $ 8,741 $ (567) (6)%
Gross margit 33% 31% 2%

Net Sales. The decrease in net sales for the three monthgiehde 30, 2012 as compared with the three montiedeJuly 2, 2011
resulted primarily from decreases of approxima(gl$4.5 million in sales of NVvault™ non-volatitache systems used in RAID controller
subsystems, including $3.3 million from NVvault™ttery-free, the flash-based cache system (ii) #1il®n of specialty memory module
sales primarily used in industrial applicationsas customer slowed production as a result ofragyct nearing the end of its life, and
(iii) $0.9 million in flash product sales, offseg n increase of (i) $1.9 million in sales resgtirom existing and new customer qualifications.

The decrease in net sales for the six months ehaieel 30, 2012 as compared with the six months ehdgd®, 2011 resulted primarily
from decreases of approximately (i) $3.8 millionspEcialty memory module sales primarily used @ustrial applications as one customer
slowed production as a result of its product neptire end of its life, (i) $1.3 million in sale$ NVvault™ non-volatile cache systems used in
RAID controller subsystems and (iii) $1.0 milliomflash product sales, offset by an increase &Zip million in sales resulting from existing
and new customer qualifications.

Gross Profit and Gross MarginThe decrease in gross profit for the three moattaed June 30, 2012 as compared to the three months
ended July 2, 2011 is due to a change in the ptadixcprimarily as a result of the anticipated dexge in sales of Dell NVvault™ which hay
higher margin than many of our other product lir@soss profits for the six months ended June 30223 compared to the six months ended
July 2, 2011 were relatively flat, as the declin®ill NVvault™ sales began in the second quarft@0&2. As noted previously, the decline in
Dell NVvault™ sales could continue to have a siigaifit impact on our revenue and gross profit thhoRg13.
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Research and Development .

The following table presents research and developerpenses for the three and six months ended3yrz012 and July 2, 2011 (in
thousands, except percentages):

Three Months Ended

June 30, July 2, %
2012 2011 Change Change
Research and developmt $ 3,770 % 3,75 % 15 —%
Six Months Ended
June 30, July 2, %
2012 2011 Change Change
Research and developmt $ 761z $ 743¢ % 172 2%

The increase in research and development expeiise three months ended June 30, 2012 as compmatled three months ended July 2,
2011 resulted primarily from increases of (i) $tlion in non-recurring engineering charges fopply partners engaged in new product
development activities and (i) $0.2 million in regtl expenses related to product builds and tgstirimarily related to our HyperCloud™
products, offset by decreases of $0.4 million iof@ssional and outside services.

The increase in research and development expernie 8ix months ended June 30, 2012 as compatéed &x months ended July 2, 2(
resulted primarily from increases of (i) $0.2 naifliin internal engineering headcount costs, af&Q@i6é million in material expenses related to
product builds and testing, partially offset byexkase of $0.6 million in narcurring engineering charges for supply partnagaged in nev
product development activities.

Selling, General and Administrative .

The following table presents selling, general adichiaistrative expenses for the three and six moetttied June 30, 2012 and July 2, Z
(in thousands, except percentages):

Three Months Ended

June 30, July 2, %
2012 2011 Change Change
Selling, general and administrati $ 2871 % 258: % 28¢ 11%
Six Months Ended
June 30, July 2, %
2012 2011 Change Change
Selling, general and administrati $ 548C $ 550 $ (20 —%

Selling, general and administrative expense fothinee months ended June 30, 2012 as compared tbréte months ended July 2, 2011
increased by $0.3 million due to an increase ingamnits sent out for evaluation by potential oostrs

Selling, general and administrative expense deetkhg $0.02 million for the six months ended Jube2®12 as compared to the six
months ended July 2, 2011, as we improved operafiigency.
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Other (Expense) Income.

The following table presents other (expense) incfonéhe three and six months ended June 30, 260dJaly 2, 2011 (in thousands,
except percentages):

Three Months Ended

June 30, July 2, %
2012 2011 Change Change
Interest expense, n $ (79 % (50) $ (29 58%
Other (expense) income, r 3 (59) 62 (105)%
Total other expense, n $ (76) $ (109 $ 33 (30)%
Six Months Ended
June 30, July 2, %
2012 2011 Change Change
Interest expense, n $ (150 $ (75 $ (75) 10C%
Other (expense) income, r 8 (59 67 (119%
Total other expense, n $ (142) $ (139 $ C)) 6%

The increase in interest expense for the three mscemided June 30, 2012 compared with the threehmenided July 2, 2011 was the
result of new term loans that originated in May 2@hd May 2012.

The decrease in other (expense) income, net, éothifee and six months ended June 30, 2012 as cedhjeathe three and six months
ended July 2, 2011 was primarily the result ofaized loss in 2011 of $59,000 from the sale o&action rate security that was purchased in
2008.

Provision for Income Taxes.

The following table presents the provision for im@taxes for the three and six months ended Jun203@ and July 2, 2011 (in
thousands, except percentages):

Three Months Ended
June 30, July 2, %
2012 2011 Change Change

Provision for income taxe $ 1 3 1 $ — —%

Six Months Ended
June 30, July 2, %
2012 2011 Change Change

Provision for income taxe $ 1 3 1 $ — —%

We did not record a benefit of income taxes forttivee and six months ended June 30, 2012 and®,Ja2@11, as tax benefits resulting
from operating losses generated were fully reserved

Liquidity and Capital Resources
We have historically financed our operations priitgahrough issuances of equity and debt securdies cash generated from operations.
We have also funded our operations with a revolliimg of credit and term loans under our bank dredility, capitalized lease obligations ¢

from the sale and leaseback of our former domeséicufacturing facility.
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Working Capital and Cash and Marketable Securities

The following table presents working capital, casld cash equivalents and investments in markessilarities (in thousands):

June 30, December 31,

2012 2011
Working Capital $ 19,160 $ 17,77t
Cash and cash equivalents $ 11,29¢ $ 10,53t
Long-term marketable securitis 44¢ 444

$ 11,74 $ 10,97¢

(1) Included in working capital

Our working capital increased in the six monthsezhdune 30, 2012 primarily as a result of $3.6iomilin funds raised through sales of
our common stock through our sales agreement wstteAdiant, and the renegotiated payment strucfurarderm loans, which resulted in a
$1.2 million reduction in the current portion ohtpterm debt, partially offset by our net loss.

Cash Provided by and Used in the Six Months Ended June 30, 2012 and July 2, 2011

The following table summarizes our cash flows f@ periods indicated (in thousands):

Six Months Ended

June 30, July 2,
2012 2011
Net cash provided by (used in)
Operating activitie: $ (2,669 $ (5,709
Investing activities (2,089 1,022
Financing activitie: 4,52 2,161
Net increase (decrease) in cash and cash equig $ 764 $ (2,520

Operating Activities. Net cash used in operating activities for thensonths ended June 30, 2012 was primarily the re$(i) net loss of
approximately $5.1 million partially offset by cagtovided by changes in operating assets anddb)lities of approximately $0.3 million and
$2.1 million in net non-cash operating expensamamily comprised of depreciation and amortizationd stock-based compensation. Net cash
used in operating activities for the six monthsezhduly 2, 2011 was primarily a result of (i) retd of approximately $4.3 million and (ii) ce
used by changes in operating assets and liabitfiepproximately $3.4 million, partially offset lpproximately $2.0 million in net non-cash
operating expenses, primarily comprising depremieéind amortization and stock-based compensation.

Accounts receivable decreased by approximately ®8I®n during the six months ended June 30, 2pdarily as a result of the
decrease in our net sales during the period cordpaitl the fourth quarter of 2011. We continue éosbiccessful in collecting cash from sales
to our customers substantially in accordance withstandard payment terms with those customengentories increased approximately $3.6
million during the six months ended June 30, 204 %a continued the qualification process and pespéor production of our HyperCloud™
and high-density VLP products. During the six nienénded June 30, 2012 and July 2, 2011, we wédapartially fund the growth in our
current assets through an increase in accountbfeagh$0.7 million and $5.2 million, respectivefyrimarily from component vendors.
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Investing ActivitiesNet cash used in investing activities for the sbnitins ended June 30, 2012 was the result of thasatign of $1.1
million in property and equipment. Net cash prodidyy investing activities for the six months endetyy 2, 2011 was primarily the result of
sale of $1.3 million in marketable securities, f@dist offset by the acquisition of $0.2 million property and equipment.

Financing ActivitiesNet cash provided by financing activities for tirersonths ended June 30, 2012 was primarily thelre$ net
proceeds of (i) $3.6 million from the sale of 1,(&# shares of our common stock through our s@eseaent with Ascendiant, described
below under the captioBapital Resourcegii) $1.3 million in net proceeds from the consglaliion of and additional credit extended under our
bank term loans, and (iii) $0.6 million in procednsn the exercise of equity awards under our stiation plan, offset by repayment of bank
debt, capital leases and other notes payable 6frfiillion. Net cash provided by financing actiegifor the six months ended July 2, 2011 was
a result of net proceeds of $2.9 million from albterm loan, offset by repayment of bank debt, peases and other notes payable of $0.8
million.

Capital Resources

On October 31, 2009, we entered into a credit agee¢ with Silicon Valley Bank, which was amended\terch 24, 2010, June 30,
2010, September 30, 2010, May 11, 2011, Augus2@D] and May 14, 2012. Currently, the credit agrea provides for a line of credit
pursuant to which we can borrow up to the less€i) &% of eligible accounts receivable, or ()0 million. We have the option to increi
credit availability to $15.0 million at any timerdugh the maturity date of September 30, 2014 estiltp the conditions of the credit agreemnr

Prior to the May 14, 2012 amendment the creditemgent contained an overall sublimit of $10.0 millto collateralize our continge
obligations under letters of credit and other fioa services. Amounts outstanding under the avsublimit reduce the amount available
under the line. At June 30, 2012, letters of credthe amount of $3.0 million were outstandindieTetters of credit expire on October 31,
2012. As a result of the May 14, 2012 amendmetierkeof credit and other financial services ardomger subject to borrowing base sublir
and do not reduce the amount available under tieeoli credit. Rather, the Company has an additiorglit facility for up to $3.0 million in
letters of credit through September 30, 2014.

Interest on the line of credit is payable montttlgither (i) prime plus 1.25%, as long as we m&mn$8.5 million in revolving credit
availability plus unrestricted cash on deposit witd bank, or (i) prime plus 2.25%. Additionaltihe credit agreement requires payment of an
unused line, as well as anniversary and early tetitn fees, as applicable.

The following table presents details of outstandogowings and availability under our line of citeats of June 30, 2012:

June 30, December 31,

2012 2011
Availability under the revolving line of crec $ 523t $ 7,791
Outstanding borrowings on the revolving line ofditt — —
Amounts reserved under credit sublin — (2,029
Unutilized borrowing availability under the revahg line of credi $ 523t $ S5,77¢

We made no borrowings under the Silicon Valley Bamé of credit in the six months ended June 30,2200utstanding borrowings
under the line of credit did not exceed $0.5 millat any time during the year ended December 311.20

In connection with the September 30, 2010 amendn®iiton Valley Bank extended a $1.5 million telman under the credit
agreement, bearing interest at a rate of prime 208%. We were required to make equal monthlygipal payments over the 36 month term,
which totaled $0.5 million annually. In May 201ijicon Valley Bank extended an additional $3.0limil term loan, bearing interest at a rate
of prime plus 2.75%. We were required to make kegummthly principal payments over the 24 month terfithe loan, totaling $1.5 million
annually. As of March 31, 2012, $2.5 million wadgsianding under the term loans. In May 2012, &ilivalley Bank consolidated the term
loans and extended additional credit, resulting @Gombined term loan balance of $3.5 million. Wk e required to make equal monthly
principal payments over a 36 month period, begigmnDecember 2012, and monthly interest paymentsa the date of the funding through
the final payoff of the loan. The consolidatednidsears interest at a rate of prime plus 2.50% %6
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All obligations under the credit agreement are settly a first priority lien on our tangible andangible assets. The only restriction
on the use of funds under the revolving line ofidres that we must be in compliance with the cams of the credit agreement. The credit
agreement includes affirmative and negative covishamcluding financial covenants with respect tw kiquidity and tangible net worth. As of
June 30, 2012, we were in compliance with all fiahcovenants and expect to maintain compliancéhfe foreseeable future. However, we
have in the past been in violation of one or maresnants of other credit agreements, and we cdaldte one or more covenants in the future.
If we were to be in violation of covenants under oredit agreement, our lender could choose tolaxate payment on all outstanding loan
balances and we could lose vendor credit shouldetters of credit issued under the credit agreé¢rheocome unavailable. If that were to occur,
we may be unable to quickly obtain equivalent dtaile replacement financing. If we were not ablsécure alternative sources of funding,
such acceleration would have a material adversadtngn our financial condition.

On November 21, 2011, we entered into a sales agnetewith Ascendiant as sales agent. In accordaitbethe terms of the sales
agreement, we may issue and sell shares of our constock having an aggregate offering price ofaw$10.0 million. Sales of shares of our
common stock may be made in a series of transactiom time to time as we may direct Ascendiarddtes deemed to be an “at the market”
offering as defined in Rule 415 under the Secwrifiet of 1933. Such sales are made pursuant teféective $40 million shelf registration
statement filed with the SEC in September 201hc&November 2011, we have received net proceeasprbximately $5.5 million,
including approximately $3.6 million raised throutie sale of approximately 1,058,336 shares irsthenonths ended June 30, 2012. We
terminate the sales agreement with Ascendiantyatiare. In the event of such termination, we woetgbect to make available any remaining
unsold portion of the $10.0 million in aggregatéeahg price for other sources of financing tha permitted under the effective shelf
registration statement. The sales agreement wgtteAdiant does not preclude us from pursuing aberces of financing.

We have in the past utilized equipment leasingngreanents to finance certain capital expenditukgguipment leases continue to be a
financing alternative that we expect to pursuéhmfuture.

We believe our existing cash balances, borrowirailability under our bank credit facility, proceealgailable under the sales
agreement with Ascendiant and the cash expected gmnerated from operations, will be sufficientneet our anticipated cash needs for at
least the next 12 months. Our future capital resaénts will depend on many factors, including ewels of net sales, the timing and extent of
expenditures to support research and developménitias, the expansion of manufacturing capacityhbdomestically and internationally and
the continued market acceptance of our productscdéd be required, or may choose, to seek adaitimmding through public or private
equity or debt financings. In addition, in connentivith any future acquisitions, we may requireiiddal funding which may be provided in
the form of additional debt or equity financingaocombination thereof. These additional funds matybe available on terms acceptable to us,
or at all.

Off-Balance Sheet Arrangements

We do not have any relationships with unconsolid&etities or financial partnerships, such as iestivften referred to as structured
finance or special purpose entities, which wouldehlaeen established for the purpose of facilitatifighalance sheet arrangements or other
contractually narrow or limited purposes. In aduitiwe do not have any undisclosed borrowings bt,@nd we have not entered into any
synthetic leases. We are, therefore, not materaposed to financing, liquidity, market or credsk that could arise if we had engaged in such
relationships.

36




Table of Contents
Item 4. Controls and Procedures

(a) Evaluation of Disclosure Controls and Procedsie carried out an evaluation, under the superviaimhwith the participation of o
management, including our principal executive @ffiand principal financial officer, of the effeativess of the design and operation of our
disclosure controls and procedures (as defineduleRl3a-15(e) and 15d-15(e) of the Securities &xgh Act of 1934, (“Exchange Act”)) as
of the end of our fiscal quarter ended June 3022@ased upon that evaluation, our principal eteelofficer and principal financial officer
concluded that our disclosure controls and proesiare effective to provide reasonable assuramaténtiormation required to be disclosed by
us in reports that we file or submit under the Erde Act (i) is recorded, processed, summarizedematted within the time periods specif
in the SEC’s rules and forms and (ii) is accumwated communicated to our management, includingpdacipal executive officer and
principal financial officer as appropriate to alldwely decisions regarding required disclosure.

(b) Change in internal controls over financial refing. During the fiscal quarter that ended June 30, 261te were no changes in our
internal controls over financial reporting (as defil in Rules 13a-15(f) and 15d-15(f) under the BExrge Act) that have materially affected, or
are reasonably likely to materially affect, ourimtal controls over financial reporting.

Iltem 5. Other Information

In the quarter ended June 30, 2012, we receivessgnmceeds of approximately $75,500 and net pdsceapproximately $72,800
raised through the sale of 21,506 shares of ounoomstock pursuant to our sales agreement withrkBaat. The shares were sold to the
public at a price equal to the current market piricen “at-the-market” offering as defined undeddr15 of the Securities Act of 1933, and are
made under our effective shelf registration statgrpeeviously filed with the SEC. We paid commiss of 3.5%, or approximately $2,600 to
Ascendiant in connection with these sales.

PART Il. OTHER INFORMATION
Item 1. Legal Proceedings

The information set forth in the sections entitléiigation and Patent Rexaminations under Note Blaties to Unaudited Condensed
Consolidated Financial Statements, included in Réem | of this Report, is incorporated hereinrieference.

Iltem 1A. Risk Factors

You should consider each of the following factasvell as the other information in this Report irmkiating our business and our
prospects. The risks described below are not tig anes we face. Additional risks we are not pndgeaware of or that we currently belie
are immaterial may also impair our business opemnagi. The trading price of our common stock couldide due to any of these risks, and you
could lose all or part of your investment. In asseg these risks, you should also refer to theratifermation contained or incorporated by
reference in this Report, including our consolighfmancial statements and related notes.

Risksrelated to our business

We expect a number of factors to cause our operatinresults to fluctuate on a quarterly and annual bais, which may make it difficult to
predict our future performance.

Our operating results have varied significantlyhia past and will continue to fluctuate from quettequarter or year-to-year in the

future due to a variety of factors, many of which beyond our control. Factors relating to our bess that may contribute to these quarterly
and annual fluctuations include the following fastas well as other factors described elsewhettgsrReport:

« general economic conditions, including the posisybilf a prolonged period of limited economic grovith the U.S. and Europe;
disruptions to the credit and financial marketthia U.S., Europe and elsewhere;
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* our inability to develop new or enhanced produlctt ichieve customer or market acceptance in dytimanner, including our
HyperCloud™ memory module and our flash-based mgmparducts;

« our failure to maintain the qualification of oumplucts with our current customers or to qualifyrent and future products with
our current or prospective customers in a timelynes or at all;

« the timing of actual or anticipated introductioicompeting products or technologies by us or amgetitors, customers or
suppliers;

« theloss of, or a significant reduction in salesatéiey customer;

* the cyclical nature of the industry in which we rte;

e areduction in the demand for our high performameenory subsystems or the systems into which theynaorporated;

e our customers’ failure to pay us on a timely basis;

«  costs, inefficiencies and supply risks associati#éd @utsourcing portions of the design and the nfiacture of integrated circuits;
< our ability to absorb manufacturing overhead if mwenues decline or vary from our projections;

« delays in fulfilling orders for our products orailfire to fulfill orders;

» our ability to procure an adequate supply of kemponents, particularly DRAM ICs and NAND;

« dependence on large suppliers who are also comrsetind whose manufacturing priorities may not suppur production
schedules;

» changes in the prices of our products or in thé abthe materials that we use to build our produictcluding fluctuations in the
market price of DRAM ICs and NAND;

e our ability to effectively operate our manufactygrifacility in the PRC;

« manufacturing inefficiencies associated with tretstip of new manufacturing operations, new proslacid initiation of volume
production;

e our failure to produce products that meet the tpiadiquirements of our customers;

« disputes regarding intellectual property rights #relpossibility of our patents being reexaminedhgyUSPTO;
« the costs and management attention diversion agsdaivith litigation;

« the loss of any of our key personnel,

e changes in regulatory policies or accounting pples;

< our ability to adequately manage or finance integnawth or growth through acquisitions;

« the effect of our investments and financing arramgiets on our liquidity; and

« the other factors described in this “Risk Fact@sttion and elsewhere in this report.
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Due to the various factors mentioned above, anerstlthe results of any prior quarterly or annwlqals should not be relied upon as
an indication of our future operating performaroeone or more future periods, our results of ofi@na may fall below the expectations of
securities analysts and investors. In that evaetptarket price of our common stock would likelgldee. In addition, the market price of our
common stock may fluctuate or decline regardlessuofoperating performance.

We have historically incurred losses and may contime to incur losses.

Since the inception of our business in 2000, weshanly experienced one fiscal year (2006) with itaibfe results. In order to regain
profitability, or to achieve and sustain positivashk flows from operations in the future, we musthfer reduce operating expenses and/or
increase our revenues. Although we have in thegragiged in a series of cost reduction actionspatidve that we could reduce our current
level of expenses through elimination or reductibstrategic initiatives, such expense reductidneemay not make us profitable or allow us
to sustain profitability if it is achieved. Our &ty to achieve profitability will depend on increed revenue growth from, among other things,
increased demand for our memory subsystems anededaoduct offerings, as well as our ability tgpamrd into new and emerging markets.
may not be successful in achieving the necessagnte growth or the expected expense reductionseder, we may be unable to sustain
past or expected future expense reductions in guiese periods. We may not achieve profitabilitysostain such profitability, if achieved, ol
quarterly or annual basis in the future.

Any failure to achieve profitability could resuit increased capital requirements and pressure oligoidity position. We believe our
future capital requirements will depend on manydes; including our levels of net sales, the timargl extent of expenditures to support sales,
marketing, research and development activitiese#pansion of manufacturing capacity both domelfyieand internationally and the contint
market acceptance of our products. Our capitaliregquents could result in our having to, or otheeaghioosing to, seek additional funding
through public or private equity offerings or débancings. Such funding may not be availableeyms acceptable to us, or at all, either of
which could result in our inability to meet certaihour financial obligations and other related coitments.

Our revenues and results of operations are substaiatly dependent on NVvault™.

For the six months ended June 30, 2012 our NVvaubftvolatile RDIMM used in cache —protection aradadlogging applications,
including our NVvault™ battery-free, the flash-bdsmche system, accounted for 61% of total revenég expect a decline of Dell NVvault
™ sales through 2013 as a result of Intel’s launfdls Romley platform in the first quarter of 2012lthough we cannot predict the rate of
decline in our sales to Dell, we began experienaigcline in sales in the second quarter of 20 reduction in sales could have a
significant impact on our revenues and gross prafitorder to leverage our NVvault™ technology aiersify our customer base, we
continue to pursue additional qualifications of Niit™ with other OEMs. We also introduced EXPRE&BV™ in March 2011 and we
continue to pursue qualification of next generaftidR3 NVvault™ with customers. Our future opergtiesults will depend on our ability to
commercialize these NVvault™ product extensionsyels as other new products such as HyperCloud ™t rivdly not be successful in
marketing any new or enhanced products. If wenatesuccessful in generating sales of other pragdadte expected reduction in sales of
NVvault™ products to Dell will significantly reduaair revenues and negatively affect our resultgpefrations

We are subject to risks relating to our focus on deeloping our HyperCloud™ product and lack of marketdiversification.

We have historically derived a substantial portddour net sales from sales of our high performaneenory subsystems for use in
server market. We expect these memory subsysteomitimue to account for a significant portion af met sales in the near term. Continued
market acceptance of these products for use ireseiw critical to our success.

In an attempt to set our products apart from tlodsmir competitors, we have invested a signifiqaortion of our research and

development budget into the design of ASIC devigesuding the HyperCloud™ memory subsystem, inficet in November 2009. This
design and the products it is incorporated intosaitgect to increased risks as compared to our ptteelucts. For example:

* we may be unable to achieve customer or markeptaeee of the HyperCloud™ memory subsystem or ateer products, or
achieve such acceptance in a timely manner;
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e the HyperCloud™ memory subsystem or other new mizdmay contain currently undiscovered flaws, theection of which
would result in increased costs and time to market;

« we are dependent on a limited number of suppl@rbdth the DRAM ICs and the ASIC devices thatessential to the
functionality of the HyperCloud™ memory subsystemg could experience supply chain disruption asalt of business issues
that are specific to our suppliers or the induasya whole; and

« we are required to demonstrate the quality andliiy of the HyperCloud™ memory subsystem or otfew products to our
customers, and are required to qualify these neduymts with our customers, both of which have nexfiand will continue to
require a significant investment of time and researprior to the receipt of any revenue from sugtamers.

We experienced a longer qualification cycle thaticgrated with our HyperCloud™ memory subsystenns] as of June 30, 2012 we
have not generated significant HyperCloud™ prodercénues relative to our investment in the prodiée entered into collaborative
agreements with both IBM and HP pursuant to whitdsé¢ OEMs qualified HyperCloud™ for use with theimducts. HyperCloud™ has been
available to order since March 6, 2012 and May2™4,2 for IBM and HP, respectively. We are workimigh both OEMs in joint marketing
and further product development efforts. The Comypend each of the OEMs have committed financidl ather resources toward the
collaboration. However, the efforts undertakerspant to either of the collaborative agreements nmyesult in new revenues or gross
margins for us that are significant relative to mwestment in the products. Failure to maintaialdication of this product with IBM, HP or
other potential customers could adversely impactesults of operations.

Additionally, if the demand for servers deteriosate if the demand for our products to be incorpaatan servers declines, our
operating results would be adversely affected,va@dvould be forced to diversify our product poridchnd our target markets. We may not be
able to achieve this diversification, and our ifigbto do so may adversely affect our business.

We may lose our competitive position if we are undb to timely and cost-effectively develop new or éranced products that meet our
customers’ requirements and achieve market acceptae.

Our industry is characterized by intense competjtiapid technological change, evolving industgnstards and rapid product
obsolescence. Evolving industry standards and tdogital change or new, competitive technologiaddoender our existing products
obsolete. Accordingly, our ability to compete i tiuture will depend in large part on our abilityitlentify and develop new or enhanced
products on a timely and cost-effective basis, tangspond to changing customer requirements.dardo develop and introduce new or
enhanced products, we need to:

+ identify and adjust to the changing requirementswfcurrent and potential customers;
« identify and adapt to emerging technological tremdd evolving industry standards in our markets;

« design and introduce cost-effective, innovative padormance-enhancing features that differentateproducts from those of
our competitors;

« develop relationships with potential suppliers ofnponents required for these new or enhanced pteiduc
« qualify these products for use in our customerstipcts; and
« develop and maintain effective marketing strategies

Our product development efforts are costly andriehty risky. It is difficult to foresee changesdevelopments in technology or
anticipate the adoption of new standards. Moreaweee these things are identified, if at all, wé meed to hire the appropriate technical
personnel or retain third party designers, devébepproduct, identify and eliminate design flawsg ananufacture the product in production
guantities either in-house or through third-partgnufacturers. As a result, we may not be able ¢toessfully develop new or enhanced
products or we may experience delays in the dewedmp and introduction of new or enhanced produéays in product development and
introduction could result in the loss of, or delatygienerating, net sales and the loss of marlateskas well as damage to our reputation. Even
if we develop new or enhanced products, they mayne®t our customers’ requirements or gain margesgtance.
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Our customers require that our products undergo aéngthy and expensive qualification process withowtny assurance of net sales.

Our prospective customers generally make a sigmificommitment of resources to test and evaluatenemory subsystems prior to
purchasing our products and integrating them ingirtsystems. This extensive qualification prodgasgelves rigorous reliability testing and
evaluation of our products, which may continuedisrmonths or longer and is often subject to del&ysddition to qualification of specific
products, some of our customers may also requite usdergo a technology qualification if our protldesigns incorporate innovative
technologies that the customer has not previoustpentered. Such technology qualifications oftde tsubstantially longer than product
qualifications and can take over a year to compl@telification by a prospective customer doesamsure any sales to that prospective
customer. Even after successful qualification aaldssof our products to a customer, changes ipmducts, our manufacturing facilities, our
production processes or our component suppliersreiyire a new qualification process, which mayitda additional delays.

In addition, because the qualification processi Iproduct-specific and platform-specific, oursgixig customers sometimes require
us to requalify our products, or to qualify our npmducts, for use in new platforms or applicatidrsr example, as our OEM customers
transition from prior generation DDR2 DRAM architiges to current generation DDR3 DRAM architectures must design and qualify new
products for use by those customers. In the gastptocess of design and qualification has taketo x months to complete, during which
time our net sales to those customers declinedfisigntly. After our products are qualified, it céake several months before the customer
begins production and we begin to generate nes$ $iaden such customer.

Likewise, when our memory component vendors disnaetproduction of components, it may be necessarnys to design and
qualify new products for our customers. Such ausis may require of us or we may decide to purchasestimated quantity of discontinued
memory components necessary to ensure a steadly sligxisting products until products with new cpoments can be qualified. Purchases
of this nature may affect our liquidity. Additidhg our estimation of quantities required duritg transition may be incorrect, which could
adversely impact our results of operations thrdoghrevenue opportunities or charges related ¢egxand obsolete inventory.

We must devote substantial resources, includinggdesngineering, sales, marketing and managenffamtse to qualify our products
with prospective customers in anticipation of saignificant delays in the qualification processch as those experienced with our
HyperCloud™ product, could result in an inabilitykeep up with rapid technology change or new, agitipe technologies. If we delay or do
not succeed in qualifying a product with an exigtor prospective customer, we will not be ableeibthat product to that customer, which n
result in our holding excess and obsolete invenaoiy harm our operating results and business.

Sales to a limited number of customers representsignificant portion of our net sales and the lossfpor a significant reduction in sales
to, any one of these customers could materially har our business.

Sales to certain of our OEM customers have histlyicepresented a substantial majority of oursadés. Approximately 74% and
67% of our net sales in the six months ended JOn2@L2 and July 2, 2011, respectively were toafraur customers. We currently expect
sales to major OEM customers will continue to repre a significant percentage of our net salethioforeseeable future. We do not have
longterm agreements with our OEM customers, or with@ther customer. Any one of these customers coeditld at any time to discontin
decrease or delay their purchase of our produtddition, the prices that these customers pagdoproducts could change at any time. The
loss of any of our OEM customers, or a signific@utuction in sales to any of them, could signifibareduce our net sales and adversely a
our operating results.

Our ability to maintain or increase our net satesur key customers depends on a variety of factoasy of which are beyond our
control. These factors include our customers’ cargd sales of servers and other computing systesthéncorporate our memory subsystems
and our customers’ continued incorporation of awdpcts into their systems. Because of these #rat factors, net sales to these customers
may not continue and the amount of such net satgsmat reach or exceed historical levels in anyriiperiod. Because these customers
account for a substantial portion of our net sdles failure of any one of these customers to pag timely basis would negatively impact our
cash flow. In addition, while we may not be contuadly obligated to accept returned products, wg ghetermine that it is in our best interes
accept returns in order to maintain good relatioitl our customers.
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A limited number of relatively large potential customers dominate the markets for our products.

Our target markets are characterized by a limitedber of large companies. Consolidation in one orenof our target markets may
further increase this industry concentration. Assult, we anticipate that sales of our productsaentinue to be concentrated among a limited
number of large customers in the foreseeable fuiWeebelieve that our financial results will dependignificant part on our success in
establishing and maintaining relationships withg affecting substantial sales to, these potentisianers. Even if we establish these
relationships, our financial results will be larngelependent on these customers’ sales and busisgts.

If a standardized memory solution which addressesie demands of our customers is developed, our netleas and market share may
decline.

Many of our memory subsystems are specificallygtesi for our OEM customers’ high performance systdma drive to reduce
costs and assure supply of their memory module ddprur OEM customers may endeavor to design JESiB@lard DRAM modules into
their new products. Although we also manufactur@BE modules, this trend could reduce the demanddohigher priced customized
memory solutions which in turn would have a negatimpact on our financial results. In addition,tonsers deploying custom memory
solutions today may in the future choose to adafEREC standard, and the adoption of a JEDEC stdndadule instead of a previously
custom module might allow new competitors to pgstite in a share of our customengmory module business that previously belongeds!

If our OEM customers were to adopt JEDEC standarydutes, our future business may be limited to ifgng the next generation of
high performance memory demands of OEM custometgareloping solutions that addresses such dembmdis fully implemented, this
next generation of products may constitute a muaéiller market, which may reduce our net sales aadket share.

We may not be able to maintain our competitive potibn because of the intense competition in our targed markets.

We participate in a highly competitive market, anel expect competition to intensify. Many of our quetitors have longer operating
histories, significantly greater resources and nesaegnition, a larger base of customers and lesgerding relationships with customers and
suppliers than we have. As a result, some of thes®etitors are able to devote greater resourcémtdevelopment, promotion and sale of
products and are better positioned than we aneflicence customer acceptance of their products eveproducts. These competitors also may
be able to respond better to new or emerging tdoies or standards and may be able to deliverymsdvith comparable or superior
performance at a lower price. For these reasonsnayenot be able to compete successfully agaiesetiiompetitors. We also expect to face
competition from new and emerging companies that emer our existing or future markets. These midEcompetitors may have similar or
alternative products which may be less costly ovjate additional features.

In addition to the competition we face from DRAMddiogic suppliers such as Hynix, Samsung, Microphi and IDT, some of our
OEM customers have their own internal design grabpsmay develop solutions that compete with olinese design groups have some
advantages over us, including direct access to thgpective companies’ technical information axhhology roadmaps. Our OEM customers
also have substantially greater resources, finaaoid otherwise, than we do, and may have lowetr stasctures than ours. As a result, they
may be able to design and manufacture competitivéyzts more efficiently or inexpensively. If anfitbese OEM customers are successful in
competing against us, our sales could declinepmrgins could be negatively impacted and we caedd market share, any or all of which
could harm our business and results of operatimgher, some of our significant suppliers are alsmpetitors, many of whom have the ab
to manufacture competitive products at lower casta result of their higher levels of integration.

We expect our competitors to continue to improwegkrformance of their current products, reduck firees and introduce new or
enhanced technologies that may offer greater pednce and improved pricing. If we are unable tocmat exceed the improvements mad
our competitors, our market position would detexierand our net sales would decline. In additiom,competitors may develop future
generations and enhancements of competitive predioat may render our technologies obsolete ormpetitive.
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Our operating results may be adversely impacted bworldwide economic and political uncertainties andspecific conditions in the
markets we address, including the cyclical naturefand volatility in the memory market and semiconductor industry.

Adverse changes in domestic and global economigatitical conditions have made it extremely difficfor our customers, our
vendors and us to accurately forecast and plamdltusiness activities, and they have caused and continue to cause U.S. and foreign
businesses to slow spending on our products aritesy which would further delay and lengthen saledes. In addition, sales of our
products are dependent upon demand in the compuiitgyorking, communications, printer, storage snistrial markets. These markets
have been cyclical and are characterized by widsfhtions in product supply and demand. These etahave experienced significant
downturns, often connected with, or in anticipatidnmaturing product cycles, reductions in teclbgglspending and declines in general
economic conditions. These downturns have beeractaized by diminished product demand, produabiagrcapacity, high inventory levels
and the erosion of average selling prices.

We may experience substantial period-to-periodtflations in future operating results due to factdfscting the computing,
networking, communications, printers, storage awistrial markets. A decline or significant shdttfia demand in any one of these markets
could have a material adverse effect on the derfamour products. As a result, our sales will likelecline during these periods. In addition,
because many of our costs and operating expenseslatively fixed, if we are unable to control @xpenses adequately in response to
reduced sales, our gross margins, operating in@rdeash flow would be negatively impacted.

During challenging economic times our customers faag issues gaining timely access to sufficieatlity which could result in an
impairment of their ability to make timely paymeixsus. If that were to occur, we may be requirethtrease our allowance for doubtful
accounts and our days sales outstanding would gpetimely impacted. Furthermore, our vendors mag fsimilar issues gaining access to
credit, which may limit their ability to supply cgranents or provide trade credit to us. We cannedipt the timing, strength or duration of any
economic slowdown or subsequent economic recovesidwide, or in the memory market and related semductor industry. If the econor
or markets in which we operate do not continuertprove or if conditions worsen, our business, faalhcondition and results of operations
will likely be materially and adversely affecteddditionally, the combination of our lengthy salgsle coupled with challenging
macroeconomic conditions could compound the negatipact on the results of our operations.

Our lack of a significant backlog of unfilled orders, and the difficulty inherent in forecasting custoner demand, makes it difficult to
forecast our short-term production requirements tomeet that demand, and any failure to optimally calirate our production capacity
and inventory levels to meet customer demand coulaldversely affect our revenues, gross margins and méngs.

We make significant decisions regarding the leeglsusiness that we will seek and accept, prodnc@hedules, component
procurement commitments, personnel needs and heuarce requirements, based on our estimatesstifroer requirements. We do not have
long-term purchase agreements with our customesgedd, our customers often place purchase ordersore than two weeks in advance of
their desired delivery date, and these purchasere@gknerally have no cancellation or reschedydéralty provisions. The shaerm nature o
commitments by many of our customers, the factdbatustomers may cancel or defer purchase ofdeey reason, and the possibility of
unexpected changes in demand for our customerdupts each reduce our ability to accurately esgrfistuire customer requirements for our
products. This fact, combined with the quick turowumd times that apply to each order, makes itaiff to forecast our production needs and
allocate production capacity efficiently. We attértgpforecast the demand for the DRAM ICs, NANDdanther components needed to
manufacture our products. Lead times for componesntg significantly and depend on various factsigh as the specific supplier and the
demand and supply for a component at a given time.

Our production expense and component purchaseslavelbased in part on our forecasts of our cusfuture product requiremer
and to a large extent are fixed in the short teékma result, we likely will be unable to adjust sgmg on a timely basis to compensate for any
unexpected shortfall in those orders. If we ovémestie customer demand, we may have excess rawialateentory of DRAM ICs and
NAND. If there is a subsequent decline in the @icEDRAM ICs or NAND, the value of our inventoryillall. As a result, we may need
write-down the value of our DRAM IC or NAND invemq which may result in a significant decreaseun gross margin and financial
condition. Also, to the extent that we manufacfureducts in anticipation of future demand that deetsmaterialize, or in the event a customer
cancels or reduces outstanding orders, we couldresqe an unanticipated increase in our finisheatlg inventory. In the past, we have ha
write-down inventory due to obsolescence, exceastifies and declines in market value below outxasny significant shortfall of customer
orders in relation to our expectations could hurt @perating results, cash flows and financial ¢iorl
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Also, any rapid increases in production requirebycustomers could strain our resources and seeducmargins. If we
underestimate customer demand, we may not havieisutfinventory of DRAM ICs and NAND on hand to mdacture enough product to
meet that demand. We also may not have sufficiemtufacturing capacity at any given time to meetaustomers’ demands for rapid
increases in production. These shortages of inveated capacity will lead to delays in the delivefyour products, and we could forego sales
opportunities, lose market share and damage otwrogs relationships.

Declines in our average sales prices, driven by tlle prices for DRAM ICs and NAND, among other fators, may result in declines in
our revenues and gross profit.

Our industry is competitive and historically hagbeharacterized by declines in average sales, frésed in part on the market price
of DRAM ICs and NAND, which have historically coitated a substantial portion of the total cost of memory subsystems. Our average
sales prices may decline due to several factockjding overcapacity in the worldwide supply of DRANnd NAND memory components as a
result of worldwide economic conditions, increasgaghufacturing efficiencies, implementation of neamafacturing processes and expansion
of manufacturing capacity by component suppliers.

Once our prices with a customer are negotiatechneeenerally unable to revise pricing with thagtomer until our next regularly
scheduled price adjustment. Consequently, we gresexl to the risks associated with the volatilitthe price of DRAM ICs and NAND
during that period. If the market prices for DRAKIJ and NAND increase, we generally cannot paspribe increases on to our customers for
products purchased under an existing purchase.okdex result, our cost of sales could increasecamdjross margins could decrease.
Alternatively, if there are declines in the prideDlRAM ICs and NAND, we may need to reduce ourigglprices for subsequent purchase
orders, which may result in a decline in our expdctet sales.

In addition, since a large percentage of our salego a small number of customers that are priyndistributors and large OEMs,
these customers have exerted, and we expect thiegowiinue to exert, pressure on us to make garecessions. If not offset by increases in
volume of sales or the sales of newly-developeduyets with higher margins, decreases in averags gaices would likely have a material
adverse effect on our business and operating gsesult

We use a small number of custom ASIC, DRAM IC and KMND suppliers and are subject to risks of disruptia in the supply of custom
ASIC, DRAM ICs and NAND.

Our ability to fulfill customer orders or producealification samples is dependent on a sufficiempsy of DRAM ICs and NAND,
which are essential components of our memory stdsiss We are also dependent on a sufficient sugfdustom ASIC devices to produce
our HyperCloud™ memory modules. There are a redftismall number of suppliers of DRAM ICs and NAN&hd we purchase from only a
subset of these suppliers. We have no long-term MRANAND supply contracts. Additionally, we coulaice obstacles in moving production
of our ASIC components away from our current desigd production partners. Our dependence on d somaber of suppliers and the lack of
any guaranteed sources of ASIC components, DRAMNZIND supply expose us to several risks, includimg inability to obtain an adequate
supply of these important components, price in@gadelivery delays and poor quality.

Historical declines in customer demand and ourmaee caused us to reduce our purchases of DRAMAGINAND. Such
fluctuations could occur in the future. Should mgg maintain sufficient purchase levels with sompmiers, our ability to obtain supplies of
raw materials may be impaired due to the practiGme suppliers to allocate their products to@ustrs with the highest regular demand.

From time to time, shortages in DRAM ICs and NAN&vh required some suppliers to limit the suppltheir DRAM ICs and
NAND. As a result, we may be unable to obtain tHAM ICs or NAND necessary to fill custom’ orders for our products in a timely
manner. If we are unable to obtain a sufficientypf DRAM ICs or NAND to meet our customers’ régments, these customers may
reduce future orders for our products or not pusehaur products at all, which would cause our akgssto decline and harm our operating
results. In addition, our reputation could be hadpvee may not be able to replace any lost businébtsnew customers, and we may lose
market share to our competitors.
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Our customers qualify the ASIC components, DRAM B8l NAND of our suppliers for use in their systethene of our suppliers
should experience quality control problems, it rhaydisqualified by one or more of our customerss TWould disrupt our supplies of ASIC
components, DRAM ICs and NAND and reduce the nunobsuppliers available to us, and may require Weagualify a new supplier. If our
suppliers are unable to produce qualification sasiph a timely basis or at all, we could experiatadays in the qualification process, which
could have a significant impact on our ability &l shat product.

If the supply of other component materials used tonanufacture our products is interrupted, or if our inventory becomes obsolete, our
results of operations and financial condition couldbe adversely affected.

We use consumables and other components, incliRBg, to manufacture our memory subsystems. Wetgosseprocure PCBs
and other components from single or limited soutodake advantage of volume pricing discounts.avlat shortages or transportation
problems could interrupt the manufacture of ourdpiets from time to time in the future. These delaysianufacturing could adversely affect
our results of operations.

Frequent technology changes and the introductiorerf-generation products also may result in treotdscence of other items of
inventory, such as our custom-built PCBs, whichldeaduce our gross margin and adversely affecbperating performance and financial
condition. We may not be able to sell some proddeteeloped for one customer to another customeausecour products are often designed to
address specific customer requirements, and ewea #re able to sell these products to anotheomest our margin on such products may be
reduced.

A prolonged disruption of our manufacturing facility could have a material adverse effect on our busiss, financial condition and
results of operations.

We maintain a manufacturing facility in the PRC fmoducing most of our products, which allows ustitize our materials and
processes, protect our intellectual property anctldg the technology for manufacturing. A prolongistuption or material malfunction of,
interruption in or the loss of operations at oumnfacturing facility, or the failure to maintairsafficient labor force at such facility, would
limit our capacity to meet customer demand andydedav product development until a replacement itgcnd equipment, if necessary, were
found. The replacement of the manufacturing facdituld take an extended amount of time before Hsauring operations could restart. The
potential delays and costs resulting from thesgssteuld have a material adverse effect on oumnkessi financial condition and results of
operations.

If we are unable to manufacture our products efficéntly, our operating results could suffer.

We must continuously review and improve our manufidécg processes in an effort to maintain satisfigctnanufacturing yields and
product performance, to lower our costs and toretlse remain competitive. As we manufacture momaglex products, the risk of
encountering delays or difficulties increases. $taet-up costs associated with implementing newufaaturing technologies, methods and
processes, including the purchase of new equipraedtany resulting manufacturing delays and inigfficies, could negatively impact our
results of operations.

If we need to add manufacturing capacity, an exparsf our existing manufacturing facility or estishment of a new facility could
be subject to factory audits by our customers. dahays or unexpected costs resulting from thistaardicess could adversely affect our net
sales and results of operations. In addition, wenotaibe certain that we will be able to increasemanufacturing capacity on a timely basis or
meet the standards of any applicable factory audits

We depend on third-parties to design and manufactue custom components for some of our products.

Significant customized components, such as ASIg,dre used in some of our products such as Hyp&d®" are designed and
manufactured by third parties. The ability and wghess of such third parties to perform in accocgawith their agreements with us is largely
outside of our control. If one or more of our desay manufacturing partners fails to perform itéigdtions in a timely manner or at satisfact
quality levels, our ability to bring products to rket or deliver products to our customers, as aglbur reputation, could suffer. In the event of
any such failures, we may have no readily availalirnative source of supply for such productssesiin our experience, the lead time nee
to establish a relationship with a new design anaanufacturing partner is at least 12 months,thadestimated time for our OEM customers
to re-qualify our product with components from anendor ranges from four to nine months. We camasstire you that we can redesign, or
cause to have redesigned, our customized compoteebésmanufactured by a new manufacturer in alyimmenner, nor can we assure you-
we will not infringe on the intellectual propert§ @ur current design or manufacture partner whemagdesign the custom components, or ci
such components to be redesigned by a new mantdacumanufacturing disruption experienced by manufacturing partners, the failure of
our manufacturing partners to dedicate adequatairess to the production of our products, the fai@rinstability of our manufacturing or
design partners, or any other failure of our desigmanufacturing partners to perform accordinth&r agreements with us, would have a
material adverse effect on our business, finarcatlition and results of operations.
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We have many other risks due to our dependenchkimhgarty manufacturers, including: reduced conireer delivery schedules,
quality, manufacturing yields and cost; the potantick of adequate capacity during periods of sg@emand; limited warranties on products
supplied to us; and potential misappropriationwf iatellectual property. We are dependent on ocanufacturing partners to manufacture
products with acceptable quality and manufactuyiietds, to deliver those products to us on a tiniegis and to allocate a portion of their
manufacturing capacity sufficient to meet our neédhough our products are designed using thegsedesign rules of the particular
manufacturers, we cannot assure you that our metuufiag partners will be able to achieve or maim@&iceptable yields or deliver sufficient
guantities of components on a timely basis or aiaeptable cost. Additionally, we cannot assurethat our manufacturing partners will
continue to devote adequate resources to produgeroducts or continue to advance the process désahnologies on which the qualification
and manufacturing of our products are based.

If our products do not meet the quality standards éour customers, we may be forced to stop shipments products until the quality
issues are resolved.

Our customers require our products to meet striatity standards. Should our products not meet steidards, our customers may
discontinue purchases from us until we are abtegolve the quality issues that are causing ustoneet the standards. Such “quality holds”
could have a significant adverse impact on ourmaes and operating results.

If our products are defective or are used in defedte systems, we may be subject to warranty, producecalls or product liability claims.

If our products are defectively manufactured, conteefective components or are used in defectivaafunctioning systems, we
could be subject to warranty and product liabititgims and product recalls, safety alerts or adyisotices. While we have product liability
insurance coverage, it may not be adequate tdysal@8ms made against us. We also may be unaldétiamin insurance in the future at
satisfactory rates or in adequate amounts. Warramdyproduct liability claims or product recallegardless of their ultimate outcome, could
have an adverse effect on our business, financiaition and reputation, and on our ability toattrand retain customers. In addition, we may
determine that it is in our best interest to acqeptuct returns in circumstances where we areomtractually obligated to do so in order to
maintain good relations with our customers. Acagppiroduct returns may negatively impact our opegatesults.

If we fail to protect our proprietary rights, our c ustomers or our competitors might gain access to oproprietary designs, processes
and technologies, which could adversely affect owperating results.

We rely on a combination of patent protection, ¢radcret laws and restrictions on disclosure ttept@ur intellectual property rights.
We have submitted a number of patent applicatieganding our proprietary processes and technologynot certain when or if any of the
claims in the remaining applications will be allav&o date we have had only eighteen patents is$Medntend to continue filing patent
applications with respect to most of the new preessand technologies that we develop. Howevernpptetection may not be available for
some of these processes or technologies.

It is possible that our efforts to protect our llgetual property rights may not:

«  prevent challenges to, or the invalidation or aneention of, our existing intellectual propertyhtg;

e prevent our competitors from independently develggimilar products, duplicating our products osigaing around any pater
that may be issued to us;

e prevent disputes with third parties regarding owhgr of our intellectual property rights;

«  prevent disclosure of our trade secrets and knowbcahird parties or into the public domain;

« resultin valid patents, including internationatgygs, from any of our pending or future applicasipor

«  otherwise adequately protect our intellectual prypeghts.

Others may attempt to reverse engineer, copy @rwike obtain and use our proprietary technologiéisout our consent. Monitoring
the unauthorized use of our technologies is diffidWe cannot be certain that the steps we hawentakll prevent the unauthorized use of our
technologies. This is particularly true in foreigpuntries, such as the PRC, where we have establsimanufacturing facility and where the

laws may not protect our proprietary rights to shene extent as applicable U.S. laws.
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If some or all of the claims in our patent applicas are not allowed, or if any of our intellectpabperty protections are limited in
scope by a court or circumvented by others, wedctade increased competition with regard to oudpuots. Increased competition could
significantly harm our business and our operatesplts.

We are involved in and expect to continue to be imlved in costly legal and administrative proceedingto defend against claims that we
infringe the intellectual property rights of others or to enforce or protect our intellectual property rights.

As is common to the semiconductor industry, we reymerienced substantial litigation regarding piasenl other intellectual property
rights. Lawsuits claiming that we are infringindnets’intellectual property rights have been and mayheftuture be brought against us, anc
are currently defending against claims of invajidit the USPTO. See Note 9 of Notes to Condenssw@lidated Financial Statements, for a
description of our legal contingencies.

The process of obtaining and protecting patentshisrently uncertain. In addition to the patestisnce process established by law
and the procedures of the USPTO, we must comply #&DEC administrative procedures in protectingiotgllectual property within its
industry standard setting process. These procsdwave over time, are subject to variability it application, and may be inconsistent v
each other. Failure to comply with JEDEC’s adntmaisve procedures could jeopardize our abilitgteim that our patents have been
infringed.

By making use of new technologies and entering markets there is an increased likelihood that stiha@ght allege that our products
infringe on their intellectual property rights. igiation is inherently uncertain, and an adverseant in existing or any future litigation could
subject us to significant liability for damagesiovalidate our proprietary rights. An adverse oateocalso could force us to take specific
actions, including causing us to:

«  cease manufacturing and/or selling products, argusertain processes, that are claimed to be gifrgha third partys intellectua
property;

«  pay damages (which in some instances may be times tictual damages), including royalties on pafitare sales;

« seek a license from the third party intellectuagarty owner to use their technology in our produathich license may not be
available on reasonable terms, or at all; or

« redesign those products that are claimed to bagifrg a third party’s intellectual property.

If any adverse ruling in any such matter occurg,rasulting limitations in our ability to marketoproducts, or delays and costs
associated with redesigning our products or paymeflicense fees to third parties, or any failboyeus to develop or license a substitute
technology on commercially reasonable terms coaiteta material adverse effect on our businessydinhcondition and results of operations.

There is a limited pool of experienced technicakpanel that we can draw upon to meet our hirirggseAs a result, a number of our
existing employees have worked for our existingatential competitors at some point during theneeas, and we anticipate that a number of
our future employees will have similar work his&xi In the past, some of these competitors haimetbthat our employees misappropriated
their trade secrets or violated non-competitionam-solicitation agreements. Some of our competitoay threaten or bring legal action
involving similar claims against us or our existiegnployees or make such claims in the future tggareus from hiring qualified candidates.
Lawsuits of this type may be brought, even if thereo merit to the claim, simply as a strateggitain our financial resources and divert
management’s attention away from our business.

We also may find it necessary to litigate againkers, including our competitors, customers anth@remployees, to enforce our
intellectual property, contractual and commerdights including, in particular, our trade secretswell as to challenge the validity and scope
of the proprietary rights of others. We could beemubject to counterclaims or countersuits agaissts a result of this litigation. Moreover,
any legal disputes with customers could cause tioerease buying or using our products or delay fh@ichase of our products and could
substantially damage our relationship with them.
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Any litigation, regardless of its outcome, wouldthree consuming and costly to resolve, divert oanagement’s time and attention
and negatively impact our results of operations.dAtenot assure you that current or future infringetclaims by third parties or claims for
indemnification by customers or end users of oodpcts resulting from infringement claims will g asserted in the future or that such
assertions, if proven to be true, will not matdyialdversely affect our business, financial comditor results of operations.

We may become involved in non-patent related litiggon and administrative proceedings that may materlly adversely affect us.

From time to time, we may become involved in vasitegal proceedings relating to matters incidetatahe ordinary course of our
business, including commercial, product liabile&ymployment, class action, whistleblower and othigration and claims, and governmental
other regulatory investigations and proceedingshSunatters can be time-consuming, divert manageémattention and resources and caus
to incur significant expenses. Furthermore, bectitigation is inherently unpredictable, there dano assurance that the results of any of
these actions will not have a material adversecefia our business, results of operations or firdmondition.

If we are required to obtain licenses to use thirgparty intellectual property and we fail to do so, ar business could be harmed.

Although some of the components used in our finatipcts contain the intellectual property of thaatties, we believe that our
suppliers bear the sole responsibility to obtaiy @ghts and licenses to such third party intelietiproperty. While we have no knowledge that
any third party licensor disputes our belief, wartat assure you that disputes will not arise infttiere. The operation of our business and our
ability to compete successfully depends signifitaah our continued operation without claims ofrinfement or demands resulting from such
claims, including demands for payments of monetheform of, for example, ongoing licensing fees.

We are also developing products to enter new marigémilar to our current products, we may use camepts in these new products
that contain the intellectual property of third {ies. While we plan to exercise precautions to @wairinging on the intellectual property rights
of third parties, we cannot assure you that digputi# not arise.

If it is determined that we are required to obtiaimound licenses and we fail to obtain licensesf such licenses are not available on
economically feasible terms, our business, opaga#sults and financial condition could be sigrifidy harmed.

The flash memory market is constantly evolving and@ompetitive, and we may not have rights to manufaatre and sell certain types of
products utilizing emerging flash formats, or we mg be required to pay a royalty to sell products ulizing these formats.

The flash-based storage market is constantly undteggapid technological change and evolving industandards. Many consumer
devices, such as digital cameras, PDAs and smargshare transitioning to emerging flash memorynfts, such as the Memory Stick, and
Picture Card formats, which we do not currently ofanture and do not have rights to manufacturen@igh we do not currently serve the
consumer flash market, it is possible that cer@itMs may choose to adopt these higher-volume, lmwst formats. This could result in a
decline in demand, on a relative basis, for otledpcts that we manufacture such as CompactFld&slan8 embedded USB drives. If we
decide to manufacture flash memory products utifizzmerging formats such as those mentioned, wévilequired to secure licenses to give
us the right to manufacture such products that nye available at reasonable rates or at allelare not able to supply flash card formats at
competitive prices or if we were to have produdrtdges, our net sales could be adversely impastiddur customers would likely cancel
orders or seek other suppliers to replace us.

Our indemnification obligations for the infringement by our products of the intellectual property rights of others could require us to pa
substantial damages.

As is common in the industry, we currently haveffect a number of agreements in which we haveeabre defend, indemnify and
hold harmless our customers and suppliers from demand costs which may arise from the infringerbgrdur products of third-party
patents, trademarks or other proprietary right® 3tope of such indemnity varies, but may, in sos&nces, include indemnification for
damages and expenses, including attorneys’ feasin@urance does not cover intellectual propertsirigement. The term of these
indemnification agreements is generally perpetogltame after execution of the agreement. The marinpotential amount of future payme
we could be required to make under these indenatiific agreements is unlimited. We may periodichdye to respond to claims and
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litigate these types of indemnification obligatioAdthough our suppliers may bear responsibility tfee intellectual property inherent in the
components they sell to us, they may lack the firdrability to stand behind such indemnities. Atdially, it may be costly to enforce any
indemnifications that they have granted to us. Aditwly, any indemnification claims by customersiicbrequire us to incur significant legal
fees and could potentially result in the paymerdudfstantial damages, both of which could resudt inaterial adverse effect on our business
and results of operations.

We depend on a few key employees, and if we lose thervices of any of those employees or are unahiehire additional personnel, our
business could be harmed.

To date, we have been highly dependent on the exmey, relationships and technical knowledge dfadeikey employees. We belie
that our future success will be dependent on oilityato retain the services of these key employelevelop their successors, reduce our
reliance on them, and properly manage the tramsitfadheir roles should departures occur. The tifghese key employees could delay the
development and introduction of, and negativelyactmur ability to sell our products and otherwisem our business. We do not have
employment agreements with any of these key empkogéher than Chun K. Hong, our President, Chiefchtive Officer and Chairman of the
Board. We maintain “Key Man” life insurance on @hki. Hong; however, we do not carry “Key Man” lifesurance on any of our other key
employees.

Our future success also depends on our abilityttac, retain and motivate highly skilled engiriegr manufacturing, and other
technical and sales personnel. Competition for egpeed personnel is intense. We may not be suitdé@ssttracting new engineers or other
technical personnel, or in retaining or motivatig existing personnel. If we are unable to hiré eetain engineers with the skills necessary to
keep pace with the evolving technologies in ourkats; our ability to continue to provide our cuitrproducts and to develop new or enhanced
products will be negatively impacted, which woulthin our business. In addition, the shortage of egpeed engineers, and other factors, may
lead to increased recruiting, relocation and corapton costs for such engineers, which may exceeéxpectations and resources. These
increased costs may make hiring new engineergdiffior may increase our operating expenses.

Historically, a significant portion of our workfoedhas consisted of contract personnel. We investiderable time and expense in
training these contract employees. We may expegibigh turnover rates in our contract employee ¥avde, which may require us to expend
additional resources in the future. If we convet af these contract employees into permanent eyepk) we may have to pay finder’s fees to
the contract agency.

We rely on third-party manufacturers’ representatives and the failure of these manufacturers’ represeatives to perform as expected
could reduce our future sales.

We sell some of our products to customers throughufacturers’ representatives. We are unable wigirthe extent to which our
manufacturers’ representatives will be successfaharketing and selling our products. Moreover, ynafnour manufacturers’ representatives
also market and sell other, potentially competingdpcts. Our representatives may terminate thiitiomships with us at any time. Our future
performance will also depend, in part, on our &pilh attract additional manufacturers’ represeweatthat will be able to market and support
our products effectively, especially in marketsvinich we have not previously distributed our pragutf we cannot retain our current
manufacturers’ representatives or recruit addifionaeplacement manufacturers’ representativessales and operating results will be
harmed.

The operation of our manufacturing facility in the PRC could expose us to significant risks.

Since 2009, substantially all of our world-wide maacturing production has been performed at ourufeanturing facility in the
People’s Republic of China, or PRC. Language afidrl differences, as well as the geographic distafrom our headquarters in Irvine,
California, further compound the difficulties ofrming a manufacturing operation in the PRC. Ouragement has limited experience in
creating or overseeing foreign operations, andrtaig facility may divert substantial amounts ofitliene. We may not be able to maintain
control over product quality, delivery schedulesmmfacturing yields and costs. Furthermore, thésamdated to having excess capacity hay
the past and may in the future continue to havadserse impact on our gross margins and operatsgts.

We manage a local workforce that may subject uedalatory uncertainties. Changes in the labor lafathe PRC could increase the
cost of employing the local workforce. The increhselustrialization of the PRC, as well as genetainomic and political conditions in the
PRC, could also increase the price of local lakither of these factors could negatively impactdbst savings we currently enjoy from hav
our manufacturing facility in the PRC.
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The PRC currently provides for favorable tax rdtgscertain foreign-owned enterprises operatinggpacified locations in the PRC
through 2012. We have established our PRC fadiliguch a tax-favored location. Should we fail thiave profitability while favorable tax
rates are in effect, or before our loss carryfodsan the PRC expire, it is possible that we wadtrealize the tax benefits to the extent
originally anticipated and this could adversely anpour operating results.

Economic, political and other risks associated witlinternational sales and operations could adverselgffect our net sales.

Part of our growth strategy involves making satefoteign corporations and delivering our produot&acilities located in foreign
countries. To facilitate this process and to meetdng-term projected demand for our productshaxe set up a manufacturing facility in the
PRC. Selling and manufacturing in foreign countsabjects us to additional risks not present withaomestic operations. We are operatin
business and regulatory environments in which we Hianited previous experience. We will need totomre to overcome language and
cultural barriers to effectively conduct our opéas in these environments. In addition, the ecdeserof the PRC and other countries have
been highly volatile in the past, resulting in sfgrant fluctuations in local currencies and otivestabilities. These instabilities affect a number
of our customers and suppliers in addition to aueign operations and continue to exist or may pagain in the future.

In the future, some of our net sales may be denat@éhin Chinese Renminbi (“RMB”). The Chinese goweent controls the
procedures by which RMB is converted into othereuncies, and conversion of RMB generally requir@gegnment consent. As a result, RMB
may not be freely convertible into other currenaeasll times. If the Chinese government institudieanges in currency conversion procedures,
or imposes restrictions on currency conversionséhactions may negatively impact our operationscandt reduce our operating results. In
addition, fluctuations in the exchange rate betwRbIB and U.S. dollars may adversely affect our eges and results of operations as well as
the value of our assets and liabilities. Thesetflattons may also adversely affect the compargimlfitour period-to-period results. If we decide
to declare dividends and repatriate funds from@hinese operations, we will be required to compithhe procedures and regulations of
applicable Chinese law. Any changes to these proesdand regulations, or our failure to comply withse procedures and regulations, could
prevent us from making dividends and repatriatingds from our Chinese operations, which could ablgraffect our financial condition. If
we are able to make dividends and repatriate fénotis our Chinese operations, these dividends wbealdubject to U.S. corporate income tax.

International turmoil and the threat of future teist attacks, both domestically and internationdiave contributed to an uncertain
political and economic climate, both in the U.Sd gobally, and have negatively impacted the woitthweconomy. The occurrence of one or
more of these instabilities could adversely affaat foreign operations and some of our customessippliers, each of which could adversely
affect our net sales. In addition, our failure teghapplicable regulatory requirements or overcoutieiral barriers could result in production
delays and increased turn-around times, which wadicersely affect our business.

Our international sales are subject to other risidyuding regulatory risks, tariffs and other tedghrriers, timing and availability of
export licenses, political and economic instahildifficulties in accounts receivable collectiodgficulties in managing distributors, lack of a
significant local sales presence, difficulties btaining governmental approvals, compliance withide variety of complex foreign laws and
treaties and potentially adverse tax consequehtegidition, the U.S. or foreign countries may ierpknt quotas, duties, taxes or other charges
or restrictions upon the importation or exportatodrour products, leading to a reduction in sales jarofitability in that country.

Our operations could be disrupted by power outages)atural disasters or other factors.

Due to the geographic concentration of our manufatg operations and the operations of certainunfsuppliers, a disruption
resulting from equipment failure, power failuresatity control issues, human error, governmentrirgetion or natural disasters, including
earthquakes and floods like those that have sttaplan and Thailand, respectively in 2011, coulerinpt or interfere with our manufacturing
operations and consequently harm our business)dialcondition and results of operations. Suchugisons would cause significant delays in
shipments of our products and adversely affecoperating results.

Our failure to comply with environmental laws and regulations could subject us to significant fines ahliabilities or cause us to incur
significant costs.

We are subject to various and frequently changiri féderal, state and local and foreign governaiéaivs and regulations relating
to the protection of the environment, includinggbaoverning the discharge of pollutants into the a
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and water, the management and disposal of hazasitissances and wastes, the cleanup of contamisiééscand the maintenance of a safe
workplace. In particular, some of our manufactugimgcesses may require us to handle and dispdsazafdous materials from time to time.
For example, in the past our manufacturing opematitave used lead-based solder in the assembly giroducts. Today, we use lead-free
soldering technologies in our manufacturing proessas this is required for products entering thfean Union. We could incur substantial
costs, including clean-up costs, civil or crimifiaks or sanctions and third-party claims for pryeamage or personal injury, as a result of
violations of, or noncompliance with, environment&als and regulations. These laws and regulatitsts@uld require us to incur significant
costs to remain in compliance.

Our internal controls over financial reporting may not be effective, which could have a significant ahadverse effect on our business.

Section 404 of the Sarbanes-Oxley Act of 2002 aedtiles and regulations of the SEC, which we ctillely refer to as Section 404,
require us to evaluate our internal controls oirgarfcial reporting to allow management to reporthwse internal controls as of the end of ¢
year. Effective internal controls are necessaryfoto produce reliable financial reports and ampdrtant in our effort to prevent financ
fraud. In the course of our Section 404 evaluatisresmay identify conditions that may result inrsfggant deficiencies or material weaknesses
and we may conclude that enhancements, modificatiorchanges to our internal controls are necessagsirable. Implementing any such
matters would divert the attention of our managermeuld involve significant costs, and may negafhmpact our results of operations.

We note that there are inherent limitations onetffectiveness of internal controls, as they cammevent collusion, management
override or failure of human judgment. If we falrmaintain an effective system of internal contai$f management or our independent
registered public accounting firm were to discovaterial weaknesses in our internal controls, wg bgaunable to produce reliable financial
reports or prevent fraud, and it could harm ouaficial condition and results of operations, reisudt loss of investor confidence and negati\
impact our stock price.

If we do not effectively manage future growth, ouresources, systems and controls may be strained andr results of operations may
suffer.

We have in the past expanded our operations, lmtredtically and internationally. Any future growttay strain our resources,
management information and telecommunication systamd operational and financial controls. To marfagure growth effectively,
including the expansion of volume in our manufaicifacility in the PRC, we must be able to imprarel expand our systems and controls.
We may not be able to do this in a timely or cdfative manner, and our current systems and clsntnay not be adequate to support our
future operations. In addition, our officers hag&atively limited experience in managing a rapigipwing business or a public company. As a
result, they may not be able to provide the guidamecessary to manage future growth or maintaiméunarket position. Any failure to
manage our growth or improve or expand our existiygjems and controls, or unexpected difficultredaing so, could harm our business.

If we acquire other businesses or technologies ihe future, these acquisitions could disrupt our bugsess and harm our operating result
and financial condition.

We will evaluate opportunities to acquire businessetechnologies that might complement our curpeatiuct offerings or enhance
our technical capabilities. We have no experiencaciquiring other businesses or technologies. Aitipris entail a number of risks that could
adversely affect our business and operating resnttsiding, but not limited to:

- difficulties in integrating the operations, techogies or products of the acquired companies;

« the diversion of management’s time and attentiomfthe normal daily operations of the business;

» insufficient increases in net sales to offset inse#l expenses associated with acquisitions orrechebmpanies;

« difficulties in retaining business relationshipgwsuppliers and customers of the acquired companie

« the overestimation of potential synergies or aylglaealizing those synergies;
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e entering markets in which we have no or limitedexignce and in which competitors have stronger etgrksitions; and
« the potential loss of key employees of the acqui@dpanies.

Future acquisitions also could cause us to incbt debe subject to contingent liabilities. In atlzh, acquisitions could cause us to
issue equity securities that could dilute the owhigr percentages of our existing stockholders.Heunhore, acquisitions may result in material
charges or adverse tax consequences, substargiakcgion, deferred compensation charges, in-goesearch and development charges, the
amortization of amounts related to deferred stoggell compensation expense and identifiable purdhasmgible assets or impairment of
goodwill, any or all of which could negatively afteour results of operations.

Our existing indebtedness and any future indebtedrss we incur could adversely affect our cash flow anprevent us from fulfilling our
financial obligations.

We have incurred debt under our credit facility #ewin loans with Silicon Valley Bank. Incurring defould have material
consequences, such as:

e requiring us to dedicate a portion of our cash ffown operations and other capital resources to sievice, thereby reducing ¢
ability to fund working capital, capital expendiésr and other cash requirements;

¢ increasing our vulnerability to adverse economid exalustry conditions;

< limiting our flexibility in planning for, or reaatig to, changes and opportunities in, our businedsradustry, which may place us
at a competitive disadvantage; and

< limiting our ability to incur additional debt on @ptable terms, if at all.

Additionally, if we are unable to maintain liquiditevels, as defined in the credit agreement, areifwere to default under our credit
agreement and were unable to obtain a waiver fdn audefault, interest on the obligations wouldrae@t an increased rate. In the case of a
default, the lenders could accelerate our obligationder the credit agreement; however, acceleratilbbe automatic in the case of
bankruptcy and insolvency events of default.

Additionally, to the extent we have made intercompkans to our subsidiaries and have pledged kzcts to the lenders under the
credit agreement, our subsidiaries would be redumepay the amount of the intercompany loans ¢édehders in the event we are in default
under the credit agreement. Any actions taken bydéhders against us in the event we are in defiaalér the credit agreement could harm our
financial condition. Finally, the credit facilityoatains certain restrictive covenants, includingvsions restricting our ability to incur
additional indebtedness, guarantee certain obtigaticreate or assume liens and pay dividends.

Our investment in an auction rate security is subjet to risks which may cause losses and affect thguidity of this investment.

We hold an investment in an auction rate secunity bhas failed, or may in the future fail, its aoiet An auction failure means that the
parties wishing to sell their securities could dotso. As a result of failed auctions, our abila@yiquidate and fully recover the carrying value
of our investment in the near term may be limiteshat exist. If the issuer of this investment isble to close future auctions and its credit
rating deteriorates, we may in the future be remlto record an impairment charge on this investm#ie also may be required to wait until
market stability is restored for this investmenuatil the final maturity of the underlying notep(to 30 years) to realize our investment’s cost
value.
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Risks related to our common stock

The issuance of additional sales of our common stqoor the perception that such issuances may occuncluding through our “at the
market” offering, could cause the market price of ar common stock to fall.

We have entered into a Sales Agreement with Asesh@apital Markets, LLC (“Ascendiant”), for thefef and sale of up to $10
million in aggregate amount of our shares from titmé&me through Ascendiant, as our sales agemsuamt to an effective Registration
Statement on Form S-3. Ascendiant is not requesll any specific number or dollar amount ofrgsaf our common stock but will use its
reasonable efforts, as our agent and subject ttethes of the Sales Agreement, to sell that nurobshares up to $10 million upon our requ
Sales of the shares, if any, may be made by anysn@ermitted by law and deemed to be an “at thé&etaoffering as defined in Rule 415 of
the Securities Act of 1933, as amended, and wilkgally be made by means of brokers’ transactionthe NASDAQ Global Market or
otherwise at market prices prevailing at the tirhsade, or as otherwise agreed with Ascendiant.

As of June 30, 2012, we have sold 1,755,806 stmnesiant to the Sales Agreement at a weighted geesales price of $3.26, net of
commissions, including 1,058,336 shares in the@xths ended June 30, 2012 at a weighted aver@ggemae of $3.45 per share. We may
terminate the Sales Agreement at any time or Itteiiminate once proceeds of $10 million have beésed. Whether we choose to effect
future sales under the at-the-market program weiflehd upon a variety of factors, including, amotigis, market conditions and the trading
price of our common stock relative to other soufesapital. The issuance from time to time ofsta@ew shares of common stock through
at-themarket program or in any other equity offeringtlue perception that such sales may occur, could btz effect of depressing the ma
price of our common stock

Our principal stockholders have significant votingpower and may take actions that may not be in thedst interest of our other
stockholders.

As of July 30, 2012 approximately 18.7% of our tansling common stock was held by affiliates, ingtgdl8.5% held by Chun K.
Hong, our chief executive officer and chairman of board of directors. As a result, Mr. Hong has ability to exert substantial influence over
all matters requiring approval by our stockhold@rsluding the election and removal of directord amy proposed merger, consolidation or
sale of all or substantially all of our assets atiter corporate transactions. This concentratioroofrol could be disadvantageous to other
stockholders with interests different from thosévisf Hong and our other executive officers and ctives. For example, our executive officers,
directors and principal stockholders could delapmvent an acquisition or merger even if the taatien would benefit other stockholders. In
addition, this significant concentration of shavenership may adversely affect the trading pricediar common stock because investors may
perceive disadvantages in owning stock in companittsstockholders that have the ability to exezdggnificant control.

Anti- takeover provisions under our charter documents andelaware law could delay or prevent a change of otrol and could also limit
the market price of our stock.

Our certificate of incorporation and bylaws contaiovisions that could delay or prevent a changeoatrol of our company or
changes in our board of directors that our stoakérsl might consider favorable. In addition, thesevisions could limit the price that investors
would be willing to pay in the future for sharesonfr common stock. The following are examples aofvggions which are included in our
certificate of incorporation and bylaws, each agaded:

* our board of directors is authorized, without pstwckholder approval, to designate and issue pezfestock, commonly referred
to as “blank check” preferred stock, with rightsise to those of our common stock;

«  stockholder action by written consent is prohibjted

* nominations for election to our board of directarsl the submission of matters to be acted upondakisolders at a meeting are
subject to advance notice requirements; and

* our board of directors is expressly authorized &ke alter or repeal our bylaws.

In addition, we are governed by the provisions egtdn 203 of the Delaware General Corporate Lakickvmay prohibit certain
business combinations with stockholders owning D8%more of our outstanding voting stock. These @hér provisions in our certificate of
incorporation and bylaws, and of Delaware law, daubke it more difficult for stockholders or pot@hicquirers to obtain control of our
board of directors or initiate actions that are aggal by the then-
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current board of directors, including delayingmpeding a merger, tender offer, or proxy contegitber change of control transaction
involving our company. Any delay or prevention affeange of control transaction or changes in oardbof directors could prevent the
consummation of a transaction in which our stoctbrd could receive a substantial premium overttba¢urrent market price for their shar
The price of and volume in trading of our common gick has and may continue to fluctuate significantly

Our common stock has been publicly traded sinceeNdoer 2006. The price of our common stock andrtigirg volume of our
shares are volatile and have in the past fluctusitgdficantly. There can be no assurance as tpiices at which our common stock will trade
in the future or that an active trading marketum common stock will be sustained in the futuree Tinarket price at which our common stock
trades may be influenced by many factors, includingnot limited to, the following:

e our operating and financial performance and praspétcluding our ability to achieve and sustaiofpability in the future;

« investor perception of us and the industry in whighoperate;

» the availability and level of research coveragarad market making in our common stock;

e changes in earnings estimates or buy/sell recomatiems by analysts;

« sales of our newly issued common stock or otheuritées in association with our $40 million effaaishelf registration on Form
S-3, or the perception that such sales may occur

« general financial and other market conditions; and

«  changing and recently volatile domestic and intéomal economic conditions.

In addition, shares of our common stock and thdipsbock markets in general, have experienced,maag continue to experience,
extreme price and trading volume volatility. Thélsetuations may adversely affect the market pateur common stock and a shareholders

ability to sell their shares into the market at desired time or at the desired price.

In 2007, following a drop in the market price off@@mmon stock, securities litigation was initiatghinst us. Given the historic
volatility of our industry, we may become engagedhis type of litigation in the future. Securitiégyation is expensive and time-consuming.
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Item 6. Exhibits

Exhibit

Number Description of Document

3.1(1) Restated Certificate of Incorporation of Netlistc.l

3.2(1) Amended and Restated Bylaws of Netlist, |

10.1(2) Amendment to Loan Documents entered into as of 14Ry2012, by and between Silicon Valley Bank andisteInc., a
Delaware Corporatior

31.1(3) Certification of Chief Executive Officer pursuantRule 13-14(a) and Rule 1!-14(a) of the Securities Exchange Act,
Amended.

31.2(3) Certification of Chief Financial Officer pursuantRule 13-14(a) and Rule 1:-14(a) of the Securities Exchange Act
Amended.

32(4) Certification of Chief Executive Officer and Chiefhancial Officer pursuant to 18 U.S.C. 1350, aspaed pursuant t

Section 906 of the Sarbal-Oxley Act of 2002 and furnished herewith pursuan8EC Release No. -8238.

101.INS(5) XBRL Instance Documer

101.SCH(5] XBRL Taxonomy Extension Schema Docum

4

101.CAL(5) XBRL Taxonomy Extension Calculation Linkbase Docuntr

101.LAB(5) XBRL Taxonomy Extension Label Linkbase Docum

101.PRE(S XBRL Taxonomy Extension Presentation Linkbase Doent

101.DEF(5) XBRL Taxonomy Extension Definition Linkbase Docunh

#

@)

)

@)
(4)

()

Management contract or compensatory plan or arraege

Incorporated by reference to the correspondinghtéixhumber of the Registration Statement on Forind$the registrant (No. 333-
136735) filed with the Securities and Exchange Cdssimn on October 23, 2006.

Incorporated by reference to Exhibit 10.1 of thgisrant’s Quarterly Report on Form 10-Q for theder ended March 31, 2012,
filed with the Securities and Exchange CommissioiMay 15, 2012.

Filed herewith.

The information in Exhibit 32 shall not be deemé&tkd” for purposes of Section 18 of the Securittechange Act of 1934, as
amended, (the “Exchange Act”), or otherwise subjedhe liabilities of that section, nor shall they deemed incorporated by
reference in any filing under the Securities Acfl8B3, as amended, or the Exchange Act (includirggReport), unless the registrant
specifically incorporates the foregoing informatioto those documents by reference.

Furnished herewith. In accordance with Rule 406Regulation S-T, the information in these exhilsitsall not be deemed to be
“filed” for purposes of Section 18 of the Secustiend Exchange Act of 1934, or otherwise subjetiability under that section, and
shall not be incorporated by reference into anystegtion statement or other document filed untler$ecurities Act of 1933, excep
expressly set forth by specific reference in stilingf
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SIGNATURES

Pursuant to the requirements of the Securities &xgé Act of 1934, the Registrant has duly causiedéiport to be signed on its behalf
the undersigned thereunto duly authorized.

Date: August 14, 201 NETLIST, INC.
a Delaware corporatic
(Registrant
By: /s/ Chun K. Hong

Chun K. Hong
President, Chief Executive Officer anc
Chairman of the Board
(Principal Executive Officer)

By: /s/ Gail M. Sasak
Gail M. Sasaki
Vice President and Chief Financial Officer
(Principal Financial Officer)
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EXHIBIT INDEX

Exhibit

Number Description of Document

3.1(1) Restated Certificate of Incorporation of Netlistc.l

3.2(1) Amended and Restated Bylaws of Netlist, |

10.1(2) Amendment to Loan Documents entered into as of 14Ry2012, by and between Silicon Valley Bank andisteInc., a
Delaware Corporatior

31.1(3) Certification of Chief Executive Officer pursuantRule 13-14(a) and Rule 1!-14(a) of the Securities Exchange Act,
Amended.

31.2(3) Certification of Chief Financial Officer pursuantRule 13-14(a) and Rule 1:-14(a) of the Securities Exchange Act
Amended.

32(4) Certification of Chief Executive Officer and Chiefhancial Officer pursuant to 18 U.S.C. 1350, aspaed pursuant t
Section 906 of the Sarbal-Oxley Act of 2002 and furnished herewith pursuan8EC Release No. -8238.

101.INS(5) XBRL Instance Documer

101.SCH(5] XBRL Taxonomy Extension Schema Docum

4

101.CAL(5) XBRL Taxonomy Extension Calculation Linkbase Docuntr

101.LAB(5) XBRL Taxonomy Extension Label Linkbase Docum

101.PRE(S XBRL Taxonomy Extension Presentation Linkbase Doent

101.DEF(5) XBRL Taxonomy Extension Definition Linkbase Docunh

#

@)

)

@)
(4)

()

Management contract or compensatory plan or arraege

Incorporated by reference to the correspondinghtéixhumber of the Registration Statement on Forind$the registrant (No. 333-
136735) filed with the Securities and Exchange Cdssimn on October 23, 2006.

Incorporated by reference to Exhibit 10.1 of thgisrant’s Quarterly Report on Form 10-Q for theder ended March 31, 2012,
filed with the Securities and Exchange CommissioiMay 15, 2012.

Filed herewith.

The information in Exhibit 32 shall not be deemé&tkd” for purposes of Section 18 of the Securittechange Act of 1934, as
amended, (the “Exchange Act”), or otherwise subjedhe liabilities of that section, nor shall they deemed incorporated by
reference in any filing under the Securities Acfl8B3, as amended, or the Exchange Act (includirggReport), unless the registrant
specifically incorporates the foregoing informatioto those documents by reference.

Furnished herewith. In accordance with Rule 406Regulation S-T, the information in these exhilsitsall not be deemed to be
“filed” for purposes of Section 18 of the Secustiend Exchange Act of 1934, or otherwise subjetiability under that section, and
shall not be incorporated by reference into anystegtion statement or other document filed untler$ecurities Act of 1933, excep
expressly set forth by specific reference in stilingf
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EXHIBIT 31.1

CERTIFICATION PURSUANT TO RULE 13A-14(A) AND RULE 1 5D-14(A) OF THE SECURITIES EXCHANGE
ACT AS ADOPTED PURSUANT TO SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002

[, Chun K. Hong, certify that:
1. I have reviewed this quarterly report on Form 1@fQletlist, Inc., a Delaware corporation (the “Retgant”);

2. Based on my knowledge, this report does not comtaynuntrue statement of a material fact or ométéde a material fact
necessary to make the statements made, in lightdafircumstances under which such statementsmwade, not misleading with respect to the
period covered by this report;

3. Based on my knowledge, the financial statement$,aéimer financial information included in this repdairly present in all
material respects the financial condition, resofteperations and cash flows of the Registrantfaara for, the periods presented in this report;

4, The Registrant’s other certifying officer and | aesponsible for establishing and maintaining disate controls and
procedures (as defined in Exchange Act Rules 13a)Hnd 15d-15(e)) and internal control over firnaheporting (as defined in Exchange
Act Rules 13a-15(f) and 15d-15(f)) for the Registrand we have:

a) Designed such disclosure controls and proceduregused such disclosure controls and procedures tiesigned
under our supervision, to ensure that materiakinédion relating to the Registrant, including ithsolidated subsidiaries, is made known to us
by others within those entities, particularly dgrithe period in which this report is being prepared

b) Designed such internal control over financial réipgr or caused such internal control over finahetgorting to be
designed under our supervision, to provide readeredsurance regarding the reliability of financggorting and the preparation of financial
statements for external purposes in accordancegettierally accepted accounting principles:

C) Evaluated the effectiveness of the Registrant’sldésire controls and procedures and presentedsimetport our
conclusions about the effectiveness of the disctosantrols and procedures, as of the end of tHegeovered by this report based on such
evaluation; and

d) Disclosed in this report any change in the Regi$anternal control over financial reporting thatcurred during
the Registrant’s most recent fiscal quarter (thgi®eant’s fourth fiscal quarter in the case ofammual report) that has materially affected, or is
reasonably likely to materially affect, the Regisit's internal control over financial reporting;dan

5. The Registrant’s other certifying officer and | eadisclosed, based on our most recent evaluatigrterhal control over
financial reporting, to the Registrant’s auditonsldhe audit committee of the Registrant’s boardiagctors (or persons performing the
equivalent functions):

a) All significant deficiencies and material weaknessethe design or operation of internal contradiofinancial
reporting which are reasonably likely to adversafgct the Registrant’s ability to record, procesgsnmarize and report financial information;
and

b) Any fraud, whether or not material, that involveamagement or other employees who have a significéain the
Registrant’s internal control over financial repogt

August 14, 2012 /s/ Chun K. Hon¢
Chun K. Hong
President, Chief Executive Officer and Chairmathef Boarc
(Principal Executive Officer




EXHIBIT 31.2

CERTIFICATION PURSUANT TO RULE 13A-14(A) AND RULE 1 5D-14(A) OF THE SECURITIES EXCHANGE
ACT AS ADOPTED PURSUANT TO SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002

[, Gail M. Sasaki, certify that:
1. I have reviewed this quarterly report on Form 1@fQletlist, Inc., a Delaware corporation (the “Retgant”);

2. Based on my knowledge, this report does not comtaynuntrue statement of a material fact or ométéde a material fact
necessary to make the statements made, in lightdafircumstances under which such statementsmwade, not misleading with respect to the
period covered by this report;

3. Based on my knowledge, the financial statement$,aéimer financial information included in this repdairly present in all
material respects the financial condition, resofteperations and cash flows of the Registrantfaara for, the periods presented in this report;

4, The Registrant’s other certifying officer and | aesponsible for establishing and maintaining disate controls and
procedures (as defined in Exchange Act Rules 13a)Hnd 15d-15(e)) and internal control over firnaheporting (as defined in Exchange
Act Rules 13a-15(f) and 15d-15(f) for the Registrand we have:

a) Designed such disclosure controls and proceduregused such disclosure controls and procedures tiesigned
under our supervision, to ensure that materiakinédion relating to the Registrant, including ithsolidated subsidiaries, is made known to us
by others within those entities, particularly dgrithe period in which this report is being prepared

b) Designed such internal control over financial réipgr or caused such internal control over finahetgorting to be
designed under our supervision, to provide readeredsurance regarding the reliability of financggorting and the preparation of financial
statements for external purposes in accordancegettierally accepted accounting principles:

C) Evaluated the effectiveness of the Registrant’sldésire controls and procedures and presentedsimetport our
conclusions about the effectiveness of the disctosantrols and procedures, as of the end of tHegeovered by this report based on such
evaluation; and

d) Disclosed in this report any change in the Regi$anternal control over financial reporting thatcurred during
the Registrant’s most recent fiscal quarter (thgi®eant’s fourth fiscal quarter in the case ofammual report) that has materially affected, or is
reasonably likely to materially affect, the Regisit's internal control over financial reporting;dan

5. The Registrant’s other certifying officer and | eadisclosed, based on our most recent evaluatigrterhal control over
financial reporting, to the Registrant’s auditonsldhe audit committee of the Registrant’s boardiagctors (or persons performing the
equivalent functions):

a) All significant deficiencies and material weaknessethe design or operation of internal contradiofinancial
reporting which are reasonably likely to adversafgct the Registrant’s ability to record, procesgsnmarize and report financial information;
and

b) Any fraud, whether or not material, that involveamagement or other employees who have a significéain the
Registrant’s internal control over financial repogt

August 14, 2012 /s/ Gail M. Sasak
Gail M. Sasak
Vice President and Chief Financial Offic
(Principal Financial Officer




Exhibit 32

CERTIFICATIONS PURSUANT TO 18 U.S.C. SECTION 1350
AS ADOPTED PURSUANT TO SECTION 906 OF THE SARBANESOXLEY ACT OF 2002

In connection with the Quarterly Report on FormQ@f Netlist, Inc., a Delaware corporation (“Netljsfor the quarter ended June 30, 2012
(the “Report”), Chun K. Hong, president, chief exte officer and chairman of the board of Netlamd Gail M. Sasaki, vice president and
chief financial officer of Netlist, each hereby tifes, pursuant to 18 U.S.C. Section 1350, as tetbpursuant to Section 906 of the Sarbanes-
Oxley Act of 2002, that, to his or her knowledge:

(1) the Report fully complies with the requirementsSefction 13(a) of the Securities Exchange Act of41@®&d

2) the information contained in the Report fairly prets, in all material respects, the financial ctodiand results of
operations of Netlist, Inc.

August 14, 201: /s/ Chun K. Hon¢
Chun K. Hong
President, Chief Executive Officer and ChairmaithefBoarc
(Principal Executive Officer

August 14, 2012 /s/ Gail M. Sasak
Gail M. Sasak
Vice President and Chief Financial Offic
(Principal Financial Officer




