Table of Contents

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q

(Mark One)

Xl QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the quarterly period ended July 4, 200¢

or

O TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE

ACT OF 1934
For the transition period from to
Commission file number 001-33170
NETLIST, INC.
(Exact name of registrant as specified in its @rart
Delaware 95-4812784

State or other jurisdiction « (I.LR.S. Employe
incorporation or organizatic Identification No.)

51 Discovery, Irvine, CA 92618
(Address of principal executive offices) (Zip Code)

(949) 435-0025
(Registrant’s telephone number, including area fode

Indicate by check mark whether the registrant @b filed all reports required to be filed by SectiB or 15(d) of the Securities Exchange

Act of 1934 during the preceding 12 months (ordioch shorter period that the registrant was requaodile such reports), and (2) has been
subject to such filing requirements for the pastl@s. YesxI No O

Indicate by check mark whether the registrant liésnstted electronically and posted on its corpokéib site, if any, every Interactive
Data File required to be submitted and posted puntsto Rule 405 of Regulation S-T (section 232.d4Dthis chapter) during the preceding 12
months (or for such shorter period that the regigtwas required to submit and post such fleggs @ No O

Indicate by check mark whether the registrantleage accelerated filer, an accelerated filer, maccelerated filer or a smaller reporting

company. See definition of “large accelerated filaccelerated filer” and “smaller reporting conmyd in Rule 12b-2 of the Exchange Act.
(Check One):

Large accelerated fileid Accelerated filer O

Non-accelerated filer O Smaller reporting companyXI]
(Do not check if a smaller reporting compa

Indicate by check mark whether the registrantsbell company (as defined in Rule 12b-2 of the Ades O No

The number of shares outstanding of each of thistrag’s classes of common stock as of the latest prittickate:



Common Stock, par value $0.001 per share

19,855,411 shares outstanding at July 31, 2009




Table of Contents

PART I.
Iltem 1.

Iltem 2.
Iltem 3.
Item 4.

Iltem 4T.

PART II.

Iltem 1.

Iltem 1A.

Iltem 2.
Iltem 3.
Iltem 4.
Item 5.
Iltem 6.

NETLIST, INC. AND SUBSIDIARIES
QUARTERLY REPORT ON FORM 10-Q
FOR THE THREE AND SIX MONTHS ENDED JULY 4, 2009

TABLE OF CONTENTS

FINANCIAL INFORMATION
Financial Statemen
Condensed Consolidated Balance Sheets at July08, @®audited) and January 3, 2009 (audi
Unaudited Condensed Consolidated Statements ofa@pes for the Three and Six Months Ended July0992
and June 28, 20C
Unaudited Condensed Consolidated Statements of Klagfs for the Six Months Ended July 4, 2009 anaeJ28, 200¢
Notes to Unaudited Condensed Consolidated FinaStéément
Managemer's Discussion and Analysis of Financial Conditiond &esults of Operatior
Quantitative and Qualitative Disclosures About MarRisk
Controls and Procedur
Controls and Procedur

OTHER INFORMATION

Legal Proceeding

Risk Factors

Unregistered Sales of Equity Securities and Udero€eed:
Defaults Upon Senior Securiti

Submission of Matters to a Vote of Security Holc

Other Informatior

Exhibits

Page

www

2C

32
33

33
33
33
33
33
34
34
34




Table of Contents

PART I. FINANCIAL INFORMATION
Item 1. Financial Statements

NETLIST, INC. AND SUBSIDIARIES

Condensed Consolidated Balance Sheets
(in thousands, except par value)

(unaudited) (audited)
July 4, January 3,
2009 2009
ASSETS
Current assett
Cash and cash equivale $ 10,10¢ $ 15,21«
Investments in marketable securit 9,09¢ 5,19¢
Accounts receivable, n 1,52: 1,913
Inventories 1,95¢ 1,82¢
Income taxes receivab 651 1,88(
Prepaid expenses and other current a: 75¢ 761
Total current asse 24,08¢ 26,80(
Property and equipment, r 5,621 6,93¢
Long-term investments in marketable securi 97¢ 96(
Other asset 221 234
Total asset $ 30,91 $ 34,93t
LIABILITIES AND STOCKHOLDERS ' EQUITY
Current liabilities:
Accounts payabl $ 2,45 3% 1,78¢
Revolving line of credi 2,15 —
Current portion of lon-term debt 32¢ 474
Current portion of deferred gain on sale and leaslkeransactiol 11¢€ 11€
Accrued expenses and other current liabili 2,718 2,08z
Total current liabilities 7,765 4,461
Long-term debt, net of current portic 36 13C
Deferred gain on sale and leaseback transactiomf meirrent portior 49 10¢€
Total liabilities 7,852 4,69¢
Commitments and contingenci
Stockholder equity:
Common stock, $0.001 par val- 90,000 shares authorized; 19,855 shares issuedugsidnding 20 20
Additional paic-in capital 69,98( 69,38:
Accumulated defici (46,929 (39,119
Accumulated other comprehensive i (18) (56)
Total stockholder equity 23,05¢ 30,23¢
Total liabilities and stockholde’ equity $ 30,91C $ 34,93

See accompanying notes.
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Net sales
Cost of sales(1
Gross profit (loss
Operating expense
Research and development
Selling, general and administrative
Total operating expens:
Operating los:
Other income
Interest income, ne
Other income (expense), r
Total other income (expense), |
Loss before provision (benefit) for income ta
Provision (benefit) for income tax
Net loss
Net loss per common sha
Basic and dilutes
Weighte-average common shares outstand
Basic and dilute:

NETLIST, INC. AND SUBSIDIARIES
Unaudited Condensed Consolidated Statements of Opions
(in thousands, except per share amounts)

Three Months Ended

Six Months Ended

(1) Amounts include sto-based compensation expense as follc

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

July 4, June 28, July 4, June 28,
2009 2008 2009 2008

$ 3,17¢ % 18,42¢ $ 533t $ 31,53¢
2,92¢ 15,77( 5,62¢ 25,74

244 2,65¢ (299) 5,79(

2,03( 1,71¢ 3,64¢ 3,292

2,12( 3,31( 4,05¢ 6,77¢

4,15( 5,02¢ 7,69¢ 10,07(

(3,906) (2,367) (7,99:) (4,280)

18 104 10C 34:

(45) 23 13C (68)

(27) 127 23C 27E

(3,939 (2,240 (7,762 (4,00%)

31 11 49 (1,170

$ (3,962 $ (2,25) $ (7,81) $ (2,83%)
$ 020 $ (0.11) $ (039 $ (0.19)
19,85t 19,85t 19,85t 19,83¢

$ 38 3 48 $ 67 $ 62
48 62 10€ 85

204 26¢ 424 472

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

Cash flows from operating activitie
Net loss
Adjustments to reconcile net loss to net cash usegerating activities
Depreciation and amortizatic
Amortization of deferred gain on sale and leaseltsrisactior
Deferred income taxe
Gain on disposal of asse
Stock-based compensatic
Changes in operating assets and liabilit
Accounts receivabl
Inventories
Income taxes receivab
Prepaid expenses and other current a:
Other asset
Accounts payabl
Accrued expenses and other current liabili
Net cash used in operating activit
Cash flows from investing activitie
Acquisition of property and equipme
Proceeds from sales of equipm
Purchase of investments in marketable secul
Proceeds from maturities and sales of investmentsairketable securitie
Net cash (used in) provided by investing activi
Cash flows from financing activitie
Borrowings on lines of cred
Payments on lines of cre«
Payments on del
Increase in restricted ca
Reversal of unrealized excess tax benefit fromasgerof warrant:
Net cash provided by (used in) financing activi
(Decrease) increase in cash and cash equive
Cash and cash equivalents at beginning of pe

Cash and cash equivalents at end of pe

See accompanying notes.
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Six Months Ended

July 4, June 28,
2009 2008

(7,81 $ (2,83%)
1,15C 1,05¢
(59 (59

— (990)
(11€) =
597 61¢
394 5,59¢
(125) (4,99¢)
1,22¢ (195)

2 (582)

13 44

66¢ (1,745
63C (254)
(3,429) (4,349
(56) (770)
34z —
(10,209 (6,672)
6,32¢ 17,50(
(3,599 10,05¢
10,32¢ 49,49(
(8,172) (48,700
(240) (434
— (2,000
— @)
1,91 (1,64¢)
(5,109) 4,061
15,21« 7,182
10,10¢ $ 11,24
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NETLIST, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
July 4, 2009

Note 1—Description of Business

Netlist, Inc. (the “Company” or “Netlist”) desigrad manufactures high performance memory subsydtertise server, high
performance computing and communications markéts.Jompany’s memory subsystems consist of dynaamidom access memory
integrated circuits, NAND flash memory, or NAND,chather components assembled on a printed ciroaitdo Headquartered in Irvine,
California, Netlist’s solutions are targeted atlaggiions where memory plays a key role in meetipgtem performance requirements. In 2007,
the Company established a manufacturing facilitthenPeople’s Republic of China, (the “PRC"), whitame operational in July 2007 upon
the successful qualification of certain key custmne

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 “USF)interim financial information and with the tngctions to Securities and Exchange
Commission (“SEC”) Form 10-Q and Article 8 of SE€@drlation S-X. These financial statements do nduire all of the information and
footnotes required by accounting principles geteradcepted in the US for complete financial staata. Therefore, these unaudited
condensed consolidated financial statements shmutéad in conjunction with the Company’s auditedsolidated financial statements and
notes thereto for the year ended January 3, 286®ded in the Company’s Annual Report on Form 1filéd with the SEC on March 30,
20009.

The condensed consolidated financial statementsdad herein as of July 4, 2009 are unaudited; krewehey contain all normal
recurring accruals and adjustments that, in thaiopiof the Company’s management, are necessamesent fairly the consolidated financial
position of the Company and its wholly owned suiasids as of July 4, 2009 and January 3, 2009dnsolidated results of its operations for
the three and six months ended July 4, 2009 anel 2802008, and the consolidated cash flows fosithenonths ended July 4, 2009 and
June 28, 2008. The results of operations for theetnd six months ended July 4, 2009 are not saghsindicative of the results to be
expected for the full year or any future interinripds.

Principles of Consolidation

The consolidated financial statements include ttomants of Netlist, Inc. and its wholly owned sulisiies. All intercompany balanc
and transactions have been eliminated in consaiaat

Fiscal Year

The Company operates under a 52/53-week fiscalgmding on the Saturday closest to December 31fiseal 2009, the Company’s
fiscal year end is scheduled to be January 2, 2080will consist of 52 weeks. Each of the Compalfiys 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 US requires management to
make estimates and assumptions that affect thetegpamounts of the assets and liabilities andassece of contingent assets and liabilities at
the date of the financial statements, and the ted@mounts of revenues and expenses during tbetirepperiod. Significant estimates made
by management include, among others, valuationwastments in marketable securities, provisionsifamollectible receivables and sales
returns, warranty liabilities, valuation of inverits, recoverability of long-lived assets, stoclsdd compensation expense and realization of
deferred tax assets. The Company bases its estimateassumptions on current facts, historical spee and various other factors that it
believes to be reasonable under the circumstati@sesults of which form the basis for making jodmts about the carrying values of assets
and liabilities and the accrual of costs and expsgitisat are not readily apparent from other soufdes actual results experienced by the
Company may differ materially and adversely fromdstimates. To the extent there are materialrdiffes between the estimates and the
actual results, future results of operations walldffected.




Table of Contents
Revenue Recognition

The Company’s revenues primarily consist of prodaes of high performance memory subsystems ginatiequipment manufacturers
("OEMs”). Revenues also include sales of excessritories to distributors and other users of menttagrated circuits (“ICs”) totaling
approximately $0.1 million and $0.1 million, respreely for the three and six months ended JulyGO® and approximately $0.1 million and
$0.2 million, respectively, for the three and signths ended June 28, 2008.

The Company recognizes revenues in accordancethdtBEC'’s Staff Accounting Bulletin No. 10Revenue RecognitidiSAB 104").
Under the provisions of SAB 104, the Company recggirevenues when there is persuasive evidentantarangement, product delivery
and acceptance have occurred, the sales prioeeid 6ir determinable, and collectibility of the rigisg receivable is reasonably assured.

The Company generally uses customer purchase arddfer contracts as evidence of an arrangemetivedeoccurs 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 documearg used to verify delivery and customer accegtafhe Company assesses whether the
sales price is fixed or determinable based on #yenent 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 exgesmtories, which contain no right-of-
return privileges. Estimated returns are providedat the time of sale based on historical expedger specific identification of an event
necessitating a reserve. The Company offers aatdmtoduct warranty to its customers and has hergiost-shipment obligations. The
Company assesses collectibility based on the eveditiness of the customer as determined by cobditks and evaluations, as well as the
customer’s payment history.

A portion of the Company’s shipments are made ital{party inventory warehouses, or hubs, and then@ay recognizes revenue when
the inventory is pulled from the hub for use ingwotion by the customer. The Company receives artémm the customer on a daily basis
indicating the inventories pulled from a hub foe Uy the customer, and performs a daily reconizliedf inventories shipped to and pulled by
the customer to those inventories reflected orctlsomer’s reports to ensure that sales are rezedim the appropriate periods.

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

Cash and Cash Equivalents
Cash and cash equivalents consist of cash andtghorinvestments with original maturities of threenths or less.
Investments in Marketable Securities

The Company accounts for its investments in mabtetsecurities in accordance with Statement of e Accounting Standards
(“SFAS”) No. 115 ,Accounting for Certain Investments in Debt and Bg8ecurities and Financial Accounting Standards Board (“FASB”)
Staff Position (“FSP”) Nos. 115-1 and 124The Meaning of Other-Than-Temporary Impairment kead\pplication to Certain Investments.
The Company determines the appropriate classificaif its investments at the time of purchase aedaluates such designation at each
balance sheet date. The Company’s investments liketadole securities have been classified and atedudor as available-for-sale based on
management’s investment intentions relating todtsesurities. Available-for-sale securities ar¢estat market value, and are generally based
on market quotes, to the extent they are availabieealized gains and losses, net of applicablerded taxes, are recorded as a component of
other comprehensive income (loss). Realized gaidd@sses and declines in value judged to be otlaertemporary are determined based on
the specific identification method and are repoitedther income, net in the unaudited condensedaalated statements of operations.

The Company generally invests its excess cashrimedtic bank-issued certificates of deposit whialycgederal deposit insurance,
money market funds and in highly liquid debt inatents of US. municipalities, corporations and tf&ddvernment and its agencies. All
highly liquid investments with stated maturitiestiofee months or less from the date of purchaselassified as cash equivalents; all
investments with stated maturities of greater tthaee months are classified as investments in relesecurities.
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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. Effective December 30, 2007 Qbmpany adopted SFAS No. 154ir
Value Measuremen{sSFAS 157"), which defines fair value, establistzeamework for measuring fair value in accordawité accounting
principles generally accepted in the U.S. and edpaaquired disclosures about fair value measure&snBarsuant to SFAS 157, other than for
certain investments in auction rate securities fé&te 4), the fair value of the Company’s cash egjents and investments in marketable
securities is determined based on quoted pricastine markets for identical assets or Level 1 taplihe Company believes that the carrying
values of all other financial instruments approxieteir current fair values due to their naturd eespective durations.

Allowance for Doubtful Accounts

The Company evaluates the collectibility of accewetceivable based on a combination of factorsates where the Company is awar
circumstances that may impair a specific custorragsibty to meet its financial obligations subsequi the original sale, the Company will
record an allowance against amounts due, and theeelice the net recognized receivable to the atrtberCompany 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, the current businessoanvent and its historical experience.

Concentration of Credit Risk

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

The Company invests primarily in money market fyra#stificates of deposit and high-credit qualigbtlinstruments. Cash equivalents
are maintained with high quality institutions, tt@mposition and maturities of which are regularlymtored by management. Investments in
marketable securities are generally in high-creddlity debt instruments with an active resale raaruch investments are made only in
instruments issued or enhanced by high-qualitytitgins. The US. Treasury through a Temporary @otse Program of Money Market funds
has guaranteed money market investments on hamidSeptember 19, 2008. These funds are guarartieaagh September 18, 2009. The
Company had $7.4 million of US Treasury guaranteedey market funds and FDIC insured funds at JuB089. In addition, the Company
had $3.5 million in treasury notes that are digdigations of the US government. The Company lsnturred any credit risk losses related
to these investments.

The Company’s trade accounts receivable are priynderived from sales to OEMs in the computer indusThe Company performs
credit evaluations of its customefsiancial condition and limits the amount of creglitended when deemed necessary, but generalliyeaq
collateral. The Company believes that the conctatraf credit risk in its trade receivables is moated by its credit evaluation process,
relatively short collection terms and the high lesecredit worthiness of its customers. Reservesnaaintained for potential credit losses, and
such losses historically have not been signifieemat have been within management’s expectations.

Inventories

Inventories are valued at the lower of cost orraatizable value. Cost is determined on an avetagebasis which approximates actual
cost on a first-in, first-out basis and includes raaterials, labor and manufacturing overhead.akhebalance sheet date, the Company
evaluates its ending inventories for excess guastind obsolescence. Among other factors, the @oyngonsiders historical demand and
forecasted demand in relation to the inventory amdh) competitiveness of product offerings, markeiditions and product life cycles when
determining obsolescence and net realizable v&evisions are made to reduce excess or obsoletatiories to their estimated net realizable
values. Once established, write-downs are considazemanent adjustments to the cost basis of tbess»or obsolete inventories.

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

range from three to seven years. Leasehold imprewesrare recorded at cost and amortized on alstiiig basis over the shorter of their
estimated useful lives or the remaining lease term.
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Warranties

The Company offers warranties generally ranginghfane to three years to its customers, other thasates of excess inventory,
depending on the product and negotiated termsmwhpase agreements. Such warranties require the &uoyrip repair or replace defective
product returned to the Company during the warraetyod at no cost to the customer. The Companyrdscan estimate for warranty-related
costs at the time of sale based on, among othtar&adts historical and estimated product retates and expected repair or replacement costs
Such costs have historically been consistent betyweeods and in-line with management’s expectation

Stock-Based Compensation

The Company accounts for equity issuances to ngulegrees in accordance with Emerging Issues Tas&aHasue No. 96-1&\ccounting
for Equity Instruments that are Issued to Other MEanployees for Acquiring, or in Conjunction witklilg, Goods and Servict. All
transactions in which goods or services are theideration received for the issuance of equityrimeents are accounted for based on the fair
value of the consideration received or the faiveabf the equity instrument issued, whichever iseameliably measurable. The measurement
date used to determine the fair value of the eqo#trument issued is the earlier of the date oithvthe third-party performance is complete or
the date on which it is probable that performanikoscur.

In accordance with SFAS No. 123(Phare-Based PaymefiSFAS 123R"), employee and director stock-basetpensation expense
recognized during the period is based on the vafllee portion of stock-based payment awards thattimately expected to vest during the
period. Stock-based compensation expense recoginizhd accompanying unaudited condensed consetidstatements of operations is based
on the grant date fair value estimated in accoreavith the provisions of SFAS 123R. Given that ktbased compensation expense
recognized in the unaudited condensed consolidateements of operations is based on awards udtiynexpected to vest, it has been reduced
for estimated forfeitures. SFAS 123R requires fitufes to be estimated at the time of grant andeel if necessary, in subsequent periods if
actual forfeitures differ from those estimates. €sémated average forfeiture rates used by thep@ognare based on historical forfeiture
experience and estimated future forfeitures.

The fair value of common stock option awards to kyges and directors is calculated using the Blackeles option pricing model. The
Black-Scholes model requires subjective assumptiegarding future stock price volatility and expttime to exercise, along with
assumptions about the riflee interest rate and expected dividends, whitdcathe estimated fair values of these awards.ekpected term «
options granted is derived from historical dateearployee exercises and pesisting employment termination behavior. The expaeblatility
is based on the historical volatilities of our coomstock. The risk-free rate selected to valueparyicular grant is based on the US Treasury
rate that corresponds to the expected term of riduwet @ffective as of the date of the grant. Theeetgd dividends assumption is based on the
Company’s history and expectation of dividend pagotihese factors could change in the future, tiffg¢he determination of stock-based
compensation expense in future periods.

Income Taxes

Under Accounting Principles Board Opinion No. B8erim Financial Reporting“APB 28"), the Company is required to adjust its
effective tax rate each quarter to be consistetit thie estimated annual effective tax rate. The @ is also required to record the tax im
of certain discrete items, unusual or infrequentgurring, including changes in judgment about &tn allowances and effects of changes in
tax laws or rates, in the interim period in whibley occur. In addition, jurisdictions with a prdjed loss for the year or a year-to-date loss
where no tax benefit can be recognized are exclérded the estimated annual effective tax rate. ifipgact of such an exclusion could resul
a higher or lower effective tax rate during a maunftir quarter, based upon the mix and timing afi@atarnings versus annual projections.

The Company accounts for income taxes in accordaitbeSFAS No. 109Accounting for Income Tax€SFAS 109”).Under SFAS 10¢
deferred tax assets and liabilities are recogniaedflect the estimated future tax effects, calted at currently effective tax rates, of future
deductible or taxable amounts attributable to exémdat have been recognized on a cumulative hasieiconsolidated financial statements. A
valuation allowance related to a deferred tax d@sseicorded when it is more likely than not thaihe portion of the deferred tax asset will not
be realized.
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The Company adopted FASB Interpretation No.A&ounting for Uncertainty in Income Taxes—An Iptetation of FASB Statement
No. 109(“FIN 48”) on December 31, 2006, the first day t3f2007 fiscal year. FIN 48 seeks to reduce therdity in practice associated with
certain aspects of measurement and recognitioodauating for income taxes. FIN 48 prescribes agadion threshold and measurement
requirement for the financial statement recognitiba tax position that has been taken or is exguettt be taken on a tax return and also
provides guidance on de-recognition, classificatinterest and penalties, accounting in interimquks, disclosure, and transition. Under
FIN 48 the Company may only recognize or contirmeetognize tax positions that meet a “more likbn not” threshold.

Research and Development Expenses
Research and development expenditures are expentezlperiod incurred.
Comprehensive Income (Loss)

SFAS No. 130Reporting Comprehensive Incomestablishes standards for reporting and disptpgamprehensive income and its
components in the consolidated financial statemeéwsumulated other comprehensive income (lossudes unrealized gains or losses on
investments.

Risks and Uncertainties

The Company’s operations in the PRC are subjecatious political, geographical and economic righd uncertainties inherent to
conducting business in China. These include, luhat limited to, (i) potential changes in econogoaditions in the region, (i) managing a
local workforce that may subject the Company toeutainties or certain regulatory policies and @ljanges in other policies of the Chinese
governmental and regulatory agencies. Additionahg, Chinese government controls the procedureshligh its local currency, the Chinese
Renminbi (“RMB"), is converted into other currengidf changes or restrictions in the conversioRbfB are instituted, the Company’s
operations and operating results may be negatimghacted.

Foreign Currency Remeasurement

The functional currency of the Company’s foreigbhsidiaries is the U.S. dollar. Local currency fioeh statements are remeasured into
U.S. dollars using the current exchange rate fanetery assets and liabilities and the historicehexge rate for nonmonetary assets and
liabilities. Expenses are remeasured using theageeexchange rate for the period, except itemgeckta nonmonetary assets and liabilities,
which are remeasured using historical exchangs.raleremeasurement gains and losses are includéétermining net income (loss).

Net Income (Loss) Per Share

Basic net income (loss) per share is calculateditiging net income (loss) by the weighted-averagmber of common shares
outstanding during the period. Diluted net incoesg) per share is calculated by dividing the nebine (loss) by the weighted-average
number of shares and dilutive potential commoneshautstanding during the period. Dilutive potdrdfeares consist of dilutive shares issu
upon the exercise of outstanding stock optionsveawtlants computed using the treasury stock method.

New Accounting Pronouncements

In June 2009, the FASB issued SFAS No. T8& FASB Accounting Standards Codification™ andHiegarchy of Generally Accepted
Accounting Principle— a Replacement of FASB Statement No.(‘I$2AS No. 168”). The Codification will become the source of
authoritative U.S. GAAP. The statement is effezfior financial statements issued for interim andueal periods ending after September 15,
2009. The Company expects to adopt this standabdtiae filing of its Quarterly Report on Form 10fq the period ended October 3, 2009
and does not expect the standard to have a matapaktt on the Company’s consolidated financiaiesteents.

In April 2009, the FASB issued FSP FAS 15MDétermining Fair Value When the Volume and Levélaiivity for the Asset or Liability
Have Significantly Decreased and ldentifying Trastsms That Are Not Orderl(“FSP FAS 157-4"), which provides additional guidarfor
estimating fair value in accordance with SFAS 15BP FAS 157-4 states that a significant decreatieei volume and level of activity for the
asset or liability when compared with normal maiketivity is an indication that transactions or tpebprices may not be determinative of fair
value because there may be increased instancemeéttions that are not orderly in such marketlitimms. The adoption of FSP FAS 157-4
did not have a material impact on the Company’sobidated financial position, results of operationdiquidity.
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In April 2009, the FASB issued FSP FAS 107-1 andA28-1,Interim Disclosures about Fair Value of Financiaktrumentg“FSP FAS
107-1 and APB 28-1"), which requires disclosuresulthe fair value of the Company’s financial imstrents for which it is practicable to
estimate that value, whether recognized or notgeized in the balance sheets, in the interim réppyeriods as well as in the annual repor
periods. In addition, FSP FAS 107-1 and APB 28¢uires disclosures of the methods and significastiaptions used to estimate the fair
value of those financial instruments. FSP FAS 1@hd APB 28-1 became effective for the Comparitsisecond quarter of fiscal 2009. The
adoption of FSP FAS 107-1 and APB 28-1 did not heaweaterial impact on the Company’s consolidatedricial position, results of
operations or liquidity.

In April 2009, the FASB issued FSP FAS 115-2 andH&4-2 Recognition and Presentation of Other-Than-Temppohanpairments
(“FSP FAS 115-2 and FAS 124-2"), which establisaeew method of recognizing and reporting otherHteemporary impairments of debt
securities and requires additional disclosurededlo debt and equity securities. FSP FAS 11BePFAS 124-2 does not change existing
recognition and measurement guidance related tr-ofian-temporary impairments of equity securitieSP FAS 115-2 and FAS 124becam
effective for the Company in its second quartefisgfal 2009. The adoption of FSP FAS 115-2 and B2&-2 did not have a material impact
on the Company’s consolidated financial positi@suits of operations or liquidity.

In December 2007, the FASB issued SFAS No. 141R3jness Combinatiorfs§SFAS 141(R)"), which replaces SFAS 141. The
provisions of SFAS 141(R) are similar to those BAS 141; however, SFAS 141(R) requires companiesdord most identifiable assets,
liabilities, noncontrolling interests, and goodvéliquired in a business combination at “full faatue.” SFAS 141(R) also requires companie
record fair value estimates of contingent consitl@neand certain other potential liabilities duritige original purchase price allocation and to
expense acquisition costs as incurred. SFAS 14di§Rles to all business combinations, including bimations by contract alone. Further,
under SFAS 141(R), all business combinations vélblocounted for by applying the acquisition mett®&flAS 141(R) is effective for fiscal
years beginning on or after December 15, 2008.dt¢mpany expects SFAS 141(R) will have an impadtooonsolidated financi:
statements, but the nature and magnitude of thefgpeffects will depend upon the nature, termd aize of the acquisitions that the Company
consummates.

In December 2007, the FASB issued SFAS No. Nafhcontrolling Interests in Consolidated Financi&thtement§'SFAS 160"), which
will require noncontrolling interests (previoushferred to as minority interests) to be treated agparate component of equity, not as a
liability or other item outside of permanent equiBFAS 160 applies to the accounting for noncoli@interests and transactions with non-
controlling interest holders in consolidated fin@hstatements. SFAS 160 will be applied prospetyito all noncontrolling interests, includi
any that arose before the effective date excepttraparative period information must be recasiassify noncontrolling interests in equity,
attribute net income and other comprehensive incanm@ncontrolling interests, and provide othecktisures required by SFAS 160.
SFAS 160 is effective for periods beginning on fteraDecember 15, 2008. The adoption of SFAS 1@di have a material impact on the
Company’s consolidated financial position, resafteperations or liquidity.

Note 3—Supplemental Financial Information
Inventories

Inventories consist of the following (in thousands)

July 4, January 3,
2009 2009
Raw material $ 1,58C $ 97€
Work in proces: 161 111
Finished good 218 74z
$ 1,95 $ 1,82¢
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Warranty Liability

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

Six Months Ended

July 4, June 28,

2009 2008
Beginning balanc $ 2771 $ 352
Charged to costs and expen 92 8
Usage (10€) (70)
Ending balanc: $ 261 $ 291

The warranty liability is included as a componeh&ccrued expenses and other current liabilitihénaccompanying condensed
consolidated balance sheets.

Facility Relocation Costs

The following table summarizes the activity relatedhe Company’s accrual for facility relocatiomsts during the six months ended
July 4, 2009 and June 28, 2008 (in thousands):

Six Months Ended

July 4, June 28,

2009 2008
Beginning balanc $ 80 $ 10z
Charged to costs and expen 61 —
Net payment: a7) (46)
Ending balanc $ 124 $ 57

The liability for facility relocation costs is inatled as a component of accrued expenses and othentcliabilities in the accompanying
condensed consolidated balance sheets.

Comprehensive Loss

The components of comprehensive loss, net of taxesist of the following (in thousands):

Three Months Ended Six Months Ended
July 4, June 28, July 4, June 28,
2009 2008 2009 2008
Net loss $ (3,969 $ (2,25]) $ (7,811 $ (2,835
Other comprehensive los
Change in net unrealized loss on investm 6 68 38 23
Reclassification adjustment for net realized gatiuded
in net loss — — — (13)
Total comprehensive lo $ (3,959 $ (2,189 $ (7,779 $ (2,82

Accumulated other comprehensive loss reflectechercondensed consolidated balance sheets at 2004,and January 3, 2009,
represents accumulated net unrealized losses estments in marketable securities.
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Computation of Net Loss Per Share

Basic and diluted net loss per share is calculbyedividing net loss by the weighted-average nuntdf@ommon shares outstanding
during the period. The following table sets foitte tomputation of net loss per share (in thousandgpt per share data):

Three Months Ended Six Months Ended
July 4, June 28, July 4, June 28,
2009 2008 2009 2008
Numerator: Net los $ (3,969 $ (2,25)) $ (7,810 $ (2,839
Denominator: Weighted-average common shares
outstanding 19,85t 19,85t 19,85t 19,83¢
Net loss per share, basic and dilu $ (020 $ (011 $ (039 $ 0.19

The following table sets forth potentially dilutieemmon share equivalents, consisting of sharealids upon the exercise of outstanding
stock options and warrants computed using thedrgastock method, which have been excluded frondth#ed net loss per share calculations
above as their effect would be anti-dilutive foe feriods then ended (in thousands):

Three Months Ended Six Months Ended
July 4, June 28, July 4, June 28,
2009 2008 2009 2008
Common share equivaler 38¢ 867 271 86¢

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

Major Customers

The Company’s product sales have historically bEmrtentrated in a small number of customers. Thewing table sets forth sales to
customers comprising 10% or more of the Comparota tevenues for the periods presented:

Three Months Ended Six Months Ended
July 4, June 28, July 4, June 28,
2009 2008 2009 2008
Customer:
Dell 60% 6C% 49% 66%
Hewlett Packart ) 26% *0p 22%
Arrow Electronics 15% *0 17% *0p

* less than 10% of net sales

The Company'’s accounts receivable are concentveitbdwo customers at July 4, 2009, representiny@dmately 62% and 27% of
aggregate gross receivables. A significant redndticsales to, or the inability to collect receilezbfrom, a significant customer could have a
material adverse impact on the Company.
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Note 4—Fair Value Measurements

In accordance with SFAS 157, the following tabléads the fair value measurements within the failue hierarchy of the Company’s
investments in marketable securities (in thousands)

Fair Value Measurements at July 4, 2009 Usin

Quoted Prices in Significant Other Significant
Fair Value at Active Markets for Observable Unobservable
July 4, Identical Assets Inputs Inputs
2009 (Level 1) (Level 2) (Level 3)
Investments in marketable securit $ 10,07t  $ 9,09¢ $ — % 97¢

Fair value measurements using Level 3 inputs indbke above relate to the Company’s investmenésigtion rate securities. Level 3
inputs are unobservable inputs used to estimattathealue of assets or liabilities and are uéitizo the extent that observable inputs are not
available.

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

July 4,

2009
Beginning balanc $ 96C
Transfers into Level —
Unrealized gain included in accumulated other cahensive los 19
Purchases, sales, issuances and settlemen —
Ending balanc $ 97

Note 5—Investments in Marketable Securities

Investments in marketable securities consist ofdHewing at July 4, 2009 (in thousands):

July 4, 2009
Net

Amortized Unrealized Fair

Cost Gain (Loss) Value
Certificates of depos $ 24 % — $ 24E
US Governmen 3,551 2 3,55¢
Federal agency notes and bo 5,28¢ 3 5,29
Auction and variable floating rate not 1,00z (23) 97¢
$ 10,09¢ $ (18) $ 10,07¢

Realized gains and losses on the sale of investnemtarketable securities are determined usingpleeific identification method.
Net realized gains recorded during the six monttaed July 4, 2009 were not significa
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The following table provides the breakdown of inwesnts in marketable securities with unrealizeddssat July 4, 2009 (in
thousands):

July 4, 2009
Continuous Unrealized Loss
Less than 12 months 12 months or greater
Fair Unrealized Fair Unrealized
Value Loss Value Loss
Certificates of depos $ — 3 — 3 — 3 —
US Governmen — — — —
Federal agency notes and bol — — — —
Auction and variable floating rate not — — 1,00z (23)
$ — 3 — 3 1,00: $ (23)

As of July 4, 2009, the Company held two investraghat were in an unrealized loss position.
Auction Rate Securities

The recent disruptions in the credit market corditmadversely affect the liquidity and overall kerfor auction rate securities. As of
July 4, 2009, the Company held two investmentsiictian rate securities with a total purchased o0b$t1.0 million. These two investments
represent (i) a fully insured debt obligation ahanicipality and (ii) Baal and A3 rated debt oltigns backed by pools of student loans
guaranteed by the U.S. Department of Educatione®ifie insufficient observable market inputs aatee information available, the
Company has classified its investments in auctie securities within Level 3 of the fair valueraiehy. The Company has estimated the fair
value of these investments using a discounted ft@shmodel which included assumptions about thelitrguality and expected duration of the
investments, along with discount rates affectedtiergeneral lack of liquidity. These assumptiafiect the Company’s estimates about the
reasonable assumptions market participants wokedlyluse in valuing the investments, including asgtions about risk, developed based on
the best information available in the circumstances

The Company does not believe that the currentilliy of its investments in auction rate secusitvall materially impact its ability to
fund its working capital needs, capital expendi#use other business requirements. The Company, fenvemains uncertain as to when
liquidity will return to the auction rate marketghether other secondary markets will become availabwhen the underlying securities may
be called by the issuer. Given these and otherrtaioes, the Company’s investments in auctioe sscurities have been classified as long-
term investments in marketable securities in ttomapanying unaudited condensed consolidated bakdrest as of July 4, 2009. The
Company has concluded that the estimated grossliree losses on these investments, which totgipdoaimately $23,000 at July 4, 2009,
are temporary because (i) the Company believedhbaibsence of liquidity that has occurred istdugeneral market conditions, (ii) the
auction rate securities continue to be of a higldicrquality and interest is paid as due andtfi® Company has the intent and ability to hold
these investments until a recovery in the marketic

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 specifidgtsimvestment policy guidelines. These guideligeserally limit the amount of credit
exposure to any one issue, issuer or type of imstni. The fair value of the Company’s investmentsarketable securities could change
significantly in the future and the Company mayé&guired to record other-than-temporary impairnmararges or additional unrealized losses
in future periods.
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The following table presents the amortized costfairdvalue of the Company’s investments in markktaecurities classified as
available-for-sale at July 4, 2009 by contractuatumity (in thousands):

Amortized Fair
Cost Value
Maturity
Less than one ye: $ 9,091 $ 9,09¢
One to two year — —
Greater than two year: 1,00z 97¢
$ 10,09: $ 10,07¢

* Comprised of auction rate securities which gengfaive reset dates of 90 days or less but finaractual maturity dates in excess of
years.

Note 6—Credit Agreement

Under the Company'’s revolving line of credit agrestrwith its bank, the Company may borrow up togteater of 85% of eligible
accounts receivable plus the least of (i) a pesgndf eligible inventory determined from timeitne by the Company’s bank, (ii) 80% of the
orderly liquidation value, as defined, of eligishwentories, and (iii) $1 million. Interest is pdya monthly at the greater of (i) the sum of pri
rate plus 3%, (ii) LIBOR plus 6% or (iii) 8%. Thise of credit expired on July 31, 2009; howevehsequent to quarter end, this line of credit
agreement was extended until August 31, 2009. Maxirhorrowings on the line are $5,000,000.

In connection with its credit agreement, the Conmypaas provided an equipment line of credit allowintp borrow up to $3.9 million
through January 3, 2009. The Company is requiredgay the equipment advances in monthly instaltmen$32,440. Interest on the
equipment advances is payable monthly, at the Cogipaption, at the greater of (i) prime rate pBds, (ii) LIBOR plus 6% or (iii) 8%.

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

Three Months Ended Six Months Ended
July 4, June 28, July 4, June 28,

2009 2008 2009 2008

Interest expens $ 9 $ 26 $ 12 $ 86
July 4, January 3,

2009 2009
Outstanding borrowings on the line of cre $ 2,15 $ —
Borrowing availability under the line of cret $ — $ 1,701

Any borrowings under the Company’s revolving andipment lines of credit are collateralized by aeyahfirst priority lien against all of
the Company'’s assets, both tangible and intangible.

As of July 4, 2009, the Company was in compliandé #s financial covenants under its credit agream
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Note 7—Long-Term Debt

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

July 4, January 3,
2009 2009
Obligations under capital leas $ 10¢ $ 14¢
Equipment note payable to ba 25k 45C
Notes payable to othe — 6
364 604
Less current portio (32¢) (474)
$ 36 $ 13C
Interest expense related to long-term debt is pteden the following table (in thousands):
Three Months Ended Six Months Ended
July 4, June 28, July 4, June 28,

2009 2008 2009 2008

Interest expens $ 8 $ 30 $ 19 $ 67

Note 8—Income Taxes

The following table sets forth the Company’s prawis(benefit) for income taxes, along with the esponding effective tax rates (in
thousands, except percentages):

Three Months Ended Six Months Ended
July 4, June 28, July 4, June 28,
2009 2008 2009 2008
Provision (benefit) for income tax $ 31 $ 11 $ 49 $ (1,170)
Effective tax rate 1% —% 1% (29)%

Under APB 28|nterim Financial Reporting the Company is required to adjust its effectaverate each quarter to be consistent with the
estimated annual effective tax rate. The Compamso required to record the tax impact of centigerete items, unusual or infrequently
occurring, including changes in judgment about &atn allowances and effects of changes in tax lawates, in the interim period in which
they occur. In addition, jurisdictions with a profed loss for the year or a yeardate loss where no tax benefit can be recognizeéaiudec
from the estimated annual effective tax rate. ifig@act of such an exclusion could result in a higirdower effective tax rate during a
particular quarter, based upon the mix and timihgotual earnings versus annual projections.

In accordance with SFAS No. 108¢ccounting for Income Taxeshe Company evaluates whether a valuation alleeaould be
established against its deferred tax assets bastwea@onsideration of all available evidence usirfghore likely than not” standard.

As of July 4, 2009, the Company has provided avalliation allowance and no benefit has been réezedrior net operating losses and
other deferred tax assets due to uncertainty aféuttilization.

The Company had unrecognized tax benefits undedBIHt fiscal year end January 3, 2009 of approtein&0.6 million. The Company
anticipates a reduction of approximately $0.5 willof unrecognized tax benefits as a result opadan applicable federal and state statutes of
limitations during the current fiscal year.
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Note 9—Commitments and Contingencies
Federal Securities Class Action

Beginning in May 2007, the Company, certain obificers and directors, and the Company’s undeensitvere named as defendants
in four purported class action shareholder com#aimwo of which were filed in the U.S. District @ for the Southern District of New York,
and two of which were filed in the U.S. District @ofor the Central District of California. Thesarported class action lawsuits were filed on
behalf of persons and entities who purchased @reibe acquired the Company’s common stock pursoraiméceable to the Company’s
November 30, 2006 initial public offering (t“IPQO”). The lawsuits were consolidated into a sengttion—Belodoff v. Netlist, Inc., Lead Case
No. SACV07-677 DOC (MLGx)—which is currently pending in the@ral District of California. Lead Plaintiff filethe Consolidated
Complaint on November 5, 2007. Defendants filedr thmtions to dismiss the Consolidated Complainfanuary 9, 2008. The motions to
dismiss were taken under submission on April 2888nd on May 30, 2008, the Court granted the disfiets’ motions. However, plaintiffs
were granted the right to amend their complaintsutzsequently filed their First Amended Consolidai¢ass Action Complaint (the
“Amended Complaint”) on July 15, 2008. Generalhe Amended Complaint alleged that the Registr@itatement issued by the Company in
connection with the IPO contained untrue statemefitsaterial fact or omissions of material facviolation of Sections 11 and 15 of
Securities Act of 1933. The defendants filed matitmdismiss the Amended Complaint on January @92and on April 17, 2009, the Court
granted defendants’ motions to dismiss. HoweMeinpffs were again granted the right to amendrtbemplaint. Plaintiffs’ filed a second
amended complaint on or about May 21, 2009. Defatdfiled motions to dismiss the second amendatptaint on June 22, 2009, and oral
arguments on the motions to dismiss are schedalefifgust 31, 2009. The Company believes that llegations lack merit and intends to
vigorously defend all claims asserted. Howevethigttime, the Company is unable to form a profasai judgment that an unfavorable
outcome is either probable or remote, and it ispassible to assess whether or not the outconteesétproceedings will or will not have a
material adverse effect on the Company. If an unmfalvle outcome should eventually occur, the Compangt at this time able to estimate the
amount or range of possible loss.

California Derivative Action

In August 2007, a derivative lawsuit was filed iali®rnia Superior Court for County of Orange-SmittHong, Case No. 07CC01359-
against certain of the Compasyofficers and directors. This action containsfattllegations similar to those of the federatslaction lawsu
described above, but the plaintiff in this caseeetssclaims for violations of California’s insideading laws, breaches of fiduciary duty, abuse
of control, gross mismanagement, waste of corp@sgets, and unjust enrichment. The plaintiff seslspecified damages, equitable and/or
injunctive relief and disgorgement of all profitenefits and other compensation obtained by thendeints. The defendants in this action have
not responded to the complaint. Pursuant to alstipun, the parties agreed to temporarily stayati@on pending the ultimate decision on the
defendants’ motions to dismiss in the federal séearclass action. In April 2009, following a weitary mediation of the matter which took
place in December 2008, the parties reached aitentgreement to settle the derivative actionlune 2009, the parties executed a Stipulation
and Agreement of Settlement of Derivative Claimswioenting the essential terms of the proposecessttht, and on June 26, 2009, the pa
filed their joint motion for preliminary approvaf the proposed settlement with the Court. The Cgrahted preliminary approval of the
proposed settlement on July 27, 2009. The finatihg on the proposed settlement is set for Noverip2009. The Company makes no
assurances at this time that the Court will graretifapproval of the proposed settlement term$at the matter ultimately will be settled.
Despite the pending settlement reached in thivatve action, the Company believes that the atlega lack merit. In addition, the Company
received correspondence from counsel for a purgatti@reholder requesting that the Company takeretd investigate and remedy alleged
wrongdoing by unidentified former and current offis and/or directors based on allegations sinolénase in the Smith v. Hong derivative
case. The Company, through its Board of Directoas, evaluated and rejected this request. The petpgettiement also is intended to resolve
any remaining issues arising from this sharehaldguest. Despite the pending settlement reached;ompany believes that the allegations
raised in the shareholder request also lack merit.

Patent Claims

In May 2008, the Company initiated discussions v@tiogle, Inc. regarding the Company’s claims thab@e has infringed on a US
Patent assigned to the Company relating generlisahk multiplication” in memory modules. On Aud®9, 2008, Google filed a declaratory
judgment lawsuit against the Company in Unitedet@istrict Court for the Northern District of Cfalinia, seeking a declaration that Goa
did not infringe on the Company’s patent, and thatCompany’s patent is invalid. Google is not sgglny monetary damages. On
November 18, 2008, the Company filed a countercfaininfringement of the patent by Google. The Campexpects to vigorously pursue
claim against Google and to vigorously defend agjaBoogle’s claim of invalidity.
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On March 17, 2009, the Company filed a complainfpfatent infringement against MetaRAM, Inc. foriitfringement of one of the
Company’s patents. On March 26, 2009, MetaRAM faetbmplaint against the Company for patent iningnt. The parties are currently
discussing an amicable settlement of these claifitbese discussions are unsuccessful, the Comggpgrcts to vigorously pursue its claim
against MetaRAM and to vigorously defend againstd®&\M'’s separate claim.

Trade Secret Claim

On November 18, 2008, the Company filed a claintfade secret misappropriation against Texas Instnis (T1) in Santa Clara
County Superior Court, based in TI's disclosureaffidential Company materials to the JEDEC stamhd@tting body. On February 20, 2009,
Tl filed its answer. The parties are currently &gped in settlement discussions. If those discassaoe unsuccessful, the Company expects to
vigorously pursue its claims against TI.

Other Contingent Obligations

During its normal course of business, the Comparsyrhade certain indemnities, commitments and gtegamunder which it may be
required to make payments in relation to certangactions. These include (i) intellectual propertemnities to the Compars/tustomers 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 anfficers of the Company to the maximum extentpeted 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, maygéknite. The majority of these indemnities, coitments 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 thedgations, and no liabilities have been recordedfiese indemnities, commitments and
guarantees in the accompanying consolidated baktrests.

Note 10—Stock Options and Warrants
Common Stock Options

A summary of the Company’s common stock optionvétgtas of and for the six months ended July 4,230presented below (shares in
thousands):

Weighted-

Average

Number of Exercise

Shares Price

Options outstanding at January 3, 2! 4,281 $ 2.64
Options grante: 63C 0.3¢
Options exercise — —
Options cancelle (382 1.9¢
Options outstanding at July 4, 20 4,52¢ $ 2.31
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The following table presents details of the assimngtused to calculate the weighted-average giatetfdir value of commons stock
options granted by the Company:

Six Months Ended

July 4, June 28,

2009 2008
Expected term (in year 5.4 5.4
Expected volatility 111% 80%
Risk-free interest rat 2.9€% 3.1(%
Expected dividend — —
Weighte-average grant date fair value per st $ 027 $ 1.11

At July 4, 2009, the amount of unearned stbeked compensation currently estimated to be ergddnsm fiscal 2009 through fiscal 20
related to unvested common stock options is appratély $1.9 million, net of estimated forfeiturd@he weighted-average period over which
the unearned stock-based compensation is expectedrecognized is approximately 1.7 years. Ifdétege any modifications or cancellations
of the underlying unvested common stock options,Gbmpany may be required to accelerate, increasgncel any remaining unearned stock-
based compensation expense. Future stock-basednsatpn expense and unearned stock-based comipansiitincrease to the extent that
the Company grants additional common stock optarather stock-based awards.

Warrants

A summary of activity with respect to outstandingrrants to purchase shares of the Company’s constock as of and for the six
months ended July 4, 2009 is presented below (shatbousands):

Weighted-

Average

Number of Exercise

Shares Price

Warrants outstanding at January 3, 2 18 $ 1.2
Warrants grante — —
Warrants exercise — —
Warrants cancelle — —
18 $ 1.2t

Warrants outstanding and exercisable at July 49.

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 July 4, 2009, approximately $3.5 million of ti®mpany’s net long-lived assets were located oatid U.S., primarily in the PRC.
ltem 2. Management'’s Discussion and Analysis &iinancial Condition and Results of Operations

Cautionary Statement

The following discussion and analysis of our finahcondition and results of operations should kad 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 bassor the risks associated with an
investment in our common stock. We urge you tdayreeview and consider the various disclosuregimby us in this Report and in our
other reports filed with the Securities and Exchex@pmmission, or SEC, including our Annual ReparEorm 10-K for the fiscal year ended
January 3, 2009 and subsequent reports on For-Q and Form 8-K, which discuss our business in gedetail.

The section entitled “Risk Factors” set forth inP#, Item 1A of this Report, and similar discu@ss in our other SEC filings, describe
some of the important risk factors that may aféeatbusiness, results of operations and finanataldition. You should carefully consider th
risks, in addition to the other information in tHiReport and in our other filings with the SEC, efdeciding to purchase, hold or sell our

common stock.
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This Report contains forward-looking statements theolve risks, uncertainties, estimates and aggions. These statements are not
guarantees of future performance and are subjecettain risks, uncertainties and assumptions #ratdifficult to predict. Therefore, ol
actual results could differ materially and advess&bm those expressed in any forward-looking shetets as a result of various factors,
including but not limited to those identified undiee heading “Risk Factors” set forth in Part liteim 1A of this Report. We undertake no
obligation to revise or update publicly any forwdabking statements for any reason.

Overview

We design, manufacture and sell high performanamong subsystems for the server, high performancgpeing and communications
markets. Our memory subsystems consist of dynaamidam access memory integrated circuits, (DRAM JCHAND flash memory,
(“NAND™), and other components assembled on a pdntircuit board, (“PCB”)We also design custom semiconductor logic devidastware
integrated into our memory subsystems in ordentoeiase their performance. We engage with ourr@aigiquipment manufacturer, (“OEM”),
customers from the earliest stages of new prodefatition, which provides us unique insight inteihfull range of system architecture and
performance requirements. This close collabordt@malso allowed us to develop a significant lefalystems expertise. We leverage a
portfolio of proprietary technologies and desigcht@ques, including efficient planar design, alegive packaging techniques and custom
semiconductor logic, to deliver memory subsysteritlk tigh memory density, small form factor, highrsal integrity, attractive thermal
characteristics and low cost per bit.

Consistent with the concentrated nature of the Qibtomer base in our target markets, a small nuwiidarge customers have
historically accounted for a significant portionafr net sales. Dell and Arrow Electronics représg@approximately 49% and 17%,
respectively, of our net sales for the six monthdeel July 4, 2009. Dell and Hewlett Packard represktapproximately 66% and 22%,
respectively, of our net sales for the six monthdegl June 28, 2008. Net sales to some of our OEtbers include memory modules that
qualified by us directly with the OEM customer audd to electronic manufacturing services providéMSs”), for incorporation into
products manufactured exclusively for the OEM costo These net sales to EMSs have historicallyfkted period by period as a portion of
the total net sales to these OEM customers. Nes $alHon Hai Precision Industry Co. Ltd., an EM& tpurchases memory modules from us
for incorporation into products manufactured exidely for Dell, represented approximately 58% of sales to Dell for the six months ended
July 4, 2009 and approximately 18% of net sald3dlh for the six months ended June 28, 2008.

Key Business Metrics

The following describes certain line items in oansolidated statements of operations that are itapbto management’s assessment of
our financial performance:

Net Sales. Net sales consist primarily of sales of our hpgifformance memory subsystems, net of a provigsioedtimated returns
under our right of return policies, which generatiyge up to 30 days. We generally do not have-teng sales agreements with our
customers. Although OEM customers typically provigewith non-binding forecasts of future produand@d over specific periods of time,
they generally place orders with us approximately weeks in advance of scheduled delivery. Sellinges are typically negotiated monthly,
based on competitive market conditions and theeotiprice of DRAM ICs and NAND. Purchase ordersggatly have no cancellation or
rescheduling penalty provisions. We often shippmaducts to our customers’ international manufaatusites. All of our sales to date,
however, are denominated in US dollars. We aldeegekss component inventory of DRAM ICs and NANDdistributors and other users of
memory ICs. As compared to previous years, compangantory sales have significantly decreased pareentage of net sales as a result of
our efforts to diversify both our customer and preidine bases. This diversification effort hasoadowed us to use components in a wider
range of memory subsystems. We expect that compamesntory sales will continue to represent a mial portion of our net sales in future
periods.

Cost of Sales.Our cost of sales includes the cost of matemabmufacturing costs, depreciation and amortizatfosquipment,
inventory valuation provisions, stock-based compé&oa and occupancy costs and other allocated fixsts. The DRAM ICs and NAND
incorporated into our products constitute a sigaifit portion of our cost of sales, and thus out ebsales will fluctuate based on the current
price of DRAM ICs and NAND. We attempt to pass tigh such DRAM IC and NAND cost fluctuations to @usstomers by frequently
renegotiating pricing prior to the placement ofitlpeirchase orders. To the extent we are successfatge majority of our product cost is
variable, and thus our cost of sales and grossimpegcentages may not be significantly impacteahmgnges in sales volume. However, the
sales prices of our memory subsystems can alstuélteedue to competitive situations unrelated éopticing of DRAM ICs and NAND, whic
affects gross margins. The gross margin on ous sHlexcess component DRAM IC and NAND inventorynigch lower than the gross margin
on our sales of our memory subsystems. As a resditcrease in DRAM IC and NAND inventory sales aercentage of our overall sales
could result in an improved overall gross margire #$sess the valuation of our inventories on ahipbgsis and record a provision to cost of
sales as necessary to reduce inventories to ther lofacost or net realizable value.
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Research and DevelopmenResearch and development expense consists gdyirmhémployee and independent contractor
compensation and related costs, stock-based cortimscomputer-aided design software licensesyeete design development costs,
patent-related fees, depreciation or rental ofueat&dn equipment, and occupancy and other alloaatechead costs. Also included in research
and development expense are the costs of matedadeerhead related to the production of engingesamples of new products under
development or products used solely in the reseammdrdevelopment process. Our customers typicallyal separately compensate us for
design and engineering work involved in develompglication-specific products for them. All resdaend development costs are expensed as
incurred. We anticipate that research and develapexpenditures will increase in future periodsvasseek to expand new product
opportunities, increase our activities relatedéa/mnd emerging markets and continue to develojtienal 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 albcaterhead costs. A significant portion of oulisglefforts 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 mantwfed 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. Sirecbeginning of fiscal 2009, we have b
subject to attestation services requirements veiipect to our internal control over financial repay, the result of which will increase our le:
and accounting expenses in future periods.

Provision (Benefit) for Income TaxedJnder Accounting Principles Board Opinion No. Bferim Financial Reporting we are
required to adjust our effective tax rate each tgmao be consistent with the estimated annuatttfe tax rate. We are also required to record
the tax impact of certain discrete items, unusuahfoequently occurring, including changes in jutgnt about valuation allowances and effi
of changes in tax laws or rates, in the interimquein which they occur. In addition, jurisdict®mvith a projected loss for the year or a year-to-
date loss where no tax benefit can be recognizeéyariuded from the estimated annual effectivedge. The impact of such an exclusion
could result in a higher or lower effective taxerduring a particular quarter, based upon the miktaming of actual earnings versus annual
projections.

In accordance with Statements of Financial Accagn8tandards No. 108ccounting for Income Taxesve evaluate whether a valuation
allowance should be established against its deféareassets based on the consideration of alldplaievidence using a “more likely than not”
standard.

As of July 4, 2009, we have provided a full valaataellowance and no benefit has been recognizedeiooperating losses and other
deferred tax assets due to uncertainty of fututization.

Critical Accounting Policies

The preparation of financial statements in conftymiith accounting principles generally acceptethia U.S. requires us to make
estimates and assumptions that affect the repartexiints of assets and liabilities and disclosufesiatingent assets and liabilities at the date
of the consolidated financial statements and thented amounts of net sales and expenses durirgploeting period. By their nature, these
estimates and assumptions are subject to an inteegree of uncertainty. We base our estimatesiohistorical experience, knowledge of
current conditions and our beliefs of what couldwdn the future considering available informative review our estimates on an on-going
basis. Actual results may differ from these esteésatvhich may result in material adverse effectswmoperating results and financial positi
We believe the following critical accounting poéisiinvolve the more significant assumptions aniehnesés used in the preparation of our
consolidated financial statements:

Revenue Recognitiowe recognize revenues in accordance with the SE@a% Accounting Bulletin No. 10/Revenue Recognitigror
SAB 104. Under the provisions of SAB 104, we redpgmevenues when there is persuasive evidencathatrangement, product delivery i
acceptance have occurred, the sales price is fixdéterminable, and collectibility of the resudtireceivable is reasonably 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 upaeeip for customers with FOB Destination termsyhich time title and risk of loss
transfer to the customer. Shipping documents azd tesverify delivery and customer acceptance. ¥éess whether the sales price is fixed or
determinable based on the payment terms assoeidtethe transaction and whether the sales prisaligect to refund.
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Customers are generally allowed limited rightsegtirn for up to 30 days, except for sales of exaesmtories, which contain no right-of-
return privileges. Estimated returns are providedat the time of sale based on historical expedgesr specific identification of an event
necessitating a reserve. We offer a standard ptodarcanty to our customers and have no other gloigiment obligations. While these returns
have historically been within our expectations #relprovisions established, we cannot guarantéembavill continue to experience similar
return rates in the future. Any significant incre@s product failure rates and the resulting prodeturns could have a material adverse effect
on our operating results for the period or periodshich such returns materialize.

We assess collectibility based on the creditwogbinof the customer as determined by credit chenék®valuations, as well as the
customer’s payment history. A portion of our shiprtseare made to third party inventory warehousebBubs, and we recognize revenue when
the inventory is pulled from the hub for use ingquotion by the customer. We receive a report froendustomer on a daily basis indicating the
inventories pulled from a hub for use by the cugigrand perform a daily reconciliation of invenesrishipped to and pulled by the customer to
those inventories reflected on the customegports to ensure that sales are recognizee iagpropriate periods. We have historically hadd
visibility into the inventories on-hand at hub Itioas and also what our customers intend to putiwieach reporting period. However, if a
customer does not pull our inventory from its hataccordance with the schedule it originally preddo us, our predicted future revenues
could vary from our forecasts and our results afrafions could be materially and adversely affecéattiitionally, since we own inventories
that are physically located in hubs, our abilityeféectively manage inventory levels may be impéi@ausing our inventory turns to decrease,
which would increase expenses associated with ex@s obsolete inventories and negatively impactash flow.

All amounts billed to customers related to shippamgl handling are classified as net sales, whileoalts incurred by us for shipping and
handling are classified as cost of sales.

Warranty ReservalVe offer warranties on our memory subsystems géneeenging from one to three years, dependinghenpgroduct ar
negotiated terms of purchase agreements with aiomers. Such warranties require us to repairplace defective product returned to us
during the warranty period at no cost to the custor®ur estimates for warrantgtated costs are recorded at the time of saledbasdistorica
and estimated future product return rates and eggeaepair or replacement costs. While such caste historically been within our
expectations and the provisions established, urkedeshanges in failure rates could have a matadietrse impact on us, requiring additional
warranty reserves, and adversely affecting ourgyposfit and gross margins.

Accounts Receivabl&/e perform credit evaluations of our customersaficial condition and limit the amount of creditendled to our
customers as deemed necessary, but generally eaguirollateral. We continuously monitor collecéand payments from our customers and
maintain a provision for estimated credit losseseblaupon our historical experience and any spewifitomer collection issues that we have
identified. Generally, these credit losses havenlyeiéhin our expectations and the provisions egthbH. However, we cannot guarantee that
we will continue to experience credit loss ratesilsir to those we have experienced 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 could have @rnahtidverse effect on the collectibility of owrcaunts receivable, our liquidity and our
future operating results.

InventoriesWe value our inventories at the lower of the actusit to purchase or manufacture the inventorh@met realizable value of
the inventory. Cost is determined on an averagelmms which approximates actual cost on a firsfiist-out basis and includes raw materi
labor and manufacturing overhead. We regularlyawvinventory quantities on hand and on order androea provision for excess and
obsolete inventories based primarily on our estadbrecast of product demand and production rements for the next three to six months.
In addition, we consider changes in the marketevafuDRAM ICs and NAND in determining the net realble value of our raw material
inventory. Once established, any write downs areickered permanent adjustments to the cost basigrafiventories. A significant decreas:
demand for our products could result in an incrélaglke amount of excess inventory quantities amdhén addition, our estimates of future
product demand may prove to be inaccurate, in wtéde we may have understated or overstated thesjomo required for excess and obsol
inventory. In the future, if our inventories ardefenined to be overvalued, we would be requirectbmgnize additional expense in our cost of
sales at the time of such determination. Likewifseyr inventories are determined to be undervaluwegimay have over-reported our costs of
sales in previous periods and would be requirg@étognize additional gross profit at the time sunstentories are sold. In addition, should the
market value of DRAM ICs and NAND decrease siguifitty, we may be required to lower our selling gsit¢o reflect the lower cost of our t
materials. If such price decreases reduce thesaéirable value of our inventories to less thanamst, we would be required to recognize
additional expense in our cost of sales in the gaenied. Although we make every reasonable effpartsure the accuracy of our forecasts of
future product demand, any significant unanticigateanges in demand, technological developmerttseamarket value of DRAM ICs and
NAND could have a material effect on the value of mventories and our reported operating res
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Long-Lived AssetdVe review the recoverability of the carrying vabfdong-lived assets on an annual basis or whenewents or
changes in circumstances indicate that the cargmgunt of an asset may not be recoverable. Regloligr of these assets is determined
based upon the forecasted undiscounted futureasétftows from the operations to which the assstde, utilizing our best estimates,
appropriate assumptions and projections at the fithese projected future cash flows may vary siggiftly over time as a result of increased
competition, changes in technology, fluctuationdémand, consolidation of our customers and redstin average selling prices. If the
carrying value is determined not to be recoverébolen future operating cash flows, the asset is dmkimpaired and an impairment loss is
recognized to the extent the carrying value excéeelgstimated fair market value of the asset.

Stock-Based Compensatidie account for equity issuances to non-employeaséordance with Emerging Issues Task Force Issue
No. 9¢-18, Accounting for Equity Instruments that are Issue@®ther Than Employees for Acquiring, or in Conjiime with Selling, Goods al
Services All transactions in which goods or services & ¢onsideration received for the issuance of gdustruments are accounted for
based on the fair value of the consideration rexxkir the fair value of the equity instrument iskughichever is more reliably measurable.
measurement date used to determine the fair vélthe@quity instrument issued is the earlier @f date on which the third-party performance
is complete or the date on which it is probable geaformance will occur.

On January 1, 2006, we adopted Statements of Radahacounting Standards, or SFAS, No. 128Rare-Based Payment
(“SFAS 123R”), which requires the measurement aedgnition of compensation expense for all stockedgpayment awards made to our
employees and directors based on estimated faiesal

We currently use the Black-Scholes option pricingdel to estimate the fair value of our common stog#on awards. While this model
meets the requirements of SFAS 123R, the estinfatedalues generated by it may not be indicatif/ehe actual fair values of these awards as
it does not consider certain factors importanhtuzse awards to employees, such as continued emeidyand periodic vesting requirements as
well as limited transferability. The Black-Scholeedel requires subjective assumptions regardingduttock price volatility and expected
time to exercise, along with assumptions aboutitiefree interest rate and expected dividendspfal¥hich affect the estimated fair values of
our common stock option awards. The expected téroptions granted is derived from historical dateemployee exercises and post-vesting
employment termination behavior. The expected iuiiats based on the historical volatilities ofetftommon stock of comparable publicly
traded companies based on our belief that we dlyrbave limited historical data regarding the \ility of our stock price on which to base a
meaningful estimate of expected volatility. The+igee rate selected to value any particular gimbfased on the US Treasury rate that
corresponds to the expected term of the grantt&feeas of the date of the grant. The expectedidivils assumption is based on our history
expectation of dividend payouts. We evaluate tisgmptions used to value our common stock optiorrdsvan a quarterly basis. If factors
change and we employ different assumptions, stadedb compensation expense may differ significdrdiy what we have recorded in prior
periods.

The value of the portion of stock-based awardsdhaultimately expected to vest is recognizedkpgse over the requisite service
periods in our consolidated financial statementsefsthat stock-based compensation expense reasjimizour consolidated financial
statements is based on awards ultimately expectedst, it has been reduced for estimated forieftUBFAS 123R requires forfeitures to be
estimated at the time of grant and revised, if asagy, in subsequent periods if actual forfeituliéfer from those estimates. If there are any
modifications or cancellations of the underlyingrested stock-based awards, we may be requirecce&desate, increase or cancel any
remaining unearned stock-based compensation expentge stock-based compensation expense andnaukstock-based compensation will
increase to the extent that we grant additionalmmomstock options or other stock-based awards.

Income TaxedJnder Accounting Principles Board Opinion No. B8erim Financial Reporting we are required to adjust our effective
rate each quarter to be consistent with the estishatnual effective tax rate. We are also requoedcord the tax impact of certain discrete
items, unusual or infrequently occurring, includicttanges in judgment about valuation allowanceseffiedts of changes in tax laws or rates,
in the interim period in which they occur. In adulit, jurisdictions with a projected loss for theayeor a year-to-date loss where no tax benefit
can be recognized, are excluded from our estimatedal effective tax rate. The impact of excludimgse items could result in a higher or
lower effective tax rate during a particular quarbased upon the mix and timing of actual earniregsus annual projections.
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We recognize deferred tax assets and liabilitisgtan the differences between the financial setearrying values and the tax bases
of assets and liabilities. We regularly review deferred tax assets for recoverability and estalalisaluation allowance, when determined
necessary, based on historical taxable incomeegieg future taxable income, and the expected girofrthe reversals of existing temporary
differences. If we operate at a loss for an extdrmi¥iod of time or are unable to generate sufficiature taxable income, or if there is a
material change in the actual effective tax ratetinee period within which the underlying temporalifferences become taxable or deductible,
we could be required to record a valuation alloveaagainst all or a significant portion of our deéertax assets which could substantially
increase our effective tax rate for such periody 8ignificant changes in statutory tax rates oraimount of our valuation allowance could h
a material effect on the value of our deferreddssets and liabilities, and our reported finan@aults. In the future, if we realize a deferred ta
asset that currently carries a valuation allowaneemay record a reduction to income tax expensleeimperiod of such realization.

We adopted Financial Accounting Standards Boar&ASB, Interpretation No. 4&ccounting for Uncertainty in Income Taxes—An
Interpretation of FASB Statement No. ., or FIN 48, on December 31, 2006, the first dafisafal 2007. FIN 48 seeks to reduce the diveiisi
practice associated with certain aspects of meammeand recognition in accounting for income takehl 48 prescribes a recognition
threshold and measurement requirement for the dinhatatement recognition of a tax position thad been taken or is expected to be taken or
a tax return and also provides guidance on de-retoqg, classification, interest and penalties,agotting in interim periods, disclosure, and
transition. Under FIN 48 we may only recognize ontinue to recognize tax positions that meet a #iikeely than not” threshold.

The application of tax laws and regulations is sabjo legal and factual interpretation, judgmerd encertainty. Tax laws and regulati
themselves are subject to change as a result afjelan fiscal policy, changes in legislation, dvelution of regulations and court rulings.
Therefore, the actual liability for US. or foreitaxes may be materially different from our estinsatehich could result in the need to record
additional tax liabilities or potentially reverseepiously recorded tax liabilities.

Results of Operations

The following table sets forth certain consolidas¢atements of operations data as a percentage efiles for the periods indicated:

Three Months Ended Six Months Ended
July 4, June 28, July 4, June 28,
2009 2008 2009 2008
Net sales 10C% 10C% 10C% 10C%
Cost of sale: 92 86 10E 82
Gross profit (loss 8 14 (5) 18
Operating expense
Research and developm 64 9 68 1C
Selling, general and administrati 67 18 76 21
Total operating expens: 131 27 144 32
Operating los! (123 (13 (149 (14)
Other income
Interest income, ne 1 1 2 1
Other income (expense), r (2 — 2 —
Total other income (expense), | (@D} 1 4 1
Loss before provision (benefit) for income ta: (124) (12) (145) (13
Provision (benefit) for income tax 1 — 1 4
Net loss (125)% (12% (146)% (9%
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Three and Six Months Ended July 4, 2009 Compared to Three and Six Months Ended June 28, 2008
Net Sales, Cost of Sales and Gross Profit

The following table presents net sales, cost afssahd gross profit for the three and six montlieduly 4, 2009 and June 28, 2008 (in
thousands, except percentages):

Three Months Ended

July 4, June 28, Increase %

2009 2008 (Decrease’ Change
Net sales $ 3,17¢ $ 18,42¢ $ (15,256 (83%
Cost of sale: 2,92¢ 15,77( (12,84) (81)%
Gross profil $ 244 % 2,65¢ $ (2,41Y) (91)%
Gross margit 8% 14% (1%

Six Months Ended

July 4, June 28, Increase %

2009 2008 (Decrease) Change
Net sales $ 533t $ 31,53 $ (26,199 (83%
Cost of sale: 5,62¢ 25,745 (20,115 (78)%
Gross profit (loss $ (299 $ 579C $ (6,089 (105)%
Gross margit 5% 18% (29)%

Net Sales.The overall decrease in our net sales was priyndriven by a sharp reduction in demand from ourent customer base,
mainly due to the commodization of current procaféerings in the past year. We continue to trénmsito a new business strategy focused on
the development of high-margin subsystems basexistom logic devices.

The decrease in net sales for the three monthglehdg 4, 2009 as compared to the three monthsdehatge 28, 2008 resulted primarily
from decreases of approximately (i) $4.2 milliorsales of laptop personal computer memory subsystend (i) $11.2 million in sales of our
high density server modules.

The decrease in net sales for the six months ehdgd!, 2009 as compared to the six months endeel 28, 2008 resulted primarily from
decreases of approximately (i) $17.3 million in s&les of certain high density memory modulesHergerver market and related applications,
(i) $3.2 million in net sales of memory subsysteamed to control RAIDs and (iii) $6.1 million in ngales of laptop personal computer mer
subsystems.

Sales of our component inventory to distributord ather users of memory ICs represented approxiyn2% and 1% of net sales for the
three months ended July 4, 2009 and June 28, 2888¢ctively, and approximately 2% and 1% of nigtssfor the six months ended July 4,
2009 and June 28, 2008, respectively. As compar@detvious years, component inventory sales hayréfiiantly decreased as a percentag
net sales as a result of our efforts to diversify aistomer base, which has resulted in our altdityse components in a wider range of men
subsystems.

Gross (Loss) Profit and Gross MargiGross (loss) profit for the three and six monthdesl July 4, 2009 as compared to the three and si
months ended June 28, 2008 decreased primarilyodine 83% decrease in net sales between the tiadpeThe decrease in gross margin for
the three months ended July 4, 2009 as compartbe tihree months ended June 28, 2008 is mainlyaltie inability to absorb manufacturing
costs caused by the significant drop in units mactufed and sold during the most recent quartbesa@ decreases were partially offset by a
shift in product mix toward higher margin contrilngt products. The decrease in gross margin fosithenonths ended July 4, 2009 as
compared to the six months ended June 28, 2008%fi& mostly due to unused capacity in our manufaaj facility, partially offset by an
increase in product margin of 11% due to the chamgeoduct mix and customer base during the period
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Research and Development .

The following table presents research and developexpenses for the three and six months endeddJ@§09 and June 28, 2008 (in
thousands, except percentages):

Three Months Ended

July 4, June 28, %
2009 2008 Increase Change
Research and developme $ 2,03C $ 1,71¢ $ 314 18%
Six Months Ended
July 4, June 28, %
2009 2008 Increase Change
Research and developme $ 3,642 $ 329z $ 352 11%

The increase in research and development experise three months ended July 4, 2009 as compartée thiree months ended June 28,
2008 resulted primarily from increases of (i) $tiflion in personnel-related expenses as a rega@hancrease in the number of outside
contractors engaged in research and developmaemwitiastduring the second quarter of 2009 and$@)1 million in legal and professional fees
as we continue to increase activities related o aed emerging markets in 2009. The above incresses offset by a decrease of
approximately $0.5 million in expenses relatedrimdpict qualification builds and testing.

The increase in research and development expeiise 8ix months ended July 4, 2009 as compardtketsik months ended June 28, 2
resulted primarily from increases of approximai@yb0.9 million in personnel-related expenses assalt of an increase in the number of
outside contractors engaged in research and dewelapactivities and (ii) $0.3 million in legal apdofessional fees as we continue to increase
activities related to new and emerging markets. ditve increases were offset by a decrease of dpmately $0.9 million in expenses related
to product qualification builds and testing.

Selling, General and Administrative .

The following table presents selling, general adichiamistrative expenses for the three and six moattted July 4, 2009 and June 28, Z
(in thousands, except percentages):

Three Months Ended

July 4, June 28, %
2009 2008 Decrease Change
Selling, general and administrati $ 2,12 $ 3,31C $ (1,190 (36)%
Six Months Ended
July 4, June 28, %
2009 2008 Decrease Change
Selling, general and administrati $ 4,055 $ 6,77¢ $ (2,729 (40)%

The decrease in selling, general and administratkpense for the three months ended July 4, 20@8rapared to the three months ended
June 28, 2008 resulted primarily from decreaség 0.8 million in personnel-related expenses jariily attributable to a decrease in the
number of employees and outside contractors engagslling, general and administrative functiofisyproximately 51% during the 2009
quarter as compared to the 2008 quarter , (ii) $@ltlon in commission expenses due to a declingailes revenue during the most recent
quarter, (iii) $0.2 million in product qualificatiexpense and related travel costs as a resulle¢r@ase in the number of sales personnel
during the most recent quarter.

The decrease in selling, general and administraxgense in the six months ended July 4, 2009 mpared to the six months ended
June 28, 2008 resulted primarily from decreasegppfoximately (i) $1.7 million in personnel-relatexpenses, (ii) $0.3 million in legal and
professional fees, (iii) $0.2 million in commissiand travel-related expenses and (iv) $0.5 millioproduct qualification, evaluation and
advertising.
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Other Income (Expense) .

The following table presents other income (expefmethe three and six months ended July 4, 20@RJame 28, 2008 (in thousands,
except percentages):

Three Months Ended

July 4, June 28, Increase %

2009 2008 (Decrease) Change
Interest income, ne $ 18 $ 104 $ (86) (83)%
Other income (expense), r (45) 23 (68) (296)%
Total other income (expense), | $ 27 $ 127 $ (159 (122)%

Six Months Ended

July 4, June 28, Increase %

2009 2008 (Decrease) Change
Interest income, ne $ 10C $ 34z % (243 71)%
Other income (expense), r $ 13C $ (68) 19¢ (291)%
Total other income (expense), | $ 23C $ 27t 3 (45) (16)%

Net interest income for the three and six monttoednJuly 4, 2009 was comprised of interest incofrapproximately $0.01 million and
$0.04 million, respectively, offset by interest erge of approximately $0.01 million and $0.02 roiilirespectively. Net interest income for
the three and six months ended June 28, 2008 waprised of interest income of approximately $0.Hiam and $0.5 million, respectively,
partially offset by interest expense of approxirha®8.1 million and $0.2 million, respectively. &ldecrease in interest income in the three
six months ended July 4, 2009 as compared to tee tind six months ended June 28, 2008 was duedimbination of our lower overall cash
and investment balances and the decrease in tlileegiened on those balances due to lower inteagss$.r The decrease in interest expense
during 2009 as compared to 2008 resulted primé&aliy our lower average outstanding balances orioerof credit and debt balances during
the current year.

Other income (expense), net, for the six monthedrddily 4, 2009 is primarily comprised of gaingirthe sale of equipment held for sale
during the first quarter. Other expense, netftierthree and six months ended June 28, 2008nspty comprised of losses on certain foreign
currency remeasurement transactions, partiallyebffy realized gains on the sale of certain investsiin marketable securities.

Provision (Benefit) for Income Taxes.

The following table presents the provision (bendéit income taxes for the three and six monthseeniuly 4, 2009 and June 28, 2008 (in
thousands, except percentages):

Three Months Ended
July 4, June 28, %
2009 2008 Increase Change

Provision for income taxe $ 31 § 11 % 20 182%
Effective tax rate 1% —%

Six Months Ended

July 4, June 28, %
2009 2008 Decrease Change
Provision (benefit) for income tax $ 49 $ (L,170 $ 1,21¢ (104%
Effective tax rate 1% (29)%

On an interim basis, we estimate what our effedtierate will be in each jurisdiction for the féibcal year and record a quarterly income
tax provision (benefit) in accordance with the eiptited blended annual rate. We discontinued rémgidcome tax benefits in the consolide
financial statements until it is determined thas iinore likely than not that we will generate siént taxable income to realize our deferred tax
assets. We recorded a provision for income taxethé three
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months ended July 4, 2009 due to state minimunstairiring the three months ended June 28, 200&eaded a benefit for income taxes
which was reserved against during the third quartéiscal 2008 when we recorded a net chargedorire tax expense of approximately $4.5
million related to establishing a partial valuat@ifowance against our deferred income tax as$@ts.determination to record a valuation
allowance was based on our recent history of cutiveléosses as well as uncertainty of the utili@atbf deferred tax assets in the near future.

Liquidity and Capital Resources

Since our inception, we have financed our operatimmarily through issuances of equity and debtigges and cash generated from
operations. We have also funded our operations avitwolving line of credit under our bank creditifity, from capitalized lease obligations,
financing of receivables and from the sale anddeask of our domestic manufacturing facility.

Working Capital and Cash and Marketable Securities

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

July 4, January 3,
2009 2009
Working Capital $ 16,32: $ 22,33¢
Cash and cash equivalents $ 10,10¢ $ 15,21
Shor-term marketable securities( 9,09¢ 5,19¢
Long-term marketable securitit 97¢ 96C
$ 20,18: $ 21,37

(1) Included in working capital

Our working capital decreased during the six mosettided July 4, 2009 primarily as a result of (@e&rease in cash and marketable
securities of $1.2 million to support operationslegrease in accounts receivable of $0.4 millicte@ease in income tax receivable of $1.2
million and increases in inventory of $0.1 milliand current liabilities of $3.3 million.

Cash Provided and Used in the Six Months Ended July 4, 2009 and June 28, 2008

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

Six Months Ended

July 4, June 28,

2009 2008
Net cash provided by (used in)
Operating activitie: $ (3,429 $ (4,349
Investing activities (3,599 10,05¢
Financing activitie: 1,918 (1,649
Net increase (decrease) in cash and cash equis $ (5,109 $ 4,061

Operating ActivitiesNet cash used in operating activities for the sonths ended July 4, 2009 was primarily a resu#t nét loss of
approximately $7.8 million for the six months endedly 4, 2009 partially offset by (i) approximatéig.8 million in net cash provided by
changes in operating assets and liabilities, ahdjproximately $1.6 million in net non-cash oparg expenses, primarily comprised of
depreciation and amortization, stock-based compiemsand gain on disposal of assets.

Accounts receivable decreased approximately $0ll#dbmduring the six months ended July 4, 2009 priity as a result of the decline in
our net sales during the period. During the samiegewe were successful in collecting cash frofes#o our customers substantially in
accordance with our standard payment terms witbelonistomers.
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Inventories increased approximately $0.1 milliomida the six months ended July 4, 2009 primarilyaaesult of preparing for a customer
order due to ship in the third quarter. In theifet our inventory levels will continue to be detéred based on, among other factors, (i) the
level of customer orders received and overall deméi) the stage at which our products are inrthespective life cycles and (iii) competitive
situations in the marketplace. We make effortsatance such considerations against the risk aflebsence or potential excess inventory
levels.

Net cash used in operating activities for the spaths ended June 28, 2008 was primarily a res(lj ofur net loss for the period of
approximately $2.8 million, and (ii) approximat&ig.1 million in net cash used by changes in opegedissets and liabilities, partially offset by
approximately $0.6 million in net nozash operating expenses, primarily comprised ofetégtion and amortization, deferred income taxet
stock-based compensation.

Accounts receivable decreased approximately $5l&mduring the six months ended June 28, 2008 arily due to the overall decline
in our net sales during 2008. During the same derie were successful in collecting cash from selesir customers substantially in
accordance with our standard payment terms withetlooistomers.

Inventories increased approximately $5.0 milliomidg the six months ended June 28, 2008 primaily @ purchases of materials during
the second quarter of 2008 to meet forecasted shlggtions.

Investing ActivitiesNet cash used in investing activities for the sbntins ended July 4, 2009 was primarily a resufiwsthases of
additional investments in marketable securitieapgroximately $10.2 million, partially offset by firoceeds received from maturities and ¢
of certain investments in marketable securitieapggfroximately $6.3 million and (ii) proceeds frohetsale of equipment of approximately $0.3
million.

Net cash provided by investing activities for tireraonths ended June 28, 2008 was primarily a tedydroceeds we received from
maturities and sales of certain investments in etatde securities of approximately $17.5 millioartmlly offset by purchases of additional
investments in marketable securities of approxifgai6.7 million. We also used approximately $0.8liom in cash to purchase additional
manufacturing equipment and other property andpegeit.

Due to recent disruptions of, and the resultingioedl liquidity in certain financial markets, twoair marketable securities investment
Baal and A3 rated auction rate securities withta fmurchased cost of $1.0 million began to expegefailed auctions during the fourth qua
of 2007, which continued into the second quarte2Qgf9. Due to the failed auctions, we have beeblerta sell the securities at their respec
costs, resulting in a decrease in fair value whiab been recorded as a component of accumulatedastinprehensive loss. These investments
have been classified as long-term investments iketable securities in our consolidated balancetshas of July 4, 2009 and January 3, 2009.
As of July 4, 2009 and June 28, 2008, the unrediliasses on these two investments totaled appraglyn$.02 million and $0.2 million,
respectively. We have concluded that the unrealiaeses on these investments are temporary beiaugebelieve that the decline in market
value that has occurred is due to general markeditions, (ii) the auction rate securities contitade of a high credit quality and interest is
paid as due and (iii) we have the intent and ahiitithold these investments until a recovery inkeawvalue occurs. The fair value of these
securities could change significantly in the futarel we may be required to record other-than-teargompairment charges or additional
unrealized losses in future periods.

Financing Activities. Net cash provided by financing activities for 8be months ended July 4, 2009 was primarily altesfi(i) net
borrowing on our outstanding revolving line of dteaf approximately $2.2 million; partially offsély repayment of approximately $0.2 milli
on our long term debt.

Net cash used in financing activities for the siarmiihs ended June 28, 2008 was primarily a reswhadfcrease in restricted cash balances
in connection with our pledge of $2.0 million insteas collateral for a letter of credit and repayts®f approximately $0.4 million on our lo
term debt. This is partially offset by approximgt8D.8 million in net proceeds we received during period from borrowings on our
outstanding revolving line of credit.
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Capital Resources

Under our revolving line of credit, we may borrow to the greater of 85% of eligible accounts reakie plus the least of (i) a percentage
of eligible inventory determined from time to tirbg our bank, (ii) 80% of the orderly liquidationlue, as defined, of eligible inventories, and
(iii) $1 million. Interest is payable monthly aktlgreater of (i) prime rate plus 3%, (ii) LIBOR pl6% or (iii) 8%. This revolving line of credit
agreement is subject to our credit agreement,iwivis extended through August 31, 2009. Our cegfigement provides us with maximum
borrowings of $5,000,000.

In connection with its credit agreement, the Conmypaas provided an equipment line of credit allowingp borrow up to $3.9 million
through January 3, 2009. The Company is requiregdgay the equipment advances in monthly instalimen$32,440. Interest on the
equipment advances is payable monthly, at the Cogipaption, at the greater of (i) prime rate pR3s, (ii) LIBOR plus 6% or (iii) 8%.

The following table presents details of outstandogowings and availability under our lines ofdit€in thousands):

July 4, January 3,

2009 2009
Outstanding borrowings on the revolving line ofditt $ 2,15 $ =
Outstanding borrowings on the equipment line oflitr $ 25 $ 45C
Borrowing availability under the revolving line ofedit $ — $ 1,701

Any borrowings under our revolving and equipmene$ of credit are collateralized by a general firgtrity lien against all of our assets,
both tangible and intangible.

While we are currently in compliance with all fira@al covenants under our credit agreement and ¢xpecaintain compliance for the
foreseeable future, we have in the past been ilatido of one or more covenants. We cannot assouelyat we will not violate one or more
covenants in the future. If we were to be in viglatof covenants under our credit agreement, audde could choose to accelerate payment on
all outstanding loan balances. There can be nocasse that we would be able to quickly obtain eglgmt or suitable replacement financing in
this event. If we were not able to secure altemeagburces of funding, such acceleration would lzarreterial adverse impact on our financial
condition.

We have in the past utilized equipment leasingngeanents to finance certain capital expenditurgsignent leases will continue to be a
financing alternative that we may pursue in theifeit

We believe our existing cash balances, borrowiraglability under our credit agreement, and the eagbected to be generated from
operations, will be sufficient to meet our antidgrhcash needs for at least the next 12 monthsfudure capital requirements will depend on
many factors, including our levels of net saleg,ttming and extent of expenditures to supportaegeand development activities, the
expansion of manufacturing capacity both domesyi@aid internationally and the continued marketegatance of our products. We could be
required, or may choose, to seek additional funttingugh public or private equity or debt finana@nén addition, in connection with any futi
acquisitions, we may require additional funding ethinay be provided in the form of additional debequity financing or a combination
thereof. These additional funds may not be avalalnl terms acceptable to us, or at all.

New Accounting Pronouncements

In June 2009, the FASB issued SFAS No. Tl8& FASB Accounting Standards Codification™ andHlegarchy of Generally Accepted
Accounting Principle— a Replacement of FASB Statement No.(1%2AS No. 168"). The Codification will become the source of
authoritative U.S. GAAP. The statement is effexfior financial statements issued for interim andual periods ending after September 15,
2009. We expect to adopt this standard with thegfiof our Quarterly Report on Form 10-Q for thexipd ended October 3, 2009 and do not
expect the standard to have a material impact onconsolidated financial statements.
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In April 2009, the FASB issued FSP FAS 15MDétermining Fair Value When the Volume and Levélaiivity for the Asset or Liability
Have Significantly Decreased and Identifying Traoigms That Are Not Orderl(“FSP FAS 157-4"), which provides additional guidarfor
estimating fair value in accordance with SFAS 15BP FAS 157-4 states that a significant decreatieeivolume and level of activity for the
asset or liability when compared with normal maiketivity is an indication that transactions or tpebprices may not be determinative of fair
value because there may be increased instancemefttions that are not orderly in such markeditimms. Accordingly, further analysis of
transactions or quoted prices is needed, and #isgt adjustment to the transactions or quotedgsrmay be necessary to estimate fair value.
FSP FAS 157-4 became effective for us beginnimguinsecond quarter of fiscal 2009. The adoptioRSIP FAS 157-4 did not have a material
impact on our consolidated financial position, tesaf operations or liquidity.

In April 2009, the FASB issued FSP FAS 107-1 and/&88-1,Interim Disclosures about Fair Value of Financiaktrumentg“FSP FAS
107-1 and APB 28-1"), which requires disclosuresulthe fair value of the Company’s financial imstrents for which it is practicable to
estimate that value, whether recognized or notgeized in the balance sheets, in the interim réppyeriods as well as in the annual repor
periods. In addition, FSP FAS 107-1 and APB 28¢uies disclosures of the methods and significastiaptions used to estimate the fair
value of those financial instruments. FSP FAS 1@ihd APB 28-1 became effective for us in our sdaprarter of fiscal 2009. The adoption
of FSP FAS 107-1 and APB 28-1 did not have a malteripact on our consolidated financial positiasults of operations or liquidity.

In April 2009, the FASB issued FSP FAS 115-2 an&HB&4-2 Recognition and Presentation of Other-Than-Temppraypairments
(“FSP FAS 115-2 and FAS 124-2"), which establisaeew method of recognizing and reporting otherHteemporary impairments of debt
securities and requires additional disclosurededlto debt and equity securities. FSP FAS 11BePFAS 124-2 does not change existing
recognition and measurement guidance related &r-ttian-temporary impairments of equity securiti€8P FAS 115-2 and FAS 124becam
effective for us beginning in our second quartefisafal 2009. The adoption of FSP FAS 115-2 an@&HAR4-2 did not have a material impact
our consolidated financial position, results of igbiens or liquidity.

In December 2007, the FASB issued SFAS No. 141§R3jness CombinatioffsSFAS 141(R)"), which replaces SFAS 141. The
provisions of SFAS 141(R) are similar to those BAS 141; however, SFAS 141(R) requires companiesdord most identifiable assets,
liabilities, noncontrolling interests, and goodvéliquired in a business combination at “full faafue.” SFAS 141(R) also requires companie
record fair value estimates of contingent consitieneand certain other potential liabilities durithge original purchase price allocation and to
expense acquisition costs as incurred. SFAS 144iRljes to all business combinations, including borations by contract alone. Further,
under SFAS 141(R), all business combinations vélabcounted for by applying the acquisition mett®6AS 141(R) is effective for fiscal
years beginning on or after December 15, 2008. ¥pea SFAS 141(R) will have an impact on its coitikd financial statements, but 1
nature and magnitude of the specific effects wajpeind upon the nature, terms and size of the atqogsthat we consummate.

In December 2007, the FASB issued SFAS No. Nafhcontrolling Interests in Consolidated Financi&thtement§'SFAS 160"), which
will require noncontrolling interests (previoushferred to as minority interests) to be treated agsparate component of equity, not as a
liability or other item outside of permanent equityFAS 160 applies to the accounting for noncdinpinterests and transactions with non-
controlling interest holders in consolidated fin@hstatements. SFAS 160 will be applied prospetyito all noncontrolling interests, includi
any that arose before the effective date excepttiraparative period information must be recastiagsify noncontrolling interests in equity,
attribute net income and other comprehensive incanm@ncontrolling interests, and provide othecktisures required by SFAS 160.
SFAS 160 is effective for periods beginning on fteraDecember 15, 2008. The adoption of SFAS 16hdi have a material impact on our
consolidated financial position, results of opemasi or liquidity.

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 adiitiwe do not have any undisclosed borrowings bt,dad we have not entered into any
synthetic leases. We are, therefore, not materaposed to any financing, liquidity, market orditeisk that could arise if we had engaged in
such relationships.
Item 3. Quantitative and Qualitative Disclosures About Market Risk

Not applicable/ As a Smaller Reporting Company aneenot required to make any disclosure pursuathmigdtem 3.
Item 4. Controls and Procedures

Not applicable.
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Item 4T. 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 July 4, 2@¥sed upon that evaluation, our principal exeeutifficer and principal financial officer
concluded that our disclosure controls and proe=siare 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 July 4, 2@h8re 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.

Inherent Limitations on I nternal Control

A control system, no matter how well conceived apdrated, can provide only reasonable, not absastirance that the objectives of
the control system are met. Further, the benefit®ntrols must be considered relative to theitsoBecause of the inherent limitations in all
control systems, no evaluation of controls can jg®wabsolute assurance that all control issuesrestances of fraud, if any, have been
detected. These inherent limitations include tladitres that judgments in decision making can hatyaand that breakdowns can occur bec
of simple errors. Additionally, controls can beccimvented by the individual acts of some persopgdiiusion of two or more people, or by
management override of the control. The desigmygfsystem of controls is also based in part upetaiteassumptions about the likelihood of
future events, and there can be no assurancerthatesign will succeed in achieving its stated gaailder all potential future conditions.
Because of the inherent limitations in a cost-gifeccontrol system, misstatements due to errdraard may occur and not be detected.

PART Il. OTHER INFORMATION
Item 1. Legal Proceedings

The information set forth in the sections entitfestieral Securities Class Action, California DeiivatAction and Patent Claims under
Note 9 of Notes to Unaudited Condensed Consolidaiteaincial Statements, included in Part |, Itenfithis Report, is incorporated herein
reference.

ltem 1A. Risk Factors

As a Smaller Reporting Company, we are not requwedake any disclosure pursuant to this Item ldwéver, we have included the risk
factor directly below given the macroeconomic eoniment in which we are currently operating. Plesse refer to the Risk Factors set fort
Part |, Item 1A of our Annual Report on Form 104¢ the fiscal year ended January 3, 2009 filed withSecurities and Exchange
Commission on March 30, 2009.

Our operating results may be adversely impacted bworldwide economic and political uncertainties andspecific conditions in the
markets we address, including the cyclical naturefaand volatility in the memory market and semicondictor industry.

Recently general worldwide economic conditions hexgerienced a downturn due to the credit condstiorpacted by the subprime-
mortgage turmoil and other factors, slower econammttvity, concerns about inflation and deflatiowcreased energy costs, decreased
consumer confidence, reduced corporate profitscapital spending, adverse business conditionsiguoidlity concerns in the memory market,
recent international conflicts and the impact anal disasters and public health emergencies.&besditions make it extremely difficult for
our customers, our vendors and us to accuratedcést and plan future business activities, and ¢beld cause US and foreign businesses to
further slow spending on our products and serviebsch would further delay and lengthen sales c/diirthermore, during continuing
challenging economic times our customers may fesges gaining timely access to sufficient crediiciv could result in an impairment of
their ability to make timely payments to us. Ifthgere to occur, we may be required to increaseattowance for doubtful accounts and our
days sales outstanding would be negatively impadtgcannot predict the timing, strength or duratd the current economic slowdown or
subsequengconomic recovery, worldwide, or in the memory nearknd related semiconductor industry. If the ecoynor markets in which w
operate continue to worsen, our business, finacoiadlition and results of operations will likely beterially and adversely affected.
Additionally, the combination of our lengthy salsle coupled with challenging macroeconomic caodg could compound the negative
impact on the results of our operations.

ltem 2. Unregistered Sales of Equity Securities and Use Bfoceeds
None.
ltem 3. Defaults Upon Senior Securities

None.
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Item 4.

Submission of Matters to a Vote of Security Holders

(a) Our 2009 annual meeting of stockholders wad belMay 27, 2009.

(b) At

our 2009 annual meeting of stockholders,stoekholders elected each of the following noming® directors, to serve on our Ba

of Directors until our 2010 annual meeting of stogklers or until their respective successors aetedl and qualified (or their earlier

resignation or removal). The vote for each direetas as follows:
Votes Votes
For Withheld

Chun Ki Hong 10,066,00 2,352,02

Nam Ki Hong 10,061,94 2,356,07!

Thomas F. Lagatt 10,222,06 2,195,95

Alan H. Portnoy 10,248,41 2,169,60
Item 5. Other Information

None.
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, |
31.1(2) Certification of Chief Executive Officer pursuantRule 13-14(a) and Rule 1!-14(a) of the Securities Exchange Act, as Amen
31.2(2) Certification of Chief Financial Officer pursuantRule 13-14(a) and Rule 1:-14(a) of the Securities Exchange Act, as Amen
32(3) Certification of Chief Executive Officer and Chieinancial Officer pursuant to 18 U.S.C. 1350, aspaeld pursuant to Section 9

of the Sarban«Oxley Act of 2002 and furnished herewith pursuan8EC Release No. -8238.
(1) Incorporated by reference to the correspondingbéixhumber of the registration statement on Fo-1 of the registrant (No. 3-
136735) filed with the Securities and Exchange Cdsaion on October 23, 200
(2) Filed herewith
(3) The information in Exhibit 32 shall not be deemétktl” for purposes of Section 18 of the Securifiechange Act of 1934, as

amended, (the “Exchange Act”), or otherwise subjedhe liabilities of that section, nor shall thegy deemed incorporated by
reference in any filing under the Securities Acfie83, as amended, or the Exchange Act (includirggReport), unless Netlist, Ir
specifically incorporates the foregoing informatiato those documents by referen
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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, 200

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 ltow
Gail Itow
Vice President and Chief Financial
Officer
(Principal Financial Officer)
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EXHIBIT INDEX

Exhibit

Number Description of Document

31.1 Certification of Chief Executive Officer pursuantRule 13-14(a) and Rule 1:-14(a) of the Securities Exchange Act, as Amen
31.2 Certification of Chief Financial Officer pursuaotRule 13-14(a) and Rule 1:-14(a) of the Securities Exchange Act, as Amen
32 Certification of Chief Executive Officer and Chiginancial Officer pursuant to 18 U.S.C. 1350, aspaeld pursuant to Section 9

of the Sarban«Oxley Act of 2002 and furnished herewith pursuan8EC Release No. -8238.
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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 proceduresused such disclosure controls and procedures tesigned
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 finahedporting to be
designed under our supervision, to provide readeredsurance regarding the reliability of financggorting and the preparation of financial
statements for external purposes in accordancegeitierally accepted accounting principles:

C) evaluated the effectiveness of the Registrant'slalisire controls and procedures and presentedsingport 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 Regissanternal 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 weaknsssethe design or operation of internal contratiofinancial
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 involveanagement or other employees who have a significéain the
Registrant’s internal control over financial repogt

August 14, 2009 /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

[, Gall Itow, 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 proceduresused such disclosure controls and procedures tesigned
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 finahedporting to be
designed under our supervision, to provide readeredsurance regarding the reliability of financggorting and the preparation of financial
statements for external purposes in accordancegeitierally accepted accounting principles:

C) evaluated the effectiveness of the Registrant'slalisire controls and procedures and presentedsingport 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 Regissanternal 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 weaknsssethe design or operation of internal contratiofinancial
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 involveanagement or other employees who have a significéain the
Registrant’s internal control over financial repogt

August 14, 2009 /s/ Gail ltow
Gail Itow
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 July 4, 2009 (
“Report”), Chun K. Hong, president, chief executoféicer and chairman of the board of Netlist, &5l Itow, vice president and chief

financial officer of Netlist, each hereby certifigairsuant to 18 U.S.C. Section 1350, as adoptestpat to Section 906 of the Sarbanes-Oxley
Act of 2002, that, to his or her knowledge:

(1) the Report fully complies with thequirements of Section 13(a) of the Securities Brgle Act of 1934; and

(2) the information contained in the Bedairly presents, in all material respects, financial condition and results of
operations of Netlist, Inc.

August 14, 2009 /s/ Chun K. Hon¢
Chun K. Hong

President, Chief Executive Officer and Chairmathef Boarc
(Principal Executive Officer

August 14, 200! /s/ Gail ltow

Gail Itow
Vice President and Chief Financial Offic
(Principal Financial Officer




