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PART I. FINANCIAL INFORMATION
Item 1. Financial Statements

NETLIST, INC. AND SUBSIDIARIES

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

(unaudited) (audited)
June 28, December 28
2014 2013
ASSETS
Current asset:
Cash and cash equivale $ 16,18 $ 6,701
Restricted cas 1,10( 1,10(
Accounts receivable, n 2,981 4,86¢
Inventories 2,46: 2,62(
Prepaid expenses and other current a 71¢ 823
Total current asse 23,44 16,11(
Property and equipment, r 67¢ 1,14:
Other asset 258 427
Total asset $ 24,37¢  $ 17,67¢
LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities:
Accounts payabl $ 3,361 $ 3,79¢
Accrued payroll and related liabilitit 76( 63%
Accrued expenses and other current liabili 48¢ 584
Accrued engineering charg 50C 50C
Current portion of lon-term debt, net of debt discot 91¢ —
Total current liabilities 6,02¢ 5,46
Long-term debt, net of current portion and debt disct 4,63¢ 5,09¢
Other liabilities 98 10C
Total liabilities 10,76: 10,66:
Commitments and contingenci
Stockholder' equity:
Common stock, $0.001 par value - 90,000 shareornéd; 41,480 (2014) and 31,776 (2013) shares
issued and outstandi 41 31
Additional paic-in capital 116,57. 104,46
Accumulated defici (102,999 (97,487
Total stockholder equity 13,61¢ 7,013
Total liabilities and stockholde’ equity $ 24,37¢  $ 17,67¢

See accompanying notes.
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NETLIST, INC. AND SUBSIDIARIES
Unaudited Condensed Consolidated Statements of Oions
(in thousands, except per share amounts)

Three Months Ended Six Months Ended
June 28, June 29, June 28, June 29,
2014 2013 2014 2013

Net sales $ 4,887 $ 5,06t $ 11,88¢ $ 11,02¢
Cost of sales(1 3,90¢ 4,81¢ 8,92¢ 10,21¢
Gross profit 97¢ 247 2,96¢ 81:
Operating expense

Research and development 2,30z 1,457 4,271 3,29¢

Selling, general and administrative 1,781 1,571 3,40: 3,32i

Total operating expens 4,08: 3,02¢ 7,68( 6,62¢€

Operating los! (3,109 (2,78)) (4,716 (5,819
Other income (expense), n

Interest expense, n (393 (88) (78¢) (21¢)

Other expense, n 6 7 (5) 1

Total other expense, n (387) (81) (799 (217)

Loss before provision for income tax (3,49)) (2,862 (5,509 (6,030
Provision for income taxe 2 1 2 3
Net loss $ (3,499 $ (2,869 $ (5,51) $ (6,037
Net loss per common sha

Basic and dilute: $ (0.0 $ (0.09 $ (0.19) % (0.20)
Weightec-average common shares outstand

Basic and dilutes 41,47 30,32( 39,13 30,26

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

Cost of sale: $ 14 3 11 % 2¢ $ 3

Research and developme 181 11¢€ 36¢ 27¢

Selling, general and administrati 32C 24C 64¢ 50z

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

Six Months Ended

June 28, June 29,
2014 2013
Cash flows from operating activitie
Net loss $ (5,511 $ (6,037)
Adjustments to reconcile net loss to net cash usegerating activities
Depreciation and amortizatic 53t 81:
Amortization of debt discount and debt issuancést 402 —
Realized loss on disposal of property and equipr 6 1
Capitalized payme-in-kind interes! 12¢ —
Stocl-based compensatic 1,04¢ 80:<
Changes in operating assets and liabilit
Accounts receivabl 1,88t 1,37(C
Inventories 157 2,07t
Prepaid expenses and other current a: 481 491
Other asset (167) 4
Accounts payabl (439 71
Accrued payroll and related liabilitie 12t (74)
Accrued expenses and other liabilit (47 (57)
Net cash used in operating activit (1,399 (530
Cash flows from investing activitie
Acquisition of property and equipme (79 (52
Proceeds from sale of property and equipn 3 2
Proceeds from maturities and sales of investmentsarketable securitie — 41F
Net cash (used in) provided by investing activi (7€) 36E
Cash flows from financing activitie
Payments on del (109) (830
Proceeds from public offering, net of offering cost $11€ 10,27¢ 28
Proceeds from exercise of equity awards, net asa®mitted for restricted sto 791 29
Net cash provided by (used in) financing activi 10,95¢ (779)
Increase (decrease) in cash and cash equivz 9,48: (939
Cash and cash equivalents at beginning of p¢ 6,701 7,75¢
Cash and cash equivalents at end of pe $ 16,18 $ 6,81

See accompanying notes.
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NETLIST, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
June 28, 2014

Note 1—Description of Business

Netlist, Inc. (the “Company” or “Netlist”) desigrasd manufactures a wide variety of high performatugic-based memory
subsystems for the global datacenter, storage ighdperformance computing and communications markgie Company’s memory
subsystems consist of combinations of dynamic randocess memory integrated circuits (‘DRAM ICs™DRAM”), NAND flash memory
(“NAND"), application-specific integrated circuisASICs”) and other components assembled on prictexdlit boards (“PCBs”). Netlist
primarily markets and sells its products to leadinginal equipment manufacturer (‘“OEM”) customédrgperscale datacenter operators and
storage vendors. The Company’s solutions are tedggtapplications where memory plays a key roleéeting system performance
requirements. The Company leverages a portfoljroprietary technologies and design techniquedydirg efficient planar design,
alternative packaging techniques and custom semigtiar logic, to deliver memory subsystems withhhigemory density, small form factor,
high signal integrity, attractive thermal charaistiées, reduced power consumption and low cosbgie©Our NVvault™ product is the first to
offer both DRAM and NAND in a standard form factoemory subsystem as a persistent DIMM in missidical applications.

Netlist was incorporated in June 2000 and is headered in Irvine, California. In 2007, the Compasgablished a manufacturing
facility in the People’s Republic of China (the “€R, which became operational in July 2007 uponghecessful qualification of certain key
customers.

Note 2—Summary of Significant Accounting Policies
Basis of Presentation

The interim unaudited condensed consolidated filsastatements have been prepared in accordanbeaagbunting principles generally
accepted in the United States of America (the “Yf8r interim financial information and with th@structions to Securities and Exchange
Commission (“SEC”) Form 10-Q and Article 8 of SEEdrlation S-X. These condensed consolidated fiahstatements do not include all of
the information and footnotes required by accounfirinciples generally accepted in the U.S. for ptate financial statements. Therefore,
these unaudited condensed consolidated finaneit@ments should be read in conjunction with the @amy’s audited consolidated financial
statements and notes thereto for the year endeeniiir 28, 2013, included in the Company’s Annugdd®eon Form 1K filed with the SEC
on March 18, 2014.

The condensed consolidated financial statemeniisded herein as of June 28, 2014 are unauditedeberythey contain all normal
recurring accruals and adjustments that, in theiopiof the Compang management, are necessary to present fairlyotideased consolidat
financial position of the Company and its wholly+toad subsidiaries as of June 28, 2014 and the ceadaronsolidated statements of
operations for the three and six months ended 28n2014 and June 29, 2013 and the condensed matedl statements of cash flows for the
six months ended June 28, 2014 and June 29, 20#&3eBults of operations for the six months endee 28, 2014 are not necessarily
indicative of the results to be expected for tHeyfeiar or any future interim periods.

Principles of Consolidation

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

Fiscal Year
The Company operates under a 52/53-week fiscalgmding on the Saturday closest to December 3t fiseal 2014, the Company’s

fiscal year is scheduled to end on December 274 20 will consist of 52 weeks. Each of the Compafigst three quarters in a fiscal year is
comprised of 13 weeks.
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Use of Estimates

The preparation of financial statements in confeymiith accounting principles generally acceptethia U.S. requires management to
make estimates and assumptions that affect thetegpamounts of assets and liabilities and disctosiicontingent assets and liabilities at the
date of the condensed consolidated financial seésnand the reported amounts of net sales arehsegp during the reporting period. By tt
nature, these estimates and assumptions are stgattinherent degree of uncertainty. Signifiestimates made by management include,
among others, provisions for uncollectible recelgealand sales returns, warranty liabilities, vabrabf inventories, fair value of financial
instruments, recoverability of long-lived asseteck-based transactions and realization of defaar@ssets. The Company bases its estimate
on historical experience, knowledge of current ¢oits and our beliefs of what could occur in th&ufe considering available information.
The Company reviews its estimates on an on-goisgb#@he actual results experienced by the Compeydiffer materially and adversely
from its estimates. To the extent there are mateifi@rences between the estimates and the asalts, future results of operations will be
affected.

Revenue Recognition

The Company'’s revenues primarily consist of prodiadés of high-performance memory subsystems to Elperscale datacenter
operators and storage vendors.

The Company recognizes revenues in accordancehdtRinancial Accounting Standards Board (“FASB9cAunting Standards
Cadification (*ASC”) Topic 605. Accordingly, the Company recognizesraies when there is persuasive evidence of angamaant, produc
delivery and acceptance have occurred, the salesiprfixed or determinable, and collectibility thie resulting receivable is reasonably
assured.

The Company generally uses customer purchase aaddfsr contracts as evidence of an arrangemefivebeoccurs when goods are
shipped for customers with FOB Shipping Point teamd upon receipt for customers with FOB Destimaterms, at which time title and risk
of loss transfer to the customer. Shipping documarg used to verify delivery and customer accegtaihe Company assesses whether the
sales price is fixed or determinable based on #yengnt terms associated with the transaction aredheh the sales price is subject to refund.
Customers are generally allowed limited rightsedfirn for up to 30 days, except for sales of excesgponent inventories, which contain no
right-of-return privileges. Estimated returns arevided for at the time of sale based on historéogderience or specific identification of an
event necessitating a reserve. The Company offstanaard product warranty to its customers andhbasther post-shipment obligations. The
Company assesses collectibility based on the eveditiness of the customer as determined by cobgitks and evaluations, as well as the
customer’s payment history.

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

Cash and Cash Equivalents

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

Restricted Cash

Restricted cash of $1.1 million, as of June 28 42@bnsists of cash to secure three standby leifenedit.

Fair Value of Financial Instruments

The Company’s financial instruments consist priatipof cash and cash equivalents, restricted aastgunts receivable, accounts
payable, accrued expenses and debt instrumentsfairhvalue of the Company’s cash equivalenteisianined based on quoted prices in
active markets for identical assets or Level 1 iapad’he Company recognizes transfers between &dviiirough 3 of the fair value hierarch

the beginning of the reporting period. The Compheljeves that the carrying values of all otheaficial instruments approximate their curi
fair values due to their nature and respectivetens.
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Allowance for Doubtful Accounts

The Company evaluates the collectibility of acceueteivable based on a combination of factorsab®es where the Company is awar
circumstances that may impair a specific custorrednibty 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 attberCompany reasonably believes will
be collected. For all other customers, the Companygrds allowances for doubtful accounts basedasifynon the length of time the
receivables are past due based on the terms ofitfirating transaction, the current business emvirent and its historical experience.
Uncollectible accounts are charged against thevathee for doubtful accounts when all cost effectisenmercial means of collection have
been exhausted.

Concentration of Credit Risk

Financial instruments that potentially subject@@mpany to significant concentrations of credik @snsist principally of cash and cash
equivalents, and accounts receivable.

The Company invests its cash equivalents primaritponey market mutual funds. Cash equivalentsrermtained with high quality
institutions, the composition and maturities of @rhare regularly monitored by management. At tindeposits held with financial institutions
may exceed the amount of insurance provided by#ueral Deposit Insurance Corporation and the 8msumvestor Protection Corporation.

The Company’s trade accounts receivable are prynderived from sales to OEMs in the computer indusThe Company performs
credit evaluations of its customers’ financial cibioth and limits the amount of credit extended wieemed necessary, but generally requires
no collateral. The Company believes that the comagon of credit risk in its trade receivablesrisderated by its credit evaluation process,
relatively short collection terms, the high levékeedit worthiness of its customers (see Notdd@gign credit insurance and letters of credit
issued on the Company’s behalf. Reserves are aiadut for potential credit losses, and such lok&erically have not been significant and
have been within management’s expectations.

Inventories

Inventories are valued at the lower of actual togturchase or manufacture the inventory or theeddizable value of the inventory. Ci
is determined on an average cost basis which appabes actual cost on a first-in, first-out basid &ncludes raw materials, labor and
manufacturing overhead. At each balance sheet @& ompany evaluates its ending inventory quastidn hand and on order and records a
provision for excess quantities and obsolescenoerfy other factors, the Company considers histodieanand and forecasted demand in
relation to the inventory on hand, competitivengfsgroduct offerings, market conditions and prodifetcycles when determining
obsolescence and net realizable value. In additienCompany considers changes in the market wdloemponents in determining the net
realizable value of its inventory. Once establisheder of cost or market write-downs are considgrermanent adjustments to the cost basis
of the excess or obsolete inventories.

Deferred Financing Costs, Debt Discount and Detdtbdebt-Related Warrants

Costs incurred to issue debt are deferred anddediin debt issuance costs in the accompanyingotidated balance sheet. The
Company amortizes debt issuance costs over thewdgterm of the related debt using the effectiterest method. Debt discounts relate to
the relative fair value of any warrants issuedanjanction with the debt are recorded as a redadtiche debt balance and accreted over the
expected term of the debt to interest expense ubmgffective interest method.

Property and Equipment
Property and equipment are recorded at cost aneciafed on a straigiine basis over their estimated useful lives, wigelmerally rang

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

The Company evaluates the recoverability of theyaag value of long-lived assets held and usedhgy@ompany for impairment on at
least an annual basis or whenever events or chamg@sumstances indicate that their carrying eatiay not be recoverable. When such
factors and circumstances exist, the Company cagsghe projected undiscounted future net cash famsssciated with the related asset or
group of assets over their estimated useful ligzsrest their respective carrying amount. If ther'yiag value is determined not to be
recoverable from future operating cash flows, theehis deemed impaired and an impairment logcgnized to the extent the carrying value
exceeds the estimated fair value of the assetfdihealue of the asset or asset group is basadarket value when available, or when
unavailable, on discounted expected cash flows.ddrapany’s management believes there is no impairwfdong-lived assets as of June 28,
2014. There can be no assurance, however, thaetarkditions will not change or demand for the @any’s products will continue, which
could result in future impairment of long-lived ats

Warranty Reserve

The Company offers product warranties generallgiramnfrom one to three years, depending on theymroand negotiated terms of any
purchase agreements with customers. Such warraetiege the Company to repair or replace defegiregluct returned to the Company
during such warranty period at no cost to the aqusto Warranties are not offered on sales of excesgponent inventory. The Company
records an estimate for warranty-related costiseatiine of sale based on its historical and es@chptoduct return rates and expected repair o
replacement costs (see Note 3).While such costs hiatorically been within management’s expectatiand the provisions established,
unexpected changes in failure rates could havetariabadverse impact on the Company, requiringtamehl warranty reserves, and could
adversely affect the Company’s gross profit anggmargins.

Stock-Based Compensation

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

In accordance with ASC Topic 718, employee andctlirestockbased compensation expense recognized during thuel g based on tf
value of the portion of stock-based payment awtrdsis ultimately expected to vest during the @eriGiven that stock-based compensation
expense recognized in the condensed consolidattirsnts of operations is based on awards ultignatglected to vest, it has been reduced
for estimated forfeitures. ASC Topic 718 requiredditures to be estimated at the time of grantrawésed, if necessary, in subsequent period
if actual forfeitures differ from those estimat&he Company’s estimated average forfeiture ratedased on historical forfeiture experience
and estimated future forfeitures.

The fair value of common stock option awards to leryges and directors is calculated using the Backeles option pricing model. The
Black-Scholes model requires subjective assumptiegarding future stock price volatility and expettime to exercise, along with
assumptions about the risk-free interest rate apdaed dividends, all of which affect the estindafer values of the Company’s common
stock option awards. The expected term of optgrasted is calculated as the average of the weaighdsting period and the contractual
expiration date of the option. This calculatiot&sed on the safe harbor method permitted by H@@i8 instances where the vesting and
exercise terms of options granted meet certainitiond and where limited historical exercise datavailable. The expected volatility is basec
on the historical volatility of the Company’s commstock. The risk-free rate selected to valuegyicular grant is based on the U.S.
Treasury rate that corresponds to the expecteddaéthe grant effective as of the date of the graht expected dividend assumption is basec
on the Company’s history and management’s expectagigarding dividend payouts. Compensation esgpéor common stock option awards
with graded vesting schedules is recognized ora#gbt-line basis over the requisite service pefardhe last separately vesting portion of the
award, provided that the accumulated cost recodgraseof any date at least equals the value ofdékted portion of the award.

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

If there are any modifications or cancellationshef underlying vested or unvested stock-based aydrd Company may be required to
accelerate, increase or cancel any remaining uedatock-based compensation expense, or recorticaddiexpense for vested stock-based
awards. Future stock-based compensation expensenaadned stock- based compensation may incredke #xtent that the Company grants
additional common stock options or other stock-taseards.
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Income Taxes

Under ASC Topic 270, the Company is required taistdis effective tax rate each quarter to be @est with the estimated annual
effective tax rate. The Company is also requirecttmrd the tax impact of certain discrete itermsjswal or infrequently occurring, including
changes in judgment about valuation allowancesefiiedts of changes in tax laws or rates, in therint period in which they occur. In
addition, jurisdictions with a projected loss fbetyear or a year-to-date loss where no tax berwiitbe recognized are excluded from the
estimated annual effective tax rate. The impastuch an exclusion could result in a higher or loefézctive tax rate during a particular
quarter, based upon the mix and timing of actualings versus annual projections.

Deferred tax assets and liabilities are recogniaaéflect the estimated future tax effects, calted at currently effective tax rates, of
future deductible or taxable amounts attributablewents that have been recognized on a cumuladisis in the condensed consolidated
financial statements. A valuation allowance ralatea net deferred tax asset is recorded whemitire likely than not that some portion of
deferred tax asset will not be realized.

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

The application of tax laws and regulations is sabfo legal and factual interpretation, judgmerd ancertainty. Tax laws and regulati
may change as a result of changes in fiscal paticgnges in legislation, the evolution of regulasi@and court rulings. Therefore, the actual
liability for U.S. or foreign taxes may be matelyadifferent from the Company’s estimates, whichulcbrequire the Company to record
additional tax liabilities or to reduce previousgcorded tax liabilities, as applicable.

Research and Development Expenses
Research and development expenditures are expengedperiod incurred.
Risks and Uncertainties

The Company is subject to certain risks and uniceiga including its ability to obtain profitablgerations due to the Company’s history
of losses and accumulated deficits, the Compargpeddence on a few customers for a significanigodf revenues, risks related to
intellectual property matters, market developmédraral demand for the Company’s products, and thgtkeof the sales cycle. Such risks
could have a material adverse effect on the Conipamynsolidated financial position, results of gd@ns or cash flows.

The Company invested a significant portion of @search and development budget into the desigrst€ Alevices, including the
HyperCloud® memory subsystem. This design and tbéygts it is incorporated into are subject to éased risks as compared to the
Company'’s existing products. The Company may béleria achieve customer or market acceptance dfiyfperCloud® memory subsystem
or other new products, or achieve such acceptanadimely manner. The Company experienced a loggalification cycle than anticipated
with its HyperCloud® memory subsystems, and hagmgapced supply chain disruption and a shortadeRAM required to create the
HyperCloud® memory subsystem. As of June 28, 284product has not generated significant reveelagive to the Compang’investmer
in the product.

The Company’s operations in the PRC are subjecatious political, geographical and economic rigskg uncertainties inherent to
conducting business in the PRC. These includeatsuhot limited to, (i) potential changes in ecoimoonditions in the region, (ii) managing a
local workforce that may subject the Company toeutainties or certain regulatory policies, (iii)actges in other policies of the Chinese
governmental and regulatory agencies, and (iv) gasun the laws and policies of the U.S. governmegarding the conduct of business in
foreign countries, generally, or in the PRC, intigafar. Additionally, the Chinese government coigrthe procedures by which its local
currency, the Chinese Renminbi (“RMB”), is converieto other currencies and by which dividends meyleclared or capital distributed for
the purpose of repatriation of earnings and invests If restrictions in the conversion of RMB otthe repatriation of earnings and
investments through dividend and capital distrimutiestrictions are instituted, the Company’s ofi@na and operating results may be
negatively impacted. The liabilities of the Compargubsidiaries in the PRC exceeded its assetshme 28, 2014 and December 28, 2013.
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Foreign Currency Remeasurement

The functional currency of the Company'’s foreighsdiary is the U.S. dollar. Local currency finad@tatements are remeasured into
U.S. dollars at the exchange rate in effect ab®blalance sheet date for monetary assets anlitigstand the historical exchange rate for
nonmonetary assets and liabilities. Expenses aneasured using the average exchange rate for thoel pexcept items related to nonmonetary
assets and liabilities, which are remeasured usstgrical exchange rates. All remeasurement gaiigslosses are included in determining net
loss. Transaction gains and losses were not gignifin the three and six months ended June 28} 20 June 29, 2013.

Net Loss Per Share

Basic net loss per share is calculated by dividiegloss by the weighted-average common sharetaadtag during the period, excluding
unvested shares issued pursuant to restricted atarels under the Company’s share-based compemgddios. Diluted net loss per share is
calculated by dividing the net loss by the weighdedrage shares and dilutive potential common shausestanding during the period. Dilutive
potential shares consist of dilutive shares issuapbn the exercise or vesting of outstanding sbptions, warrants and restricted stock
awards, respectively, computed using the treagogksnethod. In periods of losses, basic andatllbss per share are the same, as the effe
of stock options and unvested restricted sharedsivam loss per share is anti-dilutive.
Note 3—Supplemental Financial Information

Inventories

Inventories consist of the following (in thousands)

(unaudited) (audited)
June 28, December 28
2014 2013
Raw materials $ 1,34¢ $ 1,737
Work in proces: 214 67
Finished good 903 81€
$ 2,46 $ 2,62(

Warranty Liabilities

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

Six Months Ended

June 28, June 29,
2014 2013
Beginning balanc $ 24¢ % 23t
Estimated cost of warranty claims charged to cobsates 10¢ 62
Cost of actual warranty clain (114 (39)
Ending balanc 244 25¢
Less current portio (14€) (159
Long-term warranty obligation $ 9% $ 10¢

The allowance for warranty liabilities expectedtwincurred within one year is included as a corepbif accrued expenses and other
current liabilities in the accompanying condensedsolidated balance sheets. The allowance foranfriiabilities expected to be incurred
after one year is included as a component of difeilities in the accompanying condensed constdidédnalance sheets.
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Computation of Net Loss Per Share

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

Three Months Ended Six Months Ended
June 28, June 29, June 28, June 29,
2014 2013 2014 2013

Basic and diluted net loss per share
Numerator: Net los $ (3,499 $ (2,869 $ (5,511 $ (6,037)
Denominator: Weighted-average common shares odlisigybasic and

diluted 41,47 30,32( 39,13« 30,26!
Basic and diluted net loss per sh $ (0.0 $ (0.09 $ 019 $ (0.20

The following table sets forth potentially dilutiecemmon share equivalents, consisting of shareslids upon the exercise or vesting of
outstanding stock options and restricted stock dsyaespectively computed using the treasury stoethod. These potential common shares
have been excluded from the diluted net loss parestalculations above as their effect would bedihitive for the periods then ended (in
thousands):

Three Months Ended Six Months Ended
June 28, June 29, June 28, June 29,
2014 2013 2014 2013
Common share equivaler 33t 19z 46( 21t

The above common share equivalents would haveibekred 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 lmmrtentrated in a small number of customers. Thewong table sets forth sales
to customers comprising 10% or more of the Compmangt sales as follows:

Three Months Ended Six Months Ended
June 28, June 29, June 28, June 29,
2014 2013 2014 2013

Customer:

Customer A 19% 48% 16% 35%
Customer E 20% 17% 14% 18%
Customer C *0p *0p 11% *0p
Customer C 30% *0p 24% *0%

The Company’s accounts receivable as of June 28} @@re concentrated with three customers, reptiegeapproximately 14%,
18%, and 48% of aggregate gross receivables. Aémber 28, 2013, one customer represented appratim&d% of aggregate gross
receivables. A significant reduction in sales tothe inability to collect receivables from, a sfggant customer could have a material adverse
impact on the Company. The Company mitigates rigk fereign receivables by purchasing comprehenfueign credit insurance.
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Cash Flow Information

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

Six Months Ended

June 28, June 29,
2014 2013
Supplemental disclosure of r-cash investing and financing activitie
Debt financed acquisition of fixed ass $ — 8 24(C
Issuance costs associated with February publiciogfi $ 12t $ —

Note 4—Credit Agreements
Silicon Valley Credit Agreement

On October 31, 2009, the Company entered intoditaigreement with Silicon Valley Bank (“SVB"\hich was amended on July :
2013 (as amended, the “SVB Credit Agreement”). €uity, the SVB Credit Agreement provides that tlienpany can borrow up to the lesser
of (i) 80% of eligible accounts receivable, or §5.0 million.

Pursuant to the September 2010 amendment to the(@¥dit Agreement, SVB extended a $1.5 million téoan, bearing interest at a
rate of prime plus 2.00%. The Company was requwadake monthly principal payments of $41,666 dter36 month term of the loan, or
$0.5 million annually. In May 2011, SVB extendedaatditional $3.0 million term loan, bearing intdrata rate of prime plus 2.75%. The
Company was required to make monthly principal peyts of $125,000 over the 24 month term of the loa$1.5 million annually. In
May 2012, SVB consolidated both term loans andreded additional credit, resulting in a combinedabak of $3.5 million as of May 2012
(the “Consolidated Term Loan”). The Consolidatedrif¢oan was payable in 36 installments of $97,2#%8jinning December 2012, with
interest at a rate of prime plus 2.50%. Interest peyable monthly from the date of funding throfighl payoff of the loan. On July 18, 2013,
as part an amendment to the SVB Credit Agreemeptethinto with SVB and following the Company’s egat of additional loan financing
from DBD Credit Funding, LLC, an affiliate of Foess Investment Group, LLC (“DBD")he Consolidated Term Loan and outstanding int
was paid in full.

On July 18, 2013, the Company and SVB enteredantamendment (the “SVB Amendmentd)the SVB Credit Agreement. Pursuan
the SVB Amendment, SVB allowed for the financingl aecurity interests contemplated under the loaeeagent entered into with DBD and
released certain patents and related assets getatthe NVvault™ product line from the collatesalbject to SVB’s security interest under the
SVB Credit Agreement. Additionally, pursuant to ®¢B Amendment, advances under the revolving lim@ accrue interest at a rate equal to
SVB'’s most recently announced “prime rate” pluss26/ The SVB Amendment also relaxed the Companyigibde net worth covenant under
the SVB Credit Agreement and waived certain evefitkefault in connection therewith. Certain repagtrequirements under the SVB Credit
Agreement were modified while certain reserves watpect to the borrowing base and the availahfitievolving loans were removed
pursuant to the SVB Amendment. Under the termd@f3VB Credit Agreement, the Company may draw rérgladvances in an aggregate
outstanding principal amount of up to the lesse$®million or the available borrowing base, subjeaeserve amounts. The Company’s
borrowing base under the SVB Credit Agreement iesui to certain adjustments and up to the less80% of eligible accounts receivable.

The SVB Amendment requires letters of credit tebeured by cash, which is classified as restrictesth in the accompanying
condensed consolidated balance sheets. At Jurg928, letters of credit in the amount of $1.1 roilliwere outstanding.

The following table presents details of interegianse related to borrowings on the line of credi 8VB, along with certain other
applicable information (in thousands):

Three Months Ended Six Months Ended
June 28, June 29, June 28, June 29,
2014 2013 2014 2013
Interest expens $ 25 % 28 $ 49 3 95
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The following table presents details of the Compapwutstanding borrowings and availability under e of credit with SVB:

(unaudited) (audited)
June 28, December 28
2014 2013
Availability under the revolving line of crec $ 2,49: $ 4,04:

All obligations under the SVB Credit Agreement aeeured by a first priority lien on the Companygdible and intangible assets,
other than its intellectual property, which is sdtjto a first priority lien held by DBD. The SVB&lit Agreement subjects the Company to
certain affirmative and negative covenants, ingigdinancial covenants with respect to the Compaliguidity and tangible net worth and
restrictions on the payment of dividends. As ofel@s, 2014, the Company was in compliance witbetst covenants.

On January 23, 2013, the Company entered into lagoaince Agreement with SVB (the Forbearance Agee&in Pursuant to the
Forbearance Agreement that was in effect priohéoJuly 18, 2013 loan amendment, any principal arhoutstanding under the revolving line
accrued interest at a per annum rate equal toottoeving (i) at all times that a Streamline Peri@d defined) is in effect, 1.75% above the
Prime Rate; and (ii) at all times that a StreamPgiod is not in effect, 2.75% above the PrimesRahich interest was payable monthly. In
addition, the reserve on the revolving line waséased to $2 million. On July 18, 2013, as pathefSVB Amendment, the Streamline Perioc
interest was eliminated and any principal amoumstanding under the Revolving Line accrues intese&75% above the Prime Rate. The
SVB Amendment eliminated the reserve on the remghine of $2 million, thereby increasing the bavieg availability.

DBD Credit Funding, LLC Loan and Security Agreenmerd Related Agreemer

On July 18, 2013, the Company, entered into a fmarement (as amended, the “Loan Agreement”) wBD Dan affiliate of Fortress
Investment Group LLC, providing for up to $10 nohi in term loans and up to $5 million in revolvilegins. The term loans are available ir
initial $6 million tranche (the “Initial Term Loapwith a second tranche in the amount of $4 milll@zoming available upon achievement of
certain performance milestones relating to intéllatproperty matters (the “IP Monetization Miles¢s” and such second tranche loan, “IP
Milestone Term Loan”). The $5 million in revolvidgans are available at DBBUiscretion and subject to customary conditioesgdent. Th
$6 million Initial Term Loan was fully drawn at dimg on July 18, 2013. Proceeds from the InitiahT&oan were used in part to repay the
Company’s existing Consolidated Term Loan with S¥Be remainder of such funds have been or are teghéx be used to fund the
Company'’s ongoing working capital needs. Effectluéy 18, 2014, DBD agreed to extend the repayrdate for the Company’s “early
repayment option” to August 15, 2014.

The loans bear interest at a stated fixed rate @f% per annum. During the first eighteen (18) thsrfollowing the closing date, the
payments on the term loans are interest-only ash cate of 7.0% per annum and a payment-in-kifehiael cash interest rate of 4.0%, which
payment-in-kind interest is capitalized semi-anlydleginning with December 31, 2013. Following #ighteen (18) month interest-only
period, the term loans are amortized with 65% effitincipal amount due in equal monthly installnsemter the following eighteen (18)
months with a balloon payment equal to 35% of #maining principal amount of the term loans, plosraed interest, being payable on
July 18, 2016.

The Company’s obligations under the Loan Agreeraeatsecured by a first-priority security interasttie Company’s intellectual
property assets (other than certain patents aaterkhssets relating to the NVvault™ product lasuant to an intellectual property security
agreement with DBD (the “IP Security Agreementiflaa second-priority security interest in substdiytiall of the Company’s other assets.

In connection with the Loan Agreement, the Compaaug certain facility, due diligence and legal feé®BD on the closing date a
is obligated to pay a conditional facility fee upsatisfaction of the IP Monetization Milestone§the Company repays or prepays all or a
portion of the term loans prior to maturity, then@many is obligated to pay DBD a prepayment feedhasea percentage of the then
outstanding principal balance being prepaid, etudl0% if the prepayment occurs on or prior to B&tgl5, 2014, as amended (or 2.0% if <
prepayment is made in connection with the earlpyepent option premium discussed in the precedintesee), 2.0% if the prepayment occ
between August 15, 2014, as amended and July 18, 0 0.0% if the prepayment occurs after July2l8,5.
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The Loan Agreement contains customary represeng@gtigarranties and indemnification provisions. Than Agreement also
contains affirmative and negative covenants thagreg other things restrict the ability of the Comp#o:

e incur additional indebtedness or guarantees;

* incur liens;

* make investments, loans and acquisitions;

e consolidate or merge;

« sell or exclusively license assets, including apstock of subsidiaries;
» alter the business of the Company;

e engage in transactions with affiliates; and

e  pay dividends or make distributions.

The Loan Agreement also includes events of defendluding, among other things, payment defaultsabhes of representations,
warranties or covenants, certain bankruptcy evémstailure to maintain its listing on a natioyalkecognized securities exchange or
alternatively for its shares to be qualified fading on the OTC Bulletin Board and certain materitverse changes, including an impairment
of the perfection or priority of the lender’s liddpon the occurrence of an event of default anidfohg any applicable cure periods, a default
interest rate of an additional 5.0% per annum neagiplied to the outstanding loan balances, and B declare all outstanding obligations
immediately due and payable and take such othmmacas set forth in the Loan Agreement.

Concurrently with the execution of the Loan Agreemée Company and an affiliate of DBD entered imtPatent Monetization Side
Letter Agreement (the “Letter Agreement”). TheteetAgreement provides, among other things, thaDDiay be entitled to share in certain
monetization revenues that the Company may denitied future related to its patent portfolio (tfatent Portfolio”). The Patent Portfolio
does not include certain patents relating to the/&t™ product line. Monetization revenues subfedhis arrangement include revenues
recognized during the seven year term of the Léttgeement from amounts (whether characterizeagtilement payments, license fees,
royalties, damages, or otherwise) actually paithéoCompany or its subsidiaries in connection itly assertion of, agreement not to assert, «
license of, the Patent Portfolio (in whole or intpaither (A) in consideration of the grant ofiéehse or covenant not sue, or other immunity
with respect to the Patent Portfolio, or (B) asamndges award with respect to such assertion d?dkent Portfolio, less (i) actual legal fees anc
expenses (including fees payable on a contingeasighand actual court costs paid or payable b tmapany or its subsidiaries in connectior
with any such assertion and/or grant of a licemsswenant not to sue, or other immunity with respe the Patent Portfolio, provided that
such legal fees and expenses shall be cappedyaptcent (40%) of such gross, aggregate amouwaidstp the Company, (ii) all reasonable
and actual legal fees, filing fees, maintenance,faenuities, and other reasonable and actual andtexpenses paid or required to be paid by
the Company or its subsidiaries after the effeatiat® in connection with the prosecution, mainteeaand defense of any patents or patent
applications within the Patent Portfolio, (iii) mmmable and actual legal fees and reasonable &mal ather costs and expenses paid or require
to be paid by the Company or its subsidiaries imeetion with the enforcement of any agreementertalling, commitment or court order tl
would generate monetization revenues and the timliethereof, and (iv) reasonable and actual colséEquisition of patents and patent
applications included in the Patent Portfolio thieg acquired by or licensed to the Company onitsisliaries after the effective date.
Monetization revenues also include the value attable to the Patent Portfolio in any sale of tleenpany during the seven year term, subject
to a maximum amount payable to DBD. The Lettere®gnent also requires that the Company use comrigrgasonable efforts to pursue
opportunities to monetize the Patent Portfolio dgithe term of the Letter Agreement, provided thatCompany is under no obligation to
pursue any such opportunities that Company doeda®n to be in the Company’s best interest in thim@any’s reasonable business
judgment. Notwithstanding the foregoing, there bamo assurance that the Company will be sucdasghese efforts, and the Company n
expend resources in pursuit of monetization reveiii@ may not result in any benefit to the Company

Concurrently with the execution of the Loan Agreemée Company issued to an affiliate of DBD aeseyear warrant (the
“Warrant”) to purchase an aggregate of 1,648,3%teshof the Company’s common stock at an exercise pf $1.00 per share, of which
989,011 shares are exercisable immediately onlaarasashless basis in whole or in part. Pursumtite stock purchase warrant agreement,
(i) 329,670 shares will become exercisable uporatiéevement of the IP Monetization Milestones @idhe remaining 329,670 shares will
become exercisable upon the Company’s receipt ¢® dvilestone Term Loan. The Warrant was issued jmivate placement transaction that
was exempt from registration under Section 4(2hefSecurities Act of 1933 (the “Securities AcThe Company accounted for the warrants
as a debt discount and has valued them based oel#tige fair value at approximately $1,215,0@bé amortized over the term of the debt
instrument, or three years, using the effectiverggt method. For the three and six months endeel 28, 2014, the Company amortized
approximately $120,000 and $243,000, respectiadynterest expense in the consolidated staternénfserations.
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Also in connection with the Loan Agreement, the @amy agreed to pay to a consultant a consultingdeel to (i) $300,000 in
connection with the Company’s receipt of the Ihiliarm Loan and (ii) 5% of any additional princigahount loaned to the Company as an IP
Milestone Term Loan. The initial $300,000 has besmorded as debt issuance cost to be amortizadlwéerm of the debt instrument, or
three years, using the effective interest metHadring the three and six months ended June 28,,2B@4Company amortized approximately
$78,000 and $159,000, respectively, as interesresgin the condensed consolidated statementeddtams.

Note 5— Debt

Debt consists of the following (in thousands):

(unaudited) (audited)
June 28, December 28
2014 2013
Term Loan, DBD, net of debt discount of $768 fol2@nd $1,012 for 201 $ 546¢ $ 5,09¢
Note payable to othe 88
5,55¢ 5,09¢
Less current portio (919 —
$ 463 $ 5,09¢
Interest expense related to debt is presenteckifotlowing table (in thousands):
Three Months Ended Six Months Ended
June 28, June 29, June 28, June 29,
2014 2013 2014 2013
Interest expens $ 37C $ 61 $ 74z $ 12t

Note 6—Income Taxes

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

Three Months Ended Six Months Ended
June 28, June 29, June 28, June 29,
2014 2013 2014 2013
Provision for income taxe $ 2 3 1 3 2 3 3
Effective tax rate (0.)% (0.0% (0.0% (0.0%

The Company evaluates whether a valuation allowahoeld be established against its deferred teet@abssed on the consideration o
available evidence using a “more likely than na#irglard. Due to uncertainty of future utilizatitime Company has provided a full valuation
allowance as of June 28, 2014 and December 28, 2@t®rdingly, no benefit has been recognized firdeferred tax assets.

The Company does not have any unrecognized taXiteeas of June 28, 2014 and December 28, 2013.
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Note 7—Commitments and Contingencies
Facility Lease

On July 26, 2013, the Company entered into an amentfor a three year lease with the Irvine Compdimg amendment terminated
the existing lease of the 51 Discovery, Suite 18ne, California, 92618 premise in exchange fffice space located at 175 Technology
Drive, Suite 150, Irvine, California, 92618 USA.dtease payments range from approximately $9,00éhpath to $10,000 per month over
term of the lease. This lease is valid through 3dly2016. The annual payment for this space eguatapproximately $111,000 per year.

Litigation and Patent Reexamination

The Company owns numerous patents and continuerdadoge and strengthen its patent portfolios, whimber different aspects of the
Company’s technology innovations with various claoopes. The Company plans to generate revenuglimgsor licensing its technology,
and intends to vigorously enforce its patent rigtgainst infringers of such rights. The Companyickds substantial resources in protectin
intellectual property, including its efforts to @efl its patents against challenges made by wagesfamination proceedings at the United Si
Patent and Trademark Office ("USPTO”). These atiigiare likely to continue for the foreseeableifef without any guarantee that any
ongoing or future patent protection and litigatamtivities will be successful. The Company is alabject to litigation claims that it has
infringed on the intellectual property of othergaast which the Company intends to defend vigdyous

Litigation, whether or not eventually decided ie @ompany’s favor or settled, is costly and timastoning and could divert
management’s attention and resources. Because oftiare and inherent uncertainties of litigatimuld the outcome of any of such actions
be unfavorable, the Company’s business, financiatlition, results of operations or cash flows ccwddmaterially and adversely affected.
Additionally, the outcome of pending litigation,dathe related patent reexaminations, as well agatay in their resolution, could affect the
Company’s ability to license its intellectual projyen the future or to protect against competitinrthe current and expected markets for its
products.

Google Litigation

In May 2008, the Company initiated discussions v@thogle, Inc. (“Google”) based on information aredidf that Google had
infringed on a U.S. patent owned by the Compan$, Batent No. 7,289,386 (“the ‘386 patent”), whielates generally to technologies to
implement rank multiplication in memory modulese®&mnptively, Google filed a declaratory judgmentdaitagainst the Company in the U.S.
District Court for the Northern District of Califoia (the “Northern District Court”), seeking a deetion that Google did not infringe the ‘386
patent and that the ‘386 patent was invalid. Then@any filed a counterclaim for infringement of 1386 patent by Google. Claim construc
proceedings were held in November 2009, and thepgaomprevailed on every disputed claim construcigsne. In June 2010, the Company
filed motions for summary judgment of patent inffiment and dismissal of Google’s affirmative deésnsn May 2010, Google requested anc
was later granted dnter PartesReexamination of the ‘386 patent by the USPTO. rfE@xamination proceedings are described below. The
Northern District Court granted Goo's request to stay the litigation pending resulthef reexamination, and therefore has not rulethen
Company’s motions for summary judgment.

In December 2009, the Company filed a patent ig&inent lawsuit against Google in the Northern @is@€ourt, seeking damages
and injunctive relief based on Google’s infringeineinU.S. Patent No. 7,619,912 (“the ‘912 patent/iich is related to the ‘386 patent and
relates generally to technologies to implement nankiplication. In February 2010, Google answetteel Company’s complaint and asserted
counterclaims against the Company seeking a d¢icdardat the patent is invalid and not infringadd claiming that the Company committed
fraud, negligent misrepresentation and breach ofraot based on the Company’s activities in the BEBtandard-setting organization. The
counterclaim seeks unspecified compensatory damagesuals have not been recorded for loss contioigs related to Googke'counterclair
because it is not probable that a loss has be@nr@tcand the amount of any such loss cannot l®nehly estimated. In October 2010, Gor
requested and was later grantedraar PartesReexamination of the ‘912 patent by the USPTO. fEexamination proceedings are described
below. In connection with the reexamination requist Northern District Court granted the Compang &oogle’s joint request to stay the
‘912 patent infringement lawsuit against Googleluhe completion of the reexamination proceedings.
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Inphi Litigation

In September 2009, the Company filed a patentriggiment lawsuit against Inphi Corporation (“Inphif)the U.S. District Court for
the Central District of California (the “Centralghiict Court”). The complaint, as amended, alletyas Inphi is contributorily infringing and
actively inducing the infringement of U.S. pateotened by the Company, including the ‘912 paten§.Watent No. 7,532,537 (“the ‘537
patent”), which relates generally to memory modwih load isolation and memory domain translatapabilities, and U.S. Patent
No. 7,636,274“the ‘274 patent”), which is related to the ‘537grat and relates generally to load isolation anchorg domain translation
technologies. The Company is seeking damages guntttive relief based on Inphi’s use of the Compamatented technology. Inphi denied
infringement and claimed that the three patentsrasadid. In April 2010, Inphi requested but wateladeniednter PartesReexaminations of
the ‘912, ‘537 and ‘274 patents by the USPTO. ImneJR010, Inphi submitted new requests and was datetednter PartesReexaminations
the ‘912, ‘537 and ‘274 patents by the USPTO. Tdexamination proceedings are described below.hnection with the reexamination
requests, Inphi filed a motion to stay the patafringement lawsuit with the Central District Cquathich was granted. The Central District
Court has requested that the Company notify itiwidme week of any action taken by the USPTO imeation with the reexamination
proceedings, at which time the Central District @onay decide to maintain or lift the stay.

SanDisk, Smart Modular, Smart Worldwide, and Didbtigations

In September 2012, Smart Modular, Inc. (“Smart Madi filed a patent infringement lawsuit againseétCompany in the U.S.
District Court for the Eastern District of Califaan(the “Eastern District Court”). The complainkegjes that the Company willfully infringes
and actively induces the infringement of six claimhs U.S. patent newly issued to Smart Modula§.Patent No. 8,250,295 (“the ‘295
patent”),and seeks damages and injunctive relief. Smart Modlso filed a motion for preliminary injuncti@nd a memorandum in suppor
the motion on the same day of the complaint. They@any promptly filed a request for reexaminationhaf ‘295 patent with the USPTO
setting forth six different combinations of priat that would render the six asserted claims of288 patent unpatentable. The Company alsc
filed an answer to Smart Modular's complaint witle £astern District Court in October 2012 to derfsingement of the ‘295 patent, assert
that the ‘295 patent is invalid and unenforceahtel bring a set of counterclaims against Smart.rSihadular filed various motions on the
pleadings on November 1, 2012, which were oppogatidoCompany in its briefs filed in late NovemR2éx12.

In December 2012, the USPTO granted the Comparygsest for the reexamination of the ‘295 patend,iasued an Office Action
rejecting all of the six asserted claims over tlied#ferent combinations of prior art set forth the Company in its request. The Company
promptly moved to stay litigation pending resulreéxamination. On February 19, 2013, a few dates &mart Modular filed replies in
support of its motions, the Eastern District Casstied a Minute Order, in which the court on itsxawwotion took the preliminary injunction;
the motion to dismiss and the motion to stay usdémission without oral argument and vacated tlagithg dates.

On February 7, 2013, Smart Modular filed a respaaghe Office Action in the reexamination of ti#95 patent. Thereafter, the
Company and Smart Modular made various filingsddrass certain apparent defects contained in Svtadtilar's response. On March 13,
2013, the USPTO issued a Notice of Defective Papeavhich the USPTO found Smart Modular’s responbeth the initial filing and a
supplemental filing, to be improper, and both reses were expunged from the record. The USPTO §mat Modular 15 days to submit
another response, which Smart Modular submitteMarch 26, 2013. The Company timely filed its comtsean Smart Modular’s corrected
response on April 25, 2013. The USPTO ultimatelyepted Smart Modular’'s corrected response on JulA13. On April 29, 2014, the
USPTO issued an Action Closing Prosecution (“ACRnfirming some claims and rejecting others. Swrdular filed a response to the
ACP on May 29, 2014, and Netlist filed commentated to Smart Modular’'s response on June 30, 20h4ds, the reexamination of the ‘295
patent remains pending and will continue in accocdavith established procedures for reexaminationgedings.

On May 30, 2013, the Eastern District Court issaearder granting Netlist's motion to stay pendiegults of the reexamination of
the ‘295 patent and denied Smart Modular's motarpfeliminary injunction.

On July 1, 2013, Netlist filed a complaint agaiSstart Modular in the Santa Ana Division of the WD&trict Court for the Central
District of California (“Central District Court”)seeking, among other things, relief under fedentitrast laws for Smart Modular’s violation of
Section 2 of the Sherman Act, and damages and ethgtable relief under California statutory andneoon law for Smart Modular’'s unfair
competition, deceptive trade practices and fraud.

On August 23, 2013, Netlist filed an amended compfar patent infringement, antitrust violationscatrade secret misappropriation
against Smart Modular, Smart Storage Systems (Sttarage), Smart Worldwide Holdings (Smart Worldsyidnd Diablo Technologies
(Diablo) in the Central District Court. Smart Stgeawas acquired by SanDisk Corporation (SanDiskhagust 22, 2013. Netlist's amended
complaint alleges infringement of five Netlist patieby the defendants based on the manufactureadaaf the ULLtraDIMM memory
module. Netlists complaint also alleges antitrust violations byaBnvodular and Smart Worldwide, contending tha8mModular procured
patent (U.S. Patent No. 8,250,295) with blatangjin@ble conduct at the USPTO, withheld the padgplication leading to the patent from
relevant JEDEC committees for more than eight yesamsght to
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improperly enforce that patent against Netlist ®He-compliant HyperCloud® product by seeking aipnélary injunction against Netlist
based on the patent, which was denied by the EeaBistrict Court, and made deceptive statementlegublic about its lawsuit against
Netlist. Netlis’s complaint also alleges trade secret misappropniaand trademark infringement against Diabloinslag that Diablo misused
Netlist trade secrets to create the ULLtraDIMM prodfor Smart Storage (now SanDisk), and that @ialded Netli€'s HyperCloud®
technology to create competing products.

On the same day Netlist filed its amended compl&niart Modular and Diablo each filed a complainthe San Francisco Division
the U.S. District Court Northern District of Califda (“Northern District Court”), seeking declaratgudgment of non-infringement and
invalidity of the patents asserted in the Netlistsended complaint. On September 9, 2013, Neilkst & Motion to Dismiss or Transfer these
declaratory judgment complaints to the Central iisCourt. This motion was denied by the NorthBistrict Court on October 10, 2013.

In the Central District Court, Smart Modular andétVorldwide filed motions on September 13, 2Gb3jismiss or sever various
counts related to the ‘295 patent. On Septembe2@B3, Diablo filed a motion to dismiss Netlistlaims for trade secret misappropriation,
breach of contract, and unfair competition. On ®etd?9, 2013, Smart Modular and Diablo filed mosgidm dismiss or transfer the patent
claims related to the ULLtraDIMM memory module. @nbvember 26, 2013, the Central District Courts@yered and transferred the claims
related to the ‘295 patent to the Eastern Dis@imtirt, which were stayed by the Eastern Districit€on March 7, 2014, along with the other
‘295 related claims pending results of tB85 reexamination; (ii) severed and transferrethéoNorthern District Court the patent claims redl
to the ULLtraDIMM memory module; (iii) issued andar to show cause why the remaining claims shootditso be transferred to the
Northern District Court; and (iv) held in abeyarziabla’'s pending motion to dismiss and motion for judgin@mthe pleadings. The parties
filed briefs in response to the order to show caaed then on December 23, 2013, the Central Bisbourt ordered the remaining claims tc
transferred to the Northern District Court. Alltbe claims from the amended complaint filed on A28, 2013, in the Central District Court
have now been transferred to either the Northestridt Court or the Eastern District Court.

As reported in its Form 8-K filed on December 1813, Netlist received a whistleblower letter pogstked from Canada (where
Diablo is based) on November 13, 2013, and obwowsitten by a current or former Diablo employeéeTletter begins by bluntly stating that
Diablo stole Netlist’s architecture and design, gods on to explain that Diablo used Netlist's Hgeud™ product to create the
ULLtraDIMM product, which it then used in demonstoas to major customers including IBM and Hewlettekard. The letter further states
that Diablo’s management conspired to hide thift theinstructing its employees not to speak taeoners about the fact that Netlist's product
was incorporated into ULLtraDIMM. The letter inclesldiagrams showing how Diablo implemented thet thffletlist’s trade secrets, as well
as the names of former Diablo employees, custoaretsuppliers who can verify the theft. The Forik Bicluded as an exhibit a partially
redacted copy of the whistleblower letter. On Delseni3, 2013, Diablo filed an ex parte applicatiothe Northern District Court requesting
that the Court issue an order to show cause whisiethould not be sanctioned for attaching thewcteld copy of the whistleblower letter to
Form 8-K. The Northern District Court heard thetjges' arguments on December 16, 2013, and on Jai3y@014, issued an order denying
Diablo’s application for sanctions, finding thatablo had not established a basis for finding tli@'mation in the Form & and its attachmer
“confidential” and therefore had not shown whyhbald be granted the relief sought.

On January 21, 2014, Netlist filed a motion fonvedo file a second amended answer and countesiaitte Northern District Court
to assert two additional patents, bringing theltim@even patents asserted against the ULLtraDIdMblo did not oppose Netlist's motion,
and the parties filed a joint stipulation and pregu order on February 3, 2014, requesting an additiwo months be added to the case
schedule to account for the additional patentsF&€ruary 5, 2014, the Northern District Court geginletlist’'s motion to add the two patents
and entered a new case schedule. On Februar@12, the Northern District Court granted the pattjeint stipulation dismissing Smart
Modular without prejudice. On April 7, 2014, thefthern District Court granted Netlist's motion feave to file a Second Amended
Complaint in the patent case.
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On March 21, 2014, Netlist filed a Second Amended@laint against Diablo in the Northern Districtu€p Case No. 4:13-C\05962
(the “trade secret case”), alleging, among othiexg) that in stealing Netlist’s proprietary Hyp&y@d® and DxD and LRD technologies,
Diablo breached its contracts with Netlist, comedttrademark violations, and misappropriated Nétlisade secrets. Also on March 21, 2!
Netlist served Diablo with its Amended Trade Se&nstlosure, detailing approximately 60 trade sescietlist taught to Diablo in connecti
with the contracted and confidential work on thepERCloud® project. On April 9, 2014, Diablo filedmotion to dismiss Netlist's Second
Amended Trade Secret Complaint, as well as a mddiojudgment on the pleadings. That motion waartidy the Northern District Court on
May 13, 2014, and is currently under submission.

On April 1, 2014, the Northern District Court deshiBiablo’s motion to strike Netlist’s infringemeobntentions, finding that Netlist's
contentions did indeed satisfy the relevant reequiénats and, on April 7, 2014, granted Netlist's motio compel defendants to produce certair
discovery materials related to the ULLtraDIMM. Dia filed a motion for relief from these two rulisgwhich was denied on April 8, 2014.
Also on April 7, 2014, the Northern District Cogianted Netlist's motion for issuance of LettergRiory to the Canadian courts requesting
that summons be issued for two former Diablo em@dsyiving in Canada and named in the whistlebldeter to produce documents and to
be deposed. These depositions are currently stdtethuoccur in late August, 2014,

On April 8, 2014, the Northern District Court gradtNetlist's motion to consolidate the patent edatases (Case Nos. 4:13-CV-
05889-YGR and 4:13-CV-03901-YGR) and to coordirtiseovery with the trade secret case (4:13-CV-0596R), and denied Diablo’s
motion to further consolidate the patent and tisslret cases. On April 15, 2014, the NorthernrBisCourt granted the parties’ joint
stipulation dismissing Smart Worldwide without préice. On April 30, 2014, the Northern Districti@bdenied Diablo’s request that Netlgst’
Amended Trade Secret Disclosure and exhibits thdretre-designated as “Confidential” from the cotigdesignation of “Highly Confidential
— Attorneys’ Eyes Only”.

Between June 18 and June 24, 2014 SanDisk filétiopestin the USPTO requestitgter PartesReview (IPR) of the five Netlist
patents asserted in the August 23, 2013 amendeplamin Diablo similarly filed petitions requesgitPR of the two Netlist patents added in
the second amended answer filed on January 21, 20&dist has three months from the IPR petititing dates to file a preliminary respons
The USPTO has an additional three months to deeitgher or not to institute one or more of the IPBanDisk filed a motion on June 24,
2014, to stay the Northern District patent caseslpg) completion of the IPRs (Diablo later joindistmotion). Netlist filed its opposition to
the motion to stay on July 10, 2014. The NortHaistrict Court is currently scheduled to hear @auments on the motion to stay in early
August 2014.

‘386 Patent Reexamination

As noted above, in May 2010, Google requested axllater granted dnter PartesReexamination of the386 patent by the USPT
In October 2010, Smart Modular requested and vias ¢gmanted amter PartesReexamination of the ‘386 patent. The reexamination
requested by Google and Smart Modular were mergedebUSPTO into a single proceeding. In April 204 Non-Final Action was issued by
the USPTO, rejecting all claims in the patent.uty 2011, the Company responded by amending oretizigcsome of the claims, adding new
claims, and making arguments as to the validitthefrejected claims in view of cited referencesthBsoogle and Smart Modular filed their
comments to the Company’s response in October 26XQctober 2012, the USPTO issued an ACP rejectihg0 claims. The Company filed
a response to the ACP on December 3, 2012. On2Iyrz013, the USPTO issued a Right of Appeal Ndfi&N) in which the examiner
maintained his rejection of the claims. Netlisédila notice of appeal on July 19, 2013. Googld filaotice of cross-appeal on August 2, 2013
and a cross-appeal brief on October 1, 2013. Thepaay filed an appeal brief and an amendment ciaagcebme of the remaining claims on
October 2, 2013 to further focus the issues onapfm February 24, 2014, the examiner enteredtiendment canceling claims, withdrew
the rejections related to those claims, but otheswmaintained the positions previously set fortthenlRAN. Thus, the reexamination of the
‘386 patent remains pending and will continue incdance with established procedures for mergecamimation proceedings.

‘912 Patent Reexamination

As noted above, in April 2010, Inphi requestedwas later denied amter PartesReexamination of theéd12 patent by the USPTO.
June 2010, Inphi submitted a new request and waisdeanted ainter PartesReexamination of the ‘912 patent by the USPTO. In
September 2010, the USPTO confirmed the patertiabiiiall fifty-one claims of the ‘912 patent. Inc®ber 2010, Google and Smart Modular
each filed and were later granted requests foraméation of the ‘912 patent. In February 2011,W8PTO merged the Inphi, Google and
Smart Modular ‘912 reexaminations into a singlecgeaing. In an April 2011 Non-Final Action in theerged reexamination proceeding, the
USPTO rejected claims 1-20 and 22-51 and confirthegatentability of claim 21 of the ‘912 patemt.July 2011, the Company responded by
amending or canceling some of the claims, addingclaims, and making arguments as to the validityhe rejected claims. Inphi, Google,
and Smart Modular filed their comments on the Camyfsaresponse in August 2011. In October 2011488 TO mailed a second Non-Final
Action confirming the patentability of twenty clagnof the ‘912 patent, including claims that werdexdlin the reexamination process. In
January 2012, the Company responded by amendicaneeling some of the claims, adding new claimd,raaking arguments as to the
validity of the rejected claims. Google, Inphi @whart Modular filed their comments to the Compamgsponse in February 2012. The
USPTO determined that Smart Modular's comments wefective, and issued a notice to Smart Modulaettify and resubmit its comments.
Smart Modular filed corrected

20




Table of Contents

comments and a petition for the USPTO to withdragvriotice in March 2012. The USPTO issued a ncail-fdffice Action on November 13,
2012 maintaining the patentability of many key miaiwhile rejecting some claims that were previoasiermined to be patentable. The
Company filed a response to the Office Action omuday 14, 2013. The requesters filed their commentSebruary 13, 2013. On March 21,
2014, the USPTO issued an ACP, confirming the palelity of 92 claims and maintaining the rejectiofinll other claims. On June 18, 2014,
the USPTO issued a RAN, maintaining the substamdgitions taken by the examiner in the ACP. Tdexamination of the ‘912 patent
remains pending and will continue in accordancé witablished procedures for merged reexaminatimeepdings.

‘627 Patent Reexamination

In September 2011, Smart Modular filed a requestdexamination of U.S. Patent No. 7,864,627 (“68Y patent”) issued to the
Company on January 4, 2011. The ‘627 patent ise@l@ the ‘912 patent. In November 2011, the USETahted Smart Modular’'s request for
reexamination of the ‘627 patent and concurrersfpéed a Non-Final Action confirming the patent&pitif three claims. In February 2012, the
Company responded by amending or canceling sortieeaflaims, adding new claims, and making argumaste the validity of the rejected
claims. Smart Modular filed its comments to the @amy’s response in March 2012. The USPTO deterntimetdSmart Modular's comments
were defective and issued a notice in April 2013neart Modular to rectify and resubmit its comme8imart Modular filed corrected
comments and a petition for the USPTO to withdragvriotice in April 2012. The USPTO posted an Offimion on December 19, 2012,
confirming one claim and rejecting the rest of ¢k@ms in the ‘627 patent. The Company filed a oese to the Office Action on March 19,
2013. Smart Modular filed its comments on the @ffiction on April 24, 2013. The USPTO issued anothen-Final Office Action on
September 26, 2013, withdrawing certain rejectish#ge adopting new rejections for certain of thegiag claims. The Company responded tc
the Non-Final Office Action on November 26, 2018,amending some of the claims and making argunasnte the validity of the rejected
claims. On March 27, 2014, the USPTO issued an AGinmtaining the claim rejections. On June 27 £@he USPTO issued a RAN,
maintaining the substantive positions taken byetkeeminer in the ACP. The reexamination of the ‘6a#ent remains pending and will
continue in accordance with establistietér PartesReexamination procedures.

‘5637 Patent Reexamination

As noted above, in April 2010, Inphi requested aag later denied anter PartesReexamination of the ‘537 patent by the USPTO.
In June 2010, Inphi submitted a new request andatasgranted amter PartesReexamination of the ‘537 patent by the USPTO. In
September 2010, the USPTO issued a Non-Final Actiarfirming the patentability of four claims. In ©ber 2010, the Company responded
by amending or canceling some of the claims, addew claims, and making arguments as to the valadithe rejected claims. Inphi filed its
comments on the Company’s response in January 200line 2011, the USPTO issued an ACP, which fecoed the patentability of the
four claims. In August 2010, the Company resportdedmending some of the claims and making arguneents the validity of the rejected
claims. Inphi filed its comments to the Compangsponse in September 2011. The USPTO issued a &idippeal Notice (“RAN”) in
February 2012, in which the claim rejections werthgrawn, thus confirming the patentability of sikty (60) claims in view of all the
previously submitted comments by both Inphi andGbenpany. Inphi filed a notice of appeal in Mar€i.2 followed by an appeal brief in
May 2012. In response, the USPTO issued a Noti@ebtéctive Appeal Brief. Inphi filed a correctivpeal brief in late May 2012, and the
Company filed its reply brief to the corrected Inphpeal brief in early July 2012. The examinepoegled to Inphi’s corrected appeal brief as
well as the Company’s reply brief by Examiner’s #es on April 16, 2013, in which he maintained hisipion confirming all sixty
(60) claims. Inphi filed a rebuttal brief on May,113. Netlist filed a request for oral hearingJome 14, 2013. The Company and the
examiner jointly defended the ‘537 patent in a Imepon November 20, 2013 before the Patent Tridl Appeal Board (PTAB) at the USPTO.
On January 16, 2014, the PTAB issued a decisionldpty the validity of all 60 claims, dismissingezy single validity challenge raised by
Inphi and affirming the examiner’s decision to allthe claims. The reexamination of the ‘537 patentains pending and will continue in
accordance with established proceduredritar PartesReexamination.

‘274 Patent Reexamination

As noted above, in April 2010, Inphi requested waag later denied anter PartesReexamination of the ‘274 patent by the USPTO.
In June 2010, Inphi submitted a new request andatasgranted amter PartesReexamination of the ‘274 patent by the USPTO. In
September 2011, the USPTO issued a Rval Action, confirming the patentability of si¥aims. The Company has responded by amendi
canceling some of the claims, adding new claimd,raaking arguments as to the validity of the redatlaims. Inphi filed its comments on the
Company’s response in November 2011. The USPT@dsan ACP in March 2012, which confirmed the patbitity of one hundred and four
(104) claims in view
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of all the previously submitted comments by botbhinand the Company. The USPTO subsequently isst4N in June 2012. This RAN
triggered Inphi’s right as the losing party to fdenotice of appeal and corresponding appeal lwigth Inphi filed when due. The Company
responded to Inphi’'s appeal brief by filing a rephef in October 2012. The examiner respondechphils appeal brief and the reply brief by
Examiner’'s Answer on April 16, 2013, in which heimained his position confirming the one hundred &ur (104) claims. Inphi filed a
rebuttal brief on May 16, 2013. Netlist filed a vegt for oral hearing on June 14, 2013. The Compadythe USPTO examiner jointly
defended the ‘274 patent in a hearing on Novembge2@13 before the PTAB, in accordance with establi procedures fomter Partes
Reexamination. On January 16, 2014, the PTAB issugetision affirming the examiner in part, butarsing the examiner on new grounds
and rejecting the one hundred and four (104) clai@s March 28, 2014, Netlist filed a Patent Owadtesponse Requesting to Reopen
Prosecution along with certain claim amendmentsaagdments. On June 26, 2014, the PTAB issuediaide granting-in-part Inphi’s
request to modify the January 16, 2014, decisiaio &s0 of the rejected claims. The reexaminatibthe ‘274 patent remains pending and will
continue in accordance with established procedardster PartesReexamination.

Other Contingent Obligations

During its normal course of business, the Compas/rhade certain indemnities, commitments and gteamursuant to which it
may be required to make payments in relation ttagetransactions. These include (i) intellectuaperty indemnities to the Company’s
customers and licensees in connection with thesaes and/or license of Company products; (iigmdities to vendors and service providers
pertaining to claims based on the Company’s negtiger willful misconduct; (iii) indemnities invalvg the accuracy of representations and
warranties in certain contracts; (iv) indemnitieglirectors and officers of the Company to the mmaxn extent permitted under the laws of the
State of Delaware; and (v) certain real estateeleamder which the Company may be required tonimifg property owners for environmental
and other liabilities, and other claims arisingnfrthe Company’s use of the applicable premises.dlination of these indemnities,
commitments and guarantees varies and, in ceréai@sc may be indefinite. The majority of these imaigies, commitments and guarantees do
not provide for any limitation of the maximum poti@hfor future payments the Company could be alibg to make. Historically, the
Company has not been obligated to make signifipapinents for these obligations, and no liabilitiase been recorded for these indemnities
commitments and guarantees in the accompanyingetsed consolidated balance sheets.

Note 8—Stockholders’ Equity
Serial Preferred Stock

The Companys authorized capital includes 10,000,000 shar&eahl Preferred Stock, with a par value of $0.p8d share. No shar
of Serial Preferred Stock were outstanding at A% )&014 or December 28, 2013.

Common Stock

In November 2011, the Company entered into a sajemement with Ascendiant Capital Markets, LLC (¢Asdiant”),whereby share
with a total value of up to $10.0 million may béeesed for sale to the public at the discretiomahagement at a price equal to the current
market price in an “at-the-market” offering as defil in Rule 415 under the Securities Act of 1933y 2013, the Company received net
proceeds of approximately $0.2 million raised tiytothe sale of 240,373 shares of common stocks@les agreement with Ascendiant
expired on November 21, 2013.

On July 17, 2013, the Company entered into a defesecurities purchase agreement for the sat@mimon stock and warrants in a
registered public offering (“2013 Offering”) of itecurities for gross proceeds of $1.0 million.e 013 Offering closed on July 19, 2013, and
the Company received net proceeds of $960,000 @éttucting commissions and offering costs. The32Dffering resulted in the issuance
1,098,902 shares of the Company’s common stoclaamarrant to purchase up to an aggregate of 1,09&Bares of the Company’s common
stock. The warrant is exercisable as of the datts égdsuance, has a term of seven years, andeanis price of $1.00 per share. The exercise
price and the number of warrant shares issuable apercise of warrant is subject to adjustmenhédvent of, among other things, certain
transactions affecting the Company’s common stowiuding without limitation stock splits and stodkiidends), and certain fundamental
transactions (including without limitation a mergerother sale-of-company transaction).
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On July 18, 2013, concurrent with the executiothefLoan Agreement, the Company issued to anatilof DBD, a seven-year
warrant (the “Warrant”) to purchase an aggregate, ®48,351 shares of the Company’s common stoakpat share price of $1.00, of which
989,011 shares are exercisable immediately onfaarasashless basis in whole or in part. Pursuatite terms of the stock purchase warrant
agreement, (i) 329,670 shares will become exerlg@sgton the achievement of the IP Monetization Btid@es and (ii) the remaining 329,670
shares will become exercisable upon the Compaegsipt of an IP Milestone Term Loan. The Warrans vssued in a private placement
transaction that was exempt from registration ur@ktion 4(2) of the Securities Act of 1933 (theé@rities Act”). See Note 4 for treatment
of the Warrant.

On February 3, 2014, the Company issued 750,00@stah common stock upon exercise of warrantspatrehase price of $0.89 per
share, resulting in proceeds to the Company of H6&7

Sale of Common Stock Pursuant to Securities Purchasgreement

On February 11, 2014, the Company completed atezgis firm commitment underwritten public offerithe “2014 Offering”) of
shares of the Company’s common stock. In the 20&ri@g, the Company issued and sold to Craig-HalfDapital Group LLC (the
“Underwriter”) 8,680,775 shares of common stockspiant to an underwriting agreement (the “Undemgithgreement”), dated as of
February 6, 2014, by and between the Company antitiderwriter, at a price of $1.2115 per sharduihing 1,132,275 shares resulting from
the Underwriter’'s exercise in full of its option porchase additional shares of Common Stock toromwer-allotments. The price per share to
the public in the 2014 Offering was $1.30 per sh@tee net proceeds from the 2014 Offering were egprately $10.3 million, after deducting
underwriting discounts and commissions and estithatfering expenses.

Cancellation of Shares of Common Stock

During the six months ended June 28, 2014 ande¢hegnded December 28, 2013, the Company cand€l|éd5 and 19,575 shares
of common stock, respectively, valued at approxatya$21,000 and $14,000, respectively, in conneacivh its obligation to holders of
restricted stock to withhold the number of shaegpiired to satisfy the holders’ tax liabilitiesdoannection with the vesting of such shares.

The Company is incorporated in the state of Delawand as such, is subject to various state lavishwhay restrict the payment of
dividends or purchase of treasury shares.

Stock-Based Compensation

The Company has stock-based compensation awarstsioding pursuant to the Amended and Restated RQ0idy Incentive Plan
(the “2000 Plan”) and the Amended and Restated ZHifity Incentive Plan (the “2006 Plan”), under ehha variety of option and direct
stock-based awards may be granted to employeesaranployees of the Company. Further grants umge2®00 Plan were suspended upon
the adoption of the 2006 Plan. In addition to awartde pursuant to the 2006 Plan, the Companydiesity issues inducement grants outs
the 2006 Plan to certain new hires.

Subject to certain adjustments, as of June 28, ,28@4Company was authorized to issue a maximumaif5,566 shares of common
stock pursuant to awards under the 2006 Plan. mhatmum number will automatically increase on tingt fday of each subsequent calendar
year by the lesser of (i) 5.0% of the number ofsb@f common stock that are issued and outstaradirag the first day of the calendar ye
and (ii) 1,200,000 shares of common stock, sulgeatjustment for certain corporate actions. AteJ28, 2014, the Company had 476,136
shares available for grant under the 2006 Plantio@pgranted under the 2000 Plan and the 20066®]aity incentive plans primarily vest at a
rate of at least 25% per year over four years apde 10 years from the date of grant. Restrictedksawards vest in eight equal increments a
intervals of approximately six months from the daftgrant.
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A summary of the Company’s common stock optionvagtfor the six months ended June 28, 2014 iseartexd below (shares in
thousands):

Options Outstanding

Weighted-

Average

Number of Exercise

Shares Price

Options outstanding at December 28, 2 5837 $ 2.5¢
Options grante: 1,50C 1.71
Options exercise (289 1.8¢
Options cancelle (23 3.2C
Options outstanding at June 28, 2( 7,031 % 2.41

The intrinsic value of options exercised in themianths ended June 28, 2014 was $400,953.

A summary of the Company’s restricted stock awalef and for the six months ended June 28, 20fpre&ented below (shares in
thousands):

Restricted Stock Outstanding

Weighted-
Average

Grant-Date

Number of Fair Value

Shares per Share
Balance outstanding at December 28, 2 54 $ 3.17
Restricted stock veste (46) 3.3¢
Balance outstanding at June 28, 2 8 % 1.92

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

Six Months Ended

June 28, June 29,
2014 2013
Expected term (in year 6.3 6.1
Expected volatility 121% 121%
Risk-free interest rat 1.9(% 1.2€%
Expected dividend — —
Weightec-average grant date fair value per st $ 151 $ 0.6£

The fair value per share of restricted stock gramtslculated based on the fair value of the Camijsacommon stock on the
respective grant dates. The grant date fair valwestricted stock vested was $0.10 and $0.03anilh the six months ended June 28, 2014
and June 29, 2013, respectively.

At June 28, 2014, the amount of unearned stmded compensation currently estimated to be eggdnam fiscal 2014 through fisc
2017 related to unvested common stock options esiticted stock awards is approximately $3.7 mmillioet of estimated forfeitures. The
weighted-average period over which the unearnezkdiased compensation is expected to be recogniaggpi®ximately 2.6 years. If there .
any modifications or cancellations of the undendyimvested awards, the Company may be requirecctleaate, increase or cancel any
remaining unearned stock-based compensation expense
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Note 9—Segment and Geographic Information

The Company operates in one reportable segmenthvidhithe design and manufacture of high-perforrmanemory subsystems for
the server, high-performance computing and comnatieics markets. The Company evaluates financidbpaance on a Companyide basis

At June 28, 2014 and December 28, 2013, approxi;nd@3 and $0.6 million, respectively, of the Camp’s longlived assets, net
depreciation and amortization, respectively, weraled in the PRC. Substantially all other longdivassets were located in the U.S.

Note 10—Subsequent Events
We have evaluated subsequent events through ithg dite of this Form 10-Q, and have determinetitbasubsequent events have
occurred that would require recognition in the camgbd consolidated financial statements or dissdasuthe notes thereto other than as

discussed in the accompanying notes.
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Item 2. Management’s Discussion and Analysis ofirancial Condition and Results of Operations
Cautionary Statement

The following discussion and analysis of our finahcondition and results of operations should bad in conjunction with our
Unaudited Condensed Consolidated Financial Statésremd the related notes thereto contained in Rdtem 1 of this Report. The
information contained in this Quarterly Report oarfh 10-Q is not a complete description of our basgor the risks associated with an
investment in our common stock. We urge you tdaéreeview and consider the various disclosuregdmby us in this Report and in our
other reports filed with the Securities and Exche@pmmission, or SEC, including our Annual ReporEorm 10-K for the fiscal year ended
December 28, 2013 and subsequent reports on Fo-Q and 8-K, which discuss our business in greatdaitl

This report contains forward-looking statementsamting future events and our future performanceede forward-looking
statements involve risks and uncertainties thatdcoause actual results to differ materially frohose expected or projected. These risks anc
uncertainties include, but are not limited to risissociated with: the uncertainty of our future italrequirements and the likelihood that we
need to raise additional funds; the amount and eofour indebtedness; the launch and commerciatess of our products, programs and
technologies; the success of product partnerstops;reliance on suppliers of critical componentslarendors in the supply chain; continuing
development, qualification and volume productioE¥PRESSvault™, NVvault™, HyperCloud™ and VLP RPiax&DIMM; the impact on (
of substantially diminished sales to Dell; our dlyiko leverage our NVvault™ technology in a moieedse customer base; the rapidly-
changing nature of technology; risks associatedhwitellectual property, including the costs andredictability of litigation and
reexamination proceedings before the USPTO; vitlaiih the pricing of DRAM ICs and NAND; changesaim uncertainty of customer
acceptance of, and demand for, our existing prasiaot products under development, including ungastaf and/or delays in product orders
and product qualifications; delays in our and owstomers’ product releases and development; intttidas of new products by competitors;
changes in end-user demand for technology solutimmsability to attract and retain skilled persoeinfluctuations in the market price of
critical components; evolving industry standardegahe political and regulatory environment in fBRRC. Other risks and uncertainties are
described under the heading “Risk Factors” in PHrtitem IA of this Quarterly Report on Form I@-and similar discussions in our other £
filings. Given these risks, uncertainties and oihgortant factors, you should not place unduéargte on these forwa-looking statements.
These forward-looking statements represent oumedtis and assumptions only as of the date madepEas required by law, we undertake
no obligation to revise or update publicly any fand-looking statements for any reason.

Overview

We design, manufacture and sell a wide varietyigif performance, logic-based memory subsystemthéoglobal datacenter, storage
and high-performance computing markets. Our mersobgystems consist of combinations of dynamic randocess memory integrated
circuits (“DRAM ICs” or “DRAM"), NAND flash memory(“NAND"), application-specific integrated circui{SASICs") and other components
assembled on printed circuit boards (“PCBs"). Wienarily market and sell our products to leadingyorél equipment manufacturer (“OEM”)
customers, hyperscale datacenter operators arajstwendors. Our solutions are targeted at apgitatvhere memory plays a key role in
meeting system performance requirements. We leeeaguprtfolio of proprietary technologies and deg&chniques, including combining
discrete semiconductor technologies from thirdiparsuch as DRAM and NAND flash to function as afécient planar design, and
alternative packaging techniques to deliver mensoilysystems with persistence, high density, smath factor, high signal integrity, attractive
thermal characteristics, reduced power consumptimhlow cost per bit. Our NVvault™ product is tivstfto offer both DRAM and NAND in
a standard form factor memory subsystem as a pEnsidual-in line memory module (“DIMM”) in missiagritical applications . Our
HyperCloud® technology incorporates our patente# raultiplication and load reduction technologies.

Intellectual Property and Licensing

Our high performance memory subsystems are dev@liopgart using our proprietary intellectual prageand we believe that the
strength of our intellectual property rights wi# bmportant to the success of our business. Wieaitlatent and trade secret protection,
confidentiality agreements with customers and gagindisclosure and invention assignment agreemétitemployees and consultants and
other contractual provisions to protect our intlel property and other proprietary informatione Yan to license specific, custom designs tc
our customers, charging royalties at a fixed am@entproduct or a percentage of sales. More gdpeved intend to vigorously defend and
monetize our intellectual property through licegsarrangements and, where necessary, enforcenentsaagainst those entities using our
patented solutions in their products. Royaltieslltery from these patent monetization efforts carstvuctured in a variety of ways, including
but not limited to one-time paid up licenses organg royalty arrangements. However, our efforty met result in significant revenues from
these licensing agreements.
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As of June 28, 2014, we had 49 U.S. patents issufmdeign patents granted and over 30 pendingeatjmns worldwide. Assuming
that they are properly maintained, our patents exiflire at various dates between 2022 and 2029isSued patents and patent applications
relate to the use of custom logic in high perforoememory subsystems, PCB design, layout and pexksechniques. We intend to actively
pursue the filing of additional patent applicatiosakted to our technology advancements. While @lebe that our patent and other intellec
property rights are important to our success, ecinitical expertise and ability to introduce newdpicis in a timely manner also will continue
to be important factors in developing and maintagnbur competitive position. Accordingly, we bekethat our business is not materially
dependent upon any one claim in any of our exigpgnts or pending patent applications.

Our Products
NVvault™ and EXPRESSvault

We were the first to develop and market memory gstlesns that incorporate both DRAM and NAND in ag&#nNVvault™ persistent
DIMM solution. NVvault™ was originally used for mission criticaadkups during power interruption in Redundant Améindependent Disl
(“RAID") and main memory. NVvault™ has moved beydtsloriginal application to a variety of other dipgptions, including hyperscale
computing for Cloud, Big Data, on-line banking anter real time applications. Recently, we haveceigmced increased demand for
NVvault™ for use as a data accelerator. We are iwgrto further enhance the capabilities of our NMv&' technology in these ne
applications, and we are also seeking to expandustomer base through the integration of NVvauittt¥ leading storage motherboards.
NVvault™ is incorporated in our EXPRESSvault™ P&bdution for both acceleration and backup in steragplications. Our NVvault”
product line consists primarily of battery-free drattery-powered flash backed cache memory subags@rgeting RAID storage, application
acceleration and mission critical data integrity¥/Mdult™ battery-free provides server and storag®®B& solution for enhanced datacenter
fault recovery. Our NVvault™ products have histalig been sold primarily to Dell, for incorporatiamits PERC 7 server products. Followi
Intel’s launch of its Romley platform in the firgtiarter of 2012, we have experienced a steadyrgeitiiNVvault™ sales to Dell. There were
no sales of NVvault™ products to Dell in the theel six months ended June 28, 2014 and $0.5 midlmh$0.9 million in the three and six
months ended June 29, 2013. We expect minimal défnam Dell for our DDR2 NVvault™ during the remder of 2014. We continue to
pursue qualifications with other potential sigrdfit customers within the industry, however, ouom$f may not result in significant revenues
from the sale of NVvault™ products.

For the six months ended June 28, 2014 and Jur2023, our NVvault™ non-volatile RDIMM used in casprotection and data
logging applications, including our NVvault™ battdree, the flasibased cache system, accounted for approximatelyat®$80% of total ni
sales, respectively. For the three months ended 28, 2014 and June 29, 2013, our NVvault™ ndati® RDIMM used in cach@rotection
and data logging applications, including our NVi&tlbattery-free, the flash-based cache system umted for approximately 38% and 19%
of total net sales, respectively.

HyperCloud®

Our HyperCloud® technology incorporates our panamk multiplication technology that increases rogntapacity and our
patented load reduction technology that increasasony bandwidth. We expect that these patentechtdobies will make possible improved
levels of performance for memory intensive dataeeapplications and workloads, including enterpyistialization, cloud computing
infrastructure, business intelligence real- timadmalytics, and high performance computing.

Specialty Memory Modules and Flash-Based Products

The remainder of our revenue is primarily from OEMes of specialty memory modules and flash-bassdlpts, the majority of
which are utilized in data center and industrigdlagations. When developing custom modules for guigment product launch, we engage \
our OEM customers from the earliest stages of nedyrct definition, providing us unique insight irtteeir full range of system architecture
and performance requirements. This close collalmrdias also allowed us to develop a significamllef systems expertise. We leverage a
portfolio of proprietary technologies and desigchigiques, including efficient planar design, altgive packaging techniques and custom
semiconductor logic, to deliver memory subsysterntl high speed, capacity and signal integrity, $ffmam factor, attractive thermal
characteristics and low cost per bit. Revenues foamspecialty modules and flash-based productswyct to fluctuation as a result of the
life cycles of the products into which our moduées incorporated. Our ability to continue to progluevenues from specialty memory module:
and flash-based products is dependent on ounatuliqualify our products on new platforms as carggatforms reach the end of their
lifecycles, and on the state of the global economy.
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Technology

We have a portfolio of proprietary technologies dedign techniques and have assembled an engig¢eaim with expertise in
semiconductors, printed circuit boards, memory gsiiesn and system design. Our technology competenwéude:

IC Design Expertise.We have designed special algorithms that camipéeimented in standlone integrated circuits or integrated |
other functional blocks in ASICs. We utilize thedgorithms in the HyperClou#l  chipset to incorpenatnk multiplication and load reduction
functionality. We also incorporate these algoritimeur NVvault TM product line of RDIMMS.

NVvault™. We were the first to develop and market memobgsgstems that incorporate both DRAM and NAND flash single
NVvault™ persistent DIMM solution. NVvault™ combisi¢he best attributes of DRAM; speed, durability agliability with high densities
lower power and lowest costs provided by NAND tovide application acceleration and mission critlwatkup during power interruption for
cloud infrastructure, virtualization, analytics asatabase applications. NVvault™ is incorporatedunEXPRESSvault™ PCle solution for
both acceleration and backup in storage applicstion

Proprietary PCB Designs.We utilize advanced, proprietary technigues tiinoige electronic signal strength and integrityhirita
PCB. These techniques include the use of 8- oagérlboards, matching conductive trace lengthsnamized number of conductive
connectors, or vias, and precise load balancingnmng other things, help reduce noise and crésséveen adjacent traces. In addition, our
proprietary designs for the precise placementtodinubstrate components allow us to assemble mesobisystems with significantly smaller
physical size, enabling OEMs to develop producth winaller footprints for their customers.

Very Low Profile Designs.We were the first company to create memory subgysin a form factor of less than one inch in heig
We believe our proprietary board design technoisgyarticularly useful in the blade server markéiere efficient use of motherboard space i
critical. Our technology has allowed us to decrehsesystem board space required for memory, apdowe thermal performance and
operating speeds, by enabling our customers taltesmative methods of component layout.

Planar-X Designs. Our patented Planar-X circuit design providesiteaithl board space for a large number of DRAM comgnts.
This enables us to produce higher capacity RDIMMliates, such as our 32GB two-virtual rank HyperCI8udDIMM, at a lower cost by
allowing us to use standard, currently availabl@48RAM technology.

Thermal Management DesigndVe design our memory subsystems to ensure eféebéat dissipation. We use thermal cameras to
obtain thermal profiles of the memory subsystenirdputhe design phase, allowing us to rearrange ooimis to enhance thermal
characteristics and, if necessary, replace compsileat do not meet specifications. We use thesinalilation and modeling software to create
comprehensive heat transfer models of our memdrgysiems, which enables our engineers to quickiglde accurate solutions for potential
thermal issues. We also develop and use propribeay spreaders to enhance the thermal manageh@atteristics of our memory
subsystems.

Key Business Metrics

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

Net Sales. Net sales consist primarily of sales of our hpgifformance memory subsystems, net of a provisioedtimated returns
under our right of return policies, which generatipge 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
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product demand over specific periods of time, thegerally place orders with us approximately twekgein advance of scheduled delivery.
Selling prices are typically negotiated monthlysé on competitive market conditions and the ctippene of DRAM ICs and NAND.
Purchase orders generally have no cancellatioasmheduling penalty provisions. We often ship godpcts to our customers’ international
manufacturing sites. All of our sales to date, hesveare denominated in U.S. dollars. Dependingumninventory levels, we may also sell
excess component inventory of DRAM ICs and NANDarify, to distributors and other users of memory [@smponent inventory sales are a
relatively small percentage of net sales as atre$alur efforts to diversify both our customer grdduct line bases. This diversification effort
has also allowed us to use components in a wiseferaf memory subsystems. We expect that compamesntory sales will continue to
represent a minimal portion of our net sales inrfeifperiods.

Cost of Sales.Our cost of sales includes the cost of materialsr and other manufacturing costs, depreciatimhamortization of
equipment, inventory valuation provisions, stoclkdxhcompensation, and occupancy costs and otbeatdtl fixed costs. The DRAM ICs and
NAND incorporated into our products constitute gn#ficant portion of our cost of sales, and thus aest of sales will fluctuate based on
current price of DRAM ICs and NAND. We attempt t@sp through such DRAM IC and NAND flash memory d¢hsttuations to our
customers by frequently renegotiating pricing ptmthe placement of their purchase orders. Howekiersales prices of our memory
subsystems can also fluctuate due to competittuatsdins unrelated to the pricing of DRAM ICs andMD, which affects gross margins. In
addition, we have experienced shortages of DRAMired for our HyperClou@ product from time to time, which can cause disiupdiin ou
revenues and gross profits. In addition, the gnoasgin on our sales of any excess component DRBMAd NAND inventory is much lower
than the gross margin on our sales of our memdrgygiems. As a result, fluctuations in DRAM IC &maND inventory sales as a percentage
of our overall sales could impact our overall groegin. We assess the valuation of our inventariea quarterly basis and record a provisior
to cost of sales as necessary to reduce inventoribe lower of cost or net realizable value.

Research and DevelopmenResearch and development expense consists dsirnhemployee and independent contractor
compensation and related costs, stock-based comagmsnon-recurring engineering fees, computeedidesign software licenses, reference
design development costs, patent filing and pradadegal fees, depreciation or rental of evaluagguipment, and occupancy and other
allocated overhead costs. Also included in reseanchdevelopment expense are the costs of madedabverhead related to the production of
engineering samples of new products under developoreproducts used solely in the research andlderent process. Our customers
typically do not separately compensate us for deaigd engineering work involved in developing aggtiion-specific products for them. All
research and development costs are expensed aethdm order to conserve capital resources intlaf the significant year over year revenue
decline, we have materially reduced our researdhdanelopment expenditures by reducing headcouhpesfessional and outside service
costs. However, we anticipate that research andldpment expenditures will increase in future peésias we seek to expand new product
opportunities, increase our activities relatedew mnd emerging markets and continue to develojtiana proprietary technologies.

Selling, General and AdministrativeSelling, general and administrative expensesisbpemarily of employee salaries and related
costs, stock-based compensation, independentreglesentative commissions, professional servaresnotional and other selling and
marketing expenses, and occupancy and other aldcaterhead costs. A significant portion of oulisgleffort is directed at building
relationships with OEMs and other customers andimgrthrough the product approval and qualificatpzocess with them. Therefore, the ¢
of material and overhead related to products maurfed for qualification is included in selling eegses. In order to conserve capital resot
in light of the year over year revenue decline hage reduced our selling, general and adminiseaikpenditures by eliminating headcount
and other related expenses.

Recent Developments
February 2014 Public Offering of Common Stock

On February 11, 2014, we completed a registeretdd@mmitment underwritten public offering (the “200ffering”) of shares of our
common stock, par value $0.001 per share (“Comntock9. In the 2014 Offering, we issued and sadraig-Hallum Capital Group LLC
(the “Underwriter”) 8,680,775 shares of Common &tparsuant to an underwriting agreement (the “Undliéng Agreement”), dated as of
February 6, 2014, by and between the Company antitiderwriter, at a price of $1.2115 per sharduihing 1,132,275 shares resulting from
the Underwriter’'s exercise in full of its option porchase additional shares of Common Stock toroower-allotments. The price per share to
the public in the 2014 Offering was $1.30 per sharke net proceeds from the 2014 Offering were@pmately $10.3 million, after
deducting underwriting discounts and commissiortsestimated offering expenses.
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Exercise of Warrant

On March 3, 2014, the holder of a warrant issuedénember 2012 purchased 750,000 shares of Comtnok &on exercise of the
warrant at a purchase price of $0.89 per sharaltirgg in proceeds to us of $667,500.

Critical Accounting Policies

The preparation of our condensed consolidated fiahstatements in conformity with accounting piptes generally accepted in the
U.S. requires us to make estimates and assumjitiahaffect the reported amounts of assets antliie® and disclosures of contingent assets
and liabilities at the date of the condensed cadatad financial statements and the reported ansafrtet sales and expenses during the
reporting period. By their nature, these estimatesassumptions are subject to an inherent de@ggcertainty. We base our estimates on ou
historical experience, knowledge of current cowdisi and our beliefs of what could occur in the feittonsidering available information. We
review our estimates on an on-going basis. Actestlts may differ from these estimates, which nesylt in material adverse effects on our
operating results and financial position. We badiéive following critical accounting policies invehour more significant assumptions and
estimates used in the preparation of our condecsesblidated financial statements:

Revenue RecognitionWe recognize revenues in accordance with thenginhAccounting Standards Board (“FASB”) Accougtin
Standards Codification (“ASC”) Topic 605. Accordingwe recognize revenues when there is persuasiience that an arrangement exists,
product delivery and acceptance have occurredsates price is fixed or determinable, and collélitybof the resulting receivable is reasone
assured.

We generally use customer purchase orders anditracts as evidence of an arrangement. Deliveryrsaghen goods are shipped
for customers with FOB Shipping Point terms andrupezeipt for customers with FOB Destination teratsyhich time title and risk of loss
transfer to the customer. Shipping documents aad tesverify delivery and customer acceptance. ¥éess whether the sales price is fixed or
determinable based on the payment terms assogidgtethe transaction and whether the sales prisaligect to refund. Customers are
generally allowed limited rights of return for up30 days, except for sales of excess componeahtaories, which contain no right-of-return
privileges. Estimated returns are provided fohattime of sale based on historical experiencgecific identification of an event necessitat
a reserve. We offer a standard product warranbutacustomers and have no other post-shipmentatfdigs. We assess collectibility based on
the creditworthiness of the customer as determiryecredit checks and evaluations, as well as tseauer's payment history.

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.

Fair Value of Financial InstrumentsOur financial instruments consist principallyaaish and cash equivalents, restricted cash,
accounts receivable, accounts payable, accrueds&pand debt instruments. The fair value of agh@quivalents is determined based on
guoted prices in active markets for identical assetevel 1 inputs. We recognize transfers betweasrels 1 through 3 of the fair value
hierarchy at the beginning of the reporting peridde believe that the carrying values of all otfieancial instruments approximate their
current fair values due to their nature and respeclurations.

Allowance for Doubtful AccountsWe perform credit evaluations of our customeirgficial condition and limit the amount of credit
extended to our customers as deemed necessaggemerally require no collateral. We evaluate théectbility of accounts receivable based
on a combination of factors. In cases where weaasare of circumstances that may impair a specifstamer’s ability to meet its financial
obligations subsequent to the original sale, wénedord an allowance against amounts due, anellgereduce the net recognized receivab
the amount that we reasonably believe will be ctdld. For all other customers, we record allowarmaedoubtful accounts based primarily on
the length of time the receivables are past duedan the terms of the originating transaction,dingent business environment and our
historical experience. Uncollectible accounts drarged against the allowance for doubtful accowisn all cost effective commercial means
of collection have been exhausted. Generallycoedlit losses have been within our expectationstlaagrovisions established. However, we
cannot guarantee that we will continue to expegesredit loss rates similar to those we have egpeéd in the past.
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Our accounts receivable are highly concentratechgnacsmall number of customers, and a significhahge in the liquidity or
financial position of one of these customers cddde a material adverse effect on the collectjbditour accounts receivable, our liquidity
our future operating results.

Inventories. We value our inventories at the lower of the aktwst to purchase or manufacture the inventoth@net realizable
value of the inventory. Cost is determined on agrage cost basis which approximates actual coatfwst-in, first-out basis and includes raw
materials, labor and manufacturing overhead. Ahdmdance sheet date, we evaluate ending invegtamgtities on hand and record a provi:
for excess quantities and obsolescence. Among tabtars, we consider historical demand and fotecademand in relation to the inventory
on hand, competitiveness of product offerings, radonditions and product life cycles when detemgrobsolescence and net realizable
value. In addition, we consider changes in the etarklue of DRAM ICs and NAND in determining the nealizable value of our raw matel
inventory. Once established, any write downs arsicered permanent adjustments to the cost basisraxcess or obsolete inventories.

A significant decrease in demand for our produotdd result in an increase in the amount of exaegntory quantities on hand. In
addition, our estimates of future product demang prave to be inaccurate, in which case we may haderstated or overstated the provisior
required for excess and obsolete inventory. Irfuhégre, if our inventories are determined to bergakied, we would be required to recognize
additional expense in our cost of sales at the tfreeich determination. Likewise, if our inventarizre determined to be undervalued, we may
have over-reported our costs of sales in previes®g@s and would be required to recognize additignass profit at the time such inventories
are sold. In addition, should the market value BfAM ICs or NAND decrease significantly, we may lequired to lower our selling prices to
reflect the lower current cost of our raw materi#fisuch price decreases reduce the net realizatilee of our inventories to less than our cost,
we would be required to recognize additional expensur cost of sales in the same period. Althowghmake every reasonable effort to
ensure the accuracy of our forecasts of futureywbdemand, any significant unanticipated changeemand, technological developments or
the market value of DRAM ICs or NAND could have aterial effect on the value of our inventories and reported operating results.

Deferred Financing Costs, Debt Discount and Detdatbdebt-Related WarrantsCosts incurred to issue debt are deferred and
included in debt issuance costs in the accompargongolidated balance sheet. We amortize debtrissuzosts over the expected term of the
related debt using the effective interest methabtliscounts related to the relative fair valuam§ warrants issued in conjunction with the
debt are recorded as a reduction to the debt bakand accreted over the expected term of the debtdarest expense using the effective
interest method.

Impairment of Long-Lived AssetdlVe evaluate the recoverability of the carryinfueaof long-lived assets held and used in our
operations for impairment on at least an annuakhlmswvhenever events or changes in circumstameksate that their carrying value may not
be recoverable. When such factors and circumstaedst we compare the projected undiscounted éutet cash flows associated with the
related asset or group of assets over their estimageful lives against their respective carryimgpant. These projected future cash flows may
vary significantly over time as a result of incredg€ompetition, changes in technology, fluctuatimndemand, consolidation of our customers
and reductions in average selling prices. If theyiiag value is determined not to be recoverabbenffuture operating cash flows, the asset is
deemed impaired and an impairment loss is recodri@¢he extent the carrying value exceeds thenastid fair value of the asset. The fair
value of the asset or asset group is based on make when available, or when unavailable, ocalinted expected cash flows.

Warranty Reserve.We offer product warranties generally rangingrfrone to three years, depending on the produchagdtiated
terms of purchase agreements with our customech ®arranties require us to repair or replace digfeproduct returned to us during the
warranty period at no cost to the customer. Waigarare not offered on sales of excess inventony.eStimates for warranty-related costs are
recorded at the time of sale based on historicdlestimated future product return rates and exgeaetgair or replacement costs. While such
costs have historically been consistent betweeioggeand within our expectations and the provisestablished, unexpected changes in fa
rates could have a material adverse impact oregsijning additional warranty reserves, and advgrafecting our gross profit and gross
margins.

Stock-Based CompensatioiWe account for equity issuances to non-emplojreascordance with ASC Topic 505. All transactions
in which goods or services are the considerationived for the issuance of equity instruments ao@anted for based on the fair value of the
consideration received or the fair value of theiggastrument issued, whichever is more reliablgasurable. The measurement date used to
determine the fair value of the equity instrumesstied is the earlier of the date on which the tpady performance is complete or the date or
which it is probable that performance will occur.
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In accordance with ASC Topic 718, employee andctiirestock-based compensation expense recognizetydbe period is based on
the value of the portion of stock-based paymentrdsvthat is ultimately expected to vest duringpbeaod. Given that stock-based
compensation expense recognized in the condenssolaated statements of operations is based ordawidtimately expected to vest, it has
been reduced for estimated forfeitures. ASC TopR reéquires forfeitures to be estimated at the tifngrant and revised, if necessary, in
subsequent periods if actual forfeitures diffenirthose estimates. Our estimated average forfeitiles are based on historical forfeiture
experience and estimated future forfeitures.

The fair value of common stock option awards to leyges and directors is calculated using the Biackeles option pricing model.
The Black-Scholes model requires subjective assomptegarding future stock price volatility ancegted time to exercise, along with
assumptions about the risk-free interest rate apdated dividends, all of which affect the estindafier values of our common stock option
awards. The expected term of options granted @utated as the average of the weighted vestinggeand the contractual expiration date of
the option. This calculation is based on the bafor method permitted by the SEC in instancegevtie vesting and exercise terms of
options granted meet certain conditions and wheriéeld historical exercise data is available. Elpected volatility is based on the historical
volatility of our common stock. The rigkee rate selected to value any particular grahtised on the U.S. Treasury rate that correspaoniths
expected term of the grant effective as of the dathe grant. The expected dividends assumptitwased on our history and our expectations
regarding dividend payouts. We evaluate the assongtised to value our common stock option awands quarterly basis. If factors change
and we employ different assumptions, stdeksed compensation expense may differ signifigdrdm what we have recorded in prior perio
Compensation expense for common stock option awaitisgraded vesting schedules is recognized drafght-line basis over the requisite
service period for the last separately vestingiponf the award, provided that the accumulated eEsOgnized as of any date at least equa
value of the vested portion of the award.

We recognize the fair value of restricted stock @sassued to employees and outside directoroak-blased compensation expense
on a straight-line basis over the vesting periodiie last separately vesting portion of the awalfeisir value is determined as the difference
between the closing price of our common stock engttant date and the purchase price of the resdrgtbck award, if any, reduced by
expected forfeitures.

If there are any modifications or cancellationshaf underlying vested or unvested stock-based ayerel may be required to
accelerate, increase or cancel any remaining uedatock-based compensation expense, or recorticaddiexpense for vested stock-based
awards. Future stock-based compensation expedsensarned stock- based compensation may incredise extent that we grant additional
common stock options or other stock-based awards.

Income Taxes.Deferred tax assets and liabilities are recoghinaeflect the estimated future tax effects afife deductible or
taxable amounts attributable to events that haea becognized on a cumulative basis in the condetmesolidated financial statements,
calculated at enacted tax rates for expected penbdkealization. We regularly review our defertar assets for recoverability and establish a
valuation allowance, when determined necessargdas historical taxable income, projected futaseble income, and the expected timing
of the reversals of existing temporary differendscause we have operated at a loss for an extgredext! of time, we have not recognized
deferred tax assets related to losses incurreé &0t0. In the future, if we realize a deferreddsaset that currently carries a valuation
allowance, we may record an income tax benefitr@daction to income tax expense in the perioduohgealization.

ASC Topic 740 prescribes a recognition thresholll measurement requirement for the financial statemeeognition of a tax
position that has been taken or is expected takenton a tax return and also provides guidanaeenecognition, classification, interest and
penalties, accounting in interim periods, disclesand transition. Under ASC Topic 740, we may @abyognize or continue to recognize tax
positions that meet a “more likely than not” threlsh

The application of tax laws and regulations is sabfo legal and factual interpretation, judgmert ancertainty. Tax laws and
regulations themselves are subject to change esu#t of changes in fiscal policy, changes in liegiign, the evolution of regulations and court
rulings. Therefore, the actual liability for U.S.foreign taxes may be materially different front estimates, which could result in the need to
record additional tax liabilities or potentiallyverse previously recorded tax liabilities.
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Results of Operations

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

Three Months Ended Six Months Ended
June 28, June 29, June 28, June 29,
2014 2013 2014 2013
Net sales 10C% 10(% 10C% 10(%
Cost of sale: 80 9% 75 93
Gross profit 20 5 25 7
Operating expense
Research and developme 47 29 36 30
Selling, general and administrati 36 31 29 30
Total operating expens: 84 6C 65 60
Operating los: (64) (55) (49 (53)
Other expense, ne
Interest expense, n (8 Q) (7 2
Other expense, n — (1) — —
Total other expense, n (8) (2) (7) (2)
Loss before provision for income tax (72 (57) (46) (55)
Provision for income taxe — — — —
Net loss (72)% (CIRE (46)% (B9%

Three and Six Months Ended June 28, 2014 Compared hree and Six Months Ended June 29, 2013
Net Sales, Cost of Sales and Gross Profit

The following tables present net sales, cost afssahd gross profit for the three and six montlieddune 28, 2014 and June 29, 2013 (in
thousands, except percentages):

Three Months Ended

June 28, June 29, %
2014 2013 Change Change
Net sales $ 4887 $ 5,06t $ (17€) (4)%
Cost of sale! 3,90¢ 4,81¢ (910 (19)%
Gross profit $ 97¢ $ 247 $ 732 29€%
Gross margir 20% 5% 15%
Six Months Ended
June 28, June 29, %
2014 2013 Change Change
Net sales $ 11,88¢ $ 11,02¢ $ 85¢ 8%
Cost of sale: 8,92 10,21¢ (1,297) (13)%
Gross profit $ 2,96¢ $ 81 $ 2,15] 265%
Gross margit 25% % 18%

Net Sales. The decrease in net sales for the three momntthsdeJune 28, 2014 as compared with the three menited June 29, 2013
resulted primarily from decreases of approximatgl$1.5 million of other VLP sales due to the distinuation of a program by one of our
customers, (ii) $0.5 million in NVvault™ to Dell dr{iii) $0.2 million of Planar X VLP, offset by ineased sales of approximately (i) $1.7
million of NVvault™ to customers other than Delldai) $0.4 million of HyperCloud® sales.

33




Table of Contents

The increase in our net sales for the six monthie@dune 28, 2014 as compared with the six momithsdeJune 29, 2013 resulted
primarily from increases of approximately (i) $3n8lion in sales of NVvault™ to customers otherrt2ell, and (i) $0.1 million in flash
product sales, which was partially offset by desesaof approximately (i) $0.9 million in sales d#\ault™ non-volatile cache systems to Dell
and (i) $1.7 million of VLP RDIMM sales.

Gross Profit and Gross Margin.The increase in gross profit and margin for tire¢ and six months ended June 28, 2014 as compared

with the three and six months ended June 29, 20p8marily the result of a change in our product mith more NVvault™ sales in the three
months and six months ended June 28, 2014.

Research and Development

The following tables present research and developmgenses for three and six months ended Jurz028,and June 29, 2013 (in thousands
except percentages):

Three Months Ended

June 28, June 29, %
2014 2013 Change Change
Research and developme $ 2,30z $ 1457 $ 84t 58%
Six Months Ended
June 28, June 29, %
2014 2013 Change Change
Research and developme $ 4271 $ 3,29¢ $ 97¢ 30%

The increase in research and development expertise three months June 28, 2014, as compared lgtthtee months ended June 29,
2013 is primarily attributable to an increase of8d@illion in professional and outside services.

The increase in research and development experise gix months ended June 28, 2014, as compatad &x months ended June 29,
2013 resulted primarily from an increase of $1.8iam in in professional and outside services, ipdlyt offset by a decrease of $0.5 million in
internal engineering headcount costs and relatechead and travel expenses.

Selling, General and Administrative

The following tables present selling, general adichiaistrative expenses for the three and six moatited June 28, 2014 and June 29, 201
thousands, except percentages):

Three Months Ended

June 28, June 29, %
2014 2013 Change Change
Selling, general and administrati $ 1,781 $ 1571 $ 21C 13%
Six Months Ended
June 28, June 29, %
2014 2013 Change Change
Selling, general and administrati $ 3,40: $ 3,327 $ 7€ 2%
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Selling, general and administrative expense inectay approximately $0.2 million for the three meéended June 28, 2014, as
compared to the three months ended June 29, ZIHi8.increase was primarily due to an increasdda? #illion in headcount costs and rele
overhead and travel expenses.

Selling, general and administrative expenses ise@éy $0.07 million for the six months ended J28€2014, as compared to the six
months ended June 29, 2013. This increase wasipiyrdue to an increase in headcount costs amdeetloverhead and travel expenses.

Other (Income) Expense.

The following table presents other (expense) incéam¢he three and six months ended June 28, 26d4ane 29, 2013 (in thousands,
except percentages):

Three Months Ended

June 28, June 29, %
2014 2013 Change Change
Interest expense, n $ (399 $ (88 $ (30%) 347%
Other income, ne 6 7 (1) (14)%
Total other expense, n $ (387) $ 81 $ (30€) 37&%
Six Months Ended
June 28, June 29, %
2014 2013 Change Change
Interest expense, n $ (78¢) $ (218 $ (570 261%
Other income (expense), r (5) 1 (6) (600)%
Total other expense, n $ (799 $ (217) $ (576) 265%

The increase in interest expense for the threesemaonths ended June 28, 2014 compared with tiee #ind six months ended June 29,
2013 is primarily due to the amortization of delsicdunt and debt issuance costs associated witteouardebt pursuant to our loan agreement
with DBD Credit Funding, LLC, which we received duly 18, 2013.

Other income (expense), net, for the three andhsinths ended June 28, 2014 and June 29, 2013 wigsificant.
Provision for Income Taxes

The following tables present the provision for inmmtaxes for the three and six months ended Jun2028 and June 29, 2013 (in
thousands, except percentages):

Three Months Ended
June 28, June 29, %
2014 2013 Change Change

Provision for income taxe $ 2 $ 1 % 1 10(%

Six Months Ended
June 28, June 29, %
2014 2013 Change Change

Provision for income taxe $ 2 % 3 % 1) (39)%
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We did not record a benefit for income taxes ferttiree and six months ended June 28, 2014 and22®13, as tax benefits resulting
from operating losses generated were fully reserved

Liquidity and Capital Resources

We have historically financed our operations pritgaghrough issuances of equity and bank debt asth @enerated from operations. We
have also funded our operations with a revolving bf credit and term loans under bank credit itéesl, capitalized lease obligations and from
the sale and leaseback of our former domestic naatwring facility.

Working Capital and Cash and Cash Equivalents

The following table presents working capital andlcand cash equivalents (in thousands) as of Byri2024 and December 28, 2013:

(unaudited) (audited)
June 28, December 28
2014 2013
Working Capital $ 1741 $ 10,64:
Cash and cash equivalents $ 16,18 $ 6,701

(1) Included in working capital

Our working capital and cash and cash equivaleri®ased in the six months ended June 28, 2014plymas a result of our 2014 Public
Offering, in which we raised net proceeds of apprately $10.3 million.

Cash Provided by (Used in) in the Six Months Endaishe 28, 2014 and June 29, 2013

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

Six Months Ended

June 28, June 29,
2014 2013
Net cash provided by (used in)
Operating activitie! $ (1,399 $ (530
Investing activities (7€) 36&
Financing activitie: 10,95¢ (779
Increase (decrease) in cash and cash equiv $ 9,48: $ (939

Operating Activities. Net cash used in operating activities for thensonths ended June 28, 2014 was primarily the resal net loss of
approximately $5.5 million, partially offset by @pproximately $2.0 million in net cash provideddhanges in operating assets and liabilities,
which were primarily from changes in inventoriesg@unts receivable, and prepaid expenses angfifpaimately $2.1 million in net nocast
operating expenses, which were primarily comprisiediepreciation and amortization, amortization elbtddiscount and debt issuance costs ar
stock based compensation. Net cash used in opgiattivities for the six months ended June 293204s primarily the result of a net loss of
approximately $6.0 million, partially offset by @pproximately $3.9 million in net cash provideddihanges in operating assets and liabilities,
which were primarily to inventories, accounts rgabile and prepaid expenses and (ii) approximatkl§ fillion in net non-cash operating
expenses, mainly comprised of depreciation and tiation, amortization of debt discount and debtiace costs and stock based
compensation.
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Accounts receivable decreased by approximately $lln during the six months ended June 28, 2@iHich we attribute primarily to a
decrease in sales in the last month of the quantged June 28, 2014 as compared to the last mbtiie quarter ended December 28, 2013.

Inventories decreased by approximately $0.2 mildaning the six months ended June 28, 2014 as Mizedtinventory on hand to supp
our sales during the quarter.

Investing ActivitiesNet cash used in investing activities for six menginded June 28, 2014 was primarily the resulpatrhase of
property and equipment, partially offset by procee received from the sale of property and equiimBlet cash provided by investing
activities for six months ended June 29, 2013 wasaily the result of our sale of an auction re¢eurity resulting in proceeds of $0.4 milli
There were no similar events during the six moetided June 28, 2014.

Financing Activities. Net cash provided by financing activities for 8ie months ended June 28, 2014 was primarily ¢salt of our 201
Offering, where we raised net proceeds of approteina10.3 million and, to a lesser extent, oueiptof an aggregate of approximately $0.8
million in proceeds from the partial exercise ofarstanding warrant to purchase our common stodkifze exercise of employee stock
options. Net cash used in financing activitiestf@ six months ended June 29, 2013 was primdm@yésult of payments on our debt of $0.8
million.

Capital Resources
Silicon Valley Bank Credit Agreement

On October 31, 2009, we entered into a credit ageeé with Silicon Valley Bank, which was amendedJaty 18, 2013 (as amended,
the “SVB Credit Agreement”Currently, the SVB Credit Agreement provides thataan borrow up to the lesser of (i) 80% of eligiatcount
receivable, or (i) $5.0 million.

In May 2012, Silicon Valley Bank consolidated outtstanding term loans and extended additional trestiulting in a combined
balance of $3.5 million (the “Consolidated Term hjaThe Consolidated Term Loan was payable inr&allments of $97,222, beginning
December 2012, with interest at a rate of prime @Ib0%. Interest was payable monthly from the dafanding through final payoff of the
loan. On July 18, 2013, as part of our amendmetiteoBVB Credit Agreement and following our recaipadditional loan financing obtained
through DBD Credit Funding, LLC, as further desedkbelow, the term loan and outstanding interestead in full. In accordance with the
terms of the financing obtained through DBD Crédihding, LLC, we recorded all amounts due as langitdebt in the accompanying
consolidated balance sheet as of December 28, &t 8ecorded $0.8 million as short term and appreately $4.6 million as long term in the
accompanying balance sheet as of June 28, 2014.

Prior to the May 2012 amendment, the SVB Credite&gnent contained an overall sublimit of $10.0 wrillto collateralize our
contingent obligations under letters of credit atiter financial services. Amounts outstanding urideroverall sublimit reduced the amount
available pursuant to the SVB Credit AgreementaAssult of the May 2012 amendment, letters ofiteet] other financial services were no
longer subject to borrowing base sublimits andrdiireduce the amount that could be borrowed uthgerevolving line of credit. The July 18,
2013 amendment requires letters of credit to barselcby cash. At June 28, 2014, letters of credihe amount of $1.1 million were
outstanding.

Following its most recent amendment on July 18 32@ie SVB Credit Agreement permits the debt fillaga@nd security interests
contemplated under our Loan Agreement with DBD ¢dbsd below) and releases certain patents antbcetessets from the collateral subject
to SVB'’s security interest under the SVB Credit égment. Additionally, pursuant to the SVB Credirégment, advances under the revolving
line now accrue interest at a rate equal to SVBdstmecently announced “prime rate” plus 2.75%. S® Credit Agreement also relaxed our
tangible net worth covenant and waived certain svehdefault in connection therewith. Certain nejpg requirements under the SVB Credit
Agreement were modified while certain reserves watfpect to the borrowing base and the availahfityevolving loans were removed. Under
the terms of the SVB Credit Agreement, we may drewolving advances in an aggregate outstandingipahamount of up to the lesser of
$5 million and the available borrowing base, subjeceserve amounts. Our borrowing base unde8ti& Credit Agreement is 80% of
eligible accounts receivable, subject to certajustthents.
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We made no borrowings under the SVB Credit Agredrimetihe six months ended June 28, 2014 or the g:eded December 28,
2013. At June 28, 2014 and December 28, 2013, @dbaowing availability of approximately $2.5 nidlh and $4.0 million, respectively.

Loan Agreement with DBD Credit Funding, LLC

Concurrent with our amendment of the SVB Creditegnent, on July 18, 2013 we entered into a loarsandrity agreement (the
“Loan Agreement”) with DBD Credit Funding, LLC, aelaware limited liability company (“DBD”), an affédte of Fortress Investment Group
LLC, providing for up to $10 million in term loamsd up to $5 million in revolving loans. The teloans are available in an initial $6 million
tranche (the “Initial Term Loan”) with a secondriche in the amount of $4 million becoming availalgd®n achievement of certain
performance milestones relating to intellectualyenty matters (the “IP Monetization Milestones” anth second tranche loan, “IP Milestone
Term Loan”). The $5 million in revolving loans aeailable at DBD’s discretion and subject to cusiontonditions precedent. The $6
million Initial Term Loan was fully drawn at clogiron July 18, 2013. Proceeds from the Initial T&xran were used in part to repay our
existing consolidated term loan with Silicon VallBgnk. The remainder of such funds will be useflital our ongoing working capital needs.

The loans bear interest at a stated fixed rate @f% per annum. During the first eighteen (18) thsrfollowing the closing date, the
payments on the term loans are interest-only ash cate of 7.0% per annum and a payment-in-kiferidel cash interest rate of 4.0%, which
payment-in-kind interest is capitalized semi-anhydleginning with December 31, 2013. Following #ighteen (18) month interest-only
period, the term loans are amortized with 65% effitincipal amount due in equal monthly installnsemter the following eighteen (18)
months with a balloon payment equal to 35% of #maining principal amount of the term loans, plosraed interest, being payable on
July 18, 2016 (the “Maturity Date”).

Patent Monetization Side Letter Agreement

Concurrently with the execution of the Loan Agreemée Company and an affiliate of DBD entered imtPatent Monetization Side
Letter Agreement (the “Letter Agreement”). TheteetAgreement provides, among other things, thaDDigay be entitled to share in certain
monetization revenues that we may derive in theréutelated to its patent portfolio (the “Patenttfedio”). The Patent Portfolio does not
include certain patents relating to the NVvault™darct line. Monetization revenues subject to #niengement include revenues recognized
during the seven year term of the Letter Agreerfremh amounts (whether characterized as settlemanhpnts, license fees, royalties,
damages, or otherwise) actually paid to us or absigliaries in connection with any assertion ofeagient not to assert, or license of, the
Patent Portfolio (in whole or in part) either (A)¢onsideration of the grant of a license or coménat sue, or other immunity with respect to
the Patent Portfolio, or (B) as a damages award rggpect to such assertion of the Patent Portfelss (i) actual legal fees and expenses
(including fees payable on a contingency basis)aatdal court costs paid or payable by us or obsisiiaries in connection with any such
assertion and/or grant of a license or covenantmstie, or other immunity with respect to the RaRortfolio, provided that such legal fees
expenses shall be capped at forty percent (40%)aif gross, aggregate amounts paid to us, (iigalonable and actual legal fees, filing fees,
maintenance fees, annuities, and other reasonatllacual costs and expenses paid or required paibleby us or our subsidiaries after the
effective date in connection with the prosecutimajntenance, and defense of any patents or pgiphtations within the Patent Portfolio,
(iii) reasonable and actual legal fees and readersatnl actual other costs and expenses paid oireddo be paid by is or our subsidiaries in
connection with the enforcement of any agreememdertaking, commitment or court order that wouldegyate monetization revenues and the
collection thereof, and (iv) reasonable and aatoats of acquisition of patents and patent apptinatincluded in the Patent Portfolio that are
acquired by or licensed to us or our subsidiarieey ¢he effective date. Monetization revenues atglude the value attributable to the Patent
Portfolio in any sale of the Company during theeseyear term, subject to a maximum amount payabRBD. The Letter Agreement also
requires that the we use commercially reasonafidetetto pursue opportunities to monetize the Ra®entfolio during the term of the Letter
Agreement, provided that we are under no obligatiopursue any such opportunities that we do netrd® be in our best interest.
Notwithstanding the foregoing, there can be noasse that we will be successful in these eff@ts] we may expend resources in pursu
monetization revenues that may not result in amefieto us.
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Sales Agreement with Ascendiant Capital

On November 21, 2011, we entered into a sales agneewith Ascendiant as sales agent. The salegmgm with Ascendiant expir
on November 21, 2013. Prior to its expiration,wmere able to issue and sell shares of our comnuomk $taving an aggregate offering price of
up to $10.0 million. During the term of the agreeeve received net proceeds of approximately $@lon, including approximately $3.9
million raised through the sale of approximately1P,669 shares during the year ended Decembei022,hd approximately $0.2 million
through the sale of 240,373 shares during the geded December 28, 2013.

December 2012 Equity Financing

On December 26, 2012, we raised gross proceeds.®dillion in a registered public offering of osgcurities, which resulted in our
receipt of net proceeds of $1.3 million after dathgccommissions and offering costs. The offeriagulted in the issuance of 1,685,394 share
of common stock and warrants to purchase up ta@gregate of 2,275,282 shares of our common stoleichwrepresents 135% of the number
of shares issued and sold in the offering. Eacliam@ugrants the holder the right to purchase oaeesbf our common stock at an exercise pric
of $0.89 per share and expires in June 2018. Tlwesmnts became exercisable 181 days followindeember 26, 2012 issuance date. On
February 3, 2014, 750,000 of these warrants wesecgsed for proceeds to us of approximately $0Iiani

July 2013 Equity Financing

On July 19, 2013, we sold 1,098,902 shares of oommaon stock and warrants to purchase 1,098,902slofiour common stock for
gross proceeds of $1.0 million and net proceedsppfoximately $960,000 in an additional registegedlic offering of our securities. The
warrant is exercisable as of the date of its isseighas a term of seven years, and an exercisegrig1.00 per share. The exercise price an
number of warrant shares issuable upon exercisaofnt is subject to adjustment in the eventwipag other things, certain transactions our
common stock (including without limitation stocKispand stock dividends), and certain fundametnéadsactions (including without limitation
a merger or other sale-of- company transaction).

February 2014 Public Offering of Common Stock

On February 11, 2014, we completed the 2014 Offetimthe 2014 Offering, we issued and sold tolhderwriter 8,680,775 shares
of Common Stock pursuant to the Underwriting Agreatrat a price of $1.2115 per share, including 2,235 shares resulting from the
Underwriter's exercise in full of its option to minase additional shares of our common stock toramwer-allotments. The price per share to
the public in the offering was $1.30 per share. fiéeproceeds from the 2014 Offering were approteétga10.3 million, after deducting
underwriting discounts and commissions and estichatfering expenses.

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

We believe our existing cash and cash equivaldanbas, borrowing availability under our Loan Agremnt, borrowing availability
under the SVB Credit Agreement and the cash exgd¢otbe generated from operations, will be suffiti® meet our anticipated cash need:
at least the next 12 months. Should we need additicapital, we may seek to raise capital throaghong other things, public and private
equity offerings and debt financings. Our futurpita requirements will depend on many factorsluding our levels of net sales, the timing
and extent of expenditures to support researcldamdlopment activities, the expansion of manufaogucapacity both domestically and
internationally and the continued market acceptarficair products. Additional funds may not be aafalié on terms acceptable to us, or at ¢
adequate working capital is not available when aded/e may be required to significantly modify duisiness model and operations to reduc
spending to a sustainable level. It could cauge b unable to execute our business plan, takeraage of future opportunities, or respond to
competitive pressures or customer requiremenisait also cause us to delay, scale back or elimsates or all of our research and
development programs, or to reduce or cease oppsati

Off-Balance Sheet Arrangements

We do not have any relationships with unconsolidiatetities or financial partnerships, such as iestivften referred to as structured
finance or special purpose entities, which wouldehldeen established for the purpose of facilitatifidpalance sheet arrangements or other
contractually narrow or limited purposes. In aduitiwe do not have any undisclosed borrowings bt,@&nd we have not entered into any
synthetic leases. We are, therefore, not materadposed to financing, liquidity, market or credlk that could arise if we had engaged in suc
relationships.
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Item 4. Controls and Procedures

(a) Evaluation of Disclosure Controls and Procedsii@e carried out an evaluation, under the superviarmhwith the participation
our management, including our principal executiffecer and principal financial officer, of the effiveness of the design and operation of out
disclosure controls and procedures (as definediiedRl3a-15(e) and 15d-15(e) of the Securities &xgh Act of 1934, (“Exchange Act”)) as
of the end of our fiscal quarter ended June 2842@ased upon that evaluation, our principal efieewfficer and principal financial officer
concluded that our disclosure controls and procesiare effective to provide reasonable assuramaténtfiormation required to be disclosed by
us in reports that we file or submit under the Eraie Act (i) is recorded, processed, summarizedeparted within the time periods specif
in the SEC'’s rules and forms and (ii) is accumulated communicated to our management, includingpdacipal executive officer and
principal financial officer as appropriate to alltwely decisions regarding required disclosure.

(b) Change in internal controls over financial repog. During the fiscal quarter that ended June 28, 2f1ete were no changes in
our internal controls over financial reporting ¢(Bfined in Rules 13a-15(f) and 1384f) under the Exchange Act) that have materiaffgcted,
or are reasonably likely to materially affect, @ternal controls over financial reporting.

PART Il. OTHER INFORMATION
Item 1. Legal Proceedings

The information set forth in the sections entitlétigation and Patent Reexaminations under Noté Rotes to Unaudited Condensed
Consolidated Financial Statements, included in Réem | of this Report, is incorporated hereinrbference.

ltem 1A. Risk Factors

You should consider each of the following fact@svall as the other information in this Report rakiating our business and our
prospects. The risks described below are not tte anes we face. Additional risks we are not pnégeaware of or that we currently belie
are immaterial may also impair our business opeanasi. If any of the events described below weretarg our financial condition, our ability
to access capital resources, our results of operatiand/or our future growth prospects could beemally and adversely affected and the
market price of our common stock could declina.adsessing these risks, you should also reféradmther information contained or
incorporated by reference in this Report, including consolidated financial statements and relatetes.

Risks related to our busines

We expect a number of factors to cause our opergtiasults to fluctuate on a quarterly and annual &ia, which may make it difficult to
predict our future performance

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

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

» general economic conditions, including the posigjbilf a prolonged period of limited economic grovith the U.S. and Europe;
disruptions to the credit and financial marketthie U.S., Europe and elsewhere;

e our inability to develop new or enhanced produlstt ichieve customer or market acceptance in dtimanner, including our
HyperCloud® memory module, NVvault family of prodsiand our flash-based memory products;

e our failure to maintain the qualification of ouroplucts with our current customers or to qualifyrent and future products with
our current or prospective customers in a timelyinea or at all;
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» the timing of actual or anticipated introductioriszompeting products or technologies by us or amgetitors, customers or
suppliers;

e our ability to procure an adequate supply of keyponents, particularly DRAM ICs and NAND Flash;

« the loss of, or a significant reduction in salesatey customer;

» the cyclical nature of the industry in which we mxe;

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

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

»  costs, inefficiencies and supply risks associatild autsourcing portions of the design and the nfacture of integrated circuits;
e our ability to absorb manufacturing overhead if mwrenues decline or vary from our projections;

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

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

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

* our ability to effectively operate our manufactgriiacility in the PRC;

«  manufacturing inefficiencies associated with thetstip of new manufacturing operations, new praslacid initiation of volume
production or disruption due to power outages, r@iisasters or other factors;

» our failure to produce products that meet the tpeadiquirements of our customers;

» disputes regarding intellectual property rights #relpossibility of our patents being reexaminedhigyUSPTO;

» the costs and management attention diversion agedaiith litigation;

» the loss of any of our key personnel,

e changes in regulatory policies or accounting pphes;

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

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

« the other factors described in this “Risk Fact@esttion and elsewhere in this quarterly report.

Due to the various factors mentioned above, andrstithe results of any prior quarterly or annuslquls should not be relied upon as
an indication of our future operating performarioeone or more future periods, our results of opena may fall below the expectations of

securities analysts and investors. In that evleetmarket price of our common stock would likelgldee. In addition, the market price of our
common stock may fluctuate or decline regardlessuofoperating performance.
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We have historically incurred losses and may cowminto incur losses.

Since the inception of our business in 2000, weetaly experienced one fiscal year (2006) with ipmbfe results. In order to regain
profitability, or to achieve and sustain positiask flows from operations in the future, we musthfer reduce operating expenses and/or
increase our revenues and gross margins. Althowghave in the past engaged in a series of costtiedwctions, and believe that we could
reduce our current level of expenses through elition or reduction of strategic initiatives, suctpense reductions alone may not make us
profitable or allow us to sustain profitabilityitfis achieved. Our ability to achieve profitahjlivill depend on increased revenue growth from,
among other things, increased demand for our mesdrgystems and related product offerings, asaseatiur ability to expand into new and
emerging markets. We may not be successful in aiclljehe necessary revenue growth or the expecteense reductions. Moreover, we may
be unable to sustain past or expected future erpekictions in subsequent periods. We may noeeaetprofitability or sustain such
profitability, if achieved, on a quarterly or anhbasis in the future.

Any failure to achieve profitability could resutt increased capital requirements and pressure ioligoidity position. We believe our
future capital requirements will depend on manydes; including our levels of net sales, the timamgl extent of expenditures to support sales
marketing, research and development activitieseipansion of manufacturing capacity both domelfieamd internationally and the contint
market acceptance of our products. Our capitalirements could result in our having to, or otheeatboosing to, seek additional funding
through public or private equity offerings or déibancings. Such funding may not be available sm$eacceptable to us, or at all, either of
which could result in our inability to meet certaihour financial obligations and other related coitments.

Our future capital needs are uncertain, and we maged to raise additional funds, which may not beadable on acceptable terms or at all.

We believe our existing cash balances, borrowirgjlaility under our bank credit facility with Silbn Valley Bank (“SVB”),
borrowing availability under our loan agreementhAitBD Credit Funding, LLC, an affiliate of Fortressestment Group, LLC (“DBD”), and
the cash expected to be generated from operatidihbe sufficient to meet our anticipated cashdsetor at least the next 12 months. Howe
we may need significant additional capital, which mray seek to raise through, among other thindgdigand private equity offerings and di
financings. Our future capital requirements wilpdad on many factors, including our levels of r@¢s, the timing and extent of expenditures
to support research and development activitiespateht infringement litigation, the expansion ofnufacturing capacity both domestically «
internationally and the continued market acceptarficair products. Additional funds may not be aafalié on terms acceptable to us, or at all.
Furthermore, if we issue equity or convertible dedaturities to raise additional funds, our exisstarkholders may experience dilution, anc
new equity or debt securities may have rights,gyeefces, and privileges senior to those of outiagistockholders. If we incur additional
debt, it may increase our leverage relative togaunings or to our equity capitalization.

If adequate working capital is not available wheeded, we may be required to significantly modify business model and
operations to reduce spending to a sustainablé keweuld cause us to be unable to execute osinless plan, take advantage of future
opportunities, or respond to competitive pressarasistomer requirements. It may also cause uslaydscale back or eliminate some or all o
our research and development programs, or to realucease operations.

We have incurred a material amount of indebtednésdgund our operations, the terms of which requirdldat we pledge substantially all of
our assets as security and that we agree to shamain patent monetization revenues that may accinghe future. Our level of
indebtedness and the terms of such indebtednesgidcadversely affect our operations and liquidity.

We have incurred debt secured by all of our ass®der our credit facilities and term loans with DBBd SVB. Our credit facility wi
DBD is secured by a first-priority security inter@sour intellectual property assets (other thartan patents and related assets relating to the
NVvault™ product line) and a second priority setyumterest in substantially all of our other ass@ur credit facility with SVB is secured
a first priority security interest in all of oursets other than our intellectual property assetgtich SVB has a second priority security intel
The credit facility with DBD contains customary repentations, warranties and indemnification prionis, as well as affirmative and negative
covenants that, among other things restrict odityabo:

* incur additional indebtedness or guarantees;
* incur liens;
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* make investments, loans and acquisitions;
e consolidate or merge
« sell or exclusively license assets, including apstock of subsidiaries;
o alter our business;
e engage in transactions with affiliates; and

»  pay dividends or make distributions.

The credit facilities also include events of defamicluding, among other things, payment defaldteaches of representations,
warranties or covenants, certain bankruptcy evamis,certain material adverse changes. If we veedefault under either credit facility and
were unable to obtain a waiver for such a defatiérest on the obligations would accrue at aneiased rate. In the case of a default, the
lenders could accelerate our obligations undectbdit agreements and exercise their rights tacfose on their security interests, which wc
cause substantial harm to our business and praspect

Incurrence and maintenance of this debt could In@aterial consequences, such as:

*  requiring us to dedicate a portion of our cash ffomn operations and other capital resources td sktvice, thereby reducing ¢
ability to fund working capital, capital expendigst and other cash requirements;

e increasing our vulnerability to adverse economid sxalustry conditions;

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

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

Concurrently with the execution of the credit fagilvith DBD, we entered into a Patent Monetizatiide Letter Agreement which
provides, among other things, that an affiliat®8D may be entitled to share in certain monetizatevenues that we may derive in the future
related to our patent portfolio (excluding certpatents relating to the NVvault™ product line). Mtimation revenues subject to this
arrangement include revenues recognized duringetien year term of the Letter Agreement from nedwats actually paid to us or our
subsidiaries in connection with any assertion gfeament not to assert, or license of, our paterifglio. Monetization revenues subject to the
arrangement also include the value attributablaurgpatent portfolio in any sale of the Companyimythe seven year term, subject to a
maximum amount. The Letter Agreement also requiraswe use commercially reasonable efforts toymigpportunities to monetize our
patent portfolio during the term of the Letter Agngent, provided that we are under no obligatiopuisue any such opportunities that we do
not deem to be in our best interest in our readenalsiness judgment. Notwithstanding the foregoihgre can be no assurance that we wi
successful in these efforts, and we may expendiress in pursuit of monetization revenues that matyresult in any benefit to us. Moreover,
the revenue sharing obligation will reduce the liieme receive from any monetization transactiombich could adversely affect our operating
results and would reduce the amounts payable tstoakholders in the event of a sale transaction.

Our revenues and results of operations have beebstantially dependent on NVvault™ and we may be bleato replace revenue lost from
the rapid decline in prior generation NVvault™ saddo Dell.

For the six months ended June 28, 2014 and Jur2023, our NVvault™ non-volatile RDIMM used in casprotection and data
logging applications, including our NVvault™ batteree, the flashhased cache system, accounted for approximatelyat®¥80% of total ni
sales, respectively. Following Intel's launch afRomley platform in the first quarter of 2012, agve experienced a rapid decline in
NVvault™ sales to Dell, and we recognized no NVv&Ukales to Dell in the six months ended June @842as compared to $0.9 million
the six months ended June 29, 2013. We expectsaigvault™ products for incorporation into PERGE&rvers will be minimal in future
periods. In order to leverage our NVvault™ techggland diversify our customer base, and to secaesoo more new key customers other
than Dell, we continue to pursue additional quedifions of NVvault™ with other OEMs. We also intuaegd
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EXPRESSvault™ in March 2011, and we continue tepemualification of next generation DDR3 NVvault¥ith customers. Our future
operating results will depend on our ability to aoercialize these NVvault™ product extensions, al§ ageother products such as HyperClouc
® and other high-density and high- performance &mist We may not be successful in marketing any oeanhanced products. If we are not
successful in generating sales of other produtgsgcéssation of sales of NVvault™ products to BlIsignificantly reduce our annual
revenues and negatively affect our results of dmeTs.

We are subject to risks relating to our focus onveédoping our HyperCloud® and NVvault™ products amatck of market diversification.

We have historically derived a substantial portadiour net sales from sales of our high performaneenory subsystems for use in
server market. We expect these memory subsysteomtmue to account for a portion of our net satethe near term, although we may be
unable to meet customer demand for our HyperCfood NVvault™ products in future periods if we exgerte disruptions in the supply of
raw materials. We believe that continued markeeptance of these products or derivative prodietsihcorporate our core memory
subsystem technology for use in servers is critiw@ur success.

We have invested a significant portion of our resieand development budget into the design of A& dces, including the
HyperCloud® memory subsystem, introduced in Nover206@9. This design and the products it is incoapent into are subject to increased
risks as compared to our other products. For exampl

 we are dependent on a limited number of suppl@rdéth the DRAM ICs and the ASIC devices thatessential to the
functionality of the HyperClou memory subsystemg we have experienced supply chain disruptiodsshortages of DRAM
required to create our HyperCloud and Planar X kdtucts as a result of business issues that ac#fispto our suppliers or the
industry as a whole;

* we may be unable to achieve customer or markeptaee of the HyperCloul memory subsystem or ateer products, or
achieve such acceptance in a timely manner;

» the HyperClou® memory subsystem or other new misdmay contain currently undiscovered flaws, theeaction of which
would result in increased costs and time to marded;

e we are required to demonstrate the quality andiiiy of the HyperClou® memory subsystem or othew products to our
customers, and are required to qualify these neduymts with our customers, which requires a sigaift investment of time and
resources prior to the receipt of any revenue fsoch customers.

We experienced a longer qualification cycle thaticgrated with our HyperCloul memory subsystemnsl as a result, we have not
generated significant HyperClo@dproduct revenues to date relative to our investriretite product. We entered into collaborative agrents
with both IBM and HP pursuant to which these OEMalified the 16GB and 32GB versions of HyperCl8ufbr use with their products.
While we and each of the OEMs committed financial ather resources toward the collaboration, thertsfundertaken with each of these
collaborative agreements have not resulted in fiagmit product margins for us to date relative to imvestment in developing and marketing
these products. We must secure an adequate supgpRAM in order to continue to sell our HyperClopdbduct in future periods and, even
assuming we are successful in maintaining an adegugply, we cannot provide any assurances thatillvachieve sufficient revenues or
margins from our HyperClou8 products.

Additionally, if the demand for servers deteriosate if the demand for our products to be incorfeatan servers declines, our
operating results would be adversely affected,vamdvould be forced to diversify our product poriohnd our target markets. We may not be
able to achieve this diversification, and our itigbto do so may adversely affect our business.

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

Our ability to fulfill customer orders or producealification samples is dependent on a sufficiemipsy of DRAM ICs and NAND,
which are essential components of our memory stisys We are also dependent on a sufficient sugfptyustom ASIC devices to produce
our HyperCloud® memory modules. There are a radgtismall number of suppliers of DRAM ICs and NANdhd we purchase from only a
subset of these suppliers. We have no long-term MRANAND supply contracts.
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From time to time, shortages in DRAM ICs and NAN&vh required some suppliers to limit the suppltheir DRAM ICs and
NAND. We have experienced supply chain disruptiand shortages of DRAM required to create our Hyfmr€and Planar X VLP product
and we are continually working to secure an adegsiapply of DRAM necessary to fill customers’ oslfar our products in a timely manner.
If we are unable to obtain a sufficient supply &AM ICs or NAND to meet our customers’ requiremethese customers may reduce future
orders for our products or not purchase our pradatall, which would cause our net sales to dedimd harm our operating results. In
addition, our reputation could be harmed and, essuming we are successful in resolving supplynctlisruptions, we may not be able to
replace any lost business with new customers, anthay lose market share to our competitors.

Additionally, we could face obstacles in moving giotion of our ASIC components away from our curaasign and production
partners. Our dependence on a small number ofisupgind the lack of any guaranteed sources of A8t@ponents, DRAM and NAND
supply expose us to several risks, including tlability to obtain an adequate supply of these irtgrdrcomponents, price increases, delivery
delays and poor quality.

Historical declines in customer demand and ourmegs caused us to reduce our purchases of DRAMAGNAND. Such
fluctuations could occur in the future. Should ve¢ maintain sufficient purchase levels with somppdiers, our ability to obtain supplies of
raw materials may be impaired due to the practicgome suppliers to allocate their products toaustrs with the highest regular demand.

Our customers qualify the ASIC components, DRAM #Bsl NAND of our suppliers for use in their systethene of our suppliers
should experience quality control problems, it rhaydisqualified by one or more of our customerss Would disrupt our supplies of ASIC
components, DRAM ICs and NAND and reduce the nurnobsuppliers available to us, and may require Weatualify a new supplier. If our
suppliers are unable to produce qualification sasph a timely basis or at all, we could experiatedays in the qualification process, which
could have a significant impact on our ability &l $hat product.

We may lose our competitive position if we are uketo timely and cost-effectively develop new ohanced products that meet our
customers’ requirements and achieve market acceptan

Our industry is characterized by intense competjtrapid technological change, evolving industgnsiards and rapid product
obsolescence. Evolving industry standards and t#obital change or new, competitive technologiadadoender our existing products
obsolete. Accordingly, our ability to compete i luture will depend in large part on our abilityidlentify and develop new or enhanced
products on a timely and cost-effective basis,tanmgéspond to changing customer requirements.dardo develop and introduce new or
enhanced products, we need to:

* identify and adjust to the changing requirementsuwfcurrent and potential customers;

« identify and adapt to emerging technological treanid evolving industry standards in our markets;

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

« develop relationships with potential suppliers effponents required for these new or enhanced pisiduc

qualify these products for use in our customersdpcts; and
» develop and maintain effective marketing strategies

Our product development efforts are costly andriehidy risky. It is difficult to foresee changesdsvelopments in technology or
anticipate the adoption of new standards. Moreawgce these things are identified, if at all, wd néed to hire the appropriate technical
personnel or retain third party designers, devéiepproduct, identify and eliminate design flawsg ananufacture the product in production
quantities either in-house or through third-pargnufacturers. As a result, we may not be able ¢toessfully develop new or enhanced
products or we may experience delays in the dewsdop and introduction of new or enhanced produays in product development and
introduction could result in the loss of, or delaygenerating, net sales and the loss of marlkeestas well as damage to our reputation. Ever
if we develop new or enhanced products, they mayna@t our customers’ requirements or gain maréegptance.
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Our customers require that our products undergoenpthy and expensive qualification process withauy assurance of net sales.

Our prospective customers generally make a sigmficommitment of resources to test and evaluatenemory subsystems prior to
purchasing our products and integrating them ingédrtsystems. This extensive qualification progesslves rigorous reliability testing and
evaluation of our products, which may continuediarmonths or longer and is often subject to delaysddition to qualification of specific
products, some of our customers may also requite uadergo a technology qualification if our protidesigns incorporate innovative
technologies that the customer has not previoustpentered. Such technology qualifications oftdw tsubstantially longer than product
qualifications and can take over a year to compl@telification by a prospective customer doesemsiure any sales to that prospective
customer. Even after successful qualification aaldssof our products to a customer, changes ipmducts, our manufacturing facilities, our
production processes or our component suppliersra@yire a new qualification process, which mayiteéa additional delays.

In addition, because the qualification procesih product specific and platform specific, ourstixig customers sometimes require
us to re-qualify our products, or to qualify oumnproducts, for use in new platforms or applicasiofor example, as our OEM customers
transition from prior generation architecturestiorent generation architectures, we must designgaatify new products for use by those
customers. In the past, the process of design aalifigation has taken up to six months to compldteing which time our net sales to those
customers declined significantly. After our produate qualified, it can take several months betweecustomer begins production and we
begin to generate net sales from such customer.

Likewise, when our memory component vendors disnaetproduction of components, it may be necessainys to design and
qualify new products for our customers. Such custsnmay require of us or we may decide to purchasestimated quantity of discontinued
memory components necessary to ensure a steadly sfigxisting products until products with new cpoments can be qualified. Purchase
this nature may affect our liquidity. Additionallgur estimation of quantities required during tfansition may be incorrect, which could
adversely impact our results of operations thrdoghrevenue opportunities or charges related teg€xand obsolete inventory.

We must devote substantial resources, includinggdeengineering, sales, marketing and managentffemts to qualify our products
with prospective customers in anticipation of safignificant delays in the qualification processch as those experienced with our
HyperCloud® product, could result in an inabilibykeep up with rapid technology change or new, aitipe technologies. If we delay or do
not succeed in qualifying a product with an exigtim prospective customer, we will not be abledibthat product to that customer, which n
result in our holding excess and obsolete inveramiy harm our operating results and business.

Sales to a limited number of customers represesignificant portion of our net sales and the los§ or a significant reduction in sales tc
any one of these customers could materially harnt business.

Sales to certain of our OEM customers have hisalyicepresented a substantial majority of oursad¢s. Approximately 16%, 11%,
14% and 24% of our net sales in the six months@&ddee 28, 2014 were to four of our customers. &xiprately 35% and 18% of our nets
sales in the six months ended June 29, 2013 weveotof our customers. The composition of majorteoers and their respective
contributions to our net sales have varied andlikiély continue to vary from period to period ag @EMs progress through the life cycle of
the products they produce and sell. We do not lengterm agreements with our OEM customers, on waity other customer. Any one of
these customers could decide at any time to disugtdecrease or delay their purchase of our mtsdin addition, the prices that these
customers pay for our products could change atiarg. The loss of any of our OEM customers, omaigicant reduction in sales to any of
them, could significantly reduce our net sales aainkrsely affect our operating results.

Our ability to maintain or increase our net satesur key customers depends on a variety of factoasy of which are beyond our
control. These factors include our customers’ crgd sales of servers and other computing systeshéniicorporate our memory subsystems
and our customers’ continued incorporation of aadpcts into their systems. Because of these drat €dictors, net sales to these customers
may not continue and the amount of such net satégsnot reach or exceed historical levels in anyriiperiod. Because these customers
account for a substantial portion of our net sates failure of any one of these customers to pag imely basis would negatively impact our
cash flow. In addition, while we may not be contuadly obligated to accept returned products, wg determine that it is in our best interes
accept returns in order to maintain good relatiwitk our customers. As we describe in more detadwhere in this Report, we have
experienced a significant decline in sales of NUw&uo our key customer, Dell, and we did not hang sales of NVvault™ to Dell during t
six months ended July 28, 2014. This loss of dal€ell has had a significant impact on our revenared gross profit.
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A limited number of relatively large potential cumhers dominate the markets for our produc

Our target markets are characterized by a limitgdlrer of large companies. Consolidation in one orenof our target markets may
further increase this industry concentration. Assult, we anticipate that sales of our productsomntinue to be concentrated among a limitec
number of large customers in the foreseeable futlfieebelieve that our financial results will dependignificant part on our success in
establishing and maintaining relationships withg affecting substantial sales to, these potentisiamers. Even if we establish and
successfully maintain these relationships, oumfaie results will be largely dependent on thesg@mers’ sales and business results.

If a standardized memory solution which addresske temands of our customers is developed, our at#ssand market share may declir

Many of our memory subsystems are specificallygtesil for our OEM customers’ high performance systdma drive to reduce
costs and assure supply of their memory module ddpwur OEM customers may endeavor to design JEE&@Iard DRAM modules into
their new products. Although we also manufactur@BE modules, this trend could reduce the demanddohigher priced customized
memory solutions which in turn would have a negatimpact on our financial results. In addition,tomsers deploying custom memory
solutions today may in the future choose to adalEEC standard, and the adoption of a JEDEC stdmdadule instead of a previously
custom module might allow new competitors to pgtite in a share of our customemg2mory module business that previously belongegsi

If our OEM customers were to adopt JEDEC standardutes, our future business may be limited to id@ng the next generation of
high performance memory demands of OEM customeatsiaxeloping solutions that addresses such dembimdis fully implemented, this
next generation of products may constitute a muacaller market, which may reduce our net sales aadket share.

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

We participate in a highly competitive market, amel expect competition to intensify. Many of our qmetitors have longer operating
histories, significantly greater resources and negaegnition, a larger base of customers and leaggarding relationships with customers and
suppliers than we have. As a result, some of thes®etitors are able to devote greater resourcgtdevelopment, promotion and sale of
products and are better positioned than we aneaflicence customer acceptance of their products oveproducts. These competitors also ma
be able to respond better to new or emerging tdogres or standards and may be able to deliveryatsdvith comparable or superior
performance at a lower price. For these reasonsnayenot be able to compete successfully agaiesetcompetitors. We also expect to face
competition from new and emerging companies that emer our existing or future markets. These patboompetitors may have similar or
alternative products which may be less costly owjgle additional features.

In addition to the competition we face from DRAMddngic suppliers such as SK hynix, Samsung, Mictophi and IDT, some of
our OEM customers have their own internal desigrugs that may develop solutions that compete witls.oThese design groups have some
advantages over us, including direct access to tegpective companies’ technical information ahhology roadmaps. Our OEM customers
also have substantially greater resources, finhaoiotherwise, than we do, and may have lowetrstosctures than ours. As a result, they
may be able to design and manufacture competitivéyzts more efficiently or inexpensively. If anfytbese OEM customers are successful ir
competing against us, our sales could declinepmargins could be negatively impacted and we ccaadd imarket share, any or all of which
could harm our business and results of operatieumgher, some of our significant suppliers are alsmpetitors, many of whom have the ab
to manufacture competitive products at lower casta result of their higher levels of integration.

We expect our competitors to continue to improveharformance of their current products, reduci piveces and introduce new or
enhanced technologies that may offer greater pagoce and improved pricing. If we are unable tocimar exceed the improvements mad
our competitors, our market position would deterierand our net sales would decline. In additiom,competitors may develop future
generations and enhancements of competitive predibat may render our technologies obsolete ormpetitive.
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If we fail to protect our proprietary rights, ourustomers or our competitors might gain access tao ptoprietary designs, processes a
technologies, which could adversely affect our ogting results.

We rely on a combination of patent protection, éradcret laws and restrictions on disclosure tteptaur intellectual property rights.
We have submitted a number of patent applicatieganding our proprietary processes and technolb@ynot certain when or if any of the
claims in the remaining applications will be allavé\s of June 28, 2014, we had 49 U.S. patentgdsand 2 foreign patents granted. We
intend to continue filing patent applications wilspect to most of the new processes and techesltighat we develop. However, patent
protection may not be available for some of thesegsses or technologies.

It is possible that our efforts to protect our itgetual property rights may not:
« prevent challenges to, or the invalidation or aineention of, our existing intellectual propertyhtg;

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

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

»  prevent disclosure of our trade secrets and knowoahird parties or into the public domain;

» resultin valid patents, including internationatey#s, from any of our pending or future applicasipor
» otherwise adequately protect our intellectual prgpeghts.

Others may attempt to reverse engineer, copy @raibe obtain and use our proprietary technologiéfsout our consent. Monitoring
the unauthorized use of our technologies is diffia¥e cannot be certain that the steps we hawentakll prevent the unauthorized use of our
technologies. This is particularly true in foreigountries, such as the PRC, where we have establsimanufacturing facility and where the
laws may not protect our proprietary rights to shene extent as applicable U.S. laws.

If some or all of the claims in our patent applicas are not allowed, or if any of our intellectpabperty protections are limited in
scope by the USPTO or by a court or circumventedthgrs, we could face increased competition vatfard to our products. Increased
competition could significantly harm our businessl @ur operating results.

We are involved in and expect to continue to bediwed in costly legal and administrative proceedingp defend against claims that we
infringe the intellectual property rights of othersr to enforce or protect our intellectual propertights.

As is common to the semiconductor industry, we haymerienced substantial litigation regarding paserd other intellectual property
rights. Lawsuits claiming that we are infringindnets’intellectual property rights have been and mahaftuture be brought against us, anc
are currently defending against claims of invajidiit the USPTO. See Note 7 of Notes to Consolid&iedncial Statements, included in the
Report, for a more detailed description of our lemgatingencies.

The process of obtaining and protecting paternitghisrently uncertain. In addition to the patenuésce process established by law
the procedures of the USPTO, we must comply withEJE administrative procedures in protecting oueliettual property within its industry
standard setting process. These procedures evedrdime, are subject to variability in their amgalfion, and may be inconsistent with each
other. Failure to comply with JEDEC’s administratiprocedures could jeopardize our ability to cléiat our patents have been infringed.

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

»  cease manufacturing and/or selling products, argusértain processes, that are claimed to be gifrgna third partys intellectua
property;
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* pay damages (which in some instances may be times tictual damages), including royalties on pagitare sales;

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

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

If any adverse ruling in any such matter occurg,r@sulting limitations in our ability to market oproducts, or delays and costs
associated with redesigning our products or paysehlicense fees to third parties, or any failbyeus to develop or license a substitute
technology on commercially reasonable terms coalceha material adverse effect on our businessidiabcondition and results of operations.

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

We also may find it necessary to litigate agaitisers, including our competitors, customers anthéaremployees, to enforce our
intellectual property, contractual and commerdgihts including, in particular, our trade secresswell as to challenge the validity and scope
of the proprietary rights of others. We could beemubject to counterclaims or countersuits agaissts a result of this litigation. Moreover,
any legal disputes with customers could cause tioerease buying or using our products or delay fh@ichase of our products and could
substantially damage our relationship with them.

Any litigation, regardless of its outcome, wouldtbee consuming and costly to resolve, divert oanagement’s time and attention
and negatively impact our results of operations.daAfenot assure you that current or future infringehtlaims by third parties or claims for
indemnification by customers or end users of oodpcts resulting from infringement claims will g asserted in the future or that such
assertions, if proven to be true, will not matdyialdversely affect our business, financial comditor results of operations.

Our operating results may be adversely impactedvayldwide economic and political uncertainties amspecific conditions in the markets \
address, including the cyclical nature of and valay in the memory market and semiconductor induogt

Adverse changes in domestic and global economigalitical conditions have made it extremely difficfor our customers, our
vendors and us to accurately forecast and plameitusiness activities, and they have caused anld continue to cause U.S. and foreign
businesses to slow spending on our products anétesy which would further delay and lengthen salades. In addition, sales of our prodt
are dependent upon demand in the computing, netmggreommunications, printer, storage and indulstnarkets. These markets have been
cyclical and are characterized by wide fluctuationgroduct supply and demand. These markets hegyerienced significant downturns, often
connected with, or in anticipation of, maturing gwet cycles, reductions in technology spendingdexdines in general economic conditions.
These downturns have been characterized by dingdiphoduct demand, production overcapacity, higknitory levels and the erosion of
average selling prices.

We may experience substantial period-to-perioddiations in future operating results due to factdfecting the computing,
networking, communications, printers, storage andistrial markets. A decline or significant shdttfia demand in any one of these markets
could have a material adverse effect on the derfmmalr products. As a result, our sales will likelecline during these periods. In addition,
because many of our costs and operating expenseslatively fixed, if we are unable to control @xpenses adequately in response to
reduced sales, our gross margins, operating in@meash flow would be negatively impacted.
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During challenging economic times our customers faag issues gaining timely access to sufficieatlity which could impair their
ability to make timely payments to us. If that weseoccur, we may be required to increase our alme for doubtful accounts and our days
sales outstanding would be negatively impactedthieamore, our vendors may face similar issues ggiaccess to credit, which may limit tt
ability to supply components or provide trade dréalus. We cannot predict the timing, strengtldwration of any economic slowdown or
subsequent economic recovery, worldwide, or imtigenory market and related semiconductor industtiel economy or markets in which
operate do not continue to improve or if conditismsen, our business, financial condition andltesaf operations will likely be materially
and adversely affected. Additionally, the combioatof our lengthy sales cycle coupled with challaggnacroeconomic conditions could
compound the negative impact on the results obperations.

Our lack of a significant backlog of unfilled ordes, and the difficulty inherent in forecasting custoer demand, makes it difficult to forecast
our short-term production requirements to meet thdémand, and any failure to optimally calibrate oproduction capacity and inventory
levels to meet customer demand could adverselycafier revenues, gross margins and earnings.

We make significant decisions regarding the leeélsusiness that we will seek and accept, prodo&ahedules, component
procurement commitments, personnel needs and @beurce requirements, based on our estimatesstdroar requirements. We do not have
long-term purchase agreements with our customestedd, our customers often place purchase ordarsore than two weeks in advance of
their desired delivery date, and these purchaseregkenerally have no cancellation or reschedydaralty provisions. The shaefm nature @
commitments by many of our customers, the factdbatcustomers may cancel or defer purchase ofdeany reason, and the possibility of
unexpected changes in demand for our customerdupts each reduce our ability to accurately esgrfistuire customer requirements for our
products. This fact, combined with the quick turotand times that apply to each order, makes itadiff to forecast our production needs and
allocate production capacity efficiently. We attdrtgpforecast the demand for the DRAM ICs, NANDdarther components needed to
manufacture our products. Lead times for componeantg significantly and depend on various factetsh as the specific supplier and the
demand and supply for a component at a given time.

Our production expense and component purchaseslavelbased in part on our forecasts of our cusggure product requiremer
and to a large extent are fixed in the short tékma result, we likely will be unable to adjust sgmg on a timely basis to compensate for any
unexpected shortfall in those orders. If we ovémestie customer demand, we may have excess rawialateentory of DRAM ICs and
NAND. If there is a subsequent decline in the @icEDRAM ICs or NAND, the value of our inventonyjllfall. As a result, we may need
write-down the value of our DRAM IC or NAND invemrig which may result in a significant decreasetin gross margin and financial
condition. Also, to the extent that we manufacfur@ducts in anticipation of future demand that doetsmaterialize, or in the event a customel
cancels or reduces outstanding orders, we couldrgqre an unanticipated increase in our finistemtg inventory. In the past, we have ha
write-down inventory due to obsolescence, exceastifies and declines in market value below outscasny significant shortfall of customer
orders in relation to our expectations could hurt@perating results, cash flows and financial ol

Also, any rapid increases in production requiredbycustomers could strain our resources and eeducmargins. If we
underestimate customer demand, we may not havieisuffinventory of DRAM ICs and NAND on hand to mdacture enough product to
meet that demand. We also may not have sufficiemufacturing capacity at any given time to meetaustomers’ demands for rapid
increases in production. These shortages of invgmatod capacity will lead to delays in the delivefyour products, and we could forego sales
opportunities, lose market share and damage otwroes relationships.

Declines in our average sales prices, driven byatité prices for DRAM ICs and NAND, among other faars, may result in declines in ot
revenues and gross profit.

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

Once our prices with a customer are negotiatecane@gyenerally unable to revise pricing with thattomer until our next regularly
scheduled price adjustment. Consequently, we gresex to the risks associated with the volatilftthe price of DRAM ICs and NAND
during that period. If the market prices for DRARIS and NAND increase, we generally cannot paspribe increases on to our customers fo
products purchased under an existing purchase.okdex result, our cost of sales could increasecamajross margins could decrease.
Alternatively, if there are declines in the pridddlRAM ICs and NAND, we may need to reduce ourisglprices for subsequent purchase
orders, which may result in a decline in our expdactet sales.

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

Our production expense and component purchaseslavelbased in part on our forecasts of our cus&future product requiremer
and to a large extent are fixed in the short tekea result, we likely will be unable to adjust sgimg on a timely basis to compensate for any
unexpected shortfall in those orders. If we ovéreste customer demand, we may have excess rawiald@eentory of DRAM ICs and
NAND. If there is a subsequent decline in the @icEDRAM ICs or
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NAND, the value of our inventory will fall. As asalt, we may need to wr-down the value of our DRAM IC or NAND inventory hich may
result in a significant decrease in our gross nmaagid financial condition. Also, to the extent thet manufacture products in anticipation of
future demand that does not materialize, or inetrent a customer cancels or reduces outstandimgspnde could experience an unanticipated
increase in our finished goods inventory. In thstpae have had to writdewn inventory due to obsolescence, excess quenttid declines |
market value below our costs. Any significant sfadirof customer orders in relation to our expeotag could hurt our operating results, cash
flows and financial condition.

Also, any rapid increases in production requiresbby customers could strain our resources and esducmargins. If we
underestimate customer demand, we may not havieisuffinventory of DRAM ICs and NAND on hand to mdacture enough product to
meet that demand. We also may not have sufficiemufacturing capacity at any given time to meetaustomers’ demands for rapid
increases in production. These shortages of inve@atod capacity will lead to delays in the delivefyour products, and we could forego sales
opportunities, lose market share and damage otwroes relationships.

If the supply of other component materials usedn@nufacture our products is interrupted, or if ounventory becomes obsolete, our rest
of operations and financial condition could be adeely affected.

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

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

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

We maintain a manufacturing facility in the PRC fwoducing most of our products, which allows ustiize our materials and
processes, protect our intellectual property anetlde the technology for manufacturing. A prolongkstuption or material malfunction of,
interruption in or the loss of operations at ounerfacturing facility, or the failure to maintairsafficient labor force at such facility, would
limit our capacity to meet customer demand andydetav product development until a replacement itggciind equipment, if necessary, were
found. The replacement of the manufacturing facdbuld take an extended amount of time before fi@turing operations could restart. The
potential delays and costs resulting from thesessteuld have a material adverse effect on oumnlessi financial condition and results of
operations.

If we are unable to manufacture our products effetly, our operating results could suffe

We must continuously review and improve our mantufideg processes in an effort to maintain satisfigctmanufacturing yields and
product performance, to lower our costs and toretise remain competitive. As we manufacture momagiex products, the risk of
encountering delays or difficulties increases. $tat-up costs associated with implementing newufaturing technologies, methods and
processes, including the purchase of new equipraaedtany resulting manufacturing delays and inigfficies, could negatively impact our
results of operations.

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

We depend on third-parties to design and manufaetwustom components for some of our products.
Significant customized components, such as ASIgg,dre used in some of our products such as Hypad€ are designed and
manufactured by third parties. The ability and wgdhess of such third parties to perform in accocgawith their agreements with us is largely

outside of our control. If one or more of our desay manufacturing partners fails to
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perform its obligations in a timely manner or disfactory quality levels, our ability to bring giacts to market or deliver products to our
customers, as well as our reputation, could sulfifethe event of any such failures, we may haveesaglily available alternative source of
supply for such products, since, in our experietteeJead time needed to establish a relationsiktip amew design and/or manufacturing
partner is at least 12 months, and the estimateel fior our OEM customers to re-qualify our prodwith components from a new vendor
ranges from four to nine months. We cannot assouetlyat we can redesign, or cause to have redesigoe customized components to be
manufactured by a new manufacturer in a timely regnmor can we assure you that we will not infriogethe intellectual property of our
current design or manufacture partner when we rgdélse custom components, or cause such compottebésredesigned by a new
manufacturer. A manufacturing disruption experiehlog our manufacturing partners, the failure of mamufacturing partners to dedicate
adequate resources to the production of our predtiat financial instability of our manufacturingdesign partners, or any other failure of our
design or manufacturing partners to perform acogrth their agreements with us, would have a nedtadverse effect on our business,
financial condition and results of operations.

We have many other risks due to our dependenckimhparty manufacturers, including: reduced cantreer delivery schedules,
quality, manufacturing yields and cost; the potritick of adequate capacity during periods of sgaemand; limited warranties on products
supplied to us; and potential misappropriation ufiatellectual property. We are dependent on ocanufacturing partners to manufacture
products with acceptable quality and manufactuyiledds, to deliver those products to us on a tintelgis and to allocate a portion of their
manufacturing capacity sufficient to meet our neédihough our products are designed using thege®design rules of the particular
manufacturers, we cannot assure you that our metuufiag partners will be able to achieve or maim@iceptable yields or deliver sufficient
guantities of components on a timely basis or ai@®eptable cost. Additionally, we cannot assurethat our manufacturing partners will
continue to devote adequate resources to produgaroducts or continue to advance the process ésapnologies on which the qualification
and manufacturing of our products are based.

If our products do not meet the quality standardsaur customers, we may be forced to stop shipmerfifgroducts until the quality issue
are resolved.

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

If our products are defective or are used in defeetsystems, we may be subject to warranty, prodecalls or product liability claims

If our products are defectively manufactured, ciontiefective components or are used in defectivmalfunctioning systems, we
could be subject to warranty and product liabititgims and product recalls, safety alerts or adyisotices. While we have product liability
insurance coverage, it may not be adequate tdysatisms made against us. We also may be unaldétain insurance in the future at
satisfactory rates or in adequate amounts. Warmamyproduct liability claims or product recallsgardless of their ultimate outcome, could
have an adverse effect on our business, financialition and reputation, and on our ability toattrand retain customers. In addition, we may
determine that it is in our best interest to ac@eptiuct returns in circumstances where we areowatractually obligated to do so in order to
maintain good relations with our customers. Acagpproduct returns may negatively impact our ojegatesults.

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

From time to time, we may become involved in vasitegal proceedings relating to matters incidetatéhe ordinary course of our
business, including commercial, product liabiligynployment, class action, whistleblower and othiggation and claims, and governmental
other regulatory investigations and proceedingshSnatters can be time-consuming, divert managémattention and resources and caus
to incur significant expenses. Furthermore, becétigation is inherently unpredictable, the resudf these actions could have a material
adverse effect on our business, results of ope&maod financial condition.

If we are required to obtain licenses to use thjpdrty intellectual property and we fail to do sajrobusiness could be harme

Although some of the components used in our finatipcts contain the intellectual property of thpatties, we believe that our
suppliers bear the sole responsibility to obtaip @ghts and licenses to such third party intelletiroperty.
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While we have no knowledge that any third parteisor disputes our belief, we cannot assure ydudteputes will not arise in the future. The
operation of our business and our ability to corapsetccessfully depends significantly on our comthaperation without claims of
infringement or demands resulting from such claimsluding demands for payments of money in thenfof, for example, ongoing licensing
fees.

We are also developing products to enter new mgrkilar to our current products, we may use camepts in these new products
that contain the intellectual property of third fxes. While we plan to exercise precautions to éwafringing on the intellectual property rights
of third parties, we cannot assure you that digpui# not arise.

If it is determined that we are required to obifaimound licenses and we fail to obtain licensesf such licenses are not available on
economically feasible terms, our business, opegatisults and financial condition could be sigrmifily harmed.

The flash memory market is constantly evolving acmimpetitive, and we may not have rights to manutaetand sell certain types of
products utilizing emerging flash formats, or we me required to pay a royalty to sell productsliathg these formats

The flash-based storage market is constantly undeggapid technological change and evolving industandards. Many consumer
devices, such as digital cameras, PDAs and smargshardransitioning to emerging flash memory formats sas the Memory Stick, and ;
Picture Card formats, which we do not currently ofanture and do not have rights to manufacturen@lgh we do not currently serve the
consumer flash market, it is possible that cer@iirivis may choose to adopt these higher-volume, kmwest formats. This could result in a
decline in demand, on a relative basis, for otmedpcts that we manufacture such as CompactFl&lan8 embedded USB drives. If we
decide to manufacture flash memory products utigizmerging formats such as those mentioned, wéde&vilequired to secure licenses to give
us the right to manufacture such products that nzdyoe available at reasonable rates or at allelfre not able to supply flash card formats a
competitive prices or if we were to have produdrshges, our net sales could be adversely impaatdaur customers would likely cancel
orders or seek other suppliers to replace us.

Our indemnification obligations for the infringemenby our products of the intellectual property riggof others could require us to pay
substantial damage:

As is common in the industry, we currently haveffect a number of agreements in which we haveezbre defend, indemnify and
hold harmless our customers and suppliers from damand costs which may arise from the infringerbgragur products of third-party
patents, trademarks or other proprietary right® 3dope of such indemnity varies, but may, in sorstances, include indemnification for
damages and expenses, including attorneys’ feasin@urance does not cover intellectual propertrigement. The term of these
indemnification agreements is generally perpetogltane after execution of the agreement. The marinpotential amount of future payme
we could be required to make under these indenatific agreements is unlimited. We may periodichflye to respond to claims and litigate
these types of indemnification obligations. Althbumur suppliers may bear responsibility for thelileictual property inherent in the
components they sell to us, they may lack the firdrability to stand behind such indemnities. Attdially, it may be costly to enforce any
indemnifications that they have granted to us. Adicgly, any indemnification claims by customersikcbrequire us to incur significant legal
fees and could potentially result in the paymergudistantial damages, both of which could resudt iaterial adverse effect on our business
and results of operations.

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

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

Our future success also depends on our abilityttad, retain and motivate highly skilled engiregr manufacturing, and other
technical and sales personnel. Competition for e&peed personnel is intense. We may not be suittéssattracting new engineers or other
technical personnel, or in retaining or motivatg existing personnel. If we are unable to hiré ggtain engineers with the skills necessary t
keep pace with the evolving technologies in ourkets,
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our ability to continue to provide our current puats and to develop new or enhanced products witidgatively impacted, which would harm
our business. In addition, the shortage of expeadrengineers, and other factors, may lead toasekrecruiting, relocation and compense
costs for such engineers, which may exceed ourctxiiens and resources. These increased costs @iey mring new engineers difficult, or
may increase our operating expenses.

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

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

We sell some of our products to customers throughufacturers’ representatives. We are unable wigirthe extent to which our
manufacturers’ representatives will be successfatarketing and selling our products. Moreover, ynainour manufacturers’ representatives
also market and sell other, potentially competimgdpcts. Our representatives may terminate th&itiomships with us at any time. Our future
performance will also depend, in part, on our abtlb attract additional manufacturers’ represewtatthat will be able to market and support
our products effectively, especially in marketsvimich we have not previously distributed our pradutf we cannot retain our current
manufacturers’ representatives or recruit additionaeplacement manufacturers’ representativessales and operating results will be
harmed.

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

Since 2009, substantially all of our world-wide ragacturing production has been performed at ourufaaturing facility in the
People’s Republic of China, or PRC. Language aftdral differences, as well as the geographic distafrom our headquarters in Irvine,
California, further compound the difficulties ofrming a manufacturing operation in the PRC. Ouragament has limited experience in
creating or overseeing foreign operations, andrtbig facility may divert substantial amounts ofitliene. We may not be able to maintain
control over product quality, delivery schedulesnufacturing yields and costs. Furthermore, thésam$ated to having excess capacity hay
the past and may in the future continue to havadsmerse impact on our gross margins and operagsgts.

We manage a local workforce that may subject uegalatory uncertainties. Changes in the labor lefstee PRC could increase the
cost of employing the local workforce. The increhgelustrialization of the PRC, as well as genecainomic and political conditions in the
PRC, could also increase the price of local laBor or all combination of these factors could négdy impact the cost savings we currently
enjoy from having our manufacturing facility in tR&C.

Economic, political and other risks associated wititernational sales and operations could adversaffect our net sales

Part of our growth strategy involves making satefteign corporations and delivering our produot&acilities located in foreign
countries. To facilitate this process and to meetlong-term projected demand for our productshasge set up a manufacturing facility in the
PRC. Selling and manufacturing in foreign countsebjects us to additional risks not present withdomestic operations. We are operatin
business and regulatory environments in which e tiaited previous experience. We will need totomre to overcome language and
cultural barriers to effectively conduct our oparas in these environments. In addition, the ecaeeraf the PRC and other countries have
been highly volatile in the past, resulting in sigant fluctuations in local currencies and othestabilities. These instabilities affect a number
of our customers and suppliers in addition to @aueijn operations and continue to exist or may pagain in the future.

In the future, some of our net sales may be denateihin Chinese Renminbi (“RMB”). The Chinese goweent controls the
procedures by which RMB is converted into otherencies, and conversion of RMB generally requi@gegnment consent. As a result, RMB
may not be freely convertible into other currenaieall times. If the Chinese government institutieanges in currency conversion procedures
or imposes restrictions on currency conversionséhactions may negatively impact our operationscandd reduce our operating results. In
addition, fluctuations in the exchange rate betwebtB and U.S. dollars may adversely affect our exges and results of operations as well a
the value of our assets and liabilities. Thesetfiattons may also adversely affect the comparghifitour period-to-period results. If we decide
to declare dividends and repatriate funds fromGhinese operations, we will be required to compiythe procedures and regulations of
applicable Chinese law. Any changes to these proesdnd regulations, or our failure to comply viftbse procedures and regulations, could
prevent us from making dividends and repatriatingdf from our
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Chinese operations, which could adversely affecffioancial condition. If we are able to make dimmils and repatriate funds from our Chir
operations, these dividends would be subject to tbforate income tax.

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

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

Our operations could be disrupted by power outagestural disasters or other factors.

Due to the geographic concentration of our manufaay operations and the operations of certainusfsuppliers, a disruption
resulting from equipment failure, power failuresatity control issues, human error, governmentrigation or natural disasters, including
earthquakes and floods like those that have sttapkn and Thailand, respectively, could interruphi@rfere with our manufacturing
operations and consequently harm our businessidialacondition and results of operations. Suchugions would cause significant delays in
shipments of our products and adversely affecoperating results.

Our failure to comply with environmental laws anagulations could subject us to significant fines @fiabilities or cause us to incur
significant costs

We are subject to various and frequently changir® féderal, state and local and foreign governaidatvs and regulations relating
to the protection of the environment, includinggegoverning the discharge of pollutants into tharsd water, the management and disposal
of hazardous substances and wastes, the cleamgptaiminated sites and the maintenance of a sal@lace. In particular, some of our
manufacturing processes may require us to handlelispose of hazardous materials from time to tifoe.example, in the past our
manufacturing operations have used lead-basedrdoltiee assembly of our products. Today, we uad-feee soldering technologies in our
manufacturing processes, as this is required folymts entering the European Union. We could isalstantial costs, including clean-up
costs, civil or criminal fines or sanctions anddhparty claims for property damage or personairinjas a result of violations of, or
noncompliance with, environmental laws and regaketi These laws and regulations also could regsite incur significant costs to remain in
compliance.

Our internal controls over financial reporting manot be effective, which could have a significantéadverse effect on our business.

Section 404 of the Sarbanes-Oxley Act of 2002 Aed¢lated rules and regulations of the SEC, wiveltollectively refer to as
Section 404, require us to evaluate our internatrods over financial reporting to allow managemtenteport on those internal controls as of
the end of each year. Effective internal controésraecessary for us to produce reliable finaneipbrts and are important in our effort to
prevent financial fraud. In the course of our Sat#04 evaluations, we may identify conditions tinaty result in significant deficiencies or
material weaknesses and we may conclude that eaimamts, modifications or changes to our internatrods are necessary or desirable.
Implementing any such matters would divert therditbe of our management, could involve significaasts, and may negatively impact our
results of operations.

We note that there are inherent limitations oneffiectiveness of internal controls, as they capmevent collusion, management
override or failure of human judgment. If we falrhaintain an effective system of internal contaisf management or our independent
registered public accounting firm were to discoveterial weaknesses in our internal controls, wg beaunable to produce reliable financial
reports or prevent fraud, and it could harm ouafficial condition and results of operations, reisudt loss of investor confidence and negati
impact our stock price.
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If we do not effectively manage future growth, otgsources, systems and controls may be strained@mndresults of operations may suffe

Any future growth may strain our resources, managermformation and telecommunication systems, @etational and financial
controls. To manage future growth effectively, tdihg any expansion of volume in our manufactufamility in the PRC, we must be able to
improve and expand our systems and controls. Wermaae able to do this in a timely or cost-effeetmanner, and our current systems and
controls may not be adequate to support our fudpezations. In addition, our officers have reldiMenited experience in managing a rapidly
growing business. As a result, they may not be tbprovide the guidance necessary to manage fgtoseth or maintain future market
position. Any failure to manage our growth or imger expand our existing systems and controlanexpected difficulties in doing so, cot
harm our business.

If we acquire other businesses or technologieshe future, these acquisitions could disrupt our boess and harm our operating resul
and financial condition.

We will evaluate opportunities to acquire businessetechnologies that might complement our curpeotiuct offerings or enhance

our technical capabilities. We have no experiencacuiring other businesses or technologies. Aifipns entail a number of risks that could
adversely affect our business and operating resaottiding, but not limited to:

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

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

» insufficient increases in net sales to offset inse&l expenses associated with acquisitions orrachgeompanies;

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

» the overestimation of potential synergies or ayd&laealizing those synergies;

» entering markets in which we have no or limitedezignce and in which competitors have stronger gtgsksitions; and

» the potential loss of key employees of the acqui@dpanies.

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

Our principal stockholders have significant votingower and may take actions that may not be in tlestointerest of our other stockholders.

As of July 31, 2014, approximately 13.9 % of outstanding common stock was held by affiliates,udaotg 13.7% held by Chun K.
Hong, our chief executive officer and chairman of board of directors. As a result, Mr. Hong hasability to exert substantial influence over
all matters requiring approval by our stockhold@rsluding the election and removal of directord any proposed merger, consolidation or
sale of all or substantially all of our assets atiter corporate transactions. This concentratioroofrol could be disadvantageous to other

stockholders with interests different from thosevisf Hong.

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

Our certificate of incorporation and bylaws contpiovisions that could delay or prevent a changeootrol of our company or
changes in our board of directors that our stoakdrs might consider favorable. In addition, thesevisions could limit the price that investors
would be willing to pay in the future for sharesonir common stock. The following are examples ofvjgions which are included in our
certificate of incorporation and bylaws, each agmded:
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» our board of directors is authorized, without pstawckholder approval, to designate and issue pesfestock, commonly referred
to as “blank check” preferred stock, with rightsise to those of our common stock;

stockholder action by written consent is prohikited

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

» our board of directors is expressly authorized &ixe alter or repeal our bylaws.

In addition, we are governed by the provisions @ft®n 203 of the Delaware General Corporate Lakickwmay prohibit certain
business combinations with stockholders owning Ds%nore of our outstanding voting stock. These athér provisions in our certificate of
incorporation and bylaws, and of Delaware law, daubke it more difficult for stockholders or pot@hticquirers to obtain control of our
board of directors or initiate actions that areagma by the then-current board of directors, indgdielaying or impeding a merger, tender
offer, or proxy contest or other change of contrahsaction involving our company. Any delay ornyanetion of a change of control transaction
or changes in our board of directors could pretfesmiconsummation of a transaction in which ourldtofders could receive a substantial
premium over the then-current market price forrtebares.

The price of and volume in trading of our commonosk has and may continue to fluctuate significantly

Our common stock has been publicly traded sinceeNter 2006. The price of our common stock andrtdirtg volume of our

shares are volatile and have in the past fluctusiggdficantly. There can be no assurance as tptiices at which our common stock will trade

in the future or that an active trading marketim common stock will be sustained in the futuree Timarket price at which our common stock
trades may be influenced by many factors, includingnot limited to, the following:

» our operating and financial performance and praspéwcluding our ability to achieve and sustaiafpability in the future;

*  investor perception of us and the industry in whighoperate;

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

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

» sales of our newly issued common stock or othaurgiges or the perception that such sales may gccur

« general financial and other market conditions; and

» changing and recently volatile domestic and inteéonal economic conditions.

In addition, shares of our common stock and thdipstock markets in general, have experienced,raag continue to experience,
extreme price and trading volume volatility. Thésetuations may adversely affect the market pateur common stock and a stockholder’s
ability to sell their shares into the market at desired time or at the desired price.

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

(a)(2) Exhibits

3.1 Restated Certificate of Incorporation of Netlist¢ | (incorporated by reference to exhibit 3.1 @&f tegistration statement on
Form S-1 of the registrant (No. 333-136735) fileithwthe Securities and Exchange Commission (theC'$Bn October 23,
2006).
3.z Amended and Restated Bylaws of Netlist, Inc. (ipooated by reference to exhibit number 3.1 of #ggstrant’s Current
Report on Form-K filed with the SEC on December 20, 201
31.1+ Certification of Chief Executive Officer pursuantRule 13a-14(a) or Rule 15d-14(a) of the Secusritied Exchange Act of
1934, as adopted pursuant to Section 302 of theaBa-Oxley Act of 2002
31.2+ Certification of Chief Financial Officer pursuaotRule 13a-14(a) or Rule 15d-14(a) of the Securitied Exchange Act of
1934, as adopted pursuant to Section 302 of theaBa-Oxley Act of 2002
32+ Certification by Chief Executive Officer and Chighancial Officer pursuant to 18 U.S.C. Section(,3% adopted pursuant
to Section 906 of the Sarba-Oxley Act of 2002
101.INS+4 XBRL Instance Documer
101.SCH+- XBRL Taxonomy Extension Schema Docum
101.CAL++ XBRL Taxonomy Extension Calculation Linkbase Docuntr
101.LAB++ XBRL Taxonomy Extension Label Linkbase Docum
101.PRE+ XBRL Taxonomy Extension Presentation Linkbase Doent
101.DEF+- XBRL Taxonomy Extension Definition Linkbase Docunh
+ Filed herewith.
++ Furnished herewith. In accordance with Rule 406Refulation S-T, the information in these exhikhsll not be deemed to be

“filed” for purposes of Section 18 of the Secustind Exchange Act of 1934, or otherwise subjeliability under that section, and
shall not be incorporated by reference into anystegfion statement or other document filed untler$ecurities Act of 1933, except
as expressly set forth by specific reference imdiling.
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SIGNATURES

Pursuant to the requirements of the Securities &xgh Act of 1934, the Registrant has duly causisd¢iport to be signed on its behalf

the undersigned thereunto duly authorized.

Date: August 12, 201
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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

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

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

3. Based on my knowledge, the financial statementsodimer financial information included in this repdairly present in all
material respects the financial condition, resoftsperations and cash flows of the Registrantfaaral 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 18a}Hnd 15d-15(e)) and internal control over firaheeporting (as defined in Exchange
Act Rules 13a-15(f) and 15d-15(f)) for the Registrand we have:

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

b) Designed such internal control over financial réjpgr, or caused such internal control over finahi@aorting to be
designed under our supervision, to provide readeradsurance regarding the reliability of financegorting and the preparation of financial
statements for external purposes in accordancegeitierally accepted accounting principles:

C) Evaluated the effectiveness of the Registrant’'sldésire controls and procedures and presentedsimeport 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 Registsanternal control over financial reporting thatcurred during
the Registrant’s most recent fiscal quarter (thgiReant’s fourth fiscal quarter in the case ofammual report) that has materially affected, or i
reasonably likely to materially affect, the Regdasi’'s internal control over financial reporting;dan

5. The Registrant’s other certifying officer and | kadisclosed, based on our most recent evaluatiorterhal control over
financial reporting, to the Registrant’s auditonsl dhe audit committee of the Registrant’s boardigctors (or persons performing the
equivalent functions):

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

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

August 12, 2014 /s/ Chun K. Hon¢
Chun K. Hong
President, Chief Executive Officer and ChairmathefBoarc
(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

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

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

3. Based on my knowledge, the financial statementsodimer financial information included in this repdairly present in all
material respects the financial condition, resoftsperations and cash flows of the Registrantfaaral 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 18a}Hnd 15d-15(e)) and internal control over firaheeporting (as defined in Exchange
Act Rules 13a-15(f) and 15d-15(f) for the Registramd we have:

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

b) Designed such internal control over financial réjpgr, or caused such internal control over finahi@aorting to be
designed under our supervision, to provide readeradsurance regarding the reliability of financegorting and the preparation of financial
statements for external purposes in accordancegeitierally accepted accounting principles:

C) Evaluated the effectiveness of the Registrant’'sldésire controls and procedures and presentedsimeport 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 Registsanternal control over financial reporting thatcurred during
the Registrant’s most recent fiscal quarter (thgiReant’s fourth fiscal quarter in the case ofammual report) that has materially affected, or i
reasonably likely to materially affect, the Regdasi’'s internal control over financial reporting;dan

5. The Registrant’s other certifying officer and | kadisclosed, based on our most recent evaluatiorterhal control over
financial reporting, to the Registrant’s auditonsl dhe audit committee of the Registrant’s boardigctors (or persons performing the
equivalent functions):

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

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

August 12, 2014 /s/ Gail M. Sasak
Gail M. Sasak
Vice President and Chief Financial Offic
(Principal Financial Officer




Exhibit 32

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

In connection with the Quarterly Report on FormQ@f Netlist, Inc., a Delaware corporation (“Netl)sor the quarter ended June 28, 2014
(the “Report”), Chun K. Hong, president, chief exie officer and chairman of the board of Netlestd Gail M. Sasaki, vice president and
chief financial officer of Netlist, each hereby tifes, pursuant to 18 U.S.C. Section 1350, as stbpursuant to Section 906 of the Sarbanes-
Oxley Act of 2002, that, to his or her knowledge:

(1) the Report fully complies with the requirementsSefiction 13(a) of the Securities Exchange Act o041 @3d

(2 the information contained in the Report fairly gmets, in all material respects, the financial cbadiand results of
operations of Netlist, Inc.

August 12, 2014 /s/ Chun K. Hon¢

Chun K. Hong
President, Chief Executive Officer and Chairmathef Boarc
(Principal Executive Officer

August 12, 2014 /s/ Gail M. Sasak
Gail M. Sasak
Vice President and Chief Financial Offic
(Principal Financial Officer




