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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)
April 4, January 3,
2009 2009
ASSETS
Current assett
Cash and cash equivale $ 8,56: $ 15,21«
Investments in marketable securit 11,077 5,19¢
Accounts receivable, n 89t 1,913
Inventories 1,322 1,82¢
Income taxes receivab 647 1,88(
Prepaid expenses and other current a: 78€ 761
Total current asse 23,29( 26,80(
Property and equipment, r 6,27 6,93¢
Long-term investments in marketable securi 981 96(
Other asset 22t 234
Total asset $ 30,76¢ $ 34,93t
LIABILITIES AND STOCKHOLDERS ' EQUITY
Current liabilities:
Accounts payabl $ 1,32 $ 1,78¢
Current portion of lon-term debt 43¢ 474
Current portion of deferred gain on sale and leaslelransactiol 11¢ 11¢
Accrued expenses and other current liabili 2,04¢ 2,08:
Total current liabilities 3,91¢ 4,461
Long-term debt, net of current portic 48 13C
Deferred gain on sale and leaseback transactiomf meirrent portior 78 10¢€
Total liabilities 4,04 4,69¢
Commitments and contingenci
Stockholder’ equity:
Common stock, $0.001 par val- 90,000 shares authorized; 19,855 shares issueduasiginding 20 20
Additional paic-in capital 69,69( 69,38
Accumulated defici (42,960 (39,119
Accumulated other comprehensive i (24) (56)
Total stockholder equity 26,72¢ 30,23¢
Total liabilities and stockholde’ equity $ 30,76¢ $ 34,93

See accompanying notes.
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NETLIST, INC. AND SUBSIDIARIES

Unaudited Condensed Consolidated Statements of Opions

Net sales
Cost of sales(1
Gross (loss) profi
Operating expense
Research and development
Selling, general and administrative
Total operating expens:
Operating los:
Other income (expense
Interest income, ne
Other income (expense), r
Total other income, n¢

Loss before provision (benefit) for income ta

Provision (benefit) for income tax
Net loss
Net loss per common sha
Basic
Diluted
Weightec-average common shares outstand
Basic
Diluted

(in thousands, except per share amounts)

Three Months Ended

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

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

April 4, March 29,
2009 2008

$ 2,16: $ 13,10«
2,69¢ 9,97

(537) 3,131

1,614 1,57¢

1,93t 3,46¢

3,54¢ 5,04/
(4,086) (1,919

82 23¢

17t (92)

257 14¢

(3,829 (1,765

18 (1,18)

$ (3,847 $ (589
$ (0.19 $ (0.09)
$ (0.19 $ (0.09)
19,85t 19,82(
19,85¢ 19,82(

$ 28 % 14
58 23

22( 207

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

Cash flows from operating activitie
Net loss
Adjustments to reconcile net loss to net cash (irgepirovided by operating activitie
Depreciation and amortizatic
Amortization of deferred gain on sale and leaseltsrisactior
Deferred income taxe
Gain on disposal of asse
Stock-based compensatic
Changes in operating assets and liabilit
Accounts receivabl
Inventories
Income taxes receivab
Prepaid expenses and other current a:
Other asset
Accounts payabl
Accured expenses and other current liabili
Net cash (used in) provided by operating activi
Cash flows from investing activitie
Acquisition of property and equipme
Proceeds from sales of equipm
Purchase of investments in marketable secul
Proceeds from maturities of investments in marketabcurities
Proceeds from sales of investments in marketaloiergies
Net cash (used in) provided by investing activi
Cash flows from financing activitie
Borrowings on line of cred
Payments on line of crec
Payments on del
Tax benefit from exercise of warrat
Net cash used in financing activiti
(Decrease) increase in cash and cash equiv
Cash and cash equivalents at beginning of pe

Cash and cash equivalents at end of pe
See accompanying notes.
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Three Months Ended

April 4, March 29,

2009 2008
$  (384) $ (584)
581 527
(30) (30
— (72)
(16€) -
307 244
1,02z 4,13t
507 (259)
1,23: (1,209
(25) (271)
9 10
(466) ©)
(38) (395)
(91F) 2,097
(22) (339)
27¢ —
(10,297 (6,377)
3,40( 7,15(
1,03( 1,02¢
(5,619 1,46(
4,91¢ 18,191
(4,916 (19,829
(123) (227)
— 32
(129) (1,837%)
(6,651) 1,72¢
15,21« 7,18z
$ 8,56¢ $ 8,90¢




Table of Contents

NETLIST, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

April 4, 2009
Note 1—Description of Business

Netlist, Inc. (the “Company” or “Netlist”) desigrad manufactures high performance memory subsydtertise server, high
performance computing and communications markéts.Jompany’s memory subsystems consist of dynaenidam access memory
integrated circuits, NAND flash memory, or NAND,chather components assembled on a printed ciroaitdo Headquartered in Irvine,
California, Netlist's solutions are targeted at laggdions where memory plays a key role in meesiggtem performance requirements. In 2007,
the Company established a manufacturing facilitthenPeople’'s Republic of China, or PRC, which bes@aperational in July 2007 upon the
successful qualification of certain key customers.

Note 2—Summary of Significant Accounting Policies
Basis of Presentation

The interim unaudited condensed consolidated filmhstatements have been prepared in accordanheaegbunting principles generally
accepted in the United States of America (the “Q®r interim financial information and with th@structions to Securities and Exchange
Commission (“SEC”) Form 10-Q and Article 8 of SE€drlation S-X. These financial statements do ndtre all of the information and
footnotes required by accounting principles geteradcepted in the U.S. for complete financialetaents. Therefore, these unaudited
condensed consolidated financial statements shxmutéad in conjunction with the Company’s auditedsolidated financial statements and
notes thereto for the year ended January 3, 286®ded in the Company’s Annual Report on Form 1filéd with the SEC on March 30,
2009.

The condensed consolidated financial statementsdad herein as of April 4, 2009 are unaudited; éasv, they contain all normal
recurring accruals and adjustments that, in theiopiof the Company’s management, are necessagmesent fairly the consolidated financial
position of the Company and its wholly owned sulasids as of April 4, 2009, the consolidated resaftits operations for the three months
ended April 4, 2009 and March 29, 2008, and thesalithated cash flows for the three months endedl Ap2009 and March 29, 2008. All
intercompany balances and transactions have beeimaled in consolidation. The results of operadifor the three months ended April 4,
2009 are not necessarily indicative of the redoltse expected for the full year or any future iimeperiods.

Principles of Consolidation

The consolidated financial statements include to®ants of Netlist, Inc. and its wholly owned suliiies. All intercompany balanc
and transactions have been eliminated in cons@iaat

Fiscal Year

The Company operates under a 52/53-week fiscalgmding on the Saturday closest to December 31fiseal 2009, the Company’s
fiscal year end is scheduled to be January 2, 2080will consist of 52 weeks. Each of the Comparfiiys three quarters in a fiscal year is
comprised of 13 weeks.

Use of Estimates

The preparation of financial statements in conftymiith accounting principles generally acceptethi@ U.S. requires management to
make estimates and assumptions that affect thetegpamounts of the assets and liabilities andalisce of contingent assets and liabilities at
the date of the financial statements, and the ted@mounts of revenues and expenses during tbetirepperiod. Significant estimates made
by management include, among others, valuationw@stments in marketable securities, provisionsifaollectible receivables and sales
returns, warranty liabilities, valuation of inverits, recoverability of long-lived assets, stoclsdxhcompensation expense and realization of
deferred tax assets. The Company bases its estimateassumptions on current facts, historical spee and various other factors that it
believes to be reasonable under the circumstatiwsesults of which form the basis for making jodgnts about the carrying values of assets
and liabilities and the accrual of costs and expsitisat are not readily apparent from other souides actual results experienced by the
Company may differ materially and adversely fromdstimates. To the extent there are materialrdiffes between the estimates and the
actual results, future results of operations wélldifected.
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Revenue Recognition

The Company’s revenues primarily consist of prodaes of high performance memory subsystems ginatiequipment manufacturers
("OEMs”). Revenues also include sales of excessritories to distributors and other users of menttagrated circuits (“ICs”) totaling
approximately $0.1 million and $0.1 million, foretlthree months ended April 4, 2009 and March 20828espectively.

The Company recognizes revenues in accordancethdtBEC’s Staff Accounting Bulletin No. 10Revenue RecognitidiSAB 104").
Under the provisions of SAB 104, the Company recemrevenues when there is persuasive eviderae afrangement, product delivery and
acceptance have occurred, the sales price is fixdéterminable, and collectibility of the resudtireceivable is reasonably assured.

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

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

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

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

The Company accounts for its investments in mabtetsecurities in accordance with Statement of g Accounting Standards
(“SFAS”) No. 115,Accounting for Certain Investments in Debt and Bg8iecurities and Financial Accounting Standards Board (“FASB”)
Staff Position (“FSP”) Nos. 115-1 and 124The Meaning of Other-Than-Temporary Impairment kad\pplication to Certain Investments.
The Company determines the appropriate classificaif its investments at the time of purchase aedaluates such designation at each
balance sheet date. The Company’s investments iketadle securities have been classified and ateduor as available-for-sale based on
management’s investment intentions relating todtsesurities. Available-for-sale securities ar¢estat market value, and are generally based
on market quotes, to the extent they are availdhieealized gains and losses, net of applicablerdsd taxes, are recorded as a component of
other comprehensive income (loss). Realized gaidd@sses and declines in value judged to be dtizertemporary are determined based on
the specific identification method and are repoitedther income, net in the unaudited condensedaalated statements of operations.

The Company generally invests its excess cashrimedtic bank-issued certificates of deposit whialycgederal deposit insurance,
money market funds and in highly liquid debt instents of U.S. municipalities, corporations andth8. government and its agencies. All
highly liquid investments with stated maturitiestiofee months or less from the date of purchaselassified as cash equivalents; all
investments with stated maturities of greater tthaee months are classified as investments in relesecurities.
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Fair Value of Financial Instruments

The Company'’s financial instruments consist prialipof cash and cash equivalents, investmentsarketable securities, accounts
receivable, accounts payable, accrued expensededmdnstruments. Effective December 30, 2007 Qbmpany adopted SFAS No. 15-4ir
Value Measuremen{sSFAS 157"), which defines fair value, establistzeamework for measuring fair value in accordawité accounting
principles generally accepted in the U.S. and edpaaquired disclosures about fair value measuresnBarsuant to SFAS 157, other than for
certain investments in auction rate securities fé&te 4), the fair value of the Company’s cash egjents and investments in marketable
securities is determined based on quoted pricastine markets for identical assets or Level 1 taplihe Company believes that the carrying
values of all other financial instruments approxieteir current fair values due to their naturd sespective durations.

Allowance for Doubtful Accounts

The Company evaluates the collectibility of accewetceivable based on a combination of factorsates where the Company is awar
circumstances that may impair a specific custorragsibty to meet its financial obligations subsequi the original sale, the Company will
record an allowance against amounts due, and theeelice the net recognized receivable to the atrtberCompany reasonably believes will
be collected. For all other customers, the Compangrds allowances for doubtful accounts basedaoiiynon the length of time the
receivables are past due, the current businessoanvent and its historical experience.

Concentration of Credit Risk

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

The Company invests primarily in money market fuadd high quality commercial paper and other deftriiments. Cash equivalents
maintained with high quality institutions, the coosjfition and maturities of which are regularly mon#d by management. Investments in
marketable securities are generally in high-creddlity debt instruments with an active resale raaruch investments are made only in
instruments issued or enhanced by higlality institutions. The U.S. Treasury throughemporary Guarantee Program of Money Market fi
has guaranteed money market investments on hamidSeptember 19, 2008. These funds are guarartieaagh September 18, 2009. The
Company had $5.3 million of U.S Treasury guaranteedey market funds and FDIC insured funds at Apr2009. In addition, the Company
had $3.5 million in treasury notes that are digdigations of the US government. The Company lsnturred any credit risk losses related
to these investments.

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

Inventories

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

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

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

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

Stock-Based Compensation

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

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

The fair value of common stock option awards to kyges and directors is calculated using the Blackeles option pricing model. The
Black-Scholes model requires subjective assumptiegarding future stock price volatility and expttime to exercise, along with
assumptions about the riflee interest rate and expected dividends, whitdcathe estimated fair values of these awards.ekpected term «
options granted is derived from historical dateearployee exercises and pesisting employment termination behavior. The expaeblatility
is based on the historical volatilities of the coomstock of comparable publicly traded companietdan the Company’s belief that it
currently has limited historical data regarding Woéatility of its stock price on which to base @amingful estimate of expected volatility. The
risk-free rate selected to value any particulangigbased on the U.S. Treasury rate that correfpto the expected term of the grant effective
as of the date of the grant. The expected dividesdamption is based on the Company’s history apdatation of dividend payouts. These
factors could change in the future, affecting teeedmination of stock-based compensation expeniétire periods.

Income Taxes

Under Accounting Principles Board Opinion No. 8erim Financial Reporting“APB 28"), the Company is required to adjust its
effective tax rate each quarter to be consistetit thie estimated annual effective tax rate. The @y is also required to record the tax im
of certain discrete items, unusual or infrequentigurring, including changes in judgment about &tn allowances and effects of changes in
tax laws or rates, in the interim period in whibley occur. In addition, jurisdictions with a prdjed loss for the year or a year-to-date loss
where no tax benefit can be recognized are exclérded the estimated annual effective tax rate. ifiggact of such an exclusion could resul
a higher or lower effective tax rate during a gauftir quarter, based upon the mix and timing afi@atarnings versus annual projections.

The Company accounts for income taxes in accordaitbeSFAS No. 109Accounting for Income Tax€SFAS 109”).Under SFAS 10¢
deferred tax assets and liabilities are recogniaedflect the estimated future tax effects, calted at currently effective tax rates, of future
deductible or taxable amounts attributable to ev#mdt have been recognized on a cumulative hagieiconsolidated financial statements. A
valuation allowance related to a deferred tax d@sseicorded when it is more likely than not thaihe portion of the deferred tax asset will not
be realized.

The Company adopted FASB Interpretation No.A&ounting for Uncertainty in Income Taxes—An Iptetation of FASB Statement
No. 109(“FIN 48") on December 31, 2006, the first day of its fis@@02 FIN 48 seeks to reduce the diversity in pcactissociated with cert:
aspects of measurement and recognition in accaufgmncome taxes. FIN 48 prescribes a recognitimashold and measurement requirer
for the financial statement recognition of a tasifion that has been taken or is expected to kentak a tax return and also provides guidance
on de-recognition, classification, interest andghées, accounting in interim periods, disclosuned transition. Under FIN 48 the Company
may only recognize or continue to recognize taxtjprs that meet a “more likely than not” threshold

9
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Research and Development Expenses
Research and development expenditures are expentezlperiod incurred.
Comprehensive Income (Loss)

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

Risks and Uncertainties

The Company’s operations in the People’s RepulfliCiona (“PRC")are subject to various political, geographical andnomic risks an
uncertainties inherent to conducting business im&hrhese include, but are not limited to, (i)gmdtal changes in economic conditions in the
region, (i) managing a local workforce that maypjset the Company to uncertainties or certain raguy policies and (iii) changes in other
policies of the Chinese governmental and regulaagencies. Additionally, the Chinese governmentrodgithe procedures by which its local
currency, the Chinese Renminbi (“RMB”), is convdrirto other currencies. If changes or restrictionthe conversion of RMB are instituted,
the Company’s operations and operating resultstmayegatively impacted.

Foreign Currency Remeasurement

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

Net Income (Loss) Per Share

Basic net income (loss) per share is calculateditiging net income (loss) by the weighted-averagemon shares outstanding during
the period. Diluted net income (loss) per shaealsulated by dividing the net income (loss) by wedghted-average shares and dilutive
potential common shares outstanding during theogeBilutive potential shares consist of dilutiveases issuable upon the exercise of
outstanding stock options and warrants computetttbie treasury stock method.

New Accounting Pronouncements

In April 2009, the FASB issued FSP FAS 15MDétermining Fair Value When the Volume and Levélaiivity for the Asset or Liability
Have Significantly Decreased and ldentifying Trastsms That Are Not Orderl(“FSP FAS 157-4"), which provides additional guidarfor
estimating fair value in accordance with SFAS 15BP FAS 157-4 states that a significant decreatieeivolume and level of activity for the
asset or liability when compared with normal maiketivity is an indication that transactions or tpebprices may not be determinative of fair
value because there may be increased instancemeéttions that are not orderly in such marketlitimms. Accordingly, further analysis of
transactions or quoted prices is needed, and #isgt adjustment to the transactions or quotedgsrmay be necessary to estimate fair value.
FSP FAS 157-4 is effective for the Company in &@sad quarter of fiscal 2009. The Company is aulyén the process of determining the
effect of the adoption of FSP FAS 157-4 on its odidated financial statements.

In April 2009, the FASB issued FSP FAS 107-1 andA28-1,Interim Disclosures about Fair Value of Financiaktrumentg“FSP FAS
107-1 and APB 28-1"), which requires disclosuresulthe fair value of the Company’s financial imstrents for which it is practicable to
estimate that value, whether recognized or notgeized in the balance sheets, in the interim réppyeriods as well as in the annual repor
periods. In addition, FSP FAS 107-1 and APB 28¢uies disclosures of the methods and significastiaptions used to estimate the fair
value of those financial instruments. FSP FAS 1@ihd APB 28-1 is effective for the Company insgeond quarter of fiscal 2009. The
Company is currently in the process of determinfregeffect of the adoption of FSP FAS 107-1 and A&BBL on its consolidated financial
statements.
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In April 2009, the FASB issued FSP FAS 115-2 an&HBR&4-2 Recognition and Presentation of Other-Than-Temppraypairments
(“FSP FAS 115-2 and FAS 124-2"), which establisaeew method of recognizing and reporting othentteamporary impairments of debt
securities and requires additional disclosurededlto debt and equity securities. FSP FAS 11BePFAS 124-2 does not change existing
recognition and measurement guidance related &r-lan-temporary impairments of equity securiti€SP FAS 115-2 and FAS 124-2 is
effective for the Company in its second quartefisufal 2009. The Company is currently in the pescef determining the effect of the adop!
of FSP FAS 157-4 on its consolidated financialestegnts.

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

In December 2007, the FASB issued SFAS No. Naycontrolling Interests in Consolidated Financ&hktement§'SFAS 160”), which
will require noncontrolling interests (previoushferred to as minority interests) to be treated agparate component of equity, not as a
liability or other item outside of permanent equithis Statement applies to the accounting for natrolling interests and transactions with
non-controlling interest holders in consolidatathficial statements. SFAS 160 will be applied propely to all noncontrolling interests,
including any that arose before the effective @aimept that comparative period information mustdmast to classify noncontrolling interest
equity, attribute net income and other comprehengigome to noncontrolling interests, and provitteeodisclosures required by SFAS 160.
SFAS 160 is effective for periods beginning onfteraDecember 15, 2008. The adoption of SFAS 1@di have a material impact on the
Company’s consolidated financial position, resafteperations or liquidity.

Note 3—Supplemental Financial Information
Inventories

Inventories consist of the following (in thousands)

April 4, January 3,
2009 2009
Raw materialt $ 362 $ 97€
Work in procest 19¢ 111
Finished good 767 742
$ 1,32 $ 1,82¢

Warranty Liability

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

Three Months Ended

April 4, March 29,
2009 2008
Beginning balanc $ 277 $ 352
Charged to costs and expen 29 26
Usage (29) (16)
Ending balanc: $ 277 $ 362

The warranty liability is included as a componeh&ccrued expenses and other current liabilitighéaccompanying condensed
consolidated balance sheets.
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Facility Relocation Costs

The following table summarizes the activity relatedhe Company’s accrual for facility relocatiossts during the three months ended
April 4, 2009 and March 39, 2008 (in thousands):

Three Months Ended

April 4, March 29,
2009 2008
Beginning balanc $ 80 $ 102
Charged to costs and expen — —
Net payment: (1) (14)
Ending balanc: $ 9 % 89

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

Comprehensive Loss

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

Three Months Ended

April 4, March 29,
2009 2008
Net loss $ (3,847) $ (5849)
Other comprehensive los
Change in net unrealized gain (loss) on investmeetsof tax 32 (45)
Reclassification adjustment for net realized gailuded in net los — (13
Total comprehensive o $ (3819 § (642)

Accumulated other comprehensive loss reflectechercondensed consolidated balance sheets at ARGIC® and January 3, 2009,
represents accumulated net unrealized losses estments in marketable securities.

Computation of Net Loss Per Share

Basic and diluted net loss per share is calculbyedividing net loss by the weighted-average comsitares outstanding during the
period. The following table sets forth the compistabf net loss per share (in thousands, excepsipete data):

Three Months Ended

April 4, March 29,
2009 2008
Numerator: Net los $ (3,847) $ (584)
Denominator: Weighte-average common shares outstanding, t 19,85t 19,82(
Net loss per share, basic and dilu $ (0.19 % (0.09

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

Three Months Ended
April 4, March 29,
2009 2008

Common share equivaler 121 84C

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

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

Three Months Ended

April 4, March 29,
2009 2008
Customer:
Dell 33% 74%
Hewlett Packart *0p 17%
Arrow Electronics Inc 21% —%

* less than 10% of net sales

The Company’s accounts receivable are concentveitbdwo customers at April 4, 2009 representingragimately 44% and 10% of
aggregate gross receivables. A significant redodticsales to, or the inability to collect receilezbfrom, a significant customer could have a

material adverse impact on the Company.
Note 4—Fair Value Measurements

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

Fair Value Measurements at April 4, 2009 Using

Quoted Prices in Significant Other Significant
Fair Value at Active Markets for Observable Unobservable
April 4, Identical Assets Inputs Inputs
2009 (Level 1) (Level 2) (Level 3)
Investments in marketable securit $ 12,05¢ $ 11,077 $ — 8 981

Fair value measurements using Level 3 inputs indhke above relate to the Company’s investmendsiation rate securities. Level 3
inputs are unobservable inputs used to estimatfathealue of assets or liabilities and are uétizo the extent that observable inputs are not

available.

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

Three Months

Ended

April 4,

2009
Beginning balanc $ 960
Transfers into Level —
Unrealized gain included in accumulated other cahensive los 21
Purchases, sales, issuances and settlemen —
$ o8l

Ending balanc
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Auction Rate Securities

The recent disruptions in the credit market corgitmadversely affect the liquidity and overall kerfor auction rate securities. As of
April 4, 2009, the Company held two investmentauction rate securities with a total purchased ¢b$t.0 million. These two investments
represent (i) a fully insured debt obligation ahanicipality and (ii) a Baal and A3 rated debt gations backed by pools of student loans
guaranteed by the U.S. Department of Educationesitie insufficient observable market inputs amated information available, the
Company has classified its investments in auctie securities within Level 3 of the fair valueraiehy. The Company has estimated the fair
value of these investments using a discounted ft@shmodel which included assumptions about thelitrguality and expected duration of the
investments, along with discount rates affectedHergeneral lack of liquidity. These assumpticftect the Company’s estimates about the
reasonable assumptions market participants wokedlyluse in valuing the investments, including asgtions about risk, developed based on
the best information available in the circumstances

The Company does not believe that the currentilliy of its investments in auction rate secusitvall materially impact its ability to
fund its working capital needs, capital expendi#use other business requirements. The Company, \fenvemains uncertain as to when
liquidity will return to the auction rate marketghether other secondary markets will become avigilabwhen the underlying securities may
be called by the issuer. Given these and otherrtaioes, the Company’s investments in auctioe sscurities have been classified as long-
term investments in marketable securities in theanpanying unaudited condensed consolidated bakdrest as of April 4, 2009. The
Company has concluded that the estimated grosslireé losses on these investments, which totgpdoaimately $21,000 at April 4, 2009,
are temporary because (i) the Company believedhbatbsence of liquidity that has occurred istdugeneral market conditions, (ii) the
auction rate securities continue to be of a higllitrquality and interest is paid as due and tfii® Company has the intent and ability to hold
these investments until a recovery in the marketie

Other Investments in Marketable Securities

Excluding its auction rate securities, the gros®alized losses on the Company’s other investnientsarketable securities totaled
approximately $2,000 as of April 4, 2009, and aaayally due to the ongoing uncertainties in theglitrand financial markets, as well as the
overall current economic environment. The fair eatf these investments was determined based on Léwputs, consisting of quoted prices
from actual market transactions for identical inwgsnts. The Company has determined that the unegblosses on these investments as of
April 4, 2009 are temporary in nature. Factors @ered in determining whether impairments are othan temporary include (i) the length of
time and extent to which fair value has been leaa the amortized cost basis, (ii) the financialditon and neaterm prospects of the inves
and (iii) the Company’s intent and ability to hald investment for a period of time sufficient tal for any anticipated recovery in market
value. The fair value of the Company’s investmémtmarketable securities could change significaimtlthe future and the Company may be
required to record other-than-temporary impairnararges or additional unrealized losses in futemops.

Note 5—Credit Agreement

Under the Company’s revolving line of credit agrestnwith its bank, the Company may borrow up toghesater of 85% of eligible
accounts receivable plus the least of (i) a peeggndf eligible inventory determined from timeitoneé by the Company’s bank, (ii) 80% of the
orderly liquidation value, as defined, of eligilbhwentories, and (iii) $1 million. Interest is pdya monthly at the greater of (i) the sum of pri
rate plus 3%, (ii) LIBOR plus 6% or (iii) 8%. THise of credit expires on July 31, 2009.

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

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

Three Months Ended

April 4, March 29,
2009 2008
Interest expens $ 3 $ 60
April 4, January 3,
2009 2009
Outstanding borrowings on the revolving line ofditt $ — $ =
Borrowing availability under the revolving line ofedit $ 65 $ 4,045
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Any borrowings under the Company’s revolving andipment lines of credit are collateralized by aeyahfirst priority lien against all of
the Company'’s assets, both tangible and intangible.

As of April 4, 2009, the Company was in compliamgth its financial covenants.
Note 6—Long-Term Debt

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

April 4, January 3,
2009 2009

Obligations under capital leas $ 126 % 14¢
Equipment note payable to ba 358 45(
Note payable to othe — 6
481 604

Less current portio (433 (474)
$ 48 ¢ 13C

Interest expense related to long-term debt is pteden the following table (in thousands):

Three Months Ended
April 4, March 29,
2009 2008

Interest expens $ 11  $ 37

Note 7—Income Taxes

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

Three Months Ended

April 4, March 29,
2009 2009
Provision (benefit) for income tax: $ 18 $ (1,187
Effective tax rate —% 67%

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

In accordance with SFAS No. 108ccounting for Income Taxeshe Company evaluates whether a valuation allocgahould be
established against its deferred tax assets bast#twaonsideration of all available evidence usirighore likely than not” standard.

As of April 4, 2009, the Company has provided &¥aluation allowance and no benefit has been neicegl for net operating losses and
other deferred tax assets due to uncertainty aféuttilization.
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Note 8—Commitments and Contingencies
Litigation
Federal Securities Class Action

Beginning in May 2007, the Company, certain obificers and directors, and the Company’s undeensitvere named as defendants
in four purported class action shareholder compdaimvo of which were filed in the U.S. District @ for the Southern District of New York,
and two of which were filed in the U.S. District @ofor the Central District of California. Thesarported class action lawsuits were filed on
behalf of persons and entities who purchased @raibe acquired the Company’s common stock pursaraméceable to the Company’s
November 30, 2006 Initial Public Offering (t“IPO"). The lawsuits were consolidated into a sengttion—Belodoff v. Netlist, Inc., Lead Ca
No. SACV07-677 DOC (MLGx)—which is currently pending in the@ral District of California. Lead Plaintiff filethe Consolidated
Complaint on November 5, 2007. Defendants filedr timotions to dismiss the Consolidated Complaintlanuary 9, 2008. The motions to
dismiss were taken under submission on April 2888nd on May 30, 2008, the Court granted the disfiets’ motions. However, plaintiffs
were granted the right to amend their complaintsutzsequently filed their First Amended Consolidai¢ass Action Complaint (the
“Amended Complaint”) on July 15, 2008. Generalhe Amended Complaint alleged that the Registrefimtement issued by the Company in
connection with the IPO contained untrue statemefitsaterial fact or omissions of material facviolation of Sections 11 and 15 of
Securities Act of 1933. The defendants filed matitmdismiss the Amended Complaint on January @92and on April 17, 2009, the Court
granted defendants’ motions to dismiss. Howewuainfiffs were again granted the right to amendrtbemplaint. Plaintiffs’ second amended
complaint is due on or before May 21, 2009. Defang responses to that complaint are due Jun2®®. The Company believes that the
allegations lack merit and intends to vigorouslfedd all claims asserted. However, at this time,@lompany is unable to form a professional
judgment that an unfavorable outcome is either @bt or remote, and it is not possible to assestheh or not the outcome of the
proceedings will or will not have a material adweesfect on the Company. If an unfavorable outcshrauld eventually occur, the Company is
not at this time able to estimate the amount ogeasf possible loss.

California Derivative Action

In August 2007, a derivative lawsuit was filed ialif®rnia Superior Court for County of Orange—SmittHong, Case
No. 07CC0135—against certain of the Company’s officers andaloes. This action contains factual allegationsilsinio those of the federal
class action lawsuit described above, but the pitfin this case also asserts claims for violatiai California’s insider trading laws, breaches
of fiduciary duty, abuse of control, gross mismasragnt, waste of corporate assets, and unjust emeich The plaintiff seeks unspecified
damages, equitable and/or injunctive relief andatigement of all profits, benefits and other congagion obtained by the defendants. The
defendants in this action have not responded tadhgplaint. Pursuant to a stipulation, the partigieed to temporarily stay the action pending
the ultimate decision on the defendants’ motiondismiss in the federal securities class actiore pérties also agreed that twenty days after
the court in the federal securities class actisnés a final ruling as to the motions to dismigsight in that action, the parties will meet and
confer regarding the time for defendants to resgorttie complaint in this derivative action. Thengany believes that the allegations lack
merit and intends to vigorously defend all clairsseated. At this time, however, the Company is lenebform a professional judgment that an
unfavorable outcome is either probable or remoterddver, if an unfavorable outcome should evenjuatur, the Company is not at this ti
able to estimate the amount or range of possilste lm addition, the Company received corresporeléoen counsel for a purported
shareholder requesting that the Company take actommvestigate and remedy alleged wrongdoingrbgtentified former and current officers
and/or directors based on allegations similar ¢@¢hin the Smith v. Hong derivative case. The Compthrough its Board of Directors, has
evaluated and rejected this request.

Patent Claims

In May 2008, the Company initiated discussions v@ttogle, Inc. regarding the Company’s claims thav@e has infringed on a U.S.
Patent assigned to the Company relating generlisanhk multiplication” in memory modules. On Aud9, 2008, Google filed a declaratory
judgment lawsuit against the Company in Unitedet@istrict Court for the Northern District of (falinia, seeking a declaration that Goa
did not infringe on the Company’s patent, and thatCompany’s patent is invalid. Google is not #sgkny monetary damages. On
November 18, 2008, the Company filed a countercfaininfringement of the patent by Google. The Campexpects to vigorously pursue
claim against Google and to vigorously defend agjaBoogle’s claim of invalidity.

On March 17, 2009, the Company filed a complainipfatent infringement against MetaRAM, Inc. foriitfingement of one of the
Company’s patents. On March 26, 2009 MetaRAM faetbmplaint against the Company for patent infimget. The Company expects to
vigorously pursue its claim against MetaRAM anditgorously defend against MetaRAM'’s separate claim.
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Trade Secret Claim

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

Other Contingent Obligations

During its normal course of business, the Comparsyrhade certain indemnities, commitments and gtegamunder which it may be
required to make payments in relation to certangactions. These include (i) intellectual propertiemnities to the Compargytustomers ar
licensees in connection with the use, sales atidese of Company products; (i) indemnities todlers and service providers pertaining to
claims based on the Company’s negligence or wiltfidconduct; (i) indemnities involving the accayeof representations and warranties in
certain contracts; (iv) indemnities to directorsl afficers of the Company to the maximum extentrpted under the laws of the State of
Delaware; and (v) certain real estate leases, unbigh the Company may be required to indemnifypprty owners for environmental and
other liabilities, and other claims arising frone tBompany’s use of the applicable premises. Thatidur of these indemnities, commitments
and guarantees varies and, in certain cases, magléfnite. The majority of these indemnities, goitments and guarantees do not provide
any limitation of the maximum potential for futypayments the Company could be obligated to malksoHically, the Company has not been
obligated to make significant payments for thedegations, and no liabilities have been recordadliese indemnities, commitments and
guarantees in the accompanying consolidated bakirests.

Note 9—Stock Options and Warrants
Common Stock Options

A summary of the Company’s common stock optionvitgtias of and for the three months ended Apr2@Q9 is presented below (shares
in thousands):

Weighted-

Average

Number of Exercise

Shares Price

Options outstanding at January 3, 2! 4,281 $ 2.64
Options grante: — —
Options exercise — —
Options cancelle (142) 2.92
Options outstanding at April 4, 20| 4,14C  $ 2,68

At April 4, 2009, the amount of unearned stock-basempensation currently estimated to be expensed fiscal 2009 through fiscal
2012 related to unvested common stock optionspsoaimately $1.6 million, net of estimated forfei#s. The weighted-average period over
which the unearned stock-based compensation i@ be recognized is approximately 1.9 yedtbere are any modifications or
cancellations of the underlying unvested commoaokstptions, the Company may be required to acdeleirecrease or cancel any remaining
unearned stock-based compensation expense. Fttokelmsed compensation expense and unearnedlsasekl compensation will increase
the extent that the Company grants additional comstock options or other stock-based awards.
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Warrants

A summary of activity with respect to outstandingrrants to purchase shares of the Company’s constock as of and for the three
months ended April 4, 2009 is presented below gshar thousands):

Weighted-

Average

Number of Exercise

Shares Price

Warrants outstanding at January 3, 2 18 % 1.2
Warrants grante — —
Warrants exercise — —
Warrants cancelle — —
Warrants outstanding and exercisable at April 4% 18 1.2¢

Note 10—Segment and Geographic Information

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

At April 4, 2009, approximately $3.9 million of tt@ompany’s net long-lived assets were located detie U.S., primarily in the PRC.
Item 2. Management’s Discussion and Analysis &fiinancial 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 bassor the risks associated with an
investment in our common stock. We urge you tdadéyreeview and consider the various disclosureglmby us in this Report and in our
other reports filed with the Securities and Exchesx@pmmission, or SEC, including our Annual ReparEorm 10-K for the fiscal year ended
January 3, 2009 and subsequent reports on Fc-K, which discuss our business in greater detail.

The section entitled “Risk Factors” set forth inPd, Item 1A, and similar discussions in our ott&EC filings, describe some of the
important risk factors that may affect our businessults of operations and financial conditionu¥should carefully consider those risks, in
addition to the other information in this Reportcaim our other filings with the SEC, before decglio purchase, hold or sell our common
stock.

This Report contains forward-looking statements theolve risks, uncertainties, estimates and aggions. These statements are not
guarantees of future performance and are subjecettain risks, uncertainties and assumptions Hratdifficult to predict. Therefore, o1
actual results could differ materially and advegs&bm those expressed in any forward-looking shetets as a result of various factors,
including but not limited to those identified undlee heading “Risk Factorsset forth in Part Il, tem 1A. We undertake noigétion to revise
or update publicly any forward-looking statememtisdny reason.

Overview

We design, manufacture and sell high performanamong subsystems for the server, high performancgpeming and communications
markets. Our memory subsystems consist of dynaamidam access memory integrated circuits, or DRAKB] KLAND flash memory, or
NAND, and other components assembled on a pririteditboard, or PCB. We also design custom sendaetor logic devices which a
integrated into our memory subsystems in ordent¢oeiase their performance. We engage with ourraigiquipment manufacturer, or OEM,
customers from the earliest stages of new prodefinition, which provides us unique insight intethfull range of system architecture and
performance requirements. This close collabordt@malso allowed us to develop a significant lefalystems expertise. We leverage a
portfolio of proprietary technologies and desigcht@ques, including efficient planar design, alegive packaging techniques and custom
semiconductor logic, to deliver memory subsysteritk high memory density, small form factor, highrsal integrity, attractive thermal
characteristics and low cost per bit.
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Consistent with the concentrated nature of the QGlEbtomer base in our target markets, a small nuofdarge customers have
historically accounted for a significant portionaxr net sales. Dell and Arrow Electronics représgapproximately 33% and 21%,
respectively, of our net sales for the three moetited April 4, 2009. Dell and Hewlett Packard espnted approximately 74% and 17%,
respectively, of our net sales for the three moetited March 29, 2008. Net sales to some of our @&Etbmers include memory modutasat
are qualified by us directly with the OEM custoraed sold to electronic manufacturing services mlerd, or EMSs, for incorporation into
products manufactured exclusively for the OEM costo These net sales to EMSs have historicallytdlted period by period as a portion of
the total net sales to these OEM customers. Nes $alHon Hai Precision Industry Co. Ltd., an EM& ppurchases memory modules from us
for incorporation into products manufactured exidely for Dell, represented approximately 67% of sales to Dell for the three montéisde:
April 4, 2009 and approximately 35% of net saleB&ll for the three months ended March 29, 2008.

Key Business Metrics

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

Net Sales. Net sales consist primarily of sales of our hpgifformance memory subsystems, net of a provigsioedstimated returns
under our right of return policies, which generaliynge 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 produandad over specific periods of time,
they generally place orders with us approximately weeks in advance of scheduled delivery. Sellinges are typically negotiated monthly,
based on competitive market conditions and thesotiprice of DRAM ICs and NAND. Purchase ordersegaltly have no cancellation or
rescheduling penalty provisions. We often shipgmaducts to our customers’ international manufantusites. All of our sales to date,
however, are denominated in U.S. dollars. We adicegcess component inventory of DRAM ICs and NAMDdistributors and other users of
memory ICs. As compared to previous years, compdngantory sales have significantly decreased psreentage of net sales as a result of
our efforts to diversify both our customer and preidine bases. This diversification effort hasoadowed us to use components in a wider
range of memory subsystems. We expect that compamesntory sales will continue to represent a mial portion of our net sales in future
periods.

Cost of Sales.Our cost of sales includes the cost of matenmabmufacturing costs, depreciation and amortizadfoequipment,
inventory valuation provisions, stock-based compéor and occupancy costs and other allocated fixsts. The DRAM ICs and NAND
incorporated into our products constitute a sigaifit portion of our cost of sales, and thus out ebsales will fluctuate based on the current
price of DRAM ICs and NAND. We attempt to pass tigh such DRAM IC and NAND cost fluctuations to @uistomers by frequently
renegotiating pricing prior to the placement ofitlpeirchase orders. To the extent we are successfaige majority of our product cost is
variable, and thus our cost of sales and grossimpegcentages may not be significantly impacteahmgnges in sales volume. However, the
sales prices of our memory subsystems can alstuéitecedue to competitive situations unrelated éoptticing of DRAM ICs and NAND, whic
affects gross margins. The gross margin on ous sHlexcess component DRAM IC and NAND inventorynigch lower than the gross margin
on our sales of our memory subsystems. As a resditcrease in DRAM IC and NAND inventory sales aercentage of our overall sales
could result in an improved overall gross margire 8$sess the valuation of our inventories on alnhpbtsis and record a provision to cost of
sales as necessary to reduce inventories to ther lofacost or net realizable value.

Research and DevelopmenResearch and development expense consists dyirnemployee and independent contractor
compensation and related costs, stock-based comjpamscomputer-aided design software licensesreefe design development costs,
patent-related fees, depreciation or rental ofu@atédn equipment, and occupancy and other alloaatechead costs. Also included in research
and development expense are the costs of matedabeerhead related to the production of engingesamples of new products under
development or products used solely in the reseamdndevelopment process. Our customers typicallyal separately compensate us for
design and engineering work involved in develompglication-specific products for them. All resdaend development costs are expensed as
incurred. We anticipate that research and develapependitures will increase in future periodsvasseek to expand new product
opportunities, increase our activities relatedéwand emerging markets and continue to developiedal proprietary technologies.

Selling, General and AdministrativeSelling, general and administrative expensesisbpamarily of employee salaries and related
costs, stock-based compensation, independentreplieEssentative commissions, professional servgresnotional and other selling and
marketing expenses, and occupancy and other alidoaterhead costs. A significant portion of outisglefforts is directed at building
relationships with OEMs and other customers andimgrthrough the product approval and qualificaiwocess with them. Therefore, the ¢
of material and overhead related to products marwfed for qualification is included in selling exgses. As we continue to service existing
and establish new customers, we anticipate thasales and marketing expenses will increase. Begirin fiscal 2009, we anticipate being
subject to attestation services requirements veisipect to our internal control over financial rejpay, the result of which will increase legal
accounting expenses in future periods.
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Provision (Benefit) for Income TaxedJnder Accounting Principles Board Opinion No. R8erim Financial Reporting we are
required to adjust our effective tax rate each tgmao be consistent with the estimated annuatttfe tax rate. We are also required to record
the tax impact of certain discrete items, unusuahfoequently occurring, including changes in jutgnt about valuation allowances and effi
of changes in tax laws or rates, in the interimqukin which they occur. In addition, jurisdict®mith a projected loss for the year or a year-to-
date loss where no tax benefit can be recognizeeyariuded from the estimated annual effectivedge. The impact of such an exclusion
could result in a higher or lower effective taxerduring a particular quarter, based upon the miktaming of actual earnings versus annual
projections.

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

As of April 4, 2009, the we have provided a fulluation allowance and no benefit has been recodrfmenet operating losses and other
deferred tax assets due to uncertainty of fututization.

Critical Accounting Policies

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

Revenue Recognitiowe recognize revenues in accordance with the SE@a% Accounting Bulletin No. 10/Revenue Recognitigror
SAB 104. Under the provisions of SAB 104, we redpgmevenues when there is persuasive evidence afrangement, product delivery and
acceptance have occurred, the sales price is fixdeterminable, and collectibility of the resufireceivable is reasonably assured.

We generally use customer purchase orders anditracts as evidence of an arrangement. Deliveryrsoghen goods are shipped for
customers with FOB Shipping Point terms and upaeipt for customers with FOB Destination termsyhich time title and risk of loss
transfer to the customer. Shipping documents azd tesverify delivery and customer acceptance. ¥éess whether the sales price is fixed or
determinable based on the payment terms assoeiétethe transaction and whether the sales prisaligect to refund.

Customers are generally allowed limited rightsegtirn for up to 30 days, except for sales of exaesmtories, which contain no right-of-
return privileges. Estimated returns are providedat the time of sale based on historical expegesr specific identification of an event
necessitating a reserve. We offer a standard ptodarcanty to our customers and have no other gloigiment obligations. While these returns
have historically been within our expectations #relprovisions established, we cannot guarantéembavill continue to experience similar
return rates in the future. Any significant increas product failure rates and the resulting prodeturns could have a material adverse effect
on our operating results for the period or periodshich such returns materialize.

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

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

Accounts Receivabl&/e perform credit evaluations of our customersaficial condition and limit the amount of creditendled to our
customers as deemed necessary, but generally eaguicollateral. We continuously monitor collecBand payments from our customers and
maintain a provision for estimated credit losseseblaupon our historical experience and any spewifitomer collection issues that we have
identified. Generally, these credit losses havenlveiéhin our expectations and the provisions es&thbH. However, we cannot guarantee that
we will continue to experience credit loss ratesilgir to those we have experienced in the past.

Our accounts receivable are highly concentratedngracsmall number of customers, and a significaahge in the liquidity or financial
position of one of these customers could have @nmadtadverse effect on the collectibility of owcaunts receivable, our liquidity and our
future operating results.

InventoriesWe value our inventories at the lower of the actuat to purchase or manufacture the inventorpemtet realizable value of
the inventory. Cost is determined on an averagelmass which approximates actual cost on a firsfiist-out basis and includes raw materi
labor and manufacturing overhead. We regularlyewninventory quantities on hand and on order andrrka provision for excess and
obsolete inventories based primarily on our estadbrecast of product demand and production rements for the next three to six months.
In addition, we consider changes in the marketevafuDRAM ICs and NAND in determining the net realble value of our raw material
inventory. Once established, any write downs aresiciered permanent adjustments to the cost basisrafiventories. A significant decreas:
demand for our products could result in an incrélaglke amount of excess inventory quantities amdhén addition, our estimates of future
product demand may prove to be inaccurate, in wbide we may have understated or overstated thésjom required for excess and obsol
inventory. In the future, if our inventories araatenined to be overvalued, we would be requirectmgnize additional expense in our cost of
sales at the time of such determination. Likewifseyr inventories are determined to be undervaluegimay have over-reported our costs of
sales in previous periods and would be requirggdognize additional gross profit at the time simskentories are sold. In addition, should the
market value of DRAM ICs and NAND decrease sigaifity, we may be required to lower our selling gsi¢o reflect the lower cost of our r
materials. If such price decreases reduce thesaéirable value of our inventories to less thanamst, we would be required to recognize
additional expense in our cost of sales in the saened. Although we make every reasonable effodrisure the accuracy of our forecasts of
future product demand, any significant unanticigateanges in demand, technological developmerttseamarket value of DRAM ICs and
NAND could have a material effect on the value of mventories and our reported operating res

Long-Lived AssetdVe review the recoverability of the carrying vabfdong-lived assets on an annual basis or whenewemnts or
changes in circumstances indicate that the cargmgunt of an asset may not be recoverable. Regloligr of these assets is determined
based upon the forecasted undiscounted futureasétftows from the operations to which the assstde, utilizing our best estimates,
appropriate assumptions and projections at the fithese projected future cash flows may vary sigaiftly over time as a result of increased
competition, changes in technology, fluctuationdémand, consolidation of our customers and redstin average selling prices. If the
carrying value is determined not to be recoverébolen future operating cash flows, the asset is dmkimpaired and an impairment loss is
recognized to the extent the carrying value excéeglgstimated fair market value of the asset.

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

On January 1, 2006, we adopted Statements of Radahacounting Standards, or SFAS, No. 128Rare-Based Payment
(“SFAS 123R”), which requires the measurement aedgnition of compensation expense for all stockedgpayment awards made to our
employees and directors based on estimated faiesal
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We currently use the Black-Scholes option pricingdel to estimate the fair value of our common stog#on awards. While this model
meets the requirements of SFAS 123R, the estinfatedalues generated by it may not be indicatif¢he actual fair values of these awards as
it does not consider certain factors importanhtuzse awards to employees, such as continued emeidyand periodic vesting requirements as
well as limited transferability. The Black-Scholeedel requires subjective assumptions regardingduttock price volatility and expected
time to exercise, along with assumptions aboutitiefree interest rate and expected dividendsyfalvhich affect the estimated fair values of
our common stock option awards. The expected téroptions granted is derived from historical dateemployee exercises and post-vesting
employment termination behavior. The expected iiiats based on the historical volatilities ofetftommon stock of comparable publicly
traded companies based on our belief that we dlyrbave limited historical data regarding the \ility of our stock price on which to base a
meaningful estimate of expected volatility. The+isee rate selected to value any particular gimbased on the U.S. Treasury rate that
corresponds to the expected term of the grantteéfteas of the date of the grant. The expectedidivils assumption is based on our history
expectation of dividend payouts. We evaluate tisgmptions used to value our common stock optiorrdsvan a quarterly basis. If factors
change and we employ different assumptions, stadedb compensation expense may differ significdrdiy what we have recorded in prior
periods.

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

Income TaxedJnder Accounting Principles Board Opinion No. B8erim Financial Reporting we are required to adjust our effective
rate each quarter to be consistent with the estichannual effective tax rate. We are also requedcord the tax impact of certain discrete
items, unusual or infrequently occurring, includicttanges in judgment about valuation allowanceseffiedts of changes in tax laws or rates,
in the interim period in which they occur. In adulit, jurisdictions with a projected loss for theayeor a year-to-date loss where no tax benefit
can be recognized, are excluded from our estimatedal effective tax rate. The impact of excludimgse items could result in a higher or
lower effective tax rate during a particular quarbased upon the mix and timing of actual earnirggsus annual projections.

We recognize deferred tax assets and liabilitisgtan the differences between the financial setearrying values and the tax bases
of assets and liabilities. We regularly review deferred tax assets for recoverability and estaladisaluation allowance, when determined
necessary, based on historical taxable incomeeqteg future taxable income, and the expected grafrthe reversals of existing temporary
differences. If we operate at a loss for an extdrmi¥iod of time or are unable to generate sufficiature taxable income, or if there is a
material change in the actual effective tax ratetinoe period within which the underlying temporalijferences become taxable or deductible,
we could be required to record a valuation alloveaagainst all or a significant portion of our deéertax assets which could substantially
increase our effective tax rate for such periody 8ignificant changes in statutory tax rates oraimount of our valuation allowance could h
a material effect on the value of our deferredassets and liabilities, and our reported finangadllts. In the future, if we realize a deferred ta
asset that currently carries a valuation allowaneemay record a reduction to income tax expensleeiperiod of such realization.

We adopted Financial Accounting Standards Boar&ASB, Interpretation No. 4&ccounting for Uncertainty in Income Taxes—An
Interpretation of FASB Statement No. 7, or FIN 48, on December 31, 2006, the first dafisafal 2007. FIN 48 seeks to reduce the diveiisi
practice associated with certain aspects of measmeand recognition in accounting for income takesl 48 prescribes a recognition
threshold and measurement requirement for the dinhatatement recognition of a tax position thes been taken or is expected to be taken or
a tax return and also provides guidance on de-retoqg, classification, interest and penalties,agotting in interim periods, disclosure, and
transition. Under FIN 48 we may only recognize ontinue to recognize tax positions that meet a ‘&ikeely than not” threshold.

The application of tax laws and regulations is sabjo legal and factual interpretation, judgmerd encertainty. Tax laws and regulati
themselves are subject to change as a result afelan fiscal policy, changes in legislation, #velution of regulations and court rulings.
Therefore, the actual liability for U.S. or foreitaxes may be materially different from our esti@satwvhich could result in the need to record
additional tax liabilities or potentially reverseepiously recorded tax liabilities.
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Results of Operations

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

Three Months Ended

April 4, March 29,
2009 2008
Net sales 10C% 10C%
Cost of sale: 12F 76
Gross (loss) profi (25) 24
Operating expense
Research and developmt 75 12
Selling, general and administrati 88 26
Total operating expens: 164 38
Operating los: (189) (15)
Other income (expense
Interest income, ne 4 2
Other income (expense), r 8 (1)
Total other income, ne 12 1
Loss before provision (benefit) for income ta @77 (13
Provision (benefit) for income tax 1 9
Net loss (176% (4%

Three Months Ended April 4, 2009 Compared to Three Months Ended March 29, 2008
Net Sales, Cost of Sales and Gross Profit

The following table presents net sales, cost assahd gross profit for the three months ended Ap&009 and March 29, 2008 (in
thousands, except percentages):

Three Months Ended

April 4, March 29, Increase %
2009 2008 (Decrease) Change
Net sales $ 2,16z $ 13,100  $ (10,945 (84)%
Cost of sale: 2,69¢ 9,97: (7,279 (73)%
Gross (loss) profi $ (537 $ 3,131 $ (3,66%) (117%
Gross margit (25)% 24% (49%

Net Sales.The overall decrease in our net sales was priyndriven by a sharp reduction in demand from ourent customer base, ramp
down of certain products and the slower than exgaegtowth in sales of our flash products. The Camgontinues to transition to a new
business strategy focused on the development bfinigrgin subsystems based on custom logic devices.

The decrease in net sales in the three months exgiddt, 2009 as compared to the three months @mdi@rch 29, 2008 resulted primar
from decreases of approximately (i) $1.8 milliorsales of laptop personal computer memory subsystéin$3.2 million in sales of memory
subsystems used to control Redundant Arrays ofpladgent Disks, or RAIDs, and (i) $6.2 million$ales of our high density server modu

Sales of our component inventory to distributord ather users of memory ICs represented approxiyn2t8% and 0.4% of net sales for
the three months ended April 4, 2009 and Marct2R98, respectively. Component inventory sales liozeased as a percentage of net sales
as a result of our ability to use the same compinaeross a wider range of memory subsystems.

23




Table of Contents

Gross (Loss) Profit and Gross MargiGross (loss) profit for the three months endedlApr2009 as compared to the three months endec
March 29, 2008 decreased primarily due to the 84&ahse in net sales between the two periods. 8trease in gross margin for the three
months ended April 4, 2009 as compared to the timaeths ended March 29, 2008 is mostly due torthbility to absorb manufacturing costs
caused by the significant drop in units manufactued sold during the recent quarter.

Research and Development .

The following table presents research and developexpenses for the three months ended April 4920@ March 29, 2008 (in
thousands, except percentages):

Three Months Ended

April 4, March 29, %
2009 2008 Increase Change
Research and developm $ 1,612 % 157¢ $ 38 2%

The increase in research and development experlise three months ended April 4, 2009 as compardioet three months ended
March 29, 2008 resulted primarily from increase$)$0.3 million in personnel-related expenses agsult of an increase in the number of
outside contractors engaged in research and develupactivities during the first quarter of 2002 4i) $0.1 million in legal and professional
services as we continue to increase activitiesgelto new and emerging markets in 2009. The abwreases were offset by a decrease of
approximately $0.4 million in expenses relatedrmdpict qualification builds and testing.

Selling, General and Administrative .

The following table presents selling, general adichiaistrative expenses for the three months endad A 2009 and March 29, 2008 (in
thousands, except percentages):

Three Months Ended

April 4, March 29, %
2009 2008 Decrease Change
Selling, general and administrati =~ $ 1,938 % 3,46¢ % (1,537 (44)%

The decrease in selling, general and administratxgense in the three months ended April 4, 200®agpared to the three months ended
March 29, 2008 resulted primarily from decrease§)d1.0 million in personnel-related expensesnariily attributable to a decrease in the
number of employees and outside contractors engagslling, general and administrative functiofisyproximately 42% during the 2009
quarter as compared to the 2008 quarter , (ii) $8lon in commission expenses due to a declingailes revenue during the most recent
quarter, (iii) $0.2 million in legal and professariees due to the unreimbursed costs incurrechduhie prior quarter ended March 29, 2008
paid out to defend against a pending shareholdénc{iv) $0.2 million in product qualification egpse and related travel costs as a result of a
decrease in the number of sales personnel durengntist recent quarter.

Other Income (Expense) .

The following table presents other income (expefmethe three months ended April 4, 2009 and M&@h2008 (in thousands, except
percentages):

Three Months Ended

April 4, March 29, Increase %
2009 2008 (Decrease’ Change
Interest income, ne $ 82 % 23¢ % (157) 66%
Other income (expense), r 17E (91) 26€ (292)%
Total other income, n¢ $ 257 % 148 $ 10¢ (74)%

Net interest income for the three months ended| 4p2009 was comprised of interest income of apipnately $0.1 million, offset by
interest expense of approximately $0.03 milliont Ké&erest income for the three months ended Ma8;2008 was comprised of interest
income of approximately $0.3 million, partially et by interest expense of approximately $0.1 onilliThe decrease in interest income in the
three months ended April 4, 2009 as compared tthtlee months ended March 29, 2008 was due to dication of our lower overall cash
and investment balances and the decrease in tlikegimned on those balances due to lower inteaés$.r The decrease in interest expense
during 2009 as compared to 2008 resulted primé&oliyn our lower average outstanding balances orioerof credit and debt balances during
the current year.
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Other income (expense), net, for the three momidee April 4, 2009 is primarily comprised of gafnem the sale of equipment held for
sale during the current quarter. Other income€esp), net for the first quarter of 2008 is pridyacomprised of losses on certain foreign
currency remeasurement transactions partially bifgeealized gains on the sale of certain invests)an marketable securities.

Provision (Benefit) for Income Taxes.

The following table presents the provision (bendit income taxes for the three months ended Ahrk009 and March 29, 2008 (in
thousands, except percentages):

Three Months Ended

April 4, March 29, %
2009 2008 Increase Change
Provision (benefit) for income tax: $ 18 % (1,18) $ 1,19¢ (102)%

On an interim basis, we estimate what our effedtierate will be in each jurisdiction for the fibcal year and record a quarterly income
tax provision (benefit) in accordance with the eiptited blended annual rate. We discontinued rémgidcome tax benefits in the consolide
financial statements until it is determined thas itnore likely than not that we will generate &iént taxable income to realize our deferred tax
assets. We recorded a provision for income taxethé three months ended April 4, 2009 due testahimum taxes. During the three mol
ended March 29, 2008 we recorded a benefit forrmetaxes which was reserved against during the thiarter of fiscal 2008 when we
recorded a net charge to income tax expense obzippately $4.5 million related to establishing atjz valuation allowance against our
deferred income tax assets. Our determinatiordord a valuation allowance was based on our régstury of cumulative losses as well as
uncertainty of the utilization of deferred tax @sda the near future.

Liquidity and Capital Resources

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

Working Capital and Cash and Marketable Securities

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

April 4, January 3,
2009 2009
Working Capital $ 19,37 $ 22,33¢
Cash and cash equivalents $ 8,56: $ 15,21«
Shor-term marketable securities( 11,07; 5,19¢
Long-term marketable securiti 981 96(

$ 20,62: % 21,37:

(1) Included in working capital

Our working capital decreased in the three montiaed April 4, 2009 primarily as a result of dectinie certain operating assets and
liabilities, mainly due to the overall decline ietrsales during the quarter. Cash and cash egquatgadlecreased during the quarter as cash and
cash equivalents were invested in short term mabketsecurities bearing a slightly higher rateedfim and as the result of the use of
approximately $0.9 million in cash used for opemasi.
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Cash Provided and Used in the Three Months Ended April 4, 2009 and March 29, 2008

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

Three Months Ended

April 4, March 29,
2009 2008
Net cash provided by (used in)
Operating activitie: $ (915) $ 2,097
Investing activities (5,619 1,46(
Financing activitie: (123) (1,837)
Net increase (decrease) in cash and cash equis $ (6,65) $ 1,72¢

Operating ActivitiesNet cash used by operating activities for the timeaths ended April 4, 2009 was primarily a restilh net loss of
approximately $3.8 million for the three months edid\pril 4, 2009 partially offset by (i) approxinedt $2.2 million in net cash provided by
changes in operating assets and liabilities, ahdjproximately $0.7 million in net non-cash opérg expenses, primarily comprising
depreciation and amortization, stock-based compiemsand gain on disposal of assets. Net castiged by operating activities for the three
months ended March 29, 2008 was primarily a resfufi) approximately $2.0 million in net cash prded by changes in operating assets and
liabilities and (ii) approximately $0.7 million imet non-cash operating expenses, primarily conmgridepreciation and amortization, deferred
income taxes, stock-based compensation and impairofidbong-lived assets, partially offset by a toests of approximately $0.6 million for the
three months ended March 29, 2008.

Accounts receivable decreased approximately $1lldmduring the three months ended April 4, 200@narily as a result of the decline
in our net sales during the period. During the saevéod, we were successful in collecting cash feates to our customers substantially in
accordance with our standard payment terms witbelonistomers.

Investing ActivitiesNet cash used in investing activities for the thremths ended April 4, 2009 was primarily a resfippurchases of
additional investments in marketable securitieagggroximately $10.3 million, partially offset by firoceeds received from maturities and <
of certain investments in marketable securitieapggfroximately $4.4 million and (ii) proceeds frone tsale of equipment. Net cash provided by
investing activities for the three months ended é&29, 2008 was primarily a result of proceedsiveckfrom maturities of certain investme
in marketable securities of approximately $8.2 i) partially offset by purchases of additionatestments in marketable securities during
period of approximately $6.4 million and (ii) puedes of additional property and equipment.

Due to recent disruptions of, and the resultingioedl liquidity in certain financial markets, twoair marketable securities investment
Baal and A3 rated auction rate securities withtal flurchased cost of $1.0 million began to expegefailed auctions during the fourth qua
of 2007 and have continued to the first quarte2@f9. Due to the failed auctions, we have beenlartalsell the securities at their respective
costs, resulting in a decrease in fair value whiab been recorded as a component of accumulatedamtinprehensive loss. These investments
have been classified as long-term investments ikatable securities in our consolidated balancetshes of April 4, 2009 and March 29,
2008. As of April 4, 2009 and March 29, 2008, timeaalized losses on these two investments totgdpbaimately $.02 million and $0.2
million, respectively. We have concluded that thesalized losses on these investments are templeaguse (i) we believe that the decline in
market value that has occurred is due to genergtghaonditions, (ii) the auction rate securitiestinue to be of a high credit quality and
interest is paid as due and (iii) we have the ingerd ability to hold these investments until sorery in market value occurs. The fair value of
these securities could change significantly inftliare and we may be required to record other-teamporary impairment charges or additic
unrealized losses in future periods.

Financing ActivitiesNet cash used in financing activities for the thmeanths ended April 4, 2009 was a result of repaytroé
approximately $0.1 million on our long term dehitlet cash used in financing activities for the ¢hneonths ended March 29, 2008 was
primarily a result of (i) net repayments on ourstanding revolving line of credit of approximat&l¥.6 million and (ii) repayment of
approximately $0.2 million on our long term debt.
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Capital Resources

Under our revolving line of credit, we may borrow to the greater of 85% of eligible accounts reakie plus the least of (i) a percentage
of eligible inventory determined from time to tirbg the Company’s bank, (ii) 80% of the orderly idption value, as defined, of eligible
inventories, and (iii) $1 million. Interest is pdy@ monthly at the greater of (i) the sum of prirate plus 3%, (ii) LIBOR plus 6% or (iii) 8%.

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

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

April 4, January 3,
2009 2009
Outstanding borrowings on the revolving line ofditt $ —  $ =
Outstanding borrowings on the equipment line oflitr $ — 9 —
Borrowing availability under the revolving line ofedit $ 658 § 4,04,

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

While we are currently in compliance with all firdal covenants and expect to maintain compliancéhie foreseeable future, we have in
the past been in violation of one or more covenaffies cannot assure you that we will not violate onenore covenants in the future. If we
were to be in violation of covenants under our tragreement, our lender could choose to accel@atment on all outstanding loan balances.
There can be no assurance that we would be allaid¢kly obtain equivalent or suitable replacemémaricing in this event. If we were not a
to secure alternative sources of funding, suchlamt&on would have a material adverse impact arfioancial condition.

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

We believe our existing cash balances, borrowirailability under our bank credit facility, and thash expected to be generated from
operations, will be sufficient to meet our antidgrhcash needs for at least the next 12 monthsfu@ure capital requirements will depend on
many factors, including our levels of net saleg,ttming and extent of expenditures to supportaegeand development activities, the
expansion of manufacturing capacity both domedyicaid internationally and the continued marketeptance of our products. We could be
required, or may choose, to seek additional funttimgugh public or private equity or debt finan@ngn addition, in connection with any futi
acquisitions, we may require additional funding ethinay be provided in the form of additional debequity financing or a combination
thereof. These additional funds may not be availall terms acceptable to us, or at all.

New Accounting Pronouncements

In April 2009, the FASB issued FSP FAS 15M¢termining Fair Value When the Volume and Levdaivity for the Asset or Liability
Have Significantly Decreased and ldentifying Trastsms That Are Not Orderl(“FSP FAS 157-4"), which provides additional guidarfor
estimating fair value in accordance with SFAS 15BP FAS 157-4 states that a significant decreatieei volume and level of activity for the
asset or liability when compared with normal maiketivity is an indication that transactions or tpebprices may not be determinative of fair
value because there may be increased instancemeéttions that are not orderly in such marketlitimms. Accordingly, further analysis of
transactions or quoted prices is needed, and #isaym adjustment to the transactions or quotédesrmay be necessary to estimate fair value.
FSP FAS 157-4 is effective for the Company in @sad quarter of fiscal 2009. The Company is aulyén the process of determining the
effect of the adoption of FSP FAS 157-4 on its odidated financial statements.
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In April 2009, the FASB issued FSP FAS 107-1 andA28-1,Interim Disclosures about Fair Value of Financiaktrumentg“FSP FAS
107-1 and APB 28-1"), which requires disclosuresulthe fair value of the Company’s financial imstrents for which it is practicable to
estimate that value, whether recognized or notgeized in the balance sheets, in the interim réppyeriods as well as in the annual repor
periods. In addition, FSP FAS 107-1 and APB 28¢uires disclosures of the methods and significastiaptions used to estimate the fair
value of those financial instruments. FSP FAS 1@ihd APB 28-1 is effective for the Company insgeond quarter of fiscal 2009. The
Company is currently in the process of determinfrggeffect of the adoption of FSP FAS 107-1 and A&BBL on its consolidated financial
statements.

In April 2009, the FASB issued FSP FAS 115-2 andH&4-2 Recognition and Presentation of Other-Than-Temppharpairments
(“FSP FAS 115-2 and FAS 124-2"), which establisaeew method of recognizing and reporting otherHteemporary impairments of debt
securities and requires additional disclosurededlto debt and equity securities. FSP FAS 11BePFAS 124-2 does not change existing
recognition and measurement guidance related tr-tffan-temporary impairments of equity securitieSP FAS 115-2 and FAS 124-2 is
effective for the Company in its second quartefisafal 2009. The Company is currently in the pescef determining the effect of the adop!
of FSP FAS 157-4 on its consolidated financialestants.

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

In December 2007, the FASB issued SFAS No. Nafhcontrolling Interests in Consolidated Financi&thtement§'SFAS 160"), which
will require noncontrolling interests (previoushferred to as minority interests) to be treated agparate component of equity, not as a
liability or other item outside of permanent equithis Statement applies to the accounting for patrolling interests and transactions with
non-controlling interest holders in consolidatethficial statements. SFAS 160 will be applied propely to all noncontrolling interests,
including any that arose before the effective @aimept that comparative period information mustdmast to classify noncontrolling interest
equity, attribute net income and other comprehensigome to noncontrolling interests, and provitteodisclosures required by SFAS 160.
SFAS 160 is effective for periods beginning on fteraDecember 15, 2008. The adoption of SFAS 1@di have a material impact on the
Company’s consolidated financial position, resafteperations or liquidity.

Off-Balance Sheet Arrangements

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

Item 3. Quantitative and Qualitative Disclosures About Market Risk

As a Smaller Reporting Company, we are not requmedake any disclosure pursuant to this Item 3.
Item 4. Controls and Procedures

Not Applicable.
Item 4T.  Controls and Procedures

(a) Evaluation of Disclosure Controls and Procedsie carried out an evaluation, under the superviaimhwith the participation of o
management, including our principal executive @ffiand principal financial officer, of the effeativess of the design and operation of our
disclosure controls and procedures (as defineduleRl3a-15(e) and 15d-15(e) of the Securities &xgh Act of 1934, (“Exchange Act”)) as
of the end of our fiscal quarter ended April 4, 20Based upon that evaluation, our principal exeeudfficer and principal financial officer
concluded that our disclosure controls and proceslare effective to provide reasonable assuramaténiormation required to be disclosed by
us in reports that we file or submit under the Eade Act (i) is recorded, processed, summarizedematted within the time periods specif
in the SEC’s rules and forms and (ii) is accumwated communicated to our management, includingpdacipal executive officer and
principal financial officer as appropriate to alldwely decisions regarding required disclosure.
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(b) Change in internal controls over financial refing. During the fiscal quarter that ended April 4, 200%re have not been any char
in our internal controls over financial reportiras(defined in Rules 13a-15(f) and 15d-15(f) untlerExchange Act) that have materially
affected, or are reasonably likely to materiallieaf, our internal controls over financial repogtin

Inherent Limitations on I nternal Control

A control system, no matter how well conceived apdrated, can provide only reasonable, not absassrance that the objectives of
the control system are met. Further, the benefitootrols must be considered relative to theitsdBecause of the inherent limitations in all
control systems, no evaluation of controls can pi®absolute assurance that all control issuesratances of fraud, if any, have been
detected. These inherent limitations include tladitres that judgments in decision making can hatyaand that breakdowns can occur bec
of simple errors. Additionally, controls can beccimvented by the individual acts of some persopsdiusion of two or more people, or by
management override of the control. The desigmgfsystem of controls is also based in part upetateassumptions about the likelihood of
future events, and there can be no assurancerthatesign will succeed in achieving its stated gaalder all potential future conditions.
Because of the inherent limitations in a cost-éffeccontrol system, misstatements due to errdraad may occur and not be detected.

PART Il. OTHER INFORMATION
ltem 1. Legal Proceedings

The information set forth in the sections entitfestieral Securities Class Action, California DeiivatAction and Patent Claims under
Note 8 of Notes to Unaudited Condensed Consolidaiteahcial Statements, included in Part I, Itenfithis Report, is incorporated herein
reference.

ltem 1A. Risk Factors

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

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

Recently general worldwide economic conditions hexgerienced a downturn due to the credit conditiorpacted by the subprime-
mortgage turmoil and other factors, slower econaasitvity, concerns about inflation and deflatimgreased energy costs, decreased
consumer confidence, reduced corporate profitscapital spending, adverse business conditionsiguitiity concerns in the memory market,
recent international conflicts and the impact aunal disasters and public health emergencies.& besditions make it extremely difficult for
our customers, our vendors and us to accuratedcést and plan future business activities, and ¢beld cause U.S. and foreign businesses to
further slow spending on our products and serviebsch would further delay and lengthen sales e dieirthermore, during continuing
challenging economic times our customers may fesgeis gaining timely access to sufficient crediicv could result in an impairment of
their ability to make timely payments to us. Iftleere to occur, we may be required to increaseatbowance for doubtful accounts and our
days sales outstanding would be negatively impadtscannot predict the timing, strength or duratié the current economic slowdown or
subsequent economic recovery, worldwide, or inntieenory market and related semiconductor industel economy or markets in which:
operate continue to worsen, our business, finagoiadlition and results of operations will likely bmterially and adversely affected.
Additionally, the combination of our lengthy satsle coupled with challenging macroeconomic caodg could compound the negative
impact on the results of our operations.

Item 2. Unregistered Sales of Equity Securities and Use Bfoceeds
None.
Item 3. Defaults Upon Senior Securities
None.
ltem 4. Submission of Matters to a Vote of Security Holders
None.
Item 5. Other Information
None.
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Item 6. Exhibits

Exhibit
Number Description of Document

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

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

31.1(2) Certification of Chief Executive Officer pursuantRule 13-14(a) and Rule 1:-14(a) of the Securities Exchange Act, as Amen
31.2(2) Certification of Chief Financial Officer pursuantRule 13-14(a) and Rule 1:-14(a) of the Securities Exchange Act, as Amen

32(3) Certification of Chief Executive Officer and Chiefhancial Officer pursuant to 18 U.S.C. 1350, aspaed pursuant to Section 906
of the Sarban«Oxley Act of 2002 and furnished herewith pursuanB8EC Release No. -8238.

(1) Incorporated by reference to the correspondingbétxhumber of the registration statement on Forth@-the registrant (No. 333-
136735) filed with the Securities and Exchange Cdssimn on October 23, 2006.

(2) Filed herewith.

(3) The information in Exhibit 32 shall not be deemétetl” for purposes of Section 18 of the Securifieschange Act of 1934, as
amended, (the “Exchange Act”), or otherwise subjedhe liabilities of that section, nor shall thegy deemed incorporated by
reference in any filing under the Securities AcfleB3, as amended, or the Exchange Act (includirggReport), unless Netlist, Inc.
specifically incorporates the foregoing informatioto those documents by reference.

30




Table of Contents

SIGNATURES

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

the undersigned thereunto duly authorized.

Date: May 15, 200

NETLIST, INC.
a Delaware corporatic
(Registrant

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

By: /s/ Gail ltow
Gail Itow
Vice President and Chief Financial
Officer
(Principal Financial Officer)
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EXHIBIT INDEX

Exhibit

Number Description of Document

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

of the Sarban«Oxley Act of 2002 and furnished herewith pursuan8EC Release No. -8238.
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EXHIBIT 31.1

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

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

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

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

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

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

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

C) evaluated the effectiveness of the Registrant'slasire 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 thatoaed during th
Registrant’s most recent fiscal quarter (the Regits fourth fiscal quarter in the case of an aimaport) that has materially affected, or is
reasonably likely to materially affect, the Regsit's internal control over financial reporting;dan

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

a) all significant deficiencies and material weaknssdsehe design or operation of internal contradiofmancial
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 involveanagement or other employees who have a significéain the
Registrant’s internal control over financial repogt

May 15, 2009 /s/ Chun K. Hon¢
Chun K. Hong
President, Chief Executive Officer and Chairmaithef Boarc
(Principal Executive Officer




EXHIBIT 31.2

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

[, Gall Itow, certify that:
1. I have reviewed this quarterly report on Form 1@fQetlist, Inc., a Delaware corporation (the “Ratgant”);

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

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

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

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

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

C) evaluated the effectiveness of the Registrant'slasire 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 thatoaed during th
Registrant’s most recent fiscal quarter (the Regits fourth fiscal quarter in the case of an aimaport) that has materially affected, or is
reasonably likely to materially affect, the Regsit's internal control over financial reporting;dan

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

a) all significant deficiencies and material weaknssdsehe design or operation of internal contradiofmancial
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 involveanagement or other employees who have a significéain the
Registrant’s internal control over financial repogt

May 15, 2009 /s/ Gail ltow
Gail Itow
Vice President and Chief Financial Offic
(Principal Financial Officer




Exhibit 32

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

In connection with the Quarterly Report on FormQ@f Netlist, Inc., a Delaware corporation (“Netljsfor the quarter ended April 4, 2009
(the “Report”), Chun K. Hong, president, chief extee officer and chairman of the board of Netlamd Gail Itow, vice president and chief
financial officer of Netlist, each hereby certifigairsuant to 18 U.S.C. Section 1350, as adoptesupat to Section 906 of the Sarbanes-Oxley
Act of 2002, that, to his or her knowledge:

(1) the Report fully complies with the requirementsSefction 13(a) of the Securities Exchange Act 041 @&d

(2) the information contained in the Report fairly prets, in all material respects, the financial ctadiand results of operatic
of Netlist, Inc.
May 15, 2009 /s/ Chun K. Hon¢
Chun K. Hong

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

May 15, 200¢ /s/ Gail ltow
Gail Itow
Vice President and Chief Financial Offic
(Principal Financial Officer




