UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q
(Mark One)
QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the quarterly period ended September 29, 200
or

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

ACT OF 1934
For the transition period from to
Commission file number 001-33170
NETLIST, INC.
(Exact name of registrant as specified in its @rart
Delaware 95-4812784
State or other jurisdiction « (I.R.S. Employe
incorporation or organizatic Identification No.)

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

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

Indicate by check mark whether the registrant @b filed all reports required to be filed by Secti or 15(d) of the Securities Exchange
Act of 1934 during the preceding 12 months (ordioch shorter period that the registrant was requaodile such reports), and (2) has been
subject to such filing requirements for the past@@s. Yeslx] No O

Indicate by check mark whether the registrantlezge accelerated filer, an accelerated filer, noa-accelerated filer. See definition of
“accelerated filer and large accelerated filerRinle 12b-2 of the Exchange Act. (Check One):

Large Accelerated Filer O Accelerated Filer O Non-accelerated filer
Indicate by check mark whether the registrantsbell company (as defined in Rule 12b-2 of the Adtes OO No
The number of shares outstanding of each of thistragt's classes of common stock as of the lgestticable date:

Common Stock, par value $0.001 per share
19,717,646 shares outstanding at October 31, 2007




PART I.
Item 1.

Iltem 2.
Iltem 3.
Iltem 4.

PART II.

Iltem 1.

Item 1A.

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

NETLIST, INC. AND SUBSIDIARIES
QUARTERLY REPORT ON FORM 10-Q
FOR THE THREE AND NINE MONTHS ENDED SEPTEMBER 29, 2007

TABLE OF CONTENTS

FINANCIAL INFORMATION
Financial Statemen
Unaudited Condensed Consolidated Balance SheS8ep&mber 29, 2007 and December 30, :
Unaudited Condensed Consolidated Statements ofa®mes for the Three and Nine Months Ended Septe@®e2007
and September 30, 20
Unaudited Condensed Consolidated Statements of Elagls for the Nine Months Ended September 29, 20G¥
September 30, 20(
Notes to Unaudited Condensed Consolidated FinaBtéément
Managemer's Discussion and Analysis of Financial Conditiod &esults of Operatior
Quantitative and Qualitative Disclosures About MarRisk
Controls and Procedur

OTHER INFORMATION

Legal Proceeding

Risk Factors

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

Submission of Matters to a Vote of Security Holc

Other Informatior

Exhibits




PART I. FINANCIAL INFORMATION

Iltem 1. Financial Statements

NETLIST, INC. AND SUBSIDIARIES
Unaudited Condensed Consolidated Balance Sheets
(in thousands)

ASSETS
Current assett
Cash and cash equivalel
Investments in marketable securit
Accounts receivable, n
Inventories
Deferred taxe
Prepaid expenses and other current a:
Total current assets

Property and equipment, r
Deferred taxe
Long-term investments in marketable securi
Other asset
Total assets

LIABILITIES AND STOCKHOLDERS ' EQUITY
Current liabilities:
Accounts payabl
Revolving line of credi
Current portion of lon-term debt
Current portion of deferred gain on sale and leaslelransactiol
Income taxes payab
Accrued expenses and other current liabilities
Total current liabilities
Long-term debt, net of current portic
Deferred gain on sale and leaseback transactiomf meirrent portion
Total liabilities
Commitments and contingenci
Stockholder’ equity:
Common stocl
Additional paic-in capital
Note receivable from stockhold
Accumulated defici
Accumulated other comprehensive income
Total stockholder equity
Total liabilities and stockholders’ equity

See accompanying notes.
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September 29,

December 30,

2007 2006
$ 6,45( $ 30,97
16,07¢ 5,267
16,33¢ 23,70:
5,95¢ 19,47:
4,97( 1,05¢
447 98¢
50,24: 81,46(
8,071 3,83(
1,237 57€
8,10z 1,50z
69C 32€
$ 68,34 $ 87,60
$ 9221 $ 11,68(
10,28( 19,23¢
82¢ 1,03%
11¢ 11¢
— 552
2,73¢ 3,25¢
23,18 35,87¢
93¢ 1,23(
25¢ 344
24,38’ 37,45(
20 20
67,65: 66,55
— (1)
(23,729 (16,337)
18 —
43,96 50,24
$ 68,34. $ 87,60




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

Net sales
Cost of sales(1)
Gross profi
Operating expense
Research and development
Selling, general and administrative
Total operating expenses
Operating income (los:
Other income (expense
Interest income (expense), 1
Other expense, net
Total other income (expense), |
Income (loss) before provision (benefit) for incotares
Provision (benefit) for income tax
Net income (loss
Net income (loss) per common she
Basic
Diluted
Weighte-average common shares outstand
Basic
Diluted

(1) Amounts include stock-based compensation expasgollows:

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

Three Months Ended

Nine Months Ended

September 29, September 30, September 29, September 30,
2007 2006 2007 2006

$ 27,19¢ $ 43,50¢ 77,54 $ 109,43¢
23,02] 36,52¢ 73,85( 93,97
4,167 6,981 3,69: 15,46¢

1,25¢€ 874 3,801 2,38¢

4,04( 2,58 11,58¢ 6,494

5,29¢ 3,451 15,39( 8,88-
(1,129 3,52¢ (11,697 6,58¢

142 (56E) 25€ (1,519

(33 (87 (28) (82)

10¢ (652) 22€ (1,596)

(1,020) 2,872 (11,469 4,99(

(3679) 1,08¢ (4,227) 1,89¢

$ (657) $ 1,78¢ (7,249 $ 3,09¢
$ (0.0 $ 0.1€ (0.3) $ 0.2€
$ (0.09 $ 0.12 (0.37) $ 0.21
19,68¢ 11,23¢ 19,65¢ 11,07:
19,68¢ 15,40: 19,65¢ 15,24¢

$ 53 $ 46 161 $ 60
40 49 10t 71

21¢ 205 66¢ 31€

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

Nine Months Ended

September 29, September 30,
2007 2006
Cash flows from operating activitie
Net income (loss $ (7,242 $ 3,09¢
Adjustments to reconcile net income (loss) to rehcprovided by (used in) operating activit
Depreciation and amortizatic 1,01z 70&
Amortization of deferred gain on sale and leasehaisactior (89) (89)
Deferred income taxe (4,577) (54)
Impairment of lon-lived asse 257 —
Loss on disposal of ass¢ 68 15
Loss on inventory adjustmer 5,06: —
Facility relocation charg 15C —
Stoclk-based compensatic 934 447
Amortization of debt discout — 50
Changes in operating assets and liabilit
Accounts receivabl 7,36¢ (7,75€)
Inventories 8,452 (8,03¢)
Income taxes receivab — 25¢
Prepaid expenses and other current a: 541 (340
Other asset (364) (169)
Accounts payabl (2,442 8,70(C
Income taxes payab (70€) 58¢
Accured expenses and other current liabilities (66€) 1,15¢
Net cash provided by (used in) operating activi 7,755 (1,437)
Cash flows from investing activitie
Acquisition of property and equipme (5,530 (959)
Proceeds from sale of equipmi — 45
Repayment of note receivable from stockho 1 —
Purchase of investments in marketable secul (50,94 —
Proceeds from maturities of investments in marketabcurities 33,55( —
Net cash used in investing activities (22,92)) (914)
Cash flows from financing activitie
Borrowings on lines of cred 86,74( 106,97:
Payments on lines of cret (95,699 (105,269
Borrowings on dek 29C 2,00(
Payments on del (852) (67€)
Repayment of convertible not — (950
Proceeds from exercise of stock options and wag 161 11C
Tax benefit from exercise of warrat — 203
Net cash provided by (used in) financing activities (9,359) 2,39¢
Increase (decrease) in cash and cash equivi (24,529 48
Cash and cash equivalents at beginning of period 30,97¢ 953
Cash and cash equivalents at end of period $ 6,45( $ 1,001
Supplemental disclosure of r-cash investing activitie:
Purchase of equipment through capitalized leasgatiins $ 67 $ 113

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

September 29, 2007
NOTE 1—DESCRIPTION OF BUSINESS

Netlist, Inc. (the “Company” or “Netlist”) was ingeorated on June 12, 2000 in Delaware. Netlistgtessand manufactures high
performance memory subsystems for the server, egformance computing and communications markéts.Gompany’s solutions are
targeted at applications where memory plays a &kyin meeting system performance requirements.

NOTE 2—SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Basis of Presentation

The interim unaudited condensed consolidated filmhstatements have been prepared in accordanheaagbunting principles generally
accepted in the United States of America for imefinancial information and with the instructiormsSecurities and Exchange Commission
(*SEC”) Form 10-Q and Article 10 of SEC Regulati®sX. These financial statements do not includefdhe information and footnotes
required by accounting principles generally acogrtethe United States of America for complete fiicial statements. Therefore, these interim
unaudited condensed consolidated financial statenstould be read in conjunction with the Compamydited consolidated financial
statements and notes thereto for the year endeeinilesr 30, 2006, included in the Company’s AnnugddReon Form 1 filed with the SEC
on February 28, 2007.

The condensed consolidated financial statemenksded herein are unaudited; however, they conthimoamal recurring accruals and
adjustments that, in the opinion of the Companyasmagement, are necessary to present fairly theotidated financial position of the
Company and its wholly owned subsidiaries as ot&uaper 29, 2007 and December 30, 2006, the comsetidesults of its operations for the
three and nine months ended September 29, 2003epteémber 30, 2006, and the consolidated cash flmvtke nine months ended Septen
29, 2007 and September 30, 2006. All intercompaigrizes and transactions have been eliminatedchsotidation. The results of operations
for the three and nine months ended September0®g, &e not necessarily indicative of the reswoltse expected for the full year or any future
interim periods.

Fiscal Year

Effective January 1, 2003, the Company changefisital year from a calendar year to a 52/53-westadfi year ending on the Saturday
closest to December 31. Each of the Company’stfirste quarters in a fiscal year end on the Sayucttsest to March 31, June 30 and
September 30, respectively.

Use of Estimates

The preparation of financial statements in conftymiith accounting principles generally acceptethi@ United States of America
requires management to make estimates and assusi it affect the reported amounts of the assetdiabilities and disclosure of
contingent assets and liabilities at the date efitmancial statements, and the reported amountsvehues and expenses during the reporting
period. Significant estimates made by managemehide, among others, provisions for uncollectil@egivables and sales returns, warranty
liabilities, valuation of inventories, recoverabjlof long-lived assets, realization of deferrexl dasets and stock-based compensation expense
Actual results could differ from these estimates.

Revenue Recognition

The Company’s revenues primarily consist of prodades of high performance memory subsystems ginatiequipment manufacturers
("OEMs”). Revenues also include sales of excesspmorant inventories to distributors and other uséraemory integrated circuits (“ICs”)
totaling approximately $0.4 million and $1.8 miltiorespectively, for the three and nine months @r@kptember 29, 2007 and approximately
$2.7 million and $10.2 million, respectively, fdretthree and nine months ended September 30, 2006.

The Company recognizes revenues in accordancethv@tSBEC’s Staff Accounting Bulletin (“SAB”) No. 10Revenue RecognitiqfiSAB
No. 10#"). In accordance with the provisions of SAB No41€he Company recognizes revenues when

6




there is persuasive evidence of an arrangemerduptalelivery and acceptance have occurred, tles gaice is fixed or determinable, and
collectibility of the resulting receivable is reastly assured.

The Company generally uses customer purchase arddfer contracts as evidence of an arrangemetivedeoccurs when goods are
shipped for customers with FOB Shipping Point teemd upon receipt for customers with FOB Destimateyms, at which time title and risk
of loss transfer to the customer. The Company asseshether the sales price is fixed or determénabsed on the payment terms associated
with the transaction and whether the sales prisaligect to refund. Customers are generally alloliveitied rights of return for up to 30 days,
except for sales of excess inventories, which éomta right-of-return privileges. Estimated retuare provided for at the time of sale based on
historical experience or specific identificationasf event necessitating a reserve. Returns frotormess have not been material in any period
as the Company’s principal customers have adopiéd-to-order manufacturing models or just-in-timanagement processes. The Company
offers a standard product warranty to its custoraacshas no other poshipment obligations. The Company assesses cali@gtbased on th
creditworthiness of the customer as determinedréglicchecks and evaluations, as well as the custsrpayment history.

A portion of the Company’s international shipmeats made to third-party inventory warehouses, tsshand the Company recognizes
revenue when the inventory is pulled from the habulse in production by the customer.

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

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.ashebalance sheet date, the Company
evaluates its ending inventories for excess quasti#ind obsolescence. This evaluation includesalysis of sales levels by product type.
Among other factors, the Company considers histbdemand and forecasted demand in relation tontrentory on hand, competitiveness of
product offerings, market conditions and produet diycles when determining obsolescence and nktabke value. Provisions are made to
reduce excess or obsolete inventories to theimastid net realizable values. Once establishedgddivns are considered permanent
adjustments to the cost basis of the excess ofetbsaventories.

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 &uorip repair or replace defective
product returned to the Company during such wayrpatiod at no cost to the customer. An estimatéhbyCompany for warrantselated cost
is recorded by the Company at the time of saledasadts historical and estimated product retutega@and expected repair or replacement
costs. Such costs have historically been consibetmteen periods and in-line with management’s etgti®ns. The Company’s warranty
liability is included as a component of accruedenges and other current liabilities in the accorgianunaudited condensed consolidated
balance sheets.

The following table summarizes the activity relatedhe warranty liability for the nine months eddgeptember 29, 2007 (in thousands):

Beginning balance, December 30, 2( $ 29¢
Charged to costs and expen 172
Usage (119
Ending balance, September 29, 2! $ 357

Stock-Based Compensation

The Company accounts for equity issuances to ngulesrees in accordance with Statement of Financ@odinting Standards (“SFAS”)
No. 123,Accounting for Stock-Based Compensafi8FAS No. 123”), and Emerging Issues Task ForédTF") No.
96-18,Accounting for Equity Instruments that are Issue@®ther Than Employees for Acquiring, or in Conjime with Selling, Goods and
Services All transactions in which goods or services & tonsideration received for the issuance of gdustruments are accounted for
based on the fair value of the consideration rexkir the fair value of the equity instrument iskughichever is more reliably measurable.
measurement date used to determine the fair vélthe@quity instrument issued is the earlier @f date on which the third-party performance
is complete or the date on which it is probable geaformance will occur.
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In accordance with SFAS No. 123(Fhare-Based PaymefiSFAS No. 123(R)"), employee and director stoclsdh compensation
expense recognized during the period is basedewalue of the portion of share-based payment asathiat is ultimately expected to vest
during the period. Stock-based compensation expesgnized in the accompanying unaudited condecsesblidated statements of
operations includes compensation expense for dbeged payment awards granted prior to, but notgsted as of December 31, 2005 based
on the grant date fair value estimated in accorelavith the pro forma provisions of SFAS No. 123 anthpensation expense for the share-
based payment awards granted subsequent to Dec8m#2005 based on the grant date fair value estiiia accordance with the provisions
of SFAS No. 123(R). Given that stock-based comp@rsaxpense recognized in the unaudited condecmesblidated statements of
operations is based on awards ultimately expecteedt, it has been reduced for estimated forfetuUBFAS No. 123(R) requires forfeitures to
be estimated at the time of grant and revisedgdéessary, in subsequent periods if actual forfestaiiffer from those estimates.

The fair value of stock-based awards to employedsd@rectors is calculated using the Black-Scholetson pricing model. The Black-
Scholes model requires subjective assumptions dagafuture stock price volatility and expectedéito exercise, along with assumptions
about the risk-free interest rate and expectedidivis, which affect the estimated fair values ef@ompany’s stock-based awards. The
expected term of options granted is derived frostdnical data on employee exercises and post-gestimployment termination behavior. The
expected volatility is based on the historical tititees of the common stock of comparable publitigded companies based on the Company’s
belief that it currently has limited historical daegarding the volatility of its stock price onialinto base a meaningful estimate of expected
volatility. The risk-free rate selected to valug @articular grant is based on the U.S. Treasusy tteat corresponds to the expected term of the
grant effective as of the date of the grant. Theeeted dividends assumption is based on the Congphisgory and expectation of dividend
payouts. These factors could change in the fuaiffecting the determination of stock-based comp@ms@&xpense in future periods.

Net Income (Loss) Per Share

Basic net income (loss) per share is calculatediliging net income (loss) by the weighted-averegemon shares outstanding during
the period. Diluted net income (loss) per shaealsulated by dividing the net income (loss) by wedghted-average common shares and
dilutive potential common shares outstanding dutirgperiod. Dilutive potential common shares ceingif dilutive shares issuable upon the
exercise of outstanding stock options and warreosputed using the treasury stock method. Durisggafi2006 and prior years, in addition to
outstanding stock options and warrants, dilutiveeptial common shares also consisted of shareabsupon the conversion of convertible
notes payable and convertible preferred stock usiadif-converted” method.

NOTE 3—SUPPLEMENTAL FINANCIAL INFORMATION
Inventories
Inventories consist of the following (in thousands)

September 29, December 30

2007 2006
Raw materials $ 3,000 $ 10,51
Work in proces: 1,88¢ 3,34:
Finished goods 1,06¢ 5,617

$ 595¢ $§ 1947

During the nine months ended September 29, 20@7Cdmpany incurred a loss of approximately $5.lionildue to slow moving and
lower-of-cost-or-market-value inventory adjustments




Comprehensive Income (Loss)

The components of comprehensive income (losspfrtaixes, consist of the following (in thousands):

Three Months Ended Nine Months Ended
September 29,  September 30, September 29,  September 30,
2007 2006 2007 2006
Net income (loss $ (657) $ 1,78¢ % (7,242) $ 3,09/
Other comprehensive incon
Change in net unrealized gain on investments 25 — 18 —
Total comprehensive income (los $ (632) $ 1,78 % (7,229 $ 3,09¢

Accumulated other comprehensive income reflectetherunaudited condensed consolidated balance ah8eptember 29, 2007
represents accumulated net unrealized gains ostimeats in marketable securities.

Computation of Net Income (Loss) Per Share

The following table sets forth the computation asie and diluted net income (loss) per share, @iofuthe reconciliation of the numera
and denominator used in the calculation of basitdiluted net income (loss) per share (in thousaexisept per share data):

Three Months Ended Nine Months Ended
September 29, September 30, September 29, September 30,
2007 2006 2007 2006
Basic net income (loss) per share

Numerator: Net income (loss) $ (657 $ 1,78¢ $ (7,242 $ 3,094
Denominator: Weighte-average common shares outstand

basic 19,68¢ 11,23t 19,65¢ 11,072
Basic net income (loss) per share $ (0.0 $ 0.1¢ $ (037 $ 0.2¢

Diluted net income (loss) per share

Net income (loss $ (657 $ 1,78 % (7,242 $ 3,09/
Convertible notes interest expense (net of — 20 — 60
Numerator: Adjusted net income (loss) availabledmmon

stockholder: $ (657 $ 1,80¢ $ (7,242) $ 3,15¢
Weighte-average common shares outstanding, k 19,68¢ 11,23t 19,65¢ 11,072
Effect of dilutive securities

Stock options and warrar — 2,08¢ — 2,09¢

Convertible preferred stoc — 1,00¢ — 1,00¢

Convertible notes payab — 1,07 — 1,077
Denominator: Weighte-average common shares outstand

diluted 19,68¢ 15,40! 19,65¢ 15,24¢
Diluted net income (loss) per shi $ (0.09) $ 01z $ (0.3) $ 0.21

All potentially dilutive common share equivalenfsapproximately 1.1 million and 1.5 million shatesve been excluded from the diluted
net loss per share calculations for the three amelmonths ended September 29, 2007, respectiaglheir effect would be arditutive for the
periods then ended.




Major Customers

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

Three Months Ended Nine Months Ended
September 29,  September 30, September 29,  September 30,
2007 2006 2007 2006
Customer
A 75% 45% 53% 37%
B —% 36% —% 41%
C —% —% 21% —%

The Companys accounts receivable are concentrated with twnmesrs at September 29, 2007, representing appabeiyn70% and 10¢
of aggregate gross receivables. At December 30,20zounts receivable are concentrated with fagtoeners representing approximately
32%, 19%, 14% and 13% of aggregate gross receahlsignificant reduction in sales to, or the iypilo collect receivables from, a
significant customer could have a material adverg®ct on the Company.

NOTE 4—CREDIT AGREEMENT

In April 2007, the Company executed the Seventh #dangent to the Amended and Restated Credit and Bedgreement (the “Seventh
Amendment”). The Seventh Amendment, which was &ffeas of March 21, 2007, allows the Company tdtsaelection, increase its line of
credit from $25 million, in $2.5 million incrementsp to a total of $40 million at the prime rateimkrest, which was 7.75% at September 29,
2007 and 8.25% at December 30, 2006. In additlmSeventh Amendment (i) extends the maturity datke line of credit to July 31, 2009,
(i) establishes an equipment advance line of #8amj (iii) increases the sublimit for letters ofedit to $5 million, (iv) sets an inventory
sublimit of $7 million, with the ability to increago $10 million if certain financial targets aretn(v) provides for the reduction in interest s
on borrowings if certain borrowing amounts and ficial performance targets are met and (vi) reviggthin financial covenants.

In July 2007, the Company executed the Eighth Anreertt to the Amended and Restated Credit and Sgd@gieement (the “Eighth
Amendment”), which was effective as of June 29,20mong other things, the Eighth Amendment addethan minimum profitability
financial covenant requirements. As of Septembe2207, the Company was in compliance with allrficial covenants.

Borrowings on the line of credit are limited to 8%f#teligible accounts receivable, plus the leagi)dd percentage of eligible inventory
determined from time to time by the Company’s bdiik80% of the orderly liquidation value, as defd, of eligible inventories, and
(iii) $7 million. Interest is payable monthly, &tet Company’s option, either at prime rate plus @50 LIBOR plus 3%. The interest rate was
reduced to the prime rate or LIBOR plus 2.50% ic@&maber 2006 concurrent with the Company’s raisgapftal through an initial public
offering.

Interest on the equipment advances is payable rypmththe Company’s option, either at the primte i@ LIBOR plus 2.50%. Interest
only payments were required on the equipment addatirough January 31, 2007. Commencing Febru&9d7, the Company is required to
repay the equipment advances in 42 equal montbktgliments. The outstanding balance on this loanapgroximately $1.1 million and $1.1
million at September 29, 2007 and December 30, 2@3pectively (see Note 5).

Any borrowings on the line of credit are collatézratl by a general first priority lien against atbr@pany assets, both tangible and
intangible.
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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 Nine Months Ended
September 29, September 30, September 29, September 30,
2007 2006 2007 2006
Interest expense $ 165 $ 29C $ 71z $ 847
September 29, December 30,
2007 2006
Outstanding borrowings on the line of credit $ 10,28( $ 19,23¢
Borrowing availability under the line of credit $ 546( $ 4.87:
NOTE 5—LONG-TERM DEBT
Long-term debt consists of the following (in thoonds):
September 29, December 30,
2007 2006
Obligations under capital leases $ 541 $ 802
Equipment note payable to bank (see Not 1,13i 1,072
Notes payable to othe 90 38¢
1,76¢ 2,26:
Less current portio (829) (1,039
$ 93¢ $ 1,23(

Notes Payable to Others

In November 2002, the Company entered into a $D00Msecured loan agreement with an individualiibganterest at 7% payable
annually, principal due, as amended, in June 2008anuary 2004, $4,000 of the principal amount wsed to exercise certain stock options.
The balance of this note was $96,000 at Decemhe2®IB, which, along with accrued interest, wasien full in January 2007.

In January 2003, the Company entered into a $300d#h agreement with a financing company, coliized by assets owned by an
employee related to the majority stockholder. Tt bears interest at 14% per annum and matudssimary 2009. Principal and interest
payments of approximately $6,000 are due and payabhthly. The balance of this note was approxim#&®0,000 and $133,000 at
September 29, 2007 and December 30, 2006, resplyctiv

In August 2005, the Company entered into an agraemi¢h a financing company in connection with filcéng certain insurance policies.
The financing agreement required monthly princgrad interest payments of approximately $25,000uihamaturity on June 30, 2006. Inte
was payable at 8.55% per annum. The outstandimgipgl balance on this financing was $142,000 atdbeber 31, 2005. During the year
ended December 30, 2006, the balance was rep#id.iim August 2006, the Company entered into greament with a financing company to
finance its insurance policies. The financing agrest required monthly principal and interest payts@f approximately $32,000 through
maturity on June 30, 2007, with interest payabl@.45% per annum. The principal balance was reipdidl as of June 30, 2007. The
outstanding principal balance at December 30, 2@ approximately $160,000.

Capital Leases
The Company has acquired certain manufacturingcantputer equipment through the use of various ablgiases. As of September 29,
2007, these leases require aggregate monthly pagroeapproximately $36,000 and mature at variatesithrough May 2011. The interest

rates on these leases vary between 4.3% and 9.4%.

11




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

Three Months Ended Nine Months Ended
September 29,  September 30, September 29,  September 30,
2007 2006 2007 2006
Interest expens $ 58 $ 42 $ 16€ $ 14E

NOTE 6—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 Nine Months Ended
September 29, September 30, September 29,  September 30,
2007 2006 2007 2006
Provision (benefit) for income taxes $ (369 $ 1,082 $ (4,227 $ 1,89¢
Effective tax rate (36)% 38% (3N% 38%

The Company adopted FASB Interpretation No.A&;ounting for Uncertainty in Income TaxéBIN 48") , on December 31, 2006, the
first day of fiscal 2007. As a result of the implemiation of FIN 48, the Company recorded an in@éashe net liability for unrecognized tax
positions of approximately $0.2 million, which wiaxorded as an adjustment to the beginning balaihaecumulated deficit as of December
31, 2006. Including the increase in the net ligilat December 31, 2006 the Company had approgign$0.5 million of total unrecognized 1
benefits. Included in this balance were approxitye#8.5 million of tax positions that, if recognizewould affect the effective tax rate.

The Companys continuing practice is to recognize accrued @geand penalties related to unrecognized tax lisesfa component of t
expense. This policy did not change as a resuhlie@adoption of FIN 48. The Company had approxiiya880,000 accrued for interest and $0
accrued for penalties at December 31, 2006.

The Company files tax returns with federal andespatisdictions. The Company is no longer subjedRS or state examinations prior to
fiscal 2003, although certain carryforward attrésithat were generated prior to fiscal 2003 madlybstiadjusted by the IRS if they either have
been or will be used in a future period.

NOTE 7—COMMITMENTS AND CONTINGENCIES
Federal Securities Class Action

Beginning in May 2007, the Company and certairntobificers and directors (the “Individuals”) weramed as defendants in four
purported class action shareholder complaints,dfnshich were filed in the U.S. District Court fire Southern District of New York (Tran v.
Netlist, Inc., Case No. 07 CV 3754; Benjamin v.IN&tInc., Case No. 07 CV5518) (t“New York Actions”), and two of which were filed in
the U.S. District Court for the Central District @alifornia (Belodoff v. Netlist, Inc., Case No. 8X07-677 DOC (MLGx); Swofford v.

Netlist, Inc., Case No. CV(-04006 PSG (FMOXx) (the “California Actions”). Thegerported class action lawsuits were filed on Kfedfa
persons and entities who purchased or otherwisgirachthe Company’s common stock pursuant or tizlega the Company’s November 30,
2006 Initial Public Offering (the “IPO”). The conmghts allege that the Registration Statement andpectus issued by the Company in
connection with the IPO contained untrue statemehitsaterial fact or omissions of material facviolation of Sections 11, 12(a)(2) and 15 of
Securities Act of 1933. The actions seek unspetifienetary damages and other relief.

On September 5, 2007, the California Actions wenesolidated by the U.S. District Court for the GahDistrict of California. At that
time, the court also designated Belodoff v. Netlist., Case No. SACV07-677 DOC (MLGXx), as the leade in this matter and appointed Iron
Workers Local No. 25 Pension Fund to serve as adtiff.

On September 12, 2007, the New York Actions wereobdated by the U.S. District Court for the SausthDistrict of New York and
Iron Workers Local No. 25 Pension Fund was agapoajed to serve as lead plaintiff. The court alstered, at the request of the parties, that
the consolidated New York action be transferrethéoU.S. District Court for the Central District Galifornia and consolidated into the lead
case there.
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Now that all four actions have been consolidatéd ame lead action in the Central District of Gadifia, and pursuant to a previous court
order, the lead plaintiff has sixty days from thidey appointing lead plaintiff to file a consoliddtcomplaint. Once the consolidated complaint
is filed and served on the defendants, defendaitithave sixty days to respond. The Company bebahese lawsuits lack merit and intends to
vigorously defend against them. However, it is isgible at this time to assess whether or not theooe of these proceedings will or will not
have a material adverse effect on the Company Cdmpany has not recorded any accrual for a contirlgability associated with this legal
proceeding based on its belief that a liability jlevipossible, is not probable and any range of @kfuture charge cannot be reasonably
estimated at this time.

California Derivative Action

In August 2007, a derivative lawsuit was filed iali@®rnia Superior Court for County of Orange - 8mi. Hong, Case No. 07CC01359 -
against certain of the Company'’s current officerd directors. This action contains factual allegadisimilar to those of the federal lawsuit
mentioned above, but the plaintiff in this casesdssclaims, on behalf of Netlist, for violations@alifornia’s insider trading laws, breaches of
fiduciary duty, abuse of control, gross mismanag#measte of corporate assets, and unjust enrichribe plaintiff in this action seeks
unspecified damages, equitable and/or injunctiliefrend disgorgement of all profits, benefits atler compensation obtained by the
defendants. As this action contains factual aliegatsimilar to those averred in the federal s¢i@sriclass action, the parties have agreed to
temporarily stay this action pending a final judidgietermination on the Defendants’ anticipatediomstto dismiss in the federal action.
Accordingly, no response by any Defendant in tbitoa is required at this time. The Company belgetreat this lawsuit lacks merit and inte!
to vigorously defend against it. However, it is imspible at this time to assess whether or not tihieome of this proceeding will or will not
have a material adverse effect on the Company Cldmpany has not recorded any accrual for a contingility associated with this legal
proceeding based on its belief that a liability jlevipossible, is not probable and any range ofg@kfuture charge cannot be reasonably.

Other Obligations

During its normal course of business, the Compasyrhade certain indemnities, commitments and gtegamnder which it may be
required to make payments in relation to certangactions. These include (i) intellectual propertemnities to the Compars/tustomers ar
licensees in connection with the use, sales atidense of Company products; (ii) indemnities toders and service providers pertaining to
claims based on the negligence or willful miscondiche Company; (i) indemnities involving theauracy of representations and warranties
in certain contracts; (iv) indemnities to directarsl officers of the Company to the maximum expantnitted under the laws of the State of
Delaware; and (v) certain real estate leases, umbigh the Company may be required to indemnifypprty owners for environmental and
other liabilities, and other claims arising frone tBompany’s use of the applicable premises. Thatidur of these indemnities, commitments
and guarantees varies and, in certain cases, mayéknite. The majority of these indemnities, goitments and guarantees do not provide
any limitation of the maximum potential for futysayments the Company could be obligated to makstokically, the Company has not been
obligated to make significant payments for thed@ations, and no liabilities have been recordedfiese indemnities, commitments and
guarantees in the accompanying unaudited condexselidated balance sheets.

In April 2007, the Company entered into a four yiaility lease agreement for approximately 28,7@@table square feet in Irvine,
California. The Company began its occupation ofrtee facility in July 2007, which allows for theresolidation of its headquarters and
domestic manufacturing operations into a singlation. The total base rent for the term of theddasapproximately $1.7 million, with
monthly rent payments ranging from approximatel®,$80 to $37,000 during the term of the lease.

NOTE 8—RELATED PARTY TRANSACTIONS

In February 2003, the Company loaned an employ®€$0 to exercise a portion of his then-vested comstock options. This full
recourse note bore interest at a rate of 7% payabiaally, and was due on February 17, 2008. IreBéder 2006, the employee repaid $23
of the note, and thus as of December 30, 200&gti@ining amount outstanding was approximately ,,@vhich was recorded as a reduction
of stockholders’ equity in the consolidated balasieeet. In May 2007, the remaining $1,000 was tefzathe Company in full.
NOTE 9—IMPAIRMENT OF LONG-LIVED ASSET

During fiscal 2006, the Company acquired certagetaoldering equipment (the “Equipment”) primaiiiyended for use in connection
with a new product technology to be developed foustomer. In the first quarter of 2007, management
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determined that certain alternative equipment afated design processes were a more appropriatelegrant to the development of this
technology. As a result, the Company determined#tent to which it expected to utilize the Equipria the future had decreased from its
original estimates, and thus the Company concltidatthe carrying value of the Equipment of appmatgely $0.3 million was no longer
recoverable and was in fact impaired. In accordavite SFAS No. 144Accounting for the Impairment or Disposal of Longdd Assets
during the first quarter of 2007, the Company eatéd the current fair value of the Equipment prityarsing market prices for comparable
machinery and equipment. As a result of its analythie Company recorded an impairment charge abappately $0.1 million to write down
the carrying value of the Equipment to its estirddter value during the three months ended Marct2807. Subsequently, during the quarter
ended June 30, 2007, management determined theapramarily to the highly customized nature of Eguipment, the likelihood of alternative
uses or disposal through a sale were significaetiyote, and therefore recorded an additional chairgpproximately $0.2 million to write-off
the remaining carrying value of the Equipment adusfe 30, 2007. These charges are included as pooemt of research and development
expense in the accompanying unaudited condensesblideted statement of operations for the nine moehded September 29, 2007.

NOTE 10— FACILITY RELOCATION COSTS

As a result the relocation of its new domestic lngadters and manufacturing facility during thedtguarter of 2007, in September 2007
the Company vacated its previous manufacturindifiscihe Company is currently obligated under acencellable operating lease of this
facility through November 2010, and has thus reedra one-time charge and related liability of agpnately $150,000, which is equal to the
estimated fair value of the net remaining leasevgats in accordance with SFAS No. 1A8counting for Costs Associated with Exit or
Disposal Activities. This charge is included as a component of seltjegeral and administrative expense in the accowipg unaudited
condensed consolidated statements of operatiorieddhree and nine months ended September 29, Z8@#elated liability is included as a
component of accrued expenses and other currdilities in the accompanying unaudited condensetalidated balance sheet at September
29, 2007.

NOTE 11—STOCK OPTIONS AND WARRANTS
Common Stock Options

A summary of common stock option activity as of &mdthe nine months ended September 29, 200%&epted below (shares in
thousands):

Weighted-

Average

Number of Exercise

Shares Price

Options outstanding at December 30, 2 3,318 $ 3.34
Options grante: 1,09¢ 3.1¢
Options exercise (12¢) 1.2¢
Options cancelle (392) 5.57
Options outstanding at September 29, 2007 3,89¢ $ 3.14

In September 2007, the Company granted optionsrtthpse approximately 380,000 shares of its conmstamk to employees, including
100,000 options granted to the Company’s chief etkee officer, as a result of the Company’s semisai employee performance review
program. The Company also granted options to psehi,000 shares of its common stock to each Gf/@snon-employee directors in
connection with Company’s annual non-employee tlirecompensation program. Additionally, the Compgrgnted an option to purchase
200,000 shares of its common stock to its new dimiahcial officer in connection with her employntdry the Company. The securities
underlying this option grant are issuable purstamain individual option agreement issued by the gamy, and are not issued under the
Company’s 2006 Equity Incentive Plan.
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The following table presents details of the assimngtused to calculate the weighted-average giaetfdir value of common stock
options granted by the Company:

Nine Months Ended
September 29,  September 30,

2007 2006
Expected term (in years) 5.4 6
Expected volatility 80% 40%
Risk-free interest rat 4.4€% 4.91%
Expected dividends — —
Weighte(-average grant date fair value per st $ 22C $ 2.91

At September 29, 2007, the amount of unearned siaskd compensation currently estimated to be egakinom fiscal 2007 through
fiscal 2011 related to unvested common stock optisrapproximately $3.7 million, net of estimatedéitures. The weighted-average period
over which the unearned stock-based compensatiexpiscted to be recognized is approximately 3 ydfiisere 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. Ftioketmsed compensation expense and unearnedisisekl compensation will increase
the extent that the Company grants additional comstock options or other equity awards.

Warrants

At September 29, 2007, certain non-employees hefstanding warrants to purchase shares of the Cayrgpeommon stock. A summary
of the warrant activity as of and for the nine nienénded September 29, 2007 is presented belovessimethousands):

Weighted-
Average
Number of Exercise
Shares Price
Warrants outstanding at December 30, 2 39¢ $ 1.3t
Warrants grante — —
Warrants exercise (23) 1.2t
Warrants cancelled (46) 3.1C
Warrants outstanding at September 29, 2 32 $ 1.12
Warrants exercisable at September 29, 2007 32¢

In July 2007, a warrant holder exercised 42,000aves to purchase shares of the Company’s comnocR,stthereby the Company
issued approximately 23,000 shares of common giacsuant to a net issue election and effectivadeireed approximately 19,000 shares back
from the warrant holder as consideration in liee@gh for the exercised warrants. The 19,000 sheees forfeited on the exercise date.

In August 2007, approximately 27,000 outstandingested warrants held by a consulting firm were dsoancelled pursuant to the
terms of their governing agreements as a resthiefermination of a resource agreement betwee@anepany and the firm in connection w
the resignation of the Company’s former chief ficiahofficer. As of September 29, 2007, the firrmtioues to hold approximately 11,000
exercisable warrants with a per share weiglategrage exercise price of $4.10. These outstarvdimgants will be deemed cancelled pursua
the terms of their governing agreements 90 daysesjuent to the termination of the resource agreeifdey remain unexercised at that time.

NOTE 12—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 ntarkehe Company evaluates financial performanca Gompany-wide basis. To date,
all the Company’s international sales relate tpstants of products to its U.S. customers’ inteoretl manufacturing sites or third-party hubs
and have been denominated in U.S. dollars.

At September 29, 2007, approximately $2.8 milliéthe Company'’s long-lived assets were locatedidetthe United States in the
People’s Republic of China.
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Iltem 2. Management’s Discussion and Analysis &inancial 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 Statements ancethted notes thereto contained in Part |, Iterof this Report. The information
contained in this Quarterly Report on Form 10-Qhig a complete description of our business or thlkesrassociated with an investment in our
common stock. We urge you to carefully review amssicler the various disclosures made by us inRigigort and in our other reports filed
with the Securities and Exchange Commission, or, 8t6fliding our Annual Report on Form ¥Ofor the fiscal year ended December 30, 2
and subsequent reports on Form 10-Q and Form 8+K¢hvdiscuss our business in greater detail.

The section entitled “Risk Factorset forth in Part Il, Item 1A, and similar discusss in our other SEC filings, describe some ofittiy@ortant
risk factors that may affect our business, resuoiltsperations and financial condition. You shoutdefully consider those risks, in addition to
the other information in this Quarterly Report oorfh 10-Q and in our other filings with the SEC,dyefdeciding to purchase, hold or sell our
common stock.

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

Overview

We design, manufacture and sell high performanamong subsystems for the server, high performancepeting and communications
markets. Our memory subsystems consist of dynaamidam access memory integrated circuits, or DRAB] Bhd other components
assembled on a printed circuit board, or PCB. Wgaga with our original equipment manufacturer, &\MD customers from the earliest stages
of new product definition, which provides us unidasight into their full range of system architeetand performance requirements. This ¢
collaboration has also allowed us to develop aifsaggmt level of systems expertise. We leveragewfplio of proprietary technologies and
design techniques, including efficient planar desagternative packaging techniques and customczemductor logic, to deliver memory
subsystems with high memory density, small formdacdigh signal integrity, attractive thermal caeteristics and low cost per bit.

Consistent with the concentrated nature of the Qstomer base in our target markets, a small nuofdarge customers have
historically accounted for a significant portionafr net sales. Net sales to Dell, Hewlett PackadiIBM represented approximately 53%,
21% and 9%, respectively, for the nine month peeinded September 29, 2007, and approximately 388@rid 41%, respectively, for the n
month period ended September 30, 2006. Net salsste of our OEM customers include memory modiiasdre qualified by us directly
with the OEM customer and sold to electronic maotufidng services providers, or EMSs, for incorpamainto products manufactured
exclusively for the OEM customer. These net saldsMISs have historically fluctuated quarter by geraas a portion of the total net sales to
these OEM customers. Net sales to Hon Hai Preclsidmstry Co. Ltd., or Hon Hai, an EMS that puragsmmemory modules from us for
incorporation into products manufactured exclugiel Dell, represented approximately 58% of né¢s&o Dell for the nine month period
ended September 29, 2007 and approximately 27%tdafates to Dell for the nine month period endeat&aber 30, 2006. Net sales to
Kingston Technology Company, Inc., or Kingston, &mdhternational Systems Technology Co. Ltd.,®F,Iboth EMSs that purchase memory
modules from us for incorporation into products mfactured exclusively for IBM, represented approxiety 42% and 21%, respectively, of
net sales to IBM for the nine month period endept&aber 29, 2007 and approximately 57% and 22%erively, of net sales to IBM for the
nine month period ended September 30, 2006.

For the nine months ended September 29, 2007, #nkeetnprice for mainstream DRAM ICs decreased hyreximately 77%. This declir
has adversely affected the selling prices of mdrguo products and contributed to lower revenuesgelr gross margin and reduced inventory
value during this period. Should the decline inEH@AM IC market continue, it would result in loweet sales, lower gross margin and redt
inventory value in subsequent periods.
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Key Business Metrics

The following describes certain line items in otatements of operations that are important to mamegt's assessment of our financial
performance:

Net Sales. Net sales consist primarily of sales of our highfgmnance memory subsystems, net of a provisior$timated returns under
our right of return policies, which generally rangeto 30 days. We generally do not have long-teatas agreements with our customers.
Although OEM customers typically provide us withrAeinding forecasts of future product demand oveci§igeperiods of time, they genera
place orders with us approximately two weeks inaaxbe of scheduled delivery. Selling prices areciihy negotiated monthly, based on
competitive market conditions and the current pdEBRAM ICs. Purchase orders generally have n@elation or rescheduling penalty
provisions. We often ship our products to our cos’ international manufacturing sites. All of males to date, however, are denominated in
U.S. dollars. We also sell excess component invgrdtbDRAM ICs to distributors and other users afmory ICs. These sales accounted for
approximately $0.4 million and $1.8 million, respreely, of our net sales for the three and nine theended September 29, 2007 and
approximately $2.7 million and $10.2 million, respreely, of our net sales for the three and ninenthe ended September 30, 2006. We expect
that component inventory sales will continue tordase as a percentage of net sales in future gea®die diversify our customer base and
therefore are able to use components in a widgrerahmemory subsystems.

Cost of Sales. Our cost of sales includes the cost of materialmufacturing costs, depreciation and amortizatfoegoipment, inventor
valuation provisions, stock-based compensationcaedpancy costs and other allocated fixed costs.ORAM ICs incorporated into our
products constitute a significant portion of oustcof sales, and thus our cost of sales will flatéubased on the current price of DRAM ICs.
We attempt to pass through such DRAM IC cost flattins to our customers by frequently renegotiafiriging prior to the placement of their
purchase orders. To the extent we are succesdarge majority of our product cost is variablegdhus our cost of sales and gross margin
percentages may not be significantly impacted tanges in sales volume. However, the sales pricesrafnemory subsystems can also
fluctuate due to competitive situations unrelatethe pricing of DRAM ICs, which will affect grossargins. The gross margin on our sales of
excess component DRAM IC inventory is much lowertithe gross margin on our sales of our memoryysttisis. As a result, a decrease in
DRAM IC inventory sales as a percentage of our alVeales would result in an improved overall grogggin. We assess the valuation of our
inventories on a monthly basis and record a prowmish cost of sales as necessary to reduce investiorthe lower of cost or net realizable
value.

Research and DevelopmentResearch and development expense consists prinodgiynployee and independent contractor compenme
and related costs, stock-based compensation, cemaiated design software licenses, reference degelopment costs, patent-related fees,
depreciation or rental of evaluation equipment, aoclipancy and other allocated overhead costs.iAtdoded in research and development
expense are the costs of material and overheagdeiathe production of engineering samples of pevducts under development or products
used solely in the research and development proCesscustomers typically do not separately comatnas for design and engineering work
involved in developing application-specific prodaiédr them. All research and development costegpensed as incurred. As we continue to
develop additional proprietary technologies, wacipaite that research and development expenditvitemcrease.

Selling, General and Administrative Selling, general and administrative expenses copsimarily of employee salaries and related c
stock-based compensation, independent sales repatige commissions, professional services, proonali and other selling and marketing
expenses, and occupancy and other allocated ovkdosts. A significant portion of our selling eff®is directed at building relationships with
OEMs and working through the product approval andlification process with them. Therefore, the aishaterial and overhead related to
products manufactured for qualification is includedelling expenses. As we continue to servicetad and penetrate new OEM customers,
we anticipate that our sales and marketing expengkisicrease. We also anticipate that our genaral administrative expenses will increase
as a percentage of net sales as we incur accouwrtthegal expenses associated with our ongointic@porting obligations and compliance
with the requirements of the Sarbanes-Oxley A@QG§F2.

Provision (Benefit) for Income TaxesOur income tax provision (benefit) is based o dtatutory federal tax rate of 35% and is typycal
impacted by state taxes and permanent book-tagrdiftes.

Critical Accounting Policies

The preparation of financial statements in conftymiith accounting principles generally acceptethi@ United States of America
requires us to make estimates and assumptionaffleat the reported amounts of assets and ligdsligind disclosures of contingent assets and
liabilities at the date of the consolidated finahacitatements and the reported amounts of net aateexpenses during the reporting period. By
their nature, these estimates and assumptionsibjecs to an inherent
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degree of uncertainty. We base our estimates ohistarical experience, knowledge of current candi and our beliefs of what could occur
in the future considering available information. Végiew our estimates on an on-going basis. Aaeeslts may differ from these estimates,
which may result in material adverse effects onaperating results and financial position. We badiéhe following critical accounting policit

involve the more significant assumptions and edtiased in the preparation of our consolidateahitial statements:

Revenue Recognition.We recognize revenues in accordance with ther8ies and Exchange Commission’s Staff AccounBudjetin
No. 104,Revenue Recognitigror SAB No. 104. Under the provisions of SAB N641we recognize revenues when there is persuasive
evidence of an arrangement, product delivery agdg@ance have occurred, the sales price is fixek@mrminable, and collectibility of the
resulting receivable 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 agd 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 rightsettirn for up to 30 days, except for sales of exoesmntories, 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. Returns from customers hatvbeen material in any period as our prinaipatomers have adopted build-to-order
manufacturing models or just-in-time managementgsees. While these returns have historically g#rin our expectations and the
provisions established, we cannot guarantee thatilveontinue to experience similar return rateghe future. We offer a standard product
warranty to our customers and have no other paptrant obligations. Any significant increase in gwot failure rates and the resulting
product returns could have a material adverse effieour operating results for the period or pesiodwhich such returns materialize.

We assess collectibility based on the creditwogbinof the customer as determined by credit chené®valuations, as well as the
customer’s payment history. Most of our internagilcshipments are made to third- party inventoryeliauses, or hubs, and we recognize
revenue when the inventory is pulled from the habulse in production by the customer. We receikepart from the customer on a daily basis
indicating the inventories pulled from a hub foeusy the customer, and perform a daily reconailiatf 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 net sales, whHileoats incurred by us for shipping and
handling are classified as cost of sales.

Warranty Reserve. We offer warranties on our memory subsystem&iggly ranging from one to three years, dependim¢he product
and negotiated terms of purchase agreements witbustomers. Such warranties require us to repaemace defective product returned to us
during such warranty period at no cost to the gusto Our estimates for warranty-related costs ezerded at the time of sale based on
historical and estimated future product returngabed expected repair or replacement costs. Windle sosts have historically been within our
expectations and the provisions established, uregdehanges in failure rates could have a matediedrse impact on us.

Accounts Receivable.We perform credit evaluations of our customérgincial condition and limit the amount of creditended to our
customers as deemed necessary, but generally eaguirollateral. We continuously monitor collecéand payments from our customers and
maintain a provision for estimated credit losseseblaupon our historical experience and any spewifitomer collection issues that we have
identified. Generally, these credit losses havenlwehin our expectations and the provisions esthbd. However, we cannot guarantee that
we will continue to experience credit loss ratesilsir to those we have experienced in the past.

Our accounts receivable are highly concentratedngnacsmall number of customers, and a significhahge in the liquidity or financial
position of one of these customers could have @rnahtidverse effect on the collectibility of owrcaunts receivable, our liquidity and our
future operating results.

Inventories. We value our inventories at the lower of thaiattost to purchase or manufacture the inventotii@net realizable value
of the inventory. Cost is determined on an averaxgt basis which approximates actual cost on tifirdirst-out basis and includes raw
materials, labor and manufacturing overhead. Walegly review inventory quantities on hand and otlew and record a provision for excess
and obsolete inventories based primarily on oumesdéd forecast of product demand and productiqoirements for the next three to six
months. In addition, we consider changes in thekatar
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value of DRAM ICs in determining the realizable walof our raw material inventory. Once establistaery, write-downs are considered
permanent adjustments to the cost basis of ountovies. A significant decrease in demand for codpcts could result in an increase in the
amount of excess inventory quantities on handdtfiteon, our estimates of future product demand praye to be inaccurate, in which case
may have understated or overstated the provisiguined for excess and obsolete inventory. In ther&y if our inventories are determined tc
overvalued, we would be required to recognize amlthl expense in our cost of sales at the timeioh gletermination. Likewise, if our
inventories are determined to be undervalued, welmae over-reported our costs of sales in previomrods and would be required to
recognize additional gross profit at the time sinstentories are sold. In addition, should the maviedue of DRAM ICs decrease significantly,
we may be required to lower our selling pricesetftect the lower cost of our raw materials. If syiclte decreases reduce the realizable value
of our inventories to less than our cost, we wdiddequired to recognize additional expense incost of sales in the same period. Although
we make every reasonable effort to ensure the acgwf our forecasts of future product demand, sggificant unanticipated changes in
demand, technological developments or the markeevat DRAM ICs could have a material effect on ttadue of our inventories and our
reported operating results.

Long-Lived Assets. We review the recoverability of the carrying valfdong-lived assets on an annual basis or whenewents or
changes in circumstances indicate that the cargmgunt of an asset may not be recoverable. Regloligr of these assets is determined
based upon the forecasted undiscounted futureasétftows from the operations to which the assstde, utilizing our best estimates,
appropriate assumptions and projections at the fithese projected future cash flows may vary 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 excéeglestimated fair market value of the asset.

Stock-Based CompensationWe account for equity issuances to non-emplojreascordance with Statement of Financial Accaumti
Standards, or SFAS, No. 128ccounting for Stock Based Compensatiand Emerging Issues Task Force, or EITF, IssueBd.8,
Accounting for Equity Instruments that are Issus@®ther Than Employees for Acquiring, or in Conjiimre with Selling, Goods and Servic.

All transactions in which goods or services aredhesideration received for the issuance of eqogiruments are accounted for based on the
fair value of the consideration received or the ¥aiue of the equity instrument issued, whichagsanore reliably measurable. The
measurement date used to determine the fair véltie @quity instrument issued is the earlier @f dlate on which the third-party performance
is complete or the date on which it is probable geaformance will occur.

Prior to January 1, 2006, we accounted for stodetaompensation issued to employees and diractorg the intrinsic value method of
accounting prescribed by Accounting Principles Bio@pinion No. 25Accounting for Stock Issued to Employaed related pronouncements.
Under this method, compensation expense was rexegjoiver the respective vesting period based oaxbess, on the date of grant, of the
value of our common stock over the grant price ofidorfeitures. Deferred stock-based compensatias amortized on a straight-line basis
over the vesting period of each grant.

On January 1, 2006, we adopted SFAS No. 12XRdre-Based Paymenor SFAS No. 123(R), which requires the measureraed
recognition of compensation expense for all shaget payment awards made to our employees andadgdased on estimated fair values.
We adopted SFAS No. 123(R) using the modified peospe transition method, which requires the agian of the accounting standard as of
January 1, 2006, the first day of our fiscal ye@®& Our consolidated financial statements as dffanthe year ended December 30, 2006
reflect the impact of adopting SFAS No. 123(R)atitordance with the modified prospective transitieethod, our consolidated financial
statements for prior periods have not been restategflect, and do not include, the impact of SPA& 123(R).

We currently use the Black-Scholes option pricingdel to estimate the fair value of stock-based d&ahile this model meets the
requirements of SFAS No. 123(R), the estimatedvaines generated by it may not be indicative efabtual fair values of our stock-based
awards as it does not consider certain factors itapbto those awards to employees, such as caatiamployment and periodic vesting
requirements as well as limited transferabilityeTBilack-Scholes model requires subjective assumptiegarding future stock price volatility
and expected time to exercise, along with assumg@dout the risk-free interest rate and expedigdehds, all of which affect the estimated
fair values of the Company’s stock-based awards. &¢pected term of options granted is derived fnigtorical data on employee exercises
and post-vesting employment termination behavibe &xpected volatility is based on the historiadhtilities of the common stock of
comparable publicly traded companies based on tlmep@ny’s belief that it currently has limited histal data regarding the volatility of its
stock price on which to base a meaningful estiméixpected volatility. The risk-free rate selectedralue any particular grant is based on the
U.S. Treasury rate that corresponds to the expéetadof the grant effective as of the date ofghent. The expected dividends assumption is
based on our history and expectation of dividengpts. We
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evaluate the assumptions used to value stock-lzagerts on a quarterly basis. If factors changevameémploy different assumptions, stock-
based compensation expense may differ significdrdly what we have recorded in the past.

The value of the portion of stock-based awardsdhaultimately expected to vest is recognizedkpgse over the requisite service
periods in our financial statements in fiscal 2006l thereafter. As stock-based compensation expensgnized in our financial statements is
based on awards ultimately expected to vest, ibleas reduced for estimated forfeitures. SFAS I28(R) requires forfeitures to be estimated
at the time of grant and revised, if necessargulmsequent periods if actual forfeitures diffenfrthose estimates. If there are any modifical
or cancellations of the underlying unvested stoakedl awards, we may be required to accelerateaseror cancel any remaining unearned
stock-based compensation expense. Future stocki-basgpensation expense and unearned stock-basguknsation will increase to the
extent that we grant additional stock-based awards.

Income Taxes. We recognize deferred tax assets and liabilitisetan the differences between the financial stateiarrying values
and the tax bases of assets and liabilities. Wela€dg review our deferred tax assets for recovilitpland establish a valuation allowance,
when determined necessary, based on historicabliekacome, projected future taxable income, ardetkpected timing of the reversals of
existing temporary differences. If we operate kitsa for an extended period of time or are unablgenerate sufficient future taxable income,
or if there is a material change in the actualaife tax rates or time period within which the ergling temporary differences become taxable
or deductible, we could be required to record aatbn allowance against all or a significant portof our deferred tax assets which could
substantially increase our effective tax rate fatsperiod. Any significant changes in statutomyri@es or the amount of our valuation
allowance could have a material effect on the vafugur deferred tax assets and liabilities, andreported financial results. Additionally, we
adopted Financial Accounting Standards Board, cBBAnterpretation No. 4&ccounting for Uncertainty in Income Tageor FIN 48, on
December 31, 2006, the first day of fiscal 200N BB is an interpretation of SFAS No. 1@&counting for Income Taxesnd seeks to redu
the diversity in practice associated with certaipexts of measurement and recognition in accoufainiggcome taxes. FIN 48 prescribes a
recognition threshold and measurement requirenterhé financial statement recognition of a taxitims that has been taken or is expected to
be taken on a tax return. FIN 48 provides guidancde-recognition, classification, interest andgi®s, accounting in interim periods,
disclosure, and transition. Under FIN 48 we mayaatognize or continue to recognize tax posititwad meet a “more likely than not”
threshold. Refer to Note 6, “Income Taxes,” of Note Unaudited Condensed Consolidated Financi#é@ents for additional information.

Results of Operations

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

Three Months Ended Nine Months Ended
September 29, September 30, September 29, September 30,
2007 2006 2007 2006
Net sales 10C% 10C% 10C% 10C%
Cost of sales 85 84 95 86
Gross profit 15 16 5 14
Operating expense
Research and developmt 5 2 5 2
Selling, general and administrati 15 6 15 6
Total operating expenses 19 8 20 8
Operating income (lost 4 8 (15 6
Other income (expense
Interest income (expense), 1 @ — D
Other expense, net — — — —
Total other income (expense), net 1 (1) — (1)
Income (loss) before provision (benefit) for incotares (@) 7 (15) 5
Provision (benefit) for income taxes (1) 2 (5) 2
Net income (loss (2)% 5% (9)% 3%
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Three and Nine Months Ended September 29, 2007 Compared to Three and Nine Months Ended September 30, 2006
Net Sales, Cost of Sales and Gross Profit

The following tables present net sales, cost afssahd gross profit for the three and nine montkie@ September 29, 2007 and Septe|
30, 2006 (in thousands, except percentages):

Three Months Ended

September 29  September 30 Increase %
2007 2006 (Decrease) Change
Net sales $ 27,19« $ 4350t $ (16,31) (B37N%
Cost of sale: 23,027 36,52¢ (13,497 (37)%
Gross profit $ 4,167 $ 6,981 $ (2,819 (40%
Gross margin 15% 16% ()%
Nine Months Ended
September 29  September 30 %
2007 2006 Decrease Change
Net sales $ 7754: $ 10943¢ $ (31,89 (29%
Cost of sales 73,85( 93,97 (20,12) (21)%
Gross profit $ 3,69 $ 1546¢ $ (11,779 (76)%
Gross margit 5% 14% (9)%

Net Sales. Net sales for the three and nine months ended ®Bépte29, 2007 were adversely impacted by two prrfectors. First, the
significant decrease in DRAM IC market prices dgrihe period, which was primarily driven by contaluoversupply in the DRAM market,
forced us to significantly reduce our selling psi@@ many of our products. Additionally, we expeced decreases in demand as falling market
prices caused certain customers to delay purcltaseswy the period.

The decrease in net sales in the three and ninéhmended September 29, 2007 as compared to #edhd nine months ended
September 30, 2006 resulted primarily from decrea$approximately $12.6 million and $36.8 millioespectively, in sales of our very low
profile memory subsystems, decreases of approxiyndfe4 million and $14.6 million, respectively, sales of Double Data Rate, or DDR and
DDR2 memory subsystems and decreases of approkn$atd million and $16.3 million, respectively, @ertain other memory products.
These decreases were slightly offset by an incrieaset sales for the three and nine months enéeteSiber 29, 2007 as compared to the
and nine months ended September 30, 2006 of appabely $8.7 million and $23.0 million, respectiveily sales of laptop personal computer
memory subsystems and increases of approximatedyrlion and $14.9 million, respectively, in salef memory subsystems used to control
Redundant Arrays of Independent Disks, or RAIDs ©herall decreases in net sales are primarilipatable to (i) the market-driven
reductions in selling prices of our products angldocustomer demand as described above, partigaarbur high volume products with lower
average selling prices and (ii) overall lower teapected demand from OEM products in which our pctelare incorporated, such as blade
servers that use our very low profile memory sutesys.

Should market price declines for DRAM ICs continaer overall revenues could be adversely impacsedealower prices on some
products to meet market conditions.

Sales of our component inventory to distributord ather users of memory ICs represented approxiyna¥ and 6% of net sales for the
three months ended September 29, 2007 and Sept&®b2006, respectively, and approximately 2% &do® net sales for the nine months
ended September 29, 2007 and September 30, 2Gp&ctevely. We expect that component inventorysseld continue to represent a
relatively small percentage of net sales in fupggods as we diversify our customer base and fibrerare able to use components in a wider
range of memory subsystems.

Gross Profit and Gross Margin. Gross profit for the three months ended Septem®e2@)7 as compared to the three months ended
September 30, 2006 decreased primarily due to7Be decrease in net sales between the two periadss@argin for the three months ended
September 29, 2007 was relatively consistent vhigt tor the three months ended September 30, Z0@6decrease in gross profit and gross
margin for the nine months ended September 29, 2607
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compared to the nine months ended September 36,i2@imarily attributable to the significant dease in the market price of DRAM ICs
during the nine months ended September 29, 2003 .significantly impacted the valuation of our iméeries, whereby we incurred a loss in
the nine months ended September 29, 2007 of appately $5.1 million as a result of slow moving dower-of-cost-or-market-value
inventory adjustments. To the extent that DRAM I@rket prices continue to decline, and should oadpet sales mix shift more toward lov
margin products such as laptop memory, our grasfitpgross margin and overall operating resultglddoe adversely affected in future
periods.

Research and Development .

The following tables present research and developexpenses for the three and nine months endeér8bpr 29, 2007 and September
30, 2006 (in thousands, except percentages):

Three Months Ended

September 29  September 30 %
2007 2006 Increase Change
Research and development $ 1,25¢ $ 874 $ 382 44%
Nine Months Ended
September 29  September 30 %
2007 2006 Increase Change
Research and developm $ 3,801 $ 2,38¢ % 1,41z 5%%

The increase in research and development expenie three and nine months ended September 29,&06Fmpared to the three and
nine months ended September 30, 2006 resulted pisimram increases of $0.2 million and $0.7 miliorespectively, in personnel-related
expenses and increases of $0.1 million and $0.lbmilrespectively, for certain engineering andigesools, product qualification and other
related expenses. Research and development exjpertse nine months ended September 29, 2007 atsedsed compared to the
corresponding prior year period due to increased@ million in equipment-related expenses and $dlllion in legal and professional
services. These increases are primarily attribatebli) an increase in the number of employeegaged in research and development activities
since September 30, 2006, (ii) an increase in reBed development activities related to new andrging markets and technologies and (iii)
impairment write-downs of certain long-lived assgted in the product development process, as fudibeussed in Note 9 of Notes to
Unaudited Condensed Consolidated Financial Statesnen

Selling, General and Administrative .

The following tables present selling, general adichiaistrative expenses for the three and nine nwetided September 29, 2007 and
September 30, 2006 (in thousands, except perces)tage

Three Months Ended

September 29  September 30 %
2007 2006 Increase Change
Selling, general and administrati $ 4,04C $ 258: $ 1,45 56%
Nine Months Ended
September 29  September 30 %
2007 2006 Increase Change
Selling, general and administrative $ 11,58¢ $ 6,49 $ 5,09¢ 78%

The increase in selling, general and administragigense in the three and nine months ended Seeté?8p2007 as compared to the tl
and nine months ended September 30, 2006 resuitedrgy from increases of $0.5 million and $1.8llion, respectively, in personnel-related
and stock-based compensation expenses, increa$8=2ahillion and $1.0 million, respectively, inn@us selling and promotion expenses,
increases of $0.3 million and $1.2 million, respesy, in legal and professional services, increase$0.2 million and $0.2 million,
respectively, related to certain facility leaseoation costs, and increases of $0.3 million ané #$tllion, respectively, in certain allocated
overhead expenses. These increases are primaribugdble to (i) an increase in the number of esypks engaged in selling, general and
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administrative activities since September 30, 2Qid6an increase in selling expenses as a res@tditional product qualification activities,
travel and other costs incurred in connection with efforts to prepare for operations at our facilh the People’s Republic of China, (iii) an
increase in legal, insurance and professional sesvprimarily related to certain reporting and othtdigations as a result of becoming a public
company, (iv) costs for current litigation and atlegal matters as further discussed in Note 7afbl to Unaudited Condensed Consolidated
Financial Statements and (v) charges recordedrinextion with future lease payments related tovaated domestic manufacturing facility
further discussed in Note 10 of Notes to Unaud@eddensed Consolidated Financial Statements.

Other Income (Expense) .

The following tables present other income (expefmethe three and nine months ended Septembe&(®d, and September 30, 2006 (in
thousands, except percentages):

Three Months Ended

September 29  September 30 Increase %
2007 2006 (Decrease) Change
Interest income (expense), net $ 14z $ (565 $ 707 (125%
Other expense, n (33 (87) (59 (62)%
Total other income (expense), net $ 10¢ $ (652) $ 653 (200%
Nine Months Ended
September 29  September 30 Increase %
2007 2006 (Decrease’ Change
Interest income (expense), 1 $ 256 $ (1,519 $ 1,77C 117%
Other expense, net $ (28) $ (82 (54) (66)%
Total other income (expense), | $ 22¢  $ (1,59%) $ 1,71¢ (108)%

Net interest income for the three and nine montited September 29, 2007 was comprised of intarestrie of approximately $0.4
million and $1.3 million, respectively, partiallffeet by interest expense of approximately $0.3ionland $1.0 million, respectively. The
increase in net interest income in the three and months ended September 29, 2007 as comparee tioree and nine months ended
September 30, 2006 resulted primarily from (i) iegt income earned on our cash equivalent and tadnlkesecurities balances, which is
attributable to the proceeds from our initial paldifering, or IPO, in December 2006, and (ii) @r@ase in interest expense due to our lower
outstanding line of credit and debt balances in7288 compared to 2006.

Other income, net, primarily includes gains andésson foreign currency transactions in fiscal 280d dispositions of property and
equipment.

Provision (Benefit) for Income Taxes.

The following tables present the provision (bendéit income taxes for the three and nine montltedrSeptember 29, 2007 and
September 30, 2006 (in thousands, except perces)tage

Three Months Ended

September 29  September 30 %
2007 2006 Decrease Change
Provision (benefit) for income tax $ (363 $ 1,08 $ (1,447 (139%
Nine Months Ended
September 29  September 30 %
2007 2006 Decrease Change
Provision (benefit) for income taxes $ (4,227 $ 1,89¢ $ (6,127 (329)%
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We recorded aenefit for income taxes for the three and nine tm@ended September 29, 2007. On an interim hasigstimate what ol
effective tax rate will be in each jurisdiction fibre full fiscal year and record a quarterly incaiave provision (benefit) in accordance with the
anticipated blended annual rate.

Liquidity and Capital Resources

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

Working Capital and Cash and Marketable Securities

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

September 29, December 30,
2007 2006
Working Capital $ 27,05 $ 45,58¢
Cash and cash equivalents(1) $ 6,45( $ 30,97t
Shor-term marketable securities( 16,07¢ 5,26
Long-term marketable securities 8,10: 1,50z
$ 30,63: $ 37,74«

(1) Included in working capital

Our working capital decreased in the nine montltedrSeptember 29, 2007 primarily as a result aidditional net purchases of long-
term investments in marketable securities of apiprately $6.6 million, (i) purchases of equipmentideasehold improvements of
approximately $5.5 million and (iii) decreases @ntain current operating assets and liabilitieBngrily due to the overall decline in net sales
during the period.

Cash Provided and Used in the Nine Months Ended September 29, 2007 and September 30, 2006

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

Nine Months Ended

September 29, September 30,
2007 2006
Net cash provided by (used in)
Operating activitie: $ 7,751 $ (1,439
Investing activities (22,929 (9149
Financing activitie: (9,359) 2,39t
Net increase (decrease) in cash and cash equis. $ (24,529 $ 48

Operating Activities. Net cash provided by operating activities fa tiine months ended September 29, 2007 was prinzardsult of (i}
approximately $2.8 million in net non-cash opergtixpenses, primarily comprising inventory adjusiteedepreciation and amortization,
deferred income taxes, stock-based compensatiomgrairment of long-lived assets and (ii) approxieig$12.2 million in net cash provided
by changes in operating assets and liabilitiedjgigroffset by a net loss of approximately $7.#lion for the nine months ended September
29, 2007. Net cash used in operating activitiesHernine months ended September 30, 2006 was filsiraaesult of (i) net income of $3.1
million and (ii) approximately $1.1 million of nebn-cash operating expenses, primarily comprisgmreciation and amortization and stock-
based compensation offset by approximately $5.8amiln net cash used by changes in operating st liabilities.
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Investing Activities. Net cash used in investing activities for theeninonths ended September 29, 2007 was primardgat of
purchases of additional investments in marketadxdeisties of approximately $50.9 million, partiatijfset by proceeds received from
maturities of certain investments in marketableusées of approximately $33.6 million. We also dsspproximately $5.5 million in cash
primarily to purchase equipment and leasehold imgmeents related to our new facilities in the PesgRepublic of China and in Irvine,
California. Net cash used in investing activities the nine months ended September 30, 2006 rdgutte the purchase of approximately $1.0
million of capital equipment to support growth iar@perations in 2006, partially offset by the iiptef $45,000 in proceeds from the sale of
certain other capital equipment.

Financing Activities. Net cash used in financing activities for theenmonths ended September 29, 2007 was primardgudt of net
repayments on our outstanding revolving line ofidref approximately $9.0 million, along with netpayments of approximately $0.6 million
on our long term debt. Net cash provided by finag@ctivities for the nine months ended SeptembBePB06 was primarily a result of (i)
approximately $1.7 million in net cash provided doéncreased borrowings on our revolving line igddit and (i) approximately $2.0 million
in borrowings on our new term loan facility, palfjaoffset by approximately $1.6 million in paymentn debt and convertible notes payable.

Capital Resources

In April 2007, we executed a seventh amendmenttaedit agreement with our bank, which was effecMarch 21, 2007. This
amendment allows us, at our election, to increasemaximum borrowings on the line of credit fronb$illion, in $2.5 million increments,
to a total of $40 million. In addition, among otherms, the amendment (i) extends the maturity ditee line of credit to July 31, 2009, (ii)
establishes an equipment advance line of $3 mjl(ighincreases the sublimit for letters of creti $5 million, (iv) sets an inventory sublimit
of $7 million, subject to increase to $10 millidrcertain targets are met and (v) provides forrdaiction in interest rates on borrowings if
certain borrowing amounts and financial performatacgets are met.

Under the revolving line of credit, we may borrop/to the greater of 85% of eligible accounts regbig 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) $7 million. Interest is pdy@ monthly at the prime rate of 7.75% as of Sepwm29, 2007. Outstanding borrowings under
the revolving line of credit were approximately $.énillion and $19.2 million as of September 2902@nd December 30, 2006, respectively.
Borrowing availability as of September 29, 2007 wpproximately $5.5 million.

Under the equipment financing line of credit, weyrbarrow up to 80% of the cost of equipment purelsagp to a maximum of $3 millic
Interest on equipment line of credit advances vegmble at the prime rate plus 0.5% prior to the famy’s initial public offering in
December 2006 and was reduced to the prime rateatter. Principal is due monthly through the miggutate of the credit agreement in
July 2009, when all unpaid principal and interesdile. Outstanding borrowings under the new equipfiree of credit were approximately
$1.1 million and $1.1 million at September 29, 2@dd December 30, 2006, respectively.

Any borrowings on the line of credit are collatezatl by a general first priority lien against dllour assets, both tangible and intangible.

In July 2007, we executed an eighth amendment teredlit agreement, which was effective June 2972@nd which revised the various
financial and other covenants of which we are negliio comply. The amendment requires us to (ijexehminimum book net worth on a
monthly basis, (ii) limit annual capital expend#srunder a defined annual cap, (iii) achieve aert@himum monthly profitability thresholds
and (iv) maintain a minimum liquidity threshold efsthe end of each month. While we are currentlgampliance with all financial covenants
and expect to maintain compliance for the foreskecalture, we have in the past been in violatiomié or more covenants. We cannot assure
you that we will not violate one or more covendntthe future. If we were to be in violation of amants under our credit agreement,
lender could choose to accelerate payment on tdtanding loan balances. There can be no assutfasitcee would be able to quickly obtain
equivalent or suitable replacement financing is thient. If we were not able to secure alternaowgces of funding, such acceleration would
have a material adverse impact on our financiadliom.

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

We believe our existing cash balances, borrowirgglability under our bank credit facility, and thash expected to be generated from
operations, will be sufficient to meet our antidgzhcash needs for at least the next 12 monthsfufune
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capital requirements will depend on many factarsluding our levels of net sales, the timing antéeiof expenditures to support research and
development activities, the expansion of manufémgucapacity both domestically and internationalhd the continued market acceptance of
our products. We could be required, or may chomsseek additional funding through public or pravatjuity or debt financings. In addition,
connection with any future acquisitions, we mayuisgjadditional funding which may be provided i fiorm of additional debt or equity
financing or a combination thereof. These additidnads may not be available on terms acceptablestor at all.

Off-Balance Sheet Arrangements

We do not have any relationships with unconsolid&etities or financial partnerships, such as iestitften 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 adsitiwe do not have any undisclosed borrowings bt,@nd we have not entered into any
synthetic leases. We are, therefore, not materadposed to any financing, liquidity, market orditeisk that could arise if we had engaged in
such relationships.

ltem 3. Quantitative and Qualitative Disclosures About Market Risk
I nterest Rate Risk

Our exposure to market risk for changes in intenat®ts relates primarily to our bank credit fagitiecause borrowings under the facility
are variable rate borrowings, generally at primgsuining that all lines under the facility are fullsawn and holding other variables constant,
each 1.0% increase in interest rates on our variaté borrowings will result in an increase in@adrinterest expense and a decrease in our
cash flows and income before taxes of approximai@ly million per year. We do not use derivativetinments to hedge the interest rate risk
related to our credit facility.

We have invested most of the proceeds of our IP§&aurities which may be subject to market riskcfuainges in interest rates. To
mitigate this risk, we maintain a portfolio of castuivalents and investments in a variety of madet securities, which include commercial
paper, money market funds, government and non-gavemt debt securities. We currently do not usevdtvie financial instruments.

Our cash equivalents and investments in marketsaarities are classified as available-for-saladcordance with SFAS No. 115,
Accounting for Certain Investments in Debt and Bg8kecurities, and are therefore stated at fair value. Diffeesrimetween fair value and
amortized cost are recorded as unrealized gaintoards and are reported, net of taxes, as a c@npohaccumulated other comprehensive
income (loss). The fair value of our investmenteiarketable securities fluctuates based on changearket conditions and interest rates;
however, given the general short-term maturitieswfinvestments, we do not believe these instrausna@re subject to significant market or
interest rate risk.

The carrying value, maturity and estimated faiueabf our cash equivalents and investments in nteoke securities as of September 29,
2007 were as follows (in thousands, except intesdss):

Maturity
Greater Than
Carrying Within One One Year
Value Year after After Fair Value
September 29 September 29 September 29 September 29
2007 2007 2007 2007
Investments
Cash equivalent $ 479¢ % 479¢ $ — % 4,79¢
Weighted average interest ri 5.3(% 5.3(% —
Marketable securitie $ 25,181 $ 16,07¢ $ 8,10 $ 25,18:
Weighted average interest ri 5.62% 5.65% 5.47%
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ltem 4. Controls and Procedures

(a) Evaluation of Disclosure Controls and ProcediireWe carried out an evaluation, under the superviand with the participation of
our management, including our principal executiffecer and principal financial officer, of the etfeveness 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 Septembge2@97. Based upon that evaluation, our princigacative officer and principal financial
officer concluded that our disclosure controls pratcedures are effective in ensuring that inforomatequired to be disclosed by us in reports
that we file or submit under the Exchange Actgijécorded, processed, summarized and reportethliia time periods specified in the SEC’
rules and forms and (ii) is accumulated and compaiad to our management, including our principaiceive officer and principal financial
officer to allow timely decisions regarding requirdisclosure.

(b) Change in internal controls over financial repog. During the fiscal quarter that ended SeptemBe@07, there have not been
changes in our internal control over financial nejpg (as defined in Rules 13a-15(f) and 15d-16(fjler the Exchange Act) that have
materially affected, or are reasonably likely totenilly affect, our internal control over finantiaporting.

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 benefit®ntrols must be considered relative to theitsoBecause 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 tladities that judgments in decision making can hdtyaand that breakdowns can occur bec
of simple errors. Additionally, controls can beccimvented by the individual acts of some persopgdiiusion of two or more people, or by
management override of the control. The 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 gaailder 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 and California {2aive Action under Note 7 of Notes to
Unaudited Condensed Consolidated Financial Statesmiecluded in Part I, Item | of this Report, i€drporated herein by reference.

ltem 1A. Risk Factors

This Report includes forward-looking statementsesehforward-looking statements generally are idiexatiby words such as “believe”,
“expect”, “anticipate”, “estimate”, “intend”, “stra tegy”, “may”, “will likely” and similar words or phrases. A forward-looking statement is
neither a prediction nor a guarantee of future egesr circumstances, and those future events @uaistances may not occur. Investors sh
not place undue reliance on the forwdabking statements, which speak only as of the offatieis Report. We are under no obligation to up
or alter any forward-looking statements, whetheaagsult of new information, future events or otfise. These forward-looking statements
are all based on currently available market, opérgf financial and competitive information and angbject to various risks and uncertainties,
including but not limited to the rapidly-changingtare of technology; evolving industry standaragroductions of new products by
competitors; changes in end-user demand for tedgyo$olutions; our ability to attract and retainikdd personnel; our reliance on suppliers
of critical components; fluctuations in the markeice of critical components; and the political areulatory environment in the People’s
Republic of China“PRC”). Our actual future results and trends mayfdr materially depending on a variety of factomsluding, but not
limited to, the risks and
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uncertainties discussed below. The risks belownatghe only ones we face. Additional risks ankgithat management currently considers
immaterial may also have an adverse effect on us.

We have a limited operating history, and we expea number of factors to cause our operating result® fluctuate on a quarterly and
annual basis, which may make it difficult to predi¢ our future performance.

Our limited operating history makes it difficult psedict our future performance. Our operating ltedwave varied significantly in the past
and will continue to fluctuate from quarter-to-cueairor year-to-year in the future due to a varidtjactors, many of which are beyond our
control. Factors relating to our business that watribute to these quarterly and annual fluctuetimclude the following factors, as well as
other factors described elsewhere in this report:

* the loss of, or a significant reduction in salesat@&ey customer;
¢ the cyclical nature of the industry in which we oyie;
* areduction in the demand for our high performameenory subsystems or the systems into which theynaorporated;

* changes in the prices of our products or in theé abthe materials that we use to build our prodpirtcluding fluctuations in the marl
price of DRAM ICs;

* our inability to develop new or enhanced produists sichieve customer or market acceptance in dytimanner;
¢ the timing of introductions of competing productgechnologies;

¢ our ability to adequately finance future growth;

¢ our ability to procure an adequate supply of keyponents, particularly DRAM ICs;

¢ our failure to maintain the qualification of oumpliucts with our current customers or to qualifyufetproducts with our current or
prospective customers;

¢ our failure to produce products that meet the tyadiquirements of our customers;
* our establishment and ongoing operation of a newuf@@turing facility in the PRC;
¢ the loss of any of our key personnel;

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

¢ disputes regarding intellectual property rights;

¢ litigation involving our products;

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

* changes in accounting principles or policies.

Due to the various factors mentioned above, anerstlthe results of any prior quarterly or annwlqals should not be relied upon as an
indication of our future operating performance.

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

Sales to Dell, IBM and Hewlett Packard represeafgatoximately 53%, 9% and 21%, respectively, ofretrsales in the nine months
ended September 29, 2007. Sales to Dell and IBMessmted 36% and 41%, respectively, of our nessalthe nine months ended September
30, 2006. We currently expect that sales to Dall ldewlett Packard will continue to represent a ifiggnt percentage of our net sales for at
least the next 12 months. We do not have long-sggreements with these customers, or with any atirgiomer. Any one of these three
customers could decide at any time to discontideerease or delay their purchase of our produttzddition, the prices that these customers
pay for our products could
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change at any time. The loss of Dell, IBM or Hewkackard as a customer, or a significant redudticales to any of them, would
significantly reduce our net sales and adversdsctabur operating results.

Our ability to maintain or increase our net satesur key customers depends on a variety of factoany of which are beyond our
control. These factors include our customers’ cardd sales of servers and other computing systessncorporate our memory subsystems
and our customers’ continued incorporation of aadpcts into their systems.

Because of these and other factors, we cannoteageurthat net sales to these customers will coator that the amount of such net sales
will reach or exceed historical levels in any fetyreriod. Because these customers account forstesuial portion of our net sales, the failure
of any one of these customers to pay on a timedishaould negatively impact our cash flow.

A limited number of relatively large potential customers dominate the markets for our products.

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

The markets in which we compete are cyclical in nate, and any future downturn could adversely affecour business.

The markets in which we compete and in which ost@mers operate have been cyclical and are chaemttdy wide fluctuations in
product supply and demand. These markets haveierped significant downturns, often connected wothin anticipation of, maturing
product cycles, reductions in technology spendimdj@eclines in general economic conditions. Thesenturns have been characterized by
diminished product demand, production overcapabityh inventory levels and the erosion of averaajling prices. As a result, our sales will
likely decline during these periods. In additidnyé are unable to control our expenses adequietesponse to reduced net sales, our results
of operations would be negatively impacted.

We are subject to risks relating to product concermrition and lack of market diversification.

In the nine months ended September 29, 2007 anei8bpr 30, 2006, we derived approximately 69% @B%,8espectively, of our net
sales from sales of our high performance memorgystbms for use in the server market. We expestthreemory subsystems to continue to
account for a significant portion of our net safethe near term. Continued market acceptanceasktiproducts for use in servers is critical to
our success. If the demand for servers deteriomatdgshe demand for our products to be incorpedah servers declines, our operating results
would be adversely affected, and we would be fotoadiversify our product portfolio and our targearkets. We may not be able to achieve
this diversification, and our inability to do so ynadversely affect our business.

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

We incurred net losses each year from the inceptiaur business through fiscal 2005, as well agtfe nine months ended September
29, 2007. Our cumulative net losses were $23.7anikind $16.3 million as of September 29, 2007 @adember 30, 2006, respectively. We
may not be able to achieve or maintain profitapitin a quarterly or annual basis in the future.

The price of DRAM ICs is volatile, and excess invaary of DRAM ICs, other components, and finished poducts could adversely affect
our gross margin.

The prices of our products are adjusted periodidadsed in part on the market price of DRAM ICsjalithave historically constituted
approximately 70% - 90% of the total cost of oummoey subsystems. Once our prices with a custonenegotiated, we are generally unable
to revise pricing with that customer until our neagularly scheduled price adjustment. Consequenwtyare exposed to the risks associated
with the volatility of the price of DRAM ICs durinthat period. If the market price for DRAM ICs irases, we generally cannot pass this price
increase on to our customers for products purchasddr an existing purchase order. As a resultcosr of sales could increase and our gross
margins could
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decrease. Alternatively, if there is a declinehia price of DRAM ICs, we may need to reduce ouirgeprices for subsequent purchase orders,
which may result in a decline in our expected aéts

Customer demand for our products, and thus DRAM ¢@s be difficult to estimate because we do neehang-term commitments from
our customers, and our customers may cancel or gafehase orders for any reason. If we overes@iroastomer demand, we may have ex
inventory of DRAM ICs. If there is a subsequentlaecin the price of DRAM ICs, the value of our atory will fall. As a result, we may
need to writedown the value of our DRAM IC inventory, which magsult in a significant decrease in our gross nmeagid financial conditior
If we underestimate customer demand, we may nat kafficient inventory of DRAM ICs to manufacturergroducts. This will lead to dela
in the delivery of our products, which could caoseer cancellations, the loss of customers andteedse in our net sales.

We use a small number of DRAM IC suppliers and aresubject to risks of disruption in the supply of DRAM ICs.

Our ability to fulfill customer orders is dependemnt a sufficient supply of DRAM ICs, which are asential component of our memory
subsystems. There is a relatively small numbeuppbers of DRAM ICs, and we purchase from onlyuaset of these suppliers. We have no
long-term DRAM supply contracts. Our dependenc@ small number of suppliers and the lack of any@nutaed sources of DRAM supply
expose us to several risks, including the inabttitpbtain an adequate supply of DRAM ICs, prica@ases, delivery delays and poor quality.

The recent declines in customer demand and revérasgesaused us to reduce our purchases of DRAMSI@uld we not maintain
sufficient purchase levels with some suppliers,ahility to obtain future supplies of raw materieday be impaired due to the practice of some
suppliers to allocate their products to custometis the highest regular demand.

From time to time, shortages in DRAM ICs have reggiisome suppliers to limit the supply of their DRACs. As a result, we may be
unable to obtain the DRAM ICs necessary to filltousers’ orders for our products in a timely mantiewe are unable to obtain a sufficient
supply of DRAM ICs to meet our customers’ requiramsethese customers may reduce future ordersufopr@ducts or not purchase our
products at all, which would cause our net saletetdine and harm our operating results. In additour reputation could be harmed, we may
not be able to replace any lost business with nestoeers, and we may lose market share to our ditonge

Our customers qualify the DRAM ICs of our suppligasuse in their systems. If one of our suppl&euld experience quality control
problems, it may be disqualified by one or morewf customers. This would disrupt our supplies BfAM ICs and reduce the number of
suppliers available to us, and may require thaguadify a new supplier.

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

We use consumables and other components, incliRIBg, to manufacture our memory subsystems. Wetsogsgeprocure PCBs and
other components from single or limited sourcetake advantage of volume pricing discounts. Makshartages or transportation problems
could interrupt the manufacture of our productsifrime to time in the future. These delays in mantifring could adversely affect our results
of operations.

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

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

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

¢ identify and adjust to the changing requirementswfcurrent and potential customers;
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identify and adapt to emerging technological treand evolving industry standards in our markets;

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

develop relationships with potential suppliers ofnfponents required for these new or enhanced praiduc

qualify these products for use in our customerstpcts; and

* develop and maintain effective marketing strategies

Our product development efforts are costly andriehiy risky. It is difficult to foresee changesaevelopments in technology or
anticipate the adoption of new standards. Moreaweee these things are identified, if at all, wé méed to hire the appropriate technical
personnel, develop the product and identify andliatite design flaws. As a result, we may not be &bkuccessfully develop new or enhar
products, or we may experience delays in the dpweémt and introduction of new or enhanced prodi#ays in product development and
introduction could result in the loss of, or delatygienerating, net sales and the loss of marlateskas well as damage to our reputation. Even
if we develop new or enhanced products, they maymeet our customers’ requirements or gain margeggtance. Accordingly, we cannot
assure you that our future product developmenttsfioill result in the development of new or enhashproducts or that such products will
achieve market acceptance.

Our customers require that our products undergo aéngthy and expensive qualification process withowny assurance of net sales.

Our prospective customers generally make a sigmficommitment of resources to test and evaluatenemory subsystems prior to
purchasing our products and integrating them ingirtsystems. This extensive qualification prodgasgelves rigorous reliability testing and
evaluation of our products, which may continuediarmonths or longer and is often subject to delayaddition to qualification of specific
products, some of our customers may also requite usdergo a technology qualification if our protldesigns incorporate innovative
technologies that the customer has not previoustpentered. Such technology qualifications oftde tsubstantially longer than product
qualifications and can take over a year to compl@telification by a prospective customer doesemsture any sales to that prospective
customer. Even after successful qualification aldssof our products to a customer, changes ipmducts, our manufacturing facilities, our
production processes or our component suppliersreryire a new qualification process, which maylteds additional delays. In addition,
because the qualification process is both prodpetific and platform-specific, our existing custamsometimes require us to requalify our
products, or to qualify our new products, for us@éw platforms or applications. For example, as@BM customers transition from prior
generation DDR DRAM architectures to current getienaDDR2 DRAM architectures, we must design andlify new products for use by
those customers. In the past, this process of desig qualification has taken up to six monthsaimglete, during which time our net sales to
those customers declined significantly. After otoqucts are qualified, it can take several montfside the customer begins production anc
begin to generate net sales. We must devote stiaste@sources, including design, engineering,ssatearketing and management efforts, to
qualify our products with prospective customeraiticipation of sales. If we delay or do not succieequalifying a product with a prospective
customer, we will not be able to sell that produdthat prospect, which would harm our operatirsults and business.

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

We participate in a highly competitive market, anel expect competition to intensify. Many of thesenpetitors have longer operating
histories, significantly greater resources and nesaegnition, a larger base of customers and lesgerding relationships with customers and
suppliers than we have. As a result, some of thes®etitors are able to devote greater resourcégetdevelopment, promotion and sale of
products and are better positioned than we aneflicence customer acceptance of their products oweproducts. These competitors also may
be able to respond better to new or emerging tdoies or standards and may be able to deliverymsdvith comparable or superior
performance at a lower price. For these reasonsnayenot be able to compete successfully agaiesetibompetitors.

In addition to the competitors described above,esofrour OEM customers have their own internal glegiroups that may develop
solutions that compete with ours. These designggdiave some advantages over us, including diceeisa to their respective companies’
technical information and technology roadmaps. OEM customers also have substantially greater ressufinancial or otherwise, than we
do, and may have lower cost structures than owga ¥esult, they may be

31




able to design and manufacture competitive producte efficiently or inexpensively. If any of the®&M customers are successful in
competing against us, our sales could declineprmrgins could be negatively impacted and we caedd market share, any or all of which
could harm our business and results of operations.

We expect our competitors to continue to improwveghrformance of their current products, reduce tireces and introduce new or
enhanced technologies that may offer greater padoce and improved pricing. If we are unable tocmat exceed the improvements mad
our competitors, our market position would detexierand our net sales would decline. In additiom,competitors may develop future
generations and enhancements of competitive predioat may render our technologies obsolete ormpetitive.

We also expect to face competition from new andrging companies that may enter our existing orritnarkets. These potential
competitors may have similar or alternative prodwehich may be less costly or provide additionatdees.

The establishment and ongoing operation of our marfacturing facility in the People’s Republic of Chira, or the PRC, could expose us
to new and significant risks.

Thus far in fiscal 2007, we have invested signifid@me and effort in establishing a new manufaowfacility in the PRC and preparing
for full-scale operations. Our new manufacturinglfty became operational in July 2007 and was essfully qualified by certain key
customers. The difficulties normally associatedwtitis complicated process are compounded by layegaad cultural differences, as well as
the geographic distance from our current facildyr management has limited experience in creatirgyerseeing foreign operations, and this
new facility may divert substantial amounts of thene. Further, this new facility will be subjetct factory audits by our customers. Even if
facility is fully operational and is qualified byuocustomers, we cannot assure you that we widitde to maintain control over product quality,
delivery schedules, manufacturing yields and castae increase our output. We also have to manbgalkworkforce that may subject us to
uncertainties or regulatory policies. Should owilfy achieve full operations, we will still be bject to risks related to managing the increased
production capacity provided by the facility. Shebahticipated demand not materialize, the costgadlto having excess capacity would have
an adverse impact on our gross margins and opgnagsgults.

As we continue to increase our operations in th€ Pi®me of our net sales may be denominated ingSaiRenminbi, or Yuan in future
periods. The Chinese government controls the prgesdoy which Yuan is converted into other currescand conversion of Yuan generally
requires government consent. As a result, Yuan meape freely convertible into other currenciealatimes. If the Chinese government
institutes changes in currency conversion procesjuneimposes restrictions on currency converdlorse actions may negatively impact our
operations and could reduce our operating redal@ddition, fluctuations in the exchange rate kegtv Yuan and U.S. dollars may adversely
affect our expenses and results of operations #sawéhe value of our assets and liabilities. Bhiisctuations may also adversely affect the
comparability of our period-to-period results. lgwecide to declare dividends and repatriate finwas our Chinese operations, we will be
required to comply with the procedures and regatetiof applicable Chinese law. Any changes to tbeseedures and regulations, or our
failure to comply with those procedures and regotest, could prevent us from making dividends arghteating funds from our Chinese
operations, which could adversely affect our finahcondition. If we are able to make dividends agpatriate funds from our Chinese
operations, these dividends would be subject to tbforate income tax.

The PRC currently provides for favorable tax rdtescertain foreign-owned enterprises operatinggacified locations in the PRC. We
are establishing our PRC facility in such a taxef@d location. Should the PRC government enactiage tax structure, it is possible that we
would not realize the tax benefits that we curseatiticipate and this could adversely impact owerapng results.

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

Our success to date has been highly dependenea@xferience, relationships and technical knowleddehun K. Hong, our President,
Chief Executive Officer and Chairman of the Boalayesh Bhakta, our Chief Technology Officer, andsEbpher Lopes, our Vice Presiden
Sales. We believe that our future success willdgeddent on our ability to retain the servicedhete key employees, develop their successors
reduce our reliance on them, and properly managérdimsition of their roles should departures occur
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The loss of these key employees could delay theldpment and introduction of, and negatively imgaat ability to sell, our products
and otherwise harm our business. We do not havéogmpnt agreements with any of these key emplogétes than Mr. Hong. We do not
carry “Key Man” life insurance on any of our key gloyees.

Our future success also depends on our abilityttac, retain and motivate highly skilled engiriegr manufacturing, other technical and
sales personnel. Competition for experienced peedda intense. We may not be successful in attrgetew engineers or other technical
personnel, or in retaining or motivating our exigtpersonnel. If we are unable to hire and retagireeers with the skills necessary to keep
pace with the evolving technologies in our markets,ability to continue to provide our current gucts and to develop new or enhanced
products will be negatively impacted, which woultrim our business. In addition, the shortage of eepeed engineers, and other factors, may
lead to increased recruiting, relocation and corspton costs for such engineers, which may exceeéxpectations and resources. These
increased costs may make hiring new engineergditfior may reduce our margins.

As of September 29, 2007, approximately 16% ofwarkforce consisted of contract personnel. We iheessiderable time and expense
in training these contract employees. We may egped high turnover rates in our contract employekferce, which may require us to
expend additional resources in the future. If wevest any of these contract employees into permagraployees, we may have to pay finder’s
fees to the contract agency.

Our lack of a significant backlog of unfilled orders, and the difficulty inherent in forecasting custoner demand, makes it difficult to
forecast our short-term production requirements tomeet that demand.

We do not have long-term purchase agreements witlewstomers. Instead, our customers generallyeacchase orders no more than
two weeks in advance of their desired delivery dabel these purchase orders generally have nolttitreor rescheduling penalty provisio
This fact, combined with the quick turn-around tgeat apply to each order, makes it difficultdoefcast our production needs and allocate
production capacity efficiently. Our production exige levels are based in part on our forecastarafustomers’ future product requirements
and to a large extent are fixed in the short tekma result, we likely will be unable to adjust sging on a timely basis to compensate for any
unexpected shortfall in those orders. Any significshortfall of customer orders in relation to expectations could hurt our operating results,
cash flows and financial condition. Also, any rapidreases in production required by our custoroewd strain our resources and reduce our
margins. If such a rapid increase were to occangtgiven time, we may not have sufficient shortatenanufacturing capacity to meet our
customers’ immediate demands.

We attempt to forecast the demand for the DRAMA@4d other components needed to manufacture oungiad_ead times for
components vary significantly and depend on varfaators, such as the specific supplier and theagehand supply for a component at a
given time. If we underestimate customer demarifilwe have not provided for sufficient manufactgricapacity, we would not be able to
manufacture a sufficient quantity of our produatd aould forego sales opportunities, lose markatesand damage our customer relations!

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

We must continuously review and improve our manufidécg processes in an effort to maintain satisfigctnanufacturing yields and
product performance, lower our costs and othervasgain competitive. For example, we began implemgréad-free soldering technologies
in our manufacturing processes in the second quafr2005, and “Reduction of Hazardous Substanoesiufacturing processes in the fourth
quarter of 2005, both of which have been fully iempkented. Implementing process improvements inuhed could negatively impact our
manufacturing yields, which would in turn adversaffect our results of operations.

As we manufacture more complex products, the risdnaountering delays or difficulties increasese Btart-up costs associated with
implementing new manufacturing technologies, meshart processes, including the purchase of nevpeguit, and any resulting
manufacturing delays and inefficiencies, could tiegdy impact our results of operations.

If we need to add manufacturing capacity, an exparsf our existing manufacturing facility or estishment of a new facility could be
subject to factory audits by our customers. Fomgda, our new manufacturing facility in the PRClwiéed to be audited and approved by our
key customers. Any delays or unexpected coststiegdiom this audit process could adversely affaat net sales and results of operations. In
addition, we cannot be certain that we will be @blercrease our manufacturing capacity on a tinbalgis or meet the standards of any
applicable factory audits.
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If we fail to protect our proprietary rights, our c ustomers or our competitors might gain access to oproprietary designs, processes
and technologies, which could adversely affect owperating results.

We rely on a combination of patent protection, ¢radcret laws and restrictions on disclosure ttept@ur intellectual property rights. V
have submitted a number of patent applicationsrdigg our proprietary processes and technologg.nbt certain when or if any of the claims
in the remaining applications will be allowed. Tatel we have had only four patents issued. We intiziedntinue filing patent applications w
respect to most of the new processes and techesltigitt we develop. However, patent protection nwdye available for some of these
processes or technologies.

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

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

¢ prevent disputes with third parties regarding owhgr of our intellectual property rights;
¢ prevent disclosure of our trade secrets and knowochird parties or into the public domain;
* resultin valid patents, including internationatqras, from any of our pending or future applicasioor

* otherwise adequately protect our intellectual proypeghts.

Others may attempt to reverse engineer, copy @raike obtain and use our proprietary technologiésout our consent. Monitoring the
unauthorized use of our technologies is difficlie cannot be certain that the steps we have takbprevent the unauthorized use of our
technologies. This is particularly true in foreigountries, such as the PRC, where we are in treepsoof establishing a new manufacturing
facility and where the laws may not protect ourpietary rights to the same extent as applicabi& &ws.

If some or all of the claims in our patent applicas are not allowed, or if any of our intellectpabperty protections are limited in scope
by a court or circumvented by others, we could faceeased competition with regard to our producitsreased competition could significar
harm our business and our operating results.

We may be involved in costly legal proceedings toefend against claims that we infringe the intellectal property rights of others or to
enforce or protect our intellectual property rights.

Lawsuits claiming that we are infringing otherdtatlectual property rights may be brought agaisstand we may have to defend against
claims of infringement or invalidity. We currengiyan to explore new technologies such as flash mgierad to develop new products for our
existing markets, such as communications, anddar markets, such as networking. By making use esemew technologies and entering
these new markets there is an increased likelitloatdothers might allege that our products infringetheir intellectual property rights.
Litigation is inherently uncertain, and an advess&come could subject us to significant liability lamages or invalidate our proprietary
rights. An adverse outcome also could force uske specific actions, including causing us to:

¢ cease selling products that are claimed to benigiing a third party’s intellectual property;
* pay royalties on past or future sales;

* seek a license from the third party intellectuaparty owner to use their technology in our produethich license may not be availe
on reasonable terms, or at all; or

* redesign those products that are claimed to bingifrg a third party’s intellectual property.

There is a limited pool of experienced technicabpanel that we can draw upon to meet our hirirgdseAs a result, a number of our
existing employees have worked for our existingatential competitors at some point during thefieeas, and we anticipate that a number of
our future employees will have similar work his&xi In the past, some of these competitors haimetbthat our employees misappropriated
their trade secrets or violated non-competitionam-solicitation agreements. Some of our competitoay threaten or bring legal action
involving similar claims against us or our existiegployees or make such claims in the future tegreus from hiring qualified candidates.
Lawsuits of this type
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may be brought, even if there is no merit to ttaéne| simply as a strategy to drain our financiagbrigces and divert management’s attention
away from our business.

We also may find it necessary to litigate agaitisers, including our competitors, customers anché&remployees, to enforce our
intellectual property and contractual and commeérdgts including, in particular, our trade sesreds well as to challenge the validity and
scope of the proprietary rights of others. We cdiddome subject to counterclaims or countersu@inagus as a result of this litigation.
Moreover, any legal disputes with customers coalgse them to cease buying or using our produdalglay their purchase of our products and
could substantially damage our relationship witnth

Any litigation, regardless of its outcome, wouldtlree consuming and costly to resolve, divert oanagement’s time and attention and
negatively impact our results of operations.

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

Although some of the components used in our finatlpcts contain the intellectual property of thiatties, we believe that our suppliers
bear the sole responsibility to obtain any rightd Bcenses to such third party intellectual proypeéWhile we have no knowledge that any third
party licensor disputes our belief, we cannot asgou that disputes will not arise in the futurbeToperation of our business and our ability to
compete successfully depends significantly on omtinued operation without claims of infringementdemands resulting from such claims,
including demands for payments of money in the fofpfor example, ongoing licensing fees.

We are also developing products to enter new msrketh as the industrial flash market. Similasuo current products, we may use
components in these new products that contaimtietiéctual property of third parties. While we Makercise necessary precautions to avoid
infringing on the intellectual property rights diind parties, we cannot assure you that disputésati arise.

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

If our products do not meet the quality standards éour customers, we may be forced to stop shipments products until the quality
issues are resolved. If our products are defectivar are used in defective systems, we may be subjéotproduct recalls or product
liability claims.

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

If our products are defectively manufactured, cionteefective components or are used in defectivaalfunctioning systems, we could
subject to product liability claims and productaks, safety alerts or advisory notices. While vaedproduct liability insurance coverage, it
may not be adequate to satisfy claims made agaéndt/e also may be unable to obtain insurancedriuture at satisfactory rates or in
adequate amounts. Product liability claims or pmdacalls, regardless of their ultimate outconueild have an adverse effect on our business,
financial condition and reputation, and on ourigbtb attract and retain customers. In additioe, way determine that it is in our best interest
to accept product returns in circumstances wherare@eot contractually obligated to do so in otdemaintain good relations with our
customers. Accepting product returns may negativepact our operating results.

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

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

technical capabilities. We have no experience quaing other businesses or technologies. Acqoistientail a number of risks that could
adversely affect our business and operating resnttkiding:

¢ difficulties in integrating the operations, techogiks or products of the acquired companies;

¢ the diversion of management’s time and attentiomfthe normal daily operations of the business;
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¢ insufficient increases in net sales to offset insel expenses associated with acquisitions orrachgedmpanies;

¢ (difficulties in retaining business relationshipgwsuppliers and customers of the acquired companie

¢ the overestimation of potential synergies or ayalaealizing those synergies;

* entering markets in which we have no or limitedexignce and in which competitors have stronger etgrksitions; and

* the potential loss of key employees of the acquiadpanies.

Future acquisitions also could cause us to incht debe subject to contingent liabilities. In atituh, acquisitions could cause us to issue
equity securities that could dilute the ownershepcpntages of our existing stockholders. Furthegmacquisitions may result in material
charges or adverse tax consequences, substargiaciiion, deferred compensation charges, in-gooesearch and development charges, the
amortization of amounts related to deferred stoasell compensation expense and identifiable purdhasmgible assets or impairment of
goodwill, any or all of which could negatively afteour results of operations.

If we do not effectively manage our growth, our resurces, systems and controls may be strained androesults of operations may
suffer.

We have expanded, and plan to continue to expamdyerations, both domestically and internatignaiiny future growth may strain o
resources, management information and telecommtimmcsystems, and operational and financial coatfbb manage our growth effectively,
including the development of our new manufactufaglity in the PRC, we must continue to improvelaxpand our systems and controls.
may not be able to do this in a timely or cost-@ffee manner, and our current systems and contmalg not be adequate to support our future
operations. In addition, our officers have reldiMamited experience in managing a rapidly growlmgsiness or a public company. As a result,
they may not be able to provide the guidance nacg$s continue our growth or maintain our markaesipon. Any failure to manage our
growth or improve or expand our existing systents @ntrols, or unexpected difficulties in doing sould harm our business.

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

We plan to evaluate our internal controls overtiitial reporting to allow management to report arsthinternal controls as required by
Section 404 of the Sarbanes-Oxley Act of 2002 &edtiles and regulations of the Securities and &xgd Commission, which we collectively
refer to as Section 404. This will involve systend grocess evaluations and testing to comply wighnhanagement assessment requireme
Section 404, which will initially have to be madedur annual report on Form 10-K for our 2007 fisezar. Effective internal controls are
necessary for us to produce reliable financial rspand are important in our effort to prevent fioial fraud. In the course of our Section 404
evaluations, we may identify conditions that magutein significant deficiencies or material weagses and we may conclude that
enhancements, modifications or changes to oumateontrols are necessary or desirable. Implemgrny such matters would divert the
attention of our management, could involve sigaificcosts, and may negatively impact our resultspefations.

We note that there are inherent limitations ondffectiveness of internal controls, as they cammevent collusion, management override
or failure of human judgment. If we fail to maintain effective system of internal controls or ifragement or our independent registered
public accounting firm were to discover materialakieesses in our internal controls, we may be unalpeoduce reliable financial reports or
prevent fraud, and it could harm our financial dtind and results of operations, result in a losmweestor confidence and negatively impact
our share price.

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

Many of our memory subsystems are specificallyglesil for our OEM customers’ high performance systebur business would be
harmed if these high performance systems weredorbe standardized so that DRAM IC manufactureistioer companies could develop and
manufacture a commodity memory module addressiagi#mands of some or all of these high performappéications. If DRAM IC
manufacturers or other companies are able to dp\zekiandardized

36




solution, our future business may be limited tantifging the next generation of high performancemey demands of OEM customers and
developing a solution that addresses such dembimdit fully implemented, this next generation obgducts may constitute a much smaller
market, which may reduce our net sales and mahkats

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

We are subject to various and frequently changiri federal, state and local and foreign governaiéavs and regulations relating to
the protection of the environment, including thgseerning the discharge of pollutants into theaaid water, the management and disposal of
hazardous substances and wastes, the cleanuptafrinated sites and the maintenance of a safe \lam#&pln particular, some of our
manufacturing processes may require us to handleli@spose of hazardous materials from time to tifoe.example, in the past our
manufacturing operations have used lead-basedrdoltlee assembly of our products. Today, we uad-feee soldering technologies in our
manufacturing processes, as this is required fadysts entering the European Union. We could isalnstantial costs, including clean-up
costs, civil or criminal fines or sanctions anddhparty claims for property damage or personairinjas a result of violations of, or
noncompliance with, environmental laws and regaofeti These laws and regulations also could reasite incur significant costs to remain in
compliance.

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

Part of our growth strategy involves making satefoteign corporations and delivering our produot&acilities located in foreign
countries. To facilitate this process and to meetlong-term projected demand for our productsareeplanning to set up a new manufacturing
facility in the PRC. Selling and manufacturing ardign countries subjects us to additional riskisgmesent with our domestic operations. We
will begin operating in business and regulatoryienments in which we have little or no previougperience. We will need to overcome
language and cultural barriers to effectively cartchur operations in these new environments. Intiadd the economies of the PRC and other
countries have been highly volatile in the pastulting in significant fluctuations in local curtgias and other instabilities. These instabilities
affect a number of our customers and suppliersiditisn to our foreign operations and continuexseor may occur again in the future.
International turmoil and the threat of future teist attacks, both domestically and internationdilave contributed to an uncertain political
economic climate, both in the U.S. and globallyd &aave negatively impacted the worldwide econonhe dccurrence of one or more of these
instabilities could adversely affect our foreigrecgtions and some of our customers or suppliec ebwhich could adversely affect our net
sales. In addition, our failure to meet applicalelgulatory requirements or overcome cultural besr@auld result in production delays and
increased turn-around times, which would adveraélct our business.

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

Our current manufacturing facilities are locatedrirne, California and Suzhou, PRC. Due to thisgraphic concentration, a disruption
of our manufacturing operations, resulting fromipqent failure, power failures, quality controlies, human error, government intervention
or natural disasters, including earthquakes, fireffoods, could interrupt or interfere with our méiacturing operations and consequently harm
our business, financial condition and results afrafions. Such disruptions would cause significkatays in shipments of our products and
adversely affect our operating results.

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

As of September 29, 2007, our executive officeirgatiors and 5% stockholders beneficially own atat, approximately 50% of our
outstanding common stock. As a result, these studklns, acting together, have the ability to esealistantial influence over all matters
requiring approval by our stockholders, includihg election and removal of directors and any pregaserger, consolidation or sale of all or
substantially all of our assets and other corpdratesactions. This concentration of control ccwgddisadvantageous to other stockholders with
interests different from those of our executivaagffs, directors and principal stockholders. Faregle, our executive officers, directors and
principal stockholders could delay or prevent agquégition or merger even if the transaction woudshéfit other stockholders. In addition, this
significant concentration of share ownership mayeaskly affect the trading price for our commorcktbecause investors may perceive
disadvantages in owning stock in companies witbkstolders that have the ability to exercise sigaifit control.
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Anti- takeover provisions under our charter documents andelaware law could delay or prevent a change of ntrol and could also limit
the market price of our stock.

Our certificate of incorporation and bylaws contpiovisions that could delay or prevent a changeoatrol of our company or changes
our board of directors that our stockholders mightsider favorable. In addition, these provisioogla limit the price that investors would be

willing to pay in the future for shares of our commstock. The following are examples of provisiarsch are included in our certificate of
incorporation and bylaws, each as amended:

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

¢ stockholder action by written consent is prohibjted

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

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

In addition, we are governed by the provisions eft®n 203 of the Delaware General Corporate Lakickvmay prohibit certain busine
combinations with stockholders owning 15% or mdrewr outstanding voting stock. These and othevigions in our certificate of
incorporation and bylaws, and of Delaware law coulike it more difficult for stockholders or potedtacquirors to obtain control of our bo:i
of directors or initiate actions that are opposgdhe then-current board of directors, includindpgizng or impeding a merger, tender offer, or
proxy contest or other change of control transadtiwolving our company. Any delay or preventionaothange of control transaction or
changes in our board of directors could preventtresummation of a transaction in which our stod#érs could receive a substantial
premium over the then-current market price forrtkbares.

Item 2. Unregistered Sales of Equity Securities and Use Bfoceeds

During the period from July 1, 2007 through Septenft®, 2007, we issued 22,909 shares of our constoak pursuant to an exercise of
a warrant dated January 1, 2003, to purchase 42}@f@s of common stock. This exercise was madwipot to a net issue election and the
balance of the shares was forfeited.

We did not repurchase any of our outstanding eqétwrities during the quarter ended Septembe2 (7.

Item 3. Defaults Upon Senior Securities

None.

Item 4. Submission of Matters to a Vote of Security Holders

None.

Item 5. Other Information
None.
Item 6. Exhibits

Exhibit
Number Description of Document

3.1(1) Restated Certificate of Incorporation of Netlistc.l
3.2(1) Amended and Restated Bylaws of Netlist, |
10.1(2)  Offer Letter to Nita Moritz dated August 16, 20
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10.2(3)  Stock Option Agreement dated September 17, 200@doons to purchase 200,000 shares of the Registrrommon stock
awarded to Nita J. Morit

31.1(4) Certification of Chief Executive Officer pursuantRule 13-14(a) and Rule 1!-14(a) of the Securities Exchange Act, as Amer
31.2(4) Certification of Chief Financial Officer pursuantRule 13-14(a) and Rule 1:-14(a) of the Securities Exchange Act, as Amen

32(5) 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 pursuanfBEC Release No. -8238.

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

(2) Incorporated by reference to the correspondinglexhumber of the current report on Form 8-K of thgistrant filed with the
Securities and Exchange Commission on Septemb&00d,

(3) Incorporated by reference to exhibit number 4.thefregistration statement on Form S-8 of the teyis (No. 333-146192) filed
with the Securities and Exchange Commission onebeiper 20, 2007.

(4) Filed herewith.

(5) The information in Exhibit 32 shall not be deemétetl” for purposes of Section 18 of the Securitteechange Act of 1934, as
amended, (the “Exchange Act”), or otherwise subjecthe liabilities of that section, nor shall theyy deemed incorporated by
reference in any filing under the Securities Acii®83, as amended, or the Exchange Act (includirggReport), unless Netlist, Inc.
specifically incorporates the foregoing informatiato those documents by reference.
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SIGNATURES

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

the undersigned thereunto duly authorized.

Date: November 6, 20C

NETLIST, INC.
a Delaware corporatic
(Registrant
By: /s/ Chun K. Hon¢

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

By: /s/ Nita J. Moritz
Nita J. Moritz
Vice President and Chief Financia
Officer
(Principal Financial Officer)
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Exhibit
Number

EXHIBIT INDEX

Description of Document

311

31.2

32

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

Certification of Chief Executive Officer and Chigihancial Officer pursuant to 18 U.S.C. 1350, agpaed pursuant to Section 906
of the Sarban«-Oxley Act of 2002 and furnished herewith pursuanfBEC Release No. -8238.
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EXHIBIT 31.1

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

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

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

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

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

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

b) [intentionally omitted in accordance with SEC tii¢gins instructions for newly public companies]

C) evaluated the effectiveness of the Registrant'slalisire controls and procedures and presentedsingport our
conclusions about the effectiveness of the disctosantrols and procedures, as of the end of tHegeovered by this report based on such
evaluation; and

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

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

a) all significant deficiencies and material weaknsssethe design or operation of internal contratiofinancial
reporting which are reasonably likely to adversafgct the Registrant’s ability to record, 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

November 6, 200 /s/ Chun K. Hon¢
Chun K. Hong
President, Chief Executive Officer and Chairmathet
Board
(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

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

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

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

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

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

b) [intentionally omitted in accordance with SEC tii¢gins instructions for newly public companies]

C) evaluated the effectiveness of the Registrant'slalisire controls and procedures and presentedsingport our
conclusions about the effectiveness of the disctosantrols and procedures, as of the end of tHegeovered by this report based on such
evaluation; and

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

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

a) all significant deficiencies and material weaknsssethe design or operation of internal contratiofinancial
reporting which are reasonably likely to adversafgct the Registrant’s ability to record, 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

November 6, 200 /s/ Nita J. Moritz
Nita J. Mortiz
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 September 29,
2007 (the “Report”), Chun K. Hong, president, clégécutive officer and chairman of the board oflidgtand Nita J. Moritz, vice president
and chief financial officer of Netlist, each hereatgrtifies, pursuant to 18 U.S.C. Section 135@dupted pursuant to Section 906 of the

Sarbanes-Oxley Act of 2002, that, to his or henkiedge:
(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 pmets, in all material respects, the financial ctadiand results of
operations of Netlist, Inc.

November 6, 2007 /s/ Chun K. Hon¢
Chun K. Hong
President, Chief Executive Officer and Chairmathef Boarc

(Principal Executive Officer

November 6, 200 /s/ Nita J. Moritz
Nita J. Moritz
Vice President and Chief Financial Offic

(Principal Financial Officer




