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PART I. FINANCIAL INFORMATION
Item 1. Financial Statements

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

ASSETS
Current asset:
Cash and cash equivalel
Accounts receivable, n
Inventories
Prepaid expenses and other current a:
Total current asse
Property and equipment, r
Long-term investments in marketable securi
Other asset

Total asset

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

Common stock, $0.001 par value - 90,000 shareorréd; 28,414 (2012) and 26,390 (2011) shi

issued and outstandil
Additional paic-in capital
Accumulated defici
Accumulated other comprehensive |
Total stockholder equity

Total liabilities and stockholde’ equity
See accompanying notes.

3

(unaudited) (audited)
September 29 December 31
2012 2011
$ 10,44. % 10,53¢

3,63¢ 11,39¢
9,97¢ 6,05
1,157 80¢€
25,20: 28,791
3,07¢ 2,771
44z 444
12¢ 161
$ 28,847 $ 32,17:
$ 4,07 $ 6,15¢
2,80( —
1,071 1,81
91¢ 46(
45( 45(
1,11¢ 2,14
10,42¢ 11,02:
2,517 1,11¢
93 94
13,03¢ 12,23«
28 26
98,46: 92,70¢

(82,629 (72,740

(57) (56)
15,80¢ 19,93¢
$ 28,847 $ 32,17
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Net sales
Cost of sales(1
Gross profit
Operating expense
Research and development
Selling, general and administrative
Total operating expens
Operating los!
Other income (expense
Interest expense, n
Other income (expense), r
Total other expense, n
Loss before provision for income tax
Provision for income taxe
Net loss
Net loss per common sha
Basic and dilutes

Weightec-average common shares outstand
Basic and dilutes

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

Three Months Ended

Nine Months Ended

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

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

September 29 October 1, September 29 October 1,
2012 2011 2012 2011
$ 6,391 $ 16,34 30,91( $ 44,34¢
6,00: 10,81¢ 22,34¢ 30,07¢
38¢ 5,52¢ 8,56: 14,26¢
2,61¢ 3,98: 10,22% 11,42
2,497 2,511 7,971 8,011
5,112 6,49/ 18,20 19,43
(4,729 (96€) (9,647) (5,169
(98) (72) (24¢) (147)
4 1 12 (58)
(94) (71) (23€) (205)
(4,81%) (1,037 (9,87¢) (5,369)
4 2 5 3
$ (4827 $ (1,039 (9,889 $ (5,377)
$ 0.17) $ (0.09 (0.36) $ (0.22)
28,19¢ 25,02¢ 27,68( 24,96¢
$ 28 $ 21 105 % 51
19¢ 17¢& 53¢ 46€
294 26E 877 70€

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

Three Months Ended Nine Months Ended
September 29 October 1, September 29 October 1,
2012 2011 2012 2011
Net loss $ (4,829 $ (1,039 $ (9,889 $ (5,379)
Other comprehensive los
Unrealized loss transferred from other comprehenkiss tc
earnings — — — 58
Net unrealized loss on investments in marketaltaritées,
net of tax (2) (7) (1) —
Total comprehensive lo $ (4829 $ (1,046 $ (9,889 $ (5,319

See accompanying notes.
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NETLIST, INC. AND SUBSIDIARIES
Unaudited Condensed Consolidated Statements of Caltows

Cash flows from operating activitie
Net loss

(in thousands)

Adjustments to reconcile net loss to net cash usegerating activities

Depreciation and amortizatic
Stocl-based compensatic

Realized loss on sale of investments in marketsddarities

Changes in operating assets and liabilit
Accounts receivabl
Inventories
Prepaid expenses and other current a:
Other asset
Accounts payabl
Accrued payroll and related liabiliti¢
Accrued expenses and other current liabili
Accrued engineering charg

Net cash used in operating activit
Cash flows from investing activitie
Acquisition of property and equipme

Proceeds from maturities and sales of investmentsarketable securitie

Net cash (used in) provided by investing activi
Cash flows from financing activitie

Borrowings on line of cred

Payments on line of crec

Proceeds of bank term loan, net of issuance

Payments on del

Proceeds from public offering, n

Proceeds from exercise of equity awards, net afda®mitted for restricted sto

Net cash provided by financing activiti
Decrease in cash and cash equival
Cash and cash equivalents at beginning of pe

Cash and cash equivalents at end of pe

See accompanying notes.

6

Nine Months Ended

September 29 October 1,
2012 2011

$ (9,889 $ (5,372)
1,541 1,715

1,52( 1,22

59

7,76¢ (341)

(3,919 (4,36%)

(16E) 22¢

32 137

(2,257) 31

(742) (15)

45¢ 65

— 98

(5,650 (6,539

(1,64¢) (570)

— 1,264

(1,64¢) 694

3,20(¢ 50C

(400) (500)

1,31¢ 2,93¢
(1,149 (1,187

3,61 —
621 (11)

7,204 1,73¢€
(94) (4,109¢)

10,53t 14,21(

$ 10,44 % 10,10:
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NETLIST, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
September 29, 2012

Note 1—Description of Business

Netlist, Inc. (the “Company”, “Netlist” or “our”) esigns and manufactures a wide variety of highgoerance, logic-based memory
subsystems for the global datacenter and high-pegioce computing and communications markets. Thepgaoy’s memory subsystems
consist of combinations of dynamic random acceswong integrated circuits (“DRAM ICs” or “DRAM”), NAID flash memory (“NAND”),
application-specific integrated circuits (“ASICsiihd other components assembled on printed ciroaitds (“PCBs”). Netlist primarily
markets and sells its products to leading origatplipment manufacturer (“OEM”) customers. The Canyps solutions are targeted at
applications where memory plays a key role in nmgesystem performance requirements. The Compamydges a portfolio of proprietary
technologies and design techniques, includingiefiicplanar design, alternative packaging techriqued custom semiconductor logic, to
deliver memory subsystems with high memory densityall form factor, high signal integrity, attraaithermal characteristics, reduced powe
consumption and low cost per bit.

Note 2—Summary of Significant Accounting Policies
Basis of Presentation

The interim unaudited condensed consolidated filhstatements have been prepared in accordanbexagounting principles generally
accepted in the United States of America (the “Uf8r interim financial information and with thastructions to Securities and Exchange
Commission (“*SEC”) Form 10-Q and Article 8 of SEEdrlation S-X. These condensed consolidated fiahstatements do not include all of
the information and footnotes required by accounfirinciples generally accepted in the U.S. for ptate financial statements. Therefore,
these unaudited condensed consolidated finanai@reents should be read in conjunction with the @amg’s audited consolidated financial
statements and notes thereto for the year endeeniir 31, 2011, included in the Company’s AnnugddReon Form 1K filed with the SEC
on February 28, 2012.

The condensed consolidated financial statemenlisded herein as of September 29, 2012 are unaydhtecever, they contain all normal
recurring accruals and adjustments that, in thaeiopiof the Compang’ management, are necessary to present fairlyotigensed consolidat
financial position of the Company and its whollytoed subsidiaries as of September 29, 2012, theeosied consolidated results of its
operations and comprehensive loss for the threenemedmonths ended September 29, 2012 and Octol2éx1, and the condensed
consolidated cash flows for the nine months endgate3nber 29, 2012 and October 1, 2011. The resudiperations for the nine months
ended September 29, 2012 are not necessarily thdiaz the results to be expected for the fullry@aany future interim periods.

Liquidity

The Company incurred net losses of approximatel9 $8llion and $5.4 million for the nine months exdSeptember 29, 2012 and
October 1, 2011, respectively, and had an accusdiideficit of approximately $82.6 million at Septsen 29, 2012. In addition, the Company
used cash in operating activities of approxima$&y’ million and $6.5 million for the nine monthsded September 29, 2012 and October 1,
2011, respectively. As a result, the Companyciates that it is likely that it will violate oree more of the debt covenants contained in its
credit agreement in the near future. Manageimasinitiated discussions with Silicon Valley Bathle Company’s lender under its credit
facility, to resolve the expected violations or anti¢he credit agreement; however, in the eventviblation of the debt covenants, the bank
may declare an event of default and seek remeda@kable under the terms of the credit agreementuding the acceleration of the term debt,
the discontinuance of the line of credit, and micdifons to the terms of letters of credit thatpson its trade accounts with vendors.

In addition to renegotiating the credit agreemeith Bilicon Valley Bank, the Company’s managemsrgvaluating potential financing
opportunities and alliances or other partnershie@gents with entities interested in the Compatgchnologies. The Company is also
planning to reduce its expenses and continuefibstefto qualify new and enhanced products witftOEM customers.

7
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The Company raised net proceeds of approximately ®dlion in the nine months ended September Pa22and approximately $1.9
million in the year ended December 31, 2011 undslas agreement with Ascendiant Capital Market§ [(lAscendiant”) (see note 10), and
may raise additional funds through the Companyteagent with Ascendiant or through other sourddse Company may be limited in its
ability to benefit from the agreement with Ascemdid the volume of its shares traded in the madtehe market price of its shares is low.

If adequate working capital is not available wheeded, the Company may be required to significantidify its business model and
operations to reduce spending to a sustainablé kweuld cause the Company to be unable to exeitsibusiness plan, take advantage of
future opportunities, or respond to competitivesgtees or customer requirements. It may also dhes€éompany to delay, scale back or
eliminate some or all of its research and develagmeograms, or to reduce or cease operations.levitiére is no assurance that the Compan
can meet its revenue forecasts or successfullytimgahe terms of the credit agreement with Siistlley Bank, management anticipates tha
it can successfully execute its plans and contoperations for at least the next twelve months.

Principles of Consolidation

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

Fiscal Year

The Company operates under a 52/53-week fiscalgmding on the Saturday closest to December 3t fiseml 2012, the Company’s
fiscal year is scheduled to end on December 29 20 will consist of 52 weeks. Each of the Compafigst three quarters in a fiscal year is
comprised of 13 weeks.

Use of Estimates

The preparation of financial statements in conftymiith accounting principles generally acceptethia U.S. requires management to
make estimates and assumptions that affect thetegpamounts of assets and liabilities and disctosiicontingent assets and liabilities at the
date of the condensed consolidated financial set¢snand the reported amounts of net sales arehs&p during the reporting period. By tt
nature, these estimates and assumptions are stgattinherent degree of uncertainty. Signifiestimates made by management include,
among others, provisions for uncollectible recelgealand sales returns, warranty liabilities, vabrabf inventories, fair value of financial
instruments, impairment of long-lived assets, stbaked compensation expense and realization ofrddftax assets. The Company bases its
estimates on historical experience, knowledge afeit conditions and our beliefs of what could adouhe future considering available
information. The Company reviews its estimategonmngoing basis. The actual results experienced by tmpany may differ materially a
adversely from its estimates. To the extent thezeraaterial differences between the estimatestamddtual results, future results of operation
will be affected.

Revenue Recognition

The Company'’s revenues primarily consist of prodiadés of high-performance memory subsystems to ©BRdvenues also include
sales of excess component inventories to distrisutnd other users of memory integrated circultSsq"). Such sales amounted to less than
$0.1 million for each of the three and nine morghiqds ended September 29, 2012 and October 1, 2011

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

The Company generally uses customer purchase aaddfsr contracts as evidence of an arrangemefivebDeoccurs when goods are
shipped for customers with FOB Shipping Point teamd upon receipt for customers with FOB Destimaterms, at which time title and risk
of loss transfer to the customer. Shipping documare used to verify delivery and customer accegtaihe Company assesses whether the
sales price is fixed or determinable based on #yengnt terms associated with the transaction aredheh the sales price is subject to refund.
Customers are generally allowed limited rightsedfirn for up to 30 days, except for sales of excesgponent inventories, which contain no
right-of-return
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privileges. Estimated returns are provided fohattime of sale based on historical experiencgecific identification of an event necessitat

a reserve. The Company offers a standard produtants to its customers and has no other post-shipmobligations. The Company assesses
collectibility based on the creditworthiness of thestomer as determined by credit checks and et@hsaas well as the customer’s payment
history.

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

Cash and Cash Equivalents

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

Investments in Marketable Securities

The Company accounts for its investments in matietsecurities in accordance with ASC Topic 320e Tompany determines the
appropriate classification of its investments attiilme of purchase and reevaluates such desigrattiesch balance sheet date. The Company’
investments in marketable securities have beesifiess and accounted for as available-for-sale t@semanagement’s investment intentions
relating to these securities. Available-&ale securities are stated at fair value, genebalded on market quotes, to the extent they aiilable
Unrealized gains and losses, net of applicablerdafdaxes, are recorded as a component of otimeprehensive income (loss). Realized gain:
and losses and declines in value judged to be thhartemporary are determined based on the spéb#intification method and are reporte:
other income, net in the unaudited condensed cioladet! statements of operations.

The Company generally invests its excess cashrimedtic bank-issued certificates of deposit whialmycgederal deposit insurance,
money market funds and highly liquid debt instrutsesf U.S. municipalities, corporations and the l§@ernment and its agencies. All hig
liquid investments with stated maturities of thmenths or less from the date of purchase are @iledsis cash equivalents; all investments
stated maturities of greater than three monthslassified as investments in marketable securities.

Fair Value of Financial Instruments

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

Allowance for Doubtful Accounts

The Company evaluates the collectability of acceueteivable based on a combination of factorsaes where the Company is aware
of circumstances that may impair a specific custrability to meet its financial obligations sulgsent to the original sale, the Company will
record an allowance against amounts due, and theeelnice the net recognized receivable to the attberlCompany reasonably believes will
be collected. For all other customers, the Compengrds allowances for doubtful accounts basedariiynon the length of time the
receivables are past due based on the terms ofitfieating transaction, the current business emvirent and its historical experience.
Uncollectible accounts are charged against thevathee for doubtful accounts when all cost effectisenmercial means of collection have
been exhausted.

Concentration of Credit Risk

Financial instruments that potentially subject @@mmpany to significant concentrations of credik isnsist principally of cash and cash
equivalents, investments in marketable securiéind,accounts receivable.

The Company invests its cash equivalents primaritponey market mutual funds. Cash equivalentsrermtained with high quality
institutions, the composition and maturities of @hare regularly monitored by management. The Compad $5.2 million of Federal Depc
Insurance Corporation and Securities Investor etiote Corporation insured cash and cash equivakrseptember 29, 2012. Investments in
marketable securities are generally in hayldit quality debt instruments. Such investmergsnaade only in instruments issued or enhance
high-quality institutions. The Company has nouimed any credit losses related to these invessnent

9
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The Company’s trade accounts receivable are prynderived from sales to OEMs in the computer indusThe Company performs
credit evaluations of its customers’ financial cibioth and limits the amount of credit extended whieemed necessary, but generally requires
no collateral. The Company believes that the comagan of credit risk in its trade receivablesriederated by its credit evaluation process,
relatively short collection terms, the high levékeedit worthiness of its customers (see Notd@gign credit insurance and letters of credit
issued on the Company’s behalf. Reserves are aiadut for potential credit losses, and such lok&serically have not been significant and
have been within management’s expectations.

Inventories

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

Property and Equipment

Property and equipment are recorded at cost aneciafed on a straigiine basis over their estimated useful lives, wigelerally rang
from three to seven years. Leasehold improvemeateegorded at cost and amortized on a straigbtHasis over the shorter of their estimatec
useful lives or the remaining lease term.

Impairment of Long-Lived Assets

The Company evaluates the recoverability of theyaag value of long-lived assets held and usedhgy@ompany for impairment on at
least an annual basis or whenever events or chamg@sumstances indicate that their carrying eatuay not be recoverable. When such
factors and circumstances exist, the Company cagsghe projected undiscounted future net cash famssgsciated with the related asset or
group of assets over their estimated useful ligzsrest their respective carrying amount. If ther'yiag value is determined not to be
recoverable from future operating cash flows, theehis deemed impaired and an impairment logcgnized to the extent the carrying value
exceeds the estimated fair value of the assetfdihealue of the asset or asset group is basadarket value when available, or when
unavailable, on discounted expected cash flows.ddrapany’s management believes there is no impairwfdong-lived assets as of
September 29, 2012. There can be no assuranceyéwheat market conditions will not change or dachéor the Company’s products will
continue, which could result in future impairmehtang-lived assets.

Warranties

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

Stock-Based Compensation

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

10
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In accordance with ASC Topic 718, employee andctlirestockbased compensation expense recognized during theel pe based on tt
value of the portion of stock-based payment awtrdsis ultimately expected to vest during the @ebri Given that stock-based compensation
expense recognized in the condensed consolidattisnts of operations is based on awards ultignatglected to vest, it has been reduced
for estimated forfeitures. ASC Topic 718 requiredditures to be estimated at the time of grantrawésed, if necessary, in subsequent period
if actual forfeitures differ from those estimat&be Company’s estimated average forfeiture ratedased on historical forfeiture experience
and estimated future forfeitures.

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

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

Income Taxes

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

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

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

Research and Development Expenses
Research and development expenditures are expengedperiod incurred.
Collaborative Arrangement
In 2011, the Company entered into two memory teldgyoCollaboration Agreements. The first agreemeiat HyperCloud®
Technology Collaboration Agreement (the “IBM Agreamti’) with International Business Machines (“IBM"Under the IBM Agreement, IBI
and the Company agreed to cooperate with respéieetqualification of HyperCloud® technology foreusith IBM servers and to engage in
certain joint marketing efforts when qualificatimnachieved. IBM and the Company agreed to comasiburces and funds in support of these

activities. The IBM Agreement is non-exclusive.
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The second agreement is a Collaboration Agreentieat'iP Agreement”) with Hewlett-Packard Compani®”). Under the HP
Agreement, HP and the Company agreed to cooperttaaegpect to the qualification of HyperCloud®heology for use with HP servers and
to engage in certain joint marketing efforts whemldication is achieved. HP and the Company agjteecommit resources and funds in
support of these activities. The HP Agreemenkdusive for a period of time. HP and the Compagyeed to collaborate on the future use o
HyperCloud® load reduction and rank multiplicatt@ehnologies for next generation server memonyfer

In the fourth quarter of 2011, the Company reimbdrslP and IBM $0.1 million and $0.2 million, respeely, for the cost of certain
qualification activities. The Company reimbursef &h additional $0.5 million and $0.9 million iretthree and nine month period ended
September 29, 2012, respectively. The paymentmelged in research and development expensesindhdensed consolidated statements «
operations. During the quarter ended Septembe2@®, the Company made $0.4 of payments to IBMdiot HyperCloud® marketing
activities, additional payments of $0.4 million Mok paid to IBM in the fourth quarter of 2012. T@empany is amortizing the $0.8 million
payments made to IBM based on actual unit shipmamtgared with estimated total shipments overéha of the Collaboration Agreement.
The Company’s net sales will be determined afteludgon of the amortization of customer allowanfmsmarketing activities, in accordance
with ASC Topic 605-50.

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

Comprehensive Loss

ASC Topic 220 establishes standards for reportimhdisplaying comprehensive income (loss) anddtaponents in the condensed
consolidated financial statements. Accumulatedratbenprehensive loss includes unrealized gainesses on investments.

Risks and Uncertainties

The Company has invested and expects to continimeést a significant portion of its research aegalopment budget into the design of
ASIC devices, including the HyperCloud® memory stgbem. This new design and the products it is ipoated into are subject to increased
risks as compared to the Company’s existing praduthe Company may be unable to achieve custonraarket acceptance of the
HyperCloud® memory subsystem or other new productachieve such acceptance in a timely mannee ddmpany has experienced a
longer qualification cycle than anticipated with HyperCloud® memory subsystems, and as of Sepre2®@012 the product has not
generated significant product margins relativeheo €ompany’s investment in the product. The Comers entered into collaborative
agreements with both HP and IBM pursuant to whitdsé OEMs have cooperated with the Company tofgudyiperCloud® for use in their
respective products. The qualifying OEMs have gedaand continue to engage with the Company in joerketing and further product
development efforts. The Company and each of tB¥©have committed financial and other resourcesid the collaboration. There can
no assurance that the efforts undertaken pursaagittter of the collaborative agreements will resubny new revenues for the Company.
Further delays or any failure in marketing thisdaret with HP, IBM or other potential customers wibabversely impact the Compasyesult:
of operations.

The Company'’s operations in the People’s RepulfliChona (“PRC”)are subject to various political, geographical andnomic risks ar
uncertainties inherent to conducting business im&hrhese include, but are not limited to, (i)gdtal changes in economic conditions in the
region, (ii) managing a local workforce that mapjsat the Company to uncertainties or certain r&guy policies, (iii) changes in other
policies of the Chinese governmental and regulaagegncies, and (iv) changes in the laws and psliziehe U.S. government regarding the
conduct of business in foreign countries, generaliyn China, in particular. Additionally, the lese government controls the procedures by
which its local currency, the Chinese Renminbi (“BY is converted into other currencies and by wahdéividends may be declared or capital
distributed for the purpose of repatriation of éags and investments. If restrictions in the corien of RMB or in the repatriation of earnings
and investments through dividend and capital diistion restrictions are instituted, the Companyisrations and operating results may be
negatively impacted. Restricted net assets o€mpany’s subsidiary in the PRC totaled $0.6 milla December 31, 2011. The liabilities of
the Company’s subsidiary in the PRC exceeded #istagss of September 29, 2012.
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Foreign Currency Remeasurement

The functional currency of the Company’s foreigbsdiary is the U.S. dollar. Local currency finaal@tatements are remeasured into
U.S. dollars at the exchange rate in effect ab®balance sheet date for monetary assets anlitigstand the historical exchange rate for
nonmonetary assets and liabilities. Expenses aneasured using the average exchange rate for thoe pexcept items related to nonmonetary
assets and liabilities, which are remeasured usstgrical exchange rates. All remeasurement gaiaslosses are included in determining net
loss. Transaction gains and losses were not gignifin the three and nine months ended Septefthet012 or October 1, 2011.

Net Loss Per Share

Basic net loss per share is calculated by dividiegloss by the weighted-average common sharetaadtsg during the period, excluding
unvested shares issued pursuant to restricted atarels under the Company’s share-based compemgddios. Diluted net loss per share is
calculated by dividing the net loss by the weighdedrage shares and dilutive potential common shauestanding during the period. Dilutive
potential shares consist of dilutive shares issuapbn the exercise or vesting of outstanding sbptions and restricted stock awards,
respectively, computed using the treasury stoclkatkt In periods of losses, basic and diluted pessshare are the same, as the effect of stoc
options and unvested restricted share awards srpkasshare is anti-dilutive.
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Note 3—Supplemental Financial Information
Inventories

Inventories consist of the following (in thousands)

September 29 December 31
2012 2011
Raw materials $ 504t $ 4,312
Work in proces: 381 237
Finished good 4,54¢ 1,50¢
$ 9,97t $ 6,05

Warranty Liabilities

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

Nine Months Ended

September 29 October 1,
2012 2011
Beginning balanc $ 18¢ % 194
Estimated cost of warranty claims charged to cbsttes 14¢ 281
Cost of actual warranty clain (10E) (300
Ending balanc 232 17t
Less current portio (139) (87)
Long-term warranty obligation $ N8 % 8¢

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

Computation of Net Loss Per Share

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

Three Months Ended Nine Months Ended
September 29 October 1, September 29 October 1,
2012 2011 2012 2011

Basic and diluted net loss per share:
Numerator: Net los $ (4,822) $ (1,039 $ (9,889 $ (5,377)
Denominator: Weighted-average common shares oudlisigyn

basic and dilute: 28,19¢ 25,02¢ 27,68( 24,96¢
Basic and diluted net loss per sh $ (019 $ (009 $ (036 $ (0.29
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The following table sets forth potentially dilutieemmon share equivalents, consisting of shareslids upon the exercise or vesting of
outstanding stock options and restricted stock dsyaespectively computed using the treasury stoethod. These potential common shares
have been excluded from the diluted net loss parestalculations above as their effect would béedihitive for the periods then ended (in
thousands):

Three Months Ended Nine Months Ended
September 29 October 1, September 29 October 1,
2012 2011 2012 2011
Common share equivaler 424 1,33¢ 764 1,48¢

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

Major Customers

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

Three Months Ended Nine Months Ended
September 29 October 1, September 29 October 1,
2012 2011 2012 2011
Customer:
Customer A 32% 67% 65% 67%
Customer E 28% *0 12% *0%

The Company’s accounts receivable are concentreitbdwo customers at September 29, 2012 reprasgaproximately 52% and 14%
of aggregate gross receivables. At December 311, 2fife customer represented approximately 80%greagte gross receivables. A
significant reduction in sales to, or the inabilitycollect receivables from, a significant custom@uld have a material adverse impact on the
Company. The Company mitigates risk associateld foieign receivables by purchasing comprehensivedn credit insurance.

Cash Flow Information

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

Nine Months Ended

September 29 October 1,
2012 2011
Supplemental disclosure of r-cash investing and financing activitie
Purchase of equipment not paid for at the endeptriod $ 178 $ 3
Debt financed acquisition of ass $ 18C $ 16¢
Change in unrealized gain (loss) from investmantaarketable securitie $ — 8 g
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Note 4—Fair Value Measurements

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

Money market mutual func
Auction and variable floating rate nol

Total

Money market mutual func
Auction and variable floating rate not

Total

The following tables summarize the Company’s assetasured at fair value on a recurring basis asepted in the Company’s condensec

Fair Value Measurements at September 29, 2012 Usil

Quoted Prices Significant
in Active Other Significant
Fair Value at Markets for Observable Unobservable
September 29 Identical Assets Inputs Inputs
2012 (Level 1) (Level 2) (Level 3)
$ 445t $ 4458 % — 8 =
447 — — 447
$ 489 $ 4458 % — % 445
Fair Value Measurements at December 31, 2011 Usii
Quoted Prices Significant
in Active Other Significant
Fair Value at Markets for Observable Unobservable
December 31 Identical Assets Inputs Inputs
2011 (Level 1) (Level 2) (Level 3)
$ 560 $ 5,60C $ = =
444 — — 444
$ 6,04 $ 560( $ — $ 444

consolidated balance sheets at September 29, 2@1Recember 31, 2011:

Cash equivalent
Long-term marketable securitit

Total assets measured at fair ve

Cash equivalent
Long-term marketable securitit

Total assets measured at fair ve

Fair Value Measurements at September 29, 2012 Usil

Quoted Prices in Significant Other Significant
Fair Value at Active Markets for Observable Unobservable
September 29 Identical Assets Inputs Inputs
2012 (Level 1) (Level 2) (Level 3)
$ 445t $ 445t % — 8 =
447 — — 447
$ 489 $ 445 % — % 445
Fair Value Measurements at December 31, 2011 Usii
Quoted Prices in Significant Other Significant
Fair Value at Active Markets for Observable Unobservable
December 31 Identical Assets Inputs Inputs
2011 (Level 1) (Level 2) (Level 3)
$ 5600 $ 560 $ — 8 =
444 — — 444
$ 6,04¢ $ 5,600 $ — $ 444
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Fair value measurements using Level 3 inputs indhke above relate to the Company’s investmengiation rate securities. Level 3
inputs are unobservable inputs used to estimatfathealue of assets or liabilities and are uéitizo the extent that observable inputs are not
available (see Note 5).

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

Nine Months Ended

September 29 October 1,
2012 2011
Beginning balanc $ 444  $ 89C
Proceeds from sales of availe-for-sale marketable securiti — (440
Realized loss included in other income (expensst) — (59
Unrealized loss transferred from other comprehenkiss to earning — 5¢
Unrealized loss included in other comprehensive (1) —
Ending balanc: $ 44: % 45C

Note 5—Investments in Marketable Securities

Investments in marketable securities consist ofdilewing (in thousands):

September 29, 201

Net
Amortized Unrealized Fair
Cost Loss Value
Auction and variable floating rate not $ 50C $ 57 $ 442
December 31, 201
Net
Amortized Unrealized Fair
Cost Loss Value
Auction and variable floating rate nof $ 50C $ (56) $ 444
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Realized gains and losses on the sale of investnemarketable securities are determined usingpkeeific identification method.
Other than the sale of one of the Company’s aucttmsecurities in the second fiscal quarter dfl2éhere were no sales of available-for-sale
securities prior to maturity in 2012 or 2011. NKexlized gains and losses recorded were not signifin any of the periods reported upon.

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

September 29, 201
Continuous Unrealized Loss

Less than 12 months¢ 12 months or greater
Fair Unrealized Fair Unrealized
Value Loss Value Loss
Auction and variable floating rate nof $ — 3 — $ 443 $ (57

December 31, 201
Continuous Unrealized Loss

Less than 12 months 12 months or greater
Fair Unrealized Fair Unrealized
Value Loss Value Loss
Auction and variable floating rate not $ — $ — $ 444 $ (56)
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As of September 29, 2012 and December 31, 201 dngpany held one investment that was in an umeglioss position.
Auction Rate Securities

Disruptions in the credit market continue to adebrsffect the liquidity and overall market for dion rate securities. As of Septem
29, 2012 and December 31, 2011, the Company h&dnmestment in a Baal rated auction rate debtitgai a municipality with a total
purchase cost of $0.5 million. An additional A3e@ debt obligation backed by pools of studentd$oguaranteed by the U.S. Department of
Education with a total purchase cost of $0.5 milleas disposed of in June 2011 for a realizeddbsgpproximately $59,000.

The Company does not believe that the currentilliy of its auction rate security investment wilkterially impact its ability to fun
its working capital needs, capital expenditurestber business requirements. The Company, howes@gins uncertain as to when full
liquidity will return to the auction rate marketshether other secondary markets will become aviailabwhen the underlying security may be
called by the issuer. Given these and other urioéigg, the Company’s auction rate security investirthas been classified as long-term in the
accompanying condensed consolidated balance siiee¢stimate their fair value the Company usedseaatinted cash flow model based on
estimated interest rates, timing and amount of 8asls, the credit quality of the underlying setyriand illiquidity consideration. The
Company has concluded that the estimated grossilizee loss on this investment, which totaled agpjpnately $57,000 and $56,000 at
September 29, 2012 and December 31, 2011, reselctis temporary because (i) the Company beli¢gvasthe liquidity limitations that have
occurred are due to general market conditionsth@)auction rate security continues to be of & kigdit quality and interest is paid as due an
(iii) the Company has the intent and ability todthis investment until a recovery in the marketuws.

Other Investments in Marketable Securities

The Company maintains an investment portfolio afougs holdings, types and maturities. The Compangsts in instruments that meet
high quality credit standards, as specified inntestment policy guidelines. These guidelines gahgelimit the amount of credit exposure to
any one issue, issuer or type of instrument. Eholyits auction rate security, there were no uired gains or losses at September 29, 20:
December 31, 2011.

The following table presents the amortized costfairdvalue of the Company’s investments in markktaecurities classified as
available-for-sale at September 29, 2012 by cottehenaturity (in thousands):

September 29, 201
Amortized Fair
Cost Value

Maturity
Greater than two year: $ 50C $ 442

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

Note 6—Credit Agreement

On October 31, 2009, the Company entered intoditagreement with Silicon Valley Bank, which wasended on March 24, 2010,
June 30, 2010, September 30, 2010, May 11, 2011#ud, 2011 and May 14, 2012 (as amended, thedfiCkgreement”). Currently, the
Credit Agreement provides that the Company candwoup to the lesser of (i) 80% of eligible accourseivable, or (ii) $10.0 million. The
Company has the option to increase credit avaitatid $15.0 million at any time through the matyriate of September 30, 2014, subject to
the conditions of the Credit Agreement.
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Prior to the May 14, 2012 amendment, the Credite&grent contained an overall sublimit of $10.0 wrilto collateralize the
Company’s contingent obligations under lettersrefit and other financial services. Amounts ounsiiag under the overall sublimit reduced
the amount available pursuant to the Credit AgregmAs a result of the May 14, 2012 amendmentedstof credit and other financial servi
are no longer subject to borrowing base sublimit do not reduce the amount that may be borrowddrnuhe revolving line of credit. Rather
the Company has an additional credit facility fprta $3.0 million in letters of credit through Septber 30, 2014. At September 29, 2012,
letters of credit in the amount of $3.0 million wesutstanding.

Interest on the line of credit provided by the Grédjreement is payable monthly at either (i) priples 1.25%, as long as the Company
maintains $8.5 million in revolving credit availéibyi plus unrestricted cash on deposit with thelkpan (i) prime plus 2.25%. Additionally, tl
Credit Agreement requires payment of an unused éisevell as anniversary and early termination,fasspplicable.

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

Three Months Ended Nine Months Ended
September 29 October 1, September 29 October 1,
2012 2011 2012 2011
Interest expens $ 36 $ 10 $ 84 $ 12

The following table presents details of the Compapytstanding borrowings and availability under e of credit (in thousands):

September 29 December 31
2012 2011
Availability under the revolving line of crec $ 731 % 7,791
Outstanding borrowings on the revolving line ofdit: (2,800 —
Amounts reserved under credit sublin — (2,027)
(Over-utilized) unutilized borrowing availability undene revolving line of cred $ (2,069 $ S5, 77¢

The Company calculates the borrowing availabilitgler the revolving line of credit in arrears, itaance with the credit agreement
and did not over-utilize the revolving line of citedlt the time of borrowing. In October 2012, thempany repaid the $2.8 million balance of
outstanding borrowings on the revolving line ofditén full.

In connection with the September 30, 2010 amendioethie Credit Agreement, Silicon Valley Bank exted a $1.5 million term loan
under the Credit Agreement, bearing interest at@aof prime plus 2.00% (“Term Loan 1”). The Compavas required to make monthly
principal payments of $41,666 over the 36 montmtef the loan, or $0.5 million annually. In May2 Silicon Valley Bank extended an
additional $3.0 million term loan (“Term Loan II"pearing interest at a rate of prime plus 2.75% Thmpany was required to make monthly
principal payments of $125,000 over the 24 montimtef the loan, or $1.5 million annually. In Ma@12, Silicon Valley Bank consolidated
both term loans and extended additional creditltieg) in a combined balance of $3.5 million (thédhsolidated Term Loan”). The
Consolidated Term Loan is payable in 36 installmefit$97,222, beginning December 2012, and betesest at a rate of prime plus 2.50%.
Interest is payable monthly from the date of fugdinrough final payoff of the loan.

All obligations under the Credit Agreement are sedwy a first priority lien on the Company’s taligi and intangible assets. The
Credit Agreement subjects the Company to certdimadtive and negative covenants, including finahcovenants with respect to the
Company’s liquidity and tangible net worth and riesibns on the payment of dividends. As of Segien?9, 2012, the Company was in
compliance with its financial covenants.
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Note 7—Long-Term Debt

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

September 29 December 31

2012 2011
Consolidated Term Loan, net of unamortized issuaonstof $31 (2012 $ 3,46¢ $ —
Term Loan | — 87t
Term Loan Il, net of unamortized issuance cost3& @011) — 2,081
Obligations under capital leas 163 30C
3,63: 3,26%
Less current portio (1,115 (2,144
$ 2517 % 1,11¢

Interest expense related to long-term debt is ptedan the following table (in thousands):
Three Months Ended Nine Months Ended
September 29 October 1, September 29 October 1,

2012 2011 2012 2011

Interest expens $ 63 $ 62 $ 167 $ 144

Note 8—Income Taxes

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

Three Months Ended Nine Months Ended
September 29 October 1, September 29 October 1,
2012 2011 2012 2011
Provision for income taxe $ 4 $ 2 $ 5 §% 3
Effective tax rate —% (0.2)% —% —%

The Company evaluates whether a valuation allowahoeald be established against its deferred taet@abased on the consideration o
available evidence using a “more likely than nadinglard. Due to uncertainty of future utilizatitime Company has provided a full valuation
allowance as of September 29, 2012 and Decemb@031, Accordingly, no benefit has been recognipedet deferred tax assets.

The Company had unrecognized tax benefits at Sdyge®, 2012 and December 31, 2011 of approxim&@&§2 million that, if
recognized, would affect the Company’s annual ¢éiffedax rate.

Note 9—Commitments and Contingencies
Litigation and Patent Reexaminations

The Company owns numerous patents and continuedadoge and strengthen its patent portfolios whimber different aspects of the
Company’s technology innovations with various claoopes. The Company intends to vigorously assepiaient rights against infringers
through civil litigation and to defend its pateatginst challenges made by way of reexaminationastg with the United States Patent and
Trademark Office (“USPTQO”). The Company spends gauiigal resources in various activities to proiecintellectual property, and these
activities may continue for the foreseeable futlifeere can be no assurance that any ongoing aefpatent protection and litigation activities
will be successful. The Company is also subjeditigation claims that it has infringed on thealiéctual property of others. The Company
intends to defend such lawsuits vigorously.
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Litigation, whether or not determined in the Comyariavor or settled, is costly and time-consumamgl could divert management’s
attention and resources, which could adverselycaffee Company’s business. The Company is unaldsgess the possible outcome of these
matters. However, because of the nature and inhareertainties of litigation, should the outcoaf¢hese actions be unfavorable, the
Company’s business, financial condition, resultspérations or cash flows could be materially amekasely affected. Additionally, the
outcome of pending litigation, and the related pateexaminations, as well as any delay in theiolgtion, could affect the Company’s ability
to license its intellectual property in the futwreto protect against competition in the currerd erpected markets for its products.

Google Litigation

In May 2008, the Company initiated discussions v@thogle, Inc. (“Google”) based on information aradidf that Google had infringed
on a U.S. patent owned by the Company, U.S. Paten?,289,386 (“the ‘386 patent”), which relatesmgelly to technologies to implement
rank multiplication in memory modules. PreemptivéBoogle filed a declaratory judgment lawsuit agathe Company in the U.S. District
Court for the Northern District of California (tHHorthern District Court”), seeking a declaratidrat Google did not infringe the ‘386 patent
and that the ‘386 patent was invalid. The Compded f1 counterclaim for infringement of the ‘38Gqat by Google. Claim construction
proceedings were held in November 2009, and thegaosprevailed on every disputed claim construdssoe. In June 2010, the Company
filed motions for summary judgment of patent inffment and dismissal of Google’s affirmative deésngn May 2010, Google requested anc
was later granted dnter PartesReexamination of the ‘386 patent by the USPTO. rfE@xamination proceedings are described below. The
Northern District Court granted Goo’s request to stay the litigation pending resulthaf reexamination, and therefore has not rulethen
Company’s motions for summary judgment.

In December 2009, the Company filed a patent ig&inent lawsuit against Google in the Northern @is@€ourt, seeking damages and
injunctive relief based on Google’s infringementbs. Patent No. 7,619,912 (“the ‘912 patent”), athis related to the ‘386 patent and relate:
generally to technologies to implement rank muitgion. In February 2010, Google answered the Gomis complaint and asserted
counterclaims against the Company seeking a déiclarthat the patent is invalid and not infringadd claiming that the Company committed
fraud, negligent misrepresentation and breach ofraot based on Netlist’s activities in the JEDE&hdard-setting organization. The
counterclaim seeks unspecified compensatory damagesuals have not been recorded for loss contioigs related to Googke'counterclair
because it is not probable that a loss has beenre@ttand the amount of any such loss cannot l®nebly estimated. In October 2010, Gor
requested and was later grantedraar PartesReexamination of the ‘912 patent by the USPTO. fElexamination proceedings are described
below. In connection with the reexamination requist Northern District Court granted the Compang &oogle’s joint request to stay the
‘912 patent infringement lawsuit against Googléluhe completion of the reexamination proceedings.

Inphi Litigation

In September 2009, the Company filed a patentriggiment lawsuit against Inphi Corporation (“Inphif)the U.S. District Court for the
Central District of California (the “Central DisttiCourt”). The complaint, as amended, allegestiatti is contributorily infringing and
actively inducing the infringement of U.S. pateotsned by the Company, including the ‘912 paten§.Watent No. 7,532,537 (“the ‘537
patent”), which relates generally to memory modwih load isolation and memory domain translaapabilities, and U.S. Patent
No. 7,636,274“the ‘274 patent”), which is related to the ‘537grat and relates generally to load isolation anchorg domain translation
technologies. The Company is seeking damages guntttive relief based on Inphi’s use of the Compamatented technology. Inphi denied
infringement and claimed that the three patentsraaid. In April 2010, Inphi requested but wateladeniednter PartesReexaminations of
the ‘912, ‘537 and ‘274 patents by the USPTO. ImneJR010, Inphi submitted new requests and was datetednter PartesReexaminations
the ‘912, ‘537 and ‘274 patents by the USPTO. Tdexamination proceedings are described below.hnection with the reexamination
requests, Inphi filed a motion to stay the patafringement lawsuit with the Central District Cguathich was granted. The Central District
Court has requested that the Company notify itiwitime week of any action taken by the USPTO imeation with the reexamination
proceedings, at which time the Central District @onay decide to maintain or lift the stay.
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In November 2009, Inphi filed a patent infringemkwsuit against the Company alleging infringemafitivo Inphi patents generally
related to memory module output buffers. In Apfill2 the court dismissed the entire case withoyt@iee pursuant to a joint stipulation filed
by Inphi and the Company under which each partgedjto bear its own costs and attorney’s fees.cabe is now closed.

Smart Modular Litigation

On September 10, 2012, Smart Modular, Inc. (“SMOID&d a patent infringement lawsuit against ther@any in the U.S. District
Court for the Eastern District of California (thEdstern District Court”). The complaint allegestttiee Company willfully infringes and
actively induces the infringement of a U.S. patewly issued to SMOD, U.S. Patent No. 8,250,295¢“295 patent”)and seeks damages
injunctive relief. SMOD also filed a motion for fireinary injunction and a memorandum in supportha motion on the same day of the
complaint. The Company filed a request for reexatidon of the ‘295 patent with the USPTO on Septenih, 2012, seeking to invalid the
‘295 patent. The USPTO will make a decision onabeeptance of the request by December 15, 2018.Cbmpany also filed an answer to
SMOD’s complaint with the Eastern District Court ©atober 11, 2012, in which the Company deniesrigément of the ‘295 patent, claims
that the ‘295 patent is invalid and unenforceahle] asserts a set of counterclaims against SMOMMISIled motion to dismiss, motion to
strike and motion for partial judgment on the piegd on November 1, 2012. The Company will filesksito oppose SMOD’s motions by
November 30, 2012. Hearing on the motions will bEllon December 13, 2012. Accruals have not bemrded for loss contingencies rela
to the SMOD litigation because it is not probalilatta loss has been incurred and the amount ofw@tyloss cannot be reasonably estimated

‘386 Patent Reexamination

As noted previously, in May 2010, Google requested was later granted &mter PartesReexamination of the ‘386 patent by the
USPTO. In October 2010, SMOD requested and wasdaémted arinter PartesReexamination of the ‘386 patent. The reexamination
requested by Google and SMOD were merged by thel@3#to a single proceeding. In April 2011, a Nandf Action was issued by the
USPTO, rejecting all claims in the patent. In J2041, the Company responded by amending or cagcgtime of the claims, adding new
claims, and making arguments as to the validitthefrejected claims in view of cited referenceshBdoogle and SMOD filed their comments
to the Company’s response in October 2011. In @xtab12, the USPTO issued an Action Closing Prasat ACP”) rejecting all 60 claim:
The Company is working on a response to the ACR;wis due December 3, 2012. Thus, the reexaminaticghe 386 patent remains pend
and will continue in accordance with establisheacpdures for merged reexamination proceedings.

‘912 Patent Reexamination

As noted previously, in April 2010, Inphi requestad was later denied dnter PartesReexamination of the ‘912 patent by the USPTO.
In June 2010, Inphi submitted a new request andatasgranted amter PartesReexamination of the ‘912 patent by the USPTO. In
September 2010, the USPTO confirmed the patertiabiiiall fifty-one claims of the ‘912 patent. Inc@®ber 2010, Google and SMOD each
filed and were later granted requests for reexatonaf the ‘912 patent. In February 2011, the USRMerged the Inphi, Google and SMOD
‘912 reexaminations into a single proceeding. IA@nl 2011 Non-Final Action in the merged reexaation proceeding, the USPTO rejected
claims 1-20 and 22-51 and confirmed the patentglwficlaim 21 of the ‘912 patent. In July 2011e fiompany responded by amending or
canceling some of the claims, adding new claimd,raaking arguments as to the validity of the rejdatlaims in view of cited references.
Inphi, Google, and SMOD filed their comments on @@npany’s response in August 2011. In October 20ELUSPTO mailed a second Non
Final Action confirming the patentability of twentjaims of the ‘912 patent, including claims tharesadded in the reexamination process. In
January 2012, the Company responded by amendicaneeling some of the claims, adding new claimd,raaking arguments as to the
validity of the rejected claims in view of cited@eences. Google, Inphi and SMOD filed their comtaeéa the Company’s response in
February 2012. The USPTO determined that SM&O&Emments were defective, and issued a noticéoBto rectify and refile the commel
within 15 days from the mailing date of the noti8&OD filed corrected comments and a petition fer Y SPTO to withdraw the notice in
March 2012. The reexamination of the ‘912 patentains pending and will continue in accordance established procedures for merged
reexamination proceedings.
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‘627 Patent Reexamination

In September 2011, SMOD filed a request for reeration of U.S. Pat. No. 7,864,627 (“the ‘627 pdteissued to the Company on
January 4, 2011. The ‘627 patent is related toah2 patent. In November 2011, the USPTO grantedD8R8 request for reexamination of the
‘627 patent and concurrently issued a Non-Finaldkctonfirming the patentability of three claims.February 2012, the Company respondec
by amending or canceling some of the claims, addew claims, and making arguments as to the valadithe rejected claims in view of cit
references. SMOD filed its comments to the Comfzargsponse in March 2012. The USPTO determinedSNEOD’s comments were
defective and issued a notice in April 2012 to SMDectify and refile the comments within 15 déysn the mailing date of the notice.
SMOD filed corrected comments and a petition fer Y SPTO to withdraw the notice in April 2012. Treexamination of the ‘627 patent
remains pending and will continue in accordancé witablishedhter PartesReexamination procedures.

‘537 Patent Reexamination

As noted previously, in April 2010, Inphi requestt was later denied &émter PartesReexamination of the ‘537 patent by the USPTO
In June 2010, Inphi submitted a new request andatasgranted amter PartesReexamination of the ‘537 patent by the USPTO. In
September 2010, the USPTO issued a Non-Final Actiarfirming the patentability of four claims. In ©ber 2010, the Company responded
by amending or canceling some of the claims, addew claims, and making arguments as to the valadithe rejected claims in view of citi
references. Inphi filed its comments on the Comfgargsponse in January 2011. In June 2011, the (@9PSued an Action Closing
Prosecution (“ACP”) which reconfirmed the patenlipbf the four claims. In August 2010, the Comparsponded by amending some of the
claims and making arguments as to the validityhefrejected claims in view of cited referenceshldited its comments on the Company’s
response in September 2011. The USPTO issued & &idippeal Notice (“RAN") in February 2012, in wdti the claim rejections were
withdrawn, thus confirming the patentability of sikty (60) claims in view of all the previouslytsuitted comments by both Inphi and the
Company. Inphifiled a notice of appeal in Mar¢12, and an appeal brief on May 8, 2012. In respate USPTO issued a Notice of
Defective Appeal Brief. Inphi filed a correctivpeal brief on May 31, 2012, and Netlist filedrigply brief to the corrected Inphi appeal brief
on July 2, 2012. The Examiner now has an oppdstaairespond to Inphi’'s corrected appeal briefvadl as Netlist's reply brief. If the
Examiner maintains his position, the Company aediBPTO examiner will jointly defend the patenaihearing with the USPTO, in
accordance with established proceduredritar PartesReexamination.

‘274 Patent Reexamination

As noted previously, in April 2010, Inphi requestat was later denied &émter PartesReexamination of the ‘274 patent by the USPTO
In June 2010, Inphi submitted a new request andatasgranted amter PartesReexamination of the ‘274 patent by the USPTO. In
September 2011, the USPTO issued a Rval Action, confirming the patentability of sivaims. The Company has responded by amendi
canceling some of the claims, adding new claimd,raaking arguments as to the validity of the rejdatlaims in view of cited references.
Inphi filed its comments on the Company’s respanddovember 2011. The USPTO issued an ACP in Ma@®2, which confirmed the
patentability of one hundred and four (104) claimsiew of all the previously submitted commentstmth Inphi and the Company. The PTO
subsequently issued a Right of Appeal Notice ore Ri) 2012. This Notice triggered Inphi’s rightths losing party to file a Notice of Appeal
by July 23, 2012 and file an appeal brief by Sejben23, 2012, and Inphi filed both on their resiyectiue dates. The Company responded tc
Inphi's appeal brief by filing a reply brief on @tter 24, 2012. The Examiner now has an opportuaitgspond to the appeal brief and the
reply brief. If the Examiner maintains his posititine Company and the USPTO examiner will joinéyfeshd the patent in a hearing with the
USPTO, in accordance with established procedureafer PartesReexamination.

Other Contingent Obligations

During its normal course of business, the Compasyrhade certain indemnities, commitments and gtegamursuant to which it may
be required to make payments in relation to cettaimsactions. These include (i) intellectual propademnities to the Company’s customers
and licensees in connection with the use, sale®alidense of Company products; (ii) indemnitiessendors and service providers pertaining
to claims based on the Compasiyiegligence or willful misconduct; (iii) indemrs involving the accuracy of representations andamses ir
certain contracts; (iv) indemnities to
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directors and officers of the Company to the maxmextent permitted under the laws of the Statealdare; and (v) certain real estate
leases, under which the Company may be requiraditamnify property owners for environmental andeotlabilities, and other claims arising
from the Company’s use of the applicable premishs.duration of these indemnities, commitments guatantees varies and, in certain case
may be indefinite. The majority of these indemmiticommitments and guarantees do not provide fptianitation of the maximum potential
for future payments the Company could be obligtdemiake. Historically, the Company has not beeigab#d to make significant payments
for these obligations, and no liabilities have besgorded for these indemnities, commitments aradantees in the accompanying condensed
consolidated balance sheets.

Note 10—Stockholders’ Equity
Common Stock

In November 2011, the Company entered into a saje=ement with Ascendiant, whereby shares wittiah value of up to $10.0 million
may be released for sale to the public at the eliser of management at a price equal to the cumamket price in an “at-the-market” offering
as defined in Rule 415 under the Securities AGt9#3. Since November 2011, the Company has regteieeproceeds of approximately $5.5
million, including approximately $3.6 million raidehrough the sale of 1,058,336 shares in the mioieths ended September 29, 2012. In the
nine months ended September 29, 2012 the Compashg@amissions to Ascendiant, in connection withsih sales, of 3.5%, or approxima
$132,000. The sales agreement with AscendiantexpirNovember 2014.

During the nine months ended September 29, 2012ataber 1, 2011, the Company cancelled 23,6313@mP22 shares of common
stock, respectively, valued at approximately $6@,80d $77,000, respectively, in connection wittoltigation to holders of restricted stock to
withhold the number of shares required to satiséytolders’ tax liabilities in connection with tliesting of such shares.

Stock-Based Compensation

The Company has stock-based compensation awarstsioding pursuant to the Amended and Restated RQ0idy Incentive Plan
(the “2000 Plan”) and the Amended and Restated ZHfifity Incentive Plan (the “2006 Plan”), under ahha variety of option and direct
stock-based awards may be granted to employeesaranployees of the Company. Further grants uthée2000 Plan were suspended upor
the adoption of the 2006 Plan. In addition to alsanade pursuant to the 2006 Plan, the Compangdieaily issues inducement grants
outside the 2006 Plan to certain new hires.

Subject to certain adjustments, as of Septembe2®@®, the Company was authorized to issue a mamiofib,405,566 shares of
common stock pursuant to awards under the 2006 Phrat maximum number will automatically increasetle first day of each subsequent
calendar year by the lesser of (i) 5.0% of the neinad shares of common stock that are issued atstiamaling as of the first day of the caler
year, and (ii) 1,200,000 shares of common stodijestito adjustment for certain corporate actioAsSeptember 29, 2012, the Company
538,917 shares available for grant under the 20&. PAt September 29, 2012, an additional 20,0@0es were reserved for issuance upon
exercise of inducement grants. Options granteeutic 2000 Plan, the 2006 Plan and outside thiéyegaentive plans primarily vest at a r:
of at least 25% per year over four years and exXjfirgears from the date of grant. Restricted stwestrds vest in eight equal increments at
intervals of approximately six months from the daftgrant.

A summary of the Company’s common stock optionvégtfor the nine months ended September 29, 28 f2eésented below (shares in
thousands):

Options Outstanding

Weighted-

Average

Number of Exercise

Shares Price

Options outstanding at December 31, 2 536¢ $ 2.62
Options grante: 1,66¢ 3.4C
Options exercise (1,029 0.67
Options cancelle (978 2.94
Options outstanding at September 29, 2 503t $ 3.2(

The intrinsic value of options exercised in theenmonths ended September 29, 2012 was $2.6 million.
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A summary of the Compangrestricted stock awards as of and for the ninethsoended September 29, 2012 is presented belaretsil
thousands):

Restricted Stock Outstanding

Weighted-
Average

Grant-Date

Number of Fair Value

Shares per Share
Balance outstanding at December 31, 2 31¢ % 3.3Z
Restricted stock forfeite (39 3.4¢
Restricted stock veste (119 3.37
Balance outstanding at September 29, 2 17z $ 3.2¢

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

Nine Months Ended

September 29 October 1,
2012 2011
Expected term (in year 6.3 6.C
Expected volatility 127% 13€%
Risk-free interest rat 1.15% 2.1€%
Expected dividend — —
Weightec-average grant date fair value per st $ 3.0 $ 2.0z

The fair value per share of restricted stock grantslculated based on the fair value of the Camisacommon stock on the respective
grant dates. The fair value of restricted stocke® was $0.3 million and $0.2 million in the nmenths ended September 29, 2012 and
October 1, 2011, respectively.

At September 29, 2012, the amount of unearned dtaskd compensation currently estimated to be egokinom fiscal 2012 through fiscal
2015 related to unvested common stock options estticted stock awards is approximately $4.5 millioet of estimated forfeitures. The
weighted-average period over which the unearnezkdiased compensation is expected to be recognizgmbi®ximately 2.9 years. If there
any modifications or cancellations of the underyimvested awards, the Company may be requireccilexate, increase or cancel any
remaining unearned stock-based compensation expense

Note 11—Segment and Geographic Information

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

At September 29, 2012 and December 31, 2011, appately $1.7 million and $1.5 million of the Compeslong-lived assets, net of
depreciation and amortization, respectively, weraled in the PRC. Substantially all other longdi\assets were located in the U.S.
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Item 2. Management’s Discussion and Analysis ofirancial Condition and Results of Operations
Cautionary Statement

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

This report contains forward-looking statementsamting future events and our future performanceede forward-looking
statements involve risks and uncertainties thatadcoause actual results to differ materially frohose expected or projected. These risks anc
uncertainties include, but are not limited to risissociated with the launch and commercial sucokssir products, programs and
technologies; the success of product partnershipatinuing development, qualification and volumedurction of EXPRESSvault™,
NVvault™, HyperClou® and VLP Planar-X RDIMM,; the timing and magnituafethe continued decrease in sales to our key oustpour
ability to leverage our NVvault™ technology in amndiverse customer base; the rapidly-changing reataf technology; risks associated with
intellectual property, including patent infringemditigation against us as well as the costs angnedlictability of litigation over infringement
of our intellectual property and the possibilityafr patents being reexamined by the USPTO; vdiatil the pricing of DRAM ICs and NAN
changes in and uncertainty of customer acceptafcanol demand for, our existing products and praslumder development, including
uncertainty of and/or delays in product orders gmdduct qualifications; delays in our and our cuskers’ product releases and development;
introductions of new products by competitors; chemin end-user demand for technology solutions;anility to attract and retain skilled
personnel; our reliance on suppliers of criticalnaponents and vendors in the supply chain; fluctunstin the market price of critic
components; evolving industry standards; and tHeipal and regulatory environment in the PRC. @xhisks and uncertainties are described
under the heading “Risk Factors” in Part Il, IterA lof this Quarterly Report on Form 10-Q, and simiigscussions in our other SEC filings.
Except as required by law, we undertake no oblayato revise or update publicly any forwelooking statements for any reason.

Overview

We design, manufacture and sell high-performamtelligent memory subsystems for datacenter semdrigh-performance
computing and communications markets. Our memoogystems consist of combinations of dynamic randooess memory integrated
circuits (“DRAM ICs” or “DRAM”), NAND flash memory(“NAND”), application-specific integrated circuifSASICs”") and other components
assembled on printed circuit boards (“PCBs"). Wenprily market and sell our products to leadingiral equipment manufacturer (“OEM”)
customers. Our solutions are targeted at appdicativhere memory plays a key role in meeting sygerformance requirements. We level
a portfolio of proprietary technologies and dedigechniques, including efficient planar design, rmiédive packaging techniques and custom
semiconductor logic, to deliver memory subsystentl high memory density, small form factor, highgrsal integrity, attractive thermal
characteristics and low cost per bit. Unless threext otherwise requires, all references in trép®t to “we,” “us,” “our,” “the Company,” or
“Netlist” refer to Netlist, Inc. and its subsidias.

Our Products
HyperCloud®

In November 2009, we introduced HyperCloud® DDR3wmoey technology. HyperCloud® utilizes an ASIC dgpthat incorporates
Netlist patented rank multiplication technologytthrecreases memory capacity and load reductiomt@olgy that increases memc
bandwidth. We expect that these patented techieslagll make possible improved levels of perforroafor memory intensive datacenter
applications and workloads, including enterprigéualization, cloud computing infrastructure, besia intelligence real-time data analytics,
and high performance computing. In November 2@dlintroduced the world’s first 32GB two-virtuank RDIMM integrating
HyperCloud® with our proprietary Planar-X technalogrhe new memory modules enable up to 768GB cABIRnemory in next generation
two-processor servers.
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Also in November 2011, we announced collaboratye@ments with each of Hewlett-Packard Company (fldRd International
Business Machines (“IBM”"), pursuant to which th€Ms have cooperated with us in efforts to quatfyperCloud® memory products for
use with their respective products. In February28nd May 2012, we achieved memory qualificatibHyperCloud® at IBM and HP,
respectively. HP and IBM have engaged and contiowmgage with us in joint marketing and furthesdarct development efforts. We and
each of the OEMs have committed financial and otesources toward the collaboration. However gffi@rts undertaken under either of the
collaborative agreements may not result in sigaiftqgoroduct margins for us relative to our investtrie developing and marketing this
product.

NVvault™

The NVvault™ product line consists primarily of teat/-free and battery-powered cache memory subsystegeting RAID storage
applications. NVvault™ battery-free provides seraed storage OEMs a solution for enhanced datecéailt recovery. The NVvault™
products have historically been sold primarily tellDmost recently for incorporation in its PERGétver products. Following Intellaunch o
its Romley platform in the first quarter of 2012 Wave experienced a rapid decline in NVvault™sstdeDell, and we recognized no
NVvault™ sales to Dell in the three months endegt&eber 29, 2012. Sales of NVvault™ products td @éaled $15.1 million for the nin
months ended September 29, 2012. Although we badles of the NVvault™ products to Dell in the geimended September 29, 2012, we
expect that after product in the supply chain isstoned, we will see demand from Dell through 2@f®r which sales of NVvault™ products
for incorporation into PERC 7 servers will be miaimIn order to leverage our NVvault™ technologtoia more diverse customer base, we
continue to pursue additional qualifications of Nt™ with other customers. We also introduced EEBRvault™ in March 2011, and
continue to pursue qualifications of next generaiddR3 NVvault™ with customers. However, our effomay not result in significant
revenues from the sale of NVvault™ products.

Specialty Memory Modules and Flash-Based Products

The remainder of our revenues arose primarily f@BM sales of specialty memory modules and flasteda@soducts, the majority of
which were utilized in data center and industriglecations. When developing custom modules foegmipment product launch, we engage
with our OEM customers from the earliest stagesent product definition, providing us unique insightb their full range of system
architecture and performance requirements. Thiseabmllaboration has also allowed us to develagraficant level of systems expertise. We
leverage a portfolio of proprietary technologied aesign techniques, including efficient planarigiesalternative packaging techniques and
custom semiconductor logic, to deliver memory ssbawys with high speed, capacity and signal intggsihall form factor, attractive thermal
characteristics and low cost per bit. Revenueas foar specialty modules and flash-based produetswrject to fluctuation as a result of the
life cycles of the products into which our modudee incorporated. Our ability to continue to progluevenues from specialty memory
modules and flasbased products is dependent on our ability to fyualir products on new platforms as current platf®reach the end of th
lifecycles, and on the state of the global economy.

Consistent with the concentrated nature of the Qiabtomer base in our target markets, a small nuaitlarge customers have
historically accounted for a significant portionafr net sales. Two customers represented appréedyréb% and 12% of our net sales for the
nine months ended September 29, 2012 and one omistepresented approximately 67% of our net salethé nine months ended October 1,
2011.

Key Business Metrics

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

Net Sales. Net sales consist primarily of sales of our hpgifformance memory subsystems, net of a provisiordtimated returns
under our right of return policies, which generaliyge up to 30 days. We generally do not have-teng sales agreements with our
customers. Although OEM customers typically proviewith non-binding forecasts of future produatn@ad over specific periods of time,
they generally place orders with us approximately weeks in advance of scheduled delivery. Sellinges are typically negotiated monthly,
based on competitive market conditions and thesoiprice of DRAM ICs and NAND. Purchase ordersagalty have no cancellation or
rescheduling penalty provisions. We often shippmaducts to our customers’ international manufastusites. All of our sales to date,
however, are denominated in U.S. dollars. We atieescess component inventory of DRAM ICs and NANDIistributors and other users of
memory ICs. As compared to previous years, compdngantory sales remain a relatively small peragetof net sales as a result of our
efforts to diversify both our customer and prodiret bases. This diversification effort has aldowaed us to use components in a wider range
of memory subsystems. We expect that componenhtowesales will continue to represent a minimatioo of our net sales in future perio
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Cost of Sales.Our cost of sales includes the cost of matemabsufacturing costs, depreciation and amortizatfoequipment,
inventory valuation provisions, stock-based compé&aos, and occupancy costs and other allocated fixsts. The DRAM ICs and NAND
incorporated into our products constitute a sigaifit portion of our cost of sales, and thus out agbsales will fluctuate based on the current
price of DRAM ICs and NAND. We attempt to pass tigb such DRAM IC and NAND flash memory cost fludtaas to our customers by
frequently renegotiating pricing prior to the plaeent of their purchase orders. However, the salesof our memory subsystems can also
fluctuate due to competitive situations unrelatethe pricing of DRAM ICs and NAND, which affectsogs margins. The gross margin on our
sales of excess component DRAM IC and NAND inventsrmuch lower than the gross margin on our sa@sir memory subsystems. As a
result, fluctuations in DRAM IC and NAND inventosgles as a percentage of our overall sales coydddtrour overall gross margin. We
assess the valuation of our inventories on a quaittasis and record a provision to cost of sateseressary to reduce inventories to the lowe
of cost or net realizable value.

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

Selling, General and AdministrativeSelling, general and administrative expensesisbpsmarily of employee salaries and related
costs, stock-based compensation, independentreglessentative commissions, professional servpresnotional and other selling and
marketing expenses, and occupancy and other aldcaterhead costs. A significant portion of oulisgleffort is directed at building
relationships with OEMs and other customers andimgrthrough the product approval and qualificatprzacess with them. Therefore, the ¢
of material and overhead related to products matwifad for qualification is included in selling eqses. As we continue to service existing
and establish new customers, we anticipate thasales and marketing expenses will increase.

Critical Accounting Policies

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

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

We generally use customer purchase orders anditracts as evidence of an arrangement. Deliveryrsaghen goods are shipped for
customers with FOB Shipping Point terms and upaoeipe for customers with FOB Destination termsyhich time title and risk of loss
transfer to the customer. Shipping documents aad tesverify delivery and customer acceptance. ¥éess whether the sales price is fixed or
determinable based on the payment terms assoeidgttethe transaction and whether the sales prisailigect to refund. Customers are
generally allowed limited rights of return for up30 days, except for sales of excess componeahtaories, which contain no right-of-return
privileges. Estimated returns are
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provided for at the time of sale based on histbegaerience or specific identification of an evaetessitating a reserve. We offer a standard
product warranty to our customers and have no qtbst-shipment obligations. We assess collectjidildased on the creditworthiness of the
customer as determined by credit checks and evahsatas well as the customer’s payment history.

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

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

Allowance for Doubtful AccountsWe perform credit evaluations of our customeirgficial condition and limit the amount of credit
extended to our customers as deemed necessaggererally require no collateral. We evaluate thectibility of accounts receivable based
on a combination of factors. In cases where weaasare of circumstances that may impair a specifstamer’s ability to meet its financial
obligations subsequent to the original sale, wénadord an allowance against amounts due, anellgeeduce the net recognized receivab
the amount that we reasonably believe will be ctdld. For all other customers, we record allowaf@edoubtful accounts based primarily on
the length of time the receivables are past duedas the terms of the originating transaction,dineent business environment and our
historical experience. Uncollectible accounts drarged against the allowance for doubtful accowisn all cost effective commercial means
of collection have been exhausted. Generallyceoenlit losses have been within our expectationstlaagrovisions established. However, we
cannot guarantee that we will continue to expeeasredit loss rates similar to those we have egpedd in the past.

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

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

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

Impairment of Long-Lived Assetd/Ne evaluate the recoverability of the carryingueesof long-lived assets held and used in our
operations for impairment on at least an annuakhmswvhenever events or changes in circumstameksate that their carrying value may not
be recoverable. When such factors and circumstamgésts we compare the projected undiscounted éutat cash flows associated with the
related asset or group of assets over their estnageful lives
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against their respective carrying amount. Thesgpred future cash flows may vary significantly otiene as a result of increased competit
changes in technology, fluctuations in demand, aliafetion of our customers and reductions in aversgjling prices. If the carrying value is
determined not to be recoverable from future ofregatash flows, the asset is deemed impaired anchpairment loss is recognized to the
extent the carrying value exceeds the estimateddie of the asset. The fair value of the assaseet group is based on market value when
available, or when unavailable, on discounted etgquecash flows.

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

Stock-Based CompensatioWe account for equity issuances to non-emploijreascordance with ASC Topic 505. All transactions
in which goods or services are the consideratiomived for the issuance of equity instruments aomanted for based on the fair value of the
consideration received or the fair value of theigguastrument issued, whichever is more reliablgasurable. The measurement date used to
determine the fair value of the equity instrumesstied is the earlier of the date on which the thady performance is complete or the date or
which it is probable that performance will occur.

In accordance with ASC Topic 718, employee andctlirestock-based compensation expense recognizetydbe period is based on
the value of the portion of stock-based paymentrdsvthat is ultimately expected to vest duringpghdod. Given that stock-based
compensation expense recognized in the condenssolaated statements of operations is based ordawtimately expected to vest, it has
been reduced for estimated forfeitures. ASC Top# réquires forfeitures to be estimated at the tifngrant and revised, if necessary, in
subsequent periods if actual forfeitures diffenfrthose estimates. Our estimated average forfeaitites are based on historical forfeiture
experience and estimated future forfeitures.

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

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

If there are any modifications or cancellationshaf underlying vested or unvested stock-based ayerel may be required to
accelerate, increase or cancel any remaining uedatock-based compensation expense, or recorticaddiexpense for vested stock-based
awards. Future stock-based compensation expedsen@arned stock- based compensation may incredke extent that we grant additional
common stock options or other stock-based awards.
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Income Taxes.Deferred tax assets and liabilities are recoghtoereflect the estimated future tax effects afifa deductible or
taxable amounts attributable to events that haea becognized on a cumulative basis in the condetmesolidated financial statements,
calculated at enacted tax rates for expected peobckalization. We regularly review our defertaxl assets for recoverability and establish a
valuation allowance, when determined necessargdas historical taxable income, projected futaseable income, and the expected timing
of the reversals of existing temporary differen&scause we have operated at a loss for an extqrediedl of time, we did not recognize
deferred tax assets related to losses incurre@i@ @r 2011. In the future, if we realize a deddrtax asset that currently carries a valuation
allowance, we may record an income tax benefitr@daction to income tax expense in the periodiohgealization.

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

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

Results of Operations

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

Three Months Ended Nine Months Ended
September 29 October 1, September 29 October 1,
2012 2011 2012 2011
Net sales 10C% 10C% 10C% 10C%
Cost of sale: 94 66 72 68
Gross profit 6 34 28 32
Operating expense
Research and developme 40 24 33 26
Selling, general and administrati 39 15 26 18
Total operating expens: 80 4C 59 44
Operating los: (79 (6) (31 (12
Other income (expense
Interest expense, n 2 — (@D} —
Other income (expense), r = = = =
Total other expense, n (2) — (1) —
Loss before provision for income tax (75) (6) (32 (12
Provision for income taxe — — — —
Net loss (75% (6)% (39% (12%
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Three and Nine Months Ended September 29, 2012 Compared to Three and Nine Months Ended October 1, 2011
Net Sales, Cost of Sales and Gross Profit

The following table presents net sales, cost afssahd gross profit for the three and nine montkde@ September 29, 2012 and Octob
2011 (in thousands, except percentages):

Three Months Ended

September 29 October 1, %
2012 2011 Change Change
Net sales $ 6,391 $ 16,347 $ (9,95¢6) (62)%
Cost of sale! 6,00: 10,81¢ (4,816 (45)%
Gross profit $ 38 $ 552¢ $ (5,140 (99)%
Gross margir 6% 34% (28)%
Nine Months Ended
September 29 October 1, %
2012 2011 Change Change
Net sales $ 30,91( $ 44,34¢ $ (13,439 (30)%
Cost of sale: 22,34¢ 30,07¢ (7,739 (26)%
Gross profit $ 8,56 $ 14,26¢ $ (5,709 (40%
Gross margir 28% 32% (4%

Net Sales. The decrease in net sales for the three monthde®elgtember 29, 2012 as compared with the thre¢hsmiended October 1,
2011 resulted primarily from decreases of approtétygi) $9.5 million in sales of NVvault™ non-vdile cache systems used in RAID
controller subsystems, including $4.4 million frdfivvault™ battery-free, the flash-based cache sygtg $2.9 million of specialty memory
module sales primarily used in industrial applicas as one customer slowed production as a resitdtgroduct nearing the end of its life, and
(iii) $0.8 million in flash product sales, offsef Bn increase of $3.3 million in sales resultiryrirexisting and new customer qualifications.

The decrease in net sales for the nine months edeptmber 29, 2012 as compared with the nine mamtied October 1, 2011 resulted
primarily from decreases of approximately (i) $1fiflion in sales of NVvault™ non-volatile cachessgms used in RAID controller
subsystems (ii) $8.4 million of specialty memorydute sales primarily used in industrial applicai@s one customer slowed production as &
result of its product nearing the end of its lifelgiii) $1.8 million in flash product sales, offdgy an increase of $7.5 million in sales resulting
from existing and new customer qualifications.

Gross Profit and Gross MarginThe decrease in gross profit for the three moattted September 29, 2012 as compared to the three
months ended October 1, 2011 is due to a chantipe iproduct mix primarily as a result of the deseein sales to Dell of NVvault™ which F
a higher margin than many of our other productsliand lower production volume resulting in decrdagsorption of fixed factory overhead
costs. The decrease in gross profits for the nioeths ended September 29, 2012 as compared tinghenonths ended October 1, 2011 is
primarily the result of the change in product méxtiae decline in NVvault™ sales to Dell began toeterate in the second quarter of 2012. As
noted previously, we expect the decline in saldd\éfault™ to Dell to continue to have a significamipact on our revenue and gross profit.
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Research and Development .

The following table presents research and developegenses for the three and nine months endeér@bpr 29, 2012 and October 1,
2011 (in thousands, except percentages):

Three Months Ended

September 29 October 1, %
2012 2011 Change Change
Research and developmt $ 2,61t $ 3,98: $ (1,36%) (349)%
Nine Months Ended
September 29 October 1, %
2012 2011 Change Change
Research and developme $ 10,227 $ 11,42: $ (1,195 (10)%

The decrease in research and development expetisetimee months ended September 29, 2012 as cednjgethe three months ended
October 1, 2011 resulted primarily from decreade$ 0.6 million in internal engineering headcoamd related overhead expenses, (ii) $0.4
million in non-recurring engineering charges fopgly partners engaged in new product developmentitaes, and (i) $0.4 million in
professional and outside services.

The decrease in research and development expetise mine months ended September 29, 2012 as cethfathe nine months ended
October 1, 2011 resulted primarily from decreaddg 0.8 million in professional and outside seps (ii) $0.6 million in internal engineering
headcount costs and related overhead and travehegp, and (iii) $0.5 million in non-recurring emegring charges for supply partners
engaged in new product development activities giyrtoffset by an increase of $0.7 million in maaéexpenses related to product builds and
testing.

Selling, General and Administrative .

The following table presents selling, general adichiaistrative expenses for the three and nine nwetiided September 29, 2012 and
October 1, 2011 (in thousands, except percentages):

Three Months Ended

September 29 October 1, %
2012 2011 Change Change
Selling, general and administrati $ 2497 $ 2511 $ (14) ()%
Nine Months Ended
September 29 October 1, %
2012 2011 Change Change
Selling, general and administrati $ 7971 % 8,011 $ (39 —%

Selling, general and administrative expense fotthihee and nine months ended September 29, 2012eladively unchanged compared
with the three and nine months ended October 11.201
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Other (Expense) | ncome.

The following table presents other (expense) incéaméhe three and nine months ended Septemb&®2, and October 1, 2011 (in
thousands, except percentages):

Three Months Ended

September 29 October 1, %
2012 2011 Change Change
Interest expense, n $ 98) $ 72) $ (26) 36%
Other income (expense), r 4 1 3 300%
Total other expense, n $ (99 $ (7)) % (23 32%
Nine Months Ended
September 29 October 1, %
2012 2011 Change Change
Interest expense, n $ (248 $ 147 $ (207) 69%
Other income (expense), r 12 (58) 70 (121)%
Total other expense, n $ (23 $ (209 $ (€X)) 15%

The increase in interest expense for the threenam@months ended September 29, 2012 comparedheitthree and nine months ended
October 1, 2011 was the result of new term loaasdhginated in May 2011 and May 2012.

The decrease in other (expense) income, net, éothtite months ended September 29, 2012, as cairfpaitee three months ended
October 1, 2011 was insignificant. The decreas#tier (expense) income, net, for the nine montidee September 29, 2012, as compared t
the nine months ended October 1, 2011 was primgm@yesult of a realized loss in 2011 of $59,0@@fthe sale of an auction rate security
that was purchased in 2008.

Provision for Income Taxes.

The following table presents the provision for inmmtaxes for the three and nine months ended Sbpte?f, 2012 and October 1, 2011
(in thousands, except percentages):

Three Months Ended

September 29 October 1, %
2012 2011 Change Change
Provision for income taxe $ 4 $ 2 3 2 10(%
Nine Months Ended
September 29 October 1, %
2012 2011 Change Change
Provision for income taxe $ 5 $ 3 3 2 67%

We did not record a benefit of income taxes forttiree and nine months ended September 29, 201@etotber 1, 2011, as tax benefits
resulting from operating losses generated werg fekberved. The tax provisions in all periodsteeta state taxes.
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Liquidity and Capital Resources

We have historically financed our operations pritgahrough issuances of equity and debt securdigd cash generated from operations.
We have also funded our operations with a revolimg of credit and term loans under our bank d¢radiility and capitalized lease obligatio

Working Capital and Cash and Marketable Securities

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

September 29 December 31
2012 2011
Working Capital $ 14,77:  $ 17,77¢
Cash and cash equivalents $ 10,44. $ 10,53t
Long-term marketable securitit 44z 444
$ 10,88 $ 10,97¢

(1) Included in working capital

Our working capital decreased in the nine montlidedrSeptember 29, 2012 primarily as a result afetdn of $7.8 million of accounts
receivable due to a decrease in sales, partidiebby an increase in inventory of $3.9 milliords$0.2 million of prepaid expenses.

Cash Provided by and Used in the Nine Months Ended September 29, 2012 and October 1, 2011

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

Nine Months Ended

September 29 October 1,
2012 2011
Net cash provided by (used in)
Operating activitie! $ (5,650 $ (6,53¢)
Investing activities (1,64%) 694
Financing activitie: 7,20¢ 1,73¢
Net increase (decrease) in cash and cash equis $ 99 $ (4,109)

Operating Activities. Net cash used in operating activities for theenimonths ended September 29, 2012 was primarilsethét of (i) ne
loss of approximately $9.9 million partially offdey (ii) cash provided by changes in operating ssaed liabilities of approximately $1.2
million and (iii) $3.1 million in net non-cash opging expenses, primarily comprised of depreciatiod amortization and stock-based
compensation. Net cash used in operating activitiethe nine months ended October 1, 2011 wasapifyna result of (i) net loss of
approximately $5.4 million and (ii) cash used bymges in operating assets and liabilities of apgprately $4.2 million, partially offset by
approximately $3.0 million in net non-cash opemtaxpenses, primarily comprised of depreciation@mdrtization and stock-based
compensation.

Accounts receivable decreased by approximately §ifll&n during the nine months ended Septembe2Pd2 primarily as a result of the
decrease in our net sales, offset by an increasasindue invoices resulting from a delay in paynfierm Dell’'s contract manufacturer for
purchases of prior generation NVvault™ productsiehtories increased approximately $3.9 millionimlythe nine months ended
September 29, 2012 as we built inventory to supihersales
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launch of qualified HyperCloud® products and couagid the qualification process for higher densitpelloud® products and other high-
density memory modules. Our inventory also inaedass a result of a faster than expected declisal@s of our prior generation NVvault
products™. During the nine months ended Septe@®e2012, accounts payable decreased by $2.3 mdkoa result of decreasing purchases
to support a lower level of sales activity.

Investing ActivitiesNet cash used in investing activities for the nimenths ended September 29, 2012 was the resuie afdquisition of
$1.6 million in property and equipment. Net casbvpited by investing activities for the nine monémed October 1, 2011 was primarily the
result of the sale of $1.3 million in marketablewgties, partially offset by the acquisition of.0nillion in property and equipment.

Financing ActivitiesNet cash provided by financing activities for theenmonths ended September 29, 2012 was primaelydsult of
net proceeds of (i) $3.6 million from the sale 58,336 shares of our common stock through oesssgreement with Ascendiant, described
below under the captioBapital Resources(ii) $2.8 million in net borrowings under our éirof credit (i) $1.3 million in net proceeds fraime
consolidation of and additional credit extendederalr bank term loans, and (iv) $0.6 million imgeeds from the exercise of equity awards
under our stock option plan, offset by repaymertiarfk debt, capital leases and other notes pagé$ie.1 million. Net cash provided by
financing activities for the nine months ended ®@etol, 2011 was a result of net proceeds of $2@&mfrom a bank term loan, offset by
repayment of bank debt, capital leases and othtesmmayable of $1.2 million.

Capital Resources

On October 31, 2009, we entered into a credit agee¢ with Silicon Valley Bank, which was amended\varch 24, 2010, June 30,
2010, September 30, 2010, May 11, 2011, Augus?@0] and May 14, 2012. Currently, the credit agrert provides for a line of credit
pursuant to which we can borrow up to the lessén &0% of eligible accounts receivable, or (i)d0 million. We have the option to incre:
credit availability to $15.0 million at any timertlugh the maturity date of September 30, 2014 esuildp the conditions of the credit agreem

Prior to the May 14, 2012 amendment the creditegent contained an overall sublimit of $10.0 millio collateralize our continge
obligations under letters of credit and other ficiahservices. Amounts outstanding under the dvsublimit reduced the amount available
under the line. As a result of the May 14, 2012 rmdmeent, letters of credit and other financial sggsiare no longer subject to borrowing base
sublimits, and do not reduce the amount availabtieuthe line of credit. Rather, the Company haadatitional credit facility for up to $3.0
million in letters of credit through September 2014. At September 29, 2012, letters of credihmmamount of $3.0 million were outstanding.

Interest on the line of credit is payable monthlgither (i) prime plus 1.25%, as long as we mamn$8.5 million in revolving credit
availability plus unrestricted cash on deposit wifite bank, or (ii) prime plus 2.25%. Additionalthe credit agreement requires payment for a
unused line, as well as anniversary and early teation fees, as applicable.

The following table presents details of outstandingowings and availability under our line of citéfdr the periods indicated (in
thousands):

September 29 December 31
2012 2011
Availability under the revolving line of crec $ 731 % 7,791
Outstanding borrowings on the revolving line ofdit: (2,800 —
Amounts reserved under credit sublin — (2,027)
(Over-utilized) unutilized borrowing availability undene revolving line of cred $ (2,069 $ S5,77¢

We calculate the borrowing availability under tkegalving line of credit in arrears, in accordandgeéhwhe credit agreement and did not
over-utilize the line of credit at the time of bowing. In October 2012, we repaid the $2.8 milliomutstanding borrowings under the line of
credit.

We borrowed an aggregate of $3.2 million underitreeof credit in the nine months ended SeptemBe@12. Outstanding
borrowings under the line of credit did not exc&8db million at any time during the year ended Deloer 31, 2011.
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In connection with the September 30, 2010 amendnStiton Valley Bank extended a $1.5 million telwan under the credit
agreement, bearing interest at a rate of prime 208%. We were required to make equal monthiygipal payments over the 36 month term,
which totaled $0.5 million annually. In May 201Silicon Valley Bank extended an additional $3.0lianil term loan, bearing interest at a rate
of prime plus 2.75%. We were required to make eouoanthly principal payments over the 24 month tefithe loan, totaling $1.5 million
annually. As of March 31, 2012, $2.5 million wagsianding under the term loans. In May 2012, &ilivalley Bank consolidated the term
loans and extended additional credit, resulting aombined term loan balance of $3.5 million. Wk Ive required to make equal monthly
principal payments over a 36 month period, begigminDecember 2012, and monthly interest paymenta the date of the funding through
the final payoff of the loan. The consolidatedrideears interest at a rate of prime plus 2.5%,%%06

All obligations under the credit agreement are sstty a first priority lien on our tangible andangible assets. The only restriction
on the use of funds under the revolving line ofidres that we must be in compliance with the cams of the credit agreement. The credit
agreement includes affirmative and negative covisnamcluding financial covenants with respect tw liquidity and tangible net worth. As of
September 29, 2012, we were in compliance witfirsdincial covenants. We have in the past beerolaton of one or more covenants of
other credit agreements, and we anticipate thadiikely that we will violate one or more finanti@ovenants in the near future. See discussior
in Liquidity , below. If we were to be in violation of covenamnder our credit agreement, our lender could ®htowo accelerate payment on all
outstanding loan balances and we could lose verredit should the letters of credit issued underdtedit agreement become unavailable. If
that were to occur, we may be unable to quickhawbéquivalent or suitable replacement financifiged were not able to secure alternative
sources of funding, such acceleration would haveterial adverse impact on our financial condition.

On November 21, 2011, we entered into a sales agnatewith Ascendiant as sales agent. In accordaitbethe terms of the sales
agreement, we may issue and sell shares of our constock having an aggregate offering price ofai$10.0 million. Sales of shares of our
common stock may be made in a series of transactiom time to time as we may direct Ascendiargdfes deemed to be an “at the market”
offering as defined in Rule 415 under the Securifiet of 1933. Such sales are made pursuant teftestive $40 million shelf registration
statement filed with the SEC in September 201 hc&November 2011, we have received net proceealsprbximately $5.5 million,
including approximately $3.6 million raised throutjie sale of approximately 1,058,336 shares imthe months ended September 29, 2012.
We may terminate the sales agreement with Ascendtamy time. In the event of such terminatior,would expect to make available any
remaining unsold portion of the $10.0 million ingaggate offering price for other sources of finagdhat are permitted under the effective
shelf registration statement. The sales agreemiémtAscendiant does not preclude us from pursuwitgr sources of financing.

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

We believe our existing cash balances, borrowiralahility under our bank credit facility, proceealgailable under the sales
agreement with Ascendiant and the cash expected tenerated from operations, will be sufficientrteet our anticipated cash needs for at
least the next 12 months. Our future capital rexqu@nts will depend on many factors, including @els of net sales, the timing and extent of
expenditures to support research and developménitigs, the expansion of manufacturing capacitthbdomestically and internationally and
the continued market acceptance of our productsctMile be required, or may choose, to seek adaitiomding through public or private
equity or debt financings. In addition, in connentiwith any future acquisitions, we may requireitiddal funding which may be provided in
the form of additional debt or equity financingaocombination thereof. These additional funds naybe available on terms acceptable to us,
or at all.

Off-Balance Sheet Arrangements

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

We incurred net losses of approximately $9.9 millémd $5.4 million for the nine months ended Septm29, 2012 and October 1,
2011, respectively, and had an accumulated defic@pproximately $82.6 million at September 29, 20h addition, we used cash in opera
activities of approximately $5.7 million and $6.5lan for the nine months ended September 29, 281@ October 1, 2011, respectively. Itis
likely that we will violate one or more financiabweenants contained in our credit agreement witie&il Valley Bank in the near future. We
have initiated discussions with Silicon Valley Bankresolve the expected violations and amend th@itcagreement; however, the lender may
choose to declare an event of default and see&dias available under the terms of the credit agesg, including the acceleration of the term
debt, the discontinuance of the line of credit, ematlifications to the terms of letters of credattBupport our trade accounts with vendors.

In addition to renegotiating the credit agreemeitih Bilicon Valley Bank, we are evaluating potehfiaancing opportunities and
alliances or other partnership agreements withiestinterested in our technologies. We are alaamphg to reduce expenses, continued effort
to qualify new and enhanced products with our ORigt@mers, and protect our intellectual property.

We raised net proceeds of approximately $3.6 milliothe nine months ended September 29, 2012 gmdximately $1.9 million in
the year ended December 31, 2011 under the sakesmagnt with Ascendiant, and may raise additiomadi$ through the sales agreement with
Ascendiant or through other sources. However, we Ipealimited in our ability to benefit from the flity with Ascendiant if the volume of our
shares traded in the market or the market priceioghares is low.

If adequate working capital is not available wheeaded, we may be required to significantly modify business model and operations to
reduce spending to a sustainable level. It couldeais to be unable to execute our business plam atlvantage of future opportunities, or
respond to competitive pressures or customer rexugnts. It may also cause us to delay, scale haelintinate some or all of our research anc
development programs, or to reduce or cease oprsatiWhile there is no assurance that we can mwetvenue forecasts or successfully
negotiate the terms of the credit agreement wilbhdi Valley Bank, we anticipate that we can sustdly execute our plans and continue
operations for at least the next twelve months.

Item 4. Controls and Procedures

(a) Evaluation of Disclosure Controls and Proceduiie carried out an evaluation, under the supervigimhwith the participation of o
management, including our principal executive @ffiand principal financial officer, of the effeativess of the design and operation of our
disclosure controls and procedures (as definediiedRl3a-15(e) and 15d-15(e) of the Securities &xgh Act of 1934, (“Exchange Act”)) as
of the end of our fiscal quarter ended SeptembeP@®2. Based upon that evaluation, our prinagp@icutive officer and principal financial
officer concluded that our disclosure controls pnatedures are effective to provide reasonablerasse that information required to be
disclosed by us in reports that we file or submiier the Exchange Act (i) is recorded, processednsarized and reported within the time
periods specified in the SEC’s rules and forms @hdé accumulated and communicated to our managenincluding our principal executive
officer and principal financial officer as appragsa to allow timely decisions regarding requirestcttisure.

(b) Change in internal controls over financial repng. During the fiscal quarter that ended SeptembefQ®2, there were no changes in
our internal controls over financial reporting ¢(Befined in Rules 13a-15(f) and 1384f) under the Exchange Act) that have materiaffgcted,
or are reasonably likely to materially affect, aternal controls over financial reporting.

Item 5. Other Information

None
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PART Il. OTHER INFORMATION
Item 1. Legal Proceedings

The information set forth in the sections entitlétigation and Patent Rexaminations under Note Nates to Unaudited Condensed
Consolidated Financial Statements, included in Rétem | of this Report, is incorporated hereinrbference.

ltem 1A. Risk Factors

You should consider each of the following fact@svall as the other information in this Report rakiating our business and our
prospects. The risks described below are not tte anes we face. Additional risks we are not pnégeaware of or that we currently belie
are immaterial may also impair our business openasi. The trading price of our common stock couldlide due to any of these risks, and yoL
could lose all or part of your investment. In asseg these risks, you should also refer to theratifermation contained or incorporated by
reference in this Report, including our consolidhfmancial statements and related notes.
Risks related to our business

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

Our operating results have varied significantlytia past and will continue to fluctuate from quattequarter or year-to-year in the
future due to a variety of factors, many of whica beyond our control. Factors relating to our bess that may contribute to these quarterly
and annual fluctuations include the following fastas well as other factors described elsewhetf@smrospectus supplement:

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

e our inability to develop new or enhanced produlstt ichieve customer or market acceptance in dtimanner, including our
HyperCloud® memory module and our flash-based mgmarducts;

e our failure to maintain the qualification of ouropliucts with our current customers or to qualifyrent and future products with
our current or prospective customers in a timelyinea or at all;

» the timing of actual or anticipated introductioriszompeting products or technologies by us or amgetitors, customers or
suppliers;

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

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

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

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

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

» delays in fulfilling orders for our products orailire to fulfill orders;

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

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

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

» our ability to effectively operate our manufactgriiacility in the PRC;
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*  manufacturing inefficiencies associated with tletsip of new manufacturing operations, new proslacd initiation of volume
production;

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

» disputes regarding intellectual property rights #elpossibility of our patents being reexaminedigyUSPTO;
» the costs and management attention diversion agedoiith litigation;

» the loss of any of our key personnel,

» changes in regulatory policies or accounting pphes;

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

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

» the other factors described in this “Risk Fact@attion and elsewhere in this prospectus supplement

Due to the various factors mentioned above, andrstithe results of any prior quarterly or annuslqels should not be relied upon as an
indication of our future operating performanceohre or more future periods, our results of openatimay fall below the expectations of
securities analysts and investors. In that evaetmarket price of our common stock would likelgldee. In addition, the market price of our
common stock may fluctuate or decline regardlessuofoperating performance.

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

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

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

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

For the nine months ended September 29, 2012, YuaiNt™ non-volatile RDIMM used in cache —protectiand data logging
applications, including our NVvault™ battery-freke flash-based cache system, accounted for 43%iadfrevenues. Following Intel’s launch
of its Romley platform in the first quarter of 2Q1#2e have experienced a rapid decline in NVvaul&fésto Dell, and we recognized no
NVvault™ sales to Dell in the three months endept&aber 29, 2012. We expect that after produthérsupply chain is consumed, we v
see some demand from Dell through 2013, after wkadbs of NVvault™ products for incorporation itBRC 7 servers will be minimal. In
order to leverage our NVvault™ technology and dsifgrour customer base, we continue to pursue iata@ik qualifications of NVvault™ with
other OEMs. We also introduced EXPRESSvault™ ind1&1011 and we continue to pursue qualificationeft generation DDR3 NVvault’
with customers. Our future operating results walpdnd on our ability to commercialize these NVVA&ufiroduct extensions, as well as other
new products such as HyperCloud® and other higtsiieand high-performance solutions. We may nosioecessful in marketing any new or
enhanced products. If we are not successful inrgéing sales of other products, the decrease satiea of sales of NVvault™ products to
Dell will significantly reduce our annual revenus®l negatively affect our results of operations.
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We are subject to risks relating to our focus on deeloping our HyperCloud® product and lack of marketdiversification.

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

In an attempt to set our products apart from tledsmir competitors, we have invested a signifiqation of our research and
development budget into the design of ASIC devizeduding the HyperCloud® memory subsystem, intrwetl in November 2009. This
design and the products it is incorporated intosaitgect to increased risks as compared to our ptieglucts. For example:

 we may be unable to achieve customer or markeptacee of the HyperCloud® memory subsystem or atber products, or
achieve such acceptance in a timely manner;

« the HyperCloud® memory subsystem or other new ptsdionay contain currently undiscovered flaws, thieartion of which
would result in increased costs and time to market;

* we are dependent on a limited number of suppl@rddth the DRAM ICs and the ASIC devices thatesgential to the
functionality of the HyperCloud® memory subsystemd could experience supply chain disruption asalt of business issues
that are specific to our suppliers or the indussya whole; and

e we are required to demonstrate the quality andbiity of the HyperCloud® memory subsystem or othew products to our
customers, and are required to qualify these neduymts with our customers, both of which have negliand will continue to
require a significant investment of time and researprior to the receipt of any revenue from sudtamers.

We experienced a longer qualification cycle thaticgrated with our HyperCloud@emory subsystems, and as of September 29,
we have not generated significant HyperCloud® pobdevenues relative to our investment in the pebdée entered into collaborative
agreements with both IBM and HP pursuant to whinds¢ OEMs qualified the 16GB version of HyperClodd®use with their products. The
16GB version of HyperCloud® has been availablertteosince March 6, 2012 and May 14, 2012 for 1BM &P, respectively. We are
working with both OEMs in joint marketing and fuethproduct development efforts. The Company antd eathe OEMs have committed
financial and other resources toward the collalbmmatHowever, the efforts undertaken pursuant tivegiof the collaborative agreements may
not result in new revenues or gross margins fahasare significant relative to our investmenttia products. Failure to maintain qualification
of this product with IBM, HP or other potential toiiers could adversely impact our results of opanat

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

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

Our industry is characterized by intense competjtiapid technological change, evolving industgnsiards and rapid product
obsolescence. Evolving industry standards and t#aobital change or new, competitive technologiasldoender our existing products
obsolete. Accordingly, our ability to compete i luture will depend in large part on our abilityilentify and develop new or enhanced
products on a timely and cost-effective basis,tan@spond 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;

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

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

» develop relationships with potential suppliers effiponents required for these new or enhanced pisiduc
» qualify these products for use in our customerstpcts; and

« develop and maintain effective marketing strategies
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Our product development efforts are costly andriehidy risky. It is difficult to foresee changesdevelopments in technology or
anticipate the adoption of new standards. Moreawace these things are identified, if at all, wd nwéed to hire the appropriate technical
personnel or retain third party designers, devéiepgproduct, identify and eliminate design flawsg ananufacture the product in production
guantities either in-house or through third-pargnufacturers. As a result, we may not be able ¢toessfully develop new or enhanced
products or we may experience delays in the dewsdop and introduction of new or enhanced produays in product development and
introduction could result in the loss of, or delaygenerating, net sales and the loss of marlkeestas well as damage to our reputation. Ever
if we develop new or enhanced products, they maynaet our customers’ requirements or gain maréegptance.

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

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

In addition, because the qualification processih Iproduct-specific and platform-specific, ourstixig customers sometimes require
us to requalify our products, or to qualify our npmducts, for use in new platforms or applicatidisr example, as our OEM customers
transition from prior generation DDR2 DRAM archite@s to current generation DDR3 DRAM architectyves must design and qualify new
products for use by those customers. In the pastprtocess of design and qualification has takeio gjx months to complete, during which
time our net sales to those customers declinedffisigmtly. After our products are qualified, it céake several months before the customer
begins production and we begin to generate nes $alen such customer.

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

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

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

Sales to certain of our OEM customers have hisalyicepresented a substantial majority of oursad¢s. Approximately 65% and
12% of our net sales in the nine months ended 8dqwe29, 2012 were to two of our customers. Apprately 67% of our net sales in the r
months ended October 1, 2011 were to one of odomess. We currently expect that sales to major Qistomers will continue to represent
a significant percentage of our net sales for tlhedeeable future. We do not have long-term agresméth our OEM customers, or with any
other customer. Any one of these customers coutitideat any time to discontinue, decrease or dislely purchase of our products. In
addition, the prices that these customers paydopomoducts could change at any time. The losswgfod our OEM customers, or a significant
reduction in sales to any of them, could signifibareduce our net sales and adversely affect parating results.
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Our ability to maintain or increase our net satesur key customers depends on a variety of factoasy of which are beyond our
control. These factors include our customers’ crgd sales of servers and other computing systeshéiicorporate our memory subsystems
and our customers’ continued incorporation of aadpcts into their systems. Because of these arat fdictors, net sales to these customers
may not continue and the amount of such net satgsnot reach or exceed historical levels in anyriiperiod. Because these customers
account for a substantial portion of our net sates failure of any one of these customers to pag imely basis would negatively impact our
cash flow. In addition, while we may not be contuadly obligated to accept returned products, wg determine that it is in our best interes
accept returns in order to maintain good relatiwith our customers.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Our production expense and component purchaseslavelbased in part on our forecasts of our cusggure product requiremer
and to a large extent are fixed in the short tékma result, we likely will be unable to adjust sgmg on a timely basis to compensate for any
unexpected shortfall in those orders. If we ovéreste customer demand, we may have excess rawialéeentory of DRAM ICs and
NAND. If there is a subsequent decline in the [@ioEDRAM ICs or NAND, the value of our inventoryilkfall. As a result, we may need
write-down the value of our DRAM IC or NAND invemrig which may result in a significant decreasetin gross margin and financial
condition. Also, to the extent that we manufacfur@ducts in anticipation of future demand that doetsmaterialize, or in the event a customel
cancels or reduces outstanding orders, we couldreqce an unanticipated increase in our finishmmtlg inventory. In the past, we have ha
write-down inventory due to obsolescence, excesastifies and declines in market value below outsdsny significant shortfall of customer
orders in relation to our expectations could hurt@perating results, cash flows and financial ol
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Also, any rapid increases in production requiredbycustomers could strain our resources and eeducmargins. If we
underestimate customer demand, we may not havieisuffinventory of DRAM ICs and NAND on hand to mdacture enough product to
meet that demand. We also may not have sufficiemufacturing capacity at any given time to meetaustomers’ demands for rapid
increases in production. These shortages of invematod capacity will lead to delays in the delivefyour products, and we could forego sales
opportunities, lose market share and damage otwroes relationships.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Significant customized components, such as ASIEs,dre used in some of our products such as Hyp&l® are designed and
manufactured by third parties. The ability and wg@hess of such third parties to perform in accocgawith their agreements with us is largely
outside of our control. If one or more of our desay manufacturing partners fails to perform itigdtions in a timely manner or at satisfact
quality levels, our ability to bring products to rket or deliver products to our customers, as aglbur reputation, could suffer. In the event of
any such failures, we may have no readily availalikrnative source of supply for such products;esiin our experience, the lead time nee
to establish a relationship with a new design angvanufacturing partner is at least 12 months,thadkstimated time for our OEM customers
to re-qualify our product with components from avneendor ranges from four to nine months. We camsstire you that we can redesign, or
cause to have redesigned, our customized compotebésmanufactured by a new manufacturer in alyimanner, nor can we assure you-
we will not infringe on the intellectual property @ur current design or manufacture partner whemegesign the custom components, or ci
such components to be redesigned by a new mantgacfumanufacturing disruption experienced by manufacturing partners, the failure of
our manufacturing
partners to dedicate adequate resources to theigron of our products, the financial instabilitfyour manufacturing or design partners, or
any other failure of our design or manufacturingmers to perform according to their agreementh w#, would have a material adverse effec
on our business, financial condition and resultsperations.
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We have many other risks due to our dependenckimhfarty manufacturers, including: reduced cantrer delivery schedules,
quality, manufacturing yields and cost; the potrtick of adequate capacity during periods of sgaemand; limited warranties on products
supplied to us; and potential misappropriation wfiatellectual property. We are dependent on ocanufacturing partners to manufacture
products with acceptable quality and manufactuyiletds, to deliver those products to us on a tintelgis and to allocate a portion of their
manufacturing capacity sufficient to meet our neédihiough our products are designed using thegeedesign rules of the particular
manufacturers, we cannot assure you that our metufiag partners will be able to achieve or maim@iceptable yields or deliver sufficient
guantities of components on a timely basis or ea@®eptable cost. Additionally, we cannot assurethat our manufacturing partners will
continue to devote adequate resources to produgeroducts or continue to advance the process mésinnologies on which the qualification
and manufacturing of our products are based.

If our products do not meet the quality standards 6 our customers, we may be forced to stop shipmentd products until the quality
issues are resolved.

Our customers require our products to meet staatity standards. Should our products not meet stanidards, 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 ourmaes and operating results.

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

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

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

We rely on a combination of patent protection, éradcret laws and restrictions on disclosure ttept@ur intellectual property rights.
We have submitted a number of patent applicatieganding our proprietary processes and technolb@ynot certain when or if any of the
claims in the remaining applications will be allav@ o date, we have had only eighteen patentsdsstle intend to continue filing patent
applications with respect to most of the new preessand technologies that we develop. Howevernpptetection may not be available for
some of these processes or technologies.
It is possible that our efforts to protect our it@etual property rights may not:

» prevent challenges to, or the invalidation or aineention of, our existing intellectual propertyhig;

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

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

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

e resultin valid patents, including internationatgy@s, from any of our pending or future applicasipor

» otherwise adequately protect our intellectual priypeghts.

Others may attempt to reverse engineer, copy @raike obtain and use our proprietary technologi#fsout our consent. Monitoring
the unauthorized use of our technologies is diffia¥e cannot be certain that the steps we hawentakll prevent the unauthorized use of our
technologies. This is particularly true in foreigmuntries, such as the PRC, where we have establsimanufacturing facility and where the

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

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

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

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

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

»  cease manufacturing and/or selling products, argusértain processes, that are claimed to be gifrgna third partys intellectua
property;

* pay damages (which in some instances may be times aictual damages), including royalties on pagitare sales;

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

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

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

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

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

Any litigation, regardless of its outcome, wouldtee consuming and costly to resolve, divert oanagement’s time and attention
and negatively impact our results of operations.daAfenot assure you that current or future infringentlaims by third parties or claims for
indemnification by customers or end users of oodpcts resulting from infringement claims will g asserted in the future or that such
assertions, if proven to be true, will not matdyialdversely affect our business, financial comditor results of operations.
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We may become involved in non-patent related litiggon and administrative proceedings that may materlly adversely affect us.

From time to time, we may become involved in vasitegal proceedings relating to matters incidetatéhe ordinary course of our
business, including commercial, product liabiliynployment, class action, whistleblower and othiggation and claims, and governmental
other regulatory investigations and proceedingshSuatters can be time-consuming, divert managématiention and resources and caus
to incur significant expenses. Furthermore, becétigation is inherently unpredictable, there danno assurance that the results of any of
these actions will not have a material adversecetfa our business, results of operations or firdmondition.

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 finatipcts contain the intellectual property of thpatties, we believe that our
suppliers bear the sole responsibility to obtaip @ghts and licenses to such third party intellatoroperty. While we have no knowledge that
any third party licensor disputes our belief, wartat assure you that disputes will not arise infthere. The operation of our business and oul
ability to compete successfully depends signifiganh our continued operation without claims ofrinfement or demands resulting from such
claims, including demands for payments of moneth@nform of, for example, ongoing licensing fees.

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

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

The flash memory market is constantly evolving andompetitive, and we may not have rights to manufaate and sell certain types of
products utilizing emerging flash formats, or we ma be required to pay a royalty to sell products ufizing these formats.

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

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

As is common in the industry, we currently haveffect a number of agreements in which we haveezbre defend, indemnify and
hold harmless our customers and suppliers from damand costs which may arise from the infringerbgrdur products of third-party
patents, trademarks or other proprietary right® 3¢ope of such indemnity varies, but may, in sors&nces, include indemnification for
damages and expenses, including attorneys’ feasin@urance does not cover intellectual propersirigement. The term of these
indemnification agreements is generally perpetogltane after execution of the agreement. The marinpotential amount of future payme
we could be required to make under these indenatific agreements is unlimited. We may periodich#lye to respond to claims and litigate
these types of indemnification obligations. Althbumur suppliers may bear responsibility for thelleictual property inherent in the
components they sell to us, they may lack the fifrability to stand behind such indemnities. Adudially, it may be costly to enforce any
indemnifications that they have granted to us. Adicgly, any indemnification claims by customersikcbrequire us to incur significant legal
fees and could potentially result in the paymergudistantial damages, both of which could resudt imaterial adverse effect on our business
and results of operations.
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We depend on a few key employees, and if we lose thervices of any of those employees or are unabidehire additional personnel, our
business could be harmed.

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

Our future success also depends on our abilityttad, retain and motivate highly skilled enginegr manufacturing, and other
technical and sales personnel. Competition for e&peed personnel is intense. We may not be suittéssattracting new engineers or other
technical personnel, or in retaining or motivatg existing personnel. If we are unable to hiré ggtain engineers with the skills necessary t
keep pace with the evolving technologies in ourkets, our ability to continue to provide our cutrproducts and to develop new or enhance
products will be negatively impacted, which woulttim our business. In addition, the shortage of eepeed engineers, and other factors, ma
lead to increased recruiting, relocation and coreption costs for such engineers, which may excaeéxpectations and resources. These
increased costs may make hiring new engineersdiffior may increase our operating expenses.

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

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

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

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

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

We manage a local workforce that may subject uegalatory uncertainties. Changes in the labor lefstee PRC could increase the
cost of employing the local workforce. The increhselustrialization of the PRC, as well as genecainomic and political conditions in the
PRC, could also increase the price of local laBdgher of these factors could negatively impactdbst savings we currently enjoy from hav
our manufacturing facility in the PRC.

The PRC currently provides for favorable tax rdtgscertain foreign-owned enterprises operatinggacified locations in the PRC
through 2012. We have established our PRC fadilisuch a tax-favored location. Should we fail thiave profitability while favorable tax
rates are in effect, or before our loss carryfodgan the PRC expire, it is possible that we wadtirealize the tax benefits to the extent
originally anticipated and this could adversely aopour operating results.
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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 produotfacilities located in foreign
countries. To facilitate this process and to mieetiong-term projected demand for our productshae set up a manufacturing facility in the
PRC. Selling and manufacturing in foreign countsebjects us to additional risks not present withdomestic operations. We are operatin
business and regulatory environments in which v tiited previous experience. We will need totgmre to overcome language and
cultural barriers to effectively conduct our opéras in these environments. In addition, the ecdeeraf the PRC and other countries have
been highly volatile in the past, resulting in sfgant fluctuations in local currencies and otivestabilities. These instabilities affect a number
of our customers and suppliers in addition to @aueijn operations and continue to exist or may pagain in the future.

In the future, some of our net sales may be denateihin Chinese Renminbi (“RMB”). The Chinese gowveent controls the
procedures by which RMB is converted into otherencies, and conversion of RMB generally requi@segnment consent. As a result, RMB
may not be freely convertible into other currenaieall times. If the Chinese government institutieanges in currency conversion procedures
or imposes restrictions on currency conversionséractions may negatively impact our operationscaudt reduce our operating results. In
addition, fluctuations in the exchange rate betwRbtB and U.S. dollars may adversely affect our eges and results of operations as well a
the value of our assets and liabilities. Thesetdiattons may also adversely affect the comparghifitour period-to-period results. If we decide
to declare dividends and repatriate funds fromGhinese operations, we will be required to compiythe procedures and regulations of
applicable Chinese law. Any changes to these proesdand regulations, or our failure to comply withse procedures and regulations, could
prevent us from making dividends and repatriatungf from our Chinese operations, which could amblgraffect our financial condition. If
we are able to make dividends and repatriate fénots our Chinese operations, these dividends wbaldubject to U.S. corporate income tax.

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

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

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

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

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

We are subject to various and frequently changir® feéderal, state and local and foreign governaidatvs and regulations relating
to the protection of the environment, includingg@@overning the discharge of pollutants into ihard water, the management and disposal
of hazardous substances and wastes, the cleamgptaiminated sites and the maintenance of a sal@lace. In particular, some of our
manufacturing processes may require us to handlelispose of hazardous materials from time to tifoe.example, in the past our
manufacturing operations have used lead-basedrsalde
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the assembly of our products. Today, we use lezglSoldering technologies in our manufacturing @sses, as this is required for products
entering the European Union. We could incur suliiglacosts, including clean-up costs, civil or cii@ fines or sanctions and third-party
claims for property damage or personal injury, assalt of violations of, or noncompliance withy@onmental laws and regulations. These
laws and regulations also could require us to isagmificant costs to remain in compliance.

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

Section 404 of the Sarbanes-Oxley Act of 2002 aedtiles and regulations of the SEC, which we ctillely refer to as Section 404,
require us to evaluate our internal controls oumarfcial reporting to allow management to reporttmse internal controls as of the end of ¢
year. Effective internal controls are necessaryfoto produce reliable financial reports and amedrtant in our effort to prevent financ
fraud. In the course of our Section 404 evaluatisresmay identify conditions that may result inrsfgcant deficiencies or material weaknesse:
and we may conclude that enhancements, modifiatoichanges to our internal controls are necessatgsirable. Implementing any such
matters would divert the attention of our managermuld involve significant costs, and may negainimpact our results of operations.

We note that there are inherent limitations oneffiectiveness of internal controls, as they capmevent collusion, management
override or failure of human judgment. If we falrhaintain an effective system of internal contayisf management or our independent
registered public accounting firm were to discoveterial weaknesses in our internal controls, wg beaunable to produce reliable financial
reports or prevent fraud, and it could harm ouafficial condition and results of operations, reisudt loss of investor confidence and negati
impact our stock price.

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

We have in the past expanded our operations, lwtiedtically and internationally. Any future growttay strain our resources,
management information and telecommunication systamd operational and financial controls. To marfature growth effectively,
including the expansion of volume in our manufaciifacility in the PRC, we must be able to impraral expand our systems and controls.
We may not be able to do this in a timely or cdfative manner, and our current systems and ctntnay not be adequate to support our
future operations. In addition, our officers hagatively limited experience in managing a rapigipwing business or a public company. As a
result, they may not be able to provide the guidamecessary to manage future growth or maintaimdunarket position. Any failure to
manage our growth or improve or expand our existysgjems and controls, or unexpected difficultiedaing so, could harm our business.

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

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

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

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

» insufficient increases in net sales to offset insgzl expenses associated with acquisitions orracgcompanies;

« 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 limitederignce and in which competitors have stronger stgsksitions; and

» the potential loss of key employees of the acqui@dpanies.
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Future acquisitions also could cause us to incht debe subject to contingent liabilities. In agti, acquisitions could cause us to
issue equity securities that could dilute the owhigr percentages of our existing stockholders.Heunhore, acquisitions may result in material
charges or adverse tax consequences, substamirekction, deferred compensation charges, in-gooesearch and development charges, tl
amortization of amounts related to deferred stoakeld compensation expense and identifiable purdhiatangible assets or impairment of
goodwill, any or all of which could negatively afteour results of operations.

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

We have incurred debt under our credit facility &ean loans with Silicon Valley Bank. Incurring detould have material consequences, sucl
as:

e requiring us to dedicate a portion of our cash ffoam operations and other capital resources td sketvice, thereby reducing ¢
ability to fund working capital, capital expendiést and other cash requirements;

* increasing our vulnerability to adverse economid maustry conditions;

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

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

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

Additionally, to the extent we have made intercomplans to our subsidiaries and have pledged kmacts to the lenders under the
credit agreement, our subsidiaries would be redumepay the amount of the intercompany loans édeéhders in the event we are in default
under the credit agreement. Any actions taken byehders against us in the event we are in dedadkr the credit agreement could harm oul
financial condition. Finally, the credit facilityoatains certain restrictive covenants, includingvisions restricting our ability to incur
additional indebtedness, guarantee certain obligaticreate or assume liens and pay dividends.

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

We hold an investment in an auction rate secuniay has failed, or may in the future fail, its aoict An auction failure means that the
parties wishing to sell their securities could dotso. As a result of failed auctions, our abildyliquidate and fully recover the carrying value
of our investment in the near term may be limitediat exist. If the issuer of this investment ishble to close future auctions and its credit
rating deteriorates, we may in the future be reglito record an impairment charge on this investnWe also may be required to wait until
market stability is restored for this investmenuatil the final maturity of the underlying notep(to 30 years) to realize our investment’s cost
value.

Risksrelated to our common stock

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

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

As of September 29, 2012, we have sold 1,755,88festpursuant to the Sales Agreement at a weiglver@ge sales price of $3.26,
net of commissions, including 1,058,336 sharesénine months ended September 29, 2012 at a weiglerage sales price of $3.45 per
share. We may terminate the Sales Agreement diraeyor it will terminate once proceeds of $10 mill have been raised. Whether we
choose to effect future sales under the at-the-etgmogram will
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depend upon a variety of factors, including, amotigers, market conditions and the trading pricewosfcommon stock relative to other source:
of capital. The issuance from time to time of thasw shares of common stock through our at-théeeb@rogram or in any other equity
offering, or the perception that such sales maygamuld have the effect of depressing the maskiee of our common stock

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

As of October 31, 2012 approximately 18.7% of outstanding common stock was held by affiliatesluding 18.5% held by Chun
K. Hong, our chief executive officer and chairmdmor board of directors. As a result, Mr. Hong ki@ ability to exert substantial influence
over all matters requiring approval by our stockleo$, including the election and removal of direstnd any proposed merger, consolidation
or sale of all or substantially all of our assetd ather corporate transactions. This concentraifaontrol could be disadvantageous to other
stockholders with interests different from thoseMsf Hong and our other executive officers and ctives. For example, our executive officers,
directors and principal stockholders could delapmvent an acquisition or merger even if the @atisn would benefit other stockholders. In
addition, this significant concentration of shavenership may adversely affect the trading pricediar common stock because investors may
perceive disadvantages in owning stock in compasigsstockholders that have the ability to exez@gnificant control.

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 changeootrol of our company or
changes in our board of directors that our stoakdrs might consider favorable. In addition, thesevisions could limit the price that investors
would be willing to pay in the future for sharesonir common stock. The following are examples afvjgions which are included in our
certificate of incorporation and bylaws, each agmded:

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

stockholder action by written consent is prohikited

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

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

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

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

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

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

* investor perception of us and the industry in whighoperate;
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» the availability and level of research coveragarad market making in our common stock;
« changes in earnings estimates or buy/sell recomatiems by analysts;

» sales of our newly issued common stock or othaurtégs in association with our $40 million effeaishelf registration on
Form S-3, or the perception that such sales mayrocc

« general financial and other market conditions; and

» changing and recently volatile domestic and inteéonal economic conditions.

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

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

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

Item 2. Unregistered Sales of Equity Securities and Use Bfoceeds

Issuer Purchases of Equity Securities

Total Number of Maximum Number of
Total Number of Average Shares Purchased as Shares that May Yet Be
Shares Price Paid Part of Publicly Purchased Under the
Purchased (1) per Share Announced Plans Plans or Programs

July 1, 201z- July 28, 201: — 3 — — —
July 29, 201:- August 25, 201. — 8 — — —
August 26, 201:- September 29, 201 10,19¢ $ 1.6 — —
10,19¢ $ 1.6 — —

(1) Represents shares repurchased for paymentidialiling taxes upon vesting of certain restrictertk grants.
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Iltem 6. Exhibits

Exhibit

Number Description of Document

3.1(2) Restated Certificate of Incorporation of Netlistc.|

3.2(2) Amended and Restated Bylaws of Netlist, |

10.1(2) Amendment to Loan Documents entered into as of Mgy2012, by and between Silicon Valley Bank andistginc., a
Delaware Corporatior

31.1(3) Certification of Chief Executive Officer pursuantRule 13a-14(a) and Rule 15d-14(a) of the Seesrlixchange Act, as
Amended.

31.2(3) Certification of Chief Financial Officer pursuaotRule 13a-14(a) and Rule 15d-14(a) of the Seesriixchange Act, as
Amended.

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

101.INS(5) XBRL Instance Documer

101.SCH(5; XBRL Taxonomy Extension Schema Docum

101.CAL(5) XBRL Taxonomy Extension Calculation Linkbase Docutr
101.LAB(5) XBRL Taxonomy Extension Label Linkbase Docum
101.PRE(5 XBRL Taxonomy Extension Presentation Linkbase Doent

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

# Management contract or compensatory plan or arrasge

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

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

(3) Filed herewith.

(4) The information in Exhibit 32 shall not be deemétkd” for purposes of Section 18 of the Securitieshange Act of 1934, as
amended, (the “Exchange Act”), or otherwise subjjeche liabilities of that section, nor shall theg deemed incorporated by
reference in any filing under the Securities Acll883, as amended, or the Exchange Act (includirgReport), unless the registrant
specifically incorporates the foregoing informatiato those documents by reference.

(5) Furnished herewith. In accordance with Rule 406Regulation S-T, the information in these exhilsitsll not be deemed to be
“filed” for purposes of Section 18 of the Secustend Exchange Act of 1934, or otherwise subjeliabality under that section, and
shall not be incorporated by reference into anystegfion statement or other document filed untler§ecurities Act of 1933, except
as expressly set forth by specific reference imdiling.
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SIGNATURES

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

the undersigned thereunto duly authorized.

Date: November 13, 201

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

Exhibit

Number Description of Document

3.1(2) Restated Certificate of Incorporation of Netlistc.|

3.2(2) Amended and Restated Bylaws of Netlist, |

10.1(2) Amendment to Loan Documents entered into as of Mgy2012, by and between Silicon Valley Bank andistginc., a
Delaware Corporatior

31.1(3) Certification of Chief Executive Officer pursuantRule 13a-14(a) and Rule 15d-14(a) of the Seesrlixchange Act, as
Amended.

31.2(3) Certification of Chief Financial Officer pursuaotRule 13a-14(a) and Rule 15d-14(a) of the Seesriixchange Act, as
Amended.

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

101.INS(5) XBRL Instance Documer

101.SCH(5; XBRL Taxonomy Extension Schema Docum

101.CAL(5) XBRL Taxonomy Extension Calculation Linkbase Docutr
101.LAB(5) XBRL Taxonomy Extension Label Linkbase Docum
101.PRE(5 XBRL Taxonomy Extension Presentation Linkbase Doent

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

# Management contract or compensatory plan or arrasge

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

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

(3) Filed herewith.

(4) The information in Exhibit 32 shall not be deemétkd” for purposes of Section 18 of the Securitieshange Act of 1934, as
amended, (the “Exchange Act”), or otherwise subjjeche liabilities of that section, nor shall theg deemed incorporated by
reference in any filing under the Securities Acll883, as amended, or the Exchange Act (includirgReport), unless the registrant
specifically incorporates the foregoing informatiato those documents by reference.

(5) Furnished herewith. In accordance with Rule 406Regulation S-T, the information in these exhilsitsll not be deemed to be
“filed” for purposes of Section 18 of the Secustend Exchange Act of 1934, or otherwise subjeliabality under that section, and
shall not be incorporated by reference into anystegfion statement or other document filed untler§ecurities Act of 1933, except
as expressly set forth by specific reference imdiling.
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EXHIBIT 31.1

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

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

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

3. Based on my knowledge, the financial statementsodimer financial information included in this repdairly present in all
material respects the financial condition, resoftsperations and cash flows of the Registrantfaaral for, the periods presented in this report

4. The Registrant’s other certifying officer and | aesponsible for establishing and maintaining disate controls and
procedures (as defined in Exchange Act Rules 18a}Hnd 15d-15(e)) and internal control over firaheeporting (as defined in Exchange
Act Rules 13a-15(f) and 15d-15(f)) for the Registrand we have:

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

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

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

d) Disclosed in this report any change in the Registsanternal control over financial reporting thatcurred during
the Registrant’s most recent fiscal quarter (thgiReant’s fourth fiscal quarter in the case ofammual report) that has materially affected, or i
reasonably likely to materially affect, the Regdasi’'s internal control over financial reporting;dan

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

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

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

November 13, 201 /s/ Chun K. Honc¢
Chun K. Hong
President, Chief Executive Officer and Chairmathef Boarc
(Principal Executive Officer




EXHIBIT 31.2

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

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

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

3. Based on my knowledge, the financial statementsodimer financial information included in this repdairly present in all
material respects the financial condition, resoftsperations and cash flows of the Registrantfaaral for, the periods presented in this report

4. The Registrant’s other certifying officer and | aesponsible for establishing and maintaining disate controls and
procedures (as defined in Exchange Act Rules 18a}Hnd 15d-15(e)) and internal control over firaheeporting (as defined in Exchange
Act Rules 13a-15(f) and 15d-15(f) for the Registramd we have:

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

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

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

d) Disclosed in this report any change in the Registsanternal control over financial reporting thatcurred during
the Registrant’s most recent fiscal quarter (thgiReant’s fourth fiscal quarter in the case ofammual report) that has materially affected, or i
reasonably likely to materially affect, the Regdasi’'s internal control over financial reporting;dan

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

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

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

November 13, 201 /s Gail M. Sasak
Gail M. Sasak
Vice President and Chief Financial Offic
(Principal Financial Officer




Exhibit 32

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

In connection with the Quarterly Report on FormQ@f Netlist, Inc., a Delaware corporation (“Neti)sor the quarter ended September 29,
2012 (the “Report”), Chun K. Hong, president, clégécutive officer and chairman of the board oflisgtand Gail M. Sasaki, vice president
and chief financial officer of Netlist, each heratsrtifies, pursuant to 18 U.S.C. Section 135@Gdmpted pursuant to Section 906 of the
Sarbanes-Oxley Act of 2002, that, to his or henidedge:

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

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

November 13, 2012 /s/ Chun K. Honc¢
Chun K. Hong
President, Chief Executive Officer and Chairmathef Boarc
(Principal Executive Officer

November 13, 2012 /sl Gail M. Sasak
Gail M. Sasak
Vice President and Chief Financial Offic
(Principal Financial Officer




