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PART I. FINANCIAL INFORMATION

Item 1. Financial Statements

NETLIST, INC. AND SUBSIDIARIES
Condensed Consolidated Balance Sheets

ASSETS
Current asset:
Cash and cash equivalel
Investments in marketable securit
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
Accrued payroll and related liabiliti¢
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:

(in thousands, except par value)

Common stock, $0.001 par value - 90,000 share®eré; 25,459 (2011) and 25,284 (2010) shares

issued and outstandi
Additional paic-in capital
Accumulated defici
Accumulated other comprehensive I
Total stockholder equity

Total liabilities and stockholde’ equity

See accompanying notes.
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(unaudited) (audited)
October 1, January 1,
2011 2011
$ 10,10 $ 14,21(

— 824
6,792 6,451
8,87 4,50¢
1,337 1,39¢
27,10¢ 27,39(
2,95( 4,07
45(C 89C
20C 337
$ 30,70¢ $ 32,69
$ 6,29C $ 6,25¢
1,745 1,762
431 36¢
73€ 63€
2,07¢ 674
11,28: 9,69¢
1,591 1,063
88 85
12,96: 10,84
25 25
90,28¢ 89,07

(72,519 (67,147

(52) (112)
17,74¢ 21,84
$ 30,70¢ $ 32,69




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

Three Months Ended Nine Months Ended
October 1, October 2, October 1, October 2,
2011 2010 2011 2010

Net sales $ 16,347 $ 10,56¢ $ 44.34¢  $ 27,75¢
Cost of sales(1 10,81¢ 7,54 30,07¢ 21,10
Gross profi 5,52¢ 3,02( 14,26¢ 6,65¢€
Operating expense

Research and development 3,98¢ 4,95¢ 11,42 11,15¢

Selling, general and administrative 2,511 2,98¢ 8,011 8,16:

Total operating expens 6,49/ 7,944 19,43 19,31¢

Operating los: (96€) (4,929 (5,164 (12,667)
Other (expense) incom

Interest (expense) income, 1 (72) 3 (147) 1

Other (expense) income, r 1 — (58 71

Total other (expense) income, | (71) (3) (20£5) 72

Loss before provision (benefit) for income ta (2,037 (4,927 (5,369 (22,59)
Provision (benefit) for income tax 2 12 3 (713)
Net loss $ (1,039 $ (4,939 $ (5,372) $ (11,879
Net loss per common sha

Basic and dilute $ 0.0 $ 0.20) $ 0.22) $ (0.57)
Weighte-average common shares outstand

Basic and dilutes 25,02¢ 24,79¢ 24,96¢ 23,42
(1) Amounts include sto-based compensation expense as follc

Cost of sale: $ 21 % 11 % 51 $ 33

Research and developme 17¢ 134 46€ 297

Selling, general and administrati 26k 26€ 70€ 891

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

Nine Months Ended

October 1, October 2,
2011 2010
Cash flows from operating activitie
Net loss $ (5,372) $ (11,879
Adjustments to reconcile net loss to net cash usegerating activities
Depreciation and amortizatic 1,715 1,691
Stoclk-based compensatic 1,22: 1,221
Amortization of deferred gain on sale and leaselaisactior — (88)
Realized loss on sale of investments in marketsdearities 59 —
Changes in operating assets and liabilit
Accounts receivabl (347 (2,67¢)
Inventories (4,369 (1,629
Prepaid expenses and other current a: 22¢ (668)
Other asset 137 49
Accounts payabl 31 1,907
Accrued payroll and related liabiliti¢ (15) (448
Accrued expenses and other current liabili 65 (39
Accrued engineering charg 98 (88)
Net cash used in operating activit (6,53¢) (12,649
Cash flows from investing activitie
Acquisition of property and equipme (570 (7198
Purchase of investments in marketable secul — (2,395
Proceeds from maturities and sales of investmantsarketable securitie 1,26¢ 2,91
Net cash provided by (used in) investing activi 694 (19€)
Cash flows from financing activitie
Borrowings on line of cred 50C 3,00c¢
Payments on line of crec (500 (3,000
Proceeds of bank term loan, net of issuance « 2,93¢ 1,50(C
Payments on del (2,187 (240)
Proceeds from public offering, n — 16,21(
Proceeds from exercise of equity awards, net afga@mitted for restricted sto (11) 54
Net cash provided by financing activiti 1,73¢ 17,62«
(Decrease) increase in cash and cash equive (4,109%) 4,78(
Cash and cash equivalents at beginning of pe 14,21( 9,94:
Cash and cash equivalents at end of pe $ 10,10: $ 14,722

See accompanying notes.
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NETLIST, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
OCTOBER 1, 2011

Note 1—Description of Business

Netlist, Inc. (the “Company” or “Netlist”) desig@sd manufactures a wide variety of high performatogic-based memory subsystems
for the global datacenter and high-performance adimg and communications markets. The Company’s angrsubsystems consist of
combinations of dynamic random access memory iatedrcircuits (‘DRAM ICs” or “DRAM”), NAND flash mmory (“NAND”), application-
specific integrated circuits (“ASICs”) and othemgonents assembled on printed circuit boards (“PCBSetlist primarily markets and sells
its products to leading original equipment manufest (‘OEM”) customers. The Company’s solutions trgeted at applications where
memory plays a key role in meeting system perfogaaequirements. The Company leverages a portblwoprietary technologies and
design techniques, including efficient planar desaternative packaging techniques and custome®erductor logic, to deliver memory
subsystems with high memory density, small formidgdigh signal integrity, attractive thermal cheteristics, reduced power consumption
and and low cost per bit.

Note 2—Summary of Significant Accounting Policies
Basis of Presentation

The interim unaudited condensed consolidated fimhstatements have been prepared in accordanheawdbunting principles generally
accepted in the United States of America (the “Q f8r interim financial information and with thastructions to Securities and Exchange
Commission (“SEC”) Form 10-Q and Article 8 of SE€drilation S-X. These condensed consolidated fimhstatements 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 finaneimaents should be read in conjunction with the @amy’s audited consolidated financial
statements and notes thereto for the year endeddah, 2011, included in the Company’s Annual Repo Form 10-K filed with the SEC on
March 3, 2011.

The condensed consolidated financial statementsdad herein as of October 1, 2011 are unauditedgkier, they contain all normal
recurring accruals and adjustments that, in thaiopiof the Compang’ management, are necessary to present fairlyotideased consolidat
financial position of the Company and its wholly+oed subsidiaries as of October 1, 2011, the comdlcsnsolidated results of its operations
for the three and nine months ended October 1, a8#i10ctober 2, 2010, and the condensed consalidath flows for the nine months ended
October 1, 2011 and October 2, 2010. The restikperations for the nine months ended Octobef112Zre not necessarily indicative of the
results to be expected for the full year or anyfelinterim periods.

Reclassifications
Certain amounts in the 2010 condensed consolidatedcial statements have been reclassified toaramfo the current year presentati
Principles of Consolidation

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

Fiscal Year

The Company operates under a 52/53-week fiscalgmding on the Saturday closest to December 3t figaal 2011, the Company’s
fiscal year is scheduled to end on December 311 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 acceptethi@ U.S. requires management to
make estimates and assumptions that affect thetegpamounts of assets and liabilities and discséicontingent assets and liabilities at the
date of the condensed consolidated financial statésnand the reported amounts of net sales arehegp during the reporting period. By tt
nature, these estimates and assumptions are stptinherent degree of uncertainty. Significesttmates made by management include,
among others, provisions for uncollectible recelgaland sales returns, warranty liabilities, vabrabf inventories, fair value of financial
instruments, impairment of




long-lived assets, stock-based compensation exmamsecalization of deferred tax assets. The Comnpages its estimates on historical
experience, knowledge of current conditions andbaliefs of what could occur in the future considgravailable information. The Company
reviews its estimates on an on-going basis. Theahotsults experienced by the Company may diffatenielly and adversely from its
estimates. To the extent there are material diffegs between the estimates and the actual refsuiltes results of operations will be affected.

Revenue Recognition

The Company’s revenues primarily consist of prodiades of highperformance memory subsystems to OEMs. Revenuesnalside sale
of excess component inventories to distributorsa@hdr users of memory integrated circuits (“ICsSuch sales amounted to less than $0.1
million for each of the three and nine month pesiedded October 1, 2011 and October 2, 2010.

The Company recognizes revenues in accordancetlvdthinancial Accounting Standards Board (“FASB8cAunting Standards
Cadification (“ASC”) Topic 605. Accordingly, thednpany recognizes revenues when there is persuagikence of an arrangement, product
delivery and acceptance have occurred, the salesiprfixed or determinable, and collectabilitytbé resulting receivable is reasonably
assured.

The Company generally uses customer purchase addfsr contracts as evidence of an arrangemetivedeoccurs when goods are
shipped for customers with FOB Shipping Point teemd upon receipt for customers with FOB Destimateyms, at which time title and risk
of loss transfer to the customer. Shipping docusarg used to verify delivery and customer accegtafihe Company assesses whether the
sales price is fixed or determinable based on #yenent terms associated with the transaction arethehthe sales price is subject to refund.
Customers are generally allowed limited rightsetfirn for up to 30 days, except for sales of excesgponent inventories, which contain no
right-of-return privileges. Estimated returns arevided for at the time of sale based on historggderience or specific identification of an
event necessitating a reserve. The Company offstaralard product warranty to its customers anchbasther post-shipment obligations. The
Company assesses collectibility based on the evediness of the customer as determined by cobditks and evaluations, as well as the
customer’s payment history.

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

Cash and Cash Equivalents

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

Investments in Marketable Securities

The Company accounts for its investments in mabtetsecurities in accordance with ASC Topic 320e Tompany determines the
appropriate classification of its investments attilme of purchase and reevaluates such desigretieach balance sheet date. The Company’s
investments in marketable securities have beesifils and accounted for as available-for-sale dasemanagement’s investment intentions
relating to these securities. Available-&ale securities are stated at fair value, genebalbed on market quotes, to the extent they aitables
Unrealized gains and losses, net of applicablercefdaxes, are recorded as a component of otimeprehensive income (loss). Realized gains
and losses and declines in value judged to be tthertemporary are determined based on the sp&bdintification method and are reportet
other income, net in the unaudited condensed cinlaget statements of operations.

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

Fair Value of Financial Instruments

The Company’s financial instruments consist priatlipof cash and cash equivalents, investmentsarketable securities, accounts
receivable, accounts payable, accrued expensededmidnstruments. Other than for certain investsi@nauction rate securities and shiertn
corporate bonds (see Note 4), the fair value ofdbmpany’s cash equivalents and investments in etabke securities is determined based on
quoted prices in active markets for identical esset_evel 1




inputs. Because of their short-term nature, stesrts corporate bonds are not frequently tradedhcdigh there are observable quotes for these
securities, the markets are not considered acthaeordingly, the fair values of these investmears based on Level 2 inputs. The Company
recognizes transfers between Levels 1 throughtBeofair value hierarchy at the beginning of theoréing period. The Company believes that
the carrying values of all other financial instrurteeapproximate their current fair values due #rthature and respective durations.

Allowance for Doubtful Accounts

The Company evaluates the collectability of acceuateivable based on a combination of factorsabes where the Company is aware
of circumstances that may impair a specific custigrability to meet its financial obligations subsent to the original sale, the Company will
record an allowance against amounts due, and theeelice the net recognized receivable to the atrtbenCompany reasonably believes will
be collected. For all other customers, the Compangrds allowances for doubtful accounts basedaoiiynon the length of time the
receivables are past due based on the terms ofitfieating transaction, the current business emvirent and its historical experience.
Uncollectible accounts are charged against thevalhae for doubtful accounts when all cost effectiwenmercial means of collection have
been exhausted.

Concentration of Credit Risk

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

The Company invests its cash equivalents primaritmoney market mutual funds. Cash equivalentsraimtained with high quality
institutions, the composition and maturities of @rhare regularly monitored by management. The Compad $0.4 million of Federal Depc
Insurance Corporation insured cash and cash eguitgaht October 1, 2011. Investments in marketsdxearities are generally in high-credit
quality debt instruments. Such investments are madlein instruments issued or enhanced by higHiyuastitutions. The Company has not
incurred any credit risk losses related to thegestments.

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

Inventories

Inventories are valued at the lower of actual togturchase or manufacture the inventory or theeedizable value of the inventory. Cost
is determined on an average cost basis which appabes actual cost on a first-in, first-out basigl éncludes raw materials, labor and
manufacturing overhead. At each balance sheet &€ ompany evaluates its ending inventory quastdn hand and on order and records a
provision for excess quantities and obsolesceno@m other factors, the Company considers histodieanand and forecasted demand in
relation to the inventory on hand, competitivenafsgroduct offerings, market conditions and prodifetcycles when determining
obsolescence and net realizable value. In addititnCompany considers changes in the market wdloemponents in determining the net
realizable value of its inventory. Provisions aradm to reduce excess or obsolete inventories todbmated net realizable values. Once
established, write-downs are considered permargastments to the cost basis of the excess or etesimiventories.

Property and Equipment

Property and equipment are recorded at cost anedaped on a straigltine basis over their estimated useful lives, whjeerally rang
from three to seven years. Leasehold improvementsegorded at cost and amortized on a straightHasis over the shorter of their estimated
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 usedhgyGompany for impairment on at
least an annual basis or whenever events or chamgesumstances indicate that their carrying eatay not be recoverable. When such
factors and circumstances exist, the Company caespae projected undiscounted future net cash famssciated with the related asset or
group of assets over their estimated useful liggsrest their respective
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carrying amount. If the carrying value is deterndimet to be recoverable from future operating déshs, the asset is deemed impaired and an
impairment loss is recognized to the extent theyaag value exceeds the estimated fair value obset. The fair value of the asset or asset
group is based on market value when available hmmwnavailable, on discounted expected cash flbthes . Company’s management believes
there is no impairment of long-lived assets as abBer 1, 2011. There can be no assurance, howbaemarket conditions will not change or
demand for the Company’s products will continuejalutcould result in future impairment of long-livedsets.

Warranties

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

Stock-Based Compensation

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

In accordance with ASC Topic 718, employee andcttirestockbased compensation expense recognized during theelge based on tf
value of the portion of stock-based payment awtrdsis ultimately expected to vest during the qebri Given that stock-based compensation
expense recognized in the condensed consolidattshstnts of operations is based on awards ultignaiglected to vest, it has been reduced
for estimated forfeitures. ASC Topic 718 requiredditures to be estimated at the time of grantraviked, if necessary, in subsequent periods
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 leyges and directors is calculated using the Bfackeles option pricing model. The
Black-Scholes model requires subjective assumptiegarding future stock price volatility and expttime to exercise, along with
assumptions about the risk-free interest rate apdceted dividends, all of which affect the estindafi@r values of the Company’s common
stock option awards. The expected term of opt@vasted is calculated as the average of the waldgresting period and the contractual
expiration date of the option. This calculatiomé&sed on the safe harbor method permitted by BB instances where the vesting and
exercise terms of options granted meet certainiiond and where limited historical exercise datavailable. The expected volatility is based
on the historical volatility of the Company’s commstock. The risk-free rate selected to valuegaricular grant is based on the U.S.
Treasury rate that corresponds to the expecteddétire grant effective as of the date of the gr&he expected dividend assumption is based
on the Company’s history and management’s expectatigarding dividend payouts. Compensation esg@é&or common stock option awards
with graded vesting schedules is recognized oraigst-line basis over the requisite service pefadhe last separately vesting portion of the
award, provided that the accumulated cost recodraseof any date at least equals the value ofdlted portion of the award.

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

Income Taxes

Under ASC Topic 270, the Company is required tasidis effective tax rate each quarter to be ctest with the estimated annual
effective tax rate. The Company is also requirecttmrd the tax impact of certain discrete itenmsjswal or infrequently occurring, including
changes in judgment about valuation allowanceseffiedts 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 becegiitbe recognized are excluded from the
estimated annual effective tax rate. The impasuch an exclusion could result in a higher or loeféective tax rate during a particular
quarter, based upon the mix and timing of actualiegs versus annual projections.
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Deferred tax assets and liabilities are recogniaeéflect the estimated future tax effects, calted at currently effective tax rates, of
future deductible or taxable amounts attributablevents that have been recognized on a cumuladisis in the condensed consolidated
financial statements. A valuation allowance reldtea net deferred tax asset is recorded whemitoire likely than not that some portion of
deferred tax asset will not be realized.

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

Research and Development Expenses
Research and development expenditures are expentezlperiod incurred.
Collaborative Arrangement

The Company has entered into a collaborative aenauegt with a partner in order to develop produstagicertain of the Company’s
proprietary technology. Under the arrangementdiheelopment partner was granted a non-exclusteadie to specified intellectual property
for exclusive use in the development and produatioASIC chipsets for the Company. Both the Conypamd the development partner
provided and continue to provide engineering ptajegnagement resources at their own expense. @reapment partner is entitled to non-
recurring engineering fees based upon the achieveofiglevelopment milestones, and to a minimumipordf the Company’s purchasing
allocations for the component. Expenses incurretigaid to the development partner are includegsearch and development expense in the
accompanying condensed consolidated statemenfseodtions.

Comprehensive Loss

ASC Topic 220 establishes standards for reportimijdisplaying comprehensive income and its compigniarthe condensed consolida
financial statements. Accumulated other comprelvenisiss includes unrealized gains or losses orsinvents.

Risks and Uncertainties

The Company has invested and expects to continimést a significant portion of its research aegelopment budget into the design of
ASIC devices, including the HyperCloud™ memory staibsm. This new design and the products it is iporated into are subject to increased
risks as compared to the Company’s existing pradu¢he Company may be unable to achieve customaarket acceptance of the
HyperCloud™ memory subsystem or other new prodoctachieve such acceptance in a timely mannee Gdmpany has experienced a
longer qualification cycle than anticipated with HyperCloud™ memory subsystems, and as of Octbld911 the product has not generated
significant revenue relative to the Company'’s inmeant in the product. The Company has enteredciolaborative agreements with both
Hewlett-Packard Company (“ HP”) and InternationakBiess Machines (“IBM”) pursuant to which theseMBEhave agreed to cooperate with
the Company in efforts to qualify HyperCloud™ faeuin their respective products. If qualificatisrachieved by one or both of these OEMs,
the qualifying OEM will engage with the Companyj@nt marketing and further product developmenogf. The Company and each of the
OEMs have committed financial and other resouroestd the collaboration. There can be no assurdratehe efforts undertaken pursuant to
either of the collaborative agreements will resuliny new revenues for the Company . Furtherydeda any failure in placing or qualifying
this product with HP, IBM or other potential custers would adversely impact the Company’s resultgpafrations.

The Company’s operations in the People’s Repulilichona (“PRC")are subject to various political, geographical andnomic risks ar
uncertainties inherent to conducting business im&hrhese include, but are not limited to, (i)gmdtal changes in economic conditions in the
region, (i) managing a local workforce that mapjset the Company to uncertainties or certain raiguy policies, (iii) changes in other
policies of the Chinese governmental and regulaagencies, and (iv) changes in the laws and psligieghe U.S. government regarding the
conduct of business in foreign countries, generailtyin China, in particular. Additionally, the @lese government controls the procedures by
which its local currency, the Chinese Renminbi (“BW] is converted into other currencies and by vahiévidends may be declared or capital
distributed for the purpose of repatriation of éags and investments. If restrictions in the casia of RMB or in the repatriation of earnings
and investments through dividend and capital distidn restrictions are instituted, the Companysrations and operating results may be
negatively impacted. Restricted net assets o€ibmpany’s subsidiary in the PRC totaled $0.6 millimd $2.0 million at October 1, 2011 and
January 1, 2011, respectively.
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Foreign Currency Re-measurement

The functional currency of the Company’s foreigbsidiary is the U.S. dollar. Local currency finaalgtatements are re-measured into
U.S. dollars at the exchange rate in effect ab@bialance sheet date for monetary assets anlitigsbénd the historical exchange rate for
nonmonetary assets and liabilities. Expenses amgegesured using the average exchange rate foetiwdpexcept items related to
nonmonetary assets and liabilities, which are rasuged using historical exchange rates. All re-measent gains and losses are included in
determining net loss.

Net Loss Per Share

Basic net loss per share is calculated by dividiegloss by the weighted-average common sharetaadiag during the period, excluding
unvested shares issued pursuant to restricted atvamels under our share-based compensation plihged net loss per share is calculated by
dividing the net loss by the weighted-average sharel dilutive potential common shares outstandingng the period. Dilutive potential
shares consist of dilutive shares issuable upoetkecise or vesting of outstanding stock optiams restricted stock awards, respectively,
computed using the treasury stock method. In perid losses, basic and diluted loss per sharthareame, as the effect of stock options and
unvested restricted share awards on loss per ghanti-dilutive.

New Accounting Pronouncements

In May 2011, the FASB issued Accounting Standargddte (“ASU”) No. 2011-4, Fair Value Measuremem§U 11-4"). ASU 11-4
amends existing guidance to achieve convergenceasurement and disclosure between U.S. Generatlgpied Accounting Standards
(“GAAP") and International Financial Reporting Steands (“IFRS”). ASU 11-4 is effective for fiscabgr 2012. The Company is currently
evaluating the impact that ASU 11-4 will have andbnsolidated financial statements.

In June 2011, the FASB issued ASU No. 2011-5, Cefmgmsive Income (“ASU 11-5"). ASU 11-5 amends tixisguidance to increase
the prominence of items reported in other comprsiverincome and to facilitate convergence of U.8AB and IFRS. ASU 11-5 is effective
for fiscal year 2012. The Company is currentlyleating the impact that ASU 11-4 will have on itmeolidated financial statements.

Note 3—Supplemental Financial Information

Inventories

Inventories consist of the following (in thousands)

October 1, January 1,
2011 2011
Raw materials $ 5817 $ 2,631
Work in proces: 857 171
Finished good 2,208 1,707
$ 8871 $ 4,50¢
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Warranty Liabilities

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

Nine Months Ended

October 1, October 2,
2011 2010
Beginning balanc $ 194 $ 24C
Charged to costs and expen 281 17¢€
Cost of warranty claim (300) (214)
Ending balanci 17t 202
Less current portio (87) (117)
Long-term warranty obligation $ 88 $ 85

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

Facility Relocation Costs

The following table summarizes the activity relatedhe Company’s accrual for facility relocatiomsts during the period indicated (in
thousands):

Nine Months Ended

October 1, October 2,
2011 2010
Beginning balanc $ —  $ 84
Reduction in expected cos — (28)
Net payment: — (10)
Ending balanc $ — 3 46

As a result of the relocation of the Company’s dsticeheadquarters and manufacturing facility dutimgthird quarter of 2007, the
Company vacated its previous manufacturing facilitye Company subleased this facility, but remaiolglithated under a non-cancellable
operating lease through November 2010. In accorlaith ASC Topic 420, the Company recorded a natgd and related liability of
approximately $134,000 in 2007, which approximatexlestimated fair value of the net remaining lgzsaments. At the conclusion of the
master lease and sublease terms, the Company degdrthat its original estimates regarding theragtaining lease payments exceeded its
actual liability by approximately $33,000. Accardly, the excess accrual was reversed, and thiétleor facility relocation was reduced to
zero at January 1, 2011.

In May 2009, the Company entered into an agreetmoesublease a portion of its new domestic headgrgfacility to another tenant
a discount from the rent required under its leasaroitment. As a result, the Company recorded aitiadel charge of approximately
$61,000. In February 2010, the sublessor vacatedpace that it had subleased. The Company degstrthat the space could be used in its
operations. As a result, the Company reversedoappately $28,000 of its accrual for facility relmon costs, and the liability was reduced to
zero at January 1, 2011.

The expenses and reversal of accruals describaeg @ve included as a component of selling, gersrdladministrative expense in the
accompanying condensed consolidated statemenfseodtions.
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Comprehensive Loss

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

Three Months Ended Nine Months Ended
October 1, October 2, October 1, October 2,
2011 2010 2011 2010

Net loss $ (2,039 $ (4,939 $ (5,379 $ (11,879
Other comprehensive los
Unrealized loss transferred from otl

comprehensive loss to earnir — — 59 —
Net unrealized loss on investments, net ol (7 (D — (48)
Total comprehensive lo: $ (1,046 $ (4,940 $ (5319 $ (11,926

Accumulated other comprehensive loss reflectechercbndensed consolidated balance sheets at Odtop@t1 and January 1, 2011,
represents accumulated net unrealized losses estments.

Computation of Net Loss Per Share

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

Three Months Ended Nine Months Ended
October 1, October 2, October 1, October 2,
2011 2010 2011 2010
Numerator: Net los $ (1,039) $ (4,939 $ (5,372 $ (11,879
Denominator: Weighte-average commo
shares outstanding, basic and dil 25,02¢ 24,79¢ 24,96¢ 23,42:
Net loss per share, basic and dilu $ 0.0 $ (020 $ 0.29) $ (0.59)

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, and the exercise of warrants peted using the treasury stock method.
These potential common shares have been excludedtfre diluted net loss per share calculations alaevtheir effect would be anti-dilutive
for the periods then ended (in thousands):

Three Months Ended Nine Months Ended
October 1, October 2, October 1, October 2,
2011 2010 2011 2010
Common share equivaler 1,33¢ 1,77¢ 1,48¢ 1,97¢

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

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

Three Months Ended Nine Months Ended
October 1, October 2, October 1, October 2,
2011 2010 2011 2010
Customer:
Customer A 67% 69% 67% 53%
Customer E *% 13% *% 25%

* less than 10% of net sales

The Company’s accounts receivable are concentvatbdwo customers at October 1, 2011 and JanugP911, representing
approximately 73% and 12% and 75% and 13%, resdygtiof aggregate gross receivables. A significadtiction in sales to, or the inability
to collect receivables from, a significant custoroeuld have a material adverse impact on the Cognpahe Company mitigates risk
associated with foreign receivables by purchasorgprehensive foreign credit insurance.

Cash Flow Information

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

Nine Months Ended

October 1, October 2,
2011 2010
Supplemental disclosure of r-cash investing and financing activitit
Purchase of equipment not paid for at the endeptriod $ 3 % 27C
Debt financed acquisition of ass: $ 16 $ 19¢
Change in unrealized (gain) loss from investmemtaarketable securitie $ 58 $ 48

Note 4—Fair Value Measurements

The following tables detail the fair value measueats within the fair value hierarchy of the Compargssets (in thousands):

Fair Value Measurements at October 1, 2011 Using

Quoted Prices Significant
in Active Other Significant
Fair Value at Markets for Observable Unobservable
October 1, Identical Assets Inputs Inputs
2011 (Level 1) (Level 2) (Level 3)
Money market mutual func $ 552 $ 552/ $ — $ —
Auction and variable floating rate not 45C — — 45C
Total $ 597/ $ 552: $ — $ 45C
Fair Value Measurements at January 1, 2011 Using
Quoted Prices Significant
in Active Other Significant
Fair Value at Markets for Observable Unobservable
January 1, Identical Assets Inputs Inputs
2011 (Level 1) (Level 2) (Level 3)
Money market mutual func $ 12,65: $ 12,65: $ — 3 —
Corporate notes and bon 824 — 824 —
Auction and variable floating rate nof 89C — — 89C
Total $ 14,36¢ $ 12,65: $ 824 $ 89C
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The following tables summarize the Company’s assetasured at fair value on a recurring basis asepted in the Company’s
condensed consolidated balance sheets at OctoBéi1,and January 1, 2011:

Fair Value Measurements at October 1, 2011 Using

Quoted Prices in Significant Other Significant
Fair Value at Active Markets for Observable Unobservable
October 1, Identical Assets Inputs Inputs
2011 (Level 1) (Level 2) (Level 3)
Cash equivalent $ 552/ $ 552¢ $ — 3 —
Long-term marketable securiti 45C — — 45(
Total assets measured at fair ve $ 5974/ $ 552/ § — $ 45C
Fair Value Measurements at January 1, 2011 Using
Quoted Prices in Significant Other Significant
Fair Value at Active Markets for Observable Unobservable
January 1, Identical Assets Inputs Inputs
2011 (Level 1) (Level 2) (Level 3)
Cash equivalent $ 12,65 $ 12,65 $ — $ —
Shor-term marketable securiti 824 — 824 —
Long-term marketable securiti 89C — — 89C
Total assets measured at fair v $ 14,36¢ $ 12,65« $ 824 $ 89C

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

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

Nine Months Ended

October 1, October 2,
2011 2010
Beginning balanc $ 89C $ 941
Sales of availab-for-sale marketable securiti (440) —
Realized loss included in other income (expenss) (59 —
Unrealized loss transferred from other comprehenkigs to earning 59 —
Unrealized loss included in other comprehensive — (47)
Ending balanc: $ 45C $ 894
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Note 5—Investments in Marketable Securities

Investments in marketable securities consist ofdhewing (in thousands):

October 1, 2011

Net
Amortized Unrealized Fair
Cost Gain (Loss) Value
Auction and variable floating rate nof $ 502 $ (52) $ 45(
January 1, 2011
Net
Amortized Unrealized Fair
Cost Gain (Loss) Value
Corporate notes and bon $ 824 $ — 3 824
Auction and variable floating rate not 1,001 (111) 89C
$ 1,82t $ (111) $ 1,71¢

Realized gains and losses on the sale of investnirrmarketable securities are determined usingpleeific identification method.
Net realized gains and losses recorded were noifis@nt in any of the periods reported up

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

October 1, 2011
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 $ — $ — 3 45C $ (52

January 1, 2011
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 $ — 3 — 8 89C $ (117

As of October 1, 2011, the Company held one investrthat was in an unrealized loss position. Adavfuary 1, 2011, the Company |
two investments that were in an unrealized los&ipas

16




Auction Rate Securities

Disruptions in the credit market continue to adebrsffect the liquidity and overall market for dioo rate securities. As of October 1,
2011, the Company held one investment in a Ba&t rfiction rate debt securities of a municipaliihwa total purchase cost of $0.5 million.
An additional A3 rated debt obligation backed bylgmf student loans guaranteed by the U.S. Depauttiof Education with a total purchase
cost of $0.5 was owned at January 1, 2011, anaskspof in June 2011 for a realized loss of $59,000

The Company does not believe that the currenuilliy of its remaining investment in auction raturities will materially impact its
ability to fund its working capital needs, capiadpenditures or other business requirements. Tinep@oy, however, remains uncertain as to
when full liquidity will return to the auction ratearkets, whether other secondary markets will imecavailable or when the underlying
security may be called by the issuer. Given theskeather uncertainties, the Company’s investmengaiction rate securities have been
classified as long-term investments in marketabtaigties in the accompanying unaudited condenserddatidated balance sheets. The
Company has concluded that the estimated grosslireé losses on these investments, which totglpdoaimately $50,000 and $111,000 at
October 1, 2011 and January 1, 2011, respectiaetytemporary because (i) the Company believeghkdiquidity limitations that have
occurred are due to general market conditionsth@)remaining auction rate security continuesg@ba high credit quality and interest is paid
as due and (iii) the Company has the intent anlityato hold this investment until a recovery iretmarket occurs.

Other Investments in Marketable Securities

The Company maintains an investment portfolio afouss holdings, types and maturities. The Compangsts in instruments that meet
high quality credit standards, as specified innt&stment policy guidelines. These guidelines gahelimit the amount of credit exposure to
any one issue, issuer or type of instrument. Eiolyits auction rate securities, there were n@aliwed gains or losses at October 1, 2011 or
January 1, 2011.

The following table presents the amortized costfairdvalue of the Company’s investments in markktaecurities classified as
available-for-sale at October 1, 2011 by contrdatueturity (in thousands):

October 1, 2011
Amortized Fair
Cost Value

Maturity
Greater than two year: $ 50z $ 45C

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

Note 6—Credit Agreement

On October 31, 2009, the Company entered into ditagreement with Silicon Valley Bank, which wasended on March 24, 2010,
June 30, 2010, September 30, 2010, May 11, 201RAagdst 10, 2011 (the “Credit Agreement”). Curignthe Credit Agreement provides
that the Company can borrow up to the lesser @Q® of eligible accounts receivable, or (ii) $1Mllion. The Company has the option to
increase credit availability to $15.0 million atyaime through the maturity date of September 81,3 subject to the conditions of the Credit
Agreement.

The Credit Agreement contains an overall sublirhi310.0 million to collateralize the Company’s cogient obligations under letters
of credit, foreign exchange contracts and cash gemant services. Amounts outstanding under theathaiblimit reduce the amount
available pursuant to the Credit Agreement. Atdbet 1, 2011, letters of credit in the amount aB$8illion were outstanding. The letters of
credit expired in October 2011, and were renewe®2d0 million through October 31, 2012.
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Interest on the line of credit provided by the Gréddjreement is payable monthly at either (i) priples 1.25%, as long as the Company
maintains $8.5 million in revolving credit availéityi plus unrestricted cash on deposit with thekham (ii) prime plus 2.25%. Additionally,
the Credit Agreement requires payments for an uhlise, as well as anniversary and early termimatées, as applicable.

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

Three Months Ended Nine Months Ended
October 1, October 2, October 1, October 2,
2011 2010 2011 2010
Interest expens $ 10 $ 12 % 12 % 36
October 1, January 1,
2011 2011
Availability under the revolving line of crec $ 431t % 5,10(
Outstanding borrowings on the revolving line ofditt — —
Amounts reserved under credit sublin (2,82)) (2,900
Unutilized borrowing availability under the revahgj line of credi $ 1497 % 2,20(

In connection with the September 30, 2010 amendtoeiie Credit Agreement, Silicon Valley Bank exted a $1.5 million term loan,
which bears interest at a rate of prime plus 2.@®¥ctive with the August 10, 2011 amendment (“Témman 1”). The Company is required to
make monthly principal payments of $41,666 of awer36 month term of the loan, or $0.5 million aallyy Term Loan | matures in
September 2013. In May 2011, Silicon Valley Barteaded an additional $3.0 million term loan (“Telwan 11”), and extended the term of
the existing credit facility through September 20T3he Term Loan Il bears interest at a rate ahprplus 2.75%, effective with the August 10,

2011 amendment, and is payable in equal installsnef$125,000 over the 24 month term of the loau$105 million annually. Term Loan Il
matures in May 2013.

The term loans are classified in long-term delithanaccompanying condensed consolidated balane¢sshe

Obligations under the Credit Agreement are sechyedl first priority lien on the Company’s tangileed intangible assets.

The Credit Agreement subjects the Company to eeaffirmative and negative covenants, includingficial covenants with respect to

the Company’s liquidity and tangible net worth aestrictions on the payment of dividends. As ofdber 1, 2011, 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 thoonds):

October 1, January 1,
2011 2011

Term Loan | $ 1,00 $ 1,37¢
Term Loan I, net of unamortized issuance cost4f 2,45: —
Obligations under capital leas 217 362
3,67( 1,737

Less current portio (2,079 (674)
$ 1591 $ 1,06:

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

Three Months Ended Nine Months Ended
October 1, October 2, October 1, October 2,
2011 2010 2011 2010
Interest expens $ 62 % 5 $ 144 $ 11

Note 8—Income Taxes

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

Three Months Ended Nine Months Ended
October 1, October 2, October 1, October 2,
2011 2010 2011 2010
Provision (benefit) for income tax $ 2 $ 12 $ 3 % (719
Effective tax rate —% (0.2)% —% 5.7%

The Company evaluates whether a valuation allowahoeld be established against its deferred teetabsised on the consideration o
available evidence using a “more likely than nadinelard. Due to uncertainty of future utilizatidime Company has provided a full valuation
allowance as of October 1, 2011 and January 1,.28&tordingly, no benefit has been recognizechetrdeferred tax assets, including net
operating losses that cannot be realized curretdlgarryback to periods of taxable income.

During the nine months ended October 2, 2010, thragany carried back approximately $1.7 million odgs net operating losses under
the Worker, Homeownership, and Business Act andived a federal income tax refund of approxima®gly7 million.

The Company had unrecognized tax benefits at OctbliZ011 and January 1, 2011 of approximately $tilflon that, if recognized,
would affect the Company’s annual effective taxerat

Note 9—Commitments and Contingencies
Patent Claims

In May 2008, the Company initiated discussions v@tiogle, Inc. (“Google”) regarding the Compasiglaim that Google has infringed
a U.S. patent owned by the Company, U.S. Paten?7/289,386 (“the '386 patent”), which relates getlgrto rank multiplication in memory
modules. On August 29, 2008, Google filed a dettaygudgment lawsuit against the Company in th8.WDistrict Court for the Northern
District of California, seeking a declaration ti&togle did not infringe the '386 patent and tha&t ‘886 patent is invalid. Google is not seeking
any monetary damages. On November 18, 2008, thep@ayrfiled a counterclaim for infringement of ti886 patent by Google. Claim
construction proceedings were held on NovembeR@@9, and the Company prevailed on every dispustheonstruction issue. On June 1,
2010, the Company filed a motion for summary judghwé patent infringement and a motion for summadgment
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to dismiss Google’s affirmative defenses based etlidt's activities in the JEDEC standasdtting organization. The hearings for these ms
have been postponed indefinitely by the Court. ®pt&mber 1, 2010, the United States Patent ancefirak Office ("USPTQO”) granted
Google’s request for reexamination of the '386 pat®n September 14, 2010, the Court granted Gogquest to stay the litigation pending
the conclusion of the reexamination by the USPTO® G@tober 20, 2010, Smart Modular, Inc. (“SMOD'lefl a request for reexamination of
the '386 patent with the USPTO. In January 201& WBPTO granted SMOB'request for reexamination. The two reexaminatiegsested L
Google and SMOD were merged by the USPTO intoglesiproceeding on March 3, 2011 and a Non-Finalokctvas issued by the USPTO
on April 6, 2011. The Company filed its resporsé¢hie Non-Final Action on July 6, 2011, and SMOIRdiits comments on the Company’s
response on October 26, 2011. The Company intendgorously pursue its infringement claims aga®sogle and to continue to vigorously
defend its patent rights in the USPTO.

On September 22, 2009, the Company filed a patdrmgement lawsuit against Inphi Corporation (‘i) in the U.S. District Court for
the Central District of California. The suit allegéhat Inphi is contributorily infringing and acdlly inducing the infringement of a U.S. patent
owned by the CompanyJ.S. Patent No. 7,532,537 (“the '537 patent”), vihielates generally to memory modules with loathisan and
memory domain translation capabilities. The Comparseeking damages and injunctive relief basebhphi’s use of its patented technology.
On December 22, 2009, the Company filed an Amei@tedplaint against Inphi asserting claims of patefiingement based on two
additional patents, U.S. Patent No. 7,619,912 ("#i2 patent”), which is related to the '386 patantl relates generally to rank multiplication,
and U.S. Patent No. 7,636,274 (“the '274 patemtBich is related to the '537 patent and relateseggly to load isolation and memory domain
translation technologies. Inphi has denied infringat and has asserted that the patents-in-suiteabd. On April 19, 2010, Inphi filed
requests for reexamination of the three patentiih-and on April 21, 2010, Inphi filed a papetiwithe USPTO intended to provoke an
interference proceeding on the three patents-in-$aphi then filed a motion to stay the lawswhich was granted on May 18, 2010. On
September 1, 2010, in the reexamination of the j{@dt2nt, the USPTO confirmed the patentabilitylbfifdy-one claims of the '912 patent.

On December 4, 2009, the Company filed a patenhgégment lawsuit against Google in the U.S. Dist@ourt for the Northern District
of California, seeking damages and injunctive fdleesed on Google’s infringement of tH84.2 patent. On February 11, 2010, Google answ
the Company’s complaint and asserted counterclagaist the Company seeking a declaration thgtdtent is invalid and not infringed, and
claiming that the Company committed fraud, negltgaisrepresentation and breach of contract basddedlist’s activities in the JEDEC
standard-setting organization. The counterclainkseaspecified compensatory damages. On Octoban@@ctober 21, 2010, respectively,
SMOD and Google each filed requests for reexanonadf the '912 patent, which were each grantedgitudry 2011. On January 26, 2011, the
Court granted the parties’ joint request to stayphtent infringement lawsuit against Google uhgl completion of the reexamination
proceedings. On February 28, 2011, the USPTO rddlgelatter two reexaminations and the Inphi re@ration into a single proceeding. A
Non-Final Action in the merged reexamination procegdiated April 4, 2011 stated that the USPTO regectaims 1-20 and 22-51 and
confirmed the patentability of claim 21 of the '9fa&tent. The Company filed its response to the-Noal Action on July 5, 2011, and Inphi,
Google, and SMOD filed their comments on the Corg{saresponse on August 29, 2011. The USPTO mailsecond Non-Final Action in
the merged reexamination proceeding on Octobe?2d#41, which confirmed the patentability of twentgims of the '912 patent. The
Company intends to vigorously pursue its infringetr@aims against Inphi and Google and to contiouggorously defend its patent rights in
the USPTO.

With regard to the '537 patent, Inphi’s requestriEgxamination was granted and a Non-Final Actias i8sued on September 8, 2010 by
the USPTO. The Company filed its response on @et8b2010, Inphi filed its comments on Novembe2®,0, and the USPTO issued an
Action Closing Prosecution (“ACP”) on June 21, 20The Company filed its response to the ACP onusti@2, 2011, and Inphi filed its
comments on the Company’s response on Septemb2021, The Company intends to vigorously purssignfringement claims against Inphi
and to continue to vigorously defend its patentitsgn the USPTO.

With regard to the '274 patent, Inphi’s requestri@gxamination was granted on August 27, 2010.cA-Ninal Action was issued on
September 27, 2011 by the USPTO, and the Compkaayifs response on October 27, 2011.

On September 14, 2011, SMOD filed a request forae®nation of U.S. Pat. No. 7,864,627, issued éo@ompany on January 4, 2011,
which is related to the '912 patent. The USPTOr@syet made a decision regarding whether to grastrequest.

On November 30, 2009, Inphi filed a patent infringgnt lawsuit against the Company in the U.S. Qistiourt for the Central District of
California alleging infringement of two Inphi patsrgenerally related to memory module output bsffeédn April 18, 2011 the Court dismis
the entire case without prejudice pursuant tort jglipulation filed by Inphi and the Company unddrich each party agreed to bear its own
costs and attorney’s fees. The case is now closed.
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On March 24, 2010, Ring Technologies Enterprides fa patent infringement lawsuit in the U.S. Dit€ourt for the Eastern District of
Texas against Dell, Inc. (“Dell”) and its supplierShe suit alleged that the Company and forty-42) other defendants infringed on its U.S.
Patent No. 6,879,526. On July 18, 2011 the Cdsmidsed all claims in this action against the Canyp without prejudice, with each party to
bear its own costs, expenses and attorney’s fEes.case against the Company is now closed.

Other Contingent Obligations

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

Note 10—Stockholders’ Equity
Common Stock

During the nine months ended October 1, 2011, thragany cancelled 37,422 shares of common stocledatiapproximately $77,000
in connection with its obligation to holders oftrécted stock to withhold the number of shares nexglito satisfy the holders’ tax liabilities in
connection with the vesting of such shares.

Stock-Based Compensation

The Company has stock-based compensation awarsisoding pursuant to the Amended and Restated R0y Incentive Plan
(the “2000 Plan”) and the Amended and Restated Ffifty Incentive Plan (the “2006 Plan”), under @ha variety of option and direct
stock-based awards may be granted to employeesaramployees of the Company. Further grants ulge2000 Plan were suspended upon
the adoption of the 2006 Plan. In addition to alsanade pursuant to the 2006 Plan, the Compangdieaily issues inducement grants out
the 2006 Plan to certain new hires.

Subject to certain adjustments, as of October 112the Company was authorized to issue a maxinfuty205,566 shares of comm
stock pursuant to awards under the 2006 Plan. Maatmum number will automatically increase on tingt fday of each subsequent calendar
year by the lesser (i) 5.0% of the number of shares of common stoeik #ne issued and outstanding as of the first fittyeocalendar year,
and (ii) 1,200,000 shares of common stock, suligeatjustment for certain corporate actions. Atober 1, 2011, the Company had 181,840
shares available for grant under the 2006 PlanOdbber 1, 2011, an additional 180,000 shares vemerved for issuance upon exercise of
inducement grants. Options granted under the Z0@0, the 2006 Plan and outside the equity incerglans primarily vest at a rate of at least
25% per year over four years and expire 10 years the date of grant. Restricted stock awardsinesight equal increments at intervals of
approximately six months from the date of grant.
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A summary of the Company’s common stock optionvégtfor the nine months ended October 1, 201Irésented below (shares in
thousands):

Options Outstanding

Weighted-

Average

Number of Exercise

Shares Price

Options outstanding at January 1, 2! 4,63 $ 2.57
Options grante: 1,39¢ 2.2¢
Options exercise (201) 0.3¢
Options cancelle (260) 2.9t
Options outstanding at October 1, 2( 556¢ § 2.5¢

The intrinsic value of options exercised in theeninonths ended October 1, 2011 was $0.4 million.

A summary of the Company’s restricted stock awasief and for the nine months ended October 1, #)ffesented below (shares in
thousands):

Restricted Stock Outstanding

Weighted-
Average

Grant-Date

Number of Fair Value

Shares per Share
Balance outstanding at January 1, 2 42€ $ 3.4¢€
Restricted stock grante 24 1.51
Restricted stock forfeite (13 3.31
Restricted stock veste (11¥¢) 3.47
Balance outstanding at October 1, 2! 31¢ $ 3.32

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

Nine Months Ended

October 1, October 2,
2011 2010
Expected term (in year 6.C B3
Expected volatility 13€% 14€%
Risk-free interest rat 2.1% 2.1%&%
Expected dividend — —
Weighte-average grant date fair value per st $ 2.0 $ 3.07

The fair value per share of restricted stock grantalculated based on the fair value of the Camijsacommon stock on the respective
grant dates. The weighted-average fair value Iparesof the restricted stock granted in the ninathmended October 1, 2011 and October 2,
2010 was $1.51 and $3.46 respectively, calculadsedb on the fair market value of the Company’s comstock on the respective grant dates.

At October 1, 2011, the amount of unearned stodetb@ompensation currently estimated to be expensedfiscal 2011 through fiscal
2014 related to unvested common stock options estticted stock awards is approximately $3.7 millioet of estimated forfeitures. The
weighted-average period over which the unearnezkdiased compensation is expected to be recognizgapi®ximately 3.0 years. If there
any modifications or cancellations of the underdyimvested awards, the Company may be requirecctlexate, increase or cancel any
remaining unearned stock-based compensation expense

Note 11—Segment and Geographic Information

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

At October 1, 2011 and January 1, 2011, approxim&®e8 million and $2.3 million, respectively, tife Company’s net long-lived assets
were located in the PRC.
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Iltem 2. Management’s Discussion and Analysis &inancial Condition and Results of Operations
Cautionary Statement

The following discussion and analysis of our finahcondition and results of operations should bad in conjunction with our
Unaudited Condensed Consolidated Financial Statésnamd the related notes thereto contained in Rdtem 1 of this Report. The
information contained in this Quarterly Report oarth 10-Q is not a complete description of our bassor the risks associated with an
investment in our common stock. We urge you tdadéyreeview and consider the various disclosuregimby us in this Report and in our
other reports filed with the Securities and Excha@mmission, or SEC, including our Annual ReporForm 10-K for the fiscal year ended
January 1, 2011 and subsequent reports on Fc-K, which discuss our business in greater detail.

This report contains forward-looking statementsameting future events and our future performancéese forward-looking
statements involve risks and uncertainties thatccoause actual results to differ materially fronose expected or projected. These risks and
uncertainties include, but are not limited to cowiing development, qualification and volume progucbf EXPRESSvault™, NVvault™ and
HyperCloud™; the rapidl-changing nature of technology; risks associatetthitellectual property, including the costs angpredictability
of litigation over infringement of our intellectuptoperty and the possibility of our patents beiagxamined by the USPTO; volatility in the
pricing of DRAM ICs and NAND; changes in and unaiettty of customer acceptance of, and demand foregisting products and produc
under development, including uncertainty of andfelays in product orders and product qualificatipdslays in our and our customers’
product releases and development; introductionsesf products by competitors; changes in-user demand for technology solutions; our
ability to attract and retain skilled personnel; roeliance on suppliers of critical components amhdors in the supply chain; fluctuations in
the market price of critical components; evolvindustry standards; and the political and regulateryvironment in the PRC. Other risks and
uncertainties are described under the heading “Fiaktors” in Part Il, Item 1A of this Quarterly Rept on Form 108, and similar discussio
in our other SEC filings. Except as required by ,lave undertake no obligation to revise or updatbligly any forward-looking statements for
any reason.

Overview

We design, manufacture and sell high-performamtelligent memory subsystems for datacenter semdrigh-performance
computing and communications markets. Our memolgystems consist of combinations of dynamic randoogss memory integrated
circuits (“DRAM ICs” or “DRAM"), NAND flash memory(“NAND"), application-specific integrated circui{SASICs") and other components
assembled on printed circuit boards (“PCBs”). Wenprily market and sell our products to leadingioral equipment manufacturer (“OEM”)
customers. Our solutions are targeted at appdicativhere memory plays a key role in meeting sygterformance requirements. We level
a portfolio of proprietary technologies and dedigechniques, including efficient planar design, ral&ive packaging techniques and custom
semiconductor logic, to deliver memory subsysterntlk tigh memory density, small form factor, highrsal integrity, attractive thermal
characteristics and low cost per bit. Unless th&text otherwise requires, all references in thepdtt to “we,” “us,” “our,” “the Company,” or
“Netlist” refer to Netlist, Inc. and its subsidiasi.

Products

In November 2009, we introduced HyperCloud™ DDR3muey technology. HyperCloud™ utilizes an ASIC dg@pthat
incorporates Netlist patented rank multiplicatienttnology that increases memory capacity and leddation functionality that increases
memory bandwidth. We expect that this technologiymake possible improved levels of performancerfemory intensive datacenter
applications and workloads, including enterprigéuailization, cloud computing infrastructure, besia intelligence real-time data analytics,
and high performance computing. HyperCloud™ meni®heing evaluated by several of our OEM custorfarsse in their server products.
HyperCloud™ is interoperable with JEDEC standardR3Dnemory modules. Our HyperCloud™ products asigaed to allow for
installation in servers without the need for a BI€@¥fange. As such, their anticipated sales launcloi dependent on the design plans or
product cycle of our OEM customers. However, weehaxperienced a longer qualification cycle thaticgrated.

In November 2011, we introduced the world’s fir@GB two-virtual rank RDIMM integrating HyperCloud With our proprietary
Planar-X technology. The new memory modules enaple 768GB of DRAM memory in next generation tpr@cessor servers.
Additionally , we announced collaborative agreeraamith each of Hewlett-Packard Company (“HP”) antéinational Business Machines
(“IBM™), pursuant to which these OEMs have agreeddoperate with us in efforts to qualify HyperGié¥4 memory products for use with
their respective products. If qualification is ssted by one or both of these OEMs, the qualify@igMs will engage with us in joint marketil
and further product development efforts. We arcthed the OEMs have committed financial and otlesources toward the collaboration.
However, the efforts undertaken under either ofcihiaborative agreements may not result in any rexenues for us.
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In February 2010, we announced general availatofitffVvault ™ battery-free, a non-volatile cache meynsubsystem targeting
RAID storage applications. NVvadlt  battery-freeyides server and storage OEMs a solution for ecéh datacenter fault recovery.
Unlike our traditional battery-powered fault toletaache product which relied solely on batteriepdwer the cache, NVvault  battery-free
utilizes a combination of DRAM for high throughpperformance and flash for extended data retentidre introduction of NVvault™
battery-free, as well as the launch of the curvension of the battery-powered module in connectiith Dell introduction of the PERC 7 line
of servers in December 2009, has resulted in RAIRroller subsystem revenues of $27.4 million, 2¥6of total revenues for the nine mon
ended October 1, 2011. This compares favorably $413.7 million in RAID controller subsystem revesuor 49% of total revenues for the
nine months ended October 2, 2010. Although reesimu2011 and 2010 have been primarily for shigmenDell, in the fourth quarter of
2010 we qualified NVvaulfM batterfyee with other OEMs, and we continue to pursuéhtirqualifications. We are also pursuing otheMC
and enddser opportunities with the introduction of EXPRES@t™ in March 2011 and the introduction of thetngeneration DDR3 NVvau

The remainder of our revenues arose primarily f@EM sales of custom memory modules, the majoritywloith were utilized in da
center and industrial applications. When develgginstom modules for an equipment product launehemgage with our OEM customers
from the earliest stages of new product definitjproyviding us unique insight into their full rangesystem architecture and performance
requirements. This close collaboration has alsmatl us to develop a significant level of systenyeetise. We leverage a portfolio of
proprietary technologies and design technique$ydirag efficient planar design, alternative packagiechniques and custom semiconductor
logic, to deliver memory subsystems with high speaghacity and signal integrity, small form factattractive thermal characteristics and low
cost per bit. Revenues from custom modules haekndel as a result of certain of our OEM produeicgiments nearing the end of their
product life. The reversal of this trend is depamtcon our ability to qualify our memory modulesrew platforms as current platforms reach
the end of their life cycles, and on the statehefglobal economy.

Consistent with the concentrated nature of the Qibtomer base in our target markets, a small nuwidarge customers have
historically accounted for a significant portionafr net sales. One customer represented apprain@it% of our net sales for the nine
months ended October 1, 2011. Two customers repred approximately 53% and 25%, respectively uofnet sales for the nine months
ended October 2, 2010.

Key Business Metrics

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

Net Sales. Net sales consist primarily of sales of our hpgifformance memory subsystems, net of a provisioedtimated returns
under our right of return policies, which generaliynge up to 30 days. We generally do not have-teng sales agreements with our
customers. Although OEM customers typically provigewith non-binding forecasts of future produanded over specific periods of time,
they generally place orders with us approximately weeks in advance of scheduled delivery. Sellinges are typically negotiated monthly,
based on competitive market conditions and theeotiprice of DRAM ICs and NAND. Purchase ordersggatly have no cancellation or
rescheduling penalty provisions. We often shippmaducts to our customers’ international manufaatusites. All of our sales to date,
however, are denominated in U.S. dollars. We adicegcess component inventory of DRAM ICs and NAMDdistributors and other users of
memory ICs. As compared to previous years, compangantory 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 aldowéed us to use components in a wider range
of memory subsystems. We expect that componenhtowesales will continue to represent a minimatipo of our net sales in future perio

Cost of Sales.Our cost of sales includes the cost of matemabmufacturing costs, depreciation and amortizatfosquipment,
inventory valuation provisions, stock-based compéos, and occupancy costs and other allocated foosts. The DRAM ICs and NAND
incorporated into our products constitute a sigatfit portion of our cost of sales, and thus out absales will fluctuate based on the current
price of DRAM ICs and NAND. We attempt to pass tigh such DRAM IC and NAND flash memory cost fludtaas to our customers by
frequently renegotiating pricing prior to the plant of their purchase orders. However, the salespof 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 inventemuch lower than the gross margin on our salesir memory subsystems. As a
result, fluctuations in DRAM IC and NAND inventosales as a percentage of our overall sales coylddhour overall gross margin. We
assess the valuation of our inventories on a guiattasis and record a provision to cost of sateseressary to reduce inventories to the lower
of cost or net realizable value.
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Research and DevelopmenResearch and development expense consists dyirnemployee and independent contractor
compensation and related costs, stock-based comtjEmsnon-recurring engineering fees, computeeaidesign software licenses, reference
design development costs, patent filing and priirdegal fees, depreciation or rental of evaluagguipment, and occupancy and other
allocated overhead costs. Also included in reseanchdevelopment expense are the costs of madedabverhead related to the production of
engineering samples of new products under developoreproducts used solely in the research andldpweent process. Our customers
typically do not separately compensate us for aeaigd engineering work involved in developing apgdiion-specific products for them. All
research and development costs are expensed aethcWe anticipate that research and developmearelitures will increase in future
periods as we seek to expand new product oppadeganihcrease our activities related to new andrgimg markets and continue to develop
additional proprietary technologies.

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

Critical Accounting Policies

The preparation of our condensed consolidated €imhstatements in conformity with accounting piphes generally accepted in the
U.S. requires us to make estimates and assumpliahaffect the reported amounts of assets anflitied and disclosures of contingent assets
and liabilities at the date of the condensed codatdd financial statements and the reported ansmfriiet sales and expenses during the
reporting period. By their nature, these estimatasassumptions are subject to an inherent deftagcertainty. We base our estimates on our
historical experience, knowledge of current cowdisi and our beliefs of what could occur in the faitconsidering 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 beditlve following critical accounting policies invelour more significant assumptions and
estimates used in the preparation of our condeosesblidated financial statements:

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

We generally use customer purchase orders anditracts as evidence of an arrangement. Deliveryrsowhen goods are shipped for
customers with FOB Shipping Point terms and upaeeipe for customers with FOB Destination termsyhich time title and risk of loss
transfer to the customer. Shipping documents aed tesverify delivery and customer acceptance. ¥éess whether the sales price is fixed or
determinable based on the payment terms assoeiétethe transaction and whether the sales prisaligect to refund. Customers are
generally allowed limited rights of return for up30 days, except for sales of excess componeahioxies, which contain no right-of-return
privileges. Estimated returns are provided fohattime of sale based on historical experiencecific identification of an event necessitat
a reserve. We offer a standard product warrantutaccustomers and have no other post-shipmentatigigs. We assess collectibility based on
the creditworthiness of the customer as determiayeckedit checks and evaluations, as well as tlseoauer’s payment history.

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

Fair Value of Financial InstrumentsOur financial instruments consist principallyaafsh and cash equivalents, investments in
marketable securities, accounts receivable, aceqayable, accrued expenses and debt instrum@titer than for certain investments in
auction rate securities and short-term corporatelbgthe fair value of our cash equivalents andstments in marketable securities is
determined based on quoted prices in active maf@etdentical assets or Level 1 inputs. Becaudéeir short-term nature, short-term
corporate bonds are not frequently traded. Alttotngre are
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observable quotes for these securities, the maaketaot considered active. Accordingly, the Yailues of these investments are based on
Level 2 inputs. The fair value of our auction rageurities is determined based on Level 3 infWtsrecognize transfers between Levels 1
through 3 of the fair value hierarchy at the begigrof the reporting period. We believe that therging values of all other financial
instruments approximate their current fair values tb their nature and respective durations.

Allowance for Doubtful AccountsWe perform credit evaluations of our customeirgfcial condition and limit the amount of credit
extended to our customers as deemed necessageierally require no collateral. We evaluate tHeecbbility of accounts receivable based
on a combination of factors. In cases where wexasgre of circumstances that may impair a specifstamer’s ability to meet its financial
obligations subsequent to the original sale, wén@dord an allowance against amounts due, anéltigeeduce the net recognized receivab
the amount that we reasonably believe will be ctdld. For all other customers, we record allowafeedoubtful accounts based primarily on
the length of time the receivables are past duedan the terms of the originating transaction dineent business environment and our
historical experience. Uncollectible accounts darged against the allowance for doubtful accowtsn all cost effective commercial means
of collection have been exhausted. Generally coedlit losses have been within our expectationglaagrovisions established. However, we
cannot guarantee that we will continue to expegesredit loss rates similar to those we have egpeéd in the past.

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

Inventories. We value our inventories at the lower of the aktwst to purchase or manufacture the inventoth®mnet realizable
value of the inventory. Cost is determined on agrage cost basis which approximates actual coatfoat-in, first-out basis and includes raw
materials, labor and manufacturing overhead. Ahdxdance sheet date, we evaluate ending invegtamgtities on hand and record a provi
for excess quantities and obsolescence. Among &ahtars, we consider historical demand and fotecedemand in relation to the inventory
on hand, competitiveness of product offerings, raadonditions and product life cycles when detemgirobsolescence 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 mate!
inventory. Once established, any write downs aresickered permanent adjustments to the cost basigraxcess or obsolete inventories.

A significant decrease in demand for our produotda result in an increase in the amount of exaessntory quantities on hand. In
addition, our estimates of future product demang prave to be inaccurate, in which case we may hianerstated or overstated the provision
required for excess and obsolete inventory. Irfukére, if our inventories are determined to bergakied, we would be required to recognize
additional expense in our cost of sales at the tifreeich determination. Likewise, if our inventarigre determined to be undervalued, we may
have over-reported our costs of sales in previen®gds 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 leguired to lower our selling prices to
reflect the lower current cost of our raw materiffisuch price decreases reduce the net realizathlee of our inventories to less than our cost,
we would be required to recognize additional expenur cost of sales in the same period. Althowghmake every reasonable effort to
ensure the accuracy of our forecasts of futureybdemand, any significant unanticipated changekemand, technological developments or
the market value of DRAM ICs or NAND could have atarial effect on the value of our inventories and reported operating results.

Impairment of Long-Lived Assetdle evaluate the recoverability of the carryintuesof long-lived assets held and used in our
operations for impairment on at least an annuaklmsvhenever events or changes in circumstameisate that their carrying value may not
be recoverable. When such factors and circumstasdsts we compare the projected undiscounted éutet cash flows associated with the
related asset or group of assets over their estinageful lives against their respective carryimgant. These projected future cash flows may
vary significantly over time as a result of incredsompetition, changes in technology, fluctuationdemand, consolidation of our customers
and reductions in average selling prices. If theyirag value is determined not to be recoverabdenffuture operating cash flows, the asset is
deemed impaired and an impairment loss is recodrizéhe extent the carrying value exceeds thenastid fair value of the asset. The fair
value of the asset or asset group is based on make= when available, or when unavailable, ocalisited expected cash flows.

Warranty Reserve.We offer product warranties generally rangingrfrone to three years, depending on the produchagdtiated
terms of purchase agreements with our customech Barranties require us to repair or replace dirfe@roduct returned to us during the
warranty period at no cost to the customer. Waigargre not offered on sales of excess
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inventory. Our estimates for warranty-related casésrecorded at the time of sale based on hisiaitd estimated future product return rates
and expected repair or replacement costs. Whilk sosts have historically been consistent betweeiogs and within our expectations and
provisions established, unexpected changes inréailtes could have a material adverse impact preqgeiring additional warranty reserves,
and adversely affecting our gross profit and groasgins.

Stock-Based CompensatioiWe account for equity issuances to non-employreascordance with ASC Topic 505. All transactions
in which goods or services are the consideratiorived for the issuance of equity instruments ao@anted for based on the fair value of the
consideration received or the fair value of theiggastrument issued, whichever is more reliablgasurable. The measurement date used to
determine the fair value of the equity instrumestid is the earlier of the date on which the thady performance is complete or the date on
which it is probable that performance will occur.

In accordance with ASC Topic 718, employee andcttirestock-based compensation expense recogniz@tydhe period is based on
the value of the portion of stock-based paymentrdsvthat is ultimately expected to vest duringpgbeod. Given that stock-based
compensation expense recognized in the condenssolatated statements of operations is based ordawdtimately expected to vest, it has
been reduced for estimated forfeitures. ASC Tof® requires forfeitures to be estimated at the tifingrant and revised, if necessary, in
subsequent periods if actual forfeitures diffenirthose estimates. Our estimated average forfaitites 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 Blackeles option pricing model.
The Black-Scholes model requires subjective assiomptegarding future stock price volatility ancpegted time to exercise, along with
assumptions about the risk-free interest rate apdceted dividends, all of which affect the estindafi@r values of our common stock option
awards. The expected term of options granted @utated as the average of the weighted vestinggend the contractual expiration date of
the option. This calculation is based on the safbor method permitted by the SEC in instancegevtiee vesting and exercise terms of
options granted meet certain conditions and whierigeld historical exercise data is available. Elpected volatility is based on the historical
volatility of our common stock. The ridkee rate selected to value any particular grabagsed on the U.S. Treasury rate that correspaonitis
expected term of the grant effective as of the datbe grant. The expected dividends assumptid@sed on our history and our expectations
regarding dividend payouts. We evaluate the assomgptised 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 vestingiporof the award, provided that the accumulated 0gnized as of any date at least equa
value of the vested portion of the award.

We recognize the fair value of restricted stock @msassued to employees and outside directorak-stased compensation expense
on a straight-line basis over the vesting periodtie last separately vesting portion of the awarfésir value is determined as the difference
between the closing price of our common stock engifant date and the purchase price of the resdrigtibock award, if any, reduced by
expected forfeitures.

If there are any modifications or cancellationshef underlying vested or unvested stock-based aywarel may be required to
accelerate, increase or cancel any remaining uedatock-based compensation expense, or recorticeddiexpense for vested stock-based
awards. Future stock-based compensation expedsan@arned stock- based compensation may incredlke extent that we grant additional
common stock options or other stock-based awards.

Income Taxes.Deferred tax assets and liabilities are recoghinaeflect the estimated future tax effects afifa deductible or
taxable amounts attributable to events that haee becognized on a cumulative basis in the condetsesolidated financial statements,
calculated at enacted tax rates for expected peobdealization. We regularly review our defertar assets for recoverability and establish a
valuation allowance, when determined necessargdas historical taxable income, projected futaseble income, and the expected timing
of the reversals of existing temporary differend&scause we have operated at a loss for an exterediexd of time, we did not recognize
deferred tax assets related to losses incurre@lif.2 Benefits recognized in 2010 were limitedhose made available as a one-time carry-back
through economic recovery legislation. In the fatuf we realize a deferred tax asset that culyreatrries a valuation allowance, we may
record an income tax benefit or a reduction to inedax expense in the period of such realization.

ASC Topic 740 prescribes a recognition thresholtlrmeasurement requirement for the financial stateémeeognition of a tax
position that has been taken or is expected takenton a tax return and also provides guidanaeearecognition, classification, interest and
penalties, accounting in interim periods, disclesand transition. Under ASC Topic 740 we may @eljognize or continue to recognize tax
positions that meet a “more likely than not” threlsh
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The application of tax laws and regulations is sabjo legal and factual interpretation, judgmerd ancertainty. Tax laws and
regulations themselves are subject to change @sudt of changes in fiscal policy, changes in liegjisn, the evolution of regulations and court
rulings. Therefore, the actual liability for U.S.foreign taxes may be materially different fronr @estimates, 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
October 1, October 2, October 1, October 2,
2011 2010 2011 2010
Net sales 10C% 10C% 10C% 10C%
Cost of sale: 66 71 68 76
Gross profit 34 29 32 24
Operating expense
Research and developmt 24 47 26 40
Selling, general and administrati 15 28 18 29
Total operating expens: 40 75 44 70
Operating los! (6) (47) (12) (46)
Other (expense) incom
Interest (expense) income, 1 — — — —
Other (expense) income, r — — — —
Total other (expense) income, | — — — —
Loss before provision (benefit) for income ta: (6) 47 22 (46)
Provision (benefit) for income tax o — — (€)
Net loss (6)% @n% 12)% (43)%
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Three and Nine Months Ended October 1, 2011 Compared to Three and Nine months Ended October 2, 2010
Net Sales, Cost of Sales and Gross Profit

The following table presents net sales, cost afssahd gross profit for the three and nine montliee October 1, 2011 and October 2,
2010 (in thousands, except percentages):

Three Months Ended

October 1, October 2, %
2011 2010 Change Change
Net sales $ 16,347 $ 10,56t $ 5,782 55%
Cost of sale: 10,81¢ 7,54t 3,27¢ 43%
Gross profil $ 552¢ $ 3,020 $ 2,50¢ 83%
Gross margit 34% 2% 5%
Nine Months Ended
October 1, October 2, %
2011 2010 Change Change
Net sales $ 4434t % 27,75¢ $ 16,58¢ 60%
Cost of sale: 30,07¢ 21,10: 8,97¢ 43%
Gross profit $ 14,26¢ $ 6,65¢ $ 7,618 114%
Gross margit 32% 24% 8%

Net Sales. The increase in net sales for the three monthsce®déober 1, 2011 as compared with the three maritied October 2, 2010
resulted primarily from increases of approximai@y$3.6 million in sales of NVvault™ non-volatiache systems used in RAID controller
subsystems, including $3.4 million from NVvault™tteay-free, the flash-based cache system that becgmerally available in 2010, (ii) $1.0
million in sales of flash memory products, resytinrom existing and new customer qualifications) $0.6 million in sales of HyperCloud™
modules, and (iv) $0.6 million in specialty modufesserver applications.

The increase in net sales for the nine months e@ataber 1, 2011 as compared with the nine montted October 2, 2010 resulted fr
increases of approximately (i) $13.7 million inesabf NVvault™ non-volatile cache systems usedAilRcontroller subsystems, including
$11.2 million from NVvault™ battery-free, the flatlased cache system, and (ii) $2.3 million in safdtash memory products, offset by a
decrease of $2.0 million in sales of memory moduked in industrial applications as one custom@awatl production as a result of its product
nearing the end of its life cycle.

Gross Profit and Gross MarginThe overall improvements in gross profit are duatreased sales and manufacturing volume, asasell
a shift in sales toward higher margin productsogsmrofit for the three months ended October 1123 compared to the three months ended
October 2, 2010 increased due to the 55% increasetisales between the two periods, resultingimgroved ability to absorb fixed
manufacturing costs. These volume-based improvenveere augmented by decreased DRAM prices, whoshtipely affected margins in
some product categories. Gross profits for the miionths ended October 1, 2011 as compared tdrthenonths ended October 2, 2010 were
impacted by the same trends, including a 60% iseré@anet sales between the two periods.
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Research and Development .

The following table presents research and developeepenses for the three and nine months endeabércl, 2011 and October 2, 2010
(in thousands, except percentages):

Three Months Ended

October 1, October 2, %
2011 2010 Change Change
Research and developm: $ 398: % 495¢ $ (975) (200%
Nine Months Ended
October 1, October 2, %
2011 2010 Change Change
Research and developm: $ 11,42:  $ 11,15¢ $ 26€ 2%

The decrease in research and development expetise timee months ended October 1, 2011 as compathd three months ended
October 2, 2010 resulted primarily from decreasgg 1.0 million in non-recurring engineering clas for supply partners engaged in new
product development activities and (i) $0.5 mitlim material expenses related to product buildstasting, primarily related to our
HyperCloud™ products, partially offset by an in@eaf $0.5 million in internal engineering headdoeosts, as the Company invested in
further development of its HyperCloud™ and NVvaulp®bduct lines.

The increase in research and development expenise iine months ended October 1, 2011 as compartée nine months ended
October 2, 2010 resulted primarily from an increase$0.9 million in internal engineering and headt, partially offset by a decrease of $0.6
million in legal and professional fees due to defleof certain patent protection court cases wthileCompany responds to reexamination
requests at the USPTO.

Selling, General and Administrative .

The following table presents selling, general adichiaistrative expenses for the three and nine nwetided October 1, 2011 and
October 2, 2010 (in thousands, except percentages):

Three Months Ended

October 1, October 2, %
2011 2010 Change Change
Selling, general and administrati $ 2511 % 298¢ $ (47%) (16)%
Nine Months Ended
October 1, October 2, %
2011 2010 Change Change
Selling, general and administrati $ 8,011 $ 8,16 $ (152 (2%

Selling, general and administrative expense deetkhg $0.5 million for the three months ended Oetdh 2011 as compared to the three
months ended October 2, 2010, as we improved dapgrefficiency.

Selling, general and administrative expense imthe months ended October 1, 2011 decreased bgxdppately $0.2 million compared
to the nine months ended October 2, 2010. We irduncreases of approximately $0.3 million in prodsample cost as a result of activities
related to the OEM qualification process for Hypler@ ™, offset by a decrease of $0.5 million in dwesad-related expenses, primarily due to
lower facilities cost.
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Other (Expense) Income.

The following table presents other (expense) incéon¢he three and nine months ended October 11 208 October 2, 2010 (in
thousands, except percentages):

Three Months Ended

October 1, October 2, %
2011 2010 Change Change
Interest (expense) income, | $ (72) % R $ (69 2,30(%
Other (expense) income, r 1 — 1 —%
Total other (expense) income, | $ ) $ B $ (69) 2,261%
Nine Months Ended
October 1, October 2, %
2011 2010 Change Change
Interest (expense) income, 1 $ (147 $ 1 3 (149) (14,800%
Other (expense) income, r (58) 71 (129 (182)%
Total other (expense) income, | $ (209) % 2 $ (277) (385)%

Net interest (expense) income for the three and mionths ended October 1, 2011 and October 2, @$@omprised of nominal interest
income, offset by nominal interest expense. Tlheciase in interest expense for the three and nargéhs ended October 1, 2011 compared
with the three and nine months ended October 2) 2@is the result of our term loans, which wereinated in September 2010 and May 2(

Other expense, net, for the nine months ended @ctbi2011 was primarily comprised of a realizesslof $59,000 from the sale of an
auction rate security that was purchased in 200iguidity in the market for auction rate secuesihad resulted in unrealized losses on two
securities that we owned. The unrealized lossreesrded as a component of other comprehensiveiossgh the date of disposal. We were
able to liquidate one of the securities at appratéty its book value as a result of a tender retfues the issuer. We continue to own one
auction rate security which has been marked tfaits/alue through other comprehensive loss. Oitheame, net, for the nine months ended
October 2, 2010 was primarily comprised of caslceeals from the early termination of a subleasauoheadquarters facility.

Provision (Benefit) of Income Taxes.

The following table presents the provision (benefftincome taxes for the three and nine monthedrt@ctober 1, 2011 and October 2,
2010 (in thousands, except percentages):

Three Months Ended

October 1, October 2, %
2011 2010 Change Change
Provision (benefit) for income tax: $ 2 9 12 ¢ (10 (83)%
Nine Months Ended
October 1, October 2, %
2011 2010 Change Change
Provision (benefit) for income tax: $ 3 9 (719 $ 71€ (100)%

We did not record a benefit of income taxes forttivee months ended October 1, 2011 and Octol#818) and the nine months ended
October 1, 2011, as tax benefits resulting fronratieg losses generated were fully reserved. Quitie nine months ended October 2, 2010,
we carried back approximately $1.7 million of grogs$ operating losses under the Worker, Homeowigrahd Business Act and recorded a
tax benefit and income tax receivable of approxatya$0.7 million, which was received in April 2010.
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Liquidity and Capital Resources

Since our inception, we have financed our operatimmarily through issuances of equity, debt, eash generated from operations. We
have also funded our operations with a revolving bf credit under our bank credit facility, frompitalized lease obligations and from the :

and leaseback of our domestic manufacturing fgcilit

Working Capital and Cash and Marketable Securities

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

October 1, January 1,
2011 2011
Working Capital $ 15,82F % 17,69:
Cash and cash equivalents $ 10,10: $ 14,21(
Shor-term marketable securities( — 824
Long-term marketable securitis 45C 89C
$ 10,55 $ 15,92/

(1) Included in working capital

Our working capital decreased in the nine montltedrOctober 1, 2011 primarily as a result of ourloss. Additionally, we experienc
increases in certain operating assets resulting &or increase in sales and inventory acquirecifisfaction of our ASIC device purchase
commitment, described in detail below. These facteere offset in part with the proceeds of a $8ilion term loan, a portion of which
matures on a long-term basis.

Cash Provided by and Used in the Nine Months Ended October 1, 2011 and October 2, 2010

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

Nine Months Ended

October 1, October 2,
2011 2010
Net cash provided by (used in)
Operating activitie: $ (6,53¢) $ (12,649
Investing activities 694 (19¢)
Financing activitie: 1,73¢€ 17,62«
Net increase (decrease) in cash and cash equis $ (4109 $ 4,78(

Operating ActivitiesNet cash used in operating activities for the mranths ended October 1, 2011 was primarily a regyl) net loss o
approximately $5.4 million and (ii) cash used bywieges in operating assets and liabilities of apgprately $4.1 million, partially offset by
approximately $3.0 million in net non-cash opergéxpenses, primarily consisting of depreciatiod amortization and stock-based
compensation expense. Net cash used in operatiivitias for the nine months ended October 2, 2@&8 primarily a result of (i) net loss of
approximately $11.9 million and (ii) cash used bgieges in operating assets and liabilities of apprately $3.6 million, partially offset by
approximately $2.8 million in net non-cash opergtixpenses, primarily comprising depreciation amdrdization and stock-based
compensation.

Accounts receivable increased approximately $01Bomiduring the nine months ended October 1, 20drarily as a result of the
increase in our net sales during the period contparth 2011, offset by improved working capital ragement resulting from a more even
pace of sales during the third quarter of 2011 canegb with other quarters in 2011 and 2010. Weicoatto be successful in collecting cash
from sales to our customers substantially in acaoecd with our standard payment terms with thoseomers. Inventories increased
approximately $4.4 million during the nine montimsled October 1, 2011 as we continued the qualificgirocess and prepared for production
of our HyperCloud™ products. Specifically, we rigedl $2.5 million under a purchase commitment f& @ devices, and purchased inven
to build
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samples that we are required to supply as a rekalir HyperCloud™ collaboration agreements with &iel IBM. Additionally, we purchase¢
inventory to support production during customequalifications necessary as a result of vendor aorapt product transition. During the nine
months ended October 2, 2010, we were able togligrtund the growth of $2.7 million in our accoareceivable and $1.6 million in
inventories through an increase in accounts payafts$d.9 million, primarily from component vendors.

Investing ActivitiesNet cash provided by investing activities for thieenmonths ended October 1, 2011 was primarilyréisalt of the sal
of $1.3 million in marketable securities, partiatiffset by the acquisition of $0.6 million in propeand equipment. Net cash used in investing
activities for the nine months ended October 2,020&s primarily the result of purchases of $2.4iarilof investments in marketable
securities, offset by sales of $2.9 million. Adifially, we acquired $0.7 million in property anguégment.

Financing ActivitiesNet cash provided by financing activities for theenxmonths ended October 1, 2011 was a resulttqgfnoeeeds of
$2.9 million from a new bank term loan, offset lepayment of bank debt, capital leases and othesruztyable of $1.2 million. Net cash
provided by financing activities for the nine mositnded October 2, 2010 was a result of the neepds of $16.2 million from the sale of
4,594,250 shares of our common stock in a regidteublic offering, and proceeds of $1.5 millionrfra new bank term loan.

Capital Resources

On October 31, 2009, we entered into a credit agees with Silicon Valley Bank, which was amended\vtarch 24, 2010, June 30,
2010, September 30, 2010, May 11, 2011 and Augys2d11. Currently, the credit agreement provides line of credit pursuant to which
we can borrow up to the lesser of (i) 80% of eligiaccounts receivable, or (ii) $10.0 million. Wave the option to increase credit availability
to $15.0 million at any time through the maturitel of September 30, 2013, subject to the conditidrihe credit agreement.

The credit agreement contains an overall sublif$l®.0 million to collateralize our contingent @ations under letters of credit,
foreign exchange contracts and cash managemeitesnAmounts outstanding under the overall sublieduce the amount available
pursuant to the credit agreement. At October 112&tters of credit in the amount of $2.8 millimere outstanding. The letters of credit
expired in October 2011, and were renewed for $#lllon through October 31, 2012.

Interest on the line of credit is payable montttlgither (i) prime plus 1.25%, as long as we m&mn$8.5 million in revolving credit
availability plus unrestricted cash on deposit witd bank, or (i) prime plus 2.25%. Additionalthe credit agreement requires payments for
an unused line, as well as anniversary and eamyitation fees, as applicable.

The following table presents details of outstandogowings and availability under our line of citggh thousands):

October 1, January 1,
2011 2011
Availability under the revolving line of crec $ 431¢ % 5,10(
Outstanding borrowings on the revolving line ofditt — —
Amounts reserved under credit sublin (2,82)) (2,900
Unutilized borrowing availability under the revahgj line of credi $ 1497 § 2,20(

Outstanding borrowings under the Silicon Valley Béine of credit did not exceed $1.0 million at ampe during the nine months
ended October 1, 2011 or the year ended Janu2@11,

In addition, in connection with the September 3M @amendment, Silicon Valley Bank extended a #dilon term loan under the
credit agreement, which bears interest at a rapgiofe plus 2.00%. We are required to make equulthty principal payments over the 36
month term, which total $0.5 million annually. May 2011, Silicon Valley Bank extended an additid®&0 million term loan, and extended
the term of the existing credit facility throughpsember 2013, which eliminated the potential ballpayment on the first term loan. The
second term loan bears interest at a rate of pploe2.75%, and is payable in equal installmenesr tive 24 month term of the loan, totaling
$1.5 million annually. As of October 1, 2011, $&8lion was outstanding under the term loans.
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All obligations under the credit agreement are sstby 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 covesnamcluding financial covenants with respect tm liquidity and tangible net worth. As of
October 1, 2011, we were in compliance with alafinial covenants and expect to maintain complifmcthe foreseeable future. However,
have in the past been in violation of one or maresnants of other credit agreements, and we cdaldte one or more covenants in the future.
If we were to be in violation of covenants under oredit agreement, our lender could choose tolaate payment on all outstanding loan
balances and we could lose vendor credit shoultetters of credit issued under the credit agree¢rnecome unavailable. If that were to occur,
we may be unable to quickly obtain equivalent dtaile replacement financing. If we were not ablsécure alternative sources of funding,
such acceleration would have a material adversadimmn our financial condition.

We have in the past utilized equipment leasingngreanents to finance certain capital expenditukgguipment leases continue to be a
financing alternative that we expect to pursueéhfuture.

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

New Accounting Pronouncements

In May 2011, the FASB issued Accounting Standargdatie (“ASU”) No. 2011-4, Fair Value Measuremem®tgU 11-4”). ASU 114
amends existing guidance to achieve convergenceasurement and disclosure between U.S. Generatlgpied Accounting Standards
(“GAAP") and International Financial Reporting Steamds (“IFRS”). ASU 11-4 is effective for fiscadgr 2012. We are currently evaluating
the impact that ASU 11-4 will have on our consdidbfinancial statements.

In June 2011, the FASB issued ASU No. 2011-5, Celmpnsive Income (“ASU 11-5"). ASU 11-5 amends ngsguidance to
increase the prominence of items reported in atberprehensive income and to facilitate convergeficé S. GAAP and IFRS. ASU 11-5is
effective for fiscal year 2012. We are currentileating the impact that ASU 11-4 will have on eonsolidated financial statements.

Off-Balance Sheet Arrangements

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

ltem 4. Controls and Procedures

(a) Evaluation of Disclosure Controls and Procedsi®e carried out an evaluation, under the superviaimhwith the participation of o
management, including our principal executive @ffiand principal financial officer, of the effeaivess of the design and operation of our
disclosure controls and procedures (as defineduledRL3a-15(e) and 15d-15(e) of the Securities &xgh Act of 1934, (“Exchange Act”)) as
of the end of our fiscal quarter ended OctobelOLL12 Based upon that evaluation, our principatatee officer and principal financial officer
concluded that our disclosure controls and proasiare effective to provide reasonable assuramaténiormation required to be disclosed by
us in reports that we file or submit under the Eatae Act (i) is recorded, processed, summarizedepatted within the time periods specif
in the SEC'’s rules and forms and (ii) is accumwated communicated to our management, includingdncipal executive officer and
principal financial officer as appropriate to allévwely decisions regarding required disclosure.

(b) Change in internal controls over financial repog. During the fiscal quarter that ended October 1,12@iere were no changes in our
internal controls over financial reporting (as defi in Rules 13a-15(f) and 15d-15(f) under the Brge Act) that have materially affected, or
are reasonably likely to materially affect, oureimtal controls over financial reporting.
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PART Il. OTHER INFORMATION
Item 1. Legal Proceedings

The information set forth in the sections entitRatent Claims under Note 9 of Notes to Unauditeddeased Consolidated Financial
Statements, included in Part |, Item | of this Repie incorporated herein by reference.

Item 1A. Risk Factors

You should consider each of the following factasvell as the other information in this Report irakiating our business and our
prospects. The risks described below are not tig anes we face. Additional risks we are not pnédgeaware of or that we currently belie
are immaterial may also impair our business openagi The trading price of our common stock couldlide due to any of these risks, and you
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 consolighfmancial statements and related notes.

Risksrelated 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 to
predict our future performance.

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

« general economic conditions, including the posisbif a prolonged period of limited economic gromim the U.S. and Europe;
disruptions to the credit and financial marketshi@a U.S., Europe and elsewhere; adverse effe¢teeaingoing sovereign debt
crisis in Europe; the impact of a failure of theSUto maintain its debt levels within authorizedits or its credit rating;

* our inability to develop new or enhanced produlcts ichieve customer or market acceptance in dytimanner, including our
HyperCloud™ memory module and our flash-based mgmparducts;

» our failure to maintain the qualification of ouroglucts with our current customers or to qualifyrent and future products with
our current or prospective customers in a timelynes or at all;

« the timing of actual or anticipated introductioicompeting products or technologies by us or amgetitors, customers or
suppliers;

the loss of, or a significant reduction in salesatiey customer;

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

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

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

«  costs, inefficiencies and supply risks associati#éd @utsourcing portions of the design and the nfiacture of integrated circuits;
< our ability to absorb manufacturing overhead if mwenues decline or vary from our projections;

« delays in fulfilling orders for our products orailfire to fulfill orders;
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» our ability to procure an adequate supply of kemponents, particularly DRAM ICs and NAND;

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

«  changes in the prices of our products or in thé cbthe materials that we use to build our produictcluding fluctuations in the
market price of DRAM ICs and NAND;

e our ability to effectively operate our manufactgrifacility in the PRC;

« manufacturing inefficiencies associated with tretstip of new manufacturing operations, new proslacid initiation of volume
production;

« our failure to produce products that meet the typadiquirements of our customers;

« disputes regarding intellectual property rights #relpossibility of our patents being reexaminedheyUSPTO;
« the costs and management attention diversion agsdaivith litigation;

« the loss of any of our key personnel,

e changes in regulatory policies or accounting pples;

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

« the effect of our investments and financing arramgiets on our liquidity.

Due to the various factors mentioned above, anerstlthe results of any prior quarterly or annwlqals should not be relied upon as
an indication of our future operating performaroeone or more future periods, our results of ofi@na may fall below the expectations of
securities analysts and investors. In that evaetptarket 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 contime to incur losses.

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

Any failure to achieve profitability could resuit increased capital requirements and pressure oligoidity position. We believe our
future capital requirements will depend on manydes; including our levels of net sales, the timargl extent of expenditures to support sales,
marketing, research and development activitiese#pansion of manufacturing capacity both domelfyieand internationally and the contint
market acceptance of our products. Our capitaliremuents could result in our having to, or otheeandhioosing to, seek additional funding
through public or private equity offerings or débaincings. Such funding may not be availableeyms acceptable to us, or at all, either of
which could result in our inability to meet certaihour financial obligations and other related coitments.
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Our revenues and results of operations are substaiatly dependent on NVvault™.

For the nine months ended October 1, 2011 our Ni¥¥anon-volatile cache systems used in RAID comérodubsystems, including
our NVvault™ battery-free, the flash-based caclstesy, accounted for 62% of total revenuese ¥kpect a significant portion of our reven
for the remainder of 2011 and for 2012 to come feaes of NVvault™ . Accordingly, our future oping results will depend on the demand
for this product. We cannot assure you that theketavill continue to demand NVvault™ or that welwie successful in marketing any new
or enhanced NVvault™ products that will replaceduction in NVvault™ sales that can be expectedmcurrent versions of Dell products
reach the end of their life cycles. If our compet produce new products that are superior to NM¥4 in performance or price, demand for
our product may decline. A decline in demand fotviult™ as a result of competition, technologidadge, economic conditions, or other
factors would reduce sales of NVvault™ . Any sfgaint reduction in sales of NVvault™ would sigo#intly reduce our revenues and
negatively affect our results of operations.

We are subject to risks relating to our focus on deeloping our HyperCloud™ product and lack of marketdiversification.

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

In an attempt to set our products apart from tlodsmuir competitors, we have invested a signifiqaortion of our research and
development budget into the design of ASIC devigedyuding the HyperCloud™ memory subsystem, infietl in November 2009. This
design and the products it is incorporated intosaitgect to increased risks as compared to our ptieelucts. For example:

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

e the HyperCloud™ memory subsystem or other new mizdmay contain currently undiscovered flaws, theection of which
would result in increased costs and time to market;

e we are dependent on a limited number of supplarddth the DRAM ICs and the ASIC devices thatesgential to the
functionality of the HyperCloud™ memory subsystemd could experience supply chain disruption assalt of business issues
that are specific to our suppliers or the indussya whole; and

« we are required to demonstrate the quality andlbiiy of the HyperCloud™ memory subsystem or otfew products to our
customers, and are required to qualify these neduymts with our customers, both of which have nexfland will continue to
require a significant investment of time and researprior to the receipt of any revenue from sugtamers.

We have experienced a longer qualification cycémtanticipated with our HyperCloud™ memory subsysteand as of October 1,
2011 we have not generated significant HyperCloym®uct revenues relative to our investment ingiteeduct. We have entered into
collaborative agreements with both HP and IBM parguo which these OEMs have agreed to cooperdkeusiin efforts to qualify
HyperCloud™ for use with their products. If quiétion is achieved by one or both OEMs, such OENemgage with us in joint marketing
and further product development efforts. The Comypend each of the OEMs have committed financidl ather resources toward the
collaboration. However, the efforts undertakenspant to either of the collaborative agreements nmyesult in any new revenues for the
Company. Further delays or any failure in placing or dfyatg this product with HP, IBM or other potentialistomers would adversely imp
our results of operations.

Additionally, if the demand for servers deteriosate if the demand for our products to be incorpaatan servers declines, our
operating results would be adversely affected,va@dvould be forced to diversify our product poridchnd our target markets. We may not be
able to achieve this diversification, and our itigbto do so may adversely affect our business.
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We may lose our competitive position if we are undb to timely and cost-effectively develop new or éranced products that meet our
customers’ requirements and achieve market acceptae.

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

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

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

« develop relationships with potential suppliers ofmponents required for these new or enhanced praduc
» qualify these products for use in our customerstpcts; and
« develop and maintain effective marketing strategies

Our product development efforts are costly andriehiy risky. It is difficult to foresee changesaevelopments in technology or
anticipate the adoption of new standards. Moreaweee these things are identified, if at all, wé méed to hire the appropriate technical
personnel or retain third party designers, devélegproduct, identify and eliminate design flawsd 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 dewedop and introduction of new or enhanced produtays in product development and
introduction could result in the loss of, or delaygienerating, net sales and the loss of marlatslas well as damage to our reputation. Even
if we develop new or enhanced products, they mayne®t our customers’ requirements or gain margesgtance.

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

Our prospective customers generally make a sigmificommitment of resources to test and evaluatenemory subsystems prior to
purchasing our products and integrating them ingirtsystems. This extensive qualification prodgasgelves rigorous reliability testing and
evaluation of our products, which may continuedisrmonths or longer and is often subject to delaysddition to qualification of specific
products, some of our customers may also requite usdergo a technology qualification if our protldesigns incorporate innovative
technologies that the customer has not previoustpentered. Such technology qualifications oftde tsubstantially longer than product
qualifications and can take over a year to compl@telification by a prospective customer doesamsure any sales to that prospective
customer. Even after successful qualification aldssof our products to a customer, changes ipmducts, our manufacturing facilities, our
production processes or our component suppliersreryire a new qualification process, which mayiltes additional delays.

In addition, because the qualification processi Iproduct-specific and platform-specific, oursgixig customers sometimes require
us to requalify our products, or to qualify our nprducts, for use in new platforms or applicatidfar example, as our OEM customers
transition from prior generation DDR2 DRAM architiges to current generation DDR3 DRAM architectures must design and qualify new
products for use by those customers. In the gastptocess of design and qualification has taketo x months to complete, during which
time our net sales to those customers declinedfisigntly. After our products are qualified, it ctaike several months before the customer
begins production and we begin to generate nes$ $iaden such customer.

Likewise, when our memory component vendors disnaetproduction of components, it may be necessarnys to design and
qualify new products for our customers. Such ausis may require of us or we may decide to purchasestimated quantity of discontinued
memory components necessary to ensure a steadly sligxisting products until products with new cpoments can be qualified. Purchases
of this nature may affect our liquidity. Additidhg our estimation of quantities required duritg transition may be incorrect, which could
adversely impact our results of operations thrdoghrevenue opportunities or charges related ¢eexand obsolete inventory.

We must devote substantial resources, includinggdesngineering, sales, marketing and managenffamtse to qualify our products
with prospective customers in anticipation of saignificant delays in the qualification processch as those experienced with our
HyperCloud™ product, could result in an inabilitykeep up with rapid technology change or new, agtitipe technologies. If we delay or do
not succeed in qualifying a product with an exigtor prospective customer, we will not be ableeibthat product to that customer, which n
result in our holding excess and obsolete invenaoiy harm our operating results and business.

38




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

Sales to certain of our OEM customers have histlyicepresented a substantial majority of oursad¢s. Approximately 67% of our
net sales in the nine months ended October 1, 2@té to one of our customers and approximately &8#25% of our net sales in the nine
months ended October 2, 2010 were to two of ouloousrs. We currently expect that sales to majoM@Estomers will continue to represent
a significant percentage of our net sales for thedeeable future. We do not have long-term agreemégth our OEM customers, or with any
other customer. Any one of these customers coutitidet any time to discontinue, decrease or dileiy purchase of our products. In
addition, the prices that these customers paydopooducts could change at any time. The losspfad our OEM customers, or a significant
reduction in sales to any of them, could signifibareduce our net sales and adversely affect paraiing results.

Our ability to maintain or increase our net satesur key customers depends on a variety of factoasy of which are beyond our
control. These factors include our customers’ cargd sales of servers and other computing systesthéncorporate our memory subsystems
and our customers’ continued incorporation of awdpcts into their systems. Because of these #rat factors, net sales to these customers
may not continue and the amount of such net satgsmat 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 timely basis would negatively impact our
cash flow. In addition, while we may not be contuatly obligated to accept returned products, wg ghetermine that it is in our best interes
accept returns in order to maintain good relatioitl our customers.

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

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

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

Many of our memory subsystems are specificallygtesil for our OEM customers’ high performance systdma drive to reduce
costs and assure supply of their memory module ddprur OEM customers may endeavor to design JESiB@lard DRAM modules into
their new products. Although we also manufacturBBE modules, this trend could reduce the demanddohigher priced customized
memory solutions which in turn would have a negatimpact on our financial results. In addition,tonsers deploying custom memory
solutions today may in the future choose to adajEREC standard, and the adoption of a JEDEC stdndadule instead of a previously
custom module might allow new competitors to pgstite in a share of our customeng&mory module business that previously belongaedt

If our OEM customers were to adopt JEDEC standarydutes, our future business may be limited to ifgng the next generation of
high performance memory demands of OEM custometsiaxeloping solutions that addresses such dembimds fully implemented, this
next generation of products may constitute a muehller market, which may reduce our net sales aadket share.

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

We participate in a highly competitive market, anel expect competition to intensify. Many of our qmetitors have longer operating
histories, significantly greater resources and negnegnition, a larger base of customers and lestgerding relationships with customers and
suppliers than we have. As a result, some of thes®etitors are able to devote greater resourcémtdevelopment, promotion and sale of
products and are better positioned than we aneflicence customer acceptance of their products oweproducts. These competitors also may
be able to respond better to new or emerging tdobies or standards and may be able to deliverymsdvith comparable or superior
performance at a lower price. For these reasonsnayenot be able to compete successfully agaiesetiiompetitors. We also expect to face
competition from new and emerging companies that emer our existing or future markets. These miiaecompetitors may have similar or
alternative products which may be less costly orjole additional features.
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In addition to the competition we face from DRAMddiogic suppliers such as Hynix, Samsung, Microphi and IDT, some of our
OEM customers have their own internal design grabpsmay develop solutions that compete with olilese design groups have some
advantages over us, including direct access to thgpective companies’ technical information ahhology roadmaps. Our OEM customers
also have substantially greater resources, finaaoid otherwise, than we do, and may have lowetr stasctures than ours. As a result, they
may be able to design and manufacture competitivdycts more efficiently or inexpensively. If anfytbese OEM customers are successful in
competing against us, our sales could declinepmrgins could be negatively impacted and we caedd Imarket share, any or all of which
could harm our business and results of operatimsher, 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 improwegkrformance of their current products, reduck fireees and introduce new or
enhanced technologies that may offer greater pednce and improved pricing. If we are unable tocmat exceed the improvements mad
our competitors, our market position would detexierand our net sales would decline. In additiom,competitors may develop future
generations and enhancements of competitive predioat may render our technologies obsolete ormpetitive.

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

Adverse changes in domestic and global economigatitical conditions have made it extremely difficfor our customers, our
vendors and us to accurately forecast and plamefitusiness activities, and they have caused anld continue to cause U.S. and foreign
businesses to slow spending on our products aritesy which would further delay and lengthen saledes. In addition, sales of our
products are dependent upon demand in the compuiitgyorking, communications, printer, storage snistrial markets. These markets
have been cyclical and are characterized by wigsfhtions in product supply and demand. These eteHave experienced significant
downturns, often connected with, or in anticipatidnmaturing product cycles, reductions in teclbgglspending and declines in general
economic conditions. These downturns have beeractaized by diminished product demand, produatiagrcapacity, high inventory levels
and the erosion of average selling prices.

We may experience substantial period-to-periodtdlations in future operating results due to factdfscting the computing,
networking, communications, printers, storage awistrial markets. A decline or significant shdttfia demand in any one of these markets
could have a material adverse effect on the derfamour 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@rdeash flow would be negatively impacted.

During challenging economic times our customers faag issues gaining timely access to sufficieadity which could result in an
impairment of their ability to make timely paymeixsus. If that were to occur, we may be requirethtrease our allowance for doubtful
accounts and our days sales outstanding would getimely impacted. Furthermore, our vendors mag fsimilar issues gaining access to
credit, which may limit their ability to supply cgranents or provide trade credit to us. We cannadipt the timing, strength or duration of any
economic slowdown or subsequent economic recovesidwide, or in the memory market and related semductor industry. If the econor
or markets in which we operate do not continuertprove or if conditions worsen, our business, faiahcondition 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 negatipact 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 calirate our production capacity
and inventory levels to meet customer demand couldversely affect our revenues, gross margins and regngs.

We make significant decisions regarding the leeglsusiness that we will seek and accept, prodnc@hedules, component
procurement commitments, personnel needs and heurce requirements, based on our estimatesstifroer requirements. We do not have
long-term purchase agreements with our customesgedd, our customers often place
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purchase orders no more than two weeks in advdrbeio desired delivery date, and these purchaders generally have no cancellation or
rescheduling penalty provisions. The short-ternurgabf commitments by many of our customers, tioetfaat our customers may cancel or
defer purchase orders for any reason, and thelylitysbf unexpected changes in demand for ouraustrs’ products each reduce our ability to
accurately estimate future customer requirememtedo products. This fact, combined with the quigkn-around times that apply to each or
makes it difficult to forecast our production neeatsl allocate production capacity efficiently. Weempt to forecast the demand for the DR
ICs, NAND, and other components needed to manufactur products. Lead times for components vargiggntly and depend on various
factors, such as the specific supplier and the deraad supply for a component at a given time.

Our production expense and component purchaseslavelbased in part on our forecasts of our cussruture product requiremer
and to a large extent are fixed in the short teékma result, we likely will be unable to adjust sgmg on a timely basis to compensate for any
unexpected shortfall in those orders. If we ovémegtie customer demand, we may have excess rawialateentory of DRAM ICs and
NAND. If there is a subsequent decline in the @icEDRAM ICs or NAND, the value of our inventoryillall. As a result, we may need
write-down the value of our DRAM IC or NAND invemq which may result in a significant decreaseun gross margin and financial
condition. Also, to the extent that we manufacfareducts in anticipation of future demand that dogsmaterialize, or in the event a customer
cancels or reduces outstanding orders, we couldresqze an unanticipated increase in our finisheatlg inventory. In the past, we have ha
write-down inventory due to obsolescence, exceastifies and declines in market value below outxasny significant shortfall of customer
orders in relation to our expectations could hurt@perating results, cash flows and financial dthoral

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

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

Our industry is competitive and historically hagbeharacterized by declines in average sales, frésed 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 factockjding overcapacity in the worldwide supply of DRAANd NAND memory components as a
result of worldwide economic conditions, increasgaghufacturing efficiencies, implementation of neamafacturing processes and expansion
of manufacturing capacity by component suppliers.

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

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

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

Our ability to fulfill customer orders or produceaiification samples is dependent on a sufficiemidy of DRAM ICs and NAND,
which are essential components of our memory stdsis We are also dependent on a sufficient sugfdustom ASIC devices to produce
our HyperCloud™ memory modules. There are a radbtismall 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 coufiaice obstacles in moving production
of our ASIC components away from our current desigd production partners. Our dependence on d aoraber of suppliers and the lack of
any guaranteed sources of ASIC components, DRAMNSND supply expose us to several risks, includimginability to obtain an adequate
supply of these important components, price inagadelivery delays and poor quality.
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Historical declines in customer demand and ourmage caused us to reduce our purchases of DRAMAGNAND. Such
fluctuations could occur in the future. Should mgg maintain sufficient purchase levels with somppdiers, our ability to obtain supplies of
raw materials may be impaired due to the practicmme suppliers to allocate their products toammstrs with the highest regular demand.

From time to time, shortages in DRAM ICs and NAN&vk required some suppliers to limit the supplyheir DRAM ICs and
NAND. As a result, we may be unable to obtain tHRAM ICs or NAND necessary to fill custom’ orders for our products in a timely
manner. If we are unable to obtain a sufficientgbypf 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 haipvee may not be able to replace any lost busiwithsnew customers, and we may lose
market share to our competitors.

Our customers qualify the ASIC components, DRAM B8l NAND of our suppliers for use in their systethene of our suppliers
should experience quality control problems, it aydisqualified by one or more of our customerss Would disrupt our supplies of ASIC
components, DRAM ICs and NAND and reduce the nunobsuppliers available to us, and may require Weaagualify a new supplier. If our
suppliers are unable to produce qualification sasiph a timely basis or at all, we could experietadays in the qualification process, which
could have a significant impact on our ability &l shat 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 couldoe adversely affected.

We use consumables and other components, incliigg, to manufacture our memory subsystems. Wetsnegeprocure PCBs
and other components from single or limited soutodake advantage of volume pricing discounts.dvlat shortages or transportation
problems could interrupt the manufacture of oudpiets 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 treotdscence of other items of
inventory, such as our custom-built PCBs, whichldwaduce our gross margin and adversely affecoperating performance and financial
condition. We may not be able to sell some proddetseloped for one customer to another customeausecour products are often designed to
address specific customer requirements, and ewea #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 buséss, financial condition and
results of operations.

We maintain a manufacturing facility in the PRC fwoducing most of our products, which allows ustitze our materials and
processes, protect our intellectual property anctldg the technology for manufacturing. A prolongistuption or material malfunction of,
interruption in or the loss of operations at oumnfacturing facility, or the failure to maintairsafficient labor force at such facility, would
limit our capacity to meet customer demand andydedav product development until a replacement ifga@nd equipment, if necessary, were
found. The replacement of the manufacturing facdituld take an extended amount of time before Hsauring operations could restart. The
potential delays and costs resulting from thesgssteuld have a material adverse effect on oumnkessi financial condition and results of
operations.

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

We must continuously review and improve our manufidcg processes in an effort to maintain satisfigctnanufacturing yields and
product performance, to lower our costs and toretlse remain competitive. As we manufacture momaiex products, the risk of
encountering delays or difficulties increases. $taet-up costs associated with implementing newufaaturing technologies, methods and
processes, including the purchase of new equipraedtany resulting manufacturing delays and inigfficies, could negatively impact our
results of operations.

If we need to add manufacturing capacity, an exparsf our existing manufacturing facility or estishment of a new facility could
be subject to factory audits by our customers. dakays or unexpected costs resulting from thistqurdicess could adversely affect our net
sales and results of operations. In addition, wenotaibe certain that we will be able to increasemanufacturing capacity on a timely basis or
meet the standards of any applicable factory audits
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We depend on third-parties to design and manufactue custom components for some of our products.

Significant customized components, such as ASI@g,dre used in some of our products such as Hypad®" are designed and
manufactured by third parties. The ability and wghess 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 availalilernative source of supply for such productsesi in our experience, the lead time nee
to establish a relationship with a new design anaanufacturing partner is at least 12 months,thadestimated time for our OEM customers
to re-qualify our product with components from avne=ndor ranges from four to nine months. We camagstire you that we can redesign, or
cause to have redesigned, our customized compoteebésmanufactured by a new manufacturer in alyimm@anner, 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 mantgactumanufacturing disruption experienced by manufacturing partners, the failure of
our manufacturing partners to dedicate adequatairess to the production of our products, the fai@rinstability of our manufacturing or
design partners, or any other failure of our desigmanufacturing partners to perform accordinth&r agreements with us, would have a
material adverse effect on our business, finamzatlition and results of operations.

We have many other risks due to our dependenckimhgarty manufacturers, including: reduced canireer delivery schedules,
quality, manufacturing yields and cost; the potantick of adequate capacity during periods of sg@emand; limited warranties on products
supplied to us; and potential misappropriationwf iatellectual property. We are dependent on oanufacturing partners to manufacture
products with acceptable quality and manufactuyiedds, to deliver those products to us on a tintelgis and to allocate a portion of their
manufacturing capacity sufficient to meet our neédthough our products are designed using thegsedesign 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 ei@eptable cost. Additionally, we cannot assuretpat our manufacturing partners will
continue to devote adequate resources to produgeroducts or continue to advance the process désannologies on which the qualification
and manufacturing of our products are based.

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

Our customers require our products to meet striatity standards. Should our products not meet steidards, 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 defedte systems, we may be subject to warranty, producecalls or product liability claims.

If our products are defectively manufactured, conteefective components or are used in defectivaalfunctioning 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 tdysal®8ms made against us. We also may be unaldétimin insurance in the future at
satisfactory rates or in adequate amounts. War@mdyproduct liability claims or product recallsgardless of their ultimate outcome, could
have an adverse effect on our business, financialition and reputation, and on our ability toattrand retain customers. In addition, we may
determine that it is in our best interest to acqeptuct returns in circumstances where we areomtractually obligated to do so in order to
maintain good relations with our customers. Acagpproduct returns may negatively impact our opegatesults.

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

We rely on a combination of patent protection, éradcret laws and restrictions on disclosure teept@ur intellectual property rights.
We have submitted a number of patent applicatieganding our proprietary processes and technologg/not certain when or if any of the
claims in the remaining applications will be allav&o date we have had only eighteen patents is$Medntend 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.
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It is possible that our efforts to protect our llgetual property rights may not:
«  prevent challenges to, or the invalidation or aneention of, our existing intellectual propertyhtg;

e prevent our competitors from independently develgimilar products, duplicating our products osigaeing around any pater
that may be issued to us;

«  prevent disputes with third parties regarding owhigr of our intellectual property rights;
«  prevent disclosure of our trade secrets and knowbcahird parties or into the public domain;
* resultin valid patents, including internationateyes, from any of our pending or future applicasipor

«  otherwise adequately protect our intellectual prypeghts.

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

If some or all of the claims in our patent applicas are not allowed, or if any of our intellectpabperty protections are limited in
scope by a court or circumvented by others, wedctade increased competition with regard to oudpots. Increased competition could
significantly harm our business and our operatesplts.

We are involved in and expect to continue to be imlved 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 reymerienced substantial litigation regarding piasenl other intellectual property
rights. Lawsuits claiming that we are infringindnets’intellectual property rights have been and mayhefuture be brought against us, anc
are currently defending against claims of invajidit the USPTO. See Note 9 of Notes to Condensew@lidated Financial Statements,
included in Part |, Item | of this Report, for asdéption of our legal contingencies.

The process of obtaining and protecting patentshisrently uncertain. In addition to the patestisnce process established by law
and the procedures of the USPTO, we must comply #&DEC administrative procedures in protectingiot@llectual property within its
industry standard setting process. These procedw@ve over time, are subject to variabilityleit application, and may be inconsistent v
each other. Failure to comply with JEDEC’s adntmaisve procedures could jeopardize our abilitgteim that our patents have been
infringed.

By making use of new technologies and entering markets there is an increased likelihood that stiha@ght allege that our products
infringe on their intellectual property rights. igation is inherently uncertain, and an adverseamut in existing or any future litigation could

subject us to significant liability for damagesimralidate our proprietary rights. An adverse outecalso could force us to take specific
actions, including causing us to:

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

«  pay damages (which in some instances may be times tictual damages), including royalties on pafitare sales;

« seek a license from the third party intellectuaparty 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,rasulting limitations in our ability to marketoproducts, or delays and costs
associated with redesigning our products or paymehlicense fees to third parties, or any failoyeus to develop or license a substitute
technology on commercially reasonable terms coaiteta material adverse effect on our businessidinhcondition and results of operations.
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There is a limited pool of experienced technicabpanel that we can draw upon to meet our hirirgdseAs a result, a number of our
existing employees have worked for our existingatential competitors at some point during thefieeas, and we anticipate that a number of
our future employees will have similar work his&xi In the past, some of these competitors hawmetbthat our employees misappropriated
their trade secrets or violated non-competitionam-solicitation agreements. Some of our competitoay threaten or bring legal action
involving similar claims against us or our existiegployees or make such claims in the future tegreus from hiring qualified candidates.
Lawsuits of this type may be brought, even if thereo merit to the claim, simply as a strateggitain our financial resources and divert
management’s attention away from our business.

We also may find it necessary to litigate againkers, including our competitors, customers anth@remployees, to enforce our
intellectual property, contractual and commerdigthts including, in particular, our trade secretswell as to challenge the validity and scope
of the proprietary rights of others. We could beemsubject 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 h@ichase of our products and could
substantially damage our relationship with them.

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

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 incidetatahe ordinary course of our
business, including commercial, product liabile&ynployment, class action, whistleblower and othigration and claims, and governmental
other regulatory investigations and proceedingshSunatters can be time-consuming, divert managematiention and resources and caus
to incur significant expenses. Furthermore, bectitigation is inherently unpredictable, there dano assurance that the results of any of
these actions will not have a material adversecefia our business, results of operations or firdmondition.

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

Although some of the components used in our finatipcts contain the intellectual property of thaatties, we believe that our
suppliers bear the sole responsibility to obtaiy @ghts and licenses to such third party intelietiproperty. While we have no knowledge that
any third party licensor disputes our belief, wargat assure you that disputes will not arise infttiere. The operation of our business and our
ability to compete successfully depends signifitaah our continued operation without claims ofrinfement or demands resulting from such
claims, including demands for payments of monetheform of, for example, ongoing licensing fees.

We are also developing products to enter new marigémilar to our current products, we may use camepts in these new products
that contain the intellectual property of third {ies. While we plan to exercise precautions to @wairinging on the intellectual property rights
of third parties, we cannot assure you that digputi# not arise.

If it is determined that we are required to obtiaimound licenses and we fail to obtain licensesf such licenses are not available on
economically feasible terms, our business, 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 mg be required to pay a royalty to sell products ulizing these formats.

The flash-based storage market is constantly ueiteggapid technological change and evolving industandards. Many consumer
devices, such as digital cameras, PDAs and smargshare transitioning to emerging flash memorynfts, such as the Memory Stick, and
Picture Card formats, which we do not currently onfanture and do not have rights to manufacturen@igh we do not currently serve the
consumer flash market, it is possible that cer@itMs may choose to adopt these higher-volume, lmwst formats. This could result in a
decline in demand, on a relative
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basis, for other products that we manufacture sscBompactFlash, SD and embedded USB drives. tfegile to manufacture flash memory
products utilizing emerging formats such as thosationed, we will be required to secure licenseagite us the right to manufacture such
products that may not be available at reasonabds cr at all. If we are not able to supply flashdcformats at competitive prices or if we were
to have product shortages, our net sales couldisersely impacted and our customers would likelycehorders 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 haveeabre defend, indemnify and
hold harmless our customers and suppliers from gamand costs which may arise from the infringerbgrdur products of third-party
patents, trademarks or other proprietary right® 3tope 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 indenatifin agreements is unlimited. We may periodichllye to respond to claims and litigate
these types of indemnification obligations. Althbumur suppliers may bear responsibility for thelilectual property inherent in the
components they sell to us, they may lack the firrability to stand behind such indemnities. Auduhally, it may be costly to enforce any
indemnifications that they have granted to us. Aditmly, any indemnification claims by customersicbrequire us to incur significant legal
fees and could potentially result in the paymerdudistantial damages, both of which could resudt inaterial adverse effect on our business
and results of operations.

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

To date, we have been highly dependent on the xuer, relationships and technical knowledge diateikey employees. We belie
that our future success will be dependent on oilityato retain the services of these key employekevelop their successors, reduce our
reliance on them, and properly manage the transitfdheir roles should departures occur. The tdghese 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 empbowgéher than Chun K. Hong, our President, Chiefchtive Officer and Chairman of the
Board. In 2010, we obtained “Key Man” life insuranan Chun K. Hong; however, we do not carry “KeyriVlfe insurance on any of our
other key employees.

Our future success also depends on our abilityttac, retain and motivate highly skilled engiriegr manufacturing, and other
technical and sales personnel. Competition for e&peed personnel is intense. We may not be sutd@ssttracting new engineers or other
technical personnel, or in retaining or motivatog existing personnel. If we are unable to hird egtain engineers with the skills necessary to
keep pace with the evolving technologies in ourkats; our ability to continue to provide our cuitrproducts and to develop new or enhanced
products will be negatively impacted, which woulttin our business. In addition, the shortage of egpeed engineers, and other factors, may
lead to increased recruiting, relocation and corspton costs for such engineers, which may exceeéxpectations and resources. These
increased costs may make hiring new engineergdiffior may increase our operating expenses.

Historically, a significant portion of our workfoecthas consisted of contract personnel. We invasdiderable time and expense in
training these contract employees. We may expegibigh turnover rates in our contract employee favde, which may require us to expend
additional resources in the future. If we convert af these contract employees into permanent eyepk) 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 tigirthe extent to which our
manufacturers’ representatives will be successfatarketing and selling our products. Moreover, ynafnour manufacturers’ representatives
also market and sell other, potentially competirmdpcts. Our representatives may terminate thkitiomships with us at any time. Our future
performance will also depend, in part, on our aptb attract additional manufacturers’ represematthat will be able to market and support
our products effectively, especially in marketsvimich we have not previously distributed our pragutf we cannot retain our current
manufacturers’ representatives or recruit addifionaeplacement manufacturers’ representativessales and operating results will be
harmed.
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The operation of our manufacturing facility in the PRC could expose us to significant risks.

During 2007, we invested significant time and dffarestablishing a manufacturing facility in thR® and preparing it for full-scale
operations. This manufacturing facility became afienal in July 2007 and was successfully qualifigccertain key customers at that time. As
of February 1, 2009, substantially all of our wenlile manufacturing production was being perforrimethe PRC. Language and cultural
differences, as well as the geographic distance fsar headquarters in Irvine, California, furthempound the difficulties of running a
manufacturing operation in the PRC. Our manageinasiimited experience in creating or overseeimgifm operations, and this new facility
may divert substantial amounts of their time. Wenza assure you that we will be able to maintainticd over product quality, delivery
schedules, manufacturing yields and costs as wedse our output. We also have to manage a loa&favoe that may subject us to
uncertainties or regulatory policies and we rensaibject to risks related to managing the incregseduction capacity provided by the facili
Should anticipated demand not materialize, thesamdated to having excess capacity would havedgarae impact on our gross margins and
operating results.

Changes in the labor laws of the PRC could incrdaseost of employing the local workforce. Thergased industrialization of the
PRC could also increase the price of local lab@heE of these factors could negatively impactdhst savings we currently enjoy from having
our manufacturing facility in the PRC.

In the future, some of our net sales may be denat@éhin Chinese Renminbi (“RMB”). The Chinese goweent controls the
procedures by which RMB is converted into otherencies, and conversion of RMB generally requir@gegnment consent. As a result, RMB
may not be freely convertible into other currenaeasll times. If the Chinese government institudieanges in currency conversion procedures,
or imposes restrictions on currency conversionsehections may negatively impact our operationscadtl reduce our operating results. In
addition, fluctuations in the exchange rate betwedB and U.S. dollars may adversely affect our eges and results of operations as well as
the value of our assets and liabilities. Thesetflattons may also adversely affect the compargimlfitour period-to-period results. If we decide
to declare dividends and repatriate funds fromG@hinese 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 repatriatungd from our Chinese operations, which could axblgraffect our financial condition. If
we are able to make dividends and repatriate fénotts our Chinese operations, these dividends wbaldubject to U.S. corporate income tax.

The PRC currently provides for favorable tax rdtescertain foreign-owned enterprises operatinggacified locations in the PRC
through 2012. We have established our PRC fadiliguch a tax-favored location. Should we fail thiave profitability while favorable tax
rates are in effect, or before our loss carryfodsdn the PRC expire, it is possible that we wodtirealize the tax benefits to the extent
originally anticipated and this could adversely &opour operating results.

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

Part of our growth strategy involves making satefoteign corporations and delivering our produot&acilities located in foreign
countries. To facilitate this process and to meetlong-term projected demand for our productshasee set up a manufacturing facility in the
PRC. Selling and manufacturing in foreign countsabjects us to additional risks not present withapmestic operations. We are operatin
business and regulatory environments in which we tianited previous experience. We will need totowre to overcome language and
cultural barriers to effectively conduct our op@éyas in these environments. In addition, the ecdrerof the PRC and other countries have
been highly volatile in the past, resulting in sfgrant fluctuations in local currencies and otivestabilities. These instabilities affect a number
of our customers and suppliers in addition to @ueiyn operations and continue to exist or may pagain in the future.

International turmoil and the threat of future teist attacks, both domestically and internatigndibve contributed to an uncertain
political and economic climate, both in the U.Sd gobally, and have negatively impacted the woitthweconomy. The occurrence of one or
more of these instabilities could adversely affaat foreign operations and some of our customessippliers, each of which could adversely
affect our net sales. In addition, our failure teghapplicable regulatory requirements or overcoutieiral barriers could result in production
delays and increased turn-around times, which wadicersely affect our business.
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Our international sales are subject to other rigldyuding regulatory risks, tariffs and other tedoarriers, 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 consequenteasidition, the U.S. or foreign countries may ietpkent quotas, duties, taxes or other charges
or restrictions upon the importation or exportatidrour products, leading to a reduction in sales profitability in that country.

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

Due to the geographic concentration of our manufagy operations and the operations of certainuofsuppliers, a disruption
resulting from equipment failure, power failuresafity control issues, human error, governmentrigetion or natural disasters, including
earthquakes like those that have struck Japarcentanonths, fires or floods, could interrupt deifiere with our manufacturing operations i
consequently harm our business, financial condgiod results of operations. Such disruptions wealgse significant delays in shipments of
our products and adversely affect our operatingltes

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 changirf federal, state and local and foreign governaiéavs and regulations relating
to the protection of the environment, includinggba@overning the discharge of pollutants into thard water, the management and disposal
of hazardous substances and wastes, the cleamantiminated sites and the maintenance of a salglace. In particular, some of our
manufacturing processes may require us to handlelapose of hazardous materials from time to tioe.example, in the past our
manufacturing operations have used lead-basedrdaltiee assembly of our products. Today, we uad-feee soldering technologies in our
manufacturing processes, as this is required fadysts entering the European Union. We could isalnstantial costs, including clean-up
costs, civil or criminal fines or sanctions anddhparty claims for property damage or personairinjas a result of violations of, or
noncompliance with, environmental laws and regaofeti These laws and regulations also could reasite incur significant costs to remain in
compliance.

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 aedtles and regulations of the SEC, which we ctillely refer to as Section 404,
require us to evaluate our internal controls ougarfcial reporting to allow management to reporttase internal controls as of the end of ¢
year. Effective internal controls are necessaryfto produce reliable financial reports and ampdrtant in our effort to prevent financ
fraud. In the course of our Section 404 evaluatisresmay identify conditions that may result inrsfggant deficiencies or material weaknesses
and we may conclude that enhancements, modificatiorchanges to our internal controls are necessatgsirable. Implementing any such
matters would divert the attention of our managermesuld involve significant costs, and may negafhmpact our results of operations.

We note that there are inherent limitations ondffectiveness of internal controls, as they cammevent collusion, management
override or failure of human judgment. If we falrmaintain an effective system of internal contai$f management or our independent
registered public accounting firm were to discovaterial 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 negatiy
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, lmtredtically 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 manufacigifacility in the PRC, we must be able to imprarel expand our systems and controls.
We may not be able to do this in a timely or cdfative manner, and our current systems and ctsntnay not be adequate to support our
future operations. In addition, our officers hagtatively limited experience in managing a rapigigwing business or a public company. As a
result, they may not be able to provide the guidamecessary to manage future growth or maintauréunarket position. Any failure to
manage our growth or improve or expand our existiygjems and controls, or unexpected difficultredaing so, could harm our business.
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If we acquire other businesses or technologies ihe future, these acquisitions could disrupt our bugsess and harm our operating result
and financial condition.

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

our technical capabilities. We have no experiencaciquiring other businesses or technologies. Aidtipris entail a number of risks that could
adversely affect our business and operating resnitkiding, 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 insezl expenses associated with acquisitions orrachjcompanies;

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

» the overestimation of potential synergies or ayl@laealizing those synergies;

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

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

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

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 facilityhwtilicon Valley Bank, including revolving credihé two term loans. Incurring debt
could have material consequences, such as:

e requiring us to dedicate a portion of our cash ffown operations and other capital resources to sievice, thereby reducing ¢
ability to fund working capital, capital expendiésr and other cash requirements;

¢ increasing our vulnerability to adverse economid exalustry conditions;

» limiting our flexibility in planning for, or reaatig to, changes and opportunities in, our busineddralustry, 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 liquiditevels, as defined in the credit agreement, areifwere to default under our credit
agreement and were unable to obtain a waiver foin audefault, interest on the obligations wouldrae@t an increased rate. In the case of a
default, the lenders could accelerate our obligationder the credit agreement; however, acceleratilb be automatic in the case of
bankruptcy and insolvency events of default.

Additionally, to the extent we have made intercompkans to our subsidiaries and have pledged kzats to the lenders under the
credit agreement, our subsidiaries would be redumepay the amount of the intercompany loans édehders in the event we are in default
under the credit agreement. Any actions taken bydéhders against us in the event we are in defiaalér the credit agreement could harm our
financial condition. Finally, the credit facilityoatains certain restrictive covenants, includingvsions restricting our ability to incur
additional indebtedness, guarantee certain obtigaticreate or assume liens and pay dividends.
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Our investment in an auction rate security is subjet to risks which may cause losses and affect thguidity of this investment.

We hold an investment in an auction rate secuinity has failed, or may in the future fail, its aoiet An auction failure means that the
parties wishing to sell their securities could dotso. As a result of failed auctions, our abila@yiquidate and fully recover the carrying value
of our investment in the near term may be limiteshat exist. If the issuer of this investment isbke to close future auctions and its credit
rating deteriorates, we may in the future be remlto record an impairment charge on this investm#ie 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.

Risks related to 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 November 8, 2011, approximately 20.9% of outstanding common stock was held by affiliatesluiding 20.6% held by Chun
Ki Hong, our chief executive officer and chairmdroar 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 direstand any proposed merger, consolidation
or sale of all or substantially all of our assetd ather corporate transactions. This concentratfaontrol could be disadvantageous to other
stockholders with interests different from thosévisf Hong and our other executive officers and clives. For example, our executive officers
and directors could delay or prevent an acquisiiomerger even if the transaction would benefieotstockholders. In addition, this signific
concentration of share ownership may adverselytffes trading price for our common stock becansestors may perceive disadvantages in
owning stock in companies with stockholders thatehthe ability to exercise significant 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 contpivisions that could delay or prevent a changeoatrol of our company or
changes in our board of directors that our stodkdrsl might consider favorable. In addition, thesevisions could limit the price that investors
would be willing to pay in the future for sharesoafr common stock. The following are examples ofvgions which are included in our
certificate of incorporation and bylaws, each asaded:

e our board of directors is authorized, without pstwckholder 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 prohibited

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

e our board of directors is expressly authorized &ikey alter or repeal our bylaws.

In addition, we are governed by the provisions et®n 203 of the Delaware General Corporate Lakickvmay prohibit certain
business combinations with stockholders owning D% ore of our outstanding voting stock. These @ther provisions in our certificate of
incorporation and bylaws, and of Delaware law, daubke it more difficult for stockholders or poti@hticquirers to obtain control of our
board of directors or initiate actions that areaggu by the then-current board of directors, indgdelaying or impeding a merger, tender
offer, or proxy contest or other change of contrahsaction involving our company. Any delay oryanetion of a change of control transaction
or changes in our board of directors could pretemtconsummation of a transaction in which ourldtotders could receive a substantial
premium over the then-current market price forrtkbares.
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The price of and volume in trading of our common stck has and may continue to fluctuate significantly

Our common stock has been publicly traded sinceeNdoer 2006. The price of our common stock andrtigirg volume of our
shares are volatile and have in the past fluctusigpdficantly. 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:

e our operating and financial performance and praspétcluding our ability to achieve and sustaiofjpability in the future;

e investor perception of us and the industry in whighoperate;

« the availability and level of research coveragard market making in our common stock;

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

« general financial and other market conditions; and

e changing and recently volatile domestic and intéonal 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. Thélsetuations may adversely affect the market pdteur 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 initiatghinst us. Given the historic
volatility of our industry, we may become engagedhis type of litigation in the future. Securitiégyation is expensive and time-consuming.

ltem 2. Unregistered Sales of Equity Securities and Use Bfoceeds

Issuer Purchases of Equity Securities
(in thousands except per share amounts)

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

July 3, 2011 July 30, 2011 — 3 — — —
July 31, 2012 August 27, 201: — 3 — — —
August 28, 201- October 1, 201, 17,69: $ 1.74 — —

17,69: $ 1.7¢ — —

(1) Represents shares repurchased for paymenttadfieliing taxes upon vesting of certain restricttetk grants.
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Item 6. Exhibits

Exhibit

Number Description of Document

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

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

10.1(5) Amendment to Loan Documents entered into as of Aug0, 2011, by and between Silicon Valley Bank Hedlist, Inc., a
Delaware Corporatior

31.1(2) Certification of Chief Executive Officer pursuantRule 13a-14(a) and Rule 15d-14(a) of the SeesrHixchange Act, as
Amended.

31.2(2) Certification of Chief Financial Officer pursuantRule 13a-14(a) and Rule 15d-14(a) of the Seesrxchange Act, as
Amended.

32(3) Certification of Chief Executive Officer and Chigeihancial Officer pursuant to 18 U.S.C. 1350, agpaed pursuant t
Section 906 of the Sarbal-Oxley Act of 2002 and furnished herewith pursuan8EC Release No. -8238.

101.INS(4) XBRL Instance Documer

101.SCH(4 XBRL Taxonomy Extension Schema Docum

J

101.CAL(4) XBRL Taxonomy Extension Calculation Linkbase Docuntr

101.LAB(4) XBRL Taxonomy Extension Label Linkbase Docum

101.PRE(4 XBRL Taxonomy Extension Presentation Linkbase Doent
101.DEF(4) XBRL Taxonomy Extension Definition Linkbase Docun
(1) Incorporated by reference to the correspondinghtéixhumber of the registration statement on Forth@-the registrant (No. 333-

)
@)

(4)

(®)

136735) filed with the Securities and Exchange Cdssimn on October 23, 2006.
Filed herewith.

The information in Exhibit 32 shall not be deemé&tkt!” for purposes of Section 18 of the Securittechange Act of 1934, as
amended, (the “Exchange Act”), or otherwise subjedhe liabilities of that section, nor shall thegy deemed incorporated by
reference in any filing under the Securities Acfl8B3, as amended, or the Exchange Act (includirggReport), unless the registrant
specifically incorporates the foregoing informatioto those documents by reference.

Furnished herewith. In accordance with Rule 406Regulation S-T, the information in these exhilsitall not be deemed to be
“filed” for purposes of Section 18 of the Secustend Exchange Act of 1934, or otherwise subjeliability under that section, and
shall not be incorporated by reference into anystegtion statement or other document filed untler$ecurities Act of 1933, excep
expressly set forth by specific reference in stilingf

Incorporated by reference to exhibit 10.1 of thartgrly report on Form 10-Q filed with the Secwdtiand Exchange Commission on
August 15, 2011.
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SIGNATURES

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

Date: November 15, 201 NETLIST, INC.
a Delaware corporatic
(Registrant
By: /s/ Chun K. Hong

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

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

Exhibit

Number Description of Document

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

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

10.1(5) Amendment to Loan Documents entered into as of Aug0, 2011, by and between Silicon Valley Bank Hedlist, Inc., a
Delaware Corporatior

31.1(2) Certification of Chief Executive Officer pursuantRule 13a-14(a) and Rule 15d-14(a) of the SeesrHixchange Act, as
Amended.

31.2(2) Certification of Chief Financial Officer pursuantRule 13a-14(a) and Rule 15d-14(a) of the Seesrxchange Act, as
Amended.

32(3) Certification of Chief Executive Officer and Chigeihancial Officer pursuant to 18 U.S.C. 1350, agpaed pursuant t
Section 906 of the Sarbal-Oxley Act of 2002 and furnished herewith pursuan8EC Release No. -8238.

101.INS(4) XBRL Instance Documer

101.SCH(4 XBRL Taxonomy Extension Schema Docum
101.CAL(4) XBRL Taxonomy Extension Calculation Linkbase Docuntr
101.LAB(4) XBRL Taxonomy Extension Label Linkbase Docum

101.PRE(4 XBRL Taxonomy Extension Presentation Linkbase Doent

101.DEF(4) XBRL Taxonomy Extension Definition Linkbase Docun

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

(2) Filed herewith.

(3) The information in Exhibit 32 shall not be deeméted” for purposes of Section 18 of the Securitteschange Act of 1934, as
amended, (the “Exchange Act”), or otherwise subethe liabilities of that section, nor shall tHeyy deemed incorporated by
reference in any filing under the Securities Acfie83, as amended, or the Exchange Act (includirggReport), unless Netlist, Inc.
specifically incorporates the foregoing informatioto those documents by reference.

(4) Furnished herewith. In accordance with Rule 406Regulation S-T, the information in these exhilsitall not be deemed to be
“filed” for purposes of Section 18 of the Secustend Exchange Act of 1934, or otherwise subjeliability under that section, and
shall not be incorporated by reference into anystegtion statement or other document filed under$ecurities Act of 1933, excep
expressly set forth by specific reference in suilatgf

(5) Incorporated by reference to exhibit 10.1 of thartgrly report on Form 10-Q filed with the Secwastiand Exchange Commission on
August 15, 2011.
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EXHIBIT 31.1

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

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

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

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

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

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

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

C) Evaluated the effectiveness of the Registrant’sldésire controls and procedures and presentedsimetport 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 Regi$anternal control over financial reporting thatcurred during
the Registrant’s most recent fiscal quarter (thgi®eant’s fourth fiscal quarter in the case ofammual report) that has materially affected, or is
reasonably likely to materially affect, the Regisit's internal control over financial reporting;dan

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

a) All significant deficiencies and material weaknessethe design or operation of internal contradiofinancial
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 significéain the
Registrant’s internal control over financial repogt

November 15, 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. I have reviewed this quarterly report on Form 1@fQletlist, Inc., a Delaware corporation (the “Ratgant”);

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

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

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

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

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

C) Evaluated the effectiveness of the Registrant’sldésire controls and procedures and presentedsimetport 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 Regi$anternal control over financial reporting thatcurred during
the Registrant’s most recent fiscal quarter (thgi®eant’s fourth fiscal quarter in the case ofammual report) that has materially affected, or is
reasonably likely to materially affect, the Regisit's internal control over financial reporting;dan

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

a) All significant deficiencies and material weaknessethe design or operation of internal contradiofinancial
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 significéain the
Registrant’s internal control over financial repogt

November 15, 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 (“Netljsfor the quarter ended October 1, 2011
(the “Report”), Chun K. Hong, president, chief exte officer and chairman of the board of Netlamd Gail M. Sasaki, vice president and
chief financial officer of Netlist, each hereby tifges, pursuant to 18 U.S.C. Section 1350, as tetbpursuant to Section 906 of the Sarbanes-
Oxley Act of 2002, that, to his or her knowledge:

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

2 the information contained in the Report fairly pmets, in all material respects, the financial ctadiand results of
operations of Netlist, Inc.

November 15, 2011 /s/ Chun K. Hon¢
Chun K. Hong
President, Chief Executive Officer and Chairmathef Boarc
(Principal Executive Officer

November 15, 201 /s/ Gail M. Sasak
Gail M. Sasak
Vice President and Chief Financial Offic
(Principal Financial Officer




