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PART I. FINANCIAL INFORMATION

Item 1. Financial Statements

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

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

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

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

See accompanying notes.
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March 29, December 29,
2008 2007

$ 8,90¢€ $ 7,182

15,56¢ 15,57:

7,901 12,034

3,592 3,33¢

1,911 708

3,12¢ 3,464

663 392

41,66¢ 42,68¢

8,00z 8,191

1,47¢ 1,06E

5,96¢€ 7,814

590 600

$ 57,697 $ 60,35¢

$ 6,694 $ 6,697

3,234 4,872

637 740

118 118

2,477 2,872

13,16( 15,29¢

514 638

196 226

13,87( 16,163

20 20

68,38~ 68,10¢

(24,487) (23,899)

(95) (37)

43,827 44 ,19¢

$ 57,697 $ 60,35¢€




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

Net sales
Cost of sales(1)
Gross profil
Operating expense
Research and development
Selling, general and administrative
Total operating expenses
Operating income (los:
Other income (expense
Interest income (expense), 1
Other income (expense), net
Total other income (expense), |
Income (loss) before provision (benefit) for incotarges
Provision (benefit) for income tax
Net income (loss)

Net income (loss) per common she
Basic
Diluted
Weighte-average common shares outstand
Basic
Diluted

(1) Amounts include sto-based compensation expense as follc
Cost of sale:
Research and developme
Selling, general and administrati
See accompanying notes.
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Three Months Ended

March 29, March 31,
2008 2007

$ 13,10¢ $ 37,53¢
9,97: 32,08¢

3,131 5,44¢

1,57€ 1,067

3,46¢ 3,704

5,044 4,771

(1,913) 678

239 (48)

(91) 1

148 (47)

(1,76E) 631
(1,181) —

$ (584) $ 631
$ (0.03) $ 0.03
$ (0.03) $ 0.03
19,82( 19,62¢
19,82( 21,42¢

$ 14 $ 64
23 46

207 218




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

Cash flows from operating activitie
Net income (loss
Adjustments to reconcile net income (loss) to rehcprovided by operating activitie
Depreciation and amortizatic
Amortization of deferred gain on sale and leasehaisactior
Deferred income taxe
Impairment of lon-lived asset:
Stoclk-based compensatic
Changes in operating assets and liabilit
Accounts receivabl
Inventories
Income taxes receivab
Prepaid expenses and other current a:
Other asset
Accounts payabl
Income taxes payab
Accured expenses and other current liabili
Net cash provided by operating activities
Cash flows from investing activitie
Acquisition of property and equipme
Purchase of investments in marketable secul
Proceeds from maturities of investments in marketabcurities
Proceeds from sales of investments in marketaloiergies
Net cash provided by (used in) investing activi
Cash flows from financing activitie
Borrowings on lines of cred
Payments on lines of cre«
Payments on del
Proceeds from exercise of stock optir
Tax benefit from exercise of warrants
Net cash used in financing activities
Increase (decrease) in cash and cash equivalents
Cash and cash equivalents at beginning of pe
Cash and cash equivalents at end of pe

See accompanying notes.
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Three Months Ended

March 29, March 31,
2008 2007
$ (584) $ 631
527 254
(30) (30)
(72) (402)
— 114
244 328
4,13z 5,67C
(259) 6,092
(1,20%) —
(271) 91
10 (310)
(3) (6,172)
— (598)
(395) (796)
2,097 4,87z
(338) (449)
(6,377) (30,61¢)
7,15C 14,40(
1,02t —
1,46C (16,667)
18,191 40,17¢
(19,82¢) (47,38¢€)
(227) (388)
— 113
32 —
(1,83%) (7,487)
1,724 (19,281)
7,182 30,97¢
$ 8,90€ $ 11,694




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

March 29, 2008
NOTE 1—DESCRIPTION OF BUSINESS

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

NOTE 2—SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Basis of Presentation

The interim unaudited condensed consolidated filmhstatements have been prepared in accordanheaegbunting principles generally
accepted in the United States of America for imefinancial information and with the instructioms$ecurities and Exchange Commission
(“SEC”) Form 10-Q and Article 10 of SEC Regulati®nX. These financial statements do not includefahe information and footnotes
required by accounting principles generally acogtethe United States of America for complete fiicial statements. Therefore, these
financial statements should be read in conjunatith the Company’s audited consolidated financiateanents and notes thereto for the year
ended December 29, 2007, included in the Compahyraial Report on Form 10-K filed with the SEC orbReary 29, 2008.

The condensed consolidated financial statemenksded herein are unaudited; however, they conthimoamal recurring accruals and
adjustments that, in the opinion of the Companyasmagement, are necessary to present fairly theotidated financial position of the
Company and its wholly owned subsidiaries as ofdfi&9, 2008 and December 29, 2007, the consolidatedts of its operations for the thi
months ended March 29, 2008 and March 31, 2007ttendonsolidated cash flows for the three montited March 29, 2008 and March 31,
2007. All intercompany balances and transactione fieen eliminated in consolidation. The resultepdrations for the three months ended
March 29, 2008 are not necessarily indicative efréssults to be expected for the full year or aryire interim periods.

Fiscal Year

The Company operates under a 52/53-week fiscalgmeding on the Saturday closest to December 31fiseal 2008, the Company’s
fiscal year end is scheduled to be January 3, 2009will consist of 53 weeks. Each of the Compaifiyst three quarters in a fiscal year is
comprised of 13 weeks.

Use of Estimates

The preparation of financial statements in conftymiith accounting principles generally acceptethia United States of America
requires management to make estimates and assmsitiat affect the reported amounts of the assetdiabilities and disclosure of
contingent assets and liabilities at the date effitancial statements, and the reported amountsvehues and expenses during the reporting
period. Significant estimates made by managemehide, among others, provisions for uncollectildeeivables and sales returns, warranty
liabilities, valuation of inventories, recoverabjlbf long-lived assets, stock-based compensatiperse and realization of deferred tax assets.
The Company bases its estimates and assumptionigre@nt facts, historical experience and variolieofactors that it believes to be
reasonable under the circumstances, the resulihioh form the basis for making judgments aboutdfeying values of assets and liabilities
and the accrual of costs and expenses that areadity apparent from other sources. The actualtseexperienced by the Company may di
materially and adversely from the Compangstimates. To the extent there are materialrdiffees between the estimates and the actual re
future results of operations will be affected.

Revenue Recognition

The Company’s revenues primarily consist of prodades of high performance memory subsystems ginatiequipment manufacturers
("OEMs"). Revenues also include sales of excessritories to distributors and other users of menmtagrated circuits (“ICs”) totaling
approximately $0.1 million and $1.0 million durittge three months ended March 29, 2008 and MarcB®X7, respectively.
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The Company recognizes revenues in accordancethv@tSBEC’s Staff Accounting Bulletin (“SAB”) No. 10Revenue RecognitiqfiSAB
No. 10¢"). Under the provisions of SAB No. 104, the Compagcognizes revenues when there is persuasiveraédof an arrangement,
product delivery and acceptance have occurredsdhes price is fixed or determinable, and colléldyof the resulting receivable is reasone
assured.

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

A portion of the Company’s international shipmeats made to third-party inventory warehouses, tsshand the Company recognizes
revenue when the inventory is pulled from the hatbulse in production by the customer. The Compangives a report from the customer ¢
daily basis indicating the inventories pulled frarhub for use by the customer, and performs a dadgnciliation of inventories shipped to ¢
pulled by the customer to those inventories refléain the customer’s reports to ensure that saedeeaognized in the appropriate periods.

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

Fair Value of Financial Instruments

The Company'’s financial instruments consist prialipof cash and cash equivalents, investmentsarketable securities, accounts
receivable, accounts payable, accrued expensededmidnstruments. Investments in marketable séesifitre comprised of available-for-sale
securities that are reported at fair value withréllated unrealized gains and losses includeddaraalated other comprehensive income (loss),
a component of stockholders’ equity, net of taxssBant to Statement of Financial Accounting Staasl&fSFAS”) No. 157Fair Value
Measurement, the fair value of the Company’s cash equivalanis investments in marketable securities is detexchbased on “Level 1”
inputs, which consist of quoted prices in activekats for identical assets. The Company believasttie carrying values of all other financial
instruments approximate their current values dubeo nature and respective durations.

Inventories

Inventories are valued at the lower of cost orraatizable value. Cost is determined on an avetagebasis which approximates actual
cost on a first-in, first-out basis and includes raaterials, labor and manufacturing overhead.akhebalance sheet date, the Company
evaluates its ending inventories for excess quastind obsolescence. This evaluation includesalysis of sales levels by product type.
Among other factors, the Company considers histbdemand and forecasted demand in relation totlemtory on hand, competitiveness of
product offerings, market conditions and produfet tiycles when determining obsolescence and nkzabke value. Provisions are made to
reduce excess or obsolete inventories to theimestid net realizable values. Once establishedgddtvns are considered permanent
adjustments to the cost basis of the excess oleibsaventories.

Warranties

The Company offers warranties generally rangingfane to three years to its customers, other thasates of excess inventory,
depending on the product and negotiated termsmwhpase agreements. Such warranties require the &uorip repair or replace defective
product returned to the Company during such wayrpatiod at no cost to the customer. An estimatéheyCompany for warrantyelated cost
is recorded by the Company at the time of saledaséts historical and estimated product retutaga@and expected repair or replacement
costs. Such costs have historically been consiemteen periods and in-line with management’s etgtions. The Company’s warranty
liability is included as a component of accruedenges and other current liabilities in the accompenunaudited condensed consolidated
balance sheets.




Stock-Based Compensation

The Company accounts for equity issuances to ngulesmees in accordance with SFAS No. 128counting for Stock-Based
Compensatioif*'SFAS No. 123"), and Emerging Issues Task ForeeddNo. 96-18Accounting for Equity Instruments that are Issue®ther
Than Employees for Acquiring, or in Conjunctionhw&elling, Goods and Serviceall transactions in which goods or services e t
consideration received for the issuance of equiyruments are accounted for based on the faiewafithe consideration received or the fair
value of the equity instrument issued, whichevendse reliably measurable. The measurement datetasgetermine the fair value of the
equity instrument issued is the earlier of the @etevhich the third-party performance is complatéhe date on which it is probable that
performance will occur.

In accordance with SFAS No. 123(Fhare-Based PaymefiSFAS No. 123(R)"), employee and director stoclsd compensation
expense recognized during the period is basedewdlue of the portion of share-based payment asthiat is ultimately expected to vest
during the period. Stock-based compensation expesgnized in the accompanying unaudited condecsesblidated statements of
operations includes (i) compensation expense fareshased payment awards granted prior to, buetatested as of December 31, 2005
based on the grant date fair value estimated iordeace with the pro forma provisions of SFAS N&3 &nd (ii) compensation expense for the
share-based payment awards granted subsequenteonber 31, 2005 based on the grant date fair \etimated in accordance with the
provisions of SFAS No. 123(R). Given that stockdzthsompensation expense recognized in the unautbtetensed consolidated statements
of operations is based on awards ultimately expettterest, it has been reduced for estimated tories. SFAS No. 123(R) requires forfeitures
to be estimated at the time of grant and revidetggessary, in subsequent periods if actual fionfes differ from those estimates. The
estimated average forfeiture rates used by the @agnare based on historical forfeiture experiemzbestimated future forfeitures.

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

Income Taxes

The Company accounts for income taxes in accordaitbeSFAS No. 109Accounting for Income Tax€sSFAS No. 109”). Under SFAS
No. 109, deferred tax assets and liabilities ategrized to reflect the estimated future tax effecalculated at currently effective tax rates
future deductible or taxable amounts attributablevents that have been recognized on a cumuladisis in the consolidated financial
statements. A valuation allowance related to ardedetax asset is recorded when it is more likbntnot that some portion of the deferred tax
asset will not be realized.

The Company adopted Financial Accounting StandBodsd (“FASB”) Interpretation No. 48ccounting for Uncertainty in Income
Taxes—An Interpretation of FASB Statement No.(‘a®l 48”) on December 31, 2006, the first day tffiscal 2007. FIN 48 seeks to reduce
the diversity in practice associated with certaipexts of measurement and recognition in accoufainiggcome taxes. FIN 48 prescribes a
recognition threshold and measurement requirenzerthé financial statement recognition of a taxifims that has been taken or is expected to
be taken on a tax return and also provides guidanae-recognition, classification, interest andgles, accounting in interim periods,
disclosure, and transition. Under FIN 48 the Conypaay only recognize or continue to recognize tagitions that meet a “more likely than
not” threshold.

Risks and Uncertainties

The Company’s operations in the People’s Repulflichina (“PRC")are subject to various political, geographical andnomic risks an
uncertainties inherent to conducting business im&hrhese include, but are not limited to, (i)grdtal changes in economic conditions in the
region, (i) managing a local workforce that mapjset the Company to uncertainties or certain raiguy policies and (iii) changes in other
policies of the Chinese governmental and regulaagsncies. Additionally, the Chinese governmentrodéithe procedures by which its local
currency, the Chinese Renminbi (“RMB”), is convdrieto other currencies. If changes or restrictionthe conversion of RMB are instituted,
the Company’s operations and operating resultslmayegatively impacted.
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Due to recent disruptions of, and the resultingicedl liquidity in certain financial markets, twotbe Company’s marketable securities
investments in AAA rated auction rate securitiethvai total purchased cost of $2.0 million experéshfailed auctions during the fourth quarter
of 2007 and first quarter of 2008. Due to the fhdeictions, the Company was unable to sell theriesuat their respective costs, resulting in a
decrease in fair value which has been recordeccamponent of accumulated other comprehensive Tdssse investments have been class
as long-term investments in marketable securitighé accompanying unaudited condensed consolitatadce sheets as of March 29, 2008
and December 29, 2007. As of March 29, 2008, thiealized losses on these two investments totalpbapnately $0.2 million. The
Company has concluded that the unrealized lossésese investments are temporary because (i) thgp@oy believes that the decline in
market value that has occurred is due to generetehaonditions, (ii) the auction rate securitiesitinue to be of a high credit quality and
interest is paid as due and (iii) the Company hadritent and ability to hold these investmentsl antecovery in market value occurs. The fair
value of these securities could change signifigaintthe future and the Company may be require@¢ord other-than-temporary impairment
charges or additional unrealized losses in fut@nrgops.

Foreign Currency Remeasurement

The functional currency of the Company’s foreigbsidiary in the PRC is the U.S. dollar. The loaalrency financial statements of this
subsidiary are remeasured into U.S. dollars ugiegtirrent exchange rate for monetary assets abitltles and the historical exchange rate
nonmonetary assets and liabilities. Expenses aneasured using the average exchange rate for thoglpexcept items related to nonmonetary
assets and liabilities, which are remeasured usistgrical exchange rates. All remeasurement gaiaslosses are included in determining net
income (loss).

Net Income (Loss) Per Share

Basic net income (loss) per share is calculatediliging net income (loss) by the weighted-averalgares outstanding during the period.
Diluted net income (loss) per share is calculatedibiding the net income (loss) by the weighseagerage shares and dilutive potential comi
shares outstanding during the period. Dilutive ptisd shares consist of dilutive shares issuabtinutpe exercise of outstanding stock options
and warrants computed using the treasury stockadeth
NOTE 3—SUPPLEMENTAL FINANCIAL INFORMATION

Inventories

Inventories consist of the following (in thousands)

March 29, December 29,
2008 2007
Raw materials $ 1,60C $ 1,87¢
Work in procest 714 425
Finished good 1,27¢ 1,03C
$ 3592 $ 3,332

Warranty Liability

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

Three Months Ended

March 29, March 31,
2008 2007
Beginning balanc $ 353 $ 298
Charged to costs and expen 26 77
Usage (16) (54)
Ending balance $ 363 $ 321




The warranty liability is included as a componefhdeocrued expenses and other current liabilitiethénaccompanying unaudited
condensed consolidated balance sheets.

Facility Relocation Costs

The following table summarizes the activity relatedhe Company’s accrual for facility relocatiovsts during the three months ended
March 29, 2008 (in thousands):

Three Months
Ended
March 29,
2008
Beginning balanc $ 103
Net payment: (14)
Ending balance $ 89

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

Comprehensive Income (Loss)

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

Three Months Ended

March 29, March 31,
2008 2007
Net income (loss $ (584) % 631
Other comprehensive income (los
Change in net unrealized gain (loss) on investmeetsof tax (45) 4
Reclassification adjustment for net realized gatiuded in net los (13) —
Total comprehensive income (los $ (642)$ 635

Accumulated other comprehensive loss reflectecheruhaudited condensed consolidated balance sktddtrch 29, 2008 and
December 29, 2007 represents accumulated net ire@ddsses on investments in marketable securities

Computation of Net Income (Loss) Per Share

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

March 29, March 31,
2008 2007

Basic net income (loss) per share

Numerator: Net income (los $ (584)% 631

Denominator: Weighted-average common shares odisignbasic 19,82( 19,624

Basic net income (loss) per shi $ (0.03)$ 0.03
Diluted net income (loss) per share

Numerator: Net income (los $ (584)% 631

Weightec-average common shares outstanding, k 19,82( 19,62

Effect of dilutive securities

Stock options and warrants — 1,801
Denominator: Weighte-average common shares outstanding, dil 19,82( 21,42¢
Diluted net income (loss) per share $ (0.03)$ 0.03

All potentially dilutive common share equivalenfsapproximately 840,000 shares have been excluded the diluted net loss per share
calculation for the three months ended March 298285 their effect would be anti-dilutive for theripd then ended.

Major Customers

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

Three Months Ended

March 29, March 31,
2008 2007
Customer:
Dell 74% 38%
Hewlett Packart 17% 31%
IBM — 11%

The Company’s accounts receivable are concentreitbdwo customers at March 29, 2008 representpaximately 74% and 21% of
aggregate gross receivables. A significant redndticsales to, or the inability to collect receilesbfrom, a significant customer could have a
material adverse impact on the Company.

NOTE 4—CREDIT AGREEMENT

In May 2008, the Company executed the Ninth Amenurteits Amended and Restated Credit and SecAgtgement (the “Ninth
Amendment”). Among other things, the Ninth Amendim&vised certain minimum profitability financiabeenant requirements and also
eliminated the Company’s previous minimum monthiyk net worth financial covenant requirement. Aiddially, the Company’s
nonrevolving equipment financing line of credit wasised to allow the Company to borrow up to adittwhal maximum of $0.9 million to
finance up to 80% of the cost of equipment purchdseugh the end of fiscal 2008. Principal on ehthese additional borrowings is
scheduled to be repaid in 42 equal monthly instatits commencing January 1, 2009. Interest on timep@oy’s existing and future equipment
line of credit advances is payable monthly at thiee rate. The Ninth Amendment is effective ashef beginning of the Company’s second
quarter of 2008.
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The following table presents details of interegiense related to borrowings on the line of creditng with certain other applicable
information (in thousands):

Three Months Ended

March 29, March 31,
2008 2007
Interest expense $ 60 $ 390
March 29, December 29
2008 2007
Outstanding borrowings on the revolving line ofdite $ 3,234 $ 4,872
Borrowing availability under the revolving line ofedit $ 4,047 $ 6,36¢€

Any borrowings under the Company’s revolving andipment lines of credit are collateralized by aeyahfirst priority lien against all of
the Company’s assets, both tangible and intangible.

NOTE 5—LONG-TERM DEBT

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

March 29, December 29
2008 2007

Equipment note payable to ba $ 775 % 872
Notes payable to othe 58 74
Obligations under capital leases 318 432
1,151 1,37¢

Less current portion (637) (740)
$ 514 $ 638

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

Three Months Ended
March 29, March 31,
2008 2007

Interest expens $ 37 % 57

NOTE 6—INCOME TAXES

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

Three Months Ended

March 29, March 31,
2008 2007
Provision (benefit) for income tax $ (1,181) $ =
Effective tax rate (67)% —%

The difference between the Company'’s effectiveréaa for the three months ended March 29, 2008lam@5% federal statutory rate is
primarily attributable to certain permanent diffeces being a larger percentage of the Companyite&tstd annualized pre-tax income. The
permanent difference dollar amounts are consistéhtthe prior year. The difference in the Compangffective tax rate for the three months
ended March 31, 2007 and the federal statutoryisgteémarily based on the effect of research aektbpment credits and the Company’s
annualized projected pre-tax income at that time.
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NOTE 7—COMMITMENTS AND CONTINGENCIES
Federal Securities Class Action

Beginning in May 2007, the Company, certain obificers and directors, and the Company’s undeensitvere named as defendants in
four purported class action shareholder complaints,of which were filed in the U.S. District Coddr the Southern District of New York, a
two of which were filed in the U.S. District Codiar the Central District of California. These purgga class action lawsuits were filed on
behalf of persons and entities who purchased @reibe acquired the Company’s common stock pursoraiméceable to the Company’s
November 30, 2006 Initial Public Offering (t“IPO”"). The lawsuits have been consolidated ingirgle action—Belodoff v. Netlist, Inc., Lea
Case No. SACV07-677 DOC (MLGx)—which is pendinghie Central District of California. Lead Plaintiffed the Consolidated Complaint
on November 5, 2007. Generally, the complaint aletipat the Registration Statement issued by timep@ay in connection with the IPO
contained untrue statements of material fact ossions of material fact in violation of Sectionsdrid 15 of Securities Act of 1933.
Defendants filed their motions to dismiss the cailon January 9, 2008. The hearing on Defendamésions to dismiss was held on
April 28, 2008, at which time the court took thetteaunder submission. The Company believes trealiegations lack merit and intends to
vigorously defend all claims asserted. Howevethigttime, the Company is unable to form a profasai judgment that an unfavorable
outcome is either probable or remote, and it ispoatsible to assess whether or not the outcomeesétproceedings will or will not have a
material adverse effect on the Company. If an unmfalvle outcome should eventually occur, the Compangt at this time able to estimate the
amount or range of possible loss.

California Derivative Action

In August 2007, a derivative lawsuit was filed iali@®rnia Superior Court for County of Orange—SmittHong, Case No. 07CC01359—
against certain of the Compasyofficers and directors. This action containsfattllegations similar to those of the federatslaction lawsu
described above, but the plaintiff in this case alsserts claims for violations of California’sidey trading laws, breaches of fiduciary duty,
abuse of control, gross mismanagement, waste pbeate assets, and unjust enrichment. The plase#ks unspecified damages, equitable
and/or injunctive relief and disgorgement of abfits, benefits and other compensation obtainethbydefendants. The defendants in this
action have not responded to the complaint. Putgoamstipulation, the parties agreed to templyratay the action pending a decision on the
defendants’ motions to dismiss in the federal séearclass action. The parties also agreed thantyvdays after the court in the federal
securities class action issues a final ruling atéomotions to dismiss brought in that action,ghgties will meet and confer regarding the time
for defendants to respond to the complaint in dieisvative action. The Company believes that thegations lack merit and intends to
vigorously defend all claims asserted. At this titnewever, the Company is unable to form a profesdijudgment that an unfavorable
outcome is either probable or remote. Moreoveanifinfavorable outcome should eventually occurQbmpany is not at this time able to
estimate the amount or range of possible lossddiitian, the Company has received correspondemce éounsel for a purported shareholder
requesting that the Company take actions to ingatgiand remedy alleged wrongdoing by unidentifiiecher and current officers and/or
directors based on allegations similar to thosénSmith v. Hong derivative case. The Companyadduating its response to this request.

Other Obligations

During its normal course of business, the Comparsyrhade certain indemnities, commitments and gtegamunder which it may be
required to make payments in relation to certangactions. These include (i) intellectual propertiemnities to the Compargytustomers ar
licensees in connection with the use, sales atidese of Company products; (i) indemnities todlers and service providers pertaining to
claims based on the negligence or willful miscorichiiche Company; (iii) indemnities involving theauracy of representations and warranties
in certain contracts; (iv) indemnities to directared officers of the Company to the maximum expentnitted 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 futysayments the Company could be obligated to makstokically, 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 unaudited condexxsetblidated balance sheets.
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NOTE 8—STOCK OPTIONS AND WARRANTS
Common Stock Options

A summary of common stock option activity as of &mdthe three months ended March 29, 2008 is ptegebelow (shares in thousant

Weighted-

Average

Number of Exercise

Shares Price

Options outstanding at December 29, 2007 3,74 $ 3.06
Options grante: 395 1.88
Options exercise — —
Options cancelled (288) 2.38
Options outstanding at March 29, 2C 3,85 $ 2.99

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

Three Months Ended

March 29, March 31,
2008 2007
Expected term (in year 5.4 54
Expected volatility 80% 80%
Risk-free interest rat 3.02% 4.65%
Expected dividend — —
Weighted-average grant date fair value per share $ 127 $ 6.07

At March 29, 2008, the amount of unearned stoclett@®mpensation currently estimated to be expeineedfiscal 2008 through fiscal
2012 related to unvested common stock optionspscgmately $3.2 million, net of estimated forfeis. The weighted-average period over
which the unearned stock-based compensation i<tege be recognized is approximately 2.7 yeétbere are any modifications or
cancellations of the underlying unvested commookstptions, the Company may be required to acdeleirecrease or cancel any remaining
unearned stock-based compensation expense. Fttoketmsed compensation expense and unearnedlsasekl compensation will increase
the extent that the Company grants additional comstock options or other equity awards.

Warrants

A summary of activity with respect to outstandingrrants to purchase shares of the Company’s constock as of and for the three
months ended March 29, 2008 is presented belowgstia thousands):

Weighted-

Average

Number of Exercise

Shares Price

Warrants outstanding at December 29, 2007 318 $ 1.01
Warrants grante — —
Warrants exercise 97) 1.00
Warrants cancelle (203) 1.00
Warrants outstanding and exercisable at March @382 18 $ 1.25

In February 2008, certain warrant holders exerc&¥000 warrants to purchase shares of the Congeosnmon stock, whereby the
Company issued approximately 97,000 shares of canstark pursuant to a net issue election and éffdgtreceived approximately 203,000
shares back from the warrant holders as consideratilieu of cash for the exercised warrants. Z88,000 shares were forfeited on the
exercise date.

14




NOTE 9—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 rmarkKene Company evaluates financial performanca Gompany-wide basis.

At March 29, 2008, approximately $3.4 million oBt€ompany’s net long-lived assets were locateddrithe United States in the PRC.
ltem 2. Management'’s Discussion and Analysis &fiinancial Condition and Results of Operations
Cautionary Statement

The following discussion and analysis of our finahcondition and results of operations should bad in conjunction with our
Unaudited Condensed Consolidated Financial Statésremd the related notes thereto contained in Rdtem 1 of this Report. The
information contained in this Quarterly Report 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 Exchex@pmmission, or SEC, including our Annual ReparEorm 10-K for the fiscal year ended
December 29, 2007 and subsequent reports on F-K, which discuss our business in greater detail.

This Report, along with similar discussions in otiner SEC filings, describe some of the importéksrthat may affect our business,
results of operations and financial condition. Yatwould carefully consider those risks, in addittorthe other information in this Report and in
our other filings with the SEC, before decidingtochase, hold or sell our common stock.

This Report contains forward-looking statementd theolve risks, uncertainties, estimates and aggions. These statements are not
guarantees of future performance and are subjecettain risks, uncertainties and assumptions #ratdifficult to predict. Therefore, ol
actual results could differ materially and advessfbm those expressed in any forward-looking st&tets as a result of various factors. We
undertake no obligation to revise or update pullihy forward-looking statements for any reason.

Overview

We design, manufacture and sell high performanaaong subsystems for the server, high performancepeting and communications
markets. Our memory subsystems consist of dynaamidam access memory integrated circuits, or DRAK| KTAND and other components
assembled on a printed circuit board, or PCB. Wgaga with our original equipment manufacturer, &M customers from the earliest stages
of new product definition, which provides us unidasight into their full range of system architeetand performance requirements. This ¢
collaboration has also allowed us to develop aifsagmt level of systems expertise. We leveragewfplio of proprietary 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 and low cost per bit.

Consistent with the concentrated nature of the Qibtomer base in our target markets, a small nuwiidarge customers have
historically accounted for a significant portionafr net sales. Dell and Hewlett Packard repredesmpproximately 74% and 17%, respectiv:
of our net sales for the three months ended Ma®¢t2@08. Dell, Hewlett Packard and IBM represerapproximately 38%, 31% and 11%,
respectively, of our net sales for the three moetigded March 31, 2007. Net sales to some of our @&Edbmers include memory modules
are qualified by us directly with the OEM custoraed sold to electronic manufacturing services mters, or EMSs, for incorporation into
products manufactured exclusively for the OEM costo These net sales to EMSs have historicallyfkted period by period as a portion of
the total net sales to these OEM customers. Nes $alHon Hai Precision Industry Co. Ltd., an EM&t tpurchases memory modules from us
for incorporation into products manufactured exislely for Dell, represented approximately 35% of sales to Dell for the three months er
March 29, 2008 and approximately 76% of net sald3dll for the three months ended March 31, 200t dles to Kingston Technology
Company, Inc., and to International Systems TeamolCo. Ltd., both EMSs that purchase memory madfitem us for incorporation into
products manufactured exclusively for IBM, représdrapproximately 31% and 19%, respectively, ofsaégs to IBM for the three months
ended March 31, 2007.
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Key Business Metrics

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

Net SalesNet sales consist primarily of sales of our highfgrenance memory subsystems, net of a provisior$timated returns under
our right of return policies, which generally rangeto 30 days. We generally do not have long-teatas agreements with our customers.
Although OEM customers typically provide us withrAeinding forecasts of future product demand oveci§igeperiods of time, they genera
place orders with us approximately two weeks inaaxbe of scheduled delivery. Selling prices areciihy negotiated monthly, based on
competitive market conditions and the current paEBRAM ICs and NAND. Purchase orders generallyehao cancellation or rescheduling
penalty provisions. We often ship our productsuo@istomers’ international manufacturing sited.ollour sales to date, however, are
denominated in U.S. dollars. We also sell exceaspoment inventory of DRAM ICs and NAND to distrilous and other users of memory ICs.
We expect that component inventory sales will cargito decrease as a percentage of net salesiie fugriods as we diversify our customer
base and therefore are able to use componentwinhea range of memory subsystems.

Cost of SaleOur cost of sales includes the cost of materiatmufacturing costs, depreciation and amortizatioegoipment, inventory
valuation provisions, stock-based compensationoaedpancy costs and other allocated fixed costs.ORAM ICs and NAND incorporated
into our products constitute a significant portafrour cost of sales, and thus our cost of saliflagtuate based on the current price of DR.
ICs and NAND. We attempt to pass through such DREMind NAND cost fluctuations to our customers kgfiently renegotiating pricing
prior to the placement of their purchase ordersthBoextent we are successful, a large majorityvofproduct cost is variable, and thus our cost
of sales and gross margin percentages may nogb#icantly impacted by changes in sales volumewkler, the sales prices of our memory
subsystems can also fluctuate due to competittuatsdins unrelated to the pricing of DRAM ICs andND, which will affect gross margins.
The gross margin on our sales of excess comporieAMDIC and NAND inventory is much lower than theogs margin on our sales of our
memory subsystems. As a result, a decrease in DRANd NAND inventory sales as a percentage ofowerall sales would result in an
improved overall gross margin. We assess the vialuaf our inventories on a monthly basis and rd@provision to cost of sales as neces
to reduce inventories to the lower of cost or ealizable value.

Research and DevelopmeRiesearch and development expense consists prirodgiyployee and independent contractor compemsatio
and related costs, stock-based compensation, cemaigied design software licenses, reference degelopment costs, patent-related fees,
depreciation or rental of evaluation equipment, aoclipancy and other allocated overhead costs.iAtsoded in research and development
expense are the costs of material and overheagdelathe production of engineering samples of pevducts under development or products
used solely in the research and development proCesscustomers typically do not separately comatnas for design and engineering work
involved in developing application-specific prodsifor them. All research and development costegpensed as incurred. As we continue to
develop additional proprietary technologies, wecipate that research and development expendiwitemcrease.

Selling, General and AdministrativBelling, general and administrative expenses copsinarily of employee salaries and related costs,
stock-based compensation, independent sales repatise commissions, professional services, proonati and other selling and marketing
expenses, and occupancy and other allocated owkdosés. A significant portion of our selling effois directed at building relationships with
OEMs and other customers and working through tbdymt approval and qualification process with th&erefore, the cost of material and
overhead related to products manufactured for ficadlion is included in selling expenses. As wetaure to service existing and penetrate |
customers, we anticipate that our sales and martketipenses will increase. We also anticipatedhageneral and administrative expenses
related to accounting and legal expenses assodigtiedur ongoing public reporting obligations wgiénerally remain consistent until such
time that we are required to obtain attestatiomises from our independent registered public actingrfirm with respect to our internal cont
over financial reporting, the result of which wilkrease such expenses in future periods.

Provision (Benefit) for Income Taxe&3ur income tax provision (benefit) is based ondtadutory federal tax rate of 35% and is typically
impacted by state taxes and permanent book-tagrdiftes.

Critical Accounting Policies

The preparation of financial statements in conftymiith accounting principles generally acceptethia United States of America
requires us to make estimates and assumptionaffieat the reported amounts of assets and ligdsligind disclosures of contingent assets and
liabilities at the date of the consolidated finaatatements and the reported amounts of net aatbexpenses during the reporting period. By
their nature, these estimates and assumptionsibyecs to an inherent degree of uncertainty. We lmas estimates on our historical experie
knowledge of current conditions and our beliefs of
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what could occur in the future considering ava#abformation. We review our estimates on an omgdiasis. Actual results may differ from
these estimates, which may result in material asveffects on our operating results and finan@altjpn. We believe the following critical
accounting policies involve the more significanswiaptions and estimates used in the preparationrofonsolidated financial statements:

Revenue RecognitioWe recognize revenues in accordance with the Sexuand Exchange Commission’s Staff AccountingeBin
No. 104,Revenue Recognitigror SAB No. 104. Under the provisions of SAB N641we recognize revenues when there is persuasive
evidence of an arrangement, product delivery acd@ance have occurred, the sales price is fixettmrminable, and collectibility of the
resulting receivable is reasonably assured.

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

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

We assess collectibility based on the creditwogsinof the customer as determined by credit cheofi®valuations, as well as the
customer’s payment history. A portion of our inttional shipments are made to third party inventeayehouses, or hubs, and we recognize
revenue when the inventory is pulled from the habulse in production by the customer. We receixepart from the customer on a daily basis
indicating the inventories pulled from a hub foeusy the customer, and perform a daily reconailiabf inventories shipped to and pulled by
the customer to those inventories reflected orctlomer’s reports to ensure that sales are rezedm the appropriate periods. We have
historically had good visibility into the inventes on-hand at hub locations and also what our mes®intend to pull within each reporting
period. However, if a customer does not pull oweirtory from its hub in accordance with the schediubriginally provided to us, our
predicted future revenues could vary from our faste and our results of operations could be méieaad adversely affected. Additionally,
since we own inventories that are physically lodatehubs, our ability to effectively manage invanytlevels may be impaired, causing our
inventory turns to decrease, which would increagrerses associated with excess and obsolete imiemnémd negatively impact our cash fl

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

Warranty ReservalVe offer warranties on our memory subsystems géneeenging from one to three years, dependinghenpgroduct ar
negotiated terms of purchase agreements with aiomers. Such warranties require us to repairplace defective product returned to us
during such warranty period at no cost to the gusto Our estimates for warranty-related costs ezerded at the time of sale based on
historical and estimated future product returngabed expected repair or replacement costs. Wihnile sosts have historically been within our
expectations and the provisions established, urkedehanges in failure rates could have a matadietrse impact on us, requiring additional
warranty reserves, and adversely affecting ourgyposfit and gross margins.

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

Our accounts receivable are highly concentratedngracsmall number of customers, and a significaahge in the liquidity or financial
position of one of these customers could have @rnahtidverse effect on the collectibility of owrcaunts receivable, our liquidity and our
future operating results.
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InventoriesWe value our inventories at the lower of the actuat to purchase or manufacture the inventorpemtet realizable value of
the inventory. Cost is determined on an averagelmass which approximates actual cost on a firsfiist-out basis and includes raw materi
labor and manufacturing overhead. We regularlyewninventory quantities on hand and on order andrcka provision for excess and
obsolete inventories based primarily on our est@uhdidrecast of product demand and production reqents for the next three to six months.
In addition, we consider changes in the marketezafuDRAM ICs and NAND in determining the net realble value of our raw material
inventory. Once established, any write downs aresiciered permanent adjustments to the cost basisrafiventories. A significant decreas:
demand for our products could result in an incréaslbe amount of excess inventory quantities amdhén addition, our estimates of future
product demand may prove to be inaccurate, in wtéde we may have understated or overstated thesjoro required for excess and obsol
inventory. In the future, if our inventories araatenined to be overvalued, we would be requiretmgnize additional expense in our cost of
sales at the time of such determination. Likewifseyr inventories are determined to be undervaluesimay have over-reported our costs of
sales in previous periods and would be requirggdognize additional gross profit at the time sinskentories are sold. In addition, should the
market value of DRAM ICs and NAND decrease sigaifity, we may be required to lower our selling gsi¢o reflect the lower cost of our r
materials. If such price decreases reduce thesagtrable value of our inventories to less thanamat, we would be required to recognize
additional expense in our cost of sales in the saened. Although we make every reasonable effodrisure the accuracy of our forecasts of
future product demand, any significant unanticigatkanges in demand, technological developmertteeomarket value of DRAM ICs and
NAND could have a material effect on the value of imventories and our reported operating res

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

Stock-Based Compensatidie account for equity issuances to non-employeaséordance with Statement of Financial Accounting
Standards, or SFAS, No. 128¢ccounting for Stock Based Compensatiand Emerging Issues Task Force Issue No. 9&d&yunting for
Equity Instruments that are Issued to Other Thampgees for Acquiring, or in Conjunction with Set/i Goods and Servic. All transaction:
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.

On January 1, 2006, we adopted SFAS No. 12FRre-Based Paymenor SFAS No. 123(R), which requires the measur¢raed
recognition of compensation expense for all shasel payment awards made to our employees andodgda@sed on estimated fair values.
We adopted SFAS No. 123(R) using the modified peospe transition method, which requires the agian of the accounting standard as of
January 1, 2006, the first day of our fiscal ye@B& In accordance with the modified prospectiaadition method, our consolidated financial
statements for prior periods have not been restategflect, and do not include, the impact of SFA& 123(R).

We currently use the Black-Scholes option pricingdel to estimate the fair value of stock-based d&ahile this model meets the
requirements of SFAS No. 123(R), the estimatedvaines generated by it may not be indicative efabtual fair values of our stock-based
awards as it does not consider certain factors itapbto those awards to employees, such as caatiamployment and periodic vesting
requirements as well as limited transferabilityeTBilack-Scholes model requires subjective assumptiegarding future stock price volatility
and expected time to exercise, along with assumptbout the risk-free interest rate and expedtgdehds, all of which affect the estimated
fair values of our stock-based awards. The expdetea of options granted is derived from historidata on employee exercises and post-
vesting employment termination behavior. The exgeéeblatility is based on the historical volatéii of the common stock of comparable
publicly traded companies based on our beliefweaturrently have limited historical data regardihg volatility of our stock price on which
to base a meaningful estimate of expected volatilihe risk-free rate selected to value any paldicgrant is based on the U.S. Treasury rate
that corresponds to the expected term of the grif@ttive as of the date of the grant. The expedieidends assumption is based on our his
and expectation of dividend payouts. We evaluateasumptions used to value stock-based awardsgjoargerly basis. If factors change and
we employ different assumptions, stock-based cosgien expense may differ significantly from what hhave recorded in the past.
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The value of the portion of stock-based awardsdhaultimately expected to vest is recognizedkpgmse over the requisite service
periods in our financial statements in fiscal 2006l thereafter. As stock-based compensation expensgnized in our financial statements is
based on awards ultimately expected to vest, ibleas reduced for estimated forfeitures. SFAS I28(R) requires forfeitures to be estimated
at the time of grant and revised, if necessargulmsequent periods if actual forfeitures diffenfrthose estimates. If there are any modifical
or cancellations of the underlying unvested stoakedl awards, we may be required to accelerateaseror cancel any remaining unearned
stock-based compensation expense. Future stocki-basgpensation expense and unearned stock-basguknsation will increase to the
extent that we grant additional stock-based awards.

Income TaxedlNe recognize deferred tax assets and liabilitisetan the differences between the financial stat¢icarrying values and
the tax bases of assets and liabilities. We retyutaview our deferred tax assets for recoverabditd establish a valuation allowance, when
determined necessary, based on historical taxabtsrie, projected future taxable income, and the&begol timing of the reversals of existing
temporary differences. If we operate at a lossafoextended period of time or are unable to geeexaficient future taxable income, or if th
is a material change in the actual effective taggar time period within which the underlying temmgry differences become taxable or
deductible, we could be required to record a vadunadllowance against all or a significant portafrour deferred tax assets which could
substantially increase our effective tax rate fatsperiod. Any significant changes in statutomyri@es or the amount of our valuation
allowance could have a material effect on the vafugur deferred tax assets and liabilities, andreported financial results. Additionally, we
adopted Financial Accounting Standards Board, d8BAnterpretation No. 4&ccounting for Uncertainty in Income Taxe&na-Interpretatior
of FASB Statement No. 108r FIN 48, on December 31, 2006, the first dafisufal 2007. FIN 48 seeks to reduce the divelsityractice
associated with certain aspects of measurementegodnition in accounting for income taxes. FINpt8scribes a recognition threshold and
measurement requirement for the financial statemeautgnition of a tax position that has been takeis expected to be taken on a tax return
and also provides guidance on de-recognition, ifleason, interest and penalties, accounting ireiim periods, disclosure, and transition.
Under FIN 48 we may only recognize or continuegimognize tax positions that meet a “more likelynthat” threshold.

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

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

Three Months Ended

March 29, March 31,
2008 2007
Net sales 100% 100%
Cost of sales 76 85
Gross profil 24 15
Operating expense
Research and developme 12 3
Selling, general and administrati 26 10
Total operating expenses 38 13
Operating income (los: (15) 2
Other income (expense
Interest income (expense), 1 2 —
Other income (expense), net — —
Total other income (expense), | 2 —
Income (loss) before provision (benefit) for incotares (13) 2
Provision (benefit) for income tax 9) —
Net income (loss) (4)% 2%

Three Months Ended March 29, 2008 Compared to Three Months Ended March 31, 2007
Net Sales, Cost of Sales and Gross Profit

The following table presents net sales, cost afssahd gross profit for the three months ended M28; 2008 and March 31, 2007 (in
thousands, except percentages):

Three Months Ended

March 29, March 31, Increase %
2008 2007 (Decrease) Change
Net sales $ 13,10¢ $ 37,53t $ (24,43¢) (65)%
Cost of sales 9,97: 32,08¢ (22,11¢) (69)%
Gross profit $ 3,131 $ 544¢ $ (2,31¥) (43)%
Gross margin 24% 15% 9%

Net Sales.The overall decrease in our net sales was priyndriven by the slower than expected growth insalecertain of our flash ar
high density server modules.

The decrease in net sales in the three months evideth 29, 2008 as compared to the three monthsdeltirch 31, 2007 resulted
primarily from decreases of approximately (i) $&h8lion in sales of laptop personal computer mensrgsystems, (i) $7.9 million in sales of
memory subsystems used to control Redundant AoBlslependent Disks, or RAIDs, (iii) $3.5 million sales of our very low profile
memory subsystems, and (iv) $2.0 million in salesuws Double Data Rate, or DDR, and DDR2 memorysgstems.

Sales of our component inventory to distributord ather users of memory ICs represented approxiyn@i4% and 3% of net sales for
three months ended March 29, 2008 and March 317,2@8pectively. Component inventory sales haveedsed as a percentage of net sal
a result of our efforts to diversify our customasbk which has resulted in our ability to use coneptsin a wider range of memory subsyste

Gross Profit and Gross MarginGross profit for the three months ended March?2®8 as compared to the three months ended Maur¢
2007 decreased primarily due to the 65% decreasetigales between the two periods. The increageoss margin for the three months ended
March 29, 2008 as compared to the three monthsdedech 31, 2007 is partially due to general stahilon of DRAM IC market prices
during the first quarter of 2008, whereas duringfilst quarter of 2007, we incurred a loss of agpnately $1.6 million for slow-moving and
lower-of-cost-or-market value
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inventory adjustments due primarily to the sigrafit decreases in the market price of DRAM ICs dutivat period. The increase is also a
result of certain shifts in product mix that prowifbr higher margins. Additionally, in 2008 we héhegun to realize certain benefits and cost
savings of having transitioned a significant partaf our production manufacturing volume over th&t ktwo quarters to our facility in the
People’s Republic of China.

Should the market prices of DRAM ICs and/or NANxlitee in future periods, or should our product satféx shift more toward lower
margin products such as laptop memory, our grasfit pgross margin and overall operating resultsldde adversely affected.

Research and Development .

The following table presents research and developexpenses for the three months ended March 28 @0d March 31, 2007 (in
thousands, except percentages):

Three Months Ended
March 29, March 31, %
2008 2007 Increase Change

Research and developme $ 157¢ $ 1,067 $ 509 48%

The increase in research and development experise three months ended March 29, 2008 as compaitbe three months ended
March 31, 2007 resulted primarily from increase$)o$0.4 million in personnel-related expenses agsult of an increase in the number of
employees engaged in research and developmenitiastsince March 31, 2007, (ii) $0.1 million faertain engineering and design tools and
related expenses and (iii) $0.1 million in legadl gmofessional services as we continue to incraeseities related to new and emerging
markets in 2008. The above increases were partffibet by a decrease of approximately $0.1 miliilmexpenses related to product
qualification testing, stock compensation and uasiallocated overhead expenses.

Selling, General and Administrative .

The following table presents selling, general adichiaistrative expenses for the three months endadtiM29, 2008 and March 31, 2007
(in thousands, except percentages):

Three Months Ended
March 29, March 31, %
2008 2007 Decrease Change

Selling, general and administrati $ 3,46 $ 3,704 $ (236) (6)%

The decrease in selling, general and administrakpense in the three months ended March 29, 20@8rapared to the three months
ended March 31, 2007 resulted primarily from desesaof (i) $0.2 million in commission and travelated expenses as well as $0.2 million in
product qualification, evaluation and advertisingidg the first quarter of 2008 as compared tdfittsé quarter of 2007 and (ii) $0.1 million in
legal and professional fees as a result of thafgignt costs we incurred in 2007 to begin opeatis a public company, including costs related
to our initial documentation and assessment ofaecontrol over financial reporting. The abovemases are partially offset by increases of
(i) $0.1 million in personnel-related expenses gdrmarily to compensation increases and increasései costs of our employee insurance plan
coverage premiums and (i) $0.2 million in vari@il®cated overhead expenses which include, butatrémited to, expenses for insurance,
depreciation and rent. The number of employeesgadym selling, general and administrative actgtas of March 29, 2008 decreased
approximately 19% from March 31, 2007.
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Other Income (Expense) .

The following table presents other income (expefmethe three months ended March 29, 2008 and Mat¢ 2007 (in thousands, except
percentages):

Three Months Ended

March 29, March 31, Increase %
2008 2007 (Decrease’ Change
Interest income (expense), | $ 239 $ 48) $ 287 598%
Other income (expense), r (91) 1 (92) (9,200)%
Total other income (expense), net $ 148 $ 47) $ 195 415%

Net interest income for the three months ended Mag; 2008 was comprised of interest income of @gprately $0.3 million, partially
offset by interest expense of approximately $0.Mioni Net interest expense for the three monttdedrMarch 31, 2007 was comprised of
interest expense of approximately $0.5 million tig#ly offset by interest income of approximately.$ million. The decrease in interest
expense in the three months ended March 29, 2068rapared to the three months ended March 31, @8Qilted primarily from our lower
outstanding line of credit and debt balances irfitlse quarter of 2008 as compared to the firstrtpraof 2007.

Other expense, net, for the three months endedhiv8£2008 is primarily comprised of losses onaiarforeign currency remeasurement
transactions, partially offset by realized gaingtos sale of certain investments in marketable ritgest

Provision (Benefit) for Income Taxes.

The following table presents the provision (benédéit income taxes for the three months ended Ma&;i2008 and March 31, 2007 (in
thousands, except percentages):

Three Months Ended

March 29, March 31, %
2008 2007 Decrease Change
Provision (benefit) for income tax $ (1,181) $ — $ (2,181) 100%

On an interim basis, we estimate what our effedterate will be in each jurisdiction for the féibcal year and record a quarterly income
tax provision (benefit) in accordance with the eiptited blended annual rate. We recorded a bdnefitcome taxes for the three months er
March 29, 2008. Our estimated effective tax bemafi of approximately 67% for the three monthseehnlarch 29, 2008 is partially driven by
certain permanent differences being a larger p¢agenof our estimated annualized pre-tax income.@drmanent difference dollar amounts
are consistent with the prior year. During the ¢hmeonths ended March 31, 2007, we had estimatedaumal effective tax rate of zero for fis
2007, which was primarily based on the effect skerch and development credits and our projectedadized pre-tax income at that time.

Liquidity and Capital Resources

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

Working Capital and Cash and Marketable Securities

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

March 29, December 29
2008 2007
Working Capital $ 28,50¢ $ 27,38
Cash and cash equivalents $ 8,90€ $ 7,182
Shor-term marketable securities( 15,56t 15,57¢
Long-term marketable securities 5,96€ 7,814
$ 30,437 $ 30,56¢

(1) Included in working capital
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Our working capital increased slightly in the threenths ended March 29, 2008 primarily as a resfudn increase in our cash and cash
equivalents balance of approximately $1.7 milliare ¢grrimarily to maturities and sales of certaireistynents in marketable securities. This
increase in working capital was partially offsetgayrchases of equipment of approximately $0.3 arilitnd payments on long term debt of
approximately $0.2 million.

Cash Provided and Used in the Three Months Ended March 29, 2008 and March 31, 2007

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

Three Months Ended

March 29, March 31,
2008 2007
Net cash provided by (used in)
Operating activitie: $ 2,097 $ 4,87:
Investing activities 1,46C (16,667)
Financing activities (1,837) (7,487)
Net increase (decrease) in cash and cash equis. $ 1,724 $ (19,287)

Operating ActivitiesNet cash provided by operating activities for theeé months ended March 29, 2008 was primarilysalref
(i) approximately $0.7 million in net non-cash ogang expenses, primarily comprising depreciatiod amortization and stock-based
compensation and (ii) approximately $2.0 milliomiet cash provided by changes in operating asedtiabilities, partially offset by a net loss
of approximately $0.6 million for the three mon#hreded March 29, 2008. Net cash provided by opeyativities for the three months ended
March 31, 2007 was primarily a result of approxietat0.6 million in net income for the quarter gijdapproximately $0.3 million in net non-
cash operating expenses, primarily comprising dgatien and amortization, deferred income taxexksbased compensation and impairment
of long-lived assets and (ii) approximately $4.0lion in net cash provided by changes in operatisgets and liabilities.

Accounts receivable decreased approximately $4lliomduring the three months ended March 29, 200@arily as a result of the
decline in our net sales during the period. Duthrgysame period, we were successful in collectas drom sales to our customers
substantially in accordance with our standard pantrtegms with those customers.

Investing ActivitiesNet cash provided by investing activities for theee months ended March 29, 2008 was primarilysaltef proceeds
received from maturities and sales of certain itmesits in marketable securities of approximately2 $8illion, partially offset by purchases of
additional investments in marketable securitieapgdroximately $6.4 million. We also used approxeha$0.3 million in cash to purchase
additional manufacturing equipment. Net cash usadviesting activities for the three months endeatdft 31, 2007 was primarily a result of
purchases of additional investments in marketadteisties during the period of approximately $3Milion, partially offset by proceeds
received from maturities of certain investmentmiarketable securities of approximately $14.4 millio

Due to recent disruptions of, and the resultingiced liquidity in certain financial markets, twoair marketable securities investment
AAA rated auction rate securities with a total fhased cost of $2.0 million experienced failed audiduring the fourth quarter of 2007 and
first quarter of 2008. Due to the failed auctions, were unable to sell the securities at theireetipe costs, resulting in a decrease in fair value
which has been recorded as a component of accuedudstter comprehensive loss. These investmentsheereclassified as long-term
investments in marketable securities in our codstdid balance sheets as of March 29, 2008 and eeetf), 2007. As of March 29, 2008,
unrealized losses on these two investments totglpdoximately $0.2 million. We have concluded tiat unrealized losses on these
investments are temporary because (i) we belieatetiie decline in market value that has occurretliesto general market conditions, (i) the
auction rate securities continue to be of a higlditquality and interest is paid as due and\{i&)have the intent and ability to hold these
investments until a recovery in market value occtire fair value of these securities could changeificantly in the future and we may be
required to record other-than-temporary impairnararges or additional unrealized losses in futemops.

Financing ActivitiesNet cash used in financing activities for the thmeenths ended March 29, 2008 was primarily a resfuliet
repayments on our outstanding revolving line ofidref approximately $1.6 million, along with repagnts of approximately $0.2 million on
our long term debt. Net cash used in financingvéis for the three months ended March 31, 2003 pranarily a result of net repayments on
our outstanding revolving line of credit of appnmetely $7.2 million.
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Capital Resources

Under our revolving line of credit, we may borrow to the greater of 85% of eligible accounts reaele plus the least of (i) a percentage
of eligible inventory determined from time to tirbg the Company’s bank, (ii) 80% of the orderly idation value, as defined, of eligible
inventories, and (iii) $7 million. Interest is pdyya monthly at the prime rate, which was 5.25% atdh 29, 2008.

In May 2008, we executed a ninth amendment to cedictagreement, which is effective as of the beigig of our second fiscal quarter of
2008. Among other things, the amendment revisethiceiinancial and other covenants of which weraguired to comply. The amendment
requires us to (i) limit capital expenditures undetefined annual cap, (i) achieve certain minimmaonthly profitability thresholds and
(i) maintain a minimum liquidity threshold as tife end of each month. Additionally, the amendmewised the interest rate on our
borrowings on the revolving line of credit to fluate between the prime rate and prime plus 0.5%dagr combined monthly account bala
with the bank. Furthermore, under the amendmemthonrevolving equipment financing line of crediaswevised to allow us to borrow up to
an additional maximum of $0.9 million to finance tp80% of the cost of equipment purchases thrabgkend of fiscal 2008. Principal on any
of these additional borrowings is scheduled todpaid in 42 equal monthly installments commencengudry 1, 2009. Interest on our existing
and future equipment line of credit advances isapy monthly at the prime rate.

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

March 29, December 29,
2008 2007
Outstanding borrowings on the revolving line ofdit: $ 3234 $ 4,87z
Outstanding borrowings on the equipment line oflitre $ 775 $ 872
Borrowing availability under the revolving line ofedit $ 4047 $ 6,36€

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

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

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

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

Off-Balance Sheet Arrangements

We do not have any relationships with unconsolid&etities or financial partnerships, such as iestitften referred to as structured
finance or special purpose entities, which wouldehlaeen established for the purpose of facilitatifipalance sheet arrangements or other
contractually narrow or limited purposes. In adiuitiwe do not have any undisclosed borrowings bt,dad we have not entered into any
synthetic leases. We are, therefore, not materadposed to any financing, liquidity, market orditeisk that could arise if we had engaged in
such relationships.
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Item 3. Quantitative and Qualitative Disclsures About Market Risk

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

Not Applicable.
Item 4T.  Controls and Procedures

(a) Evaluation of Disclosure Controls and Proceduie carried out an evaluation, under the superviaimhwith the participation of o
management, including our principal executive effiand principal financial officer, of the effeativess 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 March 298 ®Based upon that evaluation, our principal etieewfficer and principal financial officer
concluded that our disclosure controls and proesiare effective to provide reasonable assuramaténtiormation 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, includingpdacipal executive officer and
principal financial officer as appropriate to allévwely decisions regarding required disclosure.

(b) Change in internal controls over financial refing. During the fiscal quarter that ended March 29, 2@068re have not been any
changes in our internal control over financial reipg (as defined in Rules 13a-15(f) and 15d-16(fjler the Exchange Act) that have
materially affected, or are reasonably likely totenilly affect, our internal control over finantiaporting.

Inherent Limitations on I nternal Control

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

PART Il. OTHER INFORMATION
Item 1. Legal Proceedings

The information set forth in the sections entitfestieral Securities Class Action and California {&ive Action under Note 7 of Notes to
Unaudited Condensed Consolidated Financial Stateniacluded in Part I, Item | of this Report, icorporated herein by reference.

Iltem 1A.  Risk Factors

As a Smaller Reporting Company, we are not requwadake any disclosure pursuant to this Item llaage refer to the Risk Factors set
forth in Part I, Item 1A of our Annual Report onrRo10-K for the fiscal year ended December 29, 2iéd with the Securities and Exchange
Commission on February 29, 2008.
ltem 2. Unregistered Sales of Equity Secuigs and Use of Proceeds

On February 1, 2008, we issued 97,297 shares afa@umon stock pursuant to an exercise of certamangs dated February 12, 2003, to
purchase 300,000 shares of common stock. This iseem@as made pursuant to a net issue electionhenidalance of the shares was forfeited.
The sale of these securities was made in reliande@exemption from registration provided by Satt(2) of the Securities Act of 1933, as
amended.
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We did not repurchase any of our outstanding eqéturities during the quarter ended March 29, 2008

Item 3. Defaults Upon Senior Securities
None.

ltem 4. Submission of Matters to a Vote decurity Holders
None.

Item 5. Other Information
None.

Item 6. Exhibits

Exhibit
Number Description of Document

3.1(1) Restated Certificate of Incorporation of Netlistc.l
3.2(1) Amended and Restated Bylaws of Netlist, |

10.1(2) Ninth Amendment to Amended and Restated CreditSewlirity Agreement, dated May 2, 2008, by and aniettjst, Inc., a
Delaware corporation, Netlist Technology Texas,. LaPTexas limited partnership, and Wells FargolBatational Associatior

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

31.2(2) Certification of Chief Financial Officer pursuantRule 13-14(a) and Rule 1:-14(a) of the Securities Exchange Act,
Amended.

32(3) Certification of Chief Executive Officer and Chiefhancial Officer pursuant to 18 U.S.C. 1350, aspaeld pursuant t
Section 906 of the Sarbal-Oxley Act of 2002 and furnished herewith pursuanS8EC Release No. -8238.

(1) Incorporated by reference to the correspuméixhibit number of the registration statemenForm S-1 of the registrant (No. 333-
136735) filed with the Securities and Exchange Cdsaion on October 23, 2006.

(2) Filed herewith.

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

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

the undersigned thereunto duly authorized.

Date: May 8, 200:

NETLIST, INC.
a Delaware corporatic
(Registrant

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

By: /sl Gail ltow
Gail Itow
Vice President and Chief Financial
Officer
(Principal Financial Officer)

27
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Exhibit

Number Description of Document

10.1 Ninth Amendment to Amended and Restated CreditSewlrity Agreement, dated May 2, 2008, by and aniettjst, Inc., ¢
Delaware corporation, Netlist Technology Texas,. LaPTexas limited partnership, and Wells FargolBatational Associatior

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

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

32 Certification of Chief Executive Officer and Chigihancial Officer pursuant to 18 U.S.C. 1350, agpaed pursuant to Section 906

of the Sarban«-Oxley Act of 2002 and furnished herewith pursuanfBEC Release No. -8238.
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EXHIBIT 10.1

NINTH AMENDMENT TO
AMENDED AND RESTATED CREDIT AND SECURITY AGREEMENT

This Amendment, dated as of May 2, 2008, is madanulybetween NETLIST, INC., a Delaware corporataond NETLIST
TECHNOLOGY TEXAS, L.P., a Texas limited partnersf@ach a “Borrower” and collectively, the “Borrowgy, on the one hand, and
WELLS FARGO BANK, NATIONAL ASSOCIATION ( the “Lendé), acting through its WELLS FARGO BUSINESS CREDdperating
division, on the other hand.

RECITALS

The Borrowers and Wells Fargo Business Credit, lndlinnesota corporation (“WFBCI"), are partiesato Amended and Restated
Credit and Security Agreement, dated as of Dece@be2003, as amended by a First Amendment to Aetadd Restated Credit and
Security Agreement, dated as of June 30, 2004carBeAmendment to Credit and Security Agreement\Wadser of Defaults, dated as of
December 20, 2005, a Third Amendment to CreditSeclrity Agreement, dated as of February 14, 28@&urth Amendment to Credit and
Security Agreement and Waiver of Defaults, datedfaspril 18, 2006, a Fifth Amendment to Credit aBecurity Agreement, dated as of
July 28, 2006, a Sixth Amendment to Credit and 8gcAgreement and Waiver of Defaults, dated aBeéember 29, 2006, a Seventh
Amendment to Credit and Security Agreement, dasedf8arch 21, 2007, and an Eighth Amendment to Adeel and Restated Credit and
Security Agreement, dated as of June 30, 20070(asnended the “Credit Agreement”). Capitalized terms usethiese recitals have the
meanings given to them in the Credit Agreementasmt@herwise specified.

WFBCI has merged with and into Lender and Lendénassurviving corporation.

The Borrowers have requested that the Lender matkaic additional amendments to the Credit Agregmehich the Lender is
willing to make pursuant to the terms and condgisat forth herein.

NOW, THEREFORE, in consideration of the premises @iithe mutual covenants and agreements heretaioed, it is agreed as
follows:

1. Defined Terms.

@) Capitalized terms used in this Amendment whichdaféned in the Credit Agreement shall have the samaanings as defin
therein, unless otherwise defined herein.

(b) The following definitions set forth in Section lofithe Credit Agreement are hereby amended in drdirety as follows:

“Equipment Advance(s)” has the meaning given tchdeem in Section 2.11(a).




()

“Foreign Accounts Eligibility Period” means untaduary 31, 2009.
“Inventory Sublimit” means $1,000,000.

Clause (x) of the definition of “Eligible Accountsét forth in Section 1.1 of the Credit Agreemeartiéreby amended in its

entirety as follows:

(d)

(x) Accounts owed by an Account Debtor (or an Affiliafesuch Account Debtor), regardless of
whether otherwise eligible, to the extent thatlihtance of such Accounts exceeds the percentatpe afggregate amount of
all Accounts indicated in the table below oppotite applicable Account Debtor; and Accounts owngdty two Account
Debtors (or Affiliates of such Account Debtors)gaedless of whether otherwise eligible, to the eixtlkat the combined
balance of such Accounts exceeds 80% of the aggregaount of all Accounts:

Account Debtor or Affiliate of Such

Account Debtor Concentration Limit
Dell Computer Corporatio 50%
IBM 40%
Hon Hai Precision Industry Ci 40%
Hewlett Packart 40%
All others 15%

The following new definitions are hereby added ¢otn 1.1 of the Credit Agreement as follows:

“Equipment Advance(s) Tranche II” has the meaniivgig to such term in Section 2.11(c). For purpadehis
Agreement and the Equipment Note, all Equipmentakdes Tranche Il are Equipment Advances.

“Equipment Advances Tranche II Commitment” hasrtreaning given to such term in Section 2.11(c), iared
sublimit within the Equipment Advance Commitment.

“Equipment Advance Tranche Il Conversion Date” meBecember 31, 2008.

“Ninth Amendment” means that certain Ninth AmendinenrAmended and Restated Credit and Security Ages,
dated as of May 2, 2008, among the Borrowers aad.¢#mder, amending this Agreement.
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Amendment to Section 2.11 Section 2.11 of the Credit Agreement is herabgreded in its entirety as follows:

Section 2.11 Equipment Advances

(@) Subject to the terms and conditions hereof, froenfifst Business Day following the effective date
of the Fifth Amendment up to but not including teguipment Advance Conversion Date, the Lender agreeake one or
more advances (each, an “Equipment Advance” aridatlely the “Equipment Advances”) to or for thertefit of the
Borrowers, in minimum amounts of $100,000 up taggregate amount not to exceed the Equipment Aév@ocnmitment.
The Borrowers’ obligation to pay the Equipment Adees shall be evidenced by the Equipment Note haltifse secured by
the Collateral as provided in Article Ill. EquipnteAdvances may not be re-borrowed after repaynsemtade by the
Borrowers. Each Equipment Advance shall be adwhdaectly to the applicable vendor or the Borrosyexrs the Borrowers
may request. The foregoing to the contrary notstithding, (i) each Equipment Advance shall be iamount, as determin
by the Lender, not to exceed 80% of the Borrowiengdice cost (net of shipping, taxes, freight, atisttion, and other so-
called “soft costs”) of new or used Equipment tkab be purchased by the Borrowers with the prdsed such Advance, or
new or used Equipment that has been purchasedi®dirowers within 30 days prior to the date oftsAcvance, (ii) the
Equipment that is to be acquired or that has beechased by the Borrowers must be acceptable tbethder in all respects,
not be a fixture, and not be intended to be affisxcecteal property or to become installed in onadtl to other goods, and must
be located at one of the Borrowers’ facilities lechin the United States, (iii) the Lender shalldnao obligation to make any
Equipment Advance hereunder to the extent thairthleing thereof would cause the then outstandinguastnaf all Equipmer
Advances to exceed the Equipment Advance Commitn@@htrior to each such Equipment Advance, thadear shall have
received an invoice for the Equipment to be puretan form and substance satisfactory to the Leridgether with evident
satisfactory to the Lender that the delivery oftsEgjuipment has been made and unconditionally éeddyy the Borrowers,
(v) the Lender may review the value of any Equiptmrichased with any Equipment Advance, with trseilts of such
review to be satisfactory to the Lender in its stikeretion, (vi) the aggregate amount of all Equémt Advances outstanding
at any time (including giving effect to any requesEquipment Advance) shall not exceed the ledsemst or fair market
value, of all of the Equipment acquired or finanggth the proceeds of such Equipment Advances,(aiijdexcept as
otherwise provided in Section 2.11(c), on the Emépt Advance Conversion Date the Equipment Adv&aamitment and
the Lender’s obligation to make Equipment Advarsfeall terminate.

(b) Until the Equipment Advance Conversion Date, nagigal payments shall be due on the
outstanding Equipment Advances; providedt the Borrowers shall make interest paymentetreduring such
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period in accordance with Section 2.12. Excepitherwise provide in Section 2.11(c), the Borrowsdrall repay the
Equipment Advances in equal monthly installmentpriricipal, each in the amount equal to 1/42 ofabgregate amount of
all Equipment Advances outstanding on the Equipmelvance Conversion Date and such installmentetduz and payable
on the first day of each month commencing FebrdaB007 and continuing on the first day of eactceading month.

(c) Prior to the effectiveness of the Ninth Amendmémeye existed $903,600 of undrawn availability
under the Equipment Advance Commitment which thedee has agreed to make available to the Borropugnsuant to the
terms of this Agreement (th&tjuipment Advance Tranche Il Commitment). Subje¢he terms and conditions hereof, fr
the first Business Day following the effective dafe¢he Ninth Amendment up to but not including tbguipment Advance
Tranche Il Conversion Date, the Lender agrees tceroae or more additional Equipment Advances timothe benefit of th
Borrowers (each, an “Equipment Advance Trancheuid collectively the “Equipment Advances Tranch ih minimum
amounts of $100,000 up to an aggregate amounbrexdeed the Equipment Advance Tranche || Commitmire
Borrowers’ obligation to pay all Equipment Advandeanche Il shall be evidenced by the EquipmeneNuwotd shall be
secured by the Collateral as provided in Article Equipment Advances Tranche Il may not be recdoged after repayment
is made by the Borrowers. Each such Equipment Acdranche Il shall be advanced directly to thaieable vendor or
the Borrowers, as the Borrowers may request. dregbing to the contrary notwithstanding, (i) e&cjuipment Advance
Tranche Il shall be in an amount, as determinethbyLender, not to exceed 80% of the Borrowersbice cost (net of
shipping, taxes, freight, installation, and othecalled “soft costs”) of new or used Equipment ikao be purchased by the
Borrowers with the proceeds of such Advance, or aeused Equipment that has been purchased bydtrewers within 60
days prior to the date of such Advance, (ii) theigment that is to be acquired or that has beechaised by the Borrowers
must be acceptable to the Lender in all respeoth@ a fixture, and not be intended to be affiteeceal property or to
become installed in or affixed to other goods, amgt be located at one of the Borrowers’ facilit@sated in the United
States, (iii) the Lender shall have no obligatiomtake any Equipment Advance Tranche Il hereuratrd extent that the
making thereof would cause the then outstandinguainaf all Equipment Advances Tranche |l to excterlEquipment
Advance Tranche Il Commitment, (iv) prior to eaauibment Advance Tranche I, the Lender shall haeeived an invoic
for the Equipment to be purchased in form and suost satisfactory to the Lender, together with evig satisfactory to the
Lender that the delivery of such Equipment has beade and unconditionally accepted by the Borrowg)she Lender ma
review the value of any Equipment purchased withifggent Advance Tranche Il, with the results oftsteview to be
satisfactory to the Lender in its sole discretipmi, the aggregate amount of all Equipment Advar(@esuding all Equipment
Advances Tranche Il) outstanding at any time (idirig giving effect to any requested
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Equipment Advance Tranche II) shall not exceeddbser of cost or fair market value, of all of thguipment acquired or
financed with the proceeds of Equipment Advanaedfding Equipment Advances Tranche 1l), and (@i)the Equipment
Advance Tranche Il Conversion Date the Equipmentahde Tranche II Commitment and the Lender’s olibigeto make
Equipment Advances Tranche Il shall terminate.

(d) Until the Equipment Advance Tranche Il Conversiatd) no principal payments shall be due on
the outstanding Equipment Advances Tranche II; idexdthat the Borrowers shall make interest paymentetreduring
such period in accordance with Section 2.12. Toed®vers shall repay the Equipment Advances Traticineequal monthly
installments of principal, each in the amount eqodl/42 of the aggregate amount of all Equipmethtakces Tranche Il
outstanding on the Equipment Advance Tranche lIv@éwsion Date and such installments to be due apdhba on the first
day of each month commencing January 1, 2009 amiihcing on the first day of each succeeding month.

(e) If the Lender at any time obtains an appraisahefEquipment as permitted under Section 6.10
(e) herein, and the appraisal shows the aggreg#ttanding principal balance of the Equipment Notexceed eighty perce
(80%) of the Net Orderly Liquidation Value of thgutpment financed with the Equipment Advances (ideig Equipment
Advances Tranche Il), then the Borrowers, upon dehigy the Lender, shall immediately prepay the Ropgnt Note in the
amount of such excess. All prepayments of pririaigthn respect to the Equipment Note shall be agapto the most remote
principal installment or installments then unpaid.

® Notwithstanding the foregoing, on the Terminatioat® the entire unpaid principal balance of the
Equipment Note, and all unpaid interest accruetktirg shall in any event be due and payable.

3. Amendment to Section 2.12(b) Section 2.12(b) of the Credit Agreement shaltibketed in its entirety and restated as
follows:

(b) Margins. The Margins for all Floating Rate Advances arld BOR Advances shall be the
Margins set forth in the table below opposite thpligable balance of the Borrowermbined account balance maintaine
WF Institutional Brokerage Services:




Borrowers’ Combined
Account Balance
Maintained at WF

Institutional Brokerage Margin for Floating Margin for LIBOR
Services Rate Advances Advances
$12,000,000 or great: Zero percentage points (0 basis poil 2.50 percentage points (250 basis poi
Less than $12,000,000 One half of one percentage point (50 basis 3.50 percentage points (350 basis points)
points)

Account balances will be tested as of the end ofi @aonth based on the statements delivered purtmant
Section 6.1(r). Any reductions or increases inNteggins will be effective as of the first day dtmonth following the
applicable test date. In the event that the Boerswail to timely deliver the statements requipedsuant to Section 6.1(r), in
addition to and not in substitution for any of ttender’s other rights and remedies available upoBwent of Default, all
Margins shall be presumed to be based on an acbaiarice of less than $12,000,000 until such sextésrare delivered to
the Lender. Notwithstanding the foregoing, no reiduncin any Margin will be made if a Default Periegists at the time that
such reduction would otherwise be made.

Financial Covenants. Section 6.2 of the Credit Agreement is herebgraled in its entirety as follows:

Section 6.2 Financial Covenants
(@) I ntentionally Deleted.
(b) Minimum Net Income (Maximum Net Loss) . The Borrowers will achieve, for each rollingekr

month period described below, Net Income (or Netd)mf not less than (or more than, as applicabeamount set forth for
each such period (humbers appearing between “se-hegative):
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Three Months Ending: Minimum Net Income / Maximum Net Loss

January 31, 200 <$2,350,000:
February 29, 200 <$1,850,000:
March 31, 200¢ <$4,400,000:
April 30, 2008 <$3,950,000:
May 31, 200¢ <$3,850,000:
June 30, 200 <$2,950,000:
July 31, 200¢ <$3,200,000:
August 31, 200t <$3,200,000:
September 30, 20( <$2,300,000:
October 31, 200 <$1,900,000:
November 30, 200 <$1,700,000:
December 31, 200 <$850,000>
(c) Capital Expenditures. The Borrowers will not incur or contract to imdDapital Expenditures of

more than $1,000,000 in the aggregate during gualiyear ending December 31, 2008.

(d) Intentionally Deleted .
(e) Intentionally Deleted .
® Minimum Liquidity . The Borrowers will maintain at all times, detémed as of the end of each

month, the sum of their cash and cash equivaldérsts amount not less than $20,000,000.

Amendment to Section 6.10(a) Section 6.10(a) of the Credit Agreement is hgr@bended in its entirety as follows:

€)) The Borrowers will keep accurate books of record arcount for themselves pertaining to the
Collateral and pertaining to each Borrower’s businand financial condition and such other matteitha Lender may from
time to time request in which true and completeiesitwill be made in accordance with GAAP and, ugwLender’'s
request, will permit any officer, employee, attornaccountant or other agent of the Lender to aveliew,
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make extracts from or copy any and all companyfarahcial books and records of the Borrowers atimlés during ordinary
business hours, to send and discuss with accobimmeand other obligors requests for verificatibmamounts owed to either
Borrower, and to discuss each Borroweaffairs with any of its Directors, Officers, erapkes or agents. Notwithstanding
foregoing, the Lender shall not conduct such auditse than three times per calendar year unleg&vant of Default has
occurred and is continuing.

6. Amendment to Section 6.10(d) Section 6.10(d) of the Credit Agreement is hgr@imended in its entirety as follows:

(d) The Lender may also, from time to time (but no nfoeguently than one time per calendar year
unless an Event of Default has occurred and ismmoing), obtain at the Borrowers’ expense an agataif the Inventory by
an appraiser acceptable to the Lender in its det@ation.

7. Replacement Exhibit C. Exhibit C attached to the Credit Agreement isebg replaced with Exhibit C attached to this
Amendment.
8. No Other Changes. Except as explicitly amended by this Amendmelhifahe terms and conditions of the Credit

Agreement shall remain in full force and effect ahdll apply to any advance or letter of credit¢ader.

9. Amendment Fee. The Borrowers shall pay the Lender a fully earmexh-refundable fee in the amount of $10,000
(“Amendment Fee”) in consideration of the Lendexxecution and delivery of this Amendment. The Adraent Fee shall be due and payable
upon execution of this Amendment.

10. Conditions Precedent This Amendment shall be effective when the Lersdetl have received an executed original hereof,
together with each of the following, each in substaand form acceptable to the Lender in its sisleretion:

€) The Amendment Fee; and

(b) Such other matters as the Lender may require.

11. Representations and Warranties Each Borrower hereby represents and warrantsetbeénder as follows:

€)) Such Borrower has all requisite power and authaotyxecute this Amendment, to perform all of idigations hereunder,

and this Amendment has been duly executed andedetivoy such Borrower and constitute the legalghaid binding obligation of such
Borrower, enforceable in accordance with their germ

(b) The execution, delivery and performance by eachid®eer of this Amendment has been duly authorizedlbgecessary
corporate action and do not (i) require any autadion, consent or approval by any governmentaadepent, commission, board, bureau,
agency or instrumentality, domestic or foreigr), (iblate any provision of any law, rule or
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regulation or of any order, writ, injunction or dee presently in effect, having applicability takuwBorrower, or the articles of incorporation or
by-laws of such Borrower, or (iii) result in a bebeof or constitute a default under any indenturlan or credit agreement or any other
agreement, lease or instrument to which such Barasva party or by which it or its properties nisgybound or affected.

(c) All of the representations and warranties containedrticle V of the Credit Agreement are correctand as of the date
hereof as though made on and as of such date, texctye extent that such representations and wiéegarelate solely to an earlier date.

12. References All references in the Credit Agreement to “thigréement” shall be deemed to refer to the CredieAment as
amended hereby; and any and all references ingber®y Documents to the Credit Agreement shaliéemed to refer to the Credit Agreen
as amended hereby.

13. No Waiver . The execution of this Amendment and acceptaheaydocuments related hereto shall not be de¢mbd a
waiver of any Default or Event of Default under teedit Agreement or breach, default or event d&udlé under any Security Document or
other document held by the Lender, whether or notia to the Lender and whether or not existinghendate of this Amendment.

14. Release

(a) Each Borrowehereby absolutely and unconditionally releasesfareler discharges the Lender, and any and aligjzahts,
parent corporations