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PART I. FINANCIAL INFORMATION

Iltem 1. Financial Statements

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

ASSETS

Current asset:
Cash and cash equivalel
Restricted cas
Investments in marketable securit
Accounts receivable, n
Inventories
Income taxes receivab
Deferred taxe
Prepaid expenses and other current assets

Total current asse

Property and equipment, r
Deferred taxe
Long-term investments in marketable securi
Other asset
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 leaslefransactiol
Accrued expenses and other current liabili
Total current liabilities
Long-term debt, net of current portic
Deferred gain on sale and leaseback transactiomof meirrent portior
Total liabilities
Commitments and contingenci
Stockholder’ equity:
Common stocl
Additional paic-in capital
Accumulated defici
Accumulated other comprehensive I
Total stockholders’ equity
Total liabilities and stockholde’ equity

See accompanying notes.

3

September 27

December 29

2008 2007

$ 12,08: $ 7,18z
2,00(

9,221 15,57:

15,74¢ 12,03

4,43; 3,33:

59E 70¢

1,25¢ 3,46¢

90z 392

46,23 42,68t

7,75¢ 8,191

— 1,06¢

962 7,81¢

54¢ 60C

$ 5550. $ 60,35¢

$ 523t $ 6,691

12,24 4,87:

491 74C

11¢ 11¢

2,36( 2,872

20,44¢ 15,29¢

28¢ 63¢

137 22€

20,86 16,16:

20 20

69,08¢ 68,10¢

(34,156) (23,899

(314 (37)

34,63¢ 44.19:

$ 5550. $ 60,35¢
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NETLIST, INC. AND SUBSIDIARIES
Unaudited Condensed Consolidated Statements of Opions
(in thousands, except per share amounts)

Net sales
Cost of sales(1)
Gross profi
Operating expense
Research and development
Selling, general and administrative
Total operating expenses
Operating los:
Other income
Interest income, ne
Other income (expense), net
Total other income, n¢
Loss before provision (benefit) for income taxes
Provision (benefit) for income tax
Net loss
Net loss per common sha
Basic and dilute:
Weighte-average common shares outstand
Basic and dilutes

(1) Amounts include stock-based compensation eseoas follows:

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

Three Months Ended

Nine Months Ended

September 27, September 29, September 27, September 29,
2008 2007 2008 2007

$ 28,87¢ $ 27,19 $ 60,40¢ $ 77,54:
26,83 23,02% 52,57¢ 73,85(
2,044 4,16\ 7,834 3,69¢

1,651 1,25¢ 4,94: 3,801

3,36¢ 4,04( 10,14 11,58¢

5,01¢ 5,29¢ 15,08t 15,39(
(2,979 (1,129 (7,257 (11,697

38 14z 381 25€

13 (33) (55) (28)

51 10¢ 32¢€ 22¢

(2,920) (1,020) (6,925 (11,469

4,502 (367) 3,332 (4,227)

$ (7,427 $ (657 $ (10,257) $ (7,247)
$ 0.37) $ 0.09 $ (052 $ (0.37)
19,85¢ 19,68¢ 19,84¢ 19,65¢

$ 44 $ 53 % 10€ $ 161
55 4C 14C 10t

263 21¢ 73t 66¢

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

Nine Months Ended

September 27, September 29,
2008 2007
Cash flows from operating activitie
Net loss $ (10,257 $ (7,242)
Adjustments to reconcile net loss to net cash piexviby (used in) operating activiti¢
Depreciation and amortizatic 1,77¢ 1,01z
Amortization of deferred gain on sale and leaseltsrisactior (89) (89
Deferred income taxe 3,27¢ (4,577)
Impairment of lon-lived asse — 257
Loss on disposal of asse 17 68
Loss on inventory adjustmer — 5,06:
Facility relocation charg — 15C
Stocl-based compensatic 981 934
Provision for bad deb 25¢ 51
Changes in operating assets and liabilit
Accounts receivabl (3,979 7,31¢
Inventories (2,099 8,452
Income taxes receivab 112 —
Prepaid expenses and other current a: (510 541
Other asset (229) (364)
Accounts payabl (1,459 (2,442)
Income taxes payab — (70€)
Accrued expenses and other current liabilities (512 (66€)
Net cash provided by (used in) operating activities (11,709 7,751
Cash flows from investing activitie
Acquisition of property and equipme (1,077) (5,530
Repayment of note receivable from stockho — 1
Purchase of investments in marketable secul (6,677 (50,94
Proceeds from maturities and sales of investmentsarketable securities 19,60( 33,55(
Net cash provided by (used in) investing activities 11,84¢ (22,927
Cash flows from financing activitie
Borrowings on lines of cred 78,99¢ 86,74(
Payments on lines of cret (71,630 (95,699
Borrowings on dek — 29C
Payments on del (607) (852)
Increase in restricted ca (2,000 —
Proceeds from exercise of stock options and wag — 161
Reversal of unrealized excess tax benefit fromaserof warrant 4 —
Net cash provided by (used in) financing activities 4,75¢ (9,359
Increase (decrease) in cash and cash equivi 4,89¢ (24,525
Cash and cash equivalents at beginning of period 7,182 30,97¢
Cash and cash equivalents at end of pe $ 12,08. $ 6,45(
Supplemental disclosure of r-cash investing activitie:
Reclassification of other assets to property andpegent $ 281 $ —
Unrealized losses from investments in marketabtarsies $ 277 $ —

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

September 27, 2008
Note 1—Description of Business

Netlist, Inc. (the “Company” or “Netlist”) desigrad manufactures high performance memory subsydtertise server, high
performance computing and communications markdts.Jompany’s solutions are targeted at applicatidmere memory plays a key role in
meeting system performance requirements.

Note 2—Summary of Significant Accounting Policies
Basis of Presentation

The interim unaudited condensed consolidated filmhstatements have been prepared in accordanheaagbunting principles generally
accepted in the United States of America (the “Y®r interim financial information and with th@structions to Securities and Exchange
Commission (“SEC”) Form 10-Q and Article 8 of SE€drlation S-X. These financial statements do ndtigre all of the information and
footnotes required by accounting principles gemeraicepted in the U.S. for complete financialatatnts. Therefore, these financial
statements should be read in conjunction with tbm@any’s audited consolidated financial statemantsnotes thereto for the year ended
December 29, 2007, included in the Company’s AnRegdort on Form 10-K filed with the SEC on Febru2®y 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 ot&uaper 27, 2008 and December 29, 2007, the comsetidesults of its operations for the
three and nine months ended September 27, 2008eptdmber 29, 2007, and the consolidated cash ftmvtke nine months ended
September 27, 2008 and September 29, 2007. Alicioepany balances and transactions have been atidiin consolidation. The results of
operations for the three and nine months endeceBuyr 27, 2008 are not necessarily indicative efésults to be expected for the full yea
any future 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 Compalffiys three quarters in a fiscal year is
comprised of 13 weeks.

Use of Estimates

The preparation of financial statements in conftymiith accounting principles generally acceptethia U.S. requires management to
make estimates and assumptions that affect thetegpamounts of the assets and liabilities andassce of contingent assets and liabilities at
the date of the financial statements, and the teg@mounts of revenues and expenses during tbetirgpperiod. Significant estimates made
by management include, among others, provisionariopllectible receivables and sales returns, wéyrigabilities, valuation of inventories,
recoverability of long-lived assets, stock-basedhgensation expense and realization of deferreddagts. The Company bases its estimates
and assumptions on current facts, historical eepeg and various other factors that it believdsetoeasonable under the circumstances, the
results of which form the basis for making judgnsesibout the carrying values of assets and liadsliéind the accrual of costs and expense:
are not readily apparent from other sources. Theahoesults experienced by the Company may diffaterially and adversely from its
estimates. To the extent there are material diffegs between the estimates and the actual refsuiltes results of operations will be affected.

Revenue Recognition

The Company’s revenues primarily consist of prodiades of high performance memory subsystems ginatiequipment manufacturers
("OEMs”). Revenues also include sales of excessritories to distributors and other users of menttagrated circuits (“ICs”) totaling
approximately $0.1 million and $0.3 million, respeely, during the three and nine months ended&aper 27, 2008 and approximately $0.4
million and $1.8 million, respectively, for the #& and nine months ended September 29, 2007.
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The Company recognizes revenues in accordancethdtBEC'’s Staff Accounting Bulletin No. 10Revenue RecognitidiSAB 104").
Under the provisions of SAB 104, the Company recemrevenues when there is persuasive eviderae afrangement, product delivery and
acceptance have occurred, the sales price is fixdéterminable, and collectibility of the resudtireceivable is reasonably assured.

The Company generally uses customer purchase aaddfer contracts as evidence of an arrangemelitebeoccurs when goods are
shipped for customers with FOB Shipping Point teemd upon receipt for customers with FOB Destimateyms, at which time title and risk
of loss transfer to the customer. Shipping 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 aatdrmmtoduct warranty to its customers and has hergiost-shipment obligations. The
Company assesses collectibility based on the eveditiness of the customer as determined by cobditks and evaluations, as well as the
customer’s payment history.

A portion of the Company’s shipments are made italtparty inventory warehouses, or hubs, and then@ay recognizes revenue when
the inventory is pulled from the hub for use inguotion by the customer. The Company receives artémm the customer on a daily basis
indicating the inventories pulled from a hub foe Uy the customer, and performs a daily reconizliedf inventories shipped to and pulled by
the customer to those inventories reflected orctlsomer’s reports to ensure that sales are rezedm 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

Cash and Cash Equivalents

Cash and cash equivalents consist of cash andtgnortinvestments with original maturities of threenth or less.
Restricted Cash

Restricted cash represents amounts pledged asetallan an outstanding letter of credit.

Investments in Marketable Securities

The Company accounts for its investments in mabtetsecurities in accordance with Statement of iigied Accounting Standards
(“SFAS”) No. 115 Accounting for Certain Investments in Debt and Bg8ecurities and Financial Accounting Standards Board (“FASB”)
Staff Position SFAS Nos. 115-1 and 124Fhe Meaning of Other-Than-Temporary Impairment Bsd\pplication to Certain Investmeni&he
Company determines the appropriate classificatfdts anvestments at the time of purchase and deat@s such designation at each balance
sheet date. The Company’s investments in marketsaerities have been classified and accounteasfavailable-for-sale based on
management’s investment intentions relating todtsesurities. Available-for-sale securities ar¢estat market value, and are generally based
on market quotes, to the extent they are availabieealized gains and losses, net of applicablerded taxes, are recorded as a component of
other comprehensive income (loss). Realized gaidd@sses and declines in value judged to be otlzertemporary are determined based on
the specific identification method and are repoitedther income (expense), net in the unauditediensed consolidated statements of
operations.

The Company generally invests its excess cash megnmarket funds and in highly liquid debt instrumtseof U.S. municipalities,
corporations and the U.S. government and its agenéil highly liquid investments with stated matiess of three months or less from the date
of purchase are classified as cash equivalentsnedbtments with stated maturities of greater tf@ee months are classified as investments in
marketable securities.

Fair Value of Financial Instruments

The Company’s financial instruments consist priatlipof cash and cash equivalents, investmentsarketable securities, accounts
receivable, accounts payable, accrued expensededmdnstruments. Effective December 30, 2007 Qbmpany adopted SFAS No. 154ir
Value Measuremen{8SFAS 157”), which defines fair value, establiskeamework for measuring fair value in accordawié accounting
principles generally accepted in the U.S. and edpaaquired disclosures about fair value measuresmBnrsuant to SFAS 157, other than for
certain investments in auction rate
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securities (see Note 4), the fair value of the Cany{s cash equivalents and investments in marketdturities is determined based on quoted
prices in active markets for identical assets (‘&lelvInputs”). The Company believes that the cagyialues of all other financial instruments
approximate their current fair values due to theiture and respective durations.

Inventories

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

Warranties

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

Stock-Based Compensation

The Company accounts for equity issuances to ngulesres in accordance with SFAS No. 128counting for Stock-Based
Compensatioif*SFAS 123"), and EITF Issue No. 96-18¢counting for Equity Instruments that are Issue®ther Than Employees for
Acquiring, or in Conjunction with Selling, Goodsdh8ervice:. All transactions in which goods or services &= ¢onsideration received for-
issuance of equity instruments are accounted feedan the fair value of the consideration receimetthe fair value of the equity instrument
issued, whichever is more reliably measurable. mkasurement date used to determine the fair vélte @®quity instrument issued is the
earlier of the date on which the third-party pemfance is complete or the date on which it is prtgb#iat performance will occur.

In accordance with SFAS No. 123(Fhare-Based PaymefiSFAS 123R”), employee and director stock-basetpensation expense
recognized during the period is based on the vafltlee portion of stock-based payment awards thattimately expected to vest during the
period. Stock-based compensation expense recoginizhd accompanying unaudited condensed consetidsitatements of operations includes
(i) compensation expense for stock-based paymeatdsigranted prior to, but not yet vested as ofelbdser 31, 2005 based on the grant date
fair value estimated in accordance with the pronprovisions of SFAS 123 and (ii) compensatioreese for the stock-based payment
awards granted subsequent to December 31, 2008 bagbe grant date fair value estimated in accaréavith the provisions of SFAS 123R.
Given that stock-based compensation expense rexajiti the unaudited condensed consolidated statsraEoperations is based on awards
ultimately expected to vest, it has been reduceddtimated forfeitures. SFAS 123R requires foufeis to be estimated at the time of grant and
revised, if necessary, in subsequent periods ifeddorfeitures differ from those estimates. Theéneated average forfeiture rates used by the
Company are based on historical forfeiture expeseand estimated future forfeitures.

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

Under Accounting Principles Board Opinion No. B8erim Financial Reporting“APB 28"), the Company is required to adjust its
effective tax rate each quarter to be consistetit thie estimated annual effective tax rate. The @ is also required to record the tax im
of certain discrete items, unusual or infrequentigurring, including changes in judgment about &ibn allowances and effects of changes in
tax laws or rates, in the interim period in whibley occur. In addition, jurisdictions with a prdjed loss for the year or a year-to-date loss
where no tax benefit can be recognized are exclérded the estimated annual effective tax rate. ifingact of such an exclusion could resul
a higher or lower effective tax rate during a gafthr quarter, based upon the mix and timing afi@atarnings versus annual projections.

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

The Company adopted FASB Interpretation No.A&;ounting for Uncertainty in Income Taxes—An Iptetation of FASB Statement
No. 108(“FIN 48") on December 31, 2006, the first day of its fisd@02 FIN 48 seeks to reduce the diversity in pcacsissociated with certi
aspects of measurement and recognition in accaufgimncome taxes. FIN 48 prescribes a recognitimashold and measurement requirer
for the financial statement recognition of a tasifion that has been taken or is expected to bentak a tax return and also provides guidance
on de-recognition, classification, interest andgiées, accounting in interim periods, disclosuned transition. Under FIN 48 the Company
may only recognize or continue to recognize taxtjprs that meet a “more likely than not” threshold

Risks and Uncertainties

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

Foreign Currency Remeasurement

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

New Accounting Pronouncements

In October 2008, the FASB issued FASB Staff Positim. 157-3Determining the Fair Value of a Financial Asset \Whiee Market for
That Asset is Not ActieFSP 157-3"). FSP 157-3 clarifies the applicatafrfSFAS 157 in a market that is not active, and/jgles an
illustrative example intended to address certaindgplication issues. FSP 157-3 is effective imratady, and applies to the Company’s
September 27, 2008 financial statements. The Coynipas concluded that the application of FSP 15®3dt have a material impact on its
consolidated financial position and results of afiens as of and for the periods ended Septemh&(@B.
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Note 3—Supplemental Financial Information
Inventories

Inventories consist of the following (in thousands)

September 27, December 29,
2008 2007
Raw materials $ 1,34¢ $ 1,87¢
Work in proces: 692 42k
Finished goods 2,39/ 1,03(
$ 443:. $ 3,33:

Warranty Liability

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

Nine Months Ended

September 27 September 29
2008 2007
Beginning balanc $ 35 % 29¢
Charged to costs and expen 86 17¢
Usage (140) (114)
Ending balance $ 29¢ $ 357

The warranty liability is included as a componeh&ccrued expenses and other current liabilitighénaccompanying unaudited
condensed consolidated balance sheets.

Facility Relocation Costs

The following table summarizes the activity relatedhe Company’s accrual for facility relocatiossts during the nine months ended
September 27, 2008 (in thousands):

Nine Months
Ended
September 27,
2008
Beginning balance $ 103
Charged to costs and expen —
Net payment: (54)
Ending balance $ 49

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

Comprehensive Loss

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

Three Months Ended Nine Months Ended
September 27 September 29 September 27 September 29
2008 2007 2008 2007

Net loss $ (7,422) $ (657) $ (10,257 $ (7,242)
Other comprehensive los

Change in net unrealized loss on investm (287) 25 (264) 18

Reclassification adjustment for net realized gaiiuded in ne
loss — — (13) —
Total comprehensive lo: $ (7,709 $ (632) $ (10,539 $ (7,229

10
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Accumulated other comprehensive loss reflectecheruhaudited condensed consolidated balance site®¢ptember 27, 2008 and
December 29, 2007 represents accumulated net irg@#bsses on investments in marketable securities

Computation of Net Loss Per Share

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

Three Months Ended Nine Months Ended
September 27, September 29, September 27, September 29,
2008 2007 2008 2007
Numerator: Net los $ (7,427) $ (657) $ (10,257 $ (7,249
Denominator: Weighted-average common shares odisign 19,85¢ 19,68¢ 19,84¢ 19,65¢
Net loss per share, basic and dilu $ 037 $ (0.03) $ (0.52) ¢ (0.39)

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

Three Months Ended Nine Months Ended
September 27, September 29, September 27, September 29,
2008 2007 2008 2007
Common share equivaler 91¢ 1,08« 902 1,51¢

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

Major Customers

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

Three Months Ended Nine Months Ended
September 27 September 29 September 27 September 29
2008 2007 2008 2007
Customer:
Dell 47% 75% 57% 53%
Hewlett Packart 47% *0% 34% 21%

* less than 10% of net sales

The Company'’s accounts receivable are concentveitbdwo customers at September 27, 2008 repraggapproximately 40% and 54%
of aggregate gross receivables. A significant rédndn sales to, or the inability to collect reeahles from, a significant customer could ha
material adverse impact on the Company.

Note 4—Fair Value Measurements

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

11




Table of Contents

Fair Value Measurements at September 27, 2008 Using

Quoted Prices in Significant Other Significant
Fair Value at Active Markets for Observable Unobservable
September 27, Identical Assets Inputs Inputs
2008 (Level 1) (Level 2) (Level 3)
Investments in marketable securities $ 10,187 $ 9,22¢ $ — $ 963

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

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

Nine Months
Ended
September 27,
2008
Beginning balance $ —
Transfers into Level 1,002
Unrealized loss included in accumulated other cain@nsive los (39
Purchases, sales, issuances and settlemen —
Ending balance $ 96<

Auction Rate Securities

The recent disruptions in the credit market corditmadversely affect the liquidity and overall kerfor auction rate securities. As of
September 27, 2008, the Company held two invessriarguction rate securities with a total purchasest of $1.0 million. These two
investments represent (i) a fully insured debtgdtibn of a municipality and (ii) a AAA rated detitligation backed by pools of student loans
guaranteed by the U.S. Department of Educationesitie insufficient observable market inputs anated information available, the
Company has classified its investments in auctie securities within Level 3 of the fair valuerhiehy. The Company has estimated the fair
value of these investments using a discounted ft@shmodel which included assumptions about thelitrguality and expected duration of the
investments, along with discount rates affectedHergeneral lack of liquidity. These assumptiaftect the Company’s estimates about the
reasonable assumptions market participants wokadlyluse in valuing the investments, including asgtions about risk, developed based on
the best information available in the circumstances

The Company does not believe that the currenuilliy of its investments in auction rate secusitieill materially impact its ability to
fund its working capital needs, capital expendi#use other business requirements. The Company, fenvemains uncertain as to when
liquidity will return to the auction rate marketghether other secondary markets will become avigilabwhen the underlying securities may
be called by the issuer. Given these and otherrtaioties, the Company’s investments in auctior sgtcurities have been classified as long-
term investments in marketable securities in theanpanying unaudited condensed consolidated bakdrest as of September 27, 2008. The
Company has concluded that the estimated grosslireé losses on these investments, which totgledoximately $39,000 at September 27,
2008, are temporary because (i) the Company balithat the absence of liquidity that has occursedlie to general market conditions, (i) the
auction rate securities continue to be of a higllitrquality and interest is paid as due andtfi® Company has the intent and ability to hold
these investments until a recovery in the marketiee

Other Investments in Marketable Securities

Excluding its auction rate securities, the gros®alized losses on the Company’s other investnientsarketable securities totaled
approximately $275,000 as of September 27, 2008 a8 generally due to the ongoing uncertaintiglhéncredit and financial markets, as well
as the overall current economic environment. Threvidlue of these investments was determined basddevel 1 inputs, consisting of quoted
prices from actual market transactions for ideniivaestments. The Company has determined thattihealized losses on these investments as
of September 27, 2008 are temporary in nature oFsiconsidered in determining whether impairmergsogher than temporary include (i) the
length of time and
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extent to which fair value has been less than thertized cost basis, (ii) the financial conditiamdanear-term prospects of the investee and
(iii) the Company’s intent and ability to hold arvestment for a period of time sufficient to allfav any anticipated recovery in market value.
The fair value of the Company’s investments in retakle securities could change significantly inftitere and the Company may be required
to record other-than-temporary impairment chargesdditional unrealized losses in future periods.

Note 5—Credit Agreement

In May 2008, the Company executed the Ninth Amemdrteits 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 montrdpk net worth financial covenant requirement. Aiddially, the Company’s
nonrevolving equipment financing line of credit wasised to allow the Company to borrow up to aditiwhal 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 instite commencing January 1, 2009. Interest on tmep@oy’s existing and future equipment
line of credit advances was payable monthly aptirae rate. The Ninth Amendment was effective athefbeginning of the Company’s
second quarter of 2008.

In October 2008, the Company executed the Tenthrdiment to its Amended and Restated Credit and Bgdgreement (the “Tenth
Amendment”). Among other things, this amendmenter revised the Company’s minimum profitabilitpdincial covenant requirement. The
Tenth Amendment also revised the monthly interatgt charged on future credit advances under teeoficredit to the greater of (i) the sum of
the prime rate plus 3% or (ii) 5%.

As of September 27, 2008, the Company was notnmptiance with its financial covenant related to mmam monthly profitability. In
October 2008, in connection with the executiorhef Tenth Amendment, the Company received a waioen fts lender for this covenant
violation. The Company cannot assure that it woll violate one or more covenants in the futurét. Were to be in violation of covenants under
its current credit agreement, the Company’s lecdeid choose to accelerate payment on all outstgridan balances. There can be no
assurance that the Company would be able to qualigin equivalent or suitable replacement finagéinthis event. If the Company were not
able to secure alternative sources of funding, secleleration would have a material adverse impadts financial condition.

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

Three Months Ended Nine Months Ended

September 27, September 29, September 27, September 29,

2008 2007 2008 2007
Interest expens $ 94 $ 165 $ 18C $ 712
September 27, December 29,

2008 2007
Outstanding borrowings on the line of credit $ 12,24, $ 4,872
Borrowing availability under the line of cret $ 1,30 $ 6,36¢

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

Note 6—Letters of Credit

In June 2008, the Company entered into an agreewitnits bank to issue a commercial letter of ar€dLC”) up to $2 million to suppol
purchases of inventory from a supplier. As paithig agreement, the Company is required to pledgt as collateral for the full amount of the
LC, and thus, as of September 27, 2008, $2 milBarlassified as restricted cash in the accompanyiaudited condensed consolidated
balance sheet.

In July 2008, the Company entered into a secondasiagreement with its bank to issue another corarakLC up to $2 million to
support inventory purchases from another supgliewever this agreement was cancelled in Septentis. 2
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Note 7—Long-Term Debt

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

September 27, December 29,

2008 2007
Obligations under capital leases $ 16€ $ 432
Equipment note payable to ba 58C 872
Notes payable to othe 25 74

771 1,37¢
Less current portion (497) (740
$ 28C $ 63€

Interest expense related to long-term debt is ptegen the following table (in thousands):
Three Months Ended Nine Months Ended
September 27, September 29, September 27, September 29,
2008 2007 2008 2007
Interest expense $ 18 $ 58 $ 85 $ 16€

Note 8—Income Taxes

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

Three Months Ended Nine Months Ended
September 27, September 29, September 27, September 29,
2008 2007 2008 2007
Provision (benefit) for income taxes $ 450z $ (3639 $ 3332 $ (4,229
Effective tax rate 154% (36)% 48% (3%

In accordance with SFAS 109, the Company evaluatether a valuation allowance should be establistgadhst its deferred tax assets
based on the consideration of all available evidarsing a “more likely than not” standard. In nmgksuch judgments, significant weight is
given to evidence that can be objectively verifiedthe third quarter of fiscal 2008, the Compaegarded a net charge to income tax expense
of approximately $4.5 million related to establigha partial valuation allowance against its defgincome tax assets. The Company’s
determination to record a valuation allowance waseld on the recent history of cumulative lossegedisas uncertainty of the utilization of
deferred tax assets in the near future. The renidéferred tax asset of approximately $1.3 milhoiBeptember 27, 2008 relates to federal
taxes paid where refund claims are expected todmerfor net operating losses that can be carriekl toeprior years. In addition, the Compe
discontinued recording income tax benefits in thiesolidated financial statements until it is detiewd that it is more likely than not that the
Company will generate sufficient taxable incomedalize its deferred tax assets. The Company'stfetax rates for the three and nine
months ended September 27, 2008 differ from the 8&&itory rate primarily due to the establishnadrthe partial valuation allowance.

Note 9—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 Codadr the Central District of California. These purfaal 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 were consolidated into a sengttion—Belodoff v. Netlist, Inc., Lead Ca
No. SACV0'-677 DOC (MLGx)—
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which is currently pending in the Central DistrétCalifornia. Lead Plaintiff filed the Consolidat€omplaint on November 5, 2007.
Defendants filed their motions to dismiss the Ctidated Complaint on January 9, 2008. The motiondismiss were taken under submission
on April 28, 2008 and on May 30, 2008, the Couanged the defendants’ motions. However, plaintifése granted the right to amend their
complaint and subsequently filed their First Ameth@®nsolidated Class Action Complaint (the “Amen@zamplaint”) on July 15, 2008.
Generally, the Amended Complaint alleges that tegi®ration Statement issued by the Company inection with the IPO contained untrue
statements of material fact or omissions of maltéaizt in violation of Sections 11 and 15 of Setigs Act of 1933. The deadline for defende
to answer, move to dismiss or otherwise respordedmended Complaint is January 9, 2009. The Compalieves that the allegations lack
merit and intends to vigorously defend all clairaseated. However, at this time, the Company is len@bform a professional judgment that an
unfavorable outcome is either probable or rematd,itis not possible to assess whether or nobtiteome of these proceedings will or will
have a material adverse effect on the Company Ufrdavorable outcome should eventually occur@bmpany is not 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 pbcate assets, and unjust enrichment. The plasa#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. Putdoamstipulation, the parties agreed to templyratay the action pending the ultimate
decision on the defendantsotions to dismiss in the federal securities chag®on. The parties also agreed that twenty datgs tfe court in th
federal securities class action issues a finahgudis to the motions to dismiss brought in thabacthe parties will meet and confer regarding
the time for defendants to respond to the complaitttis derivative action. The Company believest the allegations 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. Moreovenifinfavorable outcome should eventually occurQbmpany is not at this time able to
estimate the amount or range of possible lossddiitian, the Company received correspondence froamsel 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 Companyubh its Board of Directors, has evaluated
and rejected this request.

Patent Claims

In May 2008, the Company initiated discussions v@ttogle, Inc. regarding the Company’s claims thav@e has infringed on a U.S.
Patent assigned to the Company relating generlisank multiplication”in memory modules. On August 29, 2008, Googleal fdedeclarator
judgment lawsuit against the Company in Unitedet@istrict Court for the Northern District of Cfalinia, seeking a declaration that Goa
did not infringe on the Company’s patent, and thatCompany’s patent is invalid. The Company he#deen served with the complaint. The
Company'’s discussions with Google are ongoinghdée discussions do not lead to an amicable résioJuhe Company intends to vigorously
defend against Google’s claims, and to assert eociaims for patent infringement against Google.

Other Obligations

During its normal course of business, the Compasy/rhade certain indemnities, commitments and gtegamnder which it may be
required to make payments in relation to certangactions. These include (i) intellectual propertemnities to the Compars/tustomers ar
licensees in connection with the use, sales atidese of Company products; (i) indemnities todlers and service providers pertaining to
claims based on the negligence or willful miscondiche Company; (i) indemnities involving theauracy of representations and warranties
in certain contracts; (iv) indemnities to directared officers of the Company to the maximum expentnitted under the laws of the State of
Delaware; and (v) certain real estate leases, unbigh the Company may be required to indemnifypprty owners for environmental and
other liabilities, and other claims arising frone tBompany’s use of the applicable premises. Thatidur of these indemnities, commitments
and guarantees varies and, in certain cases, magléknite. The majority of these indemnities, goitments and guarantees do not provide
any limitation of the maximum potential for futypayments the Company could be obligated to maksoHically, the Company has not been
obligated to make significant payments for thed@atons, and no liabilities have been recordedfiese indemnities, commitments and
guarantees in the accompanying unaudited condexxsetblidated balance sheets.
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Note 10—Stock Options and Warrants
Common Stock Options

A summary of the Company’s common stock optionvitgtias of and for the nine months ended Septer®Be2008 is presented below
(shares in thousands):

Weighted-

Average

Number of Exercise

Shares Price

Options outstanding at December 29, 2 3,74€ $ 3.0¢€
Options grante: 78C 1.6¢
Options exercise — —
Options cancelle (350) 2.7
Options outstanding at September 27, 2008 4,17¢ $ 2.8¢

The per share fair values of common stock optigastgd by the Company in the nine months endede8dq@r 27, 2008 have been
estimated with the following weighted average agsions:

Expected term (in year 5.4
Expected volatility 80%
Risk-free interest rat 3.12%
Expected dividends —
Weightec-average grant date fair value per st $ 1.12

At September 27, 2008, the amount of unearned siaskd compensation currently estimated to be egaeinom fiscal 2008 through
fiscal 2012 related to unvested common stock optisrapproximately $2.9 million, net of estimatedéitures. The weighted-average period
over which the unearned stock-based compensatiexpiscted to be recognized is approximately 2.8syéfthere 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. Ftioketmsed compensation expense and unearnedlsisekl compensation will increase
the extent that the Company grants additional comgtock options or other stock-based awards.

Warrants

A summary of activity with respect to outstandingrrants to purchase shares of the Company’s constock as of and for the nine
months ended September 27, 2008 is presented ljshanes in thousands):

Weighted-

Average

Number of Exercise

Shares Price

Warrants outstanding at December 29, 2007 31€ $ 1.01
Warrants grante — —
Warrants exercise (97) 1.0C
Warrants cancelled (209 1.0C
Warrants outstanding and exercisable at Septenihe&2(®8 18 $ 1.2t

In February 2008, certain warrant holders exerc&¥000 warrants to purchase shares of the Congeosgnmon 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. Z68,000 shares were forfeited on the
exercise date.
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Note 11—Segment and Geographic Information

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

At September 27, 2008, approximately $4.0 milliéthe Company’s net long-lived assets were locatgdide the U.S., primarily in the
PRC.

Iltem 2. Management’s Discussion and Analysis &inancial Condition and Results of Operations
Cautionary Statement

The following discussion and analysis of our finahcondition and results of operations should kad in conjunction with our
Unaudited Condensed Consolidated Financial Statésnamd the related notes thereto contained in Rdtem 1 of this Report. The
information contained in this Quarterly Report oarth 10-Q is not a complete description of our bassor the risks associated with an
investment in our common stock. We urge you tdayreeview and consider the various disclosuregimby us in this Report and in our
other reports filed with the Securities and Excha@mmission, or SEC, including our Annual ReporForm 10-K for the fiscal year ended
December 29, 2007 and subsequent reports on Fo-Q and Form 8-K, which discuss our business in gredetail.

This Report, along with similar discussions in otier SEC filings, describes some of the impontisks that 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 statements theolve risks, uncertainties, estimates and aggions. These statements are not
guarantees of future performance and are subjecettain risks, uncertainties and assumptions Hratdifficult to predict. Therefore, o1
actual results could differ materially and advessfbm those expressed in any forward-looking st&tets as a result of various factors. We
undertake no obligation to revise or update pulliahy forward-looking statements for any reason.

Overview

We design, manufacture and sell high performanamong subsystems for the server, high performanogpeting and communications
markets. Our memory subsystems consist of dynaamidam access memory integrated circuits, or DRAKB] KLAND flash memory, or
NAND, and other components assembled on a priritedicboard, or PCB. We engage with our origingiigment manufacturer, or OEI
customers from the earliest stages of new prodefatition, which provides us unique insight inteihfull range of system architecture and
performance requirements. This close collaborat@salso allowed us to develop a significant l@faystems expertise. We leverage a
portfolio of proprietary technologies and desigchtgiques, including efficient planar design, algive packaging techniques and custom
semiconductor logic, to deliver memory subsystertlk tigh memory density, small form factor, highrsal integrity, attractive thermal
characteristics and low cost per bit.

Consistent with the concentrated nature of the Qibtomer base in our target markets, a small nuwidarge customers have
historically accounted for a significant portionafr net sales. Dell and Hewlett Packard repredesmperoximately 57% and 34%, respectiv:
of our net sales for the nine months ended Septe2he&008. Dell and Hewlett Packard representgadaqimately 53% and 21%, respectivi
of our net sales for the nine months ended SepteBhe€007. Net sales to some of our OEM custonmefade memory modules that are
qualified by us directly with the OEM customer audd to electronic manufacturing services provider€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 $galHon Hai Precision Industry Co. Ltd., an EM&t ppurchases memory modules from us
for incorporation into products manufactured exislely for Dell, represented approximately 12% of sales to Dell for the nine months ended
September 27, 2008 and approximately 58% of netsgalDell for the nine months ended Septembe2@937.

Key Business Metrics

The following describes certain line items in otatsments of operations that are important to mamegt's assessment of our financial
performance:
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Net SalesNet sales consist primarily of sales of our highfigmeance 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-tesitas agreements with our customers.
Although OEM customers typically provide us withrAlminding forecasts of future product demand ovecsigeperiods 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 pdE®BRAM ICs and NAND. Purchase orders generallyehao cancellation or rescheduling
penalty provisions. We often ship our productsuo@istomers’ international manufacturing sited.oAlour sales to date, however, are
denominated in United States, or U.S., dollars.alge sell excess component inventory of DRAM ICd BIAND to distributors and other
users of memory ICs. As compared to previous yearsponent inventory sales have significantly desee as a percentage of net sales as a
result of our efforts to diversify both our custanaed product line bases. This diversification gffas also allowed us to use components in a
wider range of memory subsystems. We expect thrapoaent inventory sales will continue to representinimal portion of our net sales in
future periods.

Cost of SaleOur cost of sales includes the cost of materiatmufacturing costs, depreciation and amortizatioegoipment, inventory
valuation provisions, stock-based compensationaamedpancy 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 salifluctuate based on the current price of DR,
ICs and NAND. We attempt to pass through such DREMind NAND flash memory cost fluctuations to oustomers by frequently
renegotiating pricing prior to the placement ofitlpeirchase orders. To the extent we are successfaige majority of our product cost is
variable, and thus our cost of sales and grossimpggcentages may not be significantly impactedtmnges in sales volume. However, the
sales prices of our memory subsystems can alstuéitecedue to competitive situations unrelated éoptticing of DRAM ICs and NAND, whic
affects gross margins. The gross margin on ous sHlexcess component DRAM IC and NAND inventorynisch lower than the gross margin
on our sales of our memory subsystems. As a resdiécrease in DRAM IC and NAND inventory sales agrcentage of our overall sales
could result in an improved overall gross margire 8$sess the valuation of our inventories on alnhpbtsis and record a provision to cost of
sales as necessary to reduce inventories to ther loficost or net realizable value.

Research and DevelopmeResearch and development expense consists prind&giyiployee and independent contractor compemsatio
and related costs, stock-based compensation, cemaiated design software licenses, reference deigelopment 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 overheadeiathe production of engineering samples of peyducts under development or products
used solely in the research and development proCesscustomers typically do not separately comatnas for design and engineering work
involved in developing application-specific prodaiédr them. All research and development costegpensed as incurred. We anticipate that
research and development expenditures will increafgure periods as we seek to expand new proalyoortunities, increase our activities
related to new and emerging markets and continagevelop additional proprietary technologies.

Selling, General and AdministrativBelling, general and administrative expenses copsinarily of employee salaries and related costs,
stock-based compensation, independent sales repatige commissions, professional services, proonali and other selling and marketing
expenses, and occupancy and other allocated ovkdosts. A significant portion of our selling eff®is directed at building relationships with
OEMs and other customers and working through tbdymt approval and qualification process with th&erefore, the cost of material and
overhead related to products manufactured for ficatiion is included in selling expenses. As wetaare to service existing and establish new
customers, we anticipate that our sales and matketipenses will increase. We also anticipatedhageneral and administrative expenses
related to accounting and legal expenses assoaiatiedur ongoing public reporting obligations wgiénerally remain consistent during the
remainder of fiscal 2008; however, beginning ircdis2009, we anticipate being subject to attestat@rvices requirements with respect to our
internal control over financial reporting, the riesaf which will increase such expenses in futuegipds.

Provision (Benefit) for Income Taxé3ur income tax provision (benefit) is based ondtatutory federal tax rate of 35% and is typically
impacted by state taxes and permanent book-tagrdiftes, as well as adjustments to our deferredaimaces through the establishment of
valuation allowances when determined necessary.

Critical Accounting Policies

The preparation of financial statements in conftymiith accounting principles generally acceptethia U.S. requires us to make
estimates and assumptions that affect the repartexiints of assets and liabilities and disclosufesuatingent assets and liabilities at the date
of the consolidated financial statements and thented amounts of net sales and expenses
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during the reporting period. By their nature, thesmates and assumptions are subject to an imhéegree of uncertainty. We base our
estimates on our historical experience, knowledgaurent conditions and our beliefs of what cooddtur in the future considering available
information. We review our estimates on an on-gdiagis. Actual results may differ from these estesawhich may result in material adverse
effects on our operating results and financial fomsi We believe the following critical accountipglicies involve the more significant
assumptions and estimates used in the preparédtmur @onsolidated financial statements:

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

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

Customers are generally allowed limited rightsettirn for up to 30 days, except for sales of exoesmtories, which contain no right-of-
return privileges. Estimated returns are providedat the time of sale based on historical expeder specific identification of an event
necessitating a reserve. We offer a standard ptedarcanty to our customers and have no other gloipiment obligations. While these returns
have historically been within our expectations #mprovisions established, we cannot guarantéevdavill continue to experience similar
return rates in the future. Any significant incre@s 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 creditwogbinof the customer as determined by credit chené®valuations, as well as the
customer’s payment history. A portion of our shipitseare made to third party inventory warehousebubs, and we recognize revenue when
the inventory is pulled from the hub for use inquotion by the customer. We receive a report froendustomer on a daily basis indicating the
inventories pulled from a hub for use by the cugigrand perform a daily reconciliation of invengsrishipped to and pulled by the customer to
those inventories reflected on the customegports to ensure that sales are recognizeeiagpropriate periods. We have historically hadd
visibility into the inventories on-hand at hub Itioas and also what our customers intend to putiwieach reporting period. However, if a
customer does not pull our inventory from its hataccordance with the schedule it originally preddo us, our predicted future revenues
could vary from our forecasts and our results afrafions could be materially and adversely affectettiitionally, since we own inventories
that are physically located in hubs, our abilityeféectively manage inventory levels may be impdi@ausing our inventory turns to decrease,
which would increase expenses associated with ex®s obsolete inventories and negatively impactash flow.

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

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

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

Our accounts receivable are highly concentratedngnacsmall number of customers, and a significhahge in the liquidity or financial
position of one of these customers could have a&mahtadverse effect on the collectibility of our
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accounts receivable, our liquidity and our futuperating results.

InventoriesWe value our inventories at the lower of the actuat to purchase or manufacture the inventorpemet realizable value of
the inventory. Cost is determined on an averagelmass which approximates actual cost on a firsfiist-out basis and includes raw materi
labor and manufacturing overhead. We regularlyewninventory quantities on hand and on order andrrka provision for excess and
obsolete inventories based primarily on our est@mdidrecast 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 wbide we may have understated or overstated thésjom required for excess and obsol
inventory. In the future, if our inventories araatenined to be overvalued, we would be 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 simskentories are sold. In addition, should the
market value of DRAM ICs and NAND decrease sigaifity, we may be required to lower our selling gsi¢o reflect the lower cost of our r
materials. If such price decreases reduce thesagrable 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 developmertteeamarket 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, fluctuationdémand, consolidation of our customers and redstin average selling prices. If the
carrying value is determined not to be recoverébolen future operating cash flows, the asset is dmkimpaired and an impairment loss is
recognized to the extent the carrying value 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. 9éd&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 instrumestied 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. 12&Rjre-Based Paymenor SFAS 123R, which requires the measurement and
recognition of compensation expense for all stoakedl payment awards made to our employees andodgda@sed on estimated fair values.
We adopted SFAS 123R using the modified prospettaresition method, which requires the applicatibthe 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 adapSFAS 123R.

We currently use the Black-Scholes option pricingdel to estimate the fair value of our common stog#on awards. While this model
meets the requirements of SFAS 123R, the estinfatedalues generated by it may not be indicatif/ehe actual fair values of these awards as
it does not consider certain factors importanhtuzse awards to employees, such as continued emeidyand periodic vesting requirements as
well as limited transferability. The Black-Scholeedel requires subjective assumptions regardingduttock price volatility and expected
time to exercise, along with assumptions aboutitiefree interest rate and expected dividendsyfal¥hich affect the estimated fair values of
our common stock option awards. The expected téroptions granted is derived from historical dateemployee exercises and post-vesting
employment termination behavior. The expected uiiats based on the historical volatilities ofetftommon stock of comparable publicly
traded companies based on our belief that we dlyrbave limited historical data regarding the \ility of our stock price on which to base a
meaningful estimate of expected volatility. Thek+isee rate selected to value any particular gimbased on the U.S. Treasury rate that
corresponds to the expected term of the grantt@feeas of the date of the grant. The expectedidivils assumption is based on our history
expectation of dividend payouts. We
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evaluate the assumptions used to value our comtook eption awards on a quarterly basis. If factdrange and we employ different
assumptions, stock-based compensation expenseiffexysiynificantly from what we have recorded iriqu periods.

The value of the portion of stock-based awardsahatultimately expected to vest is recognizedxgg®ese over the requisite service
periods in our financial statements. Given thatlstoased compensation expense recognized in amdial statements is based on awards
ultimately expected to vest, it has been reduceddtimated forfeitures. SFAS 123R requires foufeis to be estimated at the time of grant and
revised, if necessary, in subsequent periods ifehc¢orfeitures differ from those estimates. Ifilh@re any modifications or cancellations of the
underlying unvested stock-based awards, we magdpgred to accelerate, increase or cancel any réngailnearned stock-based
compensation expense. Future stock-based compemsxipense and unearned stock-based compensaligmcvdase to the extent that we
grant additional common stock options or otherlstogsed awards.

Income TaxedJnder Accounting Principles Board Opinion No. 2&grim Financial Reporting we are required to adjust our effective
rate each quarter to be consistent with the estishatnual effective tax rate. We are also requoedcord the tax impact of certain discrete
items, unusual or infrequently occurring, includctganges in judgment about valuation allowanceseéfiedts of changes in tax laws or rates,
in the interim period in which they occur. In adllit, jurisdictions with a projected loss for theayeor a year-to-date loss where no tax benefit
can be recognized, are excluded from our estimatedal effective tax rate. The impact of excludimgse items could result in a higher or
lower effective tax rate during a particular quartesed upon the mix and timing of actual earnirggsus annual projections.

We recognize deferred tax assets and liabilitisgtdan the differences between the financial statewarrying values and the tax bases
of assets and liabilities. We regularly review deferred tax assets for recoverability and estalalisaluation allowance, when determined
necessary, based on historical taxable incomeegteg future taxable income, and the expected girofrthe reversals of existing temporary
differences. If we operate at a loss for an extdnmriod of time or are unable to generate suffiiciature taxable income, or if there is a
material change in the actual effective tax ratetinee period within which the underlying temporalifferences become taxable or deductible,
we could be required to record a valuation alloveaagainst all or a significant portion of our deéertax assets which could substantially
increase our effective tax rate for such periody 8ignificant changes in statutory tax rates orahmunt of our valuation allowance could h
a material effect on the value of our deferreddssets and liabilities, and our reported finan@aults. In the future, if we realize a deferred ta
asset that currently carries a valuation allowaneemay record a reduction to income tax expensedperiod of such realization.

We adopted Financial Accounting Standards Boar&ASB, Interpretation No. 4&ccounting for Uncertainty in Income Taxes—An
Interpretation of FASB Statement No. 7, or FIN 48, on December 31, 2006, the first dafisafal 2007. FIN 48 seeks to reduce the diveisi
practice associated with certain aspects of meammeand recognition in accounting for income takehl 48 prescribes a recognition
threshold and measurement requirement for the dinhatatement recognition of a tax position thad been taken or is expected to be taken or
a tax return and also provides guidance on de-rétiog, classification, interest and penalties,caoting in interim periods, disclosure, and
transition. Under FIN 48 we may only recognize ontinue to recognize tax positions that meet a #iikely than not” 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 afjelan fiscal policy, changes in legislation, dvelution 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.

Results of Operations
The following table sets forth certain consolidas¢atements of operations data as a percentage efiles for the periods indicated:
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Three Months Ended Nine Months Ended
September 27, September 29, September 27, September 29,
2008 2007 2008 2007
Net sales 10C% 10C% 10C% 10C%
Cost of sales 93 85 87 95
Gross profil 7 15 13 5
Operating expense
Research and developme 6 5 8 5
Selling, general and administrati 12 15 17 15
Total operating expenses 17 19 25 20
Operating los: (10) (4) (12) (15)
Other income
Interest income, ne — — 1 —
Other income (expense), net — — — —
Total other income, ne — — 1 —
Loss before provision (benefit) for income ta (20 4 (11) (15
Provision (benefit) for income taxi 16 (1) 6 (5)
Net loss (26)% (1)% (17% (9)%

Three and Nine Months Ended September 27, 2008 Compared to Three and Nine Months Ended September 29, 2007
Net Sales, Cost of Sales and Gross Profit.

The following tables present net sales, cost assahd gross profit for the three and nine montidee& September 27, 2008 and
September 29, 2007 (in thousands, except perces)tage

Three Months Ended

September 27 September 29 Increase %
2008 2007 (Decrease’ Change
Net sales $ 28,87¢ $ 27,19: $ 1,68 6%
Cost of sale: 26,83: 23,02% 3,80¢ 17%
Gross profit $ 2,044 $ 4,167 $ (2,129 (51)%
Gross margir 7% 15% (8)%
Nine Months Ended
September 27, September 29, Increase %
2008 2007 (Decrease) Change
Net sales $ 60,40¢ $ 77,54: $ (17,139 (22)%
Cost of sale: 52,57¢ 73,85( (21,279 (29)%
Gross profit $ 7,83¢ $ 3,69¢ $ 4,141 112%
Gross margin 13% 5% 8%

Net Sales.The overall decrease in our net sales during itte months ended September 27, 2008 as compatkd twne months ended
September 29, 2007 was primarily driven by the slotlhan expected growth in sales of certain offlash and high density server modules, as
well as a decline in net sales of memory subsystesad to control redundant arrays of independekisgor RAIDs, as a result of certain key
programs and designs nearing an end-of-life in 28@@litionally, our net sales were adversely afedd a lesser extent by the fact that during
the third quarter of 2008 the market price of maizeam DRAM IC’s decreased by approximately 32% ohtdffected the selling prices of
certain of our products. The decrease in our Hessiuring this period was partially offset, howeu® strong growth in our line of low-power
fully buffered dual in-line memory modules, or FBIVs, which experienced a significant ramp in salelmes to certain key OEM
customers beginning in 2008.
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The increase in net sales for the three monthsde8dptember 27, 2008 as compared to the three mentted September 29, 2007
resulted primarily from increases of approximai@yb7.9 million in net sales of laptop personatputer memory subsystems, (ii) $5.9 mill
in net sales of our low-power FBDIMMs and (iii) 80million in net sales of flash products. The abov@eases were partially offset by
decreases of approximately (i) $9.6 million in sales of memory subsystems used to control RAID$X.9 million in net sales of certain
high density memory modules for the server marketralated applications and (iii) $0.8 million ietrsales of memory modules for certain
desktop-related applications.

The decrease in net sales for the nine months edeptmber 27, 2008 as compared to the nine mentled September 29, 2007
resulted primarily from decreases of approxima(gl$20.2 million in net sales of memory subsystarsed to control RAIDs, (ii) $17.7 millic
in net sales of certain high density memory modtdeshe server market and related applications(@nd21.5 million in net sales of memory
modules for certain desktop-related applicatiore &bove decreases were partially offset by ar&ser of approximately $22.2 million in net
sales of our low-power FBDIMMs.

Should market price declines for DRAM ICs and/orMIA continue, our net sales could be adversely itgghin future periods as we
lower prices on some products to meet market ciomdit

Sales of our component inventory to distributord ather users of memory ICs represented less taofhet sales for both the three and
nine months ended September 27, 2008, respectivetyboth the three and nine months ended Septe2®h@007, such sales represented
approximately 2% of our total net sales, respebtivis compared to previous years, component irorgrgales have significantly decreased as
a percentage of net sales as a result of our effodiversify both our customer and product liagds. This diversification effort has also
allowed us to use components in a wider range ofiong subsystems.

Gross Profit and Gross MarginThe decrease in gross profit and gross margithithree months ended September 27, 2008 as cet
to the three months ended September 29, 2007 santlally due to our overall product sales mixidgithis period, whereby a higher
percentage of our total net sales were derived foymer margin products. To a lesser extent, ousggofit was affected by the decline in
selling prices of certain of our products during theriod, as described above.

The overall increase in gross profit and gross iy the nine months ended September 27, 20@®@pared to the nine months ended
September 29, 2007 is primarily due to the sigaificdecreases in the market price of DRAM ICs dutire first half of 2007. These price
declines negatively impacted the valuation of omentories, whereby we incurred a loss in the niwaths ended September 29, 2007 of
approximately $5.1 million, which directly affectedr gross margin for this period. Additionally, @smpared to 2007, our gross margin for
nine months ended September 27, 2008 was more tipechdue to the general stabilization of DRAM I@uket prices during the first half of
2008; however, the shift in our sales mix during third quarter of 2008, as described above, adiyeasfected our gross margin for this
period.

During 2008 we have also realized certain benafits cost savings as a result of having transiti@ethjority of our production
manufacturing volume to our facility in the Peogl&epublic of China. Our total production and mawctifring costs for the nine months ended
September 27, 2008 decreased approximately 43%nagared to the corresponding period in 2007.

Should the market prices of DRAM ICs and/or NANxkilee in future periods, or should our product satéx continue to shift more
toward lower margin products, our gross profit,ggronargin and overall operating results could hemely affected.

Research and Development .

The following tables present research and developeseenses for the three and nine months endee8bpr 27, 2008 and
September 29, 2007 (in thousands, except perces)tage
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Three Months Ended

September 27, September 29, %
2008 2007 Increase Change
Research and development $ 1,651 $ 1,25¢ $ 39t 31%
Nine Months Ended
September 27 September 29 %
2008 2007 Increase Change
Research and developme $ 494: % 3,801 $ 1,14 30%

The increase in research and development experse three months ended September 27, 2008 as cednjgethe three months ended
September 29, 2007 resulted primarily from an iaseeof approximately $0.4 million in personnel4ethexpenses.

The increase in research and development expernie iine months ended September 27, 2008 as cethmathe nine months ended
September 29, 2007 resulted primarily from increadeapproximately (i) $1.1 million in personnelated expenses and (ii) $0.1 million in
legal and professional services due primarily toinareased activities in 2008 related to new pobaypportunities and new and emerging
markets. The above increases were partially offéetarily by a decrease of approximately $0.2 millin expenses related to product
qualification testing and various allocated ovetheagpenses.

The increases in personnel-related expenses amarilsi attributable to an increase in the numbegraployees engaged in research and
development activities since September 29, 200Wedlsas compensation increases.

Selling, General and Administrative .

The following tables present selling, general adichiaistrative expenses for the three and nine nwetided September 27, 2008 and
September 29, 2007 (in thousands, except perces)tage

Three Months Ended

September 27, September 29, %
2008 2007 Decrease Change
Selling, general and administrati $ 3,36¢ $ 4,04C $ (676€) 17%
Nine Months Ended
September 27, September 29, %
2008 2007 Decrease Change
Selling, general and administrative $ 10,14: $ 11,58¢ $ (1,447 (12)%

The decrease in selling, general and administraxpense in the three months ended September @8,8&0compared to the three months
ended September 29, 2007 resulted primarily froonedeses of approximately (i) $0.8 million in pensehrelated expenses, (i) $0.2 million in
facility lease relocation costs incurred in 200 &iii) $0.2 million in legal and professional fed$he above decreases are partially offset
primarily by increases of approximately (i) $0.3lran in bad debt expense, (ii) $0.1 million in salcommission and related expenses and
(iii) $0.1 million in various allocated overheadpexses.

The decrease in selling, general and administratkpense in the nine months ended September 28,&06ompared to the nine months
ended September 29, 2007 resulted primarily frooredeses of approximately (i) $1.3 million in pensehrelated expenses, (i) $0.4 million in
legal and professional fees, (iii) $0.2 milliondammission and travel-related expenses, (iv) $0liBomin facility lease relocation costs
incurred in 2007 and (v) $0.1 million in productadjfication, evaluation and advertising. The abdeereases were partially offset primarily by
increases of approximately (i) $0.5 million in vars allocated overhead expenses, which includearieutot limited to, expenses for rent,
insurance and depreciation, (ii) $0.3 million irdebt expense and (ii) $0.1 million in stock comgaion expense.

The decreases in personnel-related expenses araribyi attributable to a decrease in the numbemoployees engaged in selling, general
and administrative activities of approximately 15¥ice September 29, 2007. The decreases in ledal an
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professional fees are primarily a result of theaigant costs we incurred in 2007 to begin op&igas a public company, including costs
related to our initial documentation and assessminternal control over financial reporting, aslias lower legal fees in 2008 related to
current litigation matters since the majority o€siexpenses became reimbursable from our insurder in the current year. The increas
bad debt expense during the current year is atrefalwrite-down we recorded during the third qeaof 2008 for certain customer accounts
receivable for which collection has become uncertai

Other Income (Expense) .

The following tables present other income (expefmethe three and nine months ended Septembe&@B and September 29, 2007 (in
thousands, except percentages):

Three Months Ended

September 27, September 29, Increase %
2008 2007 (Decrease) Change
Interest income, net $ 38 $ 14z $ (1049) (73)%
Other income (expense), r 13 (33 46 (139%
Total other income, net $ 51 $ 10¢ $ (58 (53)%
Nine Months Ended
September 27, September 29, Increase %
2008 2007 (Decrease’ Change
Interest income, ne $ 381 $ 25€ % 12t 49%
Other income (expense), net (55) (28) (27) (96)%
Total other income, n¢ $ 32€ % 226 % 98 43%

Net interest income for the three and nine montited September 27, 2008 was comprised of intarestrie of approximately $0.2
million and $0.7 million, respectively, partiallffeet by interest expense of approximately $0.liomland $0.3 million, respectively. Net
interest income for the three and nine months eltgdember 29, 2007 was comprised of interest ieaohapproximately $0.4 million and
$1.3 million, respectively, partially offset by @rest expense of approximately $0.3 million an@$1illion, respectively. The decrease in
interest income during 2008 as compared to 2007priasarily due to our lower overall cash and inwesht balances on-hand during the
current year. The decrease in interest expensegl@€i08 as compared to 2007 resulted primarily foumlower average outstanding line of
credit and debt balances during the current year.

Other expense, net, for the nine months ended ®&etie27, 2008 is primarily comprised of losses ertain foreign currency
remeasurement transactions, partially offset biizeé gains on the sale of certain investments anketable securities.
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Provision (Benefit) for Income Taxes.

The following tables present the provision (bendéit income taxes for the three and nine montliedrSeptember 27, 2008 and
September 29, 2007 (in thousands, except perces)tage

Three Months Ended

September 27, September 29, %
2008 2007 Increase Change
Provision (benefit) for income taxes $ 450z $ (369 $ 4,86¢ 1,34(%
Effective tax rate 154% (36)%
Nine Months Ended
September 27, September 29, %
2008 2007 Increase Change
Provision (benefit) for income tax $ 3,332 $ (4,229 % 7,55¢ 17<%
Effective tax rate 48% (371%

Under Accounting Principles Board Opinion No. B8erim Financial Reporting we are required to adjust our effective tax esteh
quarter to be consistent with the estimated aneffiettive tax rate. We are also required to retbedtax impact of certain discrete items,
unusual or infrequently occurring, including changejudgment about valuation allowances and effe€thanges in tax laws or rates, in the
interim period in which they occur. In additionrigdictions with a projected loss for the year grear-to-date loss where no tax benefit can be
recognized are excluded from the estimated anrifeadtive tax rate. The impact of such an exclugionld result in a higher or lower effective
tax rate during a particular quarter, based upermihx and timing of actual earnings versus annugjeptions.

We use the liability method of accounting for inataxes as set forth in SFAS No. 188counting for Income Taxe§Ve record net
deferred tax assets to the extent we believe thesets will more likely than not be realized. Irking such determination, we consider all
available positive and negative evidence, includicigeduled reversals of deferred tax liabilitiesjgrted future income, tax planning
strategies, and recent financial performance inntpdarryback opportunities to the extent availabiehe third quarter of fiscal 2008, we
recorded a net charge to income tax expense obzippately $4.5 million related to establishing atjz valuation allowance against our
deferred income tax assets. Our determinationdordea valuation allowance was based on our rdastary of cumulative losses as well as
uncertainty of the utilization of deferred tax assa the near future. The remaining deferred &setof approximately $1.3 million at
September 27, 2008 relates to federal taxes pagdenefund claims are expected to be made forpestating losses that can be carried back to
prior years. In addition, we discontinued recordimgome tax benefits in the consolidated finanstatements until it is determined that it is
more likely than not that we will generate suffitiéaxable income to realize our deferred tax asSze Note 8 of Notes to Unaudited
Condensed Consolidated Financial Statements ftrdudetails.

Liquidity and Capital Resources

Since our inception, we have financed our operatmmarily through issuances of equity and debtisges and cash generated from
operations. We have also funded our operations avittvolving 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 markesalolarities (in thousands):
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September 27, December 29,
2008 2007
Working Capital $ 25,78¢ $ 27,38
Cash and cash equivalents $ 12,08. $ 7,182
Restricted cash(l 2,00( —
Shor-term marketable securities( 9,22¢ 15,57
Long-term marketable securities 963 7,814
$ 24,26¢ $ 30,56¢

(1) Included in working capital

Our working capital decreased in the nine montliedrSeptember 27, 2008 primarily as a result afaehse in our current deferred tax
balance of approximately $2.2 million due to theabkshment of a partial valuation allowance agei®stain of our deferred income tax assets
partially offset by a combined increase in our casti cash equivalents, restricted cash and shontiterestments in marketable securities
balances of approximately $0.6 million due primatd maturities and sales of certain long-term gtreents in marketable securities.

Cash Provided and Used in the Nine Months Ended September 27, 2008 and September 29, 2007

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

Nine Months Ended

September 27, September 29,
2008 2007
Net cash provided by (used in)
Operating activitie: $ (11,70%) $ 7,751
Investing activities 11,84¢ (22,929
Financing activities 4,75¢ (9,359
Net increase (decrease) in cash and cash equis. $ 489¢ $ (24,52%)

Operating ActivitiesNet cash used in operating activities for the mranths ended September 27, 2008 was primarilydt refs(i) our
net loss for the period of approximately $10.3 imilland (ii) approximately $7.7 million in net casked by changes in operating assets and
liabilities, partially offset by approximately $6r2illion in net non-cash operating expenses, primaomprising deferred income taxes,
depreciation and amortization and stock-based cosgi®n.

Accounts receivable increased approximately $3lliomiduring the nine months ended September 28820%imarily due to timing
differences for certain of our customer paymeneigts near the end of the third quarter of 2008.

Net cash provided by operating activities for tireermonths ended September 29, 2007 was primarigut of (i) approximately $2.8
million in net non-cash operating expenses, prilpaomprising inventory adjustments, depreciatiod amortization, deferred income taxes,
stock-based compensation and impairment of loregt assets and (ii) approximately $12.1 milliomiet cash provided by changes in opere
assets and liabilities, partially offset by a ratd of approximately $7.2 million for the nine mmended September 29, 2007. The changes in
operating assets and liabilities which had a sigaift impact on cash provided by operating acésiincluded (i) a decrease in accounts
receivable of approximately $7.3 million, (ii) aalease in inventories of approximately $8.5 millamd (iii) a decrease in accounts payable of
approximately $2.4 million. All such decreases fre@ting assets and liabilities were primarily tiuéhe overall decline in the level of net si
and related operating activities during fiscal 2@87%ompared to fiscal 2006.

Investing ActivitiesNet cash provided by investing activities for thieenmonths ended September 27, 2008 was primardg@t of
proceeds we received from maturities and salegméin investments in marketable securities of agprately $19.6 million, partially offset t
purchases of additional investments in marketadxdeisties of approximately $6.7 million. We alsedspproximately $1.1 million in cash to
purchase additional manufacturing equipment andrqitoperty and equipment.

Net cash used in investing activities for the nmimenths ended September 29, 2007 was primarilydtreSpurchases
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of additional investments in marketable securititapproximately $50.9 million, partially offset lpyoceeds we received from maturities of
certain investments in marketable securities of@gmately $33.6 million. During the same period: @lso used approximately $5.5 million
cash primarily to purchase equipment and leasahgidovements for our facilities in the People’s Rielic of China and in Irvine, California.

Financing ActivitiesNet cash provided by financing activities for theexmonths ended September 27, 2008 was primarégat of
approximately $7.4 million in net proceeds we reedifrom net borrowings on our outstanding linemdit. This is partially offset by (i) an
increase in restricted cash balances in conneutitmour pledge of $2.0 million in cash as collaleor a letter of credit and (ii) repayments of
approximately $0.6 million on our long term debt.

Net cash used in financing activities for the mimenths ended September 29, 2007 was primarilyudt refsapproximately $9.0 million in
net repayments on our outstanding revolving lineretlit, along with net repayments of approxima&yé million on our long term debt.

Capital Resources

Under our revolving line of credit, we may borrow to the greater of 85% of eligible accounts reakie plus the least of (i) a percentage
of eligible inventory determined from time to tirbg our bank, (ii) 80% of the orderly liquidationlua, as defined, of eligible inventories, and
(i) $1 million.

In May 2008, we executed a ninth amendment to meditagreement, 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, (ii) achieve certain mininmonthly profitability thresholds and
(iif) 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 fluete between the prime rate and prime plus 0.5%dbasr 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 twp80% 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 commencemrguary 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 outstandingrowings and availability under our lines ofdit€in thousands, except percentages):

September 27 December 29
2008 2007
Outstanding borrowings on the line of cre $ 12,24. $ 4,872
Outstanding borrowings on the equipment line oflitt $ 58C $ 872
Borrowing availability under the line of cre« $ 1,30¢ % 6,36¢€
Prime rate 5.00% 7.25%

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

In October 2008, we executed the Tenth AmendmeotitiAmended and Restated Credit and Security Ageeé or the Tenth
Amendment. Among other things, this amendment &rtbvised our minimum profitability financial cavent requirement. The Tenth
Amendment also revised the monthly interest rategdd on future credit advances under the lingaditto the greater of (i) the sum of the
prime rate plus 3% or (ii) 5%.

As of September 27, 2008, we were not in compliamitie our financial covenant related to minimum rtioy profitability. In
October 2008, in connection with the executionhef Tenth Amendment, we received a waiver from endér for this covenant violation. We
cannot assure that it will not violate one or moogenants in the future. If we were to be in violatof covenants under our current credit
agreement, our lender could choose to accelergtagra on all outstanding loan balances. There eamobassurance that we would be able to
quickly obtain equivalent or suitable replacemémaricing in this event. If we were not able to seaiternative sources of funding, such
acceleration would have a material adverse impactur financial condition.
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As of October 31, 2008, the prime rate was 4.0%amdutstanding borrowings on our line of creditsaapproximately $1.4 million.

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

Letter of Credit

In June 2008, we entered into an agreement witlbaok to issue a commercial letter of credit, or L@ to $2 million to support
purchases of inventory from a supplier. As pathif agreement, we are required to pledge cashblkseral for the full amount of the LC, and
thus, as of September 27, 2008, $2 million is di@skas restricted cash in the accompanying uriaddiondensed consolidated balance sheet.

Auction Rate Securities

The recent disruptions in the credit market corgitmadversely affect the liquidity and overall ketrfor auction rate securities. As of
September 27, 2008, we held two investments in@ucate securities with a total purchased cotlo® million. These two investments
represent (i) a fully insured debt obligation ahanicipality and (ii) a AAA rated debt obligatiomtked by pools of student loans guaranteed
by the U.S. Department of Education. Given thefiindent observable market inputs and related infation available, we have classified our
investments in auction rate securities within Leelf the fair value hierarchy as set forth in SAA& 157,Fair Value Measurementsor
SFAS 157. We have estimated the fair value of tigestments using a discounted cash flow modetkwhicluded assumptions about the
credit quality and expected duration of the invesita, along with discount rates affected for theegal lack of liquidity. These assumptions
reflect our estimates about the reasonable assonsptiarket participants would likely use in valuthg investments, including assumptions
about risk, developed based on the best informati@ilable in the circumstances.

We do not believe that the current illiquidity afranvestments in auction rate securities will miatly impact our ability to fund our
working capital needs, capital expenditures or ollusiness requirements. However, we remain urineatato when liquidity will return to the
auction rate markets, whether other secondary reavkii become available or when the underlyingusities may be called by the issuer.
Given these and other uncertainties, our investsnarauction rate securities have been classifiddrag-term investments in marketable
securities in the accompanying unaudited condeosesolidated balance sheet as of September 27, W0®8ave concluded that the estims
gross unrealized losses on these investments, wdtigled approximately $39,000 at September 27828 temporary because (i) we believe
that the absence of liquidity that has occurredlis to general market conditions, (ii) the auctiate securities continue to be of a high credit
quality and interest is paid as due and (iii) weehthe intent and ability to hold these investmemiisl a recovery in the market occurs.

Other Investments in Marketable Securities

Excluding our auction rate securities, the groggalized losses on our other investments in mapketsecurities totaled approximately
$275,000 as of September 27, 2008, and are gendralto the ongoing uncertainties in the credit fimancial markets, as well as the overall
current economic environment. The fair value osthamvestments was determined based on quoted frara actual market transactions for
identical investments. We have determined thatitivealized losses on these investments as of Sbpte?ii, 2008 are temporary in nature.
Factors considered in determining whether impaitsiare other than temporary include (i) the lerajttime and extent to which fair value has
been less than the amortized cost basis, (ii)ittan€ial condition and near-term prospects of tivestee and (iii) our intent and ability to hold
an investment for a period of time sufficient ttal for any anticipated recovery in market valubeTair value of our investments in
marketable securities could change significantl{hafuture and we may be required to record otha@n-temporary impairment charges or
additional unrealized losses in future periods.

We believe our existing cash and investment balgrz@rowing availability under our bank creditifiig, and the cash expected to be
generated from operations, will be sufficient toateur anticipated cash needs for at least the Iertonths. However, during challenging
economic times we may face issues gaining timetgseto sufficient credit, which could result irr inability to meet certain of our financial
obligations and other related commitments. Ourrkittapital requirements will depend on many fagtoiduding our levels of net sales, the
timing and extent of expenditures to support regeand development activities, the expansion ofufearturing capacity both domestically ¢
internationally and the continued market acceptari@r products. We could be required, or may slegto seek additional funding through
public or private equity or debt financings. In dihh, in connection with any future acquisitiomge may require additional funding which
be provided in the form of additional debt or egdihancing or a combination thereof. These adddio
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funds may not be available on terms acceptabls tomat all.
New Accounting Pronouncements

In October 2008, the FASB issued FASB Staff Posititm. 157-3Determining the Fair Value of a Financial Asset \Wlilee Market for
That Asset is Not Activeor FSP 157-3. FSP 157-3 clarifies the applicatibBFAS 157 in a market that is not active, araljoles an
illustrative example intended to address certaindgplication issues. FSP 157-3 is effective imragsdy, and applies to our September 27,
2008 financial statements. We have concluded Heaapplication of FSP 157-3 did not have a matérigbhct on our consolidated financial
position and results of operations as of and ferpériods ended September 27, 2008.

Off-Balance Sheet Arrangements

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

Item 3. Quantitative and Qualitative Disclosures About Market Risk

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

Not Applicable.
Item 4T.  Controls and Procedures

(a) Evaluation of Disclosure Controls and Procedsi®e 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 Septembge2@08. Based upon that evaluation, our princigacative officer and principal financial
officer concluded that our disclosure controls anatedures are effective to provide reasonableraisse that information required to be
disclosed by us in reports that we file or submider the Exchange Act (i) is recorded, processaunsarized and reported within the time
periods specified in the SEC’s rules and forms @hés accumulated and communicated to our managenincluding our principal executive
officer and principal financial officer as apprage to allow timely decisions regarding requiresttisure.

(b) Change in internal controls over financial refing. During the fiscal quarter that ended Septembe@@8, there 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 benefitootrols 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.
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PART Il. OTHER INFORMATION
ltem 1. Legal Proceedings

The information set forth in the sections entitfestieral Securities Class Action, California DeiivatAction and Patent Claims under
Note 9 of Notes to Unaudited Condensed Consolidaiteahcial Statements, included in Part |, Itenfithis Report, is incorporated herein
reference.

Iltem 1A. Risk Factors

As a Smaller Reporting Company, we are not requmedake any disclosure pursuant to this Item ldwéver, we have included the risk
factor directly below given the current macroecoiwenvironment in which we are currently operatiRggase also refer to the Risk Factors
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.

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

Recently general worldwide economic conditions hexgerienced a downturn due to the credit conditiorpacted by the subprime-
mortgage turmoil and other factors, slower econamttvity, concerns about inflation and deflatiowcreased energy costs, decreased
consumer confidence, reduced corporate profitscapital spending, adverse business conditionsiguoidlity concerns in the memory market,
recent international conflicts and the impact aunal disasters and public health emergencies.& besditions make it extremely difficult for
our customers, our vendors and us to accuratedcést and plan future business activities, and ¢beid cause U.S. and foreign businesses to
slow spending on our products and services, whighldvdelay and lengthen sales cycles. Furthernthuéng challenging economic times our
customers may face issues gaining timely accessffizient credit, which could result in an impagnt of their ability to make timely
payments to us. If that were to occur, we may leired to increase our allowance for doubtful acte@and our days sales outstanding would
be negatively impacted. We cannot predict the timgtrength or duration of any economic slowdowsudysequent economic recovery,
worldwide, or in the memory market and related semductor industry. If the economy or markets irichitwe operate do not continue at tt
present levels, our business, financial conditiod esults of operations will likely be materia#iyjd adversely affected. Additionally, the
combination of our lengthy sales cycle coupled wlihllenging macroeconomic conditions could hasgreergistic negative impact on the
results of our operations.

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

Exhibit
Number Description of Document

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

10.1(2) Tenth Amendment to Amended and Restated CrediSaedrity Agreement, dated October 30, 2008, byaanadng Netlist, Inc.,
Delaware corporation, Netlist Technology Texas,. LaPTexas limited partnership, and Wells FargolBatational Associatior

31.1(2) Certification of Chief Executive Officer pursuantRule 13-14(a) and Rule 1!-14(a) of the Securities Exchange Act,
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 Chiginancial Officer pursuant to 18 U.S.C. 1350, aspaeld pursuant to Section ¢
of the Sarban«-Oxley Act of 2002 and furnished herewith pursuanfBEC Release No. -8238.

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

(2) Filed herewith.

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

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

the undersigned thereunto duly authorized.

Date: November 6, 20C

NETLIST, INC.
a Delaware corporatic
(Registrant

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

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

Exhibit

Number Description of Document

10.1 Tenth Amendment to Amended and Restated CrediSaedrity Agreement, dated October 30, 2008, byaanang Netlist, Inc.,
a Delaware corporation, Netlist Technology TexaP, La Texas limited partnership, and Wells FargokB National
Association,

311 Certification of Chief Executive Officer pursuantRule 13-14(a) and Rule 1!-14(a) of the Securities Exchange Act,
Amended.

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

32 Certification of Chief Executive Officer and Chiefnancial Officer pursuant to 18 U.S.C. 1350, aspaed pursuant t

Section 906 of the Sarbal-Oxley Act of 2002 and furnished herewith pursuan8EC Release No. -8238.

34




EXHIBIT 10.1

TENTH AMENDMENT TO
AMENDED AND RESTATED CREDIT AND SECURITY AGREEMENT
AND WAIVER OF DEFAULTS

This Amendment, dated as of October 30, 2008, @eniy and between NETLIST, INC., a Delaware corfianaand NETLIST
TECHNOLOGY TEXAS, L.P., a Texas limited partnersfgach a “Borrower” and collectively, the “Borrowgg, on the one hand, and
WELLS FARGO BANK, NATIONAL ASSOCIATION (the “Lendey, 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\Wadrer of Defaults, dated as of
December 20, 2005, a Third Amendment to Credit@eclirity Agreement, dated as of February 14, 2aG&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 aBetember 29, 2006, a Seventh
Amendment to Credit and Security Agreement, daseofdarch 21, 2007, an Eighth Amendment to Ameraledl Restated Credit and
Security Agreement, dated as of June 30, 2007adxicith Amendment to Amended and Restated CreditSaturity Agreement, dated as of
May 2, 2008 (as so amendgithe “Credit Agreement”). Capitalized terms usethiese recitals have the meanings given to theimerCredit
Agreement unless otherwise specified.

WFBCI has merged with and into Lender and Lend#néssurviving corporation.

The Borrowers are in default of the following preiein of the Credit Agreement (the “Existing Def8u{bhumbers appearing between
“< > are negative):

Required Performance Actual Performance
3 Months Maximum Net 3 Months
Section/Covenant Ended Loss Ended Net Loss
Section 6.2(b) — Minimum Net Income
(Maximum Net Loss 9/30/08 <$3,200,000: 9/30/08 <$7,421,435:>

The Borrowers have requested that the Lender vih&v&xisting Default and make certain amendmentsedCredit Agreement,
which the Lender is willing to do pursuant to thents and conditions set forth herein

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




1.

(@)

Defined Terms.

Capitalized terms used in this Amendment whichdefined in the Credit Agreement shall have the samaanings as defin

therein, unless otherwise defined herein.

(b)
(©

(d)

The definition of “Letter of Credit Sublimit” sebfth in Section 1.1 of the Credit Agreement is bgrdeleted.
The following definitions set forth in Section Jof the Credit Agreement are hereby amended in tdirety as follows:

“Default Rate” means an annual interest rate etjuahe and one-half percent (1.5%) over the Flgaiate, which
interest rate shall change when and as the PrirteedRanges.

“Floating Rate” means an annual interest rate etqutide greater of (i) the sum of the Prime Rates phe applicable
Margin, which interest rate shall, in each casenge when and as the Prime Rate changes, ow@ipércent (5.0%).

“Security Documents” means this Agreement, the backand Collection Account Agreement, the Security
Agreements, the Securities Account Control Agredamd any other document delivered to the Lendsn ftime to time to
secure the Obligations.

The following new definitions are hereby added ¢ztidn 1.1 of the Credit Agreement in appropridpdhabetical order:
“BA” means a banker’s acceptance issued by the éepdrsuant to Section 2.5A.
“BA Amount” means the aggregate face amount ofiasyed and outstanding BAs.
“L/C and BA Sublimit” means Nine Million Dollars €000,000).

“Tenth Amendmentimeans that certain Tenth Amendment to Amended &stbfed Credit and Security Agreem
dated as of October 30, 2008, between the Borroamshe Lender, amending this Agreement.

“Securities Account Control Agreement” means theatain Securities Account Control Agreement, daedf
June 25, 2008, by and among Netlist, Inc., Wellg&®8ank, National Association, acting throughlitgestment Group, and
Wells Fargo.

“Securities Collateral” has the meaning of “Coltalé as defined in the Securities Account Contrgiréement.

Amendment to Section 2.4(b) Section 2.4(b) of the Credit Agreement is heratmended in its entirety as follows:

(b) The initial notice sent by the Lender shall be senpromptly as practicable after such Lender
learns that its Return has been reduced, shaildecl
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follows:

4.,
as follows:

a demand for payment of the amount necessary toreesuch Lender’s Return for the quarter in whighnotice is sent, and
shall state in reasonable detail the cause foratiection in its Return and its calculation of #reount of such reduction.
Thereafter, such Lender may send a new notice gedch calendar quarter setting forth the calanadf the reduced Retu
for that quarter and including a demand for paynoémhe amount necessary to restore its Returthtdrquarter. The
Lender’s calculation in any such notice shall beatosive and binding absent demonstrable error.

Amendment to Section 2.5(a)(i) Clause (i) of Section 2.5(a) of the Credit Agneait is hereby amended in its entirety as

0] The L/C and BA Sublimit less the sum of (x) the lA@ount, and (y) the BA Amount, or

New Section 2.5A A new Section 2.5A is hereby added to the Cradieement immediately following Section 2.5 thdreo

Section 2.5A  Bankets Acceptances The Lender agrees, subject to the terms anditiams of this Agreement,
to issue, at any time after the effectiveness effttnth Amendment and prior to the Termination Date or more BAs for
the Borrowers’ account. The Lender shall have blmation to issue any BA during any Default Perardf the face amount
of the BA to be issued would exceed the lesser of:

0] The L/C and BA Sublimit less the sum of (x) the lA@ount, and (y) the BA Amount, or
(i) Availability.
Each BA may be used for financing acceptance taioges for a maximum tenor of ninety (90) days ot to extend beyond
the Termination Date. In calculating the principalount outstanding hereunder, the calculatiorl si@lde the face amou
of any BA outstanding. The Borrowers agree:
(@) Each BA shall be in an amount not less than Twéing-Thousand Dollars ($25,000).
(b) Any sum owed to the Lender under a BA may, at {itéoa of the Lender, be added to the princ
amount outstanding under the Revolving Note andi@e2.1. The amount will bear interest and be asielescribed

elsewhere in this Agreement.

(c) Upon the occurrence of an Event of Default, to irdiately prepay and make the Lender whole for
any and all outstanding BAs.

(d) The issuance of any BA is subject to the Lendetfgess approval and must be in form and
content satisfactory to the Lender.




(e) To sign the Lender’s standard form agreement fos,Béhd to pay any issuance and/or other fees
that the Lender notifies the Borrowers will be @t for issuing and processing BAs for the Borr@wer

® To allow the Lender to automatically charge itsattieg account for applicable fees, discounts,
and other charges.

Amendment to Section 2.12(b) Section 2.12(b) of the Credit Agreement is hgr@imended in its entirety as follows:

(b) Margins. The Margins for all Floating Rate Advances and BOR Advances shall be the
Margins set forth in the table below opposite thpligable balance of the Borrowermbined account balance maintaine
WEF 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 greater 2.50 percentage points 5.00 percentage points
(250 basis points (500 basis points
Less than $12,000,000 3.00 percentage points 6.00 percentage points
(300 basis points (600 basis 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 Boersvfail to timely deliver the statements requipedsuant to Section 6.1(r), in
addition to and not in substitution for any of thender’s other rights and remedies available upoBkwent 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.

Amendment to Section 2.13(f) Section 2.13(f) of the Credit Agreement is hgratmended in its entirety as follows:

® BA Fees. The Borrowers shall pay to the Lender a fee wapect to each BA, in an amount
equal to one percent (1.0%) per annum of the femauat of such BA (but in not event less than $1p&),rated for the tenor
of the BA based on a year of 360 days, payable igsurance; providedhowever, if the Lender, in the Lender’s sole
discretion and without waiving any of its otherlrig and remedies, agrees to issue any BA duringfaull Period, such fee
shall increase to four percent (4.0%) per annuth@face amount of such BA (but in no event less

4




thereof:

7.

than $500), pro rated for the tenor of the BA based year of 360 days, payable upon issuancefdrbgoing fee shall be in
addition to any and all fees, commissions and @saod Wells Fargo Bank with respect to or in cotioacwith such BA.

Amendment to Section 3.1 Section 3.1 of the Credit Agreement is herebgraed by adding the following at the end

Notwithstanding the foregoing, the Securities Qellal shall secure only the Obligation of Reimbureat and any
Indebtedness owed to the Lender with respect tB/Asdl.

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):

Three Months Ending: Minimum Net Income / Maximum Net Loss
October 31, 200 <$10,000,000:
November 30, 200 <$11,200,000:
December 31, 200 <$5,000,000:
(c) Capital Expenditures. The Borrowers will not incur or contract to imdDapital Expenditures of

more than $1,300,000 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 equivalémtki(ling any cash maintained at WF Institutionedl&rage Services that
is pledged to the Lender as Collateral for the Iteléness) at an 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 account for themselves pertaining to the
Collateral and pertaining to each Borrower’s




business and financial condition and such othetarsaas the Lender may from time to time requesthiich true and
complete entries will be made in accordance withAB4and, upon the Lender’s request, will permit afficer, employee,
attorney, accountant or other agent of the Lermlendit, review, make extracts from or copy any alhdompany and
financial books and records of the Borrowers atimles during ordinary business hours, to senddistiss with account
debtors and other obligors requests for verificatibamounts owed to either Borrower, and to disaech Borrowes' affairs
with any of its Directors, Officers, employees geats. Notwithstanding the foregoing, the Lendrllsnot conduct such
audits more than four times per calendar year srdesEvent of Default has occurred and is contowuin

10. Waiver of Existing Default . Upon the terms and subject to the conditiondas#t in this Amendment, the Lender hereby
waives the Existing Default. This waiver of theidfig Default shall be effective only in this sg&cinstance and for the specific purpose for
which it is given, and shall not entitle the Borerw to any other or further waiver in any similaiother circumstances.

11. 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.

12. Amendment Fee. The Borrowers shall pay Lender as of the datedfea fully earned, non-refundable fee in the anhadin
$50,000 in consideration of Lender’s execution delivery of this Amendment (the “Amendment Fee”).

13. Conditions Precedent This Amendment, and the waiver of the Existinddiét set forth in Paragraph 10, shall be effective
when the Lender shall have received an executgihatihereof, together with each of the followiegch in substance and form acceptable to
the Lender in its sole discretion:

€)) Payment in full of the Amendment Fee.

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

14. 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 legalgdhaid binding obligation of such
Borrower, enforceable in accordance with their germ

(b) The execution, delivery and performance by eachd¥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 regidat or of any order, writ, injunction or decree
presently in effect, having applicability to suchrBower, or the articles of incorporation or by-&wef such Borrower, or (iii) result in a breach
of or constitute a default under any indentureoanlor credit agreement or any other agreemerst leainstrument to which such Borrower is
a party or by which it or its properties may be hdwr affected.




(©) All of the representations and warranties containedrticle V of the Credit Agreement are correatand 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.

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

16. No Other Waiver . Except as otherwise provided in Paragraph 18digthe execution of this Amendment and acceptance
of any documents related hereto shall not be deembked a waiver of any Default or Event of Defautder the Credit Agreement or breach,
default or event of default under any Security Dueat or other document held by the Lender, whaeth@ot known to the Lender and whet
or not existing on the date of this Amendment.

17. Release

(a) Each Borrowehereby absolutely and unconditionally releasesfareler discharges the Lender, and any and aligjzats,
parent corporations, subsidiary corporations,iaféd corporations, insurers, indemnitors, sucassasod assigns thereof, together with all o
present and former directors, officers, agentsaangloyees of any of the foregoing, from any andlaiims, demands or causes of action of
kind, nature or description, whether arising in lamequity or upon contract or tort or under aratesor federal law or otherwise, which such
Borrower has had, now has or has made claim to agamst any such person for or by reason of apyatssion, matter, cause or thing
whatsoever arising from the beginning of time td arcluding the date of this Amendment, whethethstlaims, demands and causes of action
are matured or unmatured or known or unknown. HBamhower certifies that it has read the followimgvisions of California Civil Code
Section 1542:

A general release does not extend to claims wihiefcteditor does not know or suspect to exist $noniher favor at the time
of executing the release, which if known by himher must have materially affected his or her satiet with the debtor.

(b) Each Borrower understands and acknowledges thaighdicance and consequence of this waiver off@ala Civil Code
Section 1542 is that even if it should eventuallffer additional damages arising out of the faetenred to above, they will not be able to m
any claim for those damages. Furthermore, eacloBemacknowledges that it intends these conseqaenean as to claims for damages that
may exist as of the date of this release but whidbes not know exist, and which, if known, woub@terially affect its decision to execute this
Agreement, regardless of whether its lack of knoyéeis the result of ignorance, oversight, erregligence, or any other cause.

18. Costs and ExpensesThe Borrowers hereby reaffirm their agreementenride Credit Agreement to pay or reimburse the
Lender on demand for all costs and expenses irntbgrehe Lender in connection with the Loan Docutagimcluding without limitation all
reasonable fees and disbursements of legal couvgdlout limiting the generality of the foregointpe Borrowers specifically agree to pay all
fees and disbursements of counsel to the Lendéhéoservices performed by such counsel in conmeetith the preparation of this
Amendment and the documents and instruments initkareto. The Borrowers hereby agree that thelkemay, at any time or from time to
time in its sole discretion and without furthertawtization by the Borrowers, make a
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loan to the Borrowers under the Credit Agreemengpply the proceeds of any loan, for the purpdgeging any such fees, disbursements,
costs and expenses, and the Amendment Fee.

19. Miscellaneous. This Amendment may be executed in any numbeowofiterparts, each of which when so executed and
delivered shall be deemed an original and all attvlcounterparts, taken together, shall constibaie and the same instrument.

[remainder of this page intentionally left blank]
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IN WITNESS WHEREOF, the parties hereto have catisisdAmendment to be duly executed as of the degkviritten above.

WELLS FARGO BANK, NATIONAL NETLIST, INC .
ASSOCIATION, acting through its Wells Fargo
Business Credit operating division

By: /s/ Chun K. Hong

Name: Chun K. Hon
By: /s/ John Curn Its: President

Name: John Curr
Its Vice Presider

NETLIST TECHNOLOGY TEXAS L.P.
By: Netlist Holdings GP, Inc., its general part

By: /s/ Chun K. Hon¢

Name: Chun K. Honi
Its: Presiden




EXHIBIT 31.1

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

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

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

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

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

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

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

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

d) disclosed in this report any change in the Regissanternal control over financial reporting thatooed during th
Registrant’s most recent fiscal quarter (the Regyigts fourth fiscal quarter in the case of an almaport) that has materially affected, or is
reasonably likely to materially affect, the Regisit's internal control over financial reporting;dan

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

a) all significant deficiencies and material weaknessethe design or operation of internal contradiofinancial
reporting which are reasonably likely to adversdfect the Registrant’s ability to record, processnmarize and report financial information;
and

b) any fraud, whether or not material, that involveanggement or other employees who have a significéain the
Registrant’s internal control over financial repogt

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




EXHIBIT 31.2

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

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

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

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

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

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

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

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

d) disclosed in this report any change in the Regissanternal control over financial reporting thatooed during th
Registrant’s most recent fiscal quarter (the Regyigts fourth fiscal quarter in the case of an almaport) that has materially affected, or is
reasonably likely to materially affect, the Regisit's internal control over financial reporting;dan

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

a) all significant deficiencies and material weaknessethe design or operation of internal contradiofinancial
reporting which are reasonably likely to adversdfect the Registrant’s ability to record, processnmarize and report financial information;
and

b) any fraud, whether or not material, that involveanggement or other employees who have a significéain the
Registrant’s internal control over financial repogt

November 6, 200 /s/ Gail ltow
Gail Itow
Vice President and Chief Financial Offic
(Principal Financial Officer




Exhibit 32

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

In connection with the Quarterly Report on FormQ@f Netlist, Inc., a Delaware corporation (“Netljsfor the quarter ended September 27,
2008 (the “Report”), Chun K. Hong, president, clégécutive officer and chairman of the board oflidgtand Gail Itow, vice president and
chief financial officer of Netlist, each hereby tifes, pursuant to 18 U.S.C. Section 1350, as tetbpursuant to Section 906 of the Sarbanes-

Oxley Act of 2002, that, to his or her knowledge:
(1) the Report fully complies with thequirements of Section 13(a) of the Securities Brgle Act of 1934; and

(2) the information contained in the Begdairly presents, in all material respects, fihnancial condition and results of
operations of Netlist, Inc.

November 6, 200 /s/ Chun K. Hon¢
Chun K. Hong
President, Chief Executive Officer and Chairmathef Boarc

(Principal Executive Officer

November 6, 200 /s/ Gail ltow
Gail Itow
Vice President and Chief Financial Offic

(Principal Financial Officer




