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PART I. FINANCIAL INFORMATION

Item 1. Financial Statements
NETLIST, INC. AND SUBSIDIARIES
Condensed Consolidated Balance Sheets
(in thousands, except par value)

ASSETS
Current asset:
Cash and cash equivalel
Investments in marketable securit
Accounts receivable, n
Inventories
Prepaid expenses and other current a:
Total current asse
Property and equipment, r
Other asset
Total asset

LIABILITIES AND STOCKHOLDERS ’ EQUITY
Current liabilities:
Accounts payabl
Accrued payroll and related liabilitit
Accrued expenses and other current liabili
Accrued engineering charg
Current portion of long term de
Total current liabilities
Long term debt, net of current porti
Other liabilities
Total liabilities
Commitments and contingenci
Stockholder' equity:

Common stock, $0.001 par value - 90,000 shareoanéd; 30,460 (2013) and 30,348 (2012) shares

issued and outstandi
Additional paic-in capital
Accumulated defici

Total stockholder equity

Total liabilities and stockholde’ equity
See accompanying notes

3

(unaudited) (audited)
June 29, December 29
2013 2012
$ 6,811 $ 7,75
— 41t
2,064 3,43¢
5,30¢ 7,38(
472 723
14,65¢ 19,707
1,80¢ 2,56(
12¢€ 13C
$ 16,58¢( $ 22,39
$ 343t $ 3,36
71C 784
43t 497
45( 45(
111 3,49
5,14« 8,591
2,80( —
10t 94
8,04¢ 8,68¢
3C 3C
101,26 100,40
(92,75/) (86,72))
8,53¢ 13,71:
$ 16,58¢ $ 22,39
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NETLIST, INC. AND SUBSIDIARIES

Unaudited Condensed Consolidated Statements of Oions

Net sales
Cost of sales(1
Gross profit
Operating expense
Research and development
Selling, general and administrative
Total operating expens
Operating los!
Other income (expense
Interest expense, n
Other income, ne
Total other expense, n
Loss before provision for income tax
Provision for income taxe
Net loss
Net loss per common sha
Basic and dilutes

Weightec-average common shares outstand

Basic and dilutes

(in thousands, except per share amounts)

Three Months Ended

Six Months Ended

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

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

June 29, June 30, June 29, June 30,
2013 2012 2013 2012
$ 506t $ 1055 $ 11,02¢ $ 24,51¢

4,81¢ 7,81¢ 10,21¢ 16,34¢
247 2,73¢ 812 8,17¢
1,457 3,77( 3,29¢ 7,612
1,571 2,871 3,327 5,48(
3,02¢ 6,641 6,62¢ 13,09:
(2,78)) (3,909 (5,819 (4,916
(89) (79 (21€) (150)

7 3 1 8

(81) (76) (217) (142)
(2,86%) (3,979 (6,03() (5,060)

1 1 3 1

$ (2,869 $ (3980 $ (6,03) $ (5,06)
$ (009 $ (019 $ (020 $ (0.19
30,32( 28,11 30,26: 27,42(
$ 11 $ 42 % 23 $ 77
11¢€ 15: 27¢ 34t

24( 287 502 58:¢

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

Three Months Ended Six Months Ended
June 29, June 30, June 29, June 30,
2013 2012 2013 2012
Net loss $ (2,869 $ (3,980 $ (6,039 $ (5,06))
Other comprehensive gain (los
Net unrealized gain (loss) on investments in matiet

securities, net of ta — (6) — 1

Total comprehensive lo $ (2,869 $ (3,980 $ (6,039 $ (5,060)

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

Six Months Ended

June 29, June 30,
2013 2012
Cash flows from operating activitie
Net loss $ (6,037 $ (5,06))
Adjustments to reconcile net loss to net cash usegerating activities
Depreciation and amortizatic 81: 1,07¢
Gain on disposal of property and equipm 1 —
Stocl-based compensatic 80:3 1,00t
Changes in operating assets and liabilit
Accounts receivabl 1,37(C 3,30¢
Inventories 2,07t (3,58¢)
Prepaid expenses and other current a: 491 354
Other asset 4 31
Accounts payabl 71 662
Accrued payroll and related liabiliti¢ (74) (509¢)
Accrued expenses and other current liabili (52) 19
Accrued engineering charg — 4C
Net cash used in operating activit (530 (2,669
Cash flows from investing activitie
Acquisition of property and equipme (52 (1,089
Proceeds from sale of property and equipn 2
Proceeds from maturities and sales of investmentsarketable securitie 41° —
Net cash provided by (used in) investing activi 368 (1,08¢)
Cash flows from financing activitie
Proceeds of bank term loan, net of issuance | — 1,32(
Payments on del (830 (1,045
Proceeds from public offering, n 28 3,61¢
Proceeds from exercise of equity awards, net asa®mitted for restricted sto 28 62¢
Net cash (used in) provided by financing activi (779) 4,52
(Decrease) increase in cash and cash equiv (93¢ 764
Cash and cash equivalents at beginning of p¢ 7,75¢ 10,53t
Cash and cash equivalents at end of pe $ 6,81 $ 11,29¢

See accompanying notes.
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NETLIST, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
JUNE 29, 2013

Note 1—Description of Business

Netlist, Inc. (the “Company” or “Netlist”) desigrmsd manufactures a wide variety of high performatugic-based memory
subsystems for the global datacenter and high-pegioce computing and communications markets. Thepaay’s memory subsystems
consist of combinations of dynamic random accessong integrated circuits (“DRAM ICs” or “DRAM”), NAID flash memory (“NAND”),
application-specific integrated circuits (“ASICsiihd other components assembled on printed ciroaitds (“PCBs”)Netlist primarily market:
and sells its products to leading original equiptmeanufacturer (“OEM”) customers. The Company’siiohs are targeted at applications
where memory plays a key role in meeting systerfopmance requirements. The Company leverages foporof proprietary technologies
and design techniques, including efficient plaresign, alternative packaging techniques and cusemiconductor logic, to deliver memory
subsystems with high memory density, small fornidgdigh signal integrity, attractive thermal cheteristics, reduced power consumption
and low cost per bit. Our NVvault™ product is tirstfto offer both DRAM and NAND in a standard fofector memory subsystem as a
persistent DIMM in mission critical applications.

Netlist was incorporated in June 2000 and is headered in Irvine, California. In 2007, the Compasgablished a manufacturing
facility in the People’s Republic of China (the “€R, which became operational in July 2007 uponghecessful qualification of certain key
customers.

Liquidity

The Company incurred net losses of approximatel@ $6llion and $5.1 million for the six months ewd&une 29, 2013 and June 30,
2012, respectively, and has an accumulated defieipproximately $92.8 million as of June 29, 2048 .a result of these continuing losses,
Company was out of compliance with the tangiblewatth debt covenant contained in its credit ageemwvith Silicon Valley Bank (theSVB
Credit Agreement”) during the fourth quarter of 2@nd the first and second quarters of 2013.

On July 18, 2013, the Company obtained debt fimamnof up to $10 million in term loans and up torfiflion in revolving loans from
DBD Credit Funding, LLC, a Delaware limited lialylicompany, an affiliate of Fortress Investment @xd_LC (see Note 12). The first
tranche ($6 million) of the debt was drawn immeeliatind used to pay down all the Silicon Valley B&rm debt and related obligations of
approximately $3 million. The tangible net worttvenant in connection with the credit agreemergreutinto with Silicon Valley Bank was
relaxed as part of the SVB amendment agreemeni\gte12), which also waived certain events of di¢tfieelated to the noncompliance. The
new financing with DBD Credit Funding, LLC does ratve fixed charge ratio or tangible net worth ec@rgs, and the loan is interest only for
the first 18 months of the 36 month term.

Concurrent with the debt financing, the Compangediadditional net proceeds of approximately $38DifA a registered public
offering of its securities (see Note 12) from astitntional investor for the sale of 1,098,902 sisawf common stock and a seven-year warrant
to purchase 1,098,902 shares of common stock exxentise price of $1.00 per share.

The Company raised net proceeds of approximately $dlion in the year ended December 29, 2012 amtoximately $1.9 million
in the year ended December 31, 2011 under a sgesraent with Ascendiant Capital Markets LLC (“Asd@nt”). The Company may raise
additional funds through the Company’s agreemetit wscendiant but may be limited in its abilitylienefit from the agreement with
Ascendiant if the volume of its shares traded @nrtiarket or the market price of its shares remains
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If adequate working capital is not available wheeaded, the Company may be required to significantidify its business model and
operations to reduce spending to a sustainablé¢ leseifficient working capital could cause the Gmamy to be unable to execute its business
plan, take advantage of future opportunities, espo&d to competitive pressures or customer reqeinésnit may also cause the Company to
delay, scale back or eliminate some or all ofétsearch and development programs, or to reduceagemperations. While there is no
assurance that the Company can meet its reveneeafsis, management anticipates that it can suodigssfecute its plans and continue
operations for at least the next twelve months.

Note 2—Summary of Significant Accounting Policies
Basis of Presentation

The interim unaudited condensed consolidated filaastatements have been prepared in accordanbeaagbunting principles generally
accepted in the United States of America (the “Uf8r interim financial information and with thastructions to Securities and Exchange
Commission (“*SEC”) Form 10-Q and Article 8 of SEEdrlation S-X. These condensed consolidated fiahstatements do not include all of
the information and footnotes required by accounfirinciples generally accepted in the U.S. for ptate financial statements. Therefore,
these unaudited condensed consolidated finaneit@ments should be read in conjunction with the @amg’s audited consolidated financial
statements and notes thereto for the year endeeniir 29, 2012, included in the Company’s AnnuagddReon Form 1K filed with the SEC
on March 29, 2013.

The condensed consolidated financial statemeniisded herein as of June 29, 2013 are unauditedeberythey contain all normal
recurring accruals and adjustments that, in theiopiof the Compang’ management, are necessary to present fairlyotigensed consolidat
financial position of the Company and its wholly+oed subsidiaries as of June 29, 2013, the condexsemlidated statements of its
operations and comprehensive loss for the threesixndonths ended June 29, 2013 and June 30, 26iiZhe condensed consolidated
statements of cash flows for the six months endeé 29, 2013 and June 30, 2012. The results ahtipes for the six months ended June 29
2013 are not necessarily indicative of the regolfse expected for the full year or any future iimeperiods.

Principles of Consolidation

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

Fiscal Year

The Company operates under a 52/53-week fiscalgmding on the Saturday closest to December 3t fiseml 2013, the Company’s
fiscal year is scheduled to end on December 283 20l will consist of 52 weeks. Each of the Compafigst three quarters in a fiscal year is
comprised of 13 weeks.

Use of Estimates

The preparation of financial statements in confeymiith accounting principles generally acceptethia U.S. requires management to
make estimates and assumptions that affect thetegpamounts of assets and liabilities and disctosiicontingent assets and liabilities at the
date of the condensed consolidated financial set¢snand the reported amounts of net sales arehs&p during the reporting period. By tt
nature, these estimates and assumptions are stbpttinherent degree of uncertainty. Signifieesttmates made by management include,
among others, provisions for uncollectible recelgaland sales returns, warranty liabilities, vadrabf inventories, fair value of financial
instruments, recoverability of long-lived asseteck-based compensation expense and realizatidafefred tax assets. The Company bases |
estimates on historical experience, knowledge afetit conditions and our beliefs of what could adouhe future considering available
information. The Company reviews its estimategomngoing basis. The actual results experienced by tmapany may differ materially a
adversely from its estimates. To the extent thezenaaterial differences between the estimatestamddtual results, future results of operation
will be affected.
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Revenue Recognition

The Company’s revenues primarily consist of prodiades of high-performance memory subsystems to © Rdvenues also include
sales of excess component inventories to distributnd other users of memory integrated circultsg"). Such sales amounted to less than
$0.1 million for each of the three and six monthigs ended June 29, 2013 and June 30, 2012.

The Company recognizes revenues in accordancehdtRinancial Accounting Standards Board (“FASB@cAunting Standards
Cadification (*ASC”") Topic 605. Accordingly, the Company recognizesraies when there is persuasive evidence of angemaant, produc
delivery and acceptance have occurred, the salesiprfixed or determinable, and collectibility thie resulting receivable is reasonably
assured.

The Company generally uses customer purchase aaddrsr contracts as evidence of an arrangemetitedeoccurs when goods are
shipped for customers with FOB Shipping Point teamd upon receipt for customers with FOB Destimatesms, at which time title and risk
of loss transfer to the customer. Shipping docusiarg used to verify delivery and customer accepgtahhe Company assesses whether the
sales price is fixed or determinable based on #yengnt terms associated with the transaction aredheh the sales price is subject to refund.
Customers are generally allowed limited rightsettirn for up to 30 days, except for sales of excesgponent inventories, which contain no
right-of-return privileges. Estimated returns arevided for at the time of sale based on historécgderience or specific identification of an
event necessitating a reserve. The Company offstamalard product warranty to its customers andbasther post-shipment obligations. The
Company assesses collectibility based on the eveditiness of the customer as determined by codditks and evaluations, as well as the
customer’s payment history.

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

Cash and Cash Equivalents

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

Investments in Marketable Securities

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

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

Fair Value of Financial Instruments

The Company’s financial instruments consist priaftipof cash and cash equivalents, investmentsarketable securities, accounts
receivable, accounts payable, accrued expensesedmdhstruments. The fair value of the Compaieg'sh equivalents and investments in
marketable securities is determined based on qumteés in active markets for identical assetsewdl 1 inputs. The Company recognizes
transfers between Levels 1 through 3 of the fduevdierarchy at the beginning of the reportingqukr The Company believes that the carr
values of all other financial instruments approxiendoeir current fair values due to their naturd eespective durations.

9
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Allowance for Doubtful Accounts

The Company evaluates the collectibility of acceueteivable based on a combination of factorsab®es where the Company is awar
circumstances that may impair a specific custorrednibty to meet its financial obligations subsequi the original sale, the Company will
record an allowance against amounts due, and theeelice the net recognized receivable to the attberCompany reasonably believes will
be collected. For all other customers, the Companygrds allowances for doubtful accounts basedasifynon the length of time the
receivables are past due based on the terms ofitfirating transaction, the current business emvirent and its historical experience.
Uncollectible accounts are charged against thevathee for doubtful accounts when all cost effectisenmercial means of collection have
been exhausted.

Concentration of Credit Risk

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

The Company invests its cash equivalents primaritponey market mutual funds. Cash equivalentsrermtained with high quality
institutions, the composition and maturities of @rhare regularly monitored by management. The Compad $0.8 million of Federal Depc
Insurance Corporation and Securities Investor etiote Corporation insured cash and cash equivaktniane 29, 2013. Investments in
marketable securities are generally in hagielit quality debt instruments. Such investmengsiaade only in instruments issued or enhance
high-quality institutions. The Company has nouimed any credit losses related to these invessnent

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

Inventories

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

Property and Equipment

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

Impairment of Long-Lived Assets

The Company evaluates the recoverability of theyaag value of long-lived assets held and usedigy@ompany for impairment on at
least an annual basis or whenever events or chamg@sumstances indicate that their carrying eatuay not be recoverable. When such
factors and circumstances exist, the Company caesphe projected undiscounted future net cash fimgsciated with the related asset or
group of assets over their estimated useful liggsrest their respective carrying amount. If theryiag value is determined not to be
recoverable from future operating cash flows, the&etis deemed impaired and an impairment log@gnized to the extent the carrying value
exceeds the estimated fair value of the assetfdihealue of the asset or asset group is basadarket value when available, or when
unavailable, on discounted expected cash flows.ddrapany’s management believes there is no impairwfdong-lived assets as of June 29,
2013.
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There can be no assurance, however, that markditimms will not change or demand for the Compamyaducts will continue, which could
result in future impairment of long-lived assets.

Warranties

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

Stock-Based Compensation

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

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

The fair value of common stock option awards to leyges and directors is calculated using the Biackeles option pricing model. The
Black-Scholes model requires subjective assumptiegarding future stock price volatility and expettime to exercise, along with
assumptions about the risk-free interest rate apdaed dividends, all of which affect the estindafegr values of the Company’s common
stock option awards. The expected term of optgrasted is calculated as the average of the weighgsting period and the contractual
expiration date of the option. This calculatiot&sed on the safe harbor method permitted by H@@i8 instances where the vesting and
exercise terms of options granted meet certainitiond and where limited historical exercise datavailable. The expected volatility is basec
on the historical volatility of the Company’s commstock. The risk-free rate selected to valueyicular grant is based on the U.S.
Treasury rate that corresponds to the expecteddéthe grant effective as of the date of the grahe expected dividend assumption is basec
on the Company'’s history and management’s expectatigarding dividend payouts. Compensation ex@&rscommon stock option awards
with graded vesting schedules is recognized orafgbt-line basis over the requisite service pefardhe last separately vesting portion of the
award, provided that the accumulated cost recodgraseof any date at least equals the value ofdékted portion of the award.

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

Income Taxes

Under ASC Topic 270, the Company is required taistdis effective tax rate each quarter to be abest with the estimated annual
effective tax rate. The Company is also requiregttmrd the tax impact of certain discrete itenmsjswal or infrequently occurring, including
changes in judgment about valuation allowanceseffiedts of changes in tax laws or rates, in therimt period in which they occur. In
addition, jurisdictions with a projected loss fhetyear or a year-to-date loss where no tax becefitoe recognized are excluded from the
estimated annual effective tax rate. The impastugh an exclusion could result in a higher or logfégctive tax rate during a particular
quarter, based upon the mix and timing of actualings versus annual projections.

Deferred tax assets and liabilities are recogniaeéflect the estimated future tax effects, calted at currently effective tax rates, of
future deductible or taxable amounts attributablewtents that have been recognized on a cumulagisis in the condensed consolidated
financial statements. A valuation allowance reldatea net deferred tax asset is recorded wheamitre likely than not that some portion of
deferred tax asset will not be realized.
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ASC Topic 740 prescribes a recognition thresholll measurement requirement for the financial statemezognition of a tax position
that has been taken or is expected to be takertanraturn and also provides guidance on de-ratiognclassification, interest and penalties,
accounting in interim periods, disclosure, andgiton. Under ASC Topic 740 the Company may onbogize or continue to recognize tax
positions that meet a “more likely than not” threlsh

Research and Development Expenses
Research and development expenditures are expengedperiod incurred.
Collaboration Agreements

In 2011, the Company entered into two memory teldgyCollaboration Agreements. The first agreenigmat HyperCloud®
Technology Collaboration Agreement (the “IBM Agmeent”) with International Business Machines (“IBMUnder the IBM Agreement, IBI
and the Company have agreed to cooperate withaegpthe qualification of HyperCloud technology for use with IBM servers and to eng
in certain joint marketing efforts if qualificatida achieved. IBM and the Company have agreed itnuibresources and funds in support of
these activities. The IBM Agreement is non-exclasiv

The second agreement is a Collaboration Agreentieat'iP Agreement”) with Hewlett-Packard Compani®"). Under the HP
Agreement, HP and the Company agreed to coopandteanmit resources in furtherance of qualifyindHgperCloud® technology for use
with HP servers and to engage in certain joint retink efforts if qualification is achieved. HP ath@ Company agreed to commit resources
and funds in support of these activities. The HPekgent is exclusive for a period of time. HP drelCompany agreed to collaborate on the
future use of HyperClou8l load reduction and ranittiplication technologies for next generation sgrinemory for HP.

In total, the Company reimbursed IBM and HP $0.Riomi and $1 million, respectively, for the costa#rtain qualification activities.
In addition, the Company made $0.8 million of pawpiseo IBM for joint HyperClou® marketing acti\es, all of which have been amortized
based on actual unit shipments compared with estiirtatal shipments over the term of the Collaboregreement. The Company’s net
sales were determined after deduction of such mestallowances, in accordance with ASC 605-50. &lean be no assurance that the efforts
undertaken under either of the IBM or HP collabioraagreements will result in revenues for the Canypthat are sufficient to cover the cost
of qualification activities, including payments neaid HP and IBM under the collaboration agreements.

Risks and Uncertainties

The Company is subject to certain risks and uniceita including their ability to obtain profitabtgerations due to the history of
losses and accumulated deficits, the Company’sritpeee on a few customers for a significant portibrevenues, risks related to intellectual
property matters, market development of and denf@nithe Company’s products, and the length of tlesscycle. Such risks could have a
material adverse effect on the Company’s consaaifihancial position, results of operations orhctisws.

The Company has invested and expects to continimést a significant portion of its research aegelopment budget into the des
of ASIC devices, including the HyperClofid memampsystem. This new design and the products itdsriporated into are subject to
increased risks as compared to the Company’s egigtioducts. The Company may be unable to achies®mer or market acceptance of the
HyperCloud® memory subsystem or other new prodoctachieve such acceptance in a timely manner Cdmpany has experienced a
longer qualification cycle than anticipated with HyperCloud® memory subsystems, and as of Jung0d3, the product has not generated
significant revenue relative to the Company’s itremnt in the product. The Company has enteredciolaborative agreements with both HP
and IBM pursuant to which these OEMs have coopénaith the Company to qualify HyperClotd for uselhieir respective products. The
qualifying OEMs have engaged and continue to engatiiethe Company in joint marketing and furtheoghuct development efforts. The
Company and each of the OEMs have committed firsdiacid other resources toward the collaboratioer&lean be no assurance that the
efforts undertaken pursuant to either of the calfative agreements will result in any new reverfoeshe Company. Further delays or any
failure in placing or qualifying this product withP, IBM or other potential customers would adverselpact the Company’s consolidated
results of operations.
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The Company’s operations in the PRC are subjecatious political, geographical and economic rigkg uncertainties inherent to
conducting business in the PRC. These includeataunot limited to, (i) potential changes in ecommoonditions in the region, (ii) managing a
local workforce that may subject the Company toeutainties or certain regulatory policies, (iii)actges in other policies of the Chinese
governmental and regulatory agencies, and (iv) gbsun the laws and policies of the U.S. governmegarding the conduct of business in
foreign countries, generally, or in the PRC, intigafar. Additionally, the Chinese government coigrthe procedures by which its local
currency, the Chinese Renminbi (“RMB”), is convdrteto other currencies and by which dividends rnayleclared or capital distributed for
the purpose of repatriation of earnings and investsh If restrictions in the conversion of RMB prthe repatriation of earnings and
investments through dividend and capital distributiestrictions are instituted, the Company’s ofi@na and operating results may be
negatively impacted. The liabilities of the Compargubsidiaries in the PRC exceeded its assetsAme 29, 2013 and December 29, 2012.

Foreign Currency Remeasurement

The functional currency of the Company'’s foreighsdiary is the U.S. dollar. Local currency finaal@tatements are remeasured into
U.S. dollars at the exchange rate in effect ab®blalance sheet date for monetary assets anlitigstand the historical exchange rate for
nonmonetary assets and liabilities. Expenses aneasured using the average exchange rate for thoe pexcept items related to nonmonetary
assets and liabilities, which are remeasured usstgrical exchange rates. All remeasurement gaiaslosses are included in determining net
loss. Transaction gains and losses were not gignifin the three and six months ended June 28 80 June 30, 2012.

Net Loss Per Share

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

Inventories

Inventories consist of the following (in thousands)

June 29, December 29
2013 2012
Raw materials $ 3,51¢ 4,544
Work in proces: 282 7C
Finished good 1,50¢ 2,76¢€
$ 5,30¢ 7,38(
Warranty Liabilities
The following table summarizes the activity relatedhe warranty liabilities (in thousands):
Six Months Ended
June 29, June 30,
2013 2012
Beginning balanc $ 23t 18¢
Estimated cost of warranty claims charged to cbsates 62 10C
Cost of actual warranty clain (39) (68)
Ending balanc 25¢ 221
Less current portio (159 (139
Long-term warranty obligation $ 10< 88




Table of Contents

The allowance for warranty liabilities expectedincurred within one year is included as a corapbof accrued expenses and other
current liabilities in the accompanying condensexsolidated balance sheets. The allowance forangriiabilities expected to be incurred
after one year is included as a component of dihleilities in the accompanying condensed constdiddalance sheets.

Computation of Net Loss Per Share

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

Three Months Ended Six Months Ended
June 29, June 30, June 29, June 30,
2013 2012 2013 2012

Basic and diluted net loss per share
Numerator: Net los $ (2,869 $ (3,980 $ (6,03) $ (5,067
Denominator: Weighted-average common shares odlisigyrbasic and

diluted 30,32( 28,11 30,26: 27,42(
Basic and diluted net loss per sh $ (009 $ (019 $ 020 $ (0.19)

The following table sets forth potentially dilutieemmon share equivalents, consisting of shareslids upon the exercise or vesting of
outstanding stock options and restricted stock dsyaespectively computed using the treasury stoethod. These potential common shares
have been excluded from the diluted net loss parestalculations above as their effect would bedihitive for the periods then ended (in
thousands):

Three Months Ended Six Months Ended
June 29, June 30, June 29, June 30,
2013 2012 2013 2012
Common share equivaler 19z 694 21t 973

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

Major Customers

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

Three Months Ended Six Months Ended
June 29, June 30, June 29, June 30,
2013 2012 2013 2012
Customer:
Customer A 48% 60% 35% 74%
Customer E 17% 18% 18% *0

The Company’s accounts receivable as of June 2% @@re concentrated with two customers, reprasgmgpproximately 53% and
14% of aggregate gross receivables. At Decembe2®®, two customers represented approximately di8@4% of aggregate gross
receivables. A significant reduction in sales tothe inability to collect receivables from, a sfigrant customer could have a material adverse
impact on the Company. The Company mitigates rigk fereign receivables by purchasing comprehenfueign credit insurance.
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Cash Flow Information

The following table sets forth supplemental disates of cash flow information and non-cash inveséind financing activities (in

thousands):

Supplemental disclosure of r-cash investing and financing activitie

Six Months Ended

June 29, June 30,
2013 2012

Purchase of equipment not paid for at the endeptriod $ — $ 50C
Debt financed acquisition of fixed ass $ 24C % 18C
Change in unrealized loss from investments in matke securitie $ — $ (1)
Contractual marketing funds due to collaboratiorinEas $ — % 80C
Note 4—Fair Value Measurements
The following tables detail the fair value measueets within the fair value hierarchy of the Compargssets (in thousands):
Fair Value Measurements at June 29, 2013 Usir
Quoted Prices Significant
in Active Other Significant
Fair Value at Markets for Observable Unobservable
June 29, Identical Assets Inputs Inputs
2013 (Level 1) (Level 2) (Level 3)
Money market mutual func $ 2,81 $ 2,81 $ — $ —
Total $ 281: $ 2,81: $ — 3 —
Fair Value Measurements at December 29, 2012 Usil
Quoted Prices Significant
in Active Other Significant
Fair Value at Markets for Observable Unobservable
December 29 Identical Assets Inputs Inputs
2012 (Level 1) (Level 2) (Level 3)
Money market mutual func $ 2,33t $ 2,33 $ — % —
Auction and variable floating rate nol 41% — — 41F
Total $ 2,75¢ $ 2,33 $ — % 41F
The following tables summarize the Company’s asseigsured at fair value on a recurring basis asepted in the Company’s
condensed consolidated balance sheets at Jun@2®afd December 29, 2012:
Fair Value Measurements at June 29, 2013 Usir
Quoted Prices in Significant Other Significant
Fair Value at Active Markets for Observable Unobservable
June 29, Identical Assets Inputs Inputs
2013 (Level 1) (Level 2) (Level 3)
Cash equivalent $ 2,81 $ 2,81 $ — $ —
$ 2,81 $ 2,81 $ — 8 —
Fair Value Measurements at December 29, 2012 Usi
Quoted Prices in Significant Other Significant
Fair Value at Active Markets for Observable Unobservable
December 29 Identical Assets Inputs Inputs
2012 (Level 1) (Level 2) (Level 3)
Cash equivalent $ 2,33¢ 3 2,33t $ — 3 —
Long-term marketable securitit 41% — — 41F
Total assets measured at fair ve $ 2,75: $ 2,33 $ — 3 41¢
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Fair value measurements using Level 3 inputs indhke above relate to the Company’s investmengiation rate securities. Level 3
inputs are unobservable inputs used to estimatfathealue of assets or liabilities and are uéitizo the extent that observable inputs are not
available (see Note 5).

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

Six Months Ended

June 29, June 30,
2013 2012
Beginning balanc $ 415 $ 444
Proceeds from sales of availe-for-sale marketable securiti (41%) —
Unrealized loss transferred from other comprehenkiss to earning — 1
Ending balanc: $ —  $ 44E

Note 5—Investments in Marketable Securities

Investments in marketable securities consist ofdlilewing (in thousands):

December 29, 201,

Net
Amortized Unrealized Fair
Cost Loss Value
Auction and variable floating rate not $ 41 $ — 3 41F

At December 29, 2012, the Level 3 fair value of @@mpany’s auction rate security consists of threvphue of $500,000 adjusted for
a realized loss of $85,000, recorded as other esgpas of December 31, 2012.

Realized gains and losses on the sale of invessniremiarketable securities are determined usingpleeific identification method.
Other than the sale of Company'’s auction rate #gcudiescribed below, there were no sales of abkglor-sale securities prior to maturity in
2012 or 2011.
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The following table provides the breakdown of irntmesnts in marketable securities with unrealizeddss(in thousands):

December 29, 201
Continuous Unrealized Loss

Less than 12 months 12 months or greater
Fair Unrealized Fair Unrealized
Value Loss Value Loss
Auction and variable floating rate not $ 415 $ — $ — $ —

Auction Rate Securities

As of December 29, 2012, the Company held one tmarst in a Baal rated auction rate debt securitymiinicipality with a total purchase
cost of $0.5 million and recorded a permanent immpant of this asset for a realized loss of $85,0D0ring the first quarter of 2013, the
Company sold this auction rate security for $416,00

Note 6— Silicon Valley Bank Credit Agreement

On October 31, 2009, the Company entered into dit@greement with Silicon Valley Bank (“SVB”), wdfi was most recently
amended on July 18, 2013 (as amended, the “SVBitGkgteement”). Currently, the SVB Credit Agreem@nbvides that the Company can
borrow up to the lesser of (i) 80% of eligible agots receivable, or (i) $5.0 million.

Pursuant to the September 2010 amendment to theC3¥@t Agreement, SVB extended a $1.5 million téoan, bearing interest a
rate of prime plus 2.00%. The Company was requmadake monthly principal payments of $41,666 dher36 month term of the loan, or
$0.5 million annually. In May 2011, SVB extendedaatditional $3.0 million term loan, bearing intdrata rate of prime plus 2.75%. The
Company was required to make monthly principal pagts of $125,000 over the 24 month term of the,loa$1.5 million annually. In
May 2012, SVB consolidated both term loans andradéd additional credit, resulting in a combinedhbak of $3.5 million as of May 2012
(the “Consolidated Term Loan”). The Consolidatedriféoan was payable in 36 installments of $97,2#%jinning December 2012, with
interest at a rate of prime plus 2.50%. Interest peyable monthly from the date of funding throfighl payoff of the loan. On July 18, 2013,
as part an amendment to the SVB Credit Agreemdstethinto with SVB and following the Company’s egat of additional loan financing
from DBD Credit Funding, LLC, the Consolidated Telman and outstanding interest was paid in fulhe Tompany reclassified the loteym
portion of the Consolidated Term Loan to currentipa of debt in the accompanying consolidated hedasheet as of December 29, 2012. Ir
accordance with the terms of the financing obtaimedugh DBD Credit Funding, LLC, the Company retst all amounts due under the
Consolidated Term Loan as long-term portion of detthe accompanying consolidated balance sheaft e 29, 2013 (see note 12).

Prior to the May 2012 amendment, the SVB Credite®gnent contained an overall sublimit of $10.0 willto collateralize the
Company’s contingent obligations under lettersrefit and other financial services. Amounts ouditag under the overall sublimit reduced
the amount available pursuant to the SVB Crediteggrent. As a result of the May 2012 amendmengr&eof credit and other financial
services were no longer subject to borrowing babérmits and did not reduce the amount that coaldbbrrowed under the revolving line of
credit. The July 18, 2013 amendment (see Notedd)ires letters of credit to be secured by caslduAe 29, 2013, letters of credit in the
amount of $1.0 million were outstanding.

The following table presents details of interegianse related to borrowings on the line of cred 8VB, along with certain other
applicable information (in thousands):

Three Months Ended Six Months Ended
June 29, June 30, June 29, June 30,
2013 2012 2013 2012
Interest expens $ 28 $ 25 $ 95 $ 48
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The following table presents details of the Compapwutstanding borrowings and availability under e of credit with SVB:

June 29, December 29
2013 2012
Availability under the revolving line of crec $ 1,61¢ $ 1,48¢
Outstanding borrowings on the revolving line ofdit: — —
Amounts reserved under credit sublin o o
Unutilized borrowing availability under the revatg line of credi $ 161€ $ 1,48¢

All obligations under the SVB Credit Agreement aeeured by a first priority lien on the Compangsdible and intangible assets,
other than its intellectual property, which is ®dijto a first priority lien held by DBD Credit Fdimg, LLC. The SVB Credit Agreement
subjects the Company to certain affirmative andatigg covenants, including financial covenants wibpect to the Company’s liquidity and
tangible net worth and restrictions on the payneémlividends. As of June 29, 2013 and DecembeP@%2, the Company was in violation of
the tangible net worth covenant but remained ingl@nce with the quick ratio covenant. Subsequemjuarter end, in connection the
repayment of the Consolidated Term Loan and an dment to the SVB Credit Agreement dated July 1832the Company has obtained a
waiver of such non-compliance and amended the kgt worth covenant which resulted in the Comgfsaocompliance with all financial
covenants as of July 18, 2013.

On January 23, 2013, the Company entered into laeaoance Agreement with Silicon Valley Bank (thertfearance Agreement”),
pursuant to which Silicon Valley Bank agreed tdfar from filing any legal action or instituting enforcing any rights and remedies it may
have against the Company as a result of its vaiadif the financial covenants until February 28200n March 27, 2013, the effectiveness o
the Forbearance Agreement was extended until 89riR013. As a result of the Company’s non-compkawith a loan covenant at
December 29, 2012, and in accordance with releaeedunting guidance, the Company reclassifieddhg-term portion of the Consolidated
Term Loan to current portion of debt in the acconmyiag consolidated balance sheet as of Decembe&?®2. Subsequent to June 29, 2013,
the Company has obtained a waiver of such non-damgs, in connection with an amendment to the SVEIE Agreement dated July 18,
2013. In accordance with the terms of the finag@btained through DBD Credit Funding, LLC, then@xany recorded all amounts due ur
the Consolidated Term Loan as long-term portiodedft in the accompanying consolidated balance stseet June 29, 2013 (see Note 12).

Pursuant to the Forbearance Agreement in effest &isne 29, 2013, any principal amount outstandimder the revolving line would
accrue interest at a per annum rate equal to tleaviag (i) at all times that a Streamline Periad defined) is in effect, 1.75% above the Prime
Rate; and (ii) at all times that a Streamline Rerfonot in effect, 2.75% above the Prime Ratectvimterest would be payable monthly. In
addition, the reserve on the revolving line incezbto $2 million. The SVB Credit Agreement requipayment of an unused line fee, as we
anniversary and early termination fees, as apdkca®n July 18, 2013, as part of the Loan Amendntbe Streamline Period interest was
eliminated and any principal amount outstandingenrtde Revolving Line will accrue interest at 2.78%0ove the Prime Rate. The Loan
Amendment also eliminated the reserve on the ravgline of $2 million, thereby increasing the mwing availability.

Note 7— Debt

Debt consists of the following (in thousands):

June 29, December 29
2013 2012

Consolidated Term Loan, net of issuance cost of(32@3) and $28 (201. $ 280C $ 3,37¢
Obligations under capital leas 3C 11¢
Note payable to othe 81 —
2,911 3,49:

Less current portio (117) (3,497
$ 280 $ —
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Interest expense related to debt is presenteckifotiowing table (in thousands):

Three Months Ended Six Months Ended
June 29, June 30, June 29, June 30,
2013 2012 2013 2012
Interest expens $ 61 $ 57 $ 1285 $ 10€

See note 12 for additional information regarding @ompany’s indebtedness.
Note 8—Income Taxes

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

Three Months Ended Six Months Ended
June 29, June 30, June 29, June 30,
2013 2012 2013 2012
Provision for income taxe $ 1 3% 1 3 3 3 1
Effective tax rate (0.0% (0.00% (0.0% (0.00%

The Company evaluates whether a valuation allowahoeald be established against its deferred taat@abased on the consideration o
available evidence using a “more likely than nadinglard. Due to uncertainty of future utilizatitime Company has provided a full valuation
allowance as of June 29, 2013 and December 29, 2@t?rdingly, no benefit has been recognized firdeferred tax assets.

The Company does not have any unrecognized taXiteeaeJune 29, 2013 and December 29, 2012.
Note 9—Commitments and Contingencies
Litigation and Patent Reexaminations

The Company owns numerous patents and continesddege and strengthen its patent portfolios, whimber different aspects of the
Company’s technology innovations with various claoopes. The Company has plans to generate rebgraeadling or licensing its
technology, and intends to vigorously enforce #tept rights against infringers of such rights. Tmenpany dedicates substantial resources ir
protecting its intellectual property, including @Horts to defend its patents against challengadenby way of reexamination proceedings at th
United States Patent and Trademark Office (“USPTDHgese activities are likely to continue for tloeelseeable future, without any guarantee
that any ongoing or future patent protection atigdtion activities will be successful. The Compasmlso subject to litigation claims that it
infringed on the intellectual property of othergaast which the Company intends to defend vigdyous

Litigation, whether or not eventually decided ie Bompany’s favor or settled, is costly and timastoming and could divert
management’s attention and resources. Because oftiare and inherent uncertainties of litigatimuld the outcome of any of such actions
be unfavorable, the Company’s business, financiatlition, results of operations or cash flows ccuddmaterially and adversely affected.
Additionally, the outcome of pending litigation,dathe related patent reexaminations, as well agatay in their resolution, could affect the
Company’s ability to license its intellectual projyen the future or to protect against competitinrthe current and expected markets for its
products.
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Google Litigation

In May 2008, the Company initiated discussions v@thogle, Inc. (“Google”) based on information aradidf that Google had
infringed on a U.S. patent owned by the Compan$, Batent No. 7,289,386 (“the ‘386 patent”), whielates generally to technologies to
implement rank multiplication in memory modulese®mnptively, Google filed a declaratory judgmentdaitagainst the Company in the U.S.
District Court for the Northern District of Califoia (the “Northern District Court”), seeking a deeltion that Google did not infringe the ‘386
patent and that the ‘386 patent was invalid. Then@any filed a counterclaim for infringement of 1386 patent by Google. Claim construc
proceedings were held in November 2009, and thegaosprevailed on every disputed claim construdssoe. In June 2010, the Company
filed motions for summary judgment of patent inffiment and dismissal of Google’s affirmative deésnsn May 2010, Google requested anc
was later granted dnter PartesReexamination of the ‘386 patent by the USPTO. rfE@xamination proceedings are described below. The
Northern District Court granted Goo’s request to stay the litigation pending resulthaf reexamination, and therefore has not rulethen
Company’s motions for summary judgment.

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

Inphi Litigation

In September 2009, the Company filed a patentriggiment lawsuit against Inphi Corporation (“Inphif)the U.S. District Court for
the Central District of California (the “Centralghiict Court”). The complaint, as amended, alletyas Inphi is contributorily infringing and
actively inducing the infringement of U.S. pateotened by the Company, including the ‘912 paten§.Watent No. 7,532,537 (“the
‘637 patent”), which relates generally to memorydules with load isolation and memory domain tratitecapabilities, and U.S. Patent
No. 7,636,274“the ‘274 patent”), which is related to the ‘537grat and relates generally to load isolation anchorg domain translation
technologies. The Company is seeking damages guntttive relief based on Inphi’s use of the Compamatented technology. Inphi denied
infringement and claimed that the three patentsrasadid. In April 2010, Inphi requested but waseladeniednter PartesReexaminations of
the ‘912, ‘537 and ‘274 patents by the USPTO. ImneJR010, Inphi submitted new requests and was datetednter PartesReexaminations
the ‘912, ‘537 and ‘274 patents by the USPTO. Tdexamination proceedings are described below.hnection with the reexamination
requests, Inphi filed a motion to stay the patafringement lawsuit with the Central District Cguathich was granted. The Central District
Court has requested that the Company notify itiwidme week of any action taken by the USPTO imeation with the reexamination
proceedings, at which time the Central District @onay decide to maintain or lift the stay.

Smart Modular Litigations

In September 2012, Smart Modular, Inc. (“SMOD"gélla patent infringement lawsuit against the Compathe U.S. District Court
for the Eastern District of California (the “EastdDistrict Court”). The complaint alleges that Bempany willfully infringes and actively
induces the infringement of six claims of a U.Sepanewly issued to SMOD, U.S. Patent No. 8,250 28he ‘295 patent”), and seeks
damages and injunctive relief. SMOD also filed aiorofor preliminary injunction and a memorandunsirpport of the motion on the same
day of the complaint. The Company promptly fileceguest for reexamination of the ‘295 patent whid USPTO setting forth six different
combinations of prior art that would render theadserted claims of the ‘295 patent unpatentalfle.Jompany also filed an answer to
SMOD’s complaint with the Eastern District Court@etober 2012 to deny infringement of the ‘295 patassert that the ‘295 patent is invalid
and unenforceable, and bring a set of counterclagainst SMOD. SMOD filed various motions on theaalings on November 1, 2012, which
were opposed by the Company in its briefs filethte November 2012.

In December 2012, the USPTO granted the Comparygsest for the reexamination of the ‘295 patend,iasued an Office Action
rejecting all of the six asserted claims over tliedgferent combinations of prior art set forth the Company in its request. The Company
promptly moved to stay litigation pending resulreéxamination. On February 19, 2013, a few datgs &MOD filed replies in support of its
motions, the Eastern District Court issued a Mir@itder, in which the court on its own motion tobk preliminary injunction; the motion to
dismiss and the motion to stay under submissiohowit oral argument and vacated the hearing dates.
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On February 7, 2013, SMOD filed a response to tHie€Action in the reexamination of th295 patent. Thereafter, the Company
SMOD made various filings to address certain apgatefects contained in SMOD's response. On Mag;t2013, the USPTO issued a Notice
of Defective Paper, in which the USPTO found SMOM@'sponses, both the initial filing and a suppletakfiling, to be improper, and both
responses were expunged from the record. The USAV® SMOD 15 days to submit another response, WBidBD submitted on March 26,
2013. The Company timely filed its comments on SMOErrected response on April 25, 2013.

On May 30, 2013, the Eastern District Court issaearder granting Netlist's motion to stay pendiagults of the reexamination of
the ‘295 patent and denied SMOD’s motion for prétiany injunction.

‘386 Patent Reexamination

As noted above, in May 2010, Google requested axlater granted dnter PartesReexamination of the886 patent by the USPT
In October 2010, SMOD requested and was later gdaatinter PartesReexamination of the ‘386 patent. The reexaminati@guested by
Google and SMOD were merged by the USPTO intoglesiproceeding. In April 2011, a Ndfinal Action was issued by the USPTO, rejec
all claims in the patent. In July 2011, the Compeesponded by amending or canceling some of thesladding new claims, and making
arguments as to the validity of the rejected claim&ew of cited references. Both Google and SMid&d their comments to the Company’s
response in October 2011. In October 2012, the WBRBR3ued an Action Closing Prosecution (“ACP”) otijeg all 60 claims. The Company
filed a response to the ACP on December 3, 20121W@e 21, 2013, the USPTO issued a Right of Apgetite (RAN) in which the USPTO
examiner maintained his rejection of the claimstlislefiled a notice of appeal on July 19, 20130d8le and SMOD filed a cross-appeal on
August 2, 2013. Thus, the reexamination of the ‘B&&nt remains pending and will continue in acano#d with established procedures for
merged reexamination proceedings.

‘912 Patent Reexamination

As noted above, in April 2010, Inphi requestedwas later denied amter PartesReexamination of the912 patent by the USPTO.
June 2010, Inphi submitted a new request and waisdeanted ainter PartesReexamination of the ‘912 patent by the USPTO. In
September 2010, the USPTO confirmed the patertiabiiiall fifty-one claims of the ‘912 patent. Inc@®ber 2010, Google and SMOD each
filed and were later granted requests for reexatonaf the ‘912 patent. In February 2011, the USRMerged the Inphi, Google and SMOD
‘912 reexaminations into a single proceeding. IiAgnl 2011 Non-Final Action in the merged reexaation proceeding, the USPTO rejected
claims 1-20 and 22-51 and confirmed the patentglwficlaim 21 of the ‘912 patent. In July 2011e fiompany responded by amending or
canceling some of the claims, adding new claimd,raaking arguments as to the validity of the rejdatlaims. Inphi, Google, and SMOD fi
their comments on the Company’s response in Augst. In October 2011, the USPTO mailed a seconmdMoal Action confirming the
patentability of twenty claims of the ‘912 pateintluding claims that were added in the reexamimagirocess. In January 2012, the Company
responded by amending or canceling some of thmslaadding new claims, and making arguments deetodlidity of the rejected claims.
Google, Inphi and SMOD filed their comments to @@mpany’s response in February 2012. The USPTQrdeted that SMOD’s comments
were defective, and issued a notice to SMOD tafyeahd resubmit its comments. SMOD filed correctednments and a petition for the
USPTO to withdraw the notice in March 2012. The WSHssued a non-final Office Action on November 2812 maintaining the
patentability of many key claims while rejectingre® claims that were previously determined to bergable. The Company filed a respons
the Office Action on January 14, 2013. The requsdiked their comments on February 13, 2013. examination of the ‘912 patent remains
pending and will continue in accordance with estiald procedures for merged reexamination procgedin

‘627 Patent Reexamination

In September 2011, SMOD filed a request for reeration of U.S. Patent No. 7,864,627 (“the ‘627 ptijeissued to the Company
January 4, 2011. The ‘627 patent is related toah2 patent. In November 2011, the USPTO granted8h8 request for reexamination of the
‘627 patent and concurrently issued a Non-Finaldkctonfirming the patentability of three claims.February 2012, the Company respondec
by amending or canceling some of the claims, addew claims, and making arguments as to the valafithe rejected claims. SMOD filed
comments to the Company’s response in March 2062.USPTO determined that SMOD’s comments were teéeand issued a notice in
April 2012 to SMOD to rectify and resubmit its corants. SMOD filed corrected comments and a petfaorthe USPTO to withdraw the
notice in April 2012. The USPTO posted an Officeigie on December 19, 2012, confirming one claim egjdcting the rest of the claims in
the ‘627 patent. The Company filed a responseddifiice Action on March 19, 2013. The reexaminatd the ‘627 patent remains pending
and will continue in accordance with establish@eér PartesReexamination procedures.
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‘537 Patent Reexamination

As noted above, in April 2010, Inphi requested aag later denied anter PartesReexamination of the ‘537 patent by the USPTO.
In June 2010, Inphi submitted a new request andatasgranted amter PartesReexamination of the ‘537 patent by the USPTO. In
September 2010, the USPTO issued a Non-Final Actiarfirming the patentability of four claims. In ©ber 2010, the Company responded
by amending or canceling some of the claims, addew claims, and making arguments as to the valadithe rejected claims. Inphi filed its
comments on the Company’s response in January 200line 2011, the USPTO issued an ACP, which fecoed the patentability of the
four claims. In August 2010, the Company resportdedmending some of the claims and making arguneents the validity of the rejected
claims. Inphi filed its comments to the Compangsponse in September 2011. The USPTO issued a &idippeal Notice (“RAN”) in
February 2012, in which the claim rejections werthgrawn, thus confirming the patentability of sikty (60) claims in view of all the
previously submitted comments by both Inphi andGbenpany. Inphi filed a notice of appeal in Mar€i.2 followed by an appeal brief in
May 2012. In response, the USPTO issued a Noti@ebtéctive Appeal Brief. Inphi filed a correctivpeal brief in late May 2012, and the
Company filed its reply brief to the corrected Inphpeal brief in early July 2012. The examinepoegled to Inphi’s corrected appeal brief as
well as the Company’s reply brief by Examiner’s fves on April 16, 2013, in which he maintained hisiion confirming all sixty (60)
claims. The Company and the examiner will jointbfehd the ‘537 patent in a hearing with the USPifi@ccordance with established
procedures fonter PartesReexamination.

‘274 Patent Reexamination

As noted above, in April 2010, Inphi requested waag later denied anter PartesReexamination of the ‘274 patent by the USPTO.
In June 2010, Inphi submitted a new request andatasgranted amter PartesReexamination of the ‘274 patent by the USPTO. In
September 2011, the USPTO issued a Roral Action, confirming the patentability of si¥aims. The Company has responded by amendi
canceling some of the claims, adding new claimd,raaking arguments as to the validity of the redatlaims. Inphi filed its comments on the
Company'’s response in November 2011. The USPT@dsan ACP in March 2012, which confirmed the pateitity of one hundred and four
(104) claims in view of all the previously submitteomments by both Inphi and the Company. The USBi3equently issued a RAN in
June 2012. This RAN triggered Inphi’s right as lib&ing party to file a notice of appeal and coroesping appeal brief, which Inphi filed when
due. The Company responded to Inphi's appeal byidiling a reply brief in October 2012. The examimesponded to Inphi's appeal brief anc
the reply brief by Examiner's Answer on April 1813, in which he maintained his position confirmthg one hundred and four (104) claims.
The Company and the USPTO examiner will jointlyedef the ‘274 patent in a hearing with the USPTGydcordance with established
procedures fonter PartesReexamination.

Other Contingent Obligations

During its normal course of business, the Compasyrhade certain indemnities, commitments and gtegampursuant to which it
may be required to make payments in relation ttagetransactions. These include: (i) intellectui@perty indemnities to the Company’s
customers and licensees in connection with thesaes and/or license of Company products; (iigmdities to vendors and service providers
pertaining to claims based on the Company’s negtigeor willful misconduct; (iii) indemnities invalvg the accuracy of representations and
warranties in certain contracts; (iv) indemnitieslirectors and officers of the Company to the mmaxh extent permitted under the laws of the
State of Delaware; and (v) certain real estateelgamder which the Company may be required tonimify property owners for environmental
and other liabilities, and other claims arisingnfrthe Company’s use of the applicable premises.dlination of these indemnities,
commitments and guarantees varies and, in cerdai®es¢ may be indefinite. The majority of these imdi¢gies, commitments and guarantees do
not provide for any limitation of the maximum poti@hfor future payments the Company could be aikgd to make. Historically, the
Company has not been obligated to make signifipapiments for these obligations, and no liabilitiase been recorded for these indemnities
commitments and guarantees in the accompanyingetsed consolidated balance sheets.

Note 10—Stockholders’ Equity
Serial Preferred Stock

The Companys authorized capital includes 10,000,000 shar&edfl Preferred Stock, with a par value of $0.péd.share. No shar
were outstanding at June 29, 2013 or December®2,.2
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Common Stock

In November 2011, the Company entered into a sajemement with Ascendiant Capital Markets LLC (“Asdiant”), whereby shares
with a total value of up to $10.0 million may béeased for sale to the public at the discretiomahagement at a price equal to the current
market price in an “at-the-market” offering as defi in Rule 415 under the Securities Act of 1933y 2012 and 2011, the Company
received net proceeds of approximately $3.9 milaod $1.9 million, respectively, raised through $hée of 1,312,669 and 697,470 shares of
common stock, respectively. The sales agreemehtAgitendiant expires in November 2014. During tker®nths ended June 29, 2013, the
Company received net proceeds of approximately2f®8 raised through the sale of 24,288 sharesmhwn stock.

On December 20, 2012, the Company raised grosegdsmf $1.5 million in a registered public offerifiOffering”) of its securities.
The Offering closed on December 26, 2012, and thaiany received net proceeds of $1.3 million afestucting commissions and offering
costs. The Offering resulted in the issuance 83,894 shares of common stock and warrants to paechp to an aggregate of 2,275,282
shares of the Comparsytommon stock, which represents 135% of the numib&inares issued and sold in the Offering. Eadmamégrants th
holder the right to purchase one share of the Cagipg@ommon stock at an exercise price of $0.8%pare and expires in June 2018. These
warrants become exercisable 181 days followindtkeember 26, 2012 issuance date.

On July 17, 2013, the Company entered into a defesecurities purchase agreement for the sat®@mimon stock and warrants in a
registered public offering (“Offering”) of its segties for gross proceeds of $1.0 million. Thee&Diifig closed on July 19, 2013, and the
Company received estimated net proceeds of $96@@@0deducting commissions and offering costie DOffering resulted in the issuance
1,098,902 shares of the Company’s common stoclaamarrant to purchase up to an aggregate of 1,02&8ares of the Company’s common
stock. The warrant is exercisable as of the daits édsuance, has a term of seven years, andeaniss price of $1.00 per share. The exercise
price and the number of warrant shares issuable apercise of warrant is subject to adjustmenhédvent of, among other things, certain
transactions affecting the Company’s common stowiuding without limitation stock splits and stodk/iidends), and certain fundamental
transactions (including without limitation a mergerother sale-of-company transaction).

In addition, on July 18, 2013, concurrent with éxecution of the Loan Agreement, the Company issoea affiliate of DBD Credit
Funding, LLC, a seven-year warrant (the “Warram’purchase an aggregate of 1,648,351 shares Qfdhmpany’s common stock at a per
share price of $1.00, of which 989,011 shares xeecesable immediately on a cash or cashless basibole or in part. Pursuant to the terms
of the stock purchase warrant agreement, (i) 320sbiares will become exercisable upon the achieneaidhe IP Monetization Milestones
and (ii) the remaining 329,670 shares will becoxer@sable upon the Company’s receipt of an IP 8idae Term Loan. The Warrant was
issued in a private placement transaction thatexasnpt from registration under Section 4(2) of $leeurities Act of 1933 (the “Securities
Act”).

During the six months ended June 29, 2013 andeéhegnded December 29, 2012, the Company canddl|886 and 23,631 shares
of common stock, respectively, valued at approxatyes7,500 and $64,000, respectively, in conneatidh its obligation to holders of
restricted stock to withhold the number of shaegpiired to satisfy the holders’ tax liabilitiesdonnection with the vesting of such shares.

The Company is incorporated in the state of Delawand as such, is subject to various state lavichwhay restrict the payment of
dividends or purchase of treasury shares.

Stock-Based Compensation

The Company has stock-based compensation awarstsioding pursuant to the Amended and Restated RQ0idy Incentive Plan
(the “2000 Plan”) and the Amended and Restated ZHfifity Incentive Plan (the “2006 Plan”), under eiha variety of option and direct
stock-based awards may be granted to employeesaranployees of the Company. Further grants um@e2®00 Plan were suspended upon
the adoption of the 2006 Plan. In addition to awarde pursuant to the 2006 Plan, the Companydieaity issues inducement grants outs
the 2006 Plan to certain new hires.

Subject to certain adjustments, as of June 29,,28&@3Company was authorized to issue a maximué6ifs5,566 shares of common
stock pursuant to awards under the 2006 Plan. mhatmum number will automatically increase on tingtfday of each subsequent calendar
year by the lesser of (i) 5.0% of the number ofsb@f common stock that are issued and outstaradiraf the first day of the calendar ye
and (ii) 1,200,000 shares of common stock, sulgeatjustment for certain corporate actions. AteJ28, 2013, the Company had 1,148,512
shares available for grant under the 2006 Plartio®pgranted under the 2000 Plan, the 2006 Pldroatside the equity incentive plans
primarily vest at a rate of at least 25% per yeer dour years and expire 10 years from the daggrarit. Restricted stock awards vest in eight
equal increments at intervals of approximatelyrsonths from the date of grant.
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A summary of the Company’s common stock optionvagtfor the six months ended June 29, 2013 isgartexd below (shares in
thousands):

Options Outstanding

Weighted-

Average

Number of Exercise

Shares Price

Options outstanding at December 29, 2 4,75z $ 3.22
Options grante: 1,51C 0.7:
Options exercise (207) 0.3t
Options cancelle (682) 2.2C
Options outstanding at June 29, 2( 547: % 2.7¢

The intrinsic value of options exercised in themsianths ended June 29, 2013 was $41,392.

A summary of the Company’s restricted stock awalef and for the six months ended June 29, 20pR&=nted below (shares in
thousands):

Restricted Stock Outstanding

Weighted-
Average

Grant-Date

Number of Fair Value

Shares per Share
Balance outstanding at December 29, 2 156 $ 3.32
Restricted stock forfeite (9 3.4¢
Restricted stock veste (49) 3.4(
Balance outstanding at June 29, 2 10C $ 3.21

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

Six Months Ended

June 29, June 30,
2013 2012
Expected term (in year 6.1 6.1
Expected volatility 121% 12€%
Risk-free interest rat 1.26% 1.12%
Expected dividend — —
Weightec-average grant date fair value per st $ 0.65 $ 3.1C

The fair value per share of restricted stock gramtslculated based on the fair value of the Camijsacommon stock on the
respective grant dates. The grant date fair valuwestricted stock vested was $0.03 million an@80nillion in the six months ended June 29,
2013 and June 30, 2012, respectively.

At June 29, 2013, the amount of unearned stmded compensation currently estimated to be eggenam fiscal 2013 through fisc
2016 related to unvested common stock options esiticted stock awards is approximately $3.1 mmillicet of estimated forfeitures. The
weighted-average period over which the unearnezkdiased compensation is expected to be recognizgmpi®ximately 2.4 years. If there
any modifications or cancellations of the undenyimvested awards, the Company may be requireccileaate, increase or cancel any
remaining unearned stock-based compensation expense
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Note 11—Segment and Geographic Information

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

At June 29, 2013 and December 29, 2012, approxi;ndie0 and $1.5 million, respectively, of the Camp’s longlived assets, net
depreciation and amortization, respectively, weraled in the PRC. Substantially all other longdivassets were located in the U.S.

Note 12—Subsequent Events
Loan and Security Agreement and Related Agreeme

On July 18, 2013, the Company, entered into a lagreement with DBD Credit Funding, LLC, a Delawdéimited liability company
(the “Lender”), an affiliate of Fortress Investm@&@noup LLC, providing for up to $10 million in terfoans and up to $5 million in revolving
loans. The term loans are available in an ini&million tranche (the “Initial Term Loan”) withsecond tranche in the amount of $4 million
becoming available upon achievement of certaingperdnce milestones relating to intellectual properatters (the “IP Monetization
Milestones” and such second tranche loan, “IP Niles Term Loan”). The $5 million in revolving loaase available at the Lendsrdiscretior
and subject to customary conditions precedent. $Bhmillion Initial Term Loan was fully drawn atading on July 18, 2013. Proceeds from
Initial Term Loan were used in part to repay thenpany’s existing Consolidated Term Loan with Siliddalley Bank. The remainder of such
funds will be used to fund the Company’s ongoingkir@y capital needs.

The loans bear interest at a stated fixed ratel @f% per annum. During the first eighteen (18) thsrfollowing the closing date, the
payments on the term loans are interest-only ash cate of 7.0% per annum and a payment-in-kiferidel cash interest rate of 4.0%, which
payment-in-kind interest is capitalized semi-anlyy&leginning with December 31, 2013. Following #ighteen (18) month interest-only
period, the term loans are amortized with 65% effitincipal amount due in equal monthly installnsemter the following eighteen (18)
months with a balloon payment equal to 35% of #maining principal amount of the term loans, plosraed interest, being payable on
July 18, 2016.

The Company’s obligations under the Loan Agreeraeatsecured by a first-priority security interasttie Company’s intellectual
property assets (other than certain patents aaterkhssets relating to the NVvault™ product lma)suant to an intellectual property security
agreement with the Lender (the “IP Security Agreetheand a second-priority security interest in stamtially all of the Company’s other
assets.

In connection with the Loan Agreement, the Compaag certain facility, due diligence and legal feéshe Lender on the closing
date and is obligated to pay a conditional faciiég upon satisfaction of the IP Monetization Mibews. If the Company repays or prepays all
or a portion of the term loans prior to maturityg tCompany is obligated to pay the Lender a prepayiee based on a percentage of the ther
outstanding principal balance being prepaid, etudl0% if the prepayment occurs on or prior toy il, 2014 (or 2.0% if such prepayment is
made in connection with the early repayment optimmium discussed in the preceding sentence), 2.0% prepayment occurs between
July 18, 2014 and July 18, 2015, or 0.0% if theppgenent occurs after July 18, 2015.

The Loan Agreement contains customary represenggtigarranties and indemnification provisions. Than Agreement also
contains affirmative and negative covenants thagreg other things restrict the ability of the Comp#o:

e incur additional indebtedness or guarantees;

e incur liens;

 make investments, loans and acquisitions;

e consolidate or merge;

« sell or exclusively license assets, including apstock of subsidiaries;
e alter the business of the Company;

e engage in transactions with affiliates; and

e  pay dividends or make distributions.
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The Loan Agreement also includes events of defandhiding, among other things, payment defaultesabhes of representations,
warranties or covenants, certain bankruptcy evéiméstailure to maintain its listing on a natioyaltcognized securities exchange or
alternatively for its shares to be qualified fading on the OTC Bulletin Board and certain materitverse changes, including an impairment
of the perfection or priority of the Lender’s liddpon the occurrence of an event of default anidiehg any applicable cure periods, a default
interest rate of an additional 5.0% per annum neagiplied to the outstanding loan balances, andehder may declare all outstanding
obligations immediately due and payable and také sther actions as set forth in the Loan Agreement

Concurrently with the execution of the Loan Agreemée Company and an affiliate of the Lender maténto a Patent Monetization
Side Letter Agreement (the “Letter Agreement”).eTltetter Agreement provides, among other things, tthe Lender may be entitled to share
in certain monetization revenues that the Compaay derive in the future related to its patent mditf (the “Patent Portfolio”). The Patent
Portfolio does not include certain patents relatmt¢he NVvaultTM product line. Monetization rewers subject to this arrangement include
revenues recognized during the seven year terimedfétter Agreement from amounts (whether charaetgas settlement payments, license
fees, royalties, damages, or otherwise) actually fwathe Company or its subsidiaries in connectidth any assertion of, agreement not to
assert, or license of, the Patent Portfolio (in lghay in part) either (A) in consideration of theagt of a license or covenant not sue, or other
immunity with respect to the Patent Portfolio, B) As a damages award with respect to such agseftibhe Patent Portfolio, less (i) actual
legal fees and expenses (including fees payab&eaamtingency basis) and actual court costs pajgable by the Company or its subsidia
in connection with any such assertion and/or gofiatlicense or covenant not to sue, or other imtywnth respect to the Patent Portfolio,
provided that such legal fees and expenses shalyged at forty percent (40%) of such gross, aggecamounts paid to the Company, (ii) all
reasonable and actual legal fees, filing fees, taaance fees, annuities, and other reasonablecamal aosts and expenses paid or required to
be paid by the Company or its subsidiaries afteretfiective date in connection with the prosecytioaintenance, and defense of any pater
patent applications within the Patent Portfolia) (easonable and actual legal fees and reasomabl@ctual other costs and expenses paid or
required to be paid by the Company or its subdilan connection with the enforcement of any agrert, undertaking, commitment or court
order that would generate monetization revenuedfandollection thereof, and (iv) reasonable artdalcosts of acquisition of patents and
patent applications included in the Patent Podftiiat are acquired by or licensed to the Compauitg gsubsidiaries after the effective date.
Monetization revenues also include the value attable to the Patent Portfolio in any sale of tleenPany during the seven year term, subject
to a maximum amount payable to the Lender. Thi&eLétgreement also requires that the Company usenegcially reasonable efforts to
pursue opportunities to monetize the Patent Pastthiring the term of the Letter Agreement, proddeat the Company is under no obligation
to pursue any such opportunities that Company doedeem to be in the Company’s best interesténbmpany’s reasonable business
judgment. Notwithstanding the foregoing, there bamo assurance that the Company will be sucdesghese efforts, and the Company n
expend resources in pursuit of monetization revel@ may not result in any benefit to the Company

Concurrently with the execution of the Loan Agreemée Company issued to an affiliate of DBD Cté&dinding, LLC a seven-year
warrant (the “Warrant”) to purchase an aggregate, 48,351 shares of the Compangbmmon stock at an exercise price of $1.00 pemesio
which 989,011 shares are exercisable immediately cash or cashless basis in whole or in partugatgo the stock purchase warrant
agreement, (i) 329,670 shares will become exerlg@sgton the achievement of the IP Monetization Btid@es and (ii) the remaining 329,670
shares will become exercisable upon the Compaegsaipt of an IP Milestone Term Loan. The Warran$ vesued in a private placement
transaction that was exempt from registration ur@kstion 4(2) of the Securities Act of 1933 (thec8rities Act”).

Also in connection with the Loan Agreement, the @amy agreed to pay to a consultant a consultingdiel to (i) $300,000 to the
consultant in connection with the Company’s recefghe Initial Term Loan and (ii) 5% of any additial principal amount loaned to the
Company as an IP Milestone Term Loan.

Amendment to Credit Agreement with Silicon VallewBk; Payoff of Consolidated Term Loan

Concurrently with the execution of the Loan Agreeirend the funding of the Initial Term Loan, onyJuiB, 2013, the Company
repaid in full all amounts owed under the Compamsolidated Term Loan with SVB, consisting ofimp sum payment of approximately
$2,732,000. In addition, on July 18, 2013, the @any and SVB entered into a loan amendment (thé8*8mMendment”) to the Company’s
loan and security agreement with SVB. Pursuattied5VB Loan Amendment, the SVB Credit Agreement atiows for the financing and
security interests contemplated under the Loan é&gent entered into with Lender and releases ceptients and related assets relating to th
NVvault™ product line
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from the collateral subject to SVB's security st under the SVB Credit Agreement. Additionghlyrsuant to the SVB Loan Amendment,
advances under the revolving line now accrue isteata rate equal to SVB’s most recently annouripgdhe rate” plus 2.75%. The SVB
Loan Amendment also relaxed the Company’s tangibtevorth covenant under the SVB Credit Agreemedtwsaived certain events of
default in connection therewith. Certain reportiequirements under the SVB Credit Agreement werdified while certain reserves with
respect to the borrowing base and the availalfityevolving loans were removed pursuant to the $¥Bn Amendment. Under the terms of
the SVB Credit Agreement, the Company may draw Ixéwg advances in an aggregate outstanding prihaip@unt of up to the lesser of $5
million and the available borrowing base, subjeatstserve amounts. The Company’s borrowing badernthe SVB Credit Agreement is
subject to certain adjustments and up to the lexs®@0% of eligible accounts receivable.

Sale of Common Stock and Warrants Pursuant to Seties Purchase Agreement

On July 17, 2013, the Company entered into a SiesifPurchase Agreement (the “Purchase Agreemeiitti)an institutional investc
(the “Purchaser”), pursuant to which the Comparigl smthe Purchaser in a registered public offe(ihg “Offering”) an aggregate of
1,098,902 shares of the Company’s common stocR.8t%per share and a warrant (“Purchaser Warramgiurchase up to an aggregate of
1,098,902 shares of the Company’s common stoclpat@hase price of $1.00 per share, for aggregatsgroceeds of approximately $1.0
million and expected net proceeds, after dedudiffeying costs, of approximately $960,000. Thedhaser Warrant is exercisable as of the
date of its issuance, has a term of seven yeaddhasnan exercise price of $1.00 per share. Téeise price and the number of warrant share
issuable upon exercise are subject to adjustmeheievent of, among other things, certain tramsastaffecting the Company’s common stock
(including without limitation stock splits and stodividends), and certain fundamental transact{omduding without limitation a merger or
other sale-of-company transaction). The Offeriragset on July 19, 2013. The Company intends tdahesaet proceeds from the Offering for
general corporate purposes.

Facility Lease

On July 26, 2013, the Company entered into an amentifor a three year lease with the Irvine Compdilme amendment terminates
the existing lease of the 51 Discovery, Suite 180ne, California, 92618 premise in exchange f@08 square feet of office space located at
175 Technology Drive, Suite 150, Irvine, Californ@2618 USA. The initial lease payment is $9,260rpenth, increasing to $10,090 per
month over the term of the lease. This lease isl ¥iatough July 31, 2016. The annual payment far $pace equates to approximately
$111,000 per year.
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Item 2. Management’s Discussion and Analysis of Financial @dition and Results of Operations
Cautionary Statement

The following discussion and analysis of our finahcondition and results of operations should bad in conjunction with our
Unaudited Condensed Consolidated Financial Statésremd the related notes thereto contained in Rdtem 1 of this Report. The
information contained in this Quarterly Report oarfh 10-Q is not a complete description of our basgor the risks associated with an
investment in our common stock. We urge you tdaiéreeview and consider the various disclosuregdmby us in this Report and in our
other reports filed with the Securities and Excha@pmmission, or SEC, including our Annual ReporEorm 10-K for the fiscal year ended
December 29, 2012 and subsequent reports on F6-Q and 8-K, which discuss our business in greagtaitl

This report contains forward-looking statementsamting future events and our future performanceede forward-looking
statements involve risks and uncertainties thatdcoause actual results to differ materially frohose expected or projected. These risks anc
uncertainties include, but are not limited to risissociated with: the uncertainty of our future italrequirements and the likelihood that we
need to raise additional funds; the amount and eofour indebtedness; the launch and commerciatess of our products, programs and
technologies; the success of product partnershipatinuing development, qualification and volumedurction of EXPRESSvault™,
NVvault™, HyperCloud™ and VLP Plar-X RDIMM; the timing and magnitude of anticipategtitional decreases in sales to our key
customer; our ability to leverage our NVvault™ taology in a more diverse customer base; the rapitilgnging nature of technology; risks
associated with intellectual property, includingtbosts and unpredictability of litigation and reexination proceedings before the USPTO;
volatility in the pricing of DRAM ICs and NAND; ahges in and uncertainty of customer acceptancaraf,demand for, our existing products
and products under development, including uncetyaif and/or delays in product orders and produgélifications; delays in our and our
customers’ product releases and development; inictdns of new products by competitors; changesnih-user demand for technology
solutions; our ability to attract and retain skitlgpersonnel; our reliance on suppliers of critic@mponents and vendors in the supply chain;
fluctuations in the market price of critical commmts; evolving industry standards; and the politi@ad regulatory environment in the PR
Other risks and uncertainties are described untierheading “Risk Factors” in Part Il, Item IA ofithQuarterly Report on Form 10-Q, and
similar discussions in our other SEC filings. Bxcas required by law, we undertake no obligatiomevise or update publicly any forward-
looking statements for any reason.

Overview

We design, manufacture and sell high-performamtelligent memory subsystems for datacenter samdrigh-performance
computing and communications markets. Our memogystems consist of combinations of dynamic randooess memory integrated
circuits (“DRAM ICs” or “DRAM"), NAND flash memory(“NAND"), application-specific integrated circui{SASICs") and other components
assembled on printed circuit boards (“PCBs"). Wienarily market and sell our products to leadingyorél equipment manufacturer (“OEM”)
customers. Our solutions are targeted at applicatichere memory plays a key role in meeting systerformance requirements. We leverage
a portfolio of proprietary technologies and dedigechniques, including efficient planar design, rmiétive packaging techniques and custom
semiconductor logic, to deliver memory subsysteritl high memory density, small form factor, highrsal integrity, attractive thermal
characteristics and low cost per bit.

Our Products
HyperCloud®

In November 2009, we introduced our 16GB HyperCI®UudDR3 memory technology. HyperClofid  utilizes Hy@leud®
technology that incorporates the Company pateraiekl multiplication technology that increases meymzapacity and load reduction
technology that increases memory bandwidth. We ebpat these patented technologies will make ptesginproved levels of performance
memory intensive datacenter applications and waddoincluding enterprise virtualization, cloud gurting infrastructure, business
intelligence real-time data analytics, and highf@enance computing. HyperClofdmemory has been qualified by two of our OEM custa
for use in their server products. HyperCldud teriaperable with JEDEC standard DDR3 memory mod@es HyperCloud® products are
designed to allow for installation in servers withthe need for a BIOS change. As such, their guatied sales launch is not dependent on the
design plans or product cycle of our OEM customidmvever, we have experienced longer qualificatipcies than anticipated. There can be
no assurances that sales of our HyperCfud prodhitttse significant or that we will derive favormargins from any sales of such
products. We have invested and expect to contimira/est a significant portion of our research dedelopment budget into the design of
HyperCloud® technology.
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In November 2011, we introduced a 32GB two-virtwalk HyperClou® HCDIMM enabling up to 768GB of DRAfEemory in next
generation two-processor servers. Also in Nover@béad, we announced collaborative agreements with eHewlett-Packard Company
(“HP™) and International Business Machines (“IBMpursuant to which these OEMs have cooperatedugitin efforts to qualify HyperCloud
® memory products for use with their respective patsl. In February 2012 and May 2012, we achieveaiong qualification of our 16GB
HyperCloud® product at IBM and HP, respectivelySkeptember 2012 and July 2013, we achieved memalfigation of our 32GB
HyperCloud® product at IBM and HP, respectively. #e each of the OEMs have committed financial@heér resources toward the
collaboration. However, the efforts undertaken veiétth of these collaborative agreements have solted in significant product margins for
us to date relative to our investment in develogind marketing these products and there is noasseithat we will achieve sufficient
revenues or margins from our HyperCldud productieuthese arrangements.

NVvault™

Our NVvault™ product line consists primarily of tel/-free and battery-powered flash backed caclraongsubsystem targeting
Redundant Array of Independent Disks, (“RAID”) stige applications. NVvault™ battefsee provides server and storage OEMs a solutip
enhanced datacenter fault recovery. The NVvault8pets have historically been sold primarily to IDfgr incorporation in its PERC 7 sen
products. Following Intel's launch of its Romleyafibrm in the first quarter of 2012, we have exgeced a rapid decline in NVvault™ sales tc
Dell. Sales of NVvault™ products to Dell totaleds$5300 and $912,200 for the three and six montbsedune 29, 2013, respectively,
compared to $4.7 million and $15.1 million for tieee and six months ended June 30, 2012, respBctifVe expect that we will continue to
see declining demand from Dell through 2013, aftleich sales of NVvault™ products for incorporatioto PERC 7 servers will be minimal.
In order to leverage our NVvault™ technology intmare diverse customer base, we continue to purdditional qualifications of NVvault™
with other customers. We introduced EXPRESSvauli™larch 2011, and continue to pursue qualificatiohsext generation DDR3
NVvault™ with customers. However, our efforts mapt result in significant revenues from the sal®¥fvault™ products

Specialty Memory Modules and Flash-Based Products

The remainder of our net sales is primarily fromNDgales of specialty memory modules and flash-baseducts, the majority of
which were utilized in data center and industriglecations. When developing custom modules foegnipment product launch, we engage
our OEM customers from the earliest stages of nedyrct definition, providing us unique insight irtteeir full range of system architecture
and performance requirements. This close collalmrdias also allowed us to develop a significamllef systems expertise. We leverage a
portfolio of proprietary technologies and desigchigiques, including efficient planar design, altgive packaging techniques and custom
semiconductor logic, to deliver memory subsysteritl high speed, capacity and signal integrity, $fmaim factor, attractive thermal
characteristics and low cost per bit. Revenues fsamspecialty modules and flash-based productsusgct to fluctuation as a result of the
life cycles of the products into which our moduées incorporated. Our ability to continue to progluevenues from specialty memory module:
and flash-based products is dependent on ounatuliqualify our products on new platforms as corggatforms reach the end of their
lifecycles, and on the state of the global economy.

Consistent with the concentrated nature of the Qiastomer base in our target markets, a small nuofdarge customers have
historically accounted for a significant portionaxfr net sales. Two customers represented appréedyr26% and 18% of our net sales for the
six months ended June 29, 2013 and one custonrserged approximately 74% of our net sales fosthenonths ended June 30, 2012.

Technology

We have a portfolio of proprietary technologies dedign techniques and have assembled an engigéeaim with expertise in
semiconductors, printed circuit boards, memory gsiiesn and system design. Our technology competenutude:

IC Design Expertise.We have designed special algorithms that camipéeimented in standlone integrated circuits or integrated |
other functional blocks in ASICs. We utilize thedgorithms in the HyperClou#l  chipset to incorpenatnk multiplication and load reduction
functionality. We also incorporate these algoritimsur NVvault™ product line of RDIMMS.

Very Low Profile Designs.We were the first company to create memory subgysin a form factor of less than one inch in heig
We believe our proprietary board design technolsgyarticularly useful in the blade server markéiere efficient use of motherboard space i
critical. Our technology has allowed us to decrahsesystem board space required for memory, apdove thermal performance and
operating speeds, by enabling our customers taltsmative methods of component layout.

29




Table of Contents

Proprietary PCB Designs.We utilize advanced, proprietary techniques tiinoge electronic signal strength and integrityhirta
PCB. These techniques include the use of 8- oag6rlboards, matching conductive trace lengthsinamzed number of conductive
connectors, or vias, and precise load balancingrtmng other things, help reduce noise and créss¢diveen adjacent traces. In addition, our
proprietary designs for the precise placementtofinubstrate components allow us to assemble nyesabisystems with significantly smaller
physical size, enabling OEMs to develop producth winaller footprints for their customers.

Planar-X Designs. Our patented Planar-X circuit design providesiteaithl board space for a large number of DRAM comgnts.
This enables us to produce higher capacity RDIMMliutes, such as our 32GB two-virtual rank HyperCI8udDIMM, at a lower cost by
allowing us to use standard, currently availabl@48RAM technology.

Thermal Management Designae design our memory subsystems to ensure eféehtat dissipation. We use thermal cameras to
obtain thermal profiles of the memory subsysteninduthe design phase, allowing us to rearrange oompts to enhance thermal
characteristics and, if necessary, replace compstleat do not meet specifications. We use thesinalilation and modeling software to create
comprehensive heat transfer models of our memdrgysiems, which enables our engineers to quickiglde accurate solutions for potential
thermal issues. We also develop and use propribeay spreaders to enhance the thermal managehsatteristics of our memory
subsystems.

NVvault™ . We were the first to develop and market memohsgstems that incorporate both DRAM and NAND inngke
NVvault™ persistent DIMM solution for backup of atlle data to nc-volatile NAND. NVvault™ is desirable for missiomitical backups
during power interruption in RAID and main memooy £loud, Big Data, on-line banking and other tegak applications. NVvault™ is
incorporated in our EXPRESSvault PCle solutiontfoth acceleration and backup in storage application

Key Business Metrics

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

Net Sales. Net sales consist primarily of sales of our hpgifformance memory subsystems, net of a provisiordtimated returns
under our right of return policies, which generaliyge up to 30 days. We generally do not have-teng sales agreements with our
customers. Although OEM customers typically proviewith non-binding forecasts of future produatn@ad over specific periods of time,
they generally place orders with us approximately weeks in advance of scheduled delivery. Seflinges are typically negotiated monthly,
based on competitive market conditions and theesotiprice of DRAM ICs and NAND. Purchase ordersagalty have no cancellation or
rescheduling penalty provisions. We often shippmaducts to our customers’ international manufastusites. All of our sales to date,
however, are denominated in U.S. dollars. We atieescess component inventory of DRAM ICs and NANDIistributors and other users of
memory ICs. Component inventory sales are a relgtismall percentage of net sales as a resultoéforts to diversify both our customer
product line bases. This diversification effort laéso allowed us to use components in a wider rahgeemory subsystems. We expect that
component inventory sales will continue to représeminimal portion of our net sales in future pes.

Cost of Sales.Our cost of sales includes the cost of matenabmufacturing costs, depreciation and amortizatfoequipment,
inventory valuation provisions, stock-based comp#ogr, and occupancy costs and other allocated feosts. The DRAM ICs and NAND
incorporated into our products constitute a sigaifit portion of our cost of sales, and thus out agbsales will fluctuate based on the current
price of DRAM ICs and NAND. We attempt to pass tigb such DRAM IC and NAND flash memory cost fludtaas to our customers by
frequently renegotiating pricing prior to the plamnt of their purchase orders. However, the saleegpof our memory subsystems can also
fluctuate due to competitive situations unrelatethe pricing of DRAM ICs and NAND, which affectsogs margins. The gross margin on our
sales of excess component DRAM IC and NAND invgntsrmuch lower than the gross margin on our sa@sir memory subsystems. As a
result, fluctuations in DRAM IC and NAND inventosgles as a percentage of our overall sales coydddtrour overall gross margin. We
assess the valuation of our inventories on a guattasis and record a provision to cost of safesexessary to reduce inventories to the lowe
of cost or net realizable value.
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Research and DevelopmenResearch and development expense consists dsirmhemployee and independent contractor
compensation and related costs, stock-based compmsnon-recurring engineering fees, computeegidesign software licenses, reference
design development costs, patent filing and praiedegal fees, depreciation or rental of evaluagguipment, and occupancy and other
allocated overhead costs. Also included in reseanchdevelopment expense are the costs of madadabverhead related to the production of
engineering samples of new products under developorgroducts used solely in the research andldpreent process. Our customers
typically do not separately compensate us for deaigl engineering work involved in developing aggtiion-specific products for them. All
research and development costs are expensed aethdm order to conserve capital resources intlaf the significant year over year revenue
decline, we have materially reduced our researddawelopment expenditures by reducing headcouhpesfessional and outside service
costs. However, we anticipate that research andldpment expenditures will increase in future pesias we seek to expand new product
opportunities, increase our activities relatedé¢armnd emerging markets and continue to develojtiaial proprietary technologies.

Selling, General and AdministrativeSelling, general and administrative expensesisbpemarily of employee salaries and related
costs, stock-based compensation, independentreglessentative commissions, professional servpresnotional and other selling and
marketing expenses, and occupancy and other albcaterhead costs. A significant portion of oulisgleffort is directed at building
relationships with OEMs and other customers andimgrthrough the product approval and qualificatpzocess with them. Therefore, the ¢
of material and overhead related to products maurfed for qualification is included in selling eeqgses. In order to conserve capital resot
in light of the significant year over year reverdezline, we have materially reduced our sellingiegal and administrative expenditures by
reducing headcount and other expenses.

Recent Developments

On July 18, 2013, we entered into a loan and sigycagreement (the “Loan Agreement”) with DBD Crefitnding, LLC (the
“Lender”), an affiliate of Fortress Investment GpolLC, providing for up to $10 million in termsdas and up to $5 million in revolving
loans. The term loans are available in an ini&million tranche (the “Initial Term Loan”) withsecond tranche in the amount of $4 million
becoming available upon achievement of certaingoerénce milestones relating to intellectual properatters (the “IP Monetization
Milestones” and such second tranche loan, “IP Niles Term Loan”). The $5 million in revolving loaase available in the Lendsrdiscretiol
and subject to customary conditions precedent. $Bheillion Initial Term Loan was fully drawn atading on July 18, 2013. Proceeds from
Initial Term Loan used in part to repay our exigtoonsolidated term loan with Silicon Valley Bafike remainder of such funds will be used
to fund our ongoing working capital needs.

The loans bear interest at a stated fixed ratel @f% per annum. During the first eighteen (18) thsrfollowing the closing date, the
payments on the term loans are interest-only ash cate of 7.0% per annum and a payment-in-kitestést rate of 4.0%, which payment-in-
kind interest is capitalized semi-annually, begmgnivith December 31, 2013. Following such eightde}) month interest-only period, the
term loans are amortized with 65% of the princgralbunt thereof being due in equal monthly instatite@ver the following eighteen (18)
months with a balloon payment equal to 35% of #maining principal amount of the term loans, plosraed interest, being payable on
July 18, 2016 (the “Maturity Date”).

Our obligations under the Loan Agreement are selcbyea first-priority security interest in our ilieetual property assets (other than
certain patents and related assets relating thithewlt ™ product line) and a second-priority setuimterest in substantially all of our other
assets.

In connection with the Loan Agreement, we paidaiarfacility, due diligence and legal fees of thentder on the closing date and are
obligated to pay a conditional facility fee upotisfaction of the IP Monetization Milestones. ladition, if we repay or prepay all or a portion
of the term loans prior to maturity, we are oblaghto pay the Lender a prepayment fee based orcamiage of the then outstanding principal
balance being prepaid, equal to 4.0% if the preganraccurs on or prior to July 18, 2014 (or 2.0%Lith prepayment is made in connection
with the early repayment option premium discussetthé preceding sentence), 2.0% if the prepaymemire between July 18, 2014 and
July 18, 2015, or 0.0% if the prepayment occursraftily 18, 2015.

The Loan Agreement contains customary represenggtigarranties and indemnification provisions. Than Agreement also
contains affirmative and negative covenants thagreg other things restrict our ability to:

e incur additional indebtedness or guarantees;

* incur liens;

* make investments, loans and acquisitions;

e consolidate or merge;

« sell or exclusively license assets, including apstock of subsidiaries;
»  alter our business;

e engage in transactions with affiliates; and

e  pay dividends or make distributions.
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The Loan Agreement also includes events of defandhiding, among other things, payment defaultesabhes of representations,
warranties or covenants, certain bankruptcy evéiméstailure to maintain its listing on a natioyaltcognized securities exchange or
alternatively for its shares to be qualified fading on the OTC Bulletin Board and certain materitverse changes, including an impairment
of the perfection or priority of the Lender’s liddpon the occurrence of an event of default anidiehg any applicable cure periods, a default
interest rate of an additional 5.0% per annum neagiplied to the outstanding loan balances, andehder may declare all outstanding
obligations immediately due and payable and také sther actions as set forth in the Loan Agreement

Concurrently with the execution of the Loan Agreaeme&ve entered into a Patent Monetization Sidedréigreement with an affiliate
of the Lender (the “Letter Agreement”). The Lettgreement provides, among other things, that #edier may be entitled to share in certain
monetization revenues that we may derive in theréutelated to our patent portfolio (the “Patenttf®tio”). The Patent Portfolio does not
include certain patents relating to the NVvaifit odarct line. Monetization revenues subject to @nirengement include revenues recognizec
during the seven year term of the Letter Agreerfremh amounts (whether characterized as settlemanhpnts, license fees, royalties,
damages, or otherwise) actually paid to us in cotimre with any assertion of, agreement not to aseeficense of, the Patent Portfolio (in
whole or in part) either (A) in consideration oéthrant of a license or covenant not sue, or atherunity with respect to the Patent Portfolio,
or (B) as a damages award with respect to suchtessef the Patent Portfolio, less (i) actual Ieiges and expenses (including fees payab
a contingency basis) and actual court costs pahpable by us in connection with any such assegial/or grant of a license or covenant not
to sue, or other immunity with respect to the PaRortfolio, provided that such legal fees and eggs shall be capped at forty percent (40%)
of such gross, aggregate amounts paid to us|l(i@@sonable and actual legal fees, filing feesintenance fees, annuities, and other reasa
and actual costs and expenses paid or requireel paibl by us after the effective date in conneatiith the prosecution, maintenance, and
defense of any patents or patent applications withé Patent Portfolio, (iii) reasonable and acteigl fees and reasonable and actual other
costs and expenses paid or required to be paid oy econnection with the enforcement of any agregmendertaking, commitment or court
order that would generate monetization revenuedfandollection thereof, and (iv) reasonable artdalcosts of acquisition of patents and
patent applications included in the Patent Pouftiiat are acquired by or licensed to us afteeffertive date. Monetization revenues also
include the value attributable to the Patent Pbotio any sale of Netlist during the seven yeamesubject to a maximum amount payable to
the Lender. The Letter Agreement also requireswigause commercially reasonable efforts to pucpmortunities to monetize the Patent
Portfolio during the term of the Letter Agreemaarpvided that we are under no obligation to pursue such opportunities that we do not
deem to be in our best interest in our reasonaldmbss judgment. Notwithstanding the foregoihgré can be no assurance that we will be
successful in these efforts, and we may expendiress in pursuit of monetization revenues that matyresult in any benefit to us.

Concurrently with the execution of the Loan Agreemeve issued to an affiliate of the Lender sevearywarrants (the “Lender
Warrants”) to purchase an aggregate of 1,648,3&festof our common stock at a per share price @0$bf which 989,011 shares are
exercisable immediately on a cash or cashless lmagilsole or in part. Pursuant to the Lender Warag) 329,670 shares subject to the Lel
Warrants will become exercisable upon the achiewemiethe IP Monetization Milestones and (i) theemaining 329,670 shares subject to the
Lender Warrants will become exercisable upon oceip of an IP Milestone Term Loan.

Also in connection with the Loan Agreement, we agrto pay to a consultant a consulting fee equé) 800,000 in connection wit
our receipt of the Initial Term Loan and (ii) 5%anfy additional principal amount loaned to us atPallilestone Term Loan.

Amendment to Credit Agreement with Silicon ValleyBk; Payoff of Consolidated Term Loan

Concurrently with the execution of the Loan Agreetrend the funding of the Initial Term Loan, onydii8, 2013, we repaid in full
amounts owed under our consolidated term loan Siitbon Valley Bank (“SVB”), consisting of a lumum payment of approximately $2.73
million. In addition, on July 18, 2013, we enteiath an amendment (the “SVB Amendment”) with S\éBour loan and security agreement
with SVB, dated as of October 31, 2009 and as mezsintly amended on May 14, 2012 (as amended S¥8 ‘Credit Agreement”). Pursuant
to the SVB Amendment, the SVB Credit Agreement adiaws for the financing and security intereststeamplated under the Loan Agreem
entered into with Lender and releases certain patemd related assets relating to the NVvBUlt  peotine from the collateral subject to
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SVB's security interest under the SVB Credit Agreemn Additionally, pursuant to the SVB Amendmeattyances under the revolving line
now accrue interest at a rate equal to SVB’s maxstmtly announced “prime rate” plus 2.75%. The S\fBendment also relaxed our tangible
net worth covenant under the SVB Credit Agreemedtwaived certain events of default in connectlmréwith. Certain reporting
requirements under the SVB Credit Agreement werdifieal while certain reserves with respect to tbertwing base and the availability of
revolving loans were removed pursuant to the SVBeAdment. Under the terms of the SVB Credit Agregmee may draw revolving
advances in an aggregate outstanding principal atrajwp to the lesser of $5 million and the aval#eborrowing base, subject to reserve
amounts. Our borrowing base under the SVB CredieAment is, subject to certain adjustments arta tipe lessor of 80% of eligible
accounts receivable or $5.0 million.

Equity Financing

On July 18, 2013, we entered into a Securitiestiage Agreement (the “Purchase Agreement”) witmatitutional investor (the
“Purchaser”), pursuant to which we sold in a reggistl public offering (the “Offering”) an aggregatel,098,902 shares (the “Shares”) of our
common stock and warrants to purchase up to areggtg of 1,098,902 shares of our common stock'Rbechaser Warrants,” and the shares
issuable upon exercise of the Purchaser WarrdrgésPurchaser Warrant Shares”) at a purchase pfi$6.91 per share and accompanying
warrant, for aggregate gross proceeds of approrimn&il.0 million and expected net proceeds, aféeludting offering costs, of approximately
$960,000. The Purchaser Warrant is exercisabdé e date of its issuance, will have a term akseyears, and will have an exercise price o
$1.00 per share. The exercise price and the nuoflfaurchaser Warrant Shares issuable upon exerttee Purchaser Warrant are subject to
adjustment in the event of, among other thinggagetransactions affecting the Company’s commonls{including without limitation stock
splits and stock dividends), and certain fundanmdraasactions (including without limitation a mergr other sale-of-company transaction).
The Offering closed on July 19, 2013. The Compantgrids to use the net proceeds from the Offeringdaeral corporate purposes.

Critical Accounting Policies

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

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

We generally use customer purchase orders anditracts as evidence of an arrangement. Deliveryrsaghen goods are shipped
for customers with FOB Shipping Point terms andrupezeipt for customers with FOB Destination teratsyhich time title and risk of loss
transfer to the customer. Shipping documents agd tesverify delivery and customer acceptance. ¥éess whether the sales price is fixed or
determinable based on the payment terms assogidgtethe transaction and whether the sales prisaligect to refund. Customers are
generally allowed limited rights of return for up30 days, except for sales of excess componeahtaories, which contain no right-of-return
privileges. Estimated returns are provided fohattime of sale based on historical experiencgecific identification of an event necessitat
a reserve. We offer a standard product warrangutacustomers and have no other post-shipmentaihdigs. We assess collectibility based on
the creditworthiness of the customer as determiryecredit checks and evaluations, as well as tseauer's payment history.

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

Fair Value of Financial Instruments.Our financial instruments consist principallyaaish and cash equivalents, investments in
marketable securities, accounts receivable, aceqayable, accrued expenses and debt instrum@tier than for certain investments in
auction rate securities, the fair value of our caghivalents and investments in marketable
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securities is determined based on quoted pricastive markets for identical assets or Level 1 taprhe fair value of our auction rate
securities is determined based on Level 3 inputsr&¢ognize transfers between Levels 1 throughtBeofair value hierarchy at the beginning
of the reporting period. We believe that the dagyalues of all other financial instruments apgmuate their current fair values due to their
nature and respective durations.

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

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

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

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

Impairment of Long-Lived AssetdlVe evaluate the recoverability of the carryingueesof long-lived assets held and used in our
operations for impairment on at least an annuaklmsvhenever events or changes in circumstameisate that their carrying value may not
be recoverable. When such factors and circumstamgésts we compare the projected undiscounted éutet cash flows associated with the
related asset or group of assets over their estimateful lives against their respective carryimpant. These projected future cash flows may
vary significantly over time as a result of incredgompetition, changes in technology, fluctuationdemand, consolidation of our customers
and reductions in average selling prices. If theyiiag value is determined not to be recoverabbenffuture operating cash flows, the asset is
deemed impaired and an impairment loss is recodrizéhe extent the carrying value exceeds theneséid fair value of the asset. The fair
value of the asset or asset group is based on imaake when available, or when unavailable, oealisited expected cash flows.

Warranty Reserve.We offer product warranties generally rangingrfrone to three years, depending on the produchagdtiated
terms of purchase agreements with our customech Barranties require us to repair or replace defeproduct returned to us during the
warranty period at no cost to the customer. Waigarare not offered on sales of excess inventony.eStimates for warranty-related costs are
recorded at the time of sale based on historicdlestimated future product return rates and exgdeaetgair or replacement costs. While such
costs have historically been consistent betweeioggeand within our expectations and the provisiestablished, unexpected changes in fa
rates could have a material adverse impact oregsijning additional warranty reserves, and advgragécting our gross profit and gross
margins.
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Stock-Based CompensatioiWe account for equity issuances to non-emplojreascordance with ASC Topic 505. All transactions
in which goods or services are the considerationived for the issuance of equity instruments ao®anted for based on the fair value of the
consideration received or the fair value of theigguastrument issued, whichever is more reliablgasurable. The measurement date used to
determine the fair value of the equity instrumesstied is the earlier of the date on which the thady performance is complete or the date or
which it is probable that performance will occur.

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

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

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

If there are any modifications or cancellationshaf underlying vested or unvested stock-based ayerel may be required to
accelerate, increase or cancel any remaining uadatock-based compensation expense, or recorticaddiexpense for vested stock-based
awards. Future stock-based compensation expedsen@arned stock- based compensation may incredke extent that we grant additional
common stock options or other stock-based awards.

Income Taxes.Deferred tax assets and liabilities are recoghinaeflect the estimated future tax effects afife deductible or
taxable amounts attributable to events that haea becognized on a cumulative basis in the condetmesolidated financial statements,
calculated at enacted tax rates for expected penbdkealization. We regularly review our defertar assets for recoverability and establish a
valuation allowance, when determined necessargdas historical taxable income, projected futaseable income, and the expected timing
of the reversals of existing temporary differend&scause we have operated at a loss for an extqredtied of time, we did not recognize
deferred tax assets related to losses incurre@i 2r 2011. In the future, if we realize a defdrtax asset that currently carries a valuation
allowance, we may record an income tax benefitr@daction to income tax expense in the perioduohgealization.

ASC Topic 740 prescribes a recognition thresholll measurement requirement for the financial statemeeognition of a tax
position that has been taken or is expected takenton a tax return and also provides guidanaeenr@cognition, classification, interest and
penalties, accounting in interim periods, disclesand transition. Under ASC Topic 740 we may @alyognize or continue to recognize tax
positions that meet a “more likely than not” threlsh
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The application of tax laws and regulations is sabfo legal and factual interpretation, judgmert ancertainty. Tax laws and
regulations themselves are subject to change esu#t of changes in fiscal policy, changes in liegign, the evolution of regulations and court
rulings. Therefore, the actual liability for U.S.foreign taxes may be materially different front estimates, which could result in the need to
record additional tax liabilities or potentiallyverse previously recorded tax liabilities.

Results of Operations

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

Three Months Ended Six Months Ended
June 29, June 30, June 29, June 30,
2013 2012 2013 2012
Net sales 10C% 10C% 10C% 100%
Cost of sale: 95 74 93 67
Gross profit 5 26 7 33
Operating expense
Research and developme 29 35 30 31
Selling, general and administrati 31 27 30 22
Total operating expens 60 63 61 53
Operating los! (55) (37) (54) (20)
Other income (expense
Interest expense, n (2 (D (2 D
Other expense, n — — — —
Total other expense, n (2) (1) (2) (1)
Loss before provision for income tax (57) (38 (56) (22)
Provision for income taxe — — — —
Net loss (5% (39)% (56)% (21)%

Three and Six Months Ended June 29 2013 Comparedtwee and Six Months Ended June 30, 2012
Net Sales, Cost of Sales and Gross Profit

The following table presents net sales, cost @fssahd gross profit for the three and six montliedrdune 29, 2013 and June 30, 2012 (i
thousands, except percentages):

Three Months Ended

June 29, June 30, %
2013 2012 Change Change
Net sales $ 5,06t $ 10,55: $ (5,487) (52)%
Cost of sale! 4,81¢ 7,81¢ (2,996 (38)%
Gross profit $ 247 $ 2,73t $ (2,49)) (91)%
Gross margir 5% 26% (21)%
Six Months Ended
June 29, June 30, %
2013 2012 Change Change
Net sales $ 11,02¢ $ 2451¢ $ (13,490 (55)%
Cost of sale: 10,21¢ 16,34¢ (6,129 (3N%
Gross profit $ 81 $ 8,174 $ (7,36 (90)%
Gross margit 7% 33% (26)%
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Net SalesThe decrease in net sales for the three monthslehde 29, 2013 as compared with the three monttedeJune 30, 2012
resulted primarily from decreases of approxima$lyé million in sales of NVvault™ non-volatile cachystems to Dell, $0.6 million of
HyperCloud® sales, $0.3 million of VLP sales and2h@illion of speciality module sales primarily dsia industrial applications. These
decreases were partially offset by an increas®d fillion in sales of flash products.

The decrease in net sales for the six months ehagel 29, 2013 as compared with the six months ehualeel 30, 2012 resulted primarily
from decreases of approximately (i) 13.0 milliorsales of NVvault™ non-volatile cache systems td,[34.2 million of specialty module
sales primarily used in industrial applicationsastomers slowed production as a result of theywbdearing the end of its life and $0.4
million in sales of HyperCloud®. These decreaseevwpartially offset by an increase of $0.8 milliohVLP sales and $0.4 million in sales of
flash products.

Gross Profit and Gross Margifhe decrease in gross profit and margin for theghmonths and six months ended June 29, 2013 as
compared with the three and six months ended JOn2032 is primarily the result of lower revenuesy, absorption of fixed overhead costs
and changes in our product mix as NVvault™ sald3eth continues toward end of life.

Research and Development

The following table presents research and developegenses for the three and six months ended2myri2013 and June 30, 2012 (in
thousands, except percentages):

Three Months Ended

June 29, June 30, %
2013 2012 Change Change
Research and developm: $ 1457 $ 3,77C $ (2,319 (61)%
Six Months Ended
June 29, June 30, %
2013 2012 Change Change
Research and developme $ 3,29¢ $ 761 $ (4,319 (57%

The decrease in research and development expetigetivee months ended June 29, 2013 as compatied three months ended
June 30, 2012 is primarily attributable to decreaxgi) $1.2 million in internal engineering headat costs and related overhead and travel
expenses, (ii) $0.1 million in professional andside services, (i) $0.4 million in non-recurrieggineering charges for supply partners
engaged in new product development activities ands0.6 million in material expenses related todgurct builds and testing.

The decrease in research and development expetise $ix months ended June 29 2013 as comparéeé six months ended June 30,
2012 resulted primarily from decreases of (i) $2i8ion in internal engineering headcount costs egldted overhead and travel expenses, an
(i) $0.2 million in professional and outside sees, , (i) $0.6 million in non-recurring engine®y charges for supply partners engaged in ne
product development activities and (iv) $1.0 millim material expenses related to product buildstasting.
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Selling, General and Administrative

The following table presents selling, general adichiaistrative expenses for the three and six moettted June 29, 2013 and June 30,
2012 (in thousands, except percentages):

Three Months Ended

June 29, June 30, %
2013 2012 Change Change
Selling, general and administrati $ 1571 $ 2871 % (1,300 (45)%
Six Months Ended
June 29, June 30, %
2013 2012 Change Change
Selling, general and administrati $ 3,327 $ 548( $ (2,157) (39%

Selling, general and administrative expense deetkhg approximately $1.3 million for the three menended June 29, 2013 as comp
to the three months ended June 30, 2012. Theseades were primarily due to a reduction of (i) $8ilion in head count costs and related
overhead and travel expenses, (ii) $0.2 millioputside consultants and (iii) $0.3 million in adigng and product evaluation expenses due t
the reduction in sales volume and research andaj@went activity.

Selling, general and administrative expense deetebyg approximately $2.2 million for the six mon#redded June 29, 2013 as compared
to the six months ended June 30, 2012. These dmxesere primarily due to a reduction of (i) $1i8iom in head count costs and related
overhead and travel expenses, (ii) $0.4 millioputside consultants and (iii) $0.2 million in adigng and product evaluation expenses as wi
manage expenses due to the reduction in sales edmeh research and development activity.

Other (Expense) Income.

The following table presents other (expense) incéam¢he three and six months ended June 29, 26d3Jane 30, 2012 (in thousands,
except percentages):

Three Months Ended

June 29, June 30, %
2013 2012 Change Change
Interest expense, n $ 89 $ 79 % 9 11%
Other income, ne 7 3 4 132%
Total other expense, n $ (81 $ (76) $ ) 7%
Six Months Ended
June 29, June 30, %
2013 2012 Change Change
Interest expense, n $ (218 $ (150 s (68) 45%
Other income, ne 1 8 (7) (88)%
Total other expense, n $ (217) $ (147) $ (79 53%
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The increase in interest expense for the three msa@rided June 29, 2013 compared with the threehsmiended June 30, 2012 is due to
increased interest charges on our former termibtSilicon Valley Bank as a result of the bankifearance agreements negotiated in the
second quarter of 2013.

The increase in interest expense for the six moartided June 29, 2013 compared with the six momttisceJune 30, 2012 is primarily ¢
to increased interest charges on our former teftohdigh Silicon Valley Bank as a result of the bdokbearance agreements negotiated in the
first and second quarter of 2013.

Other income, net, for the three and six monthedrline 29, 2013 and June 30, 2012 was insigntfican
Provision for Income Taxes

The following table presents the provision for inmmtaxes for the three and six months ended Jun2028 and June 30, 2012 (in
thousands, except percentages):

Three Months Ended
June 29, June 30, %
2013 2012 Change Change

Provision for income taxe $ 1 % 1 $ — —%

Six Months Ended
June 29, June 30, %
2013 2012 Change Change

Provision for income taxe $ 3 3 1 3 2 20(%

We did not record a benefit of income taxes forttiree and six months ended June 29, 2013 and3yr#®12, as tax benefits resulting
from operating losses generated were fully reserved

Liquidity and Capital Resources

We have historically financed our operations pritgahrough issuances of equity and debt securdisd cash generated from operations.
We have also funded our operations with a revollimg of credit and term loans under our bank drdiility, capitalized lease obligations ¢
from the sale and leaseback of our former domesgisufacturing facility.

Working Capital and Cash and Marketable Securities

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

June 29, December 29
2013 2012
Working Capital $ 9514 $ 11,11¢
Cash and cash equivalents $ 6,817 $ 7,75k
Investments in marketable securities — 41t
$ 6,811 $ 8,17(

(1) Included in working capital
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Our working capital decreased in the six monthsedntline 29, 2013 primarily as a result of a reduadif (i) inventory levels by
approximately $2.1 million, (ii) a reduction of axmts receivable of $1.4 million as the resultafér sales, (iii) the reduction of prepaid
expenses from the amortization of $0.2 million afrketing funds, offset by a reduction in the curgortion of long term debt of $0.6 million
and the reclassification of $2.8 million of SVB déd long term as of June 29, 2013.

Cash (Used in) Provided by in the Six Months Endaghe 29, 2013 and June 30, 2012

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

Six Months Ended

June 29, June 30,
2013 2012
Net cash (used in) provided by
Operating activitie! $ (530 $ (2,66¢)
Investing activities 36& (1,08¢)
Financing activitie: (779 4,52
Net (decrease) increase in cash and cash equis $ (93¢) $ 764

Operating ActivitiesNet cash used in operating activities for the sonths ended June 29, 2013 was primarily the re$atnet loss of
approximately $6.0 million, offset by (i) approxitely $3.9 million in net cash provided by changesperating assets and liabilities, which
were primarily to inventories, accounts receivaiie prepaid expenses and (ii) approximately $1l6omiin net non-cash operating expenses,
mainly comprised of depreciation and amortizatind atock based compensation. Net cash used intopeeativities for the six months end
June 30, 2012 was primarily the result of (i) mstsl of approximately $5.1 million partially offd®t cash provided by changes in operating
assets and liabilities of approximately $0.3 milliand (ii) $2.1 million in net non-cash operatingpenses, primarily comprised of depreciation
and amortization and stock-based compensation.

Accounts receivable decreased approximately $1llbmduring the six months ended June 29, 201 arily as a result of the decrease
in our net sales during the period.

Inventories decreased by approximately $2.1 mildaning the six months ended June 29, 2013 as Nizedtinventory on hand to supp
our sales during the quarter and more closely rooett our inventory purchases.

Investing ActivitiesNet cash provided by investing activities for tireraonths ended June 29, 2013 was primarily thelre$ our sale of
an auction rate security resulting in proceedstof $nillion. Net cash used in investing activitfes the six months ended June 30, 2012 was
the result of our acquisition of $1.1 million inomerty and equipment.

Financing ActivitiesNet cash used in financing activities for the siamis ended June 29, 2013 was primarily the re$ylayments on
our debt of $0.8 million. Net cash provided by finang activities for the six months ended June2B12 was primarily the result of net
proceeds of (i) $3.6 million from the sale of 1,088 shares of our common stock through our s@eseament with Ascendiant, described
below under the captioBapital Resources(ii) $1.3 million in net proceeds from the coridation of and additional credit extended under our
bank term loans, and (iii) $0.6 million in proceddsm the exercise of equity awards under our stiution plan, offset by repayment of bank
debt, capital leases and other notes payable 6frillion.
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Capital Resources
Silicon Valley Bank Credit Agreement

On October 31, 2009, we entered into a credit ageeé with Silicon Valley Bank, which was most rettgmmended on July 18, 2013
(as amended, the “SVB Credit Agreement”). Currerttig SVB Credit Agreement provides that we camdwiup to the lesser of (i) 80% of
eligible accounts receivable, or (ii) $5.0 million.

The September 2010 amendment to the SVB Creditehgeat, Silicon Valley Bank extended a $1.5 millierm loan under the SVB
Credit Agreement, bearing interest at a rate aghpmplus 2.00%. We were required to make monthiygipal payments of $41,666 over the
36 month term of the loan, or $0.5 million annualtyMay 2011, Silicon Valley Bank extended an &ddial $3.0 million term loan, bearing
interest at a rate of prime plus 2.75%. We wereired to make monthly principal payments of $128,00er the 24 month term of the loan, or
$1.5 million annually. In May 2012, Silicon Vall8ank consolidated both term loans and extendediaddi credit, resulting in a combined
balance of $3.5 million (the “Consolidated Term hjaThe Consolidated Term Loan was payable inr&&allments of $97,222, beginning
December 2012, with interest at a rate of prime lb0%. Interest was payable monthly from the dafanding through final payoff of the
loan. On July 18, 2013, as part of our amendmetiteoBVB Credit Agreement and following our receipadditional loan financing obtained
through DBD Credit Funding, LLC, as further desedkbelow, the term loan and outstanding interestpead in full. In accordance with the
terms of the financing obtained through DBD Crédihding, LLC, the Company recorded all amountsuhaer the Consolidated Term Loan
as long-term portion of debt in the accompanyingsodidated balance sheet as of June 29, 2013.

Prior to the May 2012 amendment, the SVB Credite®gnent contained an overall sublimit of $10.0 wrillto collateralize our
contingent obligations under letters of credit atfier financial services. Amounts outstanding urideroverall sublimit reduced the amount
available pursuant to the SVB Credit AgreementaAssult of the May 2012 amendment, letters ofiteettl other financial services were no
longer subject to borrowing base sublimits andrdiireduce the amount that could be borrowed uthgerevolving line of credit. The July 18,
2013 amendment requires letters of credit to barselcby cash. At June 29, 2013, letters of credihé amount of $1.0 million were
outstanding.

Following its most recent amendment on July 18 32@ie SVB Credit Agreement permits the debt filaga@nd security interests
contemplated under our Loan Agreement with DBD @rednding, LLC (described below) and releasesatepatents and related assets from
the collateral subject to SVB'’s security interestler the SVB Credit Agreement. Additionally, punsutn the SVB Credit Agreement,
advances under the revolving line now accrue isteata rate equal to SVB’s most recently annoufipathe rate” plus 2.75%. The SVB
Credit Agreement also relaxed our tangible net iwodvenant and waived certain events of defaudbimection therewith. Certain reporting
requirements under the SVB Credit Agreement werdifieal while certain reserves with respect to tbertwving base and the availability of
revolving loans were removed. Under the terms ef3B Credit Agreement, we may draw revolving adesnn an aggregate outstanding
principal amount of up to the lesser of $5 millexmd the available borrowing base, subject to resamounts. Our borrowing base under the
SVB Credit Agreement is 80% of eligible accountseieable, subject to certain adjustment.

The following table presents details of outstandingrowings and availability under our line of citdgh thousands):

June 29, December 29
2013 2012
Availability under the revolving line of crec $ 1,61¢ $ 1,48¢
Outstanding borrowings on the revolving line ofdit: — —
Amounts reserved under credit sublin = =
(Ovet-utilized) unutilized borrowing availability undene revolving line of cred $ 161€ $ 1,48¢

We made no borrowings under the Silicon Valley Bl of credit in the six months ended June 29,2®@utstanding borrowings
under the line of credit did not exceed $3.2 millat any time during the year ended December 282.20
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Loan Agreement with DBD Credit Funding, LLC

Concurrent with our amendment of the SVB Creditefgnent, on July 18, 2013 we entered into a loarsandrity agreement (the
“Loan Agreement”) with DBD Credit Funding, LLC, aelaware limited liability company (the “Lender’y) affiliate of Fortress Investment
Group LLC, providing for up to $10 million in terfoans and up to $5 million in revolving loans. Tthem loans are available in an initial $6
million tranche (the “Initial Term Loan”) with a send tranche in the amount of $4 million becomimgilable upon achievement of certain
performance milestones relating to intellectualperty matters (the “IP Monetization Milestones” ath second tranche loan, “IP Milestone
Term Loan”). The $5 million in revolving loans aeailable at the Lender’s discretion and subjeciigstomary conditions precedent. The $6
million Initial Term Loan was fully drawn at clogiron July 18, 2013. Proceeds from the Initial T&wan were used in part to repay the our
existing consolidated term loan with Silicon VallBgnk. The remainder of such funds will be usefilitml the our ongoing working capital
needs.

The loans bear interest at a stated fixed ratd @f% per annum. During the first eighteen (18) rheriollowing the closing date, the
payments on the term loans are interest-only ash cate of 7.0% per annum and a payment-in-kiferidel cash interest rate of 4.0%, which
payment-in-kind interest is capitalized semi-anlyy&leginning with December 31, 2013. Following #ighteen (18) month interest-only
period, the term loans are amortized with 65% effitincipal amount due in equal monthly installnsemter the following eighteen (18)
months with a balloon payment equal to 35% of #maining principal amount of the term loans, plosraed interest, being payable on
July 18, 2016 (the “Maturity Date”).

Patent Monetization Side Letter Agreement

Concurrently with the execution of the Loan Agreemée Company and an affiliate of the Lender maténto a Patent Monetization
Side Letter Agreement with an affiliate of the Lengthe “Letter Agreement”). The Letter Agreemeravides, among other things, that the
Lender may be entitled to share in certain mongtimaevenues that we may derive in the futureteeldo its patent portfolio (the “Patent
Portfolio”). The Patent Portfolio does not inclutkrtain patents relating to the NVvaultTM produsel Monetization revenues subject to this
arrangement include revenues recognized duringetien year term of the Letter Agreement from anw(mhether characterized as settler
payments, license fees, royalties, damages, onwite) actually paid to us or our subsidiariesdnmection with any assertion of, agreement
not to assert, or license of, the Patent Portf@tiavhole or in part) either (A) in consideratiohtbe grant of a license or covenant not sue, or
other immunity with respect to the Patent Portfotin(B) as a damages award with respect to swedrigen of the Patent Portfolio, less
(i) actual legal fees and expenses (including pegsble on a contingency basis) and actual costsgid or payable by us or our subsidiarie:
in connection with any such assertion and/or godiatlicense or covenant not to sue, or other imtyuwnith respect to the Patent Portfolio,
provided that such legal fees and expenses shalyged at forty percent (40%) of such gross, aggecamounts paid to us, (ii) all reasonable
and actual legal fees, filing fees, maintenance,faenuities, and other reasonable and actual andtexpenses paid or required to be paid by
us or our subsidiaries after the effective dateonnection with the prosecution, maintenance, afdrtse of any patents or patent applications
within the Patent Portfolio, (iii) reasonable arudual legal fees and reasonable and actual otlsts end expenses paid or required to be paid
by is or our subsidiaries in connection with théoecement of any agreement, undertaking, commitroecburt order that would generate
monetization revenues and the collection therewl, (&/) reasonable and actual costs of acquisitfgmatents and patent applications included
in the Patent Portfolio that are acquired by cered to us or our subsidiaries after the effectate. Monetization revenues also include the
value attributable to the Patent Portfolio in aalesf the Company during the seven year termestibp a maximum amount payable to the
Lender. The Letter Agreement also requires thatiwb@ise commercially reasonable efforts to purgmodunities to monetize the Patent
Portfolio during the term of the Letter Agreemairhvided that we are under no obligation to pursue such opportunities that we do not
deem to be in our best interest. Notwithstandimgftiiegoing, there can be no assurance that wdaluccessful in these efforts, and we may
expend resources in pursuit of monetization revertingt may not result in any benefit to us.

Sales Agreement with Ascendiant Capital

On November 21, 2011, we entered into a sales agmatewith Ascendiant as sales agent. In accordaitbethe terms of the sales
agreement, we were able to issue and sell shams @ommon stock having an aggregate offeringepoicup to $10.0 million. Since
November 2011, we have received net proceeds obriopately $6.0 million, including approximately $3million raised through the sale
approximately 1,312,669 shares during the yeareBdEember 29, 2012 and approximately $28,000 tirdbie sale of 24,288 shares during
the six months ended June 29, 2013. Sales of sbhoes common stock may be made in a series nf&etions from time to time as we may
direct Ascendiant in sales deemed to be an “atrtéidket” offering as defined in Rule 415 under tleeBities Act of 1933. Such sales are mad
pursuant to our effective $40 million shelf regagion statement filed with the SEC in Septemberl2@e may terminate
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the sales agreement with Ascendiant at any timthdrevent of such termination, we would expechéke available any remaining unsold
portion of the $10.0 million in aggregate offeripgce for other sources of financing that are pediunder the effective shelf registration
statement. The sales agreement with Ascendiantrdigeeclude us from pursuing other sources @irfaing. We may be limited in our ability
to benefit from the agreement with Ascendiant & #tolume of our shares traded in the market ontheket price of our shares is low.

December 2012 Equity Financing

On December 20, 2012, we raised gross proceedk ®fdillion in a registered public offering of osgcurities. The offering closed
December 26, 2012, and we received net proceedk.8fmillion after deducting commissions and offgrcosts. The offering resulted in the
issuance of 1,685,394 shares of common stock andmta to purchase up to an aggregate of 2,275R88&s of our common stock, which
represents 135% of the number of shares issuedadddn the offering. Each warrant grants the hottle right to purchase one share of our
common stock at an exercise price of $0.89 perestiad expires in June 2018. These warrants becoeneigable 181 days following the
December 26, 2012 issuance date.

July 2013 Equity Financing

On July 17, 2013, we entered into a definitive siées purchase agreement for the sale of commmskstnd warrants for gross
proceeds of $1.0 million in an additional registepeiblic offering of its securities. The offerinpsed on July 19, 2013, and we received
estimated net proceeds of $960,000 after deductingmissions and offering costs. The Offering reslin the issuance of 1,098,902 share
our common stock and a warrant to purchase up tmgregate of 1,098,902 shares of our common sTdekwarrant is exercisable as of the
date of its issuance, has a term of seven yeadsamexercise price of $1.00 per share. The eseemrice and the number of warrant shares
issuable upon exercise of warrant is subject tasadjent in the event of, among other things, aettainsactions our common stock (including
without limitation stock splits and stock dividefdand certain fundamental transactions (includiftfout limitation a merger or other sale-of-
company transaction).

We have in the past utilized equipment leasingngeanents to finance certain capital expenditurgsifinent leases continue to be a
financing alternative that we expect to pursuéhmfuture.

We believe our existing cash balances, borrowirajlability under our new bank credit facility, pexds available under the sales
agreement with Ascendiant, borrowing availabilitder the SVB Credit Agreement and the cash expéotbd generated from operations,
be sufficient to meet our anticipated cash needatfteast the next 12 months. However, should eedradditional capital, we may seek to
raise capital through, among other things, pubiig private equity offerings and debt financingsr @ture capital requirements will depend
many factors, including our levels of net sales,ttming and extent of expenditures to supportaegeand development activities, the
expansion of manufacturing capacity both domedyi@id internationally and the continued marketeatance of our products. Additional
funds may not be available on terms acceptabls tonat all. If adequate working capital is noaidable when needed, we may be required to
significantly modify our business model and op@nadito reduce spending to a sustainable levebuldccause us to be unable to execute our
business plan, take advantage of future opporasitir respond to competitive pressures or custosggeirements. It may also cause us to
delay, scale back or eliminate some or all of @search and development programs, or to reduceageperations.

Liquidity

We incurred net losses of approximately $6.0 millimd $5.1 million for the six months ended June2®d3 and June 30, 2012,
respectively, and have an accumulated deficit pf@gmately $92.8 million as of June 29, 2013. Aesult of these continuing losses, we v
out of compliance with the tangible net worth deds¢enant contained in our credit agreement witle@il VValley Bank during the fourth
quarter of 2012 and the first and second quarte?§ 3.

On July 18, 2013, we obtained debt financing ofais10 million in term loans and up to $5 millianrevolving loans from DBD
Credit Funding, LLC, a Delaware limited liabilitpmpany, an affiliate of Fortress Investment GrdupZ. The first tranche ($6 million) of
the debt was drawn immediately and used to pay ddithe Silicon Valley Bank term debt and relatddigations of approximately $3
million. The tangible net worth covenant in cont@t with the credit agreement entered into witlicBn Valley Bank was relaxed as part of
the SVB amendment agreement, which also waivedioegients of default related to the noncompliantiee new financing with DBD Credit
Funding, LLC does not have fixed charge ratio agthle net worth covenants, and the loan is intesely for the first 18 months of the 36
month term.
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Concurrent with the debt financing, we raised addél net proceeds of approximately $960,000 iagistered public offering of its
securities from an institutional investor for thaesof 1,098,902 shares of common stock and a sge@nwarrant to purchase 1,098,902 share
of common stock at an exercise price of $1.00 pares

We raised net proceeds of approximately $3.9 milliothe year ended December 29, 2012 and appréedyr®l.9 million in the year
ended December 31, 2011 under a sales agreeménisdgendiant Capital Markets LLC (“Ascendiant”). ewkhay raise additional funds
through our agreement with Ascendiant but may toéeid in our ability to benefit from the agreemuiith Ascendiant if the volume of our
shares traded in the market or the market prides ahares remains low.

If adequate working capital is not available wheeded, we may be required to significantly modify business model and
operations to reduce spending to a sustainablé keweuld cause us to be unable to execute osinless plan, take advantage of future
opportunities, or respond to competitive pressaragistomer requirements. It may also cause uslaydscale back or eliminate some or all o
our research and development programs, or to realucease operations. While there is no assurdmatevie can meet our revenue forecast:
anticipate that we can successfully execute ourspdand continue operations for at least the neshvievmonths.

Off-Balance Sheet Arrangements

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

ltem 4. Controls and Procedures

(a) Evaluation of Disclosure Controls and ProceduMe carried out an evaluation, under the supervigimhwith the participation of o
management, including our principal executive @ffiand principal financial officer, of the effeaivess of the design and operation of our
disclosure controls and procedures (as definediiedR13a-15(e) and 15d-15(e) of the Securities &xgh Act of 1934, (“Exchange Act”)) as
of the end of our fiscal quarter ended June 2932@ased upon that evaluation, our principal efieewfficer and principal financial officer
concluded that our disclosure controls and procesiare effective to provide reasonable assuramaténtfiormation required to be disclosed by
us in reports that we file or submit under the Eraye Act (i) is recorded, processed, summarizedeparted within the time periods specif
in the SEC's rules and forms and (ii) is accumuated communicated to our management, includingpduacipal executive officer and
principal financial officer as appropriate to alltwely decisions regarding required disclosure.

(b) Change in internal controls over financial repog. During the fiscal quarter that ended June 29, 28%3¢ were no changes in our
internal controls over financial reporting (as defi in Rules 13a-15(f) and 15d-15(f) under the Brge Act) that have materially affected, or
are reasonably likely to materially affect, ourimtal controls over financial reporting.

PART Il. OTHER INFORMATION
Item 1. Legal Proceedings

The information set forth in the sections entitlétigation and Patent Reexaminations under Noté& 9ates to Unaudited Condensed
Consolidated Financial Statements, included in Réem | of this Report, is incorporated hereinrbference.

ltem 1A. Risk Factors

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

We expect a number of factors to cause our opergtiasults to fluctuate on a quarterly and annual &ig, which may make it difficult to
predict our future performance

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

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

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

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

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

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

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

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

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

e  costs, inefficiencies and supply risks associati @utsourcing portions of the design and the nfecture of integrated circuits;
e our ability to absorb manufacturing overhead if mwrenues decline or vary from our projections;

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

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

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

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

* our ability to effectively operate our manufactgriiacility in the PRC;

*  manufacturing inefficiencies associated with tletsip of new manufacturing operations, new proslacd initiation of volume
production;

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

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

» the loss of any of our key personnel;

e changes in regulatory policies or accounting pphes;

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

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



the other factors described in this “Risk Fact@sttion and elsewhere in this quarterly report.

45




Table of Contents

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

We have historically incurred losses and may comgnto incur losses.

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

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

Our future capital needs are uncertain and we maged to raise additional funds, which may not be é&hle on acceptable terms or at all.

We believe our existing cash balances, borrowiralahility under our bank credit facility, proceealgailable under the sales
agreement with Ascendiant, borrowing availabilinder the DBD Credit Funding, LLC agreement, andctosh expected to be generated from
operations, will be sufficient to meet our anticgzhcash needs for at least the next 12 monthseMenywe will likely need significant
additional capital, which we may seek to raise tlgilg among other things, public and private eqoifgrings and debt financings. Our future
capital requirements will depend on many factarsluding our levels of net sales, the timing antéeof expenditures to support research an
development activities, the expansion of manufaetucapacity both domestically and internationalhd the continued market acceptance of
our products. Additional funds may not be availadiieerms acceptable to us, or at all. Furthermibreg issue equity or convertible debt
securities to raise additional funds, our exiss8tarkholders may experience dilution, and the ngwitg or debt securities may have rights,
preferences, and privileges senior to those okaisting stockholders. If we incur additional debtnay increase our leverage relative to our
earnings or to our equity capitalization.

If adequate working capital is not available wheeded, we may be required to significantly modify business model and
operations to reduce spending to a sustainablé kweuld cause us to be unable to execute osinless plan, take advantage of future
opportunities, or respond to competitive pressarasistomer requirements. It may also cause uslaygdscale back or eliminate some or all o
our research and development programs, or to realucease operations.

We have incurred a material amount of indebtednésgund our operations, the terms of which requirglat we pledge substantially all of
our assets as security and that we agree to shartain patent monetization revenues that may accimehe future. Our level of
indebtedness and the terms of such indebtednesgidcadversely affect our operations and liquidity.

We have incurred debt secured by all of our asseder our credit facilities and term loans with DBIedit Funding, LLC, an affilia
of Fortress Investment Group, LLC (the “LenderfdaSilicon Valley Bank (“SVB”). Our credit facilitwith the Lender is secured by a first-
priority security interest in our intellectual pey assets (other than certain patents and redestsets relating to the NVvault product line) and
a second priority security interest in substantiall of
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our other assets. Our credit facility with SVBsexured by a first priority security interest ihatlour assets other than our intellectual prop
assets, to which SVB has a second priority secimigrest. The credit facility with the Lendemtains customary representations, warranties
and indemnification provisions, as well as affirmatand negative covenants that, among other thiegsict our ability to:

e incur additional indebtedness or guarantees;

* incur liens;

* make investments, loans and acquisitions;

e consolidate or merge;

« sell or exclusively license assets, including apstock of subsidiaries;
e alter our business;

* engage in transactions with affiliates; and

»  pay dividends or make distributions.

The credit facilities also include events of defawicluding, among other things, payment defaliteaches of representations,
warranties or covenants, certain bankruptcy evamis,certain material adverse changes. If we veedefault under either credit facility and
were unable to obtain a waiver for such a defatiérest on the obligations would accrue at aneiased rate. In the case of a default, the
lenders could accelerate our obligations undectbdit agreements and exercise their rights tacfose on their security interests, which wc
cause substantial harm to our business and praspect

Incurrence and maintenance of this debt could In@aterial consequences, such as:

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

* increasing our vulnerability to adverse economid austry conditions;

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

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

Concurrently with the execution of the credit fagilvith the Lender, we entered into a Patent Magion Side Letter Agreement
which provides, among other things, that an atéliaf the Lender may be entitled to share in centanetization revenues that we may derive
in the future related to our patent portfolio (extihg certain patents relating to the Nvvdit  proidine). Monetization revenues subject to
this arrangement include revenues recognized dthimgeven year term of the Letter Agreement fretramounts actually paid to us or our
subsidiaries in connection with any assertion gfeament not to assert, or license of, our paterifqiio. Monetization revenues subject to the
arrangement also include the value attributablaurgpatent portfolio in any sale of the Companyimythe seven year term, subject to a
maximum amount. The Letter Agreement also requiraswe use commercially reasonable efforts tayeiopportunities to monetize our
patent portfolio during the term of the Letter Agngent, provided that we are under no obligatiopuisue any such opportunities that we do
not deem to be in Company’s best interest in caswrable business judgment. Notwithstanding tregfing, there can be no assurance that
we will be successful in these efforts, and we mgyend resources in pursuit of monetization revetiugt may not result in any benefit to us.
Moreover, the revenue sharing obligation will regltice benefit we receive from any monetizationgaations, which could adversely affect
our operating results and would reduce the amquayable to our stockholders in the event of a satesaction.

Our revenues and results of operations have beebstantially dependent on NVvault™ and we may be bleato replace revenue lost from
the rapid decline in NVvault™ sales.

For the six months ended June 29, 2013 and Jur203Q, our NVvault™ non-volatile RDIMM used in caesprotection and data
logging applications, including our NVvault™ battdree, the flasthased cache system, accounted for approximatelys8@$66% of total ni
sales, respectively. Following Intel's launch af Romley platform in the first quarter of 2012, ageve experienced a rapid decline in
NVvault™ sales to Dell, and we recognized $912,i008Vvault™ sales to Dell in the six months endedel 29, 2013, as compared to $1
million in the six months ended June 30, 2012. Weet that after product in the supply chain isstoned, we will see modest demand from
Dell through 2013, after which sales of NVvault™bgucts for incorporation into PERC 7 servers wélrhinimal. In order to leverage our
NVvault™ technology and diversify our customer hage continue to pursue additional qualificatioh®N®vault™ with other
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OEMs. We also introduced EXPRESSvault™ in March128id we continue to pursue qualification of nexttgration DDR3 NVvault™ with
customers. Our future operating results will depenaur ability to commercialize these NVvault™ gt extensions, as well as other new
products such as HyperClofid and other high-deasityhigh-performance solutions. We may not beessfal in marketing any new or
enhanced products. If we are not successful inrgéing sales of other products, the decrease saties of sales of NVvault™ products to
Dell will significantly reduce our annual revenwssd negatively affect our results of operations.

We are subject to risks relating to our focus onvedoping our HyperCloud® product and lack of markeiversification.

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

In an attempt to set our products apart from tledsmir competitors, we have invested a signifiqation of our research and
development budget into the design of ASIC devioedyding the HyperClou memory subsystem, intitl in November 2009. This
design and the products it is incorporated intosatgect to increased risks as compared to our ptioglucts. For example:

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

» the HyperClou® memory subsystem or other new misdmay contain currently undiscovered flaws, theeaction of which
would result in increased costs and time to market;

 we are dependent on a limited number of suppl@rdéth the DRAM ICs and the ASIC devices thatessential to the
functionality of the HyperClou memory subsystemmql could experience supply chain disruption asalt of business issues
that are specific to our suppliers or the induaya whole; and

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

We experienced a longer qualification cycle thaticgrated with our HyperClou@i memory subsystemsl as of June 29, 2013, we
have not generated significant HyperCldud prodeetnues relative to our investment in the prodéMe.entered into collaborative
agreements with both IBM and HP pursuant to whites¢ OEMs qualified the 16GB and 32GB versionsyqfadCloud® for use with their
products. In February 2012 and May 2012, we ackievemory qualification of our 16GB HyperClofid puctiat IBM and HP, respectively.
In September 2012 and July 2013, we achieved memalfication of our 32GB HyperClouyd product BM and HP, respectively. We
and each of the OEMs have committed financial ahdraesources toward the collaboration. However gfforts undertaken with each of
these collaborative agreements have not resultsigjivificant product margins for us to date relativ our investment in developing and
marketing these products and there is no assuthatwe will achieve sufficient revenues or mardisn our HyperClou® products under
these arrangements.

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

We may lose our competitive position if we are uketo timely and cost-effectively develop new ohanced products that meet our
customers’ requirements and achieve market acceptan

Our industry is characterized by intense competjtrapid technological change, evolving industgnsiards and rapid product
obsolescence. Evolving industry standards and t#obital change or new, competitive technologiedadoender our existing products
obsolete. Accordingly, our ability to compete i tluture will depend in large part on our abilityitlentify and develop new or enhanced

products on a timely and cost-effective basis,tanmgspond to changing customer requirements.dardo develop and introduce new or
enhanced products, we need to:

* identify and adjust to the changing requirementsuwfcurrent and potential customers;

» identify and adapt to emerging technological treaold evolving industry standards in our markets;
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» design and introduce cost-effective, innovative padormance-enhancing features that differentiateproducts from those of
our competitors;

« develop relationships with potential suppliers effiponents required for these new or enhanced pisduc
e qualify these products for use in our customerstprcts; and

« develop and maintain effective marketing strategies

Our product development efforts are costly andriehidy risky. It is difficult to foresee changesdsvelopments in technology or
anticipate the adoption of new standards. Moreawgce these things are identified, if at all, wd néed to hire the appropriate technical
personnel or retain third party designers, devéiepproduct, identify and eliminate design flawsg ananufacture the product in production
quantities either in-house or through third-pargnufacturers. As a result, we may not be able ¢toessfully develop new or enhanced
products or we may experience delays in the dewatop and introduction of new or enhanced prodi#$ays in product development and
introduction could result in the loss of, or delaygenerating, net sales and the loss of marlkaetslas well as damage to our reputation. Ever
if we develop new or enhanced products, they mayne®@t our customers’ requirements or gain margegtance.

Our customers require that our products undergoengthy and expensive qualification process with@umy assurance of net sales.

Our prospective customers generally make a sigmificommitment of resources to test and evaluatenemory subsystems prior to
purchasing our products and integrating them in&irtsystems. This extensive qualification prodesslves rigorous reliability testing and
evaluation of our products, which may continuesiarmonths or longer and is often subject to delaysddition to qualification of specific
products, some of our customers may also requite uadergo a technology qualification if our pratidesigns incorporate innovative
technologies that the customer has not previoustpentered. Such technology qualifications oftéw tsubstantially longer than product
gualifications and can take over a year to compf@talification by a prospective customer doesemsure any sales to that prospective
customer. Even after successful qualification aaldssof our products to a customer, changes ipamgducts, our manufacturing facilities, our
production processes or our component suppliersramyire a new qualification process, which mayitéa additional delays.

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

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

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

Sales to a limited number of customers represesignificant portion of our net sales and the los§ or a significant reduction in sales tc
any one of these customers could materially harnt business.

Sales to certain of our OEM customers have histtlyicepresented a substantial majority of oursa¢s. Approximately 35% and
18% of our net sales in the six months ended JAn2@L3 were to two of our customers. Approxima#®9o of our net sales in the six months
ended June 30, 2012, were to one of our custoMéurrently
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expect that sales to a limited number of major Ogtlgtomers will continue to represent a signifiqgaertcentage of our net sales for the
foreseeable future. We do not have long-term ageeésrwith our OEM customers, or with any other cor. Any one of these customers
could decide at any time to discontinue, decreasielay their purchase of our products. In additibe prices that these customers pay for ou
products could change at any time. The loss ofcdirour OEM customers, or a significant reductiosates to any of them, could significantly
reduce our net sales and adversely affect our bpgnaesults.

Our ability to maintain or increase our net satesur key customers depends on a variety of factoasy of which are beyond our
control. These factors include our customers’ cardd sales of servers and other computing systeséicorporate our memory subsystems
and our customers’ continued incorporation of aadpcts into their systems. Because of these arat fdictors, net sales to these customers
may not continue and the amount of such net satégsnot reach or exceed historical levels in anyriiperiod. Because these customers
account for a substantial portion of our net sates failure of any one of these customers to pag timely basis would negatively impact our
cash flow. In addition, while we may not be contuadly obligated to accept returned products, wg determine that it is in our best interes
accept returns in order to maintain good relatioite our customers. As we describe in more detadwhere in this Report, we have
experienced a significant decline in sales of NUW&uo our key customer, Dell. This reduction idesahas had, and is expected to continue t
have, a significant impact on our revenues andsgpoogfit.

A limited number of relatively large potential cumhers dominate the markets for our produc

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

If a standardized memory solution which addresske temands of our customers is developed, our at#ssand market share may declir

Many of our memory subsystems are specificallygtesil for our OEM customers’ high performance systdma drive to reduce
costs and assure supply of their memory module ddpwur OEM customers may endeavor to design JEE&@Iard DRAM modules into
their new products. Although we also manufactur@BE modules, this trend could reduce the demanddohigher priced customized
memory solutions which in turn would have a negatimpact on our financial results. In addition,tomsers deploying custom memory
solutions today may in the future choose to adalEEC standard, and the adoption of a JEDEC stdmdadule instead of a previously
custom module might allow new competitors to pgte in a share of our customemg2mory module business that previously belongegsi

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

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

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

In addition to the competition we face from DRAMddngic suppliers such as SK hynix, Samsung, Mictophi and IDT, some of
our OEM customers have their own internal desigrugs that may develop solutions that compete witls.oThese design groups have some
advantages over us, including direct access to tegpective companies’ technical information ahhology roadmaps. Our OEM customers
also have substantially greater resources, finhaoiotherwise, than we do, and may have lowetr stosctures than ours. As a result, they
may be able to design and manufacture
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competitive products more efficiently or inexpemrdy If any of these OEM customers are successfabmpeting against us, our sales could
decline, our margins could be negatively impactedae could lose market share, any or all of witichld harm our business and results of
operations. Further, some of our significant sugrpliare also competitors, many of whom have théyatn manufacture competitive products
at lower costs as a result of their higher levéis@gration.

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

Our operating results may be adversely impactedvayldwide economic and political uncertainties amsgecific conditions in the markets \
address, including the cyclical nature of and valay in the memory market and semiconductor indugt

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

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

During challenging economic times our customers faag issues gaining timely access to sufficieatitr which could impair their
ability to make timely payments to us. If that wéeseoccur, we may be required to increase our alwe for doubtful accounts and our days
sales outstanding would be negatively impactedhieamore, our vendors may face similar issues ggiaccess to credit, which may limit tt
ability to supply components or provide trade aréalus. We cannot predict the timing, strengtldwration of any economic slowdown or
subsequent economic recovery, worldwide, or imntieenory market and related semiconductor industtel economy or markets in which
operate do not continue to improve or if conditierm@sen, our business, financial condition andltesf operations will likely be materially
and adversely affected. Additionally, the combioatof our lengthy sales cycle coupled with challaggnacroeconomic conditions could
compound the negative impact on the results obperations.

Our lack of a significant backlog of unfilled ordes;, and the difficulty inherent in forecasting custoer demand, makes it difficult to forecast
our short-term production requirements to meet thdgmand, and any failure to optimally calibrate oproduction capacity and inventory
levels to meet customer demand could adverselycafier revenues, gross margins and earnings.

We make significant decisions regarding the leeélsusiness that we will seek and accept, prodoc@hedules, component
procurement commitments, personnel needs and mbheurce requirements, based on our estimatesstifroer requirements. We do not have
long-term purchase agreements with our customesgedd, our customers often place purchase ordar®re than two weeks in advance of
their desired delivery date, and these purchaseregkenerally have no cancellation or reschedydargalty provisions. The shaefrm nature @
commitments by many of our customers, the factdnattustomers may cancel or defer purchase ofdeesy reason, and the possibility of
unexpected changes in demand for our customerdupts each reduce our ability to accurately esgmisture customer requirements for our
products. This fact, combined with the quick turotand times that apply to each order, makes itadiff to forecast our production needs and
allocate production capacity efficiently. We attartgpforecast the demand for the DRAM ICs, NANDdanther components needed to
manufacture our products. Lead times for componeantg significantly and depend on various factstsgsh as the specific supplier and the
demand and supply for a component at a given time.
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Our production expense and component purchaseslavelbased in part on our forecasts of our cusggure product requiremer
and to a large extent are fixed in the short tékma result, we likely will be unable to adjust sgeg on a timely basis to compensate for any
unexpected shortfall in those orders. If we ovémestie customer demand, we may have excess rawialateentory of DRAM ICs and
NAND. If there is a subsequent decline in the @icEDRAM ICs or NAND, the value of our inventonyjllWall. As a result, we may need
write-down the value of our DRAM IC or NAND invemrig which may result in a significant decreasetin gross margin and financial
condition. Also, to the extent that we manufacfur@ducts in anticipation of future demand that doetsmaterialize, or in the event a customel
cancels or reduces outstanding orders, we couldrgre an unanticipated increase in our finistemtg inventory. In the past, we have ha
write-down inventory due to obsolescence, exceastifies and declines in market value below outscasny significant shortfall of customer
orders in relation to our expectations could hurt@perating results, cash flows and financial ol

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

Declines in our average sales prices, driven byatité prices for DRAM ICs and NAND, among other faars, may result in declines in ot
revenues and gross profit.

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

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

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

We use a small number of custom ASIC, DRAM IC an@dND suppliers and are subject to risks of disruptiin the supply of custom ASIC
DRAM ICs and NAND.

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

Historical declines in customer demand and ourmegs caused us to reduce our purchases of DRAMAGNAND. Such
fluctuations could occur in the future. Should va¢ maintain sufficient purchase levels with somepdiers, our ability to obtain supplies of
raw materials may be impaired due to the practicGmme suppliers to allocate their products toamustrs with the highest regular demand.
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From time to time, shortages in DRAM ICs and NAN&vh required some suppliers to limit the suppltheir DRAM ICs and
NAND. As a result, we may be unable to obtain thAM ICs or NAND necessary to fill custom’ orders for our products in a timely
manner. If we are unable to obtain a sufficientodypf DRAM ICs or NAND to meet our customers’ réguments, these customers may
reduce future orders for our products or not pusehaur products at all, which would cause our aketssto decline and harm our operating
results. In addition, our reputation could be hainvee may not be able to replace any lost busiwéssnew customers, and we may lose
market share to our competitors.

Our customers qualify the ASIC components, DRAM #bsl NAND of our suppliers for use in their systethene of our suppliers
should experience quality control problems, it rhaydisqualified by one or more of our customerss Would disrupt our supplies of ASIC
components, DRAM ICs and NAND and reduce the nurnobsuppliers available to us, and may require Weatualify a new supplier. If our
suppliers are unable to produce qualification sasph a timely basis or at all, we could experiatalays in the qualification process, which
could have a significant impact on our ability &l $hat product.

If the supply of other component materials usedn@nufacture our products is interrupted, or if ounventory becomes obsolete, our rest
of operations and financial condition could be adeely affected.

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

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

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

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

If we are unable to manufacture our products effetly, our operating results could suffe

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

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

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

Significant customized components, such as ASIgg,dre used in some of our products such as Hypa&d€ are designed and
manufactured by third parties. The ability and wgdhess of such third parties to perform in accocgawith their agreements with us is largely
outside of our control. If one or more of our desay manufacturing partners fails to perform itfigdtions in a timely manner or at satisfact
quality levels, our ability to bring products to rket or deliver products to our customers, as aglbur reputation, could suffer. In the event of
any such failures, we may have no readily
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available alternative source of supply for suctdpuats, since, in our experience, the lead time e ¢al establish a relationship with a new
design and/or manufacturing partner is at leash@@ths, and the estimated time for our OEM custsrt@re-qualify our product with
components from a new vendor ranges from fourne nionths. We cannot assure you that we can regesigause to have redesigned, our
customized components to be manufactured by a nawufacturer in a timely manner, nor can we assatetlyat we will not infringe on the
intellectual property of our current design or mfaisture partner when we redesign the custom comysner cause such components to be
redesigned by a new manufacturer. A manufacturisgigtion experienced by our manufacturing partntes failure of our manufacturing
partners to dedicate adequate resources to thegiiod of our products, the financial instabilitiyaur manufacturing or design partners, or
other failure of our design or manufacturing parsrte perform according to their agreements withaeuld have a material adverse effect on
our business, financial condition and results aragions.

We have many other risks due to our dependenchkimhfarty manufacturers, including: reduced cantrar delivery schedules,
quality, manufacturing yields and cost; the potrtick of adequate capacity during periods of ssaemand; limited warranties on products
supplied to us; and potential misappropriation wfiatellectual property. We are dependent on ocanufacturing partners to manufacture
products with acceptable quality and manufactuyiledds, to deliver those products to us on a tintelgis and to allocate a portion of their
manufacturing capacity sufficient to meet our neédihiough our products are designed using thegeedesign rules of the particular
manufacturers, we cannot assure you that our metuufiag partners will be able to achieve or maim@iceptable yields or deliver sufficient
guantities of components on a timely basis or ai@®eptable cost. Additionally, we cannot assurethat our manufacturing partners will
continue to devote adequate resources to produgaroducts or continue to advance the process iésapnologies on which the qualification
and manufacturing of our products are based.

If our products do not meet the quality standardsaur customers, we may be forced to stop shipmerfifgroducts until the quality issue
are resolved.

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

If our products are defective or are used in defeetsystems, we may be subject to warranty, prodecalls or product liability claims

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

If we fail to protect our proprietary rights, ourustomers or our competitors might gain access to ptoprietary designs, processes a
technologies, which could adversely affect our oateng results.

We rely on a combination of patent protection, éradcret laws and restrictions on disclosure tteptaur intellectual property rights.
We have submitted a number of patent applicatieganding our proprietary processes and technolbggynot certain when or if any of the
claims in the remaining applications will be allav@ o date, we have had eighteen patents issuedhtéfel to continue filing patent
applications with respect to most of the new preessand technologies that we develop. Howevernpptetection may not be available for
some of these processes or technologies.

It is possible that our efforts to protect our it@etual property rights may not:
» prevent challenges to, or the invalidation or aineention of, our existing intellectual propertyhig;

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

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

«  prevent disclosure of our trade secrets and knowtoathird parties or into the public domain;
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» resultin valid patents, including internationatey#s, from any of our pending or future applicasipor

» otherwise adequately protect our intellectual priypeghts.

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

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

We are involved in and expect to continue to bedlwed in costly legal and administrative proceedaip defend against claims that we
infringe the intellectual property rights of othersr to enforce or protect our intellectual propertights.

As is common to the semiconductor industry, we haygerienced substantial litigation regarding paserd other intellectual property
rights. Lawsuits claiming that we are infringindnets’intellectual property rights have been and mayhaftiture be brought against us, anc
are currently defending against claims of invajidiit the USPTO. See Note 9 of Notes to Unauditeddeased Consolidated Financial
Statements, for a description of our legal contimojges as of June 29, 2013.

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

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

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

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

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

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

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

There is a limited pool of experienced technicakpanel that we can draw upon to meet our hirirgdeeAs a result, a number of our
existing employees have worked for our existingatential competitors at some point during thefeeas, and we anticipate that a number of
our future employees will have similar work hisesi In the past, some of these competitors havm@ththat our employees misappropriated
their trade secrets or violated non-competitionam-solicitation agreements. Some of our competitaay threaten or bring legal action
involving similar claims against us or our existieigployees or make such claims in the future tegureus from hiring qualified candidates.
Lawsuits of this type may be brought, even if thereo merit to the claim, simply as a strateggain our financial resources and divert
management’s attention away from our business.
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We also may find it necessary to litigate agairisers, including our competitors, customers anthéaremployees, to enforce our
intellectual property, contractual and commerdgihts including, in particular, our trade secresswell as to challenge the validity and scope
of the proprietary rights of others. We could beemubject to counterclaims or countersuits agaisists a result of this litigation. Moreover,
any legal disputes with customers could cause tiserease buying or using our products or delay fhaichase of our products and could
substantially damage our relationship with them.

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

We may become involved in non-patent related litiga and administrative proceedings that may matdly adversely affect us.

From time to time, we may become involved in vasitegal proceedings relating to matters incidetatéhe ordinary course of our
business, including commercial, product liabilgynployment, class action, whistleblower and othiggation and claims, and governmental
other regulatory investigations and proceedingshSuatters can be time-consuming, divert managématiention and resources and caus
to incur significant expenses. Furthermore, bectitigation is inherently unpredictable, the resulf these actions could have a material
adverse effect on our business, results of ope&imaod financial condition.

If we are required to obtain licenses to use thipdrty intellectual property and we fail to do saymbusiness could be harme

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

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

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

The flash memory market is constantly evolving acgimpetitive, and we may not have rights to manutaetand sell certain types of
products utilizing emerging flash formats, or we me required to pay a royalty to sell productsliathg these formats

The flash-based storage market is constantly undeggapid technological change and evolving industandards. Many consumer
devices, such as digital cameras, PDAs and smargshare transitioning to emerging flash memoryntas, such as the Memory Stick, and
Picture Card formats, which we do not currently ofanture and do not have rights to manufacturénddgh we do not currently serve the
consumer flash market, it is possible that cer@iirivis may choose to adopt these higher-volume, kmwest formats. This could result in a
decline in demand, on a relative basis, for otmedpcts that we manufacture such as CompactFl&lan8 embedded USB drives. If we
decide to manufacture flash memory products utigizmerging formats such as those mentioned, wde&vilequired to secure licenses to give
us the right to manufacture such products that ndyoe available at reasonable rates or at allelfire not able to supply flash card formats a
competitive prices or if we were to have produdrshges, our net sales could be adversely impaatdaur customers would likely cancel
orders or seek other suppliers to replace us.
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Our indemnification obligations for the infringemenby our products of the intellectual property riggof others could require us to pay
substantial damages

As is common in the industry, we currently haveffect a number of agreements in which we haveeabre defend, indemnify and
hold harmless our customers and suppliers from damand costs which may arise from the infringerbgragur products of third-party
patents, trademarks or other proprietary right® 3dope of such indemnity varies, but may, in sorstances, include indemnification for
damages and expenses, including attorneys’ feasin@urance does not cover intellectual propertrigement. The term of these
indemnification agreements is generally perpetogltane after execution of the agreement. The marinpotential amount of future payme
we could be required to make under these indenatific agreements is unlimited. We may periodichllye to respond to claims and litigate
these types of indemnification obligations. Althbumur suppliers may bear responsibility for thelileictual property inherent in the
components they sell to us, they may lack the firdrability to stand behind such indemnities. Attdially, it may be costly to enforce any
indemnifications that they have granted to us. Adicmly, any indemnification claims by customersilkcbrequire us to incur significant legal
fees and could potentially result in the paymergudistantial damages, both of which could resudt iaterial adverse effect on our business
and results of operations.

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

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

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

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

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

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

The operation of our manufacturing facility in thé®RC could expose us to significant risks.

Since 2009, substantially all of our world-wide ragacturing production has been performed at ourufaaturing facility in the
People’s Republic of China, or PRC. Language aftdral differences, as well as the geographic distafrom our headquarters in Irvine,
California, further compound the difficulties ofming a manufacturing operation in the PRC. Ouragament has limited experience in
creating or overseeing foreign operations, andrtbig facility may divert substantial amounts ofithiene. We may not be able to maintain
control over product quality, delivery schedulesnufacturing yields and costs. Furthermore, thésam$ated to having excess capacity hay
the past and may in the future continue to havedsmerse impact on our gross margins and operagsgts.
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We manage a local workforce that may subject usgalatory uncertainties. Changes in the labor lafithe PRC could increase the
cost of employing the local workforce. The increhB®lustrialization of the PRC, as well as genecainomic and political conditions in the
PRC, could also increase the price of local laBor or all combination of these factors could negdy impact the cost savings we currently
enjoy from having our manufacturing facility in tR&C.

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

Economic, political and other risks associated wititernational sales and operations could adversaffect our net sales

Part of our growth strategy involves making satefteign corporations and delivering our produot&acilities located in foreign
countries. To facilitate this process and to meetlong-term projected demand for our productshasge set up a manufacturing facility in the
PRC. Selling and manufacturing in foreign countsebjects us to additional risks not present withdomestic operations. We are operatin
business and regulatory environments in which v tiited previous experience. We will need totgmre to overcome language and
cultural barriers to effectively conduct our oparas in these environments. In addition, the ecaeeraf the PRC and other countries have
been highly volatile in the past, resulting in sigant fluctuations in local currencies and othestabilities. These instabilities affect a number
of our customers and suppliers in addition to aueijn operations and continue to exist or may pagain in the future.

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

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

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

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

Due to the geographic concentration of our manufau operations and the operations of certainuofsuppliers, a disruption
resulting from equipment failure, power failuresatity control issues, human error, governmentru@stion or natural disasters, including
earthquakes and floods like those that have st¥apkn and Thailand, respectively, could interruphterfere with our manufacturing
operations and consequently harm our businessidialacondition and results of operations. Suchugisons would cause significant delays in
shipments of our products and adversely affecoperating results.
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Our failure to comply with environmental laws anagulations could subject us to significant fines @fiabilities or cause us to incur
significant costs

We are subject to various and frequently changir® féderal, state and local and foreign governaidatvs and regulations relating
to the protection of the environment, includingg@@overning the discharge of pollutants into ihard water, the management and disposal
of hazardous substances and wastes, the cleamgptaiminated sites and the maintenance of a sak@lace. In particular, some of our
manufacturing processes may require us to handlelispose of hazardous materials from time to tifoe.example, in the past our
manufacturing operations have used lead-basedrdnltiee assembly of our products. Today, we uad-feee soldering technologies in our
manufacturing processes, as this is required fodymts entering the European Union. We could isalnstantial costs, including clean-up
costs, civil or criminal fines or sanctions anddhparty claims for property damage or personairinjas a result of violations of, or
noncompliance with, environmental laws and regaketi These laws and regulations also could reausite incur significant costs to remain in
compliance.

Our internal controls over financial reporting manot be effective, which could have a significantéadverse effect on our business.

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

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

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

If we acquire other businesses or technologieslie future, these acquisitions could disrupt our bosss and harm our operating resul
and financial condition.

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

« difficulties in integrating the operations, techogiks or products of the acquired companies;
« the diversion of management’s time and attentiomfthe normal daily operations of the business;
» insufficient increases in net sales to offset insezl expenses associated with acquisitions orracgcompanies;

» difficulties in retaining business relationshipgwsuppliers and customers of the acquired companie
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» the overestimation of potential synergies or ayd&laealizing those synergies;
» entering markets in which we have no or limitedezignce and in which competitors have stronger gtgyksitions; and

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

Future acquisitions also could cause us to incht debe subject to contingent liabilities. In aghi, acquisitions could cause us to
issue equity securities that could dilute the owhgr percentages of our existing stockholders.Heunhore, acquisitions may result in material
charges or adverse tax consequences, substargiakcigion, deferred compensation charges, in-pooesearch and development charges, tl
amortization of amounts related to deferred stoageld compensation expense and identifiable purdhatngible assets or impairment of
goodwill, any or all of which could negatively afteour results of operations.

The issuance of additional sales of our common $toar the perception that such issuances may ocdncjuding through our “at the
market” offering, could cause the market price ofiocommon stock to fall.

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

As of June 29, 2013, we have sold an aggregaté8#D27 shares pursuant to the Sales Agreemanteighted average sales price
of $2.95, net of commissions, including 1,312,668rss during the year ended December 29, 201%aighted average sales price of $2.98
per share and 24,288 shares during the six montedeJune 29, 2013 at a weighted average salesqirl.16 per share. We may terminate
the Sales Agreement at any time or it will terminahce proceeds of $10 million have been raisecetién we choose to consummate future
sales under the at-the-market program will depgrahua variety of factors, including, among othenarket conditions and the trading price of
our common stock relative to other sources of aapithe issuance from time to time of these neweshaf common stock through our at-the-

market program or in any other equity offeringthoe perception that such sales may occur, could tiay effect of depressing the market price
of our common stock.

Our principal stockholders have significant votingower and may take actions that may not be in thestinterest of our other stockholders.

As of July 31, 2013, approximately 19.3% of ourstamding common stock was held by affiliates, idiig 19.17% held by Chun K.
Hong, our chief executive officer and chairman of board of directors. As a result, Mr. Hong has dbility to exert substantial influence over
all matters requiring approval by our stockholdarsluding the election and removal of directorsl @any proposed merger, consolidation or
sale of all or substantially all of our assets atiter corporate transactions. This concentratioroatrol could be disadvantageous to other
stockholders with interests different from thoseMsf Hong and our other executive officers and ctives. For example, our executive officers,
directors and principal stockholders could delapmvent an acquisition or merger even if the @matien would benefit other stockholders. In
addition, this significant concentration of shavenership may adversely affect the trading pricediar common stock because investors may
perceive disadvantages in owning stock in compamigsstockholders that have the ability to exez@gnificant control.

Anti-takeover provisions under our charter documentsdeDelaware law could delay or prevent a change ohtrol and could also limit the
market price of our stock.

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

» our board of directors is authorized, without pstawckholder approval, to designate and issue pesfestock, commonly referred
to as “blank check” preferred stock, with rightsise to those of our common stock;
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»  stockholder action by written consent is prohibjted

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

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

In addition, we are governed by the provisions eft®n 203 of the Delaware General Corporate Lakickwmay prohibit certain
business combinations with stockholders owning Ds%ore of our outstanding voting stock. These athér provisions in our certificate of
incorporation and bylaws, and of Delaware law, daubke it more difficult for stockholders or pot@h&cquirers to obtain control of our
board of directors or initiate actions that areagga by the then-current board of directors, indgdlelaying or impeding a merger, tender
offer, or proxy contest or other change of contrahsaction involving our company. Any delay onyanetion of a change of control transaction
or changes in our board of directors could pretlemtconsummation of a transaction in which ourldtotders could receive a substantial
premium over the then-current market price forrtsbares.

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

Our common stock has been publicly traded sinceeNmer 2006. The price of our common stock andriairtg volume of our

shares are volatile and have in the past fluctusiggdficantly. There can be no assurance as tptises at which our common stock will trade

in the future or that an active trading marketim common stock will be sustained in the futuree Timarket price at which our common stock
trades may be influenced by many factors, includingnot limited to, the following:

e our operating and financial performance and praspétcluding our ability to achieve and sustaiafpability in the future;
e investor perception of us and the industry in whighoperate;

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

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

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

« general financial and other market conditions; and

» changing and recently volatile domestic and inteéonal economic conditions.

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

In 2007, following a drop in the market price off @@mmon stock, securities litigation was initiataghinst us. Given the historic
volatility of our industry, we may become engagedhiis type of litigation in the future. Securitiégation is expensive and time-consuming.
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Iltem 6. Exhibits

(a)(2) Exhibits

3.1

31.1+4

31.24

Restated Certificate of Incorporation of Netlistc.| (incorporated by reference to exhibit 3.1 @f thgistration statement on
Form S-1 of the registrant (No. 333-136735) fileithvthe Securities and Exchange Commission (theC'$Bn October 23,
2006).

Amended and Restated Bylaws of Netlist, Inc. (ipooated by reference to exhibit number 3.1 of gggstrant’s Current
Report on Form-K filed with the SEC on December 20, 201

Certification of Chief Executive Officer pursuantRule 13a-14(a) or Rule 15d-14(a) of the Secwsried Exchange Act of
1934, as adopted pursuant to Section 302 of theaBa-Oxley Act of 2002

Certification of Chief Financial Officer pursuaotRule 13a-14(a) or Rule 15d-14(a) of the Securitied Exchange Act of
1934, as adopted pursuant to Section 302 of theaBa-Oxley Act of 2002

32+ Certification by Chief Executive Officer and Chighancial Officer pursuant to 18 U.S.C. Section(,3% adopted pursuant
to Section 906 of the Sarba-Oxley Act of 2002
101.INS+4 XBRL Instance Documer
101.SCH+- XBRL Taxonomy Extension Schema Docum
101.CAL++ XBRL Taxonomy Extension Calculation Linkbase Docutr
101.LAB++ XBRL Taxonomy Extension Label Linkbase Docum
101.PRE+ XBRL Taxonomy Extension Presentation Linkbase Doent
101.DEF+- XBRL Taxonomy Extension Definition Linkbase Docunh
+ Filed herewith.
++ Furnished herewith. In accordance with Rule 406Redulation S-T, the information in these exhibhsll not be deemed to be

“filed” for purposes of Section 18 of the Secustind Exchange Act of 1934, or otherwise subjeliability under that section, and
shall not be incorporated by reference into anystegfion statement or other document filed untler$ecurities Act of 1933, except
as expressly set forth by specific reference imdiling.
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SIGNATURES

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

Date: August 13, 201 NETLIST, INC.
a Delaware corporatic
(Registrant’

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

By: /s/ Gail M. Sasak
Gail M. Sasaki
Vice President and Chief Financia
Officer
(Principal Financial Officer)
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EXHIBIT 31.1

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

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

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

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

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

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

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

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

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

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

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

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

August 13, 2013 /s/ Chun K. Hon¢
Chun K. Hong
President, Chief Executive Officer and ChairmathefBoarc
(Principal Executive Officer




EXHIBIT 31.2

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

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

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

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

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

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

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

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

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

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

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

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

August 13, 2013 /s/ Gail M. Sasak
Gail M. Sasak
Vice President and Chief Financial Offic
(Principal Financial Officer




Exhibit 32

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

In connection with the Quarterly Report on FormQ@f Netlist, Inc., a Delaware corporation (“Netl)Sor the quarter ended June 29, 2013
(the “Report”), Chun K. Hong, president, chief exie officer and chairman of the board of Netlestd Gail M. Sasaki, vice president and
chief financial officer of Netlist, each hereby tifes, pursuant to 18 U.S.C. Section 1350, as stbpursuant to Section 906 of the Sarbanes-
Oxley Act of 2002, that, to his or her knowledge:

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

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

August 13, 2013 /s/ Chun K. Hon¢

Chun K. Hong
President, Chief Executive Officer and Chairmathef Boarc
(Principal Executive Officer

August 13, 2013 /s/ Gail M. Sasak
Gail M. Sasak
Vice President and Chief Financial Offic
(Principal Financial Officer




