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PART I. FINANCIAL INFORMATION

Iltem 1. Financial Statements

NETLIST, INC. AND SUBSIDIARIES
Condensed Consolidated Balance Sheets

ASSETS
Current asset:
Cash and cash equivalel
Accounts receivable, n
Inventories
Prepaid expenses and other current a:
Total current asse

Property and equipment, r
Long-term investments in marketable securi
Other asset

Total asset

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

Common stock, $0.001 par value - 90,000 share®saréu; 28,275 (2012) and 26,390 (2011) sh

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

Total liabilities and stockholde equity

(in thousands, except par value)

See accompanying notes.

3

(audited)
(unaudited) December
March 31, 31,
2012 2011

$ 13,87: $ 10,53¢
10,33 11,39¢
7,70¢< 6,057
1,80¢ 80¢€
33,713 28,791
2,56: 2,771
451 444
12€ 161
$ 36,85¢ $ 32,17
$ 7,228 $ 6,15¢
1,62 1,81z
1,191 46C
45( 45C
99t 2,144
11,48¢ 11,02:
1,85(C 1,11¢
80 94
13,41¢ 12,23¢
28 26
97,28t 92,70¢

(73,827 (72,740

49 (56)
23,44: 19,93¢
$ 36,85¢ $ 32,17
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Net sales
Cost of sales(1
Gross profil
Operating expense
Research and development
Selling, general and administrative
Total operating expens:
Operating los:
Other (expense) incom
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

Weighte-average common shares outstand

Basic and dilutes

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

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

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

See accompanying notes.

4

Three Months Ended

March 31, April 2,
2012 2011
$ 13,967 12,00(
8,531 8,19¢
5,43¢ 3,80¢
3,84z 3,68¢
2,60¢ 2,91
6,451 6,601
(1,015) (2,797)
(71) (29)
5 —
(66) (25
(1,08)) (2,827)
$ (1,081) (2,822)
$ (0.09) (0.13)
26,72¢ 24,88!
$ 35 13
192 142
29¢ 19¢
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NETLIST, INC. AND SUBSIDIARIES
Unaudited Condensed Consolidated Statements of Comghensive Loss
(in thousands)

Three Months Ended

March 31, April 2,
2012 2011
Net loss $ (2,08) $ (2,822)
Other comprehensive los
Net unrealized gain on investments in marketalderstes, net of ta: 7 8
Total comprehensive lo: $ (1,079 $ (2,819

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

Three Months

Ended
March 31, April 2,
2012 2011
Cash flows from operating activitie
Net loss $ (1,08) $ (2,827
Adjustments to reconcile net loss to net cash piexviby (used in) operating activiti
Depreciation and amortizatic 53t 581
Stoclk-based compensatic 528 353
Changes in operating assets and liabilit
Accounts receivabl 1,06¢ (2,177
Inventories (1,647 (2,799
Prepaid expenses and other current a: (20 82t
Other asset 33 a0
Accounts payabl 1,07(C 2,09(
Accrued payroll and related liabiliti¢ (18¢) 10¢
Accrued expenses and other current liabili (83 (29
Accrued engineering charg — 462
Net cash provided by (used in) operating activi 20¢ (3,29Y)
Cash flows from investing activitie
Acquisition of property and equipme (317) (110
Proceeds from maturities and sales of investmentsairketable securitie — 82t
Net cash (used in) provided by investing activi (317) 71E
Cash flows from financing activitie
Borrowings on line of cred — 50C
Payments on line of crec — (500)
Payments on del (607) (263
Proceeds from public offering, n 3,57 —
Proceeds from exercise of equity awards, net afga@mitted for restricted sto 482 (6)
Net cash provided by (used in) financing activi 3,44¢ (269
Increase (decrease) in cash and cash equivs 3,33¢ (2,849
Cash and cash equivalents at beginning of pe 10,53¢ 14,21(
Cash and cash equivalents at end of pe $ 1387 $ 11,36!

See accompanying notes.
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NETLIST, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
MARCH 31, 2012

Note 1—Description of Business

Netlist, Inc. (the “Company”, “Netlist"or “our”) dggns and manufactures a wide variety of high parémce, logic-based memory
subsystems for the global datacenter and high-paeince computing and communications markets. Thepgaay’s memory subsystems
consist of combinations of dynamic random acceswong integrated circuits (‘“DRAM ICs” or “DRAM”), NAID flash memory (“NAND”),
application-specific integrated circuits (“ASICsihd other components assembled on printed ciroaitds (“PCBs”). Netlist primarily
markets and sells its products to leading origatplipment manufacturer (“OEM”) customers. The Camys solutions are targeted at
applications where memory plays a key role in nmgesiystem performance requirements. The Compaeydges a portfolio of proprietary
technologies and design techniques, includingiefiiicplanar design, alternative packaging techrsqurel custom semiconductor logic, to
deliver memory subsystems with high memory densityall form factor, high signal integrity, attraetithermal characteristics, reduced power
consumption and low cost per bit.

Note 2—Summary of Significant Accounting Policies
Basis of Presentation

The interim unaudited condensed consolidated filmhstatements have been prepared in accordanheaagbunting principles generally
accepted in the United States of America (the “Q f8r interim financial information and with thastructions to Securities and Exchange
Commission (“SEC”) Form 10-Q and Article 8 of SE@drlation 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 finaneigdments should be read in conjunction with the @amy’s audited consolidated financial
statements and notes thereto for the year endeeiniiisr 31, 2011, included in the Company’s AnnugddReon Form 1 filed with the SEC
on February 28, 2012.

The condensed consolidated financial statemenksded herein as of March 31, 2012 are unauditedelver, they contain all normal
recurring accruals and adjustments that, in thaiopiof the Compang’ management, are necessary to present fairlyotideased consolidat
financial position of the Company and its wholly+md subsidiaries as of March 31, 2012, and theawset consolidated results of its
operations, comprehensive loss, and cash flowthéthree months ended March 31, 2012 and ApBD21. The results of operations for the
three months ended March 31, 2012 are not neclysisaticative of the results to be expected for filéyear or any future interim periods.

Principles of Consolidation

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

The Company operates under a 52/53-week fiscalgmding on the Saturday closest to December 3t figeal 2012, the Company’s
fiscal year is scheduled to end on December 29 204 will consist of 52 weeks. Each of the Commfigst three quarters in a fiscal year is
comprised of 13 weeks.

Use of Estimates

The preparation of financial statements in confoymiith accounting principles generally acceptethia U.S. requires management to
make estimates and assumptions that affect thetegpamounts of assets and liabilities and discséicontingent assets and liabilities at the
date of the condensed consolidated financial sttésnand the reported amounts of net sales arehe&p during the reporting period. By tt
nature, these estimates and assumptions are stdpttinherent degree of uncertainty. Significesttimates made by management include,
among others, provisions for uncollectible recelgaland sales returns, warranty liabilities, vabrabf inventories, fair value of financial
instruments, impairment of long-lived assets, stbaked compensation expense and realization ofrddfeax assets. The Company bases its
estimates on historical experience, knowledge afecu conditions and our beliefs of what could adauhe future considering available
information. The Company reviews its estimatesomngoing basis. The actual results experienced b tirapany may differ materially a
adversely from its estimates. To the extent thezaraaterial differences between the estimateslanddtual results, future results of operations
will be affected.

Revenue Recognition

The Company’s revenues primarily consist of prodabes of higtperformance memory subsystems to OEMs. Revenuesnalside sale
of excess component inventories to distributorsa@hdr users of memory integrated circuits (“ICsSuch sales amounted to less than $0.1
million for each of the three month periods endeatdh 31, 2012 and April 2, 2011.

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

The Company generally uses customer purchase arddfsr contracts as evidence of an arrangemetivedeoccurs when goods are
shipped for customers with FOB Shipping Point teemd upon receipt for customers with FOB Destimateyms, at which time title and risk
of loss transfer to the customer. Shipping documarg used to verify delivery and customer accegtafhe Company assesses whether the
sales price is fixed or determinable based on #yenent terms associated with the transaction aretheh the sales price is subject to refund.
Customers are generally allowed limited rightsettirn for up to 30 days, except for sales of excesgponent inventories, which contain no
right-of-return privileges. Estimated returns arevided for at the time of sale based on historgoglerience or specific identification of an
event necessitating a reserve. The Company offstaralard product warranty to its customers anchbasther post-shipment obligations. The
Company assesses collectibility based on the eveditiness of the customer as determined by cobditks and evaluations, as well as the
customer’s payment history.
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All amounts billed to customers related to shippamgl handling are classified as revenues, whileasils incurred by the Company for
shipping and handling are classified as cost afssal

Cash and Cash Equivalents

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

Investments in Marketable Securities

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

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

Fair Value of Financial Instruments

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

Allowance for Doubtful Accounts

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




Table of Contents
Concentration of Credit Risk

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

The Company invests its cash equivalents primaritponey market mutual funds. Cash equivalentsrai@tained with high quality
institutions, the composition and maturities of @thare regularly monitored by management. The Compad $4.4 million of Federal Depc
Insurance Corporation and Securities Investor Rtimte Corporation insured cash and cash equivakdridarch 31, 2012. Investments in
marketable securities are generally in haghdit quality debt instruments. Such investmergsnaade only in instruments issued or enhance
high-quality institutions. The Company has notimed 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 citioth and limits the amount of credit extended whieemed necessary, but generally requires
no collateral. The Company believes that the comagan of credit risk in its trade receivablesrisderated by its credit evaluation process,
relatively short collection terms, the high levékeedit worthiness of its customers (see Notd@kign credit insurance and letters of credit
issued on the Company'’s behalf. Reserves are amaéut for potential credit losses, and such lobgerically have not been significant and
have been within management’s expectations.

Inventories

Inventories are valued at the lower of actual togturchase or manufacture the inventory or theewaizable 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 h&&ompany evaluates its ending inventory quastidn hand and on order and records a
provision for excess quantities and obsolescenoemy other factors, the Company considers histodieaand 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 establishedier of cost or market write-downs are considgrermanent adjustments to the cost basis
of the excess or obsolete inventories. Provisesrsmade to reduce excess or obsolete inventoribeir estimated net realizable values.

Property and Equipment

Property and equipment are recorded at cost anedaped on a straigltine basis over their estimated useful lives, whgenerally rang
from three to seven years. Leasehold improvemeatsegorded at cost and amortized on a straightHasis over the shorter of their estimated
useful lives or the remaining lease term.

Impairment of Long-Lived Assets

The Company evaluates the recoverability of theyaag value of long-lived assets held and usedngy@Gompany for impairment on at
least an annual basis or whenever events or chamg@sumstances indicate that their carrying eatoay not be recoverable. When such
factors and circumstances exist, the Company coesphe projected undiscounted future net cash famsgsciated with the related asset or
group of assets over their estimated useful liggsrest their respective carrying
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amount. If the carrying value is determined ndbéarecoverable from future operating cash flows abset is deemed impaired and an
impairment loss is recognized to the extent theyaag value exceeds the estimated fair value obset. The fair value of the asset or asset
group is based on market value when available lmnawnavailable, on discounted expected cash flolhws.Company’s management believes
there is no impairment of long-lived assets as afdyl 31, 2012. There can be no assurance, howeaeémarket conditions will not change or
demand for the Company’s products will continuejalutcould result in future impairment of long-livedsets.

Warranties

The Company offers warranties generally ranginghfane to three years, depending on the produchegdtiated terms of the purchase
agreements with customers. Such warranties rether€ompany to repair or replace defective prodetctrned to the Company during the
warranty period at no cost to the customer. Waigargre 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 progtigtn rates and expected repair or
replacement costs (see Note 3). Such costs haweitédly been consistent between periods and withanagement’s expectations and the
provisions established.

Stock-Based Compensation

The Company accounts for equity issuances to ngulegraes 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 andcttirestockbased compensation expense recognized during theelge based on tf
value of the portion of stock-based payment awHrdsis ultimately expected to vest during the gebri Given that stock-based compensation
expense recognized in the condensed consolidattshstnts of operations is based on awards ultipnatglected to vest, it has been reduced
for estimated forfeitures. ASC Topic 718 requiredditures to be estimated at the time of grantraviked, if necessary, in subsequent periods
if actual forfeitures differ from those estimat&be Company’s estimated average forfeiture ratevased on historical forfeiture experience
and estimated future forfeitures.

The fair value of common stock option awards to leyges and directors is calculated using the Blackeles option pricing model. The
Black-Scholes model requires subjective assumptiegarding future stock price volatility and expattime to exercise, along with
assumptions about the risk-free interest rate apdceted dividends, all of which affect the estindafi@r values of the Company’s common
stock option awards. The expected term of optgrasted is calculated as the average of the weighgsting period and the contractual
expiration date of the option. This calculatiomé&sed on the safe harbor method permitted by BB instances where the vesting and
exercise terms of options granted meet certainitiond and where limited historical exercise datavailable. The expected volatility is based
on the historical volatility of the Company’s commstock. The risk-free rate selected to valuegamicular grant is based on the U.S.
Treasury rate that corresponds to the expecteddétire grant effective as of the date of the gr&he expected dividend assumption is based
on the Company’s history and management’s expeatagigarding dividend payouts. Compensation esgéor common stock option awards
with graded vesting schedules is recognized oraigbt-line basis over the requisite service pefadhe last separately vesting portion of the
award, provided that the accumulated cost recodraseof any date at least equals the value ofdélted portion of the award.
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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 vestmnipg for the last separately vesting portion & #twards. Fair value is determined as the
difference between the closing price of our commsimrtk on the grant date and the purchase prideeofestricted stock award, if any, reduced
by expected forfeitures.

Income Taxes

Under ASC Topic 270, the Company is required tasidis effective tax rate each quarter to be ctest with the estimated annual
effective tax rate. The Company is also requirecttmrd the tax impact of certain discrete itenmsjswal or infrequently occurring, including
changes in judgment about valuation allowancesedfiedts of changes in tax laws or rates, in therint period in which they occur. In
addition, jurisdictions with a projected loss fbetyear or a year-to-date loss where no tax becegifitbe recognized are excluded from the
estimated annual effective tax rate. The impasuch an exclusion could result in a higher or loeféective tax rate during a particular
guarter, based upon the mix and timing of actualiegs 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 attributablevents that have been recognized on a cumuladisis in the condensed consolidated
financial statements. A valuation allowance reldtea net deferred tax asset is recorded whemitoire likely than not that some portion of
deferred tax asset will not be realized.

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

Research and Development Expenses
Research and development expenditures are expenselperiod incurred.
Collaborative Arrangement
In 2011, the Company entered into two memory tekdgyoCollaboration Agreements. The first agreenigmt HyperCloud™
Technology Collaboration Agreement (the “IBM Agresmii’) with International Business Machines (“IBM"JUnder the IBM Agreement, 1Bl
and the Company have agreed to cooperate witheegpthe qualification of HyperCloud™ technology fise with IBM servers and to eng
in certain joint marketing efforts if qualificatias achieved. IBM and the Company have agreedtanait resources and funds in support of
these activities. The IBM Agreement is non-exalasi
The second agreement is a Collaboration Agreentieat'dP Agreement”) with Hewlett-Packard CompaniiP”). Under the HP
Agreement, HP and the Company have agreed to catepeith respect to the qualification of HyperCl&dechnology for use with HP
servers and to engage in certain joint marketifigresfif qualification is achieved. HP and the Guany have agreed to commit
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resources and funds in support of these activitid®e HP Agreement is exclusive for a period ofetinHP and the Company agree to
collaborate on the future use of HyperCloud™ loadbliction and rank multiplication technologies fexnhgeneration server memory for HP.

In the fourth quarter of 2011, the Company reimedriBM and HP $0.2 million and $0.1 million, respeely, for the cost of certain
qualification activities. The Company reimbursef & additional $0.4 million in the quarter endedréh 31, 2012. The payments are
included in research and development expense iodhdensed consolidated statements of operatibims.Company expects to make
additional payments of $0.8 million and $0.5 miflito IBM and HP, respectively for joint HyperCloudarketing activities. The $0.8 milli
payment to IBM is included in prepaid expenses@thér accrued liabilities in the March 31, 2012 udfited condensed consolidated balance
sheet, as milestones that trigger the payment agheved in March 2012. The Company will amorpagments made to its OEM customers
based on the greater of actual unit shipmentsa@®EM compared with estimated total shipments tweterm of the Collaboration
Agreement, or straight-line amortization over thert of the agreement. The Company'’s net saledbwiletermined after deduction of the
amortization of customer allowances for marketintjvities, in accordance with ASC 605-50.

There can be no assurance that the efforts undertakder either of the IBM or HP collaboration &gnents will result in any new
revenues for the Company.

Comprehensive Loss

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

Risks and Uncertainties

The Company has invested and expects to continimést a significant portion of its research aegtielopment budget into the design of
ASIC devices, including the HyperCloud™ memory sghsm. This new design and the products it is iporated into are subject to increased
risks as compared to the Company’s existing pradu¢he Company may be unable to achieve customaarket acceptance of the
HyperCloud™ memory subsystem or other new prodectachieve such acceptance in a timely mannee Gdmpany has experienced a
longer qualification cycle than anticipated with HyperCloud™ memory subsystems, and as of MarcB@II2 the product has not generated
significant revenue relative to the Company'’s inwent in the product. The Company has enteredciollaborative agreements with both HP
and IBM pursuant to which these OEMs have agreedoperate with the Company in efforts to qualifypdrCloud™ for use in their
respective products. After qualification is act@é\by one or both of these OEMs, the qualifying OlM engage with the Company in joint
marketing and further product development effofihe Company and each of the OEMs have committethéiial and other resources toward
the collaboration. There can be no assurancahhbatfforts undertaken pursuant to either of tHborative agreements will result in any new
revenues for the Company. Further delays or aihyréain placing or qualifying this product with HBM or other potential customers would
adversely impact the Company’s results of operation

The Company’s operations in the People’s Repulflichona (“PRC")are subject to various political, geographical andnomic risks ar
uncertainties inherent to conducting business im&hrhese include, but are not limited to, (i)grdtal changes in economic conditions in the
region, (ii) managing a local workforce that mapjset the Company to uncertainties or certain reguy
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policies, (iii) changes in other policies of thei@se governmental and regulatory agencies, ahdi{anges in the laws and policies of the |
government regarding the conduct of business idorcountries, generally, or in China, in partizul Additionally, the Chinese government
controls the procedures by which its local curreniog Chinese Renminbi (“RMB”), is converted inthi@r currencies and by which dividends
may be declared or capital distributed for the pagpof repatriation of earnings and investmerftsestrictions in the conversion of RMB or in
the repatriation of earnings and investments thnaligidend and capital distribution restrictions @rstituted, the Company’s operations and
operating results may be negatively impacted. féstl net assets of the Company’s subsidiary@RRC totaled $0.1 million and $0.6
million at March 31, 2012 and December 31, 2014peetively.

Foreign Currency Remeasurement

The functional currency of the Company’s foreigbhsidiary is the U.S. dollar. Local currency finaal@tatements are remeasured into
U.S. dollars at the exchange rate in effect ab@bialance sheet date for monetary assets anlitigsbénd the historical exchange rate for
nonmonetary assets and liabilities. Expenses aneasured using the average exchange rate for thoglpexcept items related to nonmonetary
assets and liabilities, which are remeasured usistgrical exchange rates. All remeasurement gaiaslosses are included in determining net
loss. Transaction gains and losses were not ggnifin the three months ended March 31, 2012psil A, 2011.

Net Loss Per Share

Basic net loss per share is calculated by dividiegloss by the weighted-average common sharetaadiag during the period, excluding
unvested shares issued pursuant to restricted atamels under the Company’s share-based compemgddios. Diluted net loss per share is
calculated by dividing the net loss by the weigkdedrage shares and dilutive potential common shawestanding during the period. Dilutive
potential shares consist of dilutive shares issuapbn the exercise or vesting of outstanding stmtions and restricted stock awards,
respectively, computed using the treasury stoclhatkt In periods of losses, basic and diluted pessshare are the same, as the effect of stock
options and unvested restricted share awards srpkrsshare is anti-dilutive.

New Accounting Pronouncements

In May 2011, the FASB issued Accounting Standargddte (“ASU”) No. 2011-4, Fair Value Measuremem®§U 11-4"). ASU 11-4
amends existing guidance to achieve convergenceasurement and disclosure between U.S. Generatlgpied Accounting Standards
(“GAAP”) and International Financial Reporting Stemds (“IFRS”). ASU 11-4 is effective for fiscadégr 2012. The adoption of ASU 11-4
did not impact the Company’s results of operationgs financial position.

In June 2011, the FASB issued ASU No. 2011-5, Cefmgnsive Income (“ASU 11-5"). ASU 11-5 amends tixigguidance to increase the
prominence of items reported in other comprehensi#eme and to facilitate convergence of U.S. GA® IFRS. ASU 11-5 is effective for
fiscal year 2012. The adoption of ASU 11-5 did imgpact the Company'’s results of operations ofifitancial position.
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Note 3—Supplemental Financial Information
Inventories

Inventories consist of the following (in thousands)

December
March 31, 31,
2012 2011
Raw materialt $ 5381 $ 4,31z
Work in procest 951 237
Finished good 1,372 1,50¢
$ 7,70¢  $ 6,057

Warranty Liabilities

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

Three Months Ended

March 31, April 2,

2012 2011
Beginning balanc $ 18 $ 194
Estimated cost of warranty claims charged to cbshles 54 98
Cost of actual warranty clain (42 (104)
Ending balanc 201 18¢
Less current portio (121) (103
Long-term warranty obligation $ 8C $ 85

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

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

Three Months Ended

March 31, April 2,
2012 2011
Basic and diluted net loss per share
Numerator: Net los $ (1,08) $ (2,827)
Denominator: Weighte-average common shares outstanding, basic anddi 26,72¢ 24,88
Basic and diluted net loss per sh $ (009 §$ (0.19)

The following table sets forth potentially dilutieemmon share equivalents, consisting of sharealids 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 bedihttive for the periods then ended (in
thousands):

Three Months Ended
March 31, April 2,
2012 2011

Common share equivaler 1,25¢ 1,61¢

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

Major Customers

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

Three Months Ended
March 31, April 2,
2012 2011

Customer:
Customer A 85% 70%

The Company'’s accounts receivable are concentvetbcbne customer at March 31, 2012 and DecembgP @11, representing
approximately 91% and 80%, respectively, of aggeegeoss receivables. A significant reduction iles&o, or the inability to collect
receivables from, a significant customer could haveaterial adverse impact on the Company. Thepaosnmitigates risk associated with
foreign receivables by purchasing comprehensiveidorcredit insurance.
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Cash Flow Information

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

Three Months Ended

March 31, April 2,
2012 2011
Supplemental disclosure of r-cash investing and financing activitit
Purchase of equipment not paid for at the end@p#riod $ — % 25
Debt financed acquisition of ass $ 18C $ 16¢
Change in unrealized gain (loss) from investmemtaarketable securitie $ 7% 8
Contractual marketing funds due to collaboratiorinms $ 80C $ —
Note 4—Fair Value Measurements
The following tables detail the fair value measueets within the fair value hierarchy of the Comparassets (in thousands):
Fair Value Measurements at March 31, 2012 Using
Quoted Prices Significant
in Active Other Significant
Fair Value at Markets for Observable Unobservable
March 31, Identical Assets Inputs Inputs
2012 (Level 1) (Level 2) (Level 3)
Money market mutual func $ 560z $ 560z $ — —
Auction and variable floating rate nof 451 — — 451
Total $ 6,05 $ 560: $ — $ 451
Fair Value Measurements at December 31, 2011 Using
Quoted Prices Significant
in Active Other Significant
Fair Value at Markets for Observable Unobservable
December 31, Identical Assets Inputs Inputs
2011 (Level 1) (Level 2) (Level 3)
Money market mutual func $ 5,600 $ 5,600 $ — 3 —
Auction and variable floating rate not 444 — — 444
Total $ 6,04« $ 5600 $ — $ 444
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The following tables summarize the Company’s assetasured at fair value on a recurring basis esepted in the Company’s
condensed consolidated balance sheets at Mar@032,and December 31, 2011:

Fair Value Measurements at March 31, 2012 Using

Quoted Prices in Significant Other Significant
Fair Value at Active Markets for Observable Unobservable
March 31, Identical Assets Inputs Inputs
2012 (Level 1) (Level 2) (Level 3)
Cash equivalent $ 560z $ 5,60z $ — $ —
Long-term marketable securitit 451 — — 451
Total assets measured at fair vz $ 6,05 $ 560z $ — 3 451
Fair Value Measurements at December 31, 2011 Using
Quoted Prices in Significant Other Significant
Fair Value at Active Markets for Observable Unobservable
December 31, Identical Assets Inputs Inputs
2011 (Level 1) (Level 2) (Level 3)
Cash equivalent $ 5600 $ 5600 $ — $ —
Long-term marketable securitit 444 — — 444
Total assets measured at fair v $ 6,04¢ $ 5,600 $ — 3 444

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

Three Months Ended

March 31, April 2,

2012 2011
Beginning balanc $ 444 $ 89C
Unrealized income included in other comprehensigs 7 8
Ending balanc $ 451 $ 89¢

18




Table of Contents
Note 5—Investments in Marketable Securities

Investments in marketable securities consist ofahewing (in thousands):

March 31, 2012

Net
Amortized Unrealized Fair
Cost Loss Value
Auction and variable floating rate nof $ 50C $ (49 $ 451
December 31, 201
Net
Amortized Unrealized Fair
Cost Loss Value
Auction and variable floating rate nol $ 50C $ (56) $ 444

Realized gains and losses on the sale of investnmemtarketable securities are determined usingpleeific identification method.
Other than the sale of one of the Company’s auctite securities in the second fiscal quarter dfl2@here were no sales of available-for-sale
securities prior to maturity in 2012 or 2011. Nedlized gains and losses recorded were not signifin any of the periods reported upon.

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

March 31, 2012
Continuous Unrealized Loss

Less than 12 months 12 months or greater
Fair Unrealized Fair Unrealized
Value Loss Value Loss
Auction and variable floating rate nof $ — 3 — $ 451 $ (49)

December 31, 2011
Continuous Unrealized Loss

Less than 12 months 12 months or greater
Fair Unrealized Fair Unrealized
Value Loss Value Loss
Auction and variable floating rate nof $ — 3 — $ 444 $ (56)
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As of March 31, 2012 and December 31, 2011, the g2zom held one investment that was in an unrealzesiposition.
Auction Rate Securities

Disruptions in the credit market continue to adebraffect the liquidity and overall market for dioo rate securities. As of March 31,
2012 and December 31, 2011, the Company held eestiment in a Baal rated auction rate debt seaniriymunicipality with a total
purchase cost of $0.5 million. An additional A3aghdebt obligation backed by pools of student sogumaranteed by the U.S. Department of
Education with a total purchase cost of $0.5 milleas disposed of in June 2011 for a realizeddbspproximately $59,000.

The Company does not believe that the currenuilliy of its auction rate security investment willhterially impact its ability to fun
its working capital needs, capital expenditurestber business requirements. The Company, howes@gins uncertain as to when full
liquidity will return to the auction rate marketghether other secondary markets will become aviagilabwhen the underlying security may be
called by the issuer. Given these and other uriaéigds, the Company’s auction rate security invesithas been classified as long-term in the
accompanying condensed consolidated balance sfieet¢stimate their fair value the Company usedsadlinted cash flow model based on
estimated interest rates, timing and amount of fasis, the credit quality of the underlying se¢yriand illiquidity consideration. The
Company has concluded that the estimated grosslizeé loss on this investments, which totaled apipnately $49,000 and $56,000 at
March 31, 2012 and December 31, 2011, respectiitgmporary because (i) the Company believestiiggliquidity limitations that have
occurred are due to general market conditionsth@)auction rate security continues to be of & kigdit quality and interest is paid as due and
(iif) the Company has the intent and ability todhthis investment until a recovery in the market.os.

Other Investments in Marketable Securities

The Company maintains an investment portfolio afouss holdings, types and maturities. The Compangsts in instruments that meet
high quality credit standards, as specified innte&stment policy guidelines. These guidelines gahelimit the amount of credit exposure to
any one issue, issuer or type of instrument. Eiolyits auction rate security, there were no uired gains or losses at March 31, 2012 or
December 31, 2011.

The following table presents the amortized costfairdvalue of the Company’s investments in markktaecurities classified as
available-for-sale at March 31, 2012 by contractoaturity (in thousands):

March 31, 2012
Amortized Fair
Cost Value

Maturity
Greater than two year: $ 50C $ 451

*  Comprised of auction rate securities which gengfeve reset dates of 90 days or less but finaraotual maturity dates in excess of 15
years.
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Note 6—Credit Agreement

On October 31, 2009, the Company entered into ditagreement with Silicon Valley Bank, which wasended on March 24, 2010,
June 30, 2010, September 30, 2010, May 11, 201Ligtup, 2011 and May 14, 2012 (as amended, thediiCkgreement”). Currently, the
Credit Agreement provides that the Company candwoup to the lesser of (i) 80% of eligible accoumseivable, or (ii) $10.0 million. The
Company has the option to increase credit avaitphd $15.0 million at any time through the matyrlate of September 30, 2014, subject to
the conditions of the Credit Agreement.

Prior to the May 14, 2012 amendment, the Credite&grent contained an overall sublimit of $10.0 wnillio collateralize the
Company’s contingent obligations under lettersreflit and other financial services. Amounts outdiiag under the overall sublimit reduced
the amount available pursuant to the Credit Agregmat March 31, 2012, letters of credit in theamt of $3.0 million were outstanding.
The letters of credit expire on October 31, 2012 aAesult of the May 14, 2012 amendment, lettecseaalit and other financial services are no
longer subject to borrowing base sublimits and nalt reduce the amount that may be borrowed ufgeretvolving line of credit. Rather, the
Company has an additional credit facility for ugs®0 million in letters of credit through SeptemB8, 2014.

Interest on the line of credit provided by the Gréddjreement is payable monthly at either (i) priples 1.25%, as long as the Company
maintains $8.5 million in revolving credit availéityi plus unrestricted cash on deposit with thekham (ii) prime plus 2.25%. Additionally,
the Credit Agreement requires payment of an unlisedas well as anniversary and early terminatess, as applicable.

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

Three Months Ended

March 31, April 2,
2012 2011

Interest expens $ 23 3 2
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The following table presents details of the Compaoytstanding borrowings and availability under tioe of credit as adjusted for
the May 14, 2012 amendment described above (irstruis):

March 31, December 31,
2012 2011
Availability under the revolving line of crec $ 722 $ 7,797
Outstanding borrowings on the revolving line ofditt — —
Amounts reserved under credit sublin — (2,029
Unutilized borrowing availability under the revaig line of credi $ 7,22¢ $ 5,77t

In connection with the September 30, 2010 amendmoeiie Credit Agreement, Silicon Valley Bank exted a $1.5 million term loan
under the Credit Agreement, bearing interest ateof prime plus 2.00% (“Term Loan I"). The Compavas required to make monthly
principal payments of $41,666 over the 36 montmtef the loan, or $0.5 million annually. In May?( Silicon Valley Bank extended an
additional $3.0 million term loan (“Term Loan lI'pearing interest at a rate of prime plus 2.75% Tbmpany was required to make monthly
principal payments of $125,000 over the 24 montimtef the loan, or $1.5 million annually. In Ma@22, Silicon Valley Bank consolidated
both term loans and extended additional crediyltieg) in a combined balance of $3.5 million (tH@dhsolidated Term Loan”). The
Consolidated Term Loan is payable in 36 installmaift$97,222, beginning December 2012, and beseeeist at a rate of prime plus 2.50%.
Interest is payable monthly from the date of fugdinrough final payoff of the loan.

Term Loan | and Term Loan Il are classified in leiegm debt in the accompanying condensed conselidadlance sheets. The current
portion of the term loans reflects the payment teafithe Consolidated Term Loan.

All obligations under the Credit Agreement are seduwby a first priority lien on the Company'’s taoigi and intangible assets. The Credit
Agreement subjects the Company to certain affirmeadind negative covenants, including financial cawves with respect to the Company’s
liquidity and tangible net worth and restrictionsthe payment of dividends. As of March 31, 2Gh2, Company was in compliance with its
financial covenants.

Note 7—Long-Term Debt

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

March 31, December 31,
2012 2011

Term Loan | $ 75C % 87t
Term Loan Il, net of unamortized issuance costa# £012) and $38 (201 1,722 2,087
Obligations under capital leas 252 30C
Note payable to othe 121 —
2,84t 3,26%

Less current portio (995 (2,144
$ 185( $ 1,11¢

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

Three Months Ended
March 31, April 2,
2012 2011

Interest expens $ 51 $ 26
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Note 8—Income Taxes

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

Three Months Ended
March 31, April 2,
2012 2011

Provision for income taxe $ — $ —
Effective tax rate —% —%

The Company evaluates whether a valuation allowahoeld be established against its deferred teetabsised on the consideration o
available evidence using a “more likely than nainglard. Due to uncertainty of future utilizatitine Company has provided a full valuation
allowance as of March 31, 2012 and December 311.28dcordingly, no benefit has been recognizechidrdeferred tax assets.

The Company had unrecognized tax benefits at Mat¢l2012 and December 31, 2011 of approximatel§Zmillion that, if recognized,
would affect the Company’s annual effective taxerat

Note 9—Commitments and Contingencies
Litigation and Patent Reexaminations

The Company owns numerous patents and intendgdoorisly assert patent rights against infringersugh civil litigation and to
defense its patents against challenges made byfv@gxamination requests with the United StatésrRand Trademark Office (“USPTO”).
The Company spends substantial resources in vagictirsties to protect its intellectual propertydathese activities may continue for the
foreseeable future. There can be no assurancarbaingoing or future litigation or patent proteatictivities will be successful. The outcome
of pending litigation and patent reexaminationsya#f as any delay in their resolution, could affére Company’s ability to license its
intellectual property in the future or to protegamst competition in the current and expected etarfor its products.
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Google Litigation

In May 2008, the Company initiated discussions v@tiogle, Inc. (“Google”) regarding the Company’aigi that Google has infringed
on a U.S. patent owned by the Company, U.S. Palen?,289,386 (“the ‘386 patent”), which relatesigelly to rank multiplication in
memory modules. Preemptively, Google filed a dettay judgment lawsuit against the Company in th®. District Court for the Northern
District of California (the “Northern District Cotl}, seeking a declaration that Google did notiirge the ‘386 patent and that the ‘386 patent
is invalid. The Company filed a counterclaim fofringement of the ‘386 patent by Google. Claim ¢amngtion proceedings were held in
November 2009, and the Company prevailed on evisputed claim construction issue. In June 2010Cbmpany filed motions for summa
judgment of patent infringement and dismissal ob@e's affirmative defenses. In May 2010, Google rege@sind was later granted kuter
PartesReexamination of the ‘386 patent by the USPTO. fEexamination proceedings are described below.iRgtide conclusion of the
reexamination, the Northern District Court gran@abgle’s request to stay the litigation, and hasefore not ruled on the Company’s motions
for summary judgement.

In December 2009, the Company filed a patent igment lawsuit against Google in the Northern Ris€ourt, seeking damages and
injunctive relief based on Google’s infringementbt. Patent No. 7,619,912 (“the ‘912 patent”), athis related to the ‘386 patent and relates
generally to rank multiplication. In February 208xogle answered the Company’s complaint and &skedunterclaims against the Company
seeking a declaration that the patent is invalidl @t infringed, and claiming that the Company cadtted fraud, negligent misrepresentation
and breach of contract based on Netlist’s actiwitiethe JEDEC standard-setting organization. Tthenterclaim seeks unspecified
compensatory damages. Accruals have not been extfodloss contingencies related to Googldunterclaim because it is not probable t
loss has been incurred and the amount of any sisshchnnot be reasonably estimated. In October, Zad@)gle requested and was later gra
anlinter PartesReexamination of the ‘912 patent by the USPTO. fEexamination proceedings are described belowommection with the
reexamination request, the Northern District Cguainted the Company and Google’s joint requestay the ‘912 patent infringement lawsuit
against Google until the completion of the reexation proceedings.

Inphi Litigation

In September 2009, the Company filed a patentrigéinent lawsuit against Inphi Corporation (“Inphif)the U.S. District Court for the
Central District of California (the “Central DisttiCourt”). The complaint, as amended, allegesltiatti 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 ‘537
patent”), which relates generally to memory moduléh load isolation and memory domain translatapabilities, and U.S. Patent
No. 7,636,274"“the ‘274 patent”), which is related to the ‘537grat and relates generally to load isolation andhorg domain translation
technologies. The Company is seeking damages @ntttive relief based on Inphi’'s use of its patentechnology. Inphi has denied
infringement and has asserted to the court thathttee patents are invalid. In April 2010, Inphjuested and was later deniedlater Partes
Reexaminations of the ‘912, ‘537 and ‘274 patentthie USPTO. In June 2010, Inphi submitted new estgiand was later grantedlater
PartesReexaminations of the ‘912, ‘537 and ‘274 patenptshie USPTO. The reexamination proceedings areritbescbelow. In connection
with the reexamination requests, Inphi filed a motio stay proceedings with the Central Districu@owhich was granted and later extended
through at least February 2012. The Central Dis@murt has requested that the Company notify tihiwione week of any action taken by the
USPTO in connection with the reexamination procegslj at which time the Central District Court coditide to maintain or lift the stay.

In November 2009, Inphi filed a patent infringemkvtsuit against the Company alleging infringemaftivo Inphi patents generally
related to memory module output buffers. In Apfll2 the court dismissed the entire case withoyugiee pursuant to a joint stipulation filed
by Inphi and the Company under which each partgedjto bear its own costs and attorney’s feescébe is now closed.

‘386 Patent Reexamination

As noted previously, in May 2010, Google requested was later granted émter PartesReexamination of the ‘386 patent by the
USPTO. In October 2010, Smart Modular, Inc. (“SMQPEquested and was later grantedrdar PartesReexamination of the ‘386 patent.
The reexaminations requested by Google and SMOR merged by the USPTO into a single proceedindpiml 2011, a Non-Final Action
was issued by the USPTO, rejecting all claims enghtent. In July 2011, the Company responded lBnding or canceling some of the clai
adding new claims, and making arguments as todhdity of the rejected claims in view of cited eeénces. Both Google and SMOD filed
their comments to the Company’s response in Octdbgt. The reexamination of the ‘386 patent remparading and will continue in
accordance with established procedures for mergexhmination proceedings.
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‘912 Patent Reexamination

As noted previously, in April 2010, Inphi requestetl was later denied &mter PartesReexamination of the ‘912 patent by the USPTO.
In June 2010, Inphi submitted a new request andlatasgranted amter PartesReexamination of the ‘912 patent by the USPTO. In
September 2010, the USPTO confirmed the patertiabiliall fifty-one claims of the ‘912 patent. Howex, in October 2010, Google and
SMOD each filed and were later granted requestssiaxamination of the ‘912 patent. In February 2@i&¢ USPTO merged the Inphi, Google
and SMOD ‘912 reexaminations into a single procegdin an April 2011 Non-Final Action in the mergestxamination proceeding, the
USPTO rejected claims 1-20 and 22-51 and confirthegatentability of claim 21 of the ‘912 patemt.July 2011, the Company responded by
amending or canceling some of the claims, addingclaims, and making arguments as to the validithe rejected claims in view of cited
references. Inphi, Google, and SMOD filed their coemts on the Company’s response in August 2010ctober 2011, the USPTO mailed a
second Non-Final Action confirming the patentabitf twenty claims of the912 patent, including claims that were added inré@xaminatior
process. In January 2012, the Company respondadbynding or canceling some of the claims, adding ¢iaims, and making arguments as
to the validity of the rejected claims in view dffied] references. Google, Inphi and SMOD filed tlo@imments to the Company’s response in
February 2012. The USPTO determined that SMOD camtsrte be defective, and issued a notice to SMOIR¢tfy and refile the comments
within 15 days from the mailing date of the noti&®OD filed corrected comments and a petition fer Y SPTO to withdraw the notice in
March 2012. The reexamination of the ‘912 patemains pending and will continue in accordance w#tablished procedures for merged
reexamination proceedings.

‘627 Patent Reexamination

In September 2011, SMOD filed a request for reeration of U.S. Pat. No. 7,864,627 (“the ‘627 pateissued to the Company on
January 4, 2011. The ‘627 patent is related to@h2 patent. In November 2011, the USPTO grante®DB request for reexamination of the
‘627 patent and concurrently issued a Non-Finalgkctonfirming the patentability of three claims.February 2012, the Company responded
by amending or canceling some of the claims, addag claims, and making arguments as to the valafithe rejected claims in view of citi
references. SMOD filed its comments to the Compangsponse in March 2012. The USPTO determinedi@D’s comments are defecti
and issued a notice to SMOD to rectify and refile tomments within 15 days from the mailing datéhefnotice. SMOD filed corrected
comments and a petition for the USPTO to withdragvriotice in April 2012. The reexamination of t27 patent remains pending and will
continue in accordance with establishieter PartesReexamination procedures.

‘537 Patent Reexamination

As noted previously, in April 2010, Inphi requestetl was later denied &mer PartesReexamination of the ‘537 patent by the USPTO.
In June 2010, Inphi submitted a new request andlatasgranted amter PartesReexamination of the ‘537 patent by the USPTO. In
September 2010, the USPTO issued a Non-Final Actimfirming the patentability of four claims. In @ber 2010, the Company responded
by amending or canceling some of the claims, addéw claims, and making arguments as to the valadithe rejected claims in view of cit
references. Inphi filed its comments on the Compmrgsponse in January 2011. In June 2011, the @SBJued an Action Closing
Prosecution (“ACP™) which reconfirmed the patenlioof the four claims. In August 2010, the Compaesponded by amending some of the
claims and making arguments as to the validityhefrejected claims in view of cited referenceshlrdited its comments on the Company’s
response in September 2011. The USPTO issued & &igippeal Notice (“RAN") in February 2012, in wdi the claim rejections were
withdrawn, thus confirming the patentability of sikty (60) claims in view of all the previouslylsuitted comments by both Inphi and the
Company. Inphi filed a notice of appeal in Mar€l12, and its opening appeal brief is due by May220Ihe Company and the Examiner will
have an opportunity to respond to Inphi's appeiftand, if the Examiner maintains his positiore ompany and the USPTO examiner will
jointly defend the patent in a hearing with the OS8R in accordance with established procedurelnter PartesReexamination.

‘274 Patent Reexamination
As noted previously, in April 2010, Inphi requestet was later denied &mter PartesReexamination of the ‘274 patent by the USPTO.
In June 2010, Inphi submitted a new request andlatasgranted amter PartesReexamination of the ‘274 patent by the USPTO. In
September 2011, the USPTO issued a Non-Final Actionfirming the patentability of six
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claims. The Company has responded by amendingnaeting some of the claims, adding new claims, ma#fing arguments as to the validity
of the rejected claims in view of cited referendagphi filed its comments on the Compasiyesponse in November 2011. The USPTO issu
ACP in March 2012, which confirmed the patentapitif one hundred and four (104) claims in view lbttee previously submitted comments
by both Inphi and the Company. The Company is tmgpthe issuance of a RAN with respect to the ‘patent. The reexamination of the
‘274 patent remains pending and will continue inaadance with establishédter PartesReexamination procedures.

Other Contingent Obligations

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

Note 10—Stockholders’ Equity
Common Stock

In November 2011, the Company entered into a sgjemement with Ascendiant Capital Markets LLC (“@sdiant”), whereby shares
with a total value of up to $10.0 million may béegesed for sale to the public at the discretiomahagement at a price equal to the current
market price in an “at-the-market” offering as defil in Rule 415 under the Securities Act of 19881ce November 2011, the Company has
received net proceeds of approximately $5.5 millianluding approximately $3.6 million raised thgbuthe sale of 1,036,830 shares in the
three months ended March 31, 2012. In the thregmsanded March 31, 2012 the Company paid comnmmissgmAscendiant, in connection
with these sales, of 3.5%, or approximately $130,d®e sales agreement with Ascendiant expireowvelber 2014.

During the three months ended March 31, 2012 and 2p2011, the Company cancelled 13,433 and 1®stares of common stock,
respectively, valued at approximately $48,000 a4t @00, respectively, in connection with its obtiga to holders of restricted stock to
withhold the number of shares required to satiséyholders’ tax liabilities in connection with tliesting of such shares.
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Stock-Based Compensation

The Company has stock-based compensation awarstswoding pursuant to the Amended and Restated 2§0idy Incentive Plan
(the “2000 Plan”) and the Amended and Restated Ffifty Incentive Plan (the “2006 Plan”), under ata variety of option and direct
stock-based awards may be granted to employeesaranployees of the Company. Further grants utheée2000 Plan were suspended upon
the adoption of the 2006 Plan. In addition to alganade pursuant to the 2006 Plan, the Compangdieaily issues inducement grants out
the 2006 Plan to certain new hires.

Subject to certain adjustments, as of March 31226t Company was authorized to issue a maximuby®b,566 shares of comm
stock pursuant to awards under the 2006 Plan. mhaatmum number will automatically increase on tingt fday of each subsequent calendar
year by the lesser of (i) 5.0% of the number ofed@f common stock that are issued and outstaradirtg the first day of the calendar ye
and (ii) 1,200,000 shares of common stock, subgeatjustment for certain corporate actions. Aréhe31, 2012, the Company had 78,965
shares available for grant under the 2006 PlanMatch 31, 2012, an additional 301,250 shares weerved for issuance upon exercise of
inducement grants. Options granted under the 2089, the 2006 Plan and outside the equity incerglans primarily vest at a rate of at least
25% per year over four years and expire 10 years the date of grant. Restricted stock awardsinesight equal increments at intervals of
approximately six months from the date of grant.

A summary of the Company’s common stock optionvégtior the three months ended March 31, 2012 ésented below (shares in
thousands):

Options Outstanding

Weighted-

Number Average

of Exercise

Shares Price

Options outstanding at December 31, 2 536¢ $ 2.62
Options grante: 1,52z 3.5C
Options exercise (87¢) 0.6C
Options cancelle (109 2.51
Options outstanding at March 31, 2C 590¢ § 3.1¢€

The intrinsic value of options exercised in theethmonths ended March 31, 2012 was $2.4 million.
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A summary of the Company’s restricted stock awasief and for the three months ended March 31, 20p=sented below (shares in
thousands):

Restricted Stock
Qutstanding

Weighted-
Average
Grant-
Date
Number Fair
of Value
Shares per Share
Balance outstanding at December 31, 2 31¢  $ 3.32
Restricted stock forfeite (16) 3.4¢
Restricted stock veste (60) 3.37
Balance outstanding at March 31, 2( 24: % 3.3C

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

Three Months Ended

March
31, April 2,

2012 2011
Expected term (in year 6.1 6.C
Expected volatility 127% 13€%
Risk-free interest rat 1.12% 2.1%
Expected dividend — —
Weightec-average grant date fair value per st $ 311 % 2.02

The fair value per share of restricted stock grantsiculated based on the fair value of the Camijsacommon stock on the respective
grant dates. The grant date fair value of resttictock vested was $0.2 million and $0.1 milliothie three months ended March 31, 2012 and
April 2, 2011, respectively.

At March 31, 2012, the amount of unearned stocletb@®mpensation currently estimated to be expeingedfiscal 2012 through fiscal 2015
related to unvested common stock options and céstiristock awards is approximately $6.8 milliort, afeestimated forfeitures. The weighted-
average period over which the unearned stock-besegensation is expected to be recognized is appetely 3.3 years. If there are any
modifications or cancellations of the underlyingzested awards, the Company may be required toexate) increase or cancel any remaining
unearned stock-based compensation expense.

Note 11—Segment and Geographic Information

The Company operates in one reportable segmenttetsign and manufacture of high-performance mersobgystems for the server,
high-performance computing and communications markéhe Company evaluates financial performance @empany-wide basis.
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At March 31, 2012 and December 31, 2011, approxip&tl.3 million and $1.5 million of the Companytmg-lived assets, net of
depreciation and amortization, respectively, werated in the PRC. Substantially all other longdivassets were located in the U.S.

Note 12—Subsequent Events
As further described in Note 6, on May 14, 2012, @dompany amended its Credit Agreement with Silicaliey Bank.
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ltem 2. Management’s Discussion and Analysis &fiinancial Condition and Results of Operations
Cautionary Statement

The following discussion and analysis of our finahcondition and results of operations should bad in conjunction with our
Unaudited Condensed Consolidated Financial Statésremd the related notes thereto contained in Rdtem 1 of this Report. The
information contained in this Quarterly Report oarfh 10-Q is not a complete description of our bas@or the risks associated with an
investment in our common stock. We urge you tdadéyreeview and consider the various disclosuregimby us in this Report and in our
other reports filed with the Securities and Exchesx@pmmission, or SEC, including our Annual ReparEorm 10-K for the fiscal year ended
December 31, 2011 and subsequent reports on F-K, which discuss our business in greater detail.

This report contains forward-looking statementsameting future events and our future performancéese forward-looking
statements involve risks and uncertainties thatccoause actual results to differ materially frohnose expected or projected. These risks and
uncertainties include, but are not limited to riglssociated with the launch and commercial sucoéssir products, programs and
technologies; the success of product partnersh@gggjouing development, qualification and volumedarction of EXPRESSvault™, NVvauli
HyperCloud™ and VLP Plan-X RDIMM,; the timing and magnitude of the anticg@idecrease in sales to our key customer; ourtgtioi
leverage our NVvault™ technology in a more divengstomer base; the rapidly-changing nature of tetbgy; risks associated with
intellectual property, including the costs and uegictability of litigation over infringement of oumtellectual property and the possibility of
our patents being reexamined by the USPTO; vdaiiti the pricing of DRAM ICs and NAND; changesird uncertainty of customer
acceptance of, and demand for, our existing praglaod products under development, including unaastaof and/or delays in product orders
and product qualifications; delays in our and owstomers’ product releases and development; intttidas of new products by competitors;
changes in end-user demand for technology solutimmsability to attract and retain skilled persoeln our reliance on suppliers of critical
components and vendors in the supply chain; fluzina in the market price of critical componentgpkving industry standards; and the
political and regulatory environment in the PRCthér risks and uncertainties are described undertibadinc‘Risk Factors” in Part Il, Item
IA of this Quarterly Report on Form -Q, and similar discussions in our other SEC fiindgexcept as required by law, we undertake no
obligation to revise or update publicly any forwdabking statements for any reason.

Overview

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

In November 2009, we introduced HyperCloud™ DDR3muogy technology. HyperCloud™ utilizes an ASIC ddepthat
incorporates Netlist patented rank multiplicatienttnology that increases memory capacity and leddation technology that increases
memory bandwidth. We expect that these patentdthtdogies will make possible improved levels offpenance for memory intensive
datacenter applications and workloads, includingmmise virtualization, cloud computing infrasttue, business intelligence real-time data
analytics, and high performance computing. In BEelyr 2012 and May 2012, we achieved memory quatifc of HyperCloud™ at IBM and
HP, respectively.

In November 2011, we introduced the world’s fir@GB two-virtual rank RDIMM integrating HyperCloud With our proprietary
Planar-X technology. The new memory modules enaple® 768GB of DRAM memory in next generation tpr@cessor servers.
Additionally, we announced collaborative agreemevith each of Hewlett-Packard Company (“HP”) antetnational Business Machines
(“IBM™), pursuant to which these OEMs have agreeddoperate with us in efforts to qualify HyperGid¥4 memory products for use with
their respective products. HP and IBM have agteexhgage with us in joint marketing and furthesdurct development efforts. We and each
of the OEMs have committed financial and other ueses toward the collaboration. However, the ¢ffandertaken under either of the
collaborative agreements may not result in any rexenues for us.

NVvault™

In February 2010, we announced general availatofitfiVvault™ battery-free, a non-volatile cache meynsubsystem targeting
RAID storage applications. NVvaulV battery-freeyides server and storage OEMs a solution for ecdwh datacenter fault recovery.
Unlike our traditional battery-powered fault tolet@ache product which relied solely on batteriepdwer the cache, NVvault  battery-free
utilizes a combination of DRAM for high throughpperformance and flash for extended data retentidre introduction of NVvault™
battery-free, as well as the launch of the curvension of the battery-powered module in connectiith Dell introduction of the PERC 7 line
of servers in December 2009, has resulted in RAIRoller subsystem revenues of $10.8 million, B/55% of total revenues for the three
months ended March 31, 2012. We expect a declibd/ivault™ sales to Dell through 2013 following éfis launch of its Romley platform in
the first quarter of 2012. This reduction in salesld have a significant impact on our revenuasgnoss profit as soon as the second quar
2012. In order to leverage our NVvault™ technolagyp a more diverse customer base, we contingpeitsue additional qualifications of
NVvault™ with other customers. We also introducetPRESSvault™in March 2011, and we are in the pmoésjualifying next generatic
DDR3NWVvault™ with customers. While, nearly 100%26f10 sales were made to Dell, as a result of marsification efforts, approximately
5% or revenues for each of the three month pegoded March 31, 2012 and April 2, 2011 were to othistomers.

Specialty Memory Modules and Flash-Based Products

The remainder of our revenues arose primarily f@EM sales of specialty memory modules and flaskedasoducts, the majority of
which were utilized in data center and industrigblecations. When developing custom modules foequmipment product launch, we engage
with our OEM
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customers from the earliest stages of new prodefitition, providing us unique insight into theirlffrange of system architecture and
performance requirements. This close collabordt@malso allowed us to develop a significant lefalystems expertise. We leverage a
portfolio of proprietary technologies and desigcht@ques, including efficient planar design, al&ive packaging techniques and custom
semiconductor logic, to deliver memory subsysteritk high speed, capacity and signal integrity, $rimem factor, attractive thermal
characteristics and low cost per bit. Revenuas foor specialty modules and flash-based produetsuatnject to fluctuation as a result of the
life cycles of the products into which our moduége incorporated. Our ability to continue to progluevenues from specialty memory mod
and flash-based products is dependent on ounataligualify our products on new platforms as cotri@atforms reach the end of their
lifecycles, and on the state of the global economy.

Consistent with the concentrated nature of the Qibtomer base in our target markets, a small nuwidarge customers have
historically accounted for a significant portionafr net sales. One customer represented appralin@i% and 70% of our net sales for the
three months ended March 31, 2012 and April 2, 26ddpectively.

Key Business Metrics

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

Net Sales. Net sales consist primarily of sales of our hpgifformance memory subsystems, net of a provigsioedstimated returns
under our right of return policies, which generaliynge up to 30 days. We generally do not have-teng sales agreements with our
customers. Although OEM customers typically provigewith non-binding forecasts of future produandad over specific periods of time,
they generally place orders with us approximately weeks in advance of scheduled delivery. Sellinges are typically negotiated monthly,
based on competitive market conditions and theeotiprice of DRAM ICs and NAND. Purchase ordersegalty have no cancellation or
rescheduling penalty provisions. We often shippmaducts to our customers’ international manufaatusites. All of our sales to date,
however, are denominated in U.S. dollars. We adieegcess component inventory of DRAM ICs and NAMDOdistributors and other users of
memory ICs. As compared to previous years, compangantory sales remain a relatively small peragetof net sales as a result of our
efforts to diversify both our customer and prodiret bases. This diversification effort has aldowéed us to use components in a wider range
of memory subsystems. We expect that componenhtowesales will continue to represent a minimatiipo of our net sales in future perio

Cost of Sales.Our cost of sales includes the cost of matemabmufacturing costs, depreciation and amortizatfosquipment,
inventory valuation provisions, stock-based compéos, and occupancy costs and other allocated fbosts. The DRAM ICs and NAND
incorporated into our products constitute a sigaifit portion of our cost of sales, and thus out absales will fluctuate based on the current
price of DRAM ICs and NAND. We attempt to pass tigh such DRAM IC and NAND flash memory cost fludtaas to our customers by
frequently renegotiating pricing prior to the pleent of their purchase orders. However, the salesgpof our memory subsystems can also
fluctuate due to competitive situations unrelatethe pricing of DRAM ICs and NAND, which affectsogs margins. The gross margin on our
sales of excess component DRAM IC and NAND inventemuch lower than the gross margin on our salesir memory subsystems. As a
result, fluctuations in DRAM IC and NAND inventosgles as a percentage of our overall sales coydddtrour overall gross margin. We
assess the valuation of our inventories on a guiattasis and record a provision to cost of satesexessary to reduce inventories to the lower
of cost or net realizable value.
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Research and DevelopmenResearch and development expense consists gdyirnhémployee and independent contractor
compensation and related costs, stock-based comtEmsnon-recurring engineering fees, computeeaidesign software licenses, reference
design development costs, patent filing and praipdegal fees, depreciation or rental of evaluagguipment, and occupancy and other
allocated overhead costs. Also included in reseanchdevelopment expense are the costs of madedabverhead related to the production of
engineering samples of new products under developoreproducts used solely in the research andldpweent process. Our customers
typically do not separately compensate us for eeaigd engineering work involved in developing apgtion-specific products for them. All
research and development costs are expensed aeohcWe anticipate that research and developmerrelitures will increase in future
periods as we seek to expand new product oppaeggnihcrease our activities related to new andrgimg markets and continue to develop
additional proprietary technologies.

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

Critical Accounting Policies

The preparation of our condensed consolidated €imhstatements in conformity with accounting pijides generally accepted in the
U.S. requires us to make estimates and assumptiahaffect the reported amounts of assets antlitie® and disclosures of contingent assets
and liabilities at the date of the condensed codatdd financial statements and the reported ansmfriiet sales and expenses during the
reporting period. By their nature, these estimatesassumptions are subject to an inherent defingecertainty. We base our estimates on our
historical experience, knowledge of current cowdisi and our beliefs of what could occur in the faitconsidering available information. We
review our estimates on an on-going basis. Acesllts may differ from these estimates, which nesylt in material adverse effects on our
operating results and financial position. We badiéhve following critical accounting policies invelwur more significant assumptions and
estimates used in the preparation of our condecsesblidated financial statements:

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

We generally use customer purchase orders anditracts as evidence of an arrangement. Deliveryrsoghen goods are shipped
for customers with FOB Shipping Point terms andrupgezeipt for customers with FOB Destination teratsyhich time title and risk of loss
transfer to the customer. Shipping documents azd tesverify delivery and customer acceptance. ¥éess whether the sales price is fixed or
determinable based on the payment terms assoeiétethe transaction and whether the sales prisaligect to refund. Customers are
generally allowed limited rights of return for up30 days, except for sales of excess componeahioxies, which contain no right-of-return
privileges.
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Estimated returns are provided for at the timeaté ased on historical experience or specifictifieation of an event necessitating a reserve.
We offer a standard product warranty to our custsraed have no other post-shipment obligationsagéess collectibility based on the
creditworthiness of the customer as determinedréglicchecks and evaluations, as well as the custempayment history.

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

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

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

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

Inventories. We value our inventories at the lower of the attwst to purchase or manufacture the inventoth®mnet 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. Ahdxdance sheet date, we evaluate ending invegtamgtities on hand and record a provi
for excess quantities and obsolescence. Among &ahtars, we consider historical demand and foitecedemand in relation to the inventory
on hand, competitiveness of product offerings, raadonditions and product life cycles when detemgirobsolescence and net realizable
value. In addition, we consider changes in the etarklue of DRAM ICs and NAND in determining thet nealizable value of our raw matel
inventory. Once established, any write downs areictered permanent adjustments to the cost basigraxcess or obsolete inventories.
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A significant decrease in demand for our produotsdla result in an increase in the amount of exaesmntory quantities on hand. In
addition, our estimates of future product demang prave to be inaccurate, in which case we may liakerstated or overstated the provision
required for excess and obsolete inventory. Irfilhgre, if our inventories are determined to bergakied, we would be required to recognize
additional expense in our cost of sales at the tifreeich determination. Likewise, if our inventarigre determined to be undervalued, we may
have over-reported our costs of sales in previen®@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 leguired to lower our selling prices to
reflect the lower current cost of our raw materiffisuch price decreases reduce the net realizathlee of our inventories to less than our cost,
we would be required to recognize additional expensur cost of sales in the same period. Althowghmake every reasonable effort to
ensure the accuracy of our forecasts of futureybdemand, any significant unanticipated changekemand, technological developments or
the market value of DRAM ICs or NAND could have atarial effect on the value of our inventories and reported operating results.

Impairment of Long-Lived Assetd/e evaluate the recoverability of the carryintuesof long-lived assets held and used in our
operations for impairment on at least an annuaklmswvhenever events or changes in circumstamecisate that their carrying value may not
be recoverable. When such factors and circumstaadsts we compare the projected undiscounted éutet cash flows associated with the
related asset or group of assets over their estinageful lives against their respective carryimgant. These projected future cash flows may
vary significantly over time as a result of incredsompetition, changes in technology, fluctuationdemand, consolidation of our customers
and reductions in average selling prices. If theyirag value is determined not to be recoveraldenffuture operating cash flows, the asset is
deemed impaired and an impairment loss is recodrizéhe extent the carrying value exceeds thenastid fair value of the asset. The fair
value of the asset or asset group is based on inaake2 when available, or when unavailable, ocalimted 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 ®arranties require us to repair or replace deproduct returned to us during the
warranty period at no cost to the customer. Waigargre not offered on sales of excess inventouy.eStimates for warranty-related costs are
recorded at the time of sale based on historicdlemtimated future product return rates and expeeggair or replacement costs. While such
costs have historically been consistent betweeiogerand within our expectations and the provisiestablished, unexpected changes in fa
rates could have a material adverse impact oregsjning additional warranty reserves, and advgra#écting our gross profit and gross
margins.

Stock-Based CompensatioiWe account for equity issuances to non-employreascordance with ASC Topic 505. All transactions
in which goods or services are the consideratiorived for the issuance of equity instruments ampanted 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 instrumestid is the earlier of the date on which the thady performance is complete or the date on
which it is probable that performance will occur.

In accordance with ASC Topic 718, employee andctiirestock-based compensation expense recognizatjahe period is based on
the value of the portion of stock-based paymentrdsvthat is ultimately expected to vest duringptreod. Given that stock-based
compensation expense recognized in the condensstlatated statements of operations is based ordawdtimately expected to vest, it has
been reduced for estimated forfeitures. ASC Tofi8 réquires forfeitures to be estimated at the tifngrant and revised, if necessary, in
subsequent periods if actual forfeitures diffenfrthose estimates. Our estimated average forfeitues are based on historical forfeiture
experience and estimated future forfeitures.
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The fair value of common stock option awards to kyges and directors is calculated using the Bfackeles option pricing model.
The Black-Scholes model requires subjective assomptegarding future stock price volatility andegted time to exercise, along with
assumptions about the risk-free interest rate apdaed dividends, all of which affect the estindafi@ir values of our common stock option
awards. The expected term of options granted @utztked as the average of the weighted vestinggend the contractual expiration date of
the option. This calculation is based on the safbor method permitted by the SEC in instancegevtiee vesting and exercise terms of
options granted meet certain conditions and wheriéeld historical exercise data is available. Elpected volatility is based on the historical
volatility of our common stock. The ridkee rate selected to value any particular grabagsed on the U.S. Treasury rate that correspaonitis
expected term of the grant effective as of the datee grant. The expected dividends assumptitwased on our history and our expectations
regarding dividend payouts. We evaluate the assongptised to value our common stock option awands quarterly basis. If factors change
and we employ different assumptions, stde&sed compensation expense may differ signifigdrdm what we have recorded in prior perio
Compensation expense for common stock option awaittisgyraded vesting schedules is recognized dra@ght-line basis over the requisite
service period for the last separately vestingipordf the award, provided that the accumulated E=ognized as of any date at least equa
value of the vested portion of the award.

We recognize the fair value of restricted stockmsassued to employees and outside directorsoak-flased compensation expense
on a straight-line basis over the vesting periogdte last separately vesting portion of the awafesir value is determined as the difference
between the closing price of our common stock engfant date and the purchase price of the restrtbck award, if any, reduced by
expected forfeitures.

If there are any modifications or cancellationstef underlying vested or unvested stock-based awarel may be required to
accelerate, increase or cancel any remaining uedatock-based compensation expense, or recorticeddiexpense for vested stock-based
awards. Future stock-based compensation expedsenaarned stock- based compensation may incredle 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 condieosesolidated financial statements,
calculated at enacted tax rates for expected peabdealization. We regularly review our defertar assets for recoverability and establish a
valuation allowance, when determined necessargdias 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 exteredied of time, we did not recognize
deferred tax assets related to losses incurre@if &r 2011. In the future, if we realize a deddrtax asset that currently carries a valuation
allowance, we may record an income tax benefitr@daction to income tax expense in the perioduohgealization.

ASC Topic 740 prescribes a recognition thresholtlrmeasurement requirement for the financial stateémeeognition of a tax
position that has been taken or is expected talkenton a tax return and also provides guidanaeemrecognition, classification, interest and
penalties, accounting in interim periods, disclesand transition. Under ASC Topic 740 we may @eljognize or continue to recognize tax
positions that meet a “more likely than not” threlsh
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The application of tax laws and regulations is sabjo legal and factual interpretation, judgmerd ancertainty. Tax laws and
regulations themselves are subject to change @sudt bf changes in fiscal policy, changes in liegjisn, the evolution of regulations and court
rulings. Therefore, the actual liability for U.S.foreign taxes may be materially different fronr estimates, which could result in the need to
record additional tax liabilities or potentiallyerse 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

March 31, April 2,
2012 2011
Net sales 10C% 10C%
Cost of sale: 61 68
Gross profi 39 32
Operating expense
Research and developme 27 31
Selling, general and administrati 19 24
Total operating expens: 46 55
Operating los! (7) (23)
Other (expense) incom
Interest expense, n (@D} Q)
Other income, ne — —
Total other expense, n (1) (1)
Loss before provision for income tax (8) (29
Provision for income taxe — —
Net loss (8% (29)%
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Three Months Ended March 31, 2012 Compared to Three Months Ended April 2, 2011
Net Sales, Cost of Sales and Gross Profit

The following table presents net sales, cost afssahd gross profit for the three months ended Mat¢ 2012 and April 2, 2011 (in
thousands, except percentages):

Three Months Ended

March 31, April 2, %
2012 2011 Change Change
Net sales $ 13,967 $ 12,000 $ 1,967 16%
Cost of sale: 8,531 8,19¢ 33E 1%
Gross profil $ 543€ $ 3,80¢ $ 1,632 43%
Gross margit 3% 32% 7%

Net Sales. The increase in net sales for the three monthsceldech 31, 2012 as compared with the three maenlded April 2, 2011
resulted primarily from increases of approximai@yb3.2 million in sales of NVvault™ non-volatiache systems used in RAID controller
subsystems, including $1.6 million from NVvault™ttery-free, the flasbased cache system that became generally avaiia®04.0, (i) $0.4
million in sales of HyperCloud™ memory modules &yl $0.3 million in sales of VLP RDIMM productsesulting from existing and new
customer qualifications, offset by a decrease dd §illion of specialty memory module sales primatsed in industrial applications as one
customer slowed production as a result of its pcbdearing the end of its life.

Gross Profit and Gross MarginThe overall improvements in gross profit are duatreased sales and manufacturing volume, asasell
a shift in sales toward higher margin productsogsmrofit for the three months ended March 312285 compared to the three months ended
April 2, 2011 increased due to the 16% increaseirsales between the two periods, resulting imgmoved ability to absorb fixed
manufacturing costs. These volume-based improvenveere augmented by decreased DRAM prices, whoshtipely affected margins in
some product categories. As noted previously, fipeeted decline in Dell NVvault™ sales could hawgmificant impact on our revenue and
gross profit as early as the second quarter of 2012

Research and Development .

The following table presents research and developexpenses for the three months ended March 32, @0d April 2, 2011 (in
thousands, except percentages):

Three Months Ended

March
31, April 2, %
2012 2011 Change Change
Research and developm $ 384z $ 3,682 $ 15¢ 4%

The increase in research and development expenie three months ended March 31, 2012 as compautée three months ended
April 2, 2011 resulted primarily from increaseg(®f$0.3 million in internal engineering headcouansts, as the we invested in further
development of our HyperCloud™ products and (ii3%@illion in material expenses related to produgtds and testing, primarily related to
our HyperCloud™ products, partially offset by dexsees of (i) $0.3 million in non-recurring enginegricharges for supply partners engaged in
new product development activities (ii) $0.1 miflim professional and outside services.
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Selling, General and Administrative .

The following table presents selling, general adichiaistrative expenses for the three months endactivV31, 2012 and April 2, 2011 (in
thousands, except percentages):

Three Months Ended

March
31, April 2, %
2012 2011 Change Change
Selling, general and administrati $ 2,60¢ $ 2917 $ (309) (11)%

Selling, general and administrative expense deetkhg $0.3 million for the three months ended Ma&8th2012 as compared to the three
months ended April 2, 2011, as we improved opegagificiency.

Other (Expense) Income.

The following table presents other (expense) incfonéhe three months ended March 31, 2012 andl 2p&011 (in thousands, except
percentages):

Three Months Ended

March
31, April 2, %
2012 2011 Change Change
Interest expense, n $ (71) $ (25 $ (46) 184%
Other income, ne 5 — 5 —%
Total other expense, n $ (66) $ (25 $ 41 164%

The increase in interest expense for the three msamided March 31, 2012 compared with the threghlmsanded April 2, 2011 was the
result of the term loan that originated in May 2011

Other income, net, for the three months ended Matgt2012 was insignificant.

39




Table of Contents

Provision for Income Taxes .

The following table presents the provision for immtaxes for the three months ended March 31, aadi2April 2, 2011 (in thousands,

except percentages):

Three Months Ended

March
31, April 2, %
2012 2011 Change Change
Provision for income taxe $ — 3 — %

—%

We did not record a benefit of income taxes forttivee months ended March 31, 2012 and April 2,128% tax benefits resulting from

operating losses generated were fully reserved.

Liquidity and Capital Resources

We have historically financed our operations priitgahrough issuances of equity and debt securdies cash generated from operations.
We have also funded our operations with a revolliimg of credit and term loans under our bank dredility, capitalized lease obligations &

from the sale and leaseback of our former domeséicufacturing facility.

Working Capital and Cash and Marketable Securities

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

December 31,
2011

17,77¢

March 31,
2012
Working Capital $ 22,23:
Cash and cash equivalents $ 13,87«

Long-term marketable securiti

10,53t
444

$ 14,32¢

10,97¢

(1) Included in working capital

Our working capital increased in the three montideel March 31, 2012 primarily as a result of $3ilian in funds raised through sales
of our common stock through our sales agreemetit Agtendiant, and the renegotiated payment streictiour term loans, which resulted i
$1.3 million reduction in the current portion ohtpterm debt. Both of these transactions are desgninder Capital Resources below.
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Cash Provided by and Used in the Three Months Ended March 31, 2012 and April 2, 2011

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

Three Months Ended

March 31, April 2,
2012 2011
Net cash provided by (used in)
Operating activitie: $ 20€ % (3,295
Investing activities (319 71t
Financing activitie: 3,44¢ (269)
Net increase (decrease) in cash and cash equis $ 333¢ § (2,849

Operating Activities. Net cash provided by operating activities for tthee months ended March 31, 2012 was primaréyrésult of cash
provided by changes in operating assets and ligsilof approximately $0.2 million. Net lossesbaf1l million were offset by $1.1 million in
non-cash operating expense, primarily comprisedepfeciation and amortization and stdidsed compensation, resulting in a neutral effe:
our cash position. Net cash used in operatingities for the three months ended April 2, 2011 wamarily a result of (i) net loss of
approximately $2.8 million and (ii) cash used bwietes in operating assets and liabilities of apgprately $1.4 million, partially offset by
approximately $0.9 million in net non-cash opergtixpenses, primarily comprising depreciation amdrdization and stock-based
compensation.

Accounts receivable decreased approximately $1lliomduring the three months ended March 31, 20d@arily as a result of the
decrease in our net sales during the period cordpaitl the fourth quarter of 2011. We continue éosbiccessful in collecting cash from sales
to our customers substantially in accordance withstandard payment terms with those customengentories increased approximately $1.6
million during the three months ended March 31,284 we continued the qualification process anggresl for production of our
HyperCloud™ and high-density VLP products. Durihg three months ended March 31, 2012 and Ap&D21, we were able to partially
fund the growth in our current assets through areimse in accounts payable of $1.1 million and $#@lllon, respectively, primarily from
component vendors.

Investing ActivitiesNet cash used in investing activities for the thremnths ended March 31, 2012 was the result catlgisition of $0.
million in property and equipment. Net cash prodidhy investing activities for the three months ehéeril 2, 2011 was primarily the result of
sales of marketable securities of $0.8 millionsetfby the acquisition of $0.1 million in propeayd equipment.

Financing ActivitiesNet cash provided by financing activities for these months ended March 31, 2012 was primarilyekalt of net
proceeds of $3.6 million from the sale of 1,036,8B@res of our common stock through our sales agmetewith Ascendiant, described below
under the captio€apital Resourcesand $0.5 million in proceeds from the exerciseaity awards under our stock option plan, offset
repayment of bank debt, capital leases and othesmpayable of $0.6 million. Net cash used inrfiziag activities for the three months ended
April 2, 2011 was a result of repayment of banktdepital leases and other notes payable of $0l@m

Capital Resources
On October 31, 2009, we entered into a credit agee¢ with Silicon Valley Bank, which was amended\terch 24, 2010, June 30,
2010, September 30, 2010, May 11, 2011, Augus@0] and May 14, 2012. Currently, the credit agreat provides for a line of credit
pursuant to which we can borrow up to the less€i) &% of eligible accounts receivable, or ()0 million. We have the option to increi
credit availability to $15.0 million at any timerdugh the maturity date of September 30, 2014 estiltp the conditions of the credit agreemnr
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Prior to the May 14, 2012 amendment the creditemgent contained an overall sublimit of $10.0 millto collateralize our continge
obligations under letters of credit and other fioga services. Amounts outstanding under the alvsublimit reduce the amount available
under the line. At March 31, 2012, letters of créaithe amount of $3.0 million were outstandinthe letters of credit expire on October 31,
2012. As a result of the May 14, 2012 amendmetierkeof credit and other financial services ardomger subject to borrowing base sublir
and do not reduce the amount available under tieeoli credit. Rather, the Company has an additiorglit facility for up to $3.0 million in
letters of credit through September 30, 2014.

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

The following table presents details of outstandogowings and availability under our line of citeas adjusted for the May 14, 20
amendment described above (in thousands):

March 31, December 31,
2012 2011
Availability under the revolving line of crec $ 7,22¢  $ 7,791
Outstanding borrowings on the revolving line ofdstt — —
Amounts reserved under credit sublin — (2,022
Unutilized borrowing availability under the revahg line of credi $ 722¢  $ 577¢

We made no borrowings under the Silicon Valley Bhng of credit in the three months ended MarchZf,2. Outstanding
borrowings under the line of credit did not exc8db million at any time during the year ended Delger 31, 2011.

In connection with the September 30, 2010 amendn$gliton Valley Bank extended a $1.5 million telman under the credit
agreement, bearing interest at a rate of prime 208%. We were required to make equal monthlygipal payments over the 36 month term,
which totaled $0.5 million annually. In May 20MiJicon Valley Bank extended an additional $3.0limil term loan, bearing interest at a rate
of prime plus 2.75%. We were required to make egummthly principal payments over the 24 month terfithe loan, totaling $1.5 million
annually. As of March 31, 2012, $2.5 million wagsianding under the term loans. In May 2012, &ilivalley Bank consolidated the term
loans and extended additional credit, resulting @ombined term loan balance of $3.5 million. Wk e required to make equal monthly
principal payments over a 36 month period, begigmnDecember 2012, and monthly interest paymeotsa the date of the funding through
the final payoff of the loan. The consolidatedrideears interest at a rate of prime plus 2.50%.

All obligations under the credit agreement are sstiby a first priority lien on our tangible andangible assets. The only restriction
on the use of funds under the revolving line ofidris that we must be in compliance with the cams of the credit agreement. The credit
agreement includes affirmative and negative covisnamcluding financial covenants with respect tw kiquidity and tangible net worth. As of
March 31, 2012, we were in compliance with all fin&l covenants and expect to maintain complianc¢he foreseeable future. However,
have in the past been in violation of one or maresnants of other credit agreements, and we cdaldte one or more covenants in the future.
If we were to be in violation of covenants under oredit agreement, our lender

42




Table of Contents

could choose to accelerate payment on all outstgridan balances and we could lose vendor creditldithe letters of credit issued under the
credit agreement become unavailable. If that wekctur, we may be unable to quickly obtain eqeimabr suitable replacement financing. If
we were not able to secure alternative sourcesrafifig, such acceleration would have a materia¢estvimpact on our financial condition.

On November 21, 2011, we entered into a sales agnetewith Ascendiant as sales agent. In accordaitbethe terms of the sales
agreement, we may issue and sell shares of our constock having an aggregate offering price ofaw$10.0 million. Sales of shares of our
common stock may be made in a series of transactiom time to time as we may direct Ascendiargdles deemed to be an “at the market”
offering as defined in Rule 415 under the Secwrifiet of 1933. Such sales are made pursuant teféective $40 million shelf registration
statement filed with the SEC in September 201hc&November 2011, we have received net proceeasprbximately $5.5 million,
including approximately $3.6 million raised throutie sale of approximately 1,036,830 shares irittree months ended March 31, 2012. We
may terminate the sales agreement with Ascendtaaryatime. In the event of such termination, weuld expect to make available any
remaining unsold portion of the $10.0 million ingaggate offering price for other sources of finagdhat are permitted under the effective
shelf registration statement. The sales agreemigmtAscendiant does not preclude us from purswitgr sources of financing.

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

We believe our existing cash balances, borrowirgglability under our bank credit facility, proceealgailable under the sales
agreement with Ascendiant and the cash expected generated from operations, will be sufficientneet our anticipated cash needs for at
least the next 12 months. Our future capital resaénts will depend on many factors, including ewels of net sales, the timing and extent of
expenditures to support research and developménittias, the expansion of manufacturing capaciyhbdomestically and internationally and
the continued market acceptance of our productscdéd be required, or may choose, to seek adaitimmding through public or private
equity or debt financings. In addition, in connentivith any future acquisitions, we may requireiiddal funding which may be provided in
the form of additional debt or equity financingaocombination thereof. These additional funds matybe available on terms acceptable to us,
or at all.

New Accounting Pronouncements

In May 2011, the FASB issued Accounting Standarpgddtie (“ASU”) No. 2011-4, Fair Value MeasurememtgU 11-4"). ASU 11-4
amends existing guidance to achieve convergenceasurement and disclosure between U.S. Generatlgpied Accounting Standards
(“GAAP") and International Financial Reporting Steamds (“IFRS”). ASU 11-4 is effective for fiscadgr 2012. The adoption of ASU 11-4
did not impact the Company’s results of operationgs financial position.

In June 2011, the FASB issued ASU No. 2011-5, Cemmgmnsive Income (“ASU 11-5"). ASU 11-5 amends tixisguidance to increase
the prominence of items reported in other comprsiverincome and to facilitate convergence of U.8AB and IFRS. ASU 11-5 is effective
for fiscal year 2012. The adoption of ASU 11-5 dat impact the Company’s results of operationgsoiinancial position.
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Off-Balance Sheet Arrangements

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

ltem 4. Controls and Procedures

(a) Evaluation of Disclosure Controls and Procedsi®e carried out an evaluation, under the superviaimhwith the participation of o
management, including our principal executive @ffiand principal financial officer, of the effeaivess of the design and operation of our
disclosure controls and procedures (as defineduledRL3a-15(e) and 15d-15(e) of the Securities &xgh Act of 1934, (“Exchange Act”)) as
of the end of our fiscal quarter ended March 31,220Based upon that evaluation, our principal esee officer and principal financial officer
concluded that our disclosure controls and proceslare effective to provide reasonable assuramaténiormation required to be disclosed by
us in reports that we file or submit under the Eaxae Act (i) is recorded, processed, summarizedepatted within the time periods specif
in the SEC'’s rules and forms and (ii) is accumuwated communicated to our management, includingdncipal executive officer and
principal financial officer as appropriate to alldwely decisions regarding required disclosure.

(b) Change in internal controls over financial retng. During the fiscal quarter that ended March 31, 2@@re were no changes in our

internal controls over financial reporting (as defil in Rules 13a-15(f) and 15d-15(f) under the BExrge Act) that have materially affected, or
are reasonably likely to materially affect, oureimtal controls over financial reporting.

PART Il. OTHER INFORMATION
Item 1. Legal Proceedings

The information set forth in the sections entitléigation and Patent Rexaminations under Note Blaties to Unaudited Condensed
Consolidated Financial Statements, included in Réem | of this Report, is incorporated hereinrieference.

Iltem 1A. Risk Factors

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

Risksrelated to our business

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

Our operating results have varied significantlyhia past and will continue to fluctuate from quettequarter or year-to-year in the
future due to a variety of factors, many of which 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 elsewhettgsrReport:
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« general economic conditions, including the posisybilf 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 ourinability to develop new or enhanced produlstg ichieve customer or market acceptance in dytimanner, including our
HyperCloud™ memory module and our flash-based mgmparducts;

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

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

. the loss of, or a significant reduction ihesao, a key customer;

« the cyclical nature of the industry in which we oaie;

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

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

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

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

» our ability to procure an adequate supply of kemponents, particularly DRAM ICs and NAND;

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

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

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

* manufacturing inefficiencies associated with tretstip of new manufacturing operations, new praoslactd initiation of volume
production;

e our failure to produce products that meet the tpiadiquirements of our customers;
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» disputes regarding intellectual property rights #relpossibility of our patents being reexaminedieyUSPTO;
» the costs and management attention diversion agsdawith litigation;
« the loss of any of our key personnel;
« changes in regulatory policies or accounting pples;
< our ability to adequately manage or finance integnawth or growth through acquisitions;
« the effect of our investments and financing arramgrets on our liquidity; and
« the other factors described in this “Risk Fact@sttion and elsewhere in this report.

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

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

Since the inception of our business in 2000, weetay experienced one fiscal year (2006) with ipebfe results. In order to regain
profitability, or to achieve and sustain positivash 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 actionshetidve that we could reduce our current
level of expenses through elimination or reductibstrategic initiatives, such expense reductidneemay not make us profitable or allow us
to sustain profitability if it is achieved. Our &ty to achieve profitability will depend on incread revenue growth from, among other things,
increased demand for our memory subsystems anedglaoduct offerings, as well as our ability tpard into new and emerging markets.
may not be successful in achieving the necessagntee growth or the expected expense reductionsedwer, we may be unable to sustain
past or expected future expense reductions in gulesé 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 pliqoidity position. We believe our
future capital requirements will depend on manydeg; including our levels of net sales, the timamgl extent of expenditures to support sales,
marketing, research and development activitiese®pansion of manufacturing capacity both domelyyiead internationally and the contint
market acceptance of our products. Our capitaliregquents could result in our having to, or otheeaghioosing to, seek additional funding
through public or private equity offerings or débaincings. Such funding may not be availableeyms acceptable to us, or at all, either of
which could result in our inability to meet certaihiour financial obligations and other related coitments.
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Our revenues and results of operations are substaiatly dependent on NVvault™.

For the three months ended March 31, 2012 our Ni¥Vaunon-volatile RDIMM used in cache —protectiondattata logging
applications, including our NVvault™ battery-freébe flash-based cache system, accounted for 74#tadfrevenues. W e expect a decline of
Dell NVvault ™ sales through 2013 following Intelaunch of its Romley platform in the first quart#r2012. Although we cannot predict the
rate of decline in our sales to Dell, it is possitiiat we will experience a rapid decline in salegarly as the second quarter of 2012. This
reduction in sales could have a significant immgacbur revenues and gross profit. In order torege our NVvault™ technology and divers
our customer base, we continue to pursue additiumalifications of NVvault™ with other OEMs. Wesalintroduced EXPRESSvault™ in
March 2011 and we are in the process of qualifyiegt generation DDR3 NVvault™ with customers. @uure operating results will depend
on our ability to commercialize these NVvault™ puctiextensions, as well as other new products aadtyperCloud™. We may not be
successful in marketing any new or enhanced predu€ive are not successful in generating saleshedr products, t he expected reduction in
sales of NVvault™ products to Dell will significayptreduce our revenues and negatively affect osmlte of operations.

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

We have historically derived a substantial portddour 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 af met sales in the near term. Continued
market acceptance of these products for use ireseiw critical to our success.

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

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

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

« we are dependent on a limited number of suppl@rbdth the DRAM ICs and the ASIC devices thatessential to the
functionality of the HyperCloud™ memory subsystemd could experience supply chain disruption assalt of business issues
that are specific to our suppliers or the induasya whole; and

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

We have experienced a longer qualification cycéntanticipated with our HyperCloud™ memory subsysteand as of March 31,
2012 we have not generated significant HyperCloym®#uct revenues relative to our investment inpgiteeluct. We have entered into
collaborative agreements with both HP and IBM parguo which these OEMs have agreed to cooperdkeusiin efforts to qualify
HyperCloud™ for use with their products. Qualifioa has been completed and
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Hypercloud has been available to order since MBr@012 from IBM and as of May 14, 2012 from HP e fe working with both OEMs in
joint marketing and further product developmenogf. The Company and each of the OEMs have caeuirinancial and other resourc
toward the collaboration. However, the efforts emaken pursuant to either of the collaborativeeagrents may not result in any new rever
for the Company. Failure to maintain qualificatimfithis product with HP, IBM or other potentialstamers could adversely impact our results
of operations.

Additionally, if the demand for servers deteriosate if the demand for our products to be incorpetan servers declines, our
operating results would be adversely affected,va@dvould be forced to diversify our product poridchnd our target markets. We may not be
able to achieve this diversification, and our ifigbto do so may adversely affect our business.

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

Our industry is characterized by intense competjtiapid technological change, evolving industgnstards and rapid product
obsolescence. Evolving industry standards and tdobital change or new, competitive technologiedadoender our existing products
obsolete. Accordingly, our ability to compete i tiuture will depend in large part on our abilityitlentify and develop new or enhanced
products on a timely and cost-effective basis, tangspond to changing customer requirements.derdo develop and introduce new or
enhanced products, we need to:

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

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

« develop relationships with potential suppliers ofnponents required for these new or enhanced ptaiduc
« qualify these products for use in our customerstipcts; and

« develop and maintain effective marketing strategies

Our product development efforts are costly andriehty risky. It is difficult to foresee changesdevelopments in technology or
anticipate the adoption of new standards. Moreaweee these things are identified, if at all, wé meed to hire the appropriate technical
personnel or retain third party designers, devébepproduct, identify and eliminate design flawsg ananufacture the product in production
quantities either in-house or through third-partgnufacturers. As a result, we may not be able ¢toessfully develop new or enhanced
products or we may experience delays in the dewedmp and introduction of new or enhanced produéays in product development and
introduction could result in the loss of, or del@tygienerating, net sales and the loss of marlateskas well as damage to our reputation. Even
if we develop new or enhanced products, they maymaet our customers’ requirements or gain margeggtance.
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Our customers require that our products undergo aéngthy and expensive qualification process withowny assurance of net sales.

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

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

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

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

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

Sales to certain of our OEM customers have histlyicepresented a substantial majority of oursadés. Approximately 85% and
70% of our net sales in the three months ended M2it¢ 2012 and April 2, 2011, respectively werene of our customers. We currently
expect that sales to major OEM customers will coargito represent a significant percentage of ousales for the foreseeable future. We do
not have long-term agreements with our OEM custspr@rwith any other customer. Any one of
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these customers could decide at any time to disaamtdecrease or delay their purchase of our mtsdin addition, the prices that these
customers pay for our products could change atiarg; The loss of any of our OEM customers, orgaificant reduction in sales to any of
them, could significantly reduce our net sales ateersely affect our operating results.

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

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

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

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

Many of our memory subsystems are specificallygltesil for our OEM customers’ high performance systdma drive to reduce
costs and assure supply of their memory module ddpur OEM customers may endeavor to design JEEiB@lard 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,tonsers deploying custom memory
solutions today may in the future choose to adaEREC standard, and the adoption of a JEDEC stdndadule instead of a previously
custom module might allow new competitors to pgstite in a share of our customengmory module business that previously belongeds!

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

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

We participate in a highly competitive market, anel expect competition to intensify. Many of our quetitors have longer operating
histories, significantly greater resources and negnegnition, a
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larger base of customers and longtnding relationships with customers and suppthes we have. As a result, some of these competie
able to devote greater resources to the developmrarhotion and sale of products and are bettetipnsd than we are to influence customer
acceptance of their products over our productss&ltempetitors also may be able to respond betteew or emerging technologies or
standards and may be able to deliver products eeithparable or superior performance at a lower pRoe these reasons, we may not be able
to compete successfully against these competittMs.also expect to face competition from new andrging companies that may enter our
existing or future markets. These potential coibqest may have similar or alternative products vhicay be less costly or provide additional
features.

In addition to the competition we face from DRAMddiogic suppliers such as Hynix, Samsung, Microphi and IDT, some of our
OEM customers have their own internal design grabpsmay develop solutions that compete with oliiese design groups have some
advantages over us, including direct access to thgpective companies’ technical information ahhology roadmaps. Our OEM customers
also have substantially greater resources, finaaoid otherwise, than we do, and may have lowetr stasctures than ours. As a result, they
may be able to design and manufacture competitivéyzts more efficiently or inexpensively. If anfjtbese OEM customers are successful in
competing against us, our sales could declinepmrgins could be negatively impacted and we caedd Imarket share, any or all of which
could harm our business and results of operatiemsher, some of our significant suppliers are alsmpetitors, many of whom have the ab
to manufacture competitive products at lower casta result of their higher levels of integration.

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

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

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

We may experience substantial period-to-periodtflations in future operating results due to factdfscting the computing,
networking, communications, printers, storage awistrial markets. A decline or significant shdttfia demand in any one of these markets
could have a material adverse
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effect on the demand for our products. As a result,sales will likely decline during these periolitsaddition, because many of our costs and
operating expenses are relatively fixed, if wewarable to control our expenses adequately in resptmreduced sales, our gross margins,
operating income and cash flow would be negatiiralyacted.

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

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

We make significant decisions regarding the leeéBusiness that we will seek and accept, prodod@hedules, component
procurement commitments, personnel needs and beurce requirements, based on our estimatesstfroer requirements. We do not have
long-term purchase agreements with our customesgedd, our customers often place purchase ordersore than two weeks in advance of
their desired delivery date, and these purchasere@gknerally have no cancellation or reschedydéralty provisions. The shaerm nature o
commitments by many of our customers, the factdboatcustomers may cancel or defer purchase ofdeey reason, and the possibility of
unexpected changes in demand for our customerdupts each reduce our ability to accurately esérfiature customer requirements for our
products. This fact, combined with the quick turoumd times that apply to each order, makes itadiff to forecast our production needs and
allocate production capacity efficiently. We attértgpforecast the demand for the DRAM ICs, NANDgather components needed to
manufacture our products. Lead times for componestg significantly and depend on various factstgsh as the specific supplier and the
demand and supply for a component at a given time.

Our production expense and component purchaseslavelbased in part on our forecasts of our cussruture product requiremer
and to a large extent are fixed in the short tekma result, we likely will be unable to adjust sging on a timely basis to compensate for any
unexpected shortfall in those orders. If we ovémeatie customer demand, we may have excess rawialateentory of DRAM ICs and
NAND. If there is a subsequent decline in the @icEDRAM ICs or NAND, the value of our inventoryillall. As a result, we may need
write-down the value of our DRAM IC or NAND inventg which may result in a significant decreaseun gross margin and financial
condition. Also, to the extent that we manufacfareducts in anticipation of future demand that dogsmaterialize, or in the event a customer
cancels or reduces outstanding orders, we couldriqre an unanticipated increase in our finishmmtlg inventory. In the past, we have ha
write-down inventory due to obsolescence, excesstifies and declines in market value below outxosny significant shortfall of customer
orders in relation to our expectations could hurt @perating results, cash flows and financial dtoral
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Also, any rapid increases in production requireaby customers could strain our resources and seeducmargins. If we
underestimate customer demand, we may not havieisutfinventory of DRAM ICs and NAND on hand to mdacture enough product to
meet that demand. We also may not have sufficiemtufacturing capacity at any given time to meetaustomers’ demands for rapid
increases in production. These shortages of inveated capacity will lead to delays in the delivefyour products, and we could forego sales
opportunities, lose market share and damage otwrogs relationships.

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

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

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

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

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

Our ability to fulfill customer orders or producealification samples is dependent on a sufficiempsy of DRAM ICs and NAND,
which are essential components of our memory stdsiss We are also dependent on a sufficient sugfdustom ASIC devices to produce
our HyperCloud™ memory modules. There are a redftismall number of suppliers of DRAM ICs and NAN&hd we purchase from only a
subset of these suppliers. We have no long-term BRANAND supply contracts. Additionally, we coulaice obstacles in moving production
of our ASIC components away from our current desigd production partners. Our dependence on d somaber of suppliers and the lack of
any guaranteed sources of ASIC components, DRAMNZIND supply expose us to several risks, includimg inability to obtain an adequate
supply of these important components, price in@gadelivery delays and poor quality.
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Historical declines in customer demand and ourmaege caused us to reduce our purchases of DRAMAGINAND. Such
fluctuations could occur in the future. Should mgg maintain sufficient purchase levels with somppdiers, our ability to obtain supplies of
raw materials may be impaired due to the practiGme suppliers to allocate their products to@mustrs with the highest regular demand.

From time to time, shortages in DRAM ICs and NAN&vk required some suppliers to limit the supplyheir DRAM ICs and
NAND. As a result, we may be unable to obtain tHRAM ICs or NAND necessary to fill custom’ orders for our products in a timely
manner. If we are unable to obtain a sufficientypf DRAM ICs or NAND to meet our customers’ régments, these customers may
reduce future orders for our products or not pusehaur products at all, which would cause our akgssto decline and harm our operating
results. In addition, our reputation could be haipvee may not be able to replace any lost businégbssnew customers, and we may lose
market share to our competitors.

Our customers qualify the ASIC components, DRAM &8l NAND of our suppliers for use in their systethene of our suppliers
should experience quality control problems, it aydisqualified by one or more of our customerss Would disrupt our supplies of ASIC
components, DRAM ICs and NAND and reduce the nunobsuppliers available to us, and may require Wegualify a new supplier. If our
suppliers are unable to produce qualification sasiph a timely basis or at all, we could experiedglays in the qualification process, which
could have a significant impact on our ability &l shat product.

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

We use consumables and other components, incliRBg, to manufacture our memory subsystems. Wetgosseprocure PCBs
and other components from single or limited soutodake advantage of volume pricing discounts.avlat shortages or transportation
problems could interrupt the manufacture of ourdpiats from time to time in the future. These delaysanufacturing could adversely affect
our results of operations.

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

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

We maintain a manufacturing facility in the PRC fwoducing most of our products, which allows ustitze our materials and
processes, protect our intellectual property anetlkbg the technology for manufacturing. A prolongkstuption or material malfunction of,
interruption in or the loss of operations at ounofacturing facility, or the failure to maintairsafficient labor force at such
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facility, would limit our capacity to meet custonggmand and delay new product development unéptacement facility and equipment, if
necessary, were found. The replacement of the raaturfng facility could take an extended amourtirok before manufacturing operations
could restart. The potential delays and costs tiaguirom these steps could have a material adwaffset on our business, financial condition
and results of operations.

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

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

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

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

Significant customized components, such as ASIg,dre used in some of our products such as Hyped®" are designed and
manufactured by third parties. The ability and wghess of such third parties to perform in accocgawith their agreements with us is largely
outside of our control. If one or more of our desay manufacturing partners fails to perform itigdtions in a timely manner or at satisfact
quality levels, our ability to bring products to rket or deliver products to our customers, as aglbur reputation, could suffer. In the event of
any such failures, we may have no readily availalilernative source of supply for such productsesi in our experience, the lead time nee
to establish a relationship with a new design anaanufacturing partner is at least 12 months,thadestimated time for our OEM customers
to re-qualify our product with components from avnesndor ranges from four to nine months. We camagstire you that we can redesign, or
cause to have redesigned, our customized compoteebésmanufactured by a new manufacturer in alyimm&anner, nor can we assure you-
we will not infringe on the intellectual propert§ @ur current design or manufacture partner whemagdesign the custom components, or ci
such components to be redesigned by a new mantgacfumanufacturing disruption experienced by manufacturing partners, the failure of
our manufacturing partners to dedicate adequatairess to the production of our products, the fai@rinstability of our manufacturing or
design partners, or any other failure of our desigmanufacturing partners to perform accordinth&r agreements with us, would have a
material adverse effect on our business, finamzatlition and results of operations.

We have many other risks due to our dependenckimhgarty manufacturers, including: reduced canireer delivery schedules,
quality, manufacturing yields and cost; the potantick of adequate capacity during periods of sg@emand; limited warranties on products
supplied to us; and potential misappropriationwf iatellectual property. We are dependent on ocanufacturing partners to manufacture
products with acceptable quality and manufactuyiedds, to deliver those products to us on a tintelgis and to allocate a portion of their
manufacturing capacity sufficient to meet our
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needs. Although our products are designed usingrieess design rules of the particular manufarduree cannot assure you that our
manufacturing partners will be able to achieve aintain acceptable yields or deliver sufficient ifittes of components on a timely basis @
an acceptable cost. Additionally, we cannot asgatethat our manufacturing partners will continaelevote adequate resources to produc
products or continue to advance the process désajmologies on which the qualification and mantuféing of our products are based.

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

Our customers require our products to meet sttiatity standards. Should our products not meet stentdards, 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 ourmees and operating results.

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

If our products are defectively manufactured, conteefective components or are used in defectivaafunctioning systems, we
could be subject to warranty and product liabititgims and product recalls, safety alerts or adyisotices. While we have product liability
insurance coverage, it may not be adequate tdysaté&ms made against us. We also may be unaldétain insurance in the future at
satisfactory rates or in adequate amounts. War@mdyproduct liability claims or product recallsgardless of their ultimate outcome, could
have an adverse effect on our business, finanoraition 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 areowtractually obligated to do so in order to
maintain good relations with our customers. Acagpproduct returns may negatively impact our opegatesults.

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

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

It is possible that our efforts to protect our itgetual property rights may not:
«  prevent challenges to, or the invalidation or aineention of, our existing intellectual propertyhtg;

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

«  prevent disputes with third parties regarding owhgr of our intellectual property rights;
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«  prevent disclosure of our trade secrets and knowbcahird parties or into the public domain;
* resultin valid patents, including internationateygs, from any of our pending or future applicasipor
«  otherwise adequately protect our intellectual prypeghts.

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

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

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

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

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

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

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

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

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

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

« redesign those products that are claimed to bagifrg a third party’s intellectual property.
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If any adverse ruling in any such matter occurg,rasulting limitations in our ability to marketoproducts, or delays and costs
associated with redesigning our products or paymehlicense fees to third parties, or any failoyeus to develop or license a substitute
technology on commercially reasonable terms coaiteta material adverse effect on our businessydinhcondition and results of operations.

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

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

Any litigation, regardless of its outcome, wouldtree consuming and costly to resolve, divert oanagement’s time and attention
and negatively impact our results of operations.dAtenot assure you that current or future infringetclaims by third parties or claims for
indemnification by customers or end users of oodpcts resulting from infringement claims will 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 litiggon and administrative proceedings that may materally adversely affect us.

From time to time, we may become involved in vasitegal proceedings relating to matters incidetatahe ordinary course of our
business, including commercial, product liabilgynployment, class action, whistleblower and othigyation and claims, and governmental
other regulatory investigations and proceedingshSunatters can be time-consuming, divert manageémattention and resources and caus
to incur significant expenses. Furthermore, bectitigation is inherently unpredictable, there dano assurance that the results of any of
these actions will not have a material adversecetia our business, results of operations or firmondition.

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

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

58




Table of Contents

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

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

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

The flash-based storage market is constantly uniteggapid technological change and evolving industandards. Many consumer
devices, such as digital cameras, PDAs and smargshare transitioning to emerging flash memorynfis, such as the Memory Stick, and
Picture Card formats, which we do not currently ofanture and do not have rights to manufacturen@igh we do not currently serve the
consumer flash market, it is possible that cer@ivis may choose to adopt these higher-volume, l@est 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 utifizzmerging formats such as those mentioned, wévilequired to secure licenses to give
us the right to manufacture such products that nudye available at reasonable rates or at allelire not able to supply flash card formats at
competitive prices or if we were to have produdrdiges, our net sales could be adversely impaatdaur customers would likely cancel
orders or seek other suppliers to replace us.

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

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

To date, we have been highly dependent on the exuer, relationships and technical knowledge diateikey employees. We belie
that our future success will be dependent on oilityato retain the services of these key employeleselop their successors, reduce our
reliance on them, and properly manage the tramsitfadheir roles should departures occur. The tifghese 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 @hki. Hong; however, we do not carry “Key Man” lifesurance on any of our other key
employees.

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

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

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

We sell some of our products to customers throughufacturers’ representatives. We are unable wigirthe extent to which our
manufacturers’ representatives will be successfatarketing and selling our products. Moreover, ynafnour manufacturers’ representatives
also market and sell other, potentially competingdpcts. Our representatives may terminate thiitiomships with us at any time. Our future
performance will also depend, in part, on our &pilh attract additional manufacturers’ represeweatthat will be able to market and support
our products effectively, especially in marketsvimich we have not previously distributed our pragutf we cannot retain our current
manufacturers’ representatives or recruit addifionaeplacement manufacturers’ representativessales and operating results will be
harmed.

The operation of our manufacturing facility in the PRC could expose us to significant risks.
Since 2009, substantially all of our world-wide maacturing production has been performed at ourufesnturing facility in the
People’s Republic of China, or PRC. Language afidl differences, as well as the geographic distafrom our headquarters in Irvine,

California, further compound the difficulties ofrming a manufacturing operation in the PRC. Ouragament has
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limited experience in creating or overseeing fanedgerations, and this new facility may divert gahfal amounts of their time. We may not
be able to maintain control over product qualitglieery schedules, manufacturing yields and céatsthermore, the costs related to having
excess capacity have in the past and may in theefaontinue to have an adverse impact on our gnasgins and operating results.

We manage a local workforce that may subject uedalatory uncertainties. Changes in the labor lafathe PRC could increase the
cost of employing the local workforce. The increhselustrialization of the PRC, as well as genecalnomic and political conditions in the
PRC, could also increase the price of local laB@her of these factors could negatively impactdhst savings we currently enjoy from hav
our manufacturing facility in the PRC.

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

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

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

In the future, some of our net sales may be denat@éhin Chinese Renminbi (“RMB”). The Chinese goweent controls the
procedures by which RMB is converted into othereuncies, and conversion of RMB generally requir@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 conversions¢hactions may negatively impact our operationscandt reduce our operating results. In
addition, fluctuations in the exchange rate betwRbIB and U.S. dollars may adversely affect our eges and results of operations as well as
the value of our assets and liabilities. Thesetflations may also adversely affect the comparghifitour period-to-period results. If we decide
to declare dividends and repatriate funds from@hinese operations, we will be required to compithhe 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 repatriatingds from our Chinese operations, which could ablgraffect our financial condition. If
we are able to make dividends and repatriate fénotis our Chinese operations, these dividends wbealdubject to U.S. corporate income tax.
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International turmoil and the threat of future teist attacks, both domestically and internationdiave contributed to an uncertain
political and economic climate, both in the U.Sd gobally, and have negatively impacted the woithweconomy. The occurrence of one or
more of these instabilities could adversely affaat foreign operations and some of our customessippliers, each of which could adversely
affect our net sales. In addition, our failure teghapplicable regulatory requirements or overcoutieiral barriers could result in production
delays and increased turn-around times, which wadlarsely affect our business.

Our international sales are subject to other risidyuding regulatory risks, tariffs and other tedghrriers, 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 consequelteasidition, the U.S. or foreign countries may ietpkent quotas, duties, taxes or other charges
or restrictions upon the importation or exportatidrour products, leading to a reduction in sales profitability in that country.

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

Due to the geographic concentration of our manufatg operations and the operations of certainunfsuppliers, a disruption
resulting from equipment failure, power failuresafity control issues, human error, governmentrigetion or natural disasters, including
earthquakes and floods like those that have stiapln and Thailand, respectively in 2011, coulerinpt or interfere with our manufacturing
operations and consequently harm our business)dialcondition and results of operations. Suchugisons would cause significant delays in
shipments of our products and adversely affecoperating results.

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

We are subject to various and frequently changiri federal, state and local and foreign governadéamvs and regulations relating
to the protection of the environment, includinggb@overning the discharge of pollutants into thard water, the management and disposal
of hazardous substances and wastes, the cleamopmtaiminated sites and the maintenance of a salglase. In particular, some of our
manufacturing processes may require us to handlelapose of hazardous materials from time to tioe.example, in the past our
manufacturing operations have used lead-basedrdaltiee assembly of our products. Today, we uad-feee soldering technologies in our
manufacturing processes, as this is required f@iymts 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 regateti These laws and regulations also could reguite incur significant costs to remain in
compliance.

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

Section 404 of the Sarbanes-Oxley Act of 2002 aedtiles and regulations of the SEC, which we ctillely refer to as Section 404,
require us to evaluate our internal controls oirgarfcial reporting to allow management to reporthwse internal controls as of the end of ¢
year. Effective internal controls are necessaryfoto produce reliable financial reports and ampdrtant in our effort to prevent financ
fraud. In the course of our Section 404 evaluatisresmay identify conditions that may result inrsfggant deficiencies or material weaknesses
and we may conclude that enhancements,
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modifications or changes to our internal contrats@ecessary or desirable. Implementing any sudtersavould divert the attention of our
management, could involve significant costs, ang megatively impact our results of operations.

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

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

We have in the past expanded our operations, hmttedtically and internationally. Any future growttay strain our resources,
management information and telecommunication systamd operational and financial controls. To marfature growth effectively,
including the expansion of volume in our manufacigifacility in the PRC, we must be able to imprarel expand our systems and controls.
We may not be able to do this in a timely or cd&ative manner, and our current systems and ctsnitnay not be adequate to support our
future operations. In addition, our officers hagtatively limited experience in managing a rapigigwing business or a public company. As a
result, they may not be able to provide the guidamecessary to manage future growth or maintauréunarket position. Any failure to
manage our growth or improve or expand our exissiyggems and controls, or unexpected difficultiedding so, could harm our business.

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

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

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

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

« insufficient increases in net sales to offset insezl expenses associated with acquisitions orrachjcompanies;

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

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

«  entering markets in which we have no or limitedemignce and in which competitors have stronger ptgrksitions; and

« the potential loss of key employees of the acquiadpanies.

63




Table of Contents

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

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

We have incurred debt under our credit facility #ewin loans with Silicon Valley Bank. Incurring defould have material
consequences, such as:

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

e increasing our vulnerability to adverse economid exdustry conditions;

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

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

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

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

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

We hold an investment in an auction rate secuhigy bhas failed, or may in the future fail, its aoiet An auction failure means that the
parties wishing to sell their securities could dotso. As a result of failed auctions, our abilayliquidate and fully recover the carrying value
of our investment in the near term may be limiteshat exist. If the issuer of this investment isble to close future auctions and its credit
rating deteriorates, we may in the future be reguto record an impairment charge on this investnWe also may be required to wait until
market stability is restored for this investmentatil the final maturity of the underlying notep(to 30 years) to realize our investment’s cost
value.
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Risks related to our common stock

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

We have entered into a Sales Agreement with Asesh@apital Markets, LLC (“Ascendiant”), for thefef and sale of up to $10
million in aggregate amount of our shares from titmé&me through Ascendiant, as our sales agemsuamt to an effective Registration
Statement on Form S-3. Ascendiant is not requesll any specific number or dollar amount ofrgsaf 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 anysn@ermitted by law and deemed to be an “at thé&etaoffering as defined in Rule 415 of
the Securities Act of 1933, as amended, and wilkgally be made by means of brokers’ transactionthe NASDAQ Global Market or
otherwise at market prices prevailing at the tirhsade, or as otherwise agreed with Ascendiant.

As of March 31, 2012 we have sold 1,734,300 shauesuant to the Sales Agreement at a weighted geesales price of $3.15, net of
commissions, including 1,036,830 shares in thestmmenths ended March 31, 2012 at a weighted ave@ge price of $3.45 per share. We
may terminate the Sales Agreement at any timewilliterminate once proceeds of $10 million haeeb raised. Whether we choose to effect
future sales under the at-the-market program weiflehd upon a variety of factors, including, amotigis, market conditions and the trading
price of our common stock relative to other soufesapital. The issuance from time to time ofsta@ew shares of common stock through
at-themarket program or in any other equity offeringtlue perception that such sales may occur, could btz effect of depressing the ma
price of our common stock

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

As of April 17, 2012, approximately 18.8% of ourtstanding common stock was held by affiliates,tidahg 18.6% held by Chun K.
Hong, our chief executive officer and chairman of board of directors. As a result, Mr. Hong has ability to exert substantial influence over
all matters requiring approval by our stockhold@rsluding the election and removal of directord amy proposed merger, consolidation or
sale of all or substantially all of our assets atiter corporate transactions. This concentratioroofrol could be disadvantageous to other
stockholders with interests different from thosévisf Hong and our other executive officers and clives. For example, our executive officers,
directors and principal stockholders could delapmvent an acquisition or merger even if the taatien 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 companittsstockholders that have the ability to exezdggnificant control.
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Anti- takeover provisions under our charter documents andelaware law could delay or prevent a change of ntrol and could also limit
the market price of our stock.

Our certificate of incorporation and bylaws contpivisions that could delay or prevent a changeoatrol of our company or
changes in our board of directors that our stodkdrsl might consider favorable. In addition, thesevisions could limit the price that investors
would be willing to pay in the future for sharesoafr common stock. The following are examples ofvgions which are included in our
certificate of incorporation and bylaws, each asaded:

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

»  stockholder action by written consent is prohibited

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

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

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

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

Our common stock has been publicly traded sinceeNer 2006. The price of our common stock andrddirtg volume of our

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

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

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

» the availability and level of research coveragarad market making in our common stock;

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

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

« general financial and other market conditions; and
e changing and recently volatile domestic and intéonal economic conditions.
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In addition, shares of our common stock and thdipsbock markets in general, have experienced,maag continue to experience,
extreme price and trading volume volatility. Thélsetuations may adversely affect the market pdteur common stock and a shareholders
ability to sell their shares into the market at desired time or at the desired price.

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

Item 2. Unregistered Sales of Equity Securities and Use Bfoceeds

Issuer Purchases of Equity Securities

Total Number of Maximum Number

Total Shares Purchased of Shares that May

Number of Average as Part of Yet Be Purchased

Shares Price Paid Publicly Under the Plans or
Purchased (1) per Share Announced Plans Programs

January 1, 201- January 28, 201 —
January 29, 201- February 25, 201 —
February 26, 201- March 31, 201: 13,43

13,43:

3.5¢ — —
3.5¢ — —

AR A &H

(1) Represents shares repurchased for paymentldfiolding taxes upon vesting of certain restrictegatk grants.
Item 5. Other Information

In the three months ended March 31, 2012, we redaivoss proceeds of approximately $3,704,000 ehgdnoceeds of approximate
$3,574,000 raised through the sale of 1,036,83feshaf our common stock pursuant to our sales aggrewith Ascendiant. The shares were
sold to the public at a price equal to the curreatket price in an “at-the-market” offering as defil under Rule 415 of the Securities Act of
1933, and are made under our effective shelf mragish statement previously filed with the SEC. Wé&d commissions of 3.5%, or
approximately $130,000, to Ascendiant in connectiith these sales.
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Item 6. Exhibits

Exhibit

Number Description of Document

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

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

10.1(2) Amendment to Loan Documents entered into as of 14Ry2012, by and between Silicon Valley Bank andisteInc., a
Delaware Corporatior

10.2(3)# Stock Option Agreement dated January 20, 2012gtowns to purchase 150,000 shares of the Regi’s common stoc
awarded to Gerard Ye

31.1(2) Certification of Chief Executive Officer pursuantRule 13-14(a) and Rule 1!-14(a) of the Securities Exchange Act,
Amended.

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

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

101.INS(5) XBRL Instance Documer

101.SCH(5] XBRL Taxonomy Extension Schema Docum

4

101.CAL(5) XBRL Taxonomy Extension Calculation Linkbase Docuntr

101.LAB(5) XBRL Taxonomy Extension Label Linkbase Docum

101.PRE(S XBRL Taxonomy Extension Presentation Linkbase Doent

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

#

)

)
@)

(4)

()

Management contract or compensatory plan or arraege

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

Filed herewith.

Incorporated by reference to Exhibit 10.9 of oumAal Report on Form 10-K for the fiscal year enBedember 31, 2011, filed with
the Securities and Exchange Commission on Feb2&r2012.

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

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

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

the undersigned thereunto duly authorized.

Date: May 15, 201.

NETLIST, INC.
a Delaware corporatic
(Registrant

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

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

Exhibit

Number Description of Document

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

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

10.1(2) Amendment to Loan Documents entered into as of 14Ry2012, by and between Silicon Valley Bank andisteInc., a
Delaware Corporatior

10.2(3)# Stock Option Agreement dated January 20, 2012gtowns to purchase 150,000 shares of the Regi’s common stoc
awarded to Gerard Ye

31.1(2) Certification of Chief Executive Officer pursuantRule 13-14(a) and Rule 1!-14(a) of the Securities Exchange Act,
Amended.

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

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

101.INS(5) XBRL Instance Documer

101.SCH(5] XBRL Taxonomy Extension Schema Docum
101.CAL(5) XBRL Taxonomy Extension Calculation Linkbase Docuntr
101.LAB(5) XBRL Taxonomy Extension Label Linkbase Docum

101.PRE(S XBRL Taxonomy Extension Presentation Linkbase Doent

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

# Management contract or compensatory plan or arraege

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

(2) Filed herewith.

(3) Incorporated by reference to Exhibit 10,9 of oumAal Report on Form 10-K for the fiscal year enBedember 31, 2011, filed with
the Securities and Exchange Commission on Feb2&r2012.

(4) The information in Exhibit 32 shall not be deeméted” for purposes of Section 18 of the Securitteschange Act of 1934, as
amended, (the “Exchange Act”), or otherwise subjedhe liabilities of that section, nor shall thegy deemed incorporated by
reference in any filing under the Securities AcfleB3, as amended, or the Exchange Act (includirggReport), unless Netlist, Inc.
specifically incorporates the foregoing informatiato those documents by reference.

(5) Furnished herewith. In accordance with Rule 406Regulation S-T, the information in these exhilsitsall not be deemed to be
“filed” for purposes of Section 18 of the Secustiend Exchange Act of 1934, or otherwise subjetiability under that section, and
shall not be incorporated by reference into anystegtion statement or other document filed untler$ecurities Act of 1933, excep
expressly set forth by specific reference in stilingf
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Exhibit 10.1
AMENDMENT TO LOAN DOCUMENTS
THIS AMENDMENT TO LOAN DOCUMENTS (this “Amendment”) is entered into as of May 14120by and between SILICON

VALLEY BANK (“Bank” or “Silicon”) and NETLIST, INC., a Delaware corporation (“Borrower”). Borroweckief executive office is
located at 51 Discovery, Suite 150, Irvine, CA 9261

RECITALS
A. Bank and Borrower are parties to tleatain Loan and Security Agreement with an Effec@@ate of October 31, 2009 (as
amended, modified, supplemented or restated, tbarflAgreement”) in effect between Bank and Borrower
B. Bank has extended credit to Borrowetthe purposes permitted in the Loan Agreement.
C. Bank has agreed to so amend the Loaaéehgent, but only to the extent, in accordance thighterms, subject to the

conditions and in reliance upon the representatmuswarranties set forth below.
AGREEMENT

NOW, THEREFORE, in consideration of the foregoing recitals and oth@od and valuable consideration, the receiptatetjuacy
of which is hereby acknowledged, and intendingdddgally bound, the parties hereto agree as fallow

1. Definitions. Capitalized terms used but not defined in thiseshidment shall have the meanings given to themei.dan
Agreement.
2. Amendments to Loan DocumentsThe Loan Agreement is amended as follows, effedivéhe date hereof (except where

a different effective date is specified below):

2.1 Modified Letters of Credit Sublimit. Section 2.1.2 of the Loan Agreement is herebyrated in its entirety to
read as follows:

2.1.2 Letters of Credit Sublimit. [Omitted].

2.2 Modified Foreign Exchange Sublimit. Section 2.1.3 of the Loan Agreement is herebyrated in its entirety to
read as follows:

2.1.3 Foreign Exchange Sublimit.[Omitted].

2.3 Modified Cash Management Services Simit. Section 2.1.4 of the Loan Agreement is herebyrated in its
entirety to read as follows:

2.1.4 Cash Management Services SublimitfOmitted].

1




2.4 Modified Overall Aggregate Sublimit. Section 2.1.5 of the Loan Agreement is herebyrated in its entirety to
read as follows:

2.15 Overall Aggregate Sublimit. [Omitted].

25 Modification of Term Loan and Term Loa Il. Section 2.1.6 and Section 2.1.7 of the Loan Agregrage hereby
deleted and replace with the following which shafid as follows:

2.1.6 Term Loan.

(@) Availability. On the May 2012 Amendment Effective Date, Bamidlsmake one (1) term loan
available to Borrower in an amount up to the Temmah. Amount, subject to the satisfaction of the teamd
conditions of this Agreement.

(b) Interest Only Interest only on the Term Loan shall be paidl iINdvember 30, 2012.

(c) Repayment Beginning on December 1, 2012, Borrower shgayethe Term Loan in (i) thirtgix
(36) equal installments of principal, plus (ii) nibly payments of accrued interest (the “Term LoagrRent”).
Beginning on December 1, 2012, each Term Loan Payeiall be payable on the first day of each month.
Borrower’s final Term Loan Payment, due on the Téxan Maturity Date, shall include all outstandprincipal
and accrued and unpaid interest under the Term.Loan

2.6 Addition of Letters of Credit Bank Sevices. The following is hereby added as Section 2.1.hefltoan
Agreement and shall read as follows:

2.1.7 Letters of Credit.

(@) The Dollar Equivalent of the aggregfaice amount of outstanding Letters of Creditl(iding
drawn but unreimbursed Letters of Credit and anyelref Credit Reserve) may not exceed $3,000,800(Letter
of Credit Limit ). Through the Revolving Line Maturity Date, Bankil grant Letters of Credit up to the Letter of
Credit Limit upon the request of Borrower, as cominated by Borrower through Borrower’s submissiéthe
Bank’s standard Application and Letter of Creditrégment (the Letter of Credit Application ”).
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(b) All Letters of Credit shall be in forand substance acceptable to Bank in its soleafisn and
shall be subject to the terms and conditions oL#téer of Credit Application. Borrower agreeseteecute any
further documentation in connection with the Ledtef Credit as Bank may reasonably request. Bardurther
agrees to be bound by the regulations and intexfiwes of the issuer of any Letters of Credit gntieal by Bank an
opened for Borrower’s account or by Bank’s intetatiens of any Letter of Credit issued by BankBarrower’s
account, and Borrower understands and agrees #mdt $hall not be liable for any error, negligeraremistake,
whether of omission or commission, in following Bower’s instructions or those contained in the éwstiof Credit
or any modifications, amendments, or supplemermiseth.

(c) The obligation of Borrower to immetdily reimburse Bank for drawings made under Letbérs
Credit shall be absolute, unconditional, and ircalde, and shall be performed strictly in accoreéanith the terms
of this Agreement, such Letters of Credit, andltbger of Credit Application.

(d) Borrower may request that Bank isauetter of Credit payable in a Foreign Currentfya
demand for payment is made under any such Lett€radit, Bank shall treat such demand as an Advemce
Borrower of the Dollar Equivalent of the amountr@f (plus fees and charges in connection theresvitih as wire,
cable, SWIFT or similar charges).

(e) To guard against fluctuations in eagy exchange rates, upon the issuance of anyr loft@redit
payable in a Foreign Currency, Bank shall createsarve (the Letter of Credit Reserve”) under the Revolving
Line in an amount equal to ten percent (10%) offtiee amount of such Letter of Credit. The amarhe Letter o
Credit Reserve may be adjusted by Bank from tirmtare to account for fluctuations in the exchangter The
availability of funds under the Revolving Line dia reduced by the amount of such Letter of Criedgerve for as
long as such Letter of Credit remains outstanding.

® If, on the Revolving Line Maturitydde (or the effective date of any termination s th
Agreement), there are any outstanding Letters eflifrthen on such date Borrower shall provide aniBcash
collateral in an




2.7

2.8

amount equal to 105% (110% if the Letter of Crésdldenominated in a currency other than U.S. Dg)laf the
Dollar Equivalent of the face amount of all suchitees of Credit plus all interest, fees, and cdsts or to become
due in connection therewith (as estimated by Baritsigood faith business judgment), to securefate
Obligations relating to such Letters of Credit.

Modified Overadvances.Section 2.2 of the Loan Agreement is hereby ameéiil its entirety to read as follows:

2.2 Overadvances If, at any time, the outstanding principal amboiany Advances exceeds the lesser of
either the Maximum Revolver Amount or the BorrowBgse (such excess being a@veradvance”), Borrower
shall immediately pay to Bank in cash such Overadga Without limiting Borrower’s obligation to rap Bank any
amount of the Overadvance, Borrower agrees to @ek Bhterest on the outstanding amount of any Qilxenace, or
demand, at the Default Rate.

Modified Interest Rate.Section 2.3(a) of the Loan Agreement is hereby aleénn its entirety to read as follows:
€)) Interest Rate

0] Advances Subject to Section 2.3(b), the principal amauutstanding under the Revolving Line
shall accrue interest at a per annum rate equbktéollowing: (i) at all times that a Streamlinerfd is in effect, on
and one-quarter of one percentage points (1.25%)eathe Prime Rate; and (i) at all times thatr@&tnline Period
is not in effect, two and one-quarter of one petaga points (2.25%) above the Prime Rate; whidtrést shall be
payable monthly in accordance with Section 2.3¢fpty.

(i) Term Loan Subject to Section 2.3(b), the principal amaautstanding under the Term Loan
shall accrue interest at a per annum rate equald@nd one-half percentage points (2.50%) aboed’time Rate,
which interest shall be payable monthly in accooganith Section 2.3(f) below.
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read as follows:

follows

as follows:

2.9

2.10

2.11

Modified Unused Revolving Line FeeSection 2.4(d) of the Loan Agreement is hereby atadnn its entirety to

(d) Unused Revolving Line Facility Fed\ fee (the “Unused Revolving Line Facility Fe€), payable
quarterly, in arrears, on a calendar year basaniamount equal to 0.50% per annum of the averagsed portion
of the Revolving Line. The unused portion of thevBlving Line, for purposes of this calculationaklequal the
difference between (x) the Maximum Revolver Amo(at it may be modified from time to time) and (y¢ taverag
for the period of the daily closing balance of Bevolving Line outstanding. Borrower shall notdsgitled to any
credit, rebate or repayment of any Unused Revolling Facility Fee previously earned by Bank purdua this
Section notwithstanding any termination of the Aggnent, or suspension or termination of Barnbligation to mak
loans and advances hereunder, including duringSargamline Period; and

Modified Anniversary Fee.Section 2.4(g) of the Loan Agreement is hereby atedrin its entirety to read as

(9) Anniversary FeeA fully earned, non-refundable fee equal to @658f the Maximum Revolver Amount,
on September 30, 2012 and on September 30 of eachthereafter (exclusive of the Revolving Line Mday Date);
and if this Agreement is terminated prior to SegienB0 of any given year, either by Borrower or BaBorrower
shall pay the Anniversary Fee that would be duS&eptember 30 of such given year to Bank in additioany
Termination Fee.

Modified Grant of Security Interest. Section 4.1 of the Loan Agreement is hereby ameirdéd entirety to read

4.1 Grant of Security Interest. Borrower hereby grants Bank, to secure the payaesh performance in full
of all of the Obligations, a continuing securityarest in, and pledges to Bank, the Collateral,reNwr located,
whether now owned or hereafter acquired or arisimg, all proceeds and products thereof.

Borrower acknowledges that it previously has emteaad/or may in the future enter, into Bank Sexsidgreements
with Bank. Regardless of the terms of any BankiSes Agreement, Borrower agrees that any amouoto&er
owes Bank thereunder shall be deemed to be Oldigmtiereunder and that it is the intent of Borroaret Bank to
have all such Obligations secured by




the first priority perfected security interest iretCollateral granted herein (subject only to PaediLiens that may
have superior priority to Bank’s Lien in this Agraent).

If this Agreement is terminated, Basi.ien in the Collateral shall continue until thbli@ations (other than inchoa
indemnity obligations) are satisfied in full, antdsach time, Bank shall, at Borrower’s sole cost erpense,
terminate its security interest in the Collaterad all rights therein shall revert to Borrower. the event (x) all
Obligations (other than inchoate indemnity obligasi), except for Bank Services, are satisfied lin énd (y) this
Agreement is terminated, Bank shall terminate #wisty interest granted herein upon Borrower piimg cash
collateral acceptable to Bank in its good faithibess judgment for Bank Services, if any.

2.12 Modified Language in Priority of Secuty Interest. The following language in Section 4.2 of the Loagrdemer
is hereby deleted (due to the modification in Sec#.1 of the Loan Agreement above):

If this Agreement is terminated, Basi.ien in the Collateral shall continue until thbli@ations (other than inchoa

indemnity obligations) are repaid in full in casipon payment in full in cash of the Obligationglat such time as
Bank’s obligation to make Credit Extensions hamtirated, Bank shall, at Borrower’s sole cost angease, release
its Lien in the Collateral and all rights therelra8l revert to Borrowers.

2.13 Modified Financial CovenantsSection 6.9(b) of the Loan Agreement is hereby atedrin its entirety to read as
follows, effective as of the May 2012 Amendmentegffve Date:

(b) Tangible Net Worth A Tangible Net Worth of at least1$,000,000 (“Minimum Tangible Net Worth”)
plus (i) 50% of all consideration received aftez thate hereof for equity securities and subordihdébt of the
Borrower, plus (ii) 50% of the Borrower’s net incerim each fiscal quarter ending after the datediericreases in
the Minimum Tangible Net Worth based on considerateceived for equity securities and subordinatsat of the
Borrower shall be effective as of the end of thenthan which such consideration is received, arallstontinue
effective thereafter. Increases in the Minimum TialegNet Worth based on net income shall be effeabn the last
day of the fiscal quarter in




2.14

which said net income is realized, and shall cargtiaffective thereafter. In no event shall the khinim Tangible Ne
Worth be decreased.

Modified Remedy Regarding Letters of G&dit. Section 9.1(c) of the Loan Agreement is hereby atednn its

entirety to read as follows:

2.15

(©) for any Letters of Credit, demandttBarrower (i) deposit cash with Bank in an amoequal to 105%
(110% if the Letter of Creditor is denominated iouarency other than U.S. Dollars) of the Dollaukglent of the
aggregate face amount of all Letters of Credit ieing undrawn (plus all interest, fees, and cosis dr to become
due in connection therewith (as estimated by Baritsigood faith business judgment)), to securefathe
Obligations relating to such Letters of Creditca#iateral security for the repayment of any futdrawings under
such Letters of Credit, and Borrower shall forthwdeposit and pay such amounts, and (i) pay irade all letter
credit fees scheduled to be paid or payable owerahaining term of any Letters of Credit;

Modified Remedy Regarding FX ContractsSection 9.1(d) of the Loan Agreement is hereby atedrn its

entirety to read as follows:

2.16

(d) terminate any FX Contracts;
Modified Termination FeeSection 12.1 of the Loan Agreement is hereby aneidés entirety to read as follov

12.1 Termination Prior to Revolving Line Maurity Date . On the Revolving Line Maturity Date or on any
earlier effective date of termination, Borrower lspay and perform in full all Obligations, whethevidenced by
installment notes or otherwise, and whether oratiair any part of such Obligations are otherwtsentdue and
payable. This Agreement may be terminated pridéhéoRevolving Line Maturity Date by Borrower, effeve three
(3) Business Days after written notice of termioatis given to Bank. Notwithstanding any such teation, Banks
lien and security interest in the Collateral arlcdb&Bank’s rights and remedies under this Agreenséall continue
until Borrower fully satisfies its Obligations. $fich termination is at Borrower’s election, or anR's election due
the occurrence and continuance of an Event
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of Default, Borrower shall pay to Bank, in addititmthe payment of any other expenses or feesdhang, a
termination fee in an amount equal to 2.0% of thexivhum Revolver Amount if termination occurs orbefore the
date that is one year prior to the Revolving Linatiftity Date, and 1.0% of the Maximum Revolver Ambif
termination occurs after the date that is one peiar to the Revolving Line Maturity Date; providéuat no
termination fee shall be charged if the creditlfgchereunder is replaced with a new facility framother division ¢
Silicon Valley Bank.

2.17 Modified Survival Provision. Section 12.9 of the Loan Agreement is hereby amg:idés entirety to read as
follows:

12.9 Survival. All covenants, representations and warrantiedenia this Agreement continue in full force until
this Agreement has terminated pursuant to its temasall Obligations (other than inchoate indembplijigations

and any other obligations which, by their terms, tarsurvive the termination of this Agreement)daeen paid in
full and satisfied. Without limiting the foregoingxcept as otherwise provided in Section 4.1gtlaat of security
interest by Borrower in Section 4.1 shall surviveilithe termination of all Bank Services AgreensenThe

obligation of Borrower in Section 12.3 to indemnife Indemnified Persons shall survive until adtstes of
limitation with respect to the Claims, losses argemises for which indemnity is given shall have. run

2.18 Added Definitions Pertaining to the MayY012 Amendment. The following definitions are hereby added to
Section 13.1 of the Loan Agreement, in alphabeticdér, and shall read as follows:

“May 2012 Amendment” is that certain Amendment to Loan Documents betvBsamnower and Bank and dated
approximately May 14, 2012.

“May 2012 Amendment Effective Date”is as defined in the May 2012 Amendment.
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2.19 Modified Definition of Eligible Accouns Regarding Foreign Billed Accounts.Subclause (d) of the definition of
“Eligible Accounts” (identifying what does not cditste an Eligible Account) set forth in Section.1®f the Loan Agreement is hereby
amended in its entirety to read as follows:

(d) Accounts payable outside of the Whiftates; Accounts billed outside of the Unitegt&t unless (i) such
billed Accounts are collected by Borrower at itsitdd States headquarters and (ii) such collectimagemitted to
the lockbox provided for in Section 6.3(c) of thigreement or Borrower’s cash collateral accountntaémed with
Bank;

2.20 Modified Definition of Eligible Accouns Regarding Concentration Limit. Subclause (h) of the definition of
“Eligible Accounts” (identifying what does not cditate an Eligible Account) set forth in Section. 1®f the Loan Agreement is hereby
amended in its entirety to read as follows:

(h) Accounts of Borrower owing from anddeint Debtor, including Affiliates, whose total @ations to
Borrower exceed forty percent (40%) (such percentdge “Concentration Limit”) of all Eligible Accats, to the
extent of amounts that exceed that percentagessiBank approves in writing; providetiowever, that such
Concentration Limit will not apply to Accounts thete covered in full by credit insurance satisfacto Bank;

2.21 Modified Definition of Revolving Line Maturity Date. The definition of Revolving Line Maturity Datetderth
in Section 13.1 of the Loan Agreement is herebyratad in its entirety to read as follows:

“ Revolving Line Maturity Date ” September 30, 2014.

2.22 Modified Definitions Pertaining to theTerm Loan. The following definitions, set forth in SectioB.1 of the
Loan Agreement, are hereby amended in their eptioetead as follows:

“Term Loan” is a loan made by Bank pursuant to the terms afi@&e2.1.6 hereof.

“Term Loan Amount” is an amount equal to Three Million Five Hundrediisand Dollars ($3,500,000).

“ Term Loan Maturity Date " is the earlier of the following dates: (i) Octaliet, 2015 [the date that is forty-two
months from the date of the May 2012 Amendmen}]ii{e Revolving Line Maturity Date or (iii) the thathis
Agreement terminates by its terms or is terminétgdither party in accordance with its terms.

“ Term Loan Payment” is defined in Section 2.1.6(c).
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2.23 Deleted Definitions Pertaining to Terrhoan Il. The following defined terms, set forth in Sectith1 of the
Loan Agreement, are hereby deleted:

“Term Loan II”

“Term Loan Il Amount”

“ Term Loan Il Maturity Date
“Term Loan Il Payment”

2.24 Modified or Added Definitions Pertainimg to Deletion of Letters of Credit Sublimit, Foreigh Exchange
Sublimit and Cash Management Services SublimitThe following definitions are hereby modified irr,added to, Section 13.1 of the Loan
Agreement, in alphabetical order, and shall reailéswvs:

“ Availability Amount " is (a) the lesser of (i) the Maximum Revolver Amban(ii) the amount available under t
Borrowing Base minus (b) the outstanding principalance of any Advances.

“ Bank Services’ are any products, credit services, and/or finaheccommodations previously, now, or hereafter
provided to Borrower or any of its SubsidiariesBank or any Bank Affiliate, including, without lit@tion, any
letters of credit, cash management services (ifrogydvithout limitation, merchant services, dirdeposit of payroll
business credit cards, and check cashing servioésjest rate swap arrangements, and foreign egehservices as
any such products or services may be identifieBlank’s various agreements related thereto (eatiBamk

Services Agreement).

“ Credit Extension” is any Advance, Term Loan or any other extensibaredit by Bank for Borrower’s benefit.

“ FX Contract ” is any foreign exchange contract by and betweendver and Bank under which Borrower
commits to purchase from or sell to Bank a speeaifimunt of Foreign Currency on a specified date.

“ Letter of Credit " is a standby or commercial letter of credit is$lay Bank upon request of Borrower based upon
an application, guarantee, indemnity, or similaieagnent.

“ Loan Documents” are, collectively, this Agreement, the Perfect@artificate, the IP Security Agreements, any
Bank Services Agreement, any subordination agreemen
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any note, or notes or guaranties executed by Barewany Guarantor, and any other present ordéuagreement
Borrower and/or any Guarantor with or for the bé&refBank, all as amended, restated, or otherwisdified.

“ Obligations ” are Borrower’s obligation to pay when due anytdeprincipal, interest, Bank Expenses, and other
amounts Borrower owes Bank now or later, whetheleuthis Agreement, the Loan Documents, or othexwis
including, without limitation, any interest accrgiafter Insolvency Proceedings begin and debtsilitias, or
obligations of Borrower assigned to Bank, and tedggmance of Borrower’s duties under the Loan Doents.

2.25 Deleted Definitions Pertaining to Deletn of Letters of Credit Sublimit, Foreign ExchangeSublimit and Cash
Management Services Sublimit.The following defined terms, set forth in Sectidhllof the Loan Agreement, are hereby deleted:

“ Cash Management Service$
“FX Business Day”
“ FX Forward Contract ”
“ FX Reduction Amount”
“ FX Reserve’
“ Settlement Date”
3. Limitation of Amendments.

3.1 The amendments set forth$ection 2, above, are effective for the purposes set fogtiein and shall be limited
precisely as written and shall not be deemed tbéa consent to any amendment, waiver or modificatf any other term or condition of any
Loan Document, or (b) otherwise prejudice any rightemedy which Bank may now have or may havéénftiture under or in connection
with any Loan Document.

3.2 This Amendment shall be construed in connectioh aitd as part of the Loan Documents and all tecorgditions,
representations, warranties, covenants and agresmetforth in the Loan Documents (as amendetiibyAimendment, as applicable) are

hereby ratified and confirmed and shall remairuilhfbrce and effect.
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4, Representations and Warranties.To induce Bank to enter into this Amendment, Baer hereby represents and warrants
to Bank as follows:

4.1 Immediately after giving effect to this Amendme(at) the representations and warranties containgtkihoan
Documents are true, accurate and complete in daénahrespects as of the date hereof (excepte@xtent such representations and warranties
relate to an earlier date, in which case theyrareand correct as of such date, or except aswaigepreviously disclosed in writing by
Borrower to Bank), and (b) no Event of Default basurred and is continuing;

4.2 Borrower has the power and authority to executedstider this Amendment and to perform its obligas under th
Loan Documents, as amended by this Amendment;

4.3 The organizational documents of Borrower deliveaeBank on the Effective Date remain true, accuaate
complete and have not been otherwise amended,esuppted or restated and are and continue to hal fiofce and effect;

4.4 The execution and delivery by Borrower of this Amderent and the performance by Borrower of its olbidyes
under the Loan Documents, as amended by this Amentjmave been duly authorized,;

4.5 The execution and delivery by Borrower of this Amderent and the performance by Borrower of its olbidyes
under the Loan Documents, as amended by this Amengrdo not and will not contravene (a) any lawegiulation binding on or affecting
Borrower, (b) any contractual restriction with a$& binding on Borrower, (c) any order, judgmendecree of any court or other
governmental or public body or authority, or suliglin thereof, binding on Borrower, or (d) the argational documents of Borrower;

4.6 The execution and delivery by Borrower of this Arderent and the performance by Borrower of its obiiges
under the Loan Documents, as amended by this Amengmo not require any order, consent, approianse, authorization or validation of,
or filing, recording or registration with, or exetigm by any governmental or public body or authgritr subdivision thereof, binding on either
Borrower, except as already has been obtained denzend

4.7 This Amendment has been duly executeddafidered by Borrower and is the binding obligataf Borrower,
enforceable against Borrower in accordance witkeitsis, except as such enforceability may be lisnitg bankruptcy, insolvency,
reorganization, liquidation, moratorium or othanar laws of general application and equitablegiples relating to or affecting creditors’
rights.
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5. Release by Borrower Borrower hereby agree as follows:

5.1 FOR GOOD AND VALUABLE CONSIDERATION , Borrower hereby forever relieves, releases, aschdrges
Bank and its present or former employees, officdirgctors, agents, representatives, attorneyseaol of them, from any and all claims, de
liabilities, demands, obligations, promises, aatgeements, costs and expenses, actions and cdaszti®n, of every type, kind, nature,
description or character whatsoever, whether knosumknown, suspected or unsuspected, absolutentingent, arising out of or in any
manner whatsoever connected with or related t@ faotcumstances, issues, controversies or claxistirgy or arising from the beginning of
time through and including the date of executiothig Amendment (collectively Released Claims). Without limiting the foregoing, the
Released Claims shall include any and all liak#itor claims arising out of or in any manner whaigo connected with or related to the Loan
Documents, the Recitals hereto, any instrumentgeagents or documents executed in connection wigtofithe foregoing or the origination,
negotiation, administration, servicing and/or enémnent of any of the foregoing.

5.2 In furtherance of this release, Borroeepressly acknowledges and waives any and allgightler Section 1542 of
the California Civil Code, which provides as follsw

“A GENERAL RELEASE DOES NOT EXTEND TO CLAIMS WHICH THE CREDITOR DOES NOT KNOW OR
EXPECT TO EXIST IN HIS OR HER FAVOR AT THE TIME OF EXECUTING THE RELEASE, WHICH IF
KNOWN BY HIM OR HER MUST HAVE MATERIALLY AFFECTED H IS OR HER SETTLEMENT WITH THE
DEBTOR.” (Emphasis added.)

5.3 By entering into this release, Borrower recognibad no facts or representations are ever absplogtain and it
may hereafter discover facts in addition to oreafiht from those which it presently knows or bedieto be true, but that it is the intention of
Borrower hereby to fully, finally and forever settind release all matters, disputes and differekoesvn or unknown, suspected or
unsuspected; accordingly, if Borrower should subsetly discover that any fact that it relied upprentering into this release was untrue, or
that any understanding of the facts was incoriatrower shall not be entitled to set aside thisage by reason thereof, regardless of any
claim of mistake of fact or law or any other circstances whatsoever. Borrower acknowledges thanibt relying upon and has not relied
upon any representation or statement made by Bahkr@spect to the facts underlying this releaswithn regard to any of such party’s rights
or asserted rights.

5.4 This release may be pleaded as a full and comgéfense and/or as a cross-complaint or countercgmnst any
action, suit, or other proceeding that may betintstd, prosecuted or attempted in breach of thésse. Borrower acknowledges that the reli
contained herein constitutes a material inducerneeBank to enter into this Amendment, and that Baokld not have done so but for Bank’s
expectation that such release is valid and enfbiedn all events.
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5.5 Borrower hereby represents and warrants to BarkkBamk is relying thereon, as follows:

€) Except as expressly stated in this Amendment, @eBlank nor any agent, employee or representafive o
Bank has made any statement or representationrtoBer regarding any fact relied upon by Borroweentering into this Amendment.

(b) Borrower has made such investigation of the faetsaming to this Amendment and all of the matters
appertaining thereto, as it deems necessary.

(c) The terms of this Amendment are contractual andarmoere recital.

(d) This Amendment has been carefully read by Borrother contents hereof are known and understood by
Borrower, and this Amendment is signed freely, atttiout duress, by Borrower.

(e) Borrower represents and warrants that it is the aotl lawful owner of all right, title and interéstand to
every claim and every other matter which it relsaserein, and that it has not heretofore assignémuosferred, or purported to assign or
transfer, to any person, firm or entity any claionsther matters herein released. Borrower shdénmify Bank, defend and hold it harmless
from and against all claims based upon or arisingoinnection with prior assignments or purportesigesnents or transfers of any claims or
matters released herein.

6. Bank ExpensesBorrower shall pay to Bank, when due, all Bank Ehges (including reasonable attorneys’ fees and
expenses), when due, incurred in connection withuosuant to this Amendment.

7. Counterparts. This Amendment may be executed in any numbeoofterparts and all of such counterparts takenthege
shall be deemed to constitute one and the sanrenmsnt.

8. Effectiveness This Amendment shall be deemed effective uppth@due execution and delivery to Bank of this
Amendment by each party hereto and (b) Borrowemigypent of an amendment fee (with respect to thenTearyan) in an amount equal to
$7,500. The above-mentioned fee shall be fullypedrand payable concurrently with the executiondeivery of this Amendment and shall
be non-refundable and in addition to all interest ather fees payable to Bank under the Loan DoatsneBank is authorized to charge such
fees to Borrower’s loan account.

[Remainder of page intentionally left blank; sigmatpage immediately follows.]
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IN WITNESS WHEREOF, the parties hereto have caused this Amendment tlullyeexecuted and delivered as of the date firgtem above.

BANK BORROWER

Silicon Valley Bank NETLIST, INC.

By: /s/Brian Lowry By: /s/Gail Sasak
Name: Brian Lowry Name: Gail Sasak

Title: Relationship Manage Title:  Vice President and Chief Financial Offic




EXHIBIT 31.1

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

[, Chun K. Hong, certify that:
1. I have reviewed this quarterly répor Form 10-Q of Netlist, Inc., a Delaware corgioma (the “Registrant”);

2. Based on my knowledge, this repogsdnot contain any untrue statement of a mat@galr omit to state a material fact
necessary to make the statements made, in lighedafircumstances under which such statementsmwade, not misleading with respect to the
period covered by this report;

3. Based on my knowledge, the finansiatements, and other financial information ineldich this report, fairly present in all
material respects the financial condition, resofteperations and cash flows of the Registrantfaara for, the periods presented in this report;

4, The Registrant’s other certifyindicér and | are responsible for establishing anthtaming disclosure controls and
procedures (as defined in Exchange Act Rules 13a)Hnd 15d-15(e)) and internal control over firnaheporting (as defined in Exchange
Act Rules 13a-15(f) and 15d-15(f)) for the Registrand we have:

a) Designed such disclosure controlsmodedures, or caused such disclosure controlprertedures to be designed
under our supervision, to ensure that materiakinédion relating to the Registrant, including ithsolidated subsidiaries, is made known to us
by others within those entities, particularly dgrithe period in which this report is being prepared

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

C) Evaluated the effectiveness of tlegiBtrant’s disclosure controls and procedurespresented in this report 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 changéhie Registrant’s internal control over financigborting that occurred during
the Registrant’s most recent fiscal quarter (thgi®eant’s fourth fiscal quarter in the case ofammual report) that has materially affected, or is
reasonably likely to materially affect, the Regisit's internal control over financial reporting;dan

5. The Registrant’s other certifyindicér and | have disclosed, based on our most tenexiuation of internal control over
financial reporting, to the Registrant’s auditonsldhe audit committee of the Registrant’s boardiadctors (or persons performing the
equivalent functions):

a) All significant deficiencies and m@ga¢weaknesses in the design or operation of iralezontrol over financial
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 materiht involves management or other employees who aaignificant role in the
Registrant’s internal control over financial repogt

May 15, 2012 /s/ Chun K. Hon¢
Chun K. Hong
President, Chief Executive Officer and ChairmaithefBoarc
(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

[, Gail M. Sasaki, certify that:
1. I have reviewed this quarterly répor Form 10-Q of Netlist, Inc., a Delaware corgioma (the “Registrant”);

2. Based on my knowledge, this repogsdnot contain any untrue statement of a mat@galr omit to state a material fact
necessary to make the statements made, in lighedafircumstances under which such statementsmwade, not misleading with respect to the
period covered by this report;

3. Based on my knowledge, the finansiatements, and other financial information ineldich this report, fairly present in all
material respects the financial condition, resofteperations and cash flows of the Registrantfaara for, the periods presented in this report;

4, The Registrant’s other certifyindicér and | are responsible for establishing anthtaming disclosure controls and
procedures (as defined in Exchange Act Rules 13a)Hnd 15d-15(e)) and internal control over firnaheporting (as defined in Exchange
Act Rules 13a-15(f) and 15d-15(f) for the Registrand we have:

a) Designed such disclosure controlsmodedures, or caused such disclosure controlprerwedures to be designed
under our supervision, to ensure that materiakinédion relating to the Registrant, including ithsolidated subsidiaries, is made known to us
by others within those entities, particularly dgrithe period in which this report is being prepared

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

C) Evaluated the effectiveness of tlegiBtrant’s disclosure controls and procedurespresented in this report 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 changéhie Registrant’s internal control over financigborting that occurred during
the Registrant’s most recent fiscal quarter (thgi®eant’s fourth fiscal quarter in the case ofammual report) that has materially affected, or is
reasonably likely to materially affect, the Regisit's internal control over financial reporting;dan

5. The Registrant’s other certifyindicér and | have disclosed, based on our most tenexiuation of internal control over
financial reporting, to the Registrant’s auditonsldhe audit committee of the Registrant’s boardiadctors (or persons performing the
equivalent functions):

a) All significant deficiencies and m@ga¢weaknesses in the design or operation of iralezontrol over financial
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 materikt involves management or other employees who aaignificant role in the
Registrant’s internal control over financial repogt

May 15, 2012 /s/ Gail M. Sasak
Gail M. Sasak
Vice President and Chief Financial Offic
(Principal Financial Officer




Exhibit 32

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

In connection with the Quarterly Report on FormQ@f Netlist, Inc., a Delaware corporation (“Netljsfor the quarter ended March 31, 2012
(the “Report”), Chun K. Hong, president, chief exte officer and chairman of the board of Netlamd Gail M. Sasaki, vice president and
chief financial officer of Netlist, each hereby tifes, pursuant to 18 U.S.C. Section 1350, as tetbpursuant to Section 906 of the Sarbanes-
Oxley Act of 2002, that, to his or her knowledge:

(1) the Report fully complies with theterements of Section 13(a) of the Securities ErgeaAct of 1934; and

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

May 15, 2012 /s/ Chun K. Hon¢
Chun K. Hong
President, Chief Executive Officer and Chairmathef Boarc
(Principal Executive Officer

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




