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PART |
Item 1. Business of Netlist, Inc.
Overview

We design, manufacture and sell high peréorce memory subsystems for the server, high paediece computing and communications
markets. Our memory subsystems consist of dynaamidam access memory integrated circuits, or DRAB] KLAND and other components
assembled on a printed circuit board, or PCB. Wgaga with our original equipment manufacturer, &M customers from the earliest
stages of new product definition, which providesungjue insight into their full range of systemkitecture and performance requirements.
This close collaboration has also allowed us tcettgya significant level of systems expertise. @leetage a portfolio of proprietary
technologies and design techniques, including iefitcplanar design, alternative packaging techrsgue custom semiconductor logic, to
deliver memory subsystems with high memory densityall form factor, high signal integrity, attraeithermal characteristics and low cost
per bit.

We were incorporated in Delaware in Jun@2&nd commenced operations in September 2000.
Memory Products
DRAM Modules

We offer a comprehensive lineup of DRAM J@emory modules utilizing a wide range of DRAMHh#aologies from legacy Fast
Page/Extended-Data-Out, or FP/EDO, and Synchrob&#&M, or SDRAM, to double-data-rate, or DDR, and RDSDRAM and leading-
edge high performance DDR3 SDRAM devices. Theseutescencompass a broad range of form factors andifuns and more current dual
in-line memory modules, or DIMMs, fully-buffered BMS, or FBDIMMS, small outline dual in-line memoryodules, or SO-DIMMSs, very
low profile, or VLP, DIMMs and mini-DIMMs for spaeeonstrained blade servers, or 1.75 inch thin cdimgservers, and networking
applications. These memory modules come in cordiiums of up to 244 pins and densities of up to 8@® utilize advanced device and
module-level packaging/stacking technologies taeashcost-effective high-density solutions. We alsoommodate custom module designs
based on specific OEM requirements. Our advance® IDR2 and DDR3 memory modules are designed toatgavith high performance
devices available through the extensive use otritatand thermal simulation and modeling. Our DR 2 and DDR3 DIMMs are tested
at-speed on higknd functional testers utilizing comprehensive sesdtes, enabling these modules to meet the strirggeality requirements «
enterprise class systems.

Flash Modules

In 2007, we introduced our Industrial Flasbducts, which are based on state of the artesangd dual channel 32 bit RISC
microcontrollers that meet the requirements ofittakistrial OEM's within the networking, telecom astdrage applications. With product
performance and sustained read across multiple factors such as Compact Flash, our product linkessgned to meet individualized
customer requirements and complements our suillR#fM products.

Selective 2007 Product Focus
4 Rank FBDIMM

FBDIMM technology poses a significant thafrohallenge, especially in higher density DIMM daoghe Advanced Memory Buffer, or
AMB, and the number of DRAM on the module. We haffectively addressed the above challenges by &&weg many of our core-
competencies. The low-power FBDIMM is designed bing a combination of efficient board design, comg selection and a
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cutting-edge thermal engineering. Our FBDIMM desiges the lowest power AMB and a 4-Rank x8 conéiian. A high efficiency heat-
sink effectively dissipates the heat even at highemory system utilization, resulting in high penfiance and reliable memory operation.

We offer power efficient FBDIMM solutions PGB, 4GB and 8GB capacities at speeds up to ROR-6r 800MT/s. In addition to the
thermal engineering, we use a set of sophisticdéstgn techniques such as impedance matching,eddiapacitive loading and built-in air
gaps (to eliminate cross talk and electro-magroetigling) to enable a high performance registerddNDthat delivers up to PC2-6400
performance.

Very Low Profile Registered DIMM

We pioneered the very low profile, or Videsign using proprietary board-stacking technolddpese modules find their applications in
the thin form-factor systems like the Blade Senasrd Telecom equipment. The VLP designs are availebh1GB, 2GB, 4GB, DDR1 and
2GB, 4GB, and 8GB DDR2 RDIMM.

Small Form Factor DIMM

1GB, 2GB and 4GB SO-DIMM are available ag4#CC modules in 200-pin connector form-factore TiGB and 2GB VLP and LP
Mini-RDIMM are also available as ECC modules in 334 connector form-factor. Our small DIMM optiohslp increase the capacities of
the mobile clients, workstation, and communicatgatems at optimal cost.

Flash Memory Cards and Modul

We design and manufacture industrial fla&mory products in a variety of form factors angamities. Our wide range of flash memory
products come in CompaEtash, PC Card, Secure Digital with plans to suppthrer form factors with a USB interface. Our Rasodules at
predominantly used in telecom equipment, printenshedded controller applications, servers, switemgsrouters. Our relationships with
numerous suppliers of flash and controller applicaspecific integrated circuits allow us to ofeewide range of cost-effective products to
our customers.

Technology

We have a portfolio of proprietary techrgis and design techniques and have assembledyareering team with expertise in
semiconductor, printed circuit boards, memory satesy and system design. Our technology competeingikesie:

Very Low Profile Designs. We were the first company to create a 1 gigaby¢mory subsystem in a form factor of less thanioch ir
height. We believe our proprietary board desighnetogy is particularly useful in the rapidly growiblade server market, where efficient
use of motherboard space is critical. Our technplwas allowed us to decrease the system board spgugieed for memory, and improve
thermal performance and operating speeds, by enpblir customers to use alternative methods of oot layout.

Proprietary PCB Designs. We utilize advanced, proprietary techniquesptimize electronic signal strength and integriiyhim a
PCB. These techniques include the use of 8- oag6rlboards, matching conductive trace lengthsinamzed number of conductive
connectors, or vias, and precise load balancingritmng other things, help reduce noise and crédsédveen adjacent traces. In addition, our
proprietary designs for the precise placement tohisubstrate components allow us to assemble membsysiems with significantly smal
physical size, enabling OEMs to develop producth winaller footprints for their customers.
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Planar Design. Our planar solutions are designed to providg ldiensity solutions in a more cost-effective marnhan traditional
chip-stacking. We believe traditional chip-stackgan represent a significant portion of the totat®f a memory subsystem. Our planar
solutions achieve the same densities as chip-danloelules but do so by leveraging our PCB desigesrise to place ICs in two rows in the
same plane rather than on top of each other. Guaplmemory subsystem designs feature high menamgcity with improved thermal
characteristics by dissipating heat uniformly thglbout the PCB.

Advanced Planar Designs.We plan to extend our planar design capatsliitedevelop very high density memory subsysteres@&
advanced planar designs may allow us to build nadidlutions at lower costs compared to other pgiokaechnologies. Additionally, these
advanced planar solutions may remove heat gendogteemory components in a more effective manndrcam be used to build memory
subsystems in a number of densities and form factor

IC Design Expertise. We have designed blocks of custom logic thatlmimplemented in a stand-alone IC or integraiid other
functional blocks in other ICs. We use these cudtmgit blocks to effectively increase density aaduce costs by allowing the use of two
current-generation, lower density DRAM ICs in lielua single next-generation higher density IC.

Innovative Design Verification Tools.We use our innovative and proprietary DRAM Isadulators during the product development
stage to carefully assess DRAM IC load balancimgirements in our memory subsystems. Our DRAM kiatllators are mounted in a
memory subsystem in place of DRAM ICs to test tleeteonic signal strength and integrity of the meyngdesign without disrupting signal
quality. This provides us with more accurate feetttthan that provided by conventional means becexsare able to measure the signals at
the precise point of origination.

Thermal Management DesignsWe design our memory subsystems to ensuretisfidreat dissipation. We use thermal cameras to
obtain thermal profiles of the memory subsysteninduthe design phase, allowing us to rearrange oomis to enhance thermal
characteristics and, if necessary, replace comgsnieat do not meet specifications. We use thesinalilation and modeling software to
create comprehensive heat transfer models of ooranesubsystems, which enables our engineers tkigulevelop accurate solutions to
potential thermal issues. We also develop and umgriptary heat spreaders to enhance the thermahgesent characteristics of our memr
subsystems.

Customers

We primarily market and sell our productdgading OEMs in the server, high performance aging and communications markets. (
memory subsystems are incorporated into multipi¢f@ms at IBM, Dell, Gateway, Lenovo, Hewlett-Paak and other OEMs. Consistent
with the concentrated nature of the OEM customeelia our target markets, a small number of latggaeners have historically accounted
for a significant portion of our net sales. Netesalo our three largest customers representedxpraiely 85%, 75% and 68% of our total net
sales in 2007, 2006 and 2005, respectively. See Nbbf Notes to Consolidated Financial Statemémttjded in Part IV, Item 15 of this
Report. Net sales to some of our OEM customersidicmemory modules that are qualified by us diyegith the OEM customer and sold to
electronic manufacturing services providers, or EMBr incorporation into products manufacturediesizely for the OEM customer. These
net sales to EMSs have historically fluctuatedgukhy period as a portion of the total net salahése OEM customers.

Our sales are made primarily pursuantaadard purchase orders that may be reschedulehoeled on relatively short notice. Thus,
we do not have a significant backlog.




Customers are generally allowed limitedhtigof return for up to 30 days, except for sakesxaess inventories, which contain no right-
of-return privileges. Estimated returns are prodifta at the time of sale based on historical elgmee or specific identification of an event
necessitating a reserve. We offer a standard ptadaicanty to our customers and have no other gloigtiment obligations. While these
returns have historically been within our expeotasiand the provisions established, we cannot gteahat we will continue to experience
similar return rates in the future. Any significam¢rease in product failure rates and the resuitiroduct returns could have a material
adverse effect on our operating results for thégesr periods in which such returns materialize.

We offer warranties on our memory subsystgenerally ranging from one to three years, depgneh the product and negotiated terms
of purchase agreements with our customers. Suctantas require us to repair or replace defectieelpct returned to us during such
warranty period at no cost to the customer. Oumedes for warranty related costs are recordeleatitne of sale based on historical and
estimated future product return rates and expeaeiegir or replacement costs. While such costs haterically been within our expectations
and the provisions established, unexpected chanda#ure rates could have a material adverse ohpa us, requiring additional warranty
reserves, and adversely affecting our gross paofitgross margins.

Sales and Marketing

We market and sell our products througiirectisales force and a network of independensgajgresentatives. Our sales activities focus
primarily on developing strong relationships at tisehnical, marketing and executive managementdevithin market-leading OEMs. These
OEMs design systems for a variety of applicatidva tequire a significant number of high performanemory subsystems, representing
substantial opportunities for us. We have beenessfal in developing OEM relationships through ahitity to provide high performance
memory subsystems. Our direct sales group anddigdication engineers work closely with our OEMsttumers at an early stage of their
design cycles to solve their design challengestamgsign our products into their systems.

We believe in the timely communication axt¢hange of information with our customers. Weizdilwell-trained, highly technical
program management teams to successfully drivegmeduct development and quickly respond to ourarasts' needs and expectations.
program management teams provide quick respongs timd act as a single point-of-contact for roussaes during the sales process.
Additionally, they address the lorigrm business and technology goals of our custariiéesemploy a team approach to business develoj
whereby our sales team and independent represasadientify, qualify and prioritize customer prests through offices in a number of
locations worldwide.

Our marketing efforts are twofold: creatagareness of the benefits of our proprietary teldgies and design techniques in the
development of application-specific memory subsysteand building our brand awareness with our cti@ad potential customers.

Manufacturing

We currently manufacture all of our produat our facilities in Irvine, California and Suzhim the People's Republic of China, or the
PRC. Our advanced engineering and design capabijlitombined with our in-house manufacturing preegsallow us to assemble our
memory subsystems reliably and in high volume. &lwanced, customized manufacturing facilities aggable of surface mount assembly,
subsystem testing, system-level burn-in testingg@mming, marking, labeling and packaging. At estelge of the production cycle,
including product prototyping, qualification samplieduction and high-volume manufacturing and asiljy we focus on providing our
customers with rapid response and short manufacttuirn-around times. Manufacturing cycle timesdor products are typically one week
or less, and in some cases as few as two days,réoeipt of order.




During 2007, we expanded our manufactuciaggabilities by opening our new facility in the PRIQis facility has been configured in t
same manner as our Irvine facility and has sigaifity increased our manufacturing capacity. Weebelithat this facility enables us to
achieve better operating leverage through loweeratand labor costs. This facility also puts ptoducts in closer proximity to a number of
our end customers, allowing us to fulfill custoroeders more quickly.

As of December 29, 2007, approximately $8iion of our net long-lived assets were locatedside the United States in the PRC.

We acquire components and materials sué@Ra#sM ICs directly from IC manufacturers and ass@them into finished subsystems.
We believe that one of our key strengths is thigiefit procurement and management of componentsuiosubsystems, which benefits our
customers in the form of lower costs and incregseduct availability. We have a limited number appliers, but we have developed strong
supplier relationships with key DRAM IC manufacts:ewhich we believe gives us direct and ready sstethe critical components that we
need for our production activities. We typicallyadjfy our products with our customers using mutiphanufacturers of DRAM ICs. The
flexibility to choose from several DRAM IC provideallows us to minimize product cost and maximizedpct availability.

We schedule production based on purchater eaommitments and anticipated orders. We releagenaterials to the manufacturing
floor by means of an on-line shop floor controlteys, which allows for internal quality analysistedit access to inventory information and
production floor material tracking. We have a fldgi manufacturing workforce which allows us to ngeanforecasted demand. In addition
we have the capability to sell excess quantitid@RAM ICs to mitigate inventory risks. Our saleseaxcess inventory generated
approximately $1.9 million, or 2%, of our net sales2007 and approximately $11.4 million, or 8%par net sales for 2006.

Our Quality Assurance engineers work witlh suppliers to ensure that the raw materials weive meet our high quality standards.
These engineers also perform onsite supplier faetodits and use our internal test and inspectjgtems to verify that purchased
components and materials meet our specifications.sOpplier quality program and incoming materiadlity control program are important
aspects of our overall manufacturing process.

We perform ongoing reliability testing oaranemory subsystems and share the results ofgsi@g with our customers. We believe
this improves the system design process and allomtse elimination of potential problems at thelieat possible stage. In addition, we have
implemented procedures which require that all afreemory subsystems undergo functional and systemib testing prior to delivery to
the customer. We complement our test capabilitiés advanced imaging technology to inspect theiguaf our microBGA assemblies.

We are certified in 1ISO 9001:2000 Qualitahddgement Systems, 1SO 14001:1996 EnvironmentablylEament Standards, and OSHAS
18001:1999 Occupational Health and Safety ManageBwstems.

Competition

Our products are primarily targeted for $eever, high performance computing and commurnatmarkets. These markets are inter
competitive, as numerous companies vie for busioppsrtunities at a limited number of large OEMsIr @rimary competitors are memory
module providers such as STEC, SMART Modular Tettmies, Inc., and Viking Interworks, a division 8&nmina-SCI Corporation. We
also face competition from semiconductor supplierduding Qimonda, Samsung and Micron in a limitadge of applications. As we enter
new markets and pursue additional application®fwrproducts, we may face competition from a largenber of competitors.
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Certain of our competitors have substagtigieater financial, technical, marketing, distitilbn and other resources, broader product
lines, lower cost structures, greater brand redmgnand longer standing relationships with custyand suppliers. Some of our competitors
may also have a greater ability to influence industandards than we do, as well as more extepsitent portfolios.

Some of our customers and suppliers mag pawprietary products or technologies which ammpetitive with our products, or could
develop internal solutions or enter into strateglationships with, or acquire, existing high-dépshemory module providers. Any of these
actions could reduce our customers' demand fopmducts. Some of our significant suppliers of mgnm&s may be able to manufacture
competitive products at lower costs by leveragirtgrnal efficiencies, or could choose to reducesoyaply of memory ICs, adversely
affecting our ability to manufacture our memory sygiems on a timely basis, if at all.

Our ability to compete in our current targearkets and in future markets will depend in éapgrt on our ability to successfully develop,
introduce and sell new and enhanced products wnedytand cost-effective basis, and to responchemging market requirements. We
believe that the principal competitive factorshe selection of high performance memory subsystanpotential customers are:

. understanding of OEM system and business requiresnen
. timeliness of new product introductions;
. design characteristics and performance;

. quality and reliability;

. track record of volume delivery;

. credibility with the customer;

. fulfillment capability and flexibility; and
. price.

We believe that we compete favorably wébgect to these factors. We expect, however, tiratwrent and future competitors could
develop competing products that could cause ardeglisales or loss of market acceptance of owdymts.

Research and Development

The market for high performance memory gatems is constantly changing and therefore coatiswlevelopment of new technology,
processes and product innovation is mandatory gubeessful as a leading supplier. We believettteatontinued and timely development of
new products and improvement of existing produntscaitical to maintaining our competitive positiddur team of engineers focus on
developing new products with innovative thermab$ohs, packaging solutions and improved electsiggthal integrity that enhances
reliability over the life of the system. Also, oegineers incorporate various new techniques artdadelogies for testing as well as new
processes for manufacturing our products.

Our engineering staff closely engages withOEM partners and their engineering teams & stages in their system development.
This collaboration allows our engineers to understine customer's system architecture, power budgetating environment such as air f
and operating temperature and any mechanical ednistr Our engineers use this information to prexgdidance and solutions to implement
optimum memory subsystems to our OEM partners.myportant aspect of our research and developmemt éffto understand the challen
faced by our OEM partners and provide cost effectivlutions that satisfy their requirements byizitiy our industry knowledge, proprietary
technologies and technical expertise.




We use advanced design tools in developwfentir products that allow us to model behavioaaignal trace on our memory module
well as airflow and thermal profiles of all compot®in the system. These design tools enable iraaldimulation for signal integrity and
behavioral modeling of our designs using the Ifputput Buffer Information Specification (IBIS) ofiosuppliers' components. These
simulation tools help us reduce or eliminate eteutr signal reflections, clock skews, signal jitserd noise which can reduce system
performance and reliability. Also, our engineers thermal simulation tools to identify potentiaétimal problems arising from inadequate
airflow necessary to cool the components in théesysThese efforts allow our engineers to devefapraum thermal solutions for our
customer base.

We believe that to remain competitive westraontinue to focus on developing advanced mersgingystem technologies to address our
customers' increasingly complex memory subsystemirements. Our total expenditures for researchdavelopment were approximately
$4.8 million, $3.3 million and $3.0 million for 2002006 and 2005, respectively.

Intellectual Property

Our high performance memory subsystemsl@veloped in part using our proprietary intelletpraperty, and we believe that the
strength of our intellectual property rights wilt important to the success of our business. Wieaitdlatent and trade secret protection,
confidentiality agreements with customers and gastndisclosure and invention assignment agreemétitemployees and consultants and
other contractual provisions to protect our intllel property and other proprietary information.

As of December 29, 2007, we had 7 patesiseid and 9 patent applications pending. Assurhicthey are properly maintained, one of
our issued patents will expire in 2022, three @ilpire in 2024 and the other three will expire @22. Our issued patents and patent
applications relate to PCB design and layout teqnes, packaging techniques, and the use of custgimih high performance memory
subsystems. We intend to actively pursue the fiihgdditional patent applications related to @ohinology advancements. While we believe
that our patent and other intellectual properthtsgare important to our success, our technicatrige and ability to introduce new products
in a timely manner also will continue to be impaottéactors in maintaining our competitive positiérwcordingly, we believe that our busin
is not materially dependent upon any one claimin @t our pending patent applications.

Despite our precautions, a third party meuserse engineer, copy or otherwise obtain anduseroducts, services or technology with
authorization, develop similar technology indepenrilyeor design around any patents issued to usieTten be no assurance that our efforts
taken to prevent misappropriation or infringemefmur intellectual property by third parties haveeh or will be successful.

Employees

At February 1, 2008, we had approximat&l@ @mployees (including 119 regular employees dngmporary employees).
Approximately 75 of the regular employees were tedan the U.S., and approximately 44 were locateather countries (mainly in China).
We had 135 employees in operations, 18 employeesséarch and development, 21 employees in satesarketing, and 16 employees
engaged in other administrative functions. We ws#ract employees in our operations department fiora to time to effectively manage
our manufacturing workflow. As of February 1, 2008y domestic operations department had 5 contraployees engaged full-time in
manufacturing and our general and administratiygadenents had 6 contract employees. We are not fzaany collective bargaining
agreements with any of our employees. We have reeymrienced a work stoppage, and we believe optagmme relations are good.
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General Information

We maintain a websitewtvw.netlist.congthis uniform resource locator, or URL, is an imaettextual reference only and is not intended
to incorporate our website into this Form 10-K). We reports with the Securities and Exchange Cassimn and make available, free of
charge, on or through our website, our annual tsgwr Form 10-K, quarterly reports on Form 10-Qrent reports on Form 8-K, proxy and
information statements and amendments to thosetsefiled or furnished pursuant to Section 13(alsfd) of the Securities Exchange Act of
1934, as amended, as soon as reasonably practaftdrieve electronically file such material with,farnish it to, the Securities and Exchau
Commission. Our website also contains copies oftogporate governance policy, code of businessudrahd ethics, insider trading policy
and whistleblower policy, as well as copies of¢harters for our audit committee, compensation cateenand nominating and corporate
governance committee.

ltem 1A. Risk Factors

This Annual Report on Form 10-K includes forwarddimg statements. These forward-looking statenmterally are identified by
words such as "believe", "expect”, "anticipate“stimate”, "intend", "strategy", "may", "will likelyand similar words or phrases. A forward-
looking statement is neither a prediction nor a gudee of future events or circumstances, and tfatsee events or circumstances may not
occur. Investors should not place undue relianc¢henforward-looking statements, which speak oslpfahe date of this Report. We are
under no obligation to update or alter any forwdabking statements, whether as a result of newrimédion, future events or otherwise.
These forward-looking statements are all basedwreatly available market, operating, financial andmpetitive information and are
subject to various risks and uncertainties, inchglbut not limited to the rapidly- changing natufetechnology; evolving industry standards;
introductions of new products by competitors; chemin end-user demand for technology solutions;atnility to attract and retain skilled
personnel; our reliance on suppliers of criticalneponents; fluctuations in the market price of caticomponents; and the political a
regulatory environment in the PRC. Our actual fetuesults and trends may differ materially depegdin a variety of factors including, but
not limited to, the risks and uncertainties disagsbelow. The risks below are not the only onefaee Additional risks and risks that
management currently considers immaterial may hbee an adverse effect on us.

We have a limited operating history, and we expea number of factors to cause our operating resultt fluctuate on a quarterly and
annual basis, which may make it difficult to predia¢ our future performance.

Our limited operating history makes it @ifit to predict our future performance. Our opergtresults have varied significantly in the
past and will continue to fluctuate from quartemgtarter or year-to-year in the future due to aearof factors, many of which are beyond
our control. Factors relating to our business thay contribute to these quarterly and annual flatddns include the following factors, as well
as other factors described elsewhere in this Report

. the loss of, or a significant reduction in salesat@ey customer;

. the cyclical nature of the industry in which we oyie;

. a reduction in the demand for our high performameenory subsystems or the systems into which theynaorporated;

. changes in the prices of our products or in the abthe materials that we use to build our produictcluding fluctuations in

the market price of DRAM ICs and NAND;

. our inability to develop new or enhanced produlctg tichieve customer or market acceptance in dytimanner;
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. the timing of introductions of competing productgechnologies
. our ability to adequately finance future growth;
. our ability to procure an adequate supply of keyponents, particularly DRAM ICs and NAND;

. our failure to maintain the qualification of ouropliucts with our current customers or to qualifyufetproducts with our current
or prospective customers;

. our failure to produce products that meet the typadiquirements of our customers;
. our ability to effectively operate a new manufattgrfacility in the PRC;

. the loss of any of our key personnel;

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

. disputes regarding intellectual property rights;

. litigation involving our products;

. our customers' failure to pay us on a timely basist;

. changes in accounting principles or policies.

Due to the various factors mentioned abamwe, others, the results of any prior quarterlgranual periods should not be relied upon a
indication of our future operating performance.

Sales to a limited number of customers representsgnificant 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 agBell, IBM and Hewlett Packard have historicalipresented a significant portion of our
net sales. We currently expect that sales to ellldewlett Packard will continue to represent aiicant percentage of our net sales for at
least the next 12 months. We do not have long-tegreements with these customers, or with any atirgiomer. Any one of these customers
could decide at any time to discontinue, decreaskelay their purchase of our products. In additibe prices that these customers pay for
our products could change at any time. The lo€3atifor Hewlett Packard as a customer, or a sigaifi reduction in sales to any of them,
would significantly reduce our net sales and adgraffect our operating results.

Our ability to maintain or increase our safes to our key customers depends on a varidgctdrs, many of which are beyond our
control. These factors include our customers' oowtil sales of servers and other computing systeméicorporate our memory subsystems
and our customers' continued incorporation of eadpcts into their systems.

Because of these and other factors, weatassure you that net sales to these customdrsomtinue or that the amount of such net
sales will reach or exceed historical levels in aityre period. Because these customers accouatgabstantial portion of our net sales, the
failure of any one of these customers to pay dmely basis would negatively impact our cash flow.

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

Our target markets are characterized lipigeld number of large companies. Consolidationrie or more of our target markets may
further increase this industry concentration. Assult, we anticipate that sales of our productsamntinue to be concentrated among a
limited number of large customers in the foresem&liture. We believe that our financial resultd @é@pend in significant part on our success
in establishing and maintaining relationships withg effecting substantial sales to,
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these potential customers. Even if we establisbetielationships, our financial results will begiely dependent on these customers' sales anc
business results.

The markets in which we compete are cyclical in nate, and any future downturn could adversely affecbur business.

Sales of our products are dependent uporadd in the computing, networking, communicatigus)ter, storage and industrial markets.
These markets have been cyclical and are charaeadeoly wide fluctuations in product supply and dechd& hese markets have experienced
significant downturns, often connected with, oairticipation of, maturing product cycles, reducsiom technology spending and declines in
general economic conditions. These downturns haea haracterized by diminished product demandiyatéon overcapacity, high
inventory levels and the erosion of average selfbinges.

We may experience substantial periogh¢dod fluctuations in future operating results tméactors affecting the computing, network
communications, printers, storage and industriaketa. A decline or significant shortfall in demaindany one of these markets could have a
material adverse effect on the demand for our ptsdlAs a result, our sales will likely decline ithgrthese periods. During an industry
downturn, there is also a higher risk that ourdresteivables would be uncollectible. In additibeacause many of our costs and operating
expenses are relatively fixed, if we are unableamatrol our expenses adequately in response t@egdsales, our gross margins, operating
income and cash flow would be negatively impacted.

A decline in the worldwide semiconductorrked or a future decline in economic conditiongonsumer confidence in any significant
geographic area would also likely decrease theadivdemand for our products, which could have aemaltadverse effect on us. More
generally, any of these events could cause conscoméidence and spending to decrease or resuicieased volatility to the United States
economy and worldwide financial markets. Any ofsh@ccurrences could have a material adverse effieatir business, financial condition
and results of operations.

We are subject to risks relating to product concemttion and lack of market diversification.

In 2007 and 2006, we derived approxima@%y and 79%, respectively, of our net sales frolessaf our high performance memory
subsystems for use in the server market. We expesé memory subsystems to continue to accouiat $gnificant portion of our net sales
the near term. Continued market acceptance of fmeskicts for use in servers is critical to ourcass. If the demand for servers deteriorates
or if the demand for our products to be incorpatateservers declines, our operating results wbelédversely affected, and we would be
forced to diversify our product portfolio and oardet markets. We may not be able to achieve théysification, and our inability to do so
may adversely affect our business.

Our investments in auction rate securities are sulgct to risks which may cause losses and affect thiguidity of these investments.

We hold certain investments in auction sseurities which have failed, or may in the futfaig their respective auctions. An auction
failure means that the parties wishing to sellrtBeturities could not do so. As a result of fadedtions, our ability to liquidate and fully
recover the carrying value of our investments @rkar term may be limited or not exist. If thaiess of these investments are unable to «
future auctions and their credit ratings deteriorate may in the future be required to record gmeinment charge on these investments. We
may be required to wait until market stability éstored for these investments or until the finalurity of the underlying notes (up to
30 years) to realize our investments' recordedevalu
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We have historically incurred losses and may contire to incur losses

We incurred net losses each year fromrtbegtion of our business through fiscal 2005, dsagcfor the year ended December 29, 2007.
Our cumulative net losses were $23.9 million an@.$illion as of December 29, 2007 and DecembePRB06, respectively. We may not
able to achieve or maintain profitability on a dedy or annual basis in the future.

The prices of DRAM ICs and NAND is volatile, and clanges in their prices could adversely affect our giss margin.

The prices of our products are adjusteibgarally based in part on the market price of DRASS and NAND, which have historically
constituted approximately 70% - 90% of the totadteaf our memory subsystems. Once our prices withistomer are negotiated, we are
generally unable to revise pricing with that customntil our next regularly scheduled price adjusttn Consequently, we are exposed to the
risks associated with the volatility of the prideDRAM ICs and NAND during that period. If the matiprice for DRAM ICs and NAND
increases, we generally cannot pass this priceaseron to our customers for products purchaseel amdexisting purchase order. As a re
our cost of sales could increase and our grossinsacguld decrease. Alternatively, if there is alihe in the price of DRAM ICs and NANI
we may need to reduce our selling prices for sulsgtpurchase orders, which may result in a dedafimair expected net sales.

Customer demand is difficult to accurately forecastind any failure to optimally calibrate our production capacity and inventory levels
to meet customer demand could adversely affect ouevenues, gross margins and earnings.

We make significant decisions regardingléwels of business that we will seek and accepgyrction schedules, component
procurement commitments, personnel needs and mbheurce requirements, based on our estimatesstafroar requirements. The short-term
nature of commitments by many of our customersfdhbethat our customers may cancel or defer pweloaders for any reason, and the
possibility of unexpected changes in demand forooigtomers' products each reduce our ability torately estimate future customer
requirements for our products.

If we underestimate customer demand, we moayave sufficient inventory of DRAM ICs and NAN#D hand to manufacture enough
product to meet that demand. We also may not haffieisnt capacity at any given time to meet oustomers' demands for rapid increases in
production. These shortages of inventory and capadil lead to delays in the delivery of our prards, which could cause order cancellati
the loss of customers and a decrease in our re.sal

Conversely, if we overestimate customer a®in we may have excess raw material inventoryRAM ICs and NAND. If there is a
subsequent decline in the price of DRAM ICs and NDAhe value of our inventory will fall. As a resulve may need to write-down the
value of our DRAM IC and NAND inventory, which magsult in a significant decrease in our gross nmeagid financial condition. Also, to
the extent that we manufacture products in antimpaof future demand that does not materializendhe event a customer cancels or
reduces outstanding orders, we could experienemanticipated increase in our finished goods inmgntin the past, we have had to write-
down inventory due to obsolescence, excess quemtitid declines in market value below our costs.

We use a small number of DRAM IC and NAND suppliersand are subject to risks of disruption in the supfy of DRAM ICs and
NAND.

Our ability to fulfill customer orders igpendent on a sufficient supply of DRAM ICs and NANvhich are an essential component of
our memory subsystems. There is a relatively smatiber of suppliers of DRAM ICs and NAND, and weghase from only a subset of
these suppliers. We have no long-term DRAM or NASURply contracts. Our dependence on a small nuofber
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suppliers and the lack of any guaranteed sourcBXRéfM and NAND supply expose us to several risks|uding the inability to obtain an
adequate supply of DRAM ICs and NAND, price incesagelivery delays and poor quality.

The recent declines in customer demandewvehues has caused us to reduce our purchasé®dflDCs and NAND. Should we not
maintain sufficient purchase levels with some sigpp] our ability to obtain future supplies of ravaterials may be impaired due to the
practice of some suppliers to allocate their pregit@ customers with the highest regular demand.

From time to time, shortages in DRAM ICsI&AND have required some suppliers to limit thppy of their DRAM ICs and NAND.
As a result, we may be unable to obtain the DRAM &8d NAND necessary to fill customers' ordersofarproducts in a timely manner. If
we are unable to obtain a sufficient supply of DRABA and NAND to meet our customers' requiremehtse customers may reduce future
orders for our products or not purchase our pradatall, which would cause our net sales to dedimd harm our operating results. In
addition, our reputation could be harmed, we maybeaable to replace any lost business with newoowsrs, and we may lose market share
to our competitors.

Our customers qualify the DRAM ICs and NANDour suppliers for use in their systems. If of@ur suppliers should experience
quality control problems, it may be disqualified daye or more of our customers. This would disruptsupplies of DRAM ICs and NAND
and reduce the number of suppliers available tamnd,may require that we qualify a new supplier.

The flash memory market is constantly evolving andompetitive, and we may not have rights to manufaate and sell certain types of
products utilizing emerging flash formats, or we mg be required to pay a royalty to sell products ulizing these formats.

The flash-based storage market is constantiergoing rapid technological change and evghlustry standards. Many consumer
devices, such as digital cameras, PDAs and smargshare transitioning to emerging flash memorynfs, such as the Memory Stick, and
xD Picture Card formats, which we do not curremtignufacture and do not have rights to manufaciteough we do not currently serve
the consumer flash market, it is possible thatatei®EMs may choose to adopt these higher-voluowesi-cost formats. This could result i
decline in demand, on a relative basis, for otmedpcts that we manufacture such as CompactFlaskembedded USB drives. If we decide
to manufacture flash memory products utilizing egireg formats such as those mentioned, we will giired to secure licenses to give us
right to manufacture such products which may noavmElable at reasonable rates or at all. If wenateable to supply flash card formats at
competitive prices or if we were to have produdrtiges, our net sales could be adversely impaatddur customers would likely cancel
orders or seek other suppliers to replace us.

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 coulcbe adversely affected.

We use consumables and other componeutading PCBs, to manufacture our memory subsyst&essometimes procure PCBs and
other components from single or limited sourcesmke advantage of volume pricing discounts. Makstiartages or transportation problems
could interrupt the manufacture of our productsrfriime to time in the future. These delays in mantifring could adversely affect our
results of operations.

Freqguent technology changes and the inttimlu of next-generation products also may resuthe obsolescence of other items of
inventory, such as our custom-built PCBs, whichldeeduce our gross margin and adversely affecbperating performance and financial
condition. We may not be able to sell some proddetsloped for one customer to another customexusecour products are
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often designed to address specific customer remeinés, and even if we are able to sell these pteda@nother customer, our margin on
such products may be reduced.

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 acceptan.

Our industry is characterized by intensepetition, rapid technological change, evolvingusily standards and rapid product
obsolescence. Evolving industry standards and t#ogital change or new, competitive technologiesldoender our existing products
obsolete. Accordingly, our ability to compete i tluture will depend in a large part on our abitiyidentify and develop new or enhanced
products on a timely and cost-effective basis,tan@gspond to changing customer requirements.dardo develop and introduce new or
enhanced products, we need to:

. identify and adjust to the changing requirementswfcurrent and potential customers;
. identify and adapt to emerging technological treand evolving industry standards in our markets;
. design and introduce cost-effective, innovative padormancesnhancing features that differentiate our prodfrots those o

our competitors;

. develop relationships with potential suppliers effiponents required for these new or enhanced pigiduc
. qualify these products for use in our customexipcts; and
. develop and maintain effective marketing strategies

Our product development efforts are coatlgl inherently risky. It is difficult to foreseeaitges or developments in technology or
anticipate the adoption of new standards. Moreawaee these things are identified, if at all, w# néed to hire the appropriate technical
personnel, develop the product and identify analiefite design flaws. As a result, we may not be &bkuccessfully develop new or
enhanced products, or we may experience delayeiddvelopment and introduction of new or enhampeeducts. Delays in product
development and introduction could result in theslof, or delays in generating, net sales andodsedf market share, as well as damage to
our reputation. Even if we develop new or enharreducts, they may not meet our customers' req@ingsnor gain market acceptance.
Accordingly, we cannot assure you that our futunapct development efforts will result in the demhent of new or enhanced products or
that such products will achieve market acceptance.

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

Our prospective customers generally magigmificant commitment of resources to test anduata our memory subsystems prior to
purchasing our products and integrating them in&irtsystems. This extensive qualification prodesslves rigorous reliability testing and
evaluation of our products, which may continuediermonths 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 protidesigns incorporate innovative
technologies that the customer has not previoustpentered. Such technology qualifications oftéw tsubstantially longer than product
qualifications and can take over a year to compl@talification by a prospective customer doesaemsture any sales to that prospective
customer. Even after successful qualification aldssof our products to a customer, changes ipmgucts, our manufacturing facilities, our
production processes or our component suppliersreiyire a new qualification process, which maylteéa additional delays. In addition,
because the qualification process is both prodpetific and platform-specific, our
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existing customers sometimes require us to requalif products, or to qualify our new products, dise in new platforms or applications. For
example, as our OEM customers transition from pgemeration DDR1 DRAM architectures to current gatien DDR2 DRAM

architectures, we must design and qualify new prtaifor use by those customers. In the past, tioisgss of design and qualification has
taken up to six months to complete, during whiahetiour net sales to those customers declined gignify. After our products are qualified,
it can take several months before the customenbegbduction and we begin to generate net salesnét devote substantial resources,
including design, engineering, sales, marketingraadagement efforts, to qualify our products witbgpective customers in anticipation of
sales. If we delay or do not succeed in qualifyangroduct with a prospective customer, we will netable to sell that product to that
prospect, which would harm our operating results lausiness.

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

We participate in a highly competitive metrkand we expect competition to intensify. Manyh&fse competitors have longer operating
histories, significantly greater resources and nesaegnition, a larger base of customers and leatgarding relationships with customers :
suppliers than we have. As a result, some of tbesgetitors are able to devote greater resourcé®tdevelopment, promotion and sale of
products and are better positioned than we angflicence customer acceptance of their products oveproducts. These competitors also
may be able to respond better to new or emergittint@ogies or standards and may be able to dgdneetucts with comparable or superior
performance at a lower price. For these reasonsnayenot be able to compete successfully agaiesetiompetitors.

In addition to the competitors describedway some of our OEM customers have their own matelesign groups that may develop
solutions that compete with ours. These designggdiave some advantages over us, including diceetsa to their respective companies'
technical information and technology roadmaps. OEM customers also have substantially greater ressufinancial or otherwise, than we
do, and may have lower cost structures than owss result, they may be able to design and manuracbmpetitive products more
efficiently or inexpensively. If any of these OEMstomers are successful in competing against usades could decline, our margins could
be negatively impacted and we could lose marketskay or all of which could harm our business @eilts of operations.

We expect our competitors to continue tpriove the performance of their current productsuce their prices and introduce new or
enhanced technologies that may offer greater peeioce and improved pricing. If we are unable tocimar exceed the improvements made
by our competitors, our market position would detette and our net sales would decline. In addjtar competitors may develop future
generations and enhancements of competitive predioat may render our technologies obsolete ormpetitive.

We also expect to face competition from @& emerging companies that may enter our existirigture markets. These potential
competitors may have similar or alternative prodwetich may be less costly or provide additionatiees.

The establishment and ongoing operation of our marfacturing facility in the People's Republic of Chira, or the PRC, could expose us
to new and significant risks.

During fiscal 2007 we invested significéinte and effort in establishing a new manufactufagjlity in the PRC and preparing it for
full-scale operations. Our new manufacturing facilitgdmee operational in July 2007 and was successfulyified by certain key custome
The difficulties normally associated with this cdiogted process are compounded by language angra@ult
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differences, as well as the geographic distanaa fyar current domestic facility in Irvine. Our mgeanent has limited experience in creating
or overseeing foreign operations, and this newifaenay divert substantial amounts of their tififiée cannot assure you that we will be able
to maintain control over product quality, deliveghedules, manufacturing yields and costs as wease our output. We also have to mai

a local workforce that may subject us to unceriasnor regulatory policies and we remain subjecisks related to managing the increased
production capacity provided by the facility. Shebahticipated demand not materialize, the costédedlto having excess capacity would h
an adverse impact on our gross margins and opgnasgults.

As we continue to increase our operatiornthé PRC, some of our net sales in future pemoalg be denominated in Chinese Renminbi,
or Yuan. The Chinese government controls the pnar@sdby which Yuan is converted into other currescand conversion of Yuan gener:
requires government consent. As a result, Yuanmoaype freely convertible into other currenciealatimes. If the Chinese government
institutes changes in currency conversion procegureimposes restrictions on currency converstoose actions may negatively impact our
operations and could reduce our operating redual&sddition, fluctuations in the exchange rate lestavYuan and U.S. dollars may adversely
affect our expenses and results of operations dswéhe value of our assets and liabilities. Ehfisctuations may also adversely affect the
comparability of our period-to-period results. I&wecide to declare dividends and repatriate fémots our Chinese operations, we will be
required to comply with the procedures and regofetiof applicable Chinese law. Any changes to tpeseedures and regulations, or our
failure to comply with those procedures and regortes, could prevent us from making dividends arghteating funds from our Chinese
operations, which could adversely affect our finahcondition. If we are able to make dividends agpatriate funds from our Chinese
operations, these dividends would be subject to tbforate income tax.

The PRC currently provides for favorabbe tates for certain foreign-owned enterprises dpegan specified locations in the PRC. We
have established our PRC facility in such afasered location. Should the PRC government enagtviged tax structure, it is possible thal
would not realize the tax benefits that we curseatiticipate and this could adversely impact owerapng results.

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

To date we have been highly dependent eetiperience, relationships and technical knowledgertain key employees. We believe
that our future success will be dependent on ollityato retain the services of these key employekevelop their successors, reduce our
reliance on them, and properly manage the tramsitfaheir roles should departures occur.

The loss of these key employees could diblaylevelopment and introduction of, and negatirapact our ability to sell, our products
and otherwise harm our business. We do not havéogmpnt agreements with any of these key emplogées than Chun K. Hong, our
President, Chief Executive Officer and ChairmathefBoard. We do not carry "Key Man" life insurarmeany of our key employees.

Our future success also depends on outyatuilattract, retain and motivate highly skilledgineering, manufacturing, other technical
sales personnel. Competition for experienced perdda intense. We may not be successful in attrgetew engineers or other technical
personnel, or in retaining or motivating our exigtpersonnel. If we are unable to hire and retagireeers with the skills necessary to keep
pace with the evolving technologies in our markets,ability to continue to provide our current guats and to develop new or enhanced
products will be negatively impacted, which woulttim our business. In addition, the shortage of eegpeed engineers, and other factors,
may lead to increased recruiting, relocation andmensation costs for such engineers, which may
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exceed our expectations and resources. These secteasts may make hiring new engineers difficultnay reduce our margins.

As of December 29, 2007, approximately 3#%ur workforce consisted of contract personned Mizest considerable time and expe
in training these contract employees. We may egpes high turnover rates in our contract employeskisrce, which may require us to
expend additional resources in the future. If wevest any of these contract employees into perntagraployees, we may have to pay
finder's fees to the contract agency.

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.

We do not have long-term purchase agreesneitth our customers. Instead, our customers giyngiace purchase orders no more than
two weeks in advance of their desired delivery datel these purchase orders generally have noltiweor rescheduling penalty
provisions. This fact, combined with the quick tamound times that apply to each order, makedfitdit to forecast our production needs
and allocate production capacity efficiently. Owoguction expense levels are based in part onavacésts of our customers' future product
requirements and to a large extent are fixed irshiwet term. As a result, we likely will be unakbdeadjust spending on a timely basis to
compensate for any unexpected shortfall in thodersr Any significant shortfall of customer ordarselation to our expectations could hurt
our operating results, cash flows and financialdition. Also, any rapid increases in productionuieed by our customers could strain our
resources and reduce our margins. If such a rapréase were to occur at any given time, we mayae¢ sufficient short-term
manufacturing capacity to meet our customers' imatedlemands.

We attempt to forecast the demand for tR&AB ICs and other components needed to manufacur@roducts. Lead times for
components vary significantly and depend on varfaators, such as the specific supplier and theatehand supply for a component at a
given time. If we underestimate customer demarniflwe have not provided for sufficient manufactgyicapacity, we would not be able to
manufacture a sufficient quantity of our productd aould forego sales opportunities, lose markatesand damage our customer
relationships.

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

We must continuously review and improve manufacturing processes in an effort to maintatistctory manufacturing yields and
product performance, lower our costs and othervés@ain competitive. As we manufacture more compladucts, the risk of encountering
delays or difficulties increases. The start-up €@sisociated with implementing new manufacturicrelogies, methods and processes,
including the purchase of new equipment, and asyltieg manufacturing delays and inefficienciesjldmegatively impact our results of
operations.

If we need to add manufacturing capacityexpansion of our existing manufacturing facitityestablishment of a new facility could be
subject to factory audits by our customers. Anyagelor unexpected costs resulting from this auditgss could adversely affect our net sales
and results of operations. In addition, we canmotdrtain that we will be able to increase our nfecturing capacity on a timely basis or n
the standards of any applicable factory audits.

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 protmttitrade secret laws and restrictions on disceoguprotect our intellectual property rights.
We have submitted a number of patent applicatieganding our proprietary processes and technolb@ynot certain when or if any of the
claims in the remaining applications will be allavd o date we have had only seven patents issuedni®hd to continue
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filing patent applications with respect to mostlud new processes and technologies that we deudtpever, patent protection may not be
available for some of these processes or techresogi

It is possible that our efforts to proteat intellectual property rights may not:

. prevent challenges to, or the invalidation or aneention of, our existing intellectual propertyhtg;

. prevent our competitors from independently develg@imilar products, duplicating our products osigaing around any
patents that may be issued to us;

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

. prevent disclosure of our trade secrets and know-bahird parties or into the public domain;

. result in valid patents, including internationatgrds, from any of our pending or future applicasipor

. otherwise adequately protect our intellectual prigpeghts.

Others may attempt to reverse engineer; coptherwise obtain and use our proprietary tetdgies without our consent. Monitoring
the unauthorized use of our technologies is diffid¥e cannot be certain that the steps we hawentakll prevent the unauthorized use of our
technologies. This is particularly true in foreigountries, such as the PRC, where we have estatilsinew manufacturing facility and wh
the laws may not protect our proprietary rightthi® same extent as applicable U.S. laws.

If some or all of the claims in our patapplications are not allowed, or if any of our Ikgetual property protections are limited in scope
by a court or circumvented by others, we could faceesased competition with regard to our productsteased competition could
significantly harm our business and our operatasults.

We may be involved in costly legal proceedings tcefend against claims that we infringe the intellectal property rights of others or to
enforce or protect our intellectual property rights.

Lawsuits claiming that we are infringindhets' intellectual property rights may be brougjdiast us, and we may have to defend agains
claims of infringement or invalidity. We currentyan to explore new technologies and to develop paucts for our existing markets, st
as communications, and for new markets, such agonkihg. By making use of these new technologies emering these new markets there
is an increased likelihood that others might allégd our products infringe on their intellectuabperty rights. Litigation is inherently
uncertain, and an adverse outcome could subject significant liability for damages or invalidaterr proprietary rights. An adverse outco
also could force us to take specific actions, idirlg causing us to:

. cease selling products that are claimed to benigiing a third party's intellectual property;
. pay royalties on past or future sales;
. seek a license from the third party intellectualgarty 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 bangifrg a third party's intellectual property.

There is a limited pool of experienced téchl personnel that we can draw upon to meet winghneeds. As a result, a number of our
existing employees have worked for our existingatential competitors at some point during theieeas, and we anticipate that a number of
our future employees will have similar work his&si In the past, some of these competitors havm@ththat our employees misappropriated
their trade secrets or violated non-competitionam-solicitation agreements. Some of our competihoay threaten or bring legal action
involving similar claims against us or our existiegployees or make such claims in the future tegeus from hiring qualified candidates.
Lawsuits of this type may be brought, even if thereo merit to the claim, simply as a strateggrain our financial resources and divert
management's attention away from our business.
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We also may find it necessary to litigagaiast others, including our competitors, custonaad former employees, to enforce our
intellectual property and contractual and commeérahts including, in particular, our trade sesteds well as to challenge the validity and
scope of the proprietary rights of others. We cdaddome subject to counterclaims or countersuaiagus as a result of this litigation.
Moreover, any legal disputes with customers coalase them to cease buying or using our produdslay their purchase of our products
and could substantially damage our relationship wiem.

Any litigation, regardless of its outcomnmuld be time consuming and costly to resolve, digar management's time and attention and
negatively impact our results of operations.

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

Although some of the components used infioat products contain the intellectual properfithird parties, we believe that our suppli
bear the sole responsibility to obtain any righitd kcenses to such third party intellectual proypehile we have no knowledge that any
third party licensor disputes our belief, we carsggure you that disputes will not arise in thereit The operation of our business and our
ability to compete successfully depends signifiganh our continued operation without claims ofrinfement or demands resulting from
such claims, including demands for payments of mame¢he form of, for example, ongoing licensingse

We are also developing products to enter markets, such as the industrial flash market.il&into our current products, we may use
components in these new products that contaimtietiéctual property of third parties. While we ipl@ exercise precautions to avoid
infringing on the intellectual property rights diitd parties, we cannot assure you that disputé#satiarise.

If it is determined that we are requiredhbtain inbound licenses and we fail to obtaing®s, or if such licenses are not available on
economically feasible terms, our business, opagaBsults and financial condition could be sigrmifily harmed.

If our products do not meet the quality standards 6our customers, we may be forced to stop shipments$ products until the quality
issues are resolved.

Our customers require our products to reer&tt quality standards. Should our products neetsuch standards, our customers may
discontinue purchases from us until we are abfedolve the quality issues that are causing ustoneet the standards, Such "quality holds
could have a significant adverse impact on ourmaes and operating results.

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

If our products are defectively manufactijreontain defective components or are used inctieéeor malfunctioning systems, we could
be subject to product liability claims and prodrestalls, safety alerts or advisory notices. Whikehave product liability insurance coverage,
it may not be adequate to satisfy claims made agam We also may be unable to obtain insurantieeifiuture at satisfactory rates or in
adequate amounts. Product liability claims or pobdacalls, regardless of their ultimate outconueyld have an adverse effect on our
business, financial condition and reputation, amaar ability to attract and retain customers.ddiion, we may determine that it is in our
best interest to accept product returns in circants where we are not contractually obligatedtsadin order to maintain good relations
with our customers. Accepting product returns megatively impact our operating results.
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If we acquire other businesses or technologies ihe future, these acquisitions could disrupt our bugsess and harm our operating
results and financial condition.

We will evaluate opportunities to acquiresinesses or technologies that might complementwuent product offerings or enhance our
technical capabilities. We have no experience quaimng other businesses or technologies. Acquoisgtientail a number of risks that could
adversely affect our business and operating resottiding:

. difficulties in integrating the operations, techogikes or products of the acquired companies;

. the diversion of management's time and attentiom fthe normal daily operations of the business;

. insufficient increases in net sales to offset insszl expenses associated with acquisitions orrachodmpanies;

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

. the overestimation of potential synergies or ayelaealizing those synergies;

. entering markets in which we have no or limitedaxignce and in which competitors have stronger etgr&sitions; and
. the potential loss of key employees of the acqui@dpanies.

Future acquisitions also could cause usdor debt or be subject to contingent liabilitissaddition, acquisitions could cause us to issue
equity securities that could dilute the ownerstepcentages of our existing stockholders. Furthegmacquisitions may result in material
charges or adverse tax consequences, substargrecitgion, deferred compensation charges, in-pooesearch and development charges,
the amortization of amounts related to deferredisttased compensation expense and identifiabléhpaet intangible assets or impairment
of goodwill, any or all of which could negativel§fect our results of operations.

If we do not effectively manage our growth, our resurces, systems and controls may be strained androesults of operations may
suffer.

We have expanded, and plan to continugpared, our operations, both domestically and irsttomally. Any future growth may strain
our resources, management information and telecornination systems, and operational and financiatrotsm To manage our growth
effectively, including the development of our newamfacturing facility in the PRC, we must continaémprove and expand our systems
controls. We may not be able to do this in a timmlgost-effective manner, and our current systengscontrols may not be adequate to
support our future operations. In addition, ouragffs have relatively limited experience in manggirrapidly growing business or a public
company. As a result, they may not be able to pete guidance necessary to continue our growthadmtain our market position. Any
failure to manage our growth or improve or expandeaxisting systems and controls, or unexpectditdifies in doing so, could harm our
business.

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 @28nd the rules and regulations of the SecumtiesExchange Commission, which we
collectively refer to as Section 404, require usvaluate our internal controls over financial mtjpg to allow management to report on those
internal controls as of the end of each year baginim fiscal 2007. Section 404 will also requingr independent registered public accounting
firm to attest to the effectiveness of our intercahtrols over financial reporting in
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future periods. Effective internal controls areessary for us to produce reliable financial reparts are important in our effort to prevent
financial fraud. In the course of our Section 404leations, we may identify conditions that mayutem significant deficiencies or material
weaknesses and we may conclude that enhancemerdiications or changes to our internal controks mecessary or desirable.
Implementing any such matters would divert therditbe of our management, could involve significaosts, and may negatively impact our
results of operations.

We note that there are inherent limitationghe effectiveness of internal controls, as tteaynot prevent collusion, management ove
or failure of human judgment. If we fail to maintain effective system of internal controls or ifragement or our independent registered
public accounting firm were to discover materialkeesses in our internal controls, we may be unabpeoduce reliable financial reports or
prevent fraud, and it could harm our financial dtind and results of operations, result in a losseestor confidence and negatively impact
our share price.

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

Many of our memory subsystems are spedificesigned for our OEM customers' high perfornaagstems. Our business would be
harmed if these high performance systems weredorbe standardized so that DRAM IC manufacturersiogr companies could develop
and manufacture a commodity memory module addrgsbindemands of some or all of these high perfoomapplications. If DRAM IC
manufacturers or other companies are able to deweftandardized solution, our future business lpeaymited to identifying the next
generation of high performance memory demands dfl @&stomers and developing a solution that addsesiseh demands. Until fully
implemented, this next generation of products nanstitute a much smaller market, which may reduzenet sales and market share.

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 frequenthngfing U.S. federal, state and local and foreigregumental laws and regulations relating to
the protection of the environment, including thgseerning the discharge of pollutants into theaaid water, the management and disposal of
hazardous substances and wastes, the cleanuptafiinated sites and the maintenance of a safe Vemdpln particular, some of our
manufacturing processes may require us to handlelispose of hazardous materials from time to tiroe.example, in the past our
manufacturing operations have used lead-basedrdoltiee assembly of our products. Today, we uad-feee soldering technologies in our
manufacturing processes, as this is required fmilymts 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 regafeti These laws and regulations also could regusite incur significant costs to remain
in compliance.

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

Part of our growth strategy involves mak&ades to foreign corporations and delivering aadpcts to facilities located in foreign
countries. To facilitate this process and to mieetiong-term projected demand for our productshase set up a new manufacturing facility
in the PRC. Selling and manufacturing in foreignmies subjects us to additional risks not presétit our domestic operations. We have
begun operating in business and regulatory enviesrisnin which we have little or no previous expece We will need to overcome
language and cultural barriers to effectively cartdhwur operations in these new environments. Initiag the economies of the PRC and
other
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countries have been highly volatile in the pastulting in significant fluctuations in local curi@as and other instabilities. These instabilities
affect a number of our customers and supplierglditi@n to our foreign operations and continuexisieor may occur again in the future.
International turmoil and the threat of future teist attacks, both domestically and internationdive contributed to an uncertain political
and economic climate, both in the U.S. and globalhd have negatively impacted the worldwide econadrhe occurrence of one or more of
these instabilities could adversely affect our iigmeoperations and some of our customers or sugpkach of which could adversely affect
our net sales. In addition, our failure to meetliapple regulatory requirements or overcome cultbaariers could result in production delays
and increased turn-around times, which would ae\efect our business.

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

Our current manufacturing facilities aredted in Irvine, California and Suzhou, PRC. Duthts geographic concentration, a disruption
of our manufacturing operations, resulting fromipment failure, power failures, quality controligs, human error, government interven
or natural disasters, including earthquakes, fireffloods, could interrupt or interfere with our mdiacturing operations and consequently
harm our business, financial condition and rexfltgperations. Such disruptions would cause sigaifi delays in shipments of our products
and adversely affect our operating results.

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

As of December 29, 2007, our executiveceff$, directors and 5% stockholders beneficially,aw total, approximately 50% of our
outstanding common stock. As a result, these stidkins, acting together, have the ability to esatistantial influence over all matters
requiring approval by our stockholders, includihg election and removal of directors and any pregaserger, consolidation or sale of all or
substantially all of our assets and other corpdratesactions. This concentration of control ccudddisadvantageous to other stockholders
with interests different from those of our execatofficers, directors and principal stockholdems: &xample, our executive officers, directors
and principal stockholders could delay or prevenaequisition or merger even if the transaction Mdoenefit other stockholders. In additic
this significant concentration of share ownershigyradversely affect the trading price for our commstock because investors may perceive
disadvantages in owning stock in companies withldiolders that have the ability to exercise sigaffit control.

Anti-takeover provisions under our charter documens and Delaware law could delay or prevent a chang# control and could also
limit the market price of our stock.

Our certificate of incorporation and bylagantain provisions that could delay or prevenhange of control of our company or changes
in our board of directors that our stockholdershigpnsider favorable. In addition, these provisioould limit the price that investors would
be willing to pay in the future for shares of oommmon stock. The following are examples of provisiahich are included in our certificate
of incorporation and bylaws, each as amended:

. our board of directors is authorized, without pstwckholder approval, to designate and issue pegfestock, commonly
referred to as "blank check" preferred stock, wigifnts senior to those of our common stock;

. stockholder action by written consent is prohibjted

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

. our board of directors is expressly authorized &k alter or repeal our bylaws.
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In addition, we are governed by the prarisiof Section 203 of the Delaware General Corpdratv, which may prohibit certain
business combinations with stockholders owning tE%nore of our outstanding voting stock. These athér provisions in our certificate of
incorporation and bylaws, and of Delaware law caubike it more difficult for stockholders or potettacquirors to obtain control of our
board of directors or initiate actions that areagma by the then-current board of directors, inidgdlielaying or impeding a merger, tender
offer, or proxy contest or other change of contirahsaction involving our company. Any delay ongetion of a change of control
transaction or changes in our board of directotdccprevent the consummation of a transaction irckvbur stockholders could receive a
substantial premium over the then-current markieegdor their shares.

Iltem 1B. Unresolved Staff Comments
Not Applicable.
Item 2. Properties

Our corporate headquarters and domestiaifaaturing facility are located in approximately,280 square feet of space in Irvine,
California, under a lease that expires in June 2034 also continue to lease approximately 8,50@ufeet of space in Irvine, California tl
previously housed our manufacturing facility, anlticth we are currently subleasing to another tergnis lease expires in November 2010.
We also currently lease approximately 43,600 sqfeseof space for a manufacturing facility in ®&C. In addition, we lease offices on a
monthly basis in corporate office centers locatediistin, Texas, Raleigh, North Carolina and Duhlialand. We believe that our current
planned facilities are adequate for our currentexpkcted operations for the next twelve monthsthatiadditional space can be obtained if
needed.

Item 3. Legal Proceedings
Federal Securities Class Action

Beginning in May 2007, we, along with certaf our officers and directors, and our underarstwere named as defendants in four
purported class action shareholder complaints,afwehich were filed in the U.S. District Court ftre Southern District of New York, and
two of which were filed in the U.S. District Coddr the Central District of California. These purggal class action lawsuits were filed on
behalf of persons and entities who purchased @raike acquired our common stock pursuant or tidedga our November 30, 2006 Initial
Public Offering, or IPO. The lawsuits have beensmidated into a single action—Belodoff v. Netlistc., Lead Case No. SACV@F?7 DOC
(MLGx)—which is pending in the Central District Galifornia. Lead Plaintiff filed the Consolidate@@plaint on November 5, 2007.
Generally, the complaint alleged that the RegismaBtatement issued by us in connection with B@ tontained untrue statements of
material fact or omissions of material fact in aitibn of Sections 11 and 15 of Securities Act @3 Defendants filed their motions to
dismiss the complaint on January 9, 2008. The hgam defendants' motions to dismiss is set foil ®8; 2008. At this time, we are unable
to form a professional judgment that an unfavorabitcome is either probable or remote. Moreovenifinfavorable outcome should
eventually occur, we are not at this time ablestingate the amount or range of possible loss.

California Derivative Action

In August 2007, a derivative lawsuit wdsdiin California Superior Court for County of Oge—Smith v. Hong, Case
No. 07CC0135—against certain of our officers and directors.sTéction contains factual allegations similar tosth of the federal class
action lawsuit described above, but the plaintifthis case asserts claims for violations of Caiii@s insider trading laws, breaches of
fiduciary duty, abuse of control, gross mismanag#measte of corporate assets, and unjust enrichriibe plaintiff
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seeks unspecified damages, equitable and/or injenctlief and disgorgement of all profits, berefind other compensation obtained by the
defendants. The defendants to this action haveespbnded to the complaint. Pursuant to a stimrdathe parties agreed to temporarily stay
the action pending a decision on the defendantsbrmto dismiss in the federal securities clas®acThe parties also agreed that twenty
days after the court in the federal securitiessciaion issues a final ruling as to the motiondismiss brought in that action, the parties will
meet and confer regarding the time for defendantegpond to the complaint in this derivative attiat this time, we are unable to form a
professional judgment that an unfavorable outcaedther probable or remote. Moreover, if an unfalste outcome should eventually occ
we are not at this time able to estimate the amourdnge of possible loss. In addition, we haweired correspondence from counsel for a
purported shareholder requesting that we takersctiminvestigate and remedy alleged wrongdoingrigientified former and current office
and/or directors based on allegations similar ta¢hin theSmith v. Hongase. We are currently evaluating our respondeisaeéquest.

Item 4. Submission of Matters to a Vote of Secity Holders
No matters were submitted to a vote of ggcholders in the three months ended Decembe2Q07.
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PART Il
ltem 5. Market for Registrant's Common Equity, Related Stockholder Matters and Issuer Purchases &quity Securities

Our common stock began trading on The NASDBlobal Market under the trading symbol "NLST"Mavember 30, 2006. Our
common stock was not publicly traded prior to Nobem30, 2006. The following table sets forth thghhand low sale prices for our commr
stock on the NASDAQ Global Market for the year esh@de=cember 29, 2007:

High Low
Fourth Quarte $ 34C $ 211
Third Quartel 3.6( 1.67
Second Quarte 7.0C 2.9z
First Quarte! 12.4( 6.84

The high and low sale prices for our comrstatk from the inception of trading on Novembey 3006 through December 30, 2006 w
$11.04 and $7.45, respectively.

The approximate number of holders of ounomn stock as of February 15, 2008 was 21.
Dividend Policy

We have never declared or paid cash divisem our capital stock. Our current credit fagiitohibits the payment of cash dividends.
Accordingly, we do not anticipate declaring or paytcash dividends on our capital stock in the feable future. Any payments of cash
dividends will be at the discretion of our boarddakctors, and will depend upon our results ofrafiens, earnings, capital requirements,
legal and contractual restrictions, and other factieemed relevant by our board of directors.

Issuer Purchases of Equity Securities
During the three months ended Decembe?@97, we did not make any purchases of our comrtomk s
Securities Authorized for Issuance under Equity Comensation Plans

Our board of directors and stockholdersehareviously approved our Amended and Restated EQ0@y Incentive Plan and our 2006
Equity Incentive Plan. Except as listed in the ¢dilow, we do not have any equity based plankjdimg individual compensation
arrangements, that have not been approved by acklsilders. The following table provides informatias of December 29, 2007 with
respect to shares of our common stock:

Number of securities
remaining available for

Number of securities Weighted-average future issuance under
to be issued upon exercise exercise price of equity compensation plans
of outstanding options, outstanding options, (excluding securities
Plan Category warrants and rights warrants and rights reflected in column (a))
(a) (b) (©)

Equity compensation plans approved by
security holder: 3,546,501 $ 3.14 124,50((1)
Equity compensation plans not approved by
security holder: 518,00((2)$ 1.27 —
Total 4,064,500 $ 2.9C 124,50(

1) Subject to certain adjustments, beginning Janua®pa8, we currently are able to issue a maximurh%90,000 shares of common
stock pursuant to awards granted under our 200@&yEqu
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Incentive Plan. That maximum number will automdljcancrease on the first day of each calendar ygathe lesser of (i) 500,000
shares and (ii) such smaller number of shares gdmaetermined by our board of directors priothiat date.

(2)  Consists of:

0] 318,000 warrants to purchase shares of our comtook ssued to non-employees for services rendéredf December 29,
2007, all warrants were fully vested and exercisabl

(i) 200,000 options to purchase shares of our comnoak ssued to our former chief financial officerdannection with her
hiring. The options were to vest over a period g€drs at an exercise price of $1.67 per shareasndxercisable up to
90 days subsequent to her termination of employment

See Note 14 of Notes to Consolidated Financiak8tants, included in Part IV, Iltem 15 of the Repiont,additional information on
equity compensation plans.

Recent Sales of Unregistered Securities
During the three months ended Decembe2@97, we did not sell any unregistered securities.
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ltem 6. Selected Consolidated Financial Dai

The selected consolidated financial datdosth below should be read in conjunction withdivagement's Discussion and Analysis of
Financial Condition and Results of Operations" andaudited consolidated financial statements hadélated notes appearing elsewhere in
this Report.

The selected consolidated financial datdosth below are derived from our consolidatedafinial statements. The consolidated
statement of operations data for the years endedmleer 29, 2007, December 30, 2006 and Decemb@085, and the consolidated bala
sheet data as of December 29, 2007 and Decemb26@6, are derived from our audited consolidatedrftial statements included elsewt
in this Report. The consolidated statement of djpera data for the years ended January 1, 200®andmber 27, 2003 and the consolidated
balance sheet data as of December 31, 2005, Jahu20P5 and December 27, 2003 are derived fronaodited consolidated financial
statements not included in this Report. The hisabriesults are not necessarily indicative of rtsstal be expected for future periods.

Year Ended
December 29, December 30, December 31, January 1, December 27,
2007 2006 2005 2005 2003

(in thousands, except per share data)

Consolidated Statement o
Operations Data:

Net sales $ 100,06( $ 151,44¢ $ 79,85¢ $ 143,65¢ $ 100,37!
Cost of sales(1 91,261 129,18: 73,89: 133,50: 86,10’
Gross profi 8,79¢ 22,26 5,96¢ 10,15¢ 14,26¢
Operating expense

Research and development 4,74¢ 3,31t 2,961 3,77( 11,75¢

Selling, general and

administrative(1 15,90( 9,191 5,06% 6,31¢ 15,21¢

Total operating expens 20,64¢ 12,50¢ 8,02: 10,08¢ 26,977

Operating income (los: (11,849 9,761 (2,059 72 (12,709
Other income (expense), r 411 (1,849 (1,200 (1,386 (879
Income (loss) before provision
(benefit) for income taxe (11,439 7,912 (3,259 (1,319 (13,589
Provision (benefit) for income
taxes (4,025 2,84« (912) (340 2,313
Net income (loss $ (7,419 $ 5,06¢ $ 2,347 $ 974 $ (15,909

Net income (loss) per commu

share;
Basic $ 0.3¢) $ 04: $ 0.22) $ (0.09) $ (1.62)
Diluted $ (0.3t) $ 034 % 0.22) $ 0.09) $ (1.62)
Weighted-average common shai
outstanding
Basic 19,67+ 11,70¢ 10,67 10,67: 9,831
Diluted 19,67+ 15,33: 10,67 10,67 9,831

(1)  Amounts include stock-based compensation as follows

Year Ended
December 29, December 30, December 31, January 1, December 27,
2007 2006 2005 2005 2003

(in thousands)

Cost of sale: $ 171 $ 104 $ 56 $ 29 % 68
Research and developmt 14¢ 12t (52 80 9,73:



Selling, general and administrati 861 368 (65) 141 10,87:
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December 29, December 30, December 31, January 1, December 27,
2007 2006 2005 2005 2003

(in thousands)

Consolidated Balance Sheet Datz

Cash and cash equivalel $ 7,18 % 30,97t $ 95 % 75¢ $ 1,907
Investments in marketable 23,381 6,76¢ — — —
securities

Total asset 60,35¢ 87,69¢ 25,84: 22,11( 22,40¢
Total debt(1) 6,25( 21,50: 13,92 9,37¢ 3,464
Stockholders' equit 44,19: 50,24« 2,85¢F 5,261 5,981

(1)  Amounts include outstanding revolving line of ctdafilance as of each respective date.

Effective January 1, 2003, we changed mgaf year from a calendar year to a 52/53-wedaafigear ending on the Saturday closest to
December 31.

ltem 7. Management's Discussion and Analysis &inancial Condition and Results of Operations

The following discussion and analysis of our firiahcondition and results of operations should kad in conjunction with "Selected
Consolidated Financial Data" and our audited cornidated financial statements and the related natekided elsewhere in this Report. In
addition to historical consolidated financial infoation, the following discussion and analysis corgdorward-looking statements that
involve risks, uncertainties, estimates and assiompt Our actual results could differ materiallypfn those anticipated by these forward-
looking statements as a result of many factorduding those discussed in this Report under "Ris&térs".

Overview

We design, manufacture and sell high peréarce memory subsystems for the server, high paediece computing and communications
markets. Our memory subsystems consist of dynaamidam access memory integrated circuits, or DRARB] KLAND and other components
assembled on a printed circuit board, or PCB. Wgaga with our original equipment manufacturer, &M customers from the earliest
stages of new product definition, which providesungue insight into their full range of systemkitecture and performance requirements.
This close collaboration has also allowed us teetigva significant level of systems expertise. lestage a portfolio of proprietary
technologies and design techniques, includingiefiicplanar design, alternative packaging techrsqued custom semiconductor logic, to
deliver memory subsystems with high memory densityall form factor, high signal integrity, attraaithermal characteristics and low cost
per bit.

Due to their importance to overall systexch#decture and performance, our products must igadiengthy qualification reviews by our
OEM customers, which may last up to six monthsaddition, in order to penetrate large OEMs, we hgpeally been required to
demonstrate our ability to meet strict standardgta@lity, customer service and turnaround timéitsy supplying less complex products into
a limited range of high volume applications. Foample, the initial products we sold to IBM were dig® mobile computing applications. T
majority of our sales of subsequent products to Iige been for high-end server applications, oungmy market focus. Consistent with the
concentrated nature of the OEM customer base itanget markets, a small number of large customave historically accounted for a
significant portion of our net sales. Dell, Hewletickard and IBM represented approximately 55%, aBe7%, respectively, of our net s
in fiscal 2007, and approximately 38%, 4% and 3B%pectively, of our net sales in fiscal 2006. dides to some of our OEM customers
include memory modules that are qualified by usatly with the OEM customer and sold to electrana&nufacturing services providers, or
EMSs, for incorporation into products manufactuegdlusively for the OEM customer. These net saldsMISs have historically fluctuated
period by period as a portion of the total net Sébethese OEM customers. Net sales to Hon Haistoadndustry Co. Ltd., an EMS that
purchases memory modules from us for incorporatitm
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products manufactured exclusively for Dell, représd approximately 57% of net sales to Dell focdis2007 and approximately 40% of net
sales to Dell for fiscal 2006. Net sales to Kingst@chnology Company, Inc., and to Internationadt&yms Technology Co. Ltd., both EMSs
that purchase memory modules from us for incorpaméahto products manufactured exclusively for IBipresented approximately 43% ¢
21%, respectively, of net sales to IBM for fiscGDZ and approximately 57% and 22%, respectivelpetfsales to IBM for fiscal 2006.

For the year ended December 29, 2007, #r&ehprice for mainstream DRAM ICs decreased lyr@agdmately 85%. This decline has
adversely affected the selling prices of many affmeducts and generally contributed to lower rexes lower gross margin and reduced
inventory value during this period. Should the dexin the DRAM IC market continue, it would resutiower net sales, lower gross margin
and reduced inventory value in subsequent periods.

Key Business Metrics

The following describes certain line iteim®ur statements of operations that are impottamanagement's assessment of our financial
performance:

Net Sales. Net sales consist primarily of sales of ouhhpgrformance memory subsystems, net of a provisioastimated 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 proviewith non-binding forecasts of future produaindad 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 thesotiprice of DRAM ICs. Purchase orders generallyeh@o cancellation or rescheduling
penalty provisions. We often ship our productsuo @istomers' international manufacturing sitesoAbur sales to date, however, are
denominated in U.S. dollars. We also sell excesgpoment inventory of DRAM ICs to distributors antther users of memory ICs. These
sales accounted for approximately 2% and 8% ohetisales for fiscal 2007 and 2006, respectivelg.a¥pect that component inventory
sales will continue to decrease as a percentagetafales in future periods as we diversify outauer base and therefore are able to use
components in a wider range of memory subsystems.

Cost of Sales. Our cost of sales includes the cost of materiaknufacturing costs, depreciation and amortinaif equipment,
inventory valuation provisions, stock-based comp&os and occupancy costs and other allocated fixsts. The DRAM ICs and NAND
incorporated into our products constitute a sigaifit portion of our cost of sales, and thus out gbsales will fluctuate based on the current
price of DRAM ICs and NAND. We attempt to pass tigb such DRAM IC and NAND cost fluctuations to @ustomers by frequently
renegotiating pricing prior to the placement ofitlpeirchase orders. To the extent we are successfatge majority of our product cost is
variable, and thus our cost of sales and grossimpegcentages may not be significantly impactedtmnges in sales volume. However, the
sales prices of our memory subsystems can alstuéiteedue to competitive situations unrelated ¢ogtticing of DRAM ICs and NAND,
which will affect gross margins. The gross marginooir sales of excess component DRAM IC and NANEitory is much lower than the
gross margin on our sales of our memory subsystama.result, a decrease in DRAM IC and NAND ineeptsales as a percentage of our
overall sales would result in an improved overatisy margin. We assess the valuation of our invesst@n a monthly basis and record a
provision to cost of sales as necessary to redu@ntories to the lower of cost or net realizaldbig.

Research and DevelopmentResearch and development expense consistsripyimiaemployee and independent contractor
compensation and related costs, stock-based comtjmmscomputer-aided design software licensesreete design development costs,
patentrelated fees, depreciation or rental of evaluadiqnipment, and occupancy and other allocated omdrbests. Also included in resea
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and development expense are the costs of matedadweerhead related to the production of engingesamples of new products under
development or products used solely in the reseandhdevelopment process. Our customers typicallyad separately compensate us for
design and engineering work involved in develompglication-specific products for them. All res¢aend development costs are expensed
as incurred. To the extent that we continue efflartdevelop additional proprietary technologies,améicipate that research and development
expenditures will increase.

Selling, General and Administrative.Selling, general and administrative expensaesisb primarily of employee salaries and related
costs, stock-based compensation, independentreglessentative commissions, professional servpresnotional and other selling and
marketing expenses, and occupancy and other adldcaterhead costs. A significant portion of oufisglefforts is directed at building
relationships with OEMs and working through thedaret approval and qualification process with th@merefore, the cost of material and
overhead related to products manufactured for ficetiion is included in selling expenses. As wetoare to service existing and penetrate
new OEM customers, we anticipate that our salesaartteting expenses will increase. We also antieifizat our general and administrative
expenses will increase as a percentage of netasl@g incur various accounting, legal and othefgasional expenses associated with our
ongoing public company reporting obligations anthpbance with the requirements of the SarbanesyOXtd of 2002.

Provision (Benefit) for Income TaxesOur income tax provision (benefit) is basedimnstatutory federal tax rate of 35% and is
typically impacted by state taxes and permanenk+taw differences.

Critical Accounting Policies

The preparation of our consolidated finahstatements in conformity with accounting pritegpgenerally accepted in the U.S. requires
us to make estimates and assumptions that affecetforted amounts of assets and liabilities ascakures of contingent assets and
liabilities at the date of the consolidated finahstatements and the reported amounts of net aateexpenses during the reporting perioc
their nature, these estimates and assumptionsibjecs to an inherent degree of uncertainty. We lmag estimates on our historical
experience, knowledge of current conditions andbaliefs of what could occur in the future considgravailable information. We review ¢
estimates on an on-going basis. Actual results difésr from these estimates, which may result irtenial adverse effects on our operating
results and financial position. We believe thedwiing critical accounting policies involve our maignificant assumptions and estimates
used in the preparation of our consolidated finarstatements:

Revenue Recognition.We recognize revenues in accordance with ticer8es and Exchange Commission's Staff AccounBabetin
No. 104,Revenue Recognitigror SAB No. 104. Under the provisions of SAB N0641we recognize revenues when there is persuasive
evidence of an arrangement, product delivery acdgtance have occurred, the sales price is fixet@mrminable, and collectibility of the
resulting receivable is reasonably assured.

We generally use customer purchase ordet®acontracts as evidence of an arrangementv&gloccurs when goods are shipped for
customers with FOB Shipping Point terms and uperipe for customers with FOB Destination termsyhich time title and risk of loss
transfer to the customer. Shipping documents aad tesverify delivery and customer acceptance. ¥&ess whether the sales price is fixe
determinable based on the payment terms assoeigtethe transaction and whether the sales prisaligect to refund.

Customers are generally allowed limitedhtagof return for up to 30 days, except for safesxgess inventories, which contain no right-
of-return privileges. Estimated returns are prodifta at the time of sale based on historical elgmee or specific identification of an event
necessitating a reserve.
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We offer a standard product warranty to our custsraad have no other post-shipment obligationsI&these returns have historically been
within our expectations and the provisions esthblis we cannot guarantee that we will continuexgdence similar return rates in the
future. Any significant increase in product failusges and the resulting product returns could lzaneterial adverse effect on our operating
results for the period or periods in which suclimes materialize.

We assess collectibility based on the ¢naatthiness of the customer as determined by codditks and evaluations, as well as the
customer's payment history. Most of our internai@hipments are made to third-party inventory Wauses, or hubs, and we recognize
revenue when the inventory is pulled from the hutuise in production by the customer. We receixepart from the customer on a daily
basis indicating the inventories pulled from a lfarbuse by the customer, and perform a daily reitiation of inventories shipped to and
pulled by the customer to those inventories redléan the customer's reports to ensure that saegeognized in the appropriate periods.
have historically had good visibility into our caseters' requirements within each reporting perioolwelver, if a customer does not pull our
inventory from its hub in accordance with the saftedt originally provided to us, our predicteddte revenues could vary from our forecasts
and our results of operations could be materially adversely affected. Additionally, since we ownantories that are physically located in
hubs, our ability to effectively manage inventagyéls may be impaired, causing our inventory ttondecrease, which would increase
expenses associated with excess and obsolete ameenand negatively impact our cash flow.

All amounts billed to customers relatedlbipping and handling are classified as net salbe all costs incurred by us for shipping and
handling are classified as cost of sales.

Warranty Reserve. We offer warranties on our memory subsystennegdly ranging from one to three years, dependimthe produc
and negotiated terms of purchase agreements witbustiomers. Such warranties require us to repaeplace defective product returned to
us during such warranty period at no cost to thetaraer. Our estimates for warranty related cogtsegorded at the time of sale based on
historical and estimated future product returngaied expected repair or replacement costs. Wihille sosts have historically been within
expectations and the provisions established, ur@gehanges in failure rates could have a mataediatrse impact on us, requiring
additional warranty reserves, and adversely afigabur gross profit and gross margins.

Accounts Receivable.We perform credit evaluations of our customémgincial condition and limit the amount of creditended to ol
customers as deemed necessary, but generally eaguiollateral. We continuously monitor collecB@and payments from our customers
maintain a provision for estimated credit losseseldaupon our historical experience and any spewifitomer collection issues that we have
identified. Generally, these credit losses haven lveiéhin our expectations and the provisions eshbd. However, we cannot guarantee that
we will continue to experience credit loss ratasilsir to those we have experienced in the past.

Our accounts receivable are highly conetatt among a small number of customers, and disgmi change in the liquidity or financial
position of one of these customers could have amahtidverse effect on the collectibility of owwcaunts receivable, our liquidity and our
future operating results.

Inventories. We value our inventories at the lower of theiatcost to purchase or manufacture the inverdompe net realizable val
of the inventory. Cost is determined on an averag basis which approximates actual cost on tifirdirst-out basis and includes raw
materials, labor and manufacturing overhead. Walegly review inventory quantities on hand and odeo and record a provision for excess
and obsolete inventories based primarily on oumedéed forecast of product demand and productigoirements for the next three to six
months. In addition, we consider changes in thekataralue of DRAM ICs and NAND in determining themalizable value of our raw
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material inventory. Once established, any write-dgsware considered permanent adjustments to thdasist of our inventories. A significant
decrease in demand for our products could resalhimcrease in the amount of excess inventorytiieeon hand. In addition, our estimates
of future product demand may prove to be inaccuimtehich case we may have understated or overstae provision required for excess
and obsolete inventory. In the future, if our inteeies are determined to be overvalued, we woultehaired to recognize additional expense
in our cost of sales at the time of such deterrionat.ikewise, if our inventories are determined®undervalued, we may have oveportet
our costs of sales in previous periods and woulcehaired to recognize additional gross profithat time such inventories are sold. In
addition, should the market value of DRAM ICs andiN\D decrease significantly, we may be requiredbtedr our selling prices to reflect t
lower cost of our raw materials. If such price @ases reduce the realizable value of our inverstéoidess than our cost, we would be
required to recognize additional expense in out absales in the same period. Although we makeyereasonable effort to ensure the
accuracy of our forecasts of future product demang,significant unanticipated changes in demashriological developments or the
market value of DRAM ICs and NAND could have a mialeeffect on the value of our inventories and mported operating results.

Long-Lived Assets. We review the recoverability of the carryindusof long-lived assets on an annual basis or ehemnevents or
changes in circumstances indicate that the caringunt of an asset may not be recoverable. Realoligr of these assets is determined
based upon the forecasted undiscounted futureasétftows from the operations to which the assetge, utilizing our best estimates,
appropriate assumptions and projections at the flihese projected future cash flows may vary sigaiftly over time as a result of increased
competition, changes in technology, fluctuationd@mand, consolidation of our customers and reduogtin average selling prices. If the
carrying value is determined not to be recoveréolm future operating cash flows, the asset is dkimpaired and an impairment loss is
recognized to the extent the carrying value excéeelestimated fair market value of the asset.

Stock-Based CompensationWe account for equity issuances to non-empleyraccordance with Statement of Financial Acciognt
Standards, or SFAS, No. 128¢counting for Stock Based Compensatiand Emerging Issues Task Force, or EITF, Issue9Bd 8,
Accounting for Equity Instruments that are Issuz@®ther Than Employees for Acquiring, or in Contime with Selling, Goods ar
Services All transactions in which goods or services & donsideration received for the issuance of gdustruments are accounted for
based on the fair value of the consideration resgkir the fair value of the equity instrument igssughichever is more reliably measurable.
The measurement date used to determine the faie wlthe equity instrument issued is the earlighe date on which the third-party
performance is complete or the date on whichptrabable that performance will occur.

Prior to January 1, 2006, we accountedtock-based compensation issued to employees esrtats using the intrinsic value method
of accounting prescribed by Accounting PrinciplemBl Opinion No. 25Accounting for Stock Issued to Employaed related
pronouncements. Under this method, compensatioarsegwas recognized over the respective vestingdoeased on the excess, on the date
of grant, of the fair value of our common stock iotree grant price, net of forfeitures. Deferredc&tbased compensation was amortized on a
straight-line basis over the vesting period of egi@nt.

On January 1, 2006, we adopted SFAS No(R)2Share-Based Paymenor SFAS No. 123(R), which requires the measur¢raed
recognition of compensation expense for all shasel payment awards made to our employees andadgdased on estimated fair values.
We adopted SFAS No. 123(R) using the modified pgoBpe transition method, which requires the agpion of the accounting standard as
of January 1, 2006, the first day of our fiscalry2@06. Our consolidated financial statements amndffor the year ended December 30, 2006
reflect the impact of adopting SFAS No. 123(R)attordance with the modified prospective transitisthod, our consolidated

31




financial statements for prior periods have notbmestated to reflect, and do not include, the chpASFAS No. 123(R).

We currently use the Black-Scholes optidnipg model to estimate the fair value of stocledd awards. While this model meets the
requirements of SFAS No. 123(R), the estimatedvigines generated by it may not be indicative efdbtual fair values of our stock-based
awards as it does not consider certain factors itapbto those awards to employees, such as caatiamployment and periodic vesting
requirements as well as limited transferabilityeBlack-Scholes model requires subjective assumptiegarding future stock price volatility
and expected time to exercise, along with assumgtitoout the risk-free interest rate and expedtadahds, all of which affect the estimated
fair values of our stock-based awards. The expdetad of options granted is derived from historidata on employee exercises and post-
vesting employment termination behavior. The exgeeblatility is based on the historical volatéii of the common stock of comparable
publicly traded companies based on our beliefweaturrently have limited historical data regarding volatility of our stock price on which
to base a meaningful estimate of expected volatilihe risk-free rate selected to value any pddicgrant is based on the U.S. Treasury rate
that corresponds to the expected term of the gffettive as of the date of the grant. The expedteidends assumption is based on our
history and expectation of dividend payouts. Wdata the assumptions used to value stock-basediawa a quarterly basis. If factors
change and we employ different assumptions, stasledb compensation expense may differ significdrily what we have recorded in the
past.

The value of the portion of stock-basedrawdhat are ultimately expected to vest is recogphias expense over the requisite service
periods in our financial statements in fiscal 260@ thereafter. As stodkased compensation expense recognized in our falatatements
based on awards ultimately expected to vest, ibkas reduced for estimated forfeitures. SFAS R8(R) requires forfeitures to be
estimated at the time of grant and revised, if asagy, in subsequent periods if actual forfeitatiffer from those estimates. If there are any
modifications or cancellations of the underlyingrested stock-based awards, we may be requirecctdemate, increase or cancel any
remaining unearned stock-based compensation expleuisge stock-based compensation expense andnauestock-based compensation
will increase to the extent that we grant additl@atack-based awards.

Income Taxes. We recognize deferred tax assets and lialsilh@sed on the differences between the finan@tdsent carrying values
and the tax bases of assets and liabilities. Weladyg review our deferred tax assets for recoviditgtand establish a valuation allowance,
when determined necessary, based on historicabl@akacome, projected future taxable income, ardetkpected timing of the reversals of
existing temporary differences. If we operate ktsa for an extended period of time or are unablgenerate sufficient future taxable income,
or if there is a material change in the actualatife tax rates or time period within which the aerlgling temporary differences become
taxable or deductible, we could be required to meeovaluation allowance against all or a signiftgaortion of our deferred tax assets which
could substantially increase our effective tax fatesuch period. Any significant changes in statytax rates or the amount of our valuation
allowance could have a material effect on the vafusur deferred tax assets and liabilities, andreported financial results. Additionally, \
adopted Financial Accounting Standards Board, dsBAlnterpretation No. 4&ccounting for Uncertainty in Income Taxes—An
Interpretation of FASB Statement No. Z, or FIN 48, on December 31, 2006, the first dafisafal 2007. FIN 48 seeks to reduce the diversity
in practice associated with certain aspects of oreasent and recognition in accounting for incomesa FIN 48 prescribes a recognition
threshold and measurement requirement for the dinhgtatement recognition of a tax position thes been taken or is expected to be taken
on a tax return and also provides guidance on degrétion, classification, interest and penaltes;ounting in interim periods, disclosure,
and transition. Under FIN 48 we may only recogrizeontinue to recognize tax positions that me@are likely than not" threshold.
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The application of tax laws and regulatimsubject to legal and factual interpretatiomgment and uncertainty. Tax laws and
regulations themselves are subject to change esu#t of changes in fiscal policy, changes in liegign, the evolution of regulations and cc
rulings. Therefore, the actual liability for U.S.foreign taxes may be materially different front @stimates, which could result in the nee
record additional tax liabilities or potentiallywerse previously recorded tax liabilities.

Results of Operations

The following table sets forth our consatield statements of operations as a percentage séles for the years indicated:

Year Ended
December 29, December 30, December 31,
2007 2006 2005
Net sales 10C% 10C% 10C%
Cost of sale: 91 85 93
Gross profit 9 15 7
Operating expense
Research and developm 5 2 4
Selling, general and administrati 16 6 6
Total operating expens 21 8 10
Operating income (los! (12 6 3

Other income (expense
Interest income (expense), | — (€D} 2
Other income (expense), r — — —

Total other income (expense), | — (1) 2
Income (loss) before provision (benefit) fo
income taxe! (12) 5 4
Provision (benefit) for income tax 4 2 D
Net income (loss ()% 3% (3)%

Year Ended December 29, 2007 Compared to the Year Ended December 30, 2006
Net Sales, Cost of Salesand Gross Profit

The following table presents net salest obsales and gross profit for the years endecebber 29, 2007 and December 30, 2006 (in
thousands, except percentages):

Year Ended
December 29, December 30, %
2007 2006 Decrease Change
Net sales $ 100,06( $ 151,44¢ $ (51,389 (34)%
Cost of sale: 91,26: 129,18: (37,920 (29)%
Gross profil $ 8,79¢ $ 22,267 $ (13,469 (60)%
] ] |
Gross margir 8.8% 14.7% (5.9%

Net Sales. Net sales for the year ended December 29, 2@0& adversely impacted by two primary factorssti-the significant
decreases in DRAM IC market prices during the mknhich was primarily driven by continued overslygp the DRAM market, forced us
to significantly reduce
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our selling prices on many of our products. Addititty, we experienced decreases in demand asgatiarket prices generally led to
expectations of further price reductions, whichsealicertain customers to delay purchases from us.

The decrease in net sales for the yearceDéeember 29, 2007 as compared to the year eneeehitber 30, 2006 resulted primarily
from decreases of (i) $42.1 million in sales of very low profile memory subsystems, (ii) $21.6lmil in sales of Double Data Rate, or
DDR and DDR2 memory subsystems and (iii) $23.0iamilin sales of other memory products, primarilyhaiespect to certain of our upgr:
and distribution business customers that were t&ffieloy the the overall downward market in 2007.SEh@ecreases were partially offset by
increases in net sales for 2007 as compared to @0@6$27.2 million in sales of laptop personahgputer memory subsystems and
(i) $9.6 million in sales of memory subsystemsditzcontrol Redundant Arrays of Independent DiskRAIDs. The overall decreases in
net sales are primarily attributable to the mad@ten reductions in selling prices of our produmtsl lower customer demand as described
above, particularly on our high volume productsdwitwer average selling prices as well as oveoaldr than expected demand from OEM
products in which our products are incorporatedhsas blade servers that use our very low proféenary subsystems.

Should the market price declines for DRAGA Icontinue, our overall revenues could be advweisglacted as we lower prices further on
some products to meet market conditions.

Sales of our component inventory to distitioss and other users of memory ICs representedappately 2% and 8% of net sales for
years ended December 29, 2007 and December 30, 23@&ctively. We expect that component invensaitgs will decrease as a percent
of net sales in future periods as we diversify @ustomer base and therefore are able to use comiganea wider range of memory
subsystems.

Gross Profit and Gross Margin. Gross profit for the year ended December 207245 compared to the year ended December 30, 200!
decreased primarily due to the 34% decrease inaies between the two years. The decrease in groisand gross margin for 2007 is also
attributable to the significant decrease in thekmgprice of DRAM ICs during 2007. This market deelsignificantly impacted the valuation
of our inventories, whereby we incurred a losshimyear ended December 29, 2007 of approximateB/i@#lion as a result of slow moving
and lower-of-cost-or-market value inventory adjustits. Additionally, as a result of the overall d&se in demand that we experienced in
2007, along with the start-up costs to establishnew manufacturing facility in the People's Rejubf China, or PRC, we incurred excess
manufacturing capacity costs in 2007 of approxitye®d.7 million. The declines in both gross prafitd gross margin in 2007 were partially
offset by certain shifts in product mix that prozifibr higher margins. To the extent that DRAM ICrke prices continue to decline, or
should our product sales mix move toward lower nmapgoducts such as laptop memory, our gross pigfitss margin and overall operating
results could be adversely affected in future mhyio

Research and Development

The following table presents research agetbpment expenses for the years ended Decembh20@8 and December 30, 2006 (in
thousands, except percentages):

Year Ended

December 29, December 30, %
2007 2006 Increase Change

Research and developm $ 4,748 $ 3,31t $ 1,43¢ 43%

The increase in research and developmearese for the year ended December 29, 2007 as cethfmathe year ended December 30,
2006 resulted primarily from increases of (i) $thiflion in
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personnel-related expenses as a result of an seirdhe number of employees engaged in reseacttevelopment activities since
December 30, 2006, along with increased expensaedgo changes to our employee insurance plaarage premiums and matching
contributions to our employee 401(k) plan, (i) &illion for certain engineering and design topiyduct qualification and other related
expenses along with $0.1 million in legal and pssfenal services fees as we increased activitiateteto new and emerging markets during
2007, (iii) $0.3 million for impairment write-dowraf certain longlived assets used in the product development pscaesurther discussed
Note 11 of Notes to Consolidated Financial Statemand (iv) $0.3 million in various allocated ovedd expense

Selling, General and Administrative

The following table presents selling, gahand administrative expenses for the years ebBdgegmber 29, 2007 and December 30, 2006
(in thousands, except percentages):

Year Ended

December 29, December 30, %
2007 2006 Increase Change

Selling, general and administrati $ 15,90C $ 9,191 $ 6,70¢ 73%

The increase in selling, general and adstriative expenses for the year ended Decembel029, & compared to the year ended
December 30, 2006 resulted primarily from increasfes) $2.8 million in personnel-related expensssa result of an increase in the number
of employees engaged in selling, general and adiméive activities since December 30, 2006, inicigadecruitment and related expenses,
along with increased expenses related to changas temployee insurance plan coverage premiumsratiching contributions to our
employee 401(k) plan, (ii) $0.5 million in stockdsml compensation expenses due to our increaseddweddnd additional stock-based
awards granted during 2007, (iii) $1.2 million iarious selling and promotion expenses primarilg assult of additional product
qualification activities, travel and other costsurred in connection with our efforts to begin ggEms at our facility in the PRC,

(iv) $0.9 million in legal and professional sensces a result of additional legal and other pradess services primarily related to certain
reporting and other obligations due to becominglalip company, along with costs for litigation-reld matters as further discussed in Note 9
of Notes to Consolidated Financial Statements$Qv million related primarily to certain facilitgase relocation costs and a write-down of
the carrying value of certain of our long-lived essand (vi) $1.1 million in various allocated dvead expenses which include, but are not
limited to, expenses for insurance, depreciatiachrant. The increases in selling, general and adirétive expenses are partially offset by
decreases of (i) $0.3 million in bad debt expemsb(d) $0.1 million in commissiomelated expenses due to our lower overall net $al2807

as compared to 2006.

Other Income (Expense), Net

The following table presents other incomepgnse) for the years ended December 29, 200Deceimber 30, 2006 (in thousands, ex
percentages):

Year Ended
December 29, December 30, %
2007 2006 Increase Change
Interest income (expense), | $ 39t $ (1,825 $ 2,22( 122%
Other income (expense), r 16 (29 40 167%
Total other income (expense), | $ 411 $ (1,849 $ 2,26( 122%

Net interest income for the year ended brdasr 29, 2007 was comprised of interest incomeppfaimately $1.7 million, partially
offset by interest expense of approximately $1.oni The increase in net interest income duriB2as compared to 2006 resulted
primarily from (i) interest
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income earned on our cash equivalents and markesablrities balances, which is attributable toptteeeeds from our IPO in December
2006 and (ii) a decrease in interest expense daerttower outstanding line of credit and debt haks in 2007 as compared to 2006.

Other income (expense), net, primarily iigels gains and losses on foreign currency tramsecin 2007 and losses on dispositions of
property and equipment.

Provision (Benefit) for Income Taxes

The following table presents the provis{banefit) for income taxes for the years ended Ddwr 29, 2007 and December 30, 2006 (in
thousands, except percentages):

Year Ended

December 29, December 30, %
2007 2006 Decrease Change

Provision (benefit) for income tax $ (4,025 $ 284 % (6,869) (242)%

The federal statutory rate was 35% fordig07 and 2006. We recorded a benefit for inctares due to a pre-tax loss for the year
ended December 29, 2007 as compared to a provimiamcome taxes for the year ended December 306.20he differences between our
effective tax rates and the federal statutory pait@arily relates to the benefit of lower federa brackets, state taxes and foreign losses
recorded without tax benefits in fiscal 2007 ang enefit of lower federal tax brackets and stated in fiscal 2006.

We use the liability method of accounting ihcome taxes as set forth in SFAS No. 8&;ounting for Income Taxe$Ve record net
deferred tax assets to the extent we believe thEesets will more likely than not be realized. Irking such determination, we consider all
available positive and negative evidence, includidigeduled reversals of deferred tax liabilitiesjgrted future income, tax planning
strategies, and recent financial performance inotpdarryback opportunities to the extent availaBle a result of recent cumulative taxable
income, a federal carryback opportunity, and pitigas of income in the near future, we have conetuthat no valuation allowance shoulc
recorded as of the end of 2007.

As a result of our adoption of FIN 48 indal 2007, we recorded an increase in the netitiafir unrecognized tax positions of
approximately $0.2 million, which was recorded asadjustment to the beginning balance of accumadildédicit as of December 31, 2006.

Included in the unrecognized tax benefi®ecember 29, 2007 was approximately $0.6 milbbrex positions that, if recognized, wol
affect our annual effective tax rate. Our contigugmactice is to recognize accrued interest andlies related to unrecognized tax benefit
a component of tax expense. This policy did nohgeaas a result of the adoption of FIN 48. At Delsen?9, 2007, we had approximately
$75,000 accrued for interest and $0 accrued foalien. We do not expect our unrecognized tax hisnief change significantly over the next
12 months.

In future periods, we will begin to operataler tax holidays in the PRC, which are effectioen January 2008 through December 2012.

36




Year Ended December 30, 2006 Compared to the Year Ended December 31, 2005
Net Sales, Cost of Sales and Gross Profit

The following table presents net salest obsales and gross profit for the years endedeBéer 30, 2006 and December 31, 2005 (in
thousands, except percentages):

Year Ended
December 30, December 31, %
2006 2005 Increase Change
Net sales $ 151,44¢ $ 79,85¢ $ 71,59 90%
Cost of sale: 129,18: 73,89: 55,28¢ 75%
Gross profit $ 22,267 $ 596/ $ 16,30: 27%
. I |
Gross margir 14.7% 7.5% 7.2%

Net Sales. Approximately $32.7 million of the increaseniet sales for the year ended December 30, 2006ragared to the year
ended December 31, 2005 was attributable to highi¢isales of our very low profile memory subsyséein addition, DDR2 server memory
subsystem sales increased by $28.0 million and Bili®ystem sales decreased by $8.1 million duestomers transitioning to DDR2
architectures. Sales of memory subsystems usezhtoot RAIDs commenced late in the second quaiftéiscal 2006 and contributed
$22.4 million to the increase in revenues. Finables of laptop and desktop personal comput&Comemory subsystems decreased
$3.5 million as we focused on sales of higher nmasgirver memory subsystems.

Sales of our component inventory to disiidios and other users of memory ICs representedr8¥24% of net sales for the years ended
December 30, 2006 and December 31, 2005, resplyctiuech sales decreased primarily as a resultoétiorts to diversify our customer
base which has resulted in our ability to use camepts in a wider range of memory subsystems.

Gross Profit and Gross Margin. The increase in both gross profit and grosgindor the year ended December 30, 2006 as compare
to the year ended December 31, 2005 is primaritibatable to increased sales of our very low peafiemory subsystems and memory
subsystems to control RAIDs, which generate highargins due to their innovative design, as welbasr margin products becoming a
smaller portion of our overall product sales mix.

Research and Development

The following table presents research agetbpment expenses for the years ended Decembh2036 and December 31, 2005 (in
thousands, except percentages):

Year Ended

December 30, December 31, %
2006 2005 Increase Change

Research and developme $ 3,31t % 2,961 $ 354 12%

The increase in research and developmerarese for the year ended December 30, 2006 as cedmathe year ended December 31,
2005 is related primarily to increases of (i) $tdlion in personnel-related expenses as a reahancrease in personnel, salaries and
bonuses in fiscal 2006 and (ii) $0.2 million incltebased compensation expense. These increasepavrtiedly offset by decreases of
(i) $0.1 million in depreciation expense and (0. million in outside services and professionatfe
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Selling, General and Administrative

The following table presents selling, gahand administrative expenses for the years ebBdegmber 30, 2006 and December 31, 2005
(in thousands, except percentages):

Year Ended

December 30, December 31, %
2006 2005 Increase Change

Selling, general and administrati $ 9,191 $ 506z $ 4,12¢ 82%

The increase in selling, general and adstriaive expense for the year ended December 3@ @8 compared to the year ended
December 31, 2005 is primarily attributable to @ases of (i) $2.8 million as a result of higheesalommissions related to increased net
sales, increased salaries and bonuses and retatddue to an increase in personnel and highés oelated to qualification of new products
at customers, (ii) $0.4 million due to increasastktbased compensation expense and (iii) $0.4 milliwrafprovision for bad debt related t
single distribution customer.

Other Expense, Net

The following table presents other incomepgnse) for the years ended December 30, 200Baceimber 31, 2005 (in thousands, ex
percentages):

Year Ended
December 30, December 31, Increase %
2006 2005 (Decrease) Change
Interest expense, n $ (1,825 $ 1,227 $ 604 49%
Other income (expense), r $ (24) $ 21 (45) (214)%
Total other expense, n $ (1,849 $ (1,200 $ 55¢ 47%

Other expense, net, increased for the geded December 30, 2006 as compared to the yead &etember 31, 2005 primarily due to
higher interest expense related to increased bargsaunder our revolving line of credit and conildet notes payable.

Provision (Benefit) for Income Taxes

The following table presents the provis{panefit) for income taxes for the years ended bdasr 30, 2006 and December 31, 2005 (in
thousands, except percentages):

Year Ended

December 30, December 31, %
2006 2005 Increase Change

Provision (benefit) for income tax $ 2,84¢ % 912) $ 3,75¢ 412%

We recorded a provision for income taxedlie year ended December 30, 2006 as compareditzca@me tax benefit in the year ended
December 31, 2005 due to our attaining profitapilitfiscal 2006.
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Selected Quarterly Financial Information

The following table presents our unaudiedrterly statements of operations for each oktght quarters in the two-year period ended
December 29, 2007. You should read the followiretén conjunction with our audited consolidatatbficial statements and related notes
contained elsewhere in this Report. We have prepieunderlying unaudited financial statementshensame basis as our audited
consolidated financial statements included in Report, which include all adjustments, consistinty@f normal recurring adjustments, that
we consider necessary for a fair presentation ofinancial position and operating results for therters presented. Operating results for any
guarter are not necessarily indicative of resutsahy future periods.

Three Months Ended

December 29, September 29, June 30, March 31, December 30, September 30, July 1, April 1,
2007 2007 2007 2007 2006 2006 2006 2006

(in thousands, except shares and per share data)

Net sales $ 22,517 $ 27,19¢ $ 1281! $ 37,53t $ 42,00¢ $ 43,50t $ 39,91« $ 26,02(
Cost of sale: 17,41 23,021 18,73¢ 32,08¢ 35,21( 36,52¢ 33,98: 23,46¢
Gross profit (loss 5,10¢ 4,167 (5,927 5,44¢ 6,79¢ 6,981 BOEE 2,55¢
Operating expense

Research and developme 947 1,25¢ 1,47¢ 1,067 927 874 84¢ 66€

Selling, general and

administrative 4,311 4,04( 3,84t 3,704 2,691 2,58: 2,10¢ 1,80:

Total operating

expense: 5,25¢ 5,29¢ BY82% 4,771 3,62¢ 3,457 2,95¢ 2,46¢
Operating income (los: (152) (1,129 (11,24¢) 67€ 3,17¢ 3,52¢ 2,97 85
Other income (expense), n 182 10¢ 16€ (47) (253) (652) (539) (410
Income (loss) before provisic
(benefit) for income taxe 31 (1,020 (11,080 631 2,92 2,87z 2,447 (325)
Provision (benefit) for income
taxes 20z (363) (3,869 — 948 1,08¢ 89t (83)
Net income (loss $ ams (657) $ (7,216 $ 631 $ 197 $ 1,78¢ $ 1,548 $ (242

I . I . . . . —
Net income (loss) per commi

share:
Basic $ 0.0 $ 0.09) $ 0.3) % 0.0 $ 0.14 $ 0.1€ $ 0.14 $ (0.02)
Diluted $ 0.0 $ (0.09) $ 0.379) $ 0.0 $ 0.1z $ 0.1z $ 0.1C $ (0.02)

Weighted-average common

shares outstandin
Basic 19,73( 19,68¢ 19,65: 19,62« 13,61¢ 11,23t 11,22: 10,75:
Diluted 19,73( 19,68¢ 19,65: 21,42¢ 16,79 15,40: 15,68: 10,75

Historically, our quarterly operating resuhave fluctuated significantly. These fluctuati@ame primarily attributable to the cyclical
nature of the industry in which we operate, inahgdchanges in revenue related to additions of nestomers, the ramp up of new products,
products reaching the end of their life cyclestamers' technology transitions, and other simisons. As a result, we believe that the
period-to-period comparisons of our net sales gredating results are not necessarily meaningfulsores of future operating performance
and should not be relied upon as indications dffitare performance. We expect that our futureratireg results will fluctuate from quarter-
to-quarter and year-to-year, which may make itiditf to predict our future performance and cowddige our stock price to fluctuate and
decline.
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Liquidity and Capital Resources

Since our inception, we have financed qerations primarily through issuances of equity dablt securities and cash generated from
operations. We have also funded our operations avitwvolving line of credit under our bank creditifity, capitalized lease obligations,

financing of receivables and from the sale anddlkask of our domestic manufacturing facility.

Working Capital and Cash and Marketable Securities

The following table presents working cabitash and cash equivalents and investments iketadnie securities (in thousands):

December 29, December 30,

2007 2006
Working Capital $ 27,380 % 45,58
I I
Cash and cash equivalents $ 7,18. $ 30,97¢
Shor-term marketable securities( 15,57: 5,261
Long-term marketable securitit 7,814 1,50z
$ 30,56¢ $ 37,744

@)

Included in working capital

Our working capital decreased in the yewteel December 29, 2007 primarily as a result addgitional net purchases of long-term
investments in marketable securities of approxitya6.3 million, (ii) purchases of equipment anddehold improvements of approximately
$6.3 million and (iii) decreases in certain curreperating assets and liabilities, primarily du¢h® overall decline in net sales during the \

Cash Provided and Used in the Years Ended December 29, 2007 and December 30, 2006
The following table summarizes our caskwidor the periods indicated:

Year Ended

December 29, December 30,

2007 2006

Net cash provided by (used in)

Operating activitie: $ 14,07¢  $ (9,785)

Investing activities (22,927) (9,02¢)

Financing activitie: (14,94 48,83

Net increase (decrease) in cash and cash equis $ (23,799 $ 30,02:
I I

Operating Activities. Net cash provided by operating activities fa year ended December 29, 2007 was primarilyeeltrof
(i) approximately $5.7 million in net non-cash ogitirg expenses, mainly comprised of inventory adjesits, depreciation and amortization,
stock-based compensation, impairment of long-liassets and deferred income taxes and (ii) approgiyn®l5.8 million in net cash
provided by changes in operating assets and ligsilipartially offset by a net loss of approxiniatr.4 million.

Accounts receivable decreased approxim&ely7 million during fiscal 2007 primarily as asudt of the overall decline in our net sales
during the year. During 2007, we were successfabifecting cash from sales to our customers saliatly in accordance with our standard
payment terms to those customers.
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Inventories decreased approximately $16ldomduring fiscal 2007 primarily as a result @f the overall decline in our net sales during
the year, (ii) sales of inventories on hand duthmgcurrent year to our customers, which genena¢¢dash proceeds of approximately
$10.8 million in 2007 and (iii) a loss of approxitaly $5.3 million due to slow moving and lower-ajst-or-market value inventory
adjustments. In the future, our inventory level eontinue to be determined based on, among d#utors, the level of customer orders
received and overall demand as well as the stagiiah our products are in their respective lifeleg and competitive situations in the
marketplace. We make efforts to balance such cerdidns against the risk of obsolescence or patBnéxcess inventory levels.

Accounts payable decreased approximately $filion during fiscal 2007 primarily as a resaftan overall decline in materials
purchasing levels during the year given our dedlineet sales. Cash payments primarily for the lpase of manufacturing materials and
related goods for resale to our customers usedperaiting cash of approximately $5.1 million dur@p7.

Net cash used in operating activities fiar year ended December 30, 2006 was primarilyabeltrof approximately $16.4 million in net
cash used by changes in operating assets andtighipartially offset by net income of approximigt$5.1 million and net nonash operatin
expenses of approximately $1.6 million, primaribngprising depreciation and amortization and stoakeld compensation. As compared to
fiscal 2005, the overall change in cash used imaippgy activities in 2006 was primarily due to acrease in cash flow related to net income
of $5.1 million offset by (i) a decrease in casiwflrelated to accounts receivable of $6.2 milliaie dlo a higher proportion of net sales being
generated by customers with longer payment terigs, decrease in cash flow related to net inveatoof $13.2 million as we increased
inventory levels to support higher sales volumes @i an increase in cash flow related to acceyrayable of $4.1 million as we trade
financed our inventory increase and other operaimenses. In addition, cash flow related to inctemes payable increased $0.6 million as
we attained profitability in the first half of 20@6d started to accumulate an income tax liakttigt was paid later in 2006.

Investing Activities. Net cash used in investing activities for tlearyended December 29, 2007 was primarily thetre§plurchases of
additional investments in marketable securitieapgroximately $63.3 million, partially offset byqmeeds received from maturities and sales
of certain investments in marketable securitieapgfroximately $46.6 million. In 2007 we continuedrivest the majority of the proceeds
from our initial public offering, or IPO, in varieumarketable securities investments in connectiitim @ur efforts to both preserve capital as
well as achieve competitive returns on our invesitimeNe also used approximately $6.3 million inhcasmarily to purchase equipment and
leasehold improvements related to our new fadilitiethe PRC and in Irvine, California.

Net cash used in investing activities foe year ended December 30, 2006 was primarilyasgltrof (i) purchases of investments in
marketable securities of approximately $6.8 millama result of investing a portion of the proceeats our IPO and (ii) purchases of
manufacturing equipment of approximately $2.5 idevrto support increased sales in fiscal 2006 ageoed to fiscal 2005.

Financing Activities. Net cash used in financing activities for tleayended December 29, 2007 was primarily thetreSuaket
repayments on our outstanding revolving line oflitref approximately $14.4 million, along with mefpayments on our long term debt of
approximately $1.0 million. These repayments wéighty offset by approximately $0.3 million in dagrovided through the exercise of
stock options during 2007.

Net cash provided by financing activities the year ended December 30, 2006 was primamdlyesult of (i) approximately
$39.5 million received as a result of the saleafimon stock in our IPO, net of underwriters' distswand offering expenses of
approximately $4.2 million and

41




(i) approximately $9.8 million in net borrowing$ our revolving line of credit used to assist indhcing our working capital needs as a result
of significant growth in 2006 as compared to 2005.

Capital Resources

In August 2006, we amended our credit agere with our bank. The credit agreement, as antermevides for a revolving line of
credit with maximum borrowings of $25 million, aneloan of $2 million, and an equipment financimelof credit with maximum
borrowings of $2 million. Prior to August 2006, tbedit agreement provided for a revolving lineaddit of $15 million and no term loan or
equipment line of credit. In August 2006, we uspgraximately $1 million of the proceeds from themdoan to repay convertible debt of
$950,000 plus accrued interest that had becom@ deénterest rate under the term loan was lessttiatrof the convertible debt repaid.

In April 2007, we executed a seventh amesmairto our credit agreement with our bank, whicls eHective March 21, 2007. This
amendment allows us, at our election, to increasermaximum borrowings on the line of credit fromB$aillion, in $2.5 million increments,
up to a total of $40 million. In addition, amondnet terms, the amendment (i) extends the matuaity df the line of credit to July 31, 2009,
(i) establishes an equipment advance line of $Banj (i) increases the sublimit for letters ofedit to $5 million, (iv) sets an inventory
sublimit of $7 million, subject to increase to $bdlion if certain targets are met and (v) providesthe reduction in interest rates on
borrowings if certain borrowing amounts and finahgierformance targets are met.

In July 2007, we executed an eighth amemdtoeour credit agreement, which was effectiveelJ2®, 2007, and which revised the
various financial and other covenants of which weeraquired to comply. The amendment requires (i sxhieve minimum book net worth
on a monthly basis, (ii) limit annual capital exgdéares under a defined annual cap, (iii) achiexgain minimum monthly profitability
thresholds and (iv) maintain a minimum liquidityekhold as of the end of each month. While we argently in compliance with all financi
covenants and expect to maintain compliance fofdteseeable future, we have in the past beeroiation of one or more covenants. We
cannot assure you that we will not violate one oregrcovenants in the future. If we were to be olation of covenants under our credit
agreement, our lender could choose to accelergtaqr on all outstanding loan balances. There eamobassurance that we would be abl
quickly obtain equivalent or suitable replacemémaricing in this event. If we were not able to seailternative sources of funding, such
acceleration would have a material adverse impacu financial condition.

Under the revolving line of credit, we magrrow up to the greater of 85% of eligible acceumiceivable plus the least of (i) a percer
of eligible inventory determined from time to tirbg our bank, (ii) 80% of the orderly liquidationlue, as defined, of eligible inventories,
(iii) $7 million. Interest is payable monthly attiprime rate of 7.25% as of December 29, 2007.t@uding borrowings under the revolving
line of credit were approximately $4.9 million adti9.2 million as of December 29, 2007 and DecerBbeR006, respectively. Borrowing
availability as of December 29, 2007 was approxatya$6.4 million.

Under the equipment financing line of ctedie may borrow up to 80% of the cost of equipnmnthases up to a maximum of
$3 million. Interest on equipment line of credivadces was payable at the prime rate plus 0.5% fariour initial public offering in
December 2006 and was reduced to the prime rateatter. Principal is due monthly through the migywttate of the credit agreement in July
2009, when all unpaid principal and interest is.detstanding borrowings under the equipment lineredit were approximately $0.9 milli
and $1.1 million at December 29, 2007 and DecerBBeR006, respectively.

Any borrowings under the revolving and gquént lines of credit are collateralized by a gehfirst priority lien against all of our asse
both tangible and intangible.
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We have in the past utilized equipmentiteaarrangements to finance capital expenditurgsifginent leases will continue to be a
financing alternative that we may pursue in therfeit

We believe our existing cash balancesbourowing availability under our bank credit fatyiliand the cash expected to be generated
from operations, will be sufficient to meet ouriaiptated cash needs for at least the next 12 mo@thsfuture capital requirements will
depend on many factors, including our levels ofsad¢s, the timing and extent of expenditures ppsett research and development activities,
the expansion of manufacturing capacity both doiredht and internationally and the continued marketeptance of our products. We could
be required, or may choose, to seek additionalifgnthrough public or private equity or debt finargs. In addition, in connection with any
future acquisitions, we may require additional fungdwhich may be provided in the form of additiodabt or equity financing or a
combination thereof. These additional funds mayh®oavailable on terms acceptable to us, or at all.

Off-Balance Sheet Arrangements

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

Contractual Obligations

The following table summarizes our printiphligations and commitments, excluding perioditerest payments, as of December 29,
2007 (in thousands):

Within After
One Year 1-3 Years 4-5 Years 5 Years Total

Scheduled payments under contractual obligati
Long-term debi $ 454 492 — — 8 94¢€
Capital lease obligatior 287 14t — — 432
Operating lease 743 1,94¢ 20 — 2,712
Purchase commitmen 524 354 — — 87¢

Total 2,00¢ 2,94( 20 — 4,96¢
Potential cash requirements under existing comnmitm
Letters of credi 50C — — — 50C

Total $ 250¢ $ 294C $ 20 % — 8 5,46¢

For purposes of the table above, obligation purchase commitments are defined as agresrttattrepresent a firm commitment and
that specify all significant terms, including: foker minimum quantities to be purchased; fixed,imimm or variable price provisions; and the
approximate timing of the transaction. Our purchaskers are based on our current manufacturingsnaed are typically fulfilled by our
vendors within a relatively short time horizon. Wave additional purchase orders (not included éntéible above) that represent
authorizations to purchase for which we generadlyeha contractual right to increase or decreasetitiea as needed. We do not have
significant agreements for the purchase of inveesoor other goods specifying minimum quantitiesetrprices that exceed our expected
requirements.
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We believe that funds expected to be geeerfaom future operations will be sufficient tdiséy these contractual obligations and
commercial commitments and that the ultimate paymassociated with these commitments will not leweaterial adverse impact on our
liquidity position.

New Accounting Pronouncements

In June 2007 the FASB ratified EITF No.®Accounting for Nonrefundable Advance Payments fords or Services to Be Used in
Future Research and Development Activi, or EITF No. 07-3. EITF No. 07-3 requires non-refable advance payments for goods and
services to be used in future research and deveopattivities to be recorded as an asset andayragnts to be expensed when the research
and development activities are performed. EITF 063 is effective for fiscal years beginning aflercember 15, 2007. This standard is not
expected to have a material impact on our futuresalidated financial statements.

ltem 7A. Quantitative and Qualitative Disclosures About Market Risk
I nterest Rate Risk

Our exposure to market risk for changesterest rates relates primarily to our bank créatitlity because borrowings under all lines
under the facility are variable rate borrowingmgrally at prime. Assuming that all lines under thality are fully available and drawn and
holding other variables constant, each 1.0% iner@gamterest rates on our variable rate borrowindlsresult in an increase in annual inter
expense and a decrease in our cash flows and inbefoee taxes of approximately $0.4 million perry@a@ date, we have not used derivative
instruments to hedge the interest rate risk relegenlr credit facility.

We have invested most of the proceeds ofritial public offering in securities which magtsubject to market risk for changes in
interest rates. To mitigate this risk, we maingiportfolio of cash equivalents and investmenis Wariety of marketable securities, which
meet high quality credit standards, as specifieniininvestment policy, and include commercial papeney market funds, government and
non-government debt securities and auction ratergies. Our investment policy guidelines generdiltyit the amount of credit exposure to
any one issue, issuer or type of instrument. Weeatily do not use derivative financial instruments.

Our cash equivalents and investments irketable securities are classified as availableséde-in accordance with SFAS No. 115,
Accounting for Certain Investments in Debt and BgSiecurities, or SFAS No. 115, and are therefore stated avédire. Differences
between fair value and amortized cost are recoadathrealized gains and losses and are reportedf t@axes, as a component of accumul
other comprehensive income (loss). The fair vafusuo investments in marketable securities fluetadiased on changes in market condi
and interest rates; however, given the generat4ton maturities of our investments, we do notdya these instruments are subject to
significant market or interest rate risk.

Due to disruptions of, and the resultindueed liquidity in certain financial markets in ZQ@wvo of our AAA rated auction rate securit
with a total purchased cost of approximately $2illon experienced failed auctions during the fouguarter of 2007. Due to the failed
auctions, we were unable to sell the securiti¢beit respective costs, resulting in a decreagaiirvalue which has been recorded as a
component of accumulated other comprehensive foasdordance with SFAS No. 115. These investments heen classified as long-term
investments in marketable securities in our codstdid balance sheet as of December 29, 2007. Rslotiary 23, 2008, the unrealized loss
on these two investments was approximately $141\@have concluded that the unrealized lossekesettwo investments are temporary
because (i) we believe that the decline in marké&iesthat has occurred is due to general marketitbons, (ii) the auction rate securities
continue to be of a high credit quality and intéispaid as due and (iii) we have the intent dpitity to hold these
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investments until a recovery in market value occlihe fair value of these securities could changeificantly in the future and we may be
required to record other-than-temporay impairmératrges or additional unrealized losses in futureogs.

Unrealized losses on certain of our otheestments as of the end of 2007 were due primerighanges in interest rates. We have
determined that the unrealized losses on all ofrorestments in marketable securities at Decem®g2@07 are temporary in nature. We
review our investments to evaluate indicationsaxgible impairment. Factors considered in detemgimihether impairments are other than
temporary include the length of time and extenwhdch fair value has been less than the amortipstl lzasis, the financial condition and near-
term prospects of the investee and our intent aiiilyato hold an investment for a period of timgfficient to allow for any anticipated
recovery in market value.

Fixed rate securities may have their maviaie adversely impacted due to rising interegtsrawhile floating rate securities may proc
less income than expected if interest rates falk i part to these factors, our future investnieedme may fall short of expectations due to
changes in interest rates.

The carrying value, maturity and estimdtgdvalue of our cash equivalents and investmenisarketable securities as of December 29,
2007 were as follows (in thousands, except inteass):

Maturity
Within One Year Greater Than One
Carrying Value after December 29, Year After Fair Value
December 29, 2007 2007 December 29, 2007 December 29, 2007
Investments
Cash equivalent $ 6,898 $ 6,898 $ — $ 6,89t
Weighted average interest ri 4.91% 4.91% —%
Marketable securitie $ 23,387 % 15,57 $ 781 $ 23,38)
Weighted average interest ri 5.6&% 5.88% 5.15%
Exchange Rate Risk

We consider our direct exposure to foregohange rate fluctuations to be minimal. Currerghles to our customers provide for pricing
and payment in U.S. dollars, and, therefore, atesubject to exchange rate fluctuations. Increasée value of the U.S. dollar relative to
other currencies could make our products more estpenwhich could negatively impact our abilitydompete. As a result of our foreign
operations, we have certain costs, assets andtiedbthat are denominated in foreign currencaes] therefore, decreases in the value of the
U.S. dollar could result in increases in our mantifang costs that could have a material adverfgeebn our business, financial condition
and results of operations. To date, we have nat deevative instruments to manage risks relatddneign currency exchange rate
fluctuations.

Item 8. Financial Statements and Supplementary &ia
The financial statements and supplemerdatg required by this item are included in Partlteéin 15 of this Report.
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Iltem 9. Changes in and Disagreements With Accotemts on Accounting and Financial Disclosure

In 2006 we appointed KMJ Corbin & CompariyPLas our new independent registered public acaugifitm to conduct the audit of our
financial statements beginning as of and for ther yaded December 31, 2005, with quarterly reviefamur financial statements beginning
of and for the quarter ended April 1, 2006. Theiglen to engage KMJ Corbin & Company LLP was recanded by management and
approved by the Audit Committee of the Board ofetors.

Item 9A. Controls and Procedures
Conclusion Regarding the Effectiveness of DisclosarControls and Procedures

Under the supervision and with the parttign of our management, including our principa@xtive officer and principal financial
officer, we conducted an evaluation of our disctestontrols and procedures, as such term is definBdile 13a-15(e) under the Securities
Exchange Act of 1934, as amended (the "Exchang$ A of the end of the period covered by thioreBased on this evaluation, our
principal executive officer and our principal fir@al officer concluded that our disclosure contratgl procedures were effective to provide
reasonable assurance that information requireé widrlosed by us in reports we file or submit uride Exchange Act is recorded,
processed, summarized and reported within the pieniods specified in the SEC's rules and forms,isiadcumulated and communicated to
our management, including our principal executiffecer and principal financial officer, as appraogte to allow timely decisions regarding
required disclosures.

Management's Report on Internal Control Over Finandal Reporting

Our management is responsible for estahlishnd maintaining adequate internal control divemncial reporting, as such term is defined
in Exchange Act Rule 13a-15(f). Under the supeovisind with the participation of our managemerduiding our principal executive officer
and principal financial officer, we conducted amlenation of the effectiveness of our internal cohtiver financial reporting as of
December 29, 2007 based on the criteria set forthtérnal Control—Integrated Frameworgsued by the Committee of Sponsoring
Organizations of the Treadway Commission. Baseduwrevaluation under the criteria set forthrternal Control—Integrated Framework
our management concluded that our internal cootrel financial reporting was effective as of Decem9, 2007.

This Annual Report does not include ansédtigon report of our independent registered pudatimounting firm regarding internal control
over financial reporting. We were not required &vé, nor have we engaged our independent regigpeitdat accounting firm to perform, an
audit on our internal control over financial repagt pursuant to the rules of the Securities anchBErge Commission that permit us to provide
only management's report in this Annual Report.

Changes in Internal Control Over Financial Reporting

There were no changes in our internal @batver financial reporting during the fourth quearof fiscal 2007 that have materially
affected, or are reasonably likely to materiallfeef, our internal control over financial reporting

Inherent Limitations on Internal Control

A control system, no matter how well coneei and operated, can provide only reasonablealsailute, assurance that the objectives of
the control system are met. Further, the benefitootrols must be considered relative to theitedBecause of the inherent limitations in all
control systems, no evaluation of controls can pi®absolute assurance that all control issuesratances of fraud, if any, have been
detected. These inherent limitations include tladities that judgments in decision
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making can be faulty, and that breakdowns can deecause of simple errors. Additionally, contras ©e circumvented by the individual
acts of some persons, by collusion of two or maepbe, or by management override of the controk désign of any system of controls is
also based in part upon certain assumptions ahedikelihood of future events, and there can bassurance that any design will succeed in
achieving its stated goals under all potentialfeittonditions. Because of the inherent limitationa cost-effective control system,
misstatements due to error or fraud may occur anda detected.

Item 9B. Other Information

None.

PART IlI

Certain information required by this Parid omitted from this Annual Report as we willefiour definitive Proxy Statement for our
Annual Meeting of Stockholders pursuant to Regaiafi4A of the Exchange Act not later than 120 deter the end of the fiscal year
covered by this Annual Report, and certain infoioraincluded in the Proxy Statement is incorpordteckin by reference.

Item 10. Directors, Executive Officers and Corpmate Governance

We incorporate by reference herein thei@estentitied "Election Of Directors,” "Board Ofl@ctors; Audit Committee Financial Expe
And "Other Information—Section 16(a) Beneficial Cavship Reporting Compliance" in our Proxy Statement

We have adopted a "Code of Business CorahttEthics" that applies to all employees, inclgdbur executive officers. A copy of the
Code of Business Conduct and Ethics is posted ointernet site aivww.netlist.com In the event that we make any amendment to,antgr
any waivers of, a provision of the Code of Businéesduct and Ethics that applies to the principekeative officer, principal financial
officer, or principal accounting officer that recgs disclosure under applicable Securities and &x@h Act rules, we intend to disclose such
amendment or waiver and the reasons therefor ointennet site.

ltem 11. Executive Compensation

The information required by this Item isdanporated herein by reference to the sectionledtiExecutive Compensation" and "Direct
Compensation” in our Proxy Statement.

Item 12. Security Ownership of Certain BeneficibOwners and Management and Related Stockholder Médrs

The information required by this Item isd@nporated herein by reference to the sectionledtiSecurity Ownership of Certain Benefic
Owners and Management" and "Equity Compensation IRfarmation” in our Proxy Statement.

Item 13. Certain Relationships and Related Trarections, and Director Independence

The information required by this Item isdnporated herein by reference to the sectionledtiCertain Relationships and Related
Transactions" in our Proxy Statement.

Item 14. Principal Accounting Fees and Services

The information required by this Item isdnporated herein by reference to the sectionledtiAuditors, Audit Fees and Auditor
Independence" in our Proxy Statement.
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PART IV

Iltem 15. Exhibits, Financial Statement Schedules

@)(2) All financial statements filed as part of this rep
Report of Independent Registered Public Accourfing F-2
Consolidated Balance She F-3
Consolidated Statements of Operati F-4
Consolidated Statements of Stockholders' Ec F-5
Consolidated Statements of Cash Flt F-6
@)(2) All financial statement schedules filed as parthid report.
Report of Independent Registered Public Accounfiimgn on Financial Statement Sched S-1
Schedule —Consolidated Valuation and Qualifying Accou S-2

All other schedules for which provisiomigde in the applicable accounting regulations ef@emmission are not required under the
related instructions, are inapplicable or not mateor the information called for thereby is otivese included in the consolidated financial
statements, and therefore have been omi

(@)(3) Exhibits
3.1(1) Restated Certificate of Incorporation of Netlistc|
3.2(1; Amended and Restated Bylaws of Netlist, |
10.1(2  Amended and Restated Credit and Security Agreerdated as of December 27, 2003, among Netlist, Ntlist
Technology Texas, L.P. ("Netlist Texas"), and Wélsgo Business Credit, Inc. ("Wells Fargc
10.2(2  First Amendment to Amended and Restated CreditSawdirity Agreement, dated as of June 30, 2004, gmon
Netlist, Inc., Netlist Texas and Wells Fart
10.3(2°  Second Amendment to Credit and Security Agreemedivdaiver of Defaults, dated as of December 20528fhong
Netlist, Inc., Netlist Texas and Wells Fart
10.4(2  Third Amendment to Amended and Restated CreditSaualirity Agreement, dated as of February 14, 280@®ng
Netlist, Inc., Netlist Texas and Wells Fart
10.5(2°  Fourth Amendment to Amended and Restated CrediGaedrity Agreement and Waiver of Defaults, datedfa
April 18, 2006, among Netlist, Inc., Netlist Texasd Wells Fargc
10.6(2  Fifth Amendment to Amended and Restated Credit@ealrity Agreement, dated as of July 28, 2006, gmon
Netlist, Inc., Netlist Texas and Wells Fart
10.7(1) Amended and Restated 2000 Equity Incentive Plaxettist, Inc.
10.8(2)¢ Letter agreement regarding employment, dated Jgariiiar2006, between Netlist, Inc. and Lee K
10.9(2  Full-time Permanent Engagement Resources Agreemniiet] as of January 10, 2006, between Netlist,aimg
Tatum, LLC.
48
10.10(3  Master Sales and Supply Agreement, dated as obdaiyu2004, between Netlist, Inc. and Netlist T&

10.11(2

Management Fee Agreement, dated as of January4, Bétween Netlist, Inc. and Netlist Tex



10.12(2
10.13(3)1

10.14(3)1

10.15(3)

10.16(1)

10.17(1

10.18(1
10.19(1
10.20(1
10.21(4

10.22(5

10.23(5

10.24(6

10.25(7

10.26(8)1

14.1(1
21.1(9
23.1(9

24.1

31.1(9

Form of Indemnity Agreement for officers and diast
Employment Agreement, dated September 5, 2006 daetWetlist, Inc. and Chun K. Hor

Form of Performance Incentive Agreement enterealbigtNetlist, Inc. with each of Christopher Lopéayesh Bhakta
and Paik Ki Hong in August 200

Form of Amendment to Performance Incentive Agredreatered into by Netlist, Inc. with each of Chojsiher Lopes,
Jayesh Bhakta and Paik Ki Hong in September 2

2006 Equity Incentive Plan of Netlist, Ir

Note Purchase Agreement, dated October 3, 200&ebetNetlist, Inc. and Serim Paper Manufacturing Cal. ("Serin
Paper").

7.5% Promissory Note, dated October 3, 2005, isbyedetlist, Inc. to Serim Pape

Note PurchasAgreement, dated February 12, 2006, between Ndtlistand Serim Pape

6.5% Promissory Note, dated February 12, 2006et$&y Netlist, Inc. to Serim Pap:

Sixth Amendment to Amended and Restated CreditSamudirity Agreement, dated as of December 29, 2

Lease (Multi-Tenant; Net), dated April 2, 2007,dyd between The Irvine Company LLC, a Delawaretéchliability
company, and Netlist, Inc., a Delaware corporal

Seventh Amendment to Amended and Restated Cradlifaourity Agreement, dated effective as of Marth2p07, by
and among Netlist, Inc., a Delaware corporatiort)idteTechnology Texas, L.P., a Texas limited parship, and Wells
Fargo Bank, National Associatic

Eighth Amendment to Amended and Restated CreditSaudrity Agreement, dated effective as of June@07, by anc
among Netlist, Inc., a Delaware corporation, Neflischnology Texas, L.P., a Texas limited partnigrsind Wells
Fargo Bank, National Associatic

Offer Letter to Nita Moritz dated August 16, 20

Stock Option Agreement dated September 17, 200@dtons to purchase 200,000 shares of the Regi'stzommon
stock awarded to Nita J. Mori

Code of Business Conduct and Eth

Subsidiaries of Netlist, In

Consent of KMJ Corbin & Company LLI

Power of Attorney (included on the signature pagthis Part IV of this report

Certification of Chief Executive Officer of Peri@dReport Pursuant to Rule -15(e) or Rule 15-15(e).
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31.2(9  Certification of Chief Financial Officer of PeriadReport Pursuant to Rule -15(e) or Rule 15-15(e).

32(9) Certification by Chief Executive Officer and Chigihancial Officer of Periodic Report Pursuant tol.S.C.

Section 1350

(b)

(©

1)

(2)

(3)

(4)

()

(6)

(7)

(8)

(9)

#

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

Incorporated by reference to the correspondingbétxhumber of the registration statement on Forth@&-the registrant
(No. 333-136735) filed with the Securities and Exogee Commission on August 18, 2006.

Incorporated by reference to the correspondingbétxhumber of the registration statement on Forth@&-the registrant
(No. 333-136735) filed with the Securities and Exupe Commission on September 27, 2006.

Incorporated by reference to the correspondingbiétxhumber of the annual report on FormK @f the registrant filed with th
Securities and Exchange Commission on Februar2@37.

Incorporated by reference to exhibit numbers 18d 0.2 of the current report on Form 8-K of thgistrant filed with the
Securities and Exchange Commission on April 6, 2007

Incorporated by reference to exhibit numbers 10 th® quarterly report on Form XQ-of the registrant filed with the Securit
and Exchange Commission on August 14, 2007.

Incorporated by reference to the correspondinghkétxhumber of the current report on Form 8-K of thgistrant filed with the
Securities and Exchange Commission on Septemb&00d,

Incorporated by reference to exhibit number 4.ghefregistration statement on Form S-8 of the teggis (No. 333-146192)
filed with the Securities and Exchange Commissiorseptember 20, 2007.

Filed herewith

Management contract or compensatory plan or arraage

Exhibits

See subsection (a)(3) abc

Financial Statement Schedu

See subsections (a)(1) and (2) ab
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SIGNATURES

Pursuant to the requirements of SectioorlB5(d) of the Securities Exchange Act of 1934, ribgistrant has duly caused this report t

signed on its behalf by the undersigned, theredalp authorized, in the City of Irvine, State ofli@ania, on this 29" day of February,
2008.

NETLIST, INC.

By: /s/ Chun K. Hong

Chun K. Hong
President, Chief Executive Officer a
Chairman of the Boar

POWER OF ATTORNEY

Each person whose signature appears belostitutes and appoints Chun K. Hong and Galil lfomtly and severally, each in his or
own capacity, his/her true and lawful attorneydaiat, with full power of substitution, for him/hand his/her name, place and stead, in any
and all capacities, to sign any and all amendm@mtfuding post-effective amendments) to this répamnd to file the same, with all exhibits
thereto and other documents in connection therewith the Securities and Exchange Commission,tgrgmuinto such said attorneys-in-fact
and agents with full power and authority to do sd perform each and every act and thing requisitereecessary to be done in and about the
premises, as fully to all intents and purposeseasight or could do in person, hereby ratifying andfirming all that said attorneys-in-fact,
or their substitute or substitutes, may lawfullyatacause to be done by virtue hereof.

Pursuant to the requirements of SectioorlB5(d) of the Securities Exchange Act of 1934 thport has been signed below by the
following persons in the capacities and on theglatdicated:

Signature Title Date
/s/ Chun K. Hong President, Chief Executive Officer and Chairmathef
Board February 29, 2008
Chun K. Hong (Principal Executive Officer)
/sl Gall ltow Vice President and Chief Financial Officer
(Principal Financial Officer and Principal Accourdi February 29, 2008
Gail Itow Officer)
/s/ Nam Ki Hong
Director February 29, 2008
Nam Ki Hong
/sl Thomas F. Lagatta
Director February 29, 2008
Thomas F. Lagatt
/sl Alan H. Portnoy
Director February 29, 2008
Alan H. Portnoy
/sl David M. Rickey
Director February 29, 2008
David M. Rickey
/sl Preston Romm
Director February 29, 2008

Preston Romn
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Board of Directors and Stockholders
Netlist, Inc.

We have audited the accompanying consolidated balsimeets of Netlist, Inc. and subsidiaries (theniany") as of December 29, 2007 and
December 30, 2006, and the related consolidatéehséats of operations, stockholders' equity antl fias/s for each of the three years in
period ended December 29, 2007. These consolifiatattial statements are the responsibility of@lmenpany's management. Our
responsibility is to express an opinion on thegesotidated financial statements based on our audits

We conducted our audits in accordance with thedstals of the Public Company Accounting OversighafBioUnited States). Those
standards require that we plan and perform thestmobtain reasonable assurance about whetheptisolidated financial statements are
free of material misstatement. The Company is eqtired to have, nor were we engaged to perforraudit on its internal control over
financial reporting. Our audits included considiemrabf internal control over financial reporting abasis for designing audit procedures that
are appropriate in the circumstances, but notiferpurpose of expressing an opinion on the effentigs of the Company's internal control
over financial reporting. Accordingly, we expresssuch opinion. An audit includes examining, oest basis, evidence supporting the
amounts and disclosures in the consolidated firdustatements. An audit also includes assessingdb@unting principles used and
significant estimates made by management, as welValuating the overall consolidated financialesteent presentation. We believe that our
audits provide for a reasonable basis for our opini

In our opinion, the consolidated financial stateteeaferred to above present fairly, in all matenégpects, the consolidated financial posi
of Netlist, Inc. and subsidiaries as of December22®7 and December 30, 2006, and the consolidatedts of their operations and their ¢
flows for each of the three years in the periodeghDecember 29, 2007 in conformity with accounprigciples generally accepted in the
United States of America.

As described in Note 2 to the consolidated findrstatements, on December 31, 2006, the Compamygeltkits method of accounting for
income tax uncertainties in accordance with guidgmrovided in FASB Interpretation No. 48ccounting for Uncertainty in Income Taxes—
an Interpretation of FASB Statement 1Ghd effective January 1, 2006, the Company ctdhitgenethod of accounting for share-based
compensation to adopt Statement of Financial ActingrStandards No. 123(R¥hare-Based Payment

/s/ KMJ CORBIN & COMPANY LLP
Irvine, California
February 27, 2008
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NETLIST, INC. AND SUBSIDIARIES
Consolidated Balance Sheets

(in thousands, except par value)

December 29, December 30,
2007 2006
ASSETS
Current asset:
Cash and cash equivalel $ 7,182 $ 30,97t
Investments in marketable securit 15,57: 5,267
Accounts receivable, net of allowance for doub#fttounts of $89 (2007) a
$62 (2006, 12,03¢ 23,701
Inventories 3,33t 19,47:
Income taxes receivab 70€ —
Deferred taxe 3,46¢ 1,05¢
Prepaid expenses and other current a: 392 98¢
Total current asse 42,68t 81,46(
Property and equipment, r 8,191 3,83(
Deferred taxe 1,06t 57¢€
Long-term investments in marketable securi 7,81¢ 1,502
Other asset 60C 32¢€
Total asset $ 60,35¢ $ 87,69

LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities:

Accounts payabl $ 6,697 $ 11,68(
Revolving line of credi 4,872 19,23¢
Current portion of lon-term debr 74C 1,03
Current portion of deferred gain on sale and leaslelransactiol 11¢€ 11¢
Income taxes payab — 552
Accrued expenses and other current liabili 2,87 3,25¢
Total current liabilities 15,29¢ 35,87¢
Long-term debt, net of current portic 63€ 1,23(
Deferred gain on sale and leaseback transactiomf m&rrent portior 22¢ 344
Total liabilities 16,16 37,45(

Commitments and contingenci

Stockholders' equity
Preferred stock, $0.001 par value—10,000 sharéeegred; no shares issue
and outstandin — —
Common stock, $0.001 par value—90,000 shares amnéuprl9,758 (2007)

and 19,544 (2006) shares issued and outstal 20 20
Additional paic-in capital 68,10¢ 66,55
Note receivable from stockhold — (D)
Accumulated defici (23,899 (16,337
Accumulated other comprehensive income (I (37 —

Total stockholders' equit 44,19: 50,24«

Total liabilities and stockholders' equ $ 60,35¢ $ 87,69

See accompanying notes to consolidated finanassients.

F-3




NETLIST, INC. AND SUBSIDIARIES
Consolidated Balance Sheets

(in thousands, except par value)

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

Year Ended

December 29, 2007 December 30, 2006 December 31, 2005

Net sales $ 100,06( $ 151,44¢ $ 79,85¢
Cost of sales(1 91,26! 129,18: 73,89:
Gross profit 8,79¢ 22,267 5,96¢
Operating expense
Research and development 4,74¢ 3,31t 2,961
Selling, general and administrative 15,90( 9,191 5,06%
Total operating expens: 20,64¢ 12,50¢ 8,02:
Operating income (los! (11,849 9,761 (2,059
Other income (expense
Interest income (expense), | 39t (1,82 (1,227
Other income (expense), r 16 (24) 21
Total other income (expense), | 411 (1,849 (1,200
Income (loss) before provision (benefit) for incotares (11,439 7,912 (3,259
Provision (benefit) for income tax (4,025 2,84¢ (912)
Net income (loss $ (7,419 $ 5,06¢ $ (2,347

Net income (loss) per common she

Basic $ (0.3¢5) $ 04: $ (0.22)

Diluted (0.3¢) 0.3¢ (0.22)
Weightec-average common shares outstand

Basic 19,67 11,70¢ 10,67:

Diluted 19,67« 15,33: 10,67

(1)  Amounts include stock-based compensation expenfdlass:

Cost of sale: $ 171 $ 104 $ 56
Research and developmt 14¢ 12t (52
Selling, general and administrati 861 363 (65)

See accompanying notes to consolidated financitdsients.
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Balance, January 1, 20!

Issuance of stock options to nonemploy
Forfeiture of stock options and warra
Amortization of deferred stock-based
compensatiol

Exercise of stock optior

Interest from stockholder note receiva

Net loss and comprehensive I¢

Balance, December 31, 20
Reclassification of deferred stock-basec
compensation upon adoption of SFAS
No. 123R
Estimated relative fair value of beneficia
conversion feature on convertible note
payable
Stock-based compensatic
Interest from stockholder notes receiva
Payment on stockholder notes receiv:
Exercise of warrant
Issuance of common stock in connectio
with conversion of note payable and
accrued interes
Tax benefit from exercise of warrar
Issuance of common stock in an intial
public offering (net of underwirters'
discounts and offering expens:
Coversion of preferred stoc
Coversion of debt at intial public offerir
Net income and comprenhensive inca

Balance, December 30, 20

Cumulative effect to prior year

accumulated deficit related to the adopt

of FIN 48

Stock-based compensatic

Payment on stockholder notes receiv

Exercise of stock optior

Exercise of warrant

Tax benefit from stock option exercis

Components of comprehensive lo
Change in net unrealized loss on
investment:

Net loss

Comprehensive los

Balance, December 29, 20

NETLIST, INC. AND SUBSIDIARIES

Consolidated Statements of Stockholders' Equity

(in thousands)

Series A Accumulated
Preferred Stock Common Stock Additional Notes Other Total
Receivable Deferred Comprehensive Stockholders'
Paid-in From Stock-Based Accumulated
Shares Amount Shares Amount  Capital Stockholders Compensation Deficit Income (Loss) Equity
1,00C $ 2,00 10,67: $ 11 $ 23,32 $ 22 $ (1,000 $ (19,059 $ — 3 5,261
_ _ _ _ 6 _ (6) _ _ _
— — — — (730) — 454 — — (27€)
— — — — — — 21F — — 21F
— — 1 — 3 — — — — 3
— —__ _ — — @) — — — )
— — — — — — — (2,347) — (2,347)
1,00¢ 2,000 10,67: 11 22,60¢ (23) (337) (21,400 — 2,85¢
— — — — (337) — 337 — — —
— — — — 50 — — — — 50
— — — — 592 — — — — 592
— - - — — ©) — — — )
— — — — — 23 — — — 23
— — 55C — 11C — — — — 11C
— — 21 — 53 — — — — 53
— — — — 202 — — — — 20z
— —  6,25( 6 39,53¢ — — — — 39,54:
(1,000 (2,000 1,00C 1 1,99¢ — — — — —
— —  1,05C 2 1,74¢ — — — — 1,75C
— — — — — — — 5,06¢ — 5,06¢
— — 19,54« 20 66,557 @) — (16,337 — 50,24«
— — — — — — — (154 — (154
— — — — 1,181 — — — — 1,181
— — — — — 1 — — — 1
— — 191 — 31C — — — — 31C
— — 23 — — — — — — —
— — — — 61 — — — — 61
— — — — — — — — 37) 37
— — — — — — — (7,419 — (7,419
— — — — — — — — — (7,450)
— 3 — 19,75¢ $ 20 $ 68,10¢ $ — $ — $ (23,899 $ 3B7$ 44,19:

See accompanying notes to consolidated financitdsients.
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NETLIST, INC. AND SUBSIDIARIES
Consolidated Statements of Cash Flows
(in thousands)

Year Ended

December 29, December 30, December 31,

2007 2006 2005
Cash flows from operating activitie
Net income (loss $ (7,419 $ 506¢ $ (2,347
Adjustments to reconcile net income (loss) to reshcprovided by (used in) operating
activities:
Depreciation and amortizatic 1,51C 972 1,031
Amortization of deferred gain on sale and leaselesisactior (118) (119 —
Deferred income taxe (2,899 31 (682)
Impairment of lon-lived asset: 502 — —
Loss (gain) on disposal of ass 68 30 (11)
Loss on inventory adjustmer 5,32¢ — —
Facility relocation charg 134 — —
Stock-based compensatic 1,181 592 (61)
Interest on notes receivable from stockholc — 1) 1)
Amortization of debt discour — 50 —
Changes in operating assets and liabilit
Accounts receivabl 11,66¢ (20,569 (4,327)
Inventories 10,81 (12,657 52¢
Income taxes receivab (70¢) 25¢ 234
Prepaid expenses and other current a: 59€ (26%) 99
Other asset (274) (184) (85)
Accounts payabl (5,08¢ 5,03¢ 921
Income taxes payab (70€) 552 —
Accrued expenses and other current liabili (517) 1,417 95
Net cash provided by (used in) operating activi 14,07¢ (9,785 (4,60¢)
Cash flows from investing activitie
Acquisition of property and equipme (6,26¢) (2,500 (489)
Proceeds from sale of equipmi — 218 19
Repayment of note receivable from stockho 1 23 —
Purchase of investments in marketable secui (63,257) (6,769 —
Proceeds from maturities of marketable secur 44,29¢ — —
Proceeds from sales of marketable secur 2,29¢ — —
Proceeds from sale and leaseback of fac — — 1,797
Net cash provided by (used in) investing activi (22,927) (9,02¢) 1,332
Cash flows from financing activitie
Borrowings on lines of cred 114,19} 159,68( 82,01t
Payments on lines of cre( (128,56)) (149,909 (77,995
Borrowings from deb 29C 3,07: —
Payments on del (1,249) (2,917 (1,559
Proceeds from convertible notes paye — — 1,00(
Repayment of convertible notes paya — (950) —
Proceeds from exercise of stock options and was 31C 11C 3
Excess tax benefit from exercise of stock optiams @arrants 61 203 —
Proceeds from initial public offering, net of ofieg costs — 39,541 —
Net cash provided by (used in) financing activi (14,94°) 48,83t 3,47(
Net increase (decrease) in cash and cash equis. (23,797 30,02: 194
Cash and cash equivalents, beginning of ' 30,97¢ 953 75¢
Cash and cash equivalents, end of \ $ 7,18 $ 30,97t $ 952

Supplemental disclosure of cash flow informati
Cash paid during the year fc

Interest $ 1,35¢ $ 2,01C $ 1,16¢
IEEEaSS———————" S S
Income taxe: $ 227 $ 1,80¢ $ 2

| |
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NETLIST, INC. AND SUBSIDIARIES

Consolidated Statements of Cash Flows (Continued)

(in thousands)

Supplemental disclosure of r-cash investing and financing activitie
Purchase of equipment through capitalized leasigatinns

Purchase of equipment not paid for at the end ef/#ar

Cumulative effect to prior year accumulated defielated to the adoption of
FIN 48

Purchase of insurance policies through notes pa!
Deferred gain on sale and leaseback of fac

Estimated relative fair value of beneficial convensfeature on convertible note
payable

Issuance of common stock in connection with corivarsf note payable and
accrued interes

Preferred stock conversic

Conversion of notes payable into common si
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NETLIST, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 29, 2007
NOTE 1—DESCRIPTION OF BUSINESS

Netlist, Inc. (the "Company" or "Netlisti)as incorporated on June 12, 2000 in Delawareidtielitsigns and manufactures high
performance memory subsystems for the server, fegltormance computing and communications markéte.Jompany's solutions are
targeted at applications where memory plays a &kyin meeting system performance requirements.

In December 2006, the Company sold 6,2%0d¥Gts common shares in its initial public offegi("IPO") at an offering price of $7.00
per share, resulting in proceeds of $39.5 milliwet, of underwriters' discounts and offering expsrefeapproximately $4.2 million.

In 2007, the Company established a new fiagtuwring facility in the People's Republic of ChifPRC"). This facility became
operational in July 2007 upon the successful gealibn of certain key customers.

NOTE 2—SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Basis of Presentation

The accompanying consolidated financiakstents have been prepared in accordance with atiegprinciples generally accepted in
the United States of America.

Principles of Consolidation

The consolidated financial statements ithelthe accounts of Netlist, Inc. and its wholly edrsubsidiaries. All intercompany balances
and transactions have been eliminated in consaliulat

Fiscal Year

The Company has’4/ s53-week fiscal year ending on the Saturday closeBetwember 31. The 2007, 2006 and 2005 fiscal yeraied
on December 29, 2007, December 30, 2006 and Deee3tth2005, respectively, and consisted of 52 weeks

Use of Estimates

The preparation of financial statementsdnformity with accounting principles generally apted in the United States of America
requires management to make estimates and assas it affect the reported amounts of the assetdiabilities and disclosure of
contingent assets and liabilities at the date effittencial statements, and the reported amounsvehues and expenses during the reporting
period. Significant estimates made by managemeiide, among others, provisions for uncollectildeaivables and sales returns, warranty
liabilities, valuation of inventories, recoverabjilof long-lived assets, stodkased compensation expense and realization ofrddfeax asset
The Company bases its estimates and assumptionigi@nt facts, historical experience and varioteofactors that it believes to be
reasonable under the circumstances, the resulibioh form the basis for making judgments aboutdieying values of assets and liabilities
and the accrual of costs and expenses that areaxity apparent from other sources. The actualtesexperienced by the Company may
differ materially and adversely from the Compamgtimates. To the extent there are material diffezs between the estimates and the actua
results, future results of operations will be affet
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NETLIST, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continu ed)
December 29, 2007
NOTE 2—SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES ( Continued)
Revenue Recognition

The Company's revenues primarily consigirotiuct sales of high performance memory subsysterariginal equipment manufacturers
("OEMs"). Revenues also include sales of excessnitories to distributors and other users of menmsgrated circuits ("ICs") totaling
approximately $1.9 million, $11.4 million and $19rllion during the years ended December 29, 20@tember 30, 2006 and December
2005, respectively.

The Company recognizes revenues in accoedaith the Securities and Exchange Commissioa &tcounting Bulletin ("SAB")
No. 104,Revenue RecognitidhSAB No. 104"). Under the provisions of SAB No.41@he Company recognizes revenues when there is
persuasive evidence of an arrangement, produstesigland acceptance have occurred, the salesipffized or determinable, and
collectibility of the resulting receivable is reastly assured.

The Company generally uses customer puechiaders and/or contracts as evidence of an amaenge Delivery occurs when goods are
shipped for customers with FOB Shipping Point teamd upon receipt for customers with FOB Destimatesms, at which time title and risk
of loss transfer to the customer. Shipping docusiarg used to verify delivery and customer accegtahhe Company assesses whether the
sales price is fixed or determinable based on #yengnt terms associated with the transaction aredheh the sales price is subject to refund.
Customers are generally allowed limited rightsetfirn for up to 30 days, except for sales of exaesmntories, which contain no right-of-
return privileges. Estimated returns are providacdat the time of sale based on historical expegesr specific identification of an event
necessitating a reserve. The Company offers a atdnqufoduct warranty to its customers and has hergtost-shipment obligations. The
Company assesses collectibility based on the evedhiness of the customer as determined by cobditks and evaluations, as well as the
customer's payment history.

A portion of the Company's internationalpshents are made to third-party inventory warehsusehubs, and the Company recognizes
revenue when the inventory is pulled from the hutuise in production by the customer. The Compangives a report from the customer on
a daily basis indicating the inventories pulledhfra hub for use by the customer, and performslg dadonciliation of inventories shipped to
and pulled by the customer to those inventoridectfd on the customer's reports to ensure thes sak recognized in the appropriate per

All amounts billed to customers relatediipping and handling are classified as revenub#ewll costs incurred by the Company for
shipping and handling are classified as cost @&fssal

Cash and Cash Equivalents
Cash and cash equivalents consist of cadlslaort-term investments with original maturittd®90 days or less.
Investments in Marketable Securities

In accordance with Statement of Financie¢dunting Standards ("SFAS") No. 1#&gcounting for Certain Investments in Debt and
Equity Securitie("SFAS No. 115"), the Company determines the apjtgclassification of its investments in markdég¢adiebt securities at
the time of purchase and
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NETLIST, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continu ed)
December 29, 2007
NOTE 2—SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES ( Continued)

reevaluates such designation at each balance ddieefThe Company's investments in marketable diesunave been classified and
accounted for as available-for-sale based on mamegs investment intentions relating to these i$es. Available-for-sale securities are
stated at market value based on market quotesalilzed gains and losses, net of deferred taxeseaogded as a component of other
comprehensive income (loss).

The Company generally invests its excesh @amoney market funds and in highly liquid dielstruments of United States ("U.S.")
municipalities, corporations, the U.S. government &s agencies and auction rate securities. Allyiliquid investments with stated
maturities of three months or less from the dateur€hase are classified as cash equivalentspadbtments with stated maturities of greater
than three months are classified as investmentsiketable securities.

Fair Value of Financial Instruments

The fair values of the Company's cash asth @quivalents, accounts receivable, accountdjeagad accrued expenses approximate
carrying values due to their short maturities. Btwgents in marketable securities are comprisedaifable-forsale securities that are repol
at fair value with the related unrealized gains sdes included in accumulated other comprehemsdgne (loss), a component of
stockholders' equity, net of tax. The fair valuer@rketable securities is determined based on duotgket prices. The fair value of the
Company's debt instruments approximates their tayryalues based on rates currently availableedbmpany.

Allowance for Doubtful Accounts

The Company evaluates the collectibilitypo€ounts receivable based on a combination abfscin cases where the Company is aware
of circumstances that may impair a specific custsrahility to meet its financial obligations suqaent to the original sale, the Company
record an allowance against amounts due, and theeelnice the net recognized receivable to the attberCompany reasonably believes
will be collected. For all other customers, the @amy recognizes allowances for doubtful accounsearimarily on the length of time the
receivables are past due, the current businessoanvént and the Company's historical experience.

Concentration of Credit Risk

Financial instruments that potentially dbjthe Company to significant concentrations eflitrrisk consist principally of cash and cash
equivalents, marketable securities, and accountsvable.

The Company invests primarily in money nefikinds and high quality commercial paper andradlebt instruments. Cash equivalents
are maintained with high quality institutions, t@mposition and maturities of which are regularignitored by management. Investments in
marketable securities are in high-credit qualititdastruments with an active resale market. Snghstments are made only in instruments
issued or enhanced by high-quality institutionse Gompany has not incurred any credit risk lossketed to these investments.

The Company's trade accounts receivablerararily derived from sales to OEMs in the congruhdustry. The Company performs
credit evaluations of its customers' financial déod and limits the amount of credit extended whkleemed necessary but generally requires
no collateral. The
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NETLIST, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continu ed)
December 29, 2007

NOTE 2—SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES ( Continued)

Company believes that the concentration of créshtin its trade receivables is moderated by the@any's credit evaluation process,
relatively short collection terms and the high lesfecredit worthiness of its customers. Reservesnaaintained for potential credit losses,
such losses historically have not been signifieantt have been within management's expectations.

Inventories

Inventories are valued at the lower of arstet realizable value. Cost is determined onwarage cost basis which approximates actual
cost on a first-in, first-out basis and includes raaterials, labor and manufacturing overhead.akhebalance sheet date, the Company
evaluates its ending inventories for excess quast#nd obsolescence. This evaluation includesalysis of sales levels by product type.
Among other factors, the Company considers histbdemand and forecasted demand in relation totlentory on hand, competitiveness
product offerings, market conditions and produet ¢iycles when determining obsolescence and nitabke value. Provisions are made to
reduce excess or obsolete inventories to theimastid net realizable values. Once establishedgdatvns are considered permanent
adjustments to the cost basis of the excess oll@tbsaventories.

Property and Equipment

Property and equipment are recorded atanu$tepreciated on a straight-line basis over gstimated useful lives, which generally
range from three to seven years. Leasehold impremtsrare recorded at cost and amortized on alstiitig basis over the shorter of their
estimated useful lives or the remaining lease term.

Impairment of Long-Lived Assets

The Company evaluates long-lived asset$ &iedl used by the Company for impairment on an @rrasis or whenever events or
changes in circumstances indicate that their nek alue may not be recoverable. When such faetodscircumstances exist, the Company
compares the projected undiscounted future casisféssociated with the related asset or groupsgita®ver their estimated useful lives
against their respective carrying amount. Impaitmiéany, is based on the excess of the carrymgunt over the fair value, based on market
value when available, or discounted expected dastsf of those assets and is recorded in the pariadhich the determination is made.
Other than those matters discussed at Note 1T dhgany's management believes there is no funimggirment of its long-lived assets
recorded on the accompanying consolidated baldmets as of December 29, 2007 and December 30, 2066 can be no assurance,
however, that market conditions will not changelemand for the Company's products will continueicivitould result in future impairment
of long-lived assets.

Warranties

The Company offers warranties generallygiag from one to three years to its customers,rdten on sales of excess inventory,
depending on the product and negotiated termschpise agreements. Such warranties require the &onip repair or replace defective
product returned to the Company during such wayrpatiod at no cost to the customer. An estimatéhbyCompany for warranty-related
costs is recorded by the Company at the time eflsased on its historical and
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continu ed)
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NOTE 2—SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES ( Continued)

estimated product return rates and expected repa@placement costs. Such costs have historibaky consistent between periods and in-
line with management's expectations. The Compavgrsanty liability is included as a component ofraed expenses and other current
liabilities in the accompanying consolidated batehbeets.

The following table summarizes the activityated to the warranty liability for the year eddDecember 29, 2007 (in thousands):

Beginning balance, December 30, 2( $ 29¢
Charged to costs and expen 25€
Usage (207)

Ending balance, December 29, 2(

Prior to fiscal 2007, activity related t@manty costs was insignificant.

Beneficial Conversion Feature

The convertible feature of one of the Conyp@convertible notes provided for a rate of cosiom that was below market value (see
Note 7). Such feature is normally characterized dseneficial conversion feature” ("BCF"). PursumEmerging Issues Task Force ("EIT
Issue No. 98-5Accounting for Convertible Securities with Beneatfi€€onversion Features or Contingently Adjustabn@ersion Rati@and
EITF No. 00-27 Application of EITF Issue No. 98-5 to Certain Cartilate Instruments the estimated relative fair value of the BCF was
recorded as a discount from the face amount ofdin@ertible note. The Company amortized the distaaimg the effective interest method

through the conversion of such instrument.

Stock-Based Compensation

The Company accounts for equity issuance®h-employees in accordance with SFAS No. 228punting for Stock-Based
Compensatiolf"'SFAS No. 123"), and EITF No. 96-18¢counting for Equity Instruments that are Issue@®ther Than Employees for
Acquiring, or in Conjunction with Selling, Goodsda8ervice:. All transactions in which goods or services &g donsideration received for
the issuance of equity instruments are accountelda®ed on the fair value of the considerationiveckor the fair value of the equity
instrument issued, whichever is more reliably mesglsle. The measurement date used to determinaitheafue of the equity instrument
issued is the earlier of the date on which thaltparty performance is complete or the date on kwhits probable that performance will

occur.

Prior to January 1, 2006, the Company actulifor stockhased compensation issued to employees and dsagiong the intrinsic vall
method of accounting prescribed by Accounting Rpies Board Opinion ("APB") No. 2%\ccounting for Stock Issued to Employéés>B
No. 25"), and related pronouncements. Under thithatk compensation expense was recognized oveespective vesting period based
the excess, on the date of grant, of the estinfaiesialue of the Company's common stock over tlaagprice, net of forfeitures. Deferred
stock-based compensation expense was amortizedtoaight-line basis over the vesting period ofregi@nt.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continu ed)

December 29, 2007

NOTE 2—SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES ( Continued)

Under SFAS No. 123, entities were requicetecognize as expense over the vesting perioththealue of all stocksased awards on t
date of the grant. Alternatively, SFAS No. 123 a#al entities to continue to apply the provision®\BB No. 25 and provide pro forma net
income (loss) disclosures for employee stock opgi@mnts as if the fair value based method define€8HAS No. 123 had been applied. The
Company elected to apply the provisions of APB Rand provide pro forma disclosures required bSNo. 123 and SFAS No. 148,

Accounting for Sto-Based Compensation—Transition and Disclosure

Had compensation cost for the Companyskdbased awards to employees been determined bagbd estimated fair value at the gr
dates consistent with the fair value method of S&ES 123, the Company's net loss and loss per $batke year ended December 31, 2005
would have approximated the pro forma amounts atdit below (in thousands, except per share amounts)

Net loss, as reporte
Plus: stock-based employee compensation expeniseléutin reported ne

loss, net of ta:

Less: stock-based employee compensation expensendieed under fair
value based method, net of

Pro forma net los

Net loss per common share as repor
Basic

Diluted

Pro forma:
Basic

Diluted

Docertber 31
2005

$ (2,349

(44)

354
$ (2,037
$ (0.29)
s (02
$ (0.19)
$ (0.19)

The fair value of options granted under@uenpany's equity incentive plan during the yeateehDecember 31, 2005 was estimated on
the date of grant using the Black-Scholes optiaoipy model utilizing the single option approaclingsthe following weighted-average

assumptions:

Risk-free interest rat
Expected term (in year
Expected volatility
Expected dividend

Year Ended
December 31,
2005

4.1%
10
24%

Effective January 1, 2006, the Company &etbSFAS No. 123(RBhare-Based PaymefiEFAS No. 123(R)"), which establishes
standards for the accounting of transactions irctvlan entity exchanges its equity instruments éads or services, primarily focusing on

accounting for transactions
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NOTE 2—SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES ( Continued)

where an entity obtains employee services in shased payment transactions. SFAS No. 123(R) rexjameentity to measure the cost of
employee services received in exchange for an aefagduity instruments, including stock optionssé on the grant-date fair value of the
award and to recognize it as compensation expereetoe period the employee is required to progrice in exchange for the award,
usually the vesting period. SFAS No. 123(R) supfrséhe Company's previous accounting under APB2Bdor periods beginning in fiscal
2006. SFAS No. 123(R) also amends SFAS NoSg&tement of Cash Flowsind requires the benefits of tax deductions oess of
recognized compensation cost be reported as acfimquoash flow, rather than as an operating casi 8s required under previous literature.
In March 2005, the Securities and Exchange Comomsssued SAB No. 10Bhare-Based PaymefiSAB No. 107"), relating to SFAS

No. 123(R). The Company has applied the provisaBAB No. 107 in its adoption of SFAS No. 123(

The Company adopted SFAS No. 123(R) ugiegriodified prospective transition method, whicuiees the application of the
accounting standard as of January 1, 2006, thedfing of the Company's fiscal year 2006. The Comjgazonsolidated financial statements as
of and for the years ended December 29, 2007 andrbieer 30, 2006 reflect the impact of adopting SR8S123(R). In accordance with t
modified prospective transition method, the Compmnognsolidated financial statements for periodsr o fiscal 2006 have not been reste
to reflect, and do not include, the impact of SARG 123(R).

SFAS No. 123(R) requires companies to egrthe fair value of share-based payment awardiseodate of grant using an option-
pricing model. The value of the portion of the agviirat is ultimately expected to vest is recognias@xpense over the requisite service
periods in the Company's consolidated statemeopefations. Prior to the adoption of SFAS No. 133{Re Company accounted for stock-
based awards to employees and directors usingthiesic value method in accordance with APB Noag%llowed under SFAS No. 123.
Under this method, stock-based compensation exgetsbeen recognized in the Company's consoliddseements of operations for option
grants to employees and directors below the faikatavalue of the underlying stock at the dateraihg

In accordance with SFAS No. 123(R), empéogiad director stock-based compensation expensgnized during the period is based on
the value of the portion of share-based paymentdsshat is ultimately expected to vest duringpbaod. Stock-based compensation
expense recognized in the Company's consolidat¢einsénts of operations for the years ended DeceP®&@007 and December 30, 2006
included compensation expense for share-based payawards granted prior to, but not yet vestedfd&degember 31, 2005 based on the
grant date fair value estimated in accordance thighpro forma provisions of SFAS No. 123 and conspéion expense for the share-based
payment awards granted subsequent to Decembef33,#ased on the grant date fair value estimateddnrdance with the provisions of
SFAS No. 123(R). Given that stock-based compensatipense recognized in the consolidated stateroéofgerations for the years ended
December 29, 2007 and December 30, 2006 is basadiamls ultimately expected to vest, it has bednaed for estimated forfeitures. SF
No. 123(R) requires forfeitures to be estimatethattime of grant and revised, if necessary, irseghent periods if actual forfeitures dif
from those estimates. The estimated average foréerates used by the Company are based on hatéoifeiture experience and estimated
future
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NOTE 2—SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES ( Continued)

employee forfeitures. In the Company's pro fornfarimation required under SFAS No. 123 for the pdsiprior to fiscal 2006, the Company
accounted for forfeitures as they occurred.

Pursuant to SFAS No. 123(R), deferred stmarsed compensation expense with a balance of @333at December 31, 2005 was
eliminated against additional paid-in capital uploa adoption of SFAS No. 123(R) on January 1, 200@. deferred stock-based
compensation expense was primarily related to saoekds granted to various employees and direptassto the adoption of SFAS No. 123

(R).

The fair value of stock-based awards tolegges and directors is calculated using the Blacheles option pricing model. The Black-
Scholes model requires subjective assumptions degpfuture stock price volatility and expected¢ino exercise, which greatly affect the
calculated values. The expected term of optionstgthis derived from historical data on employeereises and post-vesting employment
termination behavior. The expected volatility foetyears ended December 29, 2007 and Decembed@® j2based on the historical
volatilities of the common stock of comparable pelgltraded companies based on the the Companl&f bwat it currently has limited
historical data regarding the volatility of its skoprice on which to base a meaningful estimatexpiected volatility. The risk-free rate
selected to value any particular grant is basethetJ.S. Treasury rate that corresponds to theategaerm of the grant effective as of the
date of the grant. The expected dividends assumigibased on the Company's history and expectafidividend payouts. These factors
could change in the future, affecting the detertidmeof stock-based compensation expense in fysarids.

Income Taxes

The Company accounts for income taxes @o@ance with SFAS No. 108ccounting for Income Tax€*SFAS No. 109"). Under
SFAS No. 109, deferred tax assets and liabilittesecognized to reflect the estimated future féects, calculated at currently effective tax
rates, of future deductible or taxable amountsbatiable to events that have been recognized amailative basis in the consolidated
financial statements. A valuation allowance reldted deferred tax asset is recorded when it iertikely than not that some portion of the
deferred tax asset will not be realized.

In July 2006, the Financial Accounting Stards Board ("FASB") issued Interpretation No. A8¢ounting for Uncertainty in Income
Taxes—An Interpretation of FASB Statement No.(II®l 48"). FIN 48 and seeks to reduce the divgrsitpractice associated with certain
aspects of measurement and recognition in accaufdinincome taxes. FIN 48 prescribes a recognitimashold and measurement
requirement for the financial statement recognitiba tax position that has been taken or is exgokbtrt be taken on a tax return and also
provides guidance on de-recognition, classificatioterest and penalties, accounting in interimquis, disclosure, and transition. Under
FIN 48 the Company may only recognize or contiraugetognize tax positions that meet a "more likkn not" threshold. The Company
adopted FIN 48 on December 31, 2006, the firstafdiscal 2007.

Research and Development Expense
Research and development expendituresxaensed in the period incurred.
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Advertising Expense
Advertising costs are expensed in the panourred. Advertising expenses for fiscal yed87 2006 and 2005 were not significant.
Comprehensive Income (Loss)

SFAS No. 13Reporting Comprehensive Incomestablishes standards for reporting and disptpgomprehensive income and its
components in the consolidated financial statemémwsumulated other comprehensive income (losdydes unrealized gains or losses on
investments.

Risks and Uncertainties

The Company's operations in the PRC argesuto various political, geographical and ecoronisks and uncertainties inherent to
conducting business in China. These include, unat limited to, (i) potential changes in econogoaditions in the region, (ii) managing a
local workforce that may subject the Company toeutainties or certain regulatory policies and @ianges in other policies of the Chinese
governmental and regulatory agencies. Additiondlig, Chinese government controls the procedureghigh its local currency, the Chinese
Renminbi ("RMB"), is converted into other currerxié changes or restrictions in the conversioRbB are instituted, the Company's
operations and operarting results may be negativghacted.

Foreign Currency Remeasurement

The functional currency of the Companyi®ign subsidiary in the PRC is the U.S. dollar. Tdel currency financial statements of this
subsidiary are remeasured into U.S. dollars usiergtirrent exchange rate for monetary assets alpitlities and the historical exchange rate
for nonmonetary assets and liabilities. Expensesemeasured using the average exchange rateefpetiod, except items related to
nonmonetary assets and liabilities, which are reneal using historical exchange rates. All remeasant gains and losses are included in
determining net income (loss).

Net Income (Loss) Per Share

Basic net income (loss) per share is catedl by dividing net income (loss) by the weightegrage shares outstanding during the year.
Diluted net income (loss) per share is calculatedibiding the net income (loss) by the weighte@age shares and dilutive potential
common shares outstanding during the year. DilytiiMential shares consist of dilutive shares issuapon the exercise of outstanding stock
options and warrants computed using the treasookshethod. Prior to fiscal 2007, in addition tdstanding stock options and warrants,
dilituive potential common shares also consisteshafres issuable upon the conversion of convertitles payable and convertible preferred
stock using the "if converted" method.

New Accounting Pronouncements

In June 2007, the FASB ratified EITF No-3Accounting for Nonrefundable Advance Payments fmrds or Services to Be Used in
Future Research and Development Activi("EITF No. 07-3"). EITF No. 07-3 requires non-reflaible advance payments for goods and
services to be used in future
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NOTE 2—SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES ( Continued)

research and development activities to be recoadegh asset and the payments to be expensed whersdarch and development activities
are performed. EITF No. 07-3 is effective for fisgaars beginning after December 15, 2007. Thisdsted is not expected to have a material
impact on the Company's future consolidated firgrstatements.

Reclassifications

Certain amounts in the 2006 and 2005 cadfestgld financial statements have been reclasdifiednform with the current year
presentation.

NOTE 3—SUPPLEMENTAL FINANCIAL INFORMATION
Inventories

Inventories consist of the following (irotisands):

December 29, December 30,
2007 2006
Raw materials $ 1,87¢ $ 10,51
Work in proces: 42¢ 3,34:
Finished good 1,03( 5,617
$ 3,33t $ 19,47:

During the year ended December 29, 20@/Cibmpany incurred a loss of approximately $5.3anildue to slow moving and lower-of-
cost-or-market value inventory adjustments, whichneluded as a component of cost of sales in¢herapanying consolidated statement of
operations.
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Property and Equipment

Property and equipment consist of the foihg (dollars in thousands):

Estimated
Useful December 29, December 30,
Lives 2007 2006
Machinery and equipme 3-7yrs. 3 8,05 $ 5,152
Leasehold improvemen * 1,48¢ 44
Furniture and fixture 5 yrs. 457 20¢&
Computer equipment and softwi 3-7 yrs. 2,27¢ 1,731
12,27 7,13¢
Less accumulated depreciation and amortize (4,089 (3,309
$ 8,191 $ 3,83(
I I
* Estimated useful life is generally 7 years, orrémaining lease term, whichever is shorter

Included in property and equipment are tasseder capital leases with a cost of approxingei&l9 million and $2.3 million and
accumulated amortization of approximately $1.2iomlland $1.2 million at December 29, 2007 and Ddi30, 2006, respectively.

Comprehensive Income (Loss)

The components of comprehensive income)logt of taxes, consist of the following (in tkands):

Year Ended
December 29, December 30, December 31,
2007 2006 2005
Net income (loss $ (7,419 $ 5,06¢ $ (2,347
Other comprehensive los
Change in net unrealized loss on
investments (37 — —
Total comprehensive income (lo: $ (7,450 $ 5,06¢ $ (2,349)
.| I

Accumulated other comprehensive loss redtéon the consolidated balance sheet at DecenShb@0R7 represents accumulated net
unrealized losses on investments in marketablerisesu
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NOTE 3—SUPPLEMENTAL FINANCIAL INFORMATION (Continue d)

Computation o

The following table sets forth the compiatiaiof basic and diluted net income (loss) per shigacluding the reconciliation of the
numerator and denominator used in the calculatidrasic and diluted net income (loss) per sharéh@usands, except per share data):

f Net Income (Loss) Per Share

Basic net income (loss) per share

Dil

All potentially dilutive common share eqalents of approximately 1.5 million and 3.6 millishares have been excluded from the
diluted net loss per share calculations for theyeaded December 29, 2007 and December 31, 2abgiagffect would be anti-dilutive for

the years then ended.

Numerator: Net income (los

Denominator: Weighted-average common
shares outstanding, ba:

Basic net income (loss) per shi

tued net income (loss) per share

Net income (loss

Convertible notes interest expense (net of
tax)

Numerator: Adjusted net income (lo:
available to common stockholde
Weighted-average common shares
outstanding, basi
Effect of dilutive securities
Stock options and warrar
Convertible preferred stoc
Convertible notes payah

Denominator: Weighted-average common
shares outstanding, dilut

Diluted net income (loss) per sh:

Year Ended

December 29,

December 30,

December 31,

2007 2006 2005
$ (7,419 $ 5,06¢ $ (2,347)
19,67+ 11,70¢ 10,67:
| | |
$ 0.35) $ 0.4: $ (0.22)
| | |
$ (7,419 $ 506¢ $ (2,347
— 74 —
$ (7,419 $ 514: $ (2,347
19,67+ 11,70¢ 10,67¢
— 1,722 —
— 92¢ —
— 97t —
19,67+ 15,33: 10,67:
| | |
$ 0.35) $ 03¢ $ (0.22)
| | |
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NOTE 4—INVESTMENTS IN MARKETABLE SECURITIES

Investments in marketable securities comdithe following at December 29, 2007 and Decend3e 2006 (in thousands):

Cash and money marke

Commercial pape

Corporate notes and bon

Federal agency notes and bo
Auction and variable floating rate not

Classified as
Cash equivalent
Marketable securitie

Cash and money marke
Corporate notes and bon
Federal agency notes and bo

Classified as
Cash equivalent
Marketable securitie

Realized gains and losses on the saleveStments in marketable securities are determisgdjihe specific identification method. Net

December 29, 2007

Net

Amortized Unrealized Fair
Cost Gain (Loss) Value
$ 6,14¢ $ — $ 6,14¢
1,73¢ — 1,73¢
11,89: (9) 11,88:
4,382 13 4,39t
6,165 (41) 6,122
$ 30,31¢ $ (37 $ 30,28
| | |
$ 6,89
23,38
$ 30,28:
—
December 30, 2006
Net
Amortized Unrealized Fair
Cost Gain (Loss) Value
$ 2995 $ — $ 29,95
6,27¢ — 6,27t
494 — 494
$ 36,72:  $ — $ 36,72
| | |
$ 29,95:
6,76¢
$ 36,72
|

realized gains recorded during the year ended Dieee9, 2007 were not significant.
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The following table provides the breakdosfrinvestments in marketable securities with urizedl losses at December 29, 2007 (in
thousands):

Continuous Unrealized Loss

Less than 12 months 12 months or greater
Fair Unrealized Fair Unrealized
Value Loss Value Loss
Corporate notes and bon $ 6,83C $ 12 $ — % —]
Federal agency notes and bo 99¢ 3 — —
Auction and variable floating rate not 1,96 (47) — —
$ 9,79: $ (56 $ — 8 —

As of December 29, 2007, the Company hélthtestments that were in an unrealized loss iposit

Due to disruptions of, and the resultindueed liquidity in certain financial markets in ZQ@wvo of the Company's AAA rated auction
rate securities with a total purchased cost of agprately $2.0 million experienced failed aucti@hsing the fourth quarter of 2007. Due to
the failed auctions, the Company was unable tatlselsecurities at their respective costs, regultira decrease in fair value, which has been
recorded as a component of accumulated other cdrapséve loss in accordance with SFAS No. 115. Thesstments have been classified
as long-term investments in marketable securitighé Company's consolidated balance sheet asaafrileer 29, 2007. As of February 23,
2008, the unrealized loss on these two investmeassapproximately $141,000. The Company has coadltitht the unrealized losses on
these investments are temporary because (i) thep@wmyrbelieves that the decline in market value lagtoccurred is due to general market
conditions, (ii) the auction rate securities conéirio be of a high credit quality and interestdglms due and (iii) the Company has the intent
and ability to hold these investments until a rezgvn market value occurs. The fair value of theseurities could change significantly in the
future and the Company may be required to recdrdrethan-temporay impairment charges or additionatalized losses in future periods.

The unrealized losses on the Company's athestments were due primarily to changes inregerates. The Company has determined
that the unrealized losses on all of its investmé@nimarketable securities at December 29, 2007eanporary in nature. The Company
reviews its investments to evaluate indicationpasfsible impairment. Factors considered in detdngiwhether impairments are other than
temporary include the length of time and extenwldch fair value has been less than the amortipstl lzasis, the financial condition and near-
term prospects of the investee and the Compartgstiand ability to hold an investment for a periddime sufficient to allow for any
anticipated recovery in market value. The Compaajntains an investment portfolio of various holdintypes and maturities. The Company
invests in instruments that meet high quality dretiindards, as specified in its investment pdiigiglelines. These guidelines generally limit
the amount of credit exposure to any one issueeissr type of instrument.
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The following table presents the amortizedt and fair value of the Company's cash equitgl@nd investments in marketable securities
classified as available-for-sale at December 20728y contractual maturity (in thousands):

Amortized Fair
Cost Value
Maturity
Less than one ye: $ 18,30¢ $  18,30¢
One to two year 5,85( 5,85¢
Greater than two year: 6,16: 6,122
$ 30,31¢ $ 30,28:
| |
* Comprised of auction rate securities which havetrdates of 90 days or less but final contractustunity dates in

excess of 15 years.
NOTE 5—CREDIT AGREEMENT

The Company has entered into an agreemigimevbank which, as amended through November 20@&jdes for a line of credit facility
for borrowings limited to 85% of eligible accouméseivable, plus the least of (i) a percentagdigiode inventory determined from time to
time by the Company's bank, (ii) 80% of the orddiduidation value, as defined, of eligible invenés, and (iii) $7 million. Interest is
payable monthly, at the Company's option, eith@riate rate plus 0.50% or LIBOR plus 3%. The ins¢rate was reduced to the prime rate
or LIBOR plus 2.50% in December 2006 concurrenhwliie Company's raise of capital through an ingigblic offering.

In April 2007, the Company executed theestlr Amendment to the Amended and Restated CnediSacurity Agreement (the
"Seventh Amendment"). The Seventh Amendment, whiah effective as of March 21, 2007, allows the Camypto, at its election, increase
its line of credit from $25 million, in $2.5 millimincrements, up to a total of $40 million at thigr rate of interest, which was 7.25% at
December 29, 2007 and 8.25% at December 30, 20@&ldition, the Seventh Amendment (i) extends th&urnity date of the line of credit to
July 31, 2009, (ii) establishes an equipment adedine of $3 million, (iii) increases the sublinfiir letters of credit to $5 million, (iv) sets an
inventory sublimit of $7 million, with the abilitio increase to $10 million if certain financialgets are met, (v) provides for the reduction in
interest rates on borrowings if certain borrowimgoaints and financial performance targets are me(\@hrevised certain financial
covenants.

In July 2007, the Company executed the tBigimendment to the Amended and Restated CrediSawcdrity Agreement (the "Eighth
Amendment"), which was effective as of June 29,72@0nong other things, the Eighth Amendment add=thin minimum profitability
financial covenant requirements. As of December2B®7, the Company was in compliance with all fitiahcovenants.

Interest on the equipment advances is payabnthly, at the Company's option, either atgtime rate or LIBOR plus 2.50%. Interest
only payments were required on the equipment adstirough January 31, 2007. Commencing Febru&9d7, the Company is required
to repay the
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NOTE 5—CREDIT AGREEMENT (Continued)

equipment advances in 42 equal monthly installmértie outstanding balance on this loan was apprabeiy $0.9 million and $1.1 million
December 29, 2007 and December 30, 2006, resplyctbae Note 6).

Any borrowings under the revolving and @aquént lines of credit, are collateralized by a gahfirst priority lien against all of the
Company's assets, both tangible and intangible.

The following table presents details oEnaist expense related to borrowings on the lireraxdit, along with certain other applicable
information (in thousands):

Year Ended
December 29, December 30, December 31,
2007 2006 2005
Interest expens $ 86z $ 1,198 $ 562

December 29, December 30,
2007 2006
Outstanding borrowings on the line of cre $ 487: $ 19,23¢
| |
Borrowing availability under the line of cre« $ 6,366 $ 4,87:

NOTE 6—LONG-TERM DEBT

Long-term debt consists of the following {housands):

December 29, December 30,
2007 2006

Obligations under capital leas $ 43z $ 80z
Equipment note payable to bank (see Not 872 1,07z
Notes payable to othe 74 38¢
1,37¢ 2,26

Less current portio (740) (2,039
$ 63t $ 1,23(

Mortgage Note Payable

In November 2000, the Company obtained BA-Backed 25-year mortgage note payable collatrdlby its manufacturing facility in
Irvine, California. This note bore interest at irene rate plus 1.0% (6.25% at January 1, 2008 wiincipal and interest payments due
monthly through 2025. In December 2005, the morgags paid in full in connection with the sale &akeback transaction of the
manufacturing facility (see Note 9).

Notes Payable to Others

In November 2002, the Company enteredar$d 00,000 unsecured loan agreement with an indijidearing interest at 7% payable
annually, principal due, as amended, in June 206.
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January 2004, $4,000 of the principal amount wasl tis exercise certain stock options. The balahtiei®note was $96,000 at December
2006. The balance of this note and accrued interastrepaid in full in January 2007.

In January 2003, the Company entered ir$i800,000 loan agreement with a financing compaolateralized by assets owned by an
employee related to the majority stockholder. Titte bears interest at 14% per annum and matudsmnimary 2009. Principal and interest
payments of approximately $6,000 are due and payabhthly. The balance of this note was approxim&e4,000 and $133,000 at
December 29, 2007 and December 30, 2006, resplctive

In August 2005, the Company entered intagreement with a financing company in connectidh ¥inancing certain insurance
policies. The financing agreement required monghigicipal and interest payments of approximatel§,$20 through maturity on June 30,
2006. Interest was payable at 8.55% per annumotitstanding principal balance on this financing $442,000 at December 31, 2005.
During the year ended December 30, 2006, the balaas repaid in full. In August 2006, the Companteeed into a new agreement with
financing company to finance its insurance policigse financing agreement required monthly prinicgyal interest payments of
approximately $32,000 through maturity on June2BD)7. Interest was payable at 9.45% per annumotitsgtanding principal balance on this
financing was $160,000 at December 30, 2006. Thanba of this note and accrued interest was repaldne 2007.

Capital Leases

The Company has purchased manufacturingamguter equipment through the use of varioustablgiases. As of December 29, 2007,
these leases require aggregate monthly paymeafspodximately $44,000 and mature at various dat@ugh May 2011. The interest rates
on these leases vary between 4.3% and 10.4% (de€9No

As of December 29, 2007, maturities of khagn debt were as follows (in thousands):

Fiscal Year
2008 $ 74C
2009 474
2010 14¢
2011 15
$ 1,37¢
|
Interest expense related to long-term deptesented in the following table (in thousands):
Year Ended
December 29, December 30, December 31,
2007 2006 2005
Interest expens $ 21 $ 23t $ 25C
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In April 2001, the Company issued two catitde promissory notes, each in the original pipat amount of $625,000, to Serim Paper
Manufacturing Co., Ltd. ("Serim Paper") and HeungHwdustries Co., Ltd. ("HeungHwa"), bearing ingtrat 7.50% per annum
(collectively, the "$625,000 Notes"). In Februag03, the Company issued an additional $500,000exbible note to Serim Paper, bearing
interest at 6.50% per annum (the "$500,000 Nofie $625,000 Notes and the $500,000 Note were gigsa by the Company's majority
stockholder and were originally convertible, at tiption of the holder, into shares of a new sesfgwreferred stock at a price equal to the
lower of $2.50 per share or the per share fair etarlue of the new preferred stock. In the evémat public offering of the Company's
common stock at a price in excess of the conversiime, the notes would automatically convert isit@res of the Company's common stock
at the conversion price.

In October 2002 and April 2004, the Comparghanged the $625,000 Notes (or the applicalnieessor notes) for new notes with the
same terms and new maturity dates. In August 2B@iCompany exchanged the $500,000 Note for a méewith the same terms and a r
maturity date. Effective October 2005, the Compexghanged the then outstanding $625,000 Notessfwrmotes which provided for a
conversion price of $1.667 per share (estimateds&due of the preferred stock at the effectiveedztexchange) with new maturity dates of
April 3, 2007. Effective February 2006, the Compamnghanged the then outstanding $500,000 Note fiemanote which provided for a
conversion price of $1.667 per share (estimated/&ue of the preferred stock at the effectiveed#texchange) with a new maturity date of
August 12, 2007. In December 2006, concurrent thihCompany's raise of capital through an IPO theses (totaling $1.75 million)
automatically converted to approximately 1,050,800on shares of common stock.

In December 2005, the Company issued $1ll®min secured convertible promissory notes (tB805 Notes"), bearing interest at
9.96% per annum. The 2005 Notes were secured @nmated to the Credit Agreement) by substantidliyh@ Company's assets. The 2005
Notes were convertible, at the option of the hqgldéany time after the earlier of (i) the matudte or (ii) the consummation of a priv.
placement offering of common stock of the Compaiith gross aggregate proceeds to the Company ehat $1.0 million. The 2005 Notes
were convertible into shares of the Company's comstock at either the offering price in a prival@cement offering of the Company's
common stock, or if no offering, at the fair valfea share of common stock as determined by thep@agis Board of Directors. In the event
of a merger transaction with a public company corent with a private placement offering with greggregate proceeds of at least
$5.0 million, the outstanding principal and accrbed unpaid interest would automatically be core@itto shares of the Company's comi
stock at a rate of 67.5% of the price per shavehith such shares were sold in the private placéwféering. In accordance with EITF
No. 0(-27, since the terms of the contingent conversiatioa did not permit the Company to compute thetaathl number of shares that it
would need to issue upon conversion of the notdwitontingent event occured and the conversime pras adjusted, the Company
determined the value of the beneficial converseatire as of the commitment date and would redw@dbéneficial conversion amount as
additional interest expense only if the contingargnt occured. The estimated value of the benktioiaversion feature at the commitment
date was approximately $500,000.

The 2005 Notes had an original maturityed#tFebruary 28, 2006. In March 2006, the notelérsl agreed to extend the maturity date to
May 31, 2006. In June 2006, a note holder of $5DjA0
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principal agreed to extend the maturity date o€dsvertible note until August 31, 2006 and fix toaversion price of the note at $2.55 per
share. In connection with the amendment of theGEEDconvertible note in June 2006, the Companyrdszba BCF of $50,000 as a result of
fixing the conversion price at a per share amaohait was below the estimated fair value of the Camjjsacommon stock at the date of
amendment. The BCF was recorded as a discounttfrerface amount of the convertible note and wasrtired using the effective interest
method through maturity of such instrument. In Asig?006, the note holder converted the principkdrzze of $50,000 and accrued interest
of $3,000 into 20,863 shares of the Company's comsimck. As a result, the Company recorded intengse¢nse of $50,000 during the year
ended December 30, 2006 related to the amortizafitime debt discount.

On August 4, 2006, the Company repaid ¢émeaining $950,000 of outstanding principal on th@®2Notes, including accrued and
unpaid interest of $59,010. As a result of the yepent, the Company was not be required to recoydather beneficial conversion charge.

NOTE 8—INCOME TAXES

For financial reporting purposes, incontsg) before provision (benefit) for income taxedudes the following components (in
thousands):

Year Ended
December 29, December 30, December 31,
2007 2006 2005
United State: $ (10,816 $ 791 $ (3,259
Foreign (622) — —
$ (11,439 $ 791 $ (3,25¢)

The Company's income tax provision (behebinsists of the following (in thousands):

Year Ended
December 29, December 30, December 31,
2007 2006 2005
Current:
Federa $ 1,127 $ 2,77: % (232)
State 1 41 2
Total curreni (1,12¢) 2,81z (230
Deferred:
Federa (2,177) (273) (319)
State (72¢) 304 (363)
Total deferrec (2,899 31 (682)
Income tax provision (benefi $ (4,025 $ 2,84+ $ (912)

Deferred income taxes reflect the net féeces of temporary differences between the cag@mounts of assets and liabilities for
financial reporting purposes and the amounts usethfome tax
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purposes. Significant components of the Compareferced tax assets and liabilities are as follawshHousands):

December 29, December 30,
2007 2006
Deferred tax asset

Reserves and allowanc $ 338 $ 914
Others accrual 347 357
Compensatory stock options and rig 90t 54€
Tax credit carryforward 241 19¢
Deferred gair 144 194
Contribution carryforward 2 —
NOL carryforward 12t —
Total deferred tax asse 5,14¢ 2,204

Deferred tax liabilities
State taxes, net of federal income tax bet (422) (17¢)
Depreciation and amortizatic (167) (2549)
Prepaid expenst (30 (1449
Total deferred tax liabilitie (619) (5749)
$ 452¢ % 1,63(

A reconciliation of income taxes computgdiipplying the statutory U.S. income tax rate ®@ompany's income before income taxes
to the income tax provision (benefit) is as follows

Year Ended
December 29, December 30, December 31,
2007 2006 2005
U.S. federal statutory te (35)% 35% (35)%
State taxes, net of federal effi 4 3 (7)
Research and development cre — 2 —
Benefit of lower tax rat 1 (@D} 1
Stocl-based compensatic 1 1 —
Loss from foreign subsidiat 2 — 11
Domestic productiol — D —
Other — 1 3
Effective income tax provision (benefit) re (35)% 36% 27)%

The Company generated a federal net operaass ("NOL") of approximately $3.4 million fon¢ year ended December 29, 2007 which
will be carried back to the fiscal year ended Deoen80, 2006. The NOL of approximately $1.7 millgenerated for the year ended
December 31, 2005 was carried back to Decembe2@A and fully utilized. In addition, federal credof approximately $43,000 will be
carried back to the year ended December 30, 200Bedember 29, 2007, the
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Company has approximately $1.6 million of state M@thich begin to expire in fiscal year 2017, andragimately $0.2 million of state
credits which carry forward indefinitely.

The Company will begin to operate underttakdays in the PRC, which are effective from Jagu2008 through December 2012.

In accordance with SFAS No. 123(R), theedefd tax assets at December 29, 2007 do not im@pgdroximately $14,000 of excess tax
benefits from employee stock option exercisesdhata component of the state net operating losgmasr. The Company's stockholders'
equity balance will be increased if and when suatess tax benefits are ultimately realized.

The Company adopted FIN 48 on DecembeR@06, the first day of fiscal 2007. As a resultha# adoption of FIN 48, the Company
recorded an increase in the net liability for ugtzed tax positions of approximately $0.2 millievhich was recorded as an adjustment to
the beginning balance of accumulated deficit aBafember 31, 2006. The following table summarihesactivity related to the Company's
unrecognized tax benefits (in thousands):

Balance at December 31, 2C $ 51t
Accrual of potential interest related to unrecogdizax benefit 45
Balance at December 29, 2C $ 56C

|

Included in the unrecognized tax benefidecember 29, 2007 was approximately $0.6 milbbtax positions that, if recognized, wol
affect the Company's annual effective tax rate.

The Company's continuing practice is tmggize accrued interest and penalties relatedecognized tax benefits as a component of
tax expense. This policy did not change as a restite adoption of FIN 48. The Company had apprately $75,000 accrued for interest
and $0 accrued for penalties at December 29, ZIH0¥ Company does not expect its unrecognized tagflie to change significantly over
next 12 months.

The Company files tax returns with fedesgte and foreign jurisdictions. The Company idamger subject to IRS or state examinati
prior to fiscal 2003, although certain carryforwaitttibutes that were generated prior to fiscal®0my still be adjusted by the IRS.

NOTE 9—COMMITMENTS AND CONTINGENCIES
Leases

The Company leases certain of its facd#ia®@d equipment under non-cancelable operatingdehsat expire at various dates through
October 2012. Rental expense is presented in tlosviag table (in thousands):

Year Ended
December 29, December 30, December 31,
2007 2006 2005
Rental expens $ 95z % 40¢ $ 342
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The Company also has acquired certain agerp through the use of various capital leases.

In December 2005, the Company sold thedmgl containing its manufacturing facility and tte¢ated land in Irvine, California to an
unrelated third party for gross proceeds of appnately $1.9 million. Concurrent with the sale, @@mpany entered into an agreement to
lease the property back at an initial monthly 610,000, subject to annual rent increases oft8%ugh lease expiration in November 2(
The Company is accounting for the lease as an tipgfiaase. In connection with the sale, the Comgpanognized a gain of approximately
$0.6 million which was deferred and is being anzedi into income ratably over the remaining leasa t®uring each of the years ended
December 29, 2007 and December 30, 2006, the Congyaartized approximately $118,000 of the gain Wh&recorded as a reduction of
rent expense in the accompanying consolidatednséates of operations. Additionally, in January 2808 Company entered into an agreer
to sublease this facility to another tenant assalt®f its facility relocation, as discussed fentiin Note 12. The Company expects to receive
total future minimum rental income from this suldeaf approximately $0.3 million.

A summary of future minimum payments unoieth capital and operating lease commitments &eoémber 29, 2007 is as follows (in
thousands):

Capital Operating
Fiscal Year Leases Leases
2008 $ 312 $ 743
2009 94 76¢
2010 63 741
2011 14 43¢
2012 — 20
Total minimum lease paymer 48: % 2,712
I
Less amount representing inter (52)
Present value of future minimum lease paymentsNsze 6) $ 43z
|

Other Commitments

In February 2006, the Company's former \Reesident of Finance (the "Former Officer") sulbedithis resignation. In order to secure
services of the Former Officer through an orderdsition of his responsibilities and in exchangestandard mutual releases of obligations,
the Company entered into a severance agreementheithormer Officer. The agreement called for thitionuation of the Former Officer's
salary through December 31, 2006. The Companyralethursed the Former Officer for the cost of maiiming his prior medical insurance
benefits through the earlier of December 31, 200f® date on which he obtains medical coveragautiir a new employer. The total cost of
the salary continuation and medical benefits tpioeided under the agreement was approximately $089 Under terms of the agreement,
the Former Officer was obligated to provide a sfdiminimum number of hours of service to the Campeach month through the end of
2006. During the year ended December 30, 2006 tmpany paid approximately $143,000 to the Fornféc€ in connection with the
severance agreement.

F-29




NETLIST, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continu ed)
December 29, 2007
NOTE 9—COMMITMENTS AND CONTINGENCIES (Continued)
Federal Securities Class Action

Beginning in May 2007, the Company, cert#iits officers and directors, and the Companydenwriters were named as defendants in
four purported class action shareholder complaints,of which were filed in the U.S. District Coddr the Southern District of New York,
and two of which were filed in the U.S. District @bfor the Central District of California. Thesarported class action lawsuits were filed on
behalf of persons and entities who purchased @raike acquired the Company's common stock pursuaraceable to the Company's
November 30, 2006 Initial Public Offering (the "IPOThe lawsuits have been consolidated into alsiagtio—Belodoff v. Netlist, Inc.,

Lead Case No. SACV07-677 DOC (MLGx)—which is pemgiim the Central District of California. Lead Plafhfiled the Consolidated
Complaint on November 5, 2007. Generally, the caimplalleged that the Registration Statement isqyettie Company in connection with
the IPO contained untrue statements of materialdiaomissions of material fact in violation of $ens 11 and 15 of Securities Act of 1933.
Defendants filed their motions to dismiss the cailon January 9, 2008. The hearing on defendanutsons to dismiss is set for April 28,
2008. At this time, the Company is unable to forpra@fessional judgment that an unfavorable outcnaéther probable or remote.
Moreover, if an unfavorable outcome should evehyuaicur, the Company is not at this time ablegtineate the amount or range of possible
loss.

California Derivative Action

In August 2007, a derivative lawsuit wdsdiin California Superior Court for County of Oggga—Smith v. Hong, Case
No. 07CC0135—against certain of the Company's officers and thinsc This action contains factual allegations Eintio those of the fedet
class action lawsuit described above, but the fifain this case asserts claims for violationgGalifornia's insider trading laws, breaches of
fiduciary duty, abuse of control, gross mismanag#measte of corporate assets, and unjust enrichribe plaintiff seeks unspecified
damages, equitable and/or injunctive relief andaligement of all profits, benefits and other congagion obtained by the defendants. The
defendants to this action have not responded todh®laint. Pursuant to a stipulation, the parigeed to temporarily stay the action
pending a decision on the defendants' motionssmids in the federal securities class action. Trégs also agreed that twenty days after the
court in the federal securities class action issufasal ruling as to the motions to dismiss brauigtthat action, the parties will meet and
confer regarding the time for defendants to resgortie complaint in this derivative action. Atgtime, the Company is unable to form a
professional judgment that an unfavorable outcavather probable or remote. Moreover, if an unfalbate outcome should eventually occ
the Company is not at this time able to estimadeatimount or range of possible loss. In additioa,@ompany has received correspondence
from counsel for a purported shareholder requestiagthe Company take actions to investigate antedy alleged wrongdoing by
unidentified former and current officers and/orediors based on allegations similar to those irSthéh v. Hongase. The Company is
evaluating its response to this request.

Other Contingent Obligations

During its normal course of business, tlhen@any has made certain indemnities, commitmertggaarantees under which it may be
required to make payments in relation to certaingactions.
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These include (i) intellectual property indemnitieshe Company's customers and licensees in ctonegith the use, sales and/or license of
Company products; (ii) indemnities to vendors amdise providers pertaining to claims based omibgligence or willful misconduct of the
Company; (iii) indemnities involving the accuradyrepresentations and warranties in certain cotdrdiv) indemnities to directors and
officers of the Company to the maximum extent paadiunder the laws of the State of Delaware; ahddrtain real estate leases, under
which the Company may be required to indemnify propowners for environmental and other liabilitiead other claims arising from the
Company's use of the applicable premises. Theidaraf these indemnities, commitments and guarantadges and, in certain cases, may be
indefinite. The majority of these indemnities, coitments and guarantees do not provide for any ditinih of the maximum potential for
future payments the Company could be obligatedakenHistorically, the Company has not been obdigad make significant payments for
these obligations, and no liabilities have beewmed for these indemnities, commitments and gteesnin the accompanying consolidated
balance sheets.

NOTE 10—RELATED PARTY TRANSACTIONS

In February 2003, the Company loaned ani@yep $19,900 to exercise a portion of his thertacesommon stock options. This full
recourse note bore interest at a rate of 7% payaftiaally, and was due on February 17, 2008. A3egember 31, 2005 the amount of
outstanding principal and accrued and unpaid istare this note was approximately $24,000, andreesrded as a reduction of stockhold
equity in the consolidated balance sheet. In Deeerd@06, the employee repaid approximately $23dQbe note, and thus as of
December 30, 2006, the remaining amount outstandaggapproximately $1,000, which was recorded raslaction of stockholders' equity
the consolidated balance sheet. In May 2007, ttimairing $1,000 was repaid in full.

Interest income related to these loans arteolto approximately $1,000, and $1,000 duringytrae's ended December 30, 2006 and
December 31, 2005, respectively. Interest incoméh® year ended December 29, 2007 was not signific

NOTE 11—IMPAIRMENT OF LONG-LIVED ASSETS

During fiscal 2006, the Company acquiredair laser soldering equipment (the "Equipmentidnarily intended for use in connection
with a new product technology to be developed foustomer. In the first quarter of 2007, managerdet#rmined that certain alternative
equipment and related design processes were aapprepriate complement to the development of #ihrology. As a result, the Company
determined the extent to which it expected tozadithe Equipment in the future had decreased ftemriginal estimates, and thus the
Company concluded that the carrying value of theifigent of approximately $0.3 million was no longecoverable and was in fact
impaired. In accordance with SFAS No. 1Aécounting for the Impairment or Disposal of Lonigdd Assetsduring the first quarter of 20(
the Company estimated the current fair value o&geipment primarily using market prices for congide machinery and equipment. As a
result of its analysis, the Company recorded araimpent charge of approximately $0.1 million toterdown the carrying value of the
Equipment to its estimated fair value during thstfquarter of 2007. Subsequently, during the secparter of 2007, management
determined that, due primarily to the highly cusiwed nature of the Equipment, the likelihood o&aitative uses or disposal through a sale
were significantly
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remote, and therefore recorded an additional chafrgpproximately $0.2 million to write-off the reximing carrying value of the Equipment.
These charges are included as a component of cbsaiad development expense in the accompanyinglidated statement of operations
the year ended December 29, 2007.

Additionally, during the fourth quarter 2007, the Company recorded a charge of approxign&@PR million to write-down the carrying
value of certain other long-lived assets for whieh current carrying value was determined to beainegl. This charge is included as a
component of selling, general and administrativyeesse in the accompanying consolidated statemeagearhitions for the year ended
December 29, 2007.

NOTE 12—FACILITY RELOCATION COSTS

As a result of the relocation of its donekeadquarters and manufacturing facility durimg third quarter of 2007, the Company vac
its previous manufacturing facility. The Companygisrently obligated under a noncancellable opegatase of this facility through
November 2010, and therefore recorded a ne-time charge and related liability of approximat834,000 in fiscal 2007, which
approximates the estimated fair value of the n@airing lease payments in accordance with SFASLKB,Accounting for Costs Associated
with Exit or Disposal ActivitiesThis charge is included as a component of seltiegeral and administrative expense in the accoyipg
consolidated statement of operations for the yede@ December 29, 2007. The related liability &duded as a component of accrued
expenses and other current liabilities in the aquamying consolidated balance sheet at Decembe&(29,

The following table summarizes the activtyd liability balance related to the facility reddion costs recorded for the year ended
December 29, 2007 (in thousands):

Beginning balance, December 30, 2( $ =
Charged to costs and expen 134
Payment: (32)
Ending balance, December 29, 2( $ 10¢

I
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Series A Convertible Preferred Stock ("Series A")

The Series A Convertible Preferred Stodmatically converted to 1,000,000 shares of Comstook upon completion of the
Company's IPO on December 5, 2006. Prior to theg tee Series A stockholders were entitled to nondative dividends at the rate of $0.
per share per annum, when, as and if declaredebBalard of Directors, prior and in preference @ payment of any dividends on common
stock. Shares of Series A were convertible, abtiteon of the holder, into shares of common stacka 1:1 basis. The conversion could o«
at any time after issuance and was automaticajlyséetl for stock splits such that the value ofd¢beverted shares remains unchanged.
Conversion was automatic immediately prior to tlsiag of a public offering of the Company's comnsbock, or at the election of the
holders of a majority of the shares of Series Agred stock. Holders of Series A were entitled f@uidation preference, as defined, of
$2.00 per share, plus any declared and unpaidetidis prior to any distribution of assets to hadgfrcommon stock. Holders of Series A
carried voting rights on an as-converted basis.

Common Stock

In October 2006, in connection with the @amy's IPO, the Board of Directors authorized angase in the number of common shares
from 16,000,000 to 90,000,000, effective as of ematingent upon the closing of the IPO. The clogihthe IPO occurred in November 20

Serial Preferred Stock

At the completion of the IPO the Companthauzed 10,000,000 shares of Serial PreferredkSteith a par value of $0.001 per share.
No shares were outstanding at December 29, 200écember 30, 200I

NOTE 14—STOCK OPTIONS AND WARRANTS
Common Stock Options

In November 2000, the Company adopted @@ ZEquity Incentive Plan (the "2000 Plan") an®ictober 2006, the Company adopted
the 2006 Equity Incentive Plan (the "2006 Planf)der which direct stock awards or options to aegsirares of the Company's common
stock may be granted to employees and nonempl@fe¢he Company. The 2000 Plan was administeredh&@Bbard of Directors or a
committee thereof, and the 2006 Plan is adminidtbyethe Compensation Committee of the Board oé&ars. The 2000 Plan permitted the
issuance of up to 5,750,000 shares of the Compaasisnon stock. Effective as of the IPO, no furthemts may be made under the 2000
Plan. The 2006 Plan permits the issuance of a maxriwf 500,000 shares of common stock, automatidatiseasing on the first day of each
calendar year beginning on or after January 1, 290the lesser of (i) 500,000 shares or (ii) sutllter number of shares as may be
determined by our Board of Directors prior to thate. Options granted under the 2000 Plan and RGO6primarily vest at a rate of at least
25% per year over four years and expire 10 years the date of grant.

F-33




NETLIST, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continu ed)
December 29, 2007
NOTE 14—STOCK OPTIONS AND WARRANTS (Continued)

A summary of common stock option activityder the 2000 Plan and 2006 Plan during the pérod January 1, 2005 to December 29,
2007 is presented below:

Weighted-
Weighted- Average
Average Remaining Aggregate
Number of Exercise Contractual Intrinsic
Shares Price Life Value
(in thousands) (in years) (in thousands)

Options outstandir—January 1, 200 153¢ $ 0.61
Options grante: 86¢€ 2.5t
Options exercise () 1.9t
Options cancelle (21z 1.9¢
Options outstandir—December 31, 200 2,19( 1.2
Options grante: 1,47¢ 6.1¢
Options exercise — —
Options cancelle (350) 2.1¢
Options outstandir—December 30, 200 3,31¢ 3.34
Options grante: 1,162 3.1t
Options exercise (297) 1.62
Options cancelle (544) 5.44
Options outstandir—December 29, 20C 3,74¢ 3.0¢ $ 2,34

I L] ]
Options exercisab—December 29, 200 1,641 $ 1.5¢ $ 2,07¢

Options expected to ve—December 29, 200 189 $ 4.6¢

({o] o o

Options available for grant under the 2006 Plan at
December 29, 20C E

The following table summarizes informatamout stock options outstanding and exercisaliBeaember 29, 2007:

Options Outstanding Options Exercisable

Weighted
Average Weighted Weighted
Remaining Average Average
Number of Contractual Exercise Number of Exercise
Range of Exercise Prices shares Life Price shares Price
(in thousands) (in years) (in thousands)
$0.20-$ 0.30 1,011 41 $ 0.0z 1,011 $ 0.0z
$1.25-$ 1.88 40¢€ 91 $ 1.61 52 $ 1.2t
$1.93-$ 2.90 1,02¢ 82 $ 2.3t 38: % 2.51
$3.00- $ 4.50 26E 9t % 3.32 — 3 —
$6.94- $10.41 1,03t 87 $ 7.07 19t $ 7.0C
3,74¢ 74 3% 3.0¢ 1,641 $ 1.5¢
—— —
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NETLIST, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continu ed)
December 29, 2007

NOTE 14—STOCK OPTIONS AND WARRANTS (Continued)

The following table presents details of dssumptions used to calculate the weighted-aveyage date fair value of common stock
options granted by the Company, along with certéiirer pertinent information:

Year Ended
December 29, December 30,
2007 2006
Expected term (in year 5.4 6
Expected volatility 80% 43%
Risk-free interest rat 4.4%% 4.91%

Expected dividend

Weightec-average grant date fair value per st $ 218 3 2.9¢
I I
Intrinsic value of options exercised (in thousar $ 8l: $ —
I I
Fair value of options vested (in thousan $ 1,181 $ 592

The intrinsic value of common stock opti@xserised during the year ended December 29, 2fjiiésents the difference between the
fair market value of the Company's common stockhendate of exercise and the exercise price of eptitin.

Upon the exercise of common stock optitims,Company issues new shares from its authorizats.

At December 29, 2007, the amount of unehsteck-based compensation currently estimate@ xpensed from fiscal 2008 through
2011 related to unvested common stock optionspscmately $3.4 million, net of estimated forfeis. The weighted-average period over
which the unearned stock-based compensation iscteghéo be recognized is approximately 2.8 yeéthere are any modifications or
cancellations of the underlying unvested commoakstptions, the Company may be required to acaeleirecrease or cancel any remaining
unearned stock-based compensation expense. Ftidokelmsed compensation expense and unearnedtsisekl compensation will increase
to the extent that the Company grants additionairaon stock options or other equity awards.

In January 2008, the Company granted 120a0@ 100,000 common stock options to its chietetiee officer and chief financial
officer, respectively. The per share exercise poicehese option grants are equal to the fair maéikte of the Company's common stock on
their respective dates of grant. Both option graetst over a period of 4 years.

Warrants

From time to time, the Company issues wasréo purchase shares of the Company's commok &temn-employees for services
rendered or to be rendered in the future. Suchamgsrare issued
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NETLIST, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continu ed)
December 29, 2007
NOTE 14—STOCK OPTIONS AND WARRANTS (Continued)

outside of the 2000 Plan and 2006 Plan. A summfiiyeowarrant activity during the period from Janua, 2005 to December 29, 2007 is
presented below:

Weighted-
Weighted- Average
Average Remaining Aggregate
Number of Exercise Contractual Intrinsic
Shares Price Life Value
(in thousands) (in years) (in thousands)

Warrants outstandi—January 1, 200 91C $ 0.5:

Warrants grante — —

Warrants exercise — —

Warrants cancelle — —

Warrants outstandi—December 31, 200 91C 0.5:

Warrants grante 38 4.3

Warrants exercise (550) 0.2C

Warrants cancelle — —

Warrants outstandi—December 30, 200 39¢ 1.3t

Warrants grante — —

Warrants exercise (23 1.2

Warrants cancelle (57 3.84

Warrants outstandi—December 29, 200 31 % 1.01 04 $ 377

| | | |
Warrants exercisat—December 29, 20C 31¢
|

In July 2007, a warrant holder exercised@@ warrants to purchase shares of the Compamyimon stock, whereby the Company
issued approximately 23,000 shares of common siackuant to a net issue election and effectivatgireed approximately 19,000 shares
back from the warrant holder as considerationdn bf cash for the exercised warrants. The 19,888es were forfeited on the exercise date.

In August 2007 and November 2007, approsétye27,000 and 11,000 outstanding unexercisedamgsy respectively, held by a
consulting firm were deemed cancelled pursuarttiéaerms of their governing agreements as a resthe termination of a resource
agreement between the Company and the firm in eimmewith the resignation of the Company's forrmleief financial officer.

In February 2008, certain warrant holdexereised 300,000 warrants to purchase shares @dhgany's common stock, whereby the
Company issued approximately 97,000 shares of camstozk pursuant to a net issue election and éffdgtreceived approximately 203,0
shares back from the warrant holders as consideratilieu of cash for the exercised warrants. Z08,000 shares were forfeited on the
exercise date.

Upon the exercise of warrants, the Compssiyes new shares from its authorized shares.
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NETLIST, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continu ed)
December 29, 2007

NOTE 15—401(k) PLAN

The Company sponsors a 401(k) defined imriton plan. Employees are eligible to participatéhis plan provided they are employed
full-time and have reached 21 years of age. Ppétitts may make pre-tax contributions to the pldojest to a statutorily prescribed annual
limit. Each participant is fully vested in his ogrhcontributions on the contributions and investi@amnings. The Company may make
matching contributions on the contributions of aipgant on a discretionary basis. In fiscal 20i& Company adopted a limited matching
contribution policy and made approximately $0.1lignil in contributions to participants in this pldoring the year ended December 29, 2!
There were no Company contributions made duringyéaes ended December 30, 2006 and December 33, 200

NOTE 16—MAJOR CUSTOMERS AND SUPPLIERS

The Company's product sales have histdyib&len concentrated in a small number of custoniérs following table sets forth sales to
customers comprising 10% or more of the Companoyé tevenues as follows:

Year Ended
December 29, December 30, December 31,
2007 2006 2005
Customer:
Dell 55% 38% 35%
Lenovo — — 13%
IBM — 33% 20%
Hewlett Packart 23% — —

The Company's accounts receivable are crated with two customers at December 29, 20@#esenting approximately 66% and
23%; and four customers at December 30, 2006, septimg approximately 32%, 19%, 14% and 13% of eggpe gross receivables. A
significant reduction in sales to, or the inabilibycollect receivables from, a significant customauld have a material adverse impact on the
Company.

The Company's purchases have historicagntzoncentrated in a small number of suppliers.féliowing table sets forth purchases
from suppliers comprising 10% or more of the Conyfmtotal purchases as follows:

Year Ended
December 29, December 30, December 31,
2007 2006 2005
Supplier:
A 14% 27% 37%
B — 13% 19%
C — — 19%
D 28% 18% —
E 11% — —
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NETLIST, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continu ed)
December 29, 2007
NOTE 16—MAJOR CUSTOMERS AND SUPPLIERS (Continued)

While the Company believes alternative $ieppcould be utilized, any inability to obtainmmponents or products in the amounts needed
on a timely basis or at commercially reasonablegsricould result in delays in product introductianterruption in product shipments or
increases in product costs, which could have anmahtalverse effect on the Company.

NOTE 17—SEGMENT AND GEOGRAPHIC INFORMATION

The Company operates in one reportable eagrthe design and manufacture of high-performanemory subsystems for the server,
high-performance computing and communications ntarkehe Company evaluates financial performance Gompany-wide basis.

To date, a majority of the Company's in&tional sales relate to shipments of productsstt)is. customers' international manufacturing
sites or third-party hubs. Net sales derived friipments to international destinations, primardyAsia, (including foreign subsidiaries of
customers that are headquartered in the U.S.)gepted approximately 79%, 46%, and 37% of the Coryipaet sales in 2007, 2006 and
2005, respectively. All of the Company's net sédedate have been denominated in U.S. dollars.

As of December 29, 2007, approximately $8ikion of the Company's net lorgred assets were located outside the United Shatee
PRC.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Board of Directors and Stockholders
Netlist, Inc.

We have audited the consolidated financial statésnafiNetlist, Inc. and subsidiaries (the "Comparas of December 29, 2007 and
December 30, 2006 and for each of the three yaateiperiod ended December 29, 2007, and havedssur report thereon dated
February 27, 2008. Our audits also included thesalistated financial statement schedule of the Camppar the years ended December 29,
2007, December 30, 2006 and December 31, 2008 listdthe accompanying index at Item 15(a)(2). Tussolidated financial statement
schedule is the responsibility of the Company'sagament. Our responsibility is to express an opibiased on our audits. In our opinion,
such consolidated financial statement schedulenwbasidered in relation to the basic consolidéitezhcial statements taken as a whole,
presents fairly in all material respects the infation set forth therein.

/sl KMJ CORBIN & COMPANY LLP
Irvine, California
February 27, 2008
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NETLIST, INC. AND SUBSIDIARIES
Schedule [I—Consolidated Valuation and Qualifying Accounts

(in thousands)

Balance at
Beginning of Charged to Costs Balance at
Year and Expenses (Deductions) End of Year
Year Ended December 29, 20!
Allowance for doubtful accoun $ 62 51 $ (24) $ 89
Allowance for sales returr 26 1,614 (1,212 42¢
Total $ 88 $ 1,665 $ (1,236 $ 517
I I I |
Year Ended December 30, 20!
Allowance for doubtful accoun $ 88 $ 371 % (397 $ 62
Allowance for sales returr 21 14¢ (1449 26
Total $ 10¢ $ 52C $ 541 $ 88
| | | |
Year Ended December 31, 20!
Allowance for doubtful accoun $ 10C $ — $ 12 $ 88
Allowance for sales returr 132 19 (130 21
Total $ 232 $ 19 $ 142 $ 10¢
| | | |
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EXHIBIT 21.1

SUBSIDIARIES

Except as otherwise indicated, each of tlewing is a wholly owned direct subsidiary of N&t, Inc.:

Entity Name Jurisdiction of Organization
Netlist Holdings GP, Inc Texas

Netlist Holdings LP, Inc Deleware

Netlist Technology Texas, L.P.( Texas

Netlist Electronics (Suzhou) Co., L People's Republic of Chir

Q) Ownership interest is held ninety-nine percent leglist Holdings, LP, Inc. and one percent by Netisldings GP, Inc.
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EXHIBIT 23.1

CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We consent to the incorporation by referéndéis Registration Statements Nos. 333-139433;B846141 and 333-146192 on Form S-8
of our reports dated February 27, 2008, relatingpéoconsolidated financial statements and cons@dlifinancial statement schedule of
Netlist, Inc. and subsidiaries (which report on ¢tbasolidated financial statements express our alifgpd opinion and includes ¢
explanatory paragraph relating to the adoptionA$B Interpretation No. 148, Accounting for Uncentgiin Income Taxes—an
Interpretation of FASB Statement 109 and StaterokRtnancial Accounting Standards No. 123(R), SHBased Payment), appearing in this
Annual Report on Form 10-K of Netlist, Inc. for thear ended December 29, 2007.

/sl KMJ CORBIN & COMPANY LLP
Irvine, California
February 27, 2008
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EXHIBIT 31.1

CERTIFICATION PURSUANT TO RULE 13A-14 OF THE SECURI TIES EXCHANGE ACT OF 1934
AS ADOPTED PURSUANT TO SECTION 302 OF THE SARBANESOXLEY ACT OF 2002

I, Chun K. Hong, certify that:

1. I have reviewed this Annual Reportramm 10-K for the fiscal year ended December 29,726f Netlist, Inc., a Delaware
corporation (the "Registrant™);

2. Based on my knowledge, this reportsduoa contain any untrue statement of a materaldaomit to state a material fact necessary
to make the statements made, in light of the cistances under which such statements were madmisleading with respect to the period
covered by this report;

3. Based on my knowledge, the finandiatesnents, and other financial information includethis report, fairly present in all material
respects the financial condition, results of operatand cash flows of the Registrant as of, andli@ periods presented in this report;

4. The Registrant's other certifying ogfi and | are responsible for establishing and tagiimg disclosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&)}%(nd internal control over financial reportirag defined in Exchange Act Rules 13a-
15(f) and 15d-15(f)) for the Registrant and we have

a) designed such disclosure controlspandedures, or caused such disclosure controlprweidures to be designed under our
supervision, to ensure that material informatidatieg to the Registrant, including its consolidhseibsidiaries, is made known to us
by others within those entities, particularly dgrifie period in which this report is being prepared

b) Designed such internal control oveaficial reporting, or caused such internal cordvelr financial reporting to be designed
under our supervision, to provide reasonable assareegarding the reliability of financial repodiand the preparation of financial
statements for external purposes in accordancegeitlerally accepted accounting principles;

c) evaluated the effectiveness of theiRemt's disclosure controls and procedures aesigmted in this report our conclusions
about the effectiveness of the disclosure contintsprocedures, as of the end of the period cougyelis report based on such
evaluation; and

d) disclosed in this report any changth@Registrant's internal control over financigdoring that occurred during the
Registrant's most recent fiscal quarter (the Reggiss fourth fiscal quarter in the case of an ahneport) that has materially affected,
or is reasonably likely to materially affect, thed®strant's internal control over financial repogtiand

5. The Registrant's other certifying o#fi and | have disclosed, based on our most resafiation of internal control over financial
reporting, to the Registrant's auditors and thetaadnmittee of the Registrant's board of directarspersons performing the equivalent
functions):

a) all significant deficiencies and matkweaknesses in the design or operation of imlerantrol over financial reporting whi
are reasonably likely to adversely affect the Regid's ability to record, process, summarize aport financial information; and

b) any fraud, whether or not materiahttinvolves management or other employees who aaignificant role in the
Registrant's internal control over financial repugt

February 29, 2008 /sl Chun K. Hong

Chun K. Hong
President, Chief Executive Officer and Chairm&the Board
(Principal Executive Officel
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EXHIBIT 31.2

CERTIFICATION PURSUANT TO RULE 13A-14 OF THE SECURI TIES EXCHANGE ACT OF 1934
AS ADOPTED PURSUANT TO SECTION 302 OF THE SARBANESOXLEY ACT OF 2002

I, Gail Itow, certify that:

1. I have reviewed this Annual Reportramm 10-K for the fiscal year ended December 29,726f Netlist, Inc., a Delaware
corporation (the "Registrant™);

2. Based on my knowledge, this reportsduoa contain any untrue statement of a materaldaomit to state a material fact necessary
to make the statements made, in light of the cistances under which such statements were madmisleading with respect to the period
covered by this report;

3. Based on my knowledge, the finandiatesnents, and other financial information includethis report, fairly present in all material
respects the financial condition, results of operatand cash flows of the Registrant as of, andli@ periods presented in this report;

4. The Registrant's other certifying ogfi and | are responsible for establishing and tagiimg disclosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&)}%(nd internal control over financial reportirag defined in Exchange Act Rules 13a-
15(f) and 15d-15(f)) for the Registrant and we have

a) designed such disclosure controlspandedures, or caused such disclosure controlprweidures to be designed under our
supervision, to ensure that material informatidatieg to the Registrant, including its consolidhseibsidiaries, is made known to us
by others within those entities, particularly dgrifie period in which this report is being prepared

b) Designed such internal control oveaficial reporting, or caused such internal cordvelr financial reporting to be designed
under our supervision, to provide reasonable assareegarding the reliability of financial repodiand the preparation of financial
statements for external purposes in accordancegeitlerally accepted accounting principles;

c) evaluated the effectiveness of theiRemt's disclosure controls and procedures aesigmted in this report our conclusions
about the effectiveness of the disclosure contintsprocedures, as of the end of the period cougyelis report based on such
evaluation; and

d) disclosed in this report any changth@Registrant's internal control over financigdoring that occurred during the
Registrant's most recent fiscal quarter (the Reggiss fourth fiscal quarter in the case of an ahneport) that has materially affected,
or is reasonably likely to materially affect, thed®strant's internal control over financial repogti and

5. The Registrant's other certifying o#fi and | have disclosed, based on our most resafiation of internal control over financial
reporting, to the Registrant's auditors and thetaadnmittee of the Registrant's board of directarspersons performing the equivalent
functions):

a) all significant deficiencies and matkweaknesses in the design or operation of imlerantrol over financial reporting whi
are reasonably likely to adversely affect the Regid's ability to record, process, summarize aport financial information; and

b) any fraud, whether or not materiahttinvolves management or other employees who aaignificant role in the
Registrant's internal control over financial repugt

February 29, 2008 /sl Gail Itow

Gail Itow
Vice President and Chief Financial Officer
(Principal Financial Officel
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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 Annual Report on FdraK of Netlist, Inc., a Delaware corporation (‘thit") for the fiscal year ended
December 29, 2007, as filed with the SecuritiesExchange Commission on February 29, 2008 (the SR8pChun K. Hong, president,
chief executive officer and chairman of the bodrdletlist, and Gail Itow, vice president and chie&ncial officer of Netlist, each hereby
certifies, pursuant to 18 U.S.C. Section 1350,dapted pursuant to Section 906 of the Sarbanesy@xdeof 2002, that, to his or her
knowledge:

(1) the Report fully complies with the régments of Section 13(a) or 15(d) of the Secwgiigchange Act of 1934; and

(2) the information contained in the Redaitly presents, in all material respects, thafioial condition and results of operations of
Netlist.

February 29, 2008 /s/ Chun K. Hong

Chun K. Hong
President, Chief Executive Officer and Chairméthe Board
(Principal Executive Officel

February 29, 2008 /sl Gail Itow

Gail Itow
Vice President and Chief Financial Officer
(Principal Financial Officel
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