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XI QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934
For the quarterly period ended June 28, 200
or

O TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE

ACT OF 1934
For the transition period from to
Commission file number 001-33170
NETLIST, INC.
(Exact name of registrant as specified in its @rart
Delaware 95-4812784
State or other jurisdiction « (.LR.S. Employe
incorporation or organizatic Identification No.)

51 Discovery, Irvine, CA 92618
(Address of principal executive offices) (Zip Code)

(949) 435-0025
(Registrant’s telephone number, including area rode

Indicate by check mark whether the registrant @ filed all reports required to be filed by Seeti® or 15(d) of the Securities Exchange
Act of 1934 during the preceding 12 months (ordioch shorter period that the registrant was requodile such reports), and (2) has been
subject to such filing requirements for the pastag@s. Yes[x] No O

Indicate by check mark whether the registrantlarge accelerated filer, an accelerated filer, @-accelerated filer or a smaller reporting

company. See definition of “large accelerated filaccelerated filer” and “smaller reporting conmyd in Rule 12b-2 of the Exchange Act.
(Check One):

Large accelerated filer O Accelerated filer O Non-accelerated filer O Smaller reporting company
(Do not check if a smalle
reporting company
Indicate by check mark whether the registrantsbell company (as defined in Rule 12b-2 of the Adtes O No
The number of shares outstanding of each of thistragt’s classes of common stock as of the lgtestticable date:

Common Stock, par value $0.001 per share
19,855,411 shares outstanding at July 31, 2008







Table of Contents

PART I.
Item 1.

Iltem 2.
Iltem 3.
Item 4.

Iltem 4T.

PART II.

Iltem 1.

Iltem 1A.

Iltem 2.
Iltem 3.
Iltem 4.
Item 5.
Iltem 6.

NETLIST, INC. AND SUBSIDIARIES
QUARTERLY REPORT ON FORM 10-Q
FOR THE THREE AND SIX MONTHS ENDED JUNE 28, 2008

TABLE OF CONTENTS

FINANCIAL INFORMATION
Financial Statemen
Unaudited Condensed Consolidated Balance Shedtmat28, 2008 and December 29, 2
Unaudited Condensed Consolidated Statements ofa®mes for the Three and Six Months Ended Jun2@83
and June 30, 20C
Unaudited Condensed Consolidated Statements of Elagls for the Six Months Ended June 28, 2008 ame B0
2007
Notes to Unaudited Condensed Consolidated FinaBtaément
Managemer's Discussion and Analysis of Financial Conditiond &esults of Operatior
Quantitative and Qualitative Disclosures About MarRisk
Controls and Procedur
Controls and Procedur

OTHER INFORMATION

Legal Proceeding

Risk Factors

Unregistered Sales of Equity Securities and Udero€eed:
Defaults Upon Senior Securiti

Submission of Matters to a Vote of Security Holc

Other Informatior

Exhibits




Table of Contents
PART |. FINANCIAL INFORMATION
Iltem 1. Financial Statements

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

ASSETS

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

Total current assets

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

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

See accompanying notes.

3

June 28, December 29
2008 2007
$ 11,24 3 7,182
2,00(

11,59¢ 15,57:

6,441 12,03¢

8,331 3,33t

90:< 70¢€

3,89¢ 3,464

97t 392

45,38 42,68¢

7,907 8,191

1,62( 1,06t

974 7,81¢

55€ 60C

$ 56,44: $ 60,35¢
$ 495 $ 6,691
5,66 4,87:

547 74C

11¢€ 11¢€

2,61¢ 2,872

13,891 15,29¢

397 63€

167 22€

14,46: 16,16:

2C 20

68,72¢ 68,10¢
(26,739 (23,899
(27) (37

41,98: 44 19:¢

$ 56,44: $ 60,35¢
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NETLIST, INC. AND SUBSIDIARIES
Unaudited Condensed Consolidated Statements of Opions
(in thousands, except per share amounts)

Three Months Ended Six Months Ended
June 28, June 30, June 28, June 30,
2008 2007 2008 2007

Net sales $ 18,42¢ $ 12,81 $ 3153 $ 50,34¢
Cost of sales(1 15,77( 18,73¢ 25,74 50,82:
Gross profit (loss) 2,65¢ (5,927 5,79( (474)
Operating expense

Research and development 1,71¢ 1,47¢ 3,29: 2,54¢

Selling, general and administrative(1) 3,31( 3,84¢ 6,77¢ 7,54¢

Total operating expens 5,02¢ 5,32: 10,07( 10,09¢

Operating loss (2,367 (11,24%) (4,280 (10,569
Other income

Interest income, ne 104 162 343 114

Other income (expense), r 23 4 (68) 5

Total other income, net 127 16€ 27F 11¢

Loss before provision (benefit) for income ta (2,240 (12,080 (4,00%) (10,449
Provision (benefit) for income taxes 11 (3,864) (1,170 (3,869
Net loss $ (2,25) $ (7,210 $ (2,839 $ (6,585
Net loss per common sha

Basic and dilute: $ (0.1 $ 0.37) $ (0.19 $ (0.3
Weighte-average common shares outstand

Basic and dilutes 19,85¢ 19,65: 19,83¢ 19,63¢
(1) Amounts include stock-based compensation eseoas follows:

Cost of sale: $ 48 $ 4 $ 62 $ 10¢

Research and developme 62 19 85 65

Selling, general and administrati 26k 231 472 44¢

See accompanying notes.
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Cash flows from operating activitie

Net loss

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

Adjustments to reconcile net loss to net cash piexviby (used in) operating activiti¢

Depreciation and amortizatic

Amortization of deferred gain on sale and leaseltsrisactior

Deferred income taxe
Impairment of lon-lived asse
Loss on inventory adjustmer
Stock-based compensatic

Changes in operating assets and liabilit

Cash flows from investing activitie

Accounts receivabl

Inventories

Income taxes receivab

Prepaid expenses and other current a:

Other asset

Accounts payabl
Income taxes payab

Accrued expenses and other current liabilities
Net cash provided by (used in) operating activi

Acquisition of property and equipme

Repayment of note receivable from stockho

Purchase of investments in marketable secul

Proceeds from maturities and sales of investmantsarketable securitie
Net cash provided by (used in) investing activities

Cash flows from financing activitie
Borrowings on lines of cred
Payments on lines of cret
Borrowings on dek
Payments on del
Increase in restricted ca

Proceeds from exercise of stock options and wag
Reversal of unrealized excess tax benefit fromaserof warrants
Net cash used in financing activities

Increase (decrease) in cash and cash equivs

Cash and cash equivalents at beginning of period

Cash and cash equivalents at end of pe

See accompanying notes.
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Six Months Ended

June 28, June 30,
2008 2007

(2,835 $ (6,58F)
1,05¢ 56¢
(59) (59)
(990) (4,392
— 257

— 6,012
61¢ 622
5,59: 16,41«
(4,99%) 7,43¢
(19t —
(58%) 302
44 (592
(1,74%) (7,279
— (525)
(254) (596)
(4,34¢) 11,59(
(770) (4,248
— 1
(6,672) (43,48))
17,50( 24,80(
10,05¢ (22,929
49,49( 61,88(
(48,700 (76,317
— 29C
(434) (65€)
(2,000 —
— 161

4) —
(1,64¢) (14,639
4,061 (25,976
7,18 30,97¢
11,24: $ 4,99¢
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NETLIST, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

June 28, 2008
Note 1—Description of Business

Netlist designs and manufactures high performanemaony subsystems for the server, high performanogating and communications
markets. The Company’s solutions are targeted @tcapions where memory plays a key role in meesiggtem performance requirements.

Note 2—Summary of Significant Accounting Policies
Basis of Presentation

The interim unaudited condensed consolidated filmhstatements have been prepared in accordanheaagbunting principles generally
accepted in the United States of America for imefinancial information and with the instructiormsSecurities and Exchange Commission
(*SEC”) Form 10-Q and Article 8 of SEC RegulatiosfXSThese financial statements do not include fithe information and footnotes
required by accounting principles generally acogtethe United States of America for complete fiicial statements. Therefore, these
financial statements should be read in conjunatith the Company’s audited consolidated finandiatesments and notes thereto for the year
ended December 29, 2007, included in the Compahy'sial Report on Form 10-K filed with the SEC orbReary 29, 2008.

The condensed consolidated financial statementsdad herein are unaudited; however, they conthimoamal recurring accruals and
adjustments that, in the opinion of the Companyasmagement, are necessary to present fairly theotidated financial position of the
Company and its wholly owned subsidiaries as o8 2008 and December 29, 2007, the consolidatedts of its operations for the three
and six months ended June 28, 2008 and June 30, 200 the consolidated cash flows for the six m®eihded June 28, 2008 and June 30,
2007. All intercompany balances and transactione feen eliminated in consolidation. The resultspdrations for the three and six months
ended June 28, 2008 are not necessarily indicafittee results to be expected for the full yeaarmy future interim periods.

Fiscal Year

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

Use of Estimates

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

Revenue Recognition

The Company’s revenues primarily consist of prodaes of high performance memory subsystems ginatiequipment manufacturers
("OEMs”). Revenues also include sales of excessritories to distributors and other users of menrttagrated circuits (“ICs”) totaling
approximately $0.1 million and $0.2 million, respreely, during the three and six months ended 282008 and approximately $0.4 million
and $1.4 million, respectively, for the three andmonths ended June 30, 2007.
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The Company recognizes revenues in accordancethdtBEC'’s Staff Accounting Bulletin No. 10Revenue RecognitidiSAB 104").
Under the provisions of SAB 104, the Company recemrevenues when there is persuasive eviderae afrangement, product delivery and
acceptance have occurred, the sales price is fixdéterminable, and collectibility of the resudtireceivable is reasonably assured.

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

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

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

Cash and Cash Equivalents

Cash and cash equivalents consist of cash andtenortinvestments with original maturities of 9¢/daf less.
Restricted Cash

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

Investments in Marketable Securities

The Company accounts for its investments in maltetsecurities in accordance with Statement of iéie Accounting Standards
(“SFAS”) No. 115 ,Accounting for Certain Investments in Debt and BgS8ecurities and Financial Accounting Standards Board (“FASB”)
Staff Position SFAS No. 115-The Meaning of Other-Than-Temporary Impairment Bsd\pplication to Certain Investmeni&he Company
determines the appropriate classification of itestments at the time of purchase and reevaluatdsdesignation at each balance sheet date.
The Company'’s investments in marketable secufiitie® been classified and accounted for as avaifablsale based on management’s
investment intentions relating to these securitemilable-for-sale securities are stated at mavikéie based on market quotes. Unrealized
gains and losses, net of deferred taxes, are red@sla component of other comprehensive incormas)(lshe Company follows the guidance
provided by Emerging Issues Task Force (“EITF"us&o. 03-1The Meaning of Other-Than-Temporary Impairment lsd\pplication to
Certain Investmentsto assess whether its investments with unrealzesipositions are other than temporarily impaifeklized gains and
losses and declines in value judged to be othertéraporary are determined based on the specdittification method and are reported in
other income (expense), net in the unaudited cawtenonsolidated statements of operations.

The Company generally invests its excess cash megnmarket funds and in highly liquid debt instrumseof United States (“U.S.”)
municipalities, corporations, the U.S. governmart &s agencies and auction rate securities. Ahlyiliquid investments with stated
maturities of three months or less from the datpusthase are classified as cash equivalentsnabtiments with stated maturities of greater
than three months are classified as investmentsitketable securities.

Fair Value of Financial Instruments

The Company’s financial instruments consist priatlipof cash and cash equivalents, investmentsarketable securities, accounts
receivable, accounts payable, accrued expensesedmhihstruments. Effective December 30, 2007 Qbmpany adopted SFAS No. 154ir
Value Measuremen{sSFAS 157"), which defines fair value, establistzeamework for measuring fair value in accordawité accounting
principles generally accepted in the United Stafesmerica and expands required disclosures al@uvélue measurements. Pursuant to
SFAS 157, other than for certain investments irtiangate securities (see Note 4), the fair valiihe Company’s cash equivalents and
investments in marketable securities is determbeeskd on “Level 1” inputs, which consist of quopeites in active markets for identical
assets. The Company believes that the carryingesaitiall other financial instruments approximdueirt current fair values due to their nature
and respective durations.
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Inventories

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

Warranties

The Company offers warranties generally ranginghfane to three years to its customers, other thasates of excess inventory,
depending on the product and negotiated terms @hise agreements. Such warranties require the &uoyrip repair or replace defective
product returned to the Company during the warraetyod at no cost to the customer. The Companyrdscan estimate for warranty-related
costs at the time of sale based on, among othtar&ats historical and estimated product retates and expected repair or replacement costs
Such costs have historically been consistent betyweeods and in-line with management’s expectatidine Company’s warranty liability is
included as a component of accrued expenses asda@ifrent liabilities in the accompanying unautlitendensed consolidated balance sh

Stock-Based Compensation

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

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

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

Income Taxes

The Company accounts for income taxes in accordaitbeSFAS No. 109Accounting for Income Tax€$SFAS 109”).Under SFAS 10¢
deferred tax assets and liabilities are recogniaedflect the estimated future tax effects, calted at currently effective tax rates, of future
deductible or taxable amounts attributable to evémdat have been recognized on a cumulative hagieiconsolidated financial statements. A
valuation allowance related to a deferred tax d@sseicorded when it is more likely than not thaihe portion of the deferred tax asset will not
be realized.
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The Company adopted FASB Interpretation No.A&ounting for Uncertainty in Income Taxes—An Iptetation of FASB Statement
No. 108(“FIN 48") on December 31, 2006, the first day of its fisd202 FIN 48 seeks to reduce the diversity in pcacsissociated with certi
aspects of measurement and recognition in accaufgimncome taxes. FIN 48 prescribes a recognitimashold and measurement requirer
for the financial statement recognition of a tasifion that has been taken or is expected to kentak a tax return and also provides guidance
on de-recognition, classification, interest andgiées, accounting in interim periods, disclosuned transition. Under FIN 48 the Company
may only recognize or continue to recognize taxtjprs that meet a “more likely than not” threshold

Risks and Uncertainties

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

Foreign Currency Remeasurement

The functional currency of the Company’s foreighsdiaries is the U.S. dollar. Local currency fioiah statements are remeasured into
U.S. dollars using the current exchange rate fonetery assets and liabilities and the historicehexge rate for nonmonetary assets and
liabilities. Expenses are remeasured using theageeexchange rate for the period, except itemgekta nonmonetary assets and liabilities,
which are remeasured using historical exchangs.raleremeasurement gains and losses are includeetermining net income (loss).
Note 3—Supplemental Financial Information

Inventories

Inventories consist of the following (in thousands)

June 28, December 29,
2008 2007
Raw materials $ 357¢ $ 1,87¢
Work in procest 1,31« 42F
Finished goods 3,43¢ 1,03(
$ 8,331 $ 3,33:

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

Six Months Ended

June 28, June 30,
2008 2007
Beginning balanc $ 35z % 29¢
Charged to costs and expen 8 14C
Usage (70) (93)
Ending balanc: $ 291 % 34E

The warranty liability is included as a componefh&eccrued expenses and other current liabilitiethénaccompanying unaudited
condensed consolidated balance sheets.
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Facility Relocation Costs

The following table summarizes the activity relatedhe Company’s accrual for facility relocatiossts during the six months ended
June 28, 2008 (in thousands):

Six Months
Ended
June 28,
2008
Beginning balance $ 10z
Charged to costs and expen —
Net payment: (46)
Ending balanc $ 57

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

Comprehensive Loss

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

Three Months Ended Six Months Ended
June 28, June 30, June 28, June 30,
2008 2007 2008 2007
Net loss $ (2,25)) $ (7,216) $ (2,835 $ (6,58%)
Other comprehensive los
Change in net unrealized loss on investm 68 (11) 23 @)
Reclassification adjustment for net realized gatiuded in
net loss — — (13) —
Total comprehensive loss $ (2,187 $ (7,227) $ (2,825 $ (6,5972)

Accumulated other comprehensive loss reflectecheruhaudited condensed consolidated balance sitekine 28, 2008 and
December 29, 2007 represents accumulated net irg@ébsses on investments in marketable securities

Computation of Net Loss Per Share

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

Three Months Ended Six Months Ended
June 28, June 30, June 28, June 30,
2008 2007 2008 2007
Numerator: Net los $ (2,25)) $ (7,216 $ (2,835 $ (6,585
Denominator: Weighted-average common shares odisign 19,85¢ 19,65: 19,83¢ 19,63¢
Net loss per share, basic and dilu $ 0.11) $ 0379 $ 019 ¢ (0.39

The following table sets forth all potentially dike common share equivalents, consisting of shiaeemble upon the exercise of
outstanding stock options and warrants computetusie treasury stock method, which have been dedifrom the diluted net loss per share
calculations above as their effect would be arititidie for the periods then ended (in thousands):

Three Months Ended Six Months Ended
June 28, June 30, June 28, June 30,
2008 2007 2008 2007
Common share equivaler 867 1,41¢ 86¢ 1,66(
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Major Customers

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

Three Months Ended Six Months Ended
June 28, June 30, June 28, June 30,
2008 2007 2008 2007
Customer:
Dell 6C% 48% 66% 41%
Hewlett Packart 26% 19% 22% 28%
IBM —% 12% —% 11%

The Company'’s accounts receivable are concentveitbdwo customers at June 28, 2008 representipgoapmately 65% and 18% of
aggregate gross receivables. A significant redogdticsales to, or the inability to collect receilezbfrom, a significant customer could have a
material adverse impact on the Company.

Note 4—Fair Value Measurements

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

Fair Value Measurements at June 28, 2008 Using

Quoted Prices in Significant Other Significant
Fair Value at Active Markets for Observable Unobservable
June 28, Identical Assets Inputs Inputs
2008 (Level 1) (Level 2) (Level 3)
Investments in marketable securit $ 12,56¢ $ 11,59 $ — % 974

Fair value measurements using Level 3 inputs indhk above relate to the Company’s investmengésigtion rate securities.

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

Six Months
Ended
June 28,
2008
Beginning balanc $ —
Transfers into Level 1,00z
Unrealized loss included in accumulated other cain@nsive los (28)
Purchases, sales, issuances and settlements, net —
Ending balanc $ 974

During the quarter ended June 28, 2008, the Compasyable to liquidate at par value two of its nedable securities investments in
AAA rated auction rate securities with a total fhased cost of $2.0 million. Accordingly, the Compaeversed the cumulative unrealized loss
on these investments of approximately $0.2 miltiwat was previously recorded as of March 29, 2008.

The recent disruptions in the credit market corgitmadversely affect the market for auction ratusties, such that these securities
generally remain illiquid. As of June 28, 2008, @mpany held two investments in auction rate seesiwith a total purchased cost of $1.0
million. These two investments represent (i) ayfilisured debt obligation of a municipality and &iAAA rated debt obligation backed by
pools of student loans guaranteed by the U.S. Dmpeat of Education. Given the insufficient obseteaiarket information available, the
Company has valued these investments using assumapticluding discounted cash flows, credit quadityl expected duration. The Company
is not currently able to predict how long theseestments will remain illiquid, and as such, theyénbeen classified as long-term investments
in marketable securities in the accompanying urtaddi
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condensed consolidated balance sheet. The Compasyndt believe that the illiquidity of these intvesnts will materially impact its ability 1

fund its working capital needs, capital expendi#use other business requirements. The Companydraduzied that the unrealized losses on
these investments, which totaled approximately @28 at June 28, 2008, are temporary because (§dngpany believes that the decline in

market value and absence of liquidity that has oeclis due to general market conditions, (i) &lnetion rate securities continue to be of a

high credit quality and interest is paid as due @ijdhe Company has the intent and ability tdchthese investments until a recovery in ma

value occurs.

The fair value of the Company’s investments in reéakle securities could change significantly inftiteare and the Company may be
required to record other-than-temporary impairnedrarges or additional unrealized losses in futeropls.

Note 5—Credit Agreement

In May 2008, the Company executed the Ninth Amenurteits Amended and Restated Credit and SecAgtgement (the “Ninth
Amendment”). Among other things, the Ninth Amendtewised certain minimum profitability financiabeenant requirements and also
eliminated the Company’s previous minimum monthdpk net worth financial covenant requirement. Aiddially, the Company’s
nonrevolving equipment financing line of credit wasised to allow the Company to borrow up to adig@hal maximum of $0.9 million to
finance up to 80% of the cost of equipment purchdseugh the end of fiscal 2008. Principal on ahthese additional borrowings is
scheduled to be repaid in 42 equal monthly instite commencing January 1, 2009. Interest on tmep@oy’s existing and future equipment
line of credit advances is payable monthly at thee rate. The Ninth Amendment is effective ashef beginning of the Company’s second
quarter of 2008.

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

Three Months Ended Six Months Ended
June 28, June 30, June 28, June 30,

2008 2007 2008 2007

Interest expens $ 26 $ 15¢ $ 86 $ 54¢
June 28, December 29,

2008 2007
Outstanding borrowings on the line of cre $ 566z $ 4,872
Borrowing availability under the line of credit $ 337 $ 6,36¢

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

Note 6—Letters of Credit

In June 2008, the Company entered into an agreewitmits bank to issue a commercial letter of ar€dLC”) up to $2 million to suppol
purchases of inventory from a supplier. As parthi$ agreement, the Company is required to pledgh as collateral for the full amount of the
LC, and thus, as of June 28, 2008, $2 million &ssified as restricted cash in the accompanyingditead condensed consolidated balance
sheet.

Subsequently, in July 2008, the Company enteredarggecond similar agreement with its bank to issweher commercial LC up to $2
million to support inventory purchases from anothigpplier. This agreement also requires the Compapiedge cash as collateral for the full
amount of the LC.
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Note 7—Long-Term Debt

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

June 28, December 29,
2008 2007
Obligations under capital leas $ 228 % 432
Equipment note payable to ba 67¢ 872
Notes payable to othe 41 74
944 1,37¢
Less current portio (547) (740
$ 397 $ 63¢
Interest expense related to long-term debt is pteden the following table (in thousands):
Three Months Ended Six Months Ended
June 28, June 30, June 28, June 30,
2008 2007 2008 2007
Interest expens $ 3C $ 51 §$ 67 $ 10€

Note 8—Income Taxes

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

Three Months Ended Six Months Ended
June 28, June 30, June 28, June 30,
2008 2007 2008 2007
Provision (benefit) for income tax: $ 11 $ (3,869 $ (1,270 $ (3,869
Effective tax rate —% (35)% (29)% (37%

Under Accounting Principles Board Opinion No. R8erim Financial Reporting the Company is required to adjust its effectaerate
each quarter to be consistent with the estimatedalreffective tax rate. The Company is also reglio record the tax impact of certain
discrete items, unusual or infrequently occurringluding changes in judgment about valuation adloees and effects of changes in tax laws
or rates, in the interim period in which they ocduaraddition, jurisdictions with a projected Idss the year or a year-to-date loss where no tax
benefit can be recognized are excluded from thHmattd annual effective tax rate. The impact ohsaic exclusion could result in a higher or
lower effective tax rate during a particular quarbased upon the mix and timing of actual earnirggsus annual projections.

The difference between the Company’s effectiveréde for the three months ended June 28, 2008ren85% federal statutory rate is
primarily attributable to a change in annual prtgelcpre-tax income and the tax benefit recordetiérprior quarter.

Note 9—Commitments and Contingencies
Federal Securities Class Action

Beginning in May 2007, the Company, certain obificers and directors, and the Company’s undeensitvere named as defendants in
four purported class action shareholder complaints,of which were filed in the U.S. District Coddr the Southern District of New York, a
two of which were filed in the U.S. District Codadr the Central District of California. These purfaal class action lawsuits were filed on
behalf of persons and entities who purchased @reibe acquired the Company’s common stock pursoraiméceable to the Company’s
November 30, 2006 Initial Public Offering (t“IPO”). The lawsuits were consolidated into a sengttion—Belodoff v. Netlist, Inc., Lead Ca
No. SACV0-677 DOC (MLGx)—which is currently pending in thetral District of California. Lead Plaintiff filethe Consolidated
Complaint on November 5, 2007. Defendants filedr thmtions to dismiss the Consolidated Complainfanuary 9, 2008. The motions to
dismiss were taken under submission on April 2888nd on May 30, 2008, the Court granted the dizfiets’ motions. However, plaintiffs
were granted the right to amend their complaintsutzkequently filed their First Amended Consolida@ass Action Complaint on July 15,
2008. Generally, the Amended Complaint allegesttimReqgistration Statement issued by the Compangrinection with the IPO contained
untrue statements of material fact or omissionsaterial fact in violation of Sections 11 and 155efcurities Act of 1933. The deadline for
defendants to answer, move to dismiss or othenesgond to the Amended Complaint is September@3.20he Company believes that the
allegations
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lack merit and intends to vigorously defend alirdsiasserted. However, at this time, the Compamyéble to form a professional judgment
that an unfavorable outcome is either probableprate, and it is not possible to assess whetheotathe outcome of these proceedings will or
will not have a material adverse effect on the Canyp If an unfavorable outcome should eventuallyuocthe Company is not at this time able
to estimate the amount or range of possible loss.

California Derivative Action

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

Other Obligations

During its normal course of business, the Comparsyrhade certain indemnities, commitments and gtegamunder which it may be
required to make payments in relation to certangactions. These include (i) intellectual propertiemnities to the Compargytustomers ar
licensees in connection with the use, sales atidense of Company products; (ii) indemnities toders and service providers pertaining to
claims based on the negligence or willful miscorichifche Company; (iii) indemnities involving theauracy of representations and warranties
in certain contracts; (iv) indemnities to directared officers of the Company to the maximum expentnitted under the laws of the State of
Delaware; and (v) certain real estate leases, umbigh the Company may be required to indemnifypprty owners for environmental and
other liabilities, and other claims arising frone tBompany’s use of the applicable premises. Thatidur of these indemnities, commitments
and guarantees varies and, in certain cases, magléknite. The majority of these indemnities, guitments and guarantees do not provide
any limitation of the maximum potential for futysayments the Company could be obligated to makstokically, the Company has not been
obligated to make significant payments for thedegations, and no liabilities have been recordadliese indemnities, commitments and
guarantees in the accompanying unaudited condexselidated balance sheets.

Note 10—Stock Options and Warrants
Common Stock Options

A summary of the Company’s common stock optionvitgtas of and for the six months ended June 28826 presented below (shares in
thousands):

Weighted-

Average

Number of Exercise

Shares Price

Options outstanding at December 29, 2 3,74¢ $ 3.0¢
Options grante: 66% 1.64
Options exercise — —
Options cancelle (319 2.6C
Options outstanding at June 28, 2( 4,09¢ $ 2.81
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The following table presents details of the assimngtused to calculate the weighted-average giatetfdir value of common stock
options granted by the Company:

Six Months Ended

June 28, June 30,
2008 2007
Expected term (in years) 5.4 54
Expected volatility 80% 80%
Risk-free interest rat 3.1% 4.7%
Expected dividend — —
Weighted-average grant date fair value per share $ 1.11 % 3.62

At June 28, 2008, the amount of unearned stockebesmpensation currently estimated to be expensad fiscal 2008 through fiscal
2012 related to unvested common stock optionspsoaimately $3.1 million, net of estimated forfei#s. The weighted-average period over
which the unearned stock-based compensation i<iegeo be recognized is approximately 2.5 yeétbere are any modifications or
cancellations of the underlying unvested commoaokstptions, the Company may be required to acdeleirecrease or cancel any remaining
unearned stock-based compensation expense. Fttoketmsed compensation expense and unearnedlsasekl compensation will increase
the extent that the Company grants additional comstock options or other equity awards.

Warrants

A summary of activity with respect to outstandingrrants to purchase shares of the Company’s constock as of and for the six
months ended June 28, 2008 is presented beloweghathousands):

Weighted-

Average

Number of Exercise

Shares Price

Warrants outstanding at December 29, 2007 31 % 1.01
Warrants grante — —
Warrants exercise 97) 1.0C
Warrants cancelle (209 1.0C
Warrants outstanding and exercisable at June 28 20 18 $ 1.2F

In February 2008, certain warrant holders exerc&¥000 warrants to purchase shares of the Congeosgnmon stock, whereby the
Company issued approximately 97,000 shares of canstozk pursuant to a net issue election and éffdgtreceived approximately 203,000
shares back from the warrant holders as consideratilieu of cash for the exercised warrants. Z68,000 shares were forfeited on the
exercise date.

Note 11—Segment and Geographic Information

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

At June 28, 2008, approximately $4.0 million of thempany’s net long-lived assets were located detie United States, primarily in
the PRC.

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

The following discussion and analysis of our finahcondition and results of operations should bad in conjunction with our
Unaudited Condensed Consolidated Financial Statésnamd the related notes thereto contained in Rdtem 1 of this Report. The
information contained in this Quarterly Report oarth 10-Q is not a complete description of our bassor the risks associated with an
investment in our common stock. We urge you tdadéreeview and consider the various disclosuregimby us in this Report and in our
other reports filed with the Securities and Excha@mmission, or SEC, including our Annual ReporForm 10-K for the fiscal year ended
December 29, 2007 and subsequent reports on Fo-Q and Form 8-K, which discuss our business in gredetail.
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This Report, along with similar discussions in otier SEC filings, describes some of the impontisks that may affect our business,
results of operations and financial condition. Ystwuld carefully consider those risks, in additiorthe other information in this Report and in
our other filings with the SEC, before decidingtochase, hold or sell our common stock.

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

Overview

We design, manufacture and sell high performanamong subsystems for the server, high performanogpeming and communications
markets. Our memory subsystems consist of dynaamidam access memory integrated circuits, or DRAK| KLAND and other components
assembled on a printed circuit board, or PCB. Wgaga with our original equipment manufacturer, &\MD customers from the earliest stages
of new product definition, which provides us uniqasight into their full range of system architegt@nd performance requirements. This c
collaboration has also allowed us to develop aifsagmt level of systems expertise. We leveragemfplio of proprietary technologies and
design techniques, including efficient planar desagternative packaging techniques and customazemductor logic, to deliver memory
subsystems with high memory density, small formidgdigh signal integrity, attractive thermal cheteristics and low cost per bit.

Consistent with the concentrated nature of the QiEstomer base in our target markets, a small nuofdarge customers have
historically accounted for a significant portionafr net sales. Dell and Hewlett Packard repredesmpproximately 66% and 22%, respectiv:
of our net sales for the six months ended Jun@@®3. Dell, Hewlett Packard and IBM representedaximately 41%, 28% and 11%,
respectively, of our net sales for the six montidesl June 30, 2007. Net sales to some of our OEtbmers include memory modules that
qualified by us directly with the OEM customer asuld to electronic manufacturing services providerEEMSs, for incorporation into
products manufactured exclusively for the OEM comto These net sales to EMSs have historicallytfted period by period as a portion of
the total net sales to these OEM customers. Nes ¢alHon Hai Precision Industry Co. Ltd., an EM& ppurchases memory modules from us
for incorporation into products manufactured exidely for Dell, represented approximately 18% of sales to Dell for the six months ended
June 28, 2008 and approximately 67% of net sal@&setbfor the six months ended June 30, 2007. Missto Kingston Technology
Company, Inc., and to International Systems TeamolCo. Ltd., both EMSs that purchase memory madfilem us for incorporation into
products manufactured exclusively for IBM, reprasdrapproximately 34% and 25%, respectively, ofsadts to IBM for the six months ent
June 30, 2007.

Key Business Metrics

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

Net SalesNet sales consist primarily of sales of our highf@enance memory subsystems, net of a provisiom$timated returns under
our right of return policies, which generally rangeto 30 days. We generally do not have long-teaas agreements with our customers.
Although OEM customers typically provide us withrAeinding forecasts of future product demand oveci§igeperiods of time, they genera
place orders with us approximately two weeks inaaabe of scheduled delivery. Selling prices aredsiby negotiated monthly, based on
competitive market conditions and the current paEBRAM ICs and NAND. Purchase orders generallyehao cancellation or rescheduling
penalty provisions. We often ship our productsdo@ustomers’ international manufacturing sites.olour sales to date, however, are
denominated in U.S. dollars. We also sell excesspoment inventory of DRAM ICs and NAND to distrilous and other users of memory ICs.
As compared to previous years, component invergalgs have significantly decreased as a percenfags sales as a result of our efforts to
diversify our customer base which has resulteduinadbility to use components in a wider range ofimagy subsystems. We expect that
component inventory sales will continue to représeminimal portion of our net sales in future pes.

Cost of SaleOur cost of sales includes the cost of materiabmufacturing costs, depreciation and amortizatfoegoipment, inventory
valuation provisions, stock-based compensationcacdpancy costs and other allocated fixed costs.ORAM ICs and NAND incorporated
into our products constitute a significant portafrour cost of sales, and thus our cost of saliflactuate based on the current price of DR,
ICs and NAND. We attempt to pass through such DRE&Mnd NAND cost fluctuations to our customers tgfiently renegotiating pricing
prior to the placement of their purchase ordersthiBoextent we are successful, a large majoriguofproduct cost is variable, and thus our cost
of sales and gross margin percentages may nogb#icantly impacted by changes in sales volumewkler, the sales prices of our memory
subsystems can also fluctuate due to competittuatgins unrelated to the pricing of DRAM ICs andMD, which will affect gross margins.
The gross margin on our sales of excess
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component DRAM IC and NAND inventory is much lovtkan the gross margin on our sales of our memdrgysiems. As a result, a decre
in DRAM IC and NAND inventory sales as a percentafjeur overall sales would result in an improvegmll gross margin. We assess the
valuation of our inventories on a monthly basis eswbrd a provision to cost of sales as necessa®duce inventories to the lower of cost or
net realizable value.

Research and DevelopmeRiesearch and development expense consists prind&giyployee and independent contractor compemsatio
and related costs, stock-based compensation, cemaiated design software licenses, reference degelopment costs, patent-related fees,
depreciation or rental of evaluation equipment, aoclipancy and other allocated overhead costs.iAtsoded in research and development
expense are the costs of material and overheadeiathe production of engineering samples of peyducts under development or products
used solely in the research and development proCesscustomers typically do not separately comatnas for design and engineering work
involved in developing application-specific prodaiéor them. All research and development costegpensed as incurred. We anticipate that
research and development expenditures will increafgure periods as we seek to expand new proalyoortunities, increase our activities
related to new and emerging markets and contingevelop additional proprietary technologies.

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

Provision (Benefit) for Income Taxé3ur income tax provision (benefit) is based ondtatutory federal tax rate of 35% and is typically
impacted by state taxes and permanent book-tagrdiftes.

Critical Accounting Policies

The preparation of financial statements in conftymiith accounting principles generally acceptethi@ United States of America
requires us to make estimates and assumptionaffieat the reported amounts of assets and liasliéind disclosures of contingent assets and
liabilities at the date of the consolidated finaatatements and the reported amounts of net aatbexpenses during the reporting period. By
their nature, these estimates and assumptionsibjecs to an inherent degree of uncertainty. We lmag estimates on our historical experie
knowledge of current conditions and our beliefsvbft could occur in the future considering ava#aibformation. We review our estimates on
an on-going basis. Actual results may differ frdrage estimates, which may result in material adveffects on our operating results and
financial position. We believe the following criticaccounting policies involve the more significassumptions and estimates used in the
preparation of our consolidated financial statersient

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

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

Customers are generally allowed limited rightsettirn for up to 30 days, except for sales of exoesmtories, which contain no right-of-
return privileges. Estimated returns are providedat the time of sale based on historical expeder specific identification of an event
necessitating a reserve. We offer a standard ptadarcanty to our customers and have no other gloigtment obligations. While these returns
have historically been within our expectations #rprovisions established, we cannot guarantéevdavill continue to experience similar
return rates in the future. Any significant incre@s product failure rates and the resulting prodeturns could have a material adverse effect
on our operating results for the period or periodshich such returns materialize.
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We assess collectibility based on the creditwogbinof the customer as determined by credit chenékevaluations, as well as the
customer’s payment history. A portion of our inttional shipments are made to third party inventwayehouses, or hubs, and we recognize
revenue when the inventory is pulled from the habulse in production by the customer. We receixepart from the customer on a daily basis
indicating the inventories pulled from a hub foeusy the customer, and perform a daily reconaiiratf inventories shipped to and pulled by
the customer to those inventories reflected orctistomer’s reports to ensure that sales are repedi the appropriate periods. We have
historically had good visibility into the inventes on-hand at hub locations and also what our mweswintend to pull within each reporting
period. However, if a customer does not pull oweirtory from its hub in accordance with the schediubriginally provided to us, our
predicted future revenues could vary from our faste and our results of operations could be méliediad adversely affected. Additionally,
since we own inventories that are physically lodatehubs, our ability to effectively manage invamtlevels may be impaired, causing our
inventory turns to decrease, which would increagerses associated with excess and obsolete imiemsmd negatively impact our cash fl:

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

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

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

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

InventoriesWe value our inventories at the lower of the actusit to purchase or manufacture the inventorh@met realizable value of
the inventory. Cost is determined on an averagelmasss which approximates actual cost on a firsfiist-out basis and includes raw materi
labor and manufacturing overhead. We regularlyawvinventory quantities on hand and on order androea provision for excess and
obsolete inventories based primarily on our est@uhdidrecast of product demand and production reqents for the next three to six months.
In addition, we consider changes in the marketezafuDRAM ICs and NAND in determining the net realble value of our raw material
inventory. Once established, any write downs areickered permanent adjustments to the cost basigrafiventories. A significant decreas:
demand for our products could result in an incréaskbe amount of excess inventory quantities amdhén addition, our estimates of future
product demand may prove to be inaccurate, in wtéde we may have understated or overstated thesjomo required for excess and obsol
inventory. In the future, if our inventories ardefenined to be overvalued, we would be requirectbmgnize additional expense in our cost of
sales at the time of such determination. Likewifseyr inventories are determined to be undervaluesimay have over-reported our costs of
sales in previous periods and would be requirg@étognize additional gross profit at the time sunstentories are sold. In addition, should the
market value of DRAM ICs and NAND decrease siguifitty, we may be required to lower our selling gsit¢o reflect the lower cost of our t
materials. If such price decreases reduce thesagtrable value of our inventories to less thanamat, we would be required to recognize
additional expense in our cost of sales in the gasnied. Although we make every reasonable effpartsure the accuracy of our forecasts of
future product demand, any significant unanticigatkanges in demand, technological developmertteeomarket value of DRAM ICs and
NAND could have a material effect on the value of imventories and our reported operating res

Long-Lived AssetdVe review the recoverability of the carrying vabfdong-lived assets on an annual basis or whenewents or
changes in circumstances indicate that the cargingunt of an asset may not be recoverable. Regoligy of these assets is determined
based upon the forecasted undiscounted futureasétftows from the operations to which the assdtde, utilizing our best estimates,
appropriate assumptions and projections at the fithese projected future cash flows may vary siggiftly over time as a result of increased
competition, changes in technology, fluctuationgé@mand, consolidation of our customers and rediistin average selling prices. If the
carrying value is determined not to be recoveréble future operating cash flows, the asset is adebimpaired and an impairment loss is
recognized to the extent the carrying value excéeelgstimated fair market value of the asset.
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Stock-Based Compensatidlie account for equity issuances to non-employeasdordance with Statement of Financial Accounting
Standards, or SFAS, No. 128¢ccounting for Stock Based Compensatiand Emerging Issues Task Force Issue No. 9&d&unting for
Equity Instruments that are Issued to Other ThampBgees for Acquiring, or in Conjunction with Seli Goods and Servic. All transaction:
in which goods or services are the consideratiorived for the issuance of equity instruments ampanted for based on the fair value of the
consideration received or the fair value of theiggastrument issued, whichever is more reliablgasurable. The measurement date used to
determine the fair value of the equity instrumastied is the earlier of the date on which the tparty performance is complete or the date on
which it is probable that performance will occur.

On January 1, 2006, we adopted SFAS No. 12&Rdre-Based Paymenor SFAS 123R, which requires the measurement and
recognition of compensation expense for all shasel payment awards made to our employees andodgda@sed on estimated fair values.
We adopted SFAS 123R using the modified prospettaresition method, which requires the applicatéthe accounting standard as of
January 1, 2006, the first day of our fiscal ye@®& In accordance with the modified prospectia@asition method, our consolidated financial
statements for prior periods have not been restategflect, and do not include, the impact of adapSFAS 123R.

We currently use the Black-Scholes option pricingded to estimate the fair value of stock-based daaf/hile this model meets the
requirements of SFAS 123R, the estimated fair \s&generated by it may not be indicative of the adir values of our stockased awards
it does not consider certain factors importanhtuse awards to employees, such as continued emetdyand periodic vesting requirements as
well as limited transferability. The Black-Scholasdel requires subjective assumptions regardingdstock price volatility and expected
time to exercise, along with assumptions aboutitgiefree interest rate and expected dividendspfalvhich affect the estimated fair values of
our stock-based awards. The expected term of apticented is derived from historical data on emgdogxercises and post-vesting
employment termination behavior. The expected ililais based on the historical volatilities ofetttommon stock of comparable publicly
traded companies based on our belief that we dlyreave limited historical data regarding the vty of our stock price on which to base a
meaningful estimate of expected volatility. Theék+isee rate selected to value any particular gimbased on the U.S. Treasury rate that
corresponds to the expected term of the grantt@feeas of the date of the grant. The expectedidivils assumption is based on our history
expectation of dividend payouts. We evaluate tisei@ptions used to value stock-based awards onrgegyaasis. If factors change and we
employ different assumptions, stock-based comp&msakpense may differ significantly from what wevk recorded in prior periods.

The value of the portion of stock-based awardsdhaultimately expected to vest is recognizedkpgse over the requisite service
periods in our financial statements. Given thatlstoased compensation expense recognized in amdial statements is based on awards
ultimately expected to vest, it has been reduceeégstimated forfeitures. SFAS 123R requires foufeis to be estimated at the time of grant and
revised, if necessary, in subsequent periods ifedorfeitures differ from those estimates. Ifrin@re any modifications or cancellations of the
underlying unvested stock-based awards, we magdpgred to accelerate, increase or cancel any réngailnearned stock-based
compensation expense. Future stock-based compemsxibense and unearned stock-based compensaligmcvéase to the extent that we
grant additional stock-based awards.

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

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

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

Net sales

Cost of sale:

Gross profit (loss)

Operating expense
Research and developm
Selling, general and administrative

Total operating expens:

Operating loss

Other income
Interest income, ne¢
Other income (expense), r

Total other income, net

Loss before provision (benefit) for income ta
Provision (benefit) for income taxes
Net loss

Three Months Ended Six Months Ended

June 28, June 30, June 28, June 30,
2008 2007 2008 2007

10C% 10C(% 10C% 10(%

86 14€ 82 101

14 (46) 18 @)

9 12 10 5

18 30 21 15

27 42 32 20

(13) (88) (14) (21)

1 1 1 —

1 1 1 —

(12 (86) (13 (22)

— (30) @ ®
(12)% (55)% (9)% (13)%

Three and Six Months Ended June 28, 2008 Compared to Three and Six Months Ended June 30, 2007

Net Sales, Cost of Sales and Gross Profit.

The following tables present net sales, cost afssahd gross profit for the three and six monthliedrdune 28, 2008 and June 30, 2007 (in

thousands, except percentages):

Net sales

Cost of sale:
Gross profit (loss)
Gross margin

Net sales

Cost of sale:
Gross profit (loss)
Gross margin

Three Months Ended

June 28, June 30, Increase %
2008 2007 (Decrease) Change
$ 18,42¢ $ 1281 % 5,61¢ 44%
15,77( 18,73¢ (2,964 (16)%
$ 2,65¢ $ (5,927 $ 8,582 145%
14% (46)% 61%
Six Months Ended
June 28, June 30, Increase %
2008 2007 (Decrease) Change
$ 31,53: $ 50,34¢ $ (18,816 B7%
25,74 50,82: (25,080 (49%
$ 579C $ (474) $ 6,26/ 1,3229%
18% (1)% 19%

Net Sales.The overall decrease in our net sales duringithmenths ended June 28, 2008 as compared toxhaaiths ended June 30,

2007 was primarily driven by the slower than

expdarowth in sales of certain of our flash and hdghsity server modules, as well as a

decline in net sales of memory subsystems usedrtval redundant arrays of independent disks, old®Aas a result of certain key programs

and designs nearing an endléé-in 2008. The
line of low-power fully buffered dual in-line m
key OEM customers beginning in 2008.

decrease in our net sales dutiigperiod was partially offset, however, by stgarowth in ou
emomodules, or FBDIMMSs, which experienced a sigrificramp in sales volumes to certain
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The increase in net sales for the three monthscehdee 28, 2008 as compared to the three montlezlehuhe 30, 2007 resulted primarily
from increases of approximately (i) $10.7 millionriet sales of our low-power FBDIMMs and (ii) $tifllion in net sales of laptop personal
computer memory subsystems. The above increasespaedially offset by decreases of approximatélys®.7 million in net sales of memory
subsystems used to control RAIDs and (ii) $4.3iomilin net sales of certain high density memory aiesl for the server market and related
applications.

The decrease in net sales for the six months ehaeel 28, 2008 as compared to the six months enofed3D, 2007 resulted primarily
from decreases of approximately (i) $15.9 milliomiet sales of certain high density memory modidethe server market and related
applications, (ii) $10.6 million in net sales of mery subsystems used to control RAIDs and (iiip®illion in net sales of laptop personal
computer memory subsystems. The above decreasepamtially offset by an increase of approximatly.3 million in net sales of our low-
power FBDIMMs.

Sales of our component inventory to distributord ather users of memory ICs represented approxiyna¥% and 3% of net sales for the
three months ended June 28, 2008 and June 30, @3péctively, and approximately 1% and 3% of a&tssfor the six months ended June 28,
2008 and June 30, 2007, respectively. As compar@detvious years, component inventory sales hayréfiiantly decreased as a percentag
net sales as a result of our efforts to diversify customer base, which has resulted in our altdityse components in a wider range of men
subsystems.

Gross Profit and Gross MarginThe increase in gross profit and gross margirttferthree and six months ended June 28, 2008 as
compared to the three and six months ended Jur2080,is substantially due to our gross lossekar?D07 periods presented, which primarily
resulted from significant decreases in the markeepf DRAM ICs during the first half of 2007. Tée price declines negatively impacted the
valuation of our inventories, whereby we incurresises in the three and six months ended June 8@,dtGpproximately $1.6 million and $t
million, respectively, which directly affected ogiross margins for these periods. As compared t@,20@ring the three and six months ended
June 28, 2008, we generally experienced a statidizaf DRAM IC market prices, which contributedaanore normalized gross margin for
these periods. However, as compared to the fisttguof 2008, during the three months ended JBn2Q08, we experienced a slight increase
in the market price for DRAM ICs that we purchasding the period to fulfill certain customer orgeAs a result of pre-established sales and
pricing agreements, we were generally not ableats phese higher costs on to our customers, asdtingross profit and gross margins were
negatively affected for the 2008 periods presertedertheless, in 2008 we have begun to realizaiogbenefits and cost savings of having
transitioned a majority of our production manufaictg volume to our facility in the People’s Repubdif China.

Should the market prices of DRAM ICs and/or NANxkilee in future periods, or should our product satéx shift more toward lower
margin products, our gross profit, gross margin @vetall operating results could be adversely adfe.c

Research and Development .

The following tables present research and developexpenses for the three and six months ended2Rjri2008 and June 30, 2007 (in
thousands, except percentages):

Three Months Ended

June 28, June 30, %
2008 2007 Increase Change
Research and development $ 1,71¢ % 1,47¢ % 23¢ 16%
Six Months Ended
June 28, June 30, %
2008 2007 Increase Change
Research and development $ 3292 $ 254  $ 747 2%

The increase in research and development expenise three months ended June 28, 2008 as compmatled three months ended June
2007 resulted primarily from increases of approxiha(i) $0.2 million in personnel-related expensaesl (ii) $0.1 million in certain legal and
professional services. The above increases wetialpaoffset primarily by decreases of approxiniat®0.1 million in equipment-related
expenses.

The increase in research and development experie 8ix months ended June 28, 2008 as compatéd &ix months ended June 30,
2007 resulted primarily from increases of approxeha(i) $0.7 million in personnel-related expend@$ $0.1 million for certain engineering
and design tools and related expenses and (ii) ®dlion in legal and professional services. Thewe increases were partially offset prima
by decreases of approximately (i) $0.1 million ¥penses related to product qualification testinggcls compensation and various allocated
overhead expenses and (ii) $0.1 million in equiprretated expenses.
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The increases in personnel-related expenses amarilsi attributable to an increase in the numbegraployees engaged in research and
development activities since June 30, 2007, asasetiompensation increases. The increases indadgrofessional services are primarily a
result of our increased activities in 2008 relatedew product opportunities and new and emergiagkets. The decreases in equipment-
related expenses are due to impairment write-ddhatswve recorded in 2007 related to certain lomgdiassets used in the product
development process.

Selling, General and Administrative .

The following tables present selling, general adichiaistrative expenses for the three and six moetttied June 28, 2008 and June 30,
2007 (in thousands, except percentages):

Three Months Ended

June 28, June 30, %
2008 2007 Decrease Change
Selling, general and administrative $ 331C $ 3,84t (53%) (14)%
Six Months Ended
June 28, June 30, %
2008 2007 Decrease Change
Selling, general and administrati $ 6,77¢ % 754¢ $ (777) (10)%

The decrease in selling, general adiinistrative expense in the three months endee 28, 2008 as compared to the three months ¢
June 30, 2007 resulted primarily from decreasegppfoximately (i) $0.6 million in personneHated expenses and (ii) $0.1 million in legal
professional fees. The above decreases are padfédet primarily by an increase of approximat$0:2 million in various allocated overhead
expenses.

The decrease in selling, general and administratpense in the six months ended June 28, 2008nagased to the six months ended
June 30, 2007 resulted primarily from decreasesppfoximately (i) $0.5 million in personnel-relatexpenses, (ii) $0.3 million in legal and
professional fees, (iii) $0.2 million in commissiand travel-related expenses and (iv) $0.1 millioproduct qualification, evaluation and
advertising. The above decreases are partiallgbffismarily by an increase of approximately $0.i8iom in various allocated overhead
expenses, which include, but are not limited t@emses for rent, insurance and depreciation.

The decreases in personnel-related expenses araribyi attributable to a decrease in the numbemoployees engaged in selling, general
and administrative activities of approximately 28%ice June 30, 2007. The decreases in legal afielsgional fees are primarily a result of the
significant costs we incurred in 2007 to begin agieg as a public company, including costs relabeor initial documentation and assessn
of internal control over financial reporting, aslhas lower legal fees in 2008 related to curréigdtion matters since the majority of such
expenses became reimbursable from our insurandercarthe current year.
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Other Income (Expense) .

The following tables present other income (expefmethe three and six months ended June 28, 26008 ane 30, 2007 (in thousands,
except percentages):

Three Months Ended

June 28, June 30, Increase %
2008 2007 (Decrease) Change
Interest income, net $ 104 $ 16z $ (58) (36)%
Other income (expense), r 23 4 19 47%%
Total other income, net $ 127 % 166 $ (39 (23)%
Six Months Ended
June 28, June 30, Increase %
2008 2007 (Decrease) Change
Interest income, net $ 34z $ 114 % 22¢ 201%
Other income (expense), r $ (68 % 5 (73 (1,460%
Total other income, net $ 275 $ 11¢ % 15€ 131%

Net interest income for the three and six monttoednJune 28, 2008 was comprised of interest inafmapproximately $0.2 million and
$0.5 million, respectively, partially offset by @rest expense of approximately $0.1 million an@ $fillion, respectively. Net interest income
for the three and six months ended June 30, 20@7carmprised of interest income of approximately$aillion and $0.9 million, respectivel
partially offset by interest expense of approxirma$8.3 million and $0.7 million, respectively. Tdecrease in interest income during 2008 as
compared to 2007 was primarily due to our lowemralfeash and investment balances on-hand duriaguirent year. The decrease in interest
expense during 2008 as compared to 2007 resuliediply from our lower outstanding line of creditchdebt balances during the current year.

Other expense, net, for the six months ended J8n2aD8 is primarily comprised of losses on cerfaieign currency remeasurement
transactions, partially offset by realized gaingtom sale of certain investments in marketable ritges

Provision (Benefit) for Income Taxes.

The following tables present the provision (bendéit income taxes for the three and six monthsedntune 28, 2008 and June 30, 2007
(in thousands, except percentages):

Three Months Ended

June 28, June 30, %
2008 2007 Increase Change
Provision (benefit) for income taxes $ 11 ¢ (3869 $ 3,87¢ (100)%
Effective tax rate —% (35)%
Six Months Ended
June 28, June 30, %
2008 2007 Decrease Change
Benefit for income taxes $ (1,170 $ (3,864 $ 2,692 (700%
Effective tax rate (29)% (3N%

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

We recorded a provision for income taxes for thre¢lmonths ended June 28, 2008. Our estimatedieffé¢ax benefit rate of
approximately 0% for the three months June 28, 2088 affected by a change in annual projectedgt@éttome and the tax benefit from that
recorded in the prior quarter.
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Liquidity and Capital Resources

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

Working Capital and Cash and Marketable Securities

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

June 28, December 29,
2008 2007

Working Capital $ 31,49 $ 27,38
Cash and cash equivalents $ 11,24 % 7,182
Restricted cash(’ 2,00(
Shor-term marketable securities( 11,59¢ 15,57:
Long-term marketable securities 974 7,814

$ 25,81: $ 30,56¢

(1) Included in working capital

Our working capital increased in the six monthsezhdune 28, 2008 primarily as a result of (i) a bimd increase in our cash and cash
equivalents, restricted cash and short-term investsiin marketable securities balances of appraeim&2.1 million due primarily to
maturities and sales of certain long-term investsienmarketable securities, (ii) a combined inseem our income taxes receivable and
current deferred taxes of approximately $0.6 millémd (iii) a combined decrease in our currentliidgs of approximately $1.4 million.

Cash Provided and Used in the Six Months Ended June 28, 2008 and June 30, 2007

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

Six Months Ended

June 28, June 30,
2008 2007
Net cash provided by (used in)
Operating activitie: $ (4,349 $ 11,59(
Investing activities 10,05¢ (22,929
Financing activities (1,64%) (14,639
Net increase (decrease) in cash and cash equis. $ 4,061 $ (25,976

Operating ActivitiesNet cash used in operating activities for the sonths ended June 28, 2008 was primarily a resyl) ofir net loss
for the period of approximately $2.8 million, ani) &pproximately $2.1 million in net cash useddhanges in operating assets and liabilities,
partially offset by approximately $0.6 million irehnon-cash operating expenses, primarily compgridepreciation and amortization, deferred
income taxes and stock-based compensation.

Accounts receivable decreased approximately $5lé&mduring the six months ended June 28, 2008 arily due to the overall decline
in our net sales during 2008. During the same derie were successful in collecting cash from selesir customers substantially in
accordance with our standard payment terms withetlooistomers.

Inventories increased approximately $5.0 milliomidg the six months ended June 28, 2008 primauly @ purchases of materials during
the second quarter of 2008 to meet forecasted sblgmtions. In the future, our inventory leveldlwontinue to be determined based on,
among other factors, (i) the level of customer ssdeceived and overall demand, (ii) the stagehathvour products are in their respective life
cycles and (iii) competitive situations in the metfdace. We make efforts to balance such considesagainst the risk of obsolescence or
potentially excess inventory levels.
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Net cash provided by operating activities for thersonths ended June 30, 2007 was primarily a tedl) approximately $3.0 million in
net non-cash operating expenses, primarily commgrigiventory adjustments, depreciation and amditizadeferred income taxes, stolslisec
compensation and impairment of long-lived assets(Bnapproximately $15.2 million in net cash pided by changes in operating assets and
liabilities, partially offset by a net loss of apgimately $6.6 million for the six months ended d®, 2007. The changes in operating assets
and liabilities which had a significant impact ash provided by operating activities included (§exrease in accounts receivable of
approximately $16.4 million, (ii) a decrease inentories of approximately $7.4 million and (iiidacrease in accounts payable of
approximately $7.3 million. All such decreases frei@ting assets and liabilities were primarily tiuéhe overall decline in the level of net si
and related operating activities during the firalf fof fiscal 2007 as compared to the second Hditoal 2006.

Investing ActivitiesNet cash provided by investing activities for tireraonths ended June 28, 2008 was primarily a tegyroceeds we
received from maturities and sales of certain itmesits in marketable securities of approximately.$illion, partially offset by purchases
additional investments in marketable securitieaggroximately $6.7 million. We also used approxeha$0.8 million in cash to purchase
additional manufacturing equipment and other priypand equipment.

Net cash used in investing activities for the somtins ended June 30, 2007 was primarily a resyduiofhases of additional investment:
marketable securities of approximately $43.5 millipartially offset by proceeds we received frontunies of certain investments in
marketable securities of approximately $24.8 milliDuring the same period, we also used approxisn&te3 million in cash primarily to
purchase equipment and leasehold improvementaifdiacilities in the People’s Republic of China andrvine, California.

Financing ActivitiesNet cash used in financing activities for the sianths ended June 28, 2008 was primarily a reswhadhcrease in
restricted cash balances in connection with owlgeeof $2.0 million in cash as collateral for adebf credit and repayments of approximately
$0.4 million on our long term debt. This is palttiadffset by approximately $0.8 million in net pemds we received during the period from
borrowings on our outstanding revolving line ofdite

Net cash used in financing activities for the siarmihs ended June 30, 2007 was primarily a reswppfoximately $14.4 million in net
repayments on our outstanding revolving line ofltrealong with net repayments of approximately4$@illion on our long term debt.

Capital Resources

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

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

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

June 28, December 29,
2008 2007
Outstanding borrowings on the line of credit $ 566z $ 4,87
Outstanding borrowings on the equipment line oflitre $ 676 $ 872
Borrowing availability under the line of credit $ 337 $ 6,36¢
Prime rate 5.C% 7.2%%

Any borrowings under our revolving and equipmene$ of credit are collateralized by a general firgirity lien against all of our assets,
both tangible and intangible.
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While we are currently in compliance with all ofrdinancial covenants and expect to maintain coamaé for the foreseeable future, we
have in the past been in violation of one or mareenants. We cannot assure you that we will ndatéoone or more covenants in the futur
we were to be in violation of covenants under agedit agreement, our lender could choose to aatelgrayment on all outstanding loan
balances. There can be no assurance that we wewtlé to quickly obtain equivalent or suitablelaepment financing in this event. If we
were not able to secure alternative sources ofifignduch acceleration would have a material advienpact on our financial condition.

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

Letters of Credit

In June 2008, we entered into an agreement withbaok to issue a commercial letter of credit, or, LE to $2 million to support
purchases of inventory from a supplier. As pathig agreement, we are required to pledge casblkseral for the full amount of the LC, and
thus, as of June 28, 2008, $2 million is classifisdestricted cash in the accompanying unauddadensed consolidated balance sheet.

Subsequently, in July 2008, we entered into a skeonilar agreement with our bank to issue anotikermercial LC up to $2 million to
support inventory purchases from a supplier. Tig@ment also requires us to pledge cash as call&e the full amount of the LC.

Investments in Marketable Securities

During the quarter ended June 28, 2008, we weretabliquidate at par value two of our marketalgleusities investments in AAA rated
auction rate securities with a total purchased ab$2.0 million and accordingly, we reversed thenalative unrealized loss on these
investments of approximately $0.2 million that vpasviously recorded as of March 29, 2008.

The recent disruptions in the credit market corditmadversely affect the market for auction rawusties, such that these securities
generally remain illiquid. As of June 28, 2008, ndd two investments in auction rate securitiehaitotal purchased cost of $1.0 million.
These two investments represent (i) a fully insutelt obligation of a municipality and (ii) a AAAted debt obligation backed by pools of
student loans guaranteed by the U.S. Departmebdotation. Given the insufficient observable mark&irmation available, we have valued
these investments using assumptions including digeal cash flows, credit quality and expected domatWe are not currently able to predict
how long these investments will remain illiquid daas such, they have been classified as long-terestments in marketable securities in the
accompanying unaudited condensed consolidateddmidreets. We do not believe that the illiquidityhe@se investments will materially
impact our ability to fund our working capital nsedapital expenditures or other business requingsn&/e have concluded that the unrealized
losses on these investments, which totaled appriri;$28,000 at June 28, 2008, are temporary Isec@uwe believe that the decline in
market value and absence of liquidity that has weclis due to general market conditions, (ii) &lnetion rate securities continue to be of a
high credit quality and interest is paid as due @fjdve have the intent and ability to hold theseestments until a recovery in market value
occurs.

The fair value of our investments in marketableusiges could change significantly in the futuredame may be required to record other-
than-temporary impairment charges or additionakalized losses in future periods.

We believe our existing cash and investment balgrm@rowing availability under our bank creditifig, and the cash expected to be
generated from operations, will be sufficient toatneur anticipated cash needs for at least the ¥#2rtonths. Our future capital requirements
will depend on many factors, including our levelsiet sales, the timing and extent of expendittwesupport research and development
activities, the expansion of manufacturing capaodth domestically and internationally and the ooréd market acceptance of our products.
We could be required, or may choose, to seek ath@itifunding through public or private equity obti§nancings. In addition, in connection
with any future acquisitions, we may require additil funding which may be provided in the form dflgional debt or equity financing or a
combination thereof. These additional funds mayl®oavailable on terms acceptable to us, or at all.

Off-Balance Sheet Arrangements

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

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

Not Applicable.

Item 4T.  Controls and Procedures

(a) Evaluation of Disclosure Controls and Procedsi®e carried out an evaluation, under the superviaimhwith the participation of o
management, including our principal executive @ffiand principal financial officer, of the effeaivess of the design and operation of our
disclosure controls and procedures (as defineduledRL3a-15(e) and 15d-15(e) of the Securities &xgh Act of 1934, (“Exchange Act”)) as
of the end of our fiscal quarter ended June 2882B@sed upon that evaluation, our principal exeeufficer and principal financial officer
concluded that our disclosure controls and proceslare effective to provide reasonable assuramaténiormation required to be disclosed by
us in reports that we file or submit under the Eaxae Act (i) is recorded, processed, summarizedepatted within the time periods specif
in the SEC'’s rules and forms and (ii) is accumuwated communicated to our management, includingdncipal executive officer and
principal financial officer as appropriate to alldwely decisions regarding required disclosure.

(b) Change in internal controls over financial refing. During the fiscal quarter that ended June 28, 2€i@8¢ have not been any
changes in our internal control over financial rejpg (as defined in Rules 13a-15(f) and 15d-16(fler the Exchange Act) that have
materially affected, or are reasonably likely totenilly affect, our internal control over finantiaporting.

Inherent Limitations on Internal Control

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

PART Il. OTHER INFORMATION
ltem 1. Legal Proceedings

The information set forth in the sections entitfestieral Securities Class Action and California {2aive Action under Note 7 of Notes to
Unaudited Condensed Consolidated Financial Statesmniecluded in Part I, Item | of this Report, icdrporated herein by reference.

Item 1A. Risk Factors

As a Smaller Reporting Company, we are not requwadake any disclosure pursuant to this Item ll8éage refer to the Risk Factors set
forth in Part I, ltem 1A of our Annual Report onrf010-K for the fiscal year ended December 29, 28d with the Securities and Exchange
Commission on February 29, 2008.
Item 2. Unregistered Sales of Equity Securities and Use Bfoceeds

None.
Item 3. Defaults Upon Senior Securities

None.
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Item 4. Submission of Matters to a Vote of Security Holders
(a) Our 2008 annual meeting of stockholders wad belMay 28, 2008.
(b) At our 2008 annual meeting of stockholders,dtoekholders elected each of the following noména® directors, to serve on our Ba

of Directors until our 2009 annual meeting of stogklers or until their respective successors aetedl and qualified (or their earlier
resignation or removal). The vote for each direetas as follows:

Votes Votes
For Withheld Abstentions
Chun Ki Hong 11,409,00 697,78: 7,748,62.
Nam Ki Hong 11,730,68 376,10t 7,748,62.
Thomas F. Lagatt 11,255,17 851,61: 7,748,62.
Alan H. Portnoy 11,732,22 374,56¢ 7,748,62.
David M. Rickey 11,255,17. 851,61 7,748,62.
Preston Romn 11,255,17. 851,61: 7,748,622
Item 5. Other Information
None.
Item 6. Exhibits
Exhibit
Number Description of Document
3.1(1) Restated Certificate of Incorporation of Netlistc.l

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

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

31.2(2) Certification of Chief Financial Officer pursuantRule 13a-14(a) and Rule 15d-14(a) of the Seesrxchange Act, as
Amended.

32(3) Certification of Chief Executive Officer and Chigeihancial Officer pursuant to 18 U.S.C. 1350, agpaeld pursuant to Section ¢
of the Sarban«-Oxley Act of 2002 and furnished herewith pursuanfBEC Release No. -8238.

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

(2) Filed herewith.

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

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

the undersigned thereunto duly authorized.

Date: August 7, 200

NETLIST, INC.
a Delaware corporatic
(Registrant

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

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

Exhibit

Number Description of Document

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

31.2 Certification of Chief Financial Officer pursuantRule 13a-14(a) and Rule 15d-14(a) of the Seesrxchange Act, as
Amended.

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

Section 906 of the Sarbal-Oxley Act of 2002 and furnished herewith pursuan8EC Release No. -8238.
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EXHIBIT 31.1

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

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

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

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

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

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

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

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

d) disclosed in this report any change in the Regissanternal control over financial reporting thatcurred during
the Registrant’s most recent fiscal quarter (thgi®eant’s fourth fiscal quarter in the case ofaammual report) that has materially affected, or is
reasonably likely to materially affect, the Regisit's internal control over financial reporting;dan

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

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

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

August 7, 200¢ /s/ Chun K. Hon¢
Chun K. Hong
President, Chief Executive Officer and Chairmathel
Board
(Principal Executive Officer




EXHIBIT 31.2

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

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

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

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

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

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

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

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

d) disclosed in this report any change in the Regissanternal control over financial reporting thatcurred during
the Registrant’s most recent fiscal quarter (thgi®eant’s fourth fiscal quarter in the case ofaammual report) that has materially affected, or is
reasonably likely to materially affect, the Regisit's internal control over financial reporting;dan

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

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

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

August 7, 200¢ /s/ Gail ltow
Gail Itow
Vice President and Chief Financial Offic
(Principal Financial Officer




Exhibit 32

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

In connection with the Quarterly Report on FormQof Netlist, Inc., a Delaware corporation (“Netljsfor the quarter ended June 28, 2008
(the “Report”), Chun K. Hong, president, chief exte officer and chairman of the board of Netlamd Gail Itow, vice president and chief
financial officer of Netlist, each hereby certifigairsuant to 18 U.S.C. Section 1350, as adoptespat to Section 906 of the Sarbanes-Oxley

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

)

operations of Netlist, Inc.

the information contained in the Begdairly presents, in all material respects, fihancial condition and results of

/s/ Chun K. Hon¢

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

(Principal Executive Officer

August 7, 2008

/s/ Gail ltow

Gail Itow
Vice President and Chief Financial Offic

(Principal Financial Officer

August 7, 200¢




