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PART I. FINANCIAL INFORMATION
Item 1. Financial Statements

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

ASSETS
Current asset:
Cash and cash equivalel
Investments in marketable securit
Accounts receivable, n
Inventories
Deferred taxe
Prepaid expenses and other current assets
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 leaslkebransactiol
Income taxes payab
Accrued expenses and other current liabilities
Total current liabilities
Long-term debt, net of current portic
Deferred gain on sale and leaseback transactiomf merrent portion
Total liabilities
Commitments and contingenci
Stockholder' equity:
Common stocl
Additional paic-in capital
Note receivable from stockhold
Accumulated defici
Accumulated other comprehensive income
Total stockholders’ equity
Total liabilities and stockholders’ equity

See accompanying notes.

March 31, December 30
2007 2006
$ 11,692 $ 30,97¢
16,14¢ 5,267
18,03: 23,702
13,38( 19,47:
1,10C 1,054
897 988
61,25: 81,46(
3,894 3,83C
932 576
6,842 1,50z
636 326
$ 73,557 $ 87,69
$ 5491 $ 11,68(
12,02¢ 19,23¢
865 1,033
118 118
108 552
2,45¢ 3,25E
21,067 35,87¢
1,01C 1,23C
314 344
22,391 37,45(C
20 20
66,99¢ 66,557
(1) (1)
(15,85¢) (16,337)
4 —
51,16¢ 50,24¢
$ 73,551 $ 87,69¢




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

Net sales
Cost of sales(1)
Gross profit
Operating expense
Research and development
Selling, general and administrative(1)
Total operating expenses
Operating income
Other expense
Interest expense, net of interest incc
Other income (expense), net
Total other expense, net
Income (loss) before provision (benefit) for incotares
Provision (benefit) for income taxes
Net income (loss
Net income (loss) per common she
Basic
Diluted
Weightec-average common shares outstand
Basic
Diluted

(1) Amounts include stock-based compensation expenfBlass:

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

See accompanying notes.

Three Months Ended

March 31, April 1,
2007 2006

$ 37,53¢ 26,02(C
32,08¢ 23,46¢€

5,44¢ 2,554

1,067 666

3,704 1,803

4,771 2,46¢

678 85
(48) (400)
1 (10)
(47) (410)
631 (325)

— (83)

$ 631 (242)
$ 0.03 (0.02)
$ 0.03 (0.02)
19,62¢ 10,75¢

21,42% 10,75¢

$ 64 7
46 11

218 55




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

Three Months Ended

Cash flows from operating activitie

Net income (loss $

Adjustments to reconcile net income (loss) to reshcprovided by operating activitie
Depreciation and amortizatic
Amortization of deferred gain on sale and leaselaisactior
Deferred income taxe
Impairment of lon-lived asse
Loss on disposal of asse
Stoclk-based compensatic
Changes in operating assets and liabilit
Accounts receivabl
Inventories
Income taxes receivah
Prepaid expenses and other current a:
Other asset
Accounts payabl
Income taxes payab
Accrued expenses and other current liabilities

Net cash provided by operating activities

Cash flows from investing activitie
Acquisition of property and equipme
Proceeds from sale of equipm
Purchases of investments in marketable secu
Proceeds from maturities of investments in marketabcurities

Net cash used in investing activities

Cash flows from financing activitie
Borrowings on lines of cred
Payments on lines of cre«
Payments on del
Proceeds from exercise of stock options and wasrant

Net cash used in financing activities

Net decrease in cash and cash equiva
Cash and cash equivalents, beginning of period

Cash and cash equivalents, end of period $

March 31, April 1,
2007 2006

631 $ (242)
254 249
(30) (30)
(402) —
114 —

— 15

328 73
5,67C 137
6,092 315
— (83)

91 166
(310) 3
(6,172) 1,987
(599) -
(796) (12)
4,873 2,57¢€
(449 (67)
— 45
(30,61¢) —
14,40(C —
(16,667) (22)
40,17 22,54z
(47,386 (25,937
(389) (200)
113 104
(7,487) (3,487)
(19,28)) (931)
30,97¢ 953
11,694 $ 22

See accompanying notes.




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

March 31, 2007
NOTE 1—DESCRIPTION OF BUSINESS

Netlist, Inc. (the “Company” or “Netlist”) was ingmorated on June 12, 2000 in Delaware. Netlistghssand manufactures high
performance memory subsystems for the server, fegltormance computing and communications markdte. Jompany’s solutions are
targeted at applications where memory plays a &kyin meeting system performance requirements.

In December 2006, the Company sold 6,250,000 afoilsmon shares in its initial public offering at@afifiering price of $7.00 per share,
resulting in proceeds of $39.5 million, net of urndeters’ discounts and offering expenses of appnately $4.2 million.

NOTE 2—SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Basis of Presentation

The interim unaudited condensed consolidated fimhstatements have been prepared in accordanbeaagbunting principles genere
accepted in the United States of America for imefiihancial information and with the instructiomsSecurities and Exchange Commission
(“SEC™) Form 10-Q and Article 10 of SEC Regulati®#X. These financial statements do not includefthe information and footnotes
required by accounting principles generally acagitethe United States of America for complete ficial statements. Therefore, these
interim unaudited condensed consolidated finarst&tements should be read in conjunction with tben@any’s audited consolidated
financial statements and notes thereto for the gaded December 30, 2006, included in the Compahy'sial Report on Form 10-K filed
with the SEC on February 28, 2007.

The condensed consolidated financial statemenlisdad herein are unaudited; however, they conthimamal recurring accruals and
adjustments that, in the opinion of the Companyéagement, are necessary to present fairly theolidated financial position of the
Company and its wholly owned subsidiaries as ofdii&@1, 2007 and December 30, 2006, and the coasetidesults of its operations and
cash flows for the three months ended March 31720@ April 1, 2006. All intercompany balances &mathsactions have been eliminated in
consolidation. The results of operations for thre¢hmonths ended March 31, 2007 are not necesgatibative of the results to be expected
for the full year or any future interim periods.

Fiscal Year

Effective January 1, 2003, the Company changefisital year from a calendar year to a 52/53-wesédi year ending on the Saturday
closest to December 31. Each of the Company’stfiree quarters in a fiscal year end on the Sayuchisest to March 31, June 30 and
September 30, respectively.

Use of Estimates

The preparation of financial statements in confeymiith accounting principles generally acceptethia United States of America
requires management to make estimates and assas et affect the reported amounts of the assetdiabilities and disclosure of
contingent assets and liabilities at the date effittencial statements, and the reported amountsvehues and expenses during the reporting
period. Significant estimates made by managemehide, among others, provisions for uncollectildesivables and sales returns, valuation
of inventories, recoverability of long-lived assatsl realization of deferred tax assets. Actualltegould differ from these estimates.




Inventories

Inventories are valued at the lower of cost orraatizable value. Cost is determined on a firstimst-out basis and includes raw
materials, labor and manufacturing overhead. Ahdrdance sheet date, the Company evaluates itisgeimdentories for excess quantities
and obsolescence. This evaluation includes an sisaly sales levels by product type. Among othetdias, the Company considers historical
demand and forecasted demand in relation to thenbovy on hand, competitiveness of product offesjmgarket conditions and product life
cycles when determining obsolescence and net aiddizalue. Provisions are made to reduce exceslssoiete inventories to their estimated
net realizable values. Once established, write-doave considered permanent adjustments to théass of the excess or obsolete
inventories.

Revenue Recognition

The Companys revenues primarily consist of product sales ghlperformance memory subsystems to original egemtrmanufacturel
(“OEMSs”"). Revenues also include sales of excessnitnries to distributors and other users of menmgrgrated circuits (“ICs”) totaling
approximately $1.0 million and $5.1 million, durittge three months ended March 31, 2007 and Ap@D06, respectively.

The Company recognizes revenues in accordancehl@tSEC’s Staff Accounting Bulletin (“SAB”) No. 1pRevenue Recognition
(“SAB No. 104"). In accordance with the provisiomlsSSAB No. 104, the Company recognizes revenuestiere is persuasive evidence of
an arrangement, product delivery and acceptance teaurred, the sales price is fixed or determimadohd collectibility of the resulting
receivable is reasonably assured.

For all sales, the Company uses a binding purchiaker as evidence of an arrangement. Delivery @ostien goods are shipped for
customers with FOB Shipping Point terms and upeeip for customers with FOB Destination termsyhich time title and risk of loss
transfer to the customer. The Company assessebevtibe sales price is fixed or determinable basethe payment terms associated with
the transaction and whether the sales price igstfy refund. Customers are generally allowedtdichrights of return for up to 30 days,
except for sales of excess inventories, which éomta right-of-return privileges. Estimated retuare provided for at the time of sale based
on historical experience or specific identificatiihan event necessitating a reserve. Returns éumstomers have not been material in any
period as the Company’s principal customers haepted build-to-order manufacturing models or justime management processes. The
Company offers a standard product warranty touttamers and has no other post-shipment obligatidms Company assesses collectibility
based on the creditworthiness of the customer @srdaed by credit checks and evaluations, as agethe customer’s payment history.

Most of the Company’s international shipments asglento third-party inventory warehouses, or hubd,the Company recognizes
revenue when the inventory is pulled from the hutuise in production by the customer.

All amounts billed to customers related to shippimgl handling are classified as revenues, whileaaiis incurred by the Company for
shipping and handling are classified as cost a&fssal

Warranties

The Company offers warranties generally rangingifane to three years to its customers, other thasates of excess inventory,
depending on the product and negotiated termshpse agreements. Such warranties require the &onip repair or replace defective
product returned to the Company during such wayrpatiod at no cost to the customer. An estimatthbyCompany for warranty related
costs is recorded by the Company at the time eflsated on its historical and estimated produatmettes and expected repair or
replacement costs. Such costs have historically bersistent between periods and insignificant. Company’s estimated warranty liability
at March 31, 2007 was approximately $0.3 milliomg & included as a component of accrued expemsksther current liabilities in the
accompanying unaudited condensed consolidated dekdreet.




Stock-Based Compensation

The Company accounts for equity issuances to nguiegmes in accordance with Statement of Financ@ofinting Standards (“SFApR”
No. 123,Accounting for Stock-Based Compensafi@+AS No. 123"), and Emerging Issues Task For&dTF") No. 96-18,Accounting for
Equity Instruments that are Issued to Other Tharmplegees for Acquiring, or in Conjunction with Sedji Goods and Servic:. All
transactions in which goods or services are thsidemation received for the issuance of equityrumeents are accounted for based on the fair
value of the consideration received or the faiueadf the equity instrument issued, whichever isemeliably measurable. The measurement
date used to determine the fair value of the edn@rument issued is the earlier of the date oithwthe third-party performance is complete
or the date on which it is probable that perforneawdl occur.

In accordance with SFAS No. 123(FBhare-Based PaymefiSFAS No. 123(R)"), employee and director stoclsé@d compensation
expense recognized during the period is basedeowatue of the portion of share-based payment asthiat is ultimately expected to vest
during the period. Stock-based compensation expetsgnized in the accompanying unaudited condecaesblidated statements of
operations includes compensation expense for dfawsed payment awards granted prior to, but notgsted as of December 31, 2005 based
on the grant date fair value estimated in accorelavith the pro forma provisions of SFAS No. 123 anchpensation expense for the share-
based payment awards granted subsequent to Dec8mii&305 based on the grant date fair value estiiia accordance with the provisic
of SFAS No. 123(R). Given that stock-based comp@&rsaxpense recognized in the unaudited condecsesblidated statements of
operations is based on awards ultimately expeoteédt, it has been reduced for estimated forfetuBFAS No. 123(R) requires forfeitures
to be estimated at the time of grant and revidatkdessary, in subsequent periods if actual fonfes differ from those estimates.

The fair value of stock-based awards to employedsdarectors is calculated using the Black-Schola#on pricing model. The Black-
Scholes model requires subjective assumptions degpfuture stock price volatility and expecteddino exercise, which greatly affect the
calculated fair values of the Company’s stock-basedrds. The expected term of options grantedrisetkfrom historical data on employee
exercises and post-vesting employment terminatérabior. The risk-free rate selected to value arjiqular grant is based on the U.S.
Treasury rate that corresponds to the expecteddéthe grant effective as of the date of the gr&he expected volatility is based on the
historical volatilities of the common stock of coangble publicly traded companies based on the Coypdelief that it currently has limite
historical data regarding the volatility of its skoprice on which to base a meaningful estimatexpiected volatility. These factors could
change in the future, affecting the determinatibatock-based compensation expense in future period

Net Income (Loss) Per Share

Basic net income (loss) per share is calculatedilaging net income (loss) by the weighted-averagemon shares outstanding during
the period. Diluted net income (loss) per shaealsulated by dividing the net income (loss) by weighted-average common shares and
dilutive potential common shares outstanding dutirggperiod. Dilutive potential common shares csinsi dilutive shares issuable upon the
exercise of outstanding stock options and warreosputed using the treasury stock method. Duriscgfi2006 and prior years, in additior
outstanding stock options and warrants, dilutiveeptial common shares also consisted of shareahfsupon the conversion of notes
payable and convertible preferred stock using thechverted” method.

New Accounting Pronouncements

In February 2007, the Financial Accounting Standd@dard (“FASB”) issued SFAS No. 15Bhe Fair Value Option for Financial Ass
and Financial Liabilities — Including an Amendmeft-ASB Statement No. 1{SFAS No. 159”). SFAS No. 159 permits entitiectmose
to measure many financial instruments and certéiardtems at fair value. The objective is to imgrdinancial reporting by providing entit|
with the opportunity to mitigate volatility in reged earnings caused by measuring related assgtgailities differently without having to
apply complex hedge accounting provisions. SFAS1$8. also establishes presentation and disclosarérements designed to facilitate
comparison between entities that choose differergsurement attributes for similar types of assaddiabilities. The Company will adopt
SFAS No. 159 in the first quarter of 2008, is silaluating the effect, if any, on its consolidafiedncial position and consolidated results of
operations and has not yet determined its impact.




NOTE 3—SUPPLEMENTAL FINANCIAL INFORMATION
Inventories

Inventories consist of the following (in thousands)

March 31, December 30
2007 2006
Raw materials $ 427¢ % 10,512
Work in proces: 1,984 3,343
Finished goods 7,117 5,617

$ 13,38 $ 19,47¢

Comprehensive Income (Loss)

The components of comprehensive income (losspfteixes, consist of the following (in thousands):

Three Months Ended

March 31,
2007 April 1, 2006
Net income (loss $ 631 $ (242)
Other comprehensive income (los
Change in net unrealized gain on investments 4 —
Comprehensive income (loss) $ 635 $ (242)

Computation of Net Income (Loss) Per Share

The following table sets forth the computation asiz and diluted net income (loss) per share, distuthe reconciliation of the
numerator and denominator used in the calculatidrasic and diluted net income (loss) per shar¢h@usands, except per share data):

Three Months Ended

March 31, April 1,
2007 2006
Basic net income (loss) per share:
Numerator: Net income (loss) $ 631 $ (242)
Denominator: Weighted-average common shares odlisgbasic 19,62 10,758
Basic net income (loss) per share $ 0.03 $ (0.02)
Diluted net income (loss) per share
Numerator: Net income (loss) $ 631 $ (242)
Weighted-average common shares outstanding, basic 19,62 10,752
Effect of dilutive securities
Stock options and warrants 1,801 —
Denominator: Weighted-average common shares odiisigdiluted 21,42¢ 10,75¢
Diluted net income (loss) per share $ 0.03 $ (0.02)

All potentially dilutive common share equivalenfsapproximately 3.6 million shares have been exetlitom the diluted net loss per
share calculation for the three months ended Apr006 as their effect would be anti-dilutive foe period then ended.

Major Customers

The Company’s product sales have historically hmsrcentrated in a small number of customers. Thavitng table sets forth sales to
customers comprising 10% or more of the Compamta tevenues:

Three Months Ended

March 31, April 1,
2007 2006
Customer
A 38% 16%
B 11% 33%
C 31% —

The Company’s accounts receivable are concentratedour customers at March 31, 2007, represer@®igp, 21%, 11% and 11% of
aggregate gross receivables. At December 30, 2@@6unts receivable are concentrated with fourooosts representing 32%, 19%, 14%
and 13% of aggregate gross receivables. A signmificeduction in sales to, or the ability to colleeteivables from, a significant customer
could have a material adverse impact on the Comj






NOTE 4—CREDIT AGREEMENT

In April 2007, the Company executed the Seventh Adngent to the Amended and Restated Credit and Beégreement (the
“Seventh Amendment”). The Seventh Amendment, whidffective as of March 21, 2007, allows the Comypto, at its election, increase its
line of credit from $25 million, in $2.5 million eaxements, up to a total of $40 million at the prirate of interest, which was 8.25% at March
31, 2007 and December 30, 2006. In addition, theretment (i) extends the maturity date of the liheredit to July 31, 2009, (ii) establishes
an equipment advance line of $3 million, (iii) irases the sublimit for letters of credit to $5 imil| (iv) sets an inventory sublimit of $7
million, with the ability to increase to $10 millidf certain financial targets are met, (v) proader the reduction in interest rates on
borrowings if certain borrowing amounts and finahgerformance targets are met, (vi) resets thénmoim book net worth, capital
expenditures, and minimum debt service coverage fiatincial covenants and (vii) eliminates the mmom net income and stop loss
financial covenants. As of March 31, 2007, the Campwas in compliance with all financial covenants.

The $40 million credit facility was preceded byirgel of credit facility up to $25 million ($3 millio of which was in the form of letters of
credit), limited to 85% of eligible accounts readile, plus the least of (i) a percentage of elaiblentory determined from time to time by
the Company’s bank, (ii) 80% of the orderly liquida value, as defined, of eligible inventoriesddiii) $7 million. Interest is payable
monthly, at the Company’s option, either at primeplus 0.50% or LIBOR plus 3%. The interest vedis reduced to the prime rate or
LIBOR plus 2.50% in December 2006 concurrent whitn Company’s raise of capital through an initiablpuoffering.

Interest on the equipment advances is payable nypatithe Company’s option, either at the primte i@ LIBOR plus 2.50%. Interest
only payments were required on the equipment adsticough January 31, 2007. Commencing Februd&9d7, the Company was requil
to repay the equipment advances in 42 equal moithtgllments. The outstanding balance on this l@as approximately $1.0 million and
$1.1 million at March 31, 2007 and December 30,6208spectively. (see Note 5).

Interest expense related to borrowings on thedireredit was approximately $0.4 million and $0.8lion for the three months ended
March 31, 2007 and April 1, 2006, respectively. annding borrowings on the line of credit were appnately $12.0 million and $19.2
million at March 31, 2007 and December 30, 2008peetively. Borrowing availability under the lineaedit was approximately $2.9 milli
at March 31, 2007.

NOTE 5—LONG-TERM DEBT

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

March 31, December 30
2007 2006

Obligations under capital leases $ 696 $ 802
Equipment note payable to bank (see Not 996 1,07z
Notes payable to othe 183 389
1,87¢ 2,268

Less current portion (865) (1,039
$ 1,01C $ 1,23C

Notes Payable to Others

In November 2002, the Company entered into a $000uMsecured loan agreement with an individualribganterest at 7% payable
annually, principal due, as amended, in June 2@0&anuary 2004, $4,000 of the principal amount uwsed to exercise certain stock options.
The balance of this note was $96,000 at Decemhe2@®1B, which, along with accrued interest, wasi@m full in January 2007.
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In January 2003, the Company entered into a $300¢zh agreement with a financing company, colidized by assets owned by an
employee related to the majority stockholder. Titte bears interest at 14% per annum and matudssimary 2009. Principal and interest
payments of approximately $6,000 are due and payabhthly. The balance of this note was approxim&#&19,000 and $133,000 at
March 31, 2007 and December 30, 2006, respectively.

In August 2005, the Company entered into an agraemi¢h a financing company in connection with fiwéng certain insurance
policies. The financing agreement required mongilgicipal and interest payments of approximatel§y,820 through maturity on June 30,
2006. Interest was payable at 8.55% per annumotitstanding principal balance on this financing $442,000 at December 31, 2005.
During the year ended December 30, 2006, the baaas repaid in full. In August 2006, the Companteeed into a new agreement with
financing company to finance its insurance policie®e financing agreement requires monthly princial interest payments of
approximately $32,000 through maturity on June2B0)7. Interest is payable at 9.45% per annum. Ti&anding principal balance on this
financing was approximately $64,000 and $160,00@atch 31, 2007 and December 30, 2006, respectively

Capital Leases

The Company has purchased manufacturing and comgmuiigment through the use of various capitaldeathese leases require
aggregate monthly payments of approximately $34d@@Dmature at various dates through May 2011.ifteeest rates on these leases vary
between 4.3% and 9.4%.

Interest expense related to long-term debt wasoappately $57,000, and $46,000 for the three moattded March 31, 2007 and April
1, 2006, respectively.

NOTE 6—INCOME TAXES

The Company recorded a tax provision of $0 andGk&Bfor the three months ended March 31, 2007 grd & 2006, respectively. Tt
effective tax rates for the Company were 0% and &&%he three months ended March 31, 2007 andl Ap2006, respectively.

The Company adopted FASB Interpretation No.A&;ounting for Uncertainty in Income TaxgsIN 48") , on December 31, 2006, the
first day of fiscal 2007. As a result of the implkemtation of FIN 48, the Company recorded an in@éashe net liability for unrecognized tax
positions of approximately $0.2 million, which waorded as an adjustment to the beginning balaih@ecumulated deficit as of December
31, 2006. Including the increase in the net lispilat December 31, 2006 the Company had approgign&0.5 million of total unrecognized
tax benefits. Included in this balance were $0il5an of tax positions that, if recognized, wouldfect the effective tax rate.

The Company’s continuing practice is to recognizeraed interest and penalties related to unrecegdriax benefits as a component of
tax expense. This policy did not change as a restitte adoption of FIN 48. The Company had apprately $30,000 accrued for interest
and $0 accrued for penalties at December 31, 2006.

The Company files tax returns with federal andesjatisdictions. The Company is no longer subjedRS or state examinations prior to

fiscal 2003, although certain carryforward attrémithat were generated prior to fiscal 2003 mdlybstiadjusted by the IRS if they either have
been or will be used in a future period.

11




NOTE 7—COMMITMENTS AND CONTINGENCIES
Litigation

From time to time, the Company may be involvedtigation relating to claims arising out of its spgons in the normal course of
business.

In May 2007, the Company and certain of its officend directors were named as defendants in aitsesgtass action filed in federal
court in New York (Tran v. Netlist, et al., No. C¥ 3754). The complaint is filed on behalf of puaskrs of the Company’s common stock in
or traceable to the Company’s initial public offeyiand asserts claims under Sections 11 and e @ecurities Act of 1933. The Company
has not been served with the complaint.

Other Obligations

In March 2007, the Company entered into a five yease commitment agreement on a facility in Suahdbe People’s Republic of
China for which the total base rent for the ternthef lease is expected to approximate $800,0004aich 2007, the Company began its
occupation of the facility and commenced recordimanthly rent expense of approximately $13,000.

In April 2007, the Company entered into a four yieaility lease agreement of approximately 28,78@@able square feet in Irvine,
California. The Company plans to occupy the nevilitgén July 2007, which will allow for the considiation of its headquarters and
manufacturing operations into a single locatiore Tdtal base rent for the term of the lease wilapproximately $1.7 million, with monthly
rent payments ranging from approximately $33,00836,000 during the term of the lease.

NOTE 8—RELATED PARTY TRANSACTIONS

In February 2003, the Company loaned an employ8e980 to exercise a portion of his then-vested comstock options. This full
recourse note bears interest at a rate of 7% payatnually, and is due on February 17, 2008. Irebder 2006, the employee repaid $23
of the note. As of March 31, 2007 and Decembe2806, the remaining amount outstanding was appratély $1,000 and has been
recorded as a reduction of stockholders’ equitthéconsolidated balance sheets.

NOTE 9—IMPAIRMENT OF LONG-LIVED ASSET

During fiscal 2006, the Company acquired certagriasoldering equipment (the “Equipment”) primaiiijended for use in connection
with a new product technology to be developed foustomer. In the first quarter of 2007, managedrdetermined that certain alternative
equipment and related design processes were aapprepriate complement to the development of #ihriology. As a result, the Company
determined the extent to which it expects to wilize Equipment in the future had decreased fremriginal estimates. Accordingly, the
Company concluded that the carrying value of theifigent of approximately $0.3 million was no longetoverable and was in fact
impaired. In accordance with SFAS No. 1Aécounting for the Impairment or Disposal of Lonigdd Assetsthe Company estimated the
current fair value of the Equipment primarily usimgrket prices for comparable machinery and equipn#es a result of its analysis, the
Company recorded an impairment charge of approxiy&0.1 million to write down the carrying valuéthe Equipment to its estimated fair
value. This charge is included as a componentsafaich and development expense for the three menttesd March 31, 2007 in the
accompanying unaudited condensed consolidatedrstateof operations.

The Company is still evaluating the extent of polssalternative uses for the Equipment, which nmjuide ultimately disposing of the
Equipment through a sale.

NOTE 10—STOCK OPTIONS AND WARRANTS
Common Stock Options

In November 2000, the Company adopted the 2000t§Enuientive Plan (the “2000 Plan”) and in OctoB806, the Company adopted
the 2006 Equity Incentive Plan (the “2006 Planfydar which direct stock awards or options to aagsirares of the Company’s common
stock may be granted to employees and nonempl@fdébe Company. The 2000 Plan is administered byBibard of Directors or a
committee thereof, and the 2006 Plan is adminidtbyethe Compensation Committee of the Board oé®&ars. The 2000 Plan permitted the
issuance of up to 5,750,000 shares of the Compaoysnon stock. Effective as of the Company’s ihjiablic offering on December 5,
2006, no further grants may be
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made under the 2000 Plan. The 2006 Plan permitssance of a maximum of 500,000 shares of consturk, automatically increasing on
the first day of each calendar year beginning oaft@r January 1, 2007 by the lesser of (i) 500 glres and (ii) such smaller number of
shares as may be determined by our Board of Diregtgor to that date. Options granted under tH@gZ@lan and 2006 Plan primarily vest
over a rate of 25% per year over four years andteX® years from the date of grant.

In March 2007, the Company granted options to paset8,000 shares of the Company’s common stockém-a&mployee consultant,
which were immediately vested as of the grant datkcarry an exercise price of $2.55 per share tdtal grant date fair value of these
options was approximately $20,000, which was reet@s stock-based compensation expense for trertorths ended March 31, 2007.

A summary of common stock option activity as of &mdthe three months ended March 31, 2007 is ptegebelow (shares in
thousands):

Weighted-

Average

Exercise

Price per

Shares Share

Options outstanding at December 31, 2006 3,31 % 3.34
Options grante: 91 8.56
Options exercise (101) 1.12
Options cancelled (27) 2.55
Options outstanding at March 31, 2007 3281 $ 3.56

The weighted-average grant date fair value peresbbstock options granted during the three moattted March 31, 2007 and April 1,
2006 was $6.07 and $0.52, respectively. These saleee estimated using the following assumptions:

Three Three

Months Months

Ended Ended

March 31, April 1,

2007 2006

Expected term (in years) 5.4 6

Expected volatility 80% 40%
Risk-free interest rat 4.65% 4.55%

Expected dividend — —

At March 31, 2007, the amount of unearned stocletbt@®mpensation currently estimated to be expefnsadfiscal 2007 through fiscal
2011 related to unvested common stock optionspsoimately $3.5 million. The weighted-average pdrover which the unearned stock-
based compensation is expected to be recognizgapreximately 3.2 years. If there are any modifara or cancellations of the underlying
unvested common stock options, the Company magdpgined to accelerate, increase or cancel any reénggiinearned stock-based
compensation expense. Future stock-based compamsaiiense and unearned stock-based compensaliamcyéase to the extent that the
Company grants additional equity awards.

Warrants

From time to time, the Company issues warrantoteemployees for services rendered or to be redderthe future. Such warrants are
issued outside of the 2000 Plan and 2006 PlanfMaecch 31, 2007 and December 30, 2006, there wareants outstanding to purchase
397,500 shares of common stock. As of March 31728pproximately 368,000 warrants to purchase shareommon stock were fully
vested and exercisable, while the remaining wasrampurchase 29,500 shares of common stock vestapproximately the next 3.5 years.
The weighted-average exercise price of the warmauistanding at March 31, 2007 was $1.35 per share.
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NOTE 11—SEGMENT AND GEOGRAPHIC INFORMATION

The Company operates in one reportable segmentesign and manufacture of high-performance mersobgystems for the server,
high-performance computing and communications ntarkéne Company evaluates financial performanca G@ompany-wide basis. All the
Company’s international sales relate to shipmehgaducts to its U.S. customers’ international ofanturing sites or third-party hubs and
are denominated in U.S. dollars.

NOTE 12—SUBSEQUENT EVENT

In May 2007, the Company and certain of its officend directors were named as defendants in aitsegatass action filed in federal
court in New York (Tran v. Netlist, et al., No. GV 3754). The complaint is filed on behalf of puashrs of the Company’s common stock in
or traceable to the Company’s initial public offeyiand assets claims under Sections 11 and 1% &eburities Act of 1933. The Company
has not been served with the complaint.

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

The following discussion and analysis of our firiahcondition and results of operations should kad in conjunction with our Unaudited
Condensed Consolidated Financial Statements andethged notes thereto contained in Part |, Iterof this Report. The information
contained in this Quarterly Report on Form 10-Qi@ a complete description of our business or thlesrassociated with an investment in
our common stock. We urge you to carefully reviad @onsider the various disclosures made by usigReport and in our other reports
filed with the Securities and Exchange Commiss'SEC”), including our Annual Report on Form 10-Krfthe fiscal year ended
December 30, 2006 and subsequent reports on F-K, which discuss our business in greater detail.

The section entitled “Risk Factors” set forth ini®dl, Item 1A, and similar discussions in our otl®EC filings, describe some of the
important risk factors that may affect our businessults of operations and financial condition.u¥should carefully consider those risks, in
addition to the other information in this QuartefReport on Form 10-Q and in our other filings witle SEC, before deciding to purchase,
hold or sell our common stock.

This report contains forward-looking statementst ih&olve risks, uncertainties, estimates and aggions. These statements are not
guarantees of future performance and are subjecettain risks, uncertainties and assumptions #ratdifficult to predict. Therefore, ol
actual results could differ materially and advegsfbm those expressed in any forward-looking st&tets as a result of various factors,
including but not limited to those identified undiee heading “Risk Factors” set forth in Part litelm 1A. We undertake no obligation to
revise or update publicly any forward-looking statmnts for any reason.

Overview

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

Due to their importance to overall system architeztand performance, our products must undergdHhgrgalification reviews by our
OEM customers, which may last up to six monthsaddition, in order to penetrate large OEMs, we hgpeally been required to
demonstrate our ability to meet strict standardgjt@lity, customer service and turnaround timéitsg supplying less complex products into
a limited range of high volume applications. Foa®yple, the initial products we sold to IBM were dig®@ mobile computing applications. T
majority of our sales of subsequent products to ligde been for high-end server applications, oungmy market focus. Consistent with the
concentrated nature of the
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OEM customer base in our target markets, a smathu of large customers have historically accoufded significant portion of our net
sales. Dell and IBM represented 38% and 11%, réisedg of our net sales in the three months endadch 31, 2007, and 16% and 33%,
respectively, of our net sales in the three moatitded April 1, 2006. Additionally, Hewlett Packaggpresented 31% of our net sales in the
three months ended March 31, 2007. We expect thit IBM and Hewlett Packard will continue to repeat a significant percentage of our
net sales for at least the next 12 months.

During the three months ended March 31, 2007, thket price of DRAM ICs decreased over 50%. Thidide has adversely affected
the selling prices of many of our products and ltedun lower revenues, lower gross margin and cedunventory value during this period.
Should the decline in the DRAM IC market continii@yould result in lower net sales, lower gross giraand reduced inventory value in
subsequent periods. We expect that the continuiiess in the DRAM market will have a significantpact on our overall results of
operations in subsequent periods.

Key Business Metrics

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

Net Sales. Net sales consist primarily of sales of our highfgrenance memory subsystems, net of a provisior$timated returns
under our right of return policies, which rangeta80 days. We generally do not have long-termssatgeements with our customers.
Although OEM customers typically provide us withnabinding forecasts of future product demand opeicHic periods of time, they
generally place purchase orders with us approximate weeks in advance of scheduled delivery.iBglprices are typically negotiated
monthly, based on competitive market conditions twedcurrent price of DRAM ICs. Purchase ordersegalty have no cancellation or
rescheduling penalty provisions. We often shippmaducts to our customers’ international manufastusites. All of our sales to date,
however, are denominated in U.S. dollars. We adficescess component inventory of DRAM ICs to disttors and other users of memory
ICs. These sales accounted for approximately 3%186f4 of our net sales in the three months endeaiviat, 2007 and April 1, 2006,
respectively. We expect that component inventolgssaill continue to decrease as a percentagetafates in future periods as we diversify
our customer base and therefore are able to uspar@nts in a wider range of memory subsystems.

Cost of Sales. Our cost of sales includes the cost of materiasyufacturing costs, depreciation and amortizatfoegoipment,
inventory valuation provisions, stock-based comp#os and occupancy costs and other allocated fixsts. The DRAM ICs incorporated
into our products constitute a significant portafrour cost of sales, and thus our cost of saldidfluctuate based on the current price of
DRAM ICs. We attempt to pass through such DRAM &Stdluctuations to our customers by frequentlyegatiating pricing prior to the
placement of their purchase orders. To the extenan® successful, a large majority of our prodost &s variable, and thus our cost of sales
and gross margin percentages may not be signifjcempacted by changes in sales volume. Howeversties prices of our memory
subsystems can also fluctuate due to competitivatidns unrelated to the pricing of DRAM ICs, whiwill affect gross margins. The gross
margin on our sales of excess component DRAM I@mery is much lower than the gross margin on algssof our memory subsystems.
aresult, a decrease in DRAM IC inventory salea psrcentage of our overall sales would resulhimgroved overall gross margin. We
assess the valuation of our inventories on a myihihsis and record a provision to cost of saleseasssary to reduce inventories to the lower
of cost or market value.

Research and DevelopmentResearch and development expense consists priméeiyployee and independent contractor
compensation and related costs, stock-based commpmscomputer-aided design software licensesyeete design development costs,
patentrelated fees, depreciation or rental of evaluagignipment, and occupancy and other allocated ogdrbests. Also included in resea
and development expense are the costs of matedadweerhead related to the production of engingesamples of new products under
development or products used solely in the reseandhdevelopment process. Our customers typicallyad separately compensate us for
design and engineering work involved in develompglication-specific products for them. All res¢aend development costs are expensed
as incurred. As we continue to develop additiomappetary technologies, we anticipate that researad development expenditures will
increase.
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Selling, General and Administrative Selling, general and administrative expenses copsisarily of employee salaries and related
costs, stock-based compensation, independentreglessentative commissions, professional servpresnotional and other selling and
marketing expenses, and occupancy and other adcaterhead costs. A significant portion of ouliisglefforts is directed at building
relationships with OEMs and working through theduret approval and qualification process with th@imerefore, the cost of material and
overhead related to products manufactured for ficatiion is included in selling expenses. As wetoare to service existing and penetrate
new OEM customers, we anticipate that our salesartteting expenses will increase. We also antieifizat our general and administrative
expenses will increase as a percentage of netasie incur accounting and legal expenses asedaidgth our ongoing public reporting
obligations and compliance with the requirementthefSarbanes-Oxley Act of 2002.

Provision (Benefit) for Income TaxesOur income tax provision (benefit) is basedlom $tatutory federal tax rate of 35% and is
typically impacted by state taxes and permanenk4taw differences.

Critical Accounting Policies

The preparation of financial statements in conféymiith accounting principles generally acceptethia U.S. requires us to make
estimates and assumptions that affect the repartemints of assets and liabilities and disclosufesmtingent assets and liabilities at the «
of the consolidated financial statements and thented amounts of net sales and expenses durinmgpleeting period. By their nature, these
estimates and assumptions are subject to an irtheiegree of uncertainty. We base our estimatesuohistorical experience, knowledge of
current conditions and our beliefs of what couldwdn the future considering available informati@vee review our estimates on an on-going
basis. Actual results may differ from these este@matvhich may result in material adverse effectsumoperating results and financial
position. We believe the following critical accoimngf policies involve our more significant assumpti@nd estimates used in the preparation
of our consolidated financial statements:

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

For all sales, we use a binding purchase ordevidsrce of an arrangement. Delivery occurs wherdg@re shipped for customers with
FOB Shipping Point terms and upon receipt for ausics with FOB Destination terms, at which timeetgind risk of loss transfer to the
customer. Shipping documents are used to verifiyel®l and customer acceptance. We assess whethealibs price is fixed or determinable
based on the payment terms associated with theacéion and whether the sales price is subjecatftod. Customers are generally allowed
limited rights of return for up to 30 days, excéptsales of excess inventories, which containiglt+of-return privileges. Estimated returns
are provided for at the time of sale based on hcgtbexperience or specific identification of areat necessitating a reserve. Returns from
customers have not been material in any periodiaprincipal customers have adopted build-to-ordanufacturing models or just-in-time
management processes. We offer a standard producdnty to our customers and have no other poptysiit obligations. We assess
collectibility based on the creditworthiness of thestomer as determined by credit checks and eN@hsa as well as the customer’s payment
history. Most of our international shipments aredm#o third- party inventory warehouses, or hubsg, \&@e recognize revenue when the
inventory is pulled from the hub for use in prodotby the customer. We receive a report from th&amer on a daily basis indicating the
inventories pulled from a hub for use by the cugtgrand perform a daily reconciliation of invenesrishipped to and pulled by the customer
to those inventories reflected on the customepsnts to ensure that sales are recognized in theppate periods.

Customers are generally allowed limited rightsesfirn for up to 30 days. Estimated returns areigeal/for at the time of sale based on
historical experience or specific identificationasf event necessitating a reserve. While thesensehave historically been within our
expectations and the provisions established, weataguarantee that we will continue to experiengelar return rates in the future. Any
significant increase in product failure rates amelesulting product returns could have a matedakrse effect on our operating results fo
period or periods in which such returns materialize
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All amounts billed to customers related to shippamgl handling are classified as net sales, wHileoals incurred by us for shipping and
handling are classified as cost of sales.

Warranty Reserve. We offer warranties on our memory subsystemigdly ranging from one to three years, dependimg¢ghe product
and negotiated terms of purchase agreements witbustiomers. Such warranties require us to repaeplace defective product returned to
us during such warranty period at no cost to thetaraer. Our estimates for warranty related costsegorded at the time of sale based on
historical and estimated future product returngaed expected repair or replacement costs. Windle sosts have historically been
insignificant, unexpected changes in failure ramdd have a material adverse impact on us.

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

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

Inventories. We value our inventories at the lower of theiattost to purchase or manufacture the inventotii®@net realizable value
of the inventory. Cost is determined on a firstfirst-out basis and includes raw materials, ladrod manufacturing overhead. We regularly
review inventory quantities on hand and on order@cord a provision for excess and obsolete irored based primarily on our estimated
forecast of product demand and production requingsni®r the next three to six months. In additim, consider changes in the market value
of DRAM ICs in determining the realizable valueonfr raw material inventory. Once established, anjewdowns are considered permanent
adjustments to the cost basis of our inventoriesigAificant decrease in demand for our productdctesult in an increase in the amount of
excess inventory quantities on hand. In additiom,estimates of future product demand may provgetmaccurate, in which case we may
have understated or overstated the provision redudar excess and obsolete inventory. In the fuifier inventories are determined to be
overvalued, we would be required to recognize amttif expense in our cost of sales at the timaiof sletermination. Likewise, if our
inventories are determined to be undervalued, wehmsae over-reported our costs of sales in previimsds and would be required to
recognize additional gross profit at the time sinstentories are sold. In addition, should the maviedue of DRAM ICs decrease
significantly, we may be required to lower our gjlprices to reflect the lower cost of our raw emals. If such price decreases reduce the
realizable value of our inventories to less thanamst, we would be required to recognize addifiexpense in our cost of sales in the same
period. Although we make every reasonable effodrtsure the accuracy of our forecasts of futurdygbdemand, any significant
unanticipated changes in demand, technologicalldpreents or the market value of DRAM ICs could haveaterial effect on the value of
our inventories and our reported operating results.

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

Stock-Based CompensationWe account for equity issuances to non-employreascordance with Statement of Financial Accogti
Standards, or SFAS, No. 128¢counting for Stock Based Compensatiand Emerging Issues Task Force, or EITF Issue9Bd.8,
Accounting for Equity Instruments that are Issue@®ther Than Employees for Acquiring, or in Confime with Selling, Goods ar
Services All transactions in which goods or services & donsideration received for the issuance of gdustruments are accounted for
based on the fair value of the consideration reszew the fair value of the equity instrument igsuehichever is more reliably measurable.
The measurement date used to determine the faie wdlthe equity instrument issued is the earlighe date on which the third-party
performance is complete or the date on whichptrabable that performance will occur.
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Prior to January 1, 2006, we accounted for stodet@ompensation issued to employees using thesigtvalue method of accounting
prescribed by Accounting Principles Board Opiniom ®5,Accounting for Stock Issued to Employaed related pronouncements. Under this
method, compensation expense was recognized aveespective vesting period based on the excesheatate of grant, of the fair value of
our common stock over the grant price, net of ftufes. Deferred stock-based compensation was @adron a straight-line basis over the
vesting period of each grant.

On January 1, 2006, we adopted SFAS No. 12X Rare-Based Paymenor SFAS No. 123(R), which requires the measureraed
recognition of compensation expense for all shagel payment awards made to our employees andodgeelated to our Amended and
Restated 2000 Equity Incentive Plan based on ewihfair values. We adopted SFAS No. 123(R) udwegnodified prospective transition
method, which requires the application of the aotiog standard as of January 1, 2006, the firstafayur fiscal year 2006. Our consolidated
financial statements as of and for the year endazeBber 30, 2006 reflect the impact of adopting SIN. 123(R). In accordance with the
modified prospective transition method, our cordatied financial statements for prior periods hastebeen restated to reflect, and do not
include, the impact of SFAS No. 123(R). The valtithe portion of the award that is ultimately exjgetto vest is recognized as expense
the requisite service periods in our consolidatatement of operations. As stock-based compensatipeanse recognized in the consolidated
statement of operations is based on awards ultiynexpected to vest, it has been reduced for estighnimrfeitures. SFAS No. 123(R) requil
forfeitures to be estimated at the time of gramt @evised, if necessary, in subsequent periodstuied forfeitures differ from those estimates.

Income Taxes. We recognize deferred tax assets and liabilitisgthan the differences between the financial setearrying values
and the tax bases of assets and liabilities. Welaeg review our deferred tax assets for recoviitpland establish a valuation allowance
based on historical taxable income, projected &takable income, and the expected timing of thersals of existing temporary differences.
If we operate at a loss for an extended perioihod br are unable to generate sufficient futuraldexincome, or if there is a material change
in the actual effective tax rates or time periothim which the underlying temporary differencesdrae taxable or deductible, we could be
required to record a valuation allowance agairisirad significant portion of our deferred tax ass&hich could substantially increase our
effective tax rate for such period. Any significahtanges in statutory tax rates or the amount pfalwation allowance could have a material
effect on the value of our deferred tax assetdliabdities, and our reported financial results.dkibnally, the Company adopted Financial
Accounting Standards Board, or FASB, Interpretabitin 48,Accounting for Uncertainty in Income Tageor FIN 48, on December 31, 20
the first day of fiscal 2007. FIN 48 is an intetjatéeon of SFAS No. 109\ ccounting for Income Taxeand seeks to reduce the diversity in
practice associated with certain aspects of measneand recognition in accounting for income takdhl 48 prescribes a recognition
threshold and measurement requirement for the dinhatatement recognition of a tax position thas been taken or is expected to be taken
on a tax return. FIN 48 provides guidance on degaition, classification, interest and penalt@sx;ounting in interim periods, disclosure,
and transition. Under FIN 48 the Company may oabognize or continue to recognize tax positionsineet a “more likely than not”
threshold. Refer to Note. 6, “Income Taxes,” fodiéidnal information.
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Results of Operations

The following table sets forth certain consolidaséatements of operations data as a percentagst eéles for the periods indicated:

Three Months Ended

March 31, April 1,
2007 2006
Net sales 100.C% 100.C%
Cost of sales 85.5 90.2
Gross profit 14.5 9.8
Operating expense
Research and developm 2.8 2.6
Selling, general and administrative 9.9 6.9
Total operating expenses 12.7 9.5
Operating incom: 1.8 0.3
Interest expense, n (0.2) (1.6)
Other income (expense), net — —
Income (loss) before provision (benefit) for income
taxes 1.7 1.2
Provision (benefit) for income taxes — (0.3)
Net income (loss 1.7% (0.9)%

Three Months Ended March 31, 2007 Compared to Three Months Ended April 1, 2006

Net Sales. Net sales for the three months ended March 31, 2@0& $37.5 million, a net increase of $11.5 millior 44%, over the
three months ended April 1, 2006. Sales of laptsgnal computer, or PC, memory subsystems inalegg@oximately $11.0 million over
the three months ended April 1, 2006 primarily assalt of certain opportunities that arose inriaket to sell such additional units during
the current period. This was offset by a decreasalies of our very low profile memory subsystefmapproximately $8.3 million. In
addition, DDR2 server memory subsystem sales isecty approximately $2.8 million while DDR subsystsales decreased by
approximately $0.3 million as customers continamsitioning to DDR2 architectures. Finally, saléesn@mory subsystems used to control
redundant arrays of independent disks (RAIDs), Witiemmenced late in the second quarter of fisc@626ontributed to approximately
$11.3 of our revenues for the three months endedtMal, 2007.

Although sales of laptop PC memory increased diganitly during the three months ended March 31 7268fmpared to the comparable
quarter of 2006, such sales were adversely impdmtelde significant decrease in DRAM IC market psicuring the quarter. Such market
price decreases cause us to decrease pricing onghanr products, including laptop PC memory sbems. Should such market price
declines continue, our overall revenues could beisely impacted as we lower prices on some predoaneet market conditions.

Sales of our component inventory to distributord ather users of memory ICs represented 3% anddf9%t sales for the three months
ended March 31, 2007 and April 1, 2006, respectivdle expect that component inventory sales witittaue to represent a relatively small
percentage of net sales in future periods as wersify our customer base and therefore are ahlsegaomponents in a wider range of
memory subsystems.

Gross Profit and Gross Margin. Gross profit for the three months ended March 8D72vas $5.5 million, an increase of $2.9 million,
or 113%, over the three months ended April 1, 2@6ss margin increased to 14.5% from 9.8% forstmae period. The increase in both
gross profit and gross margin is primarily attrédole to increased sales of DDR2 server memory stdasy and memory subsystems to
control RAIDs, which generate higher margins duthtr innovative design. These increases were
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partially offset by the comparatively low gross gias realized on sales of laptop memory to one QiEstomer during the three months
ended March 31, 2007. The gross margin on sélegtp PC memory was adversely impacted by theifsicant decrease in the market
price of DRAM ICs during the first quarter of fid&007. To the extent that such market price deslicontinue and should our product sales
mix shift more toward lower margin products suchiaggop memory, our gross profit, gross margin anerall operating results could be
adversely affected.

Research and DevelopmentResearch and development expenses for the threthsnemded March 31, 2007 were $1.1 million, an
increase of $0.4 million compared to the three merinded April 1, 2006. The increase was primaitiiybutable to (i) an increase of $0.1
million related to additional personnel engagetesearch and development activities since Apr@aDe6, (ii) $0.1 million related to the
impairment write-down of certain long-lived asseted in the product development process and (iiiperease of $0.1 million related to
equipment, testing and certain other professiosalices incurred.

Selling, General and Administrative Selling, general and administrative expenses #®itlihee months ended March 31, 2007 were $3.7
million, an increase of $1.9 million compared te three months ended April 1, 2006. The increasepsianarily attributable to (i) an incree
of $0.6 million related to additional personnel aged in selling, general and administrative adééigsisince April 1, 2006, (ii) an increase of
$0.7 million in legal and professional servicesiarily related to reporting and other obligati@ssa result of becoming a publicly traded
company, along with costs incurred to set up owrafon in China, (iii) an increase of $0.4 milliozlated to certain selling and promotional
expenses and (iv) an increase of $0.2 million atlstbased compensation.

Other Expense, Net.Other expense, net, for the three months endedhvailrc2007 was $47,000, a decrease of $0.4 mitiampared
to the three months ended April 1, 2006. The deereaas due primarily to interest income of appratity $0.4 million earned during the
current period on our investments in marketableisges, which significantly offset our interestgense of approximately $0.5 million for the
three months ended March 31, 2007.

Provision (Benefit) for Income TaxesWe did not record a provision for income taxestfar three months ended March 31, 2007 which
is compared to an income tax benefit of $83,000ne=d for the three months ended April 1, 20060fA8larch 31, 2007, we have estimated
our annual effective tax rate to be zero for fi2@07, which is based on our projected annualizedme and the effect of research and
development credits.

New Accounting Pronouncements

In February 2007, the FASB issued SFAS No. T8® Fair Value Option for Financial Assets and Fioal Liabilities — Including an
Amendment of FASB Statement No., or SFAS No0.159. SFAS No. 159 permits entitiesltoose to measure many financial instruments
and certain other items at fair value. The objects/to improve financial reporting by providingtigies with the opportunity to mitigate
volatility in reported earnings caused by measurélgted assets and liabilities differently withbatving to apply complex hedge accounting
provisions. SFAS No. 159 also establishes presentand disclosure requirements designed to fatélicomparison between entities that
choose different measurement attributes for sintylaes of assets and liabilities. We will adopt S¥0. 159 in the first quarter of 2008 and
are still evaluating the effect, if any, on our solidated financial position and consolidated ressof operations and have not yet determined
its impact.

Liquidity and Capital Resources
Since our inception, we have financed our operatfmimarily through issuances of equity and debug#des and cash generated from

operations. We have also funded our operations avigvolving line of credit under our bank creditifity, from capitalized lease obligatior
financing of receivables and from the sale anddkask of our manufacturing facility.
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Working Capital and Cash and Marketable Securitieghe following table presents working capital, casld cash equivalents and
investments in marketable securities (in thousands)

March 31, December 30
2007 2006
Working Capital $ 40,18¢ $ 45,58
Cash and cash equivalents(1) $ 11,692 $ 30,97¢
Shor-term marketable securities( 16,14¢ 5,267
Long-term marketable securities 6,842 1,502

$ 34,68t $ 37,744

(1) Included in working capital

Our working capital decreased in the three montised March 31, 2007 primarily as a result of addiil purchases of long-term
investments in marketable securities and propertyesquipment during the period.

Cash Provided and Used in the Three Months Ended March 31, 2007 and April 1, 2006

Operating Activities. Net cash provided by operating activities far three months ended March 31, 2007 was $4.9 mitlianarily as
a result of $0.6 million in net income for the tnmonths ended March 31, 2007 and (i) $0.3 millionet non-cash operating expenses,
primarily comprising depreciation and amortizatideferred income taxes, stock-based compensatmgrairment of long-lived assets and
(i) $4.0 million in net cash provided by change®perating assets and liabilities. Net cash pexvidy operating activities for the three
months ended April 1, 2006 was $2.6 million. Thasvprimarily the result of the net loss for theethmonths ended April 1, 2006 offset by
$0.3 million in net non-cash operating expensamanily comprising depreciation and amortizatior atock-based compensation expense,
and (ii) $2.5 million in net cash provided by chaagn operating assets and liabilities.

Investing Activities. Net cash used in investing activities for the¢months ended March 31, 2007 was $16.7 millianarily as a
result of purchases of additional investments imkei@ble securities during the period of approxeha$30.6 million, partially offset by
proceeds received from maturities of certain inwestts in marketable securities of approximately.&hdillion. Net cash used in investing
activities for the three months ended April 1, 20@6 $22,000 resulting from the purchase of $67di@@pital equipment to support
operations, partially offset by the receipt of &8 in proceeds from the sale of certain othertahpguipment.

Financing Activities. Net cash used in financing activities for theethmonths ended March 31, 2007 was $7.5 milliamamily as a
result of net repayments on our outstanding remghline of credit of approximately $7.2 million. Neash used in financing activities for the
three months ended April 1, 2006 was $3.5 milliesulting primarily from net repayments on our catsting revolving line of credit of
approximately $3.4 million.

Capital Resources

In April 2007, we executed a seventh amendment‘@egenth Amendment”) to our credit agreement witin bank, which is effective
March 21, 2007. The Seventh Amendment allows tusyaelection, to increase our maximum borrowiagghe line of credit from $25
million, in $2.5 million increments, up to a total $40 million. In addition, among other terms, Beventh Amendment (i) extends the
maturity date of the line of credit to July 31, 80Qi) establishes an equipment advance line ahBon, (iii) increases the sublimit for
letters of credit to $5 million, (iv) sets an intery sublimit of $7 million, subject to increase3®0 million if certain targets are met and (v)
provides for the reduction in interest rates orrtawings if certain borrowing amounts and finangatformance targets are met.
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Under the revolving line of credit, we may borrop/to the greater of 85% of eligible accounts reakig plus the least of (i) a
percentage of eligible inventory determined fromdito time by the Company’s bank, (ii) 80% of thdewly liquidation value, as defined, of
eligible inventories, and (iii) $7 million. Intereis payable monthly at the prime rate of 8.25%fdglarch 31, 2007. Outstanding borrowings
under the revolving line of credit were $12.0 noifliand $19.2 million as of March 31, 2007 and Ddwem30, 2006, respectively. Borrowing
availability as of March 31, 2007 was $2.9 million.

Under the equipment financing line of credit, weyrbarrow up to 80% of the cost of equipment purelsagp to the maximum of $3
million. Interest on equipment line of credit adeas was payable at the prime rate plus 0.5% pitreé Company’s initial public offering in
December 2006 and was reduced to the prime rateatter. Principal is due monthly through the migywttate of the credit agreement in
July 2009, when all unpaid principal and interesdiie. Outstanding borrowings under the new equipiiree of credit were $996,000 and
$1.1 million at March 31, 2007 and December 30,6208spectively.

Under the terms of the credit agreement, as stipdilithin the Seventh Amendment, we are requinetbtnply with certain financial
and other covenants. The financial covenants reaqusrto (i) achieve minimum book net worth on a thiyrbasis, (ii) limit annual capital
expenditures under a defined annual cap and ¢iijeaxe a minimum quarterly debt service coveragie.rd/hile we are currently in
compliance with all financial covenants and exgeanaintain compliance for the foreseeable futwe have in the past been in violation of
one or more covenants. We cannot assure you thaiillvgot violate one or more covenants in the fetuf we were to be in violation of
covenants under our credit agreement, our lendddahoose to accelerate payment on all outstaridengbalances. There can be no
assurance that we would be able to quickly obtginvalent or suitable replacement financing in thient. If we were not able to secure
alternative sources of funding, such accelerationld’have a material adverse impact on our findweciadition.

We have in the past utilized equipment leasingng@anents to finance capital expenditures. Equipheasies will continue to be a
financing alternative that we may pursue in therfeit

We believe our existing cash balances, borrowiralalility under our bank credit facility, and tbhash expected to be generated from
operations, will be sufficient to meet our antig¢gzhcash needs for at least the next 12 monthsfubure capital requirements will depend on
many factors, including our levels of net sales,timing and extent of expenditures to supportaedeand development activities, the
expansion of manufacturing capacity both domedyi@ald internationally and the continued marketegtance of our products. We could be
required, or may choose, to seek additional funttingugh public or private equity or debt finan@ngn addition, in connection with any
future acquisitions, we may require additional fungdwhich may be provided in the form of additiodabt or equity financing or a
combination thereof. These additional funds mayt®oavailable on terms acceptable to us, or at all.

Item 3. Quantitative and Qualitative Disclosures About Market Risk
Interest Rate Risk

Our exposure to market risk for changes in interatsts relates primarily to our bank credit fagiiecause borrowings under the facility
are variable rate borrowings, generally at primgsuming that all lines under the facility are fullsawn and holding other variables constant,
each 1.0% increase in interest rates on our variae borrowings will result in an increase inwalrinterest expense and a decrease in our
cash flows and income before taxes of approximai@ly¢ million per year. We do not use derivativetioments to hedge the interest rate risk
related to our credit facility.

We have invested most of the proceeds of our irgtiaalic offering in securities which may be sultjezmarket risk for changes in
interest rates. To mitigate this risk, we maingiportfolio of cash equivalents and investmenis Wariety of marketable securities, which
include commercial paper, money market funds, gowent and non-government debt securities. We otlyrdo not use derivative financial
instruments.

22




Our cash equivalents and investments in marketsuarities are classified as available-for-salaccordance with SFAS No. 115,
Accounting for Certain Investments in Debt and BgSkecurities, and are therefore stated at fair value. Diffeesnoetween fair value and
amortized cost are recorded as unrealized gainoasds and are reported, net of taxes, as a canpohaccumulated other comprehensive
income (loss). The fair value of our investmentmiarketable securities fluctuates based on changearket conditions and interest rates;
however, given the general short-term maturitieswfinvestments, we do not believe these instrisnare subject to significant market or
interest rate risk.

The carrying value, maturity and estimated faiueabf our cash equivalents and investments in ntaole securities as of March 31,
2007 were as follows:

Maturity
Within Greater
Carrying One Year Than One
Value after Year After Fair Value
March 31, March 31, March 31, March 31,
2007 2007 2007 2007
(In thousands, except interest rates
Investments
Cash equivalent $ 11,16 $ 11,16 $ — $ 11,162
Weighted average interest ri 5.28% 5.2¢% —%
Marketable securitie $ 22991 $ 16,14¢ $ 6,84z $ 22,991
Weighted average interest ri 5.32% 5.27% 5.4C%

Off-Balance Sheet Arrangements

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

ltem 4. Controls and Procedures

(a) Evaluation of Disclosure Controls and ProcedsireWe carried out an evaluation, under the supetviand with the participation of
our management, including our principal executiffecer and principle financial officer, of the effiveness of the design and operation o
disclosure controls and procedures (as definediiedRl3a-15(e) and 15d-15(e) of the Securities &xgh Act of 1934, (“Exchange Act”)) as
of the end of our fiscal quarter ended March 3D72Based upon that evaluation, our principal etieewfficer and principal financial offic
concluded that our disclosure controls and procesiare effective in ensuring that information reggito be disclosed by us in reports tha
file or submit under the Exchange Act (i) is re@mdprocessed, summarized and reported withinrtreegeriods specified in the SEC's rules
and forms and (ii) is accumulated and communictdexir management, including our principal exeautificer and principal financial
officer to allow timely decisions regarding requirgisclosure.

(b) Change in internal controls over financial repog. During the fiscal quarter that ended March 3172, there have not been any

changes in our internal control over financial r¢jpg (as defined in Rules 13a-15(f) and 15d-16(fjer the Exchange Act) that have
materially affected, or are reasonably likely totenally affect, our internal control over finantiaporting.
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PART Il. OTHER INFORMATION
Item 1. Legal Proceedings

The information set forth under Note 7 of Note$Jttaudited Condensed Consolidated Financial Statesniecluded in Part I, Item | of
this Report, is incorporated herein by reference.

ltem 1A. Risk Factors

This Report includes forward-looking statementesenforward-looking statements generally are ideatiby words such as “believe”,
“expect”, “anticipate”, “estimate”, “intend”, “stra tegy”, “may”, “will likely” and similar words or phrases. A forward-looking statement is
neither a prediction nor a guarantee of future égear circumstances, and those future events @uaistances may not occur. Investors
should not place undue reliance on the forward-ingkstatements, which speak only as of the datiei®Report. We are under no obligation
to update or alter any forward-looking statememtbgther as a result of new information, future esem otherwise. These forward-looking
statements are all based on currently availablerapieg, financial and competitive information anceaubject to various risks and
uncertainties, including but not limited to the rdly-changing nature of technology; evolving inadysttandards; introductions of new
products by competitors; changes in -user demand for technology solutions; our abii@yattract and retain skilled personnel; our rel@mn
on suppliers of critical components; and the poditiand regulatory environment in the People’s R#jowof China (“PRC”). Our actual
future results and trends may differ materially ele@ing on a variety of factors including, but riatited to, the risks and uncertainti
discussed below. The risks below are not the ambg ave face. Additional risks and risks that manag@ currently considers immaterial
may also have an adverse effect on us.

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

Our limited operating history makes it difficult ppedict our future performance. Our operating lteswave varied significantly in the
past and will continue to fluctuate from quartermtarter or year-to-year in the future due to aefgrof factors, many of which are beyond
our control. Factors relating to our business thay contribute to these quarterly and annual flatitns include the following factors, as well
as other factors described elsewhere in this report

the loss of, or a significant reduction in salesat&ey customer;
« the cyclical nature of the industry in which we ogie;
« areduction in the demand for our high performamegnory subsystems or the systems into which theynaorporated,;

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

« our inability to develop new or enhanced produlatt fichieve customer or market acceptance in dytimanner;
« the timing of introductions of competing productdechnologies;

« our ability to adequately finance future growth;

« our ability to procure an adequate supply of keyponents, particularly DRAM ICs;

 our failure to maintain the qualification of oumpiucts with our current customers or to qualifjufetproducts with our current or
prospective customers;

« our failure to produce products that meet the ¢yadiquirements of our customers;

our establishment and ongoing operation of a newuf@aturing facility in the PRC;
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» the loss of any of our key personnel;

« delays in fulfilling orders for our products orailtire to fulfill orders;
« disputes regarding intellectual property rights;

« litigation involving our products;

« our customers’ failure to pay us on a timely basig];

« changes in accounting principles or policies.

Due to the various factors mentioned above, anérsththe results of any prior quarterly or annwlqus should not be relied upon as
indication of our future operating performance.

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

Sales to Dell, IBM and Hewlett Packard represeB8&3b, 11% and 31%, respectively, of our net salékérthree months ended March
31, 2007. Sales to Dell and IBM represented 16%333d, respectively, of our net sales in the threatims ended April 1, 2006. We expect
that sales to Dell, IBM and Hewlett Packard wilhtiaue to represent a significant percentage ofhetiisales for at least the next 12 months.
We do not have long-term agreements with thes@mests, or with any other customer. Any one of thsee customers could decide at any
time to discontinue, decrease or delay their pugettd our products. In addition, the prices thaséhtwo customers pay for our products ¢
change at any time. The loss of Dell, IBM or Hewkdckard as a customer, or a significant redudticales to any of them, would
significantly reduce our net sales and adversdicabur operating results.

Our ability to maintain or increase our net satesur key customers depends on a variety of factoasy of which are beyond our
control. These factors include our customers’ cargd sales of servers and other computing systeshéicorporate our memory subsystems
and our customers’ continued incorporation of aadpcts into their systems.

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

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

Our target markets are characterized by a limitedler of large companies. Consolidation in one orenf our target markets may
further increase this industry concentration. Assult, we anticipate that sales of our productsamntinue to be concentrated among a
limited number of large customers in the foresemé&liture. We believe that our financial resultd dé@pend in significant part on our success
in establishing and maintaining relationships withg effecting substantial sales to, these potent&tomers. Even if we establish these
relationships, our financial results will be lang€elependent on these customers’ sales and busemsgts.

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

The markets in which we compete and in which osta@mers operate have been cyclical and are chezsttdy wide fluctuations in
product supply and demand. These markets haveierped significant downturns, often connected wathin anticipation of, maturing
product cycles, reductions in technology spendimdj@eclines in general economic conditions. Thesentlirns have been characterized by
diminished product demand, production overcapahityh inventory levels and the erosion of averagkng prices. As a result, our sales will
likely decline during these periods. In additidnye are unable to control our expenses adequitedsponse to reduced net sales, our results
of operations would be negatively impacted.
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We are subject to risks relating to product concemation and lack of market diversification.

In the three months ended March 31, 2007 and Ap&I006, we derived 60% and 75%, respectivelyuofret sales from sales of our
high performance memory subsystems for use inghees market. We expect these memory subsystegmtaue to account for most of ¢
net sales in the near term. Continued market aaneptof these products for use in servers is atiticour success. If the demand for servers
deteriorates or if the demand for our productsednicorporated in servers declines, our operatisglts would be adversely affected, and we
would be forced to diversify our product portfodad our target markets. We may not be able to aehhas diversification, and our inability
to do so may adversely affect our business.

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

We incurred net losses each year from the inceti@ur business through fiscal 2005. Our cumuéatiet losses were $15.9 million ¢
$16.3 million as of March 31, 2007 and DecemberZBD6, respectively. We may not be able to maingadfitability on a quarterly or annu
basis in the future.

The price of DRAM ICs is volatile, and excess inveary of DRAM ICs, other components, and finished poducts could adversely affec
our gross margin.

The prices of our products are adjusted periodidadised in part on the market price of DRAM ICsjalthave historically constituted
approximately 75% 90% of the total cost of our memory subsystem&eQmur prices with a customer are negotiated, weganerally unabl
to revise pricing with that customer until our neagularly scheduled price adjustment. Consequentlyare exposed to the risks associated
with the volatility of the price of DRAM ICs durintat period. If the market price for DRAM ICs ieases, we generally cannot pass this
price increase on to our customers for productshaged under an existing purchase order. As atresulcost of sales could increase and
gross margins could decrease. Alternatively, iféhe a decline in the price of DRAM ICs, we magdéo reduce our selling prices for
subsequent purchase orders, which may result @clkné in our expected net sales.

Customer demand for our products, and thus DRAM ¢@s be difficult to estimate because we do ngehang-term commitments
from our customers, and our customers may canadtfer purchase orders for any reason. If we otierate customer demand, we may h
excess inventory of DRAM ICs. If there is a subsadulecline in the price of DRAM ICs, the valueoof inventory will fall. As a result, we
may need to write-down the value of our DRAM ICémtory, which may result in a significant decre@seur gross margin and financial
condition. If we underestimate customer demandmag not have sufficient inventory of DRAM ICs to mdacture our products. This will
lead to delays in the delivery of our products, shhtould cause order cancellations, the loss dbowers and a decrease in our net sales.

We use a small number of DRAM IC suppliers and areubject to risks of disruption in the supply of DRAM ICs.

Our ability to fulfill customer orders is dependemt a sufficient supply of DRAM ICs, which are asential component of our memory
subsystems. There is a relatively small numbeuppBers of DRAM ICs, and we purchase from onlyubset of these suppliers. We have no
long-term DRAM supply contracts. Our dependenca esmall number of suppliers and the lack of anyajuteed sources of DRAM supply
expose us to several risks, including the inabtlitpbtain an adequate supply of DRAM ICs, priagéases, delivery delays and poor quality.

From time to time, shortages in DRAM ICs have regglisome suppliers to limit the supply of their DRACs. As a result, we may be
unable to obtain the DRAM ICs necessary to filltonsers’ orders for our products in a timely mantiewe are unable to obtain a sufficient
supply of DRAM ICs to meet our customers’ requiratsethese customers may reduce future ordersufopr@ducts or not purchase our
products at all, which would cause our net salefetdine and harm our operating results. In addjtour reputation could be harmed, we may
not be able to replace any lost business with nestomers, and we may lose market share to our ditorge
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Our customers qualify the DRAM ICs of our supplitgsuse in their systems. If one of our suppl&teuld experience quality control
problems, it may be disqualified by one or mor@wf customers. This would disrupt our supplies BfAM ICs and reduce the number of
suppliers available to us, and may require thatjuadify a new supplier.

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

We use consumables and other components, inclirRli@g, to manufacture our memory subsystems. Wetsoesgeprocure PCBs and
other components from single or limited sourcesmke advantage of volume pricing discounts. Makstiartages or transportation problems
could interrupt the manufacture of our productsifitime to time in the future. These delays in manturing could adversely affect our
results of operations.

Frequent technology changes and the introductiarerf-generation products also may result in treoldscence of other items of
inventory, such as our custom-built PCBs, whichld@aduce our gross margin and adversely affecbperating performance and financial
condition. We may not be able to sell some proddeteloped for one customer to another customeausecour products are often designed
to address specific customer requirements, ane ifing able to sell these products our margin oh ptmducts may be reduced.

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

Our industry is characterized by intense competjtiapid technological change, evolving industansliards and rapid product
obsolescence. Evolving industry standards and tdofital change or new, competitive technologiad@doender our existing products
obsolete. Accordingly, our ability to compete i tluture will depend in a large part on our abitiyidentify and develop new or enhanced
products on a timely and cost-effective basis,tan@spond to changing customer requirements.dardo develop and introduce new or
enhanced products, we need to:

« identify and adjust to the changing requirementswfcurrent and potential customers;

« identify and adapt to emerging technological treaad evolving industry standards in our markets;

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

« develop relationships with potential suppliers ofnponents required for these new or enhanced praiduc

qualify these products for use in our customersdpcts; and
« develop and maintain effective marketing strategies

Our product development efforts are costly andriehidy risky. It is difficult to foresee changesdaavelopments in technology or
anticipate the adoption of new standards. Moreamaee these things are identified, if at all, wél néed to hire the appropriate technical
personnel, develop the product and identify anuiekte design flaws. As a result, we may not be &bkuccessfully develop new or
enhanced products, or we may experience delayeiddvelopment and introduction of new or enhampeeducts. Delays in product
development and introduction could result in theslof, or delays in generating, net sales andodsedf market share, as well as damage to
our reputation. Even if we develop new or enhargreducts, they may not meet our customers’ requérémor gain market acceptance.
Accordingly, we cannot assure you that our futunapct development efforts will result in the deapghent of new or enhanced products or
that such products will achieve market acceptance.
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Our customers require that our products undergo aéngthy and expensive qualification process withowtny assurance of net sales.

Our prospective customers generally make a sigmificommitment of resources to test and evaluatenemory subsystems prior to
purchasing our products and integrating them inéirtsystems. This extensive qualification prodesslves rigorous reliability testing and
evaluation of our products, which may continuesiarmonths or longer and is often subject to delaysddition to qualification of specific
products, some of our customers may also requite usdergo a technology qualification if our pratildesigns incorporate innovative
technologies that the customer has not previoustpentered. Such technology qualifications oftéw tsubstantially longer than product
qualifications and can take over a year to compl@telification by a prospective customer doesemsiure any sales to that prospective
customer. Even after successful qualification aaldssof our products to a customer, changes ipagucts, our manufacturing facilities, our
production processes or our component suppliersra@yire a new qualification process, which maylitéa additional delays. In addition,
because the qualification process is both prodpetific and platform-specific, our existing custasmsometimes require us to requalify our
products, or to qualify our new products, for us@éw platforms or applications. For example, as@&M customers transition from prior
generation DDR DRAM architectures to current getienaDDR2 DRAM architectures, we must design andlifyinew products for use by
those customers. In the past, this process of desid qualification has taken up to six monthsaimglete, during which time our net sales to
those customers declined significantly. After otoducts are qualified, it can take several mon#fsie the customer begins production and
we begin to generate net sales. We must devotéasitiad resources, including design, engineeriafgss marketing and management efforts,
to qualify our products with prospective customiaranticipation of sales. If we delay or do noteeed in qualifying a product with a
prospective customer, we will not be able to gt fproduct to that prospect, which would harmaperating results and business.

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

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

In addition to the competitors described above,esofrour OEM customers have their own internal glegiroups that may develop
solutions that compete with ours. These designggtiave some advantages over us, including diceetsa to their respective companies’
technical information and technology roadmaps. OHM customers also have substantially greater ressufinancial or otherwise, than we
do, and may have lower cost structures than owss result, they may be able to design and manuracbmpetitive products more
efficiently or inexpensively. If any of these OEMstomers are successful in competing against usadess could decline, our margins could
be negatively impacted and we could lose marketstkaay or all of which could harm our business eewilts of operations.

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

We also expect to face competition from new andrging companies that may enter our existing orritnarkets. These potential
competitors may have similar or alternative prodwetich may be less costly or provide additionatiees.
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The establishment and ongoing operation of our plamed manufacturing facility in the People’s Republicof China, or the PRC, could
expose us to new and significant risks.

We are in the process of establishing a new matwrfag facility in the PRC. To prepare this fagilfor operation, we will need to
purchase new equipment, replicate our current nzeuifing processes and hire additional technicagrmel. The difficulties normally
associated with this complicated process will begounded by language and cultural differences,elkas the geographic distance from our
current facility. Our management has limited exgrace in creating or overseeing foreign operatiand, this new facility may divert
substantial amounts of their time. Further, thiw ffiecility will be subject to factory audits by ooustomers. We may not be able to begin
operations at this new facility on a timely basisat all. Even if this facility becomes operatibaad is qualified by our customers, we cannot
assure you that we will be able to maintain corrar product quality, delivery schedules, manuféng yields and costs as we increase our
output. We will also have to manage a local workéothat may subject us to uncertainties or regojgiolicies. Any difficulties in operating
this new facility could cause product delivery gsland reduce our operating results.

We currently anticipate that our new manufactufanglity in the PRC will become operational in thecond half of 2007. Once this
facility is established and becomes operationahesof our net sales will be denominated in Chirieseminbi, or Yuan. The Chinese
government controls the procedures by which Yuamis/erted into other currencies, and conversioviugin generally requires government
consent. As a result, Yuan may not be freely cditMerinto other currencies at all times. If theil@se government institutes changes in
currency conversion procedures, or imposes rasimgin currency conversion, those actions maytihegaimpact our operations and could
reduce our operating results. In addition, fludtua in the exchange rate between Yuan and U.fardahay adversely affect our expenses
and results of operations as well as the valuaipBssets and liabilities. These fluctuations mag adversely affect the comparability of our
period-toperiod results. If we decide to declare dividenad @epatriate funds from our Chinese operationsyilldoe required to comply wit
the procedures and regulations of applicable Ckites. Any changes to these procedures and regogator our failure to comply with those
procedures and regulations, could prevent us frakimg dividends and repatriating funds from ourr@sie operations, which could
adversely affect our financial condition. If we atde make dividends and repatriate funds fromGhinese operations, these dividends w
be subject to U.S. corporate income tax.

The PRC currently provides for favorable tax rdtescertain foreign-owned enterprises operatinggacified locations in the PRC. We
are establishing our China facility in such a taxefred location. Should the PRC government enaetiaed income tax structure, it is
possible that we would not realize the tax bengfigs we currently anticipate and this could adelgrémpact our operating results.

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

Our success to date has been highly dependeneaxpierience, relationships and technical knowledgehun K. Hong, our President,
Chief Executive Officer and Chairman of the Boalayesh Bhakta, our Chief Technology Officer, andsZbpher Lopes, our Vice President
of Sales. We believe that our future success willlbpendent on our ability to retain the servidab@se key employees, develop their
successors, reduce our reliance on them, and fyapanage the transition of their roles should depas occur.

The loss of these key employees could delay theldpment and introduction of, and negatively impaat ability to sell our products
and otherwise harm our business. We do not havéogmpnt agreements with any of these key emplogées than Mr. Hong. We do not
carry “Key Man” life insurance on any of our key gloyees.

Our future success also depends on our abilityttac, retain and motivate highly skilled engiriegr manufacturing, other technical
and sales personnel. Competition for experiencesbpeel is intense. We may not be successful inciihg new engineers or other technical
personnel, or in retaining or motivating our exigtpersonnel. If we are unable to hire and retagireers with the skills necessary to keep
pace with the evolving technologies in our markets,ability to continue to provide our current goets and to develop new or enhanced
products will be negatively impacted, which woulttim our business. In addition, the shortage of eegpeed engineers, and other factors,
may lead to increased recruiting, relocation andmensation costs for such engineers, which mayegoar expectations and resources.
These increased costs may make hiring new engidédécsilt, or may reduce our margins.
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As of March 31, 2007, approximately 21% of our wiorke consisted of contract personnel. We invessicierable time and expense in
training these contract employees. We may expegi@igh turnover rates in our contract employee ¥aode, which may require us to expe
additional resources in the future. If we convert af these contract employees into permanent eyepky we may have to pay finder’s fees
to the contract agency.

Our lack of a significant backlog of unfilled orders, and the difficulty inherent in forecasting custoner demand, makes it difficult to
forecast our short-term production requirements tomeet that demand.

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

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

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

We must continuously review and improve our manwfi@icg processes in an effort to maintain satisfigcmanufacturing yields and
product performance, lower our costs and othervds@in competitive. For example, we began impleingrieadéree soldering technologi
in our manufacturing processes in the second quafrf2005, and “Reduction of Hazardous Substanoesiufacturing processes in the fourth
quarter of 2005, both of which have been fully iempented. Implementing process improvements inuhed could negatively impact our
manufacturing yields, which would in turn adversaffect our results of operations.

As we manufacture more complex products, the rfisdngountering delays or difficulties increasese Blart-up costs associated with
implementing new manufacturing technologies, mesrentd processes, including the purchase of nevpeguit, and any resulting
manufacturing delays and inefficiencies, could tiegly impact our results of operations.

If we need to add manufacturing capacity, an exipansf our existing manufacturing facility or estiashment of a new facility could be
subject to factory audits by our customers. Fongla, our new manufacturing facility in the PRClwiged to be audited and approved by
our key customers. Any delays or unexpected cestdting from this audit process could adverselgaifour net sales and results of
operations. In addition, we cannot be certain Watvill be able to increase our manufacturing cépam a timely basis or meet the stand:
of any applicable factory audits.
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If we fail to protect our proprietary rights, our ¢ ustomers or our competitors might gain access to oproprietary designs, processes
and technologies, which could adversely affect owperating results.

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

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

« prevent our competitors from independently develggimilar products, duplicating our products osigaing around any patents tl
may be issued to us;

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

« prevent disclosure of our trade secrets and knowbahird parties or into the public domain;

« resultin valid patents, including internationatgras, from any of our pending or future applicasipor
« otherwise adequately protect our intellectual prypeghts.

Others may attempt to reverse engineer, copy @raibe obtain and use our proprietary technologiisout our consent. Monitoring
the unauthorized use of our technologies is diffia¥e cannot be certain that the steps we hawentakll prevent the unauthorized use of our
technologies. This is particularly true in foreigmuntries, such as the PRC, where we are in theepsoof establishing a new manufacturing
facility and where the laws may not protect ourgpietary rights to the same extent as applicab& lhws.

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

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

Lawsuits claiming that we are infringing otheirtellectual property rights may be brought agausstand we may have to defend age
claims of infringement or invalidity. We currenityan to explore new technologies such as flash mgiaad to develop new products for our
existing markets, such as communications, anddar markets, such as networking. By making use eggmew technologies and entering
these new markets there is an increased likelilbaidothers might allege that our products infriogetheir intellectual property rights.
Litigation is inherently uncertain, and an advesaecome could subject us to significant liabilioy lamages or invalidate our proprietary
rights. An adverse outcome also could force uake specific actions, including causing us to:

cease selling products that are claimed to benigifng a third party’s intellectual property;

pay royalties on past or future sales;

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

* redesign those products that are claimed to bagifrg a third party’s intellectual property.
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There is a limited pool of experienced technicakpanel that we can draw upon to meet our hiriregseAs a result, a number of our
existing employees have worked for our existingatential competitors at some point during theieeas, and we anticipate that a number of
our future employees will have similar work hiseai In the past, some of these competitors haumetbthat our employees misappropriated
their trade secrets or violated non-competitionam-solicitation agreements. Some of our competitaay threaten or bring legal action
involving similar claims against us or our existiagployees or make such claims in the future tegureus from hiring qualified candidates.
Lawsuits of this type may be brought, even if thereo merit to the claim, simply as a strateggrain our financial resources and divert
management’s attention away from our business.

We also may find it necessary to litigate agairkecs, including our competitors, customers antchésremployees, to enforce our
intellectual property and contractual and comméraghts including, in particular, our trade sesteds well as to challenge the validity and
scope of the proprietary rights of others. We cdaddome subject to counterclaims or countersuaiagus as a result of this litigation.
Moreover, any legal disputes with customers coalase them to cease buying or using our produdslay their purchase of our products
and could substantially damage our relationship wiem.

Any litigation, regardless of its outcome, wouldthee consuming and costly to resolve, divert oanagement’s time and attention and
negatively impact our results of operations.

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

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

We are also developing products to enter new msyrketh as the industrial flash market. Similasdo current products, we may use
components in these new products that contaimtieléctual property of third parties. While we kgkercise necessary precautions to avoid
infringing on the intellectual property rights diitd parties, we cannot assure you that disputé#satiarise.

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

If our products do not meet the quality standards 6our customers, we may be forced to stop shipments products until the quality
issues are resolved. If our products are defectivar are used in defective systems, we may be sulijéz product recalls or product
liability claims.

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

If our products are defectively manufactured, contiefective components or are used in defectivaalfunctioning systems, we could
be subject to product liability claims and prodrestalls, safety alerts or advisory notices. Whielave product liability insurance coverage,
it may not be adequate to satisfy claims made agam We also may be unable to obtain insuranteeifuture at satisfactory rates or in
adequate amounts. Product liability claims or pobdecalls, regardless of their ultimate outconmeild have an adverse effect on our
business, financial condition and reputation, amawr ability to attract and retain customers.ddidon, we may determine that it is in our
best interest to accept product returns in circantsts where we are not contractually obligatedtsalin order to maintain good relations
with our customers. Accepting product returns megatively impact our operating results.
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If we acquire other businesses or technologies ihé future, these acquisitions could disrupt our bugess and harm our operating
results and financial condition.

We will evaluate opportunities to acquire businessetechnologies that might complement our curpeatiuct offerings or enhance our
technical capabilities. We have no experience quaimg other businesses or technologies. Acqoisgtientail a number of risks that could
adversely affect our business and operating resottuiding:

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

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

« insufficient increases in net sales to offset insexl expenses associated with acquisitions orrachcompanies;

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

« the overestimation of potential synergies or aydelaealizing those synergies;

« entering markets in which we have no or limitederignce and in which competitors have stronger etgrsitions; and
» the potential loss of key employees of the acqui@dpanies.

Future acquisitions also could cause us to incht debe subject to contingent liabilities. In adlxh, acquisitions could cause us to issue
equity securities that could dilute the ownershepcentages of our existing stockholders. Furthegmacquisitions may result in material
charges or adverse tax consequences, substamrecittion, deferred compensation charges, in-gooesearch and development charges,
the amortization of amounts related to deferredkstiased compensation expense and identifiablédhpeeal intangible assets or impairment
of goodwill, any or all of which could negativel§fect our results of operations.

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

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

Our internal controls over financial reporting may not be effective, and our independent auditors magiot be able to certify as to their
effectiveness, which could have a significant andigerse effect on our business.

We plan to evaluate our internal controls overffitial reporting to allow management to report e aur registered public accounting
firm to attest to, those internal controls as Wwélrequired by Section 404 of the Sarbanes-OxlgyoA2002 and the rules and regulations of
the Securities and Exchange Commission, which ledtively refer to as Section 404. This will invel system and process evaluations and
testing to comply with the management assessmehindependent registered public accounting firraséition requirements of Section 404,
which will initially have to be made in our annuaport on Form 10-K for our 2007 fiscal year. Effee internal controls are necessary for us
to produce reliable financial reports and are inguatrin our effort to prevent financial fraud. hretcourse of our Section 404 evaluations, we
may identify conditions that may result in sign#it deficiencies or material weaknesses and weamagiude that enhancements,
modifications or changes to our internal contretsmecessary or desirable. Implementing any sudtersavould divert the attention of our
management, could involve significant costs, ang negatively impact our results of operations.
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We note that there are inherent limitations ondffiectiveness of internal controls, as they capmevent collusion, management over
or failure of human judgment. If we fail to maintain effective system of internal controls or ifragement or our independent registered
public accounting firm were to discover materiakakeesses in our internal controls, we may be unabpeoduce reliable financial reports or
prevent fraud, and it could harm our financial dtind and results of operations, result in a losgeestor confidence and negatively impact
our share price.

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

Many of our memory subsystems are specificallygie=i for our OEM customers’ high performance systedur business would be
harmed if these high performance systems weredorbe standardized so that DRAM IC manufacturexgioer companies could develop
and manufacture a commodity memory module addrgsbindemands of some or all of these high perfoomapplications. If DRAM IC
manufacturers or other companies are able to dewefiandardized solution, our future business lpeaymited to identifying the next
generation of high performance memory demands dfl@&stomers and developing a solution that addsesseh demands. Until fully
implemented, this next generation of products nastitute a much smaller market, which may redugenet sales and market share.
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Our failure to comply with environmental laws and regulations could subject us to significant fines ahliabilities or cause us to incur
significant costs.

We are subject to various and frequently changirtg €ederal, state and local and foreign governaiéaivs and regulations relating to
the protection of the environment, including thgseerning the discharge of pollutants into theaaid water, the management and disposal of
hazardous substances and wastes, the cleanuptafiinated sites and the maintenance of a safe Vemdpln particular, some of our
manufacturing processes may require us to handlelispose of hazardous materials from time to tiroe.example, in the past our
manufacturing operations have used lead-basedrdoltiee assembly of our products. Today, we uad-feee soldering technologies in our
manufacturing processes, as this is required fmilymts entering the European Union. We could isalnstantial costs, including clean-up
costs, civil or criminal fines or sanctions anddhparty claims for property damage or personairinjas a result of violations of, or
noncompliance with, environmental laws and regafeti These laws and regulations also could regusite incur significant costs to remain
in compliance.

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

Part of our growth strategy involves making satefoteign corporations and delivering our produotfacilities located in foreign
countries. To facilitate this process and to meetidng-term projected demand for our productsarmeeplanning to set up a new
manufacturing facility in the PRC. Selling and méauturing in foreign countries subjects us to addal risks not present with our domestic
operations. We will begin operating in business @mililatory environments in which we have littlenorprevious experience. We will need
to overcome language and cultural barriers to #ffely conduct our operations in these new envirents. In addition, the economies of the
PRC and other countries have been highly volaiilthé past, resulting in significant fluctuationdacal currencies and other instabilities.
These instabilities affect a number of our custanaerd suppliers in addition to our foreign operagiand continue to exist or may occur a
in the future. International turmoil and the threffuture terrorist attacks, both domestically am@érnationally, have contributed to an
uncertain political and economic climate, bothtia U.S. and globally, and have negatively impattedvorldwide economy. The occurrence
of one or more of these instabilities could advgraéfect our foreign operations and some of owstemers or suppliers, each of which could
adversely affect our net sales. In addition, otlufa to meet applicable regulatory requirementsw@rcome cultural barriers could result in
production delays and increased turn-around tinvb&h would adversely affect our business.

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

Our current manufacturing facility is located imitve, California. Due to this geographic concembrata disruption of our manufacturii
operations, resulting from equipment failure, pofedures, quality control issues, human error,ggownent intervention or natural disasters,
including earthquakes, fires or floods, could intpt or interfere with our manufacturing operati@msl consequently harm our business,
financial condition and results of operations. Sdighnuptions would cause significant delays in sfepts of our products and adversely affect
our operating results.

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

As of March 31, 2007, our executive officers, diogs and 5% stockholders beneficially own, in tosgiproximately 50% of our
outstanding common stock. As a result, these stidkins, acting together, have the ability to esatistantial influence over all matters
requiring approval by our stockholders, includihg election and removal of directors and any pregaserger, consolidation or sale of all or
substantially all of our assets
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and other corporate transactions. This concentrati@ontrol could be disadvantageous to otherk$ioiclers with interests different from
those of our executive officers, directors and gigal stockholders. For example, our executiveceff, directors and principal stockholders
could delay or prevent an acquisition or mergemnéf/éne transaction would benefit other stockhosdén addition, this significant
concentration of share ownership may adverselyctffe trading price for our common stock becansestors may perceive disadvantage
owning stock in companies with stockholders thatehthe ability to exercise significant control.

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

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

« our board of directors is authorized, without pstwckholder approval, to designate and issue pesfestock, commonly referred to
“blank check” preferred stock, with rights seniorthose of our common stock;

stockholder action by written consent is prohibjted

< nominations for election to our board of directarsl the submission of matters to be acted upondakisolders at a meeting are
subject to advance notice requirements; and

» our board of directors is expressly authorized &ken alter or repeal our bylaws.

In addition, we are governed by the provisions @ftidn 203 of the Delaware General Corporate Lakiclvmay prohibit certain
business combinations with stockholders owning t%nore of our outstanding voting stock. These @thér provisions in our certificate of
incorporation and bylaws, and of Delaware law caubike it more difficult for stockholders or potettacquirors to obtain control of our
board of directors or initiate actions that areagma by the then-current board of directors, inidgdielaying or impeding a merger, tender
offer, or proxy contest or other change of contirahsaction involving our company. Any delay ongetion of a change of control
transaction or changes in our board of directotdccprevent the consummation of a transaction irckvbur stockholders could receive a
substantial premium over the then-current markieegdor their shares.

Item 2. Unregistered Sales of Equity Securities and Use Bfoceeds

On December 5, 2006 we completed our initial publfering of our common stock pursuant to our Regi®n Statement on Form S-1
(File No. 333-136735) that was declared effectiyeéhe SEC on November 29, 2006. There has beenateria change with respect to our
use of the net proceeds from our initial publiceofig to the information discussed in our Annuap&¢ on Form 10-K for the year ended
December 30, 2006.

Item 3. Defaults Upon Senior Securities

None.

Item 4. Submission of Matters to a Vote of Securities Holds

None.

Iltem 5. Other Information

None.
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Iltem 6. Exhibits

Exhibit

Number Description of Document

3.1(2) Restated Certificate of Incorporation of Netlisic .|

3.2(2) Amended and Restated Bylaws of Netlist, |

10.1(2) Lease (Multi-Tenant; Net), dated April 2, 2007,dyd between The Irvine Company LLC, a Delawaretéchliability
company, and Netlist, Inc., a Delaware corporal

10.2(2) Seventh Amendment to Amended and Restated Cradlifaourity Agreement, dated effective as of Marth2p07, by
and among Netlist, Inc., a Delaware corporatiort)idteTechnology Texas, L.P., a Texas limited parghip, and Wells
Fargo Bank, National Associatic

31.1 Certification of Principal Executive Officer, agjéred pursuant to Section 302 of the Sarb-Oxley Act of 2002

31.2 Certification of Principal Financial Officer, asgw@ired pursuant to Section 302 of the Sarb-Oxley Act of 2002

32(3) Certification of Chief Executive Officer and Chieinancial Officer, as required pursuant to Secfi66 of the Sarbanes-

Oxley Act of 2002 and furnished herewith pursuan$EC Release No. -8238.

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

(2) Incorporated by reference to the correspondingbéixhumber of the current report on Form 8-K of thgistrant filed with the
Securities and Exchange Commission on April 6, 2007

(3) The information in Exhibit 32 shall not beedeed “filed” for purposes of Section 18 of the Séms Exchange Act of 1934, as
amended, (the “Exchange Act9r otherwise subject to the liabilities of thattsae, nor shall they be deemed incorporated byresiee in an'
filing under the Securities Act of 1933, as amenaedhe Exchange Act (including this Report), ssl&letlist, Inc. specifically incorporates
the foregoing information into those documentsdfgrence.
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SIGNATURES

Pursuant to the requirements of the Securities &xgé Act of 1934, the Registrant has duly causedéport to be signed on its behalf
by the undersigned thereunto duly authorized.

Date: May 15, 200 NETLIST, INC.
a Delware corporatio
(Registrant

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

By: /sl Lee Kim
Lee Kim
Vice President and Chief Financial Officer
(Principal Financial Officer)
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EXHIBIT INDEX

Exhibit

Number Description of Document

31.1 Certification of Principal Executive Officer, agjéred pursuant to Section 302 of the Sarb-Oxley Act of 2002

31.2 Certification of Principal Financial Officer, asgwired pursuant to Section 302 of the Sarb-Oxley Act of 2002

32.1 Certification of Chief Executive Officer and Chieinancial Officer, as required pursuant to Secfi66 of the Sarbangdxley

Act of 2002 and furnished herewith pursuant to $telase No. -8238.
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EXHIBIT 31.1

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

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

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

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

4, The Reg|strant s other certifyindicdr and | are responsible for establishing anéhtaming disclosure controls and
procedures (as defined in Exchange Act Rules 13a}Ehd 15d-15(e)) for the Registrant and we have:

a) designed such disafe controls and procedures, or caused such siisel@ontrols and procedures to be
designed under our supervision, to ensure thatriabieformation relating to the Registrant, inciog its consolidated subsidiaries, is made
known to us by others within those entities, paitidy during the period in which this report it prepared;

b) [intentionally omittén accordance with SEC transition instructionsrfewly public companies]

C) evaluated the effemess of the Registrant’s disclosure controlspodedures and presented in this report our
conclusions about the effectiveness of the disciosantrols and procedures, as of the end of thegeovered by this report based on such
evaluation; and

d) disclosed in thisogpany change in the Registrant’s internal contradr financial reporting that occurred during
the Registrant’s most recent fiscal quarter (thgi®eant’s fourth fiscal quarter in the case ofaamual report) that has materially affected, or
is reasonably likely to materially affect, the R&ant’s internal control over financial reportiraqd

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

a) all significant deéncies and material weaknesses in the desigperation of internal control over financial
reporting which are reasonably likely to adversdfgct the Registrarg’ability to record, process, summarize and refprahcial information
and

b) any fraud, whethemnot material, that involves management or othegsleyees who have a significant role in
Registrant’s internal control over financial refogt

May 15, 2007 /s/ Chun K. Hon¢
Chun K. Hong
President, Chief Executive Officer and Chairmathef Boarc
(Principal Executive Officer




EXHIBIT 31.2

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

I, Lee Kim, certify that:
1. | have reviewed this quarterly repmr Form 10-Q of Netlist, Inc., a Delaware corpimna (the “Registrant”);

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

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

4, The Reg|strant s other certifyindicdr and | are responsible for establishing anéhtaming disclosure controls and
procedures (as defined in Exchange Act Rules 13a}Ehd 15d-15(e)) for the Registrant and we have:

a) designed such disafe controls and procedures, or caused such siisel@ontrols and procedures to be
designed under our supervision, to ensure thatriabieformation relating to the Registrant, inciog its consolidated subsidiaries, is made
known to us by others within those entities, paitidy during the period in which this report it prepared;

b) [intentionally omittén accordance with SEC transition instructionsrfewly public companies]

C) evaluated the effemess of the Registrant’s disclosure controlspodedures and presented in this report our
conclusions about the effectiveness of the disciosantrols and procedures, as of the end of thegeovered by this report based on such
evaluation; and

d) disclosed in thisogpany change in the Registrant’s internal contradr financial reporting that occurred during
the Registrant’s most recent fiscal quarter (thgi®eant’s fourth fiscal quarter in the case ofaamual report) that has materially affected, or
is reasonably likely to materially affect, the R&ant’s internal control over financial reportiraqd

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

a) all significant deéncies and material weaknesses in the desigperation of internal control over financial
reporting which are reasonably likely to adversdfgct the Registrarg’ability to record, process, summarize and refprahcial information
and

b) any fraud, whethemnot material, that involves management or othegsleyees who have a significant role in
Registrant’s internal control over financial refogt

May 15, 2007 /sl Lee Kim
Lee Kim
Vice President and Chief Financial Offic
(Principal Financial Officer




Exhibit 32.1

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

In connection with the Quarterly Report on FormQ®f Netlist, Inc., a Delaware corporation (“Netf)sfor the quarter ended March 31, 2!
(the “Report”), Chun K. Hong, president, chief extdee officer and chairman of the board of Netlatd Lee Kim, vice president, chief
financial officer and secretary of Netlist, eachdlwy certifies, pursuant to 18 U.S.C. Section 1380adopted pursuant to Section 906 of the
Sarbanes-Oxley Act of 2002, that, to his knowledge:

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

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

May 15, 2007 /s/ Chun K. Hon¢
Chun K. Hong
President, Chief Executive Officer and ChairmaihefBoarc
(Principal Executive Officer

May 15, 2007 /sl Lee Kim
Lee Kim
Vice President and Chief Financial Offic
(Principal Executive Officet




