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PART I. FINANCIAL INFORMATION

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

(unaudited) (audited)
June 27, December 27

2015 2014
ASSETS
Current Assets
Cash and cash equivale $ 16,524 $ 11,040
Restricted cas 1,600 700
Accounts receivable, net of allowance for doubdfttounts of $61 (2015)
and$61(2014) 665 1,091
Inventories 1,948 1,880
Prepaid expenses and other current a: 855 988
Total current asse 21,592 15,699
Property and equipment, r 196 393
Other asset 77 150
Total asset $ 21865 $ 16,242
LIABILITIES AND STOCKHOLDERS' EQUITY
Current Liabilities:
Accounts payabl $ 6,237 % 3,957
Accrued payroll and related liabiliti¢ 667 710
Accrued expenses and other current liabili 392 420
Accrued engineering charg 500 500
Current portion of lon-term debt, net of debt discot 4,260 2,205
Total current liabilities 12,056 7,792
Long-term debt, net of current portion and debt disct 4,387 3,632
Long-term warranty liability 46 99
Total liabilities 16,489 11,523
Commitments and contingenci
Stockholders' equity
Preferred stock, $0.001 par value - 10,000 sharg®ezed; no sharassuec
and outstandin - -
Common stock, $0.001 par value - 90,000 share®anéd; 50,354 (2015)
and41,498 (2014)shares issued and outstand 50 41
Additional paic-in capital 129,007 117,546
Accumulated defici (123,681 (112,868
Total stockholders' equit 5,376 4,719
Total liabilities and stockholders' equ $ 21865 $ 16,242

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

Three Months

Ended Six Months Ended
June 27 June 28 June 27 June 28
2015 2014 2015 2014
Net sales $ 1,429 $ 4,887 $ 3,543 $11,888
Cost of sales(1 1,324 3,908 2,739 8,924
Gross profit 105 979 804 2,964
Operating expense
Research and development 1,536 1,233 2,920 2,111
Intellectual property legal fee 2,238 1,069 5,780 2,166
Selling, general and administrative 1,744 1,781 3,503 3,403
Total operating expens 5,518 4,083 12,203 7,680
Operating los! (5,413 (3,104 (11,399 (4,716
Other income (expense), n
Interest expense, n (489 (393 (969 (788
Other income (expense), r 1,548 6 1,556 (5)
Total other income (expense), | 1,059 (387 587 (793
Loss before provision for income t (4,354 (3,491 (10,812 (5,509
Provision for income taxe - 2 1 2
Net loss $ (4,354 $(3,493 $(10,813 $(5,511
Net loss per common shal
Basic and dilutes $ (0.09 $ (0.08 $ (0.23 % (0.14
Weighte-average common shares outstand
Basic and dilute: 50,354 41,472 47,530 39,134
(1) Amounts include sto-based compensation expense as follc
Cost of sale: $ 128 14 $ 26 $ 29
Research and developme 148 181 338 369
Selling, general and administrati 248 320 555 648

See accompanying notes.
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NETLIST, INC. AND SUBSIDIARIES

Unaudited Condensed Consolidated Statements of Caltows

Cash flows from operating activitie
Net loss

Adjustments to reconcile net loss to net cash irsegerating activities

Depreciation and amortizatic
Capitalized paymer-in- kind interes

(in thousands)

Amortization of debt discount and debt issuancés

Realized loss on sale of equipm
Stocl-based compensatic

Changes in operating assets and liabilii

Restricted cas

Accounts receivabl

Inventories

Prepaid expenses and other as
Accounts payabl

Accrued payroll and related liabiliti¢

Accrued expenses and other current liabili

Net cash used in operating activit
Cash flows from investing activitie

Acquisition of property and equipme

Proceeds from sale of equipm

Net cash used in investing activit
Cash flows from financing activitie

Proceeds from lor- term loan, net of issuance co

Payments on del
Proceeds from public offering, n

Proceeds from exercise of equity awards, net afga®mitted for restricted

stock
Net cash provided by financing activiti
Net change in cash and cash equival

Cash and cash equivalents at beginning of p¢

Cash and cash equivalents at end of pe

See accompanying notes.

Six Months Ended

June 27, June 28,
2015 2014
$ (10,813 $ (5,511
282 535
170 123
473 402

1 6
919 1,046
(900 -
426 1,885
(68) 157
477 314
2,280 (434,
(43) 125
(80) (47)
(6,876 (1,399
(88) (79)

2 3
(86) (76)
3,727 -
(1,832 (109;
10,543 10,276
8 791
12,446 10,958
5,484 9,483
11,040 6,701
$ 165524 $ 16,184
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NETLIST, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
June 27, 2015

Note 1—Description of Business

Netlist, Inc. (the “Company” or “Netlist”) desigred manufactures a wide variety of high performance
logic-based memory subsystems for the global datacestorage and high-performance computing and
communications markets. The Company’s memory sti@ésysconsist of combinations of dynamic random
access memory integrated circuits (“DRAM ICs” orRBM”), NAND flash memory (“NAND flash "),
application-specific integrated circuits (“ASICstihd other components assembled on printed ciroaitds
(“PCBs"). Netlist primarily markets and sells itogucts to leading original equipment manufact¢f@EM”)
customers, hyperscale datacenter operators arafysteendors. The Company’s solutions are targated a
applications where memory plays a key role in nmgesiystem performance requirements. The Company
leverages a portfolio of proprietary technologied design techniques, including efficient planzsige,
alternative packaging techniques and custom semligtar logic, to deliver memory subsystems withhhig
memory density, small form factor, high signal grigy, attractive thermal characteristics, redupeder
consumption and low cost per bit. Our NVvault™ protis the first to offer both DRAM and NAND flash a
standard form factor memory subsystem as a pansBI®M in mission critical applications.

Netlist was incorporated in June 2000 and is headered in Irvine, California. In 2007, the Company
established a manufacturing facility in the PeapRépublic of China (the “PRC”), which became ofieral in
July 2007 upon the successful qualification ofa@ierkey customers.

Liquidity

The Company incurred net losses of approximatdl®.8 million and $ 5.5 million for the six months
ended June 27, 2015 and June 28 , 2014, resgdgctive

On February 24, 2015, the Company completed atezgis firm commitment underwritten public
offering (the “2015 Offering”) of shares of the Cpamy’s common stock. In the 2015 Offering, the Camp
issued and sold to the u nderwriter (“Underwtijer8,846,154 shares of common stock pursuaahto
underwriting agreement, dated as of February 19520y and between the Company and the Underwaiter,
price of $1.209 per share, including 1,153,846 ehaesulting from the Underwriter's exercise ir @flits
option to purchase additional shares of Commonk3imcover over-allotments. The price per sharaéopublic
in the 2015 Offering was $1.30 per share. The retgeds from the 2015 Offering were approximatél.%

million, after deducting underwriting discountsddasommissions and estimated offering expenses.

If adequate working capital is not available wheeded, the Company may be required to restructure
its debt, enter into new credit agreements, anuifgigntly modify its business model and operatitmseduce
spending to a sustainable level. Insufficient wogkeapital could cause the Company to be unabdadoute its
business plan, take advan tage of future opporésnitespond to competitive pressures or custoatgrirements
or defend its trade secrets and other intelleqitmberty . It may also cause the Company to delegle back or
eliminate some or all of its research and develaogmeograms, or to reduce or cease operations.a/tngre is
no assurance that the Company can meet its referegasts, management anticipates that it canroomti
operations for at least the next twelve months.

Reclassifications

Intellectual property legal fees for the three aidmonths ended June 28, 2014 are now reportegrund
their own caption, separate from research and dpuant expenses, in the accompanying condensed
consolidated statement of operations for the threbsix months ended June 28 , 2014, in orderrifoom to
the current period p resentation. In addition, otssets are now combined with prepaids and otireert
assets, in the accompanying condensed consolid&ttEinent of cash flows for the six months ended 28 ,
2014, in order to conform to the current periodspraation.
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Note 2—Summary of Significant Accounting Policies
Basis of Presentation

The interim unaudited condensed consolidated fiahstatements have been prepared in accordance
with accounting principles generally accepted i thited States of America (the “U.S.”) for interfinancial
information and with the instructions to Securiteesl Exchange Commission (“SEC”) Form 10-Q andchetB
of SEC Regulation S-X. These condensed conselidi#@tancial statements do not include all of tiferimation
and footnotes required by accounting principlesegalfy accepted in the U.S. for complete finanstatements.
Therefore, these unaudited condensed consolidizadcial statements should be read in conjunctibh the
Company’s audited consolidated financial statemantsnotes thereto for the year ended December2d¥ 4 ,
included in the Company’s Annual Report on FornKlfiled with the SEC on March 27 ,2015.

The condensed consolidated financial statemenkgdad herein as of June 27 , 2015 are unaudited;
however, they contain all normal recurring accraedd adjustments that, in the opinion of the Corgjgan
management, are necessary to present fairly thgecsed consolidated financial position of the Camypend
its wholly-owned subsidiaries as of June 27, 20idbthe condensed consolidated statements of opestr
the three and six months ended June 27, 201528, 2014 and the condensed consolidated stateiwf
cash flows for the six months ended June 27, 20@i5Jane 28, 2014. The results of operations fosithe
months ended June 27, 2015 are not necessarilyaiingg of the results to be expected for the faliiyor any
future interim periods.

Principles of Consolidation

The condensed consolidated financial statemenlsdadhe accounts of Netlist, Inc. and its wholly-
owned subsidiaries. All intercompany balances aalsactions have been eliminated in consolidation.

Fiscal Year

The Company operates under a 52/53-week fiscalgmding on the Saturday closest to
December 31. For fiscal 201 5 , the Company'safigear is scheduled to end on January 2, 201&vihd
consist of 5 3 weeks. Each of the Company’s fiveteé quarters in a fiscal year is comprised of &8ks.

Use of Estimates

The preparation of financial statements in conftymiith accounting principles generally acceptethia
U.S. requires management to make estimates anchpens that affect the reported amounts of assads
liabilities and disclosure of contingent assets latillities at the date of the condensed constdididinancial
statements, and the reported amounts of net sadeex@enses during the reporting period. By thaiure, these
estimates and assumptions are subject to an irth@egree of uncertainty. Significant estimates enlayl
management include, among others, provisions foollectible receivables and sales returns, warranty
liabilities, valuation of inventories, fair valué financial instruments, recoverability of long-4igl assets, stock-
based transactions and realization of deferredi$arts. The Company bases its estimates on hatoric
experience, knowledge of current conditions andbaliefs of what could occur in the future considgr
available information. The Company reviews itgmeates on an on-going basis. The actual resulterexquced
by the Company may differ materially and adverd$eyn its estimates. To the extent there are materia
differences between the estimates and the actsidtsefuture results of operations will be affecte

Revenue Recognition

The Company’s revenues primarily consist of progades of high-performance memory subsystems to
OEMs, hyperscale data center operators and stosgiors.

The Company recognizes revenues in accordancehdthinancial Accounting Standards Board
(“FASB") Accounting Standards Codification (“ASCTopic 605. Accordingly, the Company recognizes
revenues when there is
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persuasive evidence of an arrangement, produatetigland acceptance have occurred, the salesigptiised or
determinable, and collectibility of the resultireceivable is reasonably assured.

The Company generally uses customer purchase aaddfsr contracts as evidence of an arrangement.
Delivery occurs when goods are shipped for custemdth FOB Shipping Point terms and upon receipt fo
customers with FOB Destination terms, at which tiitle and risk of loss transfer to the customéripBing
documents are used to verify delivery and custameeptance. The Company assesses whether th@detes
fixed or determinable based on the payment tersscésted with the transaction and whether the sales is
subject to refund. Customers are generally alloliveitied rights of return for up to 30 days, excéptsales of
excess component inventories, which contain na-adineturn privileges. Estimated returns are pded for at
the time of sale based on historical experiencgpecific identification of an event necessitatingserve. The
Company offers a standard product warranty toutstamers and has no other post-shipment obligatitims
Company assesses collectibility based on the evedtiness of the customer as determined by cobgitks and
evaluations, as well as the customer’s paymenoiyist

All amounts billed to customers related to shippamgl handling are classified as revenues, whilecais
incurred by the Company for shipping and handlirggcassified as cost of sales.

Cash and Cash Equivalents

Cash and cash equivalents consist of cash andt&hortinvestments with original maturities of three
months or less, other than short-term investmensecurities that lack an active market.

Restricted Cash

Restricted cash of $ 1.6 million, as of June 22,320consists of cash to secure three standbydeife
credit and $0.9 milli o n to secure a bond assediatith a lawsuit (see Note 7) .

Fair Value of Financial Instruments

The Company’s financial instruments consist priaftipof cash and cash equivalents, restricted cash,
accounts receivable, accounts payable, accruedsgpand debt instruments. The fair value of th@gany’s
cash equivalents is determined based on quotedspiricactive markets for identical assets or Lével
inputs. The Company recognizes transfers betwesrlk 1 through 3 of the fair value hierarchy at th
beginning of the reporting period. The Companydwels that the carrying values of all other finahci
instruments approximate their current fair valuae tb their nature and respective durations.

Allowance for Doubtful Accounts

The Company evaluates the collectibility of acceueteivable based on a combination of factors. In
cases where the Company is aware of circumstahaégtay impair a specific customer’s ability to mite
financial obligations subsequent to the origind sthe Company will record an allowance againsbamts due,
and thereby reduce the net recognized receivaliteetamount the Company reasonably believes will be
collected. For all other customers, the Compangnaallowances for doubtful accounts based prignari the
length of time the receivables are past due basdleoterms of the originating transaction, theentrbusiness
environment and its historical experience. Unatilde accounts are charged against the allowarrcgdubtful
accounts when all cost effective commercial medr®ltection have been exhausted. At June 27, 20ith
December 2 7, 201 4 the Company had an allowanagoubtful accounts of $61,000.

Concentration of Credit Risk

Financial instruments that potentially subject@@mmpany to significant concentrations of credik ris
consist principally of cash and cash equivalentd,acounts receivable.
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The Company invests its cash equivalents primaritponey market mutual funds. Cash equivalents are
maintained with high quality institutions, the comsgiion and maturities of which are regularly monéd by
management. At times, deposits held with finanicistitutions may exceed the amount of insuranceigeal by
the Federal Deposit Insurance Corporation and #oeir8ies Investor Protection Corporation.

The Company’s trade accounts receivable are priynderived from sales to OEMs in the computer
industry. The Company performs credit evaluationissaccustomers’ financial condition and limits thmount of
credit extended when deemed necessary, but ggnergliires no collateral. The Company believes it
concentration of credit risk in its trade receivesbis moderated by its credit evaluation procedatively short
collection terms, the high level of credit worthiseof its customers (see Note 3), foreign creditiiance and
letters of credit issued on the Company’s behRkiéserves are maintained for potential credit lgssed such
losses historically have not been significant aadehbeen within management’s expectations.

Inventories

Inventories are valued at the lower of actual togiurchase or manufacture the inventory or the net
realizable value of the inventory. Cost is deteedion an average cost basis which approximatealasist on
a first-in, first-out basis and includes raw madksyi labor and manufacturing overhead. At eachnsalaheet
date, the Company evaluates its ending invergaantities on hand and on order and records agioovfor
excess quantities and obsolescence. Among other$athe Company considers historical demand and
forecasted demand in relation to the inventory andh competitiveness of product offerings, markeiditions
and product life cycles when determining obsoleseand net realizable value. In addition, the Camgpa
considers changes in the market value of compomeistermining the net realizable value of itsentory.
Once established, lower of cost or market write-a®ware considered permanent adjustments to théasist of
the excess or obsolete inventories.

Deferred Financing Costs, Debt Discount and Detdtbd@ebt-Related Warrants

Costs incurred to issue debt are deferred anddediin debt issuance costs in the accompanying
condensed consolidated balance sheet. The Compamyizes debt issuance costs over the expectedaktine
related debt using the effective interest methagbtliscounts relate to the relative fair valuawy warrants
issued in conjunction with the debt are recorded eluction to the debt balance and accretedtbeezxpected
term of the debt to interest expense using the®ffe interest method.

Property and Equipment

Property and equipment are recorded at cost aneciaged on a straight-line basis over their edtitha
useful lives, which generally range from threedwen years. Leasehold improvements are recordemsaand
amortized on a straight-line basis over the shafténeir estimated useful lives or the remainiegde term.

Impairment of Long-Lived Assets

The Company evaluates the recoverability of theyaag value of long-lived assets held and usecdhey t
Company for impairment on at least an annual l@sighenever events or changes in circumstancesatelthat
their carrying value may not be recoverable. Wherhdactors and circumstances exist, the Compamypaces
the projected undiscounted future net cash flowsaated with the related asset or group of assetstheir
estimated useful lives against their respectiveyagay amount. If the carrying value is determined to be
recoverable from future operating cash flows, theetis deemed impaired and an impairment logctgnized
to the extent the carrying value exceeds the esiifair value of the asset. The fair value ofdbeet or asset
group is based on market value when available lmmwunavailable, on discounted expected cash flbtes.
Company’s management believes there is no impairofdong-lived assets as of June 27, 2015 . Tharebe
no assurance, however, that market conditionsnetlichange or demand for the Company’s products wil
continue, which could result in future impairmehtang-lived assets.



Table of Content
Warranty Reserve

The Company offers product warranties generallgirsgnfrom one to three years, depending on the
product and negotiated terms of any purchase agnetsnwith customers. Such warranties require thagamy
to repair or replace defective product returnethéoCompany during such warranty period at no tw#ie
customer. Warranties are not offered on sales aégxcomponent inventory. The Company recordstanate
for warranty-related costs at the time of sale Baseits historical and estimated product retutasand
expected repair or replacement costs (see NotehBe\8uch costs have historically been within mamagnt’s
expectations and the provisions established, urteggehanges in failure rates could have a matadiagrse
impact on the Company, requiring additional waryaeserves, and could adversely affect the Comgagrgss
profit and gross margins.

Stock-Based Compensation

The Company accounts for equity issuances to nguegmes in accordance with ASC Topic 505. All
transactions in which goods or services are thaideration received for the issuance of equityrimsents are
accounted for based on the fair value of the camattbn received or the fair value of the equitstinment
issued, whichever is more reliably measurable.Measurement date used to determine the fair vélineo
equity instrument issued is the earlier of the aetevhich the third-party performance is complet¢he date on
which it is probable that performance will occur.

In accordance with ASC Topic 718, employee andctiirestock-based compensation expense recognized
during the period is based on the value of theigouf stock-based payment awards that is ultimaggpected
to vest during the period. Given that stock-basadpensation expense recognized in the condensed
consolidated statements of operations is basedvarda ultimately expected to vest, it has beenageddor
estimated forfeitures. ASC Topic 718 requires filufes to be estimated at the time of grant andseel if
necessary, in subsequent periods if actual forfestdiffer from those estimates. The Company’svexttd
average forfeiture rates are based on historicédifare experience and estimated future forfegure

The fair value of common stock option awards to kiyges and directors is calculated using the Black-
Scholes option pricing model. The Black-Scholes ehoelquires subjective assumptions regarding fustoek
price volatility and expected time to exercise nglavith assumptions about the risk-free interetst amd
expected dividends, all of which affect the estiedaflair values of the Company’s common stock option
awards. The expected term of options grantedlcsilzded as the average of the weighted vestingpgend the
contractual expiration date of the option. Thikgktion is based on the safe harbor method ptrdliy the
SEC in instances where the vesting and exercisgstef options granted meet certain conditions ahdrev
limited historical exercise data is available. HExpected volatility is based on the historicalatitity of the
Company’s common stock. The risk-free rate setettievalue any particular grant is based on the Ur&asury
rate that corresponds to the expected term of ituet gffective as of the date of the grant. Theseigd dividend
assumption is based on the Company’s history anthgeament’s expectation regarding dividend
payouts. Compensation expense for common stoékroptvards with graded vesting schedules is reeeghi
on a straight-line basis over the requisite sergegod for the last separately vesting portiothef award,
provided that the accumulated cost recognized asypfiate at least equals the value of the vestgibp of the
award.

The Company recognizes the fair value of restristedk awards issued to employees and outside
directors as stock-based compensation expensetoaight-line basis over the vesting period for ldss
separately vesting portion of the awards. Fainea$ determined as the difference between thénggsice of
our common stock on the grant date and the purgtrése of the restricted stock award, if any, reztliby
expected forfeitures.

If there are any modifications or cancellationshaf underlying vested or unvested stock-based award
the Company may be required to accelerate, incr@asancel any remaining unearned stock-based
compensation expense, or record additional expiensested stock-based awards. Future stock-based
compensation expense and unearned stock- base@nsatipn may increase to the extent that the Coynpan
grants additional common stock options or othetlstoased awards.

10
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Income Taxes

Under ASC Topic 270, the Company is required taistdis effective tax rate each quarter to be
consistent with the estimated annual effectiveréa®. The Company is also required to record thént@act of
certain discrete items, unusual or infrequentlyundang, including changes in judgment about vahrati
allowances and effects of changes in tax lawstesran the interim period in which they occuraldition,
jurisdictions with a projected loss for the yeamlagrear-to-date loss where no tax benefit can tegrézed are
excluded from the estimated annual effective té& réhe impact of such an exclusion could resuit higher or
lower effective tax rate during a particular quarteased upon the mix and timing of actual earnirggsus
annual projections.

Deferred tax assets and liabilities are recogninedflect the estimated future tax effects, calted at
currently effective tax rates, of future deductibfgaxable amounts attributable to events thae leeen
recognized on a cumulative basis in the condensesatidated financial statements. A valuationvadloce
related to a net deferred tax asset is recorded vili® more likely than not that some portion lo¢ deferred tax
asset will not be realized.

ASC Topic 740 prescribes a recognition thresholll measurement requirement for the financial
statement recognition of a tax position that hanltaken or is expected to be taken on a tax retodralso
provides guidance on de-recognition, classificagtioterest and penalties, accounting in interimqaks,
disclosure, and transition. Under ASC Topic 740Gloenpany may only recognize or continue to recogtax
positions that meet a “more likely than not” threlsh

The application of tax laws and regulations is sabjo legal and factual interpretation, judgment a
uncertainty. Tax laws and regulations may changerasult of changes in fiscal policy, change®aidlation,
the evolution of regulations and court rulings. fefere, the actual liability for U.S. or foreigrxes may be
materially different from the Company’s estimatehjch could require the Company to record additidaa
liabilities or to reduce previously recorded tediilities, as applicable.

Research and Development Expenses
Research and development expenditures are expengedperiod incurred.
Risks and Uncertainties

The Company is subject to certain risks and uniceiga including its ability to obtain profitable
operations due to the Company’s history of lossgsacumulated deficits, the Company’s dependenaefew
customers for a significant portion of revenuesksirelated to intellectual property matters, madexelopment
of and demand for the Company’s products, andehgth of the sales cycle. Such risks could havaterial
adverse effect on the Company’s consolidated filguposition, results of operations or cash flows.

The Company dedicates substantial resources ieginog its intellectual property, including its effs
to defend its patents against challenges made pyofua@eexamination proceedings at the United StBtsnt
and Trademark Office (“USPTQ”"). These activities bkely to continue for the foreseeable futuretheut any
guarantee that any ongoing or future patent prioteetnd litigation activities will be successfuh& Company is
also subject to litigation claims that it has inffed on the intellectual property of others, agaiisch the
Company intends to defend vigorously. Litigatiaunether or not eventually decided in the Compafgier or
settled, is costly and time-consuming and coulédimnanagement’s attention and resources. Becduke o
nature and inherent uncertainties of litigatiorgugd the outcome of any of such actions be unfebdlerahe
Company’s business, financial condition, resultepdrations or cash flows could be materially athekasely
affected.

The Company has also invested a significant poufdts research and development budget into the
design of ASIC and FPGA devices, including the HZdeud® and HyperVault memory subsystems, and the
NVvault family of products. These products are sabjo increased risks as compared to the Compéeyesy
products. The Company may be unable to achiewermes or market acceptance of its products, oreaehi
such acceptance in a timely manner. The Compangrexqeed a longer qualification cycle than antitapavith
its HyperCloud® memory subsystems, and has expeteaupply chain disruption and a shortage of DRAM
and flash required to create the HyperCloud® memory
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subsystem and NVvault products. As of June 2752Mypercloud has not generated significant reegenu
relative to the Company’s investment in the product

The Company’s operations in the PRC are subjecatious political, geographical and economic risks
and uncertainties inherent to conducting businesiseé PRC. These include, but are not limitedij@dtential
changes in economic conditions in the regionnf@naging a local workforce that may subject the gamy to
uncertainties or certain regulatory policies, @janges in other policies of the Chinese governahand
regulatory agencies, and (iv) changes in the lavdspmlicies of the U.S. government regarding thedcet of
business in foreign countries, generally, or inRIRC, in particular. Additionally, the Chinese gowaent
controls the procedures by which its local currertisg Chinese Renminbi (“RMB”), is converted inther
currencies and by which dividends may be declarazhpital distributed for the purpose of repataatof
earnings and investments. If restrictions in thevession of RMB or in the repatriation of earniragsl
investments through dividend and capital distributiestrictions are instituted, the Company’s op@na and
operating results may be negatively impacted. Hdislities of the Company’s subsidiaries in the PRCeeded
its assets as of June 27, 2015 and December Z4, 20

Foreign Currency Remeasurement

The functional currency of the Company’s foreighgdiary is the U.S. dollar. Local currency finaadci
statements are remeasured into U.S. dollars abttigange rate in effect as of the balance sheetfdat
monetary assets and liabilities and the histoegahange rate for nonmonetary assets and liabilii&penses
are remeasured using the average exchange ratefperiod, except items related to nonmonetarmgtassd
liabilities, which are remeasured using historesathange rates. All remeasurement gains and laseescluded
in determining net loss. Transaction gains angdssvere not significant in the three and six tm®ended
June 27, 2015 or June 28, 2014 .

Net Loss Per Share

Basic net loss per share is calculated by dividiegloss by the weighted-average common shares
outstanding during the period, excluding unvestetas issued pursuant to restricted share awauoks time
Company’s share-based compensation plans. Dihgetbss per share is calculated by dividing thdoss by
the weighted-average shares and dilutive potemimmon shares outstanding during the period. Diuti
potential shares consist of dilutive shares issuapbn the exercise or vesting of outstanding stations,
warrants and restricted stock awards, respectigelynputed using the treasury stock method. Irogerof
losses, basic and diluted loss per share are the, s the effect of stock options and unvestadats] share
awards on loss per share is anti-dilutive.

Recent Accounting Pronouncements

In May 2014, the FASB issued Accounting Standargdate (“ASU”) No. 2014-09Revenue from
Contracts with Custome8ASU 2014-09"). ASU 2014-09 supersedes the revergegnition requirements in
FASB Topic 605Revenue RecognitiorASU 2014-9 implements a five-step process fotarasr contract
revenue recognition that focuses on transfer ofrobras opposed to transfer of risk and rewartie® T
amendment also requires enhanced disclosures negdig nature, amount, timing and uncertaintyesenues
and cash flows from contracts with customers. Othajor provisions include the capitalization ancbati@ation
of certain contract costs, ensuring the time valumoney is considered in the transaction pricé, alowing
estimates of variable consideration to be recoghioefore contingencies are resolved in certairuaistances .
Entities can transition to the standard eitheosgiectively or as a cumulative-effect adjustmendfdbe date of
adoption. On July 9, 2015, the FASB approved ammds deferring the effective date by one year to
December 15, 2017 for annual reporting periodsrbegg after that date and permitting early adoptbthe
standard, but not before the original effectiveedatfor reporting periods beginning after Deceniigr
2016. The Company has not yet selected a transitigthod and is currently assessing the impadteof t
adoption of AUS 2014-9 will have on its consolighfmancial statements and disclosures.

In August 2014, the FASB issued ASU No. 2014 Rfgsentation of Financial Statements - Going
Concern.The amendments in this update provide guidancedounting principles generally accepted in the
United States of America about management’s redipititiss to evaluate whether there is substard@mibt
about an entity’s ability to continue as a goinga&rn and to provide related footnote disclosures. main
provision of the amendments are for an entity’s aggament, in connection with the preparation ofrfoial
statements, to evaluate whether there are congitioevents, considered in the aggregate, that saisstantial
doubt about the entity’s ability to continue asoing concern within one year after the date thaffitancial
statements are issued. Management's evaluatioridsheu
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based on relevant conditions and events that arekmor reasonably knowable at the date the coreeld
financial statements are issued. When managememtifiés conditions or events that raise substhdtabt
about an entity’s ability to continue as a goingnaern, the entity should disclose information #adbles users
of the consolidated financial statements to undesall of the following: (1) principal conditiors events that
raised substantial doubt about the entity’s abttitgontinue as a going concern (before consideraif
management’s plans); (2) management’s evaluatioheo$ignificance of those conditions or eventseiation to
the entity’s ability to meet its obligations; ar) (hanagement’s plans that alleviated substantiabtiabout the
entity’s ability to continue as a going concermmnagement’s plans that are intended to mitig&edmditions
or events that raise substantial doubt about thig/smability to continue as a going concern. Tdraendments in
this update are effective for interim and annupbréing periods after December 15, 2016 and eaieation

is permitted. The Company is currently assessiiggihidance for future implementation.

In April 2015, the FASB issued ASU No. 2015-03erest - Imputation of Interest (Subtopic 835:30)
Simplifying the Presentation of Debt Issuance CO#SU 2015-03"). The amendments in ASU 2015-03 nequ
that debt issuance costs related to a recognizadidbility be presented in the balance sheet diseat
deduction from the carrying amount of that dehtiliy, consistent with debt discounts. ASU 2015i83
effective for annual and interim periods beginnimgor after December 15, 2015. The amendmentssn th
Update should be applied on a retrospective basisrein the balance sheet of each individual pgriedented
should be adjusted to reflect the period-specifiects of applying the new guidance. Upon tranaitian entity
is required to comply with the applicable disclesifor a change in an accounting principle. Thésgasures
include the nature of and reason for the changedounting principle, the transition method, a desion of the
prior-period information that has been retrospetyiadjusted, and the effect of the change onitten€ial
statement line items (that is, debt issuance as#titaand the debt liability). The Company is cuiyesssessing
this guidance for future implementation.

In July 2015, the FASB issued ASU No. 20154hl/entory (Topic 330)"'ASU 2015-11"). The
amendments in ASU 2015-11 require that an entitgsuee inventory within the scope at the lower aft@nd
net realizable value. Net realizable value is ttéreated selling prices in the ordinary course udibess, less
reasonably predictable costs of completion, dispasal transaction. The amendments in this Updateem
closely align the measurement of inventory in WGBAP with the measurement of inventory in Interoaéil
Financial Reporting. ASU 2015-11 is effective fanaal and interim periods beginning on or after é&sber
15, 2016. The amendments in this Update shoulgpkea prospectively with early application permdtas of
the beginning of the interim or annual reportingiget The Company is currently assessing this guiddor
future implementation.

Note 3—Supplemental Financial Information
Inventories

Inventories consist of the following (in thousands)

(unaudited) (audited)
June 27, December 27

2015 2014
Raw material $ 1254 $ 984
Work in proces: 127 23
Finished good 567 873

$ 1948 $ 1,880
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Warranty Liabilities

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

Six Months Ended

June 27, June 28,
2015 2014
Beginning balanc $ 246 % 249
Estimated cost of warranty claims charged to cbsates 19 109
Cost of actual warranty clain (149 (114
Ending balanc: 116 244
Less current portio (70) (146
Long-term warranty liability $ 46 $ 98

The allowance for warranty liabilities expected@incurred within one year is included as a
component of accrued expenses and other currdilities in the accompanying condensed consolidatddnce
sheets.

Computation of Net Loss Per Share

The following table sets forth the computation ef toss per share, including the reconciliatiothef
numerator and denominator used in the calculatidrasic and diluted net loss per share (in thousaextept
per share data):

Three months

ended Six Months Ended
June 27 June 28  June 27, June 28
2015 2014 2015 2014
Basic and diluted net loss per share

Numerator: Net los $(4,354 $(3,493 $(10,813 $(5,511

Denominator: Weighte-average common shar
outstanding, basic and dilut 50,354 41,472 47,530 39,134
Basic and diluted net loss per sh $ (009 $ (0.08 $ (0.23 $ (0.14

The following table sets forth potentially dilutieemmon share equivalents, consisting of shares
issuable upon the exercise or vesting of outstanstiock options and restricted stock awards, résehe
computed using the treasury stock method. Thetnfial common shares have been excluded fromitied
net loss per share calculations above as theicteffeuld be anti-dilutive for the periods then edidim
thousands):

Three months
ended Six Months Ended

June 27 June 28 June 27 June 28
2015 2014 2015 2014

Common share equivaler 73 335 76 460

The above common share equivalents would haveibekrled in the calculation of diluted earnings
per share had the Company reported net incomééopériods then ended.
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Major Customers

The Company’s product sales have historically bmmrtentrated in a small number of customers. The
following table sets forth sales to customers casimy 10% or more of the Company’s net sales deviat

Three Months Ended Six Months Ended
June 27, June 28, June 27, June 28,
2015 2014 2015 2014

Customer:
Customer A 29% 19% 27 % 16 %
Customer E * % 20 % * % 14 %
Customer C * 0% * % * % 11%
Customer C * % 30% * % 24 %
Customer E 29% * % 16 % * %

* |less than 10% of net sal

The Company’s accounts receivable as of June 25 2@re concentrated with three customers,
representing approximately 11% , 56 % and 270¥%aggregate gross receivables. At December 207 42
three customer s represented approximately 1338% and 11% of aggregate gross receivables. figignt
reduction in sales to, or the inability to colleeteivables from, a significant customer could haweaterial
adverse impact on the Company. The Company mitgétk with foreign receivables by purchasing
comprehensive foreign credit insurance.

Cash Flow Information

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

Six Months Ended
June 27, June 28,
2015 2014

Supplemental disclosure of r-cash investing and financing activitie
Issuance costs associated with February publiciogfi $ - $ 125
Debt issuance costs associated with February areltding 273 $ =
Debt financing of directors and officers insura 247 $ -

&

&

Note 4—Credit Agreements
Silicon Valley Credit Agreement

On October 31, 2009, the Company entered intoditagreement with Silicon Valley Bank (“SVB”),
which was amended on April 23, 2015 (as amended;3WB Credit Agreement”). Currently, the SVB Credi
Agreement provides that the Company can borrowouhd lesser of (i) 80% of eligible accounts reable, or
(i) $5.0 million.

On July 18, 2013, the Company and SVB entereddnt@an amendment (“SVB Amendment”) to the
Company’s loan and security agreement with SVBrs&ant to the SVB Amendment, SVB allowed for the
financing and security interests contemplated utitefoan agreement entered into with Fortressléfined
below) and released certain patents and relatedsasdating to the NVvault™ product line from twllateral
subject to SVB's security interest under the SVBdir Agreement. Additionally, pursuant to the SVB
Amendment, advances under the revolving line nowwerinterest at a rate equal to SVB'’s most regentl
announced “prime rate” plus 2.75% . The SVB Ameadtralso relaxed the Company’s tangible net worth
covenant under the SVB Credit Agreement. Cergrorting requirements under the SVB Credit Agredmen
were modified while certain reserves with respedhe
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borrowing base and the availability of revolvinghs were removed pursuant to the SVB AmendmentetJnd
the terms of the SVB Credit Agreement, the Compaay draw revolving advances in an aggregate outstgn
principal amount of up to the lesser of $5 millimnthe available borrowing base, subject to resameunts.
The Company’s borrowing base under the SVB Credie@ment is subject to certain adjustments and tipet
lesser of 80% o f eligible accounts receivablgjip$5.0 million.

SVB Credit Agreement requires letters of credibéosecured by cash, which is classified as restrict
cash in the accompanying consolidated balance .shedtine 2 7 , 20 15, letters of credit in theoamt of $ 1.6
million were outstanding.

The following tables present details of interegiense related to borrowings on the line of credi w
SVB, along with availability under our credit liméth SVB (in thousands):

Three Months
Ended Six Months Ended

June 27 June 28 June 27 June 28
2015 2014 2015 2014

Interest expens $ 14 $ 25 $ 27 § 49
The following table presents details of the Compaayailable borrowings under our line of credittwi
SVB:
(unaudited) (audited)
June 27, December 27
2015 2014
Availability under the revolving line of crec $ 506 $ 882

All obligations under the SVB Credit Agreement aeeured by a first priority lien on the Company’s
tangible and intangible assets, other than itdl&@aieal property, which is subject to a first piig lien held by
Fortress Credit Opportunities |, LP, an affiliafeFortress Investment Group, LLC (“Fortress”) andessor to
DBD Credit Funding, LLC . The SVB Credit Agreemanbjects the Company to certain affirmative and
negative covenants, including financial covenarite vespect to the Company’s liquidity and tangibét worth
and restrictions on the payment of dividends. n April 23, 2015, the SVB Credit Agreement was adezhto
modify the tangible net worth covenant effectiveoffebruary 1, 2015 . As of June 2 7, 201 ®,Gompany
was in compliance with its debt covenants.

Fortress Credit Opportunities | LP Loan and Secwyidgreement and Related Agreements

On July 18, 2013, the Company, entered into a &maeement ( as amended, “Loan Agreement”) with
Fortress, providing for up to $10 million in teroahs and up to $5 million in revolving loans. Teem loans
are available in an initial $6 million tranche (theitial Term Loan”) with a second tranche in tamount of $4
million becoming available upon achievement of @i@rperformance milestones relating to intellecpraperty
matters (the “IP Monetization Milestones” and sselesond tranche loan, “IP Milestone Term Loan”). $be
million in revolving loans are available at Forgtssdiscretion and subject to customary conditiprexedent.
The $6 million Initial Term Loan was fully drawn e@lbsing on July 18, 2013. Proceeds from the Inifterm
Loan were used in part to repay the Company’siegistonsolidated Term Loan with SVB. The remainafer
such funds will be used to fund the Company’s ongavorking capital needs. On February 17, 201lt5he
Loan Agreement was amended to accelerate the bilitylaf the term loan and the Company borrowesl th
remaining $4 million in term loans.

The loans bear interest at a stated fixed ratdd @ per annum. Until the last business day of
February 2015, the payments on the term loanségeest-only at a cash rate of 7.0% per annum g&y@ent-
in-kind deferred cash interest rate of 4.0% , whielgment-in-kind interest is capitalized semi-ariyya
beginning with December 31, 2013. Beginning wité kast business day of February 2015, the termslage
amortized with 65% of the principal amount duedua@ monthly installments over the following seesrt (17)
months with a balloon payment equal to 35% of #raaining principal amount of the term loans, plosraed
interest, being payable on July 18, 2016 (the
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"Maturity Date"). Term loan payments, of approxtelg $370,000 , including the $4 million borrowed
February 17, 2015, are due monthly through Jun@@85, with the remaining amount of approximatety3$
million due on July 18, 2016.

The Company’s obligations under the Loan Agreeraeatsecured by a first-priority security interest i
the Company’s intellectual property assets (othantcertain patents and related assets relatitiggto
NVvault™ product line) pursuant to an intellectpabperty security agreement with (the “IP Security
Agreement”) and a second-priority security interestubstantially all of the Company’s other assets

In connection with the Loan Agreement, the Compaaiyg certain facility, due diligence and legal fees
of Fortress on the closing date and was obligatg@hy a conditional facility fee upon satisfactudrthe 1P
Monetization Milestones. In connection with theahoAmendment, the Company paid a facility fee amd a
amendment and restructuring fee; the Company nsstpay an annual management and monitoring fée T
conditional facility fee due upon satisfaction bétlP Monetization Milestone was deemed fully edrpersuant
to the Loan Agreement .

The Loan Agreement contains customary represengtigarranties and indemnification provisions.
The Loan Agreement also contains affirmative anghtiee covenants that, among other things restrectbility
of the Company to:

« incur additional indebtedness or guarantees;

« incur liens;

- make investments, loans and acquisitions;

« consolidate or merge;

« sell or exclusively license assets, including Glptock of subsidiaries;
» alter the business of the Company;

« engage in transactions with affiliates; and

« pay dividends or make distributions.

The Loan Agreement also includes events of defandiuding, among other things, payment defaults,
breaches of representations, warranties or covenegtain bankruptcy events, the failure to maintiae
Company’s listing on a nationally recognized sd@siexchange or alternatively for its shares tgumified for
trading on the OTC Bulletin Board and certain materdverse changes, including an impairment of the
perfection or priority of the lender’s lien. Updmetoccurrence of an event of default and followanyg
applicable cure periods, a default interest rateno&dditional 5.0% per annum may be applied tothstanding
loan balances, and Fortress may declare all odlistgrobligations immediately due and payable akd s&ich
other actions as set forth in the Loan Agreement.

Concurrently with the execution of the Loan Agreeméhe Company and Drawbridge Special
Opportunities Fund LP (“Drawbridge”) entered intManetization Letter Agreement (as amended, thétére
Agreement”). In connection with the amendmentiltoan Agreement, the Company also amended therLet
Agreement on February 17, 2015. The Letter Agregmpeovides, among other things, that DBD may be
entitled to share in certain monetization reverthaswe may derive in the future related to outepaportfolio
(the “Patent Portfolio”). Monetization revenuedjgct to this arrangement include revenues recegnilziring
the seven year term of the Letter Agreement frorowants (whether characterized as settlement payments
license fees, royalties, damages, or otherwiselpligtpaid to the Company or its subsidiaries inrgection with
any assertion of, agreement not to assert, ordicei, the Patent Portfolio (in whole or in paither (A) in
consideration of the grant of a license or covenabtue, or other immunity with respect to theeRaPortfolio,
or (B) as a damages award with respect to sucht@ssef the Patent Portfolio, less certain legads and
expenses (subject to a cap on such fees and
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expenses). Monetization revenues also includedhee attributable to the Patent Portfolio in aalef the
Company during the seven year term, subject toxarman amount payable to Drawbridge. The Letter
Agreement also requires that the Company use coaoiafigireasonable efforts to pursue opportunit@s t
monetize the Patent Portfolio during the term &f ltietter Agreement, provided the Company is under n
obligation to pursue any such opportunities thdbites not deem to be in its best interest. Nbstdinding the
foregoing, there can be no assurance that the Gompil be successful in these efforts, and it neapend
resources in pursuit of monetization revenuesrat not result in any benefit to the Company.

Concurrently with the execution of the Loan Agreeméhe Company issued to an affiliate of DBD a
seven-year warrant (the “Warrant”) to purchaseggregate of 1,648,351 shares of the Company’s cammo
stock at an exercise price of $1.00 per sharel] ofaarants are exercisable, as amended, immégiatea cash
or cashless basis in whole or in part. In connactith the amendment to the Loan Agreement on Faerii7,
2015, the Company cancelled the Warrant and issueslv warrant in substantially the same form othan to
remove the restrictions upon exercise containgddriWarrant with respect to an aggregate of 659s8é@es of
the Company’s common stock thereunder relatingecachievement of the Company of the IP Monetinatio
Milestones and the borrowing by the Company of am@under the IP Milestone Term Loan. The Warraad w
issued in a private placement transaction thatexasnpt from registration under Section 4(2) of Seeurities
Act of 1933 (the “Securities Act”).

The Company accounted for the warrants as a detbualt and has valued them based on the relative
fair value at approximately $1,215,000 , to be &imed over the term of the debt instrument, oréhyrears,
using the effective interest method. For the ttame six months ended June 27, 201 5 and Jun€)28,,2he
Company amortized approximately $ 10 5,000 , 58220, $120,000 and $ 243,000 respectivelintasest
expense in the condensed consolidated statemeafendtions.

Also in connection with the Loan Agreement, the @amy agreed to pay to a consultant a consulting
fee equal to (i) $300,000 to the consultant in @mion with the Company’s receipt of the InitialrifeLoan and
(ii) 5% of any additional principal amount loanedthe Company as an IP Milestone Term Loan. Thialin
$300,000 and $485,925 of additional debt financiosts has been recorded as debt issuance cosatodrézed
over the term of the debt instrument, or three g)easing the effective interest method.

In connection with the Loan A mendment on Februaty2015, the Company modified its agreement
with a consultant and agreed to pay a consultiegfe8.5% of the $4,000,000 of additional princileened the
Company. The amend ed consulting fee was equdl46,800 . The amended consulting fee and $1323899
additional debt financing costs has been recordeatkht issu ance cost to be amortized over theaéthe debt
instrument, or seventeen months, using the effedtiterest method.

During the three and six months June 27, 2@tbJane 28, 2014 , the Company amortized
approximately $ 12 7,000, $ 248,000, $0OD, and $ 159,000 respectively, as interest esgpanthe
consol idated statements of operations relatirthaaconsulting and other additional debt finanaingts
described above.
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N ote 5— Debt

Debt consists of the following (in thousands):

(unaudited) (audited)
June 27, December 27

2015 2014
Term Loan, Fortress, net of debt discoun$299and$524 $ 8,537 $ 5,837
Note payable to othe 110 -
$ 8,647 $ 5,837
Less current portion (including discou (4,260 (2,205

$ 4387 $ 3,632

Interest expense related to debt is presenteckifottowing table (in thousands):

Three Months Ended Six Months Ended

June 27, June 28, June 27, June 28,
2015 2014 2015 2014

Interest expens $ 477 $ 370 $ 945 % 742

Note 6—Income Taxes

The following table sets forth the Company’s pramisfor income taxes, along with the corresponding
effective tax rates (in thousands, except percesiag

Three Months Ended Six Months Ended
June 27, June 28, June 27, June 28,
2015 2014 2015 2014
Provision for income taxe $ - 3 2 $ 1 $ 2
Effective tax rate - % (0.1)9% (0.0% (0.0)%

The Company evaluates whether a valuation allowahoeld be established against its deferred tax
assets based on the consideration of all avai@btience using a “more likely than not” standable to
uncertainty of future utilization, the Company lmasvided a full valuation allowance as of JuneZ¥15 and
December 2 7, 201 4 . Accordingly, no benefit basn recognized for net deferred tax assets.

The Company does not have any unrecognized taXiteeas of June 27, 2015 and December 27, 2014 .
Note 7—Commitments and Contingencies
Facility Lease

The Company leases office space located at 175nbémipy Drive, Suite 150, Irvine, California, 92618.
The lease payments range from approximately $x®@®120,000 per month over the term of the leases [Elase
is valid through July 31, 2016. The annual paynfienthis space equates to approximately $111,006 ¢ezr.
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Litigation and Patent Reexaminations

The Company owns numerous patents and continugrddoge and strengthen its patent portfolios,
which cover different aspects of the Company’s tebdbgy innovations with various claim scopes. Therpany
plans to generate revenue by selling or licengmteichnology, and intends to vigorously enforseidtent rights
against infringers of such rights. The Company cletgis substantial resources in protecting itsledtlal
property, including its efforts to defend its pageagainst challenges made by way of reexaminatioceedings
at the United States Patent and Trademark OffidSPTQO”). These activities are likely to continue floe
foreseeable future, without any guarantee thatosgping or future patent protection and litigatamtivities will
be successful. The Company is also subject tatitg claims that it has infringed on the inteliedtproperty of
others, against which the Company intends to deféguatously.

Litigation, whether or not eventually decided ie Bompany’s favor or settled, is costly and time-
consuming and could divert management’s attentimhrasources. Because of the nature and inherent
uncertainties of litigation, should the outcomean§ of such actions be unfavorable, the Companysiness,
financial condition, results of operations or clelwvs could be materially and adversely affectedditionally,
the outcome of pending litigation, and the relgiatent reexaminations, as well as any delay in tiesblution,
could affect the Company’s ability to license itgeilectual property in the future or to protecaimgt
competition in the current and expected market#$goroducts.

Google Litigation

In May 2008, the Company initiated discussions v@tdogle, Inc. (“Google”) based on information and
belief that Google had infringed on a U.S. patemed by the Company, U.S. Patent No. 7,289,38& (‘386
patent”), which relates generally to technolog@sriplement rank multiplication in memory modules.
Preemptively, Google filed a declaratory judgmemiduit against the Company in the U.S. District i€éar the
Northern District of California (the “Northern Digtt Court”), seeking a declaration that Google i infringe
the ‘386 patent and that the ‘386 patent was idvdlhe Company filed a counterclaim for infringermehthe
‘386 patent by Google. Claim construction procegdiwere held in November 2009, and the Company
prevailed on every disputed claim constructionessn June 2010, the Company filed motions for samym
judgment of patent infringement and dismissal ob@e’s affirmative defenses. In May 2010, Googlguested
and was later granted &mter PartesReexamination of the ‘386 patent by the USPTO. fHexamination
proceedings are described below. The NorthernibisBiourt granted Google’s request to stay thgdtiion
pending result of the reexamination, and thereffi@®not ruled on the Company’s motions for summary
judgment.

In December 2009, the Company filed a patent igment lawsuit against Google in the Northern
District Court, seeking damages and injunctiveefdliased on Google’s infringement of U.S. Patent
No. 7,619,912 (“the ‘912 patent”), which is relatedhe ‘386 patent and relates generally to teldgies to
implement rank multiplication. In February 2010,dgte answered the Company’s complaint and asserted
counterclaims against the Company seeking a déidardoat the patent is invalid and not infringadd
claiming that the Company committed fraud, negligaisrepresentation and breach of contract basdtdeon
Company’s activities in the JEDEC standard-settirganization. The counterclaim seeks unspecified
compensatory damages. Accruals have not been egtfwdloss contingencies related to Google’s cenatdim
because it is not probable that a loss has beanr@ttand the amount of any such loss cannot lsonedly
estimated. In October 2010, Google requested aisdat@r granted aimter PartesReexamination of the ‘912
patent by the USPTO. The reexamination proceedingslescribed below. In connection with the reexation
request, the Northern District Court granted thenBany and Google’s joint request to stay the ‘9atept
infringement lawsuit against Google until the coetjan of the reexamination proceedings.

Inphi Litigation

In September 2009, the Company filed a patentrigiment lawsuit against Inphi Corporation (“Inphi”)
in the U.S. District Court for the Central Distrift California (the “Central District Court”). Theomplaint, as
amended, alleges that Inphi is contributorily infiing and actively inducing the infringement of Upgatents
owned by the Company, including the ‘912 paten§.Watent No. 7,532,537 (“the ‘537 patent”), whielates
generally to memory
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modules with load isolation and memory domain tia@ien capabilities, and U.S. Patent No. 7,636,2%
‘274 patent”), which is related to the ‘537 patant relates generally to load isolation and mendoimain
translation technologies. The Company is seekimgadges and injunctive relief based on Inphi’s usthef
Company’s patented technology. Inphi denied infeimgnt and claimed that the three patents are avali
April 2010, Inphi requested but was later derigdr PartesReexaminations of the ‘912 patent, the ‘537 patent
and the ‘274 patent by the USPTO. In June 201(Gjilspbmitted new requests and was later graimied Partes
Reexaminations of the ‘912 patent, the ‘537 pad@ict the ‘274 patent by the USPTO. The reexamination
proceedings are described below. In connection thigtreexamination requests, Inphi filed a motimstay the
patent infringement lawsuit with the Central DistiCourt, which was granted. The Central Distriou@ has
requested that the Company notify it within one kvekany action taken by the USPTO in connectiotilie
reexamination proceedings, at which time the Céblistrict Court may decide to maintain or lift tiseay.

SanDisk, Smart Modular, Smart Worldwide, and Didbtgations

In September 2012, Smart Modular, Inc. (“Smart Madii filed a patent infringement lawsuit against
the Company in the U.S. District Court for the BastDistrict of California (the “Eastern DistricoGrt"). The
complaint alleges that the Company willfully infgies and actively induces the infringement of saimk of a
U.S. patent newly issued to Smart Modular, U.SeRatlo. 8,250,295 (“the ‘295 patent”), and seeksalges
and injunctive relief. Smart Modular also filed ation for preliminary injunction and a memorandumsupport
of the motion on the same day of the complaint. Chenpany promptly filed a request for reexaminatibthe
‘295 patent with the USPTO setting forth six difat combinations of prior art that would render sheasserted
claims of the ‘295 patent unpatentable. The Comadsy filed an answer to Smart Modular’'s complaiith the
Eastern District Court in October 2012 to denyiinmfement of the ‘295 patent, assert that the ‘288t is
invalid and unenforceable, and bring a set of cenafdims against Smart Modular. Smart Modular filadious
motions on the pleadings on November 1, 2012, wiviete opposed by the Company in its briefs filethie
November 2012.

In December 2012, the USPTO granted the Compaeyseast for the reexamination of the ‘295 patent,
and issued an Office Action rejecting all of the asserted claims over the six different combinetiof prior art
set forth by the Company in its request. The Comgmomptly moved to stay litigation pending resafit
reexamination. On February 19, 2013, a few days &inart Modular filed replies in support of itstinas, the
Eastern District Court issued a Minute Order, inclitthe court on its own motion took the preliminar
injunction; the motion to dismiss and the motiorstay under submission without oral argument arditead the
hearing dates.

On February 7, 2013, Smart Modular filed a respdaagbe Office Action in the reexamination of the
‘295 patent. Thereafter, the Company and Smart NMewduoade various filings to address certain appatefects
contained in Smart Modular’'s response. On March?033, the USPTO issued a Notice of Defective Raper
which the USPTO found Smart Modular’s response#) tiee initial filing and a supplemental filing, be
improper, and both responses were expunged frometlted. The USPTO gave Smart Modular 15 days to
submit another response, which Smart Modular subdhiin March 26, 2013. The Company timely filed its
comments on Smart Modular’s corrected responsemit 25, 2013. The USPTO ultimately accepted Smart
Modular’s corrected response on July 17, 2013.A@ril 29, 2014, the USPTO issued an Action Closing
Prosecution (“ACP"), confirming some claims ancermting others. Smart Modular filed a responsd¢oACP
on May 29, 2014, and Netlist filed comments relate8mart Modular’'s response on June 30, 2014 .s,Tihe
reexamination of the ‘295 patent remains pendirgywaifi continue in accordance with established pohaes
for reexamination proceedings.

On May 30, 2013, the Eastern District Court issararder granting Netlist's motion to stay pending
results of the reexamination of the ‘295 patent dewied Smart Modular’'s motion for preliminary ingtion.

On July 1, 2013, Netlist filed a complaint agaiSstart Modular in the Santa Ana Division of the U.S.
District Court for the Central District of Califaan(“Central District Court”), seeking, among ottibings, relief
under federal antitrust laws for Smart Modular'slation of Section 2 of the Sherman Act, and damagsl
other equitable relief under California statutongd@ommon law for Smart Modular’s unfair competitio
deceptive trade practices and fraud.
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On August 23, 2013, Netlist filed an amended coinpfar patent infringement, antitrust violationsda
trade secret misappropriation against Smart Mod®larart Storage Systems (“Smart Storage”), Smart
Worldwide Holdings (“Smart Worldwide”) and Diablethnologies (“Diablo”) in the Central District Caour
Smart Storage was acquired by SanDisk Corporati®enDisk”) on August 22, 2013. Netlist's amended
complaint alleges infringement of five Netlist pate by the defendants based on the manufactursadeaf the
ULLtraDIMM memory module. Netlist's complaint algtleges antitrust violations by Smart Modular amcda®
Worldwide, contending that Smart Modular procureel 295 patent with blatant inequitable conduchat t
USPTO, withheld the patent application leading® patent from relevant JEDEC committees for mioaa t
eight years, sought to improperly enforce that paagainst Netlist's JEDEC-compliant HyperCloud®ghuct
by seeking a preliminary injunction against Netliased on the patent, which was denied by the EaBistrict
Court, and made deceptive statements to the pabtat its lawsuit against Netlist. Netlist's coniptaalso
alleges trade secret misappropriation and trademérkgement against Diablo, claiming that Dialbhisused
Netlist trade secrets to create the ULLtraDIMM prodfor Smart Storage (now SanDisk), and that Diatsed
Netlist's HyperCloud® technology to create compgtimoducts.

On the same day Netlist filed its amended compl&ntart Modular and Diablo each filed a complaint
in the San Francisco Division of the U.S. Distficiurt Northern District of California (“Northern &trict
Court”), seeking declaratory judgment of non-ingfgment and invalidity of the patents asserted énNhtlist's
amended complaint. On September 9, 2013, Netlkst & Motion to Dismiss or Transfer these declayato
judgment complaints to the Central District Colitlis motion was denied by the Northern District @aun
October 10, 2013.

In the Central District Court, Smart Modular anda&@ttWorldwide filed motions on September 13,
2013, to dismiss or sever various counts relataled295 patent. On September 26, 2013, Diabéalfd motion
to dismiss Netlist’s claims for trade secret migappiation, breach of contract, and unfair compmtit On
October 29, 2013, Smart Modular and Diablo filediiores to dismiss or transfer the patent claimsteeldo the
ULLtraDIMM memory module. On November 26, 2013, @entral District Court: (i) severed and transfdrre
the claims related to the ‘295 patent to the Eadbestrict Court, which were stayed by the Eastistrict Court
on March 7, 2014, along with the other ‘295 patetdated claims pending results of the ‘295 patent
reexamination; (ii) severed and transferred toNtbethern District Court the patent claims relatedte
ULLtraDIMM memory module; (iii) issued an order$bow cause why the remaining claims should notladso
transferred to the Northern District Court; and (eld in abeyance Diablo’s pending motion to dssvand
motion for judgment on the pleadings. The partiles foriefs in response to the order to show caasd,then on
December 23, 2013, the Central District Court cedeghe remaining claims to be transferred to thetéon
District Court. All of the claims from the amendeaimplaint filed on August 23, 2013, in the Cenadtrict
Court have now been transferred to either the NontiDistrict Court or the Eastern District Court.

As reported in its Form 8-K filed on December 1312, Netlist received a whistleblower letter
postmarked from Canada (where Diablo is based)mrehber 13, 2013, and obviously written by a curogn
former Diablo employee. The letter begins by blusthting that Diablo stole Netlist’s architectared design,
and goes on to explain that Diablo used NetlisiypétCloud TM product to create the ULLtraDIMM pradu
which it then used in demonstrations to major awsts including IBM and Hewlett-Packard. The leftether
states that Diablo’s management conspired to hideheft by instructing its employees not to speak
customers about the fact that Netlist's product imaerporated into ULLtraDIMM. The letter includdsagrams
showing how Diablo implemented the theft of Nettistade secrets, as well as the names of formain|Di
employees, customers and suppliers who can vémdfytteft. The Form 8-K included as an exhibit diphy
redacted copy of the whistleblower letter. On Delseni3, 2013, Diablo filed an ex parte applicatiothe
Northern District Court requesting that the Coasuie an order to show cause why Netlist shouldaot
sanctioned for attaching the redacted copy of thistkeblower letter to the Form 8-K. The Northeristoict
Court heard the parties’ arguments on Decembe?d83, and on January 3, 2014, issued an order mignyi
Diablo’s application for sanctions, finding thatablo had not established a basis for finding tfiermation in
the Form 8-K and its attachments “confidential” @nedrefore had not shown why it should be grarttedré¢lief
sought.

On January 21, 2014, Netlist filed a motion fonvedo file a second amended answer and counterslaim
in the Northern District Court to assert two adtfitl patents, bringing the total to seven patesgsréed against
the ULLtraDIMM. Diablo did not oppose Netlist's o, and the parties filed a joint stipulation grdposed
order on February 3, 2014, requesting an addititmalmonths be added to the case schedule to acfmiuthe
additional
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patents. On February 5, 2014, the Northern Dis@mtrt granted Netlist's motion to add the two péteand
entered a new case schedule. On February 12, #@lRlorthern District Court granted the partieshf
stipulation dismissing Smart Modular without preged On April 7, 2014, the Northern District Cogranted
Netlist's motion for leave to file a Second Amendaaimplaint in the patent case.

On March 21, 2014, Netlist filed a Second Amended@laint against Diablo in the Northern District
Court, Case No. 4:13-CV-05962 (the “trade secrséaalleging, among other things, that in stepietlist's
proprietary HyperCloud® and DxD and LRD technolagiBiablo breached its contracts with Netlist, catted
trademark violations, and misappropriated Netlistgle secrets. Also on March 21, 2014, Netlistesg Diablo
with its Amended Trade Secret Disclosure, detaiipgroximately 60 trade secrets Netlist taughtittbl® in
connection with the contracted and confidentialkvam the HyperCloud® project. On April 9, 2014 ablo
filed a motion to dismiss Netlist's Second Amendedde Secret Complaint, as well as a motion fogjoent on
the pleadings. That motion was heard by the NantBéstrict Court on May 13, 2014, and on Septenther
2014, denied the motion with respect to all grouextsept one , which Netlist did not contest.

On April 1, 2014, the Northern District Court dethi®iablo’s motion to strike Netlist's infringement
contentions, finding that Netlist's contentions @ideed satisfy the relevant requirements and, joril &, 2014,
granted Netlist's motion to compel defendants tdpice certain discovery materials related to the
ULLtraDIMM. Diablo filed a motion for relief fronthese two rulings, which was denied on April 8, 20Also
on April 7, 2014, the Northern District Court gradtNetlist's motion for issuance of Letters Roggtorthe
Canadian courts requesting that summons be issuédd former Diablo employees living in Canada and
named in the whistleblower letter to produce docutimand to be deposed. These depositions occinrtat
August 2014.

On April 8, 2014, the Northern District Court gradtNetlist's motion to consolidate the patent edat
cases (Case Nos. 4:13-CV-05889-YGR and 4:13-CV-D39BR) and to coordinate discovery with the trade
secret case (4:13-CV-05962-YGR), and denied Diahiootion to further consolidate the patent andetisetret
cases. On April 15, 2014, the Northern Districu@aranted the parties’ joint stipulation dismmgsiSmart
Worldwide without prejudice. On April 30, 2014 gtNorthern District Court denied Diablo’s requémsttt
Netlist's Amended Trade Secret Disclosure and atehibereto be re-designated as “Confidential” fribve
current designation of “Highly Confidential — Attweys’ Eyes Only”.

Between June 18, 2014 and June 24, 2014, SanDaskpétitions in the USPTO requestimger Partes
Review (“IPR”) of the five Netlist patents assertedhe August 23, 2013 amended complaint. Dialialarly
filed petitions requesting IPR of the two Netlisttgnts added in the second amended answer filddrarary 21,
2014. Netlist filed patent owner preliminary respes to all of the petitions associated with theseasserted
Netlist patents. The USPTO issued decisions opétiions in December, 2014, denying the petitiontheir
entirety as to three patents (U.S. Patent Nos6818Y; 8,301,833; 8,516,185), granting a partisiiintion on
one patent (U.S. Patent No. 8,001,434), and irtistga review of all claims in three patents (UP&tent Nos.
7,881,150; 8,081,536; 8,359,501). Reviews wilréfiere proceed related to four Netlist patents (BP.&ent
Nos. 8,001,434; 7,881,150; 8,081,536; 8,359,50Acoordance with established procedures. On Ap#D15,
SanDisk filed additional petitions in the USPTOuesting IPR of the ‘150 patent and the ‘536 patieat are
already under review.

On August 23, 2014, Smart Modular also filed peti§ in the USPTO requesting IPR of the five Netlist
patents asserted in the August 23, 2013 amendeglamin Netlist filed patent owner preliminary pesises to
all of the Smart Modular petitions in December,200n March 13, 2015, the USPTO issued decisiornh®
Smart Modular petitions, denying the petitionshirit entirety as to the same three patents thaivad the
petitions filed by SanDisk in June, 2014 (U.S. Raios. 8,516,187; 8,301,833; 8,516,185), andtintstil
additional reviews of the two other patents alreadgter review (U.S. Patent No. 8,001,434; 8,359, @t will
proceed in accordance with established procedures.

SanDisk filed a motion on June 24, 2014, to stayNbrthern District patent cases pending completion
of the IPRs (Diablo later joined this motion). Nitfiled its opposition to the motion to stay duly 10,
2014. The Northern District Court heard oral arguis on the motion to stay in early August 2014, iasaued
an order on August 21, 2014,
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denying the motion without prejudice. SanDisk reed its motion to stay on January 20, 2015 and pril A,
2015, granted the motion for a stay pending regwiuif the IPRs.

On October 6, 2014, Netlist filed a Motion for Pm@hary Injunction in the Northern District Court
trade secret suit, asking that Diablo and its gar8anDisk be immediately enjoined from any further
manufacture or sale of the ULLtraDIMM module. Theurt granted in part Netlist's motion on Januarg®L5,
and entered a preliminary injunction halting thenofacture, use, sale, or distribution of the DiaRlesh and
Bolt chips and any ULLtraDIMM module containing #@chips, and advanced the trial date to Marcip®52
on the trade secret misappropriation, breach ofraof) and other related claims (4:13-CV-05962-

YGR). SanDisk and Diablo filed motions with theSJCourt of Appeals for the Federal Circuit appeathe
January 6, 2015, preliminary injunction and asKimgexpedited briefing and a stay of the prelimynesjunction
during the pendency of the appeals. The FederaliCdenied both requests for expedited briefaepied
Diablo’s request for a stay, but granted SanDiglksower request for a stay of the preliminary mgjion as to
SanDisk’s existing inventory of enjoined products.

The trial commenced on schedule and continueddonteeks, with closing arguments on March 23,
2015. On March 25, 2015, the jury came back witkerdict finding for the defendant on the breatbamtract,
misappropriation of trade secret and inventorshipnts, while finding for Netlist on the trademanddalse
advertising counts. As a result, Netlist may fdrfee $900,000 bond posted earlier in the litigaticAfter the
verdict, the court ordered briefing to determine #ffect of the jury verdict on the preliminaryungtion entered
on January 6, 2015, and following oral argumendpril 24, 2015, issued an order dissolving the ipralary
injunction. The court further issued Findings atFand Conclusions of Law on Netlist's Unfair Cagtifion
claims granting no relief under the statute basethe jury’s verdict. The parties now have theafymity to
file post-trial motions in accordance with estalndid procedures.

‘386 Patent Reexamination

As noted above, in May 2010, Google requested awlater granted dnter PartesReexamination of
the ‘386 patent by the USPTO. In October 2010, $iMadular requested and was later grantethter Partes
Reexamination of the ‘386 patent. The reexaminati@guested by Google and Smart Modular were merged
the USPTO into a single proceeding. In April 204Non-Final Action was issued by the USPTO, rejertill
claims in the patent. In July 2011, the Companpeaded by amending or canceling some of the claiading
new claims, and making arguments as to the valifithe rejected claims in view of cited referendgsth
Google and Smart Modular filed their comments ®@ompany’s response in October 2011. In Octob&P 20
the USPTO issued an ACP rejecting all 60 claim& Tbmpany filed a response to the ACP on December 3
2012. On June 21, 2013, the USPTO issued a Righppéal Notice (“RAN”") in which the examiner maiirtad
his rejection of the claims. Netlist filed a notickappeal on July 19, 2013. Google filed a notiteross-appeal
on August 2, 2013, and a cross-appeal brief onligctd, 2013. The Company filed an appeal briefamd
amendment canceling some of the remaining claim@anber 2, 2013 to further focus the issues oreap®n
February 24, 2014, the examiner entered the amemtdraaceling claims, withdrew the rejections redate
those claims, but otherwise maintained the postigneviously set forth in the RAN. On SeptemberZoi4,
the USPTO set a hearing date of November 19, 2@ftr the hearing, on February 25, 2015, the Rakeal
and Appeal Board (“PTAB”) issued a decision affingithe examiner’s rejections of the pending claiffke
Company has requested rehearing of the PTAB's ibec&d can thereafter appeal to the Court of Ajspfea
the Federal Circuit. Thus, the reexamination ef‘886 patent remains pending and will continuadnordance
with established procedures for merged reexamingitioceedings and judicial appeals therefrom.

‘912 Patent Reexamination

As noted above, in April 2010, Inphi requestedwas later denied alimter PartesReexamination of
the ‘912 patent by the USPTO. In June 2010, Inpbigtted a new request and was later grantddtan Partes
Reexamination of the ‘912 patent by the USPTO.dpt8mber 2010, the USPTO confirmed the patentalofit
all fifty-one claims of the ‘912 patent. In Octol#610, Google and Smart Modular each filed and Wates
granted requests for reexamination of the ‘912mata February 2011, the USPTO merged the Inpbodke
and Smart Modular ‘912 reexaminations into a siqgteceeding. In an April 2011 Non-Final Action hret
merged reexamination proceeding, the USPTO rejasttdiohs 1-20 and 22-51 and confirmed the patenitploif
claim 21 of the ‘912 patent. In July 2011, the
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Company responded by amending or canceling sonteeaflaims, adding new claims, and making argumasts
to the validity of the rejected claims. Inphi, Gtsmgand Smart Modular filed their comments on tloen@any’s
response in August 2011. In October 2011, the USRikled a second Non-Final Action confirming the
patentability of twenty claims of the ‘912 pateint;luding claims that were added in the reexamimagirocess.
In January 2012, the Company responded by ameindiognceling some of the claims, adding new claans,
making arguments as to the validity of the rejeciaims. Google, Inphi and Smart Modular filed thei
comments to the Company’s response in February. ZH USPTO determined that Smart Modular’'s
comments were defective, and issued a notice tatSvitalular to rectify and resubmit its comments.g8m
Modular filed corrected comments and a petitiontfe USPTO to withdraw the notice in March 2012eTh
USPTO issued a non-final Office Action on Novemb&y 2012 maintaining the patentability of many key
claims while rejecting some claims that were presip determined to be patentable. The Company éled
response to the Office Action on January 14, 20h@. requesters filed their comments on February 13,
2013. On March 21, 2014, the USPTO issued an AGRfirming the patentability of 92 claims and maining
the rejection of 11 other claims. On June 18, 2@1& USPTO issued a RAN, maintaining the substanti
positions taken by the examiner in the ACP. Srlrdular, Inphi and Google filed notices of appealaly 16,
July 18 and July 18, 2014, respectively. Netlistfa notice of cross-appeal on July 30, 2014.a1%m
Modular, Inphi and Google filed their respectivepegpl briefs on September 16, September 30 and8kpte30,
2014. Netlist filed its cross-appeal brief on ®epber 30, 2014. On January 14, 2015, the examiaértained
his positions previously set forth in the RAN. Teaties filed respective rebuttal briefs in Feloyu2015. The
reexamination of the ‘912 patent remains pendirgywaifi continue in accordance with established phaes
for merged reexamination proceedings.

‘627 Patent Reexamination

In September 2011, Smart Modular filed a requastdexamination of U.S. Patent No. 7,864,627 (“the
‘627 patent”) issued to the Company on January)412The ‘627 patent is related to the ‘912 patknt.
November 2011, the USPTO granted Smart Moduladeest for reexamination of the ‘627 patent and
concurrently issued a Non-Final Action confirmiing tpatentability of three claims. In February 20h2,
Company responded by amending or canceling sonteeaflaims, adding new claims, and making argumasts
to the validity of the rejected claims. Smart Maatuiled its comments to the Company’s response in
March 2012. The USPTO determined that Smart Motlu@mments were defective and issued a notice in
April 2012 to Smart Modular to rectify and resubitstcomments. Smart Modular filed corrected comtmiand
a petition for the USPTO to withdraw the noticedjpril 2012. The USPTO posted an Office Action on
December 19, 2012, confirming one claim and rajecthe rest of the claims in the ‘627 patent. TloenBany
filed a response to the Office Action on March 2013. Smart Modular filed its comments on the @fffcction
on April 24, 2013. The USPTO issued another NoraF®@iffice Action on September 26, 2013, withdrawing
certain rejections while adopting new rejectionsdertain of the pending claims. The Company redpdrio the
Non-Final Office Action on November 26, 2013, byarding some of the claims and making arguments as t
the validity of the rejected claims. On March 2012, the USPTO issued an ACP, maintaining the claim
rejections. On June 27, 2014, the USPTO issuediN, Riaintaining the substantive positions takerthzy
examiner in the ACP. Netlist filed a notice of appon July 28, 2014. On October 14, 2014, the gz filed
its appeal brief and, on November 13, 2014, SmardWar filed its respondent’s brief. The reexammabf the
‘627 patent remains pending and will continue inaxdance with establishédter PartesReexamination
procedures.

‘537 Patent Reexamination

As noted above, in April 2010, Inphi requested aad later denied dnter PartesReexamination of
the ‘537 patent by the USPTO. In June 2010, Inpbingtted a new request and was later grantddtan Partes
Reexamination of the ‘537 patent by the USPTO.dpt&mber 2010, the USPTO issued a Non-Final Action
confirming the patentability of four claims. In @bier 2010, the Company responded by amending aetiag
some of the claims, adding new claims, and makiggraents as to the validity of the rejected claimphi filed
its comments on the Company’s response in Janudry.2n June 2011, the USPTO issued an ACP, which
reconfirmed the patentability of the four claims. August 2010, the Company responded by amendimg s
the claims and making arguments as to the valafitye rejected claims. Inphi filed its commentshe
Company’s response in September 2011. The USPT@dss Right of Appeal Notice in February 2012, in
which the claim rejections were withdrawn, thusfaoming the patentability of all sixty (60) clainmis view of
all the previously submitted comments by both Irguidl the Company. Inphi filed a notice of appeal in
March 2012 followed by an appeal brief in May 20t2response, the USPTO issued a
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Notice of Defective Appeal Brief. Inphi filed a cective appeal brief in late May 2012, and the Canypfiled

its reply brief to the corrected Inphi appeal bitegarly July 2012. The examiner responded toilaorrected
appeal brief as well as the Company’s reply brieElzsaminer’s Answer on April 16, 2013, in which he
maintained his position confirming all sixty (60aiens. Inphi filed a rebuttal brief on May 16, 208etlist filed
a request for oral hearing on June 14, 2013. Thepaoy and the examiner jointly defended the ‘53@mtan a
hearing on November 20, 2013 before the Patent dnid Appeal Board (“PTAB”) at the USPTO. On
January 16, 2014, the PTAB issued a decision upimlthie validity of all 60 claims, dismissing evesingle
validity challenge raised by Inphi and affirmingetbxaminer’s decision to allow the claims. On Audi& 2014,
the PTAB denied Inphi's request for rehearing aralenits decision final for judicial review to CowoiftAppeals
for the Federal Circuit (“CAFC”). On October 1912, Inphi filed a Notice of Appeal to the CAFCnO
February 3, 2015, Inphi filed an appellant’s birefts appeal to the CAFC. The reexamination ef‘887 patent
remains pending and will continue in accordancé witablished procedures fater PartesReexamination and
judicial appeals therefrom.

‘274 Patent Reexamination

As noted above, in April 2010, Inphi requested aad later denied dmter PartesReexamination of
the ‘274 patent by the USPTO. In June 2010, Inpbirgtted a new request and was later grantddtan Partes
Reexamination of the ‘274 patent by the USPTO.dpt8mber 2011, the USPTO issued a Non-Final Action,
confirming the patentability of six claims. The Cpamy has responded by amending or canceling sottine of
claims, adding new claims, and making argumente #ge validity of the rejected claims. Inphi filéd
comments on the Company’s response in November. Z0ELUSPTO issued an ACP in March 2012, which
confirmed the patentability of one hundred and foii®4 ) claims in view of all the previously sulttad
comments by both Inphi and the Company. The USRIBexjuently issued a RAN in June 2012. This RAN
triggered Inphi’s right as the losing party to fdenotice of appeal and corresponding appeal hwigth Inphi
filed when due. The Company responded to Inphifseapbrief by filing a reply brief in October 20Tthe
examiner responded to Inphi’'s appeal brief ande¢péy brief by Examiner's Answer on April 16, 2018,
which he maintained his position confirming the dredred and four (104) claims. Inphi filed a realibrief on
May 16, 2013. Netlist filed a request for oral hiegron June 14, 2013. The Company and the USPT@®iara
jointly defended the ‘274 patent in a hearing orvé&uber 20, 2013 before the PTAB, in accordance with
established procedures fioter PartesReexamination. On January 16, 2014, the PTAB isaugecision
affirming the examiner in part, but reversing tixaminer on new grounds and rejecting the one huhalnel
four (104) claims. On March 28, 2014, Netlistdile Patent Owner’'s Response Requesting to Reopen
Prosecution along with certain claim amendmentsaagdments. On June 26, 2014, the PTAB issuediaide
granting-in-part Inphi’'s request to modify the Janul6, 2014, decision as to two of the rejectethts. The
reexamination of the ‘274 patent remains pendirgywaifi continue in accordance with established prhaes
for Inter PartesReexamination.

Other Contingent Obligations

During its normal course of business, the Compasyrhade certain indemnities, commitments and
guarantees pursuant to which it may be requiredake payments in relation to certain transactidhsse
include: (i) intellectual property indemnities teetCompany’s customers and licensees in connegiibrthe
use, sales and/or license of Company productsnfigmnities to vendors and service providers p@rng to
claims based on the Company’s negligence or witffidconduct; (iii) indemnities involving the accayeof
representations and warranties in certain contrégjsindemnities to directors and officers of tGempany to
the maximum extent permitted under the laws ofState of Delaware; (v) indemnities to Fortress, @
pertaining to all obligations, demands, claims, Baldilities claimed or asserted by any other pamtgonnection
with transactions contemplated by the loan documemtd (vi) certain real estate leases, under wthieh
Company may be required to indemnify property owrier environmental and other liabilities, and otbl@aims
arising from the Company’s use of the applicabngses. The duration of these indemnities, comnmtsand
guarantees varies and, in certain cases, may kénitd. The majority of these indemnities, comnetits and
guarantees do not provide for any limitation of th@ximum potential for future payments the Compamyld
be obligated to make. Historically, the Company matsbeen obligated to make significant paymentstfese
obligations, and no liabilities have been recorfigdhese indemnities, commitments and guarantedsei
accompanying consolidated balance sheets.
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Note 8—Stockholders’ Equity

Serial Preferred Stock

The Company’s authorized capital includes 10,000 $ltares of Serial Preferred Stock, with a parevalu
of $0.001 per share. No shares of Serial Prefe3tadk were outstanding at June 27, 2015 or DeceRiher
2014.

Common Stock

On February 24, 2015, the Company completed thé Ziffiering of shares of the Company’s common
stock. In the 2015 Offering, the Company issuedsoid to the underwriter (“Underwriter”) 8,846,15Hares of
common stock pursuant to an underwriting agreentlateéd as of February 19, 2015, by and between the
Company and the Underwriter, at a price of $1.289ghare, including 1,153,846 shares resulting fitwen
Underwriter's exercise in full of its option to mimase additional shares of Common Stock to cover-ov
allotments. The price per share to the public @2015 Offering was $1.30 per share. The net pdxfFem the
2015 Offering were approximately $10.5 million,eaftleducting underwriting discounts and commissants
estimated offering expenses.

Stock-Based Compensation

The Company has stock-based compensation awarstsuading pursuant to the Amended and Restated
2000 Equity Incentive Plan (the “2000 Plan”) and Aimended and Restated 2006 Equity Incentive Rhamn (
“2006 Plan”), under which a variety of option arickdt stock-based awards may be granted to emieed
nonemployees of the Company. Further grants utde2®00 Plan were suspended upon the adoptiore of th
2006 Plan. In addition to awards made pursuarite®006 Plan, the Company periodically issues iademt
grants outside the 2006 Plan to certain new hires.

Subject to certain adjustments, as of June 27,,20@53Company was authorized to issue a maximum of
9,005,556 shares of common stock pursuant to avwendisr the 2006 Plan. That maximum number will
automatically increase on the first day of eachsegient calendar year by the lesser of (i) 5.0%ehumber
of shares of common stock that are issued andamdlistg as of the first day of the calendar yead, @h
1,200,000 shares of common stock, subject to adprstfor certain corporate actions. At June 27 52@He
Company had 683,199 shares available for grantrithde2006 Plan. Options granted under the 2080 &hd
the 2006 Plan primarily vest at a rate of at 1@&886 per year over four years and expire 10 yeara the date
of grant. Restricted stock awards vest in eighbémqcrements at intervals of approximately six tharfrom the
date of grant.

A summary of the Company’s common stock optionvagtfor the six months ended June 27, 2015 is
presented below (shares in thousands):

Options Outstanding

Weighted-
Average
Number of Exercise
Shares Price

Options outstanding at December 27, 2 7234  $ 2.40
Options grante: 1,185 1.07
Options exercise (20) 0.73
Options expired/forfeite (518 2.03
Options outstanding at June 27, 2( 7,891 $ 2.22

The intrinsic value of options exercised in thersianths ended June 27, 2015 was $4,895 .
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A summary of the Company’s restricted stock awasief and for the six months ended June 27, 2015 is
presented below (shares in thousands):

Restricted Stock Outstanding

Weighted-
Average
Grant-Date
Number of Fair Value
Shares per Share
Balance outstanding at December 27, 2 2 3 151
Restricted stock forfeite (1) 151

Restricted stock veste (1) 1.51
Balance outstanding at June 27, 2 - 8 -

The following table presents details of the assuwngtused to calculate the weighted-average grant
date fair value of common stock options grantedhgyCompany:

Six months endec

June 27, June 28,
2015 2014
Expected term (in year 6.1 6.3
Expected volatility 113% 121 %
Risk-free interest rat 1.52% 1.90%
Expected dividend - -
Weighte-average grant date fair value per st $ 0.90 $ 151

The fair value per share of restricted stock gramtalculated based on the fair value of the Camisa
common stock on the respective grant dates. Téuet glate fair value of restricted stock vested $i86800 and
$100,000 in the six months ended June 27, 2019ane 28, 2014, respectively.

At June 27, 2015, the amount of unearned stockebe@mpensation currently estimated to be expensed
from fiscal 2015 through fiscal 2018 related to ested common stock options is approximately $310omj net
of estimated forfeitures. The weighted-averagegaeover which the unearned stock-based compensgation
expected to be recognized is approximately 2.6sydfaithere are any modifications or cancellatiohthe
underlying unvested awards, the Company may bdrestjto accelerate, increase or cancel any renginin
unearned stock-based compensation expense.

Note 9—Segment and Geographic Information

The Company operates in one reportable segmenthvidithe design and manufacture of high-
performance memory subsystems for the server, pégfermance computing and communications markéts. T
Company evaluates financial performance on a Cospatie basis.

At June 27 , 2015, the Company did not any havg-lived assets located in the PRC. At December 2
7,201 4, approximately $0. 2 million, of the Guamy’s long-lived assets, net of depreciation andréization,
were located in the PRC. Substantially all otheglived assets were located in the U.S.
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Note 10—Subsequent Events

We have evaluated subsequent events through ithg dite of this Form 10-Q, and have determined
that no subsequent events have occurred that wegldre recognition in the condensed consolidateahtial
statements or disclosure in the notes theretor thia@ as discussed in the accompanying notes.
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Item 2. Management’s Discussion and Analysis of Financial@dition and Results of Operations

Cautionary Statement

The following discussion and analysis of our firahcondition and results of operations should be
read in conjunction with our Unaudited Condensedh€iidated Financial Statements and the relate@sot
thereto contained in Part I, Item 1 of this Repditte information contained in this Quarterly Repont
Form 10-Q is not a complete description of our hass or the risks associated with an investmeotiin
common stock. We urge you to carefully review amtsicler the various disclosures made by us inRleigort
and in our other reports filed with the Securiteesd Exchange Commission, or SEC, including our Ahnu
Report on Form 10-K for the fiscal year ended Ddoen27, 2014 and subsequent reports on Form 10-@)8an
K, which discuss our business in greater detail.

This report contains forward-looking statementsamgting future events and our future
performance. These forward-looking statementsiievidsks and uncertainties that could cause acteallts to
differ materially from those expected or projectéthese risks and uncertainties include, but arelingted to
risks associated with the launch and commerciatsss of our products, programs and technologies; th
success of product partnerships; continuing devalent, qualification and volume production of Hypaul,
EXPRESSvault™, NVvault™, HyperCloud® and VLP Pladd@&DIMM; the timing and magnitude of the
continued decrease in sales to one of our key mestg; our ability to leverage our NVvault™ and
EXPRESSvault™ technology into a more diverse custbase; our need to raise additional capital and o
ability to obtain financing when necessary; theiddyp-changing nature of technology; risks assodiatéth
intellectual property, including patent infringemditigation against us as well as the costs angnadlictability
of litigation over infringement of our intellectuptoperty and the possibility of our patents beieagxamined or
reviewed by the USPTO and PTAB; volatility in thieing of DRAM ICs and NAND flash ; changes in and
uncertainty of customer acceptance of, and demanaér existing products and products under depelent,
including uncertainty of and/or delays in productiers and product qualifications; delays in our amar
customers’ product releases and development; iniztdns of new products by competitors; changesnii-
user demand for technology solutions; our abil@yattract and retain skilled personnel; our relianon
suppliers of critical components and vendors ingbpply chain; fluctuations in the market pricecafical
components; evolving industry standards; and théipal and regulatory environment in the PRQOther risks
and uncertainties are described under the headiijsk Factors” in Part Il, Item 1 A of this QuartgReport
on Form 10-Q, and similar discussions in our otB&C filings. Given these risks, uncertainties attér
important factors, you should not place undue ret@on these forward-looking statements. TheseafaF
looking statements represent our estimates andngssons only as of the date made. Except as redjlydaw,
we undertake no obligation to revise or update fmlypbany forward-looking statements for any reason.

Overview

We design, manufacture and sell a wide varietyigii performance, logic-based memory subsystems
for the global datacenter, storage and high-perdmece computing markets. Our memory subsystemsgtarfsi
combinations of dynamic random access memory iatedrcircuits (‘DRAM ICs” or “DRAM”), NAND flash
memory (“NAND flash "), application-specific intemped circuits (“ASICs”) and other components asdethbn
printed circuit boards (“PCBs”). We primarily matkend sell our products to leading original equipime
manufacturer (“OEM”) customers, hyperscale dataremperators and storage vendors. Our solutians ar
targeted at applications where memory plays a &kyin meeting system performance requirements. We
leverage a portfolio of proprietary technologies aesign techniques, including combining discrete
semiconductor technologies from third parties sacDRAM and NAND flash to function as one, effidien
planar design, and alternative packaging technituésliver memory subsystems with persistencey ignsity,
small form factor, high signal integrity, attraaithermal characteristics, reduced power consumpiia low
cost per bit. Our NVvault™ product is the firstdffer both DRAM and NAND flash in a standard foracfor
memory subsystem as a persistent dual-in line mgmodule (“DIMM”) in mission critical applicationsOur
HyperCloud® technology incorporates our patentedt raultiplication and load reduction technologiée also
have pending and issued patents covering fundatresygacts of hybrid memory DIMM designs that incogie
combinations of DRAM and/or NAND flash, such as diwvault™ product. We are focused on monetizing ou
patent portfolio through our products business ardsre appropriate, through licensing arrangemeittsthird
parties that wish to incorporate our patented teldwies in their products.
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Our high performance memory subsystems are deveiopgart using our proprietary technologies, and
we believe that the strength of our intellectuagarty rights will be important to the success wf business.
We utilize patent and trade secret protection,identiality agreements with customers and partroéssjosure
and invention assignment agreements with emplogeds<onsultants and other contractual provisionsdtect
our intellectual property and other proprietaryommfiation. We intend to vigorously defend and maeetiur
intellectual property through licensing arrangemend, where necessary, enforcement actions aglaosst
entities using our patented solutions in their pidd. We may seek injunctive relief in the cowbenforcing
our intellectual property rights in certain instaacand in other instances we may enter into satti¢ or license
agreements, which can be structured in a varietyagfs, including one-time paid up licenses or omgaoyalty
arrangements. However, our efforts may not resuktvenues from these monetization efforts.

As of June 27 , 2015, we had 55 U .S. and forpaents issued and 30 U .S. and foreign patents
applications pending. Assuming that they are pigpaaintained, our patents will expire at variowdeas
between 2022 and 2029. Our issued patents andt@guelications relate to the use of custom logibigh
performance memory subsystems, PCB design, laymupackaging techniques. We intend to actively ypeirs
the filing of additional patent applications retate our technology advancements. While we beltbat our
patent and other intellectual property rights ampartant to our success, our technical expertiseaility to
introduce new products in a timely manner are mgmrtant factors in developing and maintaining our
competitive position. Accordingly, we believe tloair business is not materially dependent upon aeyctaim
in any of our existing patents or pending patemiiaations.

Our Products
NVvault™ Family

We were the first to develop and market memory gstieens that incorporate both DRAM and NAND
flash in a single NVvault™ persistent DIMM solutiddVvault™ was originally used for mission critical
backups during power interruption in Redundant AwhIndependent Disks (“RAID”) and main memory.
NVvault™ has moved beyond its original applicattora variety of other applications, including hygeale
computing for cloud, big data, on-line banking atlder real time applications where NVvault™ is alsed as a
data accelerator. We are working to further enhaineeapabilities of our NVvault™ technology in seenew
applications, and we are also seeking to expandustomer base through the integration of NVvauitt
leading storage motherboards. NVvault™ is incorfeatan our EXPRESSvault™ PCle solution for both
acceleration and backup in storage applications: NO/vault™ product line consists primarily of bextg-free
and battery-powered flash backed cache memory stdrayg targeting RAID storage, application accelemat
and mission critical data integrity. NVvault™ bagtdree provides server and storage OEMs a soldtion
enhanced datacenter fault recovery. We contingeitsue qualifications with potential significantstomers
within the industry and we are currently workingéonedy our ongoing supply chain disruptions, havesur
efforts to expand our qualifications and managesoipply chain may not result in significant revenifrem the
sale of NVvault™ family products.

For the six months ended June 27, 2015 and Juriz028, our NVvault™ non-volatile RDIMM used in
cache-protection and data logging applicationduiting our NVvault™ battery-free, the flash-basedtwe
system, accounted for approximately 3 8% and 48 fbtal net sales, respectively. For the threatins
June 27, 2015 and June 28, 2014 , our NVvault™vatatile RDIMM used in cache-protection and data
logging applications, including our NVvault™ battdree, the flash-based cache system, accounted for
approximately 29 % and 38 % of total net saleqpeaetvely.

HyperCloude

Our HyperCloud technology incorporates our patented rank mulgian technology, which increases
memory capacity and our patented load reductiomi@ogy, which increases memory bandwidth. We eixpec
that these patented technologies will make possitppeoved levels of performance for memory intessiv
datacenter applications and workloads, includintgmamise virtualization, cloud computing infrastiue,
business intelligence real- time data analyticd, ligh performance computing
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Specialty Memory Modules and Flash-Based Products

The remainder of our revenues are primarily fromMDd&ales of specialty memory modules and flash-
based products, the majority of which are utilizedata center and industrial applications. Wheret#ing
custom modules for an equipment product launchemgage with our OEM customers from the earliesfestaf
new product definition, providing us unique insighto their full range of system architecture ardfprmance
requirements. This close collaboration has alsmnedtl us to develop a significant level of systemzeetise. We
leverage a portfolio of proprietary technologies aesign techniques, including efficient planarigies
alternative packaging techniques and custom semiigziar logic, to deliver memory subsystems withhhig
speed, capacity and signal integrity, small foretdg attractive thermal characteristics and lowt ger bit.
Revenues from our specialty modules and flash-bpsatlicts are subject to fluctuation as a resutheflife
cycles of the products into which our modules amoiporated. Our ability to continue to generatenaies from
specialty memory modules and flash-based prodaaspendent on our ability to qualify our produmsnew
platforms as current platforms reach the end df thiecycles, and on the state of the global ecogo

Technology

We have a portfolio of proprietary technologies dedign techniques and have assembled an
engineering team with expertise in semiconducfmisfed circuit boards, memory subsystem and syslesign.
Our technology competencies include:

IC Design ExpertiseWe have designed special algorithms that can péemmented in stand-alone
integrated circuits or integrated into other fuontl blocks in ASICs. We utilize these algorithmdtie
HyperCloude chipset to incorporate rank multiplication and leaduction functionality. We also incorporate
these algorithms in our NVvault™ product line of RIMS.

NVvault™. We were the first to develop and market memonsgsitems that incorporate both DRAM
and NAND flash in a single NVvault™ persistent DIMddlution. NVvault™ combines the best attributes of
DRAM, including speed, durability and reliabilityittv high densities, lower power and lowest costs/juled by
NAND flash . This combination enables us to provégplication acceleration and mission critical hgrkuring
power interruption for cloud infrastructure, virtization, analytics and database applications. NMVH is
incorporated in our EXPRESSvault™ PCle solutiontdfoth acceleration and backup in storage applisatio

Proprietary PCB DesignsWe utilize advanced technigues to optimize elestrgignal strength and
integrity within a PCB. These techniques include tise of 8-layer or 10-layer boards, matching cotidel trace
lengths, a minimized number of conductive connegtor vias, and precise load balancing to, amohgrot
benefits, help reduce noise and crosstalk betwdjacent traces. In addition, our proprietary desifgn the
precise placement of intra-substrate componerndgvalk to assemble memory subsystems with significan
smaller physical size, enabling OEMs to develomlpods with smaller footprints for their customers.

Very Low Profile DesignsWe were the first company to create memory subsystn a form factor of
less than one inch in height. We believe our pespriy board design technology is particularly usiftihe
blade server market, where efficient use of motbanth space is critical. Our technology has allowsdo
decrease the system board space required for meamatymprove thermal performance and operatingdge
by enabling our customers to use alternative metlebdomponent layout.

Thermal Management Designg/e design our memory subsystems to ensure eféebtat dissipation.
We use thermal cameras to obtain thermal profiléseomemory subsystem during the design phasayizng
us to rearrange components to enhance thermalatbastics and, if necessary, replace componeatgih not
meet specifications. We also develop and use ptamyi heat spreaders to enhance the thermal maeagem
characteristics of our memory subsystems.
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Key Business Metrics

The following describes certain line items in oandensed consolidated statements of operations that
are important to management’s assessment of camdial performance:

Net Sales.Net sales consist primarily of sales of our higihffprmance memory subsystems, net of a
provision for estimated returns under our rightegtirn policies, which generally range up to 30sdaye
generally do not have long-term sales agreemeiksaur customers. Although OEM customers typically
provide us with non-binding forecasts of futureguct demand over specific periods of time, theyegaity
place orders with us approximately two weeks insaxde of scheduled delivery. Selling prices areciiby
negotiated monthly, based on competitive markeditimms and the current price of DRAM ICs and NAND
flash . Purchase orders generally have no caniogllat rescheduling penalty provisions. We ofteip stur
products to our customers’ international manufaetusites. All of our sales to date, however, sgaaiinated
in U.S. dollars. We also sell excess componentritorg of DRAM ICs and NAND flash to distributors@n
other users of memory integrated circuits . Compoe/entory sales are a relatively small percemtaignet
sales as a result of our efforts to diversify batin customer and product line bases. This divessifn effort
has also allowed us to use components in a witgreraf memory subsystems. We expect that component
inventory sales will continue to represent a midipation of our net sales in future periods.

Cost of SalesOur cost of sales includes the cost of materdabsr and other manufacturing costs,
depreciation and amortization of equipment, invent@luation provisions, stock-based compensation,
occupancy costs and other allocated fixed costs.ORAM ICs and NAND flash incorporated into our gocts
constitute a significant portion of our cost ofesaland thus our cost of sales will fluctuate basethe current
price of DRAM ICs and NAND flash . We attempt tospahrough such DRAM IC and NAND flash memory
cost fluctuations to our customers by frequenthyegotiating pricing prior to the placement of thairchase
orders. However, the sales prices of our memorgysibms can also fluctuate due to competitive Sitns
unrelated to the pricing of DRAM ICs and NAND flastvhich affects gross margins. In addition, wedhav
experienced shortages of DRAM and flash requiredfw HyperCloud® and NVvault products from time to
time, which can cause disruptions in our revenuesgaoss profits. In addition, the gross margiroansales of
any excess component DRAM IC and NAND flash invente much lower than the gross margin on our sales
our memory subsystems. As a result, fluctuatiof3RAM IC and NAND flash inventory sales as a petagp
of our overall sales could impact our overall grogegin. We assess the valuation of our inventanea
quarterly basis and record a provision to costt#sas necessary to reduce inventories to the lofamst or
net realizable value.

Research and DevelopmermResearch and development expense consists pyroéagimployee and
independent contractor compensation and relatad,&ieck-based compensation, non-recurring engineering

fees, computeraided design software licenses, reference desigelafament costs, depreciation or rental of

evaluation equipment, and occupancy and otheratkboicoverhead costs. Also included in research and
development expense are the costs of material eerthead related to the production of engineerimgpdas of
new products under development or products usedlysiol the research and development process. Our
customers typically do not separately compensafterutesign and engineering work involved in depéig

application-specific products for them. All research and depelent costs are expensed as incurred. We

anticipate that research and development expeedituill increase in future periods as we seek frapg new
product opportunities, increase our activitiestazldo new and emerging markets and continue teldpv
additional proprietary technologies.

Intellectual Property Legal Feedntellectual property legal fees consists of Idgas incurred for
patent filings and protection, including litigatiowe anticipate that intellectual property legadanill
materially fluctuate in future periods as we seeRrbtect our patent portfolio.

Selling, General and Administrativé&elling, general and administrative expenses sbpsimarily of
employee salaries and related costs, stock-basepartsation, independent sales representative caiomss
professional services, promotional and other ggllind marketing expenses, and occupancy and dibeatad
overhead costs. A significant portion of our sgleffort is directed at building relationships witfeMs and
other customers and working through the product@mp and qualification process with them. Therefdhe
cost of material and overhead related to produetsufactured for qualification is included in seffiaxpenses.
In order to conserve
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capital resources in light of the year-over- yeafenue decline, we have reduced our selling, gearca
administrative expenditures by eliminating head¢@umd other related expenses.

Provision for Income Taxe$he federal statutory rate was 3 4 % for thequeended June 27 , 2015
and
June 2 8, 2014. Our effective tax rate differsrfrthe statutory rate due to the company providifiglla
valuation allowance against net deferred tax asaatsaccordingly did not recognize an income txdfit
related to losses incurred.

Critical Accounting Policies

The preparation of our condensed consolidated fimhstatements in conformity with accounting
principles generally accepted in the U.S. requireto make estimates and assumptions that affecetiorted
amounts of assets and liabilities and disclosufesuatingent assets and liabilities at the datthefcondensed
consolidated financial statements and the repamedunts of net sales and expenses during the iep@eriod.
By their nature, these estimates and assumptiensudnject to an inherent degree of uncertainty base our
estimates on our historical experience, knowledgrirent conditions and our beliefs of what coatatur in the
future considering available information. We revieur estimates on an on-going basis. Actual resudtg differ
from these estimates, which may result in matedaierse effects on our operating results and fiahposition.
We believe the following critical accounting poéisiinvolve our more significant assumptions anineges
used in the preparation of our condensed conselid@ancial statements:

Revenue RecognitioWe recognize revenues in accordance with the EiabAccounting Standards
Board (“FASB") Accounting Standards CodificatiolASC”) Topic 605. Accordingly, we recognize revenues
when there is persuasive evidence that an arrangeists, product delivery and acceptance havaroed, the
sales price is fixed or determinable, and collélitijlof the resulting receivable is reasonablywassl.

We generally use customer purchase orders anditraots as evidence of an arrangement. Delivery
occurs when goods are shipped for customers witB SBipping Point terms and upon receipt for custsme
with FOB Destination terms, at which time title aiigk of loss transfer to the customer. Shippingutoents are
used to verify delivery and customer acceptancea¥¢ess whether the sales price is fixed or datebtd based
on the payment terms associated with the transaatid whether the sales price is subject to refGudtomers
are generally allowed limited rights of return tgy to 30 days, except for sales of excess compamegnitories,
which contain no right-of-return privileges. Estit®d returns are provided for at the time of sakedaon
historical experience or specific identificationaof event necessitating a reserve. We offer a atdrfoduct
warranty to our customers and have no other paptrsnt obligations. We assess collecta bility bamethe
creditworthiness of the customer as determinedréglicchecks and evaluations, as well as the cusmtem
payment history.

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

Fair Value of Financial InstrumentsOur financial instruments consist principally afst and cash
equivalents, restricted cash, accounts receivabtmunts payable, accrued expenses and debt irsttsimThe
fair value of our cash equivalents is determineskldaon quoted prices in active markets for idehéisaets or L
evel 1 inputs. We recognize transfers between Isel/¢hrough 3 of the fair value hierarchy at thgitweing of
the reporting period. We believe that the carryiatues of all other financial instruments approxientheir
current fair values due to their nature and respeclurations.

Allowance for Doubtful AccountdNe perform credit evaluations of our customensaficial condition
and limit the amount of credit extended to our cosrs as deemed necessary, but generally requiellateral.
We evaluate the collectibility of accounts recelediased on a combination of factors. In casesevwverare
aware of circumstances that may impair a specifstamer’s ability to meet its financial obligatiosisbsequent
to the original sale, we will record an allowangaiast amounts due, and thereby reduce the negmexsal
receivable to the amount that we reasonably beliélde collected. For all other customers, weorec
allowances for doubtful accounts based primarilyhlenlength of time the receivables are past dsedan the
terms of the originating transaction, the curramibess environment and our historical experiedoeollectible
accounts are charged against the allowance for
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doubtful accounts when all cost effective comméntiaans of collection have been exhausted. Gdwpeoair
credit losses have been within our expectationglaagrovisions established. However, we cannotagiae
that we will continue to experience credit losgsasimilar to those we have experienced in theqrastat such
losses will continue to generally be within our egfations and provisions established.

Our accounts receivable are highly concentratedhgnacsmall number of customers, and a significant
change in the liquidity or financial position of@of these customers could have a material adedieset on the
collectibility of our accounts receivable, our lidity and our future operating results.

Inventories. We value our inventories at the lower of the alcteat to purchase or manufacture the
inventory or the net realizable value of the ineepnt Cost is determined on an average cost basishwh
approximates actual cost on a first-in, first-oasis and includes raw materials, labor and manurfisxct
overhead. At each balance sheet date, we evalodiegeinventory quantities on hand and record aipion for
excess quantities and obsolescence. Among othier$agve consider historical demand and forecastsdand
in relation to the inventory on hand, competitivenef product offerings, market conditions and paidife
cycles when determining obsolescence and net adddizalue. In addition, we consider changes imtheket
value of DRAM ICs and NAND flash in determining thet realizable value of our raw material invent@yce
established, any write downs are considered pemtatjustments to the cost basis of our excesbswlete
inventories.

A significant decrease in demand for our produotdd result in an increase in the amount of excess
inventory quantities on hand. In addition, our resties of future product demand may prove to becimate, in
which case we may have understated or overstagegrtivision required for excess and obsolete irorgntn
the future, if our inventories are determined twbervalued, we would be required to recognize tauftil
expense in our cost of sales at the time of sutdrigénation. Likewise, if our inventories are detéred to be
undervalued, we may have over-reported our costalet in previous periods and would be required to
recognize additional gross profit at the time sunskentories are sold. In addition, should the mavadue of
DRAM ICs or NAND flash decrease significantly, weaynbe required to lower our selling prices to reffiie
lower current cost of our raw materials. If suclt@mdecreases reduce the net realizable valueroheentories
to less than our cost, we would be required togeia® additional expense in our cost of salesénstmme
period. Although we make every reasonable effodrtsure the accuracy of our forecasts of futureymrb
demand, any significant unanticipated changes inathel, technological developments or the marketevafu
DRAM ICs or NAND flash could have a material effect the value of our inventories and our reported
operating results.

Deferred Financing Costs, Debt Discount and Detdtbdebt-Related WarrantsCosts incurred to
issue debt are deferred and included in debt isguansts in the accompanying consolidated balameetsWe
amortize debt issuance costs over the expectedadktine related debt using the effective interestirad. Debt
discounts related to the relative fair value of ammrrants issued in conjunction with the debt aeorded as a
reduction to the debt balance and accreted ovesxpected term of the debt to interest expenseyubimn
effective interest method.

Impairment of Long-Lived Asset¥Ve evaluate the recoverability of the carryingueabf long-lived
assets held and used in our operations for impairioe at least an annual basis or whenever everisamges
in circumstances indicate that their carrying vaheay not be recoverable. When such factors androistances
exist, we compare the projected undiscounted futateash flows associated with the related assgtooip of
assets over their estimated useful lives agaimst ktespective carrying amount. These projectedgréutash
flows may vary significantly over time as a reqflincreased competition, changes in technologytflations
in demand, consolidation of our customers and réahg in average selling prices. If the carryingueais
determined not to be recoverable from future ojregatash flows, the asset is deemed impaired and an
impairment loss is recognized to the extent theyoay value exceeds the estimated fair value ofateet. The
fair value of the asset or asset group is basadarket value when available, or when unavailalbegiscounted
expected cash flows.

Warranty ReserveWe offer product warranties generally ranging frone to three years, depending
on the product and negotiated terms of purchasseaggnts with our customers. Such warranties reqsite
repair or replace defective product returned tduring the warranty period at no cost to the custom
Warranties are not offered on sales of excess towenOur estimates for warranty-related costsracerded at
the time of sale based on historical and
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estimated future product return rates and expeetegir or replacement costs. While such costs hasterically
been consistent between periods and within ourasapens and the provisions established, unexpeattadges
in failure rates could have a material adverse shpa us, requiring additional warranty reserves, adversely
affecting our gross profit and gross margins.

Stock-Based Compensatiowe account for equity issuances to non-employe@scordance with
ASC Topic 505. All transactions in which goodsservices are the consideration received for theaisse of
equity instruments are accounted for based ondihedlue of the consideration received or the ¥aiue of the
equity instrument issued, whichever is more reliabkasurable. The measurement date used to deeetingn
fair value of the equity instrument issued is thdier of the date on which the third-party perfamoe is
complete or the date on which it is probable tlefqrmance will occur.

In accordance with ASC Topic 718, employee andctiirestock-based compensation expense
recognized during the period is based on the vafitlee portion of stock-based payment awards #hat i
ultimately expected to vest during the period. dpithat stock-based compensation expense recognitieel
condensed consolidated statements of operatidrasisd on awards ultimately expected to vest, ibeas
reduced for estimated forfeitures. ASC Topic 71l@ures forfeitures to be estimated at the timerahgand
revised, if necessary, in subsequent periods ifedorfeitures differ from those estimates. Ouimeated
average forfeiture rates are based on historictdifare experience and estimated future forfegure

The fair value of common stock option awards to leyges and directors is calculated using the Black-
Scholes option pricing model. The Black-Scholesletoequires subjective assumptions regarding éustmck
price volatility and expected time to exercise nglavith assumptions about the risk-free interetst amd
expected dividends, all of which affect the estiedaflair values of our common stock option awardee T
expected term of options granted is calculateth@sverage of the weighted vesting period andéhé&actual
expiration date of the option. This calculatiom&sed on the safe harbor method permitted by Hi6
instances where the vesting and exercise termptfis granted meet certain conditions and whengdd
historical exercise data is available. The expketdatility is based on the historical volatilitf our common
stock. The risk-free rate selected to value amtiquéar grant is based on the U.S. Treasury Izé ¢orresponds
to the expected term of the grant effective asefdate of the grant. The expected dividends assomig based
on our history and our expectations regarding @indipayouts. We evaluate the assumptions usedue var
common stock option awards on a quarterly basfactbrs change and we employ different assumptistosk-
based compensation expense may differ significdraiy what we have recorded in prior
periods. Compensation expense for common stod&roptvards with graded vesting schedules is rezeginon
a straight-line basis over the requisite serviagopefor the last separately vesting portion of dweard, provided
that the accumulated cost recognized as of anyaddéast equals the value of the vested portich@award.

We recognize the fair value of restricted stock r@sassued to employees and outside directors as
stock-based compensation expense on a straighbdisie over the vesting period for the last sephraesting
portion of the awards. Fair value is determinethasdifference between the closing price of oungmn stock
on the grant date and the purchase price of theatesl stock award, if any, reduced by expectetefures.

If there are any modifications or cancellationshaf underlying vested or unvested stock-based ayard
we may be required to accelerate, increase or tangeemaining unearned stock-based compensatjpense,
or record additional expense for vested stock-basexdds. Future stock-based compensation expadse a
unearned stock- based compensation may incredise &xtent that we grant additional common stodioop or
other stock-based awards.

Income TaxesDeferred tax assets and liabilities are recogningéflect the estimated future tax
effects of future deductible or taxable amountskattable to events that have been recognizedamaulative
basis in the condensed consolidated financialrstanés, calculated at enacted tax rates for exp@etadds of
realization. We regularly review our deferred tagets for recoverability and establish a valuatidmwvance,
when determined necessary, based on historicabt@kacome, projected future taxable income, awrd th
expected timing of the reversals of existing terappdifferences. Because we have operated at ddoas
extended period of time, we have not recognizedrded tax assets related to losses incurred sibt@. 2In the
future, if we realize a deferred tax asset that

36



Table of Content
currently carries a valuation allowance, we mayré@n income tax benefit or a reduction to incdaxe
expense in the period of such realization.

ASC Topic 740 prescribes a recognition thresholll measurement requirement for the financial
statement recognition of a tax position that hanltaken or is expected to be taken on a tax retodralso
provides guidance on de-recognition, classificatinterest and penalties, accounting in interimiqzis,
disclosure, and transition. Under ASC Topic 740,ma&y only recognize or continue to recognize tasitpms
that meet a “more likely than not” threshold.

The application of tax laws and regulations is sabjo legal and factual interpretation, judgment a
uncertainty. Tax laws and regulations themselvesabject to change as a result of changes in fistiay,
changes in legislation, the evolution of regulasi@md court rulings. Therefore, the actual liapildr U.S. or
foreign taxes may be materially different from estimates, which could result in the need to reeaiditional
tax liabilities or potentially reverse previousbcorded tax liabilities.

Interest expenselnterest expense consists primarily of interesbaiated with our loan agreement with
Fortress, an affiliate of Fortress Investment Grbu@ and successor to DBD Credit Funding, LLC, irdihg
fees related to the term loans, accretion of dgbdint and amortization of debt issuance costs.ré@ognize
accretion of debt discount and amortization ofriesé costs using the effective interest method.

Recent Accounting Pronouncements May 2014, the FASB issued Accounting Standdsddate
(“ASU") No. 2014-09,Revenue from Contracts with Custom@isSU 2014-09”). ASU 2014-09 supersedes the
revenue recognition requirements in FASB Topic 688venue RecognitiorASU 2014-09 implements a five-
step process for customer contract revenue regogritat focuses on transfer of control, as oppasdchnsfer
of risk and rewards. The amendment also requirkaresed disclosures regarding the nature, amouritgiand
uncertainty of revenues and cash flows from cotgraith customers. Other major provisions incluge t
capitalization and amortization of certain contramsts, ensuring the time value of money is comsitin the
transaction price, and allowing estimates of vdealonsideration to be recognized before continigsrere
resolved in certain circumstances. Entities camsitin to the standard either retrospectivelyaaumulative-
effect adjustment as of the date of adoption. Jalp 9, 2015, the FASB approved amendments defgthia
effective date by one year to December 15, 201arioual reporting per iods beginning after thae datd
permitting early adoption of the standard, buthefore the original effective date or for reportjperiods
beginning after December 15, 2016. Entities camsiteon to the standard either retrospectivelysaa
cumulative-effect adjustment as of the date of adapWe have not yet selected a transition methatiwe are
currently assessing the impact of the adoption®8/2014-9 on our consolidated financial statemants
disclosure.

In August 2014, the FASB issued ASU No. 2014 Rfgsentation of Financial Statements - Going
Concern.The amendments in this update provide guidancedounting principles generally accepted in the
United States of America about management’s resipitities to evaluate whether there is substard@mibt
about an entity’s ability to continue as a goinga&rn and to provide related footnote disclosures. main
provision of the amendments are for an entity’s aggament, in connection with the preparation ofrfoial
statements, to evaluate whether there are congitioevents, considered in the aggregate, that saisstantial
doubt about the entity’s ability to continue asoéng concern within one year after the date thaffitrancial
statements are issued. Management's evaluatioridshelbased on relevant conditions and eventsatieat
known or reasonably knowable at the date the cafeded financial statements are issued. When mamaiggte
identifies conditions or events that raise subghdbubt about an entity’s ability to continueaagoing concern,
the entity should disclose information that enabiesrs of the consolidated financial statementstterstand all
of the following: (1) principal conditions or evarthat raised substantial doubt about the enttigibty to
continue as a going concern (before considerafietnamagement’s plans); (2) management’s evaluatidhe
significance of those conditions or events in ietato the entity’s ability to meet its obligatiqrend
(3) management’s plans that alleviated substagi¢iabt about the entity’s ability to continue asoéing concern
or management’s plans that are intended to mitideegeonditions or events that raise substantiabtlabout the
entity’s ability to continue as a going concernedmendments in this update are effective forimtand
annual reporting periods after December 15, 20tbeanly application is permitted. The Company iseuotly
assessing this guidance for future implementation.
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In April 2015, the FASB issued ASU No. 2015-0&erest - Imputation of Interest (Subtopic 835:30)
Simplifying the Presentation of Debt Issuance C@stSU 2015-03"). The amendments in ASU 2015-03 nequ
that debt issuance costs related to a recognizetdidbility be presented in the balance sheet diseat
deduction from the carrying amount of that dehtiliy, consistent with debt discounts. ASU 2015i83
effective for annual and interim periods beginnimgor after December 15, 2015. The amendmentssn th
Update should be applied on a retrospective basisrein the balance sheet of each individual pgriedented
should be adjusted to reflect the period-specifiects of applying the new guidance. Upon tranaitian entity
is required to comply with the applicable disclesifor a change in an accounting principle. Thésgasures
include the nature of and reason for the changedounting principle, the transition method, a desion of the
prior-period information that has been retrospetyiadjusted, and the effect of the change onitten€ial
statement line items (that is, debt issuance assttaand the debt liability). We are currently ass® this
guidance for future implementation.

In July 2015, the FASB issued ASU No. 20154hl/entory (Topic 330)"ASU 2015-11"). The
amendments in ASU 2015-11 require that an entitgsuee inventory within the scope at the lower aft@nd
net realizable value. Net realizable value is ttareated selling prices in the ordinary course wsibess, less
reasonably predictable costs of completion, disipasal transaction. The amendments in this Updatem
closely align the measurement of inventory in WGBAP with the measurement of inventory in Interoaéil
Financial Reporting. ASU 2015-11 is effective fanaal and interim periods beginning on or after é&sber
15, 2016. The amendments in this Update shoulgpkea prospectively with early application permdtas of
the beginning of the interim or annual reportingige:. We are currently assessing this guidancéufioire
implementation.

Results of Operations

The following table sets forth certain condensesotidated statements of operations data as a
percentage of net sales for the periods indicated:

Three Months Ended Six Months Ended
June 27, June 28, June 27, June 28,
2015 2014 2015 2014
Net sales 100 % 100 % 100% 100%
Cost of sale: 93 80 77 75
Gross profit 7 20 23 25
Operating expense
Research and developme 107 25 82 18
Intellectual property legal fee 157 22 163 18
Selling, general and administrati 122 36 99 29
Total operating expens 386 84 344 65
Operating los: 379, (64) (322 (40)
Other income (expense), n
Interest expense, n (34) (8) 27) @)
Other income, ne 108 0 44 -
Total other income (expense), | 74 (8) 17 (7)
Loss before provision for income t (305 (72) (305 (46)
Provision for income taxe . = . .
Net loss (3059 @2)% (3059 (46)%%

Three and Six Months Ended June 27, 2015 Compared hree and Six Months Ended June 28, 2014
Net Sales, Cost of Sales and Gross Profit

The following tables present net sales, cost afssahd gross profit for the three and six montliedrune 27,
2015 and June 28, 2014 (in thousands, except gages):
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Three Months
Ended

June 27 June 28 %
2015 2014 Change Change

Net sales $ 1,429 $ 4,887 $ (3,458 (71)%
Cost of sale: 1,324 3,908 (2,584 (66)%
Gross profit $ 105 $ 979 $ (874 (89)%
Gross margit 7.3% 20.0% (12.7%

Six Months Ended
June 27 June 28 %
2015 2014 Change Change

Net sales $ 3,543 11,888 $(8,345 (70%
Cost of sale: 2,739 8,924 (6,185 (69)%
Gross profit $ 804 2,964 $(2,160 (73)%
Gross margir 22.7%  24.9% (2.22%

Net Sales.The decrease in net sales for the three monthedehthe 27 , 2015 as compared with the
three months ended June 28 , 2014 resulted prinfesiin a decrease in sales of approximately (i)3prillion
of NVvault™, (ii) $0. 5 million of HyperCloud®, @ijj $0. 3 million in flash, (iv) $0. 6 million of Bhar X VLP
and (v) $0. 5 million in other VLP. T he decreas our net sales for the six months ended Jun2@5 as
compared with the six months ended June 28, 2Gsidtesl primarily from decreases of approximatelys(4.4
million in sales of NVvault™, (ii) $0.9 million dflyperCloud® sales (ii i ) $0. 7 million in flashquuct sales,
(iv) $1.0 million of Planar X VLP and (v) $1.0 lion in other VLP sales.

Gross Profit and Gross MarginThe decrease in gross profit and margin for tiheettand six months
ended June 27 , 2015 as compared with the thresimmdonths ended June 28, 2014 is primarily tiseltef a
change in our product mix impacted by a the reduaotif our higher margin NVvault™ sales in the thneenths
and six months ended June 27, 2015. In additieatiocation of overhead over a lower revenue basealso
impacted our margin.

Research and Development
The following tables present research and developegenses for three and six months ended Jurz023,

and June 28, 2014 (in thousands, except percentages

Three Months

Ended
June 27 June 28 %
2015 2014  Change Change
Research and developme $ 1536 $ 1233 $ 303 25 %

Six Months Ended
June 27 June 28 %
2015 2014 Change Change

Research and developme $ 2920 $ 2,111 $ 809 38%
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The increase in research and development expertise three months ended June 27 , 2015, as
compared with the three months ended June 28 , 2Qddmarily attributable to an increase of $0.r8illion in
engineering headcount and overhead expenses.

The increase in research and development expertse §ix months ended June 27, 2015, as compared
to the six months ended June 28, 2014 resultedapitinfrom an increase of $ 0.8 million in enginiegr
headcount and overhead expenses.

Intellectual Property Legal Fees .

The following table presents intellectual propdeyal fees for three and six months ended Jun2®@A and
June 28, 2014 in thousands, except percentages):

Three Months
Ended

June 27 June 28 %
2015 2014 Change Change

Intellectual property legal fee $ 2,238 $ 1,069 $1,169 109 %

Six Months Ended

June 27 June 28 %
2015 2014 Change Change

Intellectual property legal fee $5780 $ 2,166 $3,614 167 %

The increase in intellectual property legal feesrduthe three and six months ended June 27, 24515,
compared with the three and six months ended J8n2(4 resulted from an increase in legal feesried for
trade secret litigation and patent litigation we puarsuing for protection of our intellectual proge

Selling, General and Administrative

The following tables present selling, general adiohimistrative expenses for the three and six moettugd
June 27, 2015 and June 28, 2014 (in thousandspepescentages):

Three Months
Ended

June 27 June 28 %
2015 2014 Change Change

Selling, general and administrati $1,744 $1,781 $ (37) 2%

Six Months Ended
June 27 June 28 %
2015 2014 Change Change

Selling, general and administrati $ 3503 $3403 $ 100 3%

Selling, general and administrative expense deetehg $0. 0 3 million for the three months ended
June 27 , 2015, as compared to the three monttesiehohe 28 , 2014. This decrease was primarilytaae
decrease of (i) $0 .04 milli on in sales commiss&pense, (i) $0.07 million in advertising and guot
evaluation costs , partially offset by a n
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in crease of approximately (i) $0. 05 millionfees paid for outside services , (ii) $.01liomlin headcount
and overhead expenses and ( iii ) $0.01 milliobank fees.

Selling, general and administrative expenses ise@day $0. 1 million for the six months ended
June 27, 2015, as compared to the six months ehdex28, 2014. Thi s increase was primarily dusnto
increase of (i) $0.2 million in outside services &) $0.08 million in headcount costs and reldtoyerhead
expenses, offset by (i) $0.1 million in sales cossitns and (ii) $0. 0 4 million in advertising gomduct
evaluation costs.

Other Income (Expense).

The following table presents other (expense) incoméhe three and six months ended June 27, 26d5 a
June 28, 2014 (in thousands, except percentages):

Three Months
Ended

June 27 June 28 %
2015 2014 Change  Change

Interest expense, n $ (489, $ (393 % (96) 24 %
Other income (expense), r 1,548 6 1,542 25,700%
Total other income (expense), I $1059 $ (387 $ 1,446 374%
Six Months
Ended
June 27 June 28 %

2015 2014 Change  Change

Interest income (expense), I $ (969 $ (788 $ (181 (23%
Other income (expense), r 1,556 (5) 1,561 31,220%
Total other expense, n $ 587 $ (793 $ 1,380 174 %

The increase in interest expense for the threesemmhonths ended June 27, 2015 compared with tiee th
and six months ended June 28, 2014 is primarilytdwnortization of the additional debt issuancgtso
associated with the new term loan funded in Felpr@ad5 with Fortress Credit Opportunities | LP (ffess”)
as successor to DBD Credit Funding, LLC .

The increase in o ther income ( expense ) , nethithree months and six months ended June @T5 2
compared with the three and six months ended 28n&€014 was primarily due to funds received fraum
insurance company as compensation for damages fadility in the PRC.
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Provision for Income Taxes

The following table present s the provision forante taxes for the three and six months ended June
27, 2015 and June 28, 201 4 (in thousands, exepéentages):

Three Months

Ended
June 27 June 28 %
2015 2014 Change Change
Provision for income taxe $ - % 2 $ (2 (100%

Six Months Ended

June 27 June 28 %
2015 2014 Change Change
Provision for income taxe $ 1 3 2 $ (1O (50%

We did not record a benefit for income taxes far tiree and six months ended June 27, 2015 and28,ne
2014, as tax benefits resulting from operatingdssgenerated were fully reserved.

Liquidity and Capital Resources

We have historically financed our operations pritgahrough issuances of equity securities, debt
instruments and cash generated from operationshade also funded our operations with a revolving bf
credit and term loa ns under bank credit faciliies capitalized lease obligations .

Working Capital and Cash and Cash Equivalents

The following table presents working capital andlcand cash equivalents (in thousands) as of June 2
2015 and December 27, 2014 :

June 27, December 27

2015 2014
Working capital $ 9536 $ 7,907
Cash and cash equivalents $ 16524 $ 11,040

(1) Included in working capite

Our working capital and cash and cash equivalemmi®ased in the six months ended June 27 , 2015
primarily as a result of our 2015 Offering, in whiwe raised net proceeds of approximately $10.|Eomioffset
by an increase in the current portion of long telebt from our loan with Fortress.
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Cash Provided by (Used in) in the Six Months Endaghe 27 , 2015 and June 28, 2014 .

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

Six Months Ended

June 27, June 28,
2015 2014
Net cash provided by (used in)
Operating activitie! $ (6,876 $ (1,399
Investing activities (86) (76)
Financing activitie: 12,446 10,958
Net change in cash and cash equival $ 5484 $ 9,483

Operating Activities.Net cash used in operating activities for thensonths ended June 27 , 2015 was
primarily the result of a net loss of approximat®1$0.8 million, partially offset by (i) approximey $ 2.0
million in net cash provided by changes in opeptssets and liabilities, which were primarily fratranges in
restricted cash, inventories, accounts receivgioépaid expenses and other assets and accountigraya
(i) approximately $ 1.8 million in net non-cashesating expenses, which were primarily comprised of
depreciation and amortization, amortization of déibtount and debt issuance costs and stock based
compensation.  Net cash used in operating &esvior the six months ended June 28, 2014 wasgpily the
result of a net loss of approximately $5.5 millipaystially offset by (i) approximately $2.0 millidn net cash
provided by changes in operating assets and ligsiliwhich were primarily from changes in inveindsr
accounts receivable, and prepaid expenses arapfifpximately $2.1 million in net non-cash opergtin
expenses, which were primarily comprised of depitéam and amortization, amortization of debt distcand
debt issuance costs and stock based compensation.

Accounts receivable decreased by approximately $rllion during the six months ended June 27,
2015, which we attribute primarily to a decreaseates.

Inventories in creased by approximately $0.0 7iamlduring the six months ended June 27 , 2015 as
we purchased inventory on hand to support futulessand marketing activities .

Investing ActivitiesNet cash used in investing activities for six menginded June 27, 2015 and June
28, 2014 was primarily the result our purchasproperty and equipment, partially offset by proceee
received from the sale of property and equipment.

Financing Activities.Net cash provided by financing activities for siwnths ended June 27, 2015 was
primarily the result of our February 2015 Offeringhere we raised net proceeds of approximately $10.
million and, from a new term loan of approximat®8.7 million, net of debt issuance costs, with Fess. Net
cash provided by financing activities for the simmths ended June 28, 2014 was primarily the re$ultr 2014
Offering, where we raised net proceeds of approtéina10.3 million and, to a lesser extent, ouefptof an
aggregate of approximately $0.8 million in procefrdm the partial exercise of an outstanding wértan
purchase our common stock and the exercise of gm@lstock options.

Capital Resources
Silicon Valley Bank Credit Agreement

On October 31, 2009, we entered into a credit agee¢ with Silicon Valley Bank, which was amended

on April 23, 2015 (as amended, the “SVB Credit Agnent”). Currently, the SVB Credit Agreement pr@asd
that we can borrow up to the lesser of (i) 80%ligfilde accounts receivable, or (i) $5.0 million.

The SVB Credit Agreement requires letters of craaltbe secured by cash. At June 27 , 201 5, $ettler
credit in the amount of $1. 6 million were outstiany.
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Following its amendment on July 18, 2013, the SUBdX Agreement permits the debt financing and
security interests contemplated under our Loan é&ment with DBD (described below) and releases icerta
patents and related assets from the collateraésuty SVB’s security interest under the SVB Crédjteement.
Additionally, pursuant to the SVB Credit Agreemeadyances under the revolving line now accrue ésteat a
rate equal to SVB’s most recently announced “pniate” plus 2.75%. The SVB Credit Agreement alsaxet
our tangible net worth covenant. Certain reporteguirements under the SVB Credit Agreement werdifiea
while certain reserves with respect to the borrgwiase and the availability of revolving loans were
removed . On September 30, 2014, the SVB Crediedment was amended again to further modify our
tangible net worth covenant and to extend the nitatdate of our revolving line under the SVB Credit
Agreement to September 29, 2015. On April 23, 28i& SVB Credit Agreement was amended again tafgnod
the tangible net worth covenant.

We made no borrowings under the SVB Credit Agredriretine six months ended June 27 , 2015 or the
year ended December 2 7, 201 4 . At June 27 , a8d3ecember 2 7, 201 4 , we had borrowing abviitha of
approximately $0. 5 million and $0.9 million, respively.

Loan Agreement with Fortress Credit Opportunitids

Concurrent with our amendment of the SVB Creditegnent, on July 18, 2013, we entered into a loan
and security agreement (as amended, the “Loan Agre#), with Fortress Credit Opportunities | LP, a
Delaware limited liability company (“Fortress”), asccessor to DBD Credit Funding LLC, providing fip to
$10 million in term loans and up to $5 million evolving loans. The term loans are available imnéral $6
million tranche (the “Initial Term Loan”) with a send tranche in the amount of $4 million becomiugilable
upon achievement of certain performance milestoelasing to intellectual property matters (the “IP
Monetization Milestones” and such second tranche,l6IP Milestone Term Loan”). The $5 million invaving
loans are available at Fortress’s discretion afestito customary conditions precedent. The dbamilnitial
Term Loan was fully drawn at closing on July 18120Proceeds from the Initial Term Loan were usegairt to
repay our existing consolidated term loan withcSiti Valley Bank. The remainder of such funds aeglalle to
fund our ongoing working capital needs. On Februdaty2015, we amended the Loan Agreement (“Loan
Amendment”) to accelerate the availability of thent loan and we borrowed the remaining $4 millioeirm
loans. In connection with the Loan Agreement, &l @ facility fee and an amendment and restrunguige;
the Company must also pay an annual managememanitoring fee. The conditional facility fee dupam
satisfaction of the IP Monetization Milestone wasihed fully earned pursuant to the Loan Amendment.

The loans bear interest at a stated fixed ratd % per annum. Until the last business day of
February 2015, the payments on the term loanséeeest-only at a cash rate of 7.0% per annum grayment-
in-kind deferred cash interest rate of 4.0%, whgaliment-in-kind interest is capitalized semi-anhyal
beginning with December 31, 2013. Beginning witl kast business day of February 2015, the termslase
amortized with 65% of the principal amount duegua monthly installments over the following seestt (17)
months with a balloon payment equal to 35% of #maining principal amount of the term loans, plosraed
interest, being payable on July 18, 2016 (the “MgtuDate”). Term loan payments, including thersillion
borrowed on February 17, 2015, of approximatelyd$3d0 are due monthly through June 18, 2016, with t
remaining amount of approximately $4.3 million chreJuly 18, 2016.

Monetization Letter Agreement

Concurrently with the execution of the Loan Agreemée Company and Drawbridge Special
Opportunities Fund LP (“Drawbridge”) entered intManetization Letter Agreement (as amended, thetére
Agreement”). In connection with the Loan Amendmene also amended the Letter Agreement on Febiigry
2015. The Letter Agreement provides, among othiegs, that DBD may be entitled to share in certain
monetization revenues that we may derive in theréutelated to our patent portfolio (the “Patenttfétio”).

The Patent Portfolio does not include certain pateslating to the NVvault™ product line. Monetioa
revenues subject to this arrangement include reegerecognized during the seven year term of thietet
Agreement from amounts (whether characterized ssent payments, license fees, royalties, damages
otherwise) actually paid to us or our subsidiaimesonnection with any assertion of, agreementmaeissert, or
license of, the Patent Portfolio (in whole or intpa&ither (A) in
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consideration of the grant of a license or covemanisue, or other immunity with respect to theeRaPortfolio,
or (B) as a damages award with respect to sucht@ssef the Patent Portfolio, less certain legads and
expenses (subject to a cap on such fees and expemdenetization revenues also include the vattrébatable
to the Patent Portfolio in any sale of the Compdmgng the seven year term, subject to a maximurmusin
payable to Drawbridge. The Letter Agreement atspires that the we use commercially reasonabdetsffo
pursue opportunities to monetize the Patent Pastthiring the term of the Letter Agreement, proddieat we
are under no obligation to pursue any such oppiti¢srthat we do not deem to be in our best interes
Notwithstanding the foregoing, there can be norasgie that we will be successful in these effents] we may
expend resources in pursuit of monetization revetis@ may not result in any benefit to us.

February 2015 Public Offering of Common Stock

On February 24, 2015, we completed a registeraddommitment underwritten public offering of
shares of our common stock (the “2015 Offeringi)the 2015 Offering, we issued and sold to the nader
(“Underwriter”) 8,846,154 shares of common stockspiant to an underwriting agreement, dated as of
February 19, 2015, by and between the Companytentdnderwriter, at a price of $1.209 per sharduiting
1,153,846 shares resulting from the Underwritexareise in full of its option to purchase additibehares of
common stock to cover over-allotments. The pricesbare to the public in the 2015 Offering was 8Ip8r
share. The net proceeds from the 2015 Offering wppeoximately $10.5 million, after deducting unaeting
discounts and commissions and estimated offeripgmses.

We have in the past utilized equipment leasingng@anents to finance certain capital expenditures.
Equipment leases continue to be a financing altemthat we expect to pursue in the future.

We believe our existing cash balances, borrowirgjlability under our new bank credit facility,
borrowing availability under the SVB Credit Agreemenet of cash expected to be used in operatwifide
sufficient to meet our anticipated cash needs ffteast the next 12 months. Should we need additicapital,
we may seek to raise capital through, among ottieg$, public and private equity offerings and datencings.
Our future capital requirements will depend on méawors, including our levels of net sales, theirig and
extent of expenditures to support research anddigwveent activities, the expansion of manufactugagacity
both domestically and internationally and the cmmid market acceptance of our products. Additiurads may
not be available on terms acceptable to us, di.df adequate working capital is not availableemneeded, we
may be required to significantly modify our busia@sodel and operations to reduce spending to airabte
level. It could cause us to be unable to executédusiness plan, take advantage of future oppdrtsnior
respond to competitive pressures or customer rexapgints. It may also cause us to delay, scale bhaelkninate
some or all of our research and development progjranto reduce or cease operations.

Liquidity

We incurred net losses of approximately $ 10.8lioniland $ 5.5 million for the six months endede€un
27,2015 and June 28, 2014 , respectively.

On February 24, 2015, we completed the 2015 Offeriof shares of our common stock. In the 2015
Offering, we issued and sold to the Underwrite#8,854 shares of common stock pursuant to an unidiexgv
agreement, dated as of February 19, 2015, by ameeba the us and the Underwriter, at a price a2@d per
share, including 1,153,846 shares resulting froenlthderwriter’'s exercise in full of its option tanghase
additional shares of Common Stock to cover ovetiaénts. The price per share to the public in 52
Offering was $1.30 per share. The net proceeds fhen2015 Offering were approximately $10. 5 roillj after
deducting underwriting discounts and commissiortsestimated offering expenses.

If adequate working capital is not available wheeaed, we may be required to restructure our debt,
enter into new credit agreements, and significamibyify our business model and operations to redpeading
to a sustainable level. Insufficient working capttauld cause us to be unable to execute our bssiplan, take
advantage of future opportunities, or respond topetitive pressures or customer requirements. yt aso
cause us to delay, scale back or eliminate sora# of our research and development programs, cedace or
cease operations. While there is no
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assurance that we can meet our revenue forecasemticipate that we can continue operations fteast the
next twelve months.

Off-Balance Sheet Arrangements

We do not have any relationships with unconsold&tatities or financial partnerships, such as iestit
often referred to as structured finance or spexigbose entities, which would have been establishethe
purpose of facilitating off-balance sheet arranget:mer other contractually narrow or limited purgssin
addition, we do not have any undisclosed borrowingdebt, and we have not entered into any symthedises.
We are, therefore, not materially exposed to fimagdiquidity, market or credit risk that couldise if we had
engaged in such relationships.

Iltem 4. Controls and Procedures

(a) Evaluation of Disclosure Controls and Procediie carried out an evaluation, under the
supervision and with the participation of our magragnt, including our principal executive officedgrincipal
financial officer, of the effectiveness of the dgsand operation of our disclosure controls andgulares (as
defined in Rules 13a-15(e) and 15d-15(e) of theuties Exchange Act of 1934, (“Exchange Act”))adghe
end of our fiscal quarter ended June 27, 2015se8apon that evaluation, our principal executiffieer and
principal financial officer concluded that our dssure controls and procedures are effective toigeo
reasonable assurance that information requiree ttisclosed by us in reports that we file or sunmder the
Exchange Act (i) is recorded, processed, summadpedeported within the time periods specifiethia SEC’s
rules and forms and (i) is accumulated and compatad to our management, including our principalcetive
officer and principal financial officer as apprag# to allow timely decisions regarding requirestltisure.

(b) Change in internal controls over financial repog. During the fiscal quarter that ended June 27 ,
201 5, there were no changes in our internal otmbver financial reporting (as defined in Rul&a1.5(f) and
15d-15(f) under the Exchange Act) that have mdtgridfected, or are reasonably likely to matesiadffect, our
internal controls over financial reporting.

PART Il. OTHER INFORMATION
Item 1. Legal Proceedings

The information set forth in the sections entitlétigation and Patent Reexaminations under Noté 7 o
Notes to Unaudited Condensed Consolidated FinaStséments, included in Part |, Item 1 of this &&ps
incorporated herein by reference.

Item 1A. Risk Factors

You should consider each of the following fact@svall as the other information in this Report in
evaluating our business and our prospects. THesriescribed below are not the only ones we fadditidnal
risks we are not presently aware of or that we euntly believe are immaterial may also impair ousingss
operations. If any of the events described beloveweoccur, our financial condition, our abilitg access
capital resources, our results of operations andyor future growth prospects could be materiallg atdversely
affected and the market price of our common stocikdcdecline. In assessing these risks, you shalstarefer
to the other information contained or incorporateg reference in this Report, including our consatédt
financial statements and related notes.

Risks related to our business

Our operating results have varied significantlytia past and will continue to fluctuate from
quarter-to —quarter or yearto —year in the future due to a variety of factors, ynahwhich are beyond our
control. Factors relating to our
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business that may contribute to these quarterlyaamaial fluctuations include the following factoas, well as
other factors described elsewhere in this prosgeapplement:

- adverse developments in litigation we are purstmngnfringement of our intellectual property and
potential forfeiture of bonds relating to such depenents;

- disputes regarding intellectual property rights #relpossibility of our U.S. patents being
reexamined or reviewed by the USPTO and PTAB offaugign patents being subjected to
invalidation proceedings with their respective auitnes;

« the costs and management attention diversion agedaivith litigation and any appeals we may
pursue;

» general economic conditions, including the posigibif a prolonged period of limited economic
growth in the U.S. and Europe; disruptions to tfeglit and financial markets in the U.S., Europe
and elsewhere

« disruptions to the credit and financial marketthia U.S., Europe and elsewhere;

« our inability to develop new or enhanced produlctg ichieve customer or market acceptance in a
timely manner, including our HyperCloGd memory miedwur NVvault™ and Hypervault family
of products and otflast-basecmemory products

» our failure to maintain the qualification of oumplucts with our current customers or to qualify
current and future products with our current orspexctive customers in a timely manner or at

« the timing of actual or anticipated introductioriscompeting products or technologies by us or our
competitors, customers or supplie

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

» theloss of, or a significant reduction in salesatéey customer;
« the cyclical nature of the industry in which we wgie;

« areduction in the demand for our high performameenory subsystems or the systems into which
they are incorporate:

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

» costs, inefficiencies and supply risks associatid @utsourcing portions of the design and the
manufacture of integrated circui

» our ability to absorb manufacturing overhead if mwenues decline or vary from our projections;
« delays in fulfilling orders for our products orailtire to fulfill orders;

- dependence on large suppliers who are also comggetind whose manufacturing priorities may
not support our production schedul

« changes in the prices of our products or in the¢ abthe materials that we use to build our
products, including fluctuations in the market praf DRAM ICs and NAND flash

« our ability to effectively operate our manufactgrifacility in the PRC;
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* manufacturing inefficiencies associated with ttatstup of new manufacturing operations, new

products and initiation of volume production orrdjgtion due to power outages, natural disaste
other factors

« our failure to produce products that meet the @uatiquirements of our customers;

« the loss of any of our key personnel;

« changes in regulatory policies or accounting pples;

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

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

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

Due to the various factors mentioned above, andrsthhe results of any prior quarterly or annual
periods should not be relied upon as an indicaifasur future operating performance. In one or nfatare
periods, our results of operations may fall belbes éxpectations of securities analysts and investorthat
event, the market price of our common stock woiklely decline. In addition, the market price of @ammon
stock may fluctuate or decline regardless of owrating performance.

We have historically incurred losses and may comniinto incur losses.

Since the inception of our business in 2000, weetaly experienced one fiscal year (2006) with
profitable results. In order to regain profitalyilior to achieve and sustain positive cash flowmfoperations in
the future, we must further reduce operating expeasid/or increase our revenues and gross mafdihsugh
we have in the past engaged in a series of costtied actions, and believe that we could reducecatrent
level of expenses through elimination or reductibstrategic initiatives, such expense reductidoseamay not
make us profitable or allow us to sustain profiipif it is achieved. Our ability to achieve pitability will
depend on increased revenue growth from, among titmgs, our ability to monetize our intellectymbperty,
increased demand for our memory subsystems anedgbaoduct offerings, as well as our ability tgamd into
new and emerging markets. We may not be succdassdichieving the necessary revenue growth or tipeaed
expense reductions. Moreover, we may be unablesiaisn past or expected future expense reductions i
subsequent periods. We may not achieve profitglalitsustain such profitability, if achieved, onwarterly or
annual basis in the future.

Any failure to achieve profitability could result increased capital requirements and pressure on ou
liquidity position. We believe our future capitalquirements will depend on many factors, including levels
of net sales, the timing and extent of expendittwesipport sales, marketing, research and develnpm
activities, the expansion of manufacturing capalsath domestically and internationally and the oordd
market acceptance of our products. Our capitalireonents could result in our having to, or otheeaéhoosing
to, seek additional funding through public or ptevaquity offerings or debt financings. Such fumgdimay not be
available on terms acceptable to us, or at alleeibf which could result in our inability to mesgtrtain of our
financial obligations and other related commitments

Our future capital needs are uncertain, and we miaged to raise additional funds, which may not beadable
on acceptable terms or at all.

We believe our existing cash balances, borrowiralability under our loan agreement with Fortress
Credit Opportunities | LP (“Fortress”), an affileabf Fortress Investment Group LLC and successbiBiD
Credit Funding LLC, net of cash expected to be usexperations, will be sufficient to meet our aigated cash
needs for at least the next 12 months. Howevemaxe need significant additional capital, which waynseek
to raise through, among other things, public ardape equity offerings and debt financings. Ouufetcapital
requirements will depend on many factors, including levels of net sales, the timing and exteregxgfenditures
to support research and development activitiespateht infringement litigation, the expansion ofraacturing
capacity both domestically and internationally #mel continued market acceptance of our productditidal
funds may not be available on terms
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acceptable to us, or at all. Furthermore, if waéssquity or convertible debt securities to raisditgonal funds,
our existing stockholders may experience dilutenmg the new equity or debt securities may havedsjgh
preferences, and privileges senior to those okaisting stockholders. If we incur additional deébtay
increase our leverage relative to our earnings out equity capitalization. If adequate workiragpital is not
available when needed, we may be required to signifly modify our business model and operationthice
spending to a sustainable level. It could cauge be unable to execute our business plan, takentage of
future opportunities, or respond to competitivesstges or customer requirements. It may also assise delay,
scale back or eliminate some or all of our researchdevelopment programs, or to reduce or ceasmipns.

We do not currently intend to pay dividends on aommon stock, and any return to investors is exjecto
come, if at all, only from potential increases ihd price of our common stock.

At the present time, we intend to use availablelfuto finance our operations. Accordingly, while
payment of dividends rests within the discretiomof board of directors, no cash dividends on aanrmon
shares have been declared or paid by us and wenleaméention of paying any such dividends in toeefeeable
future. Any return to investors is expected to cpihat all, only from potential increases in thiécp of our
common stock.

We have incurred a material amount of indebtednés$und our operations, the terms of which requitkat
we pledge substantially all of our assets as seyuaind that we agree to share certain patent monation
revenues that may accrue in the future. Our lewélindebtedness and the terms of such indebtednessid
adversely affect our operations and liquidity.

We have incurred debt secured by all of our assader our credit facilities and term loans with
Fortress and SVB. Our credit facility with Fortréssecured by a first-priority security interasbiur intellectual
property assets (other than certain patents aatecehssets relating to the NVvault™ product lane) a second
priority security interest in substantially all @fir other assets. Our credit facility with SVB ésred by a first
priority security interest in all of our assetsatthan our intellectual property assets, to wigstB has a second
priority security interest. The credit facility Wifortress contains customary representationsawiaes and
indemnification provisions, as well as affirmatiaed negative covenants that, among other thingsatesur
ability to:

« incur additional indebtedness or guarantees;

« incur liens;

« make investments, loans and acquisitions;

« consolidate or merge

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

« engage in transactions with affiliates; and

» pay dividends or make distributions.

The credit facilities also include events of defamicluding, among other things, payment defaults,
breaches of representations, warranties or covenagtain bankruptcy events, and certain matadakrse
changes. If we were to default under either criaditity and were unable to obtain a waiver fortsacdefault,
interest on the obligations would accrue at angiased rate. In the case of a default, the lenders accelerate
our obligations under the credit agreements anccesaetheir rights to foreclose on their securnitierests, which
would cause substantial harm to our business avgppcts.
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Incurrence and maintenance of this debt could haaterial consequences, such as:

« requiring us to dedicate a portion of our cash ffosm operations and other capital resources to
debt service, thereby reducing our ability to fuvatking capital, capital expenditures, and other
cash requirement

« increasing our vulnerability to adverse economid exadustry conditions;

« limiting our flexibility in planning for, or reaatig to, changes and opportunities in, our busined
industry, which may place us at a competitive disadage; an

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

Concurrently with the execution of the credit fagilvith Fortress, we entered into a Monetization
Letter Agreement (as amended, the “Letter Agreethemhich provides, among other things, that Draidbe
Special Opportunities Fund LP (“Drawbridge”) mayéitled to share in certain monetization reverthaswe
may derive in the future related to our patentfpic. We amended the Letter Agreement on Febrdar2015.
Monetization revenues subject to this arrangemmettide revenues recognized during the seven ygardethe
Letter Agreement from net amounts actually paidg@r our subsidiaries in connection with any d&seof,
agreement not to assert, or license of, our patemfolio, including revenues arising from litigauti.
Monetization revenues subject to the arrangemsentiatlude the value attributable to our patentfptio in any
sale of the Company during the seven year ternjesuto a maximum amount. The Letter Agreement also
requires that we use commercially reasonable sfforpursue opportunities to monetize our patertfqgm
during the term of the Letter Agreement, provideat tve are under no obligation to pursue any such
opportunities that we do not deem to be in our lstest in our reasonable business judgment. kudtanding
the foregoing, there can be no assurance that Wbevsuccessful in these efforts, and we may edpesources
in pursuit of monetization revenues that may netiltein any benefit to us. Moreover, the revenuarisig
obligation will reduce the benefit we receive framy monetization transactions, which could advgra#fect
our operating results and would reduce the amaquantable to our stockholders in the event of a satesaction.

Our revenues and results of operations have beebstantially dependent on NVvault™ and we may be
unable to replace revenue lost from the rapid deeliin prior generation NVvault™ sales to Dell.

For the six months ended June 27, 2015 and Jur2028,, our NVvault™ norvolatile RDIMM used

in cache-protection and data logging applications, including NVvault™ battery-free, the flash-based

cache system, accounted for approximately 38 %48k of total net sales, respectively. Followintelis
launch of its Romley platform in the first quart#r2012, we have experienced a rapid decline in &M
sales to Dell, and we recognized no NVvault™ sadd3ell in the six months ended June 27, 2015 ame 28,
2014 . We expect no future demand from Dell far BDR2 NVvault™. In order to leverage our NVvault™
technology and diversify our customer base, argbture one or more new key customers other thanvize!
continue to pursue additional qualifications of NMit™ with other OEMs and to target customer ajppiins
such as online transaction processing (“OLTP")ualization, big data analytics, high speed tratisac

processing, high performance database, artn@mory database applications. We also introduced

EXPRESSvault™ in March 2011, and we continue tespergualification of next generation DDR3 NVvault™
with customers. Our future operating results walpdnd on our ability to commercialize these NVVAult

product extensions, as well as other products aadtyperVault and other higldensity and high-performance
solutions. HyperVault is still under developmentlamay require substantial additional investment thied
services and attention of key employees who hawgeting demands on their available time. We maybeot
successful in expanding our qualifications or irrketing any new or enhanced products.

We are subject to risks relating to our focus onvedoping our HyperCloud and NVvault™ products anadk
of market diversification.

We have historically derived a substantial portidour net sales from sales of our high performance
memory subsystems for use in the server marketeXgect these memory subsystems to continue to atéamu
a portion of our net sales in the near term, alifionre may be unable to meet customer demand for our
HyperCloud® or NVvault™
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products in future periods if we experience disiup in the supply of raw materials. We believe ttentinued
market acceptance of these products or derivativéyets that incorporate our core memory subsystem
technology for use in servers is critical to ouccss.

We have invested a significant portion of our resleand development budget into the design of ASIC
and hybrid devices, including the HyperCldud memsuisystem, introduced in November 2009, as wallas
NVvault family of products. These designs and thadpcts they are incorporated into are subjeat¢ceiased
risks as compared to our legacy products. For el@mp

« we are dependent on a limited number of suppl@redth the DRAM ICs and the ASIC devices
that are essential to the functionality of the Hyfieud® memory subsystem, and we have
experienced supply chain disruptions and shortaBRAM and flash required to create our
HyperCloud® , our NVvault' and Planar X VLP produas a result of business issues that are
specific to our suppliers or the industry as a wh

- we may be unable to achieve new qualificationsustamer or market acceptance of the
HyperCloud® memory subsystem or other new prodectachieve such acceptance in a timely
manner;

« the HyperCloud memory subsystem or other new prsduay contain currently undiscovered
flaws, the correction of which would result in iresed costs and time to market;

- Wwe are required to demonstrate the quality andbiiy of the HyperCloud memory subsystem
other new products to our customers, and are redjtir qualify these new products with our
customers, which requires a significant investnoéiime and resources prior to the receipt of any
revenue from such custome

We experienced a longer qualification cycle thaticgrated with our HyperCloui memory
subsystems, and as a result, we have not geneigtéficant HyperCloud product revenues to datatied to
our investment in the product. We entered intoatmlative agreements with both IBM and HP purst@nt
which these OEMs qualified the 16GB and 32GB versiof HyperCloud for use with their products. While
and each of the OEMs committed financial and othsources toward the collaboration, the effortsentatken
with each of these collaborative agreements haveasalted in significant revenues or product masdor us to
date relative to our investment in developing aratkating these products. We must secure an adesjuiaipdy
of DRAM in order to continue to sell our HyperClotidroduct in future periods and, even assuming \we ar
successful in maintaining an adequate supply, weatgprovide any assurances that we will achievVicgnt
revenues or margins from our HyperCldud products.

Additionally, if the demand for servers deteriogate if the demand for our products to be incorfeata
in servers declines, our operating results woulddeersely affected, and we would be forced tordifse our
product portfolio and our target markets. We matyb#able to achieve this diversification, and ioability to
do so may adversely affect our business.

We use a small number of custom ASIC, DRAM ICs aNAND flash suppliers and are subject to risks of
disruption in the supply of custom ASIC, DRAM ICsd NAND flash.

Our ability to fulfill customer orders or produceaiification samples is dependent on a sufficient
supply of DRAM ICs and NAND flash, which are essgintomponents of our memory subsystems. We ace als
dependent on a sufficient supply of custom ASICicksvto produce our HyperClotid memory modules. &her
are a relatively small number of suppliers of DRAGA and NAND flash, and we purchase from only asstibf

these suppliers. We have no lorigrm DRAM or NAND flash supply contracts.

From time to time, shortages in DRAM ICs and NAN&sh have required some suppliers to limit the
supply of their DRAM ICs and NAND flash. We havepexienced supply chain disruptions and shortages of
DRAM and flash required to create our HyperClGudNyVvault™ and Planar X VLP products, and we are
continually working to secure adequate supplieBRAM and flash necessary to fill customers’ ordersour
products in a timely manner. If we are
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unable to obtain a sufficient supply of DRAM ICsNAND flash to meet our customers’ requirementsséh
customers may reduce future orders for our produrcitmot purchase our products at all, which wowdse our
net sales to decline and harm our operating resaleddition, our reputation could be harmed awn
assuming we are successful in resolving supplynctisruptions, we may not be able to replace ast/asiness
with new customers, and we may lose market shasertcompetitors.

Additionally, we could face obstacles in moving giwotion of our ASIC components away from our
current design and production partners. Our deperaen a small number of suppliers and the ladngf
guaranteed sources of ASIC components, DRAM and DAlBsh supply expose us to several risks, inclgdin
the inability to obtain an adequate supply of theggortant components, price increases, delivetgydeand
poor quality.

Historical declines in customer demand and ourmags caused us to reduce our purchases of DRAM
ICs and NAND flash. Such fluctuations could oceuthe future. Should we not maintain sufficientghase
levels with some suppliers, our ability to obtaipplies of raw materials may be impaired due topttaetice of
some suppliers to allocate their products to custsnwith the highest regular demand.

Our customers qualify the ASIC components, DRAM #dsl NAND flash of our suppliers for use in
their systems. If one of our suppliers should eiguere quality control problems, it may be disquetifby one or
more of our customers. This would disrupt our siggpdf ASIC components, DRAM ICs and NAND flash and
reduce the number of suppliers available to us,naag require that we qualify a new supplier. If suppliers
are unable to produce qualification samples omalyi basis or at all, we could experience delaythén
qualification process, which could have a significanpact on our ability to sell that product.

We may lose our competitive position if we are uteato timely and cost-effectively develop new ohanced
products that meet our customers’ requirements axhieve market acceptance.

Our industry is characterized by intense competjtiapid technological change, evolving industry
standards and rapid product obsolescence. Evointhgstry standards and technological change or new,
competitive technologies could render our exispngducts obsolete. Accordingly, our ability to caetgin the
future will depend in large part on our abilityittentify and develop new or enhanced products tmely and
cost-effective basis, and to respond to changistpeoer requirements. In order to develop and inicechew or
enhanced products, we need to:

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

« design and introduce cost-effective, innovative padformance- enhancing features that
differentiate our products from those of our contpes;

» develop relationships with potential suppliers ofnponents required for these new or enhanced
products;

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

Our product development efforts are costly andriehidy risky. It is difficult to foresee changes or
developments in technology or anticipate the adoptif new standards. Moreover, once these thirgys ar
identified, if at all, we will need to hire the appriate technical personnel or retain third-paiggigners,
develop the product, identify and eliminate dedlgws, and manufacture the product in productioarngities
either in-house or through third-party manufactsiréis a result, we may not be able to successfigiixelop new
or enhanced products or we may experience delayeidevelopment and introduction of new or enhdnce
products. Delays in product development and intetida could result in the loss of, or delays in g&ting, net
sales and the loss of market share, as well asgkatoaour reputation. Even if we develop new oraztied
products, they may not meet our customers’ requérgmor gain market acceptance.
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Our customers require that our products undergoenbithy and expensive qualification process withauy
assurance of net sales.

Our prospective customers generally make a sigmificommitment of resources to test and evaluate
our memory subsystems prior to purchasing our prsdand integrating them into their systems. TRiemsive
qualification process involves rigorous reliabilfgsting and evaluation of our products, which roagtinue for
nine months or longer and is often subject to delayaddition to qualification of specific prodagcsome of our
customers may also require us to undergo a technajoalification if our product designs incorporate
innovative technologies that the customer has retipusly encountered. Such technology qualifisaioften
take substantially longer than product qualificati@nd can take over a year to complete. Quaiificdty a
prospective customer does not ensure any salesttprtospective customer. Even after successflifigation
and sales of our products to a customer, changasriproducts, our manufacturing facilities, ounguction
processes or our component suppliers may requissvaqualification process, which may result in &iddal
delays.

In addition, because the qualification procesoth Iproduct specific and platform specific, ourséixig
customers sometimes require us to re-qualify oodypets, or to qualify our new products, for usaén
platforms or applications. For example, as our Oftlgtomers transition from prior generation architezs to
current generation architectures, we must desigmaalify new products for use by those custonlerthe
past, the process of design and qualification &lasrt up to nine months to complete, during whiatetour net
sales to those customers declined significantlyer®dur products are qualified, it can take severahths before
the customer begins production and we begin torgém@et sales from such customer.

Likewise, when our memory and NAND flash componestidors discontinue production of
components, it may be necessary for us to desigmaalify new products for our customers. Suchaustrs
may require of us or we may decide to purchasestimated quantity of discontinued memory components
necessary to ensure a steady supply of existindugte until products with new components can bdiftpch
Purchases of this nature may affect our liquidigtditionally, our estimation of quantities requirddring the
transition may be incorrect, which could adverselgact our results of operations through lost rexen
opportunities or charges related to excess andetiesoventory.

We must devote substantial resources, includinggdesngineering, sales, marketing and management
efforts, to qualify our products with prospectivestomers in anticipation of sales. Significant gisla the
qualification process, such as those experiencédour HyperCloud ® product, could result in ankitity to
keep up with rapid technology change or new, coitipetechnologies. If we delay or do not succeaed i
qualifying a product with an existing or prospeetisustomer, we will not be able to sell that pradadhat
customer, which may result in our holding exces$@solete inventory and harm our operating results
business.

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

Sales to certain of our OEM customers have hisatlyicepresented a substantial majority of our net
sales. Approximately 2 7 % and 16% of our netsal the six months ended June 27 , 2015 wekedo t
customer s . Approximately 16%, 11%, 14% and 24%ur net sales in the six months ended June@B4} 2
were to four customers. The composition of maja@tamers and their respective contributions to atrsales
have varied and will likely continue to vary frorarppd to period as our OEMs progress through fleeclicle of
the products they produce and sell. We do not kanvgterm agreements with our OEM customers, o aity
other customer. Any one of these customers couttldeat any time to discontinue, decrease or ciblely
purchase of our products. In addition, the prites these customers pay for our products couldgghahany
time. The loss of any of our OEM customers, omgaigicant reduction in sales to any of them, could
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 factors
many of which are beyond our control. These fadirhkide our customers’ continued sales of seraatsother
computing systems that incorporate our memory sibgsys and our customers’ continued incorporatioouof
products into their
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systems. Because of these and other factors, lesttsathese customers may not continue and theiainod
such net sales may not reach or exceed histoegald in any future period. Because these custoateunt for
a substantial portion of our net sales, the faifrany one of these customers to pay on a tima$ysbwould
negatively impact our cash flow. In addition, white may not be contractually obligated to accefpirned
products, we may determine that it is in our betgrest to accept returns in order to maintain getations with
our customers.

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

Our target markets are characterized by a limitgdlrer of large companies. Consolidation in one or
more of our target markets may further increaseitidustry concentration. As a result, we antigghat sales
of our products will continue to be concentratedbaga limited number of large customers in thedeeable
future. We believe that our financial results wi#lpend in significant part on our success in estably and
maintaining relationships with, and effecting salosial sales to, these potential customers. Evese i€stablish
and successfully maintain these relationshipsfioancial results will be largely dependent on theastomers’
sales and business results.

If a standardized memory solution which addresske temands of our customers is developed, our aéis
and market share may decline.

Many of our memory subsystems are specificallygtesi for our OEM customers’ high performance
systems. In a drive to reduce costs and assuréysofimeir memory module demand, our OEM custonmeay
endeavor to design JEDEC standard DRAM modulestirgm new products. Although we also manufacture
JEDEC modules, this trend could reduce the demandur higher priced customized memory solutiongtvh
in turn would have a negative impact on our finahm@sults. In addition, customers deploying custoemory
solutions today may in the future choose to adalEREC standard, and the adoption of a JEDEC stdnda
module instead of a previously custom module migdjllotv new competitors to participate in a sharewf
customers’ memory module business that previouslgriged to us.

If our OEM customers were to adopt JEDEC standavdutes, our future business may be limited to
identifying the next generation of high performaneemory demands of OEM customers and developing
solutions that addresses such demands. Until iimlpfemented, this next generation of products nastitute a
much smaller market, which may reduce our net satesmarket share.

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

We participate in a highly competitive market, ame expect competition to intensify. Many of our
competitors have longer operating histories, sigaiftly greater resources and name recognitioaget base of

customers and longesstanding relationships with customers and supptfeas we have. As a result, some of

these competitors are able to devote greater ressto the development, promotion and sale of mtsdand are
better positioned than we are to influence custameeptance of their products over our producteséh
competitors also may be able to respond betteewoor emerging technologies or standards and mapleeto
deliver products with comparable or superior perfance at a lower price. For these reasons, we otdyenable
to compete successfully against these competldesalso expect to face competition from new andrging
companies that may enter our existing or futureketsr These potential competitors may have siroilar
alternative products which may be less costly ovjgle additional features.

In addition to the competition we face from DRAMddngic suppliers such as SK Hynix, Samsung,
Micron, Inphi and IDT, some of our OEM customerséheir own internal design groups that may dgvelo
solutions that compete with ours. These designggdiave some advantages over us, including diceetsa to
their respective companies’ technical informatiod éechnology roadmaps. Our OEM customers also have
substantially greater resources, financial andretise, than we do, and may have lower cost strasttiran
ours. As a result, they may be able to design aswaufiacture competitive products more efficiently or
inexpensively. If any of these OEM customers aczsassful in competing against us, our sales coeddiree,
our margins could be negatively impacted and wédclmse market share, any or all of which couldnhaur
business and results of operations. Further, sdroarcsignificant
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suppliers are also competitors, many of whom hheeability to manufacture competitive productsoatér costs
as a result of their higher levels of integration.

We also face competition from manufacturers of DIMbperating on the memory channel that employ
NAND flash either alone or in combination with DRANor example, manufacturers such as Micron, AgigA
Tech, Smart Modular, Viking, and SK Hynix offer NMBM products that compete with our NVvault™
NVDIMM. The ULLtraDIMM product manufactured by SardR also uses NAND flash on the memory channel
and competes with NVDIMMs from Netlist and othermagacturers. NVDIMMs and the ULLtraDIMM will also
compete with our future products that combine DRa NAND flash on the memory channel, such as our
HyperVault™ product.

We expect our competitors to continue to improveghrformance of their current products, reduce
their prices and introduce new or enhanced teclgiedahat may offer greater performance and imptove
pricing. If we are unable to match or exceed thprowiements made by our competitors, our marketipasi
would deteriorate and our net sales would declmeaddition, our competitors may develop future gyations
and enhancements of competitive products that agar our technologies obsolete or uncompetitive.

If we fail to protect our proprietary rights, ourwstomers or our competitors might gain access to ou
proprietary designs, processes and technologiedctvioould adversely affect our operating results.

We rely on a combination of patent protection, ¢éradcret laws and restrictions on disclosure ttepto
our intellectual property rights. We have submitéegumber of patent applications regarding our petgry
processes and technology. It is not certain whehamy of the claims in the remaining applicationi be
allowed. As of June 27 , 2015, we had 55 U.S. aneidn patents issued and over 30 pending applitsiti
worldwide. We intend to continue filing patent apptions with respect to most of the new processels
technologies that we develop. However, patent ptioie may not be available for some of these preeesr
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 property
rights;

« prevent our competitors from independently develggimilar products, duplicating our products
or designing around any patents that may be issues,

« prevent disputes with third parties regarding owhgr of our intellectual property rights;
* prevent disclosure of our trade secrets and kabew to third parties or into the public domain;

« resultin valid patents, including internationatgrets, from any of our pending or future
applications; o

- otherwise adequately protect our intellectual priypeghts.

Others may attempt to reverse engineer, copy @raibe obtain and use our proprietary technologies
without our consent. Monitoring the unauthorized o our technologies is difficult. We cannot betaim that
the steps we have taken will prevent the unautbadrisse of our technologies. This is particulanietin foreign
countries, such as the PRC, where we have estabtlsimanufacturing facility and where the laws maty
protect our proprietary rights to the same extsrdaplicable U.S. laws.

If some or all of the claims in our patent appliocas are not allowed, or if any of our intellectual
property protections are limited in scope by thePT® or our foreign patents being subjected to idasibn
proceedings with their respective authorities,yalrourt or circumvented by others, we could faceeased
competition with regard to our products and be lm&ibhexecute on our strategy of monetizing owliattual
property. Increased competition or an inabilityrionetize our intellectual property could signifidgrnarm our
business, our operating results and prospectse@iyrfive of our patents are the subjectraer Partes
Reexamination proceedings with the USPTO, or agpbalefrom, and we cannot assure you that artyeskt
proceedings will result in an outcome favorableiso
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We are involved in and expect to continue to bedlved in costly legal and administrative proceedatyp
defend against claims that we infringe the intelte@al property rights of others or to enforce or pext our
intellectual property rights.

As is common to the semiconductor industry, we fexmerienced substantial litigation regarding
patent and other intellectual property rights. Laitésclaiming that we are infringing others’ inetual property
rights have been and may in the future be broughinat us, and we are currently defending agalasns of
invalidity in the USPTO.

The process of obtaining and protecting patentghisrently uncertain. In addition to the patenuésce
process established by law and the procedureedf8PTO, we must comply with JEDEC administrative
procedures in protecting our intellectual propevithin its industry standard setting process. Theseedures
evolve over time, are subject to variability inithegpplication, and may be inconsistent with eattten Failure
to comply with JEDEC’s administrative proceduresaldgeopardize our ability to claim that our patehave
been infringed.

By making use of new technologies and entering markets there is an increased likelihood that
others might allege that our products infringe loeirtintellectual property rights. Litigation isharently
uncertain, and an adverse outcome in existing pifanre litigation could subject us to significdiatbility for
damages or invalidate our proprietary rights. Ameade outcome also could force us to take speadfions,
including causing us to:

» cease manufacturing and/or selling products, argusértain processes, that are claimed to be
infringing athird-party’s intellectual property

« pay damages (which in some instances may be timnes tictual damages), including royalties on
past or future sale

« seek alicense from the third-party intellectuaparty owner to use their technology in our
products, which license may not be available osorable terms, or at all;

» redesign those products that are claimed to bigifrg a third-party 's intellectual property.

If any adverse ruling in any such matter occury,rasulting limitations in our ability to marketiou
products, or delays and costs associated with igglag our products or payments of license fedhital parties,
or any failure by us to develop or license a stiltgtitechnology on commercially reasonable ternudchave a
material adverse effect on our business, finardadition and results of operations.

There is a limited pool of experienced technicabpanel that we can draw upon to meet our hiring
needs. As a result, a number of our existing engaeyhave worked for our existing or potential cotitqres at
some point during their careers, and we anticif@ea number of our future employees will haveilsinwork
histories. In the past, some of these competitave felaimed that our employees misappropriated trede

secrets or violated norcompetition or nor-solicitation agreements. Some of our competitorg theeaten or

bring legal action involving similar claims against or our existing employees or make such clamtbe future
to prevent us from hiring qualified candidates. kaits of this type may be brought, even if thenedsmerit to
the claim, simply as a strategy to drain our finahesources and divert management’s attentiory dwan our
business.

Our business strategy also includes litigatingnetaagainst others, including our competitors, ausis
and former employees, to enforce our intellectuapprty, contractual and commercial rights inclggliim
particular, our trade secrets, as well as to chgéiehe validity and scope of the proprietary ghft others. We
could become subject to counterclaims or countersgjainst us as a result of this litigation. Mg any legal
disputes with customers could cause them to caagador using our products or delay their purchafseur
products and could substantially damage our relatigp with them.

Any litigation, regardless of its outcome, wouldtbee consuming and costly to resolve, divert our
management’s time and attention and negatively anpar results of operations. We cannot assuretlyaiu
current or
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future infringement claims by or against third pestor claims for indemnification by customers nd @isers of
our products resulting from infringement claimslwibt be asserted in the future or that such aeseror claims
will not materially adversely affect our businefisancial condition or results of operations.

As a result of the unfavorable outcome in conneciith the litigation against Diablo
Technologies, Inc., for controller chips used byBiak Corporation in its highspeed ULLtraDIMM SSD

product line, we may expend significant resourogsursue an appeal in the case, which may notdwivied in a
timely manner nor yield a more favorable outcomerdbver, the expenses associated with the mattdugding
the bond that may now be subject to forfeiture, mayerially adversely affect our financial conditiand
operating results.

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

From time to time, we may become involved in vasitegal proceedings relating to matters incidental
to the ordinary course of our business, includiognmercial, product liability, employment, classiact
whistleblower and other litigation and claims, ajmbernmental and other regulatory investigatiorss an
proceedings. Such matters can be time-consumiagrtdnanagement’s attention and resources and c&use
incur significant expenses. Furthermore, becatig@tion is inherently unpredictable, the resuftthese actions
could have a material adverse effect on our busjmesults of operations and financial condition.

Our operating results may be adversely impactedMoyldwide economic and political uncertainties and
specific conditions in the markets we address, imdihg the cyclical nature of and volatility in thenemory
market and semiconductor industry.

Adverse changes in domestic and global economigatitical conditions have made it extremely
difficult for our customers, our vendors and usitgurately forecast and plan future business éesyiand they
have caused and could continue to cause U.S. aeigifiobusinesses to slow spending on our produncts a
services, which would further delay and lengthdassaycles. In addition, sales of our productscemendent
upon demand in the computing, networking, commuitios, printer, storage and industrial markets.sehe
markets have been cyclical and are characterizeddyy fluctuations in product supply and demanceséh
markets have experienced significant downturngnofonnected with, or in anticipation of, maturprgduct
cycles, reductions in technology spending and deslin general economic conditions. These downtuang
been characterized by diminished product demamadiystion overcapacity, high inventory levels angl th
erosion of average selling prices and may resukdiuced willingness of potential licensees to eint® license
agreement with us.

We may experience substantial period-to-perioddiations in future operating results due to factors
affecting the computing, networking, communicatigmsnters, storage and industrial markets. A aecbr
significant shortfall in demand in any one of thesarkets could have a material adverse effect emémand
for our products and as a result, our sales Widllyi decline during these periods. In addition,chesee many of
our costs and operating expenses are relativedyfiX we are unable to control our expenses adelyua
response to reduced sales, our gross margins,tisgeirecome and cash flow would be negatively intpec

During challenging economic times our customers faag issues gaining timely access to sufficient
credit, which could impair their ability to makenly payments to us. If that were to occur, we tmayequired
to increase our allowance for doubtful accounts @nddays sales outstanding would be negativelyaoted.
Furthermore, our vendors may face similar issu@sngaccess to credit, which may limit their atyilio supply
components or provide trade credit to us. We capretict the timing, strength or duration of anpmamic
slowdown or subsequent economic recovery, worldwedén the memory market and related semiconductor
industry. If the economy or markets in which we i@pe do not continue to improve or if conditionsrsen, our
business, financial condition and results of openatwill likely be materially and adversely affedt
Additionally, the combination of our lengthy sa®&le coupled with challenging macroeconomic caadg
could compound the negative impact on the restilbsipoperations.
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Our lack of a significant backlog of unfilled ordes;, and the difficulty inherent in forecasting custeer
demand, makes it difficult to forecast our shortrte production requirements to meet that demand, aanty
failure to optimally calibrate our production capdty and inventory levels to meet customer demandido
adversely affect our revenues, gross margins ancheas.

We make significant decisions regarding the lewélsusiness that we will seek and accept, prodoctio
schedules, component procurement commitments, peesaeeds and other resource requirements, basedro
estimates of customer requirements. We do not loageterm purchase agreements with our customestead,
our customers often place purchase orders no rharetivo weeks in advance of their desired delidate, and
these purchase orders generally have no cancallaticescheduling penalty provisions. The shomteature of
commitments by many of our customers, the factdoaicustomers may cancel or defer purchase ofdeesy
reason, and the possibility of unexpected changdemand for our customers’ products each reducatility
to accurately estimate future customer requiremntsur products. This fact, combined with theakuturn-
around times that apply to each order, makesfitdlf to forecast our production needs and allegabduction
capacity efficiently. We attempt to forecast thendad for the DRAM ICs, NAND flash, and other compnts
needed to manufacture our products. Lead timesdimmponents vary significantly and depend on varfagtors,
such as the specific supplier and the demand goplystor a component at a given time.

Our production expense and component purchaseslavelbased in part on our forecasts of our
customers’ future product requirements and to gelaxtent are fixed in the short term. As a resudt]ikely will
be unable to adjust spending on a timely basistopensate for any unexpected shortfall in thosersrdf we
overestimate customer demand, we may have exoggnaterial inventory of DRAM ICs and NAND flash. If
there is a subsequent decline in the prices of DREMor NAND flash, the value of our inventory widlll. As a
result, we may need to write-down the value of DRAM IC or NAND flash inventory, which may resutt &
significant decrease in our gross margin and firdmondition. Also, to the extent that we manufaetproducts
in anticipation of future demand that does not mialiee, or in the event a customer cancels orcedu
outstanding orders, we could experience an ungatied increase in our finished goods inventorghinpast,
we have had to write-down inventory due to obs@ase, excess quantities and declines in markeézdiow
our costs. Any significant shortfall of customeders in relation to our expectations could hurt @perating
results, cash flows and financial condition.

Also, any rapid increases in production requireadbycustomers could strain our resources and esduc
our margins. If we underestimate customer demaednay not have sufficient inventory of DRAM ICs and
NAND flash on hand to manufacture enough produchéet that demand. We also may not have sufficient
manufacturing capacity at any given time to meetaustomers’ demands for rapid increases in praaioct
These shortages of inventory and capacity will lsadelays in the delivery of our products, andoeald forego
sales opportunities, lose market share and damageustomer relationships.

Declines in our average sales prices, driven byatité prices for DRAM ICs and NAND flash, among ath
factors, may result in declines in our revenues agibss profit.

Our industry is competitive and historically hagbe&haracterized by declines in average sales, price
based in part on the market price of DRAM ICs aN® flash, which have historically constituted a
substantial portion of the total cost of our memsupsystems. Our average sales prices may decis&d
several factors, including overcapacity in the waile supply of DRAM and NAND flash memory compotgen
as a result of worldwide economic conditions, iasedd manufacturing efficiencies, implementationef
manufacturing processes and expansion of manufagtoapacity by component suppliers.

Once our prices with a customer are negotiatecaregenerally unable to revise pricing with that
customer until our next regularly scheduled pridpistment. Consequently, we are exposed to the risk
associated with the volatility of the price of DRAKIs and NAND flash during that period. If the metrrices
for DRAM ICs and NAND flash increase, we generalynnot pass the price increases on to our custdorers
products purchased under an existing purchase.okdex result, our cost of sales could increasecamajross
margins could decrease. Alternatively, if theredegelines in the price of DRAM ICs and NAND flaste may
need to reduce our selling prices for subsequerthpge orders, which may result in a decline ineyoected
net sales.
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In addition, since a large percentage of our saleto a small number of customers that are priynari
distributors and large OEMSs, these customers hagdexl, and we expect they will continue to exgréssure
on us to make price concessions. If not offsetoydases in volume of sales or the sales of needgldped
products with higher margins, decreases in avesafps prices would likely have a material adveffexeon
our business and operating results.

Our production expense and component purchaseslavelbased in part on our forecasts of our
customers’ future product requirements and to gelaxtent are fixed in the short term. As a resuit]ikely will
be unable to adjust spending on a timely basistopensate for any unexpected shortfall in thosersrdf we
overestimate customer demand, we may have exoggsaterial inventory of DRAM ICs and NAND flash. If
there is a subsequent decline in the prices of DREMor NAND flash, the value of our inventory widlll. As a
result, we may need to write-down the value of BRAM IC or NAND flash inventory, which may resutt &
significant decrease in our gross margin and firdmondition. Also, to the extent that we manufaetproducts
in anticipation of future demand that does not maliee, or in the event a customer cancels orcedu
outstanding orders, we could experience an ungatied increase in our finished goods inventornghénpast,
we have had to write-down inventory due to obsaase, excess quantities and declines in markeémlow
our costs. Any significant shortfall of customeders in relation to our expectations could hurt @perating
results, cash flows and financial condition.

Also, any rapid increases in production requireablycustomers could strain our resources and s2duc
our margins. If we underestimate customer demaednay not have sufficient inventory of DRAM ICs and
NAND flash on hand to manufacture enough produché@t that demand. We also may not have sufficient
manufacturing capacity at any given time to meetaustomers’ demands for rapid increases in praaoioict
These shortages of inventory and capacity will leadelays in the delivery of our products, andowsald forego
sales opportunities, lose market share and damageustomer relationships.

If the supply of other component materials usedrt@nufacture our products is interrupted, or if our
inventory becomes obsolete, our results of operaiand financial condition could be adversely affed.

We use consumables and other components, inclydinggd circuit boards (“PCBs”), to manufacture
our memory subsystems. We sometimes procure PGBsthar components from single or limited sources t
take advantage of volume pricing discounts. Makshartages or transportation problems could ioferthe
manufacture of our products from time to time ia fature. These delays in manufacturing could asbhgr
affect our results of operations.

Frequent technology changes and the introductiarerf-generation products also may result in the
obsolescence of other items of inventory, suchuagostom-built PCBs, which could reduce our grossgin
and adversely affect our operating performancefimahcial condition. We may not be able to sell som
products developed for one customer to anothepmest because our products are often designed tessld
specific customer requirements, and even if weahte to sell these products to another customennaugin on
such products may be reduced.

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

We maintain a manufacturing facility in the PRC jpooducing most of our products, which allows us to
utilize our materials and processes, protect diflectual property and develop the technology for
manufacturing. A prolonged disruption or materialfunction of, interruption in or the loss of optoas at our
manufacturing facility, or the failure to maintarsufficient labor force at such facility, couldjtgre us to rely
on third parties for our manufacturing needs, wigjeherally increases our manufacturing costs anckedses
our profit margins, and could limit our capacityn@et customer demand and delay new product danelop
until a replacement facility and equipment, if nesary, were found. The replacement of the manufagtu
facility could take an extended amount of time befmanufacturing operations could restart. Thergik
delays and costs resulting from these steps caud b material adverse effect on our businessidiah
condition and results of operations .
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If we are unable to manufacture our products effeitly, our operating results could suffer.

We must continuously review and improve our mantufidieg processes in an effort to maintain
satisfactory manufacturing yields and product pranénce, to lower our costs and to otherwise remain
competitive. As we manufacture more complex praosiutte risk of encountering delays or difficultiesreases.
The start-up costs associated with implementing manufacturing technologies, methods and processes,
including the purchase of new equipment, and asyltieg manufacturing delays and inefficienciesjldo
negatively impact our results of operations.

If we need to add manufacturing capacity, an exipansf our existing manufacturing facility or
establishment of a new facility could be subjedaittory audits by our customers. Any delays onpeeted
costs resulting from this audit process could askigraffect our net sales and results of operationaddition,
we cannot be certain that we will be able to insesaur manufacturing capacity on a timely basisieet the
standards of any applicable factory audits.

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

Significant customized components, such as ASI@&,dre used in some of our products such as
HyperCloud ® are designed and manufactured by fharties. The ability and willingness of such thiafties
to perform in accordance with their agreements witlis largely outside of our control. If one ormaof our
design or manufacturing partners fails to perfaisrobligations in a timely manner or at satisfaciquality
levels, our ability to bring products to marketdaliver products to our customers, as well as eputation,
could suffer. In the event of any such failures,meey have no readily available alternative soufcgupply for
such products, since, in our experience, the liael heeded to establish a relationship with a nesigth and/or
manufacturing partner is at least 12 months, aac#timated time for our OEM customers to re-qualifr
product with components from a new vendor ranga® fiour to nine months. We cannot assure you tleatan
redesign, or cause to have redesigned, our custdnsizmponents to be manufactured by a new manuéagtu
a timely manner, nor can we assure you that wenatilinfringe on the intellectual property of owrent design
or manufacture partner when we redesign the customponents, or cause such components to be reddsign
a new manufacturer. A manufacturing disruption elgpeed by our manufacturing partners, the faibfreur
manufacturing partners to dedicate adequate resetoche production of our products, the finanicisiability
of our manufacturing or design partners, or angofhilure of our design or manufacturing partrterperform
according to their agreements with us, would hameaterial adverse effect on our business, finar@atition
and results of operations.

We have many other risks due to our dependenckimhparty manufacturers, including: reduced
control over delivery schedules, quality, manufeomyields and cost; the potential lack of adequapacity
during periods of excess demand; limited warrardireproducts supplied to us; and potential misgmaton of
our intellectual property. We are dependent onnoainufacturing partners to manufacture products with
acceptable quality and manufacturing yields, tiveéelthose products to us on a timely basis aralltzate a
portion of their manufacturing capacity sufficiéatmeet our needs. Although our products are desdigising
the process design rules of the particular manufard, we cannot assure you that our manufactyangners
will be able to achieve or maintain acceptabledgedr deliver sufficient quantities of componentsaatimely
basis or at an acceptable cost. Additionally, wenchassure you that our manufacturing partnerscaiitinue
to devote adequate resources to produce our pducbntinue to advance the process design teagies| on
which the qualification and manufacturing of ouogucts are based.

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

Our customers require our products to meet sttiatity standards. Should our products not meet such
standards, our customers may discontinue purctiemaaus until we are able to resolve the qualisuiss that
are causing us to not meet the standards. Sucliitigbalds” could have a significant adverse impawctour
revenues and operating results.
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If our products are defective or are used in defigetsystems, we may be subject to warranty, prodecalls or
product liability claims.

If our products are defectively manufactured, ciontiefective components or are used in defective or
malfunctioning systems, we could be subject to aragr and product liability claims and product résadafety
alerts or advisory notices. While we have prodiatiility insurance coverage, it may not be adeqtmsatisfy
claims made against us. We also may be unablet&naibsurance in the future at satisfactory rateis
adequate amounts.

Although we generally attempt to contractually limiir exposure to incidental and consequential
damages, if these contract provisions are not eatbor are unenforceable or if liabilities arisattare not
effectively limited, we could incur substantial tog defending or settling product liability clesm

Warranty and product liability claims or productaéls, regardless of their ultimate outcome, could
have an adverse effect on our business, financiaition and reputation, and on our ability toattrand retain
customers. In addition, we may determine thatiit isur best interest to accept product returngrcumstances
where we are not contractually obligated to donsoriler to maintain good relations with our custmsne
Accepting product returns may negatively impact @perating results.

If we are required to obtain licenses to use thiparty intellectual property and we fail to do saymbusiness
could be harmed.

Although some of the components used in our finatipcts contain the intellectual property of third
parties, we believe that our suppliers bear the sedponsibility to obtain any rights and licengesuch third-
party intellectual property. While we have no knedge that any third-party licensor disputes ouiehele
cannot assure you that disputes will not ariséénftiture. The operation of our business and oilityato
compete successfully depends significantly on omtinued operation without claims of infringement o
demands resulting from such claims, including desgor payments of money in the form of, for exasnpl
ongoing licensing fees.

We are also developing products to enter new mswriainilar to our current products, we may use
components in these new products that contaimtieléctual property of third parties. While we pl@ exercise
precautions to avoid infringing on the intellectpabperty rights of third parties, we cannot assune that
disputes will not arise.

If it is determined that we are required to obfalmound licenses and we fail to obtain licensesf or
such licenses are not available on economicallgilidzaterms, our business, operating results arahéial
condition could be significantly harmed.

The flash memory market is constantly evolving acdimpetitive, and we may not have rights to manutaet
and sell certain types of products utilizing emengiflash formats, or we may be required to pay aty to
sell products utilizing these formats.

The flash-based storage market is constantly uniteggapid technological change and evolving
industry standards. Many consumer devices, sudigéal cameras, PDAs and smartphones, are transitj to
emerging flash memory formats, such as the Memtick,Sand xD Picture Card formats, which we do not
currently manufacture and do not have rights toufesture. Although we do not currently serve thestoner
flash market, it is possible that certain OEMs roagose to adopt these higher-volume, lower-costéts. This
could result in a decline in demand, on a relaiasis, for other products that we manufacture sisch
CompactFlash, SD and embedded USB drives. If waldéo manufacture flash memory products utilizing
emerging formats such as those mentioned, we witkluired to secure licenses to give us the t@ght
manufacture such products that may not be avaikttieasonable rates or at all. If we are not abkipply
flash card formats at competitive prices or if wergvto have product shortages, our net sales teuédiversely
impacted and our customers would likely cancel rde seek other suppliers to replace us.
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Our indemnification obligations for the infringemenby our products of the intellectual property riggof
others could require us to pay substantial damages.

As is common in the industry, we currently haveffect a number of agreements in which we have
agreed to defend, indemnify and hold harmless osioeners and suppliers from damages and costs \wiagh
arise from the infringement by our products ofdhprarty patents, trademarks or other proprietayigts. The
scope of such indemnity varies, but may, in sorstinces, include indemnification for damages ameses,
including attorneys’ fees. Our insurance does peecintellectual property infringement. The terfrifeese
indemnification agreements is generally perpetogltane after execution of the agreement. The marim
potential amount of future payments we could baireq to make under these indemnification agreesnient
unlimited. We may periodically have to respondltiras and litigate these types of indemnificatidrigations.
Although our suppliers may bear responsibility tfee intellectual property inherent in the composehey sell
to us, they may lack the financial ability to stdrehind such indemnities. Additionally, it may sty to
enforce any indemnifications that they have gramaas. Accordingly, any indemnification claims tystomers
could require us to incur significant legal feed aould potentially result in the payment of subttd damages,
both of which could result in a material adverdieefon our business and results of operations.

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

To date, we have been highly dependent on the iexmer, relationships and technical knowledge of
certain key employees. We believe that our futuresss will be dependent on our ability to rethgervices
of these key employees, develop their successmace our reliance on them, and properly manage the
transition of their roles should departures oc@iie loss of these key employees or their inabititprovide
their services could delay the development anddhiction of, and negatively impact our ability &l sour
products and otherwise harm our business. We dbaw@ employment agreements with any of these key
employees other than Chun K. Hong, our PresiddamefE&xecutive Officer and Chairman of the Boarce W
maintain “Key Man” life insurance on Chun K. Horfggwever, we do not carry “Key Man” life insuranag o
any of our other key employees.

Our future success also depends on our abilityttad, retain and motivate highly skilled engiriegr
manufacturing, and other technical and sales paedo@ompetition for experienced personnel is isgeWe
may not be successful in attracting new engineeagher technical personnel, or in retaining or iraitng our
existing personnel. If we are unable to hire andineengineers with the skills necessary to keaje path the
evolving technologies in our markets, our abiliycbntinue to provide our current products andeteetbp new
or enhanced products will be negatively impacteictvwould harm our business. In addition, the &g® of
experienced engineers, and other factors, maytteatreased recruiting, relocation and compensatasts for
such engineers, which may exceed our expectatimhsesources. These increased costs may make hiimg
engineers difficult, or may increase our operagrgenses.

Historically, a significant portion of our workfagchas consisted of contract personnel. We invest
considerable time and expense in training thestatremployees. We may experience high turnovesria
our contract employee workforce, which may requsdo expend additional resources in the futureelf
convert any of these contract employees into peemaemployees, we may have to pay finder's fedldo
contract agency.

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

We sell some of our products to customers throughufacturers’ representatives. We are unable to
predict the extent to which our manufacturers’ espntatives will be successful in marketing antingebur
products. Moreover, many of our manufacturers’ @gpntatives also market and sell other, potentially
competing products. Our representatives may temaitheeir relationships with us at any time. Ouufet
performance will also depend, in part, on our aptld attract additional manufacturers’ represewtstthat will
be able to market and support our products effelstiespecially in markets in which we have notvjmesly
distributed our products. If we cannot retain our
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current manufacturers’ representatives or recdditeonal or replacement manufacturers’ represarmgst our
sales and operating results will be harmed.

The operation of our manufacturing facility in th@RC could expose us to significant risks.

Since 2009, most of our world-wide manufacturingdarction has been performed at our manufacturing
facility in the People’s Republic of China, or PR@nguage and cultural differences, as well agtwgraphic
distance from our headquarters in Irvine, Califarfiurther compound the difficulties of running a
manufacturing operation in the PRC. Our managemasiimited experience in creating or overseeimgifm
operations, and the ongoing management of our RRIGty may require our management team to divert
substantial amounts of their time, particularlywé encounter operational difficulties or manufaictgr
disruptions at our PRC facility. We may not beestiol maintain control over product quality, deliwschedules,
manufacturing yields and costs. Furthermore, ttstso@lated to having excess capacity have indlsegnd may
in the future continue to have an adverse impaduwrgross margins and operating results.

We manage a local workforce that may subject wsdalatory uncertainties. Changes in the labor laws
of the PRC could increase the cost of employinddbal workforce. The increased industrializatidritee PRC,
as well as general economic and political cond&imnthe PRC, could also increase the price ofl lator. Any
or all combination of these factors could negativeipact the cost savings we currently enjoy freamihg our
manufacturing facility in the PRC.

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

Part of our growth strategy involves making satefoteign corporations and delivering our produots
facilities located in foreign countries. To faalié this process and to meet the long-term prajesdéenand for
our products, we have set up a manufacturing fadilithe PRC. Selling and manufacturing in fore@untries
subjects us to additional risks not present withdnmestic operations. We are operating in busiaads
regulatory environments in which we have limiteé\pous experience. We will need to continue to oware
language and cultural barriers to effectively cartdwr operations in these environments. In additibe
economies of the PRC and other countries have higaiy volatile in the past, resulting in signifita
fluctuations in local currencies and other insitibd. These instabilities affect a number of oustomers and
suppliers in addition to our foreign operations andtinue to exist or may occur again in the future

In the future, some of our net sales may be denat@ihin Chinese Renminbi (“RMB”). The Chinese
government controls the procedures by which RM&bisverted into other currencies, and conversioRMB
generally requires government consent. As a reRMI3 may not be freely convertible into other cucies at
all times. If the Chinese government institutesnges in currency conversion procedures, or impaEstsctions
on currency conversion, those actions may negatimgbact our operations and could reduce our operat
results. In addition, fluctuations in the exchanate between RMB and U.S. dollars may adversebcafiur
expenses and results of operations as well asatlie of our assets and liabilities. These flucaraimay also
adversely affect the comparability of our periogptriod results. If we decide to declare divideadd repatriate
funds from our Chinese operations, we will be reggito comply with the procedures and regulatidns o
applicable Chinese law. Any changes to these proesdcnd regulations, or our failure to comply viitbse
procedures and regulations, could prevent us frakimg dividends and repatriating funds from ourr@sie
operations, which could adversely affect our finahcondition. If we are able to make dividends agpiatriate
funds from our Chinese operations, these dividevmldd be subject to U.S. corporate income tax.

International turmoil and the threat of future teist attacks, both domestically and internationdibave
contributed to an uncertain political and econodiiimate, both in the U.S. and globally, and havgatieely
impacted the worldwide economy. The occurrencenefar more of these instabilities could adversélyca our
foreign operations and some of our customers qgolgrp, each of which could adversely affect oursaes. In
addition, our failure to meet applicable regulat@guirements or overcome cultural barriers coaflilt in
production delays and increased turn-around tinveg;h would adversely affect our business.
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Our international sales are subject to other riskduding regulatory risks, tariffs and other tead
barriers, timing and availability of export licess@olitical and economic instability, difficultiés accounts
receivable collections, difficulties in managingtdibutors, lack of a significant local sales prese difficulties
in obtaining governmental approvals, compliancénaitwide variety of complex foreign laws and tresi@nd
potentially adverse tax consequences. In additienJ.S. or foreign countries may implement quodasies,
taxes or other charges or restrictions upon theitagion or exportation of our products, leadingtieduction
in sales and profitability in that country.

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

Due to the geographic concentration of our manufawy operations in our PRC facility, and the
operations of certain of our suppliers, a disruptiesulting from equipment failure, power failurgaality
control issues, human error, government interverionatural disasters, including earthquakes kouti$ like
those that have struck Japan and Thailand, respggtcould interrupt or interfere with our manutfagng
operations and consequently harm our businessidialcondition and results of operations. Suchugions
would cause significant delays in shipments ofpmaducts and adversely affect our operating resuitts
July 2014, our PRC facility suffered water damag@ @esult of heavy rain and floods, which forcedal
temporarily halt manufacturing at our PRC facilithile necessary repairs or replacements were ntadert
PRC facility and to certain of our manufacturingigement. This incident caused us to incur add#il@xpenses
as we shifted our manufacturing activities to addgarty manufacturing facility in the PRC to erabk to
mitigate the disruption in shipments to our custam&hile we believe we have contained the disanstiwe
expect that our relationships with our key custamwEuld be materially harmed if we incur additional
manufacturing disruptions in the future. We areeuily processing this incident as a claim with msurer. We
are unable to provide assurances that similar sweititnot occur in the future or that we will bbla to secure
alternative manufacturing capabilities if manufairtg at our PRC facility is disrupted.

Difficulties with our global information technologysystems, and/or unauthorized access to such system
could harm our business.

Any failure or malfunctioning of our global inforian technology system, errors or misuse by system
users, difficulties in migrating standalone systeimour centralized systems, or inadequacy of ffstes in
addressing the needs of our operations, could misyur ability to timely and accurately manufactared ship
products, which could have a material adverse eftet our business, financial condition and resuits
operations. Any such failure, errors, misusenadequacy could also disrupt our ability to timahd accurately
process, report and evaluate key operations meiridskey components of our results of operatioingntial
position and cash flows. Any such disruptions wldikely divert our management and key employe#sion
away from other business matters. Any disruptioandifficulties that may occur in connection withroglobal
information technology system could also adversdfgct our ability to complete important businessgess,
such as the evaluation of our internal control direancial reporting and attestation activitiesguant to Section
404 of the Sarbanes-Oxley Act of 2002.

In connection with our daily business transactioms,store data about our business, including certai
customer data, on our global information technoleggtems. While our systems are designed withritgcu
measures to prevent unauthorized access, thirdepamay gain unauthorized access to our systethis T
unauthorized access could take the form of inteatianisconduct by computer hackers, employee error,
employee malfeasance or otherwise. Additionallirdtparties may attempt to fraudulently induce yees or
customers into disclosing sensitive informationhsas user names, passwords or other informatioardar to
gain access to our information technology systentte purpose of sabotage, or to access our dedading our
and our customers’ intellectual property and otbenfidential business information. Because thénegues
used to obtain unauthorized access to informagohrtology systems evolve frequently and generabynat
recognized until successful, we may be unable tticipate these techniques or to implement adequate
preventative measures. Any security breach caddIt in disruption to our business, misappropyiatr loss of
data, loss of confidence in us by our customenmnadge to our reputation, legal liability and a negaimpact on
our sales.

64



Table of Content
Our failure to comply with environmental laws anaggulations could subject us to significant fines @n
liabilities or cause us to incur significant costs.

We are subject to various and frequently changirf§) f&deral, state and local and foreign
governmental laws and regulations relating to tteegetion of the environment, including those gowmeg the
discharge of pollutants into the air and water,tfamagement and disposal of hazardous substandegastes,
the cleanup of contaminated sites and the maintenaha safe workplace. In particular, some of our
manufacturing processes may require us to handlelispose of hazardous materials from time to tifoe.
example, in the past our manufacturing operati@v& lused lead-based solder in the assembly ofrodugts.
Today, we use lead-free soldering technologiesimnoanufacturing processes, as this is requiregroducts
entering the European Union. We could incur sultitacosts, including clean-up costs, civil or cima fines or
sanctions and third-party claims for property daenagpersonal injury, as a result of violationsaof,
noncompliance with, environmental laws and regaieti These laws and regulations also could regusite
incur significant costs to remain in compliance.

Regulations related to “conflict minerals” may caesus to incur additional expenses and could limitet
supply and increase the cost of certain metals usethanufacturing our products.

In August 2012, the SEC adopted a rule requirirsgldsures of specified minerals, known as conflict
materials, that are necessary to the functionaityproduction of products manufactured or contihdt® be
manufactured by public companies. The rule reguaempanies to verify and disclose whether or nohs
minerals originate from the Democratic RepublicGafngo or an adjoining country. To comply with thige,
we are required to conduct a reasonable countoyigin each year and, depending on the resultbaifinquiry,
we may be required to exercise due diligence orstluiece and chain of custody of conflict mineralstained in
our products. Such due diligence must conform toationally or internationally recognized due dilige
framework. We are required to file a disclosurporé with the SEC in May of each year relating ke t
preceding calendar year. In addition, commenciith ¥he disclosure report relating to the 2015 odée year,
to the extent that we are required to exercise diligence on the source and chain of custody offlimin
minerals, we will be required to obtain an indepmntdprivate sector audit of our disclosure repart a
underlying due diligence measures.

The due diligence activities required to deternitreesource and chain of custody of minerals coathin
in our products are time consuming and may resuftignificant costs. Due to the size and compjeaftour
supply chain, we face significant challenges inify@rg the origins of the minerals used in our
products. Further, this rule could affect the Eility in sufficient quantities and at competiivprices of
certain minerals used in the manufacture of oudpets, including tantalum, tin, gold and tungstdiere may
be only limited number of sources of “conflict-ffeminerals, which could result in increased matesaad
component costs, as well as additional costs amsaciwith potential changes to our products, pEEeDr
sources of supply.

If we are unable to sufficiently verify the origof the minerals used in our products through the du
diligence measures that we implement, or if wewsnrable to obtain an audit report each year thatlodes that
our due diligence measures are in conformity witle triteria set forth in the relevant due diligence
framework. Our reputation could be harmed. Initold we may not be able to satisfy customers wéwuire
that our products be certified as “conflict-freehiah could place us at a competitive disadvantage.

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

Section 404 of the Sarbanes-Oxley Act of 2002 aed¢lated rules and regulations of the SEC, which
we collectively refer to as Section 404, requirdaisvaluate our internal controls over financegarting to
allow management to report on those internal cése of the end of each year. Effective interoaltiols are
necessary for us to produce reliable financial respand are important in our effort to prevent fio@l fraud. In
the course of our Section 404 evaluations, we meantify conditions that may result in significamfidiencies
or material weaknesses and we may conclude thaiheements, modifications or changes to our internal
controls are necessary or desirable. Implementirygsach matters would divert the attention of our
management, could involve significant costs, angl megatively impact our results of operations.
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We note that there are inherent limitations oneffiectiveness of internal controls, as they cannot
prevent collusion, management override or faildrewman judgment. If we fail to maintain an effeetisystem
of internal controls or if management or our indegent registered public accounting firm were t@oier
material weaknesses in our internal controls, wg bgaunable to produce reliable financial reportprevent
fraud, and it could harm our financial conditiordaesults of operations, result in a loss of ineesbnfidence
and negatively impact our stock price.

If we do not effectively manage future growth, otgsources, systems and controls may be strainedand
results of operations may suffer.

Any future growth may strain our resources, managgnmformation and telecommunication systems,
and operational and financial controls. To managearé growth effectively, including any expansidrnvolume
in our manufacturing facility in the PRC, we mustdble to improve and expand our systems and dsnite
may not be able to do this in a timely or cost-gffe manner, and our current systems and contmals not be
adequate to support our future operations. In aadibur officers have relatively limited experieno managing
a rapidly growing business. As a result, they matylre able to provide the guidance necessary tagefuture
growth or maintain future market position. Any ta# to manage our growth or improve or expand gistiag
systems and controls, or unexpected difficultiedding so, could harm our business.

We may be unsuccessful in establishing and opergtan intellectual property based business.

We do not at this time have an intellectual propéi)-based licensing business and may never
succeed in developing such a business. As we arently in a products-based business model, we lmeay
unsuccessful in developing an IP-based licensirsiniegs. The establishment of this new businesshmagore
difficult or costly than expected and require aiddial personnel, investments and may be a sigmifica
distraction for management. In connection with iB+based licensing business, our licenses andtieyal
revenue may be uncertain from period to period,va@dnay be unable to attract new licensing custsméiich
would materially and adversely affect our resufteperations. Our ability to increase our licenseenue will
depend on a variety of factors, including the penfance, quality, breadth and depth of our curredtfature IP,
as well as our sales and marketing capabilitieseGecured, license revenue may be negativelytaéfdyy
factors within and outside our control, includirggluctions in our customers’ sales prices, salagwes and the
terms of such licenses.

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

We will evaluate opportunities to acquire businessetechnologies that might complement our current
product offerings or enhance our technical cap#dsli We have no experience in acquiring otherrassies or
technologies. Acquisitions entail a number of ridiet could adversely affect our business and d¢ipgraesults,
including, but not limited to:

» difficulties in integrating the operations, techogies or products of the acquired companies;
« the diversion of management’s time and attentiomfthe normal daily operations of the business;

- insufficient increases in net sales to offset inseel expenses associated with acquisitions or
acquired companie

- difficulties in retaining business relationshipgwsuppliers and customers of the acquired
companies

» the over - estimation of potential synergies oekay in realizing those synergies;

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

Future acquisitions also could cause us to incbt debe subject to contingent liabilities. In s,
acquisitions could cause us to issue equity séesititat could dilute the ownership percentagesuoiexisting
stockholders. Furthermore, acquisitions may resuttaterial charges or adverse tax consequendestastial
depreciation, deferred compensation charges, ingg®research and development charges, the artiortivh
amounts related to deferred stock-based compensatigense and identifiable purchased intangibletass
impairment of goodwill, any or all of which coulégatively affect our results of operations.

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

As of July 31, 2015, approximately 11.9 % of outstanding common stock was held by affiliates,
including 10.7 % held by Chun K. Hong, our chieéentive officer and chairman of our board of diogst As a
result, Mr. Hong has the ability to exert substaritifluence over all matters requiring approvalduy
stockholders, including the election and removaliofctors and any proposed merger, consolidaticale of
all or substantially all of our assets and othepooate transactions. This concentration of cordonild be
disadvantageous to other stockholders with interdifierent from those of Mr. Hong.

Anti-takeover provisions under our charter documerand Delaware law could delay or prevent a chamde
control and could also limit the market price of ostock.

Our certificate of incorporation and bylaws contpinvisions that could delay or prevent a change of
control of our company or changes in our boardiadors that our stockholders might consider fatde. In
addition, these provisions could limit the pricattmvestors would be willing to pay in the futdoe shares of
our common stock. The following are examples of/mions which are included in our certificate of
incorporation and bylaws, each as amended:

- our board of directors is authorized, without pstckholder approval, to designate and issue
preferred stock, commonly referred to as “blankctti@referred stock, with rights senior to those
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 upc
stockholders at a meeting are subject to advaneem@quirements; ar

« our board of directors is expressly authorized &ke alter or repeal our bylaws.

In addition, we are governed by the provisions @ftfdn 203 of the Delaware General Corporation
Law, which may prohibit certain business combinagiavith stockholders owning 15% or more of our
outstanding voting stock. These and other provssiarour certificate of incorporation and bylawsdaf
Delaware law, could make it more difficult for skbolders or potential acquirers to obtain contfabar board
of directors or initiate actions that are opposgdhte then-current board of directors, includin¢agliang or
impeding a merger, tender offer, or proxy contesitber change of control transaction involving oampany.
Any delay or prevention of a change of control §&gtion or changes in our board of directors cpuédent the
consummation of a transaction in which our stoctard could receive a substantial premium overttba-t
current market price for their shares.

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

Our common stock has been publicly traded sinceeRiner 2006. The price of our common stock and
the trading volume of our shares are volatile aaehin the past fluctuated significantly. There bamo
assurance as to the prices at which our commok stiticrade in the future or that an active traglimarket in
our common stock will be
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sustained in the future. The market price at wiighcommon stock trades may be influenced by maatpofs,
including but not limited to, the following:

« our operating and financial performance and praspétcluding our ability to achieve and sustain
profitability in the future

« investor perception of us and the industry in whighoperate;

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

« results of litigation;
« changes in earnings estimates or buy/sell recomatiemd by analysts;

« sales of our newly issued common stock or otheuritées associated with our registration
statement on Form-3 (Registration No. 3:-199446) or the perception that such sales may p

» general financial and other market conditions; and
« changing and recently volatile domestic and intéomal economic conditions.

In addition, shares of our common stock and thdipglock markets in general, have experienced, and
may continue to experience, extreme price andrigadblume volatility. These fluctuations may adetysaffect
the market price of our common stock and a stoaért ability to sell their shares into the maréethe desired
time or at the desired price.

In 2007, following a drop in the market price of @@mmon stock, securities litigation was initiated
against us. Given the historic volatility of oudirstry, we may become engaged in this type oflitign in the
future. Securities litigation is expensive and tHooemsuming.

We may not be able to maintain our NASDAQ listing.

On May 7, 2015, we received a deficiency lettee (fBid Price Notification Letter”) from NASDAQ
notifying us that we no longer meet NASDAQ's regaients for continued listing on the NASDAQ Global
Market under NASDAQ Listing Rule 5450(a)(1) (theidB’rice Rule”) because the minimum bid price af ou
common stock did not equal or exceed $1.00 at e over a period of 30 consecutive trading dais.
notification letter does not impact the Companigting on the NASDAQ Global Market at this time ahe
Company’s common stock remains listed on the NASDRIQbal Market under the symbol NLST. NASDAQ
explained in the Bid Price Notification Letter thatder NASDAQ Listing Rule 5810(c)(3)(A), we wileb
provided 180 calendar days, or until November 352@ regain compliance with the Bid Price Rule.régain
compliance, the closing bid price of our commortktmust meet or exceed $1.00 per share for at 1€ast
consecutive business days. If we have not metatpeirements of the Bid Price Rule by November 352@ut
meet the continued listing requirement for markatie of publicly held shares and all other applieatandards
for initial listing on The Nasdaq Capital Marketi{er than the Bid Price Rule), then we may be leliégior an
additional 180 day compliance period by submit@mgapplication to transfer our securities to Thedda
Capital Market. In order to qualify, we will needl firovide written notice of our intention to cuhetdeficiency
during the second compliance period by effectimgv@rse stock split, if necessary, which would niede
approved by our stockholders. If it appears to NAgDstaff that we will not be able to cure the digficy
during this second compliance period, or if weateerwise not eligible, the staff will provide nmgithat our
securities will be subject to delisting. We mayoadppeal NASDAQ's delisting determination to a NASD
Hearings Panel.

On May 7, 2015, we received a deficiency lettee (fMarket Value Natification Letter”) from
NASDAQ notifying us that we no longer meet NASDAQ@&xuirements for continued listing on the NASDAQ
Global Market under NASDAQ Listing Rule 5450(b)®)((the “Market Value Rule”) because we did not
maintain a minimum Market
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Value of Listed Securities (“MVLS”) of $50,000,0@8 least once over a period of 30 consecutiveritadays.
MVLS is calculated by multiplying the total shamgstanding by the daily closing bid price. Theifigztion
letter does not impact the Company’s listing onMAeSDAQ Global Market at this time and the Company’
common stock remains listed on the NASDAQ Globalidaunder the symbol NLST. NASDAQ explained in
the Market Value Notification Letter that under NBSQ Listing Rule 5810(c)(3)(C), we will be affordd@0
calendar days, or until November 3, 2015, to regampliance with the Market Value Rule. To regain
compliance, our MVLS must meet or exceed $50,0@Dfo0at least 10 consecutive business days. lawe
not met the requirements of the Market Value Ryi®&lbvember 3, 2015, the staff will provide notibat our
securities will be subject to delisting. At thah& we may appeal NASDAQ's delisting determinatiom t
NASDAQ Hearings Panel. Alternatively, we may subanitapplication to transfer our securities to Thaesdaq
Capital Market.

We are evaluating various actions to pursue torensompliance with NASDAQ's continued listing
requirements, and there can be no assurance thailiviie able to regain compliance with NASDAQ's
continued listing requirements. If we fail to regabmpliance with the Bid Price Rule, the MarketuéaRule or
otherwise maintain the standards required now éuture by NASDAQ, our common stock could be delist
Such delisting could cause our stock to be clasbiis “penny stock,” among other potentially degrital
consequences, any of which could significantly iotgaur stockholders’ ability to sell shares of common
stock or to sell shares at a price that a stocldraithy deem to be acceptable.
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Item 6.

Exhibits

(a)(2) Exhibits

3.1

3.2

31.1+4

31.2+

32+

101.INSH

101.SCH-

101.CAL+

101.LAB+

101.PRE-

101.DEF-

Restated Certificate of Incorporation of Netlist¢ | (incorporated by reference to exhibit 3.1 & th
registration statement on Form S-1 of the registfldn. 333-136735) filed with the Securities and
Exchange Commission (tI*SEC") on October 23, 2006

Amended and Restated Bylaws of Netlist, Inc. (ipocoated by reference to exhibit number 3.1 of
the registrar's Current Report on Forn-K filed with the SEC on December 20, 201

Certification of Chief Executive Officer pursuantRule 13a-14(a) or Rule 15d-14(a) of the
Securities and Exchange Act of 1934, as adoptesbpnt to Section 302 of the Sarbanes-Oxley
Act of 2002.

Certification of Chief Financial Officer pursuawnt Rule 13a-14(a) or Rule 15d-14(a) of the
Securities and Exchange Act of 1934, as adoptesbpnt to Section 302 of the Sarbanes-Oxley
Act of 2002.

Certification by Chief Executive Officer and Chighancial Officer pursuant to 18 U.S.C.
Section 1350, as adopted pursuant to Section 9¢&darban+Oxley Act of 2002

XBRL Instance Document

XBRL Taxonomy Extension Schema Document

XBRL Taxonomy Extension Calculation Linkbase Docuine
XBRL Taxonomy Extension Label Linkbase Document
XBRL Taxonomy Extension Presentation Linkbase Doenin

XBRL Taxonomy Extension Definition Linkbase Docurhen

+ Filed herewith.

70



Table of Content
SIGNATURES

Pursuant to the requirements of the Securities &xgh Act of 1934, the Registrant has duly causisd th
report to be signed on its behalf by the undersighereunto duly authorized.

Date: August 11 , 2015 NETLIST, INC.
a Delaware corporation
(Registrant)

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

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

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

I, Chun K. Hong, certify that:

1. I have reviewed this quarterly report on ForraQ0f Netlist, Inc., a Delaware corporation
(the “Registrant”);

2. Based on my knowledge, this report does notasoreny untrue statement of a material fact or
omit to state a material fact necessary to makstéitements made, in light of the circumstanceguwthich
such statements were made, not misleading witrect$p the penod covered by this report;

3. Based on my knowledge, the financial statemeamtd,other financial information included in
this report, fairly present in all material respettte financial condition, results of operationd aash flows of
the Registrant as of, and for, the periods presentéhis report;

4. The Registrant’s other certifying officer andre responsible for establishing and maintaining
disclosure controls and procedures (as definecah&nge Act Rules 13a-15(e) and 15d-15(e)) andniate
control over financial reporting (as defined in Baoge Act Rules 13a-15(f) and 15d-15(f)) for thgiReant
and we have:

a) Designed such disclosure controls and procedaresaused such disclosure
controls and procedures to be designed under @argision, to ensure that material information tiato the
Registrant, including its consolidated subsidigriesnade known to us by others within those eijti
particularly during the period in which this reptateing prepared;

b) Designed such internal control over financiglaring, or caused such
internal control over financial reporting to be id@&d under our supervision, to provide reasonaséeirance
regarding the reliability of financial reportingcthe preparation of financial statements for exdepurposes in
accordance with generally accepted accounting ipfes:

Evaluated the effectiveness of the Registratisslosure controls and
procedures and presented in this report our coiocissbout the effectiveness of the disclosurerotmand
procedures, as of the end of the period coverdatiibyeport based on such evaluation; and

d) Disclosed in this report any change in the Reayi$'s internal control over
financial reporting that occurred during the Regist's most recent fiscal quarter (the Registrafutisth fiscal
quarter in the case of an annual report) that retemally affected, or is reasonably likely to miahy affect, the
Registrant’s internal control over financial refrogt and

5. The Registrant’s other certifying officer andave disclosed, based on our most recent
evaluation of internal control over financial refiog, to the Registrant’'s auditors and the audihuttee of the
Registrant’s board of directors (or persons perfogthe equivalent functions):

a) All significant deficiencies and material weagees in the design or
operation of internal control over financial refogtwhich are reasonably likely to adversely affiaet
Registrant’s ability to record, process, summaaizé report financial information; and

b) Any fraud, whether or not material, that invalveanagement or other
employees who have a significant role in the Regis!s internal control over financial reporting.
August 11, 201! /s/ Chun K. Hong
Chun K. Hong

President, Chief Executive Officer and Chairmathef Boar
(Principal Executive Officer



EXHIBIT 31.2

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

I, Gail M. Sasaki, certify that:

1. I have reviewed this quarterly report on ForraQ0f Netlist, Inc., a Delaware corporation
(the “Registrant”);

2. Based on my knowledge, this report does notasoreny untrue statement of a material fact or
omit to state a material fact necessary to makstéitements made, in light of the circumstanceguwthich
such statements were made, not misleading witrect$p the penod covered by this report;

3. Based on my knowledge, the financial statemeamtd,other financial information included in
this report, fairly present in all material respettte financial condition, results of operationd aash flows of
the Registrant as of, and for, the periods presentéhis report;

4. The Registrant’s other certifying officer andre responsible for establishing and maintaining
disclosure controls and procedures (as definecah&nge Act Rules 13a-15(e) and 15d-15(e)) andniate
control over financial reporting (as defined in Baoge Act Rules 13a-15(f) and 15d-15(f) Far Registrant
and we have:

a) Designed such disclosure controls and procedaresaused such disclosure
controls and procedures to be designed under @argision, to ensure that material information tiato the
Registrant, including its consolidated subsidigriesnade known to us by others within those eijti
particularly during the period in which this reptateing prepared;

b) Designed such internal control over financiglaring, or caused such
internal control over financial reporting to be id@&d under our supervision, to provide reasonaséeirance
regarding the reliability of financial reportingcthe preparation of financial statements for exdepurposes in
accordance with generally accepted accounting ipfes:

Evaluated the effectiveness of the Registratisslosure controls and
procedures and presented in this report our coiocissbout the effectiveness of the disclosurerotmand
procedures, as of the end of the period coverdatiibyeport based on such evaluation; and

d) Disclosed in this report any change in the Reayi$'s internal control over
financial reporting that occurred during the Regist's most recent fiscal quarter (the Registrafutisth fiscal
quarter in the case of an annual report) that retemally affected, or is reasonably likely to miahy affect, the
Registrant’s internal control over financial refrogt and

5. The Registrant’s other certifying officer andave disclosed, based on our most recent
evaluation of internal control over financial refiog, to the Registrant’'s auditors and the audihuttee of the
Registrant’s board of directors (or persons perfogthe equivalent functions):

a) All significant deficiencies and material weagees in the design or
operation of internal control over financial refogtwhich are reasonably likely to adversely affiaet
Registrant’s ability to record, process, summaaizé report financial information; and

b) Any fraud, whether or not material, that invalveanagement or other
employees who have a significant role in the Regis!s internal control over financial reporting.

August 11, 201! /sl Gail M. Sasak
Gail M. Sasak
Vice President and Chief Financial Offic
(Principal Financial Officer




Exhibit 32

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

In connection with the Quarterly Report on FormQ@f Netlist, Inc., a Delaware corporation (“Neti)sor the
quarter ended June 27 , 2015 (the “Report”), Chukdhg, president, chief executive officer and oain of
the board of Netlist, and Gail M. Sasaki, vice mtest and chief financial officer of Netlist, ealsbreby
certifies, pursuant to 18 U.S.C. Section 1350,dapted pursuant to Section 906 of the Sarbanesy@deof
2002, that, to his or her knowledge:

Q) the Report fully complies with the requiremeotsSection 13(a) of the Securities Exchange
Act of 1934; and

(2) the information contained in the Report faphgesents, in all material respects, the financial
condition and results of operations of Netlist,.Inc

ugust
August 11, 201! /s/ Chun K. Hon¢
Chun K. Hong
President, Chief Executive Officer and Chairmathei
Board
(Principal Executive Officer

August 11, 201! /s/ Gail M. Sasak
Gail M. Sasak
Vice President and Chief Financial Offic
(Principal Financial Officer




