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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q

(Mark One)

☒QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF
1934

For the quarterly period ended October 1, 2016

or

☐TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF
1934

For the transition period from             to            

Commission file number 001-33170
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NETLIST, INC.

(Exact name of registrant as specified in its charter)

Delaware 95-4812784
State or other jurisdiction of incorporation or organization (I.R.S. Employer Identification No.)

175 Technology Drive, Suite 150

Irvine, CA 92618

(Address of principal executive offices) (Zip Code)

(949) 435-0025

(Registrant’s telephone number, including area code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days.  Yes ☒    No ☐

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if
any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T (section
232.405 of this chapter) during the preceding 12 months (or for such shorter period that the registrant was required to
submit and post such files). Yes ☒    No ☐

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer or
a smaller reporting company. See definition of “large accelerated filer,” “accelerated filer” and “smaller reporting company”
in Rule 12b-2 of the Exchange Act. (Check One):

Large accelerated filer  ☐ Accelerated filer  ☐

Non-accelerated filer  ☐ Smaller reporting company  ☒
(Do not check if a smaller reporting company)
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Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Act).  Yes ☐   No ☒

The number of shares outstanding of the registrant’s common stock as of the latest practicable date:

Common Stock, par value $0.001 per share

60,951,857 shares outstanding at November 10, 2016
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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)
October 1, January 2,
2016 2016

ASSETS
Current Assets:
Cash and cash equivalents $ 15,394 $ 19,684
Restricted cash 1,100 400
Accounts receivable, net of allowance for doubtful accounts of $40 (2016) and $40
(2015) 1,119 716
Inventories 2,992 1,658
Prepaid expenses and other current assets 1,834 1,739
Total current assets 22,439 24,197

Property and equipment, net 694 408
Other assets 73 61
Total assets $ 23,206 $ 24,666

LIABILITIES AND STOCKHOLDERS' EQUITY (DEFICIT)
Current Liabilities:
Accounts payable $ 4,201 $ 3,299
Accrued payroll and related liabilities 894 1,243
Accrued expenses and other current liabilities 293 340
Deferred revenue  - 6,857
Accrued engineering charges 500 500
Notes payable and capital lease obligation, current 183 13
Total current liabilities 6,071 12,252
Convertible promissory note, net of debt discount, and accrued interest 14,112 13,699
Capital lease obligation, long term 23  -
Long-term warranty liability 27 49
Total liabilities 20,233 26,000
Commitments and contingencies
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Stockholders' equity (deficit):
Preferred stock, $0.001 par value - 10,000 shares authorized; no shares issued and
outstanding  -  -
Common stock, $0.001 par value - 90,000 shares authorized; 60,952 (2016) and
50,354 (2015) shares issued and outstanding 61 50
Additional paid-in capital 143,615 132,011
Accumulated deficit (140,703) (133,395)
Total stockholders' equity (deficit) 2,973 (1,334)
Total liabilities and stockholders' equity (deficit) $ 23,206 $ 24,666

See accompanying notes.
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NETLIST, INC. AND SUBSIDIARIES

Unaudited Condensed Consolidated Statements of Operations

(in thousands, except per share amounts)

Three Months Ended Nine Months Ended
October 1, September 26, October 1, September 26,
2016 2015 2016 2015

Net product sales $ 2,589 $ 1,617 $ 7,260 $ 5,160
Non-recurring engineering revenues  -  - 6,857  -
Total net revenues 2,589 1,617 14,117 5,160
Cost of sales(1) 2,580 1,593 6,996 4,332
Gross profit 9 24 7,121 828
Operating expenses:
Research and development(1) 1,463 1,449 4,940 4,369
Intellectual property legal fees 409 899 2,255 6,679
Selling, general and administrative(1) 2,398 1,710 6,822 5,213
Total operating expenses 4,270 4,058 14,017 16,261
Operating loss (4,261) (4,034) (6,896) (15,433)
Other income (expense), net:
Interest expense, net (159) (447) (428) (1,416)
Other income (expense), net 19 (889) 17 667
Total other expense, net (140) (1,336) (411) (749)
Loss before provision for income tax (4,401) (5,370) (7,307) (16,182)
Provision for income taxes  -  - 1 1
Net loss $ (4,401) $ (5,370) $ (7,308) $ (16,183)

Net loss per common share:
Basic and diluted $ (0.08) $ (0.11) $ (0.14) $ (0.33)
Weighted-average common shares outstanding:
Basic and diluted 52,454 50,354 51,301 48,471

(1) Amounts include stock-based compensation expense as follows:

Cost of sales $ 14 $ 11 $ 42 $ 37
Research and development 73 123 263 461
Selling, general and administrative 246 240 789 795
Total stock-based compensation $ 333 $ 374 $ 1,094 $ 1,293

See accompanying notes.

Edgar Filing: NETLIST INC - Form 10-Q

7



4

Edgar Filing: NETLIST INC - Form 10-Q

8



Table of Contents

NETLIST, INC. AND SUBSIDIARIES

Unaudited Condensed Consolidated Statements of Cash Flows

(in thousands)

Nine Months Ended
October 1, September 26,
2016 2015

Cash flows from operating activities:
Net loss $ (7,308) $ (16,183)
Adjustments to reconcile net loss to net cash used in operating activities:
Depreciation and amortization 210 312
Capitalized payment-in-kind interest  - 170
Amortization of debt discount 163 676
Realized gain on sale of equipment  - 1
Stock-based compensation 1,094 1,293
Changes in operating assets and liabilities:
Restricted cash (700)  -
Accounts receivable (403) 634
Inventories (1,334) 39
Prepaid expenses and other assets 157 563
Accounts payable 902 2,945
Accrued payroll and related liabilities (349) 43
Accrued expenses and other current liabilities 181 (3)
Deferred revenue (6,857)  -
Net cash used in operating activities (14,244) (9,510)
Cash flows from investing activities:
Acquisition of property and equipment (317) (140)
Proceeds from sale of equipment  - 2
Net cash used in investing activities (317) (138)
Cash flows from financing activities:
Proceeds from long- term loans, net of issuance costs  - 3,727
Payments on debt (250) (3,023)
Proceeds from issuance of common stock, net 10,334 10,543
Proceeds from exercise of equity awards 187 8
Net cash provided by financing activities 10,271 11,255
Net change in cash and cash equivalents (4,290) 1,607
Cash and cash equivalents at beginning of period 19,684 11,040
Cash and cash equivalents at end of period $ 15,394 $ 12,647

See accompanying notes.
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NETLIST, INC. AND SUBSIDIARIES

NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

October 1, 2016

Note 1—Description of Business

Netlist, Inc. together with its majority and wholly owned subsidiaries (hereinafter collectively referred to as the
“Company” or “Netlist,” unless the context or the use of the term indicates otherwise), provides high-performance
modular memory subsystems to customers in diverse industries that require superior memory performance to
empower critical business decisions. The Company has a long history of introducing disruptive new products, such as
one of the first load-reduced dual in-line memory module (“LRDIMM”) based on its distributed buffer architecture,
which has been adopted by the industry for DDR4 LRDIMM.  The Company was also one of the first to bring NAND
flash memory (“NAND flash”) to the memory channel with its NVvault® non-volatile dual in-line memory modules
(“NVDIMM”) using software-intensive controllers and merging dynamic random access memory integrated circuits
(“DRAM ICs” or “DRAM”) and flash to solve data bottleneck and data retention challenges encountered in
high-performance computing environments. The Company recently introduced a new generation of storage class
memory products called HybriDIMM™ to address the growing need for real-time analytics in Big Data applications and
in-memory databases.

Due to the ground-breaking product development of its engineering teams, Netlist has built a robust portfolio of over
100 issued and pending U.S. and foreign patents in the areas of hybrid memory, storage class memory, rank
multiplication and load reduction. The Company’s early pioneering work in these areas has been broadly adopted in
industry standard LRDIMM and in NVDIMM. Netlist’s objective is to continue to innovate in their field and invest
further in their intellectual property portfolio, with the goal of monetizing their intellectual property through a
combination of product sales, licensing and royalty agreements, and other revenue opportunities.

Netlist was incorporated in June 2000 and is headquartered in Irvine, California.  In 2007, the Company established a
manufacturing facility in the People’s Republic of China (the “PRC”), which became operational in July 2007 upon the
successful qualification of certain key customers.

Liquidity
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The Company incurred net losses of approximately $7.3 million and $16.2 million for the nine months ended October
1, 2016 and September 26, 2015, respectively. The Company has historically financed its operations primarily through
issuances of equity and debt securities, as well as revenues generated from operations.

On November 12, 2015, the Company entered into a Joint Development and License Agreement (“JDLA”) with
Samsung Electronics Co., Ltd. (“Samsung”), pursuant to which the Company and Samsung agreed to work together to
jointly develop a standardized product interface for NVDIMM-P memory modules in order to facilitate broad industry
adoption of this new technology. The Company received an $8.0 million non-recurring engineering (“NRE”) fee from
Samsung for the joint development. The JDLA also includes cross licensing of each party’s respective patent
portfolios, as well as access to raw materials (DRAM and NAND flash) at competitive prices, and an important
strategic partner that can facilitate getting the Company’s HybriDIMM technology to market.  Both parties may enter
into an additional agreement in the future for Samsung to be granted commercial license for the Company’s
NVDIMM-P technology.  The JDLA also includes a right of first refusal wherein the Company will provide Samsung
the right to acquire the Company’s NVDIMM-P technology in a separate, subsequent transaction before the Company
offers the technology to a third party. The Company also received $15.0 million under a Senior Secured Convertible
Note and Warrant Purchase Agreement (“SVIC Purchase Agreement”) with SVIC No. 28 New Technology Business
Investment L.L.P., a Korean limited liability partnership and an affiliate of Samsung Venture Investment Co. (“SVIC”)
(see Note 5).

On September 23, 2016, the Company completed a registered firm commitment underwritten public offering (the
“2016 Offering”) of 9,200,000 shares of its common stock at a price to the public of $1.25 per share, which includes
1,200,000 shares sold pursuant to the full exercise by the underwriters in the 2016 Offering of their option to purchase

6
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additional shares to cover over-allotments.  The net proceeds to the Company from the 2016 Offering were
approximately $10.3 million, after deducting underwriting discounts and commissions and offering expenses paid or
payable by the Company.

If adequate working capital is not available when needed, the Company may be required to significantly modify its
business model and operations. Insufficient working capital could cause the Company to be unable to execute its
business plan, take advantage of potential opportunities, or respond to competitive pressures or customer
requirements. It may also cause the Company to delay, scale back or eliminate some or all of its research and
development programs, to implement cost-cutting measures to reduce spending to a sustainable level or to reduce or
cease operations. While there is no assurance that the Company can meet its revenue and expense level forecasts,
management anticipates that it can continue operations for at least the next 12 months.

Note 2—Summary of Significant Accounting Policies

Basis of Presentation

The interim unaudited condensed consolidated financial statements have been prepared in accordance with accounting
principles generally accepted in the United States of America for interim financial information and with the
instructions to Securities and Exchange Commission (“SEC”) Form 10-Q and Article 8 of SEC Regulation S-X. These
condensed consolidated financial statements do not include all of the information and footnotes required by
accounting principles generally accepted in the United States for complete financial statements. Therefore, these
unaudited condensed consolidated financial statements should be read in conjunction with the Company’s audited
consolidated financial statements and notes thereto for the year ended January 2, 2016, included in the Company’s
Annual Report on Form 10-K filed with the SEC on March 4, 2016.

The condensed consolidated financial statements included herein as of October 1, 2016 are unaudited; however, they
contain all normal recurring accruals and adjustments that, in the opinion of the Company’s management, are
necessary to present fairly the condensed consolidated financial position of the Company and its wholly-owned
subsidiaries as of October 1, 2016 and the condensed consolidated statements of operations for the three and nine
months ended October 1, 2016 and September 26, 2015 and the condensed consolidated statements of cash flows for
the nine months ended October 1, 2016 and September 26, 2015.  The results of operations for the nine months ended
October 1, 2016 are not necessarily indicative of the results to be expected for the full year or any future interim
periods.

Principles of Consolidation
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The condensed consolidated financial statements include the accounts of Netlist, Inc. and its wholly-owned
subsidiaries. All intercompany balances and transactions have been eliminated in consolidation.

Fiscal Year

The Company operates under a 52/53-week fiscal year ending on the Saturday closest to December 31.  For 2016, the
Company’s fiscal year is scheduled to end on December 31, 2016 and will consist of 52 weeks. Each of the Company’s
quarters in its 2016 fiscal year is comprised of 13 weeks.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the United
States requires management to make estimates and assumptions that affect the reported amounts of assets and
liabilities and disclosures of contingent assets and liabilities at the date of the condensed consolidated financial
statements and the reported amounts of net revenues and expenses during the reporting period. By their nature, these
estimates and assumptions are subject to an inherent degree of uncertainty.  Significant estimates made by
management include, among others, provisions for uncollectible receivables and sales returns, warranty liabilities,
valuation of inventories, fair value of financial instruments, recoverability of long-lived assets, valuation of
stock-based transactions, estimates for

7
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completion of NRE revenue milestones and realization of deferred tax assets.  The Company bases its estimates on
historical experience, knowledge of current conditions and its beliefs of what could occur in the future considering
available information.  The Company reviews its estimates on an on-going basis. Actual results may differ from these
estimates, which may result in material adverse effects on the Company’s operating results and financial position.

Revenue Recognition

Net Product Sales

Net product sales primarily consist of sales of high-performance memory subsystems to OEMs, hyperscale data center
operators and storage vendors.

The Company recognizes revenues in accordance with Financial Accounting Standards Board (“FASB”) Accounting
Standards Codification (“ASC”) Topic 605. Accordingly, the Company recognizes revenues when there is persuasive
evidence that an arrangement exists, product delivery and acceptance have occurred, the sales price is fixed or
determinable, and collectability of the resulting receivable is reasonably assured.

The Company generally uses customer purchase orders and/or contracts as evidence of an arrangement. Delivery
occurs when goods are shipped for customers with shipping point terms and upon receipt for customers with
destination terms, at which time title and risk of loss transfer to the customer. Shipping documents are used to verify
delivery and customer acceptance. The Company assesses whether the sales price is fixed or determinable based on
the payment terms associated with the transaction and whether the sales price is subject to refund. Customers are
generally allowed limited rights of return for up to 30 days, except for sales of excess component inventories, which
contain no right-of-return privileges. Estimated returns are provided for at the time of sale based on historical
experience or specific identification of an event necessitating a reserve. The Company offers a standard product
warranty to its customers and has no other post-shipment obligations. The Company assesses collectability based on
the creditworthiness of the customer as determined by credit checks and evaluations, as well as the customer’s payment
history.

All amounts billed to customers related to shipping and handling are classified as revenues, while all costs incurred by
the Company for shipping and handling are classified as cost of sales.

Engineering Services
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The Company provides engineering services to its customers. The Company recognizes revenue from these services
when all of the following conditions are met: (1) evidence existed of an arrangement with the customer, typically
consisting of a purchase order or contract; (2) the Company’s services were performed and risk of loss passed to the
customer; (3) the Company completed all of the necessary terms of the contract; (4) the amount of revenue to which
the Company was entitled was fixed or determinable; and (5) the Company believed it was probable that it would be
able to collect the amount due from the customer. To the extent that one or more of these conditions has not been
satisfied, the Company defers recognition of revenue.  

Deferred Revenue

From time-to-time the Company receives pre-payments from its customers related to future services. Engineering
development fee revenues, including NRE fees, are deferred and recognized ratably over the period the engineering
work is completed.

Cash and Cash Equivalents

Cash and cash equivalents consist of cash and short-term investments with original maturities of three months or less,
other than short-term investments in securities that lack an active market.

8
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Restricted Cash

Restricted cash of $1,100,000 as of October 1, 2016 consists of cash to secure two standby letters of credits. Restricted
cash of $400,000 as of January 2, 2016 consists of cash to secure three standby letters of credit.

Fair Value of Financial Instruments

The Company’s financial instruments consist principally of cash and cash equivalents, restricted cash, accounts
receivable, accounts payable, accrued expenses and debt instruments.  The fair value of the Company’s cash
equivalents is determined based on quoted prices in active markets for identical assets or Level 1 inputs.  The
Company recognizes transfers between Levels 1 through 3 of the fair value hierarchy at the beginning of the reporting
period.  The Company believes that the carrying values of all other financial instruments approximate their current fair
values due to their nature and respective durations.

Allowance for Doubtful Accounts

The Company evaluates the collectibility of accounts receivable based on a combination of factors. In cases where the
Company is aware of circumstances that may impair a specific customer’s ability to meet its financial obligations
subsequent to the original sale, the Company will record an allowance against amounts due, and thereby reduce the
net recognized receivable to the amount the Company reasonably believes will be collected. For all other customers,
the Company records allowances for doubtful accounts based primarily on the length of time the receivables are past
due based on the terms of the originating transaction, the current business environment and its historical
experience.  Uncollectible accounts are charged against the allowance for doubtful accounts when all cost effective
commercial means of collection have been exhausted. Generally, the Company’s credit losses have been within its
expectations and the provisions established. At October 1, 2016 and January 2, 2016 the Company had an allowance
for doubtful accounts of $40,000.

Concentration of Credit Risk

Financial instruments that potentially subject the Company to significant concentrations of credit risk consist
principally of cash and cash equivalents, and accounts receivable.
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The Company invests its cash equivalents primarily in money market mutual funds.  Cash equivalents are maintained
with high quality institutions, the composition and maturities of which are regularly monitored by management. At
times, deposits held with financial institutions may exceed the amount of insurance provided by the Federal Deposit
Insurance Corporation and the Securities Investor Protection Corporation.

The Company’s trade accounts receivable are primarily derived from sales to OEMs in the computer industry. The
Company performs credit evaluations of its customers’ financial condition and limits the amount of credit extended
when deemed necessary, but generally requires no collateral. The Company believes that the concentration of credit
risk in its trade receivables is moderated by its credit evaluation process, relatively short collection terms, the high
level of credit worthiness of its customers (see Note 3), foreign credit insurance and letters of credit issued on the
Company’s behalf.  Reserves are maintained for potential credit losses, and such losses historically have not been
significant and have been within management’s expectations.

Inventories

Inventories are valued at the lower of actual cost to purchase or manufacture the inventory or the net realizable value
of the inventory. Cost is determined on an average cost basis, which approximates actual cost on a first-in, first-out
basis and includes raw materials, labor and manufacturing overhead. At each balance sheet date, the Company
evaluates its ending inventory quantities on hand and on order and records a provision for excess quantities and
obsolescence. Among other factors, the Company considers historical demand and forecasted demand in relation to
the inventory on hand, competitiveness of product offerings, market conditions and product life cycles when
determining obsolescence and net realizable value. In addition, the Company considers changes in the market value of
components in determining

9
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the net realizable value of its inventory. Once established, lower of cost or market write-downs are considered
permanent adjustments to the cost basis of the excess or obsolete inventories.

Property and Equipment

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

Deferred Financing Costs, Debt Discount and Detachable Debt-Related Warrants

Costs incurred to issue debt are deferred and recorded as a reduction to the debt balance in the accompanying
condensed consolidated balance sheets. The Company amortizes debt issuance costs over the expected term of the
related debt using the effective interest method. Debt discounts relate to professional services rendered and to the
relative fair value of any warrants issued in conjunction with the debt and are recorded as a reduction to the debt
balance and accreted over the expected term of the debt to interest expense using the effective interest method.

Impairment of Long-Lived Assets

The Company evaluates the recoverability of the carrying value of long-lived assets held and used by the Company in
its operations for impairment on at least an annual basis or whenever events or changes in circumstances indicate that
their carrying value may not be recoverable. When such factors and circumstances exist, the Company compares the
projected undiscounted future net cash flows associated with the related asset or group of assets over their estimated
useful lives against their respective carrying amount. These projected future cash flows may vary significantly over
time as a result of increased competition, changes in technology, fluctuations in demand, consolidation of the
Company’s customers and reductions in average selling prices. If the carrying value is determined not to be
recoverable from future operating cash flows, the asset is deemed impaired and an impairment loss is recognized to
the extent the carrying value exceeds the estimated fair value of the asset. The fair value of the asset or asset group is
based on market value when available, or when unavailable, on discounted expected cash flows. The Company’s
management believes there is no impairment of long-lived assets as of October 1, 2016. However, market conditions
could change or demand for the Company’s products could decrease, which could result in future impairment of
long-lived assets.

Warranty Liabilities
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The Company offers product warranties generally ranging from one to three years, depending on the product and
negotiated terms of any purchase agreements with customers. Such warranties require the Company to repair or
replace defective product returned to the Company during such warranty period at no cost to the customer. Warranties
are not offered on sales of excess inventory. The Company records an estimate for warranty-related costs at the time
of sale based on its historical and estimated product return rates and expected repair or replacement costs (see Note 3).
While such costs have historically been consistent between periods and within management’s expectations and the
provisions established, unexpected changes in failure rates could have a material adverse impact on the Company,
requiring additional warranty reserves and could adversely affect the Company’s gross profit and gross margins.

Stock-Based Compensation

The Company accounts for equity issuances to non-employees in accordance with FASB ASC Topic 505.  All
transactions in which goods or services are the consideration received for the issuance of equity instruments are
accounted for based on the fair value of the consideration received or the fair value of the equity instrument issued,
whichever is more reliably measurable. The measurement date used to determine the estimated fair value of the equity
instrument issued is the earlier of the date on which the third-party performance is complete or the date on which it is
probable that performance will occur.

In accordance with FASB ASC Topic 718, employee and director stock-based compensation expense recognized
during the period is based on the value of the portion of stock-based payment awards that is ultimately expected to
vest during the period.  Given that stock-based compensation expense recognized in the condensed consolidated
statements of
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operations is based on awards ultimately expected to vest, it has been reduced for estimated forfeitures. FASB ASC
Topic 718 requires forfeitures to be estimated at the time of grant and revised, if necessary, in subsequent periods if
actual forfeitures differ from those estimates. The Company’s estimated average forfeiture rates are based on historical
forfeiture experience and estimated future forfeitures.

The estimated fair value of common stock option awards to employees and directors is calculated using the
Black-Scholes option pricing model. The Black-Scholes model requires subjective assumptions regarding future stock
price volatility and expected time to exercise, along with assumptions about the risk-free interest rate and expected
dividends, all of which affect the estimated fair values of the Company’s common stock option awards.  The expected
term of options granted is calculated as the average of the weighted vesting period and the contractual expiration date
of the option.  This calculation is based on the safe harbor method permitted by the SEC in instances where the
vesting and exercise terms of options granted meet certain conditions and where limited historical exercise data is
available.  The expected volatility is based on the historical volatility of the Company’s common stock.  The risk-free
rate selected to value any particular grant is based on the U.S. Treasury rate that corresponds to the expected term of
the grant effective as of the date of the grant. The expected dividend assumption is based on the Company’s history and
management’s expectation regarding dividend payouts.  Compensation expense for common stock option awards with
graded vesting schedules is recognized on a straight-line basis over the requisite service period for the last separately
vesting portion of the award, provided that the accumulated cost recognized as of any date at least equals the value of
the vested portion of the award.

The Company recognizes the fair value of restricted stock awards issued to employees and outside directors as
stock-based compensation expense on a straight-line basis over the vesting period for the last separately vesting
portion of the awards.  Fair value is determined as the difference between the closing price of the Company’s common
stock on the grant date and the purchase price of the restricted stock award, if any, reduced by expected forfeitures.

If there are any modifications or cancellations of the underlying vested or unvested stock-based awards, the Company
may be required to accelerate, increase or cancel any remaining unearned stock-based compensation expense, or
record additional expense for vested stock-based awards. Future stock-based compensation expense and unearned
stock- based compensation may increase to the extent that the Company grants additional common stock options or
other stock-based awards.

Income Taxes

Under FASB ASC Topic 270, the Company is required to adjust its effective tax rate each quarter to be consistent
with the estimated annual effective tax rate. The Company is also required to record the tax impact of certain discrete,
unusual or infrequently occurring items, including changes in judgment about valuation allowances and effects of
changes in tax laws or rates, in the interim period in which they occur. In addition, jurisdictions with a projected loss
for the year or a year-to-date loss where no tax benefit can be recognized are excluded from the estimated annual
effective tax rate. The impact of such an exclusion could result in a higher or lower effective tax rate during a
particular quarter, based upon the mix and timing of actual earnings versus annual projections.
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Deferred tax assets and liabilities are recognized to reflect the estimated future tax effects, calculated at currently
effective tax rates, of future deductible or taxable amounts attributable to events that have been recognized on a
cumulative basis in the condensed consolidated financial statements.  A valuation allowance related to a net deferred
tax asset is recorded when it is more likely than not that some portion of the deferred tax asset will not be realized.

FASB ASC Topic 740 prescribes a recognition threshold and measurement requirement for the financial statement
recognition of a tax position that has been taken or is expected to be taken on a tax return and also provides guidance
on de-recognition, classification, interest and penalties, accounting in interim periods, disclosure, and transition.
Under FASB ASC Topic 740 the Company may only recognize or continue to recognize tax positions that meet a
“more likely than not” threshold.

The application of tax laws and regulations is subject to legal and factual interpretation, judgment and uncertainty.
Tax laws and regulations may change as a result of changes in fiscal policy, changes in legislation, the evolution of
regulations and court rulings. Therefore, the actual liability for U.S. or foreign taxes may be materially
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different from the Company’s estimates, which could require the Company to record additional tax liabilities or to
reduce previously recorded tax liabilities, as applicable.

Research and Development Expenses

Research and development expenditures are expensed in the period incurred.

Risks and Uncertainties

The Company is subject to certain risks and uncertainties, including its ability to obtain profitable operations due to
the Company’s history of losses and accumulated deficits, the Company’s dependence on one or a few customers for a
significant portion of revenues, risks related to intellectual property matters, market development of and demand for
the Company’s products, and the length of the sales cycle.  Such risks could have a material adverse effect on the
Company’s consolidated financial position, results of operations or cash flows.

The Company has dedicated substantial resources to developing a robust intellectual property portfolio and it intends
to continue investing in this portfolio, with the goal of further establishing the Company as an innovator in the
high-performance memory subsystem market and identifying emerging customer requirements for future generations
of products. However, the Company may be unsuccessful in these efforts and its investments of time, capital and other
resources into its intellectual property portfolio may not provide adequate, or any, returns. The Company also
dedicates substantial resources in protecting its intellectual property, including its efforts to defend its patents against
challenges made by way of reexamination proceedings at the U.S. Patent and Trademark Office (“USPTO”) and Patent
Trial and Appeal Board (“PTAB”). The Company expects to continue this type of activity for the foreseeable future,
without any guarantee that any ongoing or future patent protection and litigation activities will be successful. The
Company is also subject to litigation claims that it has infringed on the intellectual property of others, against which
the Company intends to defend vigorously.  Litigation, whether or not eventually decided in the Company’s favor or
settled, is costly and time-consuming and could divert management’s attention and resources. Because of the nature
and inherent uncertainties of litigation, should the outcome of any of such actions be unfavorable, the Company’s
business, financial condition, results of operations or cash flows could be materially and adversely affected.

The Company has also invested a significant portion of its research and development budget into the design of
application-specific integrated circuits (“ASIC”) and field-programmable gate array (“FPGA”) devices, including the
HyperCloud and HybriDIMM memory subsystems, and the NVvault family of products. These products are subject to
increased risks as compared to the Company’s legacy products.  The Company may be unable to achieve customer or
market acceptance of its products, or achieve such acceptance in a timely manner. Further, the Company experienced
a longer qualification cycle than anticipated with its HyperCloud memory subsystems, and has experienced supply
chain disruption and a shortage of DRAM and NAND flash required to create the HyperCloud memory subsystem and
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NVvault products.  As of October 1, 2016, Hypercloud has not generated significant revenue relative to the Company’s
investment in the product.

The Company’s operations in the PRC are subject to various political, geographical and economic risks and
uncertainties inherent to conducting business in the PRC. These include, but are not limited to, (i) potential changes in
economic conditions in the region, (ii) managing a local workforce and overcoming other practical barriers, such as
language and cultural differences, that may subject the Company to uncertainties or unfamiliar practices or regulatory
policies, (iii) changes in the policies of the Chinese governmental and regulatory agencies, and (iv) changes in the
laws and policies of the U.S. government regarding the conduct of business in foreign countries generally or in the
PRC in particular. Additionally, the Chinese government controls the procedures by which its local currency, the
Chinese Renminbi (“RMB”), is converted into other currencies and by which dividends may be declared or capital
distributed for the purpose of repatriation of earnings and investments. If restrictions in the conversion of RMB or in
the repatriation of earnings and investments through dividend and capital distribution restrictions are instituted, the
Company’s operations and operating results may be negatively impacted. The liabilities of the Company’s subsidiary in
the PRC exceeded its assets as of October 1, 2016 and January 2, 2016. 

12
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Foreign Currency Remeasurement

The functional currency of the Company’s foreign subsidiaries is the U.S. dollar. Local currency financial statements
are remeasured into U.S. dollars at the exchange rate in effect as of the balance sheet date for monetary assets and
liabilities and the historical exchange rate for nonmonetary assets and liabilities. Expenses are remeasured using the
average exchange rate for the period, except items related to nonmonetary assets and liabilities, which are remeasured
using historical exchange rates. All remeasurement gains and losses are included in determining net loss.  Transaction
gains and losses were not significant in the three and nine months ended October 1, 2016 or September 26, 2015.

Net Loss Per Share

Basic net loss per share is calculated by dividing net loss by the weighted-average common shares outstanding during
the period, excluding unvested shares issued pursuant to restricted share awards under the Company’s share-based
compensation plans.  Diluted net loss per share is calculated by dividing the net loss by the weighted-average shares
and dilutive potential common shares outstanding during the period. Dilutive potential shares consist of dilutive shares
issuable upon the exercise or vesting of outstanding stock options, warrants and restricted stock awards, respectively,
computed using the treasury stock method.  In periods of losses, basic and diluted loss per share are the same, as the
effect of stock options and unvested restricted share awards on loss per share is anti-dilutive.

Recent Accounting Pronouncements

In May 2014, the FASB issued Accounting Standards Update (“ASU”) No. 2014-09, Revenue from Contracts with
Customers (“ASU 2014-09”). ASU 2014-09 supersedes the revenue recognition requirements in FASB Topic 605,
Revenue Recognition. ASU 2014-9 implements a five-step process for customer contract revenue recognition that
focuses on transfer of control, as opposed to transfer of risk and rewards. The amendment also requires enhanced
disclosures regarding the nature, amount, timing and uncertainty of revenues and cash flows from contracts with
customers. Other major provisions include the capitalization and amortization of certain contract costs, ensuring the
time value of money is considered in the transaction price, and allowing estimates of variable consideration to be
recognized before contingencies are resolved in certain circumstances. Entities can transition to the standard either
retrospectively or as a cumulative-effect adjustment as of the date of adoption.  On July 9, 2015, the FASB approved
amendments deferring the effective date of ASU 2014-09 by one year to December 15, 2017 for annual reporting
periods beginning after that date and permitting early adoption of the standard, but not before the original effective
date or for reporting periods beginning after December 15, 2016.  The Company has not yet selected a transition
method and is currently assessing the impact the adoption of ASU 2014-9 will have on its consolidated financial
statements and disclosures.
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In August 2014, the FASB issued ASU No. 2014-15, Presentation of Financial Statements - Going Concern. The
amendments in this update provide guidance in accounting principles generally accepted in the United States of
America about management’s responsibilities to evaluate whether there is substantial doubt about an entity’s ability to
continue as a going concern and to provide related footnote disclosures. The main provision of the amendments are for
an entity’s management, in connection with the preparation of financial statements, to evaluate whether there are
conditions or events, considered in the aggregate, that raise substantial doubt about the entity’s ability to continue as a
going concern within one year after the date that the financial statements are issued. Management’s evaluation should
be based on relevant conditions and events that are known or reasonably knowable at the date the consolidated
financial statements are issued. When management identifies conditions or events that raise substantial doubt about an
entity’s ability to continue as a going  concern, the entity should disclose information that enables users of the
consolidated financial statements to understand all of the following: (1) principal conditions or events that raised
substantial doubt about the entity’s ability to continue as a going concern (before consideration of management’s plans);
(2) management’s evaluation of the significance of those conditions or events in relation to the entity’s ability to meet
its obligations; and (3) management’s plans that alleviated substantial doubt about the entity’s ability to continue as a
going concern or management’s plans that are intended to mitigate the conditions or events that raise substantial doubt
about the entity’s ability to continue as a going concern. The amendments in this update are effective for interim and
annual reporting periods after December 15, 2016 and early application is permitted. The Company will apply the
guidance and disclosure provisions of the new standard upon adoption in its 2016 annual consolidated financial
statements.

In July 2015, the FASB issued ASU No. 2015-11, Inventory (Topic 330) ("ASU 2015-11"). The amendments in ASU
2015-11 require that an entity measure inventory within the scope at the lower of cost and net realizable value. Net
realizable value is the estimated selling prices in the ordinary course of business, less reasonably predictable costs of
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completion, disposal, and transaction. The amendments in this update more closely align the measurement of
inventory in accounting principles generally accepted in the United States of America with the measurement of
inventory in International Financial Reporting Standards. ASU 2015-11 is effective for annual and interim periods
beginning on or after December 15, 2016. The amendments in this update should be applied prospectively with early
application permitted as of the beginning of the interim or annual reporting period. The Company is currently
assessing this guidance for future implementation.

In November 2015, the FASB issued ASU 2015-17, Income Taxes (Topic 740), Balance Sheet Classification of
Deferred Taxes (“ASU 2015-17), which eliminates the current requirement for an entity to separate deferred income
tax liabilities and assets into current and non-current amounts in a classified balance sheet.  Instead, the ASU requires
deferred tax liabilities, deferred tax assets and valuation allowances to be classified as non-current in a classified
balance sheet.  ASU 2015-17 will be effective for annual reporting periods beginning after December 15, 2016 and
interim periods within those annual periods.  Early adoption is permitted.  Additionally, this guidance may be applied
either prospectively or retrospectively to all periods presented.  The Company elected not to early adopt ASU 2015-17
and is evaluating the effect of the adoption of ASU 2015-17 on its consolidated financial statements.

In February 2016, the FASB issued ASU No. 2016-02, Leases (“ASU 2016-02”).  Under ASU 2016-02, lessees will be
required to recognize the following for all leases (with the exception of short-term leases) at the commencement date:
a lease liability, which is a lessee’s obligation to make lease payments arising from a lease, measured on a discounted
basis; and a right-of-use asset, which is an asset that represents the lessee’s right to use, or control the use of, a
specified asset for the lease term.  ASU 2016-02 is effective for fiscal years beginning after December 15, 2018,
including interim periods within those fiscal years.  Early application is permitted.  Lessees must apply a modified
retrospective transition approach for leases existing at, or entered into after, the beginning of the earliest comparative
period presented in the financial statements.  The modified retrospective approach would not require any transition
accounting for leases that expired before the earliest comparative period presented.  Lessees may not apply a full
retrospective transition approach.  The Company is currently evaluating the impact of adopting ASU 2016-02 on its
consolidated financial statements.

In March 2016, the FASB issued ASU No. 2016-09, Compensation – Stock Compensation (Topic 718) (“ASU
2016-09”), which simplified certain aspects of the accounting for share-based payment transactions, including income
taxes, classification of awards and classification in the statement of cash flows. ASU 2016-09 will be effective for
annual reporting periods beginning after December 15, 2016 and interim periods within those annual periods. The
Company is currently evaluating the impact of adopting ASU 2016-09 on its consolidated financial statements.

Note 3—Supplemental Financial Information

Inventories
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Inventories consisted of the following as of the dates presented (in thousands):

(unaudited) (audited)
October 1, January 2,
2016 2016

Raw materials $ 1,515 $ 1,174
Work in process 84 98
Finished goods 1,393 386

$ 2,992 $ 1,658
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Warranty Liabilities

The following table summarizes activity related to warranty liabilities (in thousands):

Nine Months Ended
October 1,September 26,
2016 2015

Beginning balance $ 122 $ 246
Estimated cost of warranty claims charged to cost of sales 33 29
Cost of actual warranty claims (87) (157)
Ending balance 68 118
Less current portion (41) (71)
Long-term warranty liability $ 27 $ 47

The allowance for warranty liabilities expected to be incurred within one year is included as a component of accrued
expenses and other current liabilities in the accompanying condensed consolidated balance sheets. 

Computation of Net Loss Per Share

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

Three months ended Nine Months Ended
October 1, September 26, October 1, September 26,
2016 2015 2016 2015

Basic and diluted net loss per share:
Numerator: Net loss $ (4,401) $ (5,370) $ (7,308) $ (16,183)
Denominator: Weighted-average common shares
outstanding, basic and diluted 52,454 50,354 51,301 48,471
Basic and diluted net loss per share $ (0.08) $ (0.11) $ (0.14) $ (0.33)

The table below sets forth potentially dilutive common share equivalents, consisting of shares issuable upon the
exercise or vesting of outstanding stock options and restricted stock awards, respectively computed using the treasury
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stock method.  These potential common shares have been excluded from the diluted net loss per share calculations
above as their effect would be anti-dilutive for the periods presented (in thousands):

Edgar Filing: NETLIST INC - Form 10-Q

30


