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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q

X QUARTERLY REPORT UNDER SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934

For the quarterly period ended March 31, 2005

or

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

For the transition period from, to

Commission File Number 000-31623

SIMPLETECH, INC.

(Exact name of Registrant as specified in its charter)

CALIFORNIA 33-0399154
(State or other jurisdiction (I.R.S. Employer
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of incorporation or organization) Identification No.)
3001 Daimler Street
Santa Ana, CA 92705-5812
(Address of principal executive offices) (Zip Code)

(949) 476-1180

(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 x No ~

Indicate by check mark whether the registrant is an accelerated filer (as described in Exchange Act Rule 12b-2). Yes © No x

The number of shares outstanding of the registrant s common stock, par value $0.001, as of March 31, 2005 was 45,114,021.
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PARTI FINANCIAL INFORMATION

ITEM1. FINANCIAL STATEMENTS

SIMPLETECH, INC.
CONSOLIDATED BALANCE SHEETS

(in thousands, except share and per share amounts)

(unaudited)
March 31, December 31,
2005 2004
ASSETS:
Current Assets:
Cash and cash equivalents $ 67,105 $ 73,346
Marketable securities, held to maturity 2,086 9,972
Accounts receivable, net of allowances of $1,242 at March 31, 2005 and $993 at December 31, 2004 37,978 37,047
Inventory, net 33,552 19,002
Deferred income taxes 1,615 1,515
Other current assets 2,042 2,663
Total current assets 144,378 143,545
Furniture, fixtures and equipment, net 5,754 6,146
Intangible assets 353 373
Deferred income taxes 2,733 3,345
Total assets $153,218 $ 153,409
LIABILITIES AND SHAREHOLDERS EQUITY:

Current Liabilities:
Accounts payable $ 25637 3 16,553
Accrued and other liabilities (Note 5) 4,420 5,428
Total liabilities 30,057 21,981
Commitments and contingencies (Note 6)
Shareholders Equity:
Preferred stock, $0.001 par value, 20,000,000 shares authorized, no shares outstanding
Common stock, $0.001 par value, 100,000,000 shares authorized, 45,114,021 shares issued and outstanding as of
March 31, 2005 and 47,450,722 shares issued and outstanding as of December 31, 2004 45 47
Additional paid-in capital 111,892 121,193
Retained earnings 11,224 10,188
Total shareholders equity 123,161 131,428
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Total liabilities and shareholders equity $153,218 $ 153,409

See accompanying notes to unaudited consolidated financial statements.
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Net revenues
Cost of revenues

Gross profit

Sales and marketing
General and administrative
Research and development

Total operating expenses

Operating income
Interest income, net

SIMPLETECH, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS
(in thousands, except per share amounts)

(unaudited)

Income from continuing operations before provision for income taxes

Provision for income taxes

Income from continuing operations

Loss from discontinued operations before benefit for income taxes

Benefit for income taxes

Loss from discontinued operations
Net income (loss)

Net income (loss) per share:
Basic:

Continuing operations
Discontinued operations

Total

Diluted:
Continuing operations
Discontinued operations

Table of Contents

Three Months
Ended
March 31,
2005 2004
$61,247 $66,291
50,264 54,766
10,983 11,525
5,380 5,054
3,078 2,927
1,287 844
9,745 8,825
1,238 2,700

435 200
1,673 2,900
637 1,227

$ 1,036 $ 1,673
(2,447)

(1,073)

$ (1,374)

$ 1,036 $ 299
$ 002 $ 0.04
$ (0.03)

$ 002 $ 0.01
$ 002 $ 0.03
$ $ (0.02)
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Total $ 002 $ 0.01

Shares used in per share computation:
Basic 46,599 47,829

Diluted 48,044 50,214

See accompanying notes to unaudited consolidated financial statements.
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SIMPLETECH, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)

(unaudited)

Cash flow from operating activities:

Net income (loss)

Adjustments to reconcile net loss to net cash provided by operating activities:
Depreciation and amortization

Gain on sale of furniture, fixtures and equipment
Accounts receivable provisions

Inventory excess and obsolescence expense
Deferred income taxes

Tax Benefit of Employee Stock Option Exercise
Change in operating assets and liabilities:
Accounts receivable

Inventory

Other current assets

Accounts payable

Accrued and other liabilities

Net cash used in operating activities

Cash flows from investing activities:

Sales (purchases) of marketable securities, net
Purchase of furniture, fixtures and equipment

Proceeds from sale of furniture, fixtures and equipment

Net cash provided by (used in) investing activities

Cash flows from financing activities:
Cost of equity issuance

Stock Buyback

Proceeds from issuance of common stock

Net cash (used in) provided by financing activities

Net decrease in cash
Cash and cash equivalents at beginning of period

Cash and cash equivalents at end of period
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Three Months Ended
March 31,
2005 2004
$ 1,036 $ 299
696 892
(6) 21
886 430
44 315
512 49)
30 64
(1,818) 1,081
(14,594) (12,586)
622 686
9,084 222
(1,008) 401)
4,516) (9,068)
7,886 (1,608)
(311) (599)
33 525
7,608 (1,682)
(34)
(9,489)

156 199
(9,333) 165
(6,241) (10,585)
73,346 30,769

$ 67,105 $ 20,184
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See accompanying notes to unaudited consolidated financial statements.
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SIMPLETECH, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(Unaudited)

Note 1 Basis of Presentation

The accompanying interim consolidated financial statements of SimpleTech, Inc., a California corporation (the Company ), are unaudited and
have been prepared in accordance with the instructions to Form 10-Q and Article 10 of Regulation S-X. In the opinion of management, all
normal and recurring adjustments considered necessary for a fair statement of the consolidated financial position of the Company at March 31,
2005, the consolidated results of operations for the three months ended March 31, 2005 and 2004, and the consolidated results of cash flows for
the three months ended March 31, 2005 and 2004, have been included. These interim consolidated financial statements should be read in
conjunction with the consolidated financial statements and related notes contained in the most recent Annual Report on Form 10-K filed with the
SEC. The December 31, 2004 balances reported herein are derived from the audited consolidated financial statements included in the Annual
Report on Form 10-K for the year ended December 31, 2004. The results for the interim periods are not necessarily indicative of results to be
expected for the full year.

The consolidated financial statements of the Company include the accounts of the Company s subsidiaries. All significant intercompany accounts
and transactions have been eliminated in consolidation.

Note 2 Summary of Significant Accounting Policies

Use of Estimates:

The preparation of financial statements in conformity with accounting principles generally accepted in the United States of America requires
management to make certain estimates and assumptions that affect the reported amounts of assets and liabilities (e.g., bad debt reserves and
inventory reserves), disclosure of contingent assets and liabilities at the date of the financial statements, and the reported amounts of revenues
and expenses during the reporting period. Actual results could differ from those estimates.

Concentrations:

As shown in the table below, customer concentrations of accounts receivable and revenues of greater than 10% were as follows:

For the Three Months Ended March 31,
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2005 2004
Accounts Accounts
Receivable Revenues Receivable Revenues
Customer A 25% 19% 17% 12%
Customer B 12% 11%
Customer C 11% 18% 14% 18%

For the three months ended March 31, 2005 and 2004, international sales comprised 13% and 21%, respectively, of the Company s revenues.
During these periods, no single foreign country accounted for more than 10% of total revenues. Substantially all of the Company s international
sales are export sales, which are shipped from the Company s domestic facility to foreign customers.
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Warranties:

The Company s memory products are generally sold under various limited warranty arrangements, which range from one year to the product s
lifetime. Estimated warranty costs are recorded concurrently with the recognition of revenue. The estimated future costs of repair or replacement
are immaterial and have approximated management s estimates.

Sales and marketing incentives:

Sales and marketing incentives were offset against revenues or charged to operations in accordance with Emerging Issues Task Force Issue No.
01-09. Sales and marketing incentives amounted to $2.2 million and $1.9 million for the three months ended March 31, 2005 and 2004,
respectively, of which $2.0 million and $1.2 million, respectively, were offset against revenues, and $160,000 and $720,000, respectively, were
charged as an operating expense.

Shipping and handling costs:

Shipping and handling costs incurred in a sales transaction to ship products to a customer are included in sales and marketing. For the three
months ended March 31, 2005 and 2004, shipping and handling costs were approximately $477,000 and $674,000, respectively.

Income taxes:

Deferred income taxes are recognized for the tax consequences in future years of differences between the tax bases of assets and liabilities and
their financial reporting amounts at each year-end based on enacted tax laws and statutory rates applicable to the periods in which the differences
are expected to affect taxable income. Valuation allowances are established, when necessary, to reduce deferred income tax assets to the amount
expected to be realized. The provision for income taxes represents the tax payable for the year and the change during the year in deferred income
tax assets and liabilities. The difference between the effective tax rate and the statutory rates for the three-month periods ended March 31, 2005
and 2004 reflects the recognition of tax credits related to research and development and enterprise zone hiring credits.

Reclassifications:

Certain reclassifications have been made to prior period amounts to conform with the current period presentation.

Note 3 Net Income (Loss) Per Share
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Basic earnings per share is computed by dividing net income (loss) by the weighted average number of shares outstanding. In computing diluted
earnings per share, the weighted average number of shares outstanding is adjusted to reflect the potentially dilutive securities. Options to
purchase 9,581,744 and 8,895,287 shares of common stock were outstanding at March 31, 2005 and 2004, respectively. For the three months
ended March 31, 2005 and 2004, potentially dilutive securities consisted solely of options and resulted in potential common shares of 1,444,610
and 2,384,408, respectively.
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Pursuant to SFAS No. 123, Accounting for Stock-Based Compensation, the Company has elected to continue the intrinsic value method of
accounting for stock options granted to employees and directors in accordance with APB Opinion No. 25 and related interpretations in

accounting for stock option plans. Had compensation cost been determined based on the fair value at the grant dates for stock options under the
Plan consistent with the method promulgated by SFAS No. 123, the Company s net income (loss) for the three months ended March 31, 2005 and
2004, would have resulted in the pro forma amounts below:

Three Months Ended
March 31,

2005 2004

(in thousands, except
per share amounts)

Net income, as reported $ 1,036 $ 299
Deduct: Total stock-based employee compensation expense determined under fair value based method

for all awards, net of related tax effects (928) (1,011)
Pro forma net income (loss) 108 (712)

Income (loss) per share:

Basic as reported $ 0.02 $ 0.01
Basic pro forma $ 0.00 $ (0.01)
Diluted as reported $ 0.02 $ 0.01
Diluted pro forma $ 0.00 $ (0.01)

In December 2004, the FASB issued SFAS No. 123(R), Share-Based Payment, which is a revision of SFAS No. 123 and supersedes APB
Opinion No. 25. SFAS No. 123(R) requires all share-based payments to employees, including grants of employee stock options, to be valued at
fair value on the date of grant, and to be expensed over the applicable vesting period. Pro forma disclosure of the income statement effects of
share-based payments is no longer an alternative. In addition, companies must also recognize compensation expense related to any awards that
are not fully vested as of the effective date. Compensation expense for the unvested awards will be measured based on the fair value. On April
14, 2005, the U.S. Securities and Exchange Commission adopted a new rule amending the compliance dates for SFAS No. 123(R). In
accordance with the new rule, the accounting provisions of SFAS No. 123(R) will be effective for the Company in fiscal 2006. The Company is
currently assessing the impact that adoption of this standard will have on its consolidated financial statements; however, the Company has not
determined whether the adoption will result in amounts that are similar to the current pro forma disclosures under SFAS 123, as amended.

Note 4 Supplemental Balance Sheet Information
Inventory consists of the following:
(in thousands) March 31, December 31,

2005 2004
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Raw materials
Work-in-progress
Finished goods

Valuation allowances

Inventory, net
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$ 19,001 12,316

1,408 1,541

14,365 6,485

34,774 20,342
(1,222) (1,340)

$ 33,552 19,002

15



Edgar Filing: SIMPLETECH INC - Form 10-Q

Table of Conten

Note 5 Accrued and Other Liabilities

Accrued and other liabilities consisted of the following as of:

March 31, December 31,
(in thousands) 2005 2004
Payroll costs $ 2,843 $ 2,837
Marketing 729 1,079
Other 848 1,512
Total $ 4,420 $ 5,428

Note 6 Commitments and Contingencies

DPAC Technologies, Inc. Patent Infringement

On September 23, 1998, the Company filed a lawsuit against DPAC Technologies, Inc., formerly Dense-Pac Microsystems, Inc. ( DPAC ), in the
United States District Court for the Central District of California for infringement of the Company s IC Tower stacking patent, U.S. Patent No.
5,514,907. On March 29, 2001, the District Court entered final judgment finding DPAC did not infringe the Company s patent and that the
Company did not infringe DPAC s patent. The Appeals Court affirmed the final judgment on March 7, 2002. On June 3, 2002, the Company filed
a petition for certiorari with the U.S. Supreme Court. On October 7, 2002, the petition to the Supreme Court was granted and the matter was
remanded to the Circuit Court of Appeals. DPAC filed a motion for summary affirmance with the Circuit Court of Appeals. The Court of

Appeals denied the motion and remanded the matter back to District Court to reconsider the case in light of a recent decision by the U.S.

Supreme Court. On September 15, 2003, the District Court re-entered judgment that DPAC does not infringe the Company s patent.
Subsequently, the Company filed the appropriate documents to seek review of the last decision.

On March 8, 2004, the Company entered into a confidential settlement agreement whereby it agreed to dismiss with prejudice its appeal of the
case. Under the settlement, the Company granted DPAC a paid-up, non-exclusive license under the affected patents. This settlement is a
complete and amicable resolution and should not be construed as an admission by any of the parties to this litigation of any wrongdoing.

Lemelson Medical, Education & Research Foundation, LLP Patent Infringement

The Company received notice on November 26, 2001 that the Lemelson Medical, Education & Research Foundation, LLP ( Lemelson
Foundation ) filed a complaint on November 13, 2001 against the Company and other defendants. The complaint was filed in the District Court
of Arizona and alleges that the Company s manufacturing processes infringe several patents that the Lemelson Foundation allegedly owns. The
complaint also states that these allegedly infringed patents relate to machine vision technology and bar coding technology. On March 7, 2002,
the Company was served with the Lemelson Foundation complaint. Thereafter, the case was stayed pending the outcome of related cases against
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other parties involving the same patents. Because of the preliminary stage of this case, an estimate of potential damages, if any, would be
premature and speculative. The Company believes this lawsuit is without merit and it intends to vigorously defend itself against it.

Staktek Corporation Patent Infringement

On July 30, 2003, the Company filed a lawsuit against Staktek Corporation in the United States District Court for the Central District of
California for infringement of its IC Tower stacking patent, U.S. Patent No. Re. 36,916. The Company sought monetary damages in an amount
to be stated later, an injunction against further
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infringement of its patent, attorneys fees and trebled damages. Staktek answered the complaint denying infringement and alleging that the patent
is invalid.

On October 10, 2003, Staktek Group, L.P., a subsidiary of Staktek Corporation, filed a lawsuit against the Company in the United States District
Court for the Western District of Texas which alleged that the Company s IC Tower stacking products infringe on Staktek s U.S. patents Nos.
6,025,642 and 6,049,123. Staktek sought a permanent injunction against further infringement of the 642 and 123 patents, monetary damages in
an amount to be stated later, interest on damages, costs and attorneys fees and trebled damages.

On March 31, 2004, the Company resolved its two lawsuits with Staktek Group L.P. The parties agreed to a mutual dismissal with prejudice of
the intellectual property infringement lawsuits. In settlement of these matters, both parties agreed not to sue each other, its customers, or
licensees in the future for patent infringement in connection with making or selling the products related to the lawsuits. Under the terms of the
settlement, no money was exchanged, and neither party licensed its technology to the other.

Other Legal Proceedings

The Company is currently not a party to any other material legal proceedings. However, the Company is involved in other suits and claims in the
ordinary course of business, and the Company may from time to time become a party to other legal proceedings arising in the ordinary course of
business.

Indemnification

The Company has agreements whereby the Company indemnifies its officers and directors over his or her lifetime for certain events or
occurrences while the officer or director is, or was serving, at the Company s request in such capacity. The maximum potential amount of future
payments the Company could be required to make under these indemnification agreements is unlimited; however, the Company has a Director
and Officer insurance policy that limits the Company s exposure and should enable the Company to recover a portion of any future amounts paid.
As a result of the Company s insurance policy coverage, the Company believes the estimated fair value of these indemnification agreements is
minimal. All of these indemnification agreements were grandfathered under the provisions of FIN No. 45 as they were in effect prior to
December 31, 2002. Accordingly, the Company has no liabilities recorded for these agreements as of March 31, 2005.

As is common in the industry, the Company currently has in effect a number of agreements in which the Company has agreed to defend,
indemnify and hold harmless certain of its suppliers and customers from damages and costs which may arise from the infringement by the
Company s products of third-party patents, trademarks or other proprietary rights. The scope of such indemnity varies, but may, in some
instances, include indemnification for damages and expenses, including attorneys fees. The Company s insurance does not cover intellectual
property infringement. The term of these indemnification agreements is generally perpetual any time after execution of the agreement. The
maximum potential amount of future payments the Company could be required to make under these indemnification agreements is unlimited.
The Company has never incurred costs to defend lawsuits or settle claims related to these indemnification agreements. As a result, the Company
believes the estimated fair value of these agreements is minimal. Accordingly, the Company has no liabilities recorded for these agreements as
of March 31, 2005.

Other Commitments

Table of Contents 18



Edgar Filing: SIMPLETECH INC - Form 10-Q

The Company is subject to repurchase agreements with various financial institutions in connection with wholesale inventory financing. Under
these agreements, the Company may be required to repurchase inventory upon customer default with a financing institution and then resell the
inventory through normal distribution channels. As of March 31, 2005, the Company has not been required to repurchase inventory in
connection with the customer default agreements noted above. However, it may be possible that the Company will be required to repurchase
inventory, upon customer default, in the future. Sales under such agreements were approximately $524,000 and $244,000 in the three months
ended March 31, 2005 and 2004, respectively.
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Note 7 Segment Information

The Company reports financial results for two reportable operating segments: OEM and Consumer. The Company does not aggregate any
operating segments.

The accounting policies for each of the reportable operating segments are the same as those described in Note 2 from the Company s Annual
Report on Form 10-K for the year ended December 31, 2004 and reflect the information used by the Company s management to evaluate the
performance of its segments. For the OEM and Consumer segments, the Company tracks separately net sales and gross profit, but does not track
separately operating expenses. The Company does not maintain separate records to identify assets by operating segment.

Summarized financial information regarding the Company s two reportable segments is shown in the following table:

Three Months Ended March 31, 2005

Consumer OEM Consolidated
Net Revenues $34,331 $26916 $ 61,247
Cost of Revenues 29,895 20,369 50,264
Gross Profit $ 4436 $ 6,547 10,983
Operating Expenses 9,745

Operating Income $ 1,238

Three Months Ended March 31, 2004

Consumer OEM Consolidated

Net Revenues $38,216 $28,075 $ 66,291
Cost of Revenues 31,962 22,804 54,766
Gross Profit $ 6,254 $ 5,271 11,525
Operating Expenses 8,825

Operating Income * $ 2,700

* From continuing operations
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Note 8 Stock Repurchase

In June 2004, the Company s board of directors authorized the repurchase of up to $15 million of its outstanding common stock from time to
time over the next 18 months. The Company repurchased 2,414,964 shares of common stock at an average share price of $3.90, including
commissions, in the first quarter of 2005. The Company repurchased 841,509 shares of common stock at an average share price of $3.68,
including commissions, in the year 2004. Shares may be purchased from time to time at prevailing market prices through open market or
unsolicited negotiated transactions, depending on market conditions and other considerations. There is no guarantee as to the exact number of
shares that will be repurchased by the Company, and the Company may discontinue purchases at any time when its management determines that
additional purchases are not warranted. Repurchased shares would be returned to the status of authorized but unissued shares of common stock.
The Company believes that all funds required for the repurchase of common stock will be obtained from its available cash resources and
marketable securities.
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ITEM 2. MANAGEMENT S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Cautionary Statement

Certain statements in this report, including statements regarding our strategy, financial performance and revenue sources, are forward-looking
statements within the meaning of the Private Securities Litigation Reform Act of 1995, Section 21E of the Securities Exchange Act of 1934, as
amended, and Section 27A of the Securities Act of 1933, as amended, and are subject to the safe harbors created by those sections. These
forward-looking statements are based on our current expectations, estimates and projections about our industry, management s beliefs, and

certain assumptions made by us. Such statements are not guarantees of future performance and are subject to certain risks, uncertainties and
assumptions that are difficult to predict. Therefore, our actual results could differ materially and adversely from those expressed in any
forward-looking statements as a result of various factors. The section entitled Risk Factors set forth in this Form 10-Q and similar discussions in
filings with the Securities and Exchange Commission made from time to time, including other quarterly reports on Form 10-Q, our Annual
Reports on Form 10-K, and in our other SEC filings, discuss some of the important risk factors that may affect our business, results of operations
and financial condition.

The following discussion should be read in conjunction with our consolidated financial statements and notes thereto.

Overview

SimpleTech, Inc. was originally incorporated in California in March 1990 as Simple Technology, Inc. Our name was then changed to
SimpleTech, Inc. in May 2001. SimpleTech designs, manufactures and markets custom and open-standard memory and storage solutions based
on Flash memory, Dynamic Random Access Memory (DRAM), and hard disk drive (HDD) technologies. Headquartered in Santa Ana,
California, we offer a comprehensive line of more than 2,500 products and specialize in developing high-density memory modules, memory
cards and storage solutions. One way in which SimpleTech distinguishes itself in the marketplace is by offering Flash, DRAM and HDD-based
solutions used by consumer and original equipment manufacturers (OEMs). This allows the company to service a diverse customer base with
multiple memory and storage formats thereby enabling customers to purchase all of their memory and storage requirements from one supplier.

In June 2004, we discontinued the operation of our Xiran Division, which was formed in 2002 as a result of our acquisition of the assets of
Irvine Networks, LLC.

Over the past several years we have experienced an increase in demand for our Flash products as a result of the growth in consumer electronics
and OEM applications, such as the replacement of rotating disk drives with Flash products. Our Flash revenues increased from $24.9 million for
the year ended December 31, 1999 to $80.3 million for the year ended December 31, 2003, and then declined to $62.2 million for the year ended
December 31, 2004. Our revenues from Flash products in 2004 were negatively impacted by Flash supply constraints and competitive
component pricing issues.

In the early part of 2005, we expect to face transitional challenges as we introduce, and some of our customers transition to, our latest generation
of stacked and monolithic memory modules. We experienced a 46% sequential decrease in the sales of our stacked memory products in the first
quarter of 2005 due primarily from delayed orders related to the process of qualifying some of our latest generation stacked modules with
customers as they transition certain of their OEM solutions from PC 2100 to PC 2700 and from DDR I to DDR II technologies. The qualification
process has taken longer than expected and although these transitional challenges may impact our second quarter of 2005 results, we believe that
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these issues can be resolved by the end of the second quarter of 2005. We expect sales of our stacked memory products to increase once these
qualification issues have been resolved.

In 2004, we targeted the following five areas for future revenue growth which we continue to pursue in 2005:

Continue to develop Flash-based products for military applications;

Expanding presence in new markets such reduced-sized Flash cards for mobile handsets;

Targeting new customers for our Value-add OEM DRAM memory solutions;

Introducing external NAS storage devices in retail stores and for OEMs; and

10
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Expanding our international business in Asia and Europe.

We have begun to execute on some of these initiatives through the launch of our Zeus product line of Flash-based solid state drives for military
storage applications in December 2004 and the test marketing of our SimpleShare product line of network attached external storage drives in
certain retail channels during the first quarter of 2005.

We do not expect continued pursuit of these initiatives to have a material impact on our quarterly general and administrative and research and
development expenses in 2005 compared to our recent quarterly run rates. However, if revenues increase due to the execution of these
initiatives, we expect related increases in sales and marketing expenses.

We sell our products through our Consumer Division and OEM Division. Our Consumer Division sells our products through the following
channels: VAR, mail order, distributor and mass market retailer. Our OEM Division was created in late 1998 to enhance the marketing of our
products to OEMs.

Gross profit as a percentage of revenues for our OEM Division is typically higher than our Consumer Division. We track revenues and gross
margins for our Consumer and OEM Divisions. We do not track separately, and do not intend to track separately, operating expenses for our
Consumer and OEM Divisions.

Historically, a limited number of customers have accounted for a significant percentage of our revenues. Our ten largest customers accounted for
an aggregate of 68.1% of our total revenues in the first quarter of 2005 compared to 59.2% of our total revenues in the first quarter of 2004.
Smart Modular, CDW Computer Centers, and Hewlett-Packard accounted for 19.1%, 17.8% and 10.5%, respectively, of our total revenues in
the first quarter of 2005. CDW Computer Centers, Micron Semiconductor and Smart Modular accounted for 18.0%, 12.7% and 11.6%,
respectively, of our total revenues in the first quarter of 2004. Other than Smart Modular, CDW Computer Centers, Micron Semiconductor and
Hewlett-Packard, no other customer accounted for more than 10.0% of our total revenues in the first quarter of 2005 and first quarter of 2004.
The composition of our major customer base changes from quarter to quarter as the market demand for our products changes, and we expect this
variability will continue in the future. We expect that sales of our products to a limited number of customers will continue to account for a
majority of our revenues in the foreseeable future. The loss of, or a significant reduction in purchases by any of our major customers, would
harm our business, financial condition and results of operations. See Risk Factors Sales to a limited number of customers represent a significant
portion of our revenues, and the loss of any key customer would materially reduce our revenues.

International sales of our products accounted for 12.5% of our revenues in the first quarter of 2005 compared to 21.1% of our revenues in the

first quarter of 2004. No foreign geographic area or single foreign country accounted for more than 10.0% of our revenues in the first quarter of
2005 or first quarter of 2004. For each of the first quarters of 2005 and 2004, more than 95.0% of our international sales were denominated in

U.S. dollars. In addition, our purchases of DRAM and Flash components are currently denominated in U.S. dollars. However, we do face risks
associated with doing business in foreign countries. See Risk Factors We face risks associated with doing business in foreign countries, including
foreign currency fluctuations and trade barriers, that could lead to a decrease in demand for our products or an increase in the cost of the
components used in our products.

In the past, we have been, and expect to continue to be, impacted by seasonal purchasing patterns resulting in lower sales in the first and second
quarters of each year. Other factors, including component price fluctuations, may distort the effect of seasonality. Our ability to adjust our
short-term operating expenses in response to fluctuations in revenues is limited. As a result, should revenues decrease to a level lower than
expected in any given period, our results of operations would be harmed.
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Discontinued Operations of Xiran Division

In June 2004, we discontinued the operation of our Xiran Division, which was formed in 2002 as a result of our acquisition of the assets of
Irvine Networks, LLC. The Xiran Division developed advanced board-level solutions that optimized server performance for networked storage
applications, including IP storage. In the first half of 2004, the discontinued Xiran Division recorded a $4.1 million operating loss before benefit
for income taxes. In addition, we took a pre-tax charge of approximately $3.0 million that included a $1.5 million write-off of inventory, an
$802,000 write-off reflecting the net book value of Xiran Division fixed assets that will no longer be used, a $310,000 write-off of the net book
value of the intangible asset recorded at the date
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of acquisition, a $173,000 lease impairment charge related to the Xiran Division office space that will no longer be used, $102,000 in severance
costs of Xiran Division employees who are no longer employed by us, and approximately $51,000 in other charges. Monthly rent on the Xiran
Division office lease, which expires on June 30, 2005, is approximately $22,000. In calculating the lease impairment charge, we reduced the
total lease liability by the estimated fair market value of sublease rental income. The closure of the Xiran Division had no impact on net
revenues, gross profit or net income in the three months ended March 31, 2005.

Results of Operations Three Months Ended March 31, 2005 Compared to Three Months Ended March 31, 2004

Net Revenues. Our revenues were $61.2 million in the first quarter of 2005, compared to $66.3 million in the same period in 2004. Revenues
decreased 7.7% in the first quarter of 2005 due to a 19% decrease in average sales price from $75 in the first quarter of 2004 to $61 in the first
quarter of 2005, partially offset by a 14% increase in unit shipments. The decrease in our average sales price resulted from a shift in product mix
away from our highest average capacity stacking products and a significant decline in DRAM component pricing in the first quarter of 2005
compared to the first quarter of 2004. The mix of products sold varies from quarter to quarter and may vary in the future, affecting our overall
average sales prices and gross margins.

Our Consumer Division revenues decreased 10.2% from $38.2 million in the first quarter of 2004 to $34.3 million in the first quarter of 2005.
Consumer Division revenues decreased in the first quarter of 2005 due to a 27% decrease in average sales price from $59 in the first quarter of
2004 to $43 in the first quarter of 2005, partially offset by a 21% increase