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PART I-FINANCIAL INFORMATION
ITEM 1. Financial Statements
LEXAR MEDIA, INC. AND SUBSIDIARIES
CONDENSED CONSOLIDATED BALANCE SHEETS
(in thousands, except share and per share data)

(unaudited)
September 30, December 31,
2005 2004
ASSETS
Current assets:
Cash and cash equivalents $ 151,340 $ 27,705
Restricted cash 5,000 5,000
Short-term investments 1,000 7,738
Accounts receivable, net of allowances for sales returns, discounts and doubtful accounts of
$11,298 and $16,085, respectively 65,905 170,365
Inventories 155,336 177,655
Prepaid expenses and other current assets 10,590 12,799
Total current assets 389,171 401,262
Property and equipment, net 11,745 10,305
Intangible assets, net 246 347
Other assets 2917 82
Total assets $ 404,079 $ 411,996
LIABILITIES AND STOCK HOLDERS'’ EQUITY

Current liabilities:
Accounts payable $ 131,434 $ 163,341
Accrued liabilities 42,398 70,029
Deferred license revenue and product margin 25,952 23,759
Notes payable to bank 29,087 40,000
Total current liabilities 228,871 297,129
Deferred license revenue, net of current portion — 173
Senior convertible notes payable 70,000 —
Total liabilities 298,871 297,302

Contingencies (Note 11)

Stockholders’ equity:

Preferred stock, $0.0001 par value: 10,000,000 shares authorized; no shares issued and

outstanding — —
Common stock, $0.0001 par value: 200,000,000 shares authorized; 80,476,716 and 79,234,651

shares issued and outstanding 8 8

Additional paid-in capital 285,130 282,501
Accumulated deficit (179,886) (167,465)
Accumulated other comprehensive loss (44) (350)
Total stockholders’ equity 105,208 114,694
Total liabilities and stockholders’ equity $ 404,079 $ 411,996

The accompanying notes are an integral part of these unaudited condensed consolidated financial statements.
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LEXAR MEDIA, INC. AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(in thousands, except per share amounts)

(unaudited)

Net revenues:
Product revenues
License and royalty revenues

Total net revenues
Cost of product revenues

Gross margin

Operating expenses:
Research and development
Sales and marketing

General and administrative
Total operating expenses
Income (loss) from operations
Other income (expense):
Interest and other expense
Interest and other income
Foreign exchange gain (loss), net
Total other income (expense)

Income (loss) before income taxes
Income taxes (benefit)

Net income (loss)

Net income (loss) per common share — basic:
Net income (loss) per common share — diluted:

Shares used in computing net loss per common share —
basic:

Shares used in computing net loss per common share —
diluted:

Three Months Ended Nine Months Ended
September September
30, September 30, 30, September 30,
2005 2004 2005 2004
$184,868 $ 164,069 $607,370 $ 487,255
4,530 1,152 6,293 5,891
189,398 165,221 613,663 493,146
160,829 141,650 529,808 434,641
28,569 23,571 83,855 58,505
3,172 2,484 9,518 7,170
14,577 16,180 50,730 41,348
8,444 8,292 32,415 20,245
26,193 26,956 92,663 68,763
2,376 (3,385) (8,808) (10,258)
(1,368) (363) (3,221) (710)
721 243 1,306 671
272 344 (66) (518)
(375) 224 (1,981) (557)
2,001 (3,161) (10,789) (10,815)
(90) 355 1,632 1,369
$ 2,091 $  (3,516) $(12,421) $ (12,184)
$ 0.03 $ (0.04) $ (0.16) $ (0.15)
$  0.02 $ (0.04) $ (0.16) $ (0.15)
80,307 79,092 79,888 78,745
85,753 79,092 79,888 78,745

The accompanying notes are an integral part of these unaudited condensed consolidated financial statements.
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LEXAR MEDIA, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(in thousands)
(unaudited)

Cash flows from operating activities:
Net loss

Adjustments to reconcile net loss to net cash provided by (used in) operating activities:

Depreciation and amortization

Amortization of short—term investment premium
Loss on disposition of assets

Tax benefit from stock option and employee stock purchase plans
Provision to record inventory at net realizable value
Amortization of deferred financing costs

Change in operating assets and liabilities:
Accounts receivable, net

Inventories

Prepaid expenses and other assets

Accounts payable and accrued liabilities

Deferred license revenue and product margin

Net cash provided by (used in) operating activities

Cash flows from investing activities:

Purchase of property and equipment

Proceeds from sale or maturity of short-term investments
Purchase of short-term investments

Net cash provided by (used in) in investing activities

Cash flows from financing activities:

Issuance of stock under employee stock purchase plan

Exercise of stock options

Proceeds from issuance of convertible promissory notes’ net of issuance costs
Proceeds from asset—-based notes payable to bank, net of issuance costs
Repayment of revolving credit notes payable to bank

Repayment of notes receivable from stockholders

Net cash provided by financing activities
Effect of foreign currency exchange rates on cash and cash equivalents

Net increase (decrease) in cash and cash equivalents
Cash and cash equivalents at beginning of period

Cash and cash equivalents at end of period

Nine Months Ended

September
30, September 30,
2005 2004
$(12,421) $ (12,184)
3,170 1,628
— 49
— 51
— 466
12,032 2,790
491 —
102,726 (17,042)
8,320 (33,933)
2,764 (4,560)
(55,293) 40,578
1,990 (8,584)
63,779 (30,741)
(4,578) (4,010)
8,738 6,600
(2,000) (25,910)
2,160 (23,320)
1,835 1,198
851 1,805
66,254 —
28,507 —
(40,000) —
— 412
57,447 3,415
249 139
123,635 (50,507)
27,705 115,698
$151,340 $ 65191

The accompanying notes are an integral part of these unaudited condensed consolidated financial statements.
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LEXAR MEDIA, INC. AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
Note 1-Basis of Presentation

We have prepared the accompanying unaudited condensed consolidated financial statements in accordance with generally
accepted accounting principles for interim financial information and with the instructions to Form 10-Q and Regulation S-X.
Accordingly, they do not include all of the information and footnotes required by generally accepted accounting principles for
complete financial statements. In our opinion the unaudited condensed consolidated financial statements reflect all adjustments
(consisting only of normal recurring adjustments) which are necessary for a fair statement of the results for the periods presented.
addition, certain reclassifications have been made to prior year balances in order to conform to the current year presentation. The
reclassifications had no impact on our results of operations.

The financial statements should be read in conjunction with our audited consolidated financial statements for the year ended
December 31, 2004 included in our Annual Report on Form 10-K, as filed with the Securities and Exchange Commission on
March 31, 2005. The condensed consolidated balance sheet data as of December 31, 2004 was derived from our audited financial
statements.

The results of our operations for the three— and nine-month periods ended September 30, 2005 are not necessarily indicativ
results that may be expected for any future period, including the full fiscal year.

Note 2-Third Quarter Adjustment Relating to Prior Periods

Our results for the three and nine months ended September 30, 2005 includes an adjustment to correct certain errors relatin
excess accruals for goods received not invoiced during prior reporting periods. As a result of this error, our net income for the three
and nine months ended September 30, 2005 is overstated by $1.1 million and $0.8 million, respectively ($0.8 million and $0.5 milli
relating to the correction of the overstatement of our previously reported net losses for the three month periods ended December 3
2004 and March 31, 2005, respectively, and $0.2 million relating to the understatement of our previously reported net loss for the
three months ended June 30, 2005). We believe that such amounts are not material to previously reported financial statements an
have concluded that correcting such amounts in the third quarter of 2005, as opposed to restating prior quarters, is appropriate in t
circumstances. The correction resulted in a reduction to cost of revenue during the third quarter of 2005, increasing gross margin fi
14.5% to 15.1% and earnings per diluted share from $0.01 to $0.02 for the quarter. The effect on the nine months ended
September 30, 2005 was to increase gross margin from 13.6% to 13.8% and reduce the loss per diluted share from ($0.17) to ($0.
Note 3-Summary of Selected Accounting Policies

Revenue Recognition

Product Revenues

We derive our revenues primarily from sales of our digital media products, which include flash memory devices, as well as
controllers, digital media accessories and other components. We sell products to distributors, retailers, OEMs and end users. As
discussed below, significant management judgments and estimates must be made and used in connection with the revenue recog!
in any accounting period.

With respect to sales to OEMs and end users, we recognize product revenue upon delivery when persuasive evidence of an
arrangement exists, the selling price is fixed or determinable and collectibility is reasonably assured.
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With respect to sales to distributors and retailers, we recognize product revenue when persuasive evidence of an arrangeme
exists, delivery has occurred, the selling price is fixed or determinable and collectibility is reasonably assured. Many of our
distributors and retailers (collectively referred to herein as “resellers”) have return rights. Historically, for resellers where we were
able to reasonably estimate the level of product returns and sales incentives, we recognized revenue upon shipment (“ship—to” bas
and, at the time revenue was recorded, we recorded estimated reductions to product revenue based upon our customer sales ince
programs, the historical experience of product returns, and the impact of special pricing agreements, price protection, promotions &
other volume-based incentives. In order to make such estimates, we analyzed historical returns, economic conditions, customer
demand and other relevant specific customer information. For resellers where we were unable to reasonably estimate the level of
product returns or other revenue allowances, revenues and the costs of revenues were deferred (“sell-through basis”) until these
resellers either sold the product to their customers or a time period that was reasonably estimated to allow these resellers to sell th
product to their end customers had elapsed. In prior public filings of our financial information, we noted that if, in the future, we wer
unable to reasonably estimate the level of product returns or other revenue allowances for these resellers, it could have a significat
impact on our revenue recognition, potentially requiring us to defer the recognition of additional sales and recognize such sales on
“sell-through” basis.

Starting in the fourth quarter of 2004, we determined that due to the high volatility of prices in the retail market during that
period, we were no longer able to reasonably estimate the level of revenue allowances and product returns, and, accordingly, we
became unable to determine the selling price of our products at the time the sale took place. As a result, effective October 1, 2004,
all of our resellers, revenues and the cost of revenues are deferred until these resellers either sell the product to their customers or
time period that is reasonably estimated to allow these resellers to sell the product to their customers has elapsed. At no point do v
recognize product revenues or cost of product revenues while deferring product margin.

License and Royalty Revenues

We recognize license revenue when we have a signed license agreement, the technology (if any) has been delivered, there
remaining significant obligations under the agreement, the fee is fixed or determinable and non-refundable, there are no extended
payment terms and collectibility is reasonably assured. When royalties are based on the volume of products sold that incorporate ¢
technology, revenue is recognized in the period for which license sales are reported to us.

Revenues from multiple—element arrangements are accounted for in accordance with Emerging Issues Taskforce (“EITF") Is
00-21, “Revenue Arrangements with Multiple Deliverables”. Revenue is recognized when (i) persuasive evidence of an arrangeme
exists, (ii) all obligations have been performed pursuant to the terms of the license arrangement, (iii) amounts are fixed or
determinable and (iv) collectibility of amounts is reasonably assured.

We actively enforce our patented technologies. This includes pursuing third parties that we believe are infringing our
intellectual property and may also in the future include auditing parties who we believe have under-reported the amount of royaltie
owed pursuant to their license agreement with us. As a result of such activities, from time to time, we may recognize royalty revent
that relate to infringements that occurred in prior periods. These royalty revenues may cause revenues to be higher than expected
during a particular reporting period and may not occur in subsequent periods. Differences between amounts initially recognized an
amounts subsequently determined as an adjustment to those amounts are recognized in the period such adjustment is determined
change in accounting estimate. As of September 30, 2005 and December 31, 2004, current deferred license revenue was $0.3 mil
and $0.5 million, respectively.

Deferred Taxes

Deferred income tax assets and liabilities are recorded based on the computation of differences between the financial staten
and tax bases of assets and liabilities that will result in taxable or deductible amounts in the future based on enacted tax laws and |
applicable to the periods in which the differences are expected to affect taxable income. Valuation allowances are established whe
necessary to reduce deferred tax assets to an amount that we have estimated is more likely than not to be realized.

Short-Term Investments

Short-term investments consist of taxable commercial paper, U.S. government agency obligations, and corporate and muni
notes and bonds with high—credit quality ratings.
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We classify our entire investment portfolio as available—for—sale at the time of purchase and periodically reevaluate such
designation. Debt securities classified as available—for—sale are reported at fair value. Unrecognized gains or losses on
available—for—sale securities are included in equity until their disposition. As of September 30, 2005, the amount of unrecognized g
related to our available—for—sale investment portfolio was approximately $1,000. If realized gains and losses and declines in value
judged by management to be other than temporary on available—for-sale securities, then the cost basis of the security is written dc
to fair value and the amount of the write—down is included in current net income (loss). The cost of securities sold is based on the
specific identification method.

Fair value of available—for—sale securities is based upon quoted market prices. Gross realized gains and losses on sales of
available—for—sale securities were immaterial for the three and nine months ended September 30, 2005 and September 30, 2004.

Our short-term investments at September 30, 2005 consisted of corporate debt securities of approximately $1.0 million. Our
short—-term investments at December 31, 2004 included U.S. government obligations of approximately $4.0 million and corporate d
securities of approximately $3.7 million. All short-term investments had a contractual maturity of less than six months at
September 30, 2005.

Shipping and Handling Costs

Certain shipping and handling costs are included in selling and marketing costs in the statements of operations. These costs
$4.5 million for the three months ended September 30, 2005, $5.5 million for the three months ended September 30, 2004,
$16.5 million for the nine months ended September 30, 2005 and $13.3 million for the nine months ended September 30, 2004.
Shipping and handling fees charged to customers are included in revenues. We defer the shipping and handling costs associated \
shipments for which revenue has not yet been recognized. Deferred shipping and handling costs of $3.0 million are recorded in
prepaid expenses and other current assets on the consolidated balance sheet at both September 30, 2005 and December 31, 200
respectively.
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Accounting for Stock—-based Compensation

We account for employee stock—-based compensation arrangements in accordance with the provisions of Accounting Principles
Board Opinion (“APB”) No. 25, “Accounting for Stock Issued to Employees,” Financial Accounting Standards Board Interpretation
(“FIN™) No. 44, “Accounting for Certain Transactions Involving Stock Compensation, an Interpretation of APB Opinion No. 25" and
FIN No. 28, “Accounting for Stock Appreciation Rights and Other Variable Stock Option or Award Plans,” and comply with the
disclosure provisions of Statement of Financial Accounting Standards (“SFAS”) No. 123, “Accounting for Stock—Based
Compensation,” and SFAS No. 148, “Accounting for Stock Based Compensation—Transition and Disclosure.” Under APB No. 25,
compensation expense is based on the difference, if any, on the date of grant, between the estimated fair value of our common stc
and the exercise price. SFAS No. 123 defines a “fair value” based method of accounting for an employee stock option or similar
equity instrument.

We account for equity instruments issued to non—employees in accordance with the provisions of SFAS No. 123 and Emerging
Issues Task Force (“EITF”) 96—-18, “Accounting for Equity Instruments that are Issued to Other Than Employees for Acquiring, or ir
Conjunction with Selling, Goods or Services” and value awards using the Black Scholes option pricing model as of the date at whic
the non—employees performance is complete. We recognize the fair value of the award as a compensation expense as the
non—-employees interest in the instrument vests.

Pro forma information regarding net loss per share, which is calculated as if our stock options, employee stock purchase plan a
the restricted stock issuances had been determined based on the fair value as of the grant date consistent with the provision of SF
No. 123, and SFAS No. 148, are as follows for the three and nine—month periods ended September 30, 2005 and September 30, 2
respectively (in thousands, except per share amounts):

Three Three
Months Months Nine Months Nine Months
ended ended ended ended
September September September September
30, 30, 30, 30,
2005 2004 2005 2004
As reported:
Net income (loss) $ 2,091 $ (3,516) $ (12,421) $ (12,184)
Add: Stock based compensation expense (reversal)
included in reported net income (loss) — — (56) —
Less: Pro forma compensation expense determined based
on fair value, net of tax (5,677) (6,661) (12,972) (18,564)
Pro forma net loss $  (3,586) $ (10,177) $ (25,449) $ (30,748)
Net income (loss) per common share—basic, as reported $ 0.03 $ (0.04) $ (0.16) $ (0.15)
Net income (loss) per common share—basic, pro forma $ (0.04) $ (0.13) $ (0.32) $ (0.39)
Net income (loss) per common share—diluted, as reported$ 0.02 $ (0.04) $ (0.16) $ (0.15)

Net income (loss) per common share—diluted, pro forma $ (0.04) $ (0.13) $ (0.32) $ (0.39)

In accordance with the provisions of SFAS 123, the fair value of each option or ESPP share is estimated using the following
assumptions at the date of grant:

Three Three Three Three Nine Nine Nine Nine
Months Months Months Months Months Months Months Months
ended ended ended ended ended Ended ended Ended
September September September September September September September September
30, 2005 30, 2004 30, 2005 30, 2004 30, 2005 30, 2005 30, 2004 30, 2004
Options Options ESPP ESPP Options ESPP Options ESPP
Weighted
average fair
value per
option $3.98 $3.97 $2.67 $1.62 $3.64 $1.91 $6.94 $2.05
Risk free
interest rate 3.96% 3.35% 3.74% 1.83% 3.70% 3.05% 3.56% 1.70%
Expected life
(years) 4.08 4.06 1.25 0.58 4.03 1.25 4.12 0.8
Expected
stock price
volatility 98% 93% 107% 89% 90% 88% 92% 87%
Dividend
yield — — — — — — — —
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Product Warranties

We provide warranties that range from one year for digital music players and the xD Picture Card to lifetime warranties for our
professional products. Our liability is limited at our option to replacement or rework of the product, plus any freight and delivery
costs, or to refund the purchase price less any rebates. We usually provide a replaced or reworked product rather than a refund or
credit to meet warranty obligations. This policy is necessary to protect our distributors, to improve customer satisfaction, and for
competitive reasons. Additionally, it is the custom in Japan and Europe to provide this benefit.

In the second quarter of 2005, in collaboration with Canon, we identified a lost image condition found to be rare and specific to
select Canon cameras when used with CompactFlash cards, including our own. To ensure compatibility, we offered to rework our
Professional 80x CompactFlash cards and Canon offered a camera firmware update to address issues experienced with other care
customers who experienced the problem with the identified Canon cameras. We and Canon continue to work together to ensure
compatibility across product lines. The total estimated cost to rework the affected products is expected to be approximately
$0.9 million, all of which was provided for in the second quarter of 2005. Aggregate costs incurred to rework the affected products
during the second and third quarter of 2005 were approximately $0.3 million. Prior to this event, warranty expenses were not matel

Product Revenues

We follow SFAS No. 131, “Disclosures about Segments of an Enterprise and Related Information.” We operate in one segment.
using one measurement of profitability to manage our business. During the third quarter of 2005, our controller, digital media
accessories and other component sales increased to approximately 26.2% of our product revenues primarily due to sales of other
components to OEM customers.

Product revenues by product type (in thousands):

Three Three
Months Months Nine Months Nine Months
ended ended ended ended
September September September September
30, 30, 30, 30,
2005 2004 2005 2004
Digital media $ 136,390 $ 160,769 $ 491,693 $ 474,965
Controller, digital media accessories and other components 48,478 3,300 115,677 12,290
Product revenues $ 184,868 $ 164,069 $ 607,370 $ 487,255

Note 4-Restricted Cash

Restricted cash represents cash and cash equivalents used to collateralize standby letters of credit related to purchasing agree
with our suppliers. Cash restricted under standby letters of credit amounted to $5.0 million at both September 30, 2005 and
December 31, 2004.
Note 5-Balance Sheet Disclosures (in thousands):

Inventory consisted of the following:

September 30, December 31,
2005 2004
Inventories:
Raw materials $ 44,047 $ 16,981
Controllers 7,242 9,848
Digital media products 102,167 147,909
Ancillary products 1,880 2917

$ 155336 $ 177,655
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Note 6—Net Income (Loss) Per Common Share (in thousands, except per share data):

Basic net income (loss) per common share is computed by dividing net income (loss) available to common stockholders by the
weighted average number of common shares outstanding for the period. Diluted net income (loss) per share is computed by giving
effect to all dilutive potential common shares, including options, warrants and convertible notes. The humerator and denominator u
in the calculation of historical basic and diluted net income (loss) per share is as follows (in thousands, except per common share

amounts):

Three Three
Months Months Nine Months Nine Months
ended ended ended ended
September September September September
30, 30, 30, 30,
2005 2004 2005 2004
Numerator for basic and diluted net income (loss) per
common share:
Net income (loss) $ 2,001 $ (3,516) $ (12,421) $ (12,184)
Denominator for basic and diluted net income (loss) per
common share:
Weighted average common shares outstanding, basic 80,307 79,092 79,888 78,745
Incremental common shares attributable to exercise of
outstand stock options and warrants (assuming proceeds
would be used to purchase common stock) 5,446 — — —
Weighted average common shares outstanding, diluted 85,753 79,092 79,888 78,745
Net income (loss) per common share-basic $ 0.03 $ (0.04) $ (0.16) $ (0.15)
Net income (loss) per common share- diluted $ 0.02 $ (0.04) $ (0.16) $ (0.15)

Anti—dilutive Securities

Securities listed below have not been included in the computations of diluted net income (loss) per share for the three— and
nine-month periods ended September 30, 2005 and September 30, 2004, because the inclusion of these securities would be

anti—dilutive (in thousands):

Three Three
Months Months Nine Months Nine Months
ended ended ended ended
September September September September
30, 30, 30, 30,
2005 2004 2005 2004
Weighted average shares under warrants for common
stock — 41 21 41
Weighted average shares under options for common stock 10,316 19,108 19,853 19,108
Weighted average shares under convertible notes 10,476 — 6,776 —

Note 7-Notes Payable:

In April 2004, we entered into a credit agreement with Wells Fargo Bank. Our credit agreement with Wells Fargo Bank enabled
to borrow up to $40.0 million under a revolving line of credit note. All advances under this revolving line of credit note were securec
by our accounts receivable and other rights to payment, general intangibles, inventory, equipment and proceeds of the foregoing. \
were required to comply with certain financial covenants over the term of the credit facility, which had an expiration date of April 3,
2006. At December 31, 2004, we were in technical default on four of these covenants: the ratio of total liabilities to tangible net wor
quick ratio and two net income after tax covenants. However, we obtained from Wells Fargo Bank a waiver of our compliance with
these financial covenants and any corresponding events of default. Interest was payable on borrowings under this facility at either
annual rate equal to LIBOR plus 1.5 percent, or at an annual rate equal to the bank’s prime rate minus 0.5 percent, with the
determination of the applicable interest rate to have been made by us for each borrowing under the note. At December 31, 2004, w
had $40 million outstanding under this credit facility. The interest rate was 4.75% at December 31, 2004. We used the proceeds frc
this loan to fund working capital requirements. This note was subsequently repaid with the proceeds from a new three-year asset
based revolving credit facility arranged and agented by Wells Fargo Foothill, a subsidiary of Wells Fargo & Company, discussed
below.

On February 28, 2005, we entered into a three-year asset based revolving credit facility arranged and agented by Wells Fargo
Foothill with a maximum loan commitment of $80.0 million. The actual amount available for borrowing depends upon the value of
our North American accounts receivable base. At September 30, 2005 the amount available to us under this facility was $34.9 milli
of which we had borrowed $29.1 million. Borrowings under this facility bear interest at our choice of one of two floating rates: eithel
an annual rate equal to LIBOR plus 1.75 to 2.25 percentage points, depending on availability under the facility and the amount of o
unrestricted cash, or an annual rate equal to the bank’s prime rate plus 0.25 to 0.75 percentage points, depending on availability u
the facility and the amount of our unrestricted cash. At September 30, 2005, the annual interest rate for borrowings under the facili
was 7.00 percent determined using the bank’s prime rate.
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The asset based credit facility with Wells Fargo Foothill is secured by substantially all of our property and assets (other than lea
real property), including, but not limited to, inventory, accounts, equipment, chattel paper, documents, instruments, deposit accoun
cash and cash equivalents, investment property, commercial tort claims and all proceeds and products thereof. We did not, howev
grant a security interest in our intellectual property rights, including, but not limited to, copyrights, trademarks, patents and related
rights, although we did grant a negative pledge on all such intellectual property rights. In addition, we pledged 65% of the common
stock of each of our foreign subsidiaries as collateral to secure the asset—based facility.

Pursuant to the credit agreement with Wells Fargo Foothill, we must comply with certain affirmative and negative covenants. Th
affirmative covenants include a restriction on capital expenditures of up to $3.5 million in any fiscal year and a requirement that we
report losses before interest, tax, depreciation and amortization, commonly referred to as “EBITDA,” of not more than a loss of
$22.5 million for the six months ended June 30, 2005, a loss of $18.2 million for the nine months ending September 30, 2005, a los
$4 million for the year ending December 31, 2005 and a loss of not more than the loss in the immediately preceding period for any
trailing twelve month period thereafter. However, as of September 30, 2005, we were not subject to the foregoing affirmative
covenants because our qualified cash under the agreement was in excess of $40 million, we had raised capital in excess of $50 m
since entering into the credit facility, and there were no known defaults under the agreement. The negative covenants with which w
must comply include, among others: limitations on indebtedness; liens; distribution or disposal of assets; changes in the nature of
business; investments; mergers or consolidations with or into third parties; transactions with affiliates; and modifications to material
agreements in a manner materially adverse to the lender.

Upon the occurrence of an event of default, our obligations under the credit facility may become immediately due and payable.
Events of default include, among others, our failure to pay our obligations under the credit facility when due; our failure to perform
any covenant set forth in the credit agreement; the attachment or seizure of a material portion of our assets; an insolvency proceec
is commenced by or against us; we are restrained from conducting any material part of our business; any judgment in excess of
$250,000 is filed against us and not released, discharged, bonded against or stayed pending an appeal within 30 days; breach of ¢
material warranty in the credit agreement; breach or termination of a material contract; or the acceleration of, or default in connecti
with, any indebtedness involving an aggregate amount of $250,000 or more.

Note 8 — Senior Convertible Notes Payable

On March 30, 2005, we issued $60 million in aggregate principal amount of 5.625% senior convertible notes due April 1, 2010 il
private offering (the “Notes”). On May 27, 2005 we issued an additional $10 million in aggregate principal amount of the Notes upo
the exercise by the purchasers of their option to purchase such Notes under the same terms as the initial issuance. The Notes are
unsecured senior obligations, ranking equally in right of payment with all of our existing and future unsecured senior indebtedness,
and senior in right of payment to any future indebtedness that is expressly subordinated to the Notes.

The Notes are convertible into shares of our common stock any time at the option of the holders of the Notes at a price equal to
approximately $6.68 per share, subject to adjustment in certain circumstances, which represents a 30% premium over our closing
of $5.14 on March 29, 2005. The indenture governing the Notes (the “Indenture”) provides that no holder of the Notes has the right
convert any portion of the Notes to the extent that, after giving effect to such conversion, such holder (together with such holder’s
affiliates) would beneficially own in excess of 4.99% of our common stock outstanding immediately after giving effect to such
conversion. Interest on the Notes will be payable on March 31 and September 30 of each year, beginning on September 30, 2005.

The Notes are redeemable, in whole or in part, for cash at our option beginning on April 1, 2008 at a redemption price equal to
principal amount of the Notes being redeemed plus accrued but unpaid interest, if any, up to but excluding the redemption date;
provided, however, that we may only exercise such redemption right if our common stock has exceeded 175% of the conversion pi
of the Notes for at least 20 trading days in the 30 consecutive trading days ending on the trading day prior to the date upon which \
deliver the notice of redemption. Upon redemption, we will be required to make a payment equal to the net present value of the
remaining scheduled interest payments through April 1, 2010.

Upon the occurrence of a “fundamental change,” as defined in the Indenture, the holders of the Notes will have:

»  the option to receive, if and only to the extent the holders convert their Notes into our common stock, a make—-whole premit
of additional shares of common stock equal to the approximate lost option time value, if any, plus accrued but unpaid intere
if any, up to but excluding the conversion date; or
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»  the right to require us to purchase for cash any or all of its Notes at a repurchase price equal to the principal amount of the
Notes being repurchased plus accrued but unpaid interest, if any, up to but excluding the repurchase date.
The conversion rate of the Notes will be subject to adjustment upon the occurrence of certain events, including the following:
*  We declare certain dividends or distributions;

We effect a stock split or combination;
»  We offer certain rights or warrants to all or substantially all our stockholders; and

*  We purchase shares of our common stock pursuant to a tender or exchange offer under certain circumstances.

Upon the occurrence of an “event of default,” as defined in the Indenture, the holders of at least 25% in aggregate principal amc
of the Notes or the trustee for the Notes under the Indenture shall have the right to cause the principal amount of the Notes to becc
due and payable immediately (except in certain events of bankruptcy, insolvency or our reorganization, in which case the principal
amount of the Notes shall automatically become due and payable immediately).

Total cash proceeds from these issuances of the Notes were $66.3 million, net of issuance costs of $3.7 million. The issuance c
are being amortized over the term of the Notes to April 1, 2010.

Note 9-Comprehensive Income (Loss):

The following table sets forth the components of comprehensive income (loss), for the three and nine months ended Septembel

2005 and September 30, 2004 (in thousands):

Three Three
Months Months Nine Months Nine Months
Ended Ended Ended Ended
September September September September
30, 30, 30, 30,
2005 2004 2005 2004
Net income (loss) $ 2,091 $ (3,516) $ (12,421) $ (12,184)
Other comprehensive income:
Effect of foreign currency translation 127 69 291 53
Unrealized gains (losses) on available for sale securities — (25) 15 (25)
Total other comprehensive income: 127 44 306 28
Comprehensive income (loss) $ 2,218 $ (3472 $ (12,115) $ (12,156)

Accumulated other comprehensive loss at September 30, 2005 and December 31, 2004 was $ 44,000 and $350,000, respectiv
and was attributable primarily to the effects of foreign currency translation.
Note 10-Hedging:

We have foreign subsidiaries that operate and sell our products in various global markets. As a result, we are exposed to risks
associated with changes in foreign currency exchange rates between the functional currencies of our subsidiaries and other curren
At any point in time, we might use various hedging instruments, primarily forward contracts, to mitigate the exposures associated w
fluctuations in foreign currency exchange rates. We do not enter into derivative financial instruments for speculative or trading
purposes.

We record our hedges of foreign currency denominated assets and liabilities at fair value, with the related gains or losses recorc
in foreign exchange gain (loss) in the unaudited Condensed Consolidated Statements of Operations. The foreign exchange gains ¢
losses on these contracts were substantially offset by transaction losses and gains on the underlying balances being hedged. In
addition, at September 30, 2005, we had foreign currency denominated assets and liabilities that were not hedged. Our net foreign
exchange losses for the nine—month periods ended September 30, 2005 and September 30, 2004 were approximately $0.1 million
$0.5 million, respectively. As of September 30, 2005 and December 31, 2004, we held forward contracts for yen and pound sterling
with aggregate notional values of $50.4 million and $59.5 million, respectively.
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Note 11-Contingencies
Indemnifications

We are a party to a variety of agreements pursuant to which we may be obligated to indemnify the other party with respect to
certain matters. Typically these obligations arise in connection with sales contracts and license agreements under which we
customarily agree to hold the other party harmless against any losses incurred as a result of a claim by any third party with respect
our products. We also typically agree to pay any costs incurred in defense of any such claim. The terms of the indemnification
obligations are generally perpetual from the effective date of the agreement. In certain cases, there are limits and exceptions to oul
potential liability for indemnification relating to intellectual property infringement claims. We cannot estimate the amount of potentia
future payments, if any, that we might be required to make as a result of these agreements. To date, the amounts required to defel
indemnification claims have been insignificant. Accordingly, we did not accrue any amounts for these indemnification obligations.

We have agreements whereby our directors and officers are indemnified for certain events or occurrences while the officer or
director is serving at our request in such capacity. The maximum amount of future payment we could be required to make under th
indemnification agreements is unlimited; however, we have a directors’ and officers’ insurance policy that reduces our exposure an
enables us to recover a portion of any future amounts paid. As a result of our insurance policy coverage, we believe the estimated
value of these indemnification agreements is minimal. Accordingly, we did not record any liabilities for these agreements.

Litigation with Toshiba
We are involved in three separate lawsuits with Toshiba as follows:
Lexar Media, Inc. v. Toshiba Corporation, Toshiba America, Inc. and Toshiba America Electronics Corporation

On November 4, 2002, we filed a lawsuit in Santa Clara County Superior Court against Toshiba Corporation, Toshiba America,
Inc. and Toshiba America Electronics Corporation (“TAEC”) alleging theft of trade secrets and breach of fiduciary duty. We later
filed an amended complaint to add violation of California Business and Professions Code Section 17200 and to drop without prejuc
claims against Toshiba America, Inc. The basis of our allegations were that since our inception in 1996, and including the period fr
1997 through 1999 when Toshiba was represented on our Board of Directors, Toshiba had access to and was presented with deta
our strategy as well as our methods of achieving high performance flash devices that Toshiba has now incorporated into its flash cl
and flash systems.

Trial began on February 7, 2005, and after a six-week trial, on March 23, 2005 the jury found that Toshiba Corporation and TAI
misappropriated our trade secrets and breached their fiduciary duty to us. The jury awarded us $255.4 million in damages for
Toshiba’'s misappropriation of trade secrets. The jury also awarded us $58.7 million in damages for Toshiba’s breach of fiduciary
duty, $58.7 million in damages for TAEC's breach of fiduciary duty and $8.2 million in prejudgment interest for breach of fiduciary
duty. The jury also found Toshiba and TAEC's breach of fiduciary duty was oppressive, fraudulent or malicious which supported ar
award of punitive damages. On March 25, 2005, the jury awarded an additional $84.0 million in punitive damages. The total of thes
awarded damages is over $465.0 million.

On July 8, 2005, the Superior Court of the State of California entered a Statement of Decision in which it found that Toshiba
engaged in unfair or unlawful competition, thereby violating California Business and Professions Code Section 17200. However, th
Court declined our request to enter an injunction against Toshiba flash memory products that incorporate our trade secrets.

On September 30, 2005, the Court issued an order concerning two post—trial motions. First, the Court ruled against defendants’
motion that the jury’s verdict was merely advisory with respect to unjust enrichment. Second, the Court denied our motion for
post-verdict, prejudgment interest.

On October 14, 2005, the Court entered final judgment affirming the jury’s verdict. Now that the judgment is final, California law
requires that interest accrue on the amount of the judgment at the statutory rate of 10 percent simple interest, which is approximate
$46 million per year. The Court has scheduled a hearing on defendant’'s motion for a new trial and motion for judgment
notwithstanding the verdict for November 28, 2005.

On October 12, 2005 and October 26, 2005, respectively, the Court of Appeals and the California Supreme Court declined to
review Toshiba’s interim appeals requesting delay of the entry of final judgment and stay of post—judgment proceedings in this cas
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Toshiba has publicly indicated that it intends to appeal the jury verdict, and we intend to contest such appeal vigorously.
Toshiba Corporation v. Lexar Media, Inc.; Lexar Media, Inc. v. Toshiba Corporation

On November 1, 2002, Toshiba Corporation filed a lawsuit seeking declaratory judgment that Toshiba does not infringe our U.S
Patent Nos. 5,479,638; 5,818,781; 5,907,856; 5,930,815; 6,034,897; 6,040,997; 6,134,151, 6,141,249; 6,145,051, 6,172,906;
6,202,138; 6,262,918; 6,374,337; and 6,397,314 or that these patents are invalid. This suit was filed in the United States District C
for the Northern District of California. Toshiba does not seek monetary damages or an injunction in this action. We believe that
Toshiba’s claims are without merit and are contesting this lawsuit vigorously.

On November 21, 2002, we filed an answer and counterclaim in which we alleged that Toshiba infringes our U.S. Patent Nos.
5,818,781; 5,907,856; 5,930,815; 6,034,897; 6,040,997; 6,134,151; 6,172,906; 6,202,138; and 6,374,337. We sought an injunction
damages against Toshiba.

On December 20, 2002, Toshiba filed its first amended complaint in which Toshiba dropped its allegations that our patents are
unenforceable.

On February 28, 2003, we filed an answer and our first amended counterclaim against Toshiba for infringement of our U.S. Pate
Nos. 5,479,638; 5,818,781; 5,907,856; 5,930,815; 6,034,897; 6,040,997; 6,134,151, 6,141,249; 6,145,051, 6,172,906; 6,202,138;
6,262,918; 6,374,337; and 6,397,314. We are seeking damages as well as an injunction against Toshiba for its products that we al
infringe our patents, including its flash memory chips, flash cards and digital cameras.

Claim construction in our litigation against Toshiba was held in August 2004. The Court issued a claim construction ruling on
January 24, 2005. We believe that the claim construction ruling favorably construes the claims of our patents.

This case has been coordinated for discovery purposes with our litigation against Pretec, PNY, Memtek and C-One. Discovery
now commenced as to all defendants. The Lexar patents at issue in the first phase of the litigation will be Lexar’s U.S. Patent Nos.
5,479,638 entitled “Flash Memory Mass Storage Architecture Incorporation Wear Leveling Technique”; 6,145,051 entitled “Moving
Sectors Within Block of Information in a Flash Memory Mass Storage Architecture”; 6,397,314 entitled “Increasing The Memory
Performance Of Flash Memory Devices By Writing Sectors Simultaneously To Multiple Flash Memory Device”; 6,202,138 entitled
“Increasing The Memory Performance Of Flash Memory Devices By Writing Sectors Simultaneously To Multiple Flash”; 6,262,918
entitled “Space Management For Managing High Capacity Nonvolatile Memory”; and 6,040,997 entitled “Flash Memory Leveling
Architecture Having No External Latch.” The parties have now mutually dismissed with prejudice all claims regarding U.S. Patent
No. 6,172,906.

On June 8, 2005, the Court issued a scheduling order that bifurcated discovery and trial issues relating to infringement from tho
relating to willfulness and damages. The Court further established a schedule which currently requires that fact discovery be
completed by February 24, 2006 and expert discovery by May 1, 2006. The Court further indicated that it expects to hold a further
status conference on August 31, 2006 at which time it will rule on the timing and sequence of trial in the various actions.

We expect that a trial will take place in one of the patent actions in late 2006.

Toshiba Corporation v. Lexar Media, Inc.

On January 13, 2003, Toshiba Corporation filed a lawsuit against us in the United States District Court for the Northern District
California, alleging that we infringe Toshiba’s U.S. Patent Nos. 5,546,351; 5,724,300; 5,793,696; 5,946,231; 5,986,933; 6,145,023;
6,292,850; and 6,338,104. On February 7, 2003, Toshiba Corporation filed an amended complaint and now alleges that we infringe
Toshiba’s U.S. Patent Nos. 5,546,351; 5,724,300; 5,793,696; 5,946,231, 5,986,933; 6,094,697; 6,292,850; 6,338,104; and 5,611,0
In this action, Toshiba Corporation seeks injunctive relief and damages. Toshiba’s patents appear to primarily relate to flash
components that we purchase from vendors who provide us with indemnification. On March 5, 2003, we filed an answer in which w
are seeking a judgment that we do not infringe these patents or that they are invalid or unenforceable. We believe that Toshiba'’s
claims are without merit and intend to contest this lawsuit vigorously.

Discovery in this case has commenced. This case has been coordinated with the other patent litigation currently pending. As
discussed above, the Court established a schedule which currently requires that fact discovery be completed by February 24, 200¢
expert discovery by May 1, 2006. The Court further indicated that it expects to hold a further status conference on August 31, 2006
which time it will rule on the timing and sequence of trial in the various actions. We expect that a trial will take place in one of the
patent actions in late 2006.
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At this time, we are unable to reasonably estimate the possible range of loss for this proceeding and, accordingly, have not recc
any associated liabilities on our condensed consolidated balance sheet.
Litigation Against Fuji, Memtek and PNY

On July 11, 2002, we filed a lawsuit in the United States District Court for the Eastern District of Texas against Fuji Photo Film
USA, Memtek Products, Inc. and PNY Technologies Inc. for patent infringement. We alleged that the defendants infringe our U.S.
Patent Nos. 5,479,638; 5,907,856; 5,930,815; 6,034,897; 6,134,151; 6,141,249; 6,145,051; and 6,262,918. We sought injunctive re
and damages against all defendants.

On November 4, 2002, we filed an amended complaint against Fuji Photo Film USA. In the amended complaint, we allege that |
Photo Film USA infringes U.S. Patent Nos. 5,479,638; 6,141,249; 6,145,051, 6,262,918; and 6,397,314 through the sale of its flast
memory products and digital cameras. We are seeking injunctive relief and damages against Fuji. Memtek Products, Inc. and PNY
Technologies, Inc. are no longer parties to this particular action. On December 9, 2002, Fuiji filed an answer in which they sought
declaratory relief that they do not infringe the five patents named in the suit as well as our U.S. Patent Nos. 5,907,856; 5,930,815;
6,034,897; and 6,134,151.

On January 8, 2003, the United States District Court for the Eastern District of Texas ordered this case transferred to the Unitec
States District Court for the Northern District of California where it is now pending.

In a second amended complaint, we added counterclaims for infringement on the additional patents for which Fuji has sought
declaratory relief, U.S. Patent Nos. 5,907,856; 5,930,815; 6,034,897; and 6,134,151. Discovery in this case has commenced. This
has been coordinated with the other patent litigation currently pending. As discussed above, the Court established a schedule whic
currently requires that fact discovery be completed by February 24, 2006 and expert discovery by May 1, 2006. The Court further
indicated that it expects to hold a further status conference on August 31, 2006 at which time it will rule on the timing and sequence
trial in the various actions. We expect that a trial will take place in one of the patent actions in late 2006.

On September 16, 2005, Fuji filed a lawsuit against us in the United States District Court for the Southern District of New York,
alleging that certain of our flash cards infringe Fuji's U.S. Patent No.’s 5,303,198; 5,386,539; and 5,390,148. We have not yet been
served with the complaint. In this action, Fuji seeks injunctive relief and damages. We believe that Fuji's claims are without merit al
intend to contest this lawsuit vigorously. At this time, we are unable to reasonably estimate the possible range of loss for this
proceeding and, accordingly, have not recorded any associated liabilities on our condensed consolidated balance sheet.

Litigation Against Pretec, PNY, Memtek and C-One

On December 22, 2000, we sued Pretec Electronics Corporation and PNY for patent infringement. We sued Pretec and PNY or
basis of four patents: U.S. Patent Nos. 5,818,781, 5,907,856; 5,930,815; and 6,145,051. The suit is pending in the United States
District Court for the Northern District of California. We are seeking injunctive relief and damages against all defendants.

On April 13, 2001, we filed an amended complaint in our litigation with Pretec and PNY, naming Memtek as an additional
defendant. On June 26, 2001, the Court allowed us to file our second amended complaint in our litigation with Pretec and PNY,
naming C-One as an additional defendant and adding our U.S. Patent No. 5,479,638 against all of the defendants. In this action w
allege that PNY and the other defendants infringe our U.S. Patent Nos. 5,479,638, 5,818,781, 5,907,856, 5,930,815 and 6,145,051
This suit is pending in the United States District Court for the Northern District of California. We are seeking injunctive relief and
damages against all of the defendants.

Discovery in this case has commenced. This case has been coordinated with the other patent litigation currently pending. As
discussed above, the Court established a schedule which currently requires that fact discovery be completed by February 24, 200¢
expert discovery by May 1, 2006. The Court further indicated that it expects to hold a further status conference on August 31, 200€
which time it will rule on the timing and sequence of trial in the various actions. We expect that a trial will take place in one of the
patent actions in late 2006.
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Litigation With Willem Vroegh

On February 20, 2004, an individual, Willem Vroegh, sued us, along with Dane—Elec Memory, Fuji Photo Film USA, Eastman
Kodak Company, Kingston Technology Company, Inc., Memorex Products, Inc.; PNY Technologies Inc., SanDisk Corporation,
Verbatim Corporation, and Viking InterWorks, alleging that our description of the capacity of our flash memory cards is false and
misleading under California Business and Professions Code Sections 17200 and 17500. The plaintiff has also asserted allegations
breach of contract, common law claims of fraud, deceit and misrepresentation; as well as a violation of the Consumers Legal
Remedies Act, California Civil Code Sec. 175, all arising out of the same set of facts. Plaintiff seeks restitution, disgorgement,
compensatory damages and injunctive relief and attorneys’ fees.

Discovery has commenced. Based on the Court’s current schedule, we expect to increase activity levels in this litigation in the
fourth quarter of 2005. We believe the plaintiff's claims are without merit and intend to contest them vigorously. At this time, we are
unable to reasonably estimate the possible range of loss for this proceeding and, accordingly, have not recorded any associated
liabilities on our condensed consolidated balance sheet.

Stockholder Litigation

On May 21, 2004, we, along with our Chief Executive Officer and Chief Financial Officer, were named as defendants in a federe
class action in the United States District Court for the Northern District of California. That action was brought allegedly on behalf of
class of plaintiffs who purchased our common stock, and asserted claims under Sections 10(b) and 20(a) of the Exchange Act, as
as Rule 10b-5 promulgated thereunder, based principally on allegations that we made misrepresentations regarding our business.
similar class actions have since been filed in the Northern District of California. The Court subsequently appointed a lead plaintiff a
ordered that those actions be consolidated. In October 2004, plaintiffs filed a consolidated amended complaint, on behalf of those \
purchased our stock between October 16, 2003 and April 16, 2004. On July 5, 2005, the Court granted our motion to dismiss the
consolidated amended complaint, but granted plaintiffs leave to amend within thirty days.

On August 4, 2005, plaintiffs determined that they would not file an amended complaint. On September 6, 2005, the Court entel
a stipulated dismissal with prejudice.

On June 4, 2004, a stockholder derivative lawsuit was filed in the Superior Court of the State of California, Alameda County, in
which we are a nominal defendant and certain of our officers and directors are defendants. A substantially identical derivative actio
was filed thereafter in the same court. The derivative actions are based on allegations substantially similar to those in the federal ¢
actions. On November 29, 2004, the Court sustained defendants’ demurrer to the complaint but granted plaintiffs leave to amend.
December 21, 2004, plaintiff filed an amended complaint. On March 21, 2005, the Court sustained defendants’ demurrer to the
amended complaint without leave to amend, on the grounds that plaintiffs failed to show that pre—suit demand on our board of
directors should be excused. Plaintiffs did not appeal this decision within the required time period. As a result, this action has been
dismissed.

Note 12—-Recent Accounting Pronouncements

In November 2004, the FASB issued Financial Accounting Standard No. 151, “Inventory Costs—an Amendment of ARB No. 43,
Chapter 4” (SFAS 151). SFAS 151 amends ARB 43, Chapter 4, to clarify that abnormal amounts of idle facility expense, freight,
handling costs, and wasted materials (spoilage) should be recognized as current—period charges. In addition, this statement requir
that allocation of fixed production overheads to the costs of conversion be based on the normal capacity of the production facilities
The provisions of this statement are effective for inventory costs incurred during fiscal years beginning after June 15, 2005. The
adoption of the provisions of SFAS 151 is not expected to have a material impact on our consolidated financial statements.

In December 2004, the FASB issued SFAS No. 123R, “Share-Based Payment.” SFAS No. 123R requires employee stock optic
and rights to purchase shares under stock participation plans to be accounted for under the fair value method, and eliminates the &
to account for these instruments under the intrinsic value method prescribed by APB Opinion No. 25, and allowed under the origine
provisions of SFAS No. 123. SFAS No. 123R requires the use of an option pricing model for estimating fair value, which is amortiz
to expense over the service periods. The requirements of SFAS No. 123R are effective for fiscal years beginning after June 15, 20
SFAS No. 123R allows for either prospective recognition of compensation expense or retrospective recognition, which may be bac
the original issuance of SFAS No. 123 or only to interim periods in the year of adoption. Management is currently evaluating the
impact of adopting SFAS No. 123R; however, it believes the adoption of SFAS No. 123R will have a significant impact on net incor
(loss) and net income (loss) per share. The impact on our financial statements will be dependent on the transition method, the
option—pricing model used to compute fair value and the inputs to that model such as volatility and expected life. The pro—forma
disclosures of the impact of SFAS No. 123 provided in Note 3 to the Condensed Consolidated Financial Statements may not be
representative of the impact of adopting SFAS No. 123R.
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In December 2004, the FASB issued SFAS No. 153, “Exchange of Nonmonetary Assets, an amendment of APB No. 29,
Accounting for Nonmonetary Transactions” (“SFAS 153"). SFAS 153 amends APB No. 29 to eliminate the exception for
nonmonetary exchanges of similar productive assets and replaces it with a general exception for exchanges of nonmonetary asset
do not have commercial substance. A nonmonetary exchange has commercial substance if the future cash flows of the entity are
expected to change significantly as a result of the exchange. We are required to adopt SFAS 153, on a prospective basis, for
nonmonetary exchanges beginning after June 15, 2005. The adoption of SFAS No. 153 did not have an impact on our consolidate
results of operations.

In May 2005, the Financial Accounting Standards Board (“FASB”) issued Statement of Financial Accounting Standard No. 154,
“Accounting Changes and Error Corrections,” (“SFAS No. 154"). SFAS No. 154 replaces APB Opinion No. 20, “Accounting
Changes,” and SFAS No. 3, “Reporting Accounting Changes in Interim Financial Statements”. SFAS No. 154 requires retrospectiv
application to prior periods’ financial statements of changes in accounting principle, unless it is impracticable to determine either th
period—specific effects or the cumulative effect of the change. SFAS No. 154 will be effective for all periods beginning after
December 15, 2005. The impact of adopting SFAS No. 154 will depend on the nature of any future accounting change or the amot
of any error that may be discovered.

Note 13-Subsequent Events

During October 2005, we entered into an agreement with Samsung that extended the term of the original license agreement for
years through March 2011 and significantly expands the scope of the original license agreement to cover Samsung products that v
not previously included in the original license grant. As a result, we will receive significant license payments during the fourth quart
of 2005 and the first quarter of 2006. As these payments relate to additional rights granted during the term of the original license
agreement, these payments will not recur after the first quarter of 2006.

ITEM 2. MANAGEMENT’'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS.

The following discussion and analysis of our financial condition and results of operations should be read in conjunction with our
condensed consolidated financial statements and related notes included elsewhere in this report. In addition to historical informatic
this discussion contains forward—looking statements that involve risks and uncertainties. These forward-looking statements include
statements about trends and uncertainties in our business, such as our expectations about our liquidity, flash memory supply, prici
strategy, plans to change product mix, expected growth, plans to manufacture new flash memory products, and expected future tre
in component costs and operating expense levels. Our actual results could differ materially from those anticipated by these
forward-looking statements due to factors including, but not limited to, those set forth under “Risks That Could Affect Future
Results” and elsewhere in this report. Readers are cautioned not to place undue reliance on these forward-looking statements, wh
speak only as of the date hereof. We undertake no obligation to update these forward-looking statements to reflect events or
circumstances occurring after the date hereof.

Changes to Previously Announced Third Quarter Results

Subsequent to the October 27, 2005 announcement of our third quarter 2005 results, we have made certain adjustments to our
reported results to correct certain errors. One adjustment was to reduce inventory and recognize an additional $1.6 million cost of
product revenue to correct an error arising from incorrect profit elimination.

A second adjustment is a $1.1 million benefit to cost of product revenue, related to the excess accruals for goods received but
invoiced in an aggregate amount of $1.1 million during prior reporting periods ($0.8 million relating to the fourth quarter of 2004 anc
$0.5 million relating to the first quarter of 2005, partially offset by $0.2 million relating to the second quarter 2005). We believe that
such amounts are not material to previously reported financial statements and have concluded that correcting such amounts in the
guarter of 2005, as opposed to restating prior quarters, is appropriate in the circumstances. This correction resulted in a reduction
cost of revenue during the third quarter of 2005, increasing gross margin from 14.5% to 15.1%. The effect on the nine months endé
September 30, 2005 was to increase gross margin from 13.6% to 13.8% and reduce the loss per diluted share from ($0.17) to ($0.

The third adjustment was $0.2 million benefit for a revision of an estimate on certain license and market development fund
expenses.
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As a result of these adjustments, we recorded a net increase in cost of product revenues of $449,000, a decrease in sales and ma
expenses of $100,000, and an overall reduction in net income of $349,000. The adjustments impacted our cost of product revenue
gross margin, total operating expenses, income from operations, income before income taxes, net income and net income per con
share — diluted.

Overview

We design, develop, manufacture and market high—performance digital media, as well as other flash based storage products fo
consumer markets that utilize digital media for the capture and retrieval of digital content for the digital photography, consumer
electronics, computer, industrial and communications markets. Our digital media products include a variety of flash memory cards
with a range of speeds, capacities and special features to satisfy the various demands of different users of flash cards. To address
growing market for compact digital data and media storage solutions, our digital media products also include our JumpDrive produc
which are high—-speed, portable USB flash drives for consumer applications that serve a variety of uses, including floppy disk
replacement. In addition, we market and sell controllers and other components to other manufacturers of flash storage media as w!
digital media accessories and a variety of connectivity products that link our media products to PCs and other electronic host devic
We also license our technology to certain third parties.

In the first quarter of 2005, we announced that we would focus our business on profitability, potentially at the expense of revenu
growth and market share. Consistent with this strategy, during the first nine months of 2005, we have reduced the number of our
promotional programs and, although we lowered our selling prices, we did so on a selective basis and generally maintained a price
premium in relation to our competitors’ prices. Our product gross margins decreased slightly during the third quarter of 2005 to 13.(
compared from 13.1% in the second quarter and improved slightly from the 12.3% in the first quarter of 2005. Our product gross
margins in the second quarter of 2005 included a one-time negotiated cost settlement with a supplier which had the effect of
significantly improving our second quarter gross product margins by approximately 5.6 percentage points. We expect that our
competitors will continue to reduce selling prices in the fourth quarter of 2005 despite our expectation that industry demand for flas
memory during the fourth quarter of 2005 will continue to be greater than available supply. We intend to continue to manage our
selling prices with the intention of focusing on profitability while balancing our goal to maintain our retail market position. If we neec
to lower our prices in the fourth quarter of 2005 and beyond and cannot offset such lower prices with lower costs, it will have a
negative impact on our gross margins. We are also planning to take steps to change our product mix by emphasizing sales of our
premium products, which generally carry higher gross margins, and we continue to seek additional license and royalty income.

During the first nine months of 2005, although our revenues increased compared to the first nine months of 2004, our product
revenue related to sales to resellers decreased as a percentage of our total revenue as certain of our resellers have not accepted |
premiums for our products, and have added other vendors’ products. At other resellers where we are priced at a premium to our
competition, our sell through has declined or has not grown as quickly as the market has grown. At the same time, we significantly
increased sales of controllers, digital media accessories and other components to OEM customers, largely driven by opportunistic
sales of other components, and sales of these products generally provide a slightly lower gross margin percentage than our digital
media sales. We do not, however, expect this trend to continue and expect that such sales of other components will decrease
significantly in the fourth quarter of 2005 and beyond. Revenues from the sale of controllers, digital media accessories and other
components increased to $115.7 million in the first nine months of 2005 compared to $12.3 million in the first nine months of 2004.

If the retail selling prices of our products are not competitive with our competitors’ selling prices, our resellers may further reduc
their orders, purchase from other vendors or return unsold product to us. During 2005, we have lost product placements to our
competitors at Wal-Mart and Sam’s Club, Comp USA and other resellers due to our pricing strategy and competitive pricing
pressures. We have experienced an increase in product returns as a result. In addition, at Wal-Mart and Sam’s Club, which
collectively accounted for approximately 19% of our gross revenue in the third quarter of 2005, we may experience a significant
decline in sales due to their addition of other vendors’ products into their stores.

We are focused on efforts aimed at ensuring that our costs for flash memory and components will enable us to sell our products
competitive prices, that we have sufficient cash to fund our operations, that our supply of flash memory and flash card components
sufficient to meet our anticipated supply needs, that our supply chain can support the rates of growth we expect and that we have
sufficient engineering resources to design the products demanded by our customers. During the second quarter of 2004, we begar
diversify our suppliers of flash memory. New flash suppliers continue to increase their production capacity and product offerings.
Until recently, flash supply from new suppliers has been lower density chips, which are only cost effective for use in manufacturing
lower capacity products. The market for flash memory remains tight and prices for flash have either firmed or increased compared
the second quarter of 2005. Although new flash suppliers are now introducing competitive products at the 4 and 8 gigabit capacitie
respectively, we expect that Samsung and Toshiba will continue to be the largest providers to the market for high density flash chig
as new flash memory suppliers generally transition to producing higher density chips over a period of time.

19




Table of Contents

We continue to focus on five specific areas: (1) to further optimize our supply chain; (2) to improve our sales mix towards our
more profitable products; (3) to continue to adjust our sales and marketing strategy to focus more on profitability; (4) to further seek
lower costs generally; and (5) to further strengthen our organization and processes.

We expect that rapid price declines will continue to be a major challenge for our business. We expect that pricing pressures will
most significant in the first half of 2006 when we expect significant new supply to become available. We expect demand in the first
half of 2006 will be weaker than during the second half of 2006 due to the seasonality of our business. During periods of rapid price
declines, we must manage our internal, consignment and channel inventories carefully while balancing the need to meet the dema
of our customers quickly. Any reduction in prices by us will hurt our gross margin unless we can manage our internal, consignment
and channel inventories and our cost structure to minimize the impact of such price declines and reduce our costs. As a result, we
been, and continue to be, actively focusing our planning efforts to optimize our supply chain and reduce our inventories. During the
first nine months of 2005 we reduced our inventory from $177.7 million at December 31, 2004 to $155.3 million at September 30,
2005. However, our inventory levels at September 30, 2005 increased $43.0 million from the $112.3 million reported at July 1, 200
This increase in inventory levels compared to the prior quarter is due to our efforts to build inventory in anticipation of the seasonal
increase in demand that we expect during the fourth quarter of 2005. If we end the fourth quarter of 2005 with a high level of
inventory and experience rapid price declines in 2006, it will have a negative impact on our financial results. We have also adjustec
our business model to build products generally to buffer inventory based on when our customers order those products rather than |
products to forecast and in advance of receiving orders from our customers. Our build to buffer based on orders model will still
include certain inventory to enable us to adequately support our customers but will also increase the risk that we will not be able to
meet our customers’ quick turn needs or upside demand. In addition, we are working with our suppliers to reduce our cycle times a
reduce the component and assembly cost of our products. We are also expecting to rationalize the number of products we offer to
market in order to make our internal and channel inventory management more effective. We are also focused on expanding our
distribution channels, particularly internationally, and trying to ensure that our products are available at outlets where consumers Io
to purchase these products and expanding our sales to markets other than retail, particularly to OEM customers.

We face other challenges as well. Flash card formats continue to change and to miniaturize. We are focused on trying to ensure
we have the rights to manufacture and sell all flash card and USB flash drive formats, that we have the engineering resources to d
controllers for all media formats and design or source advanced features into our products and that we have partners with
manufacturing capabilities that allow us to produce the newest and most advanced flash card formats and high capacity cards. We
believe that a number of companies are selling flash products or devices that are based on flash memory, such as MP3 players, th
infringe our intellectual property, and we are focused on protecting our intellectual property through litigation or negotiations. We
believe that meeting such challenges will be necessary to remain competitive in our markets.

During the fourth quarter of 2004, we experienced rapid decreases in market pricing for our products, which resulted in our
reporting a substantial net loss for the fourth quarter of 2004. Starting in the fourth quarter of 2004, we determined that due to the f
volatility of prices in the retail market, we were no longer able to reasonably estimate the level of revenue allowances and product
returns, and accordingly, we became unable to determine the selling price of our products at the time the sale takes place. As a re:
effective October 1, 2004, for all of our retail customers, revenues and the cost of revenues are deferred until these customers eith
sell the product to their customers or a time period that is reasonably estimated to allow these customers to sell the product to theil
customers has elapsed. As a result of recording revenues from all retail customers on a sell-through basis effective October 1, 20(
the first quarter of 2005 was the first quarter in which we recorded significant revenue that was deferred from the prior quarter. At r
point do we recognize product revenues or cost of product revenues while deferring product margin.

Revenues. We generate revenues primarily from the sale of digital media to end-users through mass market, photo and OEM
channels. Since the beginning of 2002, we have significantly increased our presence in the mass—market channel by increasing th
number of retail storefronts in which our customers sell our products. Our products were sold in approximately 70,000 retail stores
worldwide at the end of the third quarter of 2005, which is essentially unchanged from the end of the second quarter of 2005. As is
common practice in the mass—market channel, we offer our customers various programs and incentive offerings, including price
protection, market development funds and cooperative marketing programs, rebates and other discounts. Digital media sales
comprised 81.0% and 97.5% of our total net product revenues for the first nine months of 2005 and 2004, respectively. In the nine
months of 2005, although our revenues increased compared to the nine months of 2004, our product revenue related to sales to
resellers decreased as a percentage of our total revenue as a result of our focus on profitability.
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We also generate revenues from the sales of flash memory controllers, digital media accessories, and other components which
represented 19.0% and 2.5% of our total net product revenues for the nine months of 2005 and 2004, respectively. In the third qua
and nine months of 2005, the primary driver of the increase in our revenues compared to the third quarter and nine months of 200¢
related to sales of other components to OEM customers. We do not, however, expect this trend to continue and expect that such s
of other components will decrease significantly in the fourth quarter of 2005 and beyond.

In addition, we generate license and royalty revenues under license agreements, which revenues have historically been primari
from Samsung. In April 2001, we entered into a license agreement with Samsung Electronics Co., Ltd. Payments under the license
agreement from Samsung were fixed through March 31, 2004. After March 31, 2004, under the agreement, any license payments
Samsung became variable-based. Variable-based royalties from Samsung depend on factors such as which flash products Sams
manufactures and sells and in what volumes, as well as our relative market share and our aggregate purchases from Samsung. Si
March 31, 2004, variable-based royalties from Samsung under this agreement have been minimal, and we expect that trend to
continue for the foreseeable future.

During October 2005, we entered an agreement that extended the term of the original Samsung license agreement for five year
through March 2011 and significantly expanded the scope of the original license agreement to cover Samsung products that were
previously included in the original license grant. As a result, we will receive significant license payments during the fourth quarter o
2005 and the first quarter of 2006. As these payments relate to additional rights granted during the term of the original license
agreement, these payments will not recur after the first quarter of 2006. License and royalty revenues from all licensees were
approximately $4.5 million during the third quarter of 2005. We anticipate license and royalty revenues from existing licensees will |
approximately $2.0 million to $3.5 million for the fourth quarter of 2005. We are actively seeking to license our technology to other
companies, including companies that we believe infringe our patents.

Our digital media revenues may fluctuate significantly as a percentage of our gross revenues depending on the nature and timir
our sales of our controllers, digital media accessories and other components as well as the nature and timing of our license and ro
revenues.

A significant portion of our sales have been to a limited number of customers. Our top 10 customers accounted for 46.9% of out
gross revenues and 47.9% of our gross revenues for the first nine months of 2005 and 2004, respectively. We expect that sales to
limited number of customers will continue to account for a substantial portion of our revenues for at least the next several years.

Product sales in North America have historically accounted for the majority of our total net product revenues. Net product reven
in North America represented approximately 60.6% and 64.3% of our total net product revenues for the nine—month periods ended
September 30, 2005 and September 30, 2004, respectively. Over the long term, we expect our sales outside of North America will
continue to increase as a percentage of our total net product revenues. Net product revenues in Europe declined to 15.1%, from 2
of our total net product revenues for the nine—month periods ended September 30, 2005 and September 30, 2004, respectively,
primarily due to the impact of our focus on selling our products profitably rather than focusing on revenue growth and market share
Net product revenues in Japan and the rest of the world represented 24.3%, and 11.6% of our total net product revenues for the
nine-month periods ended September 30, 2005 and September 30, 2004, respectively, primarily due to increased sales of controll
digital media accessories and other components.

The markets we serve with our digital media products have been expanding rapidly. This has increased the pressure on our abi
to ensure an adequate supply of components and the scalability of our operations to meet surges in product demand such as we
experienced in the fiscal fourth quarter of 2004 when product revenues grew 14.2% sequentially over the third quarter of 2004. On
continuing basis, we must forecast our customers’ product mix and volume accurately to ensure that we can meet their demands. |
are unable to forecast our customers’ product mix and volume accurately it may affect our ability to grow our revenues as projectec
and could result in product obsolescence or inventory write—downs, which would harm our operating results.

In the second quarter of 2004, we entered into an exclusive, multi-year agreement with Eastman Kodak whereby we offer digite
media for sale to customers under the Kodak brand name on a worldwide basis. We began introducing such products in the third
guarter of 2004. Kodak branded products have steadily increased as a percentage of our gross product revenues, and, we expect
branded products to continue to increase as a percentage of revenues during the fourth quarter of 2005. Kodak branded products
represented less than 10% of our gross product revenues for the first nine months of 2005. We have obligations to meet certain an
financial and other periodic non—financial targets in the agreement, and if we fail to meet these targets, Kodak has the right to
terminate the exclusivity of the agreement or to terminate it entirely, which would harm our operating results.
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Cost of Product Revenues. Our cost of product revenues consists primarily of materials costs, with flash memory accounting for
majority of the costs for both the products we manufacture and most of the products we purchase. We maintain relationships with k
suppliers and, in particular, we have supply agreements with both Samsung and UMC. In April 2001, we entered into a supply
agreement with Samsung. Under the supply agreement, we purchase the majority of our flash memory from Samsung, which is pri
based upon an agreed methodology. Samsung has guaranteed a certain allocation of flash memory production capacity to us. In
addition, Samsung also has the right to purchase our flash memory controllers. Under the agreement, Samsung provides us with
intellectual property indemnification for the products we purchase from Samsung, as well as industry standard warranties. On
October 27, 2005, we announced that the agreement that we entered into with Samsung during the third quarter of 2005 extended
supply agreement through March 24, 2011. The agreement also expands the range of products covered by the original agreement
improves our overall terms of purchase. Under our supply agreement with UMC we purchase wafers at pricing based upon the timi
and volume of purchases. The purchase commitment for such wafers is generally restricted to a forecasted time horizon based on
rolling forecast of our anticipated purchase orders, and such forecasts may only be changed by a certain percentage each month.
agreement expires on December 31, 2005 unless the agreement is extended. If we do not extend the agreement, we intend to con
to purchase wafers from UMC on a purchase order basis.

The cost of flash memory has been volatile due to increasing demand as more applications utilize NAND flash memory and nev
technologies are developed and more production capacity comes on line. In 2002 and the first half of 2003, the industry experience
moderate flash cost declines. In the second half of 2003 and the first quarter of 2004, the cost of flash memory remained stable or
increased as industry wide demand for flash memory outpaced the supply of flash memory, which resulted in a general industry wif
shortage. In the latter half of 2004, the cost of flash memory declined as supply exceeded demand in certain densities and in
anticipation of additional supply of flash memory. We expect supply, particularly 4 gigabit and higher density flash chips, to remain
tight through at least the fourth quarter of 2005. Despite the general industry over-demand condition, we expect retail market price
flash cards and USB flash drives to decline further in the fourth quarter of 2005. In the fourth quarter of 2005, if retail prices of flask
cards and USB flash drives decrease more than we have reason to expect and we are unable to offset such price decreases with c
decreases, it will negatively impact our margins.

A number of companies, including Hynix, Infineon, Micron and ST Micro, entered the NAND flash market in 2004, and some are
expected to introduce higher density NAND flash chips in the fourth quarter of 2005. In addition, other companies, including Samst
and Toshiba, have announced that they plan to expand their production of flash memory during 2006. If these companies successf
introduce new high density products and/or expand output of flash memory, it could create an over—supply situation in the first half
2006, driving product prices down and lowering our cost of flash. However, currently most of the new flash supply is lower density
chips that can only be used cost effectively to manufacture lower capacity cards. We expect that Samsung and Toshiba will contint
to be the largest providers of high density flash chips as new flash memaory suppliers generally transition to producing higher densi
chips over a period of time. Also, because of irregular component shipments from certain of our suppliers, we have had to carry a
higher level of inventory as a buffer against delivery delays.

From time to time, we enforce our rights under our supply agreements to ensure that the pricing terms are correctly applied witf
respect to our purchases from these suppliers. As a result of such activities, we may recognize adjustments to amounts paid to suc
suppliers for products purchased in prior periods. Differences between amounts determined as an adjustment to those amounts ar
recognized in cost of product revenues as a change in accounting estimate in the period that such a determination is made. Cost o
product revenues also includes expenses related to materials procurement, inventory management, other overhead expenses and
adjustments. During the second quarter of 2005, in connection with a one-time negotiated cost settlement with a supplier, we reco
a benefit in cost of product revenues of $10.8 million.

Research and Development. Our research and development expenses include salaries and related expenses for research and
development personnel, fees for outside consultants, patent development and registration costs and prototype development and
materials costs. The technology in our industry is evolving as flash cards and USB flash drives become smaller in size, perform at
faster speeds, have increased storage capacity and require development of new hardware and software applications to meet the
demands of the target markets we serve. In addition, as new suppliers of flash memory enter the market, we will continue to evaluz
their flash memory and make modifications to our controller technology as necessary to be able to utilize different types of flash
memory technology in our products. The number of digital media formats continues to increase, and we need to develop and
manufacture controllers for each significant digital media format. As a result of these and other developments, we believe that
continued investment in research and development is important to enable us to attain our strategic objectives and we therefore ex
research and development expenses to increase during the next twelve months.
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Sales and Marketing. Our sales and marketing expenses include freight and fulfillment, market development expenses, salaries
related expenses for sales and marketing personnel, advertising, customer service, technical support, distribution and travel and tr;
shows, and allowances for bad debt. We expect sales and marketing expenses to vary during the next twelve months primarily in
conjunction with changes in sales volumes throughout the year. In addition, although we expect our sales and marketing expenses
decline as a percentage of revenues during 2005, we expect to increase our expenses related to the sales of Kodak branded mem
cards worldwide.

General and Administrative. Our general and administrative expenses include salaries and related expenses for executive,
administrative and operational personnel, fees for professional services and other corporate expenses. We are involved in several
intellectual property litigation matters, as we have focused our efforts to protect our intellectual property rights and license our
technology to those companies that we believe infringe our intellectual property. We are also involved in additional litigation,
including product class action litigation. In addition to our current litigation, a number of companies have brought products to marke
that we believe may infringe our intellectual property. Our legal expenses increased substantially in the first quarter of 2005 due to
trial against Toshiba. While we experienced a significant reduction in the level of legal costs in the second and the third quarters of
2005 as a result of the first Toshiba trial being completed, we anticipate legal expenses will continue at a moderate rate as discove
continues in connection with our other litigation through at least the fourth quarter of 2005. If another of our legal actions were to
proceed to trial, or if we become involved in additional litigation, our legal expenses could significantly increase beyond anticipated
levels. In addition to increased costs associated with our litigation, we also believe that our general and administrative expenses wi
likely continue to remain significant in 2005 primarily as a result of costs associated with regulatory requirements related to
compliance with Section 404 of the Sarbanes—Oxley Act of 2002.

Critical Accounting Policies and Estimates

Our discussion and analysis of our financial condition and results of operations is based upon our consolidated financial statem
which have been prepared in accordance with accounting principles generally accepted in the United States of America. The
preparation of these financial statements requires us to make estimates and assumptions that affect the reported amounts of asset
liabilities, revenues and expenses, and related disclosure of contingent assets and liabilities. On an ongoing basis, we evaluate oul
estimates, including those related to price protection, customer programs and incentives, product returns, doubtful accounts, inven
valuation reserves, investments, intangible assets, income taxes and related valuation allowances, contingencies and litigation. We
base our estimates on historical experience and on various other assumptions that we believe to be reasonable under the circumst
the results of which form the basis for making judgments about the carrying values of assets and liabilities and reported amounts o
revenue and expenses that are not readily apparent from other sources. Actual results may differ materially from these estimates u
different assumptions or conditions.

Estimates and assumptions about future events and their effects cannot be determined with certainty. These estimates and
assumptions may change as new events occur, as additional information is obtained and as our operating environment changes. T
changes have been included in the consolidated financial statements as soon as they became known. In addition, we are periodice
faced with uncertainties, the outcomes of which are not within our control and will not be known for prolonged periods of time. The:s
uncertainties are discussed in this report in the section entitled “Risks That Could Affect Future Results.”

We believe the following critical accounting policies reflect our most significant judgments and estimates used in the preparatior
of our consolidated financial statements:

. Revenue recognition, including price protection, rebates and other customer programs; and

*  Valuation allowances and accrued liabilities, including sales returns and other allowances, inventory valuation reserves,
warranty accruals, the allowance for doubtful accounts and deferred tax asset valuation allowances.
Revenue Recognition
Product Revenues

We derive our revenues primarily from sales of our digital media products, which include flash memory devices, as well as
controllers, digital media accessories and other components. We sell our products to OEMs, end users, distributors and retailers. A
discussed below, significant management judgments and estimates must be made and used in connection with the revenue recog!
in any accounting period.
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With respect to sales to OEMs and end users, we recognize product revenue upon delivery when persuasive evidence of an
arrangement exists, the selling price is fixed or determinable and collectibility is reasonably assured.

With respect to sales to distributors and retailers, we recognize product revenue when persuasive evidence of an arrangement
exists, delivery has occurred, the selling price is fixed or determinable and collectibility is reasonably assured. Many of our
distributors and retailers (collectively referred to herein as “resellers”) have return rights. Historically, for resellers where we were
able to reasonably estimate the level of product returns and sales incentives, we recognized revenue upon shipment (“ship—to” bas
and, at the time revenue was recorded, we recorded estimated reductions to product revenue based upon our customer sales ince
programs, the historical experience of product returns, and the impact of special pricing agreements, price protection, promotions &
other volume-based incentives. In order to make such estimates, we analyzed historical returns, economic conditions, customer
demand and other relevant specific customer information. For resellers where we were unable to reasonably estimate the level of
product returns or other revenue allowances, revenues and the costs of revenues were deferred (“sell-through basis”) until these
resellers either sold the product to their customers or a time period that was reasonably estimated to allow these resellers to sell th
product to their end customers had elapsed. In prior public filings of our financial information, we noted that if, in the future, we wer
unable to reasonably estimate the level of product returns or other revenue allowances for these resellers, it could have a significa
impact on our revenue recognition, potentially requiring us to defer the recognition of additional sales and recognize such sales on
“sell-through” basis.

Starting in the fourth quarter of 2004, we determined that due to the high volatility of prices in the retail market during the period
we were no longer able to reasonably estimate the level of revenue allowances and product returns, and accordingly, we became
unable to determine the selling price of our products at the time the sale took place. As a result, effective October 1, 2004, for all of
our resellers, revenues and the cost of revenues are deferred until these resellers either sell the product to their customers or a tim
period that is reasonably estimated to allow these resellers to sell the product to their customers has elapsed. At no point do we
recognize revenues or cost of revenues while deferring product margin.

We record estimated reductions to revenue for customer and distributor incentive programs and offerings, including price
protection, promotions, co—op advertising, and other volume—based incentives and expected returns. Additionally, we have incenti
programs or rebates that require us to estimate, based on historical experience, the number of customers who will actually redeem
incentive. Marketing development programs are either recorded as a reduction to revenue or as an addition to marketing expense |
compliance with the consensus reached by the Emerging Issues Task Force, or EITF, of the Financial Standards Accounting Boar
FASB, on issue 01-09.

License and Royalty Revenues

We recognize license revenue when we have a signed license agreement, the technology has been delivered, there are no rem
significant obligations under the contract, the fee is fixed or determinable and non-refundable, there are no extended payment terr
and collectibility is reasonably assured. When royalties are based on the volume of products sold that incorporate our technology,
revenue is recognized in the period for which license sales are reported to us.

Revenues from multiple—element arrangements are accounted for in accordance with Emerging Issues Taskforce (“EITF”) Issu
00-21, “Revenue Arrangements with Multiple Deliverables”. Revenue is recognized when (i) persuasive evidence of an arrangeme
exists, (ii) all obligations have been performed pursuant to the terms of the license arrangement, (iii) amounts are fixed or
determinable and (iv) collectibility of amounts is reasonably assured.

We actively enforce our patented technologies. This includes pursuing third parties that we believe are infringing our intellectual
property and may also in the future include auditing parties who we believe have under-reported the amount of royalties owed
pursuant to their license agreement with us. As a result of such activities, from time to time, we may recognize royalty revenues thg
relate to infringements that occurred in prior periods. These royalty revenues may cause revenues to be higher than expected duril
particular reporting period and may not occur in subsequent periods. Differences between amounts initially recognized and amount
subsequently determined as an adjustment to those amounts are recognized in the period such adjustment is determined as a cha
accounting estimate.
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Valuation Allowances and Accrued Liabilities
Valuation of Inventory

Our inventories are stated at the lower of cost or market value. Cost includes materials, labor and other overhead costs.
Determining market value of inventories involves numerous judgments, including average selling prices and sales volumes for futu
periods. We primarily utilize estimated selling prices for measuring any potential declines in market value below cost. Any
write—down of inventory to reduce carrying value to lower of cost or market value is charged to cost of product revenues.

We perform comprehensive, detailed quarterly analyses of our inventory to identify all excess and slow moving products to be
written off based on current forecasts, which takes into account our knowledge of and expectations of industry and product
developments. We estimate any write—downs to inventory to reduce its carrying value to its lower of cost or market value based on
current and expected selling prices over the period that the related inventory is expected to be sold. Inventory write—downs are
recorded as cost of revenues.

At the point of this loss recognition, a new, lower—cost basis for that inventory is established and subsequent changes in facts a
circumstances do not result in the restoration or increase in that newly established cost basis. If this lower—costed inventory is
subsequently sold, the related allowance is matched to the movement of related product inventory, resulting in lower costs and hig
gross margins for those products. During the third quarter of 2005, the effect of the sale or disposition of previously written down
inventory on our gross margin percentage was not significant.

We operate in an industry that is characterized by intense competition, supply shortages or oversupply, rapid technological chat
evolving industry standards, declining average selling prices and rapid product obsolescence. If actual product demand or selling
prices are less favorable than we estimate, we may be required to take additional inventory write—downs.

Deferred Tax Valuation Allowance

As part of the process of preparing our consolidated financial statements, we are required to estimate our income taxes, which
involves estimating our actual current tax liabilities together with assessing temporary differences resulting from differing treatment
items for tax and accounting purposes, such as deferred revenue. These differences have resulted in a net deferred tax asset. Our
judgment is required to assess the likelihood that the net deferred tax asset will be recovered from future taxable income. We have
determined that it is more likely than not that the net deferred tax asset will not be realizable. Accordingly, a full valuation allowance
has been recorded against the net deferred tax asset. In the event management determines that it has become more likely than nc
the net deferred tax asset will be realizable in the future, an adjustment to the deferred tax asset valuation allowance would be max
which would increase income and additional paid in capital in the period such determination is made.

Other Valuation Allowances, Accrued Liabilities and Warranty

We maintain accruals and allowances for returns, warranty and sales related discounts such as price protection, market
development funds and cooperative marketing programs and rebates. We provided for returns, warranty and sales related discoun
amounting to $71.6 million and $65.3 million during the nine months ended September 30, 2005 and September 30, 2004,
respectively. At September 30, 2005 and December 31, 2004, we had related accruals and allowances of $35.1 million and
$56.3 million, respectively. Price protection, market development funds and cooperative marketing programs, rebates and other
discounts are provided for at the time the associated revenue is recognized. If market conditions were to change adversely, we ma
take actions to increase our customer incentive offerings, which could result in increased accruals and allowances for these progra

During the second quarter of 2005, in collaboration with Canon, we identified a lost image condition found to be rare and specifi
to select Canon cameras when used with CompactFlash cards, including our own. To ensure compatibility, we offered to rework ot
Professional 80x CompactFlash cards and Canon offered a camera firmware update to address issues experienced with other care
customers who experienced a problem with the identified Canon cameras. We and Canon continue to work together to ensure
compatibility across product lines. The total estimated cost to rework the affected products is expected to be approximately
$0.9 million, which was fully provided for in the second quarter of 2005. Aggregate costs incurred to rework the affected products
during the second and third quarter of 2005 were approximately $0.3 million. Prior to this event, warranty expenses had not been
material. In the event that a problem is identified that would result in the need to replace a product or products on a large scale, sut
an event would result in charges that would be recorded in the determination of net income (loss) in the period in which the additiol
cost is considered probable and reasonably estimable. If needed, such a charge may have a material adverse effect on our operat
results and financial position.
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Allowance for Doubtful Accounts
We maintain an allowance for doubtful accounts for estimated losses resulting from the inability of our customers to make requil
payments. At September 30, 2005 and December 31, 2004, we had an allowance for doubtful accounts of $1.3 million and
$1.2 million, respectively. If the financial condition of our customers were to deteriorate, resulting in an impairment of their ability to
make payments, an increase in the allowance may be required.
Results of Operations
In view of the rapidly changing nature of our market and our operating history, we believe that period—to—period comparisons of
our revenues and other operating results are not necessarily meaningful, and should not be relied upon as indications of future
performance. Our historic revenue growth rates are not necessarily indicative of our future growth.
Revenues, Cost of Product Revenues and Gross Margin
The following table sets forth revenues, cost of product revenues, gross margin and product gross margin amounts from our
Condensed Consolidated Statements of Operations (in thousands):

Three Months Three Months Nine Months Nine Months
%
ended ended % Change ended ended Change
September 30, September 30, 2004 to September 30, September 30, 2004 to
2005 2004 2005 2005 2004 2005
Digital media $ 136,390 $ 160,769 (15.2)% $ 491,693 $ 474,965 3.5%
Controller, digital media
accessories and other
components 48,478 3,300 1,369.0% 115,677 12,290 841.2%
Product revenues 184,868 164,069 12.7% 607,370 487,255 24.7%
License and royalty
revenues 4,530 1,152 293.2% 6,293 5,891 6.8%
Total net revenues 189,398 165,221 14.6% 613,663 493,146 24.4%
Cost of product revenues 160,829 141,650 13.5% 529,808 434,641 21.9%
Gross margin $ 28,569 $ 23,571 212% % 83,855 $ 58,505 43.3%
Product gross margin $ 24,039 $ 22,419 72% $ 77,562 $ 52,614 47.4%

The following table sets forth revenues, cost of product revenues and gross margin amounts from our Condensed Consolidated
Statements of Operations expressed as a percentage of total net revenues:

Three Months Three Months Nine Months Nine Months
ended ended ended ended
September 30, September 30, September 30, September 30,
2005 2004 2005 2004
Digital media 72.0% 97.3% 80.1% 96.3%
Controller, digital media accessories and other components 25.6% 2.0% 18.9% 2.5%
Product revenues 97.6% 99.3% 99.0% 98.8%
License and royalty revenues 2.4% 0.7% 1.0% 1.2%
Total net revenues 100.0% 100.0% 100.0% 100.0%
Cost of product revenues 84.9% 85.7% 86.3% 88.1%
Gross margin 15.1% 14.3% 13.7% 11.9%

The following table sets forth product revenues, cost of product revenues and product gross margin amounts from our Condens
Consolidated Statements of Operations expressed as a percentage of product revenues:

Three Months Three Months Nine Months Nine Months
ended ended ended ended
September 30, September 30, September 30, September 30,
2005 2004 2005 2004
Digital media 73.8% 98.0% 81.0% 97.5%
Controller, digital media accessories and other components 26.2% 2.0% 19.0% 2.5%
Product revenues 100.0% 100.0% 100.0% 100.0%
Cost of product revenues 87.0% 86.3% 87.2% 89.2%
Product gross margin 13.0% 13.7% 12.8% 10.8%
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Revenues

Digital media revenues declined during the third quarter of 2005 compared to the third quarter of 2004 as we experienced a 51..
decline in our average gross selling price per megabyte of digital media, which was partially offset by a 66.6% increase in megabyt
sold. The increase in megabytes sold was due to the 61.9% increase in the average capacity per digital media unit sold in the retai
OEM channels along with a 2.9% increase in digital media units sold in the third quarter of 2005 compared with the third quarter of
2004. Revenues from controllers, digital media accessories and other components increased $45.2 million to $48.5 million, or 26.2
of net product revenues, in the third quarter of 2005 compared to $3.3 million, or 2.0% of net product revenues in the third quarter
2004. During the third quarter of 2005, our net product revenue related to sales to resellers decreased as a percentage of our total
revenue as a result of our focus on profitability.

Digital media revenues increased during the first nine months of 2005 compared to the first nine months of 2004, as we
experienced a 125.7% increase in megabytes sold compared with the first nine months of 2004, which was partially offset by a 56.!
decline in our average gross selling price per megabyte of digital media. The increase in megabytes sold was due to the 80.3%
increase in the average capacity per digital media unit sold in the retail and OEM channels along with a 25.7% increase in digital
media units sold during the first nine months of 2005 compared with the first nine months of 2004. In addition, our revenues from
controllers, digital media accessories and other components increased $103.4 million to $115.7 million or 19.0% product revenues
the first nine months of 2005 compared to $12.3 million or 2.5% of product revenues in the first nine months of 2004. This increase
primarily due to sales of other components to our OEM customers. During the first nine months of 2005, our net product revenue
related to sales to resellers decreased as a percentage of our total revenue as a result of our focus on profitability.

We expect that the average capacity and number of units of digital media sold will continue to increase in the fourth quarter of
2005 and that the average gross selling price per megabyte of our digital media will decline by between 20 percent to 30 percent
during the whole of 2005, compared to a historical and expected industry average of 30 percent to 40 percent per year. We expect
decrease in our sales of other components in terms of both absolute dollars and percentage of revenue in the fourth quarter of 200
and as a result, we expect our controller, digital media accessories and other component revenues to decline in the fourth quarter
2005 compared to the third quarter of 2005.

In the third quarter of 2005, we derived 57.7%, 13.3%, 1.6% and 27.4% of our product revenues from sales to customers in the
United States, Europe, Japan and the rest of the world, respectively. In the third quarter of 2004, we derived 59.0%, 21.8%, 2.1% ¢
17.1% of our product revenues from sales to customers in the United States, Europe, Japan and the rest of the world, respectively.

In the first nine months of 2005, we derived 56.5%, 15.1%, 3.3% and 25.1% of our product revenues from sales to customers ir
United States, Europe, Japan and the rest of the world, respectively. In the first nine months of 2004, we derived 58.5%, 24.1%, 3.1
and 13.8% of our product revenues from sales to customers in the United States, Europe, Japan and the rest of the world, respecti
The decline in Europe was primarily due to the impact of our focus on selling our products profitably rather than focusing on revent
growth and market share. The increase in Japan and the rest of the world reflects demand in those markets for controllers, digital
media accessories and other components.

We generate license and royalty revenues primarily from our agreements with licensees under which we license the use of our
intellectual property. Our license and royalty revenues increased to $4.5 million in the third quarter of 2005 from $1.2 million in the
third quarter of 2004, primarily due to our expanded licensing agreement with Sony and increased volumes under our current licen
agreement with Sony. Our license and royalty revenues increased to $6.3 million in the first nine months of 2005 from $5.9 million
the first nine months of 2004 due primarily to an increase in licensing revenues from Sony as a result of our recently expanded
licensing relationship, which was partially offset by the decrease in license and royalty revenues from Samsung as a result of the
Samsung royalties becoming variable in April 2004. We will continue to seek new licensing opportunities in the fourth quarter of
2005 and beyond. We expect license and royalty revenue in the fourth quarter of 2005 to be approximately $2.0 to $3.5 million.

We will receive significant license payments during the fourth quarter of 2005 and the first quarter of 2006 for additional license
rights granted to Samsung through March 2011. As these payments relate to additional rights granted during the term of the origin:
license agreement, these payments will not recur after the first quarter of 2006.
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Cost of Product Revenues

Cost of digital media product revenues decreased in the third quarter of 2005 compared to the third quarter of 2004 primarily as
result of a 54.2% decline in the cost per megabyte of digital media sold in the third quarter of 2005 compared to the third quarter of
2004 partially offset by a 66.6% increase in megabytes sold. Cost of digital media product revenues includes the write—down of
inventories totaling $5.3 million in the third quarter of 2005 compared to $1.8 million the third quarter of 2004. Cost of product
revenues for our controllers, digital media accessories and other components increased approximately $39.9 million to $41.9 millio
in the third quarter of 2005 compared to $2.0 million in the third quarter of 2004, which was primarily due to increased revenues in
relation to our sales of other components to OEMs. In the fourth quarter of 2005 we expect a decrease in sales of other componen
both absolute dollars and percentage of total net revenues, and accordingly, we expect our controller, digital media accessories an
other component cost of revenues to be lower compared with the third quarter of 2005.

Cost of digital media product revenues increased during the first nine months of 2005 compared to the first nine months of 2004
primarily as a result of a 125.7% increase in megabytes sold and was partially offset by a 58.2% decline in the cost per megabyte ¢
digital media sold in the first nine months of 2005 compared to the first nine months of 2004. Cost of product revenues also include
the write—down of inventories totaling $12.0 million in the first nine months of 2005 compared to $2.8 million the first nine months o
2004. Cost of product revenues for our controllers, digital media accessories and other components increased approximately
$96.0 million to $103.1 million in the first nine months of 2005 compared to $7.1 million in the first nine months of 2004, which was
primarily due to increased revenues in relation to sales of other components to OEM’s.

Gross Margin

The increase in gross margin to 15.1% for the third quarter of 2005, as compared to 14.3% for the third quarter of 2004, was
primarily due to the increase in license and royalty revenues in the third quarter of 2005 compared to the third quarter of 2004 offse
by a 0.7 percentage point decline in product gross margin in the third quarter of 2005 compared to the third quarter of 2004. Gross
margins for the third quarter of 2005 were negatively impacted by the write—down of inventories by $5.3 million or 2.8 percentage
points compared with $1.8 million, or 1.1 percentage points, in the third quarter of 2004.

The increase in gross margin to 13.7% for the first nine months of 2005 compared to 11.9% for the first nine months of 2004 we
primarily due to the 2.0 percentage point increase in gross product margin to 12.8% in the first nine months of 2005 compared to
10.8% in the first nine months of 2004. This improvement was primarily the result of the 58.2% decline in the cost per megabyte of
digital media sold in the first nine months of 2005 compared to the first nine months of 2004, which was partially offset by the 56.5¢
decline in our average gross selling price per megabyte of digital media. Gross margins for the first nine months of 2005 was
negatively impacted by the write—down of inventories by $12.0 million or 2.0 percentage points compared with $2.8 million or
0.6 percentage points for the first nine months of 2004. Additionally, gross margin for the first nine months of 2005 includes the
impact of a one—time negotiated cost settlement with a supplier in the second quarter of 2005, which resulted in a benefit reflected
gross margin of $10.8 million, or 1.8 percentage points.

Operating Expenses

The following table sets forth operating expense data from our unaudited Condensed Consolidated Statements of Operations (i

thousands, except percent changes):

% Change % Change
Three Three Three Nine Nine
Months Months Months Months Months Nine Months
ended ended
September September
ended ended 30, ended ended 30,
2005 to 2005 to
September September September September September September
30, 30, 30, 30, 30, 30,
2005 2004 2004 2005 2004 2004
Research and development $ 3,172 $ 2,484 27.7% $ 9,518 $ 7,170 32.7%
Sales and marketing 14,577 16,180 (9.9)% 50,730 41,348 22.7%
General and administrative 8,444 8,292 1.8% 32,415 20,245 60.1%
Total operating expenses $ 26,193 $ 26,956 (2.8)% $ 92,663 $ 68,763 34.8%
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The following table sets forth operating expenses from our unaudited Condensed Consolidated Statements of Operations expre
as a percentage of total net revenues:

Three Three
Months Months Nine Months Nine Months
ended ended ended ended
September September September September
30, 30, 30, 30,
2005 2004 2005 2004
Research and development 1.7% 1.5% 1.6% 1.5%
Sales and marketing 7.7% 9.8% 8.3% 8.4%
General and administrative 4.4% 5.0% 5.2% 4.0%
Total operating expenses 13.8% 16.3% 15.1% 13.9%

Research and Development

The increase in research and development expenses for the third quarter of 2005 compared to the third quarter of 2004 was
primarily due to a $0.3 million increase in compensation costs as a result of hiring additional personnel and $0.4 million increase in
engineering design and tool costs.

The increase in research and development expenses for the first nine months of 2005 compared to the first nine months of 200
was primarily due to a $1.1 million increase in engineering design and tool costs and a $0.8 million increase in compensation expe
as a result of hiring additional personnel to support new product development initiatives.

Sales and Marketing

The decrease in sales and marketing expenses for the third quarter of 2005 compared to the third quarter of 2004 was primarily
to a reduction in the number of our promotional programs and a decrease in other costs associated with selling and promoting our
products, which resulted in decreases of $1.0 million in freight and fulfillment expenses due primarily to improving logistics and a
$1.9 million decrease in market development, promotional and tradeshow costs related to our corporate strategy of returning to
profitability. These decreases were partially offset by an increase of $1.3 million in compensation expenses due to increased
headcount.

The increase in sales and marketing expenses for the first nine months of 2005 compared to the first nine months of 2004 was
primarily due to an increase of $3.2 million in freight and fulfillment expenses due primarily to increased unit shipments and use of
faster shipping methods, $4.0 million in compensation expenses due to increased headcount, $0.6 million in market development,
promotional, technical support, market research and tradeshow costs and $0.5 million for travel expenses.

General and Administrative

The increase in general and administrative expenses in the third quarter of 2005 compared to the third quarter of 2004 was
primarily due to an increase of $0.7 million in compensation expenses as a result of hiring additional personnel, $0.6 million in
increased accounting fees primarily as a result of costs associated with regulatory requirements related to compliance with the
Sarbanes—Oxley Act of 2002, and a $0.3 million increase in outside services. The increases were partially offset by a decrease of
$1.5 million in legal expenses due to reduced litigation fees.

The increase in general and administrative expenses in the first nine months of 2005 compared to the first nine months of 2004
primarily due to an increase of $6.3 million in legal expenses in connection with our ongoing litigation matters, a $3.1 million increa
in compensation expenses as a result of hiring additional personnel, $1.0 million in increased accounting fees primarily as a result
costs associated with regulatory requirements related to compliance with the Sarbanes—Oxley Act of 2002 and a $0.6 million incre:

in outside services.
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Income Taxes
The following table sets forth income tax data from our unaudited Condensed Consolidated Statements of Operations expresse
a percentage of total net revenues (in thousands, except percent changes):

% %
Three Months Ended Change Nine Months Ended Change
Three Nine
September 30 Months September 30, Months
Ended Ended
2004 to 2004 to
2005 2004 2005 2005 2004 2005
Income taxes (benefit) $ (90) $ 355 * $ 1,632 $ 1,369 19%
Income taxes as a percentage of total net revenues__0.0% 0.2% * 0.3% 0.3% 0.0%
Effective tax rate * * * * * *

*  percentage is not
meaningful

The income tax credit for the three month period ended September 30, 2005 relates to adjustments of income tax expense for s
and foreign taxes related to prior years. No significant expense was recognized related to income reported in the third quarter as a
result of losses incurred in the first six months of 2005. The income tax expense for the nine month period ended September 30, 2(
relates primarily to foreign withholding taxes on a payment received from a supplier related to prior years as well as adjustments to
income tax expense for federal and foreign taxes related to prior years. Income tax expense for the three and nine month periods €
September 30, 2004 relate primarily to taxes on our foreign operations. We expect our fourth quarter 2005 income tax expense will
include approximately $3.0 million as a result of foreign withholding related to royalty and license payments which are expected to
received in the fourth quarter. Other than foreign withholding, income tax expense related to operations for the fourth quarter of 20(
is expected to be nominal as a result of the cumulative losses for the first three quarters of 2005 and the availability of net operatin
loss carryforwards.

Other Income and Expense

Interest and other expense for the third quarter of 2005 increased compared to the third quarter of 2004. In the third quarter of
2005, interest and other expense consisted primarily of interest on our convertible notes payable, miscellaneous taxes and interest
short-term borrowings. Interest and other expense for the third quarter of 2004 consisted primarily of miscellaneous taxes. Interest
and other income increased in the third quarter of 2005 compared to the third quarter of 2004 due to interest earned on our cash
balances and short-term investments.

Interest and other expense for the first nine months of 2005 increased compared to the first nine months of 2004. In the first nin
months of 2005, interest and other expense consisted primarily of interest on our convertible notes payable and short-term
borrowings. Interest and other expense for the first nine months of 2004 consisted primarily of miscellaneous taxes and interest on
short-term borrowings. Interest and other income increased in the first nine months of 2005 compared to the first nine months of 2
due to increased interest bearing cash and short-term investment balances.

Net foreign exchange gain of $0.3 million in the third quarter of 2005 is unchanged from the net foreign exchange gain of
$0.3 million in the third quarter of 2004. These gains were primarily attributable to our sales activity into European and Japanese
markets, which exposed us to fluctuations in foreign currencies including the British pound, Euro and Japanese yen. During both tf
third quarter of 2005 and the third quarter of 2004, we entered into designated foreign currency exchange forward contracts to miti
these exposures.

Foreign exchange loss, net decreased $0.4 million to $0.1 million in the first nine months of 2005 compared to $0.5 million in th
first nine months of 2004. These losses were primarily attributable to our sales activity into European and Japanese markets, whicl
exposed us to fluctuations in foreign currencies including the British pound, Euro and Japanese yen. During both the first nine mon
of 2005 and the first nine months of 2004 we entered into designated foreign currency exchange forward contracts to mitigate thes
exposures.
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Liquidity and Capital Resources
Liquidity and Capital Resources
The following table is a summary of our cash flows from operating, investing and financing activities (in thousands):

Nine Months Nine Months
ended ended
September
30, September 30,
2005 2004
Net cash provided by (used in) operating activities $ 63,779 $ (30,741)
Net cash provided by (used in) investing activities 2,160 (23,320)
Net cash provided by financing activities 57,447 3,415
The following table sets forth our accounts receivable days sales outstanding and inventory turns per year:
Quarter Quarter
ended ended
September 30, September 30,
2005 2004
Days sales outstanding (net of change in deferred revenue) 34 56
Inventory turns per year 4 5

Net cash provided by operating activities for the nine months ended September 30, 2005 included non-cash charges of
$15.6 million and a net decrease in operating asset and liability accounts of $60.5 million. Changes in operating asset and liability
accounts for the period included a $102.7 million decrease in account receivable, a $8.3 million decrease in inventories, a $2.8 mill
decrease in prepaid expenses and other assets, and a $2.0 million increase in deferred license and product margin. The decrease
accounts receivable resulting in a decrease in our days sales outstanding was due to focused efforts to collect against our receivat
balances and to shorter than average payment terms associated with other component sales. We anticipate that days sales outsta
in future quarters will be in the range of between 40 to 50 days. The decrease in inventory during the first nine months of the year v
due in part to seasonality surrounding the holiday period and in part to our efforts to improve management of our inventory. The
decrease in prepaid expenses and other assets was primarily due to the timing of settlement of value added tax receivables and lo
prepayments for inventory due to lower purchases of inventory. These changes in operating asset and liability accounts were offse
a $55.3 million increase in accounts payable and accrued liabilities. The decrease in accounts payable and accrued liabilities was
primarily to reduced inventory purchases due to the lower shipment volumes during the first nine months of 2005 compared with th
seasonally high shipping volumes of the fourth quarter of 2004 and the decrease in freight and fulfillment accruals of $4.3 million,
rebates of $4.4 million and market development funds of $10.4 million which was due to the timing of payments and credits taken
during the first nine months of 2005 related to seasonally high business levels during the fourth quarter of 2004.

Net cash used in operating activities for the nine months ended September 30, 2004 included a net increase in operating asset
liability accounts of $23.5 million and non—cash charges of $5.0 million. Changes in operating asset and liability accounts for the
period included a $40.6 million increase in accounts payable and accrued liabilities and a $33.9 million increase in inventories. The
increase in accounts payable and accrued liabilities was primarily attributable to the timing of inventory receipts during the period a
an increase of $14.8 million in accrued price protection, rebates and market development funds resulting from the significant price
decreases and the timing of claims received from customers. The decrease in inventory value is due to lower unit costs achieved o
purchases made during the third quarter of 2004. These changes were partially offset by an $17.0 million increase in accounts
receivable, a $8.6 million decrease in deferred license revenue and product margin and a $4.6 million increase in prepaid expense
other assets. The increase in accounts receivable was due to the volume and the timing of billings during the third quarter of 2004
the timing of application of price protection and other discounts earned by customers during the third quarter of 2004 and the incre:
in days sales outstanding to 56 days for the third quarter of 2004 from 43 days in the fourth quarter of 2003. The decrease in defer|
license revenue and product margin resulted from the amortization of $3.9 million of license revenue and $4.6 million decrease in r
deferred product margin.

Net cash provided by investing activities for the nine months ended September 30, 2005 was the result of selling $8.7 million of
short—-term investments to fund operations, which was partially offset by purchases of $2.0 million in short-term investments and
$4.6 million of purchases of property and equipment. Net cash used in investing activities for the nine months ended September 3(
2004 was the result of purchases of $25.9 million in short-term investments and $4.0 million in purchases of property and equipme
partially offset by proceeds from the sale of short-term investments aggregating $6.6 million.

Net cash provided by financing activities for the nine months ended September 30, 2005 was the result of receiving $66.3 millio
of net proceeds from the issuance of convertible promissory notes and $2.7 million from purchases under our employee stock purc
plan and the exercise of stock options, which was partially offset by the net repayment of $10.9 million related to borrowings under
our credit facilities with Wells Fargo Bank and Wells Fargo Foothill described below and $0.6 million of financing costs related to ot
bank credit facility with Wells Fargo Foothill. Net cash provided by financing activities for the nine months ended September 30,
2004 was primarily the result of receiving $3.0 million related to the exercise of stock options and for purchases under our employe
stock purchase plan and $0.4 million in repayment of notes receivable from stockholders.

31




Table of Contents

In April 2004, we entered into a credit agreement with Wells Fargo Bank. Our credit agreement with Wells Fargo Bank enabled
to borrow up to $40.0 million under a revolving line of credit note, which we did on October 19, 2004. Subsequently, on February 2
2005, we entered into a three—year asset based revolving credit facility arranged and agented by Wells Fargo Foothill, with a
maximum loan commitment of $80.0 million. The actual amount available for borrowing depends upon the value of our North
American accounts receivable base. On February 28, 2005, we borrowed approximately $40.2 million under the Wells Fargo Foott
facility. At September 30, 2005 the amount available to us under this facility was $34.9 million of which we had borrowed $29.1
million. At September 30, 2005, the annual interest rate for borrowings under the facility was 7.00% determined using the bank’s
prime rate. We used the proceeds from the initial draw to repay, in full, our credit agreement with Wells Fargo Bank.

Pursuant to the credit agreement with Wells Fargo Foothill, we must comply with certain affirmative and negative covenants. Th
affirmative covenants include a restriction on capital expenditures of up to $3.5 million in any fiscal year and a requirement that we
report losses before interest, tax, depreciation and amortization, commonly referred to as “EBITDA,” of not more than a loss of
$22.5 million for the six months ended June 30, 2005, a loss of not more than $18.2 million for the nine months ending September
2005, a loss of not more than $4 million for the year ending December 31, 2005 and a loss of not more than the loss in the
immediately preceding period for any trailing twelve month period thereafter. However, as of September 30, 2005, we were not
subject to the foregoing affirmative covenants because our qualified cash under the agreement was in excess of $40 million, we he
raised capital in excess of $50 million since entering into the credit facility, and there were no known defaults under the agreement
The negative covenants with which we must comply include, among others, limitations on indebtedness; liens; distribution or dispo
of assets; changes in the nature of our business; investments; mergers or consolidations with or into third parties; transactions witt
affiliates; and modifications to material agreements in a manner materially adverse to the lender.

Upon the occurrence of an event of default, our obligations under the credit facility may become immediately due and payable.
Events of default include, among others, our failure to pay our obligations under the credit facility when due; our failure to comply
with any covenant set forth in the credit agreement; the attachment or seizure of a material portion of our assets; an insolvency
proceeding is commenced by or against us; we are restrained from conducting any material part of our business; any judgment in
excess of $250,000 is filed against us and not released, discharged, bonded against or stayed pending an appeal within 30 days; k
of any material warranty in the credit agreement; breach or termination of a material contract; or the acceleration of, or default in
connection with, any indebtedness involving an aggregate amount of $250,000 or more.

On March 30, 2005, we issued $60 million in aggregate principal amount of 5.625% senior convertible notes due April 1, 2010 il
private offering (the “Notes”). On May 27, 2005 we issued an additional $10 million in aggregate principal amount of the Notes upo
the exercise by the purchasers of their option to purchase such Notes under the same terms as the initial issuance. The Notes are
unsecured senior obligations, ranking equally in right of payment with all of our existing and future unsecured senior indebtedness,
and senior in right of payment to any future indebtedness that is expressly subordinated to the Notes. As a result of these issuance
received net proceeds of $66.3 million.

The Notes are convertible into shares of our common stock any time at the option of the holders of the Notes at a price equal to
approximately $6.68 per share, subject to adjustment in certain circumstances, which represents a 30% premium over our closing
of $5.14 on March 29, 2005. The indenture governing the Notes (the “Indenture”) provides that no holder of the Notes has the right
convert any portion of the Notes to the extent that, after giving effect to such conversion, such holder (together with such holder’s
affiliates) would beneficially own in excess of 4.99% of our common stock outstanding immediately after giving effect to such
conversion. Interest on the Notes will be payable on March 31 and September 30 of each year, beginning on September 30, 2005.

The Notes are redeemable, in whole or in part, for cash at our option beginning on April 1, 2008 at a redemption price equal to
principal amount of the Notes being redeemed plus accrued but unpaid interest, if any, up to but excluding the redemption date;
provided, however, that we may only exercise such redemption right if our common stock has exceeded 175% of the conversion pt
of the Notes for at least 20 trading days in the 30 consecutive trading days ending on the trading day prior to the date upon which \
deliver the notice of redemption. Upon redemption, we will be required to make a payment equal to the net present value of the
remaining scheduled interest payments through April 1, 2010.

Upon the occurrence of a “fundamental change,” as defined in the Indenture, the holders of the Notes will have:

»  the option to receive, if and only to the extent the holders convert their Notes into our common stock, a make—whole premit
of additional shares of common stock equal to the approximate lost option time value, if any, plus accrued but unpaid intere
if any, up to but excluding the conversion date; or
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« the right to require us to purchase for cash any or all of its Notes at a repurchase price equal to the principal amount of the Nc
being repurchased plus accrued but unpaid interest, if any, up to but excluding the repurchase date.

The conversion rate of the Notes will be subject to adjustment upon the occurrence of certain events, including the following:

» We declare certain dividends or distributions;

» We effect a stock split or combination;
» We offer certain rights or warrants to all or substantially all our stockholders; and

» We purchase shares of our common stock pursuant to a tender or exchange offer under certain circumstances.

Upon the occurrence of an “event of default,” as defined in the Indenture, the holders of at least 25% in aggregate principal amc
of the Notes or the trustee for the Notes under the Indenture shall have the right to cause the principal amount of the Notes to becc
due and payable immediately (except in certain events of bankruptcy, insolvency or our reorganization, in which case the principal
amount of the Notes shall automatically become due and payable immediately).

We currently believe that we have sufficient cash and availability under our asset based credit facility to meet our operating, cay
and debt service requirements for at least the next twelve months. There can be no assurance, however, that we will be successfu
executing our business plan, achieving profitability or maintaining our existing customer base. Our cash needs are also dependent
the credit terms extended to us by our suppliers, particularly Samsung, which supplies the majority of our flash memory, as well as
other suppliers. If our suppliers do not provide us with credit terms that are appropriate to meet our needs, we may have to seek
alternate suppliers or additional financing. To the extent that we do not generate sufficient revenues and reduce the cost of revenu
reduce the cost of discretionary expenditures and, as a result, cash, short term investments and available credit is insufficient to sa
liquidity requirements, additional cash may be needed to finance operating and investing needs. However, depending on market
conditions, any additional financing needed may not be available on acceptable terms, or at all.

Commitments

We purchase the majority of our flash memory from Samsung pursuant to a supply agreement that has been extended through
March 24, 2011. Samsung has guaranteed a certain allocation of its flash memory production capacity to us. Under the supply
agreement, our purchases are priced based on an agreed upon methodology and Samsung provides us with intellectual property
indemnification for the products we purchase from them. Either party can terminate the supply agreement in the event of the other
party’s breach of the agreement or bankruptcy. We are not obligated to purchase minimum volumes of flash memory from Samsun

We also have a supply agreement with UMC under which we purchase controllers. The purchase commitment for such controlle
is generally restricted to a forecasted time horizon based on a rolling forecast of our anticipated purchase orders. This agreement
expires on December 31, 2005 unless the agreement is extended. If we do not extend the agreement, we intend to continue to pur
controllers from UMC on a purchase order basis.

We depend on third party subcontractors for assembly and testing of our digital media products. We do not have long-term
agreements with these subcontractors. Instead, we procure services from these subcontractors on a per—order basis. These third |
subcontractors typically purchase certain components to be used in the manufacture and assembly of our digital media products. i
were to not use these components, these subcontractors may claim that the cost of these products is our responsibility.
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The following table outlines our contractual obligations and commercial commitments at September 30, 2005:

Payments due by period (in thousands)

Total
amount Less than After
committed 1vyear 1-3 years 3-5 years 5 years
Contractual obligations and commercial
commitments:
Senior convertible notes payable:
Principal $ 70,000 $ — $ — $70,000 $ —
Interest 17,719 3,938 11,813 1,968 —
Open purchase orders with vendors and suppliers* 65,359 65,359 — — —
Operating leases 5,656 1,229 2,271 970 1,186
Standby letters of credit 5,000 5,000 — — —
Total contractual obligations and commercial
commitments $163,734 $75,526 $14,084 $72,938 $ 1,186

* At any given point
in time, in the
normal course of
business, we place
cancelable purchase
orders with our
vendors and
suppliers.
Off Balance Sheet Arrangements

We have no off-balance sheet arrangements other than operating leases and unconditional purchase obligations as described
Indemnifications

We are a party to a variety of agreements pursuant to which we may be obligated to indemnify the other party with respect to
certain matters. Typically these obligations arise in connection with sales contracts and license agreements under which we
customarily agree to hold the other party harmless against any losses incurred as a result of a claim by any third party with respect
our products. We also typically agree to pay any costs incurred in defense of any such claim. The terms of the indemnification
obligations are generally perpetual from the effective date of the agreement. In certain cases, there are limits and exceptions to ou
potential liability for indemnification relating to intellectual property infringement claims. We cannot estimate the amount of potentia
future payments, if any, that we might be required to make as a result of these agreements. To date, the amounts required to defel
indemnification claims have been insignificant. Accordingly, we have not accrued any amounts for these indemnification obligation:

We have agreements whereby our directors and officers are indemnified for certain events or occurrences while the officer or
director is serving at our request in such capacity. The maximum amount of future payment we could be required to make under th
indemnification agreements is unlimited; however, we have a directors’ and officers’ insurance policy that reduces our exposure an
enables us to recover a portion of any future amounts paid. As a result of our insurance policy coverage, we believe the estimated
value of these indemnification agreements is minimal. Accordingly, we did not record any liabilities for these agreements.
Warranties

We provide warranties that range from one year for digital music players and the xD Picture Card to lifetime warranties for our
professional products. Warranty costs are the costs to rework or scrap returned inventories. During the second quarter of 2005, in
collaboration with Canon, we identified a lost image condition found to be rare and specific to select Canon cameras when used wi
CompactFlash cards, including our own. To ensure compatibility, we offered to rework our Professional 80x CompactFlash cards a
Canon offered a camera firmware update to address issues experienced with other cards for customers who experienced a problel
with the identified Canon cameras. We and Canon continue to work together to ensure compatibility across product lines. The total
estimated cost to rework the affected products is expected to be approximately $0.9 million, all of which was provided for in the
second quarter of 2005. Aggregate costs incurred to rework the affected products during the second and third quarter of 2005 were
approximately $0.3 million. Prior to this event, warranty expenses were not material.

Recent Accounting Developments

In November 2004, the FASB issued Financial Accounting Standard No. 151, “Inventory Costs—an Amendment of ARB No. 43,
Chapter 4” (SFAS 151). SFAS 151 amends ARB 43, Chapter 4, to clarify that abnormal amounts of idle facility expense, freight,
handling costs, and wasted materials (spoilage) should be recognized as current—period charges. In addition, this statement requir
that allocation of fixed production overheads to the costs of conversion be based on the normal capacity of the production facilities
The provisions of this statement are effective for inventory costs incurred during fiscal years beginning after June 15, 2005. The
adoption of the provisions of SFAS 151 is not expected to have a material impact on our consolidated financial statements.

In December 2004, the FASB issued SFAS No. 123R, “Share-Based Payment.” SFAS No. 123R requires employee stock optic
and rights to purchase shares under stock participation plans to be accounted for under the fair value method, and eliminates the ¢
to account for these instruments under the intrinsic value method prescribed by APB Opinion No. 25, and allowed under the origine
provisions of SFAS No. 123. SFAS No. 123R requires the use of an option pricing model for estimating fair value, which is amortiz¢
to expense over the service periods. The requirements of SFAS No. 123R are effective for fiscal years beginning after June 15, 20
SFAS No. 123R allows for either prospective recognition of compensation expense or retrospective recognition, which may be bac
the original issuance of SFAS No. 123 or only to interim periods in the year of adoption. Management is currently evaluating the
impact of adopting SFAS No. 123R; however, it believes the adoption of SFAS No. 123R will have a significant impact on net incor



(loss) and net income (loss) per share. The impact on our financial statements will be dependent on the transition method, the
option—pricing model used to compute fair value and the inputs to that model such as volatility and expected life. The pro—forma
disclosures of the impact of SFAS No. 123 provided in Note 3 to the Consolidated Financial Statements may not be representative

the impact of adopting SFAS No. 123R.
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In December 2004, the FASB issued SFAS No. 153, “Exchange of Nonmonetary Assets, an amendment of APB No. 29,
Accounting for Nonmonetary Transactions” (“SFAS 153"). SFAS 153 amends APB No. 29 to eliminate the exception for
nonmonetary exchanges of similar productive assets and replaces it with a general exception for exchanges of nonmonetary asset
do not have commercial substance. A nonmonetary exchange has commercial substance if the future cash flows of the entity are
expected to change significantly as a result of the exchange. We are required to adopt SFAS 153, on a prospective basis, for
nonmonetary exchanges beginning after June 15, 2005. The adoption of SFAS No. 153 is not expected to have an impact on our
consolidated results of operations.

In May 2005, the FASB issued Statement of Financial Accounting Standard No. 154, “Accounting Changes and Error
Corrections”, (“SFAS No. 154"). SFAS No. 154 replaces APB Opinion No. 20, “Accounting Changes”, and SFAS No. 3, “Reporting
Accounting Changes in Interim Financial Statements”. SFAS No. 154 requires retrospective application to prior periods’ financial
statements of changes in accounting principle, unless it is impracticable to determine either the period—specific effects or the
cumulative effect of the change. SFAS 154 will be effective for all periods beginning after December 15, 2005. The impact of
adopting SFAS 154 will depend on the nature of any future accounting change or the amount of any error that may be discovered.
RISKS THAT COULD AFFECT FUTURE RESULTS

The factors discussed below are cautionary statements that identify important factors that could cause actual results to differ
materially from those anticipated in the forward—-looking statements in this Quarterly Report on Form 10-Q.

Risks Related to Our Business
We have a history of losses and may not be able to sustain profitability.

We incurred net losses in each of the second, third and fourth quarters of 2004 and the first six months of 2005. As of
September 30, 2005, we had an accumulated deficit of approximately $179.9 million. In the third quarter of 2005, our net income w
$2.1 million, but we cannot assure you that we will be able to sustain profitability in future periods, and we will likely use cash for
operations. Our ability to sustain profitability depends on: the rate of price decreases for our products; the cost of our components,
particularly flash memory; the growth of the markets for digital cameras or other host devices that use digital storage media; the ex
to which our products, particularly our higher margin products, are accepted by these markets; our ability to charge a premium for
higher performance products; the success of our products and distribution channel; our ability to control our operating expenses,
particularly our litigation costs; our ability to generate increased licensing revenue from our intellectual property; and our ability to
adequately manage our inventory and the challenges associated with the breadth and diversity of our product offerings. We also m
continue to reduce the costs of producing and selling our flash media products by controlling our internal and channel inventory,
securing the best available pricing for flash memory and components used in our digital media products and reducing our
manufacturing costs. If we are unsuccessful in increasing revenues from our higher margin products and controlling our operating
expenses, we may not be able to sustain profitability on a quarterly or an annual basis.

Our operating results and gross margins have fluctuated in the past, may fluctuate significantly in the future and are difficult to
predict. If our future results are below the financial guidance provided by us or the expectations of investors or securities analysts
the market price of our common stock could decline significantly.

Our operating results and gross margins have fluctuated in the past and may vary significantly in the future based on a number
factors related to our industry and the markets for our products. We will have little or no control over many of these factors and any
these factors could cause our operating results and gross margins, and consequently the price of our common stock, to fluctuate
significantly. These factors include, among others:

* increases in the price of flash memory that we buy or the failure of cost decreases to keep up with price decreases for our
products;

 the mix of business between retail, OEM and licensing;
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» whether we can sell controllers, digital media accessories and other components in the volumes and at the prices we anticipa

« the timing and amount of expenses related to obsolescence and disposal of excess inventory and the difficulty of forecasting :
managing our inventory levels, including inventories on consignment and at contract manufacturers;

« fluctuation in demand for our products, including seasonal demand for our products and the volume and timing of potential ret
customer and distributor orders;

* the timely availability of flash memory, particularly flash memory that meets our technological requirements;
« the decision of our customers to return products or rotate their stock;

» the amount of price protection, volume incentive rebates, discounts, market development funds, cooperative advertising
payments and other concessions and discounts that we may need to provide to some of our customers due to competitive pri
pressures;

» competitive pricing pressures for the products we sell;
« the inability of new NAND flash memory suppliers to fully indemnify us should we be subjected to litigation;

« the rate of growth of the market for digital cameras, digital media, cell phones with card slots, USB flash drives and MP3
players;

« the availability of sufficient silicon wafer foundry capacity and product components to meet customer demand;

« the difficulty of forecasting sell-through rates of our products and their impact on inventory levels at our resellers if sell-throuc
data is not timely reported to us, which may result in additional orders being delayed or reduced and inventory being returned;

« the timing and amount of any reductions in the average selling prices of our products and services;

 price reductions in key components, such as flash memory, which could result in reduced margins when selling products that
include previously purchased components held in inventory;

* increases in costs charged by our component or card suppliers or the failure of our suppliers to decrease the prices they char
us when industry prices decline;

« the timing and amount of orders or cancellations from existing and new customers and penalties imposed by customers for
failure to meet their requirements;

» the commencement of, involvement in or the expansion, appeal or settlement of our litigation;

» any changes in the trend of declining average selling prices per unit sold of digital storage media;

» competing flash card standards, which displace the standards used in our products;

» shortages of components such as capacitors and printed circuit boards required for the manufacturing of our products;

» exchange rate fluctuations, particularly the U.S. dollar to British pound and Japanese yen and the British pound to Euro excha
rates;

« the announcement or introduction of products and technologies by competitors; and

» potential product quality problems which could raise return or rework costs.
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In addition, as a result of the emerging nature of our market, we may be unable to accurately forecast our revenues and gross
margins. We incur expenses based predominantly on operating plans and estimates of future revenues. Our expenses are to a larg
extent fixed in the short term and we may not be able to adjust them quickly to meet a shortfall in revenues during any particular
guarter. We also plan inventory levels based on anticipated demand for our products and on anticipated product mix. As we anticig
increased demand for certain products we increase our level of inventory, which results in increased risk if we inaccurately estimat
anticipated demand. Also, because of irregular component shipments from certain of our suppliers, we have had to carry a higher |
of inventory as a buffer against delivery delays. Any significant shortfall in revenues in relation to our expenses and planned
inventories would decrease our net income or increase our operating losses and harm our financial condition. Declines in our oper:
results or gross margins may cause us to fail to meet the expectations of investors or securities analysts, which would be likely to
cause the market price of our common stock to decline.

We expect that Toshiba and Toshiba America Electronics Components, Inc. will appeal a jury’s award to us of over $465 million ir
damages, and an unfavorable outcome could lead to a decline in our stock price and have a negative impact on our ability to
increase our licensing revenues.

In March 2005, a jury found Toshiba Corporation and Toshiba America Electronic Components, Inc. liable to us for breach of
fiduciary duty and theft of trade secrets and awarded us over $465 million in damages, including a punitive damage award for conc
by Toshiba that the jury found to be oppressive, fraudulent or malicious. In October 2005, the trial court judge entered final judgme
on the jury’s verdict. Toshiba has indicated that it intends to pursue vigorously an appeal of these rulings. The appeal process coul
result in the damage award being reduced or eliminated or the case being remanded to the trial court for further proceedings. An
appeal could take a significant amount of time during which we would not be able to collect on the verdict. During the time the case
remains pending, we expect to incur substantial additional legal costs. The court of appeals could also award the payment of costs
the prevailing party on appeal which could be in the millions of dollars. If Toshiba prevailed on having the verdict set aside either b
the trial court or through an appeal of this verdict, the damages awarded to us and any associated interest payments could be redt
or eliminated. This could adversely affect our ability to secure additional licensing revenue either from Toshiba or other potential
licensees, which would likely have a negative impact on the value of our stock.

If we are unable to continue our sales of controllers, digital media accessories or other components or continue to develop,
competitively market and successfully sell our JumpDrive portable flash storage product line, our revenues, gross margins and
results of operations would be negatively impacted.

In the third quarter of 2005, our revenues from controllers, digital media accessories and other components increased to
$48.5 million and offset a decline in our sales to the retail market. Sales of other components were generally made opportunisticall
and depended on both market conditions and, in some cases, consent of our suppliers to resell certain products. Although we curri
expect our controller and other component revenues to significantly decrease in the fourth quarter of 2005, if sales of such product
decline faster than we expect or if we cannot successfully sell such products according to our current plans or maintain the rights tc
so, our revenues and results of operations would be negatively impacted. Our sales of other components also had a positive impac
our DSOs which will be negatively impacted as such sales decrease.

Furthermore, our revenues in the first nine months of 2005 included significant sales of other components to OEM customers, s
of which have elected, or may in the future decide, to compete against us in the digital media market. These sales may not continu
the same level, or at all, during the fourth quarter of 2005 and beyond.

We derive a significant portion of our revenues and gross margin from sales of our JumpDrive flash storage products. The mark
for USB drives has become increasingly competitive. We believe that design has become an important selling feature for these
products unlike other flash cards which have fixed dimensions and specifications. If we cannot continue to develop, market and sel
these products, particularly with designs that appeal to a broad group of customers, and successfully educate consumers regardin
products’ selling features in order to gain commercial acceptance and premium pricing, our revenues, gross margins and operating
results may suffer.

We depend on a few key customers and the loss of any of them could significantly reduce our revenues.

Historically, a small number of our customers have accounted for a significant portion of our revenues. During the first nine
months of 2005, sales to the ten customers from which we received the greatest revenues accounted for approximately 47% of ou
gross revenues from sales to one customer, Wal-Mart (including Sam’s Club), represented approximately 18% of our gross revent
In the first nine months of 2005, we lost product placements to our competitors at Wal-Mart and Sam’s Club and other retail accou
due to competitive pricing pressures and our focus on profitability, and we expect that these accounts will be a smaller portion of ot
business in the fourth quarter of 2005 and for the foreseeable future.
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Our revenues could decline if one or more of our largest customers were to significantly reduce, delay or cancel their orders; de
to purchase digital media manufactured by one of our competitors; terminate their relationship with us; develop and manufacture tf
own digital media; or cease operations due to the downturn in the global economy. In addition, we do not carry credit insurance on
accounts receivables and any difficulty in collecting outstanding amounts due from our customers, particularly customers that place
larger orders or experience financial difficulties, could adversely affect our revenues and our net income. Because our sales are mi
by means of standard purchase orders rather than long—term contracts, we cannot assure you that these customers will continue t
purchase quantities of our products at current levels, or at all.

We expect our operating results for at least the next several years to continue to depend on sales to a relatively small number o
customers.

A lack of effective internal control over financial reporting could result in an inability to accurately report our financial results that
could lead to a loss of investor confidence in our financial reports and have an adverse effect on our stock price.

Effective internal control over financial reporting is essential for us to produce reliable financial reports. If we cannot provide
reliable financial information or prevent fraud, our business and operating results could be harmed. We have in the past discoverec
and may in the future discover, deficiencies in our internal control over financial reporting. In connection with our management’s
evaluation of our internal control over financial reporting as of December 31, 2004, management identified two control deficiencies
that constitute material weaknesses. As more fully described in Item 9A of our annual report for the year ended December 31, 200
and Item 4 of this report, as of December 31, 2004 and September 30, 2005, our management determined that we did not maintair
effective internal control over:

e revenue recognition with respect to certain customers (primarily our resellers), including adequate consideration of our estima
regarding offsets to or discounts from revenue such as price protection and promotional activities; and

 the accounting for inventory valuation reserves.

These deficiencies resulted in audit adjustments that were recorded in our consolidated financial statements for the fourth quart
2004. As a result of the material weaknesses identified, we concluded that our internal control over financial reporting was not
effective as of December 31, 2004, and PricewaterhouseCoopers LLP, our independent registered public accounting firm, issued &
adverse opinion on the effectiveness of our internal control over financial reporting as of December 31, 2004. Although we have tal
certain steps during the nine months ended September 30, 2005 to remediate deficiencies in our internal control over financial
reporting, we continue to record post—closing adjustments with respect to accounting for inventory and related accounts and valuat
reserves. As a result we are working to identify additional controls and procedures, and we will need to test the effectiveness of the
ongoing actions. There is no guarantee that these actions, if completed by December 31, 2005, will be sufficient to remediate the
previously identified material weaknesses or newly discovered control deficiencies. A failure to successfully implement and maintai
effective internal control over financial reporting, including any ineffectiveness of the corrective actions we have subsequently
implemented to address the control deficiencies identified above, could result in a material misstatement of our financial statement
otherwise cause us to fail to meet our financial reporting obligations. This, in turn, could result in a loss of investor confidence in the
accuracy and completeness of our financial reports, which could have an adverse effect on our stock price.

Our strategic partnership with Kodak and our ongoing relationships with OEM customers pose significant challenges for us, and if
we are unable to manage these relationships, our business and operating results will be adversely affected.

We have entered into an exclusive multi-year agreement with Kodak under which we will manufacture and distribute a full rang
of KODAK branded memory cards. The management of the Kodak business could adversely affect our revenues and gross margir
we are, among other things, unable to:

» properly manage the distribution and use of the KODAK brand;

» control the sales and marketing expenses associated with launching the brand in new channels;

 plan for anticipated changes in demand;
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« effectively leverage the KODAK brand to achieve premium pricing and grow market share;
* maintain the market share position of the Lexar brand; and

» appropriately allocate resources to support a dual branding strategy.

In the future, a significant portion of our revenue may be derived from sales of digital media under the Kodak brand. We have a
number of obligations that we must fulfill under our agreement with Kodak to keep the license exclusive and to keep it in effect. The
obligations include compliance with Kodak guidelines and trademark usage, customer satisfaction, and the requirement that we me
market share goals and target minimum royalty payments. If we fail to meet these requirements, Kodak has the right to make our
license non—exclusive or to terminate our license in its entirety beginning in May 2006. If we were to lose the rights to sell products
under the Kodak brand, our financial results could be significantly negatively impacted.

In addition, our business may also be negatively impacted if we are unable to manage our existing relationships with our OEM
customers. Our OEM customers include many large domestic and international companies that have greater financial resources ar
bargaining power than we do. As a result, our agreements with some of these customers include restrictions and commitments tha
could adversely affect our revenues and gross margins. These contractual provisions include, among others: guaranteed pricing at
price protection; commitments to supply product at the customer’s requested volumes; penalties for late shipment, delivery
cancellation or failure to meet certain quality assurances; agreements not to sue, or assert our intellectual property rights against, <
customers; and limitations on our ability to terminate such agreements.

We are substantially leveraged, which could adversely affect our ability to adjust our business, to develop or enhance our product
expand our operations, respond to competitive pressures or obtain additional financing.

We have significant indebtedness. In March and May 2005, we issued $70 million in aggregate principal amount of 5.625% sen
convertible notes due April 1, 2010. In addition, as of September 30, 2005, we had borrowed $29.1 million under the Wells Fargo
Foothill facility.

The degree to which we are leveraged could have important consequences, including, but not limited to, the following:

 our ability to obtain additional financing in the future for working capital, capital expenditures, acquisitions, general corporate c
other purposes may be limited;

* a substantial portion of our cash flow from operations will be dedicated to the payment of the principal and interest on our
indebtedness;

« if we elect to pay any premium on the senior convertible notes with shares of our common stock or we are required to pay a
“make-whole” premium with our shares of common stock, our existing stockholders’ interest in us would be diluted; and

» we may be more vulnerable to economic downturns, less able to withstand competitive pressures and less flexible in respond
to changing business and economic conditions.

Our ability to pay interest and principal on our asset based credit facility and debt securities, to satisfy other debt obligations wh
may arise and to make planned expenditures will be dependent on our future operating performance, which could be affected by
changes in economic conditions and other factors, some of which are beyond our control. A failure to comply with the covenants al
other provisions of our debt instruments could result in events of default under such instruments, which could permit acceleration o
the debt under such instruments and in some cases acceleration of debt under other instruments that may contain cross—default o
cross—acceleration provisions. If we are at any time unable to generate sufficient cash flow from operations to service our
indebtedness, we may be required to attempt to renegotiate the terms of the instruments relating to the indebtedness, seek to refin
all or a portion of the indebtedness or obtain additional financing. There can be no assurance that we will be able to successfully
renegotiate such terms, that any such refinancing would be possible or that any additional financing could be obtained on terms th:
are favorable or acceptable to us.

If we cannot raise needed funds on acceptable terms, or at all, we may not be able to maintain our product development schedt
respond to competitive pressures or grow our business. Failure to obtain additional funds when required could also result in inadec
capital to operate our business in accordance with our plans and require us to cut back operations, which could result in a further
decline in revenues, or to cease our operations. Historically, cash generated from operations has not been sufficient to fund our ca
requirements. If we need to raise additional funds during the next twelve months to fund potential growth or our operations, it could
difficult to obtain additional financing on favorable terms, or at all. We may try to obtain additional financing by issuing shares of
common stock, preferred stock, convertible debt securities, or warrants or otherwise, which could dilute our existing stockholders.
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Our products are characterized by average selling prices that have historically declined over relatively short time periods. If we are
unable to effectively manage our inventories and channel inventories, reduce our costs, introduce new products with higher avera
selling prices or increase our sales volumes, our revenues and gross margins will be negatively impacted.

Our competitors and customers impose significant pricing pressures on us. At times, our prices have fallen faster than our costs
particularly the cost of flash memory, which has resulted in additional margin pressure. In addition, because a large percentage of |
sales are to a small number of customers that are primarily retail consumer chains, distributors and large OEMs, these customers |
exerted, and we expect they will continue to exert, pressure on us to make price concessions. In the past, we have significantly rec
the prices of many of our flash products from time to time, and we expect we will need to continue to do so to remain competitive
even though we asked many of our customers to accept price increases in the first quarter of 2005. During the third quarter of 200¢
our competitors, particularly SanDisk and Toshiba, continued to reduce selling prices despite expectations that industry demand fo
flash memory will continue to be greater than available supply. Any reduction in prices by us in response to pricing pressures will h
our gross margins unless we can reduce our costs and manage our internal and channel inventories to minimize the impact of sucl
price declines. We also sell our products to certain customers on a consignment basis, which has resulted in us carrying higher
inventory levels.

If we are unable to reduce our costs to offset declines in average selling prices or increase the sales volume of our existing
products, particularly higher capacity or premium products, our revenues and gross margins will be adversely affected. We anticipe
that our average selling prices will continue to decline in the fourth quarter of 2005. This may negatively impact our anticipated
growth in product revenues as well as our gross margins, particularly if the decline in our average selling prices is not matched by
price declines in our component costs, primarily the cost of flash memory. Furthermore, even if we experience price declines in our
component costs, such price reductions could result in reduced margins when we sell products that include components in invento
which were previously purchased at a higher price.

Because we protect many of our retail customers and distributors against the effects of price decreases on their inventories of out
products, we have in the past and may in the future incur large price protection charges if we reduce our prices when there are lal
guantities of our products in our distribution channel.

Nearly all of our retail product sales in 2002, 2003, 2004 and the first nine months of 2005 were made through our resellers to
which we have provided price protection. Price protection allows customers to receive a price adjustment on existing inventory whe
its published price is reduced. In an environment of slower demand and abundant supply of products, price declines and channel
promotions expenses are more likely to occur and, should they occur, are more likely to have a significant impact on our operating
results. Further, in this environment, high channel inventory may result in substantial price protection charges. These price protecti
charges have the effect of reducing gross sales and gross margin. Price protection in our retail channel was approximately
$13.3 million, or 3.4% of product revenues, during 2003; approximately $52.6 million, or 7.8% of product revenues, during 2004; ar
approximately $12.5 million, or 2.1% of product revenues, during the first nine months of 2005. We anticipate that we will continue
incur price protection charges for the foreseeable future due to competitive pricing pressures and, as a result, our revenues and gr
margins will be adversely affected.

We have written down and may need to further write—down our inventory if our sales levels do not match our expectations or if
selling prices decline more than we anticipate, which could adversely impact our revenues and gross margins.

We operate in an industry that is characterized by intense competition, supply shortages or oversupply, rapid technological chau
evolving industry standards, declining average selling prices and rapid product obsolescence, all of which make it more challenging
effectively manage our inventory. Our inventories are stated in the lower of cost or market value. Determining market value of
inventories involves numerous judgments, including judgments regarding average selling prices and sales volumes for future perio
We primarily utilize estimated selling prices for measuring any potential declines in market value below cost. When market value is
determined to be below cost, we make appropriate allowances to reduce the value of inventories to net realizable value. This may
occur where we determine that inventories are slow moving, obsolete or excess or where the selling price of the product is insuffici
to cover product costs and selling expenses.
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We have a significant amount of inventory related to our packaging and labels. We had previously announced our introduction ¢
new branding campaign. As we transitioned to new packaging related to our new branding initiatives, we had excess inventory rela
to earlier brand designs. We are also in the process of shifting and have shifted to other suppliers to meet our packaging needs. C
of our suppliers purchase components on our behalf. As we shifted to new suppliers, we had additional write downs associated wit
inventory that was slow—moving, obsolete or excess or could not be transferred to our new suppliers. Cost of product revenues in t
first nine months of 2005 includes the write—down of inventories totaling $12.0 million. If actual product demand or selling prices ar
less favorable than we estimate, we may be required to take additional inventory write—downs and our revenues and gross margin:
will be negatively impacted.

We primarily depend upon Samsung for our flash memory. If Samsung is unable to provide us with sufficient quantities of flash
memory when we need it at prices and sales terms that allow us to be competitive in the marketplace, if Samsung is unable to rer
technologically competitive, or if Samsung were to reduce or eliminate our credit terms, we would not be able to manufacture and
deliver digital media to our customers in accordance with their volume, price and schedule requirements, which would have a
serious negative impact on our revenues and margins.

As a result of the supply agreement we entered into with Samsung in April 2001, it is our primary supplier of flash memory, whic
is the primary cost of our digital media. During 2005, the demand for flash memory has been substantially greater than the supply ¢
flash memory due to the continuing demand for digital cameras, increased use of flash memory in cellular phones, MP3 players an
other digital consumer products, and increasing demand for USB flash drives. Samsung has indicated, and we also expect, that the
flash supply shortages will be particularly acute in the fourth quarter of 2005. If we are unable to obtain sufficient quantities of flash
memory from Samsung or from another flash memory supplier in a timely manner and at competitive prices, we will not be able to
manufacture and deliver flash memory products to satisfy our customers’ requirements.

We typically need to build a strategic inventory of key components, including flash, in advance of our customers’ needs. Becaus
we expect flash demand to be greater than supply in the fourth quarter of 2005, we were required to forecast our needs for flash e:
If we did not forecast accurately, we may not have enough flash to build cards to meet our customers’ needs or we may have too n
inventory at the end of the year. Samsung has entered into certain agreements with us with respect to allocation of flash supply, fle
packaging types that it would provide, pricing and other rights. If Samsung does not follow through on its agreements with us, our
revenue and margins would be adversely affected.

Although a number of semiconductor companies have begun to manufacture flash memory that would meet some of our needs
expect Samsung and Toshiba will continue to dominate the market for high density flash chips in the fourth quarter as the new flas
memory suppliers are generally beginning their production with lower density products and are not expected to bring significant
supply of larger capacity flash to market over the period. The new flash suppliers have been delayed in their efforts to enter the fla
chip market and their technical roadmaps may now be substantially behind the products manufactured and sold by Samsung and
Toshiba. Even as additional flash memory capacity becomes available from new suppliers, these suppliers may not be able to sup
our flash memory needs at competitive prices if we cannot obtain adequate supplies from Samsung. Even if we are able to obtain f
memory in sufficient volumes and on schedules that permit us to satisfy our delivery requirements, the prices charged by Samsung
other suppliers have not and may not enable us to compete effectively in our market. If we are unable to satisfy the requirements o
our customers or supply digital media to them in the volumes and at the pricing they request, they will likely reduce future orders,
impose penalties on us for failure to meet their requirements or eliminate us as a supplier. Our reputation would likely also be harrr
and we may not be able to replace any lost business with new customers. If we are unable to obtain flash memory at economical
prices, our gross margins would decline unless we could raise the prices of our products in a commensurate manner or offset the c
increases elsewhere. The existing competitive conditions in our industry may not permit us to do so, which would adversely impact
our revenues and gross margins.

In addition, if Samsung does not offer us prices, sales terms and credit terms that are appropriate to meet our growing needs, W
might have to seek alternate suppliers or additional financing. Samsung may not be able to offer us flash memory in the type of
packaging that we need which would leave us unable to manufacture certain card formats. Additionally, Samsung and other curren
and potential suppliers of flash memory are located in Asia, a region that has been, and in the future may be, affected by economic
political instability that could adversely affect the price and supply of flash memory. Furthermore, if Samsung is unable to increase
output of flash memory in a manner commensurate with our needs, or to manufacture flash memory that is technologically and pric
competitive, or if it has any interruptions in shipment for any reason, we would be unable to satisfy our customers’ requirements. F
example, Samsung has previously emphasized smaller flash geometries over multi-level cell technology. In contrast, Toshiba and
SanDisk are manufacturing multi-level cell technology in volume at high yields, which appears to give them significant cost
advantages over single—level cell technologies.
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Samsung has from time to time considered directly entering the retail market for flash media, which would make it a direct
competitor to us. Because flash memory represents a significant portion of the cost of flash media, flash manufacturers like Samsu
may have a competitive advantage.

In October 2005, we agreed to extend our supply agreement with Samsung until March 2011, unless the agreement is earlier
terminated as a result of a party’s breach of the agreement or bankruptcy. In addition, if our license agreement with Samsung were
terminate in the event of Samsung’s breach of the agreement, Samsung may, in turn, breach our supply agreement. If our supply
agreement with Samsung were to terminate and we were unable to secure a sufficient volume of flash memory from other supplier
competitive pricing, our ability to deliver flash memory products to satisfy our customers’ requirements would be negatively
impacted.

In the first nine months of 2005, we modified our pricing strategy and significantly reduced our promotional programs. Additionally
in the first quarter of 2005, we increased prices on certain products to most of our customers to better align our selling prices with
our cost structure. Many of our retail customers and distributors have rights of return, and if they decide to terminate their
relationships with us and purchase from other vendors as a result of our recent actions, similar future actions or otherwise, we ma
be required to take back large quantities of unsold customer inventory which could have an adverse effect on our revenues.

Substantially all of our sales of our digital media products to end-users are made through distributors and retailers. Our sales
through these channels often include rights to return unsold customer inventory still in the customers’ inventory for credit. In the firs
nine months of 2005, we modified our pricing strategy and significantly reduced our promotional programs. Additionally, in the first
guarter of 2005, we increased prices on certain products to most of our customers to better align our selling prices with our cost
structure, and many of our products remain priced at a premium in relation to certain of our competitors. If our products do not sell
through to the end customer, our resellers or their customers may decide to reduce their orders, purchase from other vendors or re
unsold product to us. In the past several quarters, we have lost product placements to our competitors at Wal-Mart and Sam’s Clu
CompUSA and other resellers in part because of our pricing strategy and competitive pricing pressures. In addition, at Wal-Mart al
Sam'’s Club, which accounted for approximately 19% of our gross revenue in the third quarter of 2005, we have experienced a
significant decline in sales due to the addition of other vendors.

If our resellers reduce or cancel their orders, they may also decide to exercise their rights of return and require that we take bac
large quantities of unsold customer inventory. As a result of the product placements we have recently lost to our competitors at cer
resellers, we have experienced an increase in product returns. Our customers generally place orders on the expectation of certain
promotional support from us, and if we do not increase our promotional activities, those customers may decide to return significant
amounts of products to us. Furthermore, if there are significant inventories of old products in our distribution channel when a new
product is released, or if these distributors and retailers are unsuccessful in selling our products, there could be substantial product
returns. If our reserves are insufficient to account for these or future returns or if we are unable to resell these products on a timely
basis at similar prices, our revenues may be reduced. Because the market for our products is rapidly evolving, we may not be able
resell returned products at attractive prices or at all.

We depend on single suppliers for certain key components and products. We do not have long—term supply contracts with many «
these suppliers and we are therefore exposed to certain risks, including price increases, late deliveries, poor component quality a
a potential inability to obtain an adequate supply of components. In addition, there is a risk that we will have inadequate or
incomplete indemnification from these suppliers, so we also face the risk that our margins and operating results would be severel
negatively impacted if such components or products infringe the intellectual property rights of a third party or if we are found to ow
license fees or royalties relating to these products.

We have a sole source of supply for certain key components in our digital media. Because we depend on single suppliers for ce
key components, and do not have a long—term supply contract with any of these suppliers, we face the risk of inadequate compone
supply, price increases, late deliveries and poor component quality. Any supplier may terminate their relationships with us or pursu
other relationships with our competitors, and if we were to lose our relationship with these single suppliers, the lead time required t
qualify new suppliers could be as long as three months. Also, if we lose our single suppliers or these suppliers are otherwise unabl
satisfy our volume and delivery schedule requirements, it may be difficult to locate any suppliers who have the ability to develop,
manufacture and deliver the specialized components we need for our products. If we are unable to accurately predict our supply ne
or if our supply of components is disrupted, our reputation would be harmed and we may lose customers, incur penalties from our
customers or be unable to attract new customers.
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Furthermore, not all of our suppliers provide us with indemnification regarding our purchases. Other suppliers impose limits on
their indemnification obligations. If such components or products infringe the intellectual property rights of a third party either alone
or in combination or if we are found to owe license fees or royalties relating to these components or products, our margins and
operating results would be severely negatively impacted.

We also do not currently manufacture certain digital media formats, such as the xD Picture Card, Secure Digital Card or mini —
Secure Digital and certain of our JumpDrive products, with our own controllers. Until we are able to develop our own flash memory
controller for these and other products, we must purchase such cards or the components necessary to build such cards from third
parties for resale. We do not have long—term supply contracts with all of these suppliers, and therefore face the risks of inadequate
supply, price increases, late delivery or unavailability and the need to maintain buffer inventory. If our supply of such products is
disrupted, we will lose existing customers and may be unable to replace them or to attract new ones.

If we are unable to generate increased revenue from licensing our intellectual property, our gross margins and results of operatior
would be negatively impacted.

We have historically derived the substantial majority of our licensing revenue from a limited number of sources. If we fail to
generate significant licensing revenues or increase the revenues we derive from our higher margin controller sales, we may not grc
our revenues and margins as planned. In March 2002, we executed a license agreement with Samsung that provided for fixed licel
payments through March 31, 2004 and variable based royalties thereafter. In October 2005, we entered into a license and strateqgic
alliance agreement with Samsung under which we will receive significant license payments during the fourth quarter of 2005 and tt
first quarter of 2006. These payments will not recur after the first quarter of 2006, and we cannot assure you that we will be succes
in our efforts to secure new license or royalty revenues from Samsung or others, and our failure to do so could negatively impact o
operating results.

Our unit volume continues to increase and has strained our operations infrastructure and our supply chain.

The number of units we manufacture on a weekly basis has increased significantly and has strained our supply chain and
operational capabilities. Our contract manufacturers may not be able to manufacture product at levels necessary to sustain our
increased growth. Our component suppliers may not be able to keep up with the growth in our need for parts. Our other vendors, s
as those that package our products, also may have trouble meeting our additional demands on them. If we are not able to continue
accommodate this increased unit demand from our customers, we may have product shortages. If we were to have product shorta
our customers would likely cancel orders, impose penalties for late shipment or delivery cancellations, require that we use faster
shipping methods which would increase our freight and fulfillment expenses or seek other suppliers to replace us.

We currently intend to implement significant changes in our supply chain to accommodate our growth. These changes include
establishing a new operational hub in Singapore, requiring more of our suppliers to sell us components on consignment, and chang
our current distribution arrangements. If these changes are not implemented smoothly, we would be at risk of severe product
interruptions which would negatively impact our revenues and our relationships with our customers.

If our component suppliers are not able to meet our demand in a timely manner, we may not be able to manufacture and packa
products quickly enough to meet customer demand. If this were to occur, customers would likely cancel orders or switch suppliers.
addition, if we are unable to manufacture products at rates sufficient to keep up with our component purchases, we may have too r
inventory that would later need to be written down if component prices decrease. This challenge can be, and has in the past been,
particularly acute during the fourth quarter when demand for components is high and retail customers require the delivery of large
volumes of products during a narrow window of time. In addition, because the first quarter typically experiences lower demand thar
the fourth quarter, inventory planning becomes particularly important. If we are not able to manage our component purchases and
inventory appropriately, our financial results will be negatively impacted.

In addition, we must continue to make significant investments in our existing internal information management systems to suppc
increased manufacturing, as well as accounting and other management related functions. Our systems, procedures and controls I
not be adequate to support rapid growth, and as described in further detail in Item 9A of our annual report for the year ended
December 31, 2004 and Item 4 of this report, as of December 31, 2004, we identified two deficiencies in our internal control over
financial reporting that were determined to be material weaknesses. We cannot assure you that we will not have internal control
deficiencies in the future, including deficiencies that may be deemed to be material weaknesses, which could in turn harm our
business, financial condition and results of operations. In addition, any improvement in economic conditions will likely extend the
lead—-time for procuring components. If we do not plan properly or if the demand rises too quickly, we will face material shortages.
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The solid-state storage market is evolving and we may not have rights to manufacture and sell certain types of flash card formats
we may be forced to pay a royalty to sell digital media in these formats. Future digital media formats may not use our core
technology.

Many new digital cameras and other consumer devices now use digital media formats such as the Secure Digital Card or xD
Picture Card formats, which we do not have the rights to manufacture. Our cost structure on these products is higher than our cost
structure for other products. The Secure Digital Card was introduced by a consortium consisting of SanDisk, Matsushita and Toshi
The consortium charges significant license fees to other companies that want to manufacture SD Cards. The Secure Digital Card ¢
the xD Picture Card have rapidly gained broad consumer acceptance. This has resulted, and will likely continue to result in, a decli
in demand, on a relative basis, for products that we have the rights to manufacture without the payment of a royalty. Also, SanDisk
and M-Systems have created a new organization called U3 which purports to set standards for features relating to USB flash drive
U3 based USB flash drives were to be widely accepted and we were required to pay a royalty to manufacture such products, it wot
have a negative impact on our margins.

In the first nine months of 2005, products we purchase and resell significantly increased as a percentage of our total net revenu
We believe that one of our advantages is our ability to offer retailers all major flash card formats, and, if we were unable to supply ¢
flash card formats at competitive prices or if we were to have product shortages, our margins would be adversely impacted and ou
customers would likely cancel orders or seek other suppliers to replace us.

We market our digital media primarily on the basis of its superior technology. If we are unable to achieve or maintain technologica
leadership or gain commercial acceptance of the performance and technology advantages of our products, our revenues and gro:
margins would likely decline significantly.

We market our digital media primarily on the basis of its performance and technology advantage over our competitors’ products
doing so, we have emphasized our speed and other advantages over our competitors’ products and have tried to establish ourselv
the brand of choice among professional photographers. In the second quarter of 2005, in collaboration with Canon, we identified a
image condition found to be rare and specific to select Canon cameras when used with CompactFlash cards, including our own. T¢
ensure compatibility, we offered to rework our Professional 80x CompactFlash cards and Canon offered a camera firmware update
address issues experienced with other cards for customers who experienced the problem with the identified Canon cameras. We a
Canon continue to work together to ensure compatibility across product lines. The total estimated cost to rework the affected produ
is expected to be approximately $0.9 million, all of which was provided for in the second quarter of 2005. Aggregate costs incurred
rework the affected products during the second and third quarter of 2005 were approximately $0.3 million. If this incompatibility has
serious negative impact on our reputation with photographers, particularly professional photographers, our revenues and margins \
be negatively impacted.

We label our CompactFlash and some of our JumpDrive and Secure Digital Card products as capable of sustained write speed
performance in which 1x is equal to a write speed capability of 150 kilobytes per second, nomenclature similar to that used in the
CD-ROM industry. For example, our 4x CompactFlash digital film is capable of sustained write speeds of at least 600 kilobytes pe
second. Currently, we offer CompactFlash, Secure Digital and JumpDrive flash drives capable of minimum sustained write speeds
to 80x, 32x and 120x, respectively. Our highest capacity card is currently eight gigabytes. In addition to offering flash memory card
in a variety of speeds and capacities, we are also offering more advanced features in some of our flash media card products, such
Write Acceleration technology, the ActiveMem®M System and LockTigh CompactFlash. We also market our JumpDrive
products in a range of functionality to target specific consumer needs.

From time to time our competitors have introduced products for which they have claimed large storage capacities, high, sustain
write speeds, including write speeds faster than that of some of our own competing products, and similar functionality to that of our
own products. If we are unable to design and manufacture products that are technologically superior to those of our competitors, if
lose our status as a brand preferred by professional photographers or if we are unable to gain commercial acceptance of the
performance and technology advantages of our products, we will be unable to achieve a premium price for our products. If this wer
occur, our revenues and gross margins would likely decline significantly.

44




Table of Contents

Increased competition in the digital media market may lead to a decrease in our revenues and market share.

Our industry is characterized by intense competition, supply shortages or oversupply, rapid technological change, evolving indu
standards, declining average selling prices and rapid product obsolescence. Our existing competitors include many large domestic
international companies that have longer operating histories and have or may have greater brand name recognition, greater acces:
flash memory, substantially greater financial, technical, marketing and other resources, broader product lines and longer standing
relationships with retailers, OEMs and end users. As a result, these competitors may be able to better absorb price declines, ensur
more stable supply, adapt more quickly to new or emerging technologies or devote greater resources to the promotion and sale of
products than we may. Ultimately, this may lead to a decrease in our sales and market share.

We compete with semiconductor companies that manufacture and sell flash memory chips or flash memory cards. These incluc
Hynix, Infineon, Micron, Renesas, Samsung, SanDisk, ST Micro and Toshiba. SanDisk and Toshiba jointly develop and manufactu
both low-cost and high—performance flash memory through their Flash Vision joint venture. Because flash memory represents a
significant portion of the cost of flash media, SanDisk and other flash manufacturers may have a competitive advantage and may
access to flash memory at prices substantially below the prices that our suppliers charge to us. SanDisk has other competitive
advantages in that it also collects substantial royalties pursuant to license agreements with Samsung and others. SanDisk also coll
royalties on the manufacture and sale of SD Cards. In conjunction with the SanDisk/Samsung license agreement, SanDisk has
announced that Samsung sells flash to SanDisk at very favorable pricing.

We also face significant competition from manufacturers or card assemblers and resellers that either resell flash cards purchase
from others or assemble cards from controllers and flash memory chips purchased from companies such as Renesas, Samsung ol
Toshiba, into flash cards. These companies include Crucial, Dane—Elec, Delkin Devices, Feiya, Fuji, Hagiwara, Hewlett Packard,
Data I/O, Infineon, Kingston, Kodak, M-Systems, Matsushita, Memorex, Memory Plus, Micron, PNY, PQI, Pretec, Ritek, Samsung
SanDisk, Silicon Storage Technology, SimpleTech, SMART Modular Technologies, Sony, TDK, Transcend, Viking InterWorks and
many others.

In addition, an increasing number of companies are manufacturing their own controllers, including Genesys, Hyperstone, Prolifi
SanDisk, Sigmatel, Silicon Storage Technology, SMI, Solid State System, Sony and Zoran. Such companies either combine their
controller with flash memory from third parties to manufacture their own flash cards or sell their controllers to third parties who use
them to assemble flash cards. Additionally, major semiconductor companies such as Infineon, Micron, Renesas, Samsung and To:
have also developed or are currently developing their own controllers that will likely compete with our controller and/or card sales.

Furthermore, many companies have introduced USB flash drives that compete directly with our JumpDrive line of products. The
include Apacer, Belkin, Fuji, lomega, JMTek, KTl Networks, M-Systems, Netac, PNY, Samsung, SanDisk, SimpleTech, Sony, Trel
and many others.

Many of our competitors are larger than we are and, because they manufacture their own controllers and flash memory, do not
depend to the extent we do on third parties to supply them with those products. Flash memory has been in short supply for a numb
guarters which has resulted in our flash costs decreasing at a slower rate than product pricing in the market. Companies that
manufacture their own flash memory will have a significant advantage so long as this allocation situation continues.

Our competitors have also introduced certain flash card formats. For example, a consortium consisting of SanDisk, Matsushita :
Toshiba have developed the Secure Digital Card, a media format used in digital cameras as well as in other electronic applications
and Fuji and Olympus introduced the xD Picture Card. Although we currently sell these flash memory products, which we source
from third parties, we must pay significant royalties or higher costs to do so and may not be able to do so in the future at a reasona
rate or at all. In addition, SanDisk has introduced TransFlash, or MicroSD, which is designed to be used in cell phone applications.
we are unable to obtain the rights to manufacture these products, our business will be adversely affected.

We also face competition from some manufacturers of traditional film products. Kodak and Fuji are the largest and best—known
manufacturers of traditional film products. Fuji has entered the flash card market, but does not yet manufacture its own flash cards.
Last year, we entered into an agreement with Kodak to sell flash cards under the Kodak brand on a worldwide basis. With their
resources and worldwide brand recognition, Fuji and Kodak, if we were to lose the rights to sell products under that brand, would b
formidable competitors for our core business.

Several companies, such as Cornice, IBM, and Matrix Semiconductor, have introduced competing technologies for use in digita
cameras. These include products such as Digital Capture Technology and the MicroDrive. Although the cost per megabyte of rotat
media such as Digital Capture Technology and the MicroDrive is lower than that of flash cards, rotating media has historically had
higher power consumption and lower reliability than flash cards. Compact discs can also be used as a storage medium for digital
cameras and other devices, and, while inexpensive, are quite bulky. We expect to continue to face competition from existing or futt
competitors that design and market similar or alternative data storage solutions that may be less costly or provide additional featur:
If a manufacturer of digital cameras or other consumer electronic devices designs one of these alternative competing standards int
products, the digital media we manufacture, as currently configured, will not be compatible with that product and our revenues may
decline.
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If we are unable to develop and introduce, on a timely basis, new products or services that are accepted by our customers and
consumers, we will not be able to compete effectively in our market.

We operate in an industry that is subject to evolving industry standards, rapid technological changes, rapid changes in consume
demands and the rapid introduction of new, higher performance products that shorten product life cycles and tend to decrease ave
selling prices. To remain competitive in this demanding market, we must continually design, develop and introduce new products a
services that meet the performance and price requirements of our customers and consumers. For example, as the number of flash
formats proliferates, it puts significant additional strain on our engineering group to design controllers for each format. Any significa
delay or failure in releasing new products or services would harm our reputation, provide a competitor a first—to—market opportunity
or allow a competitor to achieve greater market share. Also, we cannot assure you that any products or services we do introduce w
gain market acceptance. The introduction of new products is inherently risky because it is difficult to foresee advances in technolog
and the adoption of new standards, to coordinate our technical personnel and strategic relationships, to identify and eliminate desi
and product flaws and successfully develop product features and designs that will appeal to a wide range of consumers. We may r
be able to recoup research and development expenditures if our new products or services are not widely accepted.

If we are unable to develop or maintain the strategic relationships necessary to develop, sell and market products that are
commercially viable and widely accepted, the growth and success of our business may be limited.

We may not be able to develop and sell products that are commercially viable and widely accepted if we are unable to anticipat
market trends and the price, performance and functionality requirements of digital camera and flash memory manufacturers and
customers. We must continue to collaborate closely with our customers, digital camera manufacturers, flash memory manufacturer
and other suppliers to ensure that critical development, marketing and distribution projects proceed in a coordinated manner. This
collaboration is also important because our ability to anticipate trends and plan our development activities depends to a significant
degree upon our continued access to information derived from strategic relationships we currently have with digital camera and fla:
memory manufacturers. This collaboration can be difficult because many of these companies are located in Europe or Asia. If any
our current relationships terminate or otherwise deteriorate, or if we are unable to enter into future alliances that provide us with
comparable insight into market trends, we will be hindered in our product development efforts.

We rely to a significant degree on retailers to sell our digital media products and our inability to control the activities of such
retailers could cause our operating results and gross margins to fluctuate significantly.

We sell a significant percentage of our digital media products through retailers, most notably in the third quarter of 2005, Best B
Office Max, Ritz Camera Centers, Target and Wal-Mart and Sam’s Club. Sales to retailers subject us to many special risks, includ
the following:

. continued downward pricing pressure in the retail channel has necessitated, and we expect will continue to necessitate pric

protection of the inventories of our products that many of our customers carry;

. retailers may emphasize our competitors’ products over our products or decline to carry our products or we may lose our
exclusive relationship with certain retailers;

. loss of market share if the retailers that carry our products do not grow as quickly and sell as many digital media products a
the retailers that carry the digital media products of our competitors;

. loss of business or monetary penalties if we are unable to satisfy the product needs of these customers or fulfill their orders
a timely basis;

. increased sales and marketing expenses if we are unable to accurately forecast our customer’s orders, including, among of
items, increased freight and fulfillment costs if faster shipping methods are required to meet customer demand;
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. product returns could increase as a result of our strategic interest in assisting retailers in balancing their inventories;
. reduced ability to forecast sales; and

. reduced gross margins, delays in collecting receivables and increased inventory levels due to the increasing tendency for s

retailers to require products on a consignment basis.

Availability of reliable sell-through data varies throughout the retail channel, which makes it difficult for us to determine actual
retail product revenues until after the end of each of our fiscal quarters. Unreliable sell-through data may result in either an
overstatement or understatement of our reported revenues and results of operations. Our arrangements with our customers also pl
them price protection against declines in our recommended selling prices. Except in limited circumstances, we do not have exclusi
relationships with our retailers or distributors and therefore must rely on them to effectively sell our products over those of our
competitors. Our reliance on the activities of retailers over which we have little or no control could cause our operating results and
gross margins, and consequently the price of our common stock, to fluctuate significantly.

We depend primarily on United Microelectronics Corporation, or UMC, to manufacture our controllers, and if we are unable to
obtain from UMC sufficient quantities of controllers at acceptable quality, yields and prices, and in a timely manner, we may not b
able to meet customer demand for our products, which could limit the growth and success of our business.

We do not own or operate a semiconductor fabrication facility, or fab. Instead, we rely primarily on a foundry, UMC, to produce
the majority of our controller products. Our reliance on an independent foundry involves a number of significant risks, including

. reduced control over delivery schedules, quality assurance, manufacturing yields and production costs; and

. unavailability of, or delayed access to, next—generation or key process technologies.

We have entered into a supply agreement with UMC under which we are obligated to provide UMC with a rolling forecast of our
anticipated purchase orders. Such forecasts may only be changed by a certain percentage each month. This limits our ability to re
significant fluctuations in demand for our products. If UMC were to become unable or unwilling to continue manufacturing our
controllers in the required volumes, at acceptable quality, yields and prices, and in a timely manner, we might not be able to meet
customer demand for our products, which could limit the growth and success of our business. We have qualified other fabs, but we
cannot assure you that they will have sufficient capacity to accommodate our demand at any particular time. Our contract with UM(
terminates in December 2005. If we cannot agree on the terms of a renewal for this agreement, we would likely continue to purcha
controllers from UMC on a purchase order basis, and our prices could increase or we could receive less allocation from UMC, eithe
of which would have a negative impact on our revenues and margins.

In addition, if competition for foundry capacity increases, we may incur significant expenses to secure access to manufacturing
services, which in turn may cause our product costs to increase substantially. We expect that the demand for capacity at these fac
will change in the near future due to fluctuating demand for consumer electronic and industrial products that depend on
semiconductors manufactured at these facilities. All of these foundries are located in an area of the world that may be subject to
political and economic instability, the SARS epidemic and natural disasters, particularly earthquakes. While the last major earthque
in Taiwan did not have a significant impact on deliveries to us from UMC, a similar event in the future at one of their foundries couls
have a significant impact.
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We depend solely on third—party subcontractors for assembly and testing of our digital media products, which could result in
product shortages or delays or increase our costs of manufacturing, assembling or testing our products.

Our flash cards are primarily assembled and tested by PC Partner in China; Macrotron and Power Digital Card in Taiwan; Ventt
Manufacturing Services in Singapore and Indonesia; and Venture Manufacturing, Vitron, Macrotron and PC Partner in the United
States. We do not have a long—term agreement with Vitron, Venture Manufacturing or PC Partner and typically obtain services fror
them on a per order basis. Additionally, our controllers are assembled, tested and packaged primarily by Advanced Semiconductot
Engineering in Taiwan and Advanced Interconnection Technologies in Indonesia and in the United States. Our reliance on these
subcontractors involves risks such as reduced control over delivery schedules, quality assurance, inventory levels and costs. Thes
risks could result in product shortages or increase our costs of manufacturing, assembling or testing our products. If these
subcontractors are unable or unwilling to continue to provide assembly and test services and deliver products of acceptable quality
acceptable costs and in a timely manner, we would have to identify and qualify other subcontractors. This could be time—consumin
and difficult and result in unforeseen operations problems.

If our efforts to optimize our supply chain are unsuccessful and we are unable to meet our customers’ requirements, our business
could be negatively impacted.

In order to improve our ability to operate within an increasingly competitive environment, we are taking a variety of measures
designed to improve operational efficiency, including streamlining our logistics to improve inventory management and reducing
manufacturing costs and operating expenses. One impact of these changes will be that we will carry less inventory as a buffer aga
irregular deliveries from our suppliers. If we are unsuccessful in our efforts to improve operational efficiency, or, if the third—party
subcontractors and suppliers on whom we depend fail to deliver or manufacture products in a timely manner or are unable or
unwilling to provide the products and services we obtain from them at the cost and quality we require, our supply of components m
be adversely affected. If this were to occur, we would not be able to deliver products to our customers in a timely manner necessar
meet their requirements. As a result, our business could be harmed, we may lose customers, and we may be unable to achieve ou
of sustaining profitability.

Ouir failure to successfully promote our brand and achieve strong brand recognition in target markets could limit or reduce the
demand for our products and services.

We believe that brand recognition will be important to our ability to succeed as the digital photography and the digital media
markets continue to develop. We plan to continue to invest in marketing programs to create and maintain prominent brand awarent
If we fail to promote our brand successfully, or if the expenses associated with doing so become increasingly high, our business m
not grow as we anticipate. Other companies, who may have significantly more resources to promote their own brands than we do,
not be aggressively promoting their flash card brands. If they begin to more aggressively promote their brand or if our products exh
poor performance or other defects, our brand may be adversely affected, which would inhibit our ability to attract or retain custome

If we encounter difficulties in attracting and retaining qualified personnel, we may not be able to successfully execute our busines:
strategy, we may need to grant large stock—based incentives that could be dilutive to our stockholders and we may be required to
pay significant salaries which would increase our general and administrative costs.

Our future success will depend to a significant extent on the continued services of our key employees, including Eric B. Stang, c
Chairman of the Board of Directors, President and Chief Executive Officer, and Petro Estakhri, our Chief Technology Officer and
Executive Vice President of Engineering. Our success will also depend on our ability to attract and retain qualified technical, sales,
marketing, finance and managerial personnel. If we are unable to find, hire and retain qualified individuals, we may have difficulty
implementing portions of our business strategy in a timely manner, or at all.

We may experience difficulty in hiring and retaining candidates with appropriate qualifications. To attract and retain qualified
personnel, we may be required to grant large option or other stock—based incentive awards, which may be highly dilutive to existin
stockholders and, as a result of SFAS 123(R), would require us to record compensation expense related to such grants, which wot
result in lower reported earnings. We may also be required to pay significant base salaries and cash bonuses to attract and retain
individuals, which could harm our operating results. If we do not succeed in hiring and retaining candidates with appropriate
qualifications, we will not be able to grow our business.
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If our products contain defects, we may incur unexpected and significant operating expenses to correct the defects, we may be
required to pay damages to third parties and our reputation may suffer serious harm.

Although the digital media products that we manufacture are tested after they are assembled, these products are extremely con
and may contain defects. These defects are particularly likely when new versions or enhancements are released. The sale of prodi
with defects or reliability, quality or compatibility problems may damage our reputation and our ability to retain existing customers
and attract new customers. For example, if there are defects in our products that cause loss of data, customers may lose their digit
images stored on our digital media. In addition, product defects and errors could result in additional development costs, diversion o
technical and management resources, delayed product shipments, increased product returns, product liability claims against us wt
may not be fully covered by insurance or other operational expenditures. For example, during the second quarter of 2005, in
collaboration with Canon, we identified a lost image condition found to be rare and specific to select Canon cameras when used wi
CompactFlash cards, including our own. To ensure compatibility, we offered an update for our Professional 80x CompactFlash car
and Canon offered a camera firmware update to address issues experienced with other cards to customers who experienced a pro
with the identified Canon cameras. The total estimated cost to rework these products is expected to be approximately $0.9 million.
Aggregate costs incurred to rework the affected products during the second and third quarter of 2005 were approximately $0.3 mill
Finally, products we source from others may have defects that we cannot quickly fix and that will require us to return them to the
manufacturer, which could result in delayed product shipments and damage to our reputation.

Our significant sales outside the United States subject us to increasing foreign political and economic risks, including foreign
currency fluctuations, and it may be difficult for us to anticipate demand and pricing in those regions or effectively manage the
distributor channels and relationships in those regions.

Total net revenues outside of the United States accounted for approximately 44.0% of our total net revenues for the nine month
ended September 30, 2005. We generated a majority of our international revenues from product sales in Europe and from product
sales and licensing agreements in Asia. The European and Asian markets are intensely competitive. One of our principal growth
strategies is to expand our presence in this and other international markets both through increased international sales and strategi
relationships. For example, we are expanding distribution of our products into Latin America, China, India, Malaysia, Indonesia, the
Middle East, Russia and Eastern Europe. Consequently, we anticipate that sales outside of the United States will continue to accot
for a significant portion of our net revenues in future periods. Accordingly, we are subject to international risks, including:

»  foreign currency exchange fluctuations;

. political and economic instability;

. delays in meeting customer commitments due to difficulties associated with managing an international distribution system;
. increased time to collect receivables caused by slower payment practices that are common in many international markets;
. difficulties associated with managing export licenses, tariffs and other regulatory issues pertaining to international trade;

. increased effort and costs associated with the protection of our intellectual property in foreign countries;

. natural disasters, political uncertainties and changing regulatory environments in foreign countries; and

. difficulties in hiring and managing employees in foreign countries.

In addition, if we are unable to accurately anticipate demand and pricing of products in international markets, or if we cannot wo
effectively with our distribution partners to create demand, develop effective marketing programs, manage inventory levels and coll
receivables in a timely fashion, our operating results will be harmed and our stock price will likely decline. Increases in the value of
the United States dollar relative to foreign currencies could cause our products to become less competitive in international markets
could adversely affect our operating results. Although the sales of our products are denominated primarily in United States dollars,
also have product sales denominated in British pounds, Euros and other European currencies, as well as the Japanese yen. To the
extent our prices are denominated in foreign currencies, particularly the British pound, the Euro and Japanese yen, we will be expc
to increased risks of currency fluctuations.

We have foreign subsidiaries in Australia, Great Britain, Japan, Hong Kong, Shanghai and Singapore that operate and sell our
products in various global markets. As a result, we are exposed to risks associated with changes in foreign currency exchange rate
our sales as well as our costs denominated in those currencies. We use forward contracts, to manage the exposures associated w
net asset or liability positions. However, we cannot assure you that any policies or techniques that we have implemented will be
successful or that our business and financial condition will not be harmed by exchange rate fluctuations.
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If our suppliers or customers elect to compete with us in the digital media market, our revenues and gross margins would likely
decline.

We sell our controllers to companies that use our controllers to manufacture flash card products. Many of these customers are |
companies that have longer operating histories and greater brand recognition, greater access to flash memory, substantially greate
financial, technical, marketing and other resources and longer standing relationships with customers. If these companies elected tc
compete directly with us in the digital media market or in our retail channels, our revenues and gross margins would likely decline.

Our financial results may be affected by mandated changes in accounting and financial reporting.

We prepare our financial statements in conformity with accounting principles generally accepted in the United States of Americe
These principles are subject to interpretation by the Securities and Exchange Commission and various bodies formed to interpret &
create appropriate accounting policies. A change in these policies can have a significant effect on our reported results and may eve
retroactively affect previously reported transactions.

In particular, changes to FASB guidelines relating to accounting for stock—based compensation will likely increase our
compensation expense, could make our operating results less predictable in any given reporting period and could change the way
compensate our employees or cause other changes in the way we conduct our business.

Changes in securities laws and regulations have increased our costs; further, in the event we are unable to satisfy regulatory
requirements relating to internal control over financial reporting, or if our internal control over financial reporting is not effective,
our business could suffer.

The Sarbanes—-Oxley Act of 2002 that became law in July 2002 required changes in our corporate governance, public disclosur
and compliance practices. The number of rules and regulations applicable to us have increased, and will continue to increase, our
and financial compliance costs and have made some activities more difficult, such as stockholder approval of new option plans. In
addition, we have incurred and expect to continue to incur significant costs in connection with compliance with Section 404 of the
Sarbanes—Oxley Act regarding internal control over financial reporting. These laws and regulations and perceived increased risk of
liability could make it more difficult for us to attract and retain qualified members of our board of directors, particularly to serve on
our audit committee, and qualified executive officers. We cannot estimate the timing or magnitude of additional costs we may incur
a result.

Our stock price and those of other technology companies have experienced extreme price and volume fluctuations, and, accordin
our stock price may continue to be volatile.

The trading price of our common stock has fluctuated significantly since our initial public offering in August 2000. Many factors
could cause the market price of our common stock to fluctuate, including:

e variations in our quarterly operating results;

. announcements of technological innovations by us or by our competitors;

. introductions of new products or new pricing policies by us or by our competitors;

. departure of key personnel;

»  the gain or loss of significant orders or customers;

»  sales of common stock by our officers and directors;

. changes in the estimates of our operating performance or changes in recommendations by securities analysts;
. announcements related to our outstanding litigation; and

. market conditions in our industry and the economy as a whole.
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In addition, stocks of technology companies have experienced extreme price and volume fluctuations that often have been
unrelated or disproportionate to these companies’ operating performance. Public announcements by companies in our industry
concerning, among other things, their performance, accounting practices or legal problems could cause fluctuations in the market f
stocks of these companies. These fluctuations could lower the market price of our common stock regardless of our actual operatin
performance.

In the past, securities class action litigation has often been brought against a company following a period of volatility in the mark
price of its securities. Following just such a period of volatility in the market price of our securities, we were named as a defendant
federal securities class action litigation and named a nominal defendant in similar derivative litigation against certain of our officers
and directors. Although the plaintiffs in those actions have agreed to dismiss the litigation with prejudice, similar litigation in the
future could result in substantial costs and divert management’s attention and resources, which could harm our operating results a
our business. The conduct of any such proceedings could negatively impact our stock price, and an unfavorable outcome could ha
material adverse impact on our financial position and liquidity.

Risks Related to Our Industry
Our business will not succeed unless the digital photography market and other markets that use flash media continue to grow anc
are accepted by consumers.

We currently depend on sales of digital media and connectivity products to digital camera owners for a substantial portion of oul
revenues, which exposes us to substantial risk in the event the digital photography market does not continue to grow rapidly. The
digital photography market has grown very rapidly over the last several years and may now be reaching maturity and lower growth
rates. The success of this market depends on many factors, including:

« the availability of digital cameras at prices and with performance characteristics comparable to traditional cameras;

» the availability of digital media that meets users’ requirements with respect to price, speed, connectivity, capacity and
compatibility;

» the speed at which digital cameras are able to take successive photographs;
» the ease with which digital files can be transferred to a personal computer or printer;
»  the availability of digital image prints comparable in quality and price to traditional photographs; and

*  market conditions in the industry and the economy as a whole.

In addition to the above factors related to the digital photography market as a whole, we believe the following additional factors
will affect the successful adoption of digital photography by consumers:

. marketing campaigns that increase brand awareness in end-user markets, both domestically and internationally;

. increased association between brand names and attractive price and performance characteristics; and

* heightened consumer confidence in digital photography technology.

Over the last several years, we have derived the majority of our revenue from the digital camera market. Although other
applications such as USB storage devices, cell phones, personal digital assistants and MP3 players may consume large volumes c
flash cards in the near future, today the digital photography market still remains the primary driver of demand for flash cards. We
expect that the digital photography market will experience significantly slower growth rates over the next several years. As growth
rates in this market begin to decline, our growth will be increasingly dependent on the development of new markets and new produ
for NAND flash memory. However, if these new applications do not develop or if we are unable to successfully expand our product
offerings into these markets and into the channels that serve these markets, demand for our products may not increase at the sam
as they have in the past. At the present time, the extent to which these new applications will use or continue to use removable digit
media is unclear. Cell phones, for example, could use embedded rather than removable storage. In addition, USB storage devices,
phones or MP3s could use miniature hard disk technologies rather than flash based digital media. Such developments would likely
result in a reduction of anticipated future demand for flash media sales thereby negatively impacting our revenues, revenue growth
gross margins.
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There can be no assurance that new markets and products will develop and grow fast enough, or that new markets will adopt
NAND flash technologies or our products, to enable us to continue our growth. If the digital photography market does not continue
grow and be accepted by professional, commercial and consumer users, or if any reduction in demand in digital photography is no
absorbed by new applications, we will not continue to grow at the rates that we have in prior years.

General economic conditions, political and military conditions associated with current worldwide conflicts and similar events may
prevent consumers from purchasing our products, and reduced demand for digital media and related products may prevent us fro
achieving targeted revenues and profitability.

Our revenues and our ability to return to profitability depend significantly on the overall demand for flash cards and related
products. Sales of consumer electronic goods, including our products, have historically been dependent upon discretionary spendil
by consumers, which may be adversely affected by general economic conditions. Changes in the U.S. and the global economy, su
a decline in consumer confidence or a slowdown in the United States economy, may cause consumers to defer or alter purchasing
decisions, including decisions to purchase our products. If the economy declines as a result of recent economic, political and socia
turmoil, consumers may reduce discretionary spending and may not purchase our products, which would harm our revenues as
softening demand caused by worsening economic conditions has done in the past.

If digital camera manufacturers do not develop and promote products that are able to take advantage of our fastest digital media
products, the growth and success of our business may be limited.

We depend on the research and development, marketing and sales efforts of digital camera manufacturers in developing, mark
and selling digital cameras that can use our more advanced existing and future products. Most of the digital cameras currently
available on the market do not incorporate technologies that can take advantage of the speed available in our fastest digital film
products or the advanced features available in some of our products, such as LockTight CompactFlash. If digital camera
manufacturers do not successfully develop, market and sell digital cameras that take full advantage of our most advanced products
from which we realize higher gross margins, the growth and success of our business may be negatively impacted.

The manufacturing of our products is complex and subject to yield problems, which could decrease available supply and increase
costs.

The manufacture of flash memory and controllers is a complex process, and it is often difficult for companies to achieve accept:
product yields. Reduced flash memory yields could decrease available supply and increase costs. Controller yields depend on bott
product design and the manufacturing process technology unique to the semiconductor foundry. Because low yields may result fro
either design defects or process difficulties, we may not identify yield problems until well into the production cycle, when an actual
product exists and can be analyzed and tested. In addition, many of these yield problems are difficult to diagnose and time consurr
or expensive to remedy.

Risks Related to Our Intellectual Property
If we are unable to adequately protect our intellectual property, our competitors may gain access to our technology, which could
harm our ability to successfully compete in our market.

We regard our intellectual property as critical to our success. If we are unable to protect our intellectual property rights, we may
unable to successfully compete in our market.

We rely on a combination of patent, copyright, trademark and trade secret laws, as well as confidentiality agreements and other
methods to protect our proprietary technologies. As of September 30, 2005, we had been granted or allowed 89 patents in the Unit
States and other countries and had 94 pending United States and foreign patent applications. We cannot assure you, however, the
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. any of our existing or future patents will not be invalidated;
. patents will be issued for any of our pending applications;
. any claims allowed from existing or pending patents will have sufficient scope or strength; or

. our patents will be issued in the primary countries where our products are sold in order to protect our rights and potential

commercial advantage.

It may also be possible for a third party to copy or otherwise obtain and use our products or technology without authorization,
develop similar technology independently or design around our patents.

We are involved in intellectual property litigation, and expect to become involved in additional litigation that could divert
management’s time and attention, be time—consuming and expensive to defend and limit our access to important technology.

We are a party to litigation with third parties to protect our intellectual property or as a result of an alleged infringement of others
intellectual property. We expect to be involved in additional patent litigation in the future. These lawsuits could subject us to
significant liability for damages. These lawsuits could also lead to the invalidation of our patent rights. Patent lawsuits are extremel
expensive and time—consuming and can divert management’s time and attention. When we sue other companies for patent
infringement, it may prompt them to respond by suing us for infringement of their patents. We are also negotiating license agreeme
with third parties, which could result in litigation if these negotiations are unsuccessful. Additional patent litigation would
significantly increase our legal expenses, which would result in higher operational expenses and lower operating margins. We are
currently in patent litigation with Toshiba. In this litigation, we have asserted that Toshiba infringes thirteen of our patents through
their sale of flash memory chips, cards and cameras. In a separate action, Toshiba has asserted that we infringe eight of Toshiba’s
patents through our sale of flash devices that we manufacture and readers. Such products comprise a substantial portion of our
revenues. If we were found to infringe Toshiba’s patents or if we were involved in other intellectual property litigation, we could be
forced to do one or more of the following:

. pay damages on products that were found to infringe the other party’s intellectual property;

»  stop selling products or using technology that contain the allegedly infringing intellectual property;

. attempt to obtain a license to the relevant intellectual property, which license may not be available on reasonable terms or ¢
all; and

. attempt to redesign those products that contain the allegedly infringing intellectual property.

If we are forced to take any of the foregoing actions, we may incur additional costs or be unable to manufacture and sell our
products. We also do not currently manufacture certain digital media formats and currently purchase such cards from third parties f
resale. Not all of our suppliers provide us with indemnification regarding such sales. Other suppliers impose limits on their
indemnification obligations. If such products infringe the intellectual property rights of a third party or if we are found to owe license
fees or royalties relating to these products, our margins and operating results would be severely negatively impacted.

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Foreign Currency Risk. We sell our products primarily to customers in the U.S. and, to a lesser extent, the Asia Pacific region,
Canada, Europe and Japan. Most of our sales are currently denominated in U.S. dollars. Although the amount of our sales
denominated in currencies other than U.S. dollars have declined during 2005, we anticipate an increasing amount of our sales will
denominated in British pounds, Canadian dollar, Euro, and the Japanese yen. Foreign currency denominated revenues were
approximately 18.7 and 28.2 percent of our total product revenues for the nine months ended September 30, 2005 and September
2004, respectively. We purchase our products and the materials and services to build our products primarily from vendors in Korea
Taiwan, Indonesia, China, the United States, the United Kingdom, Germany, Japan and Singapore. Most of these costs are curren
denominated in U.S. dollars. Although the amount of our product costs denominated in currencies other than U.S. dollars has decli
during 2005, we anticipate an increasing amount of our costs will be denominated in the Euro, Japanese yen, pound sterling and
possibly other currencies. Foreign currency denominated costs were approximately 3.9 and 6.4 percent of our cost of product reve
for the nine months ended September 30, 2005 and September 30, 2004, respectively. As a result, it is possible that our
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future financial results could be directly affected by changes in foreign currency exchange rates, and the prices of our products wol
become more expensive in a particular foreign market if the value of the U.S. dollar rises in comparison to the local currency, whicl
may make it more difficult to sell our products in that market. Conversely, the prices of our products would become less expensive
a particular foreign market if the value of the U.S. dollar falls in comparison to the local currency, which may make it easier to sell c
products in that market. We will continue to face foreign currency exchange risk in the future. Therefore, our financial results could
directly affected by weak economic conditions in foreign markets. These risks could become more significant as we expand busine
outside the U.S. or if we increase sales in non-U.S. dollar denominated currencies.

We have adopted and implemented a hedging policy to mitigate these potential risks. We use forward contracts to mitigate the
exposures associated with certain net foreign currency asset or liability positions. However, we cannot assure you that any policies
techniques that we have implemented, or may implement in the future, will be successful or that our business and financial conditic
will not be harmed by exchange rate fluctuations. We do not enter into derivative financial instruments for speculative or trading
purposes. During the nine months ended September 30, 2005, we entered into hedges on intercompany payables denominated in
British pound and Japanese yen. During the nine months ended September 30, 2005, the foreign currency exposures on our net a
and liability positions were not fully hedged. For the nine months ended September 30, 2004, net loss on our foreign currency net
asset and liability positions was $0.4 million, which was increased by net losses on hedging transactions of $0.1 million. For the nir
months ended September 30, 2005, losses on our foreign currency net asset and liability positions were $4.1 million and were offs
by gains on hedging transactions of $4.0 million. As of September 30, 2005, we held forward contracts with an aggregate notional
value of $50.4 million to hedge the risks associated with forecast British pound and Japanese yen denominated assets and liabilitie
At September 30, 2005, our aggregate exposure to non—U.S. dollar currencies, net of currency hedge contracts, was approximatel
$25.7 million. If, at September 30, 2005, we applied an immediate 10% adverse move in the levels of foreign currency exchange re
relative to these exposures, we would incur a foreign exchange loss of approximately $2.6 million.

Interest Rate Risk. Our exposure to market risk for changes in interest rates relates primarily to the increase or decrease in the
amount of interest income we earn on our investments and the amount of interest expense we pay on borrowings under our line of
credit. The risk associated with fluctuating interest rates impacts all of our investments because of the short duration of the
investments and our borrowings under our line of credit. Accordingly, our interest rate risk is primarily related to our cash, cash
equivalents and short-term investments, which amounted to $1.0 million at September 30, 2005. Our interest rate risk is related or
to our $29.1 million of borrowings under our line of credit facility with Wells Fargo Foothill at September 30, 2005. We do not plan t
use derivative financial instruments in our investment portfolio. We plan to ensure the safety and preservation of our invested
principal funds by limiting default risk and market risk. We plan to mitigate default risk by investing in investment-grade securities.
We have historically invested in investment—grade, short—term securities that we have held until maturity to limit our market risk.

All of the potential changes noted above are based on sensitivity analysis performed on our financial position at September 30,
2005. Actual results may differ materially.

ITEM 4. CONTROLS AND PROCEDURES
Evaluation of Disclosure Controls and Procedures.

Regulations under the Securities Exchange Act of 1934 require public companies to maintain “disclosure controls and procedur
which are defined to mean a company’s controls and other procedures that are designed to ensure that information required to be
disclosed in the reports that it files or submits under the Securities Exchange Act of 1934 is recorded, processed, summarized and
reported within the time periods specified in the Commission’s rules and forms. Our President and Chief Executive Officer and our
Chief Financial Officer, based on their evaluation of the effectiveness of the design and operation of our disclosure controls and
procedures as of the end of the period covered by this report as well as our Annual Report on Form 10-K, concluded that, our intel
control over financial reporting was not effective to provide reasonable assurance that the foregoing objectives are achieved as of
December 31, 2004 and September 30, 2005, based upon their findings of two control deficiencies that constituted material
weaknesses in connection with: (i) revenue recognition with respect to certain customers (primarily our resellers), including adeque
consideration of our estimates regarding offsets to or discounts from revenue such as price protection and promotional activities; a
(i) the accounting for inventory valuation reserves.

Changes in Internal Control Over Financial Reporting.

. Revenue recognition. During the first nine months of 2005, we began taking steps toward remediation of the material

weakness described above with respect to revenue recognition by taking the following actions:
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. Hiring additional personnel to review the effects of each price movement on our customers’ inventory and the impact o
price protection accruals;

. Instituting more rigorous policies and procedures regarding the approvals that must be obtained from management
personnel before reducing prices to either a specific customer or on a national level;

* Recording revenue from all of our retail customers on a sell-through basis to ensure that at the time revenue is
recognized for financial reporting purposes the effects of offsets or discounts to revenue, including the impact of price
moves we implemented in response to price moves by competitors, are accurately reflected in our statement of
operations;

. Increasing training and awareness to sales and marketing representatives on our processes and procedures; and

. Instituting more rigorous procedures regarding the approvals that must be obtained from management personnel befor
promotional activities can be accepted.

*  Accounting for inventory and related accounts and valuation reserves. During the first nine months of 2005, we began takin
steps toward remediation of the material weaknesses described above with respect to accounting for inventory and related
accounts and valuation reserves:

. Performing a more detailed and comprehensive review of our inventory to identify all excess and slow moving product:

. Increased management oversight on the analysis or review of inventory valuation reserves and their changes from per
to period;

. Enhancing review of inventory valuation reserves to ensure that all known price reductions and estimates of future pric
reductions are considered to identify write—downs to net realizable value; and

»  Evaluating responsibilities within our finance organization to improve our controls and increase the level of manageme
oversight of the process.

Although we have completed several of these corrective actions, we continue to record post—closing adjustments with respect t
accounting for inventory and related accounts and valuation reserves. As a result, we are working to identify additional controls anc
procedures, and we will need to test the effectiveness of these ongoing actions.

We believe that the corrective actions discussed above, when completed, will mitigate the control deficiencies identified above.
There is no guarantee that these actions, if completed by December 31, 2005, will be sufficient to remediate the previously-identifi
material weaknesses or newly—discovered control deficiencies. We plan to continue the on—going review and evaluation of our
internal control over financial reporting, and we may make other changes as we deem desirable based on management'’s reviews :
evaluations. For example, we continue to enhance our controls by hiring additional qualified personnel in key financial areas and b
automating a number of procedures. We will also institute more rigorous reviews of our consignment inventory that is held at our
customers including their reporting processes and procedures. We have been and will continue to expand the number of retail
customers who report their channel inventories to us. In addition, we will institute processes that more thoroughly review our
customers, procedures and reporting practices.

In addition, while we believe our disclosure controls and procedures and our internal control over financial reporting are
improving, no system of controls can prevent all error and all fraud. A control system, no matter how well designed and operated, ¢
provide only reasonable, not absolute, assurance that the control system’s objectives will be met. Further, the design of a control
system must reflect the fact that there are resource constraints, and the benefits of controls must be considered relative to their co:
Because of the inherent limitations in all control systems, no evaluation of controls can provide absolute assurance that all control
issues and instances of fraud, if any, within our company have been detected. These inherent limitations include the realities that
judgments in decision—making can be faulty, and that breakdowns can occur because of simple error or mistake. Controls can alsc
circumvented by the individual acts of some persons, by collusion of two or more people, or by management override of the contro
The design of any system of controls is based in part upon certain assumptions about the likelihood of future events, and there car
no assurance that any design will succeed in achieving its stated goals under all potential future conditions. Over time, controls ma
become inadequate because of changes in conditions or deterioration in the degree of compliance with its policies or procedures.
Because of the inherent limitations in a cost—effective control system, misstatements due to error or fraud may occur and not be
detected.

Except as described above, during the third quarter ended September 30, 2005, there were no changes in our internal control o
financial reporting that have materially affected, or are reasonably likely to materially affect, our internal control over financial
reporting.
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PART II-OTHER INFORMATION
Item 1. Legal Proceedings.
Litigation with Toshiba
We are involved in three separate lawsuits with Toshiba as follows:
Lexar Media, Inc. v. Toshiba Corporation, Toshiba America, Inc. and Toshiba America Electronics Corporation

On November 4, 2002, we filed a lawsuit in Santa Clara County Superior Court against Toshiba Corporation, Toshiba America,
Inc. and Toshiba America Electronics Corporation (“TAEC”) alleging theft of trade secrets and breach of fiduciary duty. We later
filed an amended complaint to add violation of California Business and Professions Code Section 17200 and to drop without prejuc
claims against Toshiba America, Inc. The basis of our allegations were that since our inception in 1996, and including the period fr
1997 through 1999 when Toshiba was represented on our Board of Directors, Toshiba had access to and was presented with deta
our strategy as well as our methods of achieving high performance flash devices that Toshiba has now incorporated into its flash cl
and flash systems.

Trial began on February 7, 2005, and after a six-week trial, on March 23, 2005 the jury found that Toshiba Corporation and TAI
misappropriated our trade secrets and breached their fiduciary duty to us. The jury awarded us $255.4 million in damages for
Toshiba’'s misappropriation of trade secrets. The jury also awarded us $58.7 million in damages for Toshiba’s breach of fiduciary
duty, $58.7 million in damages for TAEC's breach of fiduciary duty and $8.2 million in prejudgment interest for breach of fiduciary
duty. The jury also found Toshiba and TAEC’s breach of fiduciary duty was oppressive, fraudulent or malicious which supported ar
award of punitive damages. On March 25, 2005, the jury awarded an additional $84.0 million in punitive damages. The total of thes
awarded damages is over $465.0 million.

On July 8, 2005, the Superior Court of the State of California entered a Statement of Decision in which it found that Toshiba
engaged in unfair or unlawful competition, thereby violating California Business and Professions Code Section 17200. However, th
Court declined our request to enter an injunction against Toshiba flash memory products that incorporate our trade secrets.

On September 30, 2005, the Court issued an order concerning two post-trial motions. First, the Court ruled against defendants’
motion that the jury’s verdict was merely advisory with respect to unjust enrichment. Second, the Court denied our motion for
post-verdict, pre—judgment interest.

On October 14, 2005, the Court entered final judgment affirming the jury’s verdict. Now that the judgment is final, California law
requires that interest accrue on the amount of the judgment at the statutory rate of 10 percent simple interest, which is approximate
$46 million per year. The Court has scheduled a hearing on defendant’s motion for a new trial and motion for judgment
notwithstanding the verdict for November 28, 2005.

On October 12, 2005 and October 26, 2005, respectively, the Court of Appeals and the California Supreme Court declined to
review Toshiba’s interim appeals requesting delay of the entry of final judgment and stay of post—-judgment proceedings in this cas
Toshiba has publicly indicated that it intends to appeal the jury verdict, and we intend to contest any such appeal vigorously.

Toshiba Corporation v. Lexar Media, Inc.; Lexar Media, Inc. v. Toshiba Corporation

On November 1, 2002, Toshiba Corporation filed a lawsuit seeking declaratory judgment that Toshiba does not infringe our U.S
Patent Nos. 5,479,638; 5,818,781; 5,907,856; 5,930,815; 6,034,897; 6,040,997; 6,134,151; 6,141,249; 6,145,051; 6,172,906;
6,202,138; 6,262,918; 6,374,337; and 6,397,314 or that these patents are invalid. This suit was filed in the United States District C
for the Northern District of California. Toshiba does not seek monetary damages or an injunction in this action. We believe that
Toshiba’s claims are without merit and are contesting this lawsuit vigorously.
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On November 21, 2002, we filed an answer and counterclaim in which we alleged that Toshiba infringes our U.S. Patent Nos.
5,818,781; 5,907,856; 5,930,815; 6,034,897; 6,040,997; 6,134,151; 6,172,906; 6,202,138; and 6,374,337. We sought an injunction
damages against Toshiba.

On December 20, 2002, Toshiba filed its first amended complaint in which Toshiba dropped its allegations that our patents are
unenforceable.

On February 28, 2003, we filed an answer and our first amended counterclaim against Toshiba for infringement of our U.S. Pate
Nos. 5,479,638; 5,818,781; 5,907,856; 5,930,815; 6,034,897; 6,040,997; 6,134,151, 6,141,249; 6,145,051, 6,172,906; 6,202,138;
6,262,918; 6,374,337; and 6,397,314. We are seeking damages as well as an injunction against Toshiba for its products that we al
infringe our patents, including its flash memory chips, flash cards and digital cameras.

Claim construction in our litigation against Toshiba was held in August 2004. The Court issued a claim construction ruling on
January 24, 2005. We believe that the claim construction ruling favorably construes the claims of our patents.

This case has been coordinated for discovery purposes with our litigation against Pretec, PNY, Memtek and C—One. Discovery
now commenced as to all defendants. The Lexar patents at issue in the first phase of the litigation will be Lexar’s U.S. Patent Nos.
5,479,638 entitled “Flash Memory Mass Storage Architecture Incorporation Wear Leveling Technique”; 6,145,051 entitled “Moving
Sectors Within Block of Information in a Flash Memory Mass Storage Architecture”; 6,397,314 entitled “Increasing The Memory
Performance Of Flash Memory Devices By Writing Sectors Simultaneously To Multiple Flash Memory Device”; 6,202,138 entitled
“Increasing The Memory Performance Of Flash Memory Devices By Writing Sectors Simultaneously To Multiple Flash”; 6,262,918
entitled “Space Management For Managing High Capacity Nonvolatile Memory”; and 6,040,997 entitled “Flash Memory Leveling
Architecture Having No External Latch.” The parties have now mutually dismissed with prejudice all claims regarding U.S. Patent
No. 6,172,906.

On June 8, 2005, the Court issued a scheduling order that bifurcated discovery and trial issues relating to infringement from tho
relating to willfulness and damages. The Court further established a schedule which currently requires that fact discovery be
completed by February 24, 2006 and expert discovery by May 1, 2006. The Court further indicated that it expects to hold a further
status conference on August 31, 2006 at which time it will rule on the timing and sequence of trial in the various actions.

We expect that a trial will take place in one of the patent actions in late 2006.

Toshiba Corporation v. Lexar Media, Inc.

On January 13, 2003, Toshiba Corporation filed a lawsuit against us in the United States District Court for the Northern District
California, alleging that we infringe Toshiba’s U.S. Patent Nos. 5,546,351; 5,724,300; 5,793,696; 5,946,231, 5,986,933; 6,145,023;
6,292,850; and 6,338,104. On February 7, 2003, Toshiba Corporation filed an amended complaint and now alleges that we infringe
Toshiba’'s U.S. Patent Nos. 5,546,351; 5,724,300; 5,793,696; 5,946,231; 5,986,933; 6,094,697; 6,292,850; 6,338,104; and 5,611,0
In this action, Toshiba Corporation seeks injunctive relief and damages. Toshiba’s patents appear to primarily relate to flash
components that we purchase from vendors who provide us with indemnification. On March 5, 2003, we filed an answer in which w
are seeking a judgment that we do not infringe these patents or that they are invalid or unenforceable. We believe that Toshiba’s
claims are without merit and intend to contest this lawsuit vigorously.

Discovery in this case has commenced. This case has been coordinated with the other patent litigation currently pending. As
discussed above, the Court established a schedule which currently requires that fact discovery be completed by February 24, 200¢
expert discovery by May 1, 2006. The Court further indicated that it expects to hold a further status conference on August 31, 2006
which time it will rule on the timing and sequence of trial in the various actions. We expect that a trial will take place in one of the
patent actions in late 2006.

At this time, we are unable to reasonably estimate the possible range of loss for this proceeding and, accordingly, have not recc
any associated liabilities on our condensed consolidated balance sheet.

Litigation Against Fuji, Memtek and PNY

On July 11, 2002, we filed a lawsuit in the United States District Court for the Eastern District of Texas against Fuji Photo Film
USA, Memtek Products, Inc. and PNY Technologies Inc. for patent infringement. We alleged that the defendants infringe our U.S.
Patent Nos. 5,479,638; 5,907,856; 5,930,815; 6,034,897; 6,134,151, 6,141,249; 6,145,051; and 6,262,918. We sought injunctive re
and damages against all defendants.
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On November 4, 2002, we filed an amended complaint against Fuji Photo Film USA. In the amended complaint, we allege that |
Photo Film USA infringes U.S. Patent Nos. 5,479,638; 6,141,249; 6,145,051; 6,262,918; and 6,397,314 through the sale of its flask
memory products and digital cameras. We are seeking injunctive relief and damages against Fuji. Memtek Products, Inc. and PNY
Technologies, Inc. are no longer parties to this particular action. On December 9, 2002, Fuiji filed an answer in which they sought
declaratory relief that they do not infringe the five patents named in the suit as well as our U.S. Patent Nos. 5,907,856; 5,930,815;
6,034,897; and 6,134,151.

On January 8, 2003, the United States District Court for the Eastern District of Texas ordered this case transferred to the Unitec
States District Court for the Northern District of California where it is now pending.

In a second amended complaint, we added counterclaims for infringement on the additional patents for which Fuji has sought
declaratory relief, U.S. Patent Nos. 5,907,856; 5,930,815; 6,034,897; and 6,134,151. Discovery in this case has commenced. This
has been coordinated with the other patent litigation currently pending. As discussed above, the Court established a schedule whic
currently requires that fact discovery be completed by February 24, 2006 and expert discovery by May 1, 2006. The Court further
indicated that it expects to hold a further status conference on August 31, 2006 at which time it will rule on the timing and sequence
trial in the various actions. We expect that a trial will take place in one of the patent actions in late 2006.

On September 16, 2005, Fuji filed a lawsuit against us in the United States District Court for the Southern District of New York,
alleging that certain of our flash cards infringe Fuji's U.S. Patent No.’s 5,303,198; 5,386,539; and 5,390,148. We have not yet been
served with the complaint. In this action, Fuji seeks injunctive relief and damages. We e believe that Fuji's claims are without merit
and intend to contest this lawsuit vigorously. At this time, we are unable to reasonably estimate the possible range of loss for this
proceeding and, accordingly, have not recorded any associated liabilities on our condensed consolidated balance sheet.

Litigation Against Pretec, PNY, Memtek and C-One

On December 22, 2000, we sued Pretec Electronics Corporation and PNY for patent infringement. We sued Pretec and PNY or
basis of four patents: U.S. Patent Nos. 5,818,781, 5,907,856; 5,930,815; and 6,145,051. The suit is pending in the United States
District Court for the Northern District of California. We are seeking injunctive relief and damages against all defendants.

On April 13, 2001, we filed an amended complaint in our litigation with Pretec and PNY, naming Memtek as an additional
defendant. On June 26, 2001, the Court allowed us to file our second amended complaint in our litigation with Pretec and PNY,
naming C-One as an additional defendant and adding our U.S. Patent No. 5,479,638 against all of the defendants. In this action w
allege that PNY and the other defendants infringe our U.S. Patent Nos. 5,479,638, 5,818,781, 5,907,856, 5,930,815 and 6,145,051
This suit is pending in the United States District Court for the Northern District of California. We are seeking injunctive relief and
damages against all of the defendants.

Discovery in this case has commenced. This case has been coordinated with the other patent litigation currently pending. As
discussed above, the Court established a schedule which currently requires that fact discovery be completed by February 24, 200¢
expert discovery by May 1, 2006. The Court further indicated that it expects to hold a further status conference on August 31, 2006
which time it will rule on the timing and sequence of trial in the various actions. We expect that a trial will take place in one of the
patent actions in late 2006.

Litigation With Willem Vroegh

On February 20, 2004, an individual, Willem Vroegh, sued us, along with Dane—Elec Memory, Fuji Photo Film USA, Eastman
Kodak Company, Kingston Technology Company, Inc., Memorex Products, Inc.; PNY Technologies Inc., SanDisk Corporation,
Verbatim Corporation, and Viking InterWorks, alleging that our description of the capacity of our flash memory cards is false and
misleading under California Business and Professions Code Sections 17200 and 17500. The plaintiff has also asserted allegations
breach of contract, common law claims of fraud, deceit and misrepresentation; as well as a violation of the Consumers Legal
Remedies Act, California Civil Code Sec. 175, all arising out of the same set of facts. Plaintiff seeks restitution, disgorgement,
compensatory damages and injunctive relief and attorneys’ fees.
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Discovery has commenced. Based on the Court’s current schedule, we expect to increase activity levels in this litigation in the
fourth quarter of 2005. We believe the plaintiff's claims are without merit and intend to contest them vigorously. At this time, we are
unable to reasonably estimate the possible range of loss for this proceeding and, accordingly, have not recorded any associated
liabilities on our condensed consolidated balance sheet.

Stockholder Litigation

On May 21, 2004, we, along with our Chief Executive Officer and Chief Financial Officer, were named as defendants in a federe
class action in the United States District Court for the Northern District of California. That action was brought allegedly on behalf of
class of plaintiffs who purchased our common stock, and asserted claims under Sections 10(b) and 20(a) of the Exchange Act, as
as Rule 10b-5 promulgated thereunder, based principally on allegations that we made misrepresentations regarding our business.
similar class actions have since been filed in the Northern District of California. The Court subsequently appointed a lead plaintiff a
ordered that those actions be consolidated. In October 2004, plaintiffs filed a consolidated amended complaint, on behalf of those \
purchased our stock between October 16, 2003 and April 16, 2004. On July 5, 2005, the Court granted our motion to dismiss the
consolidated amended complaint, but granted plaintiffs leave to amend within thirty days.

On August 4, 2005, plaintiffs determined that they would not file an amended complaint. On September 6, 2005, the Court entel
a stipulated dismissal with prejudice.

On June 4, 2004, a stockholder derivative lawsuit was filed in the Superior Court of the State of California, Alameda County, in
which we are a nominal defendant and certain of our officers and directors are defendants. A substantially identical derivative actio
was filed thereafter in the same court. The derivative actions are based on allegations substantially similar to those in the federal ¢
actions. On November 29, 2004, the Court sustained defendants’ demurrer to the complaint but granted plaintiffs leave to amend.
December 21, 2004, plaintiff filed an amended complaint. On March 21, 2005, the Court sustained defendants’ demurrer to the
amended complaint without leave to amend, on the grounds that plaintiffs failed to show that pre—suit demand on our board of
directors should be excused. Plaintiffs did not appeal this decision within the required time period. As a result, this action has been
dismissed.

At this time, we are unable to reasonably estimate the possible range of loss for these stockholder litigation matters and,
accordingly, have not recorded any associated liabilities on our condensed consolidated balance sheet.

Item 2. Unregistered Sales of Equity Securities and Use of Proceeds.

None.

Item 3. Defaults Upon Senior Securities.
None.

Item 4. Submission of Matters to a Vote of Security Holders.
None.

Item 5. Other Information.
None.

Item 6. Exhibits.

Exhibit
Number Exhibit
10.1 License and Strategic Alliance Agreement with Samsung Electronics Co., Ltd. dated October 25, 2005++

31.1 Certification of Chief Executive Officer Pursuant to Section 302 of the Sarbanes—Oxley Act of 2002.
31.2 Certification of Chief Financial Officer Pursuant to Section 302 of the Sarbanes—Oxley Act of 2002.

32.1 Certifications of Chief Executive Officer and Chief Financial Officer Pursuant to 18 U.S.C. Section 1350, As Adopted
Pursuant to Section 906 of the Sarbanes—Oxley Act of 2002.

++ Indicates that
confidential
treatment has been
requested for
portions of this
agreement.
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SIGNATURE

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on

behalf by the undersigned thereunto duly authorized.

Date: November 9, 2005
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LEXAR MEDIA, INC.

/s/ Brian T. Mcgee

Brian T. McGee
Chief Financial Officer
(Principal Financial Officer and Duly
Authorized Officer)
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Exhibit 10.1
CONFIDENTIAL TREATMENT REQUESTED: Certain portions of this document have been omitted pursuant to a request for
confidential treatment and, where applicable, has been marked with an asterisk to denote where omissions have been made. The
confidential material has been filed separately with the Commission.
LICENSE AND STRATEGIC ALLIANCE AGREEMENT
BETWEEN
LEXAR MEDIA, INC. AND SAMSUNG ELECTRONICS CO., LTD.

This Patent License and Collaboration Agreement (“Agreement”) is made and entered into as of October 20, 2005 (the “Effectiv
Date”), by and between Lexar Media, Inc., a Delaware corporation, on behalf of itself and affiliates (“Lexar”), and Samsung
Electronics Co., Ltd., a corporation of South Korea, on behalf of itself and its subsidiaries and affiliates (“Samsung”).

RECITALS

A. Whereas, Lexar and Samsung executed a Purchase Agreement dated March 29, 2001 (“Purchase Agreement”) and Lexar a
Samsung Semiconductor, Inc. executed a Sales Contract dated June 1, 2001 (“Sales Contract”) and Lexar and Samsung executec
Patent License Agreement dated March 23, 2002 (“2002 License Agreement”) pursuant to which Lexar purchases from Samsung
certain flash memory and Samsung licenses from Lexar certain patents related to flash products. Lexar and Samsung have further
executed a Patent License Agreement dated June 30, 2005 (“2005 License Agreement”). In October 2005, Samsung/SSI and Lexa
were finalizing the terms of a Consignment Contract (“Consignment Agreement”).

B. Whereas, Lexar and Samsung recognize that the licenses granted by Lexar in the 2002 License Agreement and 2005 Licens
Agreement do not cover all products manufactured and sold by Samsung. Lexar and Samsung hereby desire to extend the terms «
various business and intellectual property (IP) interests therein the above—mentioned agreements and collaborate on additional IP
matters.

NOW, THEREFORE, Lexar and Samsung hereby agree as follows:

1. DEFINITIONS

1.1 All defined terms not specifically defined in this Agreement are as defined in the Purchase Agreement, Sales Contract,
Consignment Agreement or 2002 License Agreement, as applicable.
2. GRANT OF ADDITIONAL LICENSE RIGHTS
2.1 Lexar’s License Grant. The parties agree to the following amendments to the 2002 License Agreement. Unless otherwise
explicitly provided herein, all other terms and conditions of the 2002 License Agreement shall remain unchanged and continue in ft
force and effect.

1

(A) Section 2.1(d) is amended to read in its entirety as follows:

Subject to Samsung’s compliance with the terms and conditions of this Agreement, during the initial five (5) year term of the
Purchase Agreement (the “Initial Purchase Agreement Term”), Lexar covenants not to sue: (i) Samsung or its Affiliates for the
manufacture (including Having Manufactured), offer for sale, importation or sale of *; or (ii) any customer of Samsung or its
Affiliates for the offer for sale, importation or sale of * and subject to the provisions of Section 2.1(e) hereof.

(B) Section 1.25 is amended to read in its entirety as follows:

“Flash Products” means flash storage or controller products including but not limited to * (as such term is defined in the
Purchase Agreement), * (for the avoidance of doubt, *includes *, all as manufactured * and sold *.

2.2 One-Time Payment. In consideration of the additional rights as set forth in Section 2.1, Samsung shall pay Lexar *
dollars ($*) as a fully paid—up amount as follows: Samsung shall pay to Lexar by wire transfer * dollars ($*) on each of the followinc
dates: October 21, 2005; November 1, 2005; February 1, 2006 and March 15, 2006. These payments are not contingent in any wa
upon *set out in Section 4 below.

2.3 Taxes. Samsung shall pay any and all national, state, or local excise, sales, use, withholding, value—added, or other t
or duties imposed by any applicable laws and regulations in respect of the payments made under this Agreement or otherwise aris
out of this Agreement, other than taxes based upon Lexar’s net income. If Samsung pays, on Lexar’s behalf, any withholding taxes
that are required to be paid under applicable law, Samsung will furnish Lexar with written documentation of such payments, includi
but not limited to receipts, of any and all such taxes paid by Samsung.

3. RENEWAL OF AGREEMENTS

3.1 Effective immediately, the parties hereby agree to extend the Purchase Agreement and Sales Contract for an additior
five (5) year term.

3.2 The parties further agree to the following amendments or clarifications to the Purchase Agreement, Consignment
Agreement and Sales Contract. Unless otherwise explicitly provided herein, all other terms and conditions of the Purchase Agreerr
Consignment Agreement and Sales Contract shall remain unchanged and continue in full force and effect.

(a) The terms “NAND Flash Memory Chips”, “Samsung Products” and “Products” (collectively, “Lexar Flash Purchases”)
as used in the Purchase Agreement, Consignment Agreement and Sales Contract include * sold by Samsung or its Affiliates *. Lex
shall have the right to purchase * (collectively “*") from Samsung under the terms and conditions of the Lexar/Samsung agreement
and only if *, such as *. In addition, Samsung shall be entitled to *, and such *shall not *.

* Material has been omitted and filed separately with the Commission.
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(b) Section 3.1(d) of the Purchase Agreement is amended to read in its entirety as follows:

Provided that Lexar Flash Purchases meet Lexar’s technical requirements, are timely acknowledged for delivery and are
delivered to Lexar and are *, Lexar shall * (however Lexar’s failure to do so shall not constitute a breach of this Agreement, the
Purchase Agreement, the Sales Contract or the Consignment Agreement).

(c) The parties further agree that effective as of March 24, 2006, Section 2.1 of the Purchase Agreement shall be modified si
that Samsung shall not be obligated to make available to Lexar any NAND Flash Memory Chips in excess of * (*%) of Samsung’s
Average Monthly Sales (the “Committed Volume”). Samsung further agrees that in consideration of this change, to the extent that
Lexar requests quantities less than or equal to the Committed Volume, Samsung shall ship such products to Lexar in a timely man
according to Lexar's requests and forecasts, as specified by Lexar and *, and also shall * equal to *. Samsung further agrees not tc
unless and until Lexar has received its specified forecast shipment. Notwithstanding any provisions herein to the contrary, Samsun
violation of the provisions of this paragraph shall be considered a material breach of the Agreement, and upon notice, Samsung sh
have twenty (20) days to cure any such breach. Upon Lexar’s request, Samsung shall provide to Lexar a statement of its Average
Monthly Sales and the actual * for each Flash Product sold by Samsung.

3.3 The parties further agree to the following amendments to the 2002 License Agreement. Unless otherwise explicitly provic
herein, all other terms and conditions of the 2002 License Agreement shall remain unchanged and continue in full force and effect.

Section 2.1(e) is amended to read in its entirety as follows:

Beginning on March 24, 2006, and subject to Samsung’s compliance with the terms and conditions of this Agreement, the
Purchase Agreement, the Consignment Agreement and the Sales Agreement, Lexar grants to Samsung a * license under all Lexat
Intellectual Property Rights * to manufacture, Have Manufactured (*), use, offer for sale, import and sell *. The parties further agree
that “Lexar Intellectual Property Rights” shall include the Intellectual Property Rights owned by or licensed to Lexar (but, in either
case, only Intellectual Property Rights owned by or licensed to Lexar wherein Lexar has the right to grant sublicenses without
payment of compensation to any third party other than Lexar employees), anytime within the tenth anniversary of the Effective Datt
in and to the Lexar Technology. For avoidance of doubt, Lexar Intellectual Property Rights include all rights to patents and applicat
for patents that are issued or filed within the tenth anniversary of the Effective Date that Lexar owns or is licensed to and has the ri
to sublicense. Nothing in this agreement shall be construed as granting a license by Lexar either expressly or impliedly to *. Lexar |
no obligation to upgrade or modify the licensed technology that is the subject of this agreement. Nothing in this Agreement shall be
construed as granting either an express or implied patent license from Lexar to, or creating any estoppel against Lexar patent clain
against, *. In no event will Samsung extend any *. All rights not expressly licensed herein to Samsung are reserved to Lexar.

* Material has been omitted and filed separately with the Commission.
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4. INTELLECTUAL PROPERTY COLLABORATION

4.1 _Intellectual Property (IP) Collaboration. During the term of this Agreement Samsung agrees to *. Such * may include, but
not be limited to *.

4.2 Grant of *Rights. Subject to Lexar’s agreements with its existing licensees and Lexar’s own rights to operate under the fL
scope of *, and Lexar’s right to grant licenses and/or releases or other rights to *, and subject to the mutual agreement of the partie
Lexar agrees to grant to Samsung * license (“* License”) * (for avoidance of doubt the grant of right herein specifically provides *
(defined below) *, and Samsung shall be solely entitled to any and all *), under: (i) *, unless otherwise agreed, *, and (i) *
(collectively “*"). In the event any of the *, Samsung has the right to *. Any such * License shall include * Lexar. The parties further
agree that for * set out above, Samsung will pay Lexar *, as set forth in Sections 4.2(i) and 4.2(ii) herein, for a total of * dollars ($*).

4.3 Future Collaboration Agreement. Lexar and Samsung agree in good faith to expand the terms of this Agreement, Purcha
Agreement, the Consignment Agreement and Sales Contract to include among other things any additional activities associated wit
the * in Section 4.2 as set forth herein within one (1) year from the Effective Date of this Agreement. Lexar and Samsung also agre
good faith to resolve additional details of the supply of the Flash Products within a reasonable period following the Effective Date o
this Agreement.

5. [INTENTIONALLY OMITTED]
6. TERM AND TERMINATION

6.1 This Agreement, Purchase Agreement, Consignment Agreement and Sales Contract and 2002 License Agreement shall
terminate on March 22, 2011 (“Expiration Date”).

6.2 Notwithstanding anything to the contrary in this Agreement, the licenses as granted pursuant to Sections 3.3 and 4.2 she
survive any termination of this Agreement resulting from Lexar’s filing of any bankruptcy proceedings whether voluntary or
involuntary. In the event that any bankruptcy proceeding, voluntary or involuntary, is instituted by or against Lexar: (i) all rights and
licenses in intellectual property granted under this Agreement and the 2002 License Agreement by Lexar to Samsung shall be dee
to be licenses of rights to “intellectual property” as defined in §365(n) of the Bankruptcy Code (11 U.S.C. 8101 et. seq.); and (ii) up
rejection, if any, by Lexar, Samsung shall retain and may fully exercise all of its rights under this Agreement and the 2002 License
Agreement as provided under 8365(n) of the Bankruptcy Code, including without limitation, all rights under the licenses to Lexar
Intellectual Property Rights, in accordance with the terms and conditions of this Agreement and the 2002 License Agreement.

7. GENERAL

7.1 Governing Law. This Agreement shall be governed by and construed in accordance with the laws of the State of Californ
without regard to conflicts of laws rules or principles, and excluding the United Nations Convention on Contracts for the Internation
Sale of Goods. All actions brought by either party arising under or related to this Agreement shall be brought exclusively in the stat
and federal courts located in Santa Clara County, California, and the parties hereby irrevocably consent to personal jurisdiction an
venue therein.

* Material has been omitted and filed separately with the Commission.
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7.2 Assignment. Neither party may assign this Agreement without the prior written consent of the other, except that Lexar m:
assign or transfer its rights and obligations under this Agreement in the course of a merger, reorganization or acquisition of Lexar c
all or substantially all of Lexar’s assets related to this Agreement without consent by Samsung except for those rights and obligatio
under Section 4 of this Agreement, the assignment of which requires consent by Samsung. Any assignment permitted hereunder v
be subject to the written assent of the assignee to all of the terms and provisions of this Agreement. Any attempted assignment in
derogation of this section will be null and void.

7.3 Modification and Waiver. No modification to this Agreement, nor any waiver of any rights, will be effective unless assente
to in writing by the party to be charged, and the waiver of any breach or default shall not constitute a waiver of any other right
hereunder or any subsequent breach or default.

7.4 Notices. Any required or permitted notices hereunder must be given in writing at the address of each party set forth beloy
or to such other address as either party may substitute by written notice to the other in the manner contemplated herein. Notices w
effective upon receipt.

To Lexar: To Samsung:

Lexar Media, Inc. Samsung Electronics Company, Ltd.

47300 Bayside Parkway San #16, Banwol-Ri, Taean—-Eup

Fremont, CA 94538 Hwasung-Si, Gyeonggi—-Do, 445-701 Korea
Attention: Legal Department Attention: VP, General Manager, IP Team
Phone: (510) 413-1219 Phone: 82-31-208-7012

Fax: (510) 413-1296 Fax: 82-31 208-7398

7.5 Compliance with Law, including U.S. Export Laws. Each party agrees to comply with all applicable international, national
state, regional and local laws and regulations in performing its duties hereunder and in any of its dealings with respect to the techn
information disclosed hereunder or direct products thereof. Neither party shall export or re—export, directly or indirectly, any technic
information disclosed hereunder or direct products thereof to any destination prohibited or restricted by the export control laws and
regulations of the United States, including the U.S. Export Administration Regulations, without the prior authorization from the
appropriate governmental authorities.

7.6 Headings. The headings of the Sections of this Agreement are for convenience only and will not be of any effect in
construing the meanings of the Sections.
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7.7_Counterparts. This Agreement may be executed in multiple counterparts, each of which will be deemed an original, but a
of which together will constitute one and the same instrument.

7.8 Independent Contractors. In performing their respective duties under this Agreement, each of the parties will be operatin
an independent contractor. Nothing contained herein will in any way constitute any association, partnership, or joint venture betwe
the parties hereto, or be construed to evidence the intention of the parties to establish any such relationship. Neither party will have
power to bind the other party or incur obligations on the other party’s behalf without the other party’s prior written consent.

7.9 Severability. In the event that it is determined by a court of competent jurisdiction that any provision of this Agreement is
invalid, illegal, or otherwise unenforceable, such provision will be enforced as nearly as possible in accordance with the stated
intention of the parties, while the remainder of this Agreement will remain in full force and effect and bind the parties according to it
terms. To the extent any provision cannot be enforced in accordance with the stated intentions of the parties, such provisions will &
deemed not to be a part of this Agreement.

7.1Q Entire Agreement. The Purchase Agreement, the 2002 License Agreement, the Consignment Agreement, the Sales
Contract and this Agreement constitute the entire and exclusive agreement between the parties hereto with respect to the subject
matter hereof and supersede any prior representations, understandings and agreements between the parties with respect to such
matter. This Agreement may not be modified in any way except by a written instrument, which specifically identifies the intended
modification and clearly expresses the intention to so change this Agreement, signed by the parties. To the extent of any conflict o
inconsistency between, on the one hand, the provisions of this Agreement and, on the other hand, the Purchase Agreement, the 2!
License Agreement, Consignment Agreement or Sales Contract, the provisions of this Agreement shall prevail.

7.11 Execution. This Agreement may be executed initially by a transmittance of a signed facsimile copy followed by the
originals in duplicate.

7.12 Survival. Sections 7.1 and 7.12 shall survive the Expiration Date.

IN WITNESS WHEREOF, Lexar and Samsung have caused this Agreement to be executed by their duly authorized
representatives as of the Effective Date.

Lexar Media, Inc. Samsung Electronics Co., Ltd.

By: By:

/sl Eric S. Whitaker /sl Jay Shim

Eric S. Whitaker Jay Shim

Title: Executive Vice President of Corporate Title: Vice President/Gen. Manager & General Patent
Strategy and General Counsel Counsel

Date: October 25, 2005 October 25, 2005
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Exhibit 31.1
CERTIFICATIONS
Certification Pursuant to Rule 13a-14 and Rule 15d-14
of the Securities Exchange Act of 1934
I, Eric B. Stang, certify that:

1. I have reviewed this quarterly report on Form 10-Q of Lexar Media, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading wi
respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all
material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented
this report;

4. The registrant’s other certifying officer and | are responsible for establishing and maintaining disclosure controls and procedu
(as defined in Exchange Act Rules 13a—-15(e) and 15d-15(e)) and internal control over financial reporting (as defined in Exchange
Act Rules 13a-15(f) and 15d-15(f)) for the registrant and have:

(a) designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed un
supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known t
us by others within those entities, particularly during the period in which this report is being prepared;

(b) designed such internal control over financial reporting, or caused such internal control over financial reporting to be desigr
under our supervision, to provide reasonable assurance regarding the reliability of financial reporting and the preparation of
financial statements for external purposes in accordance with generally accepted accounting principles;

(c) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclus
about the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on su
evaluation; and

(d) disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the
registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially
affected, or is reasonably likely to materially affect, the registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer and | have disclosed, based on our most recent evaluation of internal control over
financial reporting, to the registrant’s auditors and the audit committee of registrant’s board of directors (or persons performing the
equivalent function):

(a) all significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting
which are reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report financial
information; and

(b) any fraud, whether or not material, that involves management or other employees who have a significant role in the
registrant’s internal control over financial reporting.

Date: November 9, 2005

/sl Eric B. Stang

Eric B. Stang
President and Chief Executive Officer



Exhibit 31.2
Certification Pursuant to Rule 13a-14 and Rule 15d-14
of the Securities Exchange Act of 1934
I, Brian T. McGee, certify that:

1. I have reviewed this quarterly report on Form 10-Q of Lexar Media, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading wi
respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all
material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented
this report;

4. The registrant’s other certifying officer and | are responsible for establishing and maintaining disclosure controls and procedu
(as defined in Exchange Act Rules 13a—-15(e) and 15d-15(e)) and internal control over financial reporting (as defined in Exchange
Act Rules 13a-15(f) and 15d-15(f)) for the registrant and have:

(a) designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed un
supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known t
us by others within those entities, particularly during the period in which this report is being prepared;

(b) designed such internal control over financial reporting, or caused such internal control over financial reporting to be desigr
under our supervision, to provide reasonable assurance regarding the reliability of financial reporting and the preparation of
financial statements for external purposes in accordance with generally accepted accounting principles;

(c) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclus
about the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on su
evaluation; and

(d) disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the
registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially
affected, or is reasonably likely to materially affect, the registrant’s internal control over financial reporting; and;

5. The registrant’s other certifying officer and | have disclosed, based on our most recent evaluation of internal control over
financial reporting, to the registrant’s auditors and the audit committee of registrant’s board of directors (or persons performing the
equivalent functions):

(a) all significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting
which are reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report financial
information; and

(b) any fraud, whether or not material, that involves management or other employees who have a significant role in the
registrant’s internal control over financial reporting.

Date: November 9, 2005

/s/ Brian T. Mcgee

Brian T. McGee
Vice President, Finance and Chief Financial
Officer



Exhibit 32.1
Certifications of Chief Executive Officer and Chief Financial Officer
Pursuant to 18 U.S.C. Section 1350, As Adopted Pursuant to Section 906
of the Sarbanes—Oxley Act of 2002

I, Eric B. Stang, certify that, to the best of my knowledge based upon a review of the quarterly report on Form 10-Q for the quat
ended September 30, 2005 (the “Form 10-Q"), the Form 10-Q fully complies with the requirements of Section 13(a) of the Exchan
Act and that information contained in the Form 10-Q fairly presents, in all material respects, the financial condition and results of
operations of Lexar Media, Inc. for the periods covered by the Form 10-Q.
Dated: November 9, 2005

By: /s/ Eric B. Stang
Eric B. Stang
President and Chief Executive Officer,
Lexar Media, Inc.

[, Brian T. McGee, certify that, to the best of my knowledge based upon a review of the quarterly report on Form 10-Q for the
guarter ended September 30, 2005 (the “Form 10-Q”"), the Form 10-Q fully complies with the requirements of Section 13(a) of the
Exchange Act and that information contained in the Form 10-Q fairly presents, in all material respects, the financial condition and
results of operations of Lexar Media, Inc. for the periods covered by the Form 10-Q.

Dated: November 9, 2005

By: /s/ Brian T. Mcgee
Brian T. McGee
Vice President, Finance and Chief Financial Officer,
Lexar Media, Inc.
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