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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

(Mark One)

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

For the quarterly period ended September 30, 2009

OR

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

For the transition period from              to             .

Commission File Number 0-26944

SILICON STORAGE TECHNOLOGY, INC.
(Exact name of Registrant as Specified in its Charter)

Edgar Filing: SILICON STORAGE TECHNOLOGY INC - Form 10-Q

Table of Contents 1



California 77-0225590
(State or Other Jurisdiction of

Incorporation or Organization)

(I.R.S. Employer

Identification Number)

1020 Kifer Road, Sunnyvale, CA 94086
(Address of Principal Executive Offices) (Zip Code)

(408) 735-9110

(Registrant�s Telephone Number, including Area Code)

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

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

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, or a smaller reporting
company. See the definitions of �large accelerated filer,� �accelerated filer� and �smaller reporting company� in Rule 12b-2 of the Exchange Act.
(Check one):
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Large accelerated filer ¨ Accelerated filer x

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

Number of shares outstanding of Common Stock, no par value, as of October 31, 2009: 95,854,157
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PART I�FINANCIAL INFORMATION

Item 1. Condensed Consolidated Financial Statements
SILICON STORAGE TECHNOLOGY, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

(unaudited)

(in thousands, except per share data)

Three Months Ended
September 30,

Nine Months Ended
September 30,

2008 2009 2008 2009
Net revenues:
Product revenues - unrelated parties $ 31,198 $ 24,785 $ 89,638 $ 59,422
Product revenues - related parties 48,603 36,981 130,934 92,897
Technology licensing - unrelated parties 12,472 9,333 36,296 26,643
Technology licensing - related parties 125 154 315 503

Total net revenues 92,398 71,253 257,183 179,465

Cost of revenues:
Cost of revenues - unrelated parties 19,545 16,496 62,475 41,419
Cost of revenues - related parties 41,876 32,294 114,073 86,480

Total cost of revenues 61,421 48,790 176,548 127,899

Gross profit 30,977 22,463 80,635 51,566

Operating expenses:
Research and development 14,260 10,583 45,095 33,247
Sales and marketing 6,713 5,147 21,114 15,273
General and administrative 5,931 5,252 20,835 15,048
Other �  �  �  329

Total operating expenses 26,904 20,982 87,044 63,897

Income (loss) from operations 4,073 1,481 (6,409) (12,331) 

Interest income 907 431 3,306 1,620
Dividend income 1,555 1,406 1,578 1,406
Gain on sale of equity investments �  1,080 �  1,080
Impairment of investments �  �  (234) (485) 
Other income (expense), net (149) 459 (487) 455

Income (loss) before provision for (benefit from) income taxes and pro rata share of loss
from equity investments 6,386 4,857 (2,246) (8,255) 
Provision for (benefit from) income taxes (438) 1,643 (5,098) 3,371
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Income (loss) before pro rata share of loss from equity investments 6,824 3,214 2,852 (11,626) 
Pro rata share of loss from equity investments 1,903 122 6,040 971

Net income (loss) $ 4,921 $ 3,092 $ (3,188) $ (12,597) 

Net income (loss) per share - basic $ 0.05 $ 0.03 $ (0.03) $ (0.13) 

Shares used in per share calculation - basic 99,186 95,852 101,527 95,768

Net income (loss) per share - diluted $ 0.05 $ 0.03 $ (0.03) $ (0.13) 

Shares used in per share calculation - diluted 99,676 95,866 101,527 95,768

The accompanying notes are an integral part of these unaudited condensed consolidated financial statements.
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SILICON STORAGE TECHNOLOGY, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED BALANCE SHEETS

(unaudited)

(in thousands)

December 31,
2008

September 30,
2009

ASSETS
Current assets:
Cash and cash equivalents $ 50,880 $ 75,251
Short-term available-for-sale investments 48,997 40,607
Trade accounts receivable-unrelated parties, net of allowance for doubtful accounts of $79 at
December 31, 2008 and $10 at September 30, 2009 9,356 9,830
Trade accounts receivable-related parties 10,761 26,113
Inventories 54,159 30,643
Other current assets 4,153 4,016

Total current assets 178,306 186,460

Property and equipment, net 18,913 13,365
Long-term available-for-sale equity investments 18,196 34,941
Long-term available-for-sale debt securities 31,848 27,915
Equity investment, GSMC 11,506 20,720
Equity investments, others 13,113 12,168
Goodwill 11,221 11,221
Intangible assets, net 3,573 1,772
Other assets 1,807 4,215

Total assets $ 288,483 $ 312,777

LIABILITIES
Current liabilities:
Trade accounts payable-unrelated parties $ 15,702 $ 16,813
Trade accounts payable-related parties 3,444 9,160
Accrued expenses and other liabilities 14,200 23,284
Deferred revenue 3,841 2,025

Total current liabilities 37,187 51,282

Taxes payable 7,760 8,497
Other liabilities 322 1,245

Total liabilities 45,269 61,024

Commitments (Note 6) and Contingencies (Note 7)

SHAREHOLDERS� EQUITY
Common stock 412,312 414,774
Accumulated other comprehensive income 14,308 32,982
Accumulated deficit (183,406) (196,003) 
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Total shareholders� equity 243,214 251,753

Total liabilities and shareholders� equity $ 288,483 $ 312,777

The accompanying notes are an integral part of these unaudited condensed consolidated financial statements.
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SILICON STORAGE TECHNOLOGY, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(unaudited)

(in thousands)

Nine Months Ended
September 30,

2008 2009
Cash flows from operating activities:
Net loss $ (3,188) $ (12,597) 
Adjustments to reconcile net loss to net cash provided by operating activities:
Depreciation and amortization 8,008 6,926
Share-based compensation expense 4,212 2,040
Provision (credits) for doubtful accounts receivable 82 (68) 
Provision for (release from) sales returns 498 (15) 
Write-down of inventories and provision for adverse purchase commitments 7,573 9,274
Pro rata share of loss from equity investments 6,040 971
Gain on sale or exchange of equity investments �  (1,080) 
Other 216 597
Changes in operating assets and liabilities:
Trade accounts receivable - unrelated parties 2,037 (396) 
Trade accounts receivable - related parties 5,853 (15,347) 
Inventories (21,891) 16,218
Other current and non-current assets (348) 506
Trade accounts payable - unrelated parties (3,172) 1,111
Trade accounts payable - related parties 1,538 5,716
Accrued expenses and other liabilities (6,439) (2,213) 
Deferred revenue 2,207 (1,816) 

Net cash provided by operating activities 3,226 9,827

Cash flows from investing activities:
Purchase of property and equipment (7,242) (769) 
Purchases of available-for-sale investments (85,269) (46,871) 
Maturities of available-for-sale investments 59,875 62,052
Other (627) 291

Net cash provided by (used in) investing activities (33,263) 14,703

Cash flows from financing activities:
Payments on line of credit (6,943) �  
Issuance of shares of common stock 1,096 583
Repurchases of shares of common stock (17,930) �  
Principal payments of capital leases (863) (734) 

Net cash used in financing activities (24,640) (151) 

Effect of changes in foreign currency exchange rates on cash 151 (8) 

Net increase (decrease) in cash and cash equivalents (54,526) 24,371
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Cash and cash equivalents at beginning of period 118,157 50,880

Cash and cash equivalents at end of period $ 63,631 $ 75,251

The accompanying notes are an integral part of these unaudited condensed consolidated financial statements.
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SILICON STORAGE TECHNOLOGY, INC. AND SUBSIDIARIES

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(unaudited)

1. Basis of Presentation

In the opinion of management, the accompanying unaudited condensed interim consolidated financial statements contain all adjustments, all of
which are normal and recurring in nature, necessary to fairly state our financial position, results of operations and cash flows. The results of
operations for the interim periods presented are not necessarily indicative of the results that may be expected for any future interim periods or for
the full fiscal year. The condensed consolidated balance sheet at December 31, 2008 was derived from audited financial statements as of that
date but does not include all disclosures required by U.S. generally accepted accounting principles, or U.S. GAAP, for complete financial
statements. These interim financial statements should be read in conjunction with the audited consolidated financial statements in our Annual
Report on Form 10-K for the year ended December 31, 2008, filed with the Securities and Exchange Commission on March 20, 2009. In
connection with the preparation of the condensed consolidated financial statements, we evaluated subsequent events after the date of
September 30, 2009 through November 9, 2009, which is the date that the financial statements were issued.

The preparation of financial statements in conformity with U.S. GAAP requires us to make estimates and assumptions that affect the reported
amounts of assets and liabilities and the disclosure of contingent assets and liabilities at the date of the financial statements and the reported
amounts of revenues and expenses during the reporting period. Actual results could differ from those estimates.

Recent Accounting Pronouncements

Effective July 1, 2009, the Company adopted the Financial Accounting Standards Board, or the FASB, Accounting Standards Codification
105-10, Generally Accepted Accounting Principles - Overall, or the Codification, which establishes the FASB as the source of authoritative
accounting principles to be applied by nongovernmental entities in the preparation of financial statements in conformity with GAAP. Rules and
interpretive releases of the Securities and Exchange Commission, or SEC, under authority of federal securities laws are also sources of
authoritative accounting principles for SEC registrants. The Codification supersedes all other existing accounting and reporting standards and all
other non-grandfathered accounting literature not included in the Codification is non-authoritative. The Codification is effective for financial
statements issued for interim and annual periods ending after September 15, 2009. Following the effective date, the FASB will issue Accounting
Standards Updates, and will not issue new standards in the form of Statements, FASB Staff Positions, or Emerging Issues Task Force Abstracts.
Any references made to FASB guidance within this document have been updated for the Codification.

In October 2009, the FASB issued new standards for multiple-deliverable revenue arrangements and certain arrangements that include software
elements. The new standards require entities to allocate revenue in an arrangement using estimated selling prices of the delivered goods and
services based on a selling price hierarchy and eliminate the residual method of revenue allocation. The new standards also remove tangible
products from the scope of software revenue guidance and provide guidance on determining whether software deliverables in an arrangement
that includes a tangible product are covered by the scope of the software revenue guidance. The new standards should be applied on a
prospective basis for revenue arrangements entered into or materially modified in fiscal years beginning on or after June 15, 2010, with early
adoption permitted. We are still assessing the impact of the new standards on our consolidated financial condition, results of operations and cash
flows.

In June 2009, the FASB issued an amended standard for determining whether to consolidate a variable interest entity. The amended standard
requires an enterprise to perform an analysis to determine whether the enterprise�s variable interest or interests give it a controlling financial
interest in a variable interest entity. This analysis identifies the primary beneficiary of a variable interest entity as the enterprise that has both of
the following characteristics: a) The power to direct the activities of a variable interest entity that most significantly impact the entity�s economic
performance and b) The obligation to absorb losses of the entity that could potentially be significant to the variable interest entity or the right to
receive benefits from the entity that could potentially be significant to the variable interest entity. In addition, the amended standard requires
ongoing reassessments of whether an enterprise is the primary beneficiary of a variable interest entity. The amended standard is effective as of
the beginning of the first annual reporting period that begins after November 15, 2009 and for interim periods within that first annual reporting
period, and earlier application is prohibited. We are still assessing the impact of the amended standard on our consolidated financial position,
results of operations and cash flows.

Reclassifications
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Certain amounts in prior period financial statements have been reclassified to conform to the current period presentation. These reclassifications
did not change previously reported net loss, total assets or shareholders� equity.
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2. Computation of Net Income (Loss) Per Share

Basic net income (loss) per share is computed by dividing net income (loss) by the weighted average number of common shares outstanding for
the period. Diluted net income (loss) per share is computed by dividing net income (loss) by the sum of the weighted average number of
common shares outstanding and potential common shares (when dilutive).

A presentation of the numerator and the denominator of basic and diluted net income (loss) per share are as follows (in thousands):

Three Months Ended
September 30,

Nine Months Ended
September 30,

2008 2009 2008 2009
Numerator for basic and diluted net income (loss) per share:
Net income (loss), as reported $ 4,921 $ 3,092 $ (3,188) $ (12,597) 
Denominator for basic net income (loss) per share,
Weighted average common shares outstanding 99,186 95,852 101,527 95,768
Dilutive potential of common stock equivalents 490 14 �  �  

Shares used in computing diluted net income (loss) per share 99,676 95,866 101,527 95,768

Stock options to purchase 8.5 million shares of common stock with a weighted average exercise price of $4.35 were outstanding at
September 30, 2009 and stock options to purchase 9.8 million shares of common stock with a weighted average exercise price of $4.60 were
outstanding at September 30, 2008. These stock options were not included in the computation of diluted net loss per share for the nine months
ended September 30, 2008 and 2009 because we incurred a net loss for these periods. Stock options to purchase 8.6 million shares with a
weighted average per share price of $4.91, and stock options to purchase 8.1 million shares with a weighted average per share price of $4.50
were outstanding and not included in the computation of diluted net income per share for the three months ended September 30, 2008 and 2009,
respectively, because the exercise price of these options exceeded the average fair market value of our common stock for that period.

3. Shareholders� Equity and Share-based Compensation

Equity Incentive Plan

Our 2008 Equity Incentive Plan, or the 2008 Plan, is intended as the successor to and continuation of our 1995 Equity Incentive Plan, or the
1995 Plan. The total number of shares of our common stock reserved for issuance under the 2008 Plan consists of 5.0 million shares plus
9.3 million shares subject to outstanding stock awards under the 1995 Plan that may become available for grant under the 2008 Plan if they
expire or terminate for any reason prior to exercise or settlement under the 1995 Plan.

Under the 2008 Plan, the Board of Directors has the authority to determine to whom options will be granted, the number of shares under option,
the option term and the exercise price. The options generally are exercisable beginning one year from date of grant and generally thereafter over
periods ranging from four to five years from the date of grant. The term of any options issued may not exceed ten years from the date of grant.

The 1995 Non-Employee Directors� Stock Option Plan, or the Directors� Plan, was terminated in July 2008. As of September 30, 2009, 237,928
shares were subject to outstanding stock awards under the Directors� Plan and will remain subject to the terms of the Directors� Plan until their
exercise or expiration.

Employee Stock Purchase Plan

On June 23, 2009, the shareholders approved our 2009 Employee Stock Purchase Plan, or the 2009 Purchase Plan, which replaces our 1995
Employee Stock Purchase Plan. The 2009 Purchase Plan is intended to provide an opportunity for our employees to purchase common stock, to
assist us in retaining the services of our employees, and to secure and retain the services of new employees. The 2009 Purchase Plan has
2,000,000 shares of common stock reserved for issuance and approximately 450 employees of SST and our subsidiaries are eligible to
participate.
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The 2009 Purchase Plan provides for eligible employees to purchase shares of common stock at a price equal to 85% of the lower of the fair
market value of a share of common stock on (i) the first day or (ii) the last day of the offering period, by withholding up to 10% of their annual
base earnings. Each offering period will be six months, and the first offering period commenced in August 2009. Eligible employees must enroll
prior to the beginning of the offering and may not purchase more than $25,000 of common stock in any calendar year. In addition, our Board of
Directors has currently limited the maximum number of shares that may be purchased under the 2009 Purchase Plan on any single purchase date
to 300,000 shares. Our executive officers are not eligible to participate in the 2009 to 2010 offering periods under the 2009 Purchase Plan.

We issued 265,000 shares under our 1995 Employee Stock Purchase Plan in the nine months ended September 30, 2009 for $0.5 million. We do
not intend to issue any further shares pursuant to the 1995 Employee Stock Purchase Plan.
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Tender Offer

In May 2008, we completed an offer to amend eligible 409A options and to replace underwater stock options, or the Offer, outstanding under
our 1995 Plan. Executive officers and members of the Board of Directors were not eligible to participate. The Offer consisted of two parts, an
Offer to Amend and an Offer to Replace. The Offer to Amend consisted of an amendment of the price of certain stock options with exercise
prices that may have been lower than the fair market value of our common stock on the applicable grant date, as determined for tax purposes.
The Offer to Replace consisted of an exchange of certain stock options, or Eligible Underwater Options, with new vesting terms. The total
number of options modified under the Offer was 5.2 million shares. We issued new options to purchase 2.0 million shares of common stock, at
an exercise price of $3.19 per share.

Share-based Compensation

The impact on our results of operations for share-based compensation is as follows (in thousands):

Three Months Ended
September 30,

Nine Months Ended
September 30,

2008 2009 2008 2009
Cost of revenues $ 142 $ 97 $ 286 $ 323
Research and development 511 188 1,830 756
Sales and marketing 125 48 567 180
General and administrative 337 185 1,529 759
Other �  �  �  22

Share-based compensation expense included in net loss $ 1,115 $ 518 $ 4,212 $ 2,040

Share-based compensation of $170,000 and $39,000 was capitalized in inventory as of December 31, 2008 and September 30, 2009,
respectively. The tax benefit from the exercise of options was $0 for the nine months ended September 30, 2008 and 2009. Included in
share-based compensation for the nine months ended September 30, 2008 is a charge of $0.7 million for fully vested restricted stock awards
granted in the second quarter of 2008. No restricted stock awards were granted during the nine months ended September 30, 2009.

As of September 30, 2009, we had unrecognized share-based compensation expense from stock options of $2.2 million including estimated
forfeitures.

The fair value of each option grant is estimated on the date of grant using the Black-Scholes option pricing model and assumptions noted in the
following table. We estimate expected volatility based on our historical stock volatility. The risk-free interest rate for the expected term of the
option is based on the yield of zero-coupon U.S. Treasury notes, with a term approximating the expected term of the option, in effect at the
beginning of the quarter in which the option is granted. We have determined that our historical stock option exercise data is not an accurate
predictor of future exercise transactions. For periods ending on or before June 30, 2009, we used the simplified method of calculating expected
term for new grants. Beginning with the third quarter of 2009, in estimating the expected term, we utilize data from selected semiconductor
companies, which we have concluded are similar with regard to market capitalization, stock option contractual term, and vesting schedules. We
intend to continue to use a similar methodology until we determine that our historical stock option exercise data will more accurately predict
future exercise transactions.

Assumptions used in the fair value of each option made under our equity award plans are reflected in the table below:

Three Months Ended
September 30,

Nine Months Ended
September 30,

2008 2009 2008 2009
Risk-free interest rate 3.7% 2.8% 3.0%-3.9% 2.2%-2.8%
Expected term of option 6.1 years 4.8 years 4.8-6.1 years 4.8-6.1 years
Expected volatility 62.1% 63.4% 53.1%-63.8% 63.4%-65.2%
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Expected dividend yield 0.0% 0.0% 0.0% 0.0%
4. Fair Value

Fair value is defined as the exchange price that would be received for an asset or paid to transfer a liability (an exit price) in the principal or most
advantageous market for the asset or liability in an orderly transaction between market participants on the measurement date. Valuation
techniques used to measure fair value must maximize the use of observable inputs and minimize the use of unobservable inputs. The fair value
hierarchy is based on three levels of inputs, of which the first two are considered observable and the last unobservable, that may be used to
measure fair value, which are the following:

� Level 1 - Quoted prices in active markets for identical assets or liabilities.

� Level 2 - Inputs other than Level 1 that are observable, either directly or indirectly, such as quoted prices for similar assets or
liabilities; quoted prices in markets that are not active; or other inputs that are observable or can be corroborated by observable
market data for substantially the full term of the assets or liabilities.
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� Level 3 - Unobservable inputs that are supported by little or no market activity and that are significant to the fair value of the assets
or liabilities.

Cash Equivalents. The fair values of cash equivalents are based on observable market prices and have been categorized in Level 1 in the fair
value hierarchy. Cash equivalents consist primarily of money market funds.

Available-for-sale investments

� Bonds and notes - The fair values of debt securities, such as municipal, United States government and foreign obligations are
categorized in Level 2 of the fair value hierarchy. The fair values are based on the quoted market prices in less active markets and are
based on evaluated prices that reflect observable market information, such as actual trade information for similar securities, broker or
dealer quotations or alternative pricing sources with reasonable levels of price transparency.

� Marketable equity securities - The fair values of marketable equity securities are categorized in Level 1 of the fair value hierarchy.
The fair values are based on quoted prices in active markets which are primarily traded on the New York Stock Exchange,
NASDAQ, and the Taiwan Stock Exchange.

Non-marketable equity securities. The fair values of non-marketable equity securities are categorized in Level 2 in the fair value hierarchy. The
fair values of these securities are based on a quarterly review using impairment indicators including (a) the investee�s revenue and earnings trends
relative to predefined milestones and overall business prospects, (b) the technological feasibility of the investee�s products and technologies,
(c) the general market conditions in the investee�s industry or geographic area including adverse regulatory or economic changes, (d) factors
related to the investee�s ability to remain in business, such as the investee�s liquidity, debt ratios, and the rate at which the investee is using its
cash, and (e) the investee�s receipt of additional funding at a lower valuation. If a review indicates the security is other than temporarily impaired,
the non-marketable equity security investment is written down to its impaired value.

The following table represents the fair value hierarchy for our assets (cash equivalents and available-for-sale investments) measured at fair value
on a recurring basis (in thousands):

September 30, 2009
Description Level 1 Level 2 Level 3 Total
Money market funds $ 27,261 $ �  $ �  $ 27,261
Government agency obligations �  65,002 �  65,002
Foreign corporate obligations �  3,520 �  3,520
Foreign listed equity securities 34,941 �  �  34,941

Total $ 62,202 $ 68,522 $ �  $ 130,724

December 31, 2008

Description Level 1 Level 2
Level

3 Total
Money market funds $ 10,721 $ �  $ �  $ 10,721
Corporate bonds and notes �  5,939 �  5,939
Government agency obligations �  74,906 �  74,906
Foreign listed equity securities 18,196 �  �  18,196

Total $ 28,917 $ 80,845 $ �  $ 109,762

We have no liabilities or non-financial assets measured at fair value on a recurring basis as of September 30, 2009.

5. Selected Balance Sheet Detail
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Inventories are as follows (in thousands):

December 31,
2008

September 30,
2009

Raw materials $ 35,688 $ 13,976
Work in-process 2,869 7,729
Finished goods 13,499 5,417
Finished goods held at logistics center 2,103 3,521

$ 54,159 $ 30,643
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During the three and nine months ended September 30, 2009, inventory which was written down in a prior period by $3.2 million and $5.0
million, respectively, was sold and $0.5 million and $2.9 million, respectively, was scrapped. For the three and nine months ended
September 30, 2008, inventory written down in a prior period by $3.1 million and $4.6 million, respectively, was sold and $0.6 million and $6.3
million was scrapped. For the nine months ended September 30, 2008 and 2009, we wrote down $8.2 million and $7.3 million, respectively, on
other unsold products in inventory.

Accrued expenses and other liabilities are as follows (in thousands):

December 31,
2008

September 30,
2009

Customer prepayments $ �  $ 9,707
Accrued compensation and related items 5,253 4,849
Accrued adverse purchase commitments 1,092 3,197
Accrued commissions 1,021 1,272
Accrued restructuring charge 2,338 �  
Other accrued liabilities 4,496 4,259

$ 14,200 $ 23,284

Our products are generally subject to warranty and we provide for the estimated future costs of repair, replacement or customer accommodation
in the accompanying statements of operations at the time of product shipment. Our warranty accrual is estimated based on historical claims
compared to historical revenues for the appropriate class of product and assumes that we have to replace products subject to a claim.

Changes in the warranty reserves are as follows (in thousands):

Nine Months Ended
September 30,

2008 2009
Beginning balance $ 358 $ 176
Provisions for warranty 582 �  
Warranty returns (353) (89) 
Re-screening, re-testing and other settlements (305) (29) 

Ending balance $ 282 $ 58

6. Commitments

As of September 30, 2009 we had outstanding purchase commitments with our foundry vendors of $26.5 million for delivery in 2009. We have
recorded a liability of $3.2 million for related adverse purchase commitments.

Our technology license agreements generally include an indemnification clause that indemnifies the licensee against liability and damages
(including legal defense costs) arising from any claims of patent, copyright, trademark or trade secret infringement by our proprietary
technology. The terms of these guarantees approximate the terms of the technology license agreements, which typically range from five to ten
years. Our current license agreements expire from 2010 through 2016. The maximum possible amount of future payments we could be required
to make, if such indemnifications were required on all of these agreements, is $57.6 million. We have not recorded any liabilities related to these
indemnifications as of September 30, 2009.

During our normal course of business, we have made certain indemnities, commitments and guarantees under which we may be required to
make payments in relation to certain transactions. These include indemnities to various lessors in connection with facility leases for certain
claims arising from such facility or lease and indemnities to our directors and officers to the maximum extent permitted under the laws of
California. In addition, we have contractual commitments to some customers, which could require us to incur costs to repair an epidemic defect

Edgar Filing: SILICON STORAGE TECHNOLOGY INC - Form 10-Q

Table of Contents 19



with respect to our products outside the normal warranty period if such defect were to occur. The duration of these indemnities, commitments
and guarantees varies. The majority of these indemnities, commitments and guarantees do not provide for any limitation of the maximum
potential future payments that we could be obligated to make. We have not recorded any liability for these indemnities, commitments and
guarantees in the accompanying condensed consolidated balance sheets. We do, however, accrue for losses for any known contingent liability,
including those that may arise from indemnification provisions, when future payment is probable and the amount can be reasonably estimated.

10
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7. Contingencies

On July 13, 2006, a shareholder derivative complaint was filed in the United States District Court for the Northern District of California by Mike
Brien under the caption Brien v. Yeh, et al., Case No. C06-04310 JF (N.D. Cal.). On July 18, 2006, a second shareholder derivative complaint
was filed in the United States District Court for the Northern District of California by Behrad Bazargani under the caption Bazargani v. Yeh, et
al., Case No. C06-04388 HRL (N.D. Cal.). Both complaints were brought purportedly on behalf of SST against certain of our current and former
officers and directors and allege among other things, that the named officers and directors: (a) breached their fiduciary duties as they colluded
with each other to backdate stock options, (b) violated Rule 10b-5 of the Securities Exchange Act of 1934, and (c) were unjustly enriched by
their receipt and retention of such stock options. The Brien and Bazargani cases were consolidated into one case: In re Silicon Storage
Technology, Inc. Derivative Litigation, Case No. C06-04310 JF (or the �Federal Derivative Litigation�) and plaintiffs filed a consolidated amended
shareholder derivative complaint on October 30, 2006. The parties initiated settlement discussions and filed several stipulations to extend the
defendants� deadline to respond to the consolidated amended shareholder derivative complaint, which the court granted. On March 15, 2007, we
announced that the Chair of our Audit Committee, with the assistance of independent outside counsel and outside accounting experts, would be
conducting a voluntary review of our historical stock option grant practices covering the time since our initial public offering in 1995. On
April 27, 2007, the court granted the parties� stipulation staying this action until after we publicly announced the results of the investigation into
the historical stock option grant practices. On January 16, 2008, we filed our Annual Report on Form 10-K for the year ended December 31,
2006, containing the results of such investigation. Plaintiffs in the Federal Derivative Litigation filed an amended complaint on May 9, 2008.
Defendants filed a motion to dismiss on October 17, 2008, which the Court heard on April 24, 2009. On July 7, 2009, the court granted
defendants� motion and dismissed the federal securities claim with leave to amend. Federal plaintiffs filed a third amended complaint on
August 21, 2009. The newest complaint asserts state-law fiduciary duty claims based on diversity jurisdiction; no federal securities claims are
alleged. On September 24, 2009, defendants moved to dismiss the amended complaint with prejudice. Plaintiffs� opposition briefs are due on
January 15, 2010, and the hearing on the motions is set for February 5, 2010. We are currently in ongoing settlement discussions in the above
referenced matter.

On October 31, 2006, a similar shareholder derivative complaint was filed in the Superior Court of the State of California for the County of
Santa Clara by Alex Chuzhoy under the caption Chuzhoy v. Yeh, et al., Case No. 1-06-CV-074026. This complaint was brought purportedly on
behalf of SST against certain of our current and former officers and directors and alleges among other things, that the named officers and
directors breached their fiduciary duties as they colluded with each other to backdate stock options and were allegedly unjustly enriched by their
actions. The Chuzhoy complaint also alleges that certain defendants violated section 25402 of the California Corporations Code by selling shares
of our common stock while in possession of material non-public adverse information. The parties initiated settlement discussions and filed
several stipulations to extend defendants� deadline to respond to the shareholder derivative complaint, which the court granted. On April 13,
2007, the court granted the parties� stipulation staying this action until after we publicly announced the results of the investigation into the
historical stock option grant practices. On January 16, 2008, we filed our Annual Report on Form 10-K for the year ended December 31, 2006,
containing the results of such investigation. On January 25, 2008, the court and parties in the Chuzhoy matter agreed to postpone the filing of the
amended complaint pending settlement discussions. We are currently in ongoing settlement discussions in the above referenced matter.

In January and February 2005, multiple shareholder derivative complaints were filed in California Superior Court for the County of Santa Clara,
purportedly on behalf of SST against certain of our current and former officers and directors. The derivative complaints asserted claims for,
among other things, breach of fiduciary duty and violations of the California Corporations Code. These derivative actions were consolidated
under the caption In Re Silicon Storage Technology, Inc. Derivative Litigation, Lead Case No. 1:05CV034387. On April 28, 2005, pursuant to a
joint stipulation, the derivative action was stayed by court order. On October 19, 2007, following the dismissal with prejudice of certain federal
putative class actions, the court lifted this stay. On December 6, 2007, plaintiffs filed a consolidated amended complaint reiterating some of the
previous claims and asserting claims substantially identical to those contained in the Chuzhoy v. Yeh, et al., Case No. 1-06-CV-074026 and the
Federal Derivative Litigation. Defendants filed a motion to stay the action on March 28, 2008, and a demurrer on May 12, 2008. On October 31,
2008, the court sustained the demurrer, in part, with leave to amend. The court also granted the motion to stay, staying all further proceedings in
favor of the Chuzhoy matter. We are currently in ongoing settlement discussions in the above referenced matter.

From time to time, we are also involved in other legal actions arising in the ordinary course of business. We have accrued certain costs
associated with defending these matters. There can be no assurance that the shareholder class action complaints, the shareholder derivative
complaints or other third party assertions will be resolved without costly litigation, in a manner that is not adverse to our financial position,
results of operations or cash flows or without requiring payments in the future which may adversely impact net income. We have accrued what
we believe to be probable costs in connection with the potential settlement of the shareholder class action complaints and the shareholder
derivative complaints. As a result, approximately $0.7 million is included in Accrued expenses and other liabilities in our financial statements as
of September 30, 2009.
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8. Goodwill and Intangible Assets

Goodwill and intangible assets include $11.2 million of goodwill, $0.2 million of net identifiable intangible assets from acquisitions made in
2004 and 2005 and $1.6 million of net purchased intellectual property. The goodwill is not being amortized but is tested annually for
impairment. There was no change in the carrying amount of goodwill for the nine months ended September 30, 2009. We review intangible
assets for adjustments when an event or circumstance occurs indicating a possible impairment in value. We did not record any impairment to
intangible assets during the nine months ended September 30, 2009.

Intangible assets consist of the following (in thousands):

September 30, 2009

Cost
Accumulated
Amortization

Accumulated
Impairment Net

Existing technology $ 11,791 $ (11,335) $ (384) $ 72
Intellectual property 3,243 (317) (1,322) 1,604
Trade name 1,198 (1,198) �  �  
Customer relationships 1,857 (1,761) �  96
Non-compete agreements 810 (810) �  �  

$ 18,899 $ (15,421) $ (1,706) $ 1,772

December 31, 2008

Cost
Accumulated
Amortization

Accumulated
Impairment Net

Existing technology $ 11,791 $ (10,127) $ (384) $ 1,280
Intellectual property 3,394 (222) (1,322) 1,850
Trade name 1,198 (1,032) �  166
Customer relationships 1,857 (1,626) �  231
Non-compete agreements 810 (764) �  46

$ 19,050 $ (13,771) $ (1,706) $ 3,573

Amortization expense was $0.4 million and $1.7 million for the three and nine months ended September 30, 2009, respectively. Amortization
expense was $0.7 million and $2.1 million for the three and nine months ended September 30, 2008, respectively.

Estimated future intangible asset amortization expense for the next five years is as follows (in thousands):

Fiscal Year
Amortization of

Intangible Assets
2009 (remaining three months) $ 111
2010 682
2011 504
2012 471
2013 4

Total expected amortization expense $ 1,772

9. Segment Reporting

Our Memory Product segment, which is comprised of NOR flash memory products, includes the Multi-Purpose Flash or MPF family, the
Multi-Purpose Flash Plus or MPF+ family, the Advanced Multi-Purpose Flash Plus or Advanced MPF+ family, the Concurrent SuperFlash or

Edgar Filing: SILICON STORAGE TECHNOLOGY INC - Form 10-Q

Table of Contents 23



CSF family, the Firmware Hub or FWH family, the SPI serial flash family, the Serial Quad I/O or SQI flash family, the ComboMemory family,
the Many-Time Programmable or MTP family, and the Small Sector Flash or SSF family.

Our Non-Memory Product segment is comprised of all other semiconductor products including flash microcontrollers, smart card ICs and
modules, radio frequency ICs and modules, NAND Controllers and NAND Controller-based modules.

Our Technology Licensing segment includes both up-front fees and royalties generated from the licensing of our SuperFlash technology to
semiconductor manufacturers for use in embedded flash applications.

12
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We do not allocate operating expenses, interest and dividend income, impairment of investments, other income or expense, or provision for or
benefit from income taxes to any of these segments for internal reporting purposes, as we do not believe that allocating these expenses is
beneficial in evaluating segment performance. Additionally, we do not allocate assets to segments for internal reporting purposes as we do not
manage our segments by such metrics.

The following table shows our revenues and gross profit for each segment (in thousands):

Three Months Ended
September 30, 2008

Three Months Ended
September 30, 2009

Revenues
Gross
Profit Revenues

Gross
Profit

Memory $ 68,521 $ 14,110 $ 50,038 $ 8,285
Non-Memory 11,280 4,270 11,728 4,691
Technology Licensing 12,597 12,597 9,487 9,487

$ 92,398 $ 30,977 $ 71,253 $ 22,463

Nine Months Ended
September 30, 2008

Nine Months Ended
September 30, 2009

Revenues
Gross
Profit Revenues

Gross
Profit

Memory $ 191,064 $ 36,555 $ 121,437 $ 12,884
Non-Memory 29,508 7,469 30,882 11,536
Technology Licensing 36,611 36,611 27,146 27,146

$ 257,183 $ 80,635 $ 179,465 $ 51,566

10. Related Party Reporting

The following table is a summary of our related party revenues and purchases, and our related party accounts receivable and accounts payable
and accruals (in thousands):

Revenues
Three Months Ended

September 30,
Nine Months Ended

September 30,
2008 2009 2008 2009

Apacer Technology, Inc. & related entities $ 672 $ 1,100 $ 2,531 $ 2,591
Grace Semiconductor Manufacturing Corp. 125 154 315 503
Silicon Professional Technology Ltd. 47,931 35,881 128,403 90,306

$ 48,728 $ 37,135 $ 131,249 $ 93,400

Purchases
Three Months Ended

September 30,
Nine Months Ended

September 30,
2008 2009 2008 2009

Aptos Design Lab, Inc. & related entities $ 228 $ 63 $ 770 $ 1,576
Grace Semiconductor Manufacturing Corp. 21,493 12,883 64,297 24,437
Powertech Technology, Incorporated 5,314 2,314 15,576 6,827
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$ 27,035 $ 15,260 $ 80,643 $ 32,840

Accounts Receivable Accounts Payable and Accruals
December 31,

2008
September 30,

2009
December 31,

2008
September 30,

2009
Aptos Design Lab, Inc. & related entities $ �  $ �  $ 83 $ 93
Apacer Technology, Inc. & related entities 330 379 �  �  
Grace Semiconductor Manufacturing Corp. 185 �  1,700 7,197
Powertech Technology, Incorporated �  �  1,466 1,441
Professional Computer Technology Limited �  �  20 �  
Silicon Professional Technology Ltd. 10,246 25,734 175 429

$ 10,761 $ 26,113 $ 3,444 $ 9,160
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Prepayments of approximately $352,000 to Advanced Chip Engineering Technology Inc., or ACET, for the purchase of inventory are included
in Other current assets at September 30, 2009. ACET is a subsidiary of Aptos Design Lab, Inc., or ADL. A prepayment of $9.7 million from
Grace Semiconductor Manufacturing Corporation, or GSMC, for up-front licensing fees, is included in Accrued expenses and other liabilities at
September 30, 2009.

Professional Computer Technology Limited, or PCT, earns commissions for point-of-sales transactions to customers. PCT�s commissions are
paid at the same rate as all of our other stocking representatives in Asia. In addition, we pay Silicon Professional Technology Ltd., or SPT, a
wholly-owned subsidiary of PCT, a fee for providing logistics center functions. This fee is based on a percentage of revenue for each product
shipped through SPT to our end customers. The fee paid to SPT covers the costs of warehousing and insuring inventory and processing accounts
receivable, the personnel costs required to maintain logistics and information technology functions and the costs to perform demand forecasting,
billing and collection of accounts receivable.

11. Investments

Available-for-sale Investments

Available-for-sale investments at their estimated fair value and contractual maturities are as follows (in thousands):

September 30, 2009

Amortized
Cost

Unrealized
Gains

Unrealized
Losses

Estimated
Fair

Value
Government bonds and notes $ 64,867 $ 135 $ �  $ 65,002
Foreign corporate bonds and notes 910 2,610 �  3,520
Foreign listed equity securities 4,713 30,228 �  34,941

Total bonds, notes and equity securities $ 70,490 $ 32,973 $ �  $ 103,463

Contractual maturity dates for investments in bonds and notes:
Less than one year $ 40,607
One to five years 27,915

$ 68,522

December 31, 2008

Amortized
Cost

Unrealized
Gains

Unrealized
Losses

Estimated
Fair

Value
Corporate bonds and notes $ 5,924 $ 15 $ �  $ 5,939
Government bonds and notes 74,264 642 �  74,906
Foreign listed equity securities 4,761 13,435 �  18,196

Total bonds, notes and equity securities $ 84,949 $ 14,092 $ �  $ 99,041

Contractual maturity dates for investments in bonds and notes:
Less than one year $ 48,997
One to five years 31,848

$ 80,845

Securities are classified as current if we expect the security to be realized in cash or sold or consumed during the normal operating cycle of our
business. All bonds and notes currently held have contractual maturity dates within two years.
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King Yuan Electronics Company Limited, or KYE, Insyde Software Corporation, or Insyde, Powertech Technology, Incorporated, or PTI, and
PCT are Taiwanese companies that are listed on the Taiwan Stock Exchange. Investments in equity or debt securities of these companies have
been included in �Long-term available-for-sale equity investments� or �Long-term available-for-sale debt securities.� The shares that are not
available for resale within one year of the balance sheet date, due to local securities regulations, are recorded at cost and included in �Equity
investments, others.� Cash dividends and other distributions of earnings from the investees, if any, are included in other income at the date of
record.

Equity Investments

Investments in privately held enterprises and certain restricted stocks are accounted for using either the cost or equity method of accounting, as
appropriate. Each period, we evaluate whether an event or change in circumstances has occurred that may indicate an investment has been
impaired. If upon further investigation of such events we determine the investment has suffered a decline in value that is other than temporary,
we write down the investment to its estimated fair value. As of September 30, 2009 and December 31, 2008 the carrying value of these
investments was $32.9 million and $24.6 million, respectively.
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In 2001 and 2004, we invested an aggregate of $83.2 million in GSMC, a Cayman Islands company. In the third quarter of 2009, we granted a
technology license to GSMC in exchange for preferred shares in GSMC, valued at $9.7 million. The fair value of the shares issued was
determined based on an assessment made in connection with the impairment of our investment in GSMC recorded as of June 30, 2009. See also
�Impairment of Equity Investments� below for additional information on the methodology used to determine the fair value of our equity investment
in GSMC. The $9.7 million prepayment from GSMC for the technology license is included in Accrued expenses and other liabilities at
September 30, 2009. Bing Yeh, our CEO and Chairman of our Board of Directors, is also a member of GSMC�s board of directors. GSMC has a
wholly owned subsidiary, Grace, which is a wafer foundry company with operations in Shanghai, China. Grace began to manufacture our
products in late 2003. We have an equity ownership position of approximately 11.1% in GSMC as of September 30, 2009, with a carrying value
of $20.7 million. As of September 30, 2009, we had no trade accounts receivable from GSMC. GSMC is a variable interest entity, of which we
are not the primary beneficiary. Our maximum exposure to loss as a result of our involvement with GSMC is $20.7 million as of September 30,
2009.

During the third quarter of 2009, we exchanged our equity interest in ACET for an equity interest in Aptos Design Lab, or ADL, a privately held
Taiwanese company. ADL currently has six members on its Board of Directors, of which SST holds one seat. As of September 30, 2009, our
investment in ADL represents a 17.2% equity ownership position, with a carrying value of $2.3 million, and is accounted for using the cost
method. Please also see �Investment in Equity Method Affiliate� below.

Investment in Equity Method Affiliate

In 2004, we invested $4.0 million in ACET, a privately held Taiwanese company. We made subsequent investments of $15.9 million and $10.3
million in 2006 and 2007, respectively, bringing our equity ownership position to approximately 38.5%. In September, 2009, the shareholders of
ACET completed a reorganization of its capital structure through the partial sale of ACET to ADL. In the reorganization, approximately 87% of
ACET shareholders� equity ownership was exchanged for equity in ADL. Our entire investment in ACET was exchanged for preferred shares in
ADL, representing a 17.2% equity ownership position with a carrying value of $2.3 million at September 30, 2009. As a result of the exchange,
we recognized a gain of $0.8 million in the third quarter of 2009, including a cumulative translation adjustment of $0.2 million which was
reclassified out of accumulated other comprehensive income.

For the three and nine months ended September 30, 2008 and 2009, we accounted for our investment in ACET under the equity method of
accounting by including our pro rata share of ACET�s reported net loss in our condensed consolidated statement of operations in Pro rata share of
loss from equity investments. We recorded $0.1 million and $0.8 million as our pro rata share of ACET�s loss for the three and nine months
ended September 30, 2009, respectively. We recorded $1.9 million and $6.0 million as our pro rata share of ACET�s loss for the three and nine
months ended September 30, 2008, respectively. As of September 30, 2009, we no longer hold an equity interest in ACET, as a result of the
exchange for shares in ADL.

Impairment of Equity Investments

In 2001 and 2004, we invested an aggregate of $83.2 million in GSMC, which was carried at cost with an average price per share of $1.0375 for
the preferred equity and $0.01 for the common equity. We recorded impairment charges in 2006, 2007, the fourth quarter of 2008 and the second
quarter of 2009, of $40.6 million, $19.4 million, $11.6 million and $0.5 million, respectively. For each impairment recorded, the primary
triggering event was an expected round of financing at a lower price per share than the carrying value of our preferred equity. To determine if
there is an indication of impairment during each reporting period, we consider the price per share of the most recent round of financing of new
equity investments, the expected timing of the next round of financing, the history of operating losses and negative cash flow, earnings and cash
flow outlook, expected cash burn rate and the technological feasibility of GSMC�s products.

We used the following two generally accepted valuation methods discussed below in determining the fair value of our investment in GSMC as
of June 30, 2009:

� The Income Approach which indicates the fair value of a business based on the discounted value of the cash flows the business is
expected to generate. In evaluating this approach we discounted the expected cash flows by using a weighted average cost of capital
of 14%.

� The Market Comparable Method which indicates the fair value of a business by comparing it to other publicly traded companies in
similar lines of business.
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To arrive at the fair value of our investment in GSMC as June 30, 2009, we weighted the indication from the Income Approach at 50% and the
indication from the Market Comparable Method at 50%. In doing so we considered the following:

� Since some comparable companies are not projecting the magnitude of growth that is expected for GSMC due to its planned capacity
expansion, we believe that the indicated value by the Income Approach reasonably reflects the long-term growth potential of GSMC.

� We believe the Market Comparable Method also results in an equally reasonable value since GSMC�s most recent results and
projections are similar to those of a select group of publically traded companies in their industry.
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We then used the Option Pricing Approach to allocate the aggregate fair value of our investment in GSMC across the individual classes of
GSMC equity we hold, based on the concept that equity securities can be viewed as call options on the underlying assets of the company. We
determined the strike prices of the options based on the characteristics of the capital structure of the company, such as the number of shares of
each class of equity, seniority levels, liquidation preferences and conversion values for preferred equity, and the strike prices of warrants and
options. The time to the expiration of these options is equal to the expected time to a liquidity event (initial public offering, sale, merger, etc.).

In the first quarter of 2008, we fully reserved a note receivable from an unrelated third party in the amount of $0.2 million due to our expected
inability to collect it.

12. Comprehensive Income (Loss)

The components of comprehensive income (loss) are as follows (in thousands):

Three Months Ended
September 30,

Nine Months Ended
September 30,

2008 2009 2008 2009
Net income (loss) $ 4,921 $ 3,092 $ (3,188) $ (12,597) 
Net unrealized gains (losses) on investments, net of tax (11,277) 7,471 (12,837) 18,881
Cumulative translation adjustment (927) (194) 587 (207) 

Total comprehensive income (loss) $ (7,283) $ 10,369 $ (15,438) $ 6,077

13. Income Taxes

We maintained a full valuation allowance on our net deferred tax assets as of September 30, 2009. Determination of the valuation allowance
requires an assessment of both positive and negative evidence when determining whether it is more likely than not that deferred tax assets are
recoverable and such assessment is required on a jurisdiction by jurisdiction basis. Based upon the weight of available evidence, which includes
our historical operating performance, reported cumulative net losses since inception and difficulty in accurately forecasting our results, we
provided a full valuation allowance against our net deferred tax assets. We intend to maintain a full valuation allowance on the U.S. deferred tax
assets until sufficient positive evidence exists to support reversal of the valuation allowance.

We recorded a tax provision of $1.6 million and $3.4 million for the three and nine months ended September 30, 2009, respectively, consisting
primarily of foreign withholding taxes, withholding tax reserves and currency re-measurement on withholding tax reserves. For the three and
nine months ended September 30, 2008, we recorded a tax benefit of $0.4 million and $5.1 million, respectively. The tax benefit for the nine
months ended September 30, 2008 consisted primarily of a refund from an Internal Revenue Service settlement from an amended return,
partially offset by foreign income and withholding taxes and reserves.

Because relatively small changes in our forecasted net income or loss for 2009 can significantly affect our projected annual effective tax rate for
certain foreign entities, we believe a discrete calculation for the three and nine months ended September 30, 2009 is the most reliable estimate of
our effective tax rate for those entities.

We periodically receive dividend payments from our investments in foreign companies, which are subject to withholding of income tax. We
record these taxes, as well as any refunds of these taxes, on a cash basis. We do not anticipate any material changes to our uncertain tax positions
during the remainder of 2009. The adjustment resulting from re-measurement of foreign currency tax liabilities, as well as interest and penalties,
if any, is included in income tax provision or benefit.

16

Edgar Filing: SILICON STORAGE TECHNOLOGY INC - Form 10-Q

Table of Contents 31



Table of Contents

Item 2. Management�s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion may be understood more fully by reference to the consolidated financial statements, notes to the consolidated financial
statements and management�s discussion and analysis of financial condition and results of operations contained in our Annual Report on
Form 10-K for the year ended December 31, 2008, as filed with the Securities and Exchange Commission on March 20, 2009.

The following discussion contains forward-looking statements, which involve risk and uncertainties. All forward-looking statements included in
this document are based on information available to us on the date hereof, and we assume no obligation to update any such forward-looking
statements. Our actual results could differ materially from those anticipated in these forward-looking statements as a result of certain factors
which are difficult to forecast and can materially affect our quarterly or annual operating results. Fluctuations in revenues and operating
results may cause volatility in our stock price. Please also see Item 1A. �Risk Factors.�

Business Overview

We are a leading supplier of NOR flash memory semiconductor devices for the digital consumer, networking, wireless communications and
Internet computing markets. NOR flash memory is a form of nonvolatile memory that allows electronic systems to retain information when the
system is turned off. NOR flash memory is now used in billions of consumer electronics and computing products annually.

We produce and sell many products based on our SuperFlash design and manufacturing process technology. Our products are incorporated into
products sold by many well-known companies including Apple, Asustek, BenQ, Cisco, Dell, First International Computer, Gigabyte, Haier,
Huawei, Infineon, Intel, IBM, Inventec, Legend, Lenovo, LG Electronics, Freescale Semiconductor, NEC, Nintendo, Panasonic, Philips, Quanta,
Samsung, Sanyo, Seagate, Sony, Sony Ericsson, Toshiba, Texas Instruments, VTech and ZTE.

We also produce and sell other semiconductor products including flash microcontrollers, smart card ICs and modules, radio frequency ICs and
modules, NAND Controllers and NAND Controller-based modules.

One of our goals is diversification through the active development of our non-memory business. Our objective is to transform SST from a pure
play in flash memory to a multi-product line semiconductor company and a leading licensor of embedded flash technology. We continue to
execute on our plan to derive a significant portion of our revenue from non-memory products, which includes flash microcontrollers, NAND
Controller-based modules, smart card ICs and radio frequency ICs and modules. We believe non-memory products represent an area in which
we have significant competitive advantages and also an area that, in the long run, can yield profitable revenue with higher and more stable gross
margins than our memory products.

Our business strategy is two fold: to continue to develop and grow our core NOR flash memory and embedded flash technology licensing
business, while diversifying our business by expanding into new markets and pursuing growth opportunities through the development of new
NAND Controller-based module and radio frequency IC products. In the NOR flash market, our goals are to be the leading worldwide supplier
of low-density NOR flash memory devices and to maintain our position as the world�s number one embedded flash licensor by growing both
upfront fees and per unit royalties. In our non-memory business markets, our objectives are to leverage our core competencies in NAND
Controller design into systems solutions as adoption of solid state memory technology grows, and to leverage our radio frequency wireless
technology and systems expertise as development continues on a multitude of electronic devices which are enabled for wireless communication.

The Board of Directors has appointed a Strategic Committee to review our investments and to investigate strategic alternatives, including
acquisitions and divestitures. The Strategic Committee is working closely with management and an outside consultant to evaluate our operations
and products, and identify potential new business opportunities. This evaluation involves all aspects of our business in order to drive value for
our shareholders and position SST for future growth.

Operations Overview

In response to the challenging market conditions of the past year, we began taking a fresh look at every aspect of our business; focusing our
resources on areas that we believe will yield the most impact over time, while creating additional opportunities without incurring significant
additional research and development expense in the near term. These efforts include a targeted approach to product development that emphasizes
non-commodity applications through differentiated features, as well as new programs to enhance our licensing business. We have made good
progress, and strong execution of these objectives, combined with an improved demand environment, resulted in solid financial performance for
the third quarter of 2009, as well as yielding several key achievements in product development and technology licensing which we believe will
help drive future growth.
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After reaching a low point during the month of January, our product shipments rebounded in the first quarter of 2009. The end-market demand
recovery that began in the second quarter continued through the third quarter, resulting in a greater than 30% sequential increase in unit
shipments in the third quarter of 2009, as compared to the second quarter. Unit shipments to the digital consumer segment increased 47%
sequentially, with digital camera, DVD and set-top-box applications showing especially strong growth. Unit shipments to the Internet computing
segment increased 45% sequentially, with across-the-board increases, particularly in notebook and desktop PC, hard disk drive and PC monitor
applications. Unit shipments to the networking segment increased 47% sequentially, driven primarily by shipment increases in DSL modem and
wireless LAN applications. Unit shipments to the wireless communications segment were essentially flat, with the sequential growth in
Bluetooth cordless phone and GPS applications offset by a steep decline in mobile phone shipments. Our licensing revenue increased
significantly in the third quarter of 2009, reflecting the improvement in our licensees� business in the second quarter.

We have begun to see stabilization in the pricing environment, as the rate of price decline for like products has slowed significantly from earlier
in the year. Coupled with strong unit shipments, this stabilization contributed to a healthy growth in revenue across all application segments.
Although our blended average selling price decreased approximately 7% in the third quarter of 2009, as compared to the second quarter, this
decrease was primarily due to changes in our product mix, with strong revenue growth in serial flash and radio frequency power amplifier
products, which have relatively lower average selling prices. Although seasonal trends in NOR flash, in combination with likely digestion of
inventory in the channel, are expected to result in lower industry-wide demand, we expect this relative price stability will continue through the
fourth quarter.

The semiconductor industry has historically been cyclical, characterized by periodic changes in business conditions caused by product supply
and demand imbalance. When the industry experiences downturns, they often occur in connection with, or in anticipation of, maturing product
cycles and declines in general economic conditions. These downturns are characterized by weak product demand, excessive inventory and
accelerated decline of selling prices.

Non-Memory Products

Several years ago, with the recognition that our core memory business will continue to experience average selling price pressure that would limit
our revenue growth potential, we began a diversification plan of investing in products and technologies that are expected to yield higher average
selling prices and gross margins than our current memory products. We believe that a strategy of diversification will allow for better growth
opportunities and higher return for our shareholders. Although it has taken time to establish this new business, we have been pleased by our
progress in this area, given the difficulty of penetrating new markets and in an environment where customers are scaling back new product
development. For the nine months ended September 30, 2009, our non-memory business contributed 20% of product revenue and 47% of
product gross profit.

We continue to experience good traction with our NAND Controllers and modules, including NANDrive, our embedded flash solid-state drive
product family, and our customer base for the NANDrive product line includes more than 80 customers. Our engineering teams are designing
new controllers with new interfaces to expand our addressable market into applications such as mobile Internet devices, automotive and
industrial equipment, camcorders and IP set-top boxes. We believe our growing portfolio of design wins is indicative of an emerging business
and that we are in front of a positive revenue cycle for this product family.

Our radio frequency power amplifier products targeting the embedded Wi-Fi market showed strong sequential growth in the third quarter of
2009, with shipments in excess of 20 million units. Using advanced technologies, these devices feature a highly-efficient, low-power,
small-footprint design that supports 802.11 wireless standard. We recently announced the availability of our newest radio frequency power
amplifier, which supports an operating voltage up to 5V, resulting in ultra-high linear output power capability. This new device helps increase
the transmission range and data rate of wireless access points and routers to better support broadband applications, such as streaming video and
other multimedia-rich content. These products are winning designs with major chipset manufacturers for use in smart phone applications, and we
expect the ramp up of these chipsets to drive volume shipments of our power amplifier products in 2010. In addition, design wins with our radio
frequency power amplifier chipset partners expand opportunities for our NOR memory and NANDrive products.

Due to the complexity of these new product families, the design-in and qualification cycle is long, and we further expect our near term results to
be impacted by the challenging overall economic environment.
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Memory Products and Technology Licensing

Our focus on product innovation and technology advancement is essential to sustaining growth in challenging market conditions. As we refine
our roadmap, we are putting special emphasis on development of innovative products with differentiated features that expand our addressable
market. We recently announced a new family of high-speed quad-bit serial flash memory with our proprietary execute-in-place feature, which
builds upon the success of our innovative and award-winning SQI flash products. In order to take advantage of significant cost savings, over the
past several years, electronics device manufacturers have been transitioning from parallel flash to serial flash for use in certain applications.
However, serial flash has historically not offered the performance level required for use in applications requiring very high speed memory
access, such as mobile handsets, Bluetooth headsets and GPS devices. Our high speed SQI serial flash achieves a breakthrough combination of
the high performance level typically associated with parallel flash memory and the low pin count and space savings of serial flash memory, as
well as extremely low power consumption, which is critical for the design of next-generation devices. We also continue to ramp our 120nm
technology products at Shanghai Grace Semiconductor Manufacturing Corporation, or Grace, and Maxchip Electronics Corporation, or
Maxchip. In addition to cost advantages, these products offer significant performance, power efficiency and footprint advantages over previous
generations. Our goal is for these 120nm products to contribute 50% of our memory product revenue over the next few quarters.

Our licensing revenue increased by more than 50% in the third quarter of 2009, as compared to the second quarter, reflecting the general
improvement in the semiconductor industry in the second quarter. We anticipate continued growth in our royalty revenue in the fourth quarter,
as market conditions remained positive in the third quarter, and several new licensing agreements are expected to contribute up front fees. Our
licensing business represents considerable opportunity for us and we are placing enhanced emphasis in several areas we believe will foster
growth. In addition to growing our licensee base to new accounts in wafer foundries, integrated device manufacturers and design houses, we are
also working with current licensees to expand to more advanced technology nodes. During the past few quarters we have signed several new
licensing agreements, which we expect will begin to contribute upfront fees in the fourth quarter. Our licensing business remains a tremendous
asset to our financial model and our continued investment in our core memory products and technology roadmap helps to ensure this business
will thrive as market demand continues to improve.

Global Reorganization

In December 2008, we announced the implementation of a global reorganization designed to reflect changes in anticipated demand for our
products. This action was taken to reduce costs of operations, realign our development priorities, and to improve our focus on accelerating
time-to-market of select new products. This refined strategy continues the essential elements of diversification by focusing on a reduced number
of projects in the areas of non-commodity NOR products, NAND Controllers and modules and radio frequency products which are synergistic
with our memory markets. We believe this focus on a smaller set of projects, along with the reduction in operating expenses, will ultimately
make our company more profitable and enhance shareholder value.

As a result of our global reorganization, our operating expenses decreased substantially in the nine months ended September 30, 2009, as
compared to the nine months ended September 30, 2008. Our restructuring efforts have been conducted in a manner that we believe will best
enable us to support the current and future requirements of our customer base and invest appropriately in our technology roadmap in order to
enhance both our shorter and longer term competitive position.

Concentrations

We derived 87.3% and 91.4% of our net product revenues during the year ended December 31, 2008 and the nine months ended September 30,
2009, respectively, from product shipments to Asia. In addition, substantially all of our wafer suppliers and packaging and testing subcontractors
are located in Asia.

Shipments to our top ten end customers, which exclude transactions through stocking representatives and distributors, accounted for 21.4% and
18.9% of our net product revenues during the year ended December 31, 2008 and the nine months ended September 30, 2009, respectively.

No single end customer, which we define as original equipment manufacturers, or OEMs, original design manufacturers, or ODMs, contract
electronic manufacturers, or CEMs, or end users, represented 10.0% or more of our net product revenues during the year ended December 31,
2008 and the nine months ended September 30, 2009.

We ship products to, and have accounts receivable from, OEMs, ODMs, CEMs, stocking representatives, distributors and our logistics center.
Our stocking representatives, distributors and logistics center reship our products to our end customers, including OEMs, ODMs, CEMs and end
users. Shipments, by us or our logistics center, to our top three stocking representatives for reshipment accounted for 54.6% and 59.3% of our
product shipments during the year ended December 31, 2008 and the nine months ended September 30, 2009, respectively. In addition, the same
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three stocking representatives solicited sales, for which they received a commission, for 7.0% and 1.3% of our product shipments to end users
during the year ended December 31, 2008 and the nine months ended September 30, 2009, respectively.
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We out-source our end customer service logistics in Asia to Silicon Professional Technology Ltd., or SPT, which supports our customers in
Taiwan, China and other Southeast Asia countries. SPT provides forecasting, planning, warehousing, delivery, billing, collection and other
logistic functions for us in these regions. SPT is a wholly-owned subsidiary of one of our stocking representatives in Taiwan, Professional
Computer Technology Limited, or PCT. Products shipped to SPT are accounted for as our inventory held at our logistics center, and revenue is
recognized when the products have been delivered and are considered as sold to our end customers by SPT. For the year ended December 31,
2008 and the nine months ended September 30, 2009, SPT serviced end customer sales accounting for 56.2% and 59.5%, respectively, of our net
product revenues. As of December 31, 2008 and September 30, 2009, SPT represented 50.9% and 71.6%, respectively, of our net accounts
receivable.

Our product sales are made primarily using short-term cancelable purchase orders. The quantities actually purchased by the customer, as well as
shipment schedules, are frequently revised to reflect changes in the customer�s needs and in our supply of product. Accordingly, our backlog of
open purchase orders at any given time is not a meaningful indicator of future sales. Changes in the amount of our backlog do not necessarily
reflect a corresponding change in the level of actual or potential sales.

Critical Accounting Estimates

For information related to our revenue recognition and other critical accounting estimates, please refer to the �Critical Accounting Estimates�
section of Item 7. �Management�s Discussion and Analysis of Financial Condition and Results of Operations� contained in our Annual Report on
Form 10-K for the year ended December 31, 2008. There have been no significant changes to our critical accounting estimates.

Results of Operations:

Net Revenues (in thousands, except percentages)

Three Months Ended
September 30,

2008
June 30,

2009
September 30,

2009
3Q09-Over-3Q08

Change
3Q09-Over-2Q09

Change
Memory revenue $ 68,521 $ 41,652 $ 50,038 $ (18,483) (27.0)% $ 8,386 20.1% 
Non-memory revenue 11,280 10,114 11,728 448 4.0% 1,614 16.0% 

Product revenues 79,801 51,766 61,766 (18,035) (22.6)% 10,000 19.3% 
Technology licensing 12,597 6,317 9,487 (3,110) (24.7)% 3,170 50.2% 

Total net revenues $ 92,398 $ 58,083 $ 71,253 $ (21,145) (22.9)% $ 13,170 22.7% 

Nine Months Ended

September 30,
2008

September 30,
2009

3Q09-Over-3Q08
Change

Memory revenue $ 191,064 $ 121,437 $ (69,627) (36.4)% 
Non-memory revenue 29,508 30,882 1,374 4.7% 

Product revenues 220,572 152,319 (68,253) (30.9)% 
Technology licensing 36,611 27,146 (9,465) (25.9)% 

Total net revenues $ 257,183 $ 179,465 $ (77,718) (30.2)% 

The following discussions are based on our reportable segments described in Note 9 �Segment Reporting� to our condensed consolidated financial
statements.

Memory Products
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Memory product revenue for the nine months ended September 30, 2009 was down significantly from the same period in 2008, largely as a
result of the unprecedented sudden decrease in worldwide demand for semiconductor products which began in September, 2008. Although this
decline was more pronounced in the first quarter of 2009, revenue for the second and third quarters of 2009 is still down sharply from the
previous year.

Memory product revenue increased 20.1% in the third quarter of 2009 from the second quarter, primarily due to an increase in unit shipments of
30%, which was partially offset by a 6% decline in average selling prices. The digital consumer and Internet computing segments showed strong
recovery in the third quarter of 2009, with unit shipments up 49% and 45%, respectively, from the second quarter, and relatively modest declines
in averages selling prices. Memory product revenue for the third quarter of 2009 was down 27.0% from the third quarter of 2008, primarily due
to a 27% decline in average selling prices, while unit shipments were flat. Reduced demand for wireless communications and digital consumer
products beginning in the second half of 2008 resulted in a decline in average selling prices, due to increased competitive pressures,
over-capacity and the challenging overall macroeconomic environment.
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Although we anticipate memory product revenue will remain relatively stable in the fourth quarter of 2009, as part of a general seasonal trend,
we expect that memory product revenue will continue to be at historically low levels for the remainder of 2009.

Non-Memory Products

Non-memory product revenue increased 16.0% in the third quarter of 2009 from the second quarter, with an increase in unit shipments of 38%
partially offset by a decrease of 13% in average selling prices. Non-memory product revenue for the third quarter of 2009 was comparable to the
third quarter of 2008, with a 10% decrease in average selling prices and only a slight increase in unit shipments, as revenue for the third quarter
of 2008 was negatively impacted by our deferral of revenue for certain uncollected accounts receivable.

We expect non-memory product revenue may fluctuate significantly in the fourth quarter of 2009 and throughout 2010 due to the current
adverse economic conditions, as well as the start-up nature of our new product lines and diversification in our customer base.

Technology Licensing Revenue

Technology licensing revenue includes a combination of up-front fees and royalties. Technology licensing revenue for the third quarter of 2009
increased 50.2% from the second quarter of 2009, and decreased 24.7% from the third quarter of 2008. The increase in the third quarter of 2009,
as compared to the second quarter, is a result of improvement in demand for our licensee�s products in the second quarter, as our royalty revenues
are recorded when reported to us by our licensees, which is the quarter following our licensees� sales. Despite this improvement, overall demand
in 2009 is still down from demand levels in 2008. Although we anticipate continued improvement in licensing revenue for the fourth quarter of
2009, we expect that licensing revenues will continue to fluctuate significantly in the future, depending on general economic conditions.

Gross Profit (in thousands, except percentages)

Three Months Ended

September 30,
2008

June 30,
2009

September 30,
2009

3Q09-Over-3Q08
Change

3Q09-Over-2Q09
Change

Memory gross profit $ 14,110 $ 3,789 $ 8,285 $ (5,825) (41.3)% $ 4,496 118.7% 
Memory gross margin 20.6% 9.1% 16.6% 
Non-memory gross profit 4,270 3,403 4,691 421 9.9% 1,288 37.8% 
Non-memory gross margin 37.9% 33.6% 40.0% 

Product gross profit 18,380 7,192 12,976 (5,404) (29.4)% 5,784 80.4% 
Product gross margin 23.0% 13.9% 21.0% 
Technology licensing gross profit 12,597 6,317 9,487 (3,110) (24.7)% 3,170 50.2% 
Technology licensing gross margin 100.0% 100.0% 100.0% 

Total gross profit $ 30,977 $ 13,509 $ 22,463 $ (8,514) (27.5)% $ 8,954 66.3% 

Total gross margin 33.5% 23.3% 31.5% 

Nine Months Ended

September 30,
2008

September 30,
2009

3Q09-Over-3Q08
Change

Memory gross profit $ 36,555 $ 12,884 $ (23,671) (64.8)% 
Memory gross margin 19.1% 10.6% 
Non-memory gross profit 7,469 11,536 4,067 54.5% 
Non-memory gross margin 25.3% 37.4% 

Product gross profit 44,024 24,420 (19,604) (44.5)% 
Product gross margin 20.0% 16.0% 
Technology licensing gross profit 36,611 27,146 (9,465) (25.9)% 
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Technology licensing gross margin 100.0% 100.0% 

Total gross profit $ 80,635 $ 51,566 $ (29,069) (36.1)% 

Total gross margin 31.4% 28.7% 
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Product Gross Profit

Memory products

Gross profit for memory products increased 118.7% in the third quarter of 2009 compared to the second quarter of 2009, primarily due to higher
revenue and the sale of inventory which had previously been written down. Gross profit for the second quarter of 2009 was also negatively
impacted by inventory write-downs of $2.4 million, due primarily to decreases in average selling prices, as compared to inventory write-downs
of $1.9 million for the third quarter of 2009. Gross profit decreased 41.3% in the third quarter of 2009 and 64.8% in the nine months ended
September 30, 2009 compared to the same periods in 2008, based on substantially reduced revenue and lower average selling prices. The
significant declines in average selling prices in 2009 from 2008 resulted in a gross margin impact which is proportionally greater than the
reduction in revenue. Gross profit benefited by $3.1 million and $4.6 million for the three and nine months ended September 30, 2009,
respectively, from the sale of inventory which had previously been written down. Gross profit benefited by $2.6 million and $3.8 million for the
three and nine months ended September 30, 2008, respectively, from the sale of inventory which had previously been written down.

We expect memory product margins to fluctuate significantly in the future due to changes in sales volume, product mix, average selling prices
and inventory write-downs.

Non-memory products

Gross profit for non-memory products increased 37.8% in the third quarter of 2009 compared to the second quarter of 2009. Although average
selling prices for non-memory products declined overall, due to stronger sales on products with relatively lower average selling price, gross
margins improved across all non-memory product lines. Gross profit for non-memory products increased by 9.9% in the third quarter of 2009
compared to the third quarter of 2008, based on higher revenue. Gross profit for non-memory products increased 54.5% in the nine months
ended September 30, 2009 compared to the same period in 2008, primarily due to higher average selling prices, from product mix. The benefit to
non-memory gross profit from the sale of inventory which had previously been written down was not significant for the nine months ended
September 30, 2008 and 2009.

We expect non-memory product margins to fluctuate significantly in the future due to changes in sales volume, product mix, average selling
prices and inventory write-downs.

For other factors that could affect our gross profit, please also see Item 1A. �Risk Factors - We incurred significant inventory valuation and
adverse purchase commitment adjustments in 2007, 2008 and the nine months ended September 30, 2009 and we may incur additional
significant inventory valuation adjustments in the future.�

Operating Expenses (in thousands, except percentages)

In December 2008, we announced the implementation of a global reorganization designed to reflect changes in anticipated demand for our
products. The reorganization included a reduction in overall headcount of approximately 120, or 17% of our global workforce, most of which
was completed by the end of 2008. The workforce reduction and other restructuring actions took place worldwide and in all functional areas of
the company, and are expected to reduce payroll-related expenses by approximately $13 million in 2009. In addition, we have taken steps to
reduce overall operating expenses, which is evident in our results for the nine months ended September 30, 2009, as compared with the same
period in 2008.

Research and development

Three Months Ended

September 30,
2008

June 30,
2009

September 30,
2009

3Q09-Over-3Q08
Change

3Q09-Over-2Q09
Change

Research and development $ 14,260 $ 11,250 $ 10,583 $ (3,677) (25.8)% $ (667) (5.9)% 
Percent of revenue 15.4% 19.4% 14.9% 

Nine Months Ended
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September 30,
2008

September 30,
2009

3Q09-Over-3Q08
Change

Research and development $ 45,095 $ 33,247 $ (11,848) (26.3)% 
Percent of revenue 17.5% 18.5% 

Research and development expenses include costs associated with the development of new products, enhancements to existing products, quality
assurance activities and occupancy costs. These costs consist primarily of employee salaries, share-based compensation and other benefit-related
expenses, software and intellectual property licenses, the cost of materials such as wafers and masks and the cost of design and development
tools.
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Research and development expenses for the third quarter of 2009 decreased $0.7 million, or 5.9% from the second quarter, primarily due to a
$0.5 million decrease for compensation and benefits. Research and development expenses decreased $3.7 million, or 25.8% in the third quarter
of 2009, as compared with the third quarter of 2008, primarily due to decreases of $0.6 million for outside services, $1.9 million for salaries,
$0.3 million in share-based compensation and $0.4 million for intellectual property licenses. The lower outside services expenses for 2009
reflect the timing of engineering projects, as well as overall efforts to control expenses. The reductions to salaries and share based compensation
expenses are consistent with our personnel reduction in the fourth quarter of 2008.

Although measures taken in the fourth quarter of 2008 in connection with our global reorganization resulted in a reduction to research and
development expenses for the nine months ended September 30, 2009, as compared to the same period in 2008, no significant additional
reductions are planned at this time. Further, we expect certain product-related expenses to fluctuate during the remainder of 2009 and in 2010,
based on the timing of engineering projects for new product introductions and the development of new technologies to support future growth.

Sales and marketing

Three Months Ended

September 30,
2008

June 30,
2009

September 30,
2009

3Q09-Over-3Q08
Change

3Q09-Over-2Q09
Change

Sales and marketing $ 6,713 $ 5,166 $ 5,147 $ (1,566) (23.3)% $ (19) (0.4)% 
Percent of revenue 7.3% 8.9% 7.2% 

Nine Months Ended
September 30,

2008
September 30,

2009
3Q09-Over-3Q08

Change
Sales and marketing $ 21,114 $ 15,273 $ (5,841) (27.7)% 
Percent of revenue 8.2% 8.5% 

Sales and marketing expenses consist primarily of commissions, employee salaries, share-based compensation expense and other benefit-related
expenses, as well as travel and entertainment expenses.

Sales and marketing expenses for the third quarter of 2009 were comparable to the second quarter, with a small increase attributable to
commissions and logistics center fees, based on higher revenue, offset by other expense reductions. Sales and marketing expenses decreased
$1.6 million, or 23.3% in the third quarter of 2009, as compared with the third quarter of 2008, primarily due to decreases of $0.6 million in
expenses related to compensation and benefits and $0.3 million in travel and marketing programs, as well as a $0.4 million reduction in
commissions and logistics center fees. These decreases in commissions and compensation-related expenses are consistent with the
year-over-year decline in product revenues and personnel reduction.

We expect that sales and marketing expenses will remain at a reduced level, as compared with 2008, as a result of efforts to reduce overall
operating expenses. However, as compared with the third quarter of 2009, we expect that sales and marketing expenses may increase somewhat
in the fourth quarter of 2009. Further, sales and marketing expenses may fluctuate throughout 2010 to support new product introductions and
any anticipated future growth.

General and administrative

Three Months Ended

September 30,
2008

June 30,
2009

September 30,
2009

3Q09-Over-3Q08
Change

3Q09-Over-2Q09
Change

General and administrative $ 5,931 $ 4,636 $ 5,252 $ (679) (11.4)% $ 616 13.3% 
Percent of revenue 6.4% 8.0% 7.4% 

Nine Months Ended
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September 30,
2008

September 30,
2009

3Q09-Over-3Q08
Change

General and administrative $ 20,835 $ 15,048 $ (5,787) (27.8)% 
Percent of revenue 8.1% 8.4% 

General and administrative expenses consist primarily of employee salaries, share-based compensation, and other benefit-related expenses for
administrative, executive and finance personnel, professional services and legal fees and allowances for doubtful accounts.
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General and administrative expenses for the third quarter of 2009 increased $0.6 million, or 13.3%, from the second quarter of 2009, primarily
due to $0.7 million in estimated expenses related to the potential settlement of litigation. See also Note 7 �Contingencies� to our condensed
consolidated financial statements. General and administrative expenses decreased $0.7 million, or 11.4% in the third quarter of 2009, as
compared with the third quarter of 2008, primarily due to decreases of $0.6 million for outside services and $0.4 million for compensation
related expenses, which were partially offset by the $0.7 million estimated settlement expense. The decrease to compensation related expenses
reflects the personnel reduction and lack of bonus accruals for 2009.

Due to a decline in revenue forecast for 2009, we have implemented measures to manage expenditures, and the impact of these measures is
evident in our operating expenses for the nine months ended September 30, 2009. As the nature of certain general and administrative expenses
are relatively fixed, these expenses have not decreased in proportion to revenue. Further, certain expenses may increase somewhat to support
long-term strategic initiatives.

Other operating expenses

In connection with our global reorganization announced in December 2008, we incurred restructuring charges of $2.5 million and $0.3 million in
the fourth quarter of 2008 and first quarter of 2009, respectively. These charges were related to estimated severance costs associated with the
workforce reduction. We do not expect to incur additional expense related to this specific reorganization.

Interest and dividend income

Three Months Ended

September 30,
2008

June 30,
2009

September 30,
2009

3Q09-Over-3Q08
Change

3Q09-Over-2Q09
Change

Interest and dividend income $ 2,462 $ 545 $ 1,837 $ (625) (25.4)% $ 1,292 237.1% 
Percent of revenue 2.7% 0.9% 2.6% 

Nine Months Ended

September 30,
2008

September 30,
2009

3Q09-Over-3Q08
Change

Interest and dividend income $ 4,884 $ 3,026 $ (1,858) (38.0)% 
Percent of revenue 1.9% 1.7% 

Interest and dividend income includes interest and dividends from cash and short-term cash equivalents, as well as long-term available-for-sale
debt securities and equity investments.

Interest and dividend income for the third quarter of 2009 increased by $1.3 million from the second quarter of 2009, due to the receipt of $1.4
million in dividends, which was partially offset by a small decrease in interest income. Interest and dividend income for the three and nine
months ended September 30, 2009 decreased from the three and nine months ended September 30, 2008, primarily as a result of declining
interest rates, declining cash balances and a reduction in dividends received from investments, due to generally adverse economic conditions.
We expect that interest income will fluctuate due to changes in our cash balances and general economic conditions, as well as fluctuating
short-term and long-term interest rates in the United States.

Other income (expense), net

Three Months Ended

September 30,
2008

June 30,
2009

September 30,
2009

3Q09-Over-3Q08
Change

3Q09-Over-2Q09
Change

Other income (expense), net $ (149) $ 143 $ 459 $ 608 (408.1)% $ 316 221.0% 
Percent of revenue (0.2)% 0.2% 0.6% 
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Nine Months Ended

September 30,
2008

September 30,
2009

3Q09-Over-3Q08
Change

Other income (expense), net $ (487) $ 455 $ 942 (193.4)% 
Percent of revenue (0.2)% 0.3% 

Other income (expense), net includes interest expense, foreign currency translation gains and losses and other miscellaneous transactions.
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Other income (expense) for the third quarter of 2009 increased, as compared with the second quarter of 2009 and third quarter of 2008, primarily
due to a gain on sale of assets in the third quarter of 2009 and loss on foreign currency translation in the third quarter of 2008. Other income
(expense) may fluctuate significantly year to year but we do not expect it to have material impact on our condensed consolidated statements of
operations.

Gain on sale of investments

In the third quarter of 2009 we recorded a $1.1 million gain on sale of equity investments, including $0.8 million for the exchange of our equity
investment in Advanced Chip Engineering Technology Inc., or ACET and $0.3 million from the sale of shares of publicly traded companies in
Taiwan. See also Note 11 �Investments� to our condensed consolidated financial statements for a discussion of the exchange of ACET stock.

Impairment of investments

In the second quarter of 2009 we recorded an impairment of $0.5 million to our equity investment in Grace Semiconductor Manufacturing
Corporation, or GSMC. In the first quarter of 2008, we fully reserved a note receivable from an unrelated third party in the amount of $0.2
million due to our expected inability to collect it.

Provision for (benefit from) income taxes

We recorded a tax provision of $1.6 million and $3.4 million for the three and nine months ended September 30, 2009, respectively, consisting
primarily of foreign withholding taxes, withholding tax reserves and currency re-measurement on withholding tax reserves. The tax provision of
$1.6 million in the third quarter of 2009 represents an increase of $2.7 million, as compared with the second quarter, primarily due to a favorable
adjustment in the second quarter from the out of period correction of a $2.2 million error related to foreign withholding tax reserves and the
associated currency re-measurement. In calculating our tax provision for the quarter ended March 31, 2009, we incorrectly calculated the
balance of the foreign withholding tax liability for uncertain tax positions on which re-measurement was required due to changes in foreign
currency exchange rates. The tax provision for the third quarter of 2009 represents an increase of $2.0 million, as compared with the third
quarter of 2008, primarily due to a difference in forecasted income for certain jurisdictions. For the nine months ended September 30, 2008, we
recorded a $5.1 million tax benefit, consisting primarily of a refund from an Internal Revenue Service settlement from an amended return,
partially offset by foreign income and withholding taxes and reserves.

Because relatively small changes in our forecasted net income or loss for 2009 can significantly affect our projected annual effective tax rate for
certain foreign entities, we believe a discrete calculation for the second quarter and nine months ended September 30, 2009 is the most reliable
estimate of our effective tax rate for those entities.

We maintained a full valuation allowance on our net deferred tax assets as of September 30, 2009. Determination of the valuation allowance
requires an assessment of both positive and negative evidence when determining whether it is more likely than not that deferred tax assets are
recoverable and such assessment is required on a jurisdiction by jurisdiction basis. Based upon the weight of available evidence, which includes
our historical operating performance, reported cumulative net losses since inception and difficulty in accurately forecasting our results, we
provided a full valuation allowance against our net deferred tax assets. We intend to maintain a full valuation allowance on the U.S. deferred tax
assets until sufficient positive evidence exists to support reversal of the valuation allowance.

Pro rata share of loss from equity investments

Three Months Ended

September 30,
2008

June 30,
2009

September 30,
2009

3Q09-Over-3Q08
Change

3Q09-Over-2Q09
Change

Pro rata share of loss from equity investments $
1,903 $ 254 $ 122 $ (1,781) (93.6)% $ (132) (52.0)% 

Nine Months Ended

September 30,
2008

September 30,
2009

3Q09-Over-3Q08
Change
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Pro rata share of loss from equity investments $ 6,040 $ 971 $ (5,069) (83.9)% 
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Our pro rata share of loss from equity investments primarily represents our share of loss from our investment in ACET. Our pro rata share of
loss from equity investments for the three and nine months ended September 30, 2009 was $0.1 million and $1.0 million, respectively. Our pro
rata share of loss from equity investments for the three and nine months ended September 30, 2008 was $1.9 million and $6.0 million,
respectively. Our share of ACET�s loss for the nine months ended September 30, 2009 decreased significantly, as compared to the same period in
2008, primarily due to an impairment of $9.7 million recorded in the fourth quarter of 2008, as well as a reduction in ACET�s operating expenses.
The impairment resulted in a subsequent reduction to our pro rata share of the carrying value of long lived assets and associated depreciation
expense.

In the third quarter of 2009, as part of a reorganization of the capital structure of ACET, we exchanged our equity interest in ACET for an equity
interest in Aptos Design Lab, Inc., or ADL. Our investment in ADL is accounted for using the cost method. Accordingly, we do not expect to
record any additional pro rata share of loss related to our investment in ACET or ADL. See also Note 11 �Investments� to our condensed
consolidated financial statements.

Liquidity and Capital Resources (in thousands)

Nine Months Ended
September 30,

2008 2009
Cash provided by (used in):
Operating activities $ 3,226 $ 9,827
Investing activities $ (33,263) $ 14,703
Financing activities $ (24,640) $ (151) 

Principal sources of liquidity at September 30, 2009 consist of $115.9 million of cash, cash equivalents, and short-term available-for-sale
investments. Additional sources of liquidity may include certain marketable debt securities classified as long-term available-for-sale debt
securities.

Operating activities. Operating activities provided $9.8 million of cash in the nine months ended September 30, 2009. The primary sources of
cash from operating activities were a $16.2 million decrease in inventories and a $6.8 million increase in accounts payable, along with non-cash
expenses of $9.3 million for inventory write-downs and provision for adverse purchase commitments, $6.9 million for depreciation and
amortization and $2.0 million for share-based compensation. Offsetting these sources of cash were our net loss of $12.6 million and a $15.7
million increase in accounts receivable. The changes to accounts receivable and inventory balances primarily reflect the sharp drop in product
sales during the fourth quarter of 2008 and inventory replenishment by our customers during the second and third quarters of 2009. Share-based
compensation expense for the nine months ended September 30, 2009 declined, as compared to the same period of 2008, due in part to charges
in the second quarter of 2008 related to the grant of restricted stock options and tender offer. Our share of ACET�s loss for the nine months ended
September 30, 2009 decreased significantly, as compared to the same period in 2008, primarily due to an impairment of $9.7 million recorded in
the fourth quarter of 2008. The impairment resulted in a subsequent reduction to our pro rata share of the carrying value of long lived assets and
associated depreciation expense.

For the nine months ended September 30, 2008, the primary source of cash from operating activities was a $7.9 million decrease in trade
accounts receivable, due primarily to a decline in revenue. Offsetting this source of cash flow was a $21.9 million increase in inventories, due
primarily to easing of capacity constraints, and a $6.4 million reduction in our accrued expenses and other liabilities. Although we reported a net
loss of $3.2 million for the nine months ended September 30, 2008, this loss was offset by non-cash operating expenses including $8.0 million
for depreciation and amortization, $7.6 million for inventory write-downs and provision for adverse purchase commitments and $4.2 million in
share-based compensation, in addition to $6.0 million in non-cash losses related to our equity interest in ACET.

Investing activities. Investing activities provided $14.7 million for during the nine months ended September 30, 2009, with $62.1 million in
maturities of available-for-sale debt securities partially offset by $46.9 million in purchases of available-for-sale debt securities. Purchases of
property and equipment were not significant in the nine months ended September 30, 2009, reflecting efforts to carefully manage cash in
response to adverse market conditions. For the nine months ended September 30, 2008, investing activities used $33.3 million, consisting
primarily of purchases of long-term available-for-sale debt securities of $85.3 million and property and equipment of $7.2 million, partially
offset by $59.9 million in maturities of available-for-sale debt securities. We purchased long-term available-for-sale debt securities commencing
during the first quarter of 2008 in order to obtain a higher interest rate yield.
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Financing activities. There were no significant sources or uses of cash from financing activities during the nine months ended September 30,
2009. Net cash used by financing activities was $0.2 million, with payments of capital leases largely offset by proceeds from issuance of
common stock. Net cash used by financing activities totaled $24.6 million for the nine months ended September 30, 2008, including $17.9
million for repurchase of common stock and $6.9 million for repayment of our line of credit.
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Credit Market Risk

As of September 30, 2009, we held corporate bonds and notes of $3.5 million and government bonds and notes of $65.0 million. These securities�
cash flows are funded by the principal and interest payments of the underlying corporate loans and federal, state and local governmental loans.
The recent credit market instability may adversely impact our disposition of these securities at or near their quoted fair market value. We
evaluate these investments at each balance sheet date. There is the risk that at future balance sheet dates we may record a charge for a decline in
the fair value that is considered other than temporary and a loss would be recognized in the income statement at that time.

As of September 30, 2009, other than as described below, there were no material changes in long-term debt obligations, capital lease obligations,
operating lease obligations, purchase obligations or any other long-term liabilities reflected on our condensed consolidated balance sheet as
compared to December 31, 2008.

Purchase Commitments. As of September 30, 2009 we had outstanding purchase commitments with our foundry vendors of $26.5 million for
delivery in 2009, with a recorded liability of $3.2 million for related adverse purchase commitments. In comparison, as of December 31, 2008,
we had outstanding purchase commitments with our foundry vendors of $13.2 million, with a recorded liability of $1.1 million for adverse
purchase commitments.

Operating Capital Requirements. We believe that our cash balances, together with funds we expect to generate from operations, will be
sufficient to meet our projected working capital and other cash requirements through at least the next twelve months.

However, there can be no assurance that future events will not require us to seek additional borrowings or capital and, if so required, that such
borrowing or capital will be available on acceptable terms. Factors that could affect our short-term and long-term cash used or generated from
operations and as a result, our need to seek additional borrowings or capital include:

� the average selling prices of our products;

� customer demand for our products;

� the need to secure future wafer production capacity or other materials from our suppliers;

� the timing of significant orders and of license and royalty revenue;

� merger, acquisition or joint venture projects;

� investments in strategic business partners;

� unanticipated research and development expenses associated with new product introductions; and

� the outcome of ongoing litigation.
Please also see Item 1A. �Risk Factors - Our operating results fluctuate materially and an unanticipated decline in revenues may disappoint
securities analysts or investors and result in a decline in our stock price.�

Recent Accounting Pronouncements
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Please see Note 1 �Basis of Presentation� to our condensed consolidated financial statements for a discussion of recent accounting
pronouncements.

Item 3. Quantitative and Qualitative Disclosures about Market Risk
We are exposed to risks associated with foreign exchange rate fluctuations due to our international manufacturing and sales activities, including
currency exchange rates for China, Taiwan, Japan, Korea, Singapore, Malaysia and the United Kingdom. These exposures may change over time
as business practices evolve and could negatively impact our operating results and financial condition. Currently, we do not hedge these foreign
exchange rate exposures. Substantially all of our sales are denominated in U.S. dollars. An increase in the value of the U.S. dollar relative to
foreign currencies could make our products more expensive and therefore reduce the demand for our products. Such a decline in the demand
could reduce revenues and/or result in operating losses. We have liabilities for uncertain tax positions related to foreign withholding tax on
license revenue, and fluctuations in foreign exchange rates could affect the measurement of these liabilities. As of September 30, 2009, a 10%
move in these rates could result in an increase to our tax provision expense of approximately $0.8 million. In addition, a downturn in the
economies of China, Japan or Taiwan could impair the value of our investments in companies with operations in these countries. If we consider
the value of these companies to be impaired, we will write off, or expense, some or all of our investments. In 2007, 2008 and the nine months
ended September 30, 2009 we recorded investment impairments of $22.4 million, $21.8 million and $0.5 million, respectively. We do not
currently hold any investments sensitive to market risk which were entered into for trading purposes.

At any time, fluctuations in interest rates could affect interest earnings on our cash, cash equivalents and short-term investments, or the fair value
of our investment portfolio. A 10% move in interest rates as of September 30, 2009 would have an immaterial effect on our financial position,
results of operations and cash flows. Currently, we do not hedge these interest rate exposures.
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The table below presents the carrying value and related weighted average interest rates for our unrestricted and restricted cash, cash equivalents,
short-term available-for-sale investments and long-term available-for-sale debt securities as of September 30, 2009 (in thousands, except
percentages):

Carrying
Value

Interest
Rate

Cash and cash equivalents - variable rate $ 75,251 0.7% 
Short-term available-for-sale investments - fixed rate 40,607 1.2% 
Long-term available-for-sale debt securities - fixed rate 27,915 1.7% 

$ 143,773

Item 4. Controls and Procedures
Disclosure Controls and Procedures

We maintain disclosure controls and procedures that are designed to ensure that information required to be disclosed in our reports filed or
submitted pursuant to the Securities Exchange Act of 1934, as amended, or the Exchange Act, is recorded, processed, summarized and reported
within the time periods specified in the Securities and Exchange Commission�s rules and forms. Disclosure controls and procedures also are
designed to ensure that such information is accumulated and communicated to our management, including our Chief Executive Officer and
Chief Financial Officer, as appropriate, to allow timely decisions regarding required disclosure.

Our management is responsible for establishing and maintaining our disclosure controls and procedures (as defined in the Exchange Act Rules
13a-15(e) and 15d-15(e)). Our Chief Executive Officer and Chief Financial Officer participated with our management in evaluating the
effectiveness of our disclosure controls and procedures as of September 30, 2009 and concluded that our disclosure controls and procedures
were not effective as of September 30, 2009 as a result of a material weakness in our internal control over financial reporting as discussed below.

A material weakness is a deficiency, or combination of deficiencies, in internal control over financial reporting such that there is a reasonable
possibility that a material misstatement of our annual or interim financial statements will not be prevented or detected on a timely basis.

As of September 30, 2009, we did not maintain effective controls to ensure the accuracy of the provision for income taxes. Specifically, we did
not maintain a sufficient complement of tax resources with the required proficiency to identify, evaluate, review and report complex tax
accounting matters. During the second quarter of 2009, we identified certain prior period errors totaling $2.2 million, related to the provision for
(benefit from) income taxes. In calculating our tax provision for the quarter ended March 31, 2009, we incorrectly calculated the balance of the
foreign withholding tax liability for uncertain tax positions on which re-measurement was required due to changes in foreign currency exchange
rates. As a result, our income tax provision was overstated by $2.1 million in the quarter ended March 31, 2009. In addition, we overstated by
$0.1 million the liability for uncertain tax positions for foreign tax withholding on license revenue at December 31, 2008. This deficiency
resulted in adjustments to the unaudited condensed consolidated financial statements for the quarter ended June 30, 2009. Additionally, this
control deficiency could result in a material misstatement of our annual or interim consolidated financial statements that would not be prevented
or detected. Accordingly, management has determined that this control deficiency constitutes a material weakness.

In light of the material weakness described above, we have performed additional analyses and other post-closing procedures to ensure that our
financial statements are prepared in accordance with generally accepted accounting principles. Accordingly, we believe that the financial
statements included in this report fairly present, in all material respects, our financial condition, results of operations, and cash flows for the
periods presented. Based in part on these additional efforts, our Chief Executive Officer and Chief Financial Officer have included their
certifications as exhibits to this Quarterly Report on Form 10-Q.

Changes in Internal Control Over Financial Reporting

As described above with respect to the material weakness identified, there have been changes in our internal control over financial reporting that
occurred during the period covered by this Quarterly Report on Form 10-Q that have materially affected, or are likely to materially affect, our
internal control over financial reporting.
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Management�s Remediation Initiatives

As a result of the material weakness, we continue to review and make changes to improve our internal control over financial reporting, including
but not limited to, the hiring of additional personnel or the dedication of resources having sufficient knowledge and experience in tax to
strengthen the controls around the tax provision, as well as enhancing the review process associated with the preparation of the income tax
provision.

Management has not yet implemented all of the measures described above and/or tested them. We continue to evaluate our internal controls over
financial reporting and may in the future modify these measures or implement additional measures.
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PART II�OTHER INFORMATION

Item 1. Legal Proceedings
On July 13, 2006, a shareholder derivative complaint was filed in the United States District Court for the Northern District of California by Mike
Brien under the caption Brien v. Yeh, et al., Case No. C06-04310 JF (N.D. Cal.). On July 18, 2006, a second shareholder derivative complaint
was filed in the United States District Court for the Northern District of California by Behrad Bazargani under the caption Bazargani v. Yeh, et
al., Case No. C06-04388 HRL (N.D. Cal.). Both complaints were brought purportedly on behalf of SST against certain of our current and former
officers and directors and allege among other things, that the named officers and directors: (a) breached their fiduciary duties as they colluded
with each other to backdate stock options, (b) violated Rule 10b-5 of the Securities Exchange Act of 1934, and (c) were unjustly enriched by
their receipt and retention of such stock options. The Brien and Bazargani cases were consolidated into one case: In re Silicon Storage
Technology, Inc. Derivative Litigation, Case No. C06-04310 JF (or the �Federal Derivative Litigation�) and plaintiffs filed a consolidated amended
shareholder derivative complaint on October 30, 2006. The parties initiated settlement discussions and filed several stipulations to extend the
defendants� deadline to respond to the consolidated amended shareholder derivative complaint, which the court granted. On March 15, 2007, we
announced that the Chair of our Audit Committee, with the assistance of independent outside counsel and outside accounting experts, would be
conducting a voluntary review of our historical stock option grant practices covering the time since our initial public offering in 1995. On
April 27, 2007, the court granted the parties� stipulation staying this action until after we publicly announced the results of the investigation into
the historical stock option grant practices. On January 16, 2008, we filed our Annual Report on Form 10-K for the year ended December 31,
2006, containing the results of such investigation. Plaintiffs in the Federal Derivative Litigation filed an amended complaint on May 9, 2008.
Defendants filed a motion to dismiss on October 17, 2008, which the Court heard on April 24, 2009. On July 7, 2009, the court granted
defendants� motion and dismissed the federal securities claim with leave to amend. Federal plaintiffs filed a third amended complaint on
August 21, 2009. The newest complaint asserts state-law fiduciary duty claims based on diversity jurisdiction; no federal securities claims are
alleged. On September 24, 2009, defendants moved to dismiss the amended complaint with prejudice. Plaintiffs� opposition briefs are due on
January 15, 2010, and the hearing on the motions is set for February 5, 2010. We are currently in ongoing settlement discussions in the above
referenced matter.

On October 31, 2006, a similar shareholder derivative complaint was filed in the Superior Court of the State of California for the County of
Santa Clara by Alex Chuzhoy under the caption Chuzhoy v. Yeh, et al., Case No. 1-06-CV-074026. This complaint was brought purportedly on
behalf of SST against certain of our current and former officers and directors and alleges among other things, that the named officers and
directors breached their fiduciary duties as they colluded with each other to backdate stock options and were allegedly unjustly enriched by their
actions. The Chuzhoy complaint also alleges that certain defendants violated section 25402 of the California Corporations Code by selling shares
of our common stock while in possession of material non-public adverse information. The parties initiated settlement discussions and filed
several stipulations to extend defendants� deadline to respond to the shareholder derivative complaint, which the court granted. On April 13,
2007, the court granted the parties� stipulation staying this action until after we publicly announced the results of the investigation into the
historical stock option grant practices. On January 16, 2008, we filed our Annual Report on Form 10-K for the year ended December 31, 2006,
containing the results of such investigation. On January 25, 2008, the court and parties in the Chuzhoy matter agreed to postpone the filing of the
amended complaint pending settlement discussions. We are currently in ongoing settlement discussions in the above referenced matter.

In January and February 2005, multiple shareholder derivative complaints were filed in California Superior Court for the County of Santa Clara,
purportedly on behalf of SST against certain of our current and former officers and directors. The derivative complaints asserted claims for,
among other things, breach of fiduciary duty and violations of the California Corporations Code. These derivative actions were consolidated
under the caption In Re Silicon Storage Technology, Inc. Derivative Litigation, Lead Case No. 1:05CV034387. On April 28, 2005, pursuant to a
joint stipulation, the derivative action was stayed by court order. On October 19, 2007, following the dismissal with prejudice of certain federal
putative class actions, the court lifted this stay. On December 6, 2007, plaintiffs filed a consolidated amended complaint reiterating some of the
previous claims and asserting claims substantially identical to those contained in the Chuzhoy v. Yeh, et al., Case No. 1-06-CV-074026 and the
Federal Derivative Litigation. Defendants filed a motion to stay the action on March 28, 2008, and a demurrer on May 12, 2008. On October 31,
2008, the court sustained the demurrer, in part, with leave to amend. The court also granted the motion to stay, staying all further proceedings in
favor of the Chuzhoy matter. We are currently in ongoing settlement discussions in the above referenced matter.

From time to time, we are also involved in other legal actions arising in the ordinary course of business. We have accrued certain costs
associated with defending these matters. There can be no assurance that the shareholder class action complaints, the shareholder derivative
complaints or other third party assertions will be resolved without costly litigation, in a manner that is not adverse to our financial position,
results of operations or cash flows or without requiring payments in the future which may adversely impact net income. We have accrued what
we believe to be probable costs in connection with the potential settlement of the shareholder class action complaints and the shareholder
derivative complaints. As a result, approximately $0.7 million is included in Accrued expenses and other liabilities in our financial statements as
of September 30, 2009.
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Item 1A. Risk Factors
Risks Related to Our Business and Industry

Global economic conditions have reduced demand for our products, adversely impacted our customers and suppliers and harmed our
business.

Our operations and performance depend significantly on worldwide economic conditions. Uncertainty about current global economic conditions
poses a continuing risk to our business as consumers and businesses have postponed spending in response to tighter credit, negative financial
news and/or declines in income or asset values, which have reduced the demand for our products. Other factors that could depress demand for
our products in the future include conditions in the residential real estate and mortgage markets, labor and healthcare costs, access to credit,
consumer confidence, and other macroeconomic factors affecting consumer spending behavior. These and other economic factors have reduced
demand for our products and could further harm our business, financial condition and operating results.

The current financial turmoil affecting the banking system and financial markets and the possibility that financial institutions may consolidate or
go out of business have resulted in a tightening in the credit markets, a low level of liquidity in many financial markets, and extreme volatility in
fixed income, credit, currency and equity markets. There could be a number of follow-on effects from the credit crisis on our business, including
insolvency of key suppliers resulting in product delays; inability of customers, including stocking representatives, distributors and other channel
partners, to obtain credit to finance the operations of their businesses and/or customer, including channel partner, insolvencies; and failure of
financial institutions, which may negatively impact our treasury operations. Other income and expense could also vary materially from
expectations depending on gains or losses realized on the sale or exchange of financial instruments; impairment charges related to debt securities
as well as equity and other investments; interest rates; and cash, cash equivalent and marketable securities balances.

Our operating results fluctuate materially, and an unanticipated decline in revenues may disappoint securities analysts or investors and
result in a decline in our stock price.

We have incurred net losses in each year since 2005. Our operating results have fluctuated significantly and our past financial performance
should not be used to predict future operating results. Our recent quarterly and annual operating results have fluctuated, and may continue to
fluctuate, due to the following factors, all of which are difficult to forecast and many of which are out of our control:

� the availability, timely delivery and cost of wafers or other manufacturing and assembly services from our suppliers;

� competitive pricing pressures and related changes in selling prices;

� fluctuations in manufacturing yields and significant yield losses;

� new product announcements and introductions of competing products by us or our competitors;

� product obsolescence;

� lower of cost or market, obsolescence or other inventory adjustments;

� changes in demand for, or in the mix of, our products;

� changes in demand for, or in the mix of, our licensees� business as well as the mix between upfront fees and per unit royalties;
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� the gain or loss of significant customers;

� market acceptance of products utilizing our SuperFlash® technology;

� changes in the channels through which our products are distributed and the timeliness of receipt of distributor resale information;

� exchange rate fluctuations;

� general economic, political and environmental-related conditions, such as natural disasters;

� changes in our allowance for doubtful accounts;

� valuation allowances on deferred tax assets based on changes in estimated future taxable income;

� difficulties in forecasting, planning and management of inventory levels;

� unanticipated research and development expenses associated with new product introductions;

� the timing of significant orders and of license and royalty revenue;

� valuation of investments and long-term assets; and

� the impact of the sub-prime mortgage crisis on our cash and other investments.
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If our reorganization and expense reduction efforts are not successful, our business will be harmed

We have incurred net losses in each year since 2005. As a result of negative global economic conditions and market instability, we are
continuing to undertake actions to reduce our expenses. In December 2008, as a result of weakening demand caused by the rapid slowdown in
the global economy, we announced the implementation of a global reorganization designed to reflect changes in anticipated levels of business.
This action was taken to reduce costs of operations, to streamline the organization going forward, and to improve our focus on accelerating
time-to-market of select new products. We may not be able to successfully achieve anticipated expense reductions or streamline our operations.
If our expense reduction efforts are unsuccessful, our operating results and business will be harmed. In addition, the time-to market of our
products is lengthy and we may not be able to successfully accelerate the development of new products.

The selling prices for our products are extremely volatile and have historically declined during periods of over capacity or industry
downturns.

The semiconductor industry has historically been cyclical, characterized by periodic changes in business conditions caused by product supply
and demand imbalance. When the industry experiences downturns, they often occur in connection with, or in anticipation of, maturing product
cycles and declines in general economic conditions. These downturns are characterized by weak product demand, excessive inventory and
accelerated decline of selling prices. Continued downward price pressure in the industry may reduce our operating results and harm our financial
and competitive position.

Our operating expenses are relatively fixed, and we order materials in advance of anticipated customer demand. Therefore, we have
limited ability to reduce expenses quickly in response to any revenue shortfalls.

Our operating expenses are relatively fixed, and we therefore have limited ability to reduce expenses quickly in response to any revenue
shortfalls. We have experienced such periods of revenue shortfalls in the past, including in the fourth quarter of 2008, and we were not able to
reduce our operating expenses sufficiently to offset the revenue declines we experienced. Our future operating results will be harmed if our
revenues do not meet our projections. We may experience revenue shortfalls for the following reasons:

� sudden drops in consumer demand, such as we experienced in the fourth quarter of 2008 and first quarter of 2009, may cause
customers to cancel backlog, push out shipment schedules, or reduce new orders, possibly due to a slowing economy or inventory
corrections among our customers;

� significant declines in selling prices that occur because of competitive price pressure during an over-supply market environment;

� sudden shortages of raw materials for fabrication, test or assembly capacity constraints that lead our suppliers to allocate available
supplies or capacity to other customers which, in turn, harm our ability to meet our sales obligations; and

� the reduction, rescheduling or cancellation of customer orders.
In addition, political or economic events beyond our control can suddenly result in increased operating costs. In addition, we are required to
record compensation expense on stock option grants and purchases under our employee stock purchase plan which substantially increases our
operating costs and impacts our earnings (loss) per share.

We incurred significant inventory valuation and adverse purchase commitment adjustments in 2007, 2008 and the nine months ended
September 30, 2009 and we may incur additional significant inventory valuation adjustments in the future.

We typically plan our production and inventory levels based on internal forecasts of customer demand, which are highly unpredictable and can
fluctuate materially. The current negative worldwide economic conditions and market instability make it increasingly difficult for us to
accurately forecast future product demand trends. The value of our inventory is dependent on our estimate of future average selling prices, and,
if our projected average selling prices are over estimated, we may be required to adjust our inventory value to reflect the lower of cost or market.
As of September 30, 2009, we had $30.6 million of inventory on hand, a decrease of $23.5 million, or 43.4%, from December 31, 2008. Total
valuation adjustments to inventory and adverse purchase commitments were $8.5 million in 2007, $14.2 million in 2008 and $8.6 million for the
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nine months ended September 30, 2009. Due to the large number of units in our inventory, even a small change in average selling prices could
result in a significant adjustment, to the extent that the carrying value of the inventory exceeds the average selling price, and could harm our
financial results. For excess inventory analysis, we compare the inventory on hand with the forecasted demand. Demand is based on one year for
packaged products and two years for products in die form. For the obsolete inventory analysis, we review inventory items in detail and consider
date code, customer base requirements, planned or recent product revisions, end of life plans, diminished market demand and other factors that
may be appropriate during a particular period. In the event that customer requirements cause us to change this methodology, it may be necessary
for us to provide for an additional allowance, which could result in a significant adjustment and could harm our financial results.
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Cancellations or rescheduling of backlog may result in lower future revenue and harm our business.

Due to possible customer changes in delivery schedules and cancellations of orders, our backlog at any particular date is not necessarily
indicative of actual sales for any succeeding period. We have experienced a significant push out of customer delivery schedules and significant
order cancellations in the past, including in the fourth quarter of 2008. A reduction of backlog during any particular period, or the failure of our
backlog to result in future revenue, could harm our business in the future. We have historically experienced a decrease in the average selling
prices of our products during periods of industry-wide oversupply and excessive inventory. We have experienced price erosion in selected areas
in 2008 and 2009 and our business could be further harmed by a continued industry-wide prolonged downturn.

There is seasonality in our business, but its pattern may be difficult to predict in any year or from quarter to quater.

Sales of our products in the consumer electronics applications market are subject to seasonality. As a result, sales of these products are impacted
by seasonal purchasing patterns with higher sales generally occurring in the second half of each year. However, due to negative global economic
conditions and market instability, we did not experience this historical increase in sales in the second half of 2008. Seasonal patterns may not
materialize in any year and the decline or increase in any one quarter may be greater or less than historical patterns may indicate. In addition,
changes in the competitiveness of our product offerings or changes in demand for our products in any particular market segment may completely
negate seasonal revenue swings. In some years we have been able to mitigate such seasonality with the introduction of new products. If we fail
to continue to introduce new products, our business may suffer and the seasonality of a portion of our sales may become more pronounced.

Our business may suffer due to risks associated with international sales and operations.

During 2007, 2008 and the nine months ended September 30, 2009, our international product and licensing revenues accounted for 94.3%,
92.9% and 94.2% of our net revenues, respectively. Our international business activities are subject to a number of risks, each of which could
impose unexpected costs on us that would harm our operating results. These risks include:

� difficulties in complying with regulatory requirements and standards;

� tariffs and other trade barriers;

� costs and risks of localizing products for foreign countries;

� reliance on third parties to distribute our products;

� extended accounts receivable payment cycles;

� potentially adverse tax consequences;

� limits on repatriation of earnings; and

� burdens of complying with a wide variety of foreign laws.
In addition, we have made equity investments in companies with operations in several Asian countries. The value of our investments is subject
to the economic and political conditions particular to their industries and their countries, foreign exchange rates, and the global economy. If we
determine that a change in the recorded value of an investment is other than temporary, we will adjust the value of the investment. Such an
expense could have a negative impact on our operating results.

Edgar Filing: SILICON STORAGE TECHNOLOGY INC - Form 10-Q

Table of Contents 61



We derived 88.8%, 87.3% and 91.4% of our net product revenues from Asia during 2007, 2008, and the nine months ended September 30, 2009,
respectively. Additionally, substantially all of our wafer suppliers and packaging and testing subcontractors are located in Asia. Any kind of
economic, political or environmental instability in this region of the world can have a severe negative impact on our operating results due to the
large concentration of our production and sales activities in this region. If countries where we do business experience severe currency fluctuation
and economic deflation, it can negatively impact our revenues and also negatively impact our ability to collect payments from customers. In this
event, the lack of capital in the financial sectors of these countries may make it difficult for our customers to open letters of credit or other
financial instruments that are guaranteed by foreign banks. Finally, the economic situation can exacerbate a decline in selling prices for our
products as our competitors reduce product prices to generate needed cash.

It should also be noted that we are greatly impacted by the political, economic and military conditions in Taiwan. Taiwan and China are
continuously engaged in political disputes and both countries have continued to conduct military exercises in or near the other�s territorial waters
and airspace. Such disputes may continue and even escalate, resulting in an economic embargo, a disruption in shipping or even military
hostilities. Any of these events can delay production or shipment of our products. Any kind of activity of this nature or even rumors of such
activity can harm our operations, revenues, operating results and stock price.
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We invest in companies for strategic reasons and may not realize a return on our investments.

We make investments in companies around the world to further our strategic objectives and support our key business initiatives. Such
investments include investments in equity securities of public companies and investments in non-marketable equity and debt securities of private
companies, which range from early-stage companies that are often still defining their strategic direction to more mature companies whose
products or technologies may directly support our products or initiatives. The success of these companies is dependent on product development,
market acceptance, operational efficiency and other key business success factors. The private companies in which we invest may fail because
they may not be able to secure additional funding, obtain favorable investment terms for future financings, or take advantage of liquidity events
such as initial public offerings, mergers, and private sales. If any of these private companies fail, we could lose all or part of our investment in
that company. If we determine that an other-than-temporary decline in the fair value exists for the equity securities of the public and private
companies in which we invest, we write down the investment to its fair value and recognize the related write-down as an investment loss. For
2007, 2008 and the nine months ended September 30, 2009, we recorded impairments on our investments of $22.4 million, $21.8 million and
$0.5 million, respectively. Furthermore, when the strategic objectives of an investment have been achieved, or if the investment or business
diverges from our strategic objectives, we may decide to dispose of the investment. Our investments in non-marketable equity securities of
private companies are not liquid, and we may not be able to dispose of these investments on favorable terms or at all. The occurrence of any of
these events could negatively affect our results of operations.

Our investment portfolio may be impaired by further deterioration of the capital markets.

Our cash and cash equivalents and short-term and long-term investment portfolio as of September 30, 2009 consists of money market funds,
federal, state and municipal government obligations, foreign and public corporate debt securities and listed equity securities. We follow an
established investment policy and set of guidelines to monitor, manage and limit our exposure to interest rate fluctuations and credit risk. The
policy sets forth credit quality standards and limits our exposure to any one issuer. As a result of current adverse financial market conditions,
some financial instruments, such as structured investment vehicles, sub-prime mortgage-backed securities and collateralized debt obligations,
may pose risks arising from liquidity and credit concerns. As of September 30, 2009, we had no direct holdings in these categories of
investments and our exposure to these financial instruments through our indirect holdings in money market mutual funds was not material to
total cash, cash equivalents and short-term investments. As a result of market conditions, the value of our investments in publicly held
companies in Taiwan, a component of our long-term investment portfolio, may fluctuate significantly from quarter to quarter. The value of these
investments declined significantly in the fourth quarter of 2008. During 2008 we recorded an impairment charge of $0.2 million associated with
our investment in KYE. We did not record any impairments associated with our investments in publicly held companies during the nine months
ended September 30, 2009. However, we cannot predict future market conditions or market liquidity and our investment portfolio may be
impaired by future events.

We do not typically enter into long-term contracts with our customers, and the loss of a major customer could harm our business.

We do not typically enter into long-term contracts with our customers. In addition, we cannot be certain as to future order levels from our
customers. In the past, when we have entered into a long-term contract, the contract has generally been terminable at the convenience of the
customer. However we do lose and obtain major customers accounts from time to time and the loss of a major customer could harm our
business.

We depend on stocking representatives and distributors to generate a majority of our revenues.

We rely on stocking representatives and distributors to establish and maintain customer relationships and to sell our products. These stocking
representatives and distributors could discontinue their relationship with us or discontinue selling our products at any time. The majority of our
stocking representatives are located in Asia. The loss of our relationship with any stocking representative or distributor could harm our operating
results by impairing our ability to sell our products to our end customers.

We depend on Silicon Professional Technology Ltd., or SPT, our logistics center, to support many of our customers in Asia.

We out-source our end customer service logistics in Asia to Silicon Professional Technology Ltd., or SPT, which supports our customers in
Taiwan, China and other Southeast Asia countries. SPT provides forecasting, planning, warehousing, delivery, billing, collection and other
logistic functions for us in these regions. SPT is a wholly-owned subsidiary of one of our stocking representatives in Taiwan, Professional
Computer Technology Limited, or PCT. Products shipped to SPT are accounted for as our inventory held at our logistics center, and revenue is
recognized when the products have been delivered and are considered as a sale to our end customers by SPT. For the year ended December 31,
2008 and the nine months ended September 30, 2009, SPT serviced end customer sales accounting for 56.2% and 59.5%, respectively, of our net
product revenues recognized. As of December 31, 2008 and September 30, 2009, SPT represented 50.9% and 71.6%, respectively, of our net
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accounts receivable. For further description of our relationships with PCT and SPT, please refer to Item 7. �Management�s Discussion and
Analysis of Financial Condition and Results of Operation - Related Party Transactions� in our Annual Report on Form 10-K for the year ended
December 31, 2008.

We do not have any long-term contracts with SPT, PCT or Silicon Professional Alliance Corporation, or SPAC, another subsidiary of PCT. SPT,
PCT or SPAC may cease providing services to us at any time. If SPT, PCT or SPAC were to terminate their relationship with us we would
experience a delay in reestablishing warehousing, logistics and distribution functions, and it could impair our ability to collect accounts
receivable from SPT and may harm our business. In addition if SPT were to experience financial difficulty, our collection of our accounts
receivable could be adversely affected and our business could be harmed.
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We depend on a limited number of foreign foundries to manufacture our products, and these foundries may not be able to satisfy our
manufacturing requirements, which could cause our revenues to decline.

We outsource substantially all of our manufacturing and testing activities. We currently buy all of our wafers and sorted die from a limited
number of suppliers. The majority of our products are manufactured by four foundries, Grace and HHNEC in China, TSMC in Taiwan, and
Seiko-Epson Corporation. We have an equity investment in Grace Semiconductor Manufacturing Corporation, or GSMC, a Cayman Islands
company, which owns a wafer foundry subsidiary, Grace, in Shanghai, China. We anticipate that these foundries, together with Samsung
Corporation in Korea and Maxchip Electronics Corporation, or Maxchip, in Taiwan will continue to manufacture substantially all of our
products in the foreseeable future. If these suppliers fail to satisfy our requirements on a timely basis at competitive prices we could suffer
manufacturing delays, a possible loss of revenues or higher than anticipated costs of revenues, any of which could harm our operating results.
Purchases from our top three suppliers accounted for 52.1% and 30.6% of our costs of revenues in 2008 and the nine months ended
September 30, 2009, respectively.

Our revenues may be impacted by our ability to obtain adequate wafer supplies from our foundries and NAND memory chips from our
suppliers. The foundries with which we currently have arrangements, together with any additional foundry at which capacity might be obtained,
may not be willing or able to satisfy all of our manufacturing requirements on a timely basis at favorable prices. In addition, we have
encountered delays in qualifying new products and in ramping-up new product production and we could experience these delays in the future.
During the first quarter of 2006, we experienced fabrication issues with one of our wafer foundries and capacity constraints for certain package
types at one of our backend suppliers. We are also subject to the risks of service disruptions, raw material shortages and price increases by our
foundries. Such disruptions, shortages and price increases could harm our operating results.

In the event we are unable to reach agreement with GSMC on the terms of our technology license or a dispute arises regarding the
obligations of the parties, our business and financial condition could be harmed.

On December 29, 2008, we entered into an Amending Agreement with GSMC, pursuant to which we agreed to provide GSMC with funding of
$15.0 million in return for new equity securities to be issued by GSMC pursuant to a separate Subscription Agreement. The Amending
Agreement grants certain technology licenses to GSMC, and requires GSMC to pay SST as upfront fees for the licenses granted the said $15.0
million within five working days of receipt of such $15.0 million. SST and GSMC entered into an Amendment to Amending Agreement on
March 1, 2009, in order to clarify the terms of the Amending Agreement.

We have not completed documentation of the underlying licensing agreements. In the event we are unable to reach agreement on such terms and
a dispute arises regarding the obligations of the parties, our business and financial condition could be harmed. We currently rely on a subsidiary
of GSMC, Grace, to manufacture a significant portion of our products and any dispute with GSMC could harm our relationship with GSMC and
adversely affect Grace�s willingness to continue to manufacture our products. Our revenues may be impacted if we are unable to obtain adequate
wafer supplies from Grace and are unable to secure alternate wafer fabrication capacity. Our wafer foundry purchases from Grace are made on a
per-order basis and we do not have a long-term supply agreement with Grace. If Grace fails to satisfy our requirements on a timely basis at
competitive prices we could suffer manufacturing delays, a possible loss of revenues or higher than anticipated costs of revenues, any of which
could harm our operating results.

Manufacturing capacity has in the past been difficult to secure and if capacity constraints arise in the future our revenues may decline.

In order to grow, we need to increase our present manufacturing capacity. The existing capacity from Grace, HHNEC and TSMC available were
insufficient during 2007. We subsequently contracted for additional manufacturing capacity and do not expect capacity constraints in the
forseeable future. However, events that we have not foreseen could arise which would further limit our capacity. Similar to our investment in
GSMC, we may determine that it is necessary to invest substantial capital in order to secure appropriate production capacity commitments. If we
cannot secure additional manufacturing capacity on acceptable terms, our ability to grow will be impaired and our operating results will be
harmed.

Our cost of revenues may increase if we are required to purchase manufacturing capacity in the future.

To obtain additional manufacturing capacity, we may be required to make prepayments, deposits, equipment purchases, loans, joint ventures,
equity investments or technology licenses in or with wafer fabrication companies. These transactions could involve a commitment of substantial
amounts of our capital and technology licenses in return for production capacity. We may be required to seek additional debt or equity financing
if we need substantial capital in order to secure this capacity and we cannot assure you that we will be able to obtain such financing.
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If our foundries fail to achieve acceptable wafer manufacturing yields, we will experience higher costs of revenues and reduced product
availability.

        The fabrication of our products requires wafers to be produced in a highly controlled and ultra-clean environment. Semiconductor
companies that supply our wafers have, from time to time, experienced problems achieving acceptable wafer manufacturing yields.
Semiconductor manufacturing yields are a function of both our design technology and the foundry�s
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manufacturing process technology. Low yields may result from marginal design or manufacturing process drift. Yield problems may not be
identified until the wafers are well into the production process, which often makes them difficult, time consuming and costly to correct.
Furthermore, we rely on independent foundries for our wafers which increases the effort and time required to identify, communicate and resolve
manufacturing yield problems. If our foundries fail to achieve acceptable manufacturing yields, we will experience higher costs of revenues and
reduced product availability, which could harm our operating results.

If our foundries discontinue the manufacturing processes needed to meet our demands, or fail to upgrade the technologies needed to
manufacture our products, we may face production delays and lower revenues.

Our wafer and product requirements typically represent a small portion of the total production of the foundries that manufacture our products. As
a result, we are subject to the risk that a foundry will cease production on an older or lower-volume manufacturing process that it uses to
manufacture our products. Additionally, we cannot be certain our foundries will continue to devote resources to advance the process
technologies on which the manufacturing of our products is based. We are currently transitioning to lower geometries, and if our foundries are
unable to successfully make this transition our business will be harmed. Either one of these events could increase our costs and harm our ability
to deliver our products on time.

Our dependence on third-party subcontractors to manufacture, assemble and test our products subjects us to a number of risks,
including disruption and an inadequate supply of products and higher costs of materials.

We depend on independent subcontractors to manufacture, assemble and test our products. Our reliance on these subcontractors involves the
following significant risks:

� disruption or complete shut down of supply to customers due to fire, earthquake, flood or other natural disaster;

� reduced control over delivery schedules and quality;

� the potential lack of adequate capacity during periods of strong demand;

� difficulties selecting and integrating new subcontractors;

� limited warranties on the service they provide to us;

� potential increases in prices due to capacity shortages and other factors; and

� potential misappropriation of our intellectual property.
These risks may lead to increased costs, delayed product delivery or loss of competitive advantage, which would harm our profitability and
customer relationships.

Because our flash memory, radio frequency and NANDrive products typically have lengthy sales cycles, we may experience substantial
delays between incurring expenses related to research and development and the generation of revenues.

Due to the flash memory product cycle we usually require more than nine months to realize volume shipments after we first contact a customer.
We first work with customers to achieve a design-in, which may take three months or longer. Our customers then complete the design, testing
and evaluation process and begin to ramp up production, a period which typically lasts an additional nine months or longer. As a result, a
significant period of time may elapse between our research and development efforts and our realization of revenue, if any, from volume
purchasing of our products by our customers. We expect that the current negative global economic conditions will continue to lengthen our sales
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cycles.

Our success is dependent on the growth and strength of the flash memory market.

Substantially all of our products, as well as all new products currently under design, are stand-alone flash memory devices or devices embedded
with flash memory. A memory technology other than SuperFlash may be adopted as an industry standard. Our competitors are generally in a
better financial and marketing position than we are from which to influence industry acceptance of a particular memory technology. In
particular, a primary source of competition may come from alternative technologies such as FRAM or MRAM devices if such technology is
commercialized for higher density applications. To the extent our competitors are able to promote a technology other than SuperFlash as an
industry standard, our business will be harmed.

We face intense competition from companies with significantly greater financial, technical and marketing resources that could harm
sales of our products.

We compete with major domestic and international semiconductor companies, many of which have substantially greater financial, technical,
marketing, distribution, and other resources than we do. Many of our competitors have their own facilities for the production of semiconductor
memory or non-memory components and have recently added significant capacity for such production. Our low-density memory products,
medium-density memory products, and high-density memory products, as well as our radio frequency and NANDrive products, if we are
successful in developing these products, face substantial competition. In addition, we may in the future experience direct competition from our
foundry partners.
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We have licensed to our foundry partners the right to fabricate products based on our technology and circuit design, and to sell such products
worldwide, subject to our receipt of royalty payments. Competition may also come from alternative technologies such as ferroelectric random
access memory devices, or FRAM, magneto-resistive random access memory, or MRAM, phase change memory, or PCM, or other developing
technologies.

Our markets are subject to rapid technological change and, therefore, our success depends on our ability to develop and introduce new
products.

The markets for our products are characterized by:

� rapidly changing technologies;

� evolving and competing industry standards;

� changing customer needs;

� frequent new product introductions and enhancements;

� increased integration with other functions; and

� rapid product obsolescence.
To develop new products for our target markets, we must develop, gain access to and use leading technologies in a cost-effective and timely
manner and continue to expand our technical and design expertise. In addition, we must have our products designed into our customers� future
products and maintain close working relationships with key customers in order to develop new products that meet their changing needs. In
addition, products for communications applications are based on continually evolving industry standards. Our ability to compete will depend on
our ability to identify and ensure compliance with these industry standards. As a result, we could be required to invest significant time and effort
and incur significant expense to redesign our products and ensure compliance with relevant standards. We believe that products for these
applications will encounter intense competition and be highly price sensitive. While we are currently developing and introducing new products
for these applications, we cannot assure you that these products will reach the market on time, will satisfactorily address customer needs, will be
sold in high volume, or will be sold at profitable margins.

We cannot assure you that we will be able to identify new product opportunities successfully, develop and bring to market new products, achieve
design wins or respond effectively to new technological changes or product announcements by our competitors. In addition, we may not be
successful in developing or using new technologies or in developing new products or product enhancements that achieve market acceptance. Our
pursuit of necessary technological advances may require substantial time and expense. Failure in any of these areas could harm our operating
results.

The high level of complexity and integration of our products increases the risk of latent defects, which could damage customer
relationships and increase our costs.

Our products are based upon evolving technology and are highly complex. The integration of additional functions into already complex products
could result in a greater risk that customers or end users could discover latent defects or subtle faults after we have already shipped significant
quantities of a product. Although we test our products, we may in the future encounter defects or errors. Delivery of products with defects or
reliability, quality or compatibility problems may damage our reputation and ability to retain existing customers and attract new customers. In
addition, product defects and errors could result in additional development costs, diversion of technical resources, delayed product shipments,
increased product returns, product warranty costs for recall and replacement and product liability claims against us which may not be fully
covered by insurance.
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Our future success depends in part on the continued service of our key design engineering, sales, marketing and executive personnel and
our ability to identify, recruit and retain additional personnel.

We are dependent on Bing Yeh, our Chief Executive Officer, as well as the other principal members of our management team and engineering
staff. There is intense competition for qualified personnel in the semiconductor industry, in particular the highly skilled design, applications and
test engineers involved in the development of flash memory technology. Competition is especially intense in Silicon Valley, where our corporate
headquarters are located. We may not be able to continue to attract and retain engineers or other qualified personnel necessary for the
development of our business or to replace engineers or other qualified personnel who may leave our employ in the future. Our anticipated
growth is expected to place increased demands on our resources and will likely require the addition of new management and engineering
personnel and the development of additional expertise by existing management personnel. The failure to recruit and retain key design engineers
or other technical and management personnel could harm our business.

Our ability to compete successfully depends, in part, on our ability to protect our intellectual property rights.

        We rely on a combination of patent, trade secrets, copyrights, mask work rights, nondisclosure agreements and other contractual provisions
and technical measures to protect our intellectual property rights. Policing unauthorized use of our products, however, is
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difficult, especially in foreign countries. Litigation may continue to be necessary in the future to enforce our intellectual property rights, to
protect our trade secrets, to determine the validity and scope of the proprietary rights of others, or to defend against claims of infringement or
invalidity. Litigation could result in substantial costs and diversion of resources and could harm our business, operating results and financial
condition regardless of the outcome of the litigation. As of September 30, 2009, we held 272 patents in the United States relating to certain
aspects of our products and processes, with expiration dates ranging from 2010 to 2029 and have filed for several more. In addition, we hold
several patents in Europe, Japan, Korea, Taiwan and China. We cannot assure you that any pending patent application will be granted. Our
operating results could be harmed by the failure to protect our intellectual property.

The matters relating to the review of our historical stock option granting practices and the restatement of our consolidated financial
statements has resulted in litigation, which could harm our financial results.

In March 2007, our Board of Directors determined to conduct a voluntary review of our historical stock option grant practices covering the time
since our initial public offering in 1995. The review was led by the Chairman of the Audit Committee of the Board of Directors with the
assistance of outside independent legal counsel, and began on or about March 15, 2007. As described further in Item 7. �Management�s
Discussion and Analysis of Financial Condition and Results of Operations� and Note 2 to our consolidated financial statements in our Annual
Report on Form 10-K for the year ended December 31, 2006, the Chairman of the Audit Committee reached the conclusion that incorrect
measurement dates were used for financial accounting purposes for stock option grants made in certain prior periods. As a result, we recorded
additional non-cash share-based compensation expense, and related tax effects, related to stock option grants and restated our historical financial
statements. The review of our historical stock option granting practices required us to incur substantial expenses for legal, accounting, tax and
other professional services, totaling $12.0 million for 2007. In addition, the review diverted management�s attention from our business, and could
in the future harm our business, financial condition, results of operations and cash flows.

We are engaged in derivative suits, which may become time consuming, costly and divert management resources and could impact our
stock price.

Securities class action law suits are often brought against companies, particularly technology companies, following periods of volatility in the
market price of their securities. Irrespective of the validity or the successful assertion of such claims, we could incur significant costs and
management resources in defending against such claims. Our historical stock option granting practices and the restatement of our prior financial
statements have exposed us to greater risks associated with litigation. As described in Item 3. �Legal Proceedings,� several derivative complaints
have been filed against our directors and certain of our executive officers pertaining to allegations relating to stock option grants.

The complaints were brought purportedly on behalf of SST against certain of our current and former officers and directors and allege, among
other things, that the named officers and directors: (a) breached their fiduciary duties as they colluded with each other to backdate stock options,
(b) violated Rule 10b-5 of the Securities Exchange Act of 1934, and (c) were unjustly enriched by their receipt and retention of such stock
options. These or future similar complaints, or any future litigation may not result in the same conclusions reached by the Chairman of the Audit
Committee. The conduct and resolution of these matters or other litigation will be time consuming, expensive and may distract management
from the conduct of our business.

Former employees may also bring lawsuits against us or engage us in arbitration relating to their stock options and other matters. These lawsuits
may be time consuming and expensive, and cause further distraction from the operation of our business. The adverse resolution of any specific
lawsuit could harm our business, financial condition and results of operations.

From time to time, we are also involved in other legal actions arising in the ordinary course of business. There can be no assurance that the
shareholder class action complaints, the shareholder derivative complaints or other third party assertions will be resolved without costly
litigation, in a manner that is not adverse to our financial position, results of operations or cash flows or without requiring payments in the future
which may adversely impact gross margins. We have accrued what we believe to be probable costs in connection with the potential settlement of
the shareholder class action complaints and the shareholder derivative complaints. As a result, approximately $0.7 million is included in Accrued
expenses and other liabilities in our financial statements as of September 30, 2009.

During the course of these lawsuits there may be public announcements of the results of hearings, motions, and other interim proceedings or
developments in the litigation. If securities analysts or investors perceive these results to be negative, it could harm the market price of our stock.
We have incurred certain costs associated with defending these matters, and at any time, additional claims may be filed against us, which could
increase the risk, expense and duration of the litigation. Further, because of the amount of discovery required in connection with this type of
litigation, there is a risk that some of our confidential information could be compromised by disclosure. For more information with respect to our
litigation, please also see Item 1. �Legal Proceedings.�
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If we are accused of infringing the intellectual property rights of other parties we may become subject to time consuming and costly
litigation. If we lose, we could suffer a significant impact on our business and be forced to pay damages.

Third parties may assert that our products infringe their proprietary rights, or may assert claims for indemnification resulting from infringement
claims against us. Any such claims may cause us to delay or cancel shipment of our products or pay damages that could harm our business,
financial condition and results of operations. In addition, irrespective of the validity or the successful assertion of such claims, we could incur
significant costs in defending against such claims.
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We receive from time to time, letters or communications from other companies stating that such companies have patent rights that involve our
products. Since the design of most of our products is based on SuperFlash technology, any legal finding that the use of our SuperFlash
technology infringes the patent of another company would have a significantly negative effect on our entire product line and operating results.
Furthermore, if such a finding were made, there can be no assurance that we could license the other company�s technology on commercially
reasonable terms or that we could successfully operate without such technology. Moreover, if we are found to infringe, we could be required to
pay damages to the owner of the protected technology and could be prohibited from making, using, selling, offering to sell or importing into the
United States any products that infringe the protected technology.

In addition, the management attention consumed by and legal cost associated with any litigation could harm our operating results. During the
course of these lawsuits there may be public announcements of the results of hearings, motions, and other interim proceedings or developments
in the litigation. If securities analysts or investors perceive these results to be negative, it could harm the market price of our stock.

If an earthquake or other natural disaster strikes our manufacturing facility or those of our suppliers, we would be unable to
manufacture our products for a substantial amount of time and we would experience lost revenues.

Our corporate headquarters are located in California near major earthquake faults. In addition, some of our suppliers are located near fault lines.
In the event of a major earthquake or other natural disaster near our headquarters, our operations could be harmed. Similarly, a major earthquake
or other natural disaster such as typhoon near one or more of our major suppliers, like the earthquakes in April 2006 and December 2006 or the
typhoons in September 2001 and July 2005 that occurred in Taiwan, could potentially disrupt the operations of those suppliers, which could then
limit the supply of our products and harm our business.

Terrorist attacks and threats, and government responses thereto, could harm our business.

Terrorist attacks in the United States or abroad against American interests or citizens, U.S. retaliation for these attacks, threats of additional
terrorist activity and the war in Iraq have caused our customer base to become more cautious. Any escalation in these events or similar future
events may disrupt our operations or those of our customers, distributors and suppliers, affect the availability of materials needed to manufacture
our products, or affect the means to transport those materials to manufacturing facilities and finished products to customers. In addition, these
events have had and may continue to have an adverse impact on the U.S. and world economy in general and consumer spending in particular,
which could harm our business.

A virus or viral outbreak in Asia or elsewhere could harm our business.

We derive substantially all of our revenues from Asia and our logistics center is located in Taiwan. A virus or viral outbreak in Asia, such as the
SARS outbreak in early 2003 or threat of the Avian or Swine flu, could harm the operations of our suppliers, distributors, logistics center and
those of our end customers, which could harm our business.

Prolonged electrical power outages, energy shortages, or increased costs of energy could harm our business.

Our design and process research and development facilities and our corporate offices are located in California, which is susceptible to power
outages and shortages as well as increased energy costs. To limit this exposure, all corporate computer systems at our main California facilities
are on battery back-up. In addition, all of our engineering and back-up servers and selected corporate servers are on generator back-up. While
the majority of our production facilities are not located in California, more extensive power shortages in the state could delay our design and
process research and development as well as increase our operating costs.

Our growth has in the past placed a significant strain on our management systems and resources and if we fail to manage our growth,
our ability to market or sell our products or develop new products may be harmed.

Our business has in the past experienced rapid growth which strained our internal systems and future growth will require us to continuously
develop sophisticated information management systems in order to manage our business effectively. We have implemented a supply-chain
management system and a vendor electronic data interface system. There is no guarantee that these measures, in themselves, will be adequate to
address any growth, or that we will be able to foresee in a timely manner other infrastructure needs before they arise. Our success depends on the
ability of our executive officers to effectively manage our growth. If we are unable to manage our growth effectively, our results of operations
will be harmed. If we fail to successfully implement new management information systems, our business may suffer severe inefficiencies that
may harm the results of our operations.
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If we determine that we have a material weakness in our internal control over financial reporting, current and potential stockholders
could lose confidence in our financial reporting, which would harm our business and the trading price of our stock.

Under Section 404 of the Sarbanes-Oxley Act of 2002, we are required to evaluate and determine the effectiveness of our internal control over
financial reporting. We have dedicated a significant amount of time and resources to ensure compliance with this
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legislation for the nine months ended September 30, 2009 and will continue to do so for future fiscal periods. We may encounter problems or
delays in completing the review, evaluation, and the implementation of improvements. Additionally, management�s assessment of our internal
control over financial reporting may identify deficiencies that need to be addressed in our internal control over financial reporting or other
matters that may raise concerns for investors.

The restatement of financial statements for the years ended December 31, 1997 through December 31, 2005 in prior filings with the SEC was a
strong indicator of the existence of a material weakness in the design or operation of internal control over financial reporting. We concluded that
the control deficiencies that resulted in the restatement of the previously issued consolidated financial statements were remediated, and thus
concluded that the control deficiencies relating to our historical stock option grant practices that resulted in the restatement of the
previously-issued financial statements did not constitute a material weakness as of December 31, 2006. Additionally, as of December 31, 2006
and 2007 and the quarter and nine months ended September 30, 2008, we did not maintain effective controls over the completeness, accuracy,
valuation and presentation and disclosure of inventory and the related cost of revenue accounts. Specifically, our controls over the recording of
inventory adjustments resulting from physical inventory observations, capitalization of production variances into inventory and valuation of
inventory related reserves in accordance with generally accepted accounting principles in the United States, were not effective. These control
deficiencies resulted in audit adjustments to the 2006 and 2007 consolidated annual financial statements and to the interim financial statements
for the quarters ended March 31, 2008 and September 30, 2008, that required remediation. Management implemented a remediation plan and
remediated the material weaknesses as of December 31, 2008.

During the second quarter of 2009, we identified an error related to the recording of the income tax provision. Despite having engaged third
party tax experts to assist us, in calculating our tax provision for the quarter ended March 31, 2009, we incorrectly calculated our reserve for
foreign tax withholding on license revenue. We have concluded that our disclosure controls and procedures are not effective as of September 30,
2009, as a result of a material weakness in our internal control over financial reporting, specifically the controls which ensure the accuracy of the
provision for income taxes. If we are unable to remediate the noted weakness or otherwise assert our internal control over financial reporting is
effective as of the end of a fiscal year or if our independent registered public accounting firm is unable to express an opinion on the effectiveness
of our internal control over financial reporting, we could lose investor confidence in the accuracy and completeness of our financial reports,
which may have an adverse effect on our stock price. In addition, successful remediation of the noted deficiency is dependent on our ability to
hire and retain qualified personnel. Therefore, we cannot be certain that we will be able to successfully remediate our existing material weakness
or that in the future additional material weaknesses or significant deficiencies will not exist or otherwise be discovered.

Should we determine in future fiscal periods that we have additional material weaknesses in our internal controls over financial reporting, the
reliability of our financial reports may be impacted, and our results of operations or financial condition may be harmed and the price of our
common stock may decline.

Future changes in financial accounting standards or practices or existing taxation rules or practices may cause adverse unexpected
revenue fluctuations and affect our reported results of operations.

A change in accounting standards or practices or a change in existing taxation rules or practices can have a significant effect on our reported
results and may even affect reporting of transactions completed before the change is effective. New accounting pronouncements and taxation
rules and varying interpretations of accounting pronouncements and taxation practice have occurred and may occur in the future. Changes to
existing rules or the questioning of current practices may adversely affect our reported financial results or the way we conduct our business.

Evolving regulation of corporate governance and public disclosure may result in additional expenses and continuing uncertainty.

Changing laws, regulations and standards relating to corporate governance and public disclosure, including the Sarbanes-Oxley Act of 2002,
SEC regulations and NASDAQ Marketplace rules are creating uncertainty for public companies. We continually evaluate and monitor
developments with respect to new and proposed rules and cannot predict or estimate the amount of the additional costs we may incur or the
timing of such costs. These new or changed laws, regulations and standards are subject to varying interpretations, in many cases due to their lack
of specificity, and as a result, their application in practice may evolve over time as new guidance is provided by regulatory and governing
bodies. This could result in continuing uncertainty regarding compliance matters and higher costs necessitated by ongoing revisions to disclosure
and governance practices. We are committed to maintaining high standards of corporate governance and public disclosure. As a result, we have
invested resources to comply with evolving laws, regulations and standards, and this investment has resulted in increased general and
administrative expenses and a diversion of management time and attention from revenue-generating activities to compliance activities. If our
efforts to comply with new or changed laws, regulations and standards differ from the activities intended by regulatory or governing bodies due
to ambiguities related to practice, regulatory authorities may initiate legal proceedings against us and we may be harmed.
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Acquisitions could result in operating difficulties, dilution and other harmful consequences.

In the past five years we have acquired Emosyn, LLC, a fabless semiconductor manufacturer specializing in the design and marketing of smart
card ICs for SIM applications, G-Plus, Inc., a semiconductor manufacturer specializing in the design and marketing of radio frequency ICs and
monolithic microwave ICs and Actrans Systems Inc., a fabless semiconductor company that designs flash memory and EEPROMs. We expect to
continue to evaluate and consider a wide array of potential strategic transactions, including business combinations, acquisitions and dispositions
of businesses, technologies, services, products and other assets, including interests in our existing subsidiaries and joint ventures. At any given
time we may be engaged in discussions or negotiations with respect to one or more of such transactions. Any such transactions could be material
to our financial condition and results of operations. There is no assurance that any such discussions or negotiations will result in the
consummation of any transaction. The process of integrating any acquired business may create unforeseen operating difficulties and
expenditures and is itself risky. The areas where we may face difficulties include:

� diversion of management time, as well as a shift of focus from operating the businesses to issues of integration and future products;

� declining employee morale and retention issues resulting from changes in compensation, reporting relationships, future prospects, or
the direction of the business;

� the need to integrate each company�s accounting, management information, human resource and other administrative systems to
permit effective management, and the lack of control if such integration is delayed or not implemented;

� the need to implement controls, procedures and policies appropriate for a public company at companies that prior to acquisition had
lacked such controls, procedures and policies; and

� in some cases, the need to transition operations onto our technology platforms.
International acquisitions involve additional risks, including those related to integration of operations across different cultures and languages,
currency risks, and the particular economic, political, and regulatory risks associated with specific countries. Moreover, we may not realize the
anticipated benefits of any or all of our acquisitions. As a result of future acquisitions or mergers, we might need to issue additional equity
securities, spend our cash, or incur debt, contingent liabilities, or amortization expenses related to intangible assets, any of which could reduce
our profitability and harm our business.
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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
We incorporate by reference all exhibits filed in connection with our Annual Report on Form 10-K for the year ended December 31, 2008.

Incorporated by Reference

Exhibit No. Exhibit Description
Schedule/

Form File Number Exhibit
Filing
Date

Filed
Herewith

31.1 Certification of Chief Executive Officer as required by Rule
13a-14(a) of the Securities Exchange Act of 1934, as amended. X

31.2 Certification of Senior Vice President, Finance and Chief
Financial Officer as required by Rule 13a-14(a) of the Securities
Exchange Act of 1934, as amended. X

    32.1(1) Certification of Chief Executive Officer, as required by
Rule 13a-14(b) of the Securities Exchange Act of 1934, as
amended. X

    32.2(1) Certification of Senior Vice President, Finance and Chief
Financial Officer, as required by Rule 13a-14(b) of the
Securities Exchange Act of 1934, as amended. X

(1) The certifications attached as Exhibit 32.1 and Exhibit 32.2 accompany the Quarterly Report on Form 10-Q, are not deemed filed with the
Securities and Exchange Commission and are not to be incorporated by reference into any filing of Silicon Storage Technology, Inc. under
the Securities Act of 1933, as amended, or the Securities Exchange Act of 1934, as amended (whether made before or after the date of the
Form 10-Q), irrespective of any general incorporation language contained in such filing.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the Registrant has caused this report to be signed on its behalf by the
undersigned, thereunto duly authorized, in the City of Sunnyvale, County of Santa Clara, State of California, on the 9th day of November, 2009.

SILICON STORAGE TECHNOLOGY, INC.

By: /s/    BING YEH        

Bing Yeh
Chairman and

Chief Executive Officer

(Principal Executive Officer)

/s/    JAMES B. BOYD        

James B. Boyd
Senior Vice President, Finance and

Chief Financial Officer

(Principal Financial and Accounting Officer)
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