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Common Stock, $0.001 par value The NASDAQ Global Market
Securities registered pursuant to Section 12(g) of the Act: None

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act. Yes © No x
Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Act. Yes © No x

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 a check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein, and will not be
contained, to the best of registrant s knowledge, in definitive proxy or information statements incorporated by reference in Part III of this Form
10-K or any amendment to this Form 10-K. x

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 definitions of accelerated filer, large accelerated filer, and smaller reporting company in Rule 12b-2 of the Exchange Act.

Large Accelerated Filer ~ Accelerated Filer x Non-Accelerated Filer ~ Smaller reporting company
(Do not check if a 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
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As of June 30, 2007, the last business day of the registrant s most recently completed second fiscal quarter, the approximate aggregate market
value of voting and non-voting common stock held by non-affiliates of the registrant was $165,608,821 (based upon the last closing price for
shares of the registrant s common stock as reported by The NASDAQ Global Market as of that date). Shares of common stock held by each
officer, director, and holder of 10% or more of the outstanding common stock have been excluded in that such persons may be deemed to be
affiliates. This determination of affiliate status is not necessarily a conclusive determination for other purposes.

As of March 1, 2008, there were approximately 49,814,886 shares of common stock outstanding.
Documents Incorporated By Reference

Certain information required in Part III hereto is incorporated by reference to the Proxy Statement for the Registrant s 2008 Annual Meeting of
Shareholders to be filed with the Securities and Exchange Commission pursuant to Regulation 14A not later than 120 days after the end of the
fiscal year covered by this Form 10-K.
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This Annual Report on Form 10-K, including information incorporated herein by reference, contains forward-looking statements within the
meaning of Section 27A of the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as amended. These
statements relate to expectations concerning matters that are not historical facts. Words such as projects,  believes,  anticipates,  will,

estimate,  plans, expects, intends, and similar words and expressions are intended to identify forward-looking statements. Although
we believe that such forward-looking statements are reasonable, we cannot assure you that such expectations will prove to be correct. Important
language regarding factors which could cause actual results to differ materially from such expectations are disclosed in this Report, including
without limitation language under the caption Risk Factors beginning on page 13 of this Report. All forward-looking statements attributable
to STEC are expressly qualified in their entirety by such language. We do not undertake any obligation to update any forward-looking
statements.

We own or have rights to product names and trademarks that we use in conjunction with the sale of our products, including but not limited to IC
Tower®, Mach8 ®,Mach8'°F5® | Postage Stamp , Single Chip Drivé™, Zeus and Zeus 1°75.
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PART L.

ITEM 1. BUSINESS
Overview

STEC, Inc. (including our subsidiaries, referred to collectively in this Report as STEC , we , our and us ) designs, develops, manufactures and
markets custom memory solutions based on Flash memory and Dynamic Random Access Memory ( DRAM ) technologies. Incorporated in
California in March 1990 and headquartered in Santa Ana, California, we specialize in developing high-speed, high-capacity solid-state Flash

drives and memory cards used in sensitive and highly-volatile environments and high-density DRAM modules. We offer a comprehensive

product line used by original equipment manufacturers ( OEMs ). Prior to the divestiture of our Consumer Division in February 2007, we also
designed, developed, manufactured and marketed open-standard memory solutions based on Flash memory, DRAM technologies and external

storage solutions used in consumer electronics applications. See Management s Discussion and Analysis of Financial Condition and Results of
Operations Discontinued Operations of Consumer Division for additional information about the divestiture of our Consumer Division.

We sell primarily customized memory solutions for newly-manufactured systems, with most sales based on a cooperative design effort between
our design engineers and our OEM customers. We believe the ability of these equipment manufacturers to shorten product development cycles
and accelerate time-to-market is critical to their success. In response to this trend, we believe equipment manufacturers are increasingly
outsourcing the design, development and manufacturing of memory products to third-party memory providers, such as STEC. We believe our
design, manufacturing, testing and logistics expertise, along with our proprietary technologies, enable us to respond quickly to our customers
rapidly changing product and service requirements and meet their time-to-market schedules.

We are focusing on several revenue growth initiatives, including:

Developing and qualifying customized OEM Flash-based products, including our Zeus'°S, Mach8'°PS and Mach§8 family of solid
state drives ( SSD ) for enterprise applications;

Targeting new customers for our value-add OEM DRAM solutions; and

Expanding our international OEM business in Asia and Europe.
Over the past several years, we have expanded our custom design capabilities of Flash products for OEM applications. We have invested
significantly in the design and development of customized OEM Flash controllers, firmware and hardware. We expanded our OEM Flash design
capabilities and sales and marketing infrastructure through our acquisition in July 2005 of Memtech SSD, Corporation, a provider of
ultra-rugged and reliable solid state Flash drives. The acquisition highlighted our continuing commitment to the OEM Flash market and enabled
us to create one of the most comprehensive offerings of solid state drives and other Flash-based solutions for industrial and military applications.
In January 2006, we acquired substantially all of the assets of the Flash controller group of the logic division of Integrated Circuit Solution
Incorporation, a Taiwanese company, adding a team of engineers specializing in Flash controller design. In October 2006, we acquired
substantially all of the assets of Gnutek Ltd., a privately-held company based in the United Kingdom that designs and develops
high-performance, high throughput NAND Flash-based solid state drives. This acquisition has enabled us to offer products that address the
enterprise storage and video on demand ( VoD ) market s rapidly increasing need for high throughput Flash-based drive solutions. We believe that
our continued investment in our OEM Flash capabilities will positively impact the future growth of our OEM Flash revenues.

As noted above, a major area of our OEM Flash-based product investment has been focused on SSD technology. We believe the advantages of
SSD technology are currently being defined in at least four distinct market segments. First, where ultra-high throughput solutions are sought,
SSDs provide enormous and measurable performance advantages and cost savings over alternative hard drive products in enterprise storage and
VoD applications. Second, where ruggedized drive solutions are critical for data retention, SSDs provide unparalleled durability in military and
industrial applications. Third, where storage solutions are sought for their endurance, such as in blade server applications, SSDs provide high
reliability alternatives to existing rotating hard disk drive ( HDD ) solutions. And finally in the early adoption PC, mobile computing and
consumer-related markets that require low-costs and small form factors, the cost-benefit comparison to traditional HDD solutions will become
increasingly compelling as Flash prices decline. We see opportunities to leverage our SSD expertise across each of these markets where we
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believe our technology can outperform existing solutions. In addition, we believe the SSD market will continue to develop over the next few

years, aided by the continuation of the decline in Flash component pricing, with the overall unit volumes continuing to grow over the next
several years.

OEM Flash product revenue increased 144% from $37.6 million in 2005 to $91.7 million in 2006, and increased 20.2% from $91.7 million in
2006 to $110.2 million in 2007. We expect our continued investments in OEM Flash custom design capabilities and controller development to
result in sustained revenue growth from our OEM Flash product line in 2008.

OEM Flash product gross margins were significantly higher than OEM DRAM product gross margins in all periods presented.
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We offer both monolithic DRAM modules as well as DRAM modules based on our stacking technology. Prior to 2005, a substantial portion of
our OEM DRAM business had been comprised of stacked DRAM modules. As a result of the introduction of new DRAM technologies, we
expect that a higher percentage of our OEM DRAM business will be derived from monolithic DRAM modules.

DRAM product revenue increased from $90.0 million in 2005 to $122.5 million in 2006. In 2007, our OEM DRAM module revenue decreased
to $71.0 million.

We continue to make progress toward one of our long-term revenue growth initiatives to expand our international business in Asia and Europe.
Since the beginning of 2004, we have opened sales, marketing, procurement and engineering offices in Austria, Germany, Italy, Hong Kong,
Japan, Malaysia, Taiwan and the United Kingdom in order to build the necessary infrastructure to support product development and revenue
growth in those geographic regions. We have also completed construction of a 210,000 square foot manufacturing facility in Malaysia that, over
time, is expected to serve as a major hub for our international operational activities including manufacturing, sales and marketing, procurement
and logistics.

Historically, a limited number of customers have accounted for a significant percentage of our revenue. Our ten largest customers accounted for
an aggregate of 72.8% of our total revenues in 2007, compared to 80.9% of our total revenues in 2006. The following table identifies each of our
customers that accounted for more than 10.0% of our revenues in any of the three years ended December, 2007, 2006 and 2005.

Year Ended December 31,
2007 2006 2005
% of % of % of
Revenues Revenues Revenues
SMART Modular 50.1% 37.3% 37.6%
Micron Semiconductor * 24.9% 28.9%

* Less than 10%
Industry Background

The memory market can be divided into several types of integrated circuit ( IC ), devices that are designed to perform specific functions within
computer and other electronic devices or systems. Two of the major types of memory products are Flash and DRAM. Flash is considered
non-volatile memory since it is able to retain data without a power source. Since DRAM requires a constant power supply to retain data, it is
considered volatile memory. DRAM has historically dominated the memory industry in terms of market size and scale of production and
continues to be one of the highest volume semiconductors manufactured today. In recent years, the memory market has expanded to include
Flash due to the proliferation of consumer electronic devices designed to allow increasing user mobility. The growth in shipments of these
consumer electronic devices and their unique and expanding storage requirements have led to the increased demand for Flash memory products.

The Flash memory industry is divided into two primary segments: data storage, or NAND, and code storage, or NOR. Data storage Flash
products are commonly used for storing large volumes of data in small form factor or in environments characterized by high levels of shock,
vibration or temperature fluctuation. In contrast, code storage Flash products are typically used in less memory-intensive applications. Data
storage Flash products are used primarily to store digital content such as pictures, digital music, video clips and data in consumer electronic
devices such as consumer electronic devices, networking equipment, servers, industrial applications, military applications, casino gaming
equipment and voting machines. The demand for these consumer electronic devices has grown rapidly. In addition, these consumer electronic
devices have become smaller in size while requiring increasing amounts of memory which is driving the demand for high-density, small form
factor Flash memory solutions. In 2005, 2006 and 2007, substantially all of our Flash product revenues were derived from the sale of data
storage Flash products. Flash memory is noiseless, considerably lighter, more rugged, free of mechanical moving parts and consumes
substantially less power than a rotating disk drive. These characteristics also make Flash drives a better storage alternative than rotating disk
drives in extreme environments such as those often found in the military, aerospace, industrial and communication applications. As the price of
Flash components declines, we expect that the replacement of mechanical hard disk drives with Flash memory storage will become more
compelling for OEM applications.

Table of Contents 7



Edgar Filing: STEC, INC. - Form 10-K

Table of Conten

The growth in the DRAM industry is driven by unit growth in the markets for PCs, high-performance workstations, servers, switches, routers
and the Internet infrastructure. In addition, DRAM growth is fueled by an increasing amount of memory content used in these systems.

The Flash and DRAM supply chain consists of numerous participants including semiconductor manufacturers, third-party module and card
manufacturers and a variety of distributors and mass market retailers who sell to end-users. Major memory semiconductor manufacturers have
focused primarily on large volume opportunities, producing open-standard modules and cards as base-level memory for the leading OEMs of
desktops and notebooks, digital cameras, cell phones and other mass markets. We believe the increasing complexity of computing systems as
well as the demands placed on them has caused OEMs to rely increasingly on third-party design and manufacturing of custom memory products
in which open-standard modules and cards are not adequate.

The STEC Solution

STEC designs, manufactures and markets a comprehensive line of memory and storage products used in high-performance computing, military
and aerospace systems, networking and communications and other OEM applications. Prior to the divestiture of our Consumer Division, we also
offered products used in consumer electronics applications.

Product Features

The key features of our products include:

High degree of customization. Products sold to our OEM customers are typically customized by our design and engineering teams to
meet our customers specific design requirements.

High density. Our patented stacking technology allows us to design and manufacture Flash products and DRAM products in which
multiple memory chips are stacked together to increase the capacities of memory modules without increasing the product footprint.
In some cases, our IC Tower and Postage Stamp stacking memory technology allows us to create a high capacity solution that is
otherwise not currently available in the market using standard modules, and in other cases it allows us to provide the same capacity
as a standard module at a lower price point.

Compact size. We are able to manufacture high-density Flash and DRAM products with some of the smallest footprints in the
market. As component chips increase in capacity, we are able to increase density in the same footprint.

High performance and reliability. Our memory products are built utilizing sophisticated error detection and correction processes to
provide high data reliability and integrity. In addition, our memory products are designed to withstand high levels of shock and
vibration as well as extreme temperature fluctuations typically associated with mobile computing and OEM applications.

Low power consumption. During read and write operations, Flash memory products typically use less power than rotating disk
drives. At all other times during system operation, Flash memory products require no power. This low power consumption translates
into longer battery life for many mobile computing and consumer electronic devices.

OEM Division

We are a global design and manufacturing company focused on customized OEM Flash and DRAM solutions for a broad spectrum of system
platforms, with most sales based on a cooperative design effort between our design engineers and our OEM customers. We offer our OEM
customers a comprehensive technology solution from concept to design to the creation of prototypes through volume production and testing.

Solid State Drive/Flash Products
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Our SSD products are used in a wide range of applications, all of which demand high-reliability, high-capacity, and/or high performance. At the
heart of each STEC SSD/Flash product is a controller designed by STEC for the rigors of demanding OEM applications, offering
industry-leading performance, reliability and flexibility.

We offer a broad line of SSD products in various form factors and capacities, including:

Zeus'°S Solid State Drive. STEC Zeus'©PS Solid State Drives are elite high performance enterprise-class data storage solutions. Built for speed,
the Zeus'™PS is over two hundred times faster at random I/O than standard disk drives. One Zeus'©"S drive can replace multiple hard drives or
eliminate the need to purchase additional servers to overcome performance bottlenecks, resulting in reduced cost, energy and space
requirements.
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Zeus Solid State Family. STEC s Zeus Solid State Drives are rugged, high-capacity, and high-throughput memory and mass storage solutions for
mission-critical systems. Our solid state drives are designed to meet the data storage requirements of a wide range of industries, including the
defense and aerospace, automotive and transportation, industrial, and communications industries. They are drop-in replacements for traditional
hard drives, offering superior performance in system platforms that require sustained operation in harsh environments, low-power consumption,
content security, fast data transfer speeds, and high-capacity storage. Zeus Solid State Drives are available with ATA Serial ATA and Fibre
Channel interfaces.

MACHS°PS, STEC s MACH®™S Solid State Drives are a small form factor, high throughput storage solution for mission-critical systems in a
variety of industries. MACHS'OPS SSDs incorporate our proprietary eight-channel ASIC controller which delivers significant improvements over
enterprise class hard disk drives in terms of data access, data throughput and improved power consumption. The MACHS8'OPS SSDs are ideal for
enterprise servers that expose drives to challenging workloads typified by randomly mixed reads and writes under rigorous workloads.

MACHS. STEC s MACHS Solid State Drives are a small form factor, high throughput and storage solution. Notebook computers and portable
media players are among the applications that benefit from SSDs due to their need for cost-effective SSDs which also provides reduced power
consumption, reduced weight and improved reliability. MACHS SSDs are available in 2.5 with capacity up to 512GB (in 15mm) and 256GB (in
9.5mm) and 1.8 up to 128GB (in 7mm) and 64GB (in 5Smm). This product also contains advanced ECC and Flash management technology to
enable the right levels of data integrity and extended life for SSDs used in notebooks.

MACH]1 Product Family:

ATA PC Cards. STEC Industrial Grade ATA PC Cards are viable alternatives to hard disk drives due to their high reliability and low cost per
useable megabyte. ATA PC Cards are designed specifically for equipment requiring standard form factors and moderate capacities, such as data
recorders, avionics systems and telecommunication applications. ATA PC Cards are ideal building blocks for high-density, high-performance
mass storage subsystems.

CompactFlash Memory. CompactFlash products provide full PC Card AT Attachment, or ATA, functionality, but are only one-fourth the size of
a standard PC Card. CompactFlash memory cards are characterized by their small size, durability, low power consumption, and the ability to
operate at either 3.3 volts or 5.0 volts. CompactFlash products provide interoperability with systems based on the PC Card ATA standard by
using a low-cost passive adapter, thus making CompactFlash widely used by a variety of applications.

Flash Modules. Our Flash module products target embedded systems where device footprint is a critical parameter. There is no electrical
circuitry or software interface change required when replacing a standard hard drive with a Flash disk module. The main benefit of Flash disk
modules is that they are easier to incorporate into designs because they are less than one-quarter the size of a 2.5-inch hard drive and they plug
directly into the motherboard, thereby eliminating the need for cables. Specifically, the product line is available in IDE iFDM 40-pin, 44-pin)
and USB (UFM) interfaces.

Secure Digital Memory Cards. STEC Secure Digital ( SD ) Flash Memory Cards are small, removable and non-volatile flash memory with a high
performance interface. Available in large capacities, STEC Industrial Grade SD cards are extremely reliable, durable and can handle extreme
temperatures in a small space. STEC SD cards achieve fast write speeds and are manufactured with built-in ECC hardware. STEC s
manufacturing process and test methodology make the cards even more robust, enabling excellent performance at extreme temperature

conditions.

MMCPlus Memory Cards. STEC MMCPlus Flash memory cards offer extended reliability and high performance in a small form factor and are
fully compliant to the MMCPlus and SPI standard, making them compatible with thousands of today s electronic devices. STEC provides
rigorous bill of material control as an additional guarantee for the customer, providing long term product stability.
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USB Flash Drive. Built upon a proprietary Flash controller technology, and ranging in capacity from 128MB to 4GB, the STEC USB Flash
Drive ( UFD ) couples convenience and portability with performance and reliability. Advanced OEM features include endurance for industrial
operating conditions, laser-etched manufacturing information including a unique serial number, a high-ESD rated enclosure, and
password-protected secure partitioning.

Single Chip Drive (SCD). Available with a USB 2.0 or IDE interface, the Single Chip Drive ( SCD ) is a small form factor, solid-state Flash disk
with no moving parts. Using STEC s patented IC Towé Stacking Technology, SCDs are available in the highest capacities in the industry. The
standard USB or IDE interface provides designers with a true plug-n-play storage device, allowing for short design cycles and fast time to

market.

DRAM Products

We offer a full range of DRAM products, including dual in-line memory modules ( DIMMs ), small-outline DIMMS ( SODIMMs ),

mini-registered DIMMs ( mini-RDIMMs ), very low profile ( VLP RDIMMs ) and Fully-Buffered DIMMs ( FB-DIMMs ). Our DRAM products are
used in higher performance computing, communications, and industrial applications. Our standard DRAM products are available in various

memory module form factors and with densities of up to 8GBs. We also offer many of these products utilizing different DRAM architectures

such as FB-DIMM, DDR, DDR2, DDR3 and SDRAM.

Stacked DRAM and Flash Products

IC Tower stacked components. Our patented IC Tower® semiconductor stacking technology enables the manufacturing of high capacity memory

products. We offer a wide selection of stacked components for both thin small outline package ( TSOP ) and ball grid array ( BGA ) semiconductor
packages for use on memory modules and within our high capacity Flash products. This technology is used in complex, high-capacity module

designs and systems. It provides a cost effective solution for our customers by offering chip densities that are less expensive than non-stacked
components on a per megabyte ( MB ), basis.

Postage Stamp BGA stacked components. STEC Postage Stamp utilizes a cavity substrate and a high-reliability ball-less vertical interconnect in
order to provide unprecedented thermal management and uncompromised signal integrity. This technology builds upon our long experience in
TSOP stacking to create a low-cost, highly reliable, high performance, thermally enhanced solution for high density modules. Because of the
unique construction, heat can be conducted into the DIMM s ground plane turning the whole DIMM board into a heat spreader. Highly durable
and cost-effective to manufacture, the Postage Stamp Stack overcomes the traditional challenges of other stacking solutions while offering some
unique performance advantages.

DRAM modules and Flash products with stacked components. We have a range of custom and application-specific stacked DRAM modules

across multiple DIMM form factors in capacities up to 16GB. Our stacked DRAM products are used primarily in high-performance servers,
workstations, switches and routers, and other custom systems. We offer many of these modules utilizing different DRAM architectures such as
double data rate( DDR ), and DDR2, and synchronous DRAM( SDRAM ). Our stacked Flash products are used primarily in embedded systems.

Research and Development

Our research and development staff develop reliable, high-performance and cost-effective memory products to address the needs of traditional
and emerging memory applications. We believe the timely development of new products is essential to maintaining our competitive position.
Our engineering staff, which consisted of 118 persons as of December 31, 2007, works closely with our OEM customers and provides services
throughout the production cycle, including component selection, schematic design, layout, manufacturing and test engineering expertise. We
design our products to be compatible with existing industry standards and, where appropriate, develop and promote new standards. An important
aspect of our research and development effort is to understand the challenges presented by our OEM customers custom design requirements and
satisfy them by utilizing our proprietary technologies and our technical expertise. In the course of meeting our customers challenges, we are
often required to develop new technologies and processes, which are later added to our design library. Our design library consists of over 1,000
designs that are available for a wide variety of custom and open-standard product configurations. In recent years, we have focused on designing
and developing custom, industrial-grade Flash controllers. In response to the growth in Flash-based applications, we are focusing on new Flash
solutions that provide improved storage capacities, higher-speed read and write capabilities, smaller sizes and new interfaces. In January 2006,
we purchased certain fixed assets and intellectual property and hired 18 engineers from a Flash controller design company in Taiwan. In

October 2006, we acquired substantially all of the assets of Gnutek Ltd., a privately-held company based in the United Kingdom that designs
and develops high-performance NAND Flash-based solid state drives. We plan to continue to invest in and expand our custom industrial-grade
Flash controller portfolio in future years in order to maintain our leadership position in the OEM Flash market.
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We continually improve our manufacturing processes and technologies, test routines and related firmware. Our IC Tower and Postage Stamp
stacking technology is an important component of our research and development effort as it allows us to design solutions that are continually
migrating to higher densities for our customers. Our stacking technology enables us to produce high-density Flash and DRAM products by
manufacturing products in a three-dimensional form. These products offer higher-density capacities in the same footprint as the traditional
two-dimensional designs. We stack unmodified memory devices to produce higher-density and smaller form factor Flash cards and DRAM
modules. We believe this capacity enables us to shorten our customers design cycles for high-density products to lead times normally associated
with non-stacked memory solutions.

Research and development expense was $15.0 million, $10.1 million and $6.4 million for the three years ended December 31, 2007, 2006, and
2005, respectively.

Design, Manufacturing and Test

Design and production. The typical production cycle consists of a design stage followed by a prototype stage and ends with full production of
the final product. We believe the length of the design stage has been reduced due to rapid improvements in technology. In recent years
customers have demanded shorter design and production cycles. In response, we have developed quick-turn design and manufacturing services.
By working with our OEM customers early in the design and prototype stages, we believe we are able to resolve critical design issues effectively
and efficiently, thus shortening the time from prototype design to volume manufacturing. In addition, we believe working closely with our OEM
customers throughout the design and production stages allows us to gain important insights into their future product requirements.

Manufacturing. Our manufacturing processes are highly-automated and involve the use of specialized equipment for the production of memory
products. Our manufacturing systems have been optimized to support the placement of a large number of IC devices on each memory board. We
believe we are able to achieve a high manufacturing yield and minimize direct labor costs as a result of our design efficiencies, high level of
automation and general manufacturing expertise. Because our manufacturing systems can be easily configured for different memory products,
we have the ability to offer our customers short manufacturing and test cycles on small and large projects. We also have developed an automated
method of manufacturing our stacking products which we believe results in further manufacturing efficiencies. Our manufacturing process is
ISO 9001 and ISO 14001 certified.

Test engineering. An important aspect of our manufacturing operations is our focus on test engineering. We test all of our memory products
upon completion of manufacturing, which we believe results in low returns due to product defects. We believe our test engineering expertise will
continue to grow in importance as the speed and complexity of memory products increase. Our test engineering group develops proprietary
processes which, together with our continued investment in advanced testing equipment, have enabled us to consistently produce high-quality
products.

Customers

We have no long-term sales contracts with our customers. Our OEM Division markets our products to OEMs and OEM distributors, leveraging
our custom design capabilities to offer custom memory solutions to address their specific needs. Our ten largest customers accounted for an
aggregate of 72.8%, 80.9% and 85.1% of our total revenues in 2007, 2006 and 2005, respectively. SMART Modular accounted for 50.1% of our
total revenues in 2007, 37.3% of our total revenues in 2006, and 37.6%, of our total revenues in 2005. As of December 31, 2007, 2006 and 2005,
approximately 49.5%, 42.2% and 52.8% of accounts receivable were concentrated with two customers, respectively. SMART Modular and
EMC accounted for 31.1% and 18.4%, respectively of accounts receivable as of December 31, 2007.

OEM Division

In 2007, our OEM Division sold to more than 386 customers, comprised of direct sales and sales through OEM distributors and contract
manufacturers that incorporate our products into systems they assemble for our OEM Division customers. We define our OEM Division
customers as OEMs that have purchased our products directly or ordered our products from OEM distributors and contract manufacturers. Our
OEM Division customers make the purchasing decisions on substantially all of the products we sell through OEM distributors and contract
manufacturers.

We expect that sales of our products to a limited number of customers will continue to represent a majority of our revenues for the foreseeable
future and believe that our financial results will depend in significant part upon the success of our customers businesses. We have experienced
changes in the composition of our major customer base from quarter to quarter as the market demand for our customers products have changed
and we expect this variability to continue in the future. For risks associated with our customer relationships, see Risk Factors Sales to a limited
number of customers represent a significant portion of our revenues and the loss of any key customer would materially reduce our revenues.
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International sales of our products accounted for $36.8 million or 19.5%, $27.5 million or 12.7%, and $13.4 million or 10.4% of our total
revenues in 2007, 2006 and 2005, respectively. No foreign geographic area or single foreign country accounted for more than 10.0% of our total
revenues in 2007, 2006 and 2005. Substantially all of our international sales are export sales, which are shipped from our domestic facility to
foreign customers. For additional information regarding our international sales, see Risk Factors We face risks associated with doing business in
foreign countries, including foreign currency fluctuations and trade barriers, that could lead to a decrease in demand for our products or an
increase in the cost of the components used in our products.

Sales and Marketing

Our OEM Division uses an internal direct sales force complemented by an external sales force of manufacturers representatives and OEM
distributors for sales to OEM Division customers in the United States and internationally. We pursue our customer base on both a geographic
and account-specific basis. We believe these combined sales forces have the local presence, market knowledge and strategic insight to allow us
to more effectively market our products to a larger number of OEM customers. In addition, as part of our sales and marketing efforts, our
experienced application engineers work closely with our OEM Division customers engineering teams in designing our products into their
systems.

Customer Service and Support

We provide our customers with comprehensive product service and support. We work closely with our OEM customers to monitor the
performance of their product designs and to provide application design and support. This also provides us with insight into defining their
subsequent generations of products. Our standard OEM customer support package is generally offered with all product sales and includes full
technical documentation and application design assistance. During our OEM customers production phase, we provide extensive support which
includes training, system-level design, implementation and integration support. We believe that tailoring our technical support to our OEM
customers needs is essential to the success of our product introductions and customer satisfaction.

Competition

We conduct business in an industry characterized by competition, rapid technological change, evolving industry standards, declining average
sales prices and product obsolescence. Our primary competitors for SSD/Flash products include: Seagate, SanDisk, Toshiba, Western Digital,
Intel and Samsung; and for DRAM products include: SMART Modular and Micron. Our competitors include many large domestic and
international companies that have substantially greater financial, technical, marketing, distribution and other resources, broader product lines,
lower cost structures, greater brand recognition and longer-standing relationships with customers and suppliers.

We expect to face competition from existing competitors and new and emerging companies that may enter our existing or future markets. These
companies may have similar or alternative products that are less costly or provide additional features. In addition, some of our significant
suppliers, including Qimonda and Samsung Semiconductor, are also our competitors. These suppliers have the ability to manufacture
competitive products at lower costs as a result of their higher levels of integration. Further, these suppliers may reduce the supply of memory
chips available to the industry or us. We also face competition from current and prospective customers that evaluate our capabilities against the
merits of manufacturing products internally. Competition also may arise due to the development of cooperative relationships among our current
and potential competitors or third parties to increase the ability of their products to address the needs of our prospective customers. Accordingly,
it is possible that new competitors or alliances among competitors may emerge and rapidly acquire significant market share.

We compete in our target markets based primarily on quality, design and manufacturing technology, price and responsiveness to our customers
needs. We expect our competitors will continue to improve the performance of their current products, reduce their current product sales prices
and introduce new products that may offer greater performance and improved pricing, any of which could cause a decline in sales or loss of
market acceptance of our products.

To remain competitive, we must, among other things:

Provide best-of-class design, manufacturing and test engineering services;

Maintain quality levels;
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Provide technologically advanced products;

Successfully protect our intellectual property rights;

Accurately anticipate and prepare for new technological trends and standards in the industry;

Compete favorably on the basis of price;
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Offer flexible delivery schedules; and

Deliver finished products on a timely basis in sufficient volume to satisfy our customers requirements.
The memory, high-performance computing, networking and communications, consumer electronics and OEM markets are subject to rapid
technological change, product obsolescence, frequent new product introductions and enhancements, changes in end-user requirements and
evolving industry standards. Our ability to compete in these markets will depend in significant part upon our ability to successfully develop,
introduce and sell new and enhanced products on a timely and cost-effective basis, and to respond to changing customer requirements.

Suppliers

IC devices represent more than 80% of the component costs of our manufactured Flash cards and DRAM modules. We purchase these IC
devices from a small number of suppliers. In 2007, our significant suppliers of IC devices included:

Flash IC Device Suppliers DRAM IC Device Suppliers
Samsung Micron
Qimonda
Samsung

We are dependent on a small number of suppliers to supply Flash and DRAM IC devices. We have no long-term Flash or DRAM device supply
contracts. We periodically review opportunities to develop alternative sources for our Flash IC and DRAM IC device needs. However, our
options are very limited because of the small number of memory manufacturers. Our dependence on a small number of suppliers and the lack of
any guaranteed sources of supply expose us to several risks, including the inability to obtain an adequate supply of components, price increases,
late deliveries and poor component quality. Samsung supplies substantially all of the IC devices used in our Flash memory products. In addition,
Micron, Qimonda and Samsung currently supply substantially all of the DRAM IC devices used in our DRAM products. For risks associated
with our supplier relationships, see Risk Factors Our dependence on a small number of suppliers for integrated circuit, or IC, devices and
inability to obtain a sufficient supply of these components on a timely basis could harm our ability to fulfill orders.

Seasonality

In the past, our Consumer Division has been impacted by seasonal purchasing patterns resulting in lower sales generally in the first and second
quarters and higher sales in the fourth quarter of each year. Following the divestiture of our Consumer Division in February 2007, we do expect
to continue to experience some seasonality in our OEM business resulting in higher sales generally in the fourth quarter of each year due to
corporate customers spending their full capital budgets before the end of each year.

Backlog

Sales of our memory products and storage solutions are made under short-term cancelable orders. We include in our backlog only those
customer orders for which we have accepted purchase orders and to which we have assigned shipment dates within the upcoming six months.
Since orders constituting our backlog are subject to change due to, among other things, customer cancellations and reschedulings, and our ability
to procure necessary components, backlog is not necessarily an indication of future revenues. In addition, there can be no assurance that current
backlog will necessarily lead to revenues in any future period. Our backlog was $13.7 million as of December 31, 2007 and $16.3 million as of
December 31, 2006. Our backlog has decreased due to a new consignment sales arrangement with our largest customer in the fourth quarter of
2007. Our ability to predict future sales is limited because a majority of our quarterly product revenues come from orders that are received and
fulfilled in the same quarter.

Intellectual Property Rights

We regard our patents, trademarks, trade secrets and other intellectual property as critical to our success. We rely on patents, trademarks,
copyrights and trade secret laws, confidentiality procedures, and employee disclosure and invention assignment agreements to protect our
intellectual property rights.

As of March 1, 2008, we owned 22 U.S. patents and 45 additional patent applications were pending. We have agreements to license certain of
our intellectual property to third parties. In addition, we have entered into several licensing agreements to license the intellectual property of
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others. License fees related to the license of our intellectual property and our license of third party intellectual property were nominal for all
periods presented in this report. Although we consider the patents currently held by us to be critical to our success, there can be no assurance that
any patents currently held by us or any patents which may be granted to us in the future will not be challenged, invalidated or circumvented, or
that rights granted
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thereunder will provide meaningful protection or other commercial advantage to us. There can be no assurance that third parties will not develop
similar products, duplicate our products or design around the patents currently owned by us or which may be granted to us in the future. Because
we view intellectual property rights as critical to our success, we intend to pursue future patents and other intellectual property rights in the U.S.
There can be no assurance that we will be successful in these endeavors. In addition there can be no assurance that our trade secrets and
know-how may not become known to third parties, or become part of the public domain, which in either case would harm our financial
performance and business operations.

We have on at least one occasion applied for and may in the future apply for patent protection in foreign countries. The laws of foreign
countries, however, may not adequately protect our intellectual property rights. Many U.S. companies have encountered substantial infringement
problems in some foreign countries. Because we sell some of our products overseas, we have exposure to foreign intellectual property risks.

The semiconductor industry is characterized by vigorous protection and pursuit of intellectual property rights. We believe that it may be
necessary, from time to time, to initiate litigation against one or more third parties to preserve our intellectual property rights. In addition, from
time to time, third parties may bring suits against us. For details regarding our pending intellectual property lawsuit, see Legal Proceedings and

Risk Factors We are involved from time to time in claims and litigation over intellectual property rights, which may adversely affect our ability
to manufacture and sell our products.

In the event of an adverse result in any such litigation, we could be required to pay substantial damages, cease the manufacture, use and sale of
certain products, expend significant resources to develop non-infringing technology, discontinue the use of certain processes or obtain licenses to
use infringed technology. Any litigation, whether as plaintiff or as defendant, would likely result in significant expense to us and divert the
efforts of our technical and management personnel, whether or not such litigation is ultimately determined in our favor. In addition, the results of
any litigation are inherently uncertain.

In the event we desire to incorporate third-party technology into our products or our products are found to infringe on others patents or
intellectual property rights, we may be required to license such patents or intellectual property rights. If we obtain licenses from third parties, we
may be required to pay license fees or make royalty payments, which could reduce our gross margins. If we are unable to obtain a license from a
third party for technology, we could incur substantial liabilities or be required to expend substantial resources redesigning our products to
eliminate the infringement. There can be no assurance that we would be successful in redesigning our products or that we could obtain licenses
on commercially reasonable terms, if at all. In addition, any development or license negotiations could require substantial expenditures of time
and other resources by us.

As is common in the industry, we currently have in effect a number of agreements in which we have agreed to defend, indemnify and hold
harmless certain of our suppliers and customers from damages and costs which may arise from the infringement by our products of third-party
patents, trademarks or other proprietary rights. The scope of such indemnity varies, but may, in some instances, include indemnification for
damages and expenses, including attorneys fees. We may from time to time be engaged in litigation as a result of such indemnification
obligations. In addition, our insurance does not cover intellectual property infringement.

In our efforts to maintain the confidentiality and ownership of trade secrets and other confidential information, all of our employees are required
to sign employee non-disclosure agreements and our engineers are required to sign invention assignment agreements. The invention assignment
agreements require our engineers to disclose, document and assign their interest in all inventions, patents and copyrights developed while
employed with us. Our employees agree to preserve all of our confidential information including trade secrets, customer information, know-how
and other business information. There can be no assurance that these agreements will provide meaningful protection of our trade secrets or other
confidential information in the event of unauthorized use or disclosure of such information. See Risk Factors Our intellectual property may not
be adequately protected, which could harm our competitive position.

Employees

As of December 31, 2007, we had 611 full-time employees, consisting of 364 in manufacturing (including test, quality assurance and material
management), 66 in sales and marketing, 63 in finance and administration and 118 in design and product development. Our employees are not
represented by any collective bargaining agreements and we have never experienced a work stoppage. Management believes that relations with
our employees are satisfactory.

Available Information

Our Internet address is www.stec-inc.com. We make available on our website, free of charge, our filings made with the SEC electronically,
including our reports on Form 10-K, Form 10-Q and Form 8-K, and any amendments to those filings. These reports are available on our website
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These reports, and any amendments to them, are also available at the internet website of the Securities and Exchange Commission,
http://www.sec.gov. The public may also read and copy any materials we file with the Securities and Exchange Commission at the SEC s Public
Reference Room located at 100 F Street, N.E., Washington, D.C., 20549. In order to obtain information about the operation of the Public
Reference Room, you may call 1-800-732-0330

We have adopted a Code of Business Conduct and Ethics that applies to our employees (including our principal executive officer, principal
financial officer, principal accounting officer or controller, or persons performing similar functions) and directors. A copy of our Code of
Business Conduct and Ethics can be found under the Investor Relations section of our website. We may post amendments to or waivers of the
provisions of the Code of Business Conduct and Ethics, if any, made with respect to any of our directors and executive officers on that website.
The information on our website is not incorporated by reference in this Annual Report on Form 10-K.

ITEM 1A. RISK FACTORS

Investing in our common stock involves a high degree of risk. Before purchasing our common stock, you should carefully consider the risks
described below in addition to the other information in this Report. Our business, results of operations and financial condition may be
materially and adversely affected due to any of the following risks. The risks described below are not the only ones we face. Additional risks we
are not presently aware of or that we currently believe are immaterial may also impair our business operations. The trading price of our
common stock could decline due to any of these risks, and you could lose all or part of your investment. In assessing these risks, you should also
refer to the other information contained or incorporated by reference in this Report, including our consolidated financial statements and related
notes.

This Report contains forward-looking statements based on the current expectations, assumptions, estimates and projections about our industry
and us. These forward-looking statements involve risks and uncertainties. Our actual results could differ materially from those discussed in
these forward-looking statements as a result of certain factors, as more fully described in this section and elsewhere in this Report. We do not
undertake to update publicly any forward-looking statements for any reason, even if new information becomes available or other events occur in
the future.

We expect our quarterly operating results to fluctuate in future periods, causing our stock price to fluctuate or decline.

Our quarterly operating results have fluctuated in the past, and we believe they will continue to do so in the future. Our future results of
operations will depend on many factors including:

Our suppliers production levels for the components used in our products;

Our ability to procure required components;

Market acceptance of new and enhanced versions of our products;

Expansion of our international business, including the opening of offices and facilities in foreign countries;

The timing of the introduction of new products or components and enhancements to existing products or components by us, our
competitors or our suppliers;

Fluctuations in the cost of components and changes in the average sales prices of our products;
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Fluctuating market demand for our products;

Changes in our customer and product revenue mix;

Our ability to successfully integrate any acquired businesses or assets;

Expenses associated with the start up of new operations or divisions.

Order cancellations, product returns, inventory buildups by customers and inventory write-downs;

Manufacturing inefficiencies associated with the start-up of new products and volume production;

Expenses associated with strategic transactions, including acquisitions, joint ventures and capital investments;

Our ability to adequately support potential future rapid growth;

Our ability to absorb manufacturing overhead if revenues decline;

The effects of litigation;

Increases in our sales and marketing expenses in connection with decisions to pursue new product initiatives; and
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Due to the above and other factors, quarterly revenues and results of operations are difficult to forecast, and period-to-period comparisons of our
operating results may not be predictive of future performance. In one or more future quarters, our results of operations may fall below the
expectations of securities analysts and investors. In that event, the trading price of our common stock would likely decline. In addition, the
trading price of our common stock may fluctuate or decline regardless of our operating performance.

Our dependence on a small number of suppliers for integrated circuit, or IC, devices and inability to obtain a sufficient supply of these
components on a timely basis could harm our ability to fulfill orders.

Typically, IC devices represent more than 80% of the component costs of our manufactured Flash products and DRAM modules. We are
dependent on a small number of suppliers that supply key components used in the manufacture of our products. We have no long-term supply
contracts. Some of our competitors have entered into long-term contracts with suppliers that guarantee them a certain allocation of components,
such as Flash IC devices. We have no assurance that our existing suppliers will agree to supply the quantities of components we may need to
meet our production goals. We periodically review opportunities to develop alternative sources for our Flash and DRAM IC device needs.
However, our options are very limited because of the small number of memory manufacturers. Samsung currently supplies substantially all of
the IC devices used in our Flash memory products. Micron, Qimonda and Samsung currently supply substantially all of the DRAM IC devices
used in our DRAM and IC Tower stacking DRAM products. Our dependence on a small number of suppliers and the lack of any guaranteed
sources of supply expose us to several risks, including the inability to obtain an adequate supply of components, price increases, late deliveries
and poor component quality. A disruption in or termination of our supply relationship with any of these significant suppliers due to natural
disasters or other factors, or our inability to develop relationships with new suppliers, if required, would cause delays, disruptions or reductions
in product shipments or require product redesigns which could damage relationships with our customers and negatively affect our revenues and
could increase our costs or the prices of our products. In particular, if our supply relationships with Micron, Qimonda and Samsung are disrupted
or terminated, our ability to manufacture and sell our products would be harmed and our business would be adversely affected.

Our customers qualify the DRAM ICs of our suppliers for use in their systems. If one of our suppliers should experience quality control
problems, it may be disqualified by one or more of our customers. This would disrupt our supplies of DRAM ICs and reduce the number of
suppliers available to us, and may require that we qualify a new supplier.

Our customers qualify specific Flash and DRAM ICs that are components in our products as part of the product qualification process. If any of
our suppliers experience quality control problems with a specific IC that was previously qualified by our customers, our products that utilize that
IC may be disqualified by one or more of our customers. This would disrupt our supply of Flash or DRAM ICs, reduce the number of suppliers
available to us and adversely affect our ability to fulfill our customers product orders. Further, we may be required to qualify a new supplier s
IC, which could negatively impact our revenues during the new qualification process. There can be no assurance that we would be able to find
and successfully qualify new suppliers in a timely manner or obtain ICs from new suppliers on commercially reasonable terms.

Moreover, from time to time, our industry experiences shortages in Flash and DRAM IC devices which have driven up the price of those
components and required some vendors to place their customers, ourselves included, on component allocation. This means that while we may
have customer orders, we may not be able to obtain the materials that we need to fill those orders in a timely manner or at competitive prices. If
we are unable to obtain Flash and DRAM IC devices at economical prices, our gross margins would decline unless we could raise the prices of
our products in a commensurate manner or offset the cost increases elsewhere. In addition, if we are unable to obtain sufficient Flash IC devices
and other components to meet our customers requirements, they may reduce future orders or eliminate us as a supplier and our revenues may
decline. As a result, our reputation could be harmed, we may not be able to replace any lost business with new customers, and we may lose
market share to our competitors.

We have a less diversified customer base and our future success will be dependent on our ability to grow our OEM business.

Prior to the divesture of our Consumer Division in February 2007, we offered memory and external hard drive storage solutions through our
Consumer Division to retail customers and OEM Division to OEM customers. We are now focused on, and expect to spend significant resources
to grow, our business in the OEM market for customized memory solutions based on Flash memory and DRAM technologies. As a result of the
divestiture of our Consumer Division, we have a less diversified customer base and our future success will be dependent on our ability to grow

our OEM business. In addition, our focus on a single market the OEM market means this market will have a greater impact on our operations and
revenues than in previous years when we concentrated on the consumer and OEM markets. There can be no assurance that our focus on the

OEM market will be successful or that the resources we commit to grow our OEM business will result in future profitability or market

acceptance of our business or products. Our failure to grow our OEM business will hurt our reputation and harm our business, financial

condition and results of operations.
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Sales to a limited number of customers represent a significant portion of our revenues, and the loss of any key customer would
materially reduce our revenues.

Our dependence on a limited number of customers means that the loss of a major customer or any reduction in orders by a major customer
would materially reduce our revenues. We have no long-term contracts with our customers. Historically, a relatively limited number of
customers have accounted for a significant percentage of our revenues. We expect that the divestiture of our Consumer Division in February
2007 will not change our future dependence on a limited number of customers for a significant portion of our revenues and, in fact, may
exacerbate our dependence since all of our revenues will be derived from our OEM Division.

Our ten largest customers accounted for an aggregate of 72.8% of our total revenues in 2007, 80.9% of our total revenues in 2006, and 85.1% of
our total revenues in 2005.

The following table sets forth certain information about each of our customers that accounted for more than 10.0% of our total revenues in 2007,
2006 and 2005.

Year Ended December 31,
2007 2006 2005
% of % of % of
Revenues Revenues Revenues
SMART Modular 50.1% 37.3% 37.6%
Micron Semiconductor * 24.9% 28.9%

* Less than 10%
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