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PARTI
Forward Looking Statements

This annual report contains forward-looking statements. The words believe, expect, anticipate, intend, estimate and other expressions that ar
predictions of or indicate future events and trends and that do not relate to historical matters identify forward-looking statements.
Forward-looking statements also include statements about the following subjects:

changes in weather patterns and seasonal fluctuations;

changes in customer demand relating to the 13 Seasonal Energy Efficiency Rating, or SEER, federally mandated minimum
efficiency standard;

the maturation of our new company-operated distribution centers;

increased competition and technological changes and advances;

increases in the cost of raw materials and components;

our relations with our independent distributors; and

damage or injury caused by our products.
Although forward-looking statements reflect management s good faith beliefs, they involve known and unknown risks, uncertainties and other
factors, which may cause the actual results, performance or achievements to differ materially from anticipated future results, performance or
achievements expressed or implied by such forward-looking statements. We undertake no obligation to publicly update or revise any
forward-looking statement, whether as a result of new information, future events, changed circumstances or otherwise. These forward-looking
statements are subject to numerous risks and uncertainties, including, but not limited to, the impact of general economic conditions in the regions
in which we do business; general industry conditions, including competition and product, raw material and energy prices; the realization of
expected tax benefits; changes in exchange rates and currency values; capital expenditure requirements; access to capital markets and the risks
and uncertainties described in Item 1A, Risk Factors.

Market and Industry Data

Unless otherwise indicated, information contained in this annual report concerning the heating, ventilation and air conditioning, or HVAC,
industry or market refers to the residential and light commercial sector within the domestic HVAC industry. Our general expectations
concerning such industry and its segments and our market position and market share within such industry and its segments are derived from data
from various third-party sources. In addition, this annual report presents similar information based on management estimates. Such estimates are
derived from third-party sources as well as data from our internal research and on assumptions made by us, based on such data and our
knowledge of the HVAC industry, which we believe to be reasonable. Although we are not aware of any misstatements regarding any industry
or similar data presented herein, such data involves risks and uncertainties and is subject to change based on various factors, including those
described in Item 1A, Risk Factors.

Unless otherwise noted, the terms company, we, us, and our refer to Goodman Global, Inc., Goodman Global Holdings, Inc. and their
consolidated subsidiaries.
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ITEM 1. Business

Qur History

Harold Goodman founded our business in 1975 with the intention to design and manufacture a product that would simplify the installation of
central air conditioning. Our first product offering was flexible duct which offered several benefits over the standard metal duct that was
predominantly used at the time. We expanded on the success of this initial product and entered the air conditioning equipment distribution
business in 1980 and then the air conditioning equipment manufacturing business in 1982. Since our beginning, we have experienced rapid,
mostly organic growth, yet maintained our core competency of manufacturing quality products at low costs that we believe provide a profitable
and compelling value proposition for installing contractors, which we refer to throughout this annual report as dealers, while allowing
distributors to achieve their profit goals. In 1984, we began manufacturing heat pumps and introduced our first gas furnaces in 1985, light
commercial package units in 1988 and commercial air conditioning products in 1990. In 1997, we acquired the appliance and HVAC
manufacturing operations of Amana Refrigeration, Inc. from Raytheon Company. This acquisition offered us a line of premium branded
appliance and HVAC products. An affiliate by common ownership controlled the brand name and the appliance operations of Amana. The
non-HVAC operations of Amana were sold to Maytag Corporation in 2001. Charles Carroll became our President and Chief Executive Officer
in September 2001 and has significantly expanded and enhanced our management team since joining us. Mr. Carroll assembled a management
team that has over 110 years of industry and related experience. During the past five years, our management team has strengthened our balance
sheet by reducing inventory, decreasing costs, improving productivity and increasing customer satisfaction and market share.

On December 23, 2004, Apollo Management, L.P., or Apollo, through its affiliate, Frio Holdings LLC acquired our business from Goodman

Global Holdings, Inc., a Texas corporation, which we refer to throughout this annual report as the Seller, pursuant to which we acquired all of

the equity interests of the direct and indirect operating subsidiaries held by the Seller and substantially all of the assets and liabilities of the

Seller, other than certain excluded assets and certain excluded liabilities. We refer to this transaction throughout this annual report as the
Acquisition. We were incorporated in 2004 as a Delaware corporation.

In connection with the Acquisition, affiliates of Apollo, certain trusts related to members of the Goodman family, which we refer to throughout
this annual report as the Goodman family trusts, and certain members of our senior management contributed approximately $477.5 million in
cash to us in exchange for equity, which consisted of $225.0 million of our Series A preferred stock and $252.5 million of our common stock.
This amount was in turn contributed to our wholly owned subsidiary, Goodman Global Holdings, Inc., a Delaware corporation, as common
equity, which we refer to throughout this annual report as the Equity Contribution. As part of the Equity Contribution, the Goodman family
trusts invested approximately $101.0 million and members of our senior management invested approximately $18.2 million in us. In exchange
for the Equity Contribution, affiliates of Apollo, the Goodman family trusts, and certain members of our senior management received a
combination of our common stock and our Series A preferred stock. On December 23, 2004, in connection with the Acquisition, Goodman
Global Holdings, Inc., a Delaware corporation, our wholly owned subsidiary, issued $250.0 million in aggregate principal amount of Senior
Floating Rate Notes due 2012, or the floating rate notes, and $400.0 million in aggregate principal amount of/8% Senior Subordinated Notes
due 2012, or fixed rate notes, in a private placement under Rule 144A and Regulation S of the Securities Act of 1933, which, together, we refer
to throughout this annual report as the notes offering. In connection with the notes offering, we also entered into our senior secured credit
facilities, which together with the Acquisition, Equity Contribution and the notes offering, we refer to throughout this annual report as the
Transactions.

General

We are the second largest domestic manufacturer of heating, ventilation and air conditioning products for residential and light commercial use
based on unit sales. Our activities include engineering, manufacturing, assembling, marketing and distributing an extensive line of HVAC and
related products. Our products are predominantly marketed under the Goodman® and Amana® brand names. The Goodman® brand is one of the
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leading HVAC brands in North America and caters to the large segment of the market that is price sensitive and desires reliable and low-cost
climate comfort, while our premium Amana® brand includes enhanced features such as higher efficiency and quieter operation. For the year
ended December 31, 2006, we generated net sales of $1,794.8 million, a 14.7% increase as compared to prior year net sales.

We currently sell our products through a North American distribution network with more than 750 total distribution points comprised of 139
company-operated distribution centers and approximately 120 primarily exclusive independent distributors selling our products in more than 625
of their locations. For the year ended December 31, 2006, approximately 60% of our net sales were made through company-operated distribution
centers and our direct sales force with the remainder made through independent distributors. Our company-operated distribution centers in key
states such as Texas, California, Arizona, Nevada and Florida provide us direct access to large and fast growing regions in North America and
enable us to maintain a significant amount of market intelligence and control over how our products are distributed. Our independent
distributors, many of which have multiple locations and most of which exclusively sell our products, enable us to more fully serve other major
sales areas and complement our broad distribution network. We offer our independent distributors incentives to promote our brands, which allow
them to provide dealers with our products at attractive prices while meeting their own profit targets. We believe that our growth is attributable to
our strategy of providing quality, value-priced products through an extensive, growing and loyal distribution network.

We operate three manufacturing and assembly facilities in Houston, Texas, two in Tennessee, one in Arizona, and one in Florida totaling
approximately 2 million square feet. Since 1982, our unit volume sales and market share have grown to surpass all but one of our competitors in
the residential and light commercial HVAC sector.

Industry

The U.S. residential and light commercial HVAC industry is estimated at approximately $18.3 billion in annual sales and approximately

10 million units shipped in 2006. The top five domestic manufacturers represent over 80% of unit sales. Overall, the industry is characterized by
relatively stable long-term growth, a well-established, fragmented distribution system, significant challenges for new entrants and compelling
growth opportunities related to changes in minimum SEER efficiency standards for central air conditioners and heat pumps that went into effect
on January 23, 2006. We believe the market shares of the large, incumbent industry participants have been relatively stable in recent years,
although we have continued to gain market share.

Stable, Long-Term Industry Growth. On a unit basis, the HVAC industry has grown at a compounded annual growth rate of approximately 2.9%
over the last 20 years, driven primarily by increased central air conditioning penetration in both existing and new homes. According to the U.S.
Census Bureau, in 2005, the latest year for which statistics are available, 89% of new single-family homes completed were equipped with central
air conditioning, up from 70% in 1985, and 93% of multi-family units completed were equipped with air conditioning, up from 88% in 1985. In
the U.S. Census Bureau s South Region, which accounted for 50% of housing units completed, air conditioning was installed in approximately
99% of new single-family homes. The U.S. Census Bureau reported 1.9 million privately-owned housing units were completed during 2005 and
the percentage of homes completed with greater than 2,400 square feet increased to approximately 42% in 2005 from approximately 17% in
1985.

Prior to the 1980s, HVAC unit shipments were strongly correlated to new housing construction. As the overall housing base expanded due to
increased new home sales and central air conditioning increased its penetration into homes, the HVAC industry became more driven by
replacement demand. As older units within the large base of existing homes approach the end of their useful lives, they will need to be replaced
by newer and more efficient models, creating a relatively stable base of demand for HVAC products. We estimate that replacement products
currently account for approximately 70% of industry sales.
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Highly Fragmented Customer Base. HV AC manufacturers sell to a highly fragmented two-tier distribution system, as no single distributor
represents a large share of industry-wide HVAC sales. Additionally, the distributors customer base is a fragmented group of independent dealers
across the country that buy HVAC units from distributors and install them for the ultimate end user. There is limited pricing transparency to the
end user due to this tiered distribution system.

We believe that dealers become increasingly loyal as they become accustomed to the installation and service of a particular product and brand.
Therefore, dealers prefer distributors that continue to carry a specific manufacturer s product and prefer product lines that do not change
dramatically so that retraining is not required. If a distributor changes the brand of products it carries, that distributor risks alienating dealers who
have customized their operations to maximize their efficiency in sourcing and installing the discontinued brand. This distributor/dealer dynamic
further encourages independent distributors to continue carrying a specific manufacturer s products.

Significant Challenges for New Entrants. The HVAC industry is characterized by a fragmented distribution system, high switching costs for
distributors and dealers and the need for sufficient production volume to generate economies of scale. Distributors and dealers are unlikely to
switch manufacturers as a result of expenses associated with inventory stocking, marketing material and personnel training requirements.
Distributors and dealers also value an established brand with an extensive history to ensure reliable warranty coverage for the end user. As
manufacturers build scale, they benefit from a broader distribution network and more efficient manufacturing.

We believe domestic manufacturers represented over 95% of unit shipments in 2005, as competition from foreign manufacturers has remained
limited. Foreign manufacturers are presented with logistical challenges, due to the expense of shipping HVAC products, as well as other
business challenges resulting from differences in consumer preferences for single room HVAC systems abroad versus central systems
domestically. Additionally, labor costs represent a small percentage of our total costs of goods sold, making it less economical to capitalize on
overseas labor efficiencies, particularly given the added cost of transporting products from outside North America. While foreign competition is
limited, HVAC manufacturers do source a significant amount of their components overseas which serves to reduce costs of goods sold and
increase margins.

13 SEER Transition Opportunity. The key legislation governing the HVAC industry is the National Appliance Energy Conservation Act of 1987
and related regulations from the U.S. Department of Energy, or DOE. Energy efficiency in air conditioning products is measured by a SEER.
Effective January 23, 2006, the federally mandated minimum efficiency standard for central air conditioners and heat pumps manufactured in
the United States increased from 10 to 13 SEER, a regulatory change we actively supported. For the year ended December 31, 2006,
approximately 21% of industry unit sales were from products that were below 13 SEER compared to 90% in 2004. As 13 SEER products
generally have higher price points, we believe that industry revenues will increase, consumers will become more price sensitive and demand will
shift more heavily toward the value sector of the market.

Products

We manufacture and market an extensive line of HVAC products for residential and light commercial use. These products include split-system
air conditioners and heat pumps, gas furnaces, packaged units, air handlers, Package Terminal Air Conditioners/Heat Pumps, or PTACs,
evaporator coils, flexible duct and accessories. Our products are predominantly marketed under the Goodman®, Amana® and Quietflex® brands.
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Our HVAC products are outlined in the following table and summarized below.

Size(1) Efficiency(2)
Product line
Split systems:
Air conditioners 1.5 to 10 Tons 10 to 16 SEER
Heat pumps 1.5 to 10 Tons 10 to 16 SEER
Gas furnaces 45,000 140,000 BTUH 80 to 96% AFUE
Packaged units(3):
Gas/electric 2 to 10 Tons 10 to 13 SEER
Electric/electric (A/C) 2 to 10 Tons 10 to 13 SEER
Electric/electric (heat pump) 2 to 5 Tons 10 to 13 SEER
Air handlers 1.5 to 5 Tons NA
PTAC(@3):
A/C & electric heat coil 7,000 to 15,000 BTUH 9.5to 12.8 EER
Heat pump 7,000 to 15,000 BTUH 9.3 to 12.8 EER
Evaporator coils 1.5 to 5 Tons NA

Flexible duct 3 to22 R-4.2,6,8

(1) Based on cooling tons of thousands of British Thermal Units Per Hour (BTUH). 12,000 BTUH =1 ton.

(2) Measure of a product s efficiency used to rate it comparatively and to calculate energy usage and cost: SEER Seasonal Energy Efficiency
Rating; AFUE Annual Fuel Utilization Efficiency; EER Energy Efficiency Rating. R-value is a comparative measure of thermal resistance
used to quantify insulating properties.

(3) Products with commercial product characteristics and certain other products are not subject to the 13 SEER minimum efficiency standards.

Split-system air conditioners and heat pump units. A split-system air conditioner consists of an outdoor unit that contains a compressor and heat

transfer coils and an indoor heat transfer unit with ducting to move air throughout the structure. A split-system heat pump is similar to a

split-system air conditioner, but also includes a device that reverses the flow of refrigerant and thus heats when heating is required and cools

when cooling is required.

Gas Furnaces. A gas furnace is typically used with a ducting system to heat indoor air. Furnaces use a natural gas-fueled burner and a heat
exchanger to heat air and a blower to move the heated air throughout a structure through ducting.

Packaged units. A packaged unit consists of a condensing unit and an evaporator coil combined with a gas or electric heat source in a single,
self-contained unit. It is typically placed outside of the structure on a ground slab or roof.

Air handlers. An air handler is a blower device used in connection with heating and cooling applications to move air throughout the indoor
comfort control system.

Package terminal air conditioners. A PTAC is a single unit heating and air conditioning system used primarily in hotel and motel rooms,
apartments, schools, assisted living facilities and hospitals.

Evaporator coils. An evaporator coil is a key component of the indoor section of a split-system air conditioner or heat pump unit. An evaporator
coil is comprised of a heat transfer surface of copper tubes surrounded by aluminum fins in which compressed gas is permitted to expand and
absorb heat, thereby cooling the air around it.

Other. Other products include flexible duct and other HVAC related products and accessories.
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In 2006, we sold our products through a North American distribution network with over 750 total distribution points currently comprised of 139
company-operated distribution centers and approximately 120 independent distributors who sell our products in more than 625 of their locations.
For the year ended December 31, 2006, approximately 60% of our net sales were made through company-operated distribution centers and our
direct sales force while the remaining 40% of our net sales were made through our independent distributors. Our distribution strategy consists of
maintaining broad geographic coverage and strong distributor and dealer relationships.

We operate company-operated distribution centers in key growth states such as Texas, California, Arizona, Nevada and Florida. This strategy
provides us direct access to large and fast growing regions in North America and allows us to maintain a significant amount of control over the
distribution of our products. Our company-operated distribution center network provides us with considerable operational flexibility by giving us
(1) direct access to dealers which provides us continuous, real-time information regarding their preferences and needs, (ii) better control over
inventory through direct information flow which allows us to market our full line of products in our company-operated distribution centers,

(iii) the ability to manage margins at our discretion, (iv) an additional channel in which to conduct market tests of new products and (v) the
ability to introduce new products broadly and quickly. Our company-operated distribution centers employ a low-cost distribution strategy to
provide competitive pricing. Since the beginning of 2004, we added 46 net new company-operated distribution centers across North America,
resulting in an approximate 49% increase in our company-operated distribution center base. We expect to continue to seek opportunities to
expand our company-operated distribution center footprint in targeted North American markets.

We regularly perform market analyses to determine new distribution locations based on whether a given market is either under-served or has
poor independent distributor representation. Once an under-served or poorly represented market is identified, we evaluate whether to look for a
new independent distributor, open a company-operated distribution center or acquire the under-performing independent distributors.

We maintain an extensive independent distributor network, which provides us access to major sales areas not addressed by our
company-operated distribution centers. We have maintained longstanding relationships with our leading distributors. We seek to effectively
align the incentives of our independent distributors, while avoiding expensive brand marketing campaigns, through the following programs:

Mark-up Rebate Programs: We offer distributor rebates that are inversely related to the distributor s markup, thus motivating
distributors to meet certain pricing targets to the dealers. This program is structured to encourage distributors to pass on lower
equipment costs to dealers in order to drive market share expansion while preserving the distributors margins. Through this program
we are able to encourage low final prices of our products to the ultimate consumer.

Inventory Consignment: We provide inventory on consignment to many of our independent distributors. This strategy positions
finished goods from our factories directly in the market to be sold as demand requires. Under the consignment program, we carry the
cost of appropriate finished goods inventories until they are sold by the distributors, which substantially reduces their investment in
inventory and allows us to more easily develop new distributor relationships. We also benefit from reduced warehousing costs.

New Dealer Program: We offer a program through which dealers tour our manufacturing and research facilities, are educated on our
products, review our quality control process and meet with our engineers and management. This interaction allows us to provide
visual reinforcement of the quality and care taken in the manufacture of our products. The program also provides us with the
opportunity to garner direct feedback from dealers on end user receptivity to current products, as well as gauge the dealers interest in
future products ahead of a broader product introduction.
Our independent distributor network provides us market access where we do not employ company-operated distribution centers. Independent
distributors are typically selected and retained on the basis of (i) a demonstrated
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ability to meet or exceed performance targets, (ii) a solid financial position and (iii) operating with a low-cost structure and competitive pricing.
Our selection process coupled with our incentive programs, which make switching costs high, has resulted in a low distributor turnover rate.
Since the beginning of 2004, we added approximately 100 new independent distributor locations through the addition of new distributors or the
expansion of existing distributors.

We also seek to broaden our customer base by developing new customer relationships with national homebuilders and further developing our
customer relationships with large national and regional homebuilders. We believe these relationships will increase sales and continue to add
credibility and visibility to our brand names and products.

Manufacturing

We operate three manufacturing and assembly facilities in Houston, Texas, two in Tennessee, one in Arizona and one in Florida, totaling
approximately 2 million square feet. At all of our manufacturing facilities, we focus on low-cost production techniques and technology to
continually reduce manufacturing costs while improving product quality. Our low-cost design is one of the key drivers of our value proposition.
We believe we have sufficient capacity to achieve our business goals for the foreseeable future without the need for further expansion.

Our manufacturing process is designed to minimize raw materials, component and in-process inventory levels. To achieve this goal, we have
standardized many of the production components (e.g., heat exchangers, compressors and coils), which enables us to quickly retool our facilities
in order to meet the demand for various products. In addition, we employ a demand flow manufacturing process which coordinates the
production of each component thereby minimizing raw materials and in-process inventories. We utilize a mix of automated and manual
processes to help ensure efficiency and lower costs.

Given the high level of industry competitiveness, product quality is key to maintaining a leading market position. The quality assurance process
begins with the supplier. Incoming supply shipments are tested to ensure procured items meet engineering specifications. Purchased components
are tested for quality before they enter production lines and are continuously tested as they progress through the manufacturing process. During
fabrication, several audits are performed to ensure a quality product and process. We test paint application, electrical integrity, leak status, and
controls in addition to conducting run tests under normal and moisture controlled conditions. In order to further monitor product quality, each
manufactured finished good includes a customer questionnaire card bearing two quality inspection stamps or signatures. The installing dealer
generally completes the questionnaire cards. Accompanying each product are parts warranties that provide terms which generally last longer
than our competitors .

We operate two logistics centers, the Houston Logistics Center (a freestanding center) and the Fayetteville Center (a logistics center in the
Fayetteville, Tennessee facility). The manufacturing plants feed finished products into these two logistics centers for deployment into the
distribution channels. As the distribution network provides point of sale information, these logistics centers deploy products into the marketplace
as demand dictates. The Quietflex product is distributed to customers from Quietflex-related manufacturing and assembly facilities located in
Houston, Phoenix, Groveland, Florida and Dayton, Tennessee.

Raw Materials and Purchased Components

We purchase most of our components, such as compressors, motors, capacitors, valves and control systems, from third-party suppliers. In order
to maintain low input costs, we also manufacture select components when it is deemed cost effective. We also manufacture heat transfer surfaces
and heat exchangers for our units.

Our primary raw materials are steel, copper and aluminum, all of which are purchased from third parties. In 2006, we spent over $357.0 million
on these raw materials, and their cost variability can have a material impact

Index to Financial Statements 11



Edgar Filing: Goodman Global Inc - Form 10-K

Table of Conten
Index to Financial men

on our results of operations. Despite rising raw material prices since 2004, we believe that our manufacturing efficiencies result in unit costs that
compare favorably to those of our competitors. We expect to benefit if raw material prices decline from their current levels which are high
compared to historical averages. To help address increases in commodity costs in addition to price increases implemented in September 2004
and January 2005, we announced price increases effective April 1, 2006 and October 1, 2006. The realized price increases in 2006 added
approximately 3% to our revenue base.

In order to enhance raw material price stability, we monitor principal raw material prices and strategically enter into commodity forward
contracts and hedges for the purchase of certain raw materials. We entered into commodity hedges for both aluminum and copper for 2005 and
2006, which expired at the end of each respective year. We have entered into commodity hedges for a portion of our 2007 copper and aluminum
supply. Our procurement initiatives include leveraging our buying power on a global basis to improve purchasing efficiency, reducing the
number of suppliers and improving supplier logistics. While we typically concentrate our purchases for a particular material or component with
one or two suppliers, alternative suppliers are available and have been identified if we need to procure key raw materials and components.

Where feasible, we solicit bids for our material and component needs from multiple suppliers. Supplier selection is based primarily on cost,
quality and delivery requirements. For example, as part of our process in selecting suppliers, we test the supplier s products to ensure compliance
with our specifications and strict quality guidelines. After selecting suppliers, we execute short- and long-term agreements by which we seek to
ensure availability and delivery of requisite supplies. As products arrive at our facilities, they are randomly tested to ensure continued

compliance with our strict specifications and quality guidelines. We also work with suppliers to develop effective components with lower part
counts and easier assembly, resulting in improved quality and reduced costs. We cooperate with suppliers to identify opportunities to substitute
lower-cost materials without compromising quality, durability or safety.

In 2006, our top ten suppliers accounted for approximately 73% of our supply expenditures. We believe we have strong and longstanding
relationships with many of our suppliers. We utilize suppliers known for quality products.

Sales and Marketing

Our strategy is to maintain a lean sales and marketing staff, focused primarily on traditional products, in order to derive the greatest value from
our marketing budget while minimizing overhead costs. Our longstanding distributor relationships, low turnover rates and company-operated
distribution center footprint allow us to implement our sales and marketing strategy with a modest corporate staff. Our corporate sales and
marketing staff monitors market information, develops programming and provides distributors with the promotional materials they need to sell
our products. We review the need for additional sales and marketing staff as business opportunities arise.

Our primary HVAC products are marketed under the Goodman®, Amana® and Quietflex® brand names. Our Goodman® branded products cater
to the large segment of the market that is price sensitive and desires reliable and low cost comfort. We position the Goodman® brand as the top
selling residential and light commercial HVAC brand in North America and as the preferred brand for quality HVAC equipment at low prices.
Our premium Amana® branded products include enhanced features such as higher efficiency and quieter operation and generally longer
warranties. The Amana brand is positioned as the great American brand that outlasts the rest, highlighting durability and long-life. The
Quietflex® brand is a recognized brand of flexible duct. Our products and brands are marketed for their quality, low cost, ease of installation,
superior warranty and reliability.

Weather and Seasonality

Weather patterns have historically impacted the demand for HVAC products. For example, hot weather in the spring season causes existing
older units to fail earlier in the season, driving customers to accelerate replacement of a unit, which might otherwise be deferred in the case of a
late season failure. Similarly,
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unseasonably mild weather diminishes customer demand for both commercial and residential HVAC replacement and repairs. Weather also
impacts installation during periods of inclement weather as fewer units are installed due to dealers being delayed or forced to shut down their
operations.

Although there is demand for our products throughout the year, in each of the past three years approximately 56% to 58% of our total sales
occurred in the second and third quarters of the fiscal year. Our peak production occurs in the first and the second quarters in anticipation of our
peak sales quarters.

Customers

Our customers consist primarily of (i) distributors who supply independent dealers who install our products for the ultimate end user and
(i) independent dealers when selling through our company-operated distribution centers. We also sell PTAC products directly to the light
commercial sector, including hotels, motels and assisted living facilities.

We have a diverse and fragmented customer base in key regions throughout the United States. In 2006, no independent distributor accounted for
more than 6% of our net sales. We believe the loss of any single distributor would not have a material effect on our business and operations. Our
top ten independent distributors accounted for approximately 22% of our net sales in 2006. Our sales, marketing and distribution strategy
focuses on keeping prices low to the dealer, while allowing distributors to achieve their profit goals.

Research and Development

We maintain an engineering and research and development staff whose duties include testing and improving existing product lines and
developing new products. Company-sponsored research and development expense was $8.0 million, $8.8 million and $8.8 million for the years
ended December 2004, 2005 and 2006, respectively. Research and development is conducted at our facilities in Houston, Texas, Fayetteville,
Tennessee and Dayton, Tennessee. Research and development is focused on maintaining product competitiveness by improving the cost of
manufacture, safety characteristics, reliability and performance while ensuring compliance with governmental standards. The engineering staff
focuses its cost reduction efforts on standardization, size and weight reduction, the application of new technology and improving production
techniques. Our engineering staff maintains close contact with marketing and manufacturing personnel to ensure that their efforts are in line with
market trends and are compatible with manufacturing processes.

Information Systems

We use software packages from major publishers to support business operations: MAPICS for manufacturing, order processing, payroll and
finance; PkMS for logistics center operation; Kronos for time and attendance reporting; and Mincron for company-operated distribution
operations. The major business systems operate on an IBM AS/400 computer. In recent years, we have improved our systems by installing the
current version of MAPICS to improve service and data accuracy, converting Quietflex operations to use MAPICS, implementing a bar
code-based control system at our Houston Logistics Center and Fayetteville Logistics Center, and completing the installation of Mincron into
our company-operated distribution centers. Our company-operated distribution centers provide us with significant, real-time information that
allows us to monitor the trends in our business and to rapidly respond to changes in the markets we serve to capitalize on potential growth
opportunities. We developed and use a custom application system that computes optimal replenishment quantities of equipment and parts into
our company-operated distribution centers.

Independent distributors make use of our systems through Internet-based portals. This service gives distributors access to data, such as
replacement part lists, and systems, such as the consigned inventory accounting function. Consumers make use of our Internet-based systems to
obtain general and product-specific information and register products for warranty coverage. We also link our systems with those of our
suppliers in order to manage the procurement of materials on a real-time basis. Each night, the programs recalculate component requirements,
allowing faster notification of schedule changes to suppliers which greatly reduces our working capital requirements.
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The production and sale of HVAC equipment by manufacturers is highly competitive. HVAC manufacturers primarily compete on the basis of
price, depth of product line, product efficiency and reliability, product availability and warranty coverage. According to industry sources, the top
five domestic manufacturers represented over 80% of the unit sales in the United States residential and light commercial HVAC market in 2005.
Based on unit sales, we are the second-largest domestic manufacturer of HVAC equipment for residential and light commercial use. Our four
largest competitors in this market are Carrier Corporation (a division of United Technologies Corporation), American Standard Companies
(which includes Trane® and American Standard® brand products), Lennox International, Inc. and Rheem Manufacturing Company. A number of
factors affect competition in the HVAC market, including the development and application of new technologies and an increasing emphasis on
the development of more efficient HVAC products. In addition, new product introductions are an important factor in the market categories in
which our products compete. Some of our competitors are large and have significantly greater financial, marketing and technical resources than
we do. Although we believe we have been able to compete successfully in our markets to date, there can be no assurance that we will be able to
do so in the future.

Patents and Trademarks

We hold a number of patents relating to the design and manufacture of our heating and air conditioning products. We generally endeavor to
obtain patent protection for technology that we develop and will enforce such protection as appropriate. Our existing patents generally expire
between 2009 and 2014. In connection with the marketing of our products, we have obtained trademark protection for all of our brand names.
The trademark registration for these names have an initial term of 10 years, which are renewable for additional 10-year terms so long as the
names are still being used by us for the purpose for which they were registered. We have a license to use the Amana brand name and related
trademark in connection with our HVAC business. The Amana trademark is controlled by Whirlpool Corporation (subsequent to its acquisition
of Maytag) which markets appliances under the Amana brand name. As part of the sale of the Amana appliance business to Maytag in 2001, we
entered into a trademark license agreement with Maytag. The trademark license agreement expires in July 2011, with renewal terms available for
a total of an additional 15 years. In addition, we possess a wide array of proprietary technology and know-how. We believe that our patents,
trademarks, trade names, service marks and other proprietary rights are important to the development and conduct of our business as well as the
marketing of our products. We vigorously protect these rights.

Employees

As of December 31, 2006, we had 4,878 full-time employees (3,922 hourly and 956 salaried employees). Of those, 3,202 employees were
directly involved in manufacturing processes (assembly, fabrication, maintenance, quality assurance and forklift operations) at our seven
manufacturing and assembly facilities. Our only unionized workforce is at our Fayetteville, Tennessee manufacturing facility, which we
acquired with the 1997 acquisition of Amana. The 1,048 Fayetteville hourly employees are represented by the International Association of
Machinist and Aerospace Workers. Although the Fayetteville facility has been unionized since the 1960s, there have been no work stoppages or
strikes at the plant since 1978. The current contract will expire on December 5, 2009. We believe we have good relations with our employees.

Regulation
We are subject to extensive, evolving and often increasingly stringent international, federal, state, provincial and local laws and regulations.

Environmental Refrigeration Regulation. In 1987, the United States became a signatory to the Montreal Protocol on Substances that Deplete the
Ozone Layer. The Montreal Protocol addresses the use of certain ozone depleting substances, including hydrochlorofluorocarbons, or HCFCs, a
refrigerant commonly used for air conditioning and refrigeration equipment. The 1990 amendments to the Clean Air Act implement the

Montreal Protocol and have been used by the U.S. Environmental Protection Agency, or EPA, to accelerate the phase-out of HCFCs between
2010 and 2020.
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The EPA is authorized under the Clean Air Act to promulgate regulations to accelerate the statutory phase-out schedule for any Class 11
substance, which includes HCFC-22. Various groups have proposed that the EPA phase-out Class II substances, including HCFC-22,
substantially earlier than under the schedule provided by the Clean Air Act. It is uncertain whether the EPA will take action to accelerate the
phase-out of HCFC-22.

Some cooling products that we manufacture contain HCFC-22. This refrigerant is sealed inside the condensing unit or evaporator coil and is
expected to remain within the unit throughout the operating life of the system without leakage to the atmosphere. We believe that our operations
materially comply with all current EPA regulations relating to refrigerants. In addition, we do not believe that either the Clean Air Act and its
HCFC implementing regulations as currently in effect or any reasonably anticipated accelerated phase-out of HCFC-22 will have a material
adverse impact on our business, financial condition or results of operations.

We currently use a substitute refrigerant in some of our air conditioning and heat pump products. This substitute refrigerant, HFC-410A, is a
mixture of hydrofluorocarbons that the EPA has determined do not contribute to the depletion of the ozone layer and therefore are not subject to
phase-out mandates. We manufacture and sell some of our air conditioning and heat pump equipment incorporating the HFC-410A refrigerant,
and have done so for over five years. Equipment using the new refrigerant requires higher pressure compressors, larger condensing and
evaporative areas, and seals resistant to the mixture. Although we are unable to predict the full extent of modifications that may be necessary to
our manufacturing processes or the costs associated with the use of alternative refrigerants as we transform all manufacturing lines to make
products using HFC-410A refrigerant by 2010, we do not expect that either will have a material adverse effect on us or the industry unless the
phase-out is accelerated more rapidly than is currently anticipated under the Clean Air Act.

Efficiency Standards. We are subject to international, federal, state, provincial and local laws and regulations concerning the energy efficiency of
our products, including, among others, the National Appliance Energy Conservation Act of 1987, as amended, or NAECA , the Canadian Energy
Efficiency Act, and regulations promulgated under these acts. Energy efficiency in air conditioning products is measured by a SEER. A higher
SEER indicates a lower amount of energy is required for the same amount of cooling capacity. Typical systems range from 10 SEER to 23

SEER, with 14 SEER and higher considered to be premium efficiency systems. Effective January 23, 2006, the U.S. federal minimum efficiency
standard for central air conditioners and heat pumps manufactured in the United States increased from 10 SEER to 13 SEER under NAECA, a
change we actively supported. We believe such a standard is beneficial to the environment and that our industry leading cost structure, and
manufacturing expertise should allow us to capture additional market share. The U.S. Department of Energy is currently revising the national
residential furnace standard. We have established processes that we believe will allow us to offer new products that meet or exceed these new
national standards well in advance of implementation of the new standards.

Other Environmental, Health and Safety Matters. We are subject to extensive, evolving and often increasingly stringent international, federal,
state, provincial and local environmental and health and safety laws and regulations, including, among others, NAECA, the Clean Air Act, the
Clean Water Act, the Comprehensive Environmental, Response, Compensation and Liability Act, the Resource Conservation and Recovery Act,
the Occupational Safety and Health Act, the Toxic Substances Control Act, the Canadian Energy Efficiency Act, and regulations promulgated
under these acts. Many of these laws and regulations relate to the protection of human health and the environment, including those limiting the
discharge of pollutants into the environment and those regulating the treatment, storage or disposal and remediation of releases of, and exposure
to, hazardous wastes and hazardous materials. We believe that we are in substantial compliance with applicable environmental, health and safety
laws and regulations, many of which provide for substantial fines and criminal sanctions for violations. Certain environmental laws and
regulations impose strict joint and several liability on potentially responsible parties, including past and present owners and operators of sites, to
clean up, or contribute to the cost of cleaning up sites at which hazardous wastes or materials were disposed or released. We are currently, and
may in the future be, required to incur costs relating to the investigation or remediation of such sites, including sites where we have, or may
have, disposed of our waste.
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As required by a March 15, 2001 Consent Order with the Florida Department of Environmental Protection, or FDEP, Pioneer Metals Inc., or
Pioneer, our wholly-owned subsidiary, is investigating and pursuing, under FDEP oversight, the delineation of groundwater contamination at
and around the Pioneer facility in Fort Pierce, Florida. Remediation has not yet begun. The ultimate cost for this remediation cannot be predicted

with certainty due to the variables relating to the contamination and the appropriate remediation methodology, the evolving nature of
remediation technologies and governmental regulations, and the inability to determine the extent to which contribution will be available from
other parties, all of which factors are taken into account to the extent possible in estimating potential liability. We have reserved approximately
$1.0 million as of December 31, 2006, for this matter. It is reasonably possible that the costs could substantially exceed this amount, although we
do not believe that this matter is likely to have a material adverse effect on our business or financial condition, or results of operation.

We believe that this contamination predated Pioneer s involvement with the Fort Pierce facility and that Pioneer has not caused or contributed to
the contamination. Accordingly, Pioneer is pursuing litigation against former owners of the Fort Pierce facility in an attempt to recover its costs.
At this time, we cannot estimate probable recoveries from this litigation.

We are also subject to various laws and regulations relating to worker health and safety. For example, in 2004, we entered into an agreement
with the Occupational Safety and Health Administration, or OSHA, pursuant to which we are conducting certain corrective actions identified
during an OSHA inspection of two of our facilities and paid a $277,000 penalty.

Although we do expect to incur expenses related to environmental, health and safety laws and regulations, based on information presently
known to us, we believe that the future cost of complying with such laws and regulations and any liabilities associated with environmental,
health and safety obligations will not have a material adverse effect on our business, financial condition or results of operation. However, we
cannot assure you that future events, including new or stricter environmental or health and safety laws and regulations, related damage or
penalty claims, the discovery of previously unknown environmental or health and safety conditions requiring investigation or remediation, more
vigorous enforcement or a new interpretation of existing environmental or health and safety laws and regulations would not require us to incur
additional costs that could be material.

Florida Office of Insurance Regulation. One of our subsidiaries, AsureCare Corp., a Florida corporation, is licensed as a service warranty
association and regulated by the Florida Office of Insurance Regulation. As a Florida-domestic service warranty association, AsureCare Corp. is
subject to regulation as a specialty insurer under certain provisions of the Florida Insurance