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PART I

Forward Looking Statements

This annual report contains forward-looking statements. The words �believe,� �expect,� �anticipate,� �intend,� �estimate� and other expressions that are
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

Our 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 7 7/8% 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

2

Edgar Filing: Goodman Global Inc - Form 10-K

Table of Contents 6



Table of Contents

Index to Financial Statements

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. HVAC 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 9.5 to 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� to 22� 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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Distribution Network

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
(i) 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
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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
(ii) 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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Competition

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 II
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 Code. Under applicable Florida law, no person can
acquire, directly or indirectly, more than 10% of the voting securities of a service warranty association or its controlling company, including
Goodman Global, Inc., without the written approval of the Florida Office of Insurance Regulation. Accordingly, any person who acquires,
directly or indirectly, 10% or more of our common stock, must first file an application to acquire control of a specialty insurer or its controlling
company, and obtain the prior written approval of the Florida Office of Insurance Regulation. The application must be filed with the Florida
Office of Insurance Regulation no later than five days after any form of tender offer or exchange offer is proposed, or no later than five days
after the acquisition of securities or ownership interest if no tender offer or exchange offer is involved.

The Florida Office of Insurance Regulation may disapprove an acquisition of beneficial ownership of 10% or more of our voting securities by
any person who refuses to apply for and obtain regulatory approval of such acquisition. In addition, if the Florida Office of Insurance Regulation
determines that any person has acquired 10% or more of our voting securities without complying with the applicable suitability provisions, it
may order that person to cease the acquisition and divest itself of any shares of such voting securities which may have been

acquired in violation of the applicable Florida law. The Florida Office of Insurance Regulation may also take disciplinary action against
AsureCare Corp.�s license if it finds that an acquisition made in violation of the applicable Florida law would render the further transaction of its
business hazardous to its customers, creditors, stockholders or the public.
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Available Information

We make available free of charge through our internet website (www.goodmanglobal.com), our annual report on Form 10-K, quarterly reports
on Form 10-Q, current reports on Form 8-K and amendments to those reports filed or furnished pursuant to Section 13(a) or 15(d) of the
Securities Exchange Act of 1934, as amended, as soon as reasonably practicable after electronically filing such material with the Securities and
Exchange Commission, or SEC. We also post our corporate governance guidelines, code of business conduct and ethics and the charters of our
board�s committees. Any amendments to, or waivers from, a provision of our code of ethics that apply to our principal executive officer, principal
financial officer, controller, or persons performing similar functions and that relates to any element of the code of ethics enumerated in
paragraph (b) of Item 406 of Regulation S-K will be disclosed by posting such information on our website. The reference to our website address
does not constitute incorporation by reference of the information contained on our website and should not be considered part of this document.

We have not yet submitted a Section 303A Annual Written Affirmation to the New York Stock Exchange, or NYSE, nor has our Chief
Executive Officer yet certified in connection with the annual filing, because under the rules of the NYSE, we are not required to provide a
Section 303A Annual Written Affirmation to the NYSE until not later than 30 days after the one-year anniversary of our listing date.

We have filed with the SEC, as an exhibit to this Form 10-K, our chief executive officer�s and chief financial officer�s certifications regarding the
quality of our public disclosure required under Section 302 of the Sarbanes-Oxley Act of 2002.

ITEM 1A. Risk Factors

You should carefully consider the risks described below as well as the other information contained in this annual report. Any of the following
risks could materially adversely affect our business, financial condition or results of operations.

Changes in weather patterns and seasonal fluctuations may adversely affect our operating results.

Weather fluctuations may adversely affect our operating results and our ability to maintain our sales volume. Our operations may be adversely
affected by unseasonably warm weather in the months of November to February and unseasonably cool weather in the months of May to
August, which has the effect of diminishing customer demand for heating and air conditioning and decreasing our sales volumes. Many of our
operating expenses are fixed and cannot be reduced during periods of decreased demand for our products. Accordingly, our results of operations
will be negatively impacted in quarters with lower sales due to such weather fluctuations. In addition, our sales volumes and operating results in
certain regions can be negatively impacted during inclement weather conditions in these regions. For example, during the summer of 2004,
several hurricanes and other tropical weather systems struck the southeastern United States resulting in an estimated $6.2 million reduction in
our operating profit for 2004.

In addition, our quarterly results may vary significantly. 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. Therefore, quarterly comparisons of our sales and operating results should
not be relied on as an indication of future performance, and the results of any quarterly period may not be indicative of expected results for a full
year.

Increased competition and technological changes and advances may reduce our market share and our future sales.

The production and sale of HVAC equipment by manufacturers is highly competitive. According to industry sources, the top five domestic
manufacturers (including us) represented over 80% of the unit sales in the U.S. residential and light commercial HVAC market in 2005. Our
four largest competitors in this market are Carrier Corporation (a division of United Technologies Corporation), American Standard Companies
(which includes
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Trane® and American Standard® brand products), Lennox International, Inc. and Rheem Manufacturing Company. Several of our competitors
may have greater financial and other resources than we have. A number of factors affect competition in the HVAC industry, including an
increasing emphasis on the development of more efficient HVAC products. Existing and future competitive pressures may materially and
adversely affect our business, financial condition or results of operations, including pricing pressure if our competitors improve their cost
structure. In addition, our company-operated distribution centers face competition from independent distributors and dealers owned by our
competitors, some of whom may be able to provide their products or services at lower prices than we can. We may not be able to compete
successfully against current and future competition and current and future competitive pressures faced by us may adversely affect our
profitability and performance.

There is currently an effort underway in the United States by several companies to purchase independent distributors and dealers and consolidate
them into large enterprises. These consolidated enterprises may be able to exert pressure on us to reduce prices. Additionally, these new
enterprises tend to emphasize their company name, rather than the brand of the manufacturer, in their promotional activities, which could lead to
dilution of the importance and value of our brand names. Future price reductions and any brand dilution caused by the consolidation among
HVAC distributors and dealers could have an adverse effect on our business, financial condition and results of operations.

Significant increases in the cost of raw materials and components have, and may continue to, reduce our operating margins. In addition, a
decline in our relationships with key suppliers may have an adverse effect on our business.

Our operations depend on the supply of various raw materials and components, including steel, copper, aluminum, refrigerants, motors and
compressors, from domestic and foreign suppliers. We do not typically enter into long-term supply contracts for raw materials and components.
However, our suppliers may discontinue providing products to us at attractive prices, and we may be unable to obtain such products in the future
from these or other providers on the scale and within the time frames we require. If a key supplier were unable or unwilling to meet our supply
requirements, we could experience supply interruptions and/or cost increases which (to the extent that we are not able to find alternate suppliers
or pass these additional costs onto our customers) could adversely affect our results of operations and financial condition. To the extent any of
our suppliers experiences a shortage of components that we purchase, we may not receive shipments of those components and, if we were unable
to obtain substitute components on a timely basis, our production would be impaired. For example, in the second quarter of 2004 we experienced
supply interruptions for steel, copper and aluminum. These supply interruptions resulted in periodic production disruptions and higher
transportation costs.

In 2004, commodity prices rose significantly to levels well above prices seen in the past decade. These commodity cost increases negatively
affected our net income in 2004. Effective September 1, 2004, we increased prices by up to 5% on a majority of our products in response to
these increases in commodity costs. Effective January 1, 2005, we further increased prices up to 7% on the majority of our products. Commodity
costs have continued to increase. To help address the rise in commodity costs, we implemented price increases effective April 1, 2006 and
October 1, 2006, with respect to certain of our products. However, these price increases may reduce demand for our products. A continued high
level of commodity prices or a further increase in commodity prices could have a material adverse effect on our results of operations. In
addition, we may not be able to further increase the price of our products or reduce our costs to offset the higher commodity prices.

Our business could be hurt by economic downturns.

Our business is affected by a number of economic factors, including the level of economic activity in the markets in which we operate. A decline
in economic activity in the United States could materially affect our financial condition and results of operation. Sales in the residential and
commercial new construction market correlate closely to the number of new homes and buildings that are built, which in turn is influenced by
factors such as interest rates, inflation, consumers� spending habits, employment rates and other macroeconomic factors
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over which we have no control. Any decline in economic activity as a result of these factors typically results in a decline in new construction and
replacement purchases, which would result in a decrease in our sales volume and profitability.

A decline in our relations with our key distributors may adversely affect our business.

Our operations also depend upon our ability to maintain our relations with our independent distributors. While we generally enter into contracts
with our independent distributors, these contracts typically last for one to two years and can be terminated by either party upon 30 days� notice. If
our key distributors are unwilling to continue to sell our products or if our key distributors merge with or are purchased by a competitor, we
could experience a decline in sales. If we are unable to replace such distributors or otherwise replace the resulting loss of sales, our business and
results of operations could be adversely affected. For the year ended December 31, 2006, approximately 40% of our net sales were made through
our independent distributors.

Damage or injury caused by our products could result in material liabilities associated with product recalls or reworks.

In the event we produce a product that is alleged to contain a design or manufacturing defect, we could be required to incur costs involved to
recall or rework that product. In September 2004, we initiated a voluntary corrective action plan, or �CAP,� regarding a discontinued design of
certain Amana®, Trane® and American Standard® brand PTAC units manufactured by one of our subsidiaries. Under the CAP, we will provide a
new thermal limit switch to commercial and institutional PTAC owners. Installation of these switches will be at the commercial or institutional
owners� expense, except in special and limited circumstances (e.g., financial hardship). Pursuant to the CAP, we will pay the cost of installing the
replacement switch for any individual homeowner having a PTAC unit in his/her residence. We have established a reserve relating to the CAP in
an amount that we believe is appropriate. The costs required to recall or rework any defective products could be material, which may have a
material adverse effect on our business. In addition, our reputation for safety and quality is essential to maintaining our market share. Any recalls
or reworks may adversely affect our reputation as a manufacturer of quality, safe products and could have a material adverse effect on our results
of operations.

We may incur material costs as a result of product liability or warranty claims that would negatively affect our profitability.

The development, manufacture, sale and use of our products involve a risk of product liability and warranty claims, including personal injury
and property damage arising from fire, soot, mold and carbon monoxide. We currently carry insurance and maintain reserves for potential
product liability claims. However, our insurance coverage may be inadequate if such claims do arise and any liability not covered by insurance
could have a material adverse effect on our business. To date, we have been able to obtain insurance in amounts we believe to be appropriate to
cover such liability. However, our insurance premiums may increase in the future as a consequence of conditions in the insurance business
generally or our situation in particular. Any such increase could result in lower profits or cause the need to reduce our insurance coverage. In
addition, a future claim may be brought against us which would have a material adverse effect on us. Any product liability claim may also
include the imposition of punitive damages, the award of which, pursuant to certain state laws, may not be covered by insurance. Our product
liability insurance policies have limits that if exceeded, may result in material costs that would have an adverse effect on our future profitability.
In addition, warranty claims are not covered by our product liability insurance. Any product liability or warranty issues may adversely affect our
reputation as a manufacturer of safe, quality products and could have a material adverse effect on our business.

Our financial results may be adversely impacted by higher than expected tax rates, exposure to additional income tax liabilities and the
adoption of new accounting pronouncements regarding income tax accounting.

Our effective tax rate is highly dependent upon the geographic composition of our earnings and tax regulations governing each region. We are
subject to income taxes in multiple jurisdictions within the United States and Canada, and significant judgment is required to determine our tax
liabilities. Our effective tax rate as
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well as the actual tax ultimately payable could be adversely affected by changes in the split of earnings between jurisdictions with differing
statutory tax rates, in the valuation of deferred tax assets, in tax laws or by material audit assessments, which could affect our profitability. In
particular, the carrying value of deferred tax assets, which are predominantly in the United States, is dependent on our ability to generate future
taxable income in the United States. In addition, the amount of income taxes we pay is subject to ongoing audits in various jurisdictions, and a
material assessment by a governing tax authority could affect our profitability.

In fiscal 2007, we will adopt the provisions of the Financial Accounting Standards Board�s Financial Interpretation No. 48, �Accounting for
Uncertainty in Income Taxes� (FIN 48). We are still evaluating the effect FIN 48 will have on our consolidated statements of operations and
consolidated balance sheets as implementation guidance is published. FIN 48 may require us to record our tax expense differently than we might
otherwise have done so based on various estimates of probabilities of events. As a result, our tax expense may be more volatile than in the past
or may be more volatile due to additional reasons. Such volatility in tax expense contributes to volatility in reported financial results.

The cost of complying with laws relating to the protection of the environment and worker safety may be significant.

We are subject to extensive, evolving and often increasingly stringent international, federal, state, provincial, municipal and local laws and
regulations such as those relating 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, disposal and remediation of, and exposure to, solid and hazardous wastes and
hazardous materials. 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. See Item 1, �Business�Regulation.�

We believe that we are in substantial compliance with applicable environmental laws and regulations, many of which provide for substantial
fines and criminal sanctions for violations. Nonetheless, we expect to incur expenses to maintain such compliance and it is possible that more
stringent environmental laws and regulations, more vigorous enforcement or a new interpretation of existing laws and regulations could require
us to incur additional costs and penalties. Further, existing or future circumstances, such as the discovery of new or materially different
environmental conditions, could cause us to incur additional costs that could have a material adverse effect on our business, financial condition
or results of operations.

We are also subject to various laws and regulations relating to health and safety. In October 2004, we reached an agreement with OSHA to
resolve certain matters identified during an OSHA inspection at our Houston Furnace and Cooling plants. We did not admit any violations of the
Occupational Safety and Health Act or OSHA standards, but we did agree, among other things, to address certain issues identified by OSHA
during its inspection and to pay OSHA a penalty of $277,000. We have paid the penalty and are currently conducting certain actions required by
this settlement, including the installation of certain machine guarding. We expect to make capital expenditures at these and other facilities to
improve worker health and safety. Expenditures at these and any other facilities to assure compliance with OSHA standards could be significant,
and we may become subject to additional liabilities relating to our facilities in the future. In addition, future inspections at these or other
facilities may result in additional actions by OSHA.

Our products are also subject to international, federal, state, provincial and local laws and regulations. We are required to maintain our products
in compliance with applicable current laws and regulations, and any changes which affect our current or future products could have a negative
impact on our business and could result in additional compliance costs.
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Effective January 23, 2006, U.S. federal regulations mandated an increase in the minimum SEER from 10 to 13 for central air conditioners and
heat pumps manufactured in the United States. The required efficiency levels for our products may be further increased in the future by the
relevant regulatory authorities. Any future changes in required efficiency levels or other government regulations could adversely affect our
industry and our business.

We also currently use a refrigerant that the EPA is in the process of phasing out. We believe that neither the current regulations limiting
refrigerants nor any reasonably anticipated phase-out of refrigerants will have a material adverse impact on our operations. See Item 1,
�Business�Regulation.�

Labor disputes with our employees could interrupt our operations and adversely affect our business.

We are a party to a collective bargaining agreement with the International Association of Machinists and Aerospace Workers and Affiliates that,
as of December 31, 2006, represented approximately 21% of our employees. This agreement covers all hourly employees at our manufacturing
facility in Fayetteville, Tennessee and is scheduled to expire in December 2009. If we are unable to successfully negotiate acceptable terms with
this union, our operating costs could increase as a result of higher wages or benefits paid to union members, or if we fail to reach an agreement
with the union, our operations could be disrupted. Either event could have a material adverse effect on our business. In addition, there have been
in the past, and may be in the future, attempts to unionize our non-union facilities. If employees at our non-union facilities unionize in the future,
our operating costs could increase. See Item 1, �Business�Employees.�

Our business operations could be significantly disrupted if we lose members of our management team.

Our success depends to a significant degree upon the continued contributions of our executive officers and key employees, both individually and
as a group. For example, we have longstanding relationships with most of our independent distributors. In many cases, these relationships have
been formed over a period of years through personal networks involving our key personnel. The loss of these personnel could potentially disrupt
these longstanding relationships and adversely affect our business. We have employment agreements with only two members of our senior
management. Our future performance will be substantially dependent on our ability to retain and motivate our management. The loss of the
services of any of our executive officers or key employees could prevent us from executing our business strategy.

We may be adversely affected by any natural or man-made disruptions to our distribution and manufacturing facilities.

We are a manufacturing company that is heavily dependent on our manufacturing and distribution facilities in order to maintain our business and
remain competitive. Any serious disruption to a significant portion of our distribution or manufacturing facilities resulting from fire, earthquake,
weather-related events, an act of terrorism or any other cause could materially impair our ability to manufacture and distribute our products to
customers. Moreover, we could incur significantly higher costs and longer lead times associated with manufacturing or distributing our products
to our customers during the time that it takes for us to reopen or replace damaged facilities. Many of our facilities are located at or near Houston,
Texas, which is in close proximity to the Gulf of Mexico. This region is particularly susceptible to natural disruptions, as evidenced by the
hurricanes in 2004 and 2005. If any of these events were to occur, our financial condition, results of operations and cash flows could be
materially adversely affected.

If we are unable to access funds generated by our subsidiaries we may not be able to meet our financial obligations.

Because we conduct our operations through our subsidiaries, we depend on those entities for dividends, distributions and other payments to
generate the funds necessary to meet our financial obligations. Legal and contractual restrictions in certain agreements governing current and
future indebtedness of our subsidiaries, as well as the financial condition and operating requirements of our subsidiaries, may limit our ability to
obtain cash from our subsidiaries. All of our subsidiaries are separate and independent legal entities and have no obligation whatsoever to pay
any dividends, distributions or other payments to us.
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Our substantial indebtedness could adversely affect our financial health and prevent us from fulfilling our obligations under our senior
secured credit facilities, fixed rate notes and floating rate notes.

We now have and will continue to have a significant amount of indebtedness. This indebtedness exposes us to risks that some of our primary
competitors, with less outstanding indebtedness, do not face. On December 31, 2006, we had $838.1 million of indebtedness outstanding,
excluding approximately $34.4 million of letters of credit and up to $140.6 million of additional indebtedness that may be borrowed under our
revolving credit facility.

Our substantial indebtedness could have important consequences to our business. For example, it could:

� make it more difficult for us to satisfy our obligations with respect to our outstanding indebtedness;

� increase our vulnerability to general adverse economic and industry conditions;

� require us to dedicate a substantial portion of our cash flow from operations to payments on our indebtedness, thereby reducing the
availability of our cash flow to fund working capital, capital expenditures, research and development efforts and other general
corporate purposes;

� limit our flexibility in planning for, or reacting to, changes in our business and the industry in which we operate;

� place us at a competitive disadvantage compared to our competitors that have less debt; and

� limit our ability to borrow additional funds.
In addition, our senior secured credit facilities, fixed rate indenture and floating rate indenture contain financial and other restrictive covenants
that limit our ability to engage in activities that may be in our long-term best interests. Our failure to comply with those covenants could result in
an event of default which, if not cured or waived, could result in the acceleration of all of our debts. Our indentures and our senior secured credit
facilities contain cross-default and cross-acceleration provisions such that an event of default under our indentures or the acceleration of amounts
outstanding under our indentures will cause an event of default and/or an acceleration of amounts outstanding under our senior secured credit
facilities. If all of our indebtedness was accelerated, it is possible that we will not have sufficient funds at the time of acceleration to repay our
indebtedness, which could have a material adverse effect on our ability to continue as a going concern.

To service our indebtedness, we will require a significant amount of cash. Our ability to generate cash depends on many factors beyond our
control.

Our ability to make payments on and to refinance our indebtedness, and to fund planned capital expenditures and research and development
efforts will depend on our ability to generate cash in the future. This is a risk that some of our primary competitors, with less outstanding
indebtedness, do not face. Our future cash flows are dependent on the level of our earnings, our capital expenditure and working capital
requirements and the amount of our tax payments. Our ability to generate future cash flows, to a certain extent, is subject to general economic,
financial, competitive, legislative, regulatory and other factors that are beyond our control.

Our business may not generate sufficient cash flow from operations and future borrowings may not be available to us under our senior secured
credit facilities or otherwise in an amount sufficient to enable us to pay our indebtedness, or to fund our other liquidity needs. We may need to
refinance all or a portion of our indebtedness, on or before the maturity thereof. In addition, we may be unable to refinance any of our
indebtedness, on commercially reasonable terms or at all.
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A substantial portion of our indebtedness is at a variable rate of interest, which could increase our interest expense in the event interest rates
rise.

Certain of our indebtedness bears interest at rates that fluctuate with changes in certain prevailing interest rates. A 1% increase or decrease in the
interest rate would result in approximately a $3.2 million increase or decrease in our interest expense on our variable rate indebtedness,
respectively. If interest rates increase dramatically, we may be unable to meet our debt service obligations.

18

Edgar Filing: Goodman Global Inc - Form 10-K

Index to Financial Statements 23



Table of Contents

Index to Financial Statements

Our business operations could be negatively impacted if we fail to adequately protect our intellectual property rights or if third parties claim
that we are in violation of their intellectual property rights.

Our products are marketed primarily under the Goodman®, Amana® and Quietflex® brand names and, as such, we are dependent on those brand
names. Failure to protect these brand names and other intellectual property rights or prevent their unauthorized use by third parties could
adversely affect our business. We seek to protect our intellectual property rights through a combination of patent, trademark, copyright and trade
secret laws, as well as licensing and confidentiality agreements. These protections may not be adequate to prevent competitors from copying or
reverse engineering our products, or from developing and marketing products that are substantially equivalent to or superior to our own. In
addition, we face the risk of claims that we are infringing third parties� intellectual property rights. Any such claim, even if it is without merit,
could be expensive and time-consuming; could cause us to cease making, using or selling certain products that incorporate the disputed
intellectual property; could require us to redesign our products, if feasible; could divert management time and attention; and could require us to
enter into costly royalty or licensing arrangements.

We may lose the right to use the Amana® brand name which may have an adverse effect on our business.

Under an agreement between the Amana Society and Amana Refrigeration, Inc., Amana Refrigeration, Inc. agreed that it would discontinue the
use of the Amana® brand name in its corporate name or in connection with any other business enterprise if it were ever to abandon
manufacturing operations in Amana, Iowa. Maytag Corporation purchased the Amana appliance business in July 2001 and now controls the
manufacturing operations in Amana, Iowa. Subsequently, Maytag was acquired by Whirlpool Corporation in March 2006. We maintained the
right to use the Amana name and trademark under a license agreement with Maytag. Prior to a cessation of such operation or following a
decision by Maytag to not maintain trademark registrations for the Amana name, Maytag has agreed to consult with us and provide reasonable
assistance to us so that we may register the Amana name as a trademark. However, we have no control over Maytag�s decision to continue
operations at that facility, and if such operations are discontinued, it is possible that we could lose the right to use the Amana name in connection
with our business, which could have a material adverse effect on our business.

The requirements of being a public company may strain our resources and distract management.

Since our initial public offering, we have been subject to the Sarbanes-Oxley Act of 2002. Under Section 404 of the Sarbanes-Oxley Act, we
will be required to include a report of management on our internal control over financial reporting in our Annual Reports on Form 10-K and our
independent public accountants auditing our financial statements must attest to and report on management�s assessment of the effectiveness of
our internal control over financial reporting. This requirement will first apply to our Annual Report on Form 10-K for our fiscal year ending
December 31, 2007. If we are unable to conclude that our disclosure controls and procedures and internal control over financial reporting are
effective, or if our independent public accounting firm is unable to provide us with an unqualified report as to the effectiveness of our internal
control over financial reporting in future years, our stock price may decline. This annual report does not include a report of management�s
assessment regarding internal control over financial reporting or an attestation report of the Company�s registered public accounting firm due to a
transition period established by rules of the Securities and Exchange Commission for newly public companies.

Our equity sponsor controls us and its interests may conflict with or differ from your interests as a shareholder.

Our equity sponsor, Apollo, beneficially owns approximately 41% of our common stock. Representatives of Apollo have the ability to prevent
any transaction that requires the approval of directors. In addition, Apollo has the ability to substantially influence all matters requiring
shareholder approval, including the election of our directors and the approval of significant corporate transactions such as mergers, tender offers
and the sale of all or substantially all of our assets. The interests of Apollo and its affiliates could conflict with or differ from your interests as a
holder of our common stock. For example, the concentration of ownership held by Apollo could delay, defer or prevent a change of control of
our company or impede a merger, takeover or other business
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combination which you may otherwise view favorably. Apollo may also pursue acquisition opportunities that may be complementary to our
business, and as a result, those acquisition opportunities may not be available to us.

We are a �controlled company� within the meaning of the New York Stock Exchange rules and, as a result, will qualify for, and intend to
rely on, exemptions from certain corporate governance requirements.

Affiliates of Apollo and the Goodman family trusts, as a group, control a majority of our outstanding common stock pursuant to the terms of a
stockholders agreement. As a result, we are a �controlled company� within the meaning of the New York Stock Exchange corporate governance
standards. Under the New York Stock Exchange rules, a company of which more than 50% of the voting power is held by an individual, group
or another company is a �controlled company� and may elect not to comply with certain New York Stock Exchange corporate governance
requirements, including:

� the requirement that a majority of the board of directors consist of independent directors;

� the requirement that we have a nominating/corporate governance committee that is composed entirely of independent directors with a
written charter addressing the committee�s purpose and responsibilities;

� the requirement that we have a compensation committee that is composed entirely of independent directors with a written charter
addressing the committee�s purpose and responsibilities; and

� the requirement for an annual performance evaluation of the nominating/corporate governance and compensation committees.
We utilize most of these exemptions. As a result, we do not have a majority of independent directors, nor do our corporate governance and
nominating and compensation committees consist entirely of independent directors. Accordingly, you will not have the same protections
afforded to shareholders of companies that are subject to all of the New York Stock Exchange corporate governance requirements.

Substantial sales of our common stock by funds affiliated with Apollo or the Goodman family trusts could cause our stock price to decline,
and issuances by us of our common stock may dilute the ownership interest of our existing stockholders in our company.

Any sales of substantial amounts of common stock in the public market by funds affiliated with Apollo or the Goodman family trusts, or the
perception that these sales might occur, could lower the market price of our common stock. Further, if we issue additional equity securities to
raise additional capital, the ownership interest in our company of our existing stockholders may be diluted and the market price of our common
stock may decline.

Certain beneficial owners of our voting securities may be required to file an application with and be investigated by the Florida insurance
authorities, and the Florida Office of Insurance Regulation may restrict the ability of a beneficial owner to receive any benefit from our
voting securities and may require the divestiture of shares of our voting securities.

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 Code. Under applicable Florida law, no person can finally acquire, directly or indirectly, more
than 10% of the voting securities of a service warranty association or its controlling company without the written approval of the Florida Office
of Insurance Regulation. Accordingly, any person who acquires beneficial ownership of 10% or more of our voting securities will be required by
law to apply to the Florida Office of Insurance Regulation for its approval no later than five days after any form of tender offer or exchange offer
is proposed, or no later than five days after the acquisition of securities or ownership interest if no tender offer or exchange offer is involved.
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The Florida Office of Insurance Regulation may disapprove the acquisition of 10% or more of our voting securities by any person who refuses to
apply for and obtain regulatory approval of such acquisition. In addition, if the Florida Office of Insurance Regulation determines that any
person has acquired 10% or more of our voting securities without obtaining its regulatory approval, it may order that person to cease the
acquisition and divest itself of any shares of our voting securities which may have been acquired in violation of the applicable Florida law. In
addition, the Florida Office of Insurance Regulation may assess administrative fines against the purchaser not to exceed $20,000 per willful
violation, subject to a cap of $100,000 for violations arising from one transaction. Due to the requirement to file an application with and obtain
approval from the Florida Office of Insurance Regulation, purchasers of 10% or more of our voting securities may incur additional expenses in
connection with preparing, filing and obtaining approval of the application, and the effectiveness of the acquisition will be delayed pending
receipt of approval from the Florida Office of Insurance Regulation, which could take up to 90 days after submission of a complete application.

The Florida Office of Insurance Regulation may also take disciplinary action against AsureCare Corp.�s license if it finds that an acquisition
made in violation of the applicable Florida law would render the further transaction of its business hazardous to its customers, creditors,
stockholders or the public.

ITEM 1B. Unresolved Staff Comments

None.

ITEM 2. Properties

As of December 31, 2006, we owned four manufacturing facilities, one research and development facility and 12 distribution and warehouse
facilities. We also lease three manufacturing and assembly facilities, 128 distribution and warehouse facilities and one office location. From time
to time, we also lease temporary warehouse space when required due to manufacturing cycles. We believe that our facilities are suitable for their
present and intended purposes and are adequate for our current and expected level of operations. We do not anticipate any significant difficulties
in renewing or relocating our leased facilities as our leases expire.

Our headquarters and material operating, manufacturing and distribution facilities at December 31, 2006 are shown in the following table:

Location Use

Owned/

Leased

Approximate

Square Footage
Houston, TX Split Systems Owned 518,000
Houston, TX Flexible Duct, Fiberglass Insulation and Mat Materials Owned 400,000
Houston, TX Heating and Air Handler Products Owned 230,000
Houston, TX Research and Development Owned 99,188
Houston, TX Corporate Headquarters Leased(1) 51,000
Houston, TX Logistics Center Leased(2) 700,039
Fayetteville, TN Furnaces, Package Units, PTAC, Split Systems and Logistics Center Owned 780,000
Dayton, TN Air Handlers / Coils & Duct Leased(3) 159,000
Phoenix, AZ Flexible Duct Leased(4) 39,062
Groveland, FL Flexible Duct Leased(5) 65,100

(1) Our current lease expires on June 30, 2007. On January 10, 2007, we entered into a new lease for approximately 61,700 square feet
at a different location. The lease commences July 1, 2007 (we have early access rights) and expires September 30, 2014.

(2) Our two leases for this facility both expire on February 28, 2016.
(3) Our lease expires on December 31, 2007. We have an option to purchase the facility upon the expiration of the lease for $206,400.
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(4) Our lease for 31,712 square feet of space expires on December 31, 2007, with 7,350 square feet of space expiring on April 30, 2007.
(5) Our lease expires on June 4, 2014.
ITEM 3. Legal Proceedings

In addition to the matters described below, from time to time we are involved in various routine legal proceedings. These primarily involve
commercial claims, product liability claims, personal injury claims and workers� compensation claims. We cannot predict the outcome of these
lawsuits, legal proceedings and claims with certainty. Nevertheless, we believe that the outcome of these proceedings, even if determined
adversely, would not have a material adverse effect on our business, financial condition and results of operations.

In October 2003, the Consumer Product Safety Commission staff issued a preliminary determination that a discontinued design of certain PTAC
units manufactured by one of our subsidiaries presents a substantial product hazard under the Consumer Product Safety Act, requiring corrective
action. In September of 2004, we implemented a CAP under which we will provide a new thermal limit switch to commercial/institutional
PTAC owners. Installation of the switch will be at the commercial/institutional owners� expense, except in special and limited circumstances
(e.g., financial hardship, etc.). Under the CAP, we agreed to pay the cost of installing the replacement switch for any individual homeowner
having a PTAC unit in their residence. We have established a reserve that we believe to be adequate with respect to this matter based on current
evaluations and our experience in these types of matters.

In December 2001, over 70 Hispanic workers filed suit against certain of our subsidiaries in the U.S. District Court for the Southern District of
Texas alleging employment discrimination, retaliation, and violations of the Fair Labor Standards Act. The Equal Employment Opportunity
Commission intervened in the lawsuit on the plaintiffs� behalf. Our insurers agreed to defend us against these allegations and indemnify us for
any pecuniary losses incurred. In January 2007, the parties entered into agreements which resolved the claims arising out of the litigation filed in
2001. The agreed-to settlement had no material adverse effect on the Company�s business. The settlement among the parties resolves the
litigation and will result in a dismissal of the lawsuit and a release of all claims alleged.

As part of the equity contribution associated with the sale of Amana in July 2001, we agreed to indemnify Maytag for certain product liability,
product warranty, and environmental claims. In light of these potential liabilities, we have purchased insurance that we expect will shield us
from incurring material costs for such potential claims.

ITEM 4. Submission of Matters to a Vote of Security Holders

No matters were submitted to a vote of our security holders during the fourth quarter of the fiscal year ended December 31, 2006.
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PART II

ITEM 5. Market for Registrant�s Common Equity, Related Stockholder Matters and Issuer Purchases of Equity Securities

Market Price for Common Stock

Our common stock began trading on The New York Stock Exchange (�NYSE�) in April 2006 under the symbol �GGL�. At March 26, 2007, there
were approximately 68 holders of record of our common stock.

The table below sets forth for the periods indicated the high and low sales prices per share for our common stock reported on the NYSE.

Common Stock

Price Range
High Low

2006
4th Quarter $ 17.85 $ 13.00
3rd Quarter $ 16.54 $ 11.28
2nd Quarter(1) $ 22.15 $ 14.25

(1) Reflects trading activity from April 7, 2006 through June 30, 2006.
Dividends

We have not declared or paid any dividends on our common stock and we do not anticipate declaring cash dividends in the foreseeable future.
Our senior secured credit facilities and the indentures governing our fixed rate notes and floating rate notes limit our ability to declare or pay
dividends. For more detailed information on our senior secured credit facilities and the indentures governing our fixed rate notes and floating
rate notes, see Item 7, �Management�s Discussion and Analysis of Financial Condition and Results of Operations�Liquidity, Capital Resources and
Off-Balance Sheet Arrangements� and notes to our consolidated financial statements.
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Comparison of Total Stockholder Return

The following graph compares our cumulative total stockholder return with the cumulative total returns of the S&P MidCap 400 Index and a
peer group of U.S. industrial manufacturing, distribution and service companies in the heating, ventilation, air conditioning and refrigeration
businesses from April 6, 2006, the date our common stock began trading publicly, through December 31, 2006. The graph assumes that $100
was invested on April 6, 2006 in our common stock, in the index and in the peer group, and assumes the reinvestment of any dividends. Peer
group returns are weighted by market capitalization. Our peer group includes AAON, Inc., American Standard Companies Inc., Comfort
Systems USA, Inc., Lennox International Inc. and Watsco, Inc.

The information contained in the performance graph shall not be deemed to be �soliciting material� or to be �filed� with the SEC, nor shall such
information be incorporated by reference into any future filing under the Securities Act or Exchange Act, except to the extent that we
specifically incorporate it by reference into such filing.
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ITEM 6. Selected Financial Data

The following table presents our selected consolidated financial data. The following selected consolidated financial data should be read in
conjunction with, and is qualified by reference to, our Item 7, �Management�s Discussion and Analysis of Financial Condition and Results of
Operations� and our consolidated financial statements and the notes thereto included elsewhere in this annual report, as well as other financial
information included elsewhere in this annual report. Risks and uncertainties described in �Item 1A. Risk Factors� of this report may cause the
selected financial data below not to be indicative of our future financial condition or results of operations.

The consolidated statement of operations data for each period in the three years ended December 31, 2006 and the consolidated balance sheet
data as of December 31, 2005 and 2006 have been derived from our audited consolidated financial statements included elsewhere in this annual
report and have been prepared in accordance with accounting principles generally accepted in the United States, which we refer to throughout
this annual report as �GAAP.� The consolidated statement of operations data for the years ended December 31, 2002 and 2003 and the
consolidated balance sheet data as of December 31, 2002, 2003 and 2004 have been derived from our consolidated financial statements that are
not included in this annual report.

Predecessor Successor
Year ended December 31, January 1 to

December 22,

2004

December 23 to

December 31,

2004

Year ended December 31,

2002 2003 2005 2006
(in thousands except per share data)

Consolidated statement of operations data:
Sales, net(1) $ 1,136,188 $ 1,192,671 $ 1,297,295 $ 20,285 $ 1,565,406 $ 1,794,753
Cost of goods sold 884,204 915,272 1,005,955 18,471 1,243,408 1,374,774
Selling, general and administrative expenses 118,150 147,687 212,890 7,661 170,077 205,894
Depreciation and amortization expense 20,645 14,851 18,101 786 37,717 32,641

Operating profit (loss) 113,189 114,861 60,349 (6,633) 114,204 181,444
Interest expense, net 46,168 26,081 10,877 1,601 74,213 77,825
Other (income) expense, net (671) (331) (1,406) �  (706) 5,264

Earnings (loss) before income taxes 67,692 89,111 50,878 (8,234) 40,697 98,355
Provision for (benefit from) income taxes 1,859 1,745 (1,481) (3,568) 15,817 34,188

Net income (loss) $ 65,833 $ 87,366 $ 52,359 $ (4,666) $ 24,880 $ 64,167

Per share data:
Diluted Earnings (loss) per share(2) $ 1.38 $ 1.83 $ 1.09 $ (.11) $ .05 $ .88
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Year ended December 31,
2002 2003 2004(3) 2005 2006

(dollars in thousands)
Consolidated balance sheet data
(at period end):
Cash and cash equivalents $ 23,219 $ 5,359 $ 3,856 $ 23,779 $ 11,569
Total assets 683,557 615,558 1,544,595 1,621,537 1,623,971
Total debt 358,432 213,244 1,024,135 961,375 838,050
Redeemable preferred stock �  �  225,000 225,570 �  
Shareholders� equity 77,632 150,279 102,719 107,815 521,085
Statement of cash flows data:
Net cash (used in) provided by operating activities $ 168,092 $ 150,807 $ (18,558) $ 105,519 $ 53,724
Net cash (used in) provided by investing activities (11,536) (811) (1,477,622) (24,957) (39,343)
Net cash (used in) provided by financing activities (136,830) (167,856) 1,494,677 (60,639) (26,591)
Other financial data:
Capital expenditures $ 12,672 $ 16,801 $ 27,772 $ 28,806 $ 39,383
Ratio of earnings to fixed charges(4) 2.4x 4.2x 3.8x 1.5x 2.2x

(1) Sales are presented net of certain rebates paid to customers. See Item 7, �Management�s Discussion and Analysis of Financial Condition and
Results of Operations� and the notes to consolidated financial statements appearing elsewhere in this annual report.

(2) For comparability purposes, the average shares outstanding used in the calculation of earnings per share for the predecessor company for
the periods ended December 22, 2004 and December 31, 2002 and 2003, are the average outstanding shares of the successor company.

(3) For the disclosures related to the year ended December 31, 2004 these are non-GAAP financial measures as they combine the January 1 to
December 22, 2004 and the December 23 to December 31, 2004 financial statements. We believe this presentation aids in comparing the
periods.

(4) For purposes of calculating the ratio of earnings to fixed charges, �earnings� represents income before taxes less capitalized interest, plus
amortization of capitalized interest and fixed charges. �Fixed charges� include interest expense (including amortization of debt issuance
costs), capitalized interest, and the portion of operating rental expense which management believes is representative of the interest
component of rent expense.
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ITEM 7. Management�s Discussion and Analysis of Financial Condition and Results of Operations

Overview

We participate in the HVAC industry. We are the second largest domestic manufacturer of residential and light commercial heating and air
conditioning products based on unit sales. Founded in 1975 as a manufacturer of flexible duct, we expanded into the broader HVAC
manufacturing market in 1982. Since then, we have expanded our product offerings and maintained our core competency of manufacturing
high-quality products at low costs. Our growth and success can be attributed to our strategy of providing a quality, competitively priced product
that is designed to be reliable and easy-to-install.

Acquisition

On December 23, 2004, we were acquired by affiliates of Apollo, our senior management and certain trusts associated with members of the
Goodman family. In connection with the Acquisition, the Seller sold all of its equity interest in its subsidiaries as well as substantially all of its
assets and liabilities for $1,477.5 million plus a working capital adjustment of $29.8 million. The Acquisition was financed with the net proceeds
of a private offering of senior unsecured notes, borrowings under our senior secured credit facilities and $477.5 million of Equity Contribution
by affiliates of Apollo, the Goodman family trusts and certain members of senior management, which consisted of $225.0 million of our Series
A Preferred Stock and $252.5 million of our common stock. As part of the Equity Contribution, the Goodman family trusts and members of
senior management invested approximately $101.0 million and $18.2 million, respectively. 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.

The Acquisition was recorded as of December 23, 2004, in accordance with Statement of Financial Accounting Standard, or �SFAS,� No. 141,
Business Combinations, and Emerging Issues Task Force, or �EITF�, 88-16, Basis in Leveraged Buyout Transactions. As such, the acquired assets
and assumed liabilities have been recorded at fair value for the interests acquired and estimates of assumed liabilities by the new investors and at
the carrying basis for continuing investors. The acquired assets and assumed liabilities were assigned new book values in the same proportion as
the residual interests of the continuing investors and the new interests acquired by the new investors. Under EITF 88-16, we revalued the net
assets at the acquisition date to the extent of the new investors� ownership of 79%. The remaining 21% ownership is accounted for at the
continuing investors� carrying basis of the company. An adjustment of $144.6 million to record this effect is included as a reduction of
shareholders� equity. The excess of the purchase price over the historical basis of the net assets acquired has been applied to adjust net assets to
their fair market values to the extent of the new investors� 79% ownership, with the remainder of $391.3 million allocated to goodwill. The
increase in basis of the assets will result in non-cash charges in future periods, principally related to the step-up in the value of property, plant
and equipment and intangible assets.

On April 11, 2006, the Company completed the initial public offering of the Company�s common stock. The Company offered 20.9 million
shares and selling shareholders sold an additional 6.1 million shares, which included 3.5 million shares sold by selling shareholders pursuant to
the exercise of the underwriters� over-allotment option. Before expenses, the Company received proceeds of approximately $354.5 million. These
proceeds were used to redeem all of the Company�s outstanding Series A Preferred Stock including associated accrued dividends, to satisfy a
$16.0 million fee resulting from the termination of the Company�s management agreement with Apollo and to redeem $70.7 million of the
Company�s subsidiary�s floating rate notes.

Markets and Sales Channels

We manufacture and market an extensive line of heating, ventilation and air conditioning products for the residential and light commercial
markets primarily in the United States and Canada. These products include split-system air conditioners and heat pumps, gas furnaces, package
units, air handlers, package terminal air
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conditioners, evaporator coils and accessories. Essentially all of our products are manufactured and assembled at facilities in Texas, Tennessee,
Florida and Arizona and are distributed through over 750 distribution points across North America.

Our products are manufactured and marketed primarily under the Goodman®, Amana® and Quietflex® brand names. We position the Goodman®

brand as a leading 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. The Amana
brand is positioned as the �great American brand� that outlasts the rest, highlighting durability and long-life. Quietflex® branded products include
flexible duct products that are used primarily in residential HVAC markets.

Our customer relationships include independent distributors, installing contractors or �dealers,� national homebuilders and other national accounts.
We sell to dealers primarily through our network of independent distributors and company-operated distribution centers. We sell to some of our
independent distribution channel under inventory consignment arrangements. We focus the majority of our marketing on dealers who install
residential and light commercial HVAC products. We believe that the dealer is the key participant in a homeowner�s purchasing decision as the
dealer is the primary contact for the end user. Given the strategic importance of the dealer, we remain committed to enhancing profitability for
this segment of the supply chain while allowing our distributors to achieve their own profit goals. We believe the ongoing focus on the dealer
creates loyalty and mutually beneficial relationships between distributors, dealers and us.

Weather, Seasonality and Business Mix

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, 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.

Costs

The principal elements of cost of goods sold in our manufacturing operations are component parts, raw materials, factory overhead, labor,
transportation costs and warranty. The principal component parts, which, depending on the product, can approach up to 40% of our cost of goods
sold, are compressors and motors. We believe that we have good relationships with quality component suppliers. The principal raw materials
used in our processes are steel, copper and aluminum. In total, we spent over $357 million in 2006 on these raw materials and their cost
variability can have a material impact on our results of operations. Shipping and handling costs associated with sales are recorded at the time of
the sale. Warranty expense, which is also recorded at the time of sale, is estimated based on historical trends such as incident rates, replacement
costs and other factors. We believe our warranty expense, which equaled 2.2% of our net sales in 2006, is less than or equal to the industry
average.

In 2004, our operating profit and EBITDA were negatively affected by high raw materials costs. Effective September 1, 2004, we increased
prices by up to 5% on the majority of our products in response to increases in commodity costs experienced in 2004. Effective January 1, 2005,
we further increased prices up to 7% on our products. Commodity costs have continued to increase. To help address these increases, we
implemented price increases effective April 1, 2006 and October 1, 2006 with respect to certain of our products. A continued high level of
commodity prices or a further increase in commodity prices could have a material adverse effect on our results of operations. There can be no
assurance that our price increases will not affect demand for our products.
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In 2004 and 2005, our cost of goods sold reflects a short-term increase as a result of the purchase accounting treatment of the step-up in basis of
inventory as a result of the Acquisition. Consistent with the requirements of purchase accounting, we adjusted the value of our assets and
liabilities to their respective estimated fair values as of December 23, 2004. As a result of these adjustments to our asset basis, during the nine
days following the Acquisition in 2004 and the year ended December 31, 2005, our cost of goods sold was increased by $4.4 million and $39.6
million in the fourth quarter of 2004 and the first quarter of 2005, respectively, as we recognized the non-cash increase in our inventory value.

Our selling, general and administrative expenses consist of costs incurred to support our marketing, distribution, engineering, information
systems, human resources, finance, purchasing, risk management, legal and tax functions. We have historically operated at relatively low levels
of SG&A expense as a percentage of sales compared to other large industry participants. Savings from this lean overhead structure allow us to
offer an attractive value proposition to our distributors and support our low-priced philosophy throughout the distribution system. In 2004, our
selling, general and administrative expenses were negatively affected by approximately $68.8 million of expenses related to the Acquisition. In
addition, in 2006, our selling, general and administrative expenses were negatively impacted by $16.1 million of transaction costs related to our
April 2006 initial public offering.

Depreciation expense is primarily impacted by capital expenditure levels. Historically, we have used the double declining depreciation method
for equipment, which results in higher depreciation expense in the early years of an asset�s life. Following the Acquisition, equipment is
depreciated on a straight line over the assets� remaining useful lives. Under the rules of purchase accounting, we have adjusted the value of our
assets and liabilities to their respective estimated fair values, to the extent of the new investors� ownership, with any excess of the purchase price
over the fair market value of the net assets acquired allocated to goodwill. As a result of these adjustments to our asset basis, our depreciation
and amortization expenses increased.

Interest expense, net consists of interest expense, interest income and gains or losses on the related interest rate derivative instruments. In
addition, interest expense includes the amortization of the financing costs associated with the Transactions. On January 1, 2001, we adopted
SFAS No. 133, Accounting for Derivative Financial Instruments and Hedging Activities.

Other income, net consists of gains and losses on the disposals of assets and miscellaneous income or expenses.

Income taxes

The Seller and most of its subsidiaries historically elected S corporation or partnership status for income tax purposes. Accordingly, most
income in the historical periods was taxed directly to the Seller�s shareholders. The Seller typically made cash distributions to its shareholders to
pay those taxes. Following the Transactions, we are taxed at the corporate level and we will be recording an income tax obligation at a rate
comparable to the federal and state statutory rates, which we estimate will be approximately 38.5%. As a result of the Transactions, there was a
significant step-up in the book basis of our assets. We believe that for a majority of the step-up in basis, we will receive tax deductions,
significantly reducing our cash tax payments from what they would have been without such deductions. It is also expected that a substantial
portion of the goodwill recorded in the acquisition will be deductible for income tax purposes.

At December 31, 2006, we had a valuation allowance of $3.4 million against certain net operating loss carryforwards. We believe that the
remaining deferred tax assets at December 31, 2006, amounting to $61.4 million, are realizable through carrybacks, future reversals of existing
taxable temporary differences, and future taxable income. Uncertainties that affect the ultimate realization of deferred tax assets include the risk
of not having future taxable income. These factors have been considered in determining the valuation allowances.

The accounting treatment for recorded tax assets associated with the deductions from the step-up in the tax basis and our other tax positions
reflect our judgment that it is more likely than not that our positions will be
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respected and the recorded assets will be realized. However, if such positions are challenged, then, to the extent they are not sustained, the
expected benefits of the recorded assets and tax positions will not be fully realized.

Employees

We utilize a combination of full-time, hourly and temporary workers in our manufacturing facilities. The number of people working in these
facilities varies based on the level of production. We believe there is an adequate pool of temporary workers near our significant manufacturing
facilities to address peak production periods.

As of December 31, 2006, approximately 1,048 employees were members of a collective bargaining unit, representing approximately 21% of
our full-time employees. The collective bargaining agreement expires in December 2009. We believe we have good relations with our
employees.

Critical Accounting Policies and Estimates

Preparation of our consolidated financial statements in conformity with accounting principles generally accepted in the United States of America
requires us to make estimates that affect the reported amounts of assets, liabilities, revenues and expenses, and disclosures of contingent assets
and liabilities. Many of the estimates require us to make significant judgments and assumptions. Actual results could differ from our estimates
and could have a significant impact to our consolidated results of operations, financial position and cash flows. We consider the estimates used
to account for warranty liabilities, self-insurance reserves and contingencies, rebates and the impairment of long-lived assets and goodwill as our
most significant judgments.

We base many of our assumptions on our historical experience, recent trends and forecasts. We develop our forecasts based upon current and
historical operating performance, expected industry and market trends, and expected overall economic conditions. Our assumptions about future
experience, cash flows and profitability require significant judgment since actual results have fluctuated in the past and are expected to continue
to do so.

Warranties

We offer a variety of parts warranties on our products. Provisions for warranties are made at the time revenues are recognized. These reserves
are based on estimations derived from historical failure rates, estimated service costs and historical trends. In addition, when new products are
introduced, we consult with engineering, manufacturing and quality control personnel to determine the initial warranty expense. On a quarterly
basis, we reevaluate the estimated liability related to the installed units still under warranty based on updated failure rates and will, at times,
adjust our warranty reserve. We do not discount this liability when making this calculation.

We also sell extended service contracts for certain of our products with terms of up to 10 years. Revenues from extended warranty contracts are
deferred and amortized on a straight-line basis over the terms of the contracts. Expenses relating to obtaining and servicing these contracts are
expensed as incurred.

Self Insurance Reserves and Contingencies

We self-insure worker�s compensation, product liability, general liability, vehicle liability, group health and physical damage up to certain
stop-loss amounts. We work with our claims administrator to estimate our self-insurance expenses and liabilities. The expense and liabilities are
determined based on historical company claims information, as well as industry factors and trends in the level of such claims and payments. Our
self-insurance reserves, calculated on an undiscounted basis, as of December 31, 2005 and December 31, 2006, represent the best estimate of the
future payments to be made on incurred claims reported and unreported for 2006 and prior years. We maintain safety and injury prevention
programs that are designed to improve the work environment, and as a result, reduce the incident rate and severity of our various self-insured
risks. Actual payments for claims

30

Edgar Filing: Goodman Global Inc - Form 10-K

Index to Financial Statements 35



Table of Contents

Index to Financial Statements

reserved may vary depending on various factors including the development and ultimate settlement of reported and unreported claims.
Non-routine litigation and other uninsured contingencies require significant judgment and not all risks are insured.

Rebates and Advertising Co-op Expenditures

We offer multiple rebate programs to our national accounts, dealers and builders as inducement to encourage utilization of Goodman® and
Amana® branded equipment across replacement and new construction markets. These rebates are part of our volume and new construction
incentive programs. In addition, we offer a variety of rebate programs to our independent distributors to encourage distributors to pass on lower
equipment costs to dealers, in order to drive market share expansion.

Rebates are accrued based on sales. For certain rebates, the accrual rate is impacted by estimates of the customer�s ability to reach targeted
purchase levels. Rebates paid or credited to independent distributors, dealers and homebuilders are netted against revenues in accordance with
the provisions of EITF Number 01-9, Accounting for Consideration Given to a Customer (Including a Reseller of the Vendor�s Products).

Co-op marketing expenditures are funds reserved for cooperative marketing programs between us and our distributors. These expenditures are
reflected in selling costs because they are based on an annual marketing plan whereby the distributor commits to spending the funds on
marketing and advertising our products.

Impairment of Long-lived Assets other than Intangibles

We conduct periodic reviews for idle and under-utilized equipment and facilities and review business plans for possible impairment
implications. If an impairment were detected, these costs would be expensed in the same period. Historically, no significant impairment charges
have been recorded.

Impairment of Goodwill

Goodwill is the excess cost of an acquired company over the amounts assigned to assets acquired and liabilities assumed. Under SFAS No. 142,
Goodwill and Other Intangible Assets, goodwill is not amortized, but is tested for impairment annually, or more frequently if an event occurs or
circumstances change that would indicate the carrying amount could be impaired. Impairment testing for goodwill is done at the reporting unit
level, which is one level below the business segment level. Under the criteria set forth by SFAS No. 142, we have two reporting units based on
the structure in place as of December 23, 2004. Goodwill was allocated to these reporting units based on the net assets acquired. An impairment
charge generally would be recognized when the carrying amount of the reporting unit exceeds the estimated fair market value of the reporting
unit. We performed our annual test as of October 1, 2006 and determined that no impairment exists.

Identifiable Intangible Assets

The values assigned to amortizable intangible assets are amortized to expense over their estimated useful lives and are reviewed for potential
impairment. The estimated useful lives are based on an evaluation of the circumstances surrounding each asset, including an evaluation of events
that may have occurred that would cause the useful life to be decreased. In the event the useful life would be considered to be shortened, or if the
asset�s future value were deemed to be impaired, an appropriate amount would be charged to amortization expense. Future operating results and
residual values could therefore reasonably differ from the our current estimates and could require a provision for impairment in a future period.
Indefinite lived intangible assets are reviewed along with other long-lived assets for impairment.

The values assigned to our identifiable intangible assets were determined using the income approach, whereby the fair value of an asset is based
on the present value of its estimated future economic benefits. This approach was considered appropriate, as the inherent value of these
intangible assets is their ability to generate current and future income. The key assumption in using this approach is the identification of the
revenue streams attributable to these assets based on budgeted future revenues.
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At the time of the Acquisition, we assigned a value of approximately $11 million to a particular renewable sales contract. During the fourth
quarter of 2005, a decision was made not to renew this agreement before its expiration. As a result, the net balance of this intangible,
approximately $10.3 million, was taken as a charge to the income statement in December 2005. We do not believe the expiration of the
agreement had a material effect on us.

Results of Operations

The following table sets forth, as a percentage of net sales, our statement of operations data for the years ended December 31, 2004, 2005 and
2006:

Year ended December 31,
2004(1) 2005 2006

Consolidated statement of operation data:
Sales, net 100.0% 100.0% 100.0%
Cost of goods sold 77.8% 79.4% 76.6%
Selling, general and administrative expenses 11.5% 10.9% 11.5%
Transaction-related costs 5.2% �  �  
Depreciation and amortization expense 1.4% 2.4% 1.8%

Operating profit 4.1% 7.3% 10.1%
Interest expense, net 0.9% 4.7% 4.3%
Other (income) expense, net (0.1)% �  0.3%

Earnings before taxes 3.3% 2.6% 5.5%
Provision for (benefit from) income taxes (0.4)% 1.0% 1.9%

Net income 3.6% 1.6% 3.6%

(1) For comparability purposes, the periods ended December 22, 2004 and December 31, 2004 have been combined.
December 31, 2006 compared to December 31, 2005

Sales, net. Net sales for the year ended December 31, 2006 were $1,794.8 million, a $229.4 million, or 14.7%, increase from $1,565.4 million
for the year ended December 31, 2005. Approximately 85% of the sales increase was driven primarily by the shift to a higher proportion of
higher priced 13-and-higher SEER products. As a result of the federal mandated 13 SEER efficiency that went into effect January 23, 2006, we
experienced a shift to higher efficiency products beginning in the first quarter of 2006. The remainder of the sales increase was attributable to
our April 1 and October 1, 2006 price increases. Our equipment volume was consistent with the prior year as the mild seasonal weather in the
late summer and early winter and a second half slow down in residential new construction was offset by the contribution from new
company-operated distribution centers that were opened in 2006 and 2005, 10 and 17 respectively, and the maturing of the 22 company-operated
distribution centers opened in 2004. Finally, the increase in the sales of our other non-equipment products was offset by the impact of
unfavorable product line mix.

Cost of goods sold. Cost of goods sold for the year ended December 31, 2006, was $1,374.8 million, a $131.4 million, or 10.6%, increase from
$1,243.4 million for the year ended December 31, 2005. Cost of goods sold increased primarily due to a high sales mix of 13-and-higher SEER
products, which have higher unit costs than lower SEER products, and an escalation in new material costs. In addition, 2005 was affected by the
non-recurring, non-cash expense of $39.6 million as a result of the purchase accounting treatment of the step-up in basis of inventory. Cost of
goods sold as a percentage of net sales decreased from 79.4% for the year ended December 31, 2005 to 76.6% for the year ended December 31,
2006. Excluding the impact of the inventory valuation step-up, costs of goods sold as a percentage of net sales for the year ended December 31,
2005 was 76.9%, relatively consistent with the ratio for the year ended December 31, 2006.
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Selling, general and administrative. Selling, general and administrative expenses for the year ended December 31, 2006, were $205.9 million, a
$35.8 million, or 21.1%, increase from $170.1 million for the year ended December 31, 2005. Selling, general and administrative expenses for
the year ended December 31, 2006 were negatively affected by $16.1 million of expenses related to our April 1, 2006 initial public offering.
These expenses included costs associated with the termination of the management agreement with Apollo and the acceleration of stock options.
Excluding the IPO related expenses, selling, general and administrative expenses for the year ended December 31, 2006 increased $19.7 million,
or 11.6%. Selling, general and administrative expenses for 2006 increased as a result of opening and operating new company-operated
distribution centers and higher sales volumes. As a percentage of sales, excluding the IPO related expenses, selling, general and administrative
expenses in 2006 were 10.5% of net sales compared to 10.9% of net sales for 2005.

Depreciation and amortization. Depreciation and amortization expenses for the year ended December 31, 2006, were $32.6 million, a $5.1
million decrease from $37.7 million for the year ended December 30, 2005. Impacting 2005 was a $10.3 million impairment charge in the fourth
quarter for the remaining value of a non-renewed sales contract. Excluding this charge, depreciation and amortization increased $5.2 million
over the year ended December 31, 2005. The increase was primarily due to higher depreciation expense related to recent capital expenditures
associated with the transition to the federal mandated 13 SEER minimum efficiency requirements and capacity expansion at our production
facilities. Additionally, depreciation expense for the period increased as a result of the step-up in cost basis of the assets and resetting of asset
lives in conjunction with the Acquisition.

Operating profit. Operating profit for the year ended December 31, 2006, was $181.4 million, a $67.2 million, or 58.8%, increase from $114.2
million reported for the year ended December 31, 2005. Operating profit for the year ended December 31, 2005, was negatively impacted by the
$39.6 million non-recurring, non-cash charge incurred in connection with the step-up in inventory basis, as described above. The remaining
increase in operating profit was due primarily to higher revenues from the increased proportion of 13-and-higher SEER products sold and the
price increases mentioned above, partially offset by higher selling, general, and administrative expenses, including $16.1 million of costs
associated with our April IPO, and higher cost of goods sold.

Interest expense. Interest expense for the year ended December 31, 2006, was $77.8 million, an increase of $3.6 million from $74.2 million
reported for the year ended December 31, 2005. Interest expense was higher due to the $1.4 million premium paid for the early pay-down of
debt. In addition, as a result of our debt pay-down, we accelerated the amortization of $3.9 million of deferred financing costs. Adding to the
increase were higher interest rates on our floating rate debt outstanding. These increases were partially offset by lower outstanding revolving
credit facility balances and interest earned on cash balances.

Other (income) expense, net. Other (income) expense for the year ended December 31, 2006, was $5.3 million, a net change of $6.0 million from
$(0.7) million reported for the year ended December 31, 2005. This increase in other expense primarily represents the change in fair value of
certain of our commodity derivatives that did not qualify for hedge accounting treatment.

Provision for income taxes. The income tax provision for the year ended December 31, 2006, was $34.2 million, an increase of $18.4 million
compared to the tax provision of $15.8 million for the same period in 2005. The effective tax rate for the year ended December 31, 2006 and
December 31, 2005 was 34.8% and 38.9%, respectively. The effective tax rate was lower primarily as a result of three items. First, recent federal
legislative changes permitted us to take a deduction for qualified domestic production activity income. Second, we qualified and computed the
exclusion of foreign sales income. Finally, the mix of sales, payroll, and property in the various jurisdictions favorably impacted our state tax
rate.

December 31, 2005 Compared to December 31, 2004

Sales, net. Net sales for the year ended December 31, 2005, were $1,565.4 million, a $247.8 million, or 18.8%, increase from $1,317.6 million
for the year ended December 31, 2004. Approximately 49% of the sales
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increase was driven by volume growth in our equipment and PTAC products. This growth is attributable to an extended cooling season and the
increased demand as a result of the transition to the 13 SEER minimum efficiency standard, effective January 23, 2006. Additionally, we
benefited from the 22 and 17 company-operated distribution centers that were opened in 2004 and 2005, respectively. The remaining 51% of the
sales increase was attributable to the September 2004 and January 2005 price increases and increased sales on our other non-equipment
products.

Cost of goods sold. Cost of goods sold for the year ended December 31, 2005, was $1,243.4 million, a $219.0 million, or 21.4%, increase from
$1,024.4 million for the year ended December 31, 2004. Cost of goods sold increased primarily due to higher sales volumes and the result of the
purchase accounting treatment of the step-up in basis of inventory as a result of the Acquisition. During the nine days following the Acquisition
in 2004 and the year ended December 31, 2005, our cost of goods sold was increased by $4.4 million and $39.6 million, respectively, as we
recognized the non-cash increase in our inventory value. Excluding the impact of the inventory valuation step-up, costs of goods sold as a
percentage of net sales decreased from 77.4% for the year ended December 31, 2004 to 76.9% for the year ended December 31, 2005.

Selling, general and administrative. Selling, general and administrative expenses for the year ended December 31, 2005, were $170.1 million, a
$50.5 million, or 22.9%, decrease from $220.6 million for the year ended December 31, 2004. Selling, general and administrative expenses for
the year ended December 31, 2004 were negatively affected by $68.8 million of Transaction-related expenses, which was partially offset by a
one-time $10.0 million adjustment of previously established, non-recurring product-related expense accruals. Excluding the non-recurring
Transaction-related expenses and the adjustment of the product-related expense accruals, selling, general and administrative expenses for the
year ended December 31, 2005, increased $8.3 million, or 5.1%, from $161.8 million for the year ended December 31, 2004. Selling, general
and administrative expenses for 2004 and 2005 increased as a result of additional company-operated distribution locations and higher sales
volumes. As a percentage of sales, selling, general and administrative expenses in 2005 were 10.9% of net sales compared to 12.3% of net sales
for 2004, adjusted for the one-time charges described above.

Depreciation and amortization. Depreciation and amortization expenses for the year ended December 31, 2005, were $37.7 million, an $18.8
million increase from $18.9 million for the year ended December 30, 2004. The increase was primarily due to $9.6 million in amortization of
identifiable intangibles recorded as part of the Acquisition and a $10.3 million impairment charge in the fourth quarter for the remaining value of
a non-renewed sales contract. Additionally, depreciation expense for the period increased as a result of the step-up in cost basis of the assets and
resetting of asset lives in conjunction with the Acquisition.

Operating profit. Operating profit for the year ended December 31, 2005, was $114.2 million, a $60.5 million, or 112.7%, increase from $53.7
million reported for the year ended December 31, 2004. Operating profit for the year ended December 31, 2005, was negatively impacted by the
$39.6 million non-recurring, non-cash charge incurred in connection with the step-up in inventory basis and a $10.3 million impairment charge
for a non-renewed sales contract, as described above. In addition, operating profit for the year ended December 31, 2004, was negatively
impacted by the $68.8 million of Transaction-related expenses and a $4.4 million non-recurring, non-cash charge related to the step-up in
inventory described above, partially offset by the one-time $10.0 million adjustment to product-related expense accruals. Operating profit,
excluding these charges, would have increased $47.1 million in 2005 as compared to 2004. This increase is due primarily to higher sales volume,
partially offset by increases in depreciation and amortization as a result of the Transactions.

Interest expense. Interest expense for the year ended December 31, 2005, was $74.2 million, an increase of $61.7 million from $12.5 million
reported for the year ended December 31, 2004. Interest expense increased as a result of both the debt incurred in connection with the
Transactions and higher short-term interest rates compared to the prior year.

Provision for income taxes. The income tax provision for the year ended December 31, 2005, was $15.8 million, an increase of $20.8 million
compared to an income tax benefit of $5.0 million for the same period in
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2004. The increase was the result of the predecessor�s organizational structure comprised primarily of flow-through entities such as partnerships
and S corporations, which resulted in most of the predecessor�s operations being taxable directly to the shareholders instead of the company and
the tax effect of the Transaction-related expenses. The effective tax rate for the year ended December 31, 2005 was 38.9%.

Liquidity, Capital Resources and Off-Balance Sheet Arrangements

As of December 31, 2006, we had cash and cash equivalents of $11.6 million and working capital of $347.5 million, excluding current
maturities of long-term debt of $3.5 million, and the ability to borrow $140.6 million under our revolving credit facility. We have funded, and
expect to continue to fund, operations through cash flows generated by operating activities and borrowings under our revolving credit facility.

Operating activities

For the year ended December 31, 2006, we generated $53.7 million of cash from operations compared to $105.5 million of cash generated from
operations in 2005 and $18.6 million of cash used in operations in 2004. Cash flow from operations in 2006 was negatively impacted by higher
inventory as a result of the industry shift to more costly 13-and-higher SEER products and increased commodity costs. Also affecting cash flow
from operations were decreases in accounts payable offset by an increase in accounts receivable. Cash flow from operations in 2005 increased
from 2004 due primarily to higher net income generated from our higher sales volume, partially offset by higher interest expense associated with
the debt incurred in connection with our Transactions. Cash from operations during 2004 was negatively impacted by approximately $68.8
million of non-recurring Transaction-related expenses.

Investing activities

For the year ended December 31, 2006, cash used in investing activities was $39.3 million compared to $25.0 million and $1,477.6 million in
2005 and 2004, respectively. In 2004, we used $1,451.5 million of cash relating to the Acquisition. Capital expenditures totaled $39.4 million,
$28.8 million and $27.8 million in 2006, 2005 and 2004, respectively.

Financing activities

In 2006, we used $26.6 million in cash from financing activities, compared to $60.6 million in cash used in financing activities in 2005 and
$1,494.7 million provided in 2004. In April of 2006 as a result of our initial public offering, we received proceeds of $354.5 million, redeemed
$255.2 million of preferred stock and accrued dividends, and paid $2.5 million in transaction costs. During 2005, we repaid $24.1 million on our
revolving credit facility and made payments of $38.6 million on our long-term debt facility as compared to 2006 where we repaid $123.3 million
of our long-term debt. During 2004, we received proceeds of $1,000.0 million from long-term debt and $477.5 million in equity contributions in
connection with the Transactions. During 2004, we also received $83.8 million of other equity contributions prior to the Acquisition. In addition,
in 2004 we borrowed $24.1 million under our revolving credit facility. These increases were partially offset by $30.8 million in tax distributions
to our shareholders, transaction costs of $21.7 million, deferred financing costs of $34.9 million, and the repayment of $3.0 million in long-term
debt.

Our primary sources of liquidity will continue to be cash flow from operations and borrowings under our revolving credit facility. We expect
that ongoing requirements for debt service and capital expenditures will be funded from these sources.

We incurred substantial indebtedness in connection with the Transactions in 2004. On December 31, 2006, we had $838.1 million of
indebtedness outstanding (excluding approximately $34.4 million of letters of credit) and up to $140.6 million of additional debt that may be
borrowed under our revolving credit facility.

In connection with the Transactions, we issued $250.0 million in aggregate principal amount of our floating rate notes and $400.0 million in
aggregate principal amount of our fixed rate notes and entered into the senior secured credit facilities consisting of a term loan in the principal
amount of $350.0 million and a revolving credit
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facility in an aggregate amount of up to $175.0 million. As of December 31, 2006, we have no revolver borrowings outstanding and the ability to
borrow up to $140.6 million of additional indebtedness under our revolving credit facility. The borrowings under the revolving credit facility
will be available to fund our working capital requirements, capital expenditures and for other general corporate purposes. Borrowings under the
term loan are due and payable in quarterly installments. The term loan amortization payments due before the stated maturity date are nominal.
The remaining balance of the term loan will be due and payable in full in 2011. The revolving credit facility is available until 2010.

Our senior secured credit facilities contain various restrictive covenants. They prohibit us from prepaying other indebtedness and they require us
to maintain a specified minimum interest coverage ratio and a maximum total leverage ratio. In addition, our senior secured credit facilities,
among other things, restrict our ability to incur indebtedness or liens, make investments or declare or pay any dividends. The indentures
governing the fixed rate notes and the floating rate notes, among other things: (1) limit our ability and the ability of our subsidiaries to incur
additional indebtedness, incur liens, pay dividends or make certain other restricted payments and enter into certain transactions with affiliates;
(2) place restrictions on the ability of certain of our subsidiaries to pay dividends or make certain payments to us; and (3) place restrictions on
our ability and the ability of our subsidiaries to merge or consolidate with any other person or sell, assign, transfer, convey or otherwise dispose
of all or substantially all of our assets. However, all of these covenants are subject to significant exceptions. We are currently in compliance with
these covenants.

For the years ended December 31, 2004, 2005 and 2006, we spent $27.8 million, $28.8 million and $39.4 million, respectively, on capital
expenditures primarily to enhance our products and information technology systems. In 2006, our existing production capacity was increased in
certain areas to meet our current growth expectations, and tooling and modifications were required to prepare for the growth expected to result
from the change in minimum SEER standards.

Our ability to make scheduled payments of principal of, to pay the interest on, or to refinance our indebtedness or to fund planned capital
expenditures will depend on our ability to generate cash in the future. This, to a certain extent, is subject to general economic, financial,
competitive, legislative, regulatory and other factors that are beyond our control.

Based on our current level of operations, we believe that cash flow from operations and available cash, together with available borrowings under
our senior secured credit facilities, will be adequate to meet our short-term and long-term liquidity needs over the next 12 to 24 months. Our
future liquidity requirements will be for working capital, capital expenditures and general corporate purposes.

As a holding company, our investments in our operating subsidiaries, including Goodman Global Holdings, Inc., constitute substantially all of
our operating assets. Consequently, our subsidiaries will conduct all of our consolidated operations and own substantially all of our operating
assets. Our principal source of the cash we need to pay our obligations and to repay the principal amount of our obligations is the cash that our
subsidiaries generate from their operations and their borrowings. Our subsidiaries are not obligated to make funds available to us. The terms of
our senior secured credit facilities and our indentures governing the fixed rate notes and floating rate notes significantly restrict our subsidiaries
from paying dividends and otherwise transferring assets to us. Our subsidiaries will be permitted under the terms of the senior credit facilities
and our indentures governing the fixed rate notes and floating rate notes to incur additional indebtedness that may severely restrict or prohibit the
making of distributions, the payment of dividends or the making of loans by such subsidiaries to us. If we consummate an acquisition, our debt
service requirements could increase. We cannot assure you that we will be able to refinance any of our indebtedness on commercially reasonable
terms or at all.

Recent Accounting Pronouncements

In September 2006, the Financial Accounting Standards Board (FASB) issued FASB Interpretation No. 48, Accounting for Uncertainty in
Income Taxes�an Interpretation of FASB Statement No. 109 (FIN 48), which clarifies the accounting for uncertainty in income taxes recognized
in accordance with FASB Statement No. 109 (SFAS 109). FIN 48 clarifies the application of SFAS 109 by defining criteria that an individual
tax position

36

Edgar Filing: Goodman Global Inc - Form 10-K

Index to Financial Statements 41



Table of Contents

Index to Financial Statements

must meet for any part of the benefit of that position to be recognized in the financial statements. Additionally, FIN 48 provides guidance on the
measurement, derecognition, classification and disclosure of tax positions, along with accounting for the related interest and penalties. The
provisions of FIN 48 are effective for fiscal years beginning after December 15, 2006, with the cumulative effect of the change in accounting
principal recorded as an adjustment to opening retained earnings. We are continuing to evaluate the impact of FIN 48 on our consolidated
financial statements. Based upon management�s partial assessment to date, we expect to reduce opening retained earnings by less than $1 million
for 2007.

In September 2006, the FASB issued Statement No. 157 (SFAS 157), Fair Value Measurements, which addresses how companies should
measure fair value when they are required to use a fair value measure for recognition or disclosure purposes under generally accepted accounting
principles. As a result of SFAS 157 there is now a common definition of fair value to be used throughout GAAP. The FASB believes that the
new standard will make the measurement of fair value more consistent and comparable and improve disclosures about those measures. SFAS
157 is effective for fiscal years beginning after November 15, 2007. Management is currently evaluating the requirements of the standard and
have not yet determined the impact on our consolidated financial statements.

In September 2006, the FASB issued Statement No. 158, Employers� Accounting for Defined Benefit Pension and Other Postretirement Plans,
an amendment of FASB Statements No. 87, 88, 106, and 132(R) (SFAS No. 158). Among other items, SFAS No. 158 requires (1) recognition of
the overfunded or underfunded status of an entity�s defined benefit postretirement plan as an asset or liability in the financial statements, (2) the
measurement of defined benefit postretirement plan assets and obligations as of the end of the employer�s fiscal year, and (3) recognition of the
funded status of defined benefit postretirement plans in other comprehensive income. SFAS No. 158 is effective for fiscal years ending after
December 15, 2006. As further discussed in Note 10, we adopted SFAS No. 158 effective December 31, 2006 with minimal impact to our
financial statements. SFAS No. 158�s provisions regarding the change in the measurement date of postretirement benefit plans are not applicable
as we already use a measurement date of December 31 for our benefit plans.

We do not have any off balance sheet arrangements.

Contractual Obligations and Commitments

The following tables reflects our contractual obligations and commercial commitments as of December 31, 2006. Commercial commitments
include lines of credit, guarantees and other potential cash outflows resulting from a contingent event that requires our performance pursuant to a
funding commitment.

Payments due by period

Total
Less than

1 year
2 to 3
years

4 to 5
years

More than
5 years

(in millions)
Contractual obligations:
Long-term debt:
Term loan $ 258.8 $ 3.5 $ 7.0 $ 248.3 $ �  
Floating rate notes 179.3 �  �  �  179.3
Fixed rate notes 400.0 �  �  �  400.0
Operating leases 93.8 19.9 35.1 18.5 20.3
Related party payments 1.6 0.2 0.4 0.4 0.6
Interest payments 358.7 66.3 127.9 127.7 36.8
Self insurance 8.7 4.6 3.0 1.0 0.1
Pension payments 9.8 2.3 4.0 3.5 �  

Total contractual obligations $ 1,310.7 $ 96.8 $ 177.4 $ 399.4 $ 637.1
Excluded from the foregoing contractual obligations table are open purchase orders at December 31, 2006 for raw materials and supplies used in
the normal course of business, supply contracts with customers, distribution agreements and other contracts without express funding
requirements.
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Contingencies

Various claims, lawsuits and administrative proceedings with respect to commercial, product liability and environmental matters are pending or
threatened against us and our subsidiaries arising from the ordinary course of business. We are also subject to various regulatory and compliance
obligations.

ITEM 7A. Quantitative and Qualitative Disclosures about Market Risk

We are exposed to market risks, which arise during the normal course of business from changes in interest rates, foreign exchange rates and
commodity prices. A discussion of our primary market risks are presented below.

Interest Rate Risk

We are subject to interest rate and related cash flow risk in connection with the floating rate notes and borrowings under our senior secured
credit facilities totaling $188.1 million at December 31, 2006, net of our interest rate hedges. To reduce the risk associated with fluctuations in
the interest rate of our floating rate debt, we have entered into interest rate swaps that effectively convert a portion of our variable-rate debt to
fixed-rate debt. Under these swaps, we pay a specified fixed interest rate and receive the variable rate applicable to the underlying debt. The
interest rate swaps are designated as cash flow hedges of the underlying debt. The fair value of the hedges is recorded in other assets or liabilities
with a corresponding increase or decrease in other comprehensive income. The existing cash flow hedges are 100% effective and therefore there
is no effect on current earnings from hedge ineffectiveness. In February 2005, we entered into two interest rate hedges to offset our interest rate
risk. We entered into a two-year hedge with a notional amount of $150.0 million and a three-year hedge with a notional amount of $100.0
million. The aggregate notional value (the value of the underlying debt) of interest rate swaps outstanding as of December 31, 2006, and
December 31, 2005 was $250 million. Including that $250 million, as of December 31, 2006, approximately 22% of our $838.1 million total
debt bore interest at variable rates based upon the London Interbank Offered Rate (LIBOR). A 10% change in swap rates would change the fair
value of the interest rate swaps by approximately $0.5 million and $1.6 million as of December 31, 2006 and 2005, respectively.

Foreign Currency Exchange Rate Risk

We conduct our business primarily in the United States. We have limited sales in Canada, which are transacted in Canadian dollars. Other export
sales, primarily to Latin America and the Middle East, are transacted in United States dollars. Therefore, we have only minor exposure to
changes in foreign currency exchange rates. Sales outside the United States have not exceeded 5% in any of the three years ended December 31,
2004, 2005 or 2006. Less than 1% of our total assets are outside the United States. There has been minimal impact on our operations due to
currency fluctuations.

Commodity Price Risk

We are subject to price risk as it relates to our principal raw materials: copper, aluminum and steel. In 2006, we spent over $357 million on these
raw materials, and their cost variability can have a material impact on our results of operations. To enhance price stability in the market price of
major raw material commodities, such as copper and aluminum used in the manufacturing process, we may enter commodity derivatives to fix
the cost of the commodity. Maturity dates of the contracts are scheduled to coincide with market purchases of the commodity. Cash proceeds or
payments between the derivative counter-party and us at maturity of the contracts are recognized as an adjustment to the cost of the commodity
purchased, to the extent the hedge is effective. Charges or credits resulting from ineffective hedges are recognized in income immediately. We
generally do not enter commodity hedges extending beyond eighteen months. During 2005 and 2006, we entered into commodity hedges for
both aluminum and copper, which expired at the end of the respective year. During 2006, we entered into swaps for a portion of our aluminum
and copper supply which expire on December 31, 2007. The notional value of commodity swaps outstanding as of December 31, 2006 and 2005
were $87.1 million and $2.5 million, respectively. A 10% change in the price of commodities hedged would change the fair value of the hedge
contracts by approximately $4.3 million as of December 31, 2006 and $0.4 million at December 31, 2005.

We continue to monitor and evaluate the prices of our principal raw materials and may decide to enter into hedging contracts in the future.
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Shareholders of

Goodman Global, Inc.

We have audited the accompanying consolidated balance sheets of Goodman Global, Inc. as of December 31, 2006 and 2005, and the related
consolidated statements of income, shareholders� equity, and cash flows for the two years ended December 31, 2006, the period December 23,
2004 to December 31, 2004 and the period January 1, 2004 to December 22, 2004 (Predecessor). These financial statements are the
responsibility of the Company�s management. Our responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with the Standards of the Public Company Accounting Oversight Board (United States). Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. We were not engaged to perform an audit of the Company�s internal control over financial reporting. Our audits included
consideration of internal control over financial reporting as a basis for designing audit procedures that are appropriate in the circumstances, but
not for the purpose of expressing an opinion on the effectiveness of the Company�s internal control over financial reporting. Accordingly, we
express no such opinion. An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements, assessing the accounting principles used and significant estimates made by management, and evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the consolidated financial position of Goodman
Global, Inc. at December 31, 2006 and 2005, and the consolidated results of its operations and its cash flows for the two years ended
December 31, 2006, the period December 23, 2004 to December 31, 2004 and the period January 1, 2004 to December 22, 2004 (Predecessor) in
conformity with accounting principles generally accepted in the United States.

As discussed in Note 1 to the consolidated financial statements, in 2006 the Company changed its methods of accounting for share-based
compensation as required by Statement of Financial Accounting Standards No. 123(R), �Share-Based Payments� as well as the accounting for its
pension plans as described in Statement of Financial Accounting Standards No. 158, �Employers� Accounting for Defined Benefit Pension and
Other Postretirement Plans.�

/s/    Ernst & Young LLP

Houston, Texas

March 26, 2007
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Goodman Global, Inc.

Consolidated balance sheets

December 31,
            2006                        2005            
(In thousands except share and per share amounts)

Assets
Cash and cash equivalents $ 11,569 $ 23,779
Restricted cash 2,600 2,600
Accounts receivable, net of allowance for doubtful accounts ($7.3 million in
2006; $7.8 million in 2005) 200,086 220,123
Inventories 346,059 303,295
Deferred tax assets 18,199 13,804
Other current assets 25,976 12,786

Total current assets 604,489 576,387
Property, plant, and equipment, net 172,246 160,549
Goodwill 391,287 391,287
Identifiable intangibles 407,572 416,437
Deferred tax assets 26,133 46,520
Deferred financing costs 22,244 30,357

Total assets $ 1,623,971 $ 1,621,537

Liabilities and shareholders� equity
Current liabilities:
Trade accounts payable $ 121,689 $ 156,870
Accrued warranty 41,773 37,685
Other accrued expenses 80,347 109,680
Current portion of long-term debt 3,500 3,500

Total current liabilities 247,309 307,735
Long-term debt, less current portion 834,550 957,875
Revolving credit facility �  �  
Other long-term liabilities 21,027 22,542
Preferred stock, 9.5% Series A cumulative, par value $.01, 250,000 shares
authorized, 0 issued and outstanding as of December 31, 2006 and 225,570 issued
and outstanding as of December 31, 2005; liquidation preference of $1,000 per
share �  225,570
Common stock, par value $.01, 275,000,000 shares authorized, 68,903,322 issued
and outstanding as of December 31, 2006 and 47,972,166 issued and outstanding
as of December 31, 2005 689 480
Accumulated other comprehensive income 3,087 2,088
Additional paid-in capital 462,590 108,073
Retained earnings (deficit) 54,719 (2,826)

Total shareholders� equity 521,085 107,815

Total liabilities and shareholders� equity $ 1,623,971 $ 1,621,537

The accompanying notes are an integral part of the consolidated financial statements.
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Goodman Global, Inc.

Consolidated statements of income

Successor

2006

Successor

2005

Successor

December 23 to

December 31,

2004

Predecessor

January 1 to

December 22,

2004
(In thousands except share and per share amounts)

Sales, net $ 1,794,753 $ 1,565,406 $ 20,285 $ 1,297,295
Costs and expenses:
Cost of goods sold 1,374,774 1,243,408 18,471 1,005,955
Selling, general, and administrative expenses 205,894 170,077 7,661 144,145
Acquisition-related expenses �  �  68,745
Depreciation expense 23,776 17,838 549 18,101
Amortization expense 8,865 19,879 237 �  

Operating (loss) profit 181,444 114,204 (6,633) 60,349
Interest expense 77,825 74,213 1,601 10,877
Other (income) expense, net 5,264 (706) �  (1,406)

Earnings (losses) before taxes 98,355 40,697 (8,234) 50,878
Provision for (benefit from) income taxes 34,188 15,817 (3,568) (1,481)

Net income (loss) $ 64,167 $ 24,880 $ (4,666) $ 52,359

Less: Preferred stock dividends 6,622 22,512 528 �  

Net income (loss) available to common shareholders $ 57,545 $ 2,368 $ (5,194) $ 52,359

Less: Proforma provision for income taxes �  �  �  21,069

Proforma net income (loss) available to common shareholders $ 57,545 $ 2,368 $ (5,194) $ 31,290

Net income (loss) per share:
Basic $ 0.90 $ 0.05 $ (0.11) $ 1.09
Diluted $ 0.88 $ 0.05 $ (0.11) $ 1.09
Proforma�tax effect $ 0.88 $ 0.05 $ (0.11) $ 0.65

Average outstanding common shares:
Basic 63,668,587 47,931,700 47,850,928 47,850,928
Diluted 65,225,036 48,182,096 47,850,928 47,850,928
Proforma�tax effect 65,225,036 48,182,096 47,850,928 47,850,928

The accompanying notes are an integral part of the consolidated financial statements.
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Goodman Global, Inc.

Consolidated statements of shareholders� equity

Common Stock

Additional
Paid-In
Capital

Retained
Earnings
(Deficit)

Accumulated
Other

Comprehen-
sive (Loss)

Income TotalShares Amount
(in thousands)

Predecessor
Balance at December 31, 2003 $ 187 �  $ 160,766 $ (10,674) $ 150,279
Net income �  �  52,359 �  52,359
Minimum pension liability adjustment �  �  �  (591) (591)
Change in fair value of derivatives �  �  �  1,335 1,335
Loss on derivative instruments reclassified into earnings �  �  �  663 663

Comprehensive income 53,766
Equity contribution �  �  83,790 �  83,790
Distributions �  �  (30,815) �  (30,815)

Balance at December 22, 2004 �  $ 187 $ �  $ 266,100 $ (9,267) $ 257,020

Successor
Common stock issued on December 23, 2004 (reflects the new
basis of 47,850,928 common shares in connection with the
acquisition) 47,851 $ 479 $ 252,021 $ �  $ �  $ 252,500
Preferred stock dividend �  �  �  (528) �  (528)
Predecessor basis adjustment �  �  (144,587) �  �  (144,587)
Net loss �  �  �  (4,666) �  (4,666)

Balance at December 31, 2004 47,851 479 107,434 (5,194) �  102,719
Net income �  �  �  24,880 �  24,880
Minimum pension liability adjustment, net of ($421) in taxes �  �  �  �  (673) (673)
Foreign currency translation �  �  �  �  325 325
Change in fair value of derivatives, net of $1,525 in taxes �  �  �  2,436 2,436

Comprehensive income 26,968
Preferred stock dividend �  �  �  (22,512) �  (22,512)
Common stock issued 121 1 639 �  �  640

Balance at December 31, 2005 47,972 480 108,073 (2,826) 2,088 107,815
Net income �  �  �  64,167 �  64,167
Change in fair value of derivatives, net of $414 in taxes �  �  �  �  661 661
Foreign currency translation �  �  �  �  797 797
Defined Benefit Plans:
Prior service costs, net of ($343) in taxes �  �  �  �  (549) (549)
Net loss arising during the period, net of $56 in taxes �  �  �  �  90 90

Comprehensive income 65,166
Preferred stock dividend �  �  �  (6,622) �  (6,622)
Common stock issued 20,931 209 351,961 �  �  352,170
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Stock-based compensation expense �  �  2,556 �  �  2,556

Balance at December 31, 2006 68,903 $ 689 $ 462,590 $ 54,719 $ 3,087 $ 521,085

The accompanying notes are an integral part of the consolidated financial statements.
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Goodman Global, Inc.

Consolidated statements of cash flows

Successor

2006
Successor

2005

Successor
December 23 to
December 31,

2004

Predecessor
January 1 to
December 22,

2004
(In thousands)

Operating activities
Net income (loss) $ 64,167 $ 24,880 $ (4,666) $ 52,359

Adjustments to reconcile net income (loss) to net cash provided
by (used in) operating activities:
Adjustments to goodwill �  (2,260) �  �  
Depreciation 23,776 17,838 549 18,018
Amortization 8,865 19,879 4,753 �  
Deferred tax provision 15,992 (5,872) (3,170) (2,940)
Gain on derivatives �  �  �  (4,925)
Gain on disposal of assets (15) (294) �  (896)
Amortization of inventory step-up in basis �  39,586 �  �  
Compensation expense related to stock options 2,696
Amortization of deferred financing costs 8,113 5,241 �  �  
Changes in operating assets and liabilities, net of effects of
acquisition:
Accounts receivable 20,037 (63,842) 10,209 (21,013)
Inventories (42,764) (41,919) 11,369 (41,935)
Other assets (13,125) (3,050) 1,388 21,382
Accounts payable and accrued expenses (34,018) 115,332 (17,992) (41,048)

Net cash provided by (used in) operating activities 53,724 105,519 2,440 (20,998)

Investing activities
Purchases of property, plant, and equipment (39,383) (28,806) �  (27,772)
Proceeds from the sale of property, plant, and equipment 40 3,810 �  1,106
Restricted cash �  �  �  (100)
Acquisition, net of cash �  �  (1,451,486) �  
Other assets and liabilities �  39 �  630

Net cash used in investing activities (39,343) (24,957) (1,451,486) (26,136)

Financing activities
Proceeds from long-term debt �  �  1,000,000 �  
Repayments of long-term debt (123,325) (38,625) �  (3,000)
Exercise of stock options 14 �  �  �  
Proceeds from initial public offering 354,491 �  �  �  
Redemption of preferred stock and accrued dividends (255,234) �  �  �  
Net borrowing (payments) under revolving line facility �  (24,135) 24,135 �  
Initial public offering transaction costs (2,537) �  �  �  
Principal payments on capital lease obligations �  �  �  (266)
Distributions �  �  �  (30,813)
Stock purchase �  1,210 �  �  
Equity contribution (adjustment) �  �  477,500 83,790
Working capital adjustment �  1,330 �  
Other transaction costs �  (419) (21,732) �  

Edgar Filing: Goodman Global Inc - Form 10-K

Table of Contents 52



Deferred finance charges �  �  (34,912) �  
Payment on notes payable to related parties �  �  (25)

Net cash provided by (used in) financing activities (26,591) (60,639) 1,444,991 49,686

Net increase (decrease) in cash (12,210) 19,923 (4,055) 2,552
Cash at beginning of period 23,779 3,856 7,911 5,359

Cash at end of period $ 11,569 $ 23,779 $ 3,856 $ 7,911

Non-cash item: Accrual for purchases of property, plant and
equipment $ 6,546 $ 10,431 $ �  $ �  

The accompanying notes are an integral part of the consolidated financial statements.
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Goodman Global, Inc.

Notes to consolidated financial statements

1. Nature of operations

Goodman Global, Inc. (the Company) through its subsidiaries is the second-largest U.S. manufacturer of heating, ventilation, and
air-conditioning (HVAC) products for residential and light commercial uses based on unit sales. The Company�s activities include engineering,
manufacturing, and marketing of an extensive line of heating, air-conditioning, and related products in the United States and in certain
international markets. Branded products manufactured and marketed by the Company include primarily Goodman®, Amana®, and Quietflex®.
The Company sells its products to numerous types of customers, including distributors, installing dealers, national accounts and original
equipment manufacturers with no single customer accounting for more than 6% of consolidated 2006 net revenues. Less than 5% of the 2006
consolidated revenues were derived from external customers outside the United States. Although there is demand for the Company�s products
throughout the year, in each of the past three years approximately 56% to 58% of total sales occurred in the second and third quarters of the
fiscal year. The Company�s peak production occurs in the first and second quarters in anticipation of peak sales quarters.

The Company follows Statement of Financial Accounting Standards (SFAS) No. 131, Disclosures about Segments of an Enterprise and Related
Information. As the Company�s consolidated financial information is reviewed by the chief decision makers, and the business is managed under
one operating and marketing strategy, the Company operates under one reportable segment. Less than 1% of the Company�s assets are located
outside the United States.

Basis of presentation

On December 23, 2004, the Company was acquired under an Asset Purchase Agreement (the Agreement) by affiliates of Apollo Management
L.P. (Apollo), Company senior management and certain trusts associated with members of the Goodman family (the Goodman Trusts) (the
Acquisition). Under the Agreement, Goodman Global Holdings, Inc., a Texas corporation, sold all of its equity interest in its subsidiaries as well
as substantially all of its assets and liabilities for $1,477.5 million plus a working capital adjustment of $29.8 million. The Acquisition was
financed with the net proceeds of a private offering of senior unsecured notes, borrowings under a new senior secured credit facility, and
$477.5 million of equity contributions by affiliates of Apollo, the Goodman Trusts, and certain members of senior management. In connection
with the Acquisition, the Goodman Trusts and members of senior management invested approximately $101.0 million and $18.2 million,
respectively. The financial statements for the year ended December 31, 2004, have been presented to reflect the Company prior to the
Acquisition (Predecessor) and subsequent to the Acquisition (Successor).

The Acquisition was recorded as of December 23, 2004, in accordance with SFAS No. 141, Business Combinations, and Emerging Issues Task
Force (EITF) 88-16, Basis in Leveraged Buyout Transactions. As such, the acquired assets and assumed liabilities have been recorded at fair
value for the interests acquired and estimates of assumed liabilities by the new investors and at the carrying basis for continuing investors.

The acquired assets and assumed liabilities were assigned new book values in the same proportion as the residual interests of the continuing
investors and the new interests acquired by the new investors. Under EITF 88-16, the Company revalued the net assets at the acquisition date to
the extent of the new investor�s ownership of 79%. The remaining 21% ownership is accounted for at the continuing investors� carrying basis of
the Company. An adjustment of $144.6 million to record this effect is included as a reduction of stockholders� equity under the caption
�Predecessor basis adjustment�. The excess of the purchase price over the historical basis of the net assets acquired has been applied to adjust net
assets to their fair market values to the extent of the new investors� 79% ownership, with the remainder of $391.3 million allocated to goodwill.
The purchase price includes a transaction fee paid to Apollo (see note 8) and other transaction costs of $21.8 million. The increase in basis of the
assets has and will continue to result in non-cash charges in future periods, principally related to the step-up in the value of inventory, property,
plant, and equipment and intangible assets.
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Goodman Global, Inc.

Notes to consolidated financial statements�(Continued)

On April 11, 2006, the Company completed the initial public offering of the Company�s common stock. The Company offered 20.9 million
shares and selling shareholders sold an additional 6.1 million shares, which included 3.5 million shares sold by selling shareholders pursuant to
the exercise of the underwriters� over-allotment option. Before expenses, the Company received proceeds of approximately $354.5 million. These
proceeds were used to redeem all of the Company�s outstanding Series A Preferred Stock including associated accrued dividends, to satisfy a
$16.0 million fee resulting from the termination of the Company�s management agreement with Apollo and to redeem $70.7 million of the
Company�s subsidiary�s floating rate notes.

Effective April 4, 2006, the Company�s Board of Directors approved a 7.580345-for-1 stock split of the Company�s common stock. All periods
presented are reflective of the effected stock split.

2. Significant accounting policies

Restricted cash and cash equivalents

Cash equivalents represent short-term investments with an original maturity of three months or less. At December 31, 2006 and 2005, the
restricted cash pertains to the Company�s extended warranty program.

Inventories

Inventory costs include material, labor, depreciation, logistics, and plant overhead. The Company�s inventory is stated at the lower of cost or
market using the first-in, first-out (FIFO) method. As a result of the Acquisition, the Company�s 2004 inventory was increased by $44.0 million
to reflect the fair value to the extent of the new investors� ownership of in process and finished goods inventory. As of December 31, 2005, this
fair market value adjustment has been effectively reversed as the related inventory was sold and replaced by manufactured inventory valued at
cost. The impact to our statement of income was an increase to our cost of goods sold of $39.6 million and $4.4 million during the twelve
months ended December 31, 2005 and the nine day period ended December 31, 2004, respectively. The impact on earnings per share for the
twelve months ended December 31, 2005 and the nine day period ended December 31, 2004, was $(.51) and $(.06) per share, respectively.

When deemed appropriate, the Company writes inventory down to its estimated realizable value based upon assumptions about future demand,
physical conditions of products and market conditions.

A rollforward of the inventory reserves as of December 31, follows (in thousands):

2006
Successor

2005
Successor

2004
Predecessor(1)

At the beginning of the period 1,785 2,245 2,428
Current-year accruals 7,680 6,190 4,269
Current-year write-offs (4,897) (6,650) (4,452)

At the end of the period $ 4,568 1,785 2,245

(1) For comparability purposes the periods ended December 31, 2004 and December 22, 2004 were combined.
Property, plant, and equipment
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Property, plant, and equipment is stated at cost less accumulated depreciation. As a result of the Acquisition, the Company�s property, plant, and
equipment has been increased by $44.7 million to reflect the fair value to the extent of the new investors� ownership. Expenditures for renewals
and betterments are capitalized and
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expenditures for repairs and maintenance are charged to expense as incurred. Buildings are depreciated using the straight-line method over the
estimated useful lives of the assets, which is 39 years. Prior to the Acquisition, equipment was depreciated using the double-declining balance
method over the estimated useful lives of the assets, which range from 3 to 15 years. Following the Acquisition, equipment is depreciated on a
straight-line basis over the assets� remaining useful lives. The effect of this change on comparability is not material in the Successor consolidated
financial statements.

Interest attributable to construction in progress assets is capitalized. For the twelve months ended December 31, 2006 and 2005, the Company
capitalized $1.3 million and $0.9 million in interest, respectively.

Impairment of long-lived assets

The Company follows the provisions of SFAS No. 144, Accounting for the Impairment of Long-Lived Assets. The statement sets forth the
accounting for impairment of long-lived assets other than goodwill and indefinite-lived intangibles. The Company periodically evaluates
whether current facts or circumstances indicate that the carrying value of its depreciable assets to be held and used may not be recoverable. If
such circumstances are determined to exist, an estimate of undiscounted future cash flows produced by the long-lived asset is compared to the
carrying value to determine whether impairment exists. If an asset is determined to be impaired, the loss is measured based on a quoted market
price or the fair value based on various valuation techniques.

Deferred financing costs

Debt issuance costs are capitalized and amortized to interest expense using the effective interest method over the period the related debt is
anticipated to be outstanding. During the year ended December 31, 2006, in connection with the early payments on our Senior Floating Notes
and our Term Notes, we took charges to interest expense totaling $3.9 million related to the proportional write-off of deferred financing costs.

Identifiable intangible assets

The values assigned to amortizable intangible assets are amortized to expense over their estimated useful lives and are reviewed for potential
impairment. The estimated useful lives are based on an evaluation of the circumstances surrounding each asset, including an evaluation of events
that may have occurred that would cause the useful life to be decreased. In the event the useful life would be considered to be shortened, or if the
asset�s future value were deemed to be impaired, an appropriate amount would be charged to amortization expense. Future operating results and
residual values could therefore reasonably differ from the Company�s current estimates and could require a provision for impairment in a future
period. Indefinite lived intangible assets are reviewed along with other long-lived assets for impairment.

At the time of the acquisition the Company assigned a value of approximately $11.0 million to a particular renewable sales contract. During the
fourth quarter of 2005, a decision was made not to renew this agreement before its expiration. As a result, the net balance of this intangible,
approximately $10.3 million, was taken as a charge to amortization expense in the accompanying statement of income in the fourth quarter of
2005.

Amounts allocated to identifiable intangible assets are amortized on a straight-line basis over their estimated useful lives with no residual value
as follows:

Trade names Indefinite
Customer relationships 40 years
Technology 10 years
Contracts 15 years
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Absent an impairment charge, the amortization related to the amortizable intangible assets in the aggregate will be approximately $8.9 million
per year over the next five years. Additionally, there will be a continuing effect beyond five years.

The useful life of our customer relationships was determined based on the total life of a distributor. Factors that contribute to this total life are
the nature of the relationship with these distributors, the quality of the service and merchandise that we provide, the territorial preferences given
to these distributors and the low turn-over rates.

Identifiable intangible assets at December 31, 2006 and 2005, consists of the following (in thousands):

2006
Gross

Accumulated
Amortization &

Impairment

2006

Net
Intangible assets subject to amortization:
Customer relationships $ 291,560 $ 14,757 $ 276,803
Technology 15,760 3,191 12,569
Contracts 11,033 11,033 �  

Total intangible assets subject to amortization 318,353 28,981 289,372
Total indefinite-lived trade names 118,200 �  118,200

Total identifiable intangible assets $ 436,553 $ 28,981 $ 407,572

2005
Gross

Accumulated
Amortization

2005

Net
Intangible assets subject to amortization:
Customer relationships $ 291,560 $ 7,468 $ 284,092
Technology 15,760 1,615 14,145
Contracts 11,033 11,033 �  

Total intangible assets subject to amortization 318,353 20,116 298,237
Total indefinite-lived trade names 118,200 �  118,200

Total identifiable intangible assets $ 436,553 $ 20,116 $ 416,437

Goodwill

Goodwill is the excess of the cost of an acquired company over the amounts assigned to assets acquired and liabilities assumed. Under SFAS
No. 142, Goodwill and Other Intangible Assets, goodwill and other indefinite-lived intangibles are not amortized, but are tested for impairment
annually, or more frequently if an event occurs or circumstances change that would indicate the carrying amount could be impaired. Impairment
testing for goodwill is done at the reporting unit level, which is one level below the business segment level. Under the criteria set forth by SFAS
No. 142, the Company has two reporting units based on the structure in place as of December 23, 2004. Goodwill was allocated to these
reporting units based on the net assets acquired. An impairment charge generally would be recognized when the carrying amount of the reporting
unit exceeds the estimated fair market value of the reporting unit. The Company performed its annual test as of October 1, 2006 and determined
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Fair value of financial instruments

Financial instruments include cash equivalents, accounts receivable, accounts payable, revolving loans payable, long-term debt, and interest rate
and commodity swap agreements. Management believes the fair value
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of cash equivalents, accounts receivable and accounts payable approximates their carrying value due to their short-term nature. The fair value of
revolving loans payable and long-term debt is estimated based on anticipated interest rates that management believes would currently be
available to the Company for similar issues of debt, taking into account the current credit risk of the Company and other market factors, and
arms length trades for debt securities, which are traded. The fair value of long-term debt is estimated to approximate the carrying amount at
December 31, 2006. Interest rate and commodity swaps are recorded at fair value.

Revenue recognition

Revenue from the sale of products is recognized when persuasive evidence of an arrangement exists, delivery has occurred, sale price is fixed
and determinable, and collectibility is reasonably assured. Revenues are recorded net of rebates to certain distributors, dealers and builders.
These rebates relate to several programs and are designed to stimulate sales of the Company�s products. Provisions are made for warranties at the
time revenues are recognized. Costs associated with shipping and handling of the Company�s products is included in costs of goods sold.

The Company consigns certain products to many of its independent distributors. Product inventories shipped on consignment terms are
maintained under a consignment arrangement on the premises of independent distributors. Revenues and cost of sales are recognized at the time
consigned inventory is sold by the independent distributor to a third party.

Trade and other receivables

The Company�s receivables are recorded when billed and represent claims against third parties that will be settled in cash. The customer�s
financial position is periodically reviewed and no collateral is required. The carrying value of the Company�s receivables, net of the allowance
for doubtful accounts, represents their estimated net realizable value. The Company estimates its allowance for doubtful accounts based on
historical collection trends, type of customer, the age of outstanding receivables, and existing economic conditions. If events or changes in
circumstances indicate that specific receivable balances may be impaired, further consideration is given to the collectibility of those balances,
and the allowance is adjusted accordingly. The Company does not have significant credit risk concentrations and historically has not experienced
significant losses related to its receivables.

A rollforward of the allowance for doubtful accounts as of December 31, follows (in thousands):

2006
Successor

2005

Successor

2004

Predecessor(1)
At the beginning of the period $ 7,795 $ 8,130 $ 2,850
Current-year accruals 4,322 9,367 9,414
Current-year write-offs (4,859) (9,702) (4,134)

At the end of the period $ 7,258 $ 7,795 $ 8,130

(1) For comparability purposes the periods ended December 31, 2004 and December 22, 2004 were combined.
Warranty costs

Warranty costs are accrued at the time of sale based on estimated future warranty claims. The Company�s estimated future warranty claims are
determined based on historical failure rates and other factors. The Company also sells extended warranty contracts for certain of its products
with terms of up to ten years. Revenues from extended warranty contracts are deferred and amortized on a straight-line basis over the term of the
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A rollforward of the liabilities for warranties as of December 31, follows (in thousands):

2006
Successor

2005
Successor

2004
Predecessor(1)

At the beginning of the period $ 37,685 $ 39,086 $ 41,472
Current-year accruals 35,192 29,606 30,979
Current-year uses (31,104) (31,007) (33,365)

At the end of the period $ 41,773 $ 37,685 $ 39,086

(1) For comparability purposes the periods ended December 31, 2004 and December 22, 2004 were combined.
Accrued self insurance reserves

The Company is self-insured up to certain stop-loss amounts for workers� compensation, product liability, general liability, auto liability, group
health, and physical damage. The expense and liabilities are determined based on historical company claims information, as well as industry
factors and trends in the level of such claims and payments. Our self-insurance reserves, calculated on an undiscounted basis, as of
December 31, 2006 and 2005, represent the best estimate of the future payments to be made on incurred claims reported and unreported. Based
on historical payment patterns, the Company expects payments of undiscounted ultimate losses related to workers� compensation as of
December 31, to be made as follows (in thousands):

2007 $ 4,586
2008 1,944
2009 1,033
2010 647
2011 316
Thereafter 84

Total $ 8,610

Stock compensation plans

In connection with the Acquisition, the Company adopted the 2004 Stock Option Plan. Under this plan, as amended, 4,798,752 shares of the
authorized but unissued shares of common stock of Goodman Global, Inc. have been reserved for issuance. The plan permits the grant of options
to purchase shares of common stock to eligible employees, consultants, and directors. As of December 31, 2006, the Company has granted
approximately 4.7 million options, a portion of which vest based on time in installments through 2009, and a portion of which vest in 2012
subject to accelerated vesting based on the achievement of specified performance targets through 2008. No additional options to purchase shares
of common stock will be granted under the 2004 Stock Option Plan. During the first quarter of 2006, the Company amended certain options
granted on December 23, 2004, March 1, 2005 and April 18, 2005 to provide that the installment, which would otherwise become vested with
respect to the fiscal year 2009 upon attaining certain financial performance targets, became vested upon consummation of the initial public
offering which occurred in April of 2006.
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On February 1, 2006, the Company adopted the 2006 Incentive Award Plan (2006 Plan). Under this plan, 1,895,086 shares of the authorized but
unissued shares of common stock of the Company have been reserved for issuance. In addition, shares of common stock that remain available
for future option grants under the 2004 Stock Option Plan and shares underlying any existing grants under the 2004 Stock Option Plan that are
forfeited will be available for issuance under the 2006 Plan. The plan permits the grant of stock-based compensation awards to
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eligible employees, consultants and directors. The 2006 Plan provides for a variety of such awards, including non-qualified stock options,
incentive stock options (within the meaning of Section 422 of the Internal Revenue Code), stock appreciation rights, restricted stock awards,
restricted stock unit awards, deferred stock awards, dividend equivalents, performance share awards, performance stock unit awards,
performance-based awards or stock payment awards. As of December 31, 2006, approximately 11,000 shares of restricted stock have been
issued under the 2006 Plan. These restricted shares may not be sold or otherwise transferred until restrictions have lapsed, which will occur one
year after the date of grant. The weighted average grant date fair value of the restricted shares granted as of December 31, 2006 is $18.37.
Recorded compensation costs for these shares for the twelve months ended December 31, 2006 is not material. As of December 31, 2006,
20,000 options also have been granted under this plan.

A summary of stock option activity follows (in thousands except for per share data):

Shares

Weighted

Average

Exercise

Price per

Share
Outstanding at December 22, 2004 �  $ �  
Granted 3,472 $ 5.28

Outstanding at December 31, 2004 3,472 $ 5.28
Granted 1,179 $ 10.89

Outstanding at December 31, 2005 4,651 $ 6.70
Granted
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