Edgar Filing: ADVANCED ENERGY INDUSTRIES INC - Form 10-K

ADVANCED ENERGY INDUSTRIES INC
Form 10-K
February 20, 2007



Edgar Filing: ADVANCED ENERGY INDUSTRIES INC - Form 10-K

Table of Contents
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Washington, D.C. 20549
FORM 10-K
(Mark One)
b ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES

EXCHANGE ACT OF 1934.
For the fiscal year ended December 31, 2006.

0 TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934.
For the transition period from to

Commission file number: 000-26966
ADVANCED ENERGY INDUSTRIES, INC.

(Exact name of registrant as specified in its charter)

Delaware 84-0846841
(State or other jurisdiction of incorporation or (I.R.S. Employer Identification No.)
organization)
1625 Sharp Point Drive, Fort Collins, CO 80525
(Address of principal executive offices) (Zip Code)

Registrant s telephone number, including area code: (970) 221-4670
Securities registered pursuant to Section 12(b) of the Act:
Common Stock, $0.001 par value
Securities registered pursuant to section 12(g) of the Act:
Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act.
Yes o No p.
Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the
Act. Yes o No b.
Indicate by check mark whether the registrant: (1) has filed all reports required to be filed by Section 13 or 15(d) of
the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yes p No o.
Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained
herein, and will not be contained, to the best of registrant s knowledge, in definitive proxy or information statements
incorporated by reference in Part III of this Form 10-K or any amendment to this Form 10-K. o
Indicate by check mark whether the Registrant is a large accelerated filer, an accelerated filer, or a non-accelerated
filer. See definition of accelerated filer and large accelerated filer in Rule 12b-2 of the Exchange Act (Check one):
Large accelerated filer o Accelerated filer p Non-accelerated filer o
Indicate by check mark whether the registrant is a shell company (as defined in Exchange Act Rule 12b-2). Yes o No
b.
The approximate aggregate market value of voting and non-voting common stock held by non-affiliates of the
registrant was $391.1 million as of June 30, 2006.
44,906,405
(Number of shares of Common Stock outstanding as of February 15, 2007)
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Table of Contents 2



Edgar Filing: ADVANCED ENERGY INDUSTRIES INC - Form 10-K

Incorporated
By
Reference
Document In Part No.
Portions of Advanced Energy Industries, Inc. definitive proxy statement for its 2006 Annual
Meeting of Stockholders to be held on May 2, 2007 III

Table of Contents



Edgar Filing: ADVANCED ENERGY INDUSTRIES INC - Form 10-K

ADVANCED ENERGY INDUSTRIES, INC.
FORM 10-K
TABLE OF CONTENTS

PART 1

ITEM 1. BUSINESS

ITEM 1A. RISK FACTORS

ITEM 1B. UNRESOLVED STAFEF COMMENTS

ITEM 2. PROPERTIES

ITEM 3. LEGAL PROCEEDINGS

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOILDERS

PART 11

ITEM 5. MARKET FOR REGISTRANT S COMMON EQUITY. RETL. ATED STOCKHOI.DER
MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES

ITEM 6. SELECTED FINANCIAL DATA

ITEM 7. MANAGEMENT S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCIL.OSURES ABOUT MARKET RISK
ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING
AND FINANCIAL DISCL.OSURE

ITEM 9A. CONTROLS AND PROCEDURES

ITEM 9B. OTHER INFORMATION

PART II1

ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT
ITEM 11. EXECUTIVE COMPENSATION

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND
MANAGEMENT AND RELATED STOCKHOLDER MATTERS

ITEM 13. CERTAIN REL ATIONSHIPS AND RELATED TRANSACTIONS
ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES

PART IV
ITEM 15. EXHIBITS. FINANCIAL STATEMENT SCHEDULES

SIGNATURES

Subsidiaries

Consent of Grant Thornton LLP
Certification of CEO Pursuant to Section 302
Certification of CFO Pursuant to Section 302
Certification of CEO Pursuant to Section 906
Certification of CFO Pursuant to Section 906

Page

12
13
13
13

13

13
14

15
22
24

51
51
52

52
52
52

52
52
52

52
52

56




Edgar Filing: ADVANCED ENERGY INDUSTRIES INC - Form 10-K

Table of Contents

Unless the context otherwise requires, as used in this Form 10-K, references to Advanced Energy , the
Company , we , us or our refertoAdvanced Energy Industries, Inc. and its consolidated subsidiaries.
ITEM 1. BUSINESS
Overview

We design, manufacture and support complex power conversion and control systems and gas flow control
devices used in plasma-based thin-film processing equipment. This equipment is essential to the manufacture of
products including the following:

Semiconductor devices for electronics applications;

Flat panel displays for television, computer monitors and hand-held devices;
Compact discs, DVDs, magnetic hard drives and other digital storage media;
Solar panels or photovoltaics;

Thermal coatings for architectural glass;

Optical coatings for eyeglasses;

Industrial laser and medical applications; and

Other markets where thin film deposition is a critical part of the manufacturing process.

Our installed base enables us to also sell spare parts, repair services and field upgrades worldwide through our
customer service and technical support organization.

We market and sell our products primarily to large, original equipment manufacturers ( OEMs ) of
semiconductor, flat panel display, data storage and other industrial thin-film manufacturing equipment. Sales to
customers in the semiconductor capital equipment industry comprised 69% of our sales in 2006 and 63% of our sales
in 2005 and 2004.

We incorporated in Colorado in 1981 and reincorporated in Delaware in 1995. Our executive offices are located
at 1625 Sharp Point Drive, Fort Collins, Colorado 80525, and our telephone number is 970-221-4670.

Products

Our major products fall into four categories: Power Conversion, Flow Control Technologies, Thermal
Instrumentation and Source Technology. Our products are designed to enable new process technologies, improve
productivity and lower the cost of ownership for our customers.
POWER CONVERSION

Our power conversion systems include direct current ( DC ), high power, low and mid frequency, and radio
frequency (  RF ) power supplies, matching networks and RF instrumentation. Our power conversion systems refine,
modify and control the raw electrical power from a utility and convert it into power that is customized, predictable and
repeatable. Our power conversion systems are primarily used by semiconductor and similar thin-film manufacture
including flat panel display, data storage and architectural glass manufacturers in the following applications: physical
vapor deposition; chemical vapor deposition; reactive sputtering; electroplating; plasma vacuum processes; oxide,
poly and conductor etch; and carbon dioxide laser excitation.
FLOW CONTROL TECHNOLOGIES

Our flow control technology products include thermal mass flow controllers ( MFCs ), pressure-based MFCs, liquid
MECs, liquid vapor delivery systems, pressure control systems and ultrasonic control systems. Our flow control
technology products control or monitor the flow of high-purity liquids, liquid vapor, and gases encompassing a wide
range of input pressures. Our flow control technology products are primarily used in semiconductor, flat panel display
manufacturing and similar thin-film applications, fiber optics, safe delivery systems and silica industries.
THERMAL INSTRUMENTATION
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Our thermal instrumentation products, primarily used in the semiconductor industry, provide thermal management
and control solutions for applications where time-temperature cycles affect productivity and yield. They are used in
physical vapor deposition, chemical vapor deposition, rapid thermal processing and other semiconductor applications
requiring non-contact temperature measurement.

SOURCE TECHNOLOGY
Our source technology products include plasma and ion beam sources which are used in the direct deposition of

thin films of
3
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diamond-like carbon, ion-assisted deposition, ion beam etching, optical coating, industrial coating, pre-cleaning and
chamber cleaning. Our plasma-source platforms are complete systems, including a remote plasma source, a power
supply and an active matching network.

Markets, Applications and Customers

MARKETS

The following is a discussion of the major markets for our products.

SEMICONDUCTOR CAPITAL EQUIPMENT MANUFACTURING MARKET. Most of our sales have historically
been to customers in the semiconductor capital equipment industry for incorporation into equipment used in the major
semiconductor processing steps that make integrated circuits, as well as to other equipment manufacturers discussed
below. Sales to customers in this industry represented 69% of our sales in 2006 and 63% of our sales in 2005 and
2004. Our power conversion systems provide the energy to enable the chemical reaction for thin-film processes such
as deposition and etch. Our flow control technology products control the fluid or gas being delivered to ensure
accuracy, repeatability and stability, our thermal instrumentation products measure the temperature of the process
chamber and our source technology products optimize CVD clean, deposition and etch processes. The precise control
over the energy delivered to plasma-based processes enables the production of integrated circuits with reduced feature
sizes and increased speed and performance. We anticipate that the semiconductor capital equipment industry will
continue to be a substantial part of our business for the foreseeable future.

FLAT PANEL DISPLAY MANUFACTURING EQUIPMENT MARKET. We sell our products to manufacturers of
flat panel displays and flat panel projection devices, which have fabrication processes similar to those employed in
manufacturing integrated circuits. Flat panel technology produces bright, sharp, large, color-rich images on flat
screens for products ranging from hand-held devices to laptop and desktop computer monitors to plasma and liquid
crystal display ( LCD ) screen televisions. The transition to larger panel sizes and higher display resolution is driving
the need for tighter process controls to reduce manufacturing costs and defects. There are three major types of flat
panel displays: liquid crystal displays, field emitter displays, and gas plasma displays. There are two types of flat
panel projection devices: liquid crystal projection and digital micro-mirror displays. We sell our products to all five of
these flat panel markets.

DATA STORAGE MANUFACTURING EQUIPMENT MARKETS. We sell products to manufacturers of data
storage equipment and data storage devices for use in producing a variety of products, including CDs and DVDs
(read-only, one-time recordable and rewriteable); computer hard discs, including both media and thin-film heads; and
magneto-optical storage media. These products use a Physical Vapor Deposition, or PVD, process to produce optical
and magnetic thin-film layers as well as a protective-wear layer. In this market, the trend towards higher recording
densities requires thinner and more precise films. The use of equipment incorporating magnetic media to store analog
and digital data expands with the growth of the laptop, desktop and workstation computer markets and the consumer
electronics audio, video, gaming and entertainment markets.

SOLAR CELL MARKET. We sell our products to both OEMs and manufacturers of solar cells. The majority of the
industry s research and development efforts are focused on thin film solar, which is the manufacture of the solar cell on
a non-silicon substrate such as glass, plastic or metal. The coatings form optically absorbing and electrically
conducting layers, allowing sunlight to be converted to electrical power. Today, the majority of solar cell
manufacturers use a bulk silicon wafer as the substrate, which requires both CVD and PVD thin film processes using
our DC and RF power supply products in those tools to manufacture the solar cell. As new companies emerge and
technologies progress, such as thin film solar, we believe capital will increase as this market continues to grow. Our
power supply and flow products are critical solutions for our customers in the solar cell market.

ARCHITECTURAL GLASS MARKET. We sell our products to OEMs and to producers of Low Emissivity (Low-E
) architectural glass. This glass is used in commercial and residential buildings to reflect heat through the use of thin
films coated directly on the glass which significantly reduces heat transfer through the glass, improving the efficiency
of the heating and cooling systems in the building. The thin film deposition process employs PVD tools which use our
DC power products. This market is driven by the need for energy conservation and the end market demand for glass
related to the residential and commercial construction industry.

Table of Contents 7
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ADVANCED PRODUCT APPLICATIONS MARKETS. We sell our products to OEMs and producers of end
products in a variety of industrial markets. Thin films of diamond-like coatings and other materials are currently
applied to products in plasma-based processes to strengthen and harden surfaces on such diverse products as tools,
razor blades, automotive parts and hip joint replacements. Other thin-film processes that use our products enable a
variety of industrial packaging applications such as decorative wrapping and food packaging. The advanced thin-film
production processes allow precise control of various optical and physical properties, including color, transparency
and electrical and thermal conductivity. The improved adhesion and high-film quality resulting from plasma-based
processing make it the preferred method of applying the thin films. Many of these thin-film industrial applications
require power levels substantially greater than those used in our other markets.

4
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APPLICATIONS

We have sold our products for use in connection with the following processes and applications:

Semiconductor
Chemical vapor
deposition
Etch
(conductor and
dielectric)
High-density plasma
CVD
Ion implantation

Magnet field controls
Mass flow management
Megasonic cleaning
Photo-resist stripping
Physical vapor
deposition
Plasma-enhanced CVD
Chemical mechanical
polishing

Solid-state temperature
controls

Wafer handling

Rapid thermal
processing
Electro-chemical
deposition
CUSTOMERS

Data Storage
CDs, DVDs,
CD/DVD ROMs

CDs/DVDs rewritable

Hard disc carbon wear
coatings

Hard disc magnetic
media

Thin-film heads
Magneto-optic disks

Flat Panel Display
Active matrix LCDs
Digital micro-mirror
Field emission displays
Large flat panel displays
LCD projection
Liquid crystal displays

Medical applications
Plasma displays

Advanced Product Applications
Advanced computer technology
workstations and servers

Automobile coatings

Chemical, physical and materials
research

Circuit board etch-back and
de-smear

Consumer product coatings
Diamond-like coatings
Superconductors

Food package coatings
Eyeglasses

Optical coatings
Front surface mirrors

Large-area glass coatings

Our products are sold worldwide to more than 100 OEMs and directly to more than 500 end users. Our ten largest
customers accounted for 63%, 57% and 60% of our sales in 2006, 2005 and 2004, respectively. We expect that sales
of our products to these customers will continue to account for a large percentage of our sales in the foreseeable

future.

Applied Materials, our largest customer, accounted for 30%, 23% and 28% of our sales in 2006, 2005 and 2004,
respectively. With the exception of Applied Materials and Ulvac, Inc., our largest customer in the flat panel display
industry, accounting for 11% of our sales in 2005, no other customer exceeded 10% of our sales during these annual

periods.
Backlog

Our backlog increased 12.5% from $49.8 million at December 31, 2005 to $56.0 million at December 31, 2006.
We schedule production of our systems based on order backlog and customer commitments. Backlog includes only
orders scheduled to ship in the following quarter for which written authorizations have been accepted and revenue has
not been recognized and does not include just in time contractual obligations. Due to possible customer changes in
delivery schedules and cancellations of orders, our backlog at any particular date is not indicative of actual sales for
any succeeding period. Delays in delivery schedules and/or a reduction of backlog during any particular period could
have a material adverse effect on our business and results of operations.
Marketing, Sales and Service

We sell our products primarily through direct sales personnel to customers in the United States, Europe and Asia.
Our sales personnel are located at our headquarters in Fort Collins, Colorado, and in sales offices in San Jose,
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California; Austin Texas; and Vancouver, Washington. To serve customers in Asia and Europe, we have offices in
Shenzhen and Shanghai, China; Bicester, England; Filderstadt and Stolberg, Germany; Hachioji, Japan; Sungnam
City, South Korea; and Hsinchu and Taipei, Taiwan. These offices have primary responsibility for sales in their
respective markets. We also have sales representatives and distributors inside and outside the United States. We
maintain customer service offices at many of the locations listed above, as well as other sites chosen considering our
customer locations as we believe that customer service and technical support are important competitive factors and are
essential to building and maintaining close, long-term relationships with our customers.

The following table represents our net sales by geographic region and percentage of net sales for the years ended
2006, 2005 and 2004:

Years Ended December 31,

2006 2005 2004 2006 2005 2004
(In thousands)
United States $ 238,468 $ 163,657 $ 198,263 58% 50% 52%
Europe 41,760 34,228 58,852 10% 11% 16%
Asia 130,115 126,480 122,533 32% 39% 32%
Rest of world 399 1,117 889
Total sales $ 410,742 $ 325,482 $ 380,537 100% 100% 100%

Manufacturing
Our manufacturing locations are in Shenzhen, China; Fort Collins, Colorado; Hachioji, Japan; Stolberg, Germany;
and Vancouver, Washington. In 2005, we completed the realignment of our worldwide manufacturing infrastructure,
with Shenzhen, China being the
5

Table of Contents 10



Edgar Filing: ADVANCED ENERGY INDUSTRIES INC - Form 10-K

Table of Contents

central high-volume manufacturing site. The focus of our Fort Collins, Colorado and Hachioji, Japan locations is low
volume, high end manufacturing, service and support, new product design and launch and advanced manufacturing.

We generally manufacture different products at each facility. Our manufacturing activities consist of the assembly
and testing of components and subassemblies, which are then integrated into our final products. Once final testing of
all electrical and electro-mechanical subassemblies is completed, the final product is subjected to a series of
reliability-enhancing operations prior to shipment to our customers. We purchase a wide range of electronic,
mechanical and electrical components, some of which are designed to our specifications.

Intellectual Property

We have a practice of seeking patents on inventions governing new products or technologies as part of our ongoing
research, development and manufacturing activities. We currently hold 83 United States patents, 52 foreign-issued
patents, and have over 80 patent applications pending in the United States, Europe and Asia. Generally, our efforts to
obtain international patents have been concentrated in the industrialized countries of Europe and the Pacific Rim,
because there are other manufacturers and developers of power conversion and control systems in those countries as
well as customers for those systems.

Litigation may from time to time be necessary to enforce patents issued to us, to protect trade secrets or know-how
owned by us, to defend us against claimed infringement of the rights of others or to determine the scope and validity
of the proprietary rights of others. See Item 1A Risk Factors We are highly dependent on our intellectual property.
Competition

The markets we serve are highly competitive and characterized by ongoing technological development and
changing customer requirements. Significant competitive factors in our markets include product performance, price,
quality and reliability and level of customer service and support. We believe that we currently compete effectively
with respect to these factors, although we cannot assure that we will be able to compete effectively in the future.

The markets in which we compete have seen an increase in global competition, especially from Asian and
European-based equipment vendors. We have several foreign and domestic competitors for each of our product lines.
Some of these competitors are larger and have greater resources than us. Our ability to continue to compete
successfully in these markets depends on our ability to make timely introductions of system enhancements and new
products. We expect our competitors will continue to improve the design and performance of their products and to
introduce new products with competitive performance characteristics.

Operating Segment

We operate and manage our business of manufacturing, marketing and servicing components and products for
plasma-based manufacturing processes as one segment. All financial segment information required by SFAS No. 131
is found in the accompanying consolidated financial statements. Please refer to Note 16 Foreign Operations and Major
Customers, included in Part II, Item 8 of this Form 10-K for further discussion regarding our operations.

Research and Development

The market for our products is characterized by ongoing technological changes. We believe that continued and
timely development of new highly differentiated products and enhancements to existing products to support OEM
requirements is necessary for us to maintain a competitive position in the markets we serve. Accordingly, we devote a
significant portion of our personnel and financial resources to research and development projects and seek to maintain
close relationships with our customers and other industry leaders in order to remain responsive to their product
requirements. Research and development expenses were $44.8 million, $39.7 million and $49.0 million in 2006, 2005
and 2004, respectively, representing 10.9%, 12.2% and 12.9% of our total sales in 2006, 2005 and 2004, respectively.
Number of Employees

As of December 31, 2006, we had a total of 1,583 employees. There is no union representation of our employees,
and we have never experienced an involuntary work stoppage. We consider our employee relations to be good.

Effect of Environmental Laws

We are subject to federal, state and local environmental laws and regulations, as well as the environmental laws
and regulations of the foreign federal and local jurisdictions in which we have manufacturing facilities. We believe we
are in material compliance with all such laws and regulations.

Website Access
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Our website address is www.advanced-energy.com. We make available, free of charge on our website, our annual
report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K and all amendments to these
reports as soon as reasonably
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practicable after filing such reports with, or furnishing them to, the Securities and Exchange Commission (the SEC ).
Such reports are also available at www.sec.gov.
Special Note Regarding Forward-Looking Statements

This Form 10-K includes or incorporates by reference forward-looking statements within the meanings of
Section 27A of the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as
amended. All statements contained or incorporated by reference in this Form 10-K, other than statements of historical
fact, are forward-looking statements. For example, statements relating to our beliefs, expectations, plans and
projections are forward-looking statements as are statements that specified actions, conditions or circumstances will
continue or change. Forward-looking statements involve risks and uncertainties. In some cases, forward-looking
statements can be identified by the inclusion of words such as believe, expect, plan, anticipate, estimate and sim
words.

Some of the forward-looking statements in this Form 10-K are expectations or projections relating to:

Our future revenues;

Our future gross profit;

Reducing our operating breakeven point;
Incremental profit above our breakeven point;
Market acceptance of our products;

Customer inventory levels, requirements and order levels;
Research and development expenses;

Selling, general and administrative expenses;
Sufficiency and availability of capital resources;
Capital expenditures;

Restructuring activities and expenses; and
General global economic conditions.

Our actual results could differ materially from those projected or assumed in our forward-looking statements,
because forward-looking statements by their nature are subject to risks and uncertainties. Factors that could contribute
to these differences or prove our forward-looking statements, by hindsight, to be overly optimistic or unachievable
include the factors described in Item 1A  Risk Factors within Part I of this Form 10-K. Other factors might also
contribute to the differences between our forward-looking statements and our actual results. We assume no obligation

to update any forward-looking statement or the reasons why our actual results might differ.
7
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ITEM 1A. RISK FACTORS
The semiconductor, semiconductor capital equipment and flat panel display industries are highly cyclical, which
impacts our operating results.

Our business and operating results depend in significant part upon capital expenditures by manufacturers of
semiconductors and flat panel displays, which in turn depend upon current and anticipated demand for their products.
Historically, these industries have been highly cyclical, with recurring periods of over-supply that have had a negative
impact on the demand for capital equipment used to manufacture their products.

During periods of declining demand, our customers typically reduce purchases of, and cancel orders for, our
products and delay delivery of their own products. We may incur significant charges as we seek to align our cost
structure with any such reduction in sales to these customers. In addition, we may not be able to respond adequately or
quickly to the declining demand by reducing our costs. We may also be required to record significant reserves for
excess and obsolete inventory as demand for our products changes. Our inability to reduce costs and the charges
resulting from other actions taken in response to changes in demand for our products would adversely affect our
business, financial condition and operating results.

Our quarterly and annual operating results fluctuate significantly and are difficult to predict.

Our operating results may be adversely affected by a variety of factors, many of which are beyond our control and
difficult to predict. These factors include:

Fluctuations in demand in the semiconductor, semiconductor capital equipment and flat panel display
industries and other industries in which our customers operate;

The timing and nature of orders placed by our customers;

Seasonal variations in capital spending by our customers;

Changes in our customers inventory management practices;
Customer cancellation or postponement of previously placed orders;
Pricing competition from our competitors;

Customer requests for us to reduce prices, enhance features, improve reliability, shorten delivery times and
extend payment terms;

Component shortages or allocations or other factors that result in delays in manufacturing and sales or result in
changes to our inventory levels or cause us to substantially increase our spending on inventory;

The introduction of new products by us or our competitors;
Changes in macroeconomic conditions;
Litigation, especially regarding intellectual property; and

Currency exchange rate fluctuations. At December 31, 2006, a 10% change in exchange rates would have
approximately a 2% to 4% impact on reported revenues and expenses.
We have transferred the production of substantially all of our product lines to our manufacturing facility in
Shenzhen, China, and may experience unforeseen difficulties and challenges with these operations.
We have invested significant human and financial resources to establish our manufacturing facility in Shenzhen,
China. These investments were made with the goal of reducing our labor costs by increasing our workforce in China
and correspondingly decreasing our workforce in the United States. Because our operating history in Shenzhen is
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limited, we cannot predict with certainty the impact that this new facility will have on our operating results. We may
incur unforeseen costs with respect to this facility and the related workforce including, unforeseen escalation of costs
that could have an adverse impact on our operating results.

We might not realize all of the intended benefits of transitioning our supply base to Asian suppliers.

We are continuing our transition to purchasing a substantial portion of components for our products from Asian
suppliers to lower our materials costs and shipping expenses. These components might require us to incur higher than
anticipated testing or repairing costs, which would have an adverse effect on our operating results. Customers,
including major customers who have strict and extensive requirements, might not accept our products if they contain
these lower-priced components. A delay or refusal by our customers to accept such products, as well as an inability of
our suppliers to meet our purchasing requirements, might require us to continue to purchase higher-priced components
from our existing suppliers or might cause us to lose sales to these customers, which would have an adverse effect on

our operating results.
8
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A significant portion of our sales is concentrated among a few customers.

Our ten largest customers accounted for 63%, 57% and 60% of our total sales in 2006, 2005 and 2004,
respectively. Applied Materials, our largest customer, accounted for 30%, 23% and 28% of our sales in 2006, 2005
and 2004, respectively. With the exception of Applied Material and Ulvac, Inc., our largest customer in the flat panel
display industry, accounting for 11% of our sales in 2005, no other customer exceeded 10% of our sales during these
annual periods. The loss of any of our significant customers or a material reduction in any of their purchase orders
could significantly harm our business, financial condition and results of operations.

Our customers continuously exert pressure on us to reduce our prices and extend payment terms. Given the nature
of our customer base and the highly competitive markets in which we compete, we may be required to reduce our
prices or extend payment terms to remain competitive. We may not be able to reduce our expenses in an amount
sufficient to offset potential margin declines.

Raw material, part, component and subassembly shortages, exacerbated by our dependence on sole and limited
source suppliers, could affect our ability to manufacture products and systems and could delay our shipments.

Our business depends on our ability to manufacture products that meet the rapidly changing demands of our
customers. Our ability to manufacture our products timely depends in part on the timely delivery of raw materials,
parts, components and subassemblies from suppliers. We rely on sole and limited source suppliers for some of our raw
materials, parts, components and subassemblies that are critical to the manufacturing of our products. This reliance
involves several potential risks, including the following:

Inability to obtain an adequate supply of required parts, components or subassemblies;

Supply shortages if a sole source provider ceases operations;
Having to fund the operating losses of a sole source provider;
Reduced control over pricing and timing of delivery of raw materials, parts, components or subassemblies;

Need to qualify alternative suppliers which could be time consuming and lead to delays in delivery of products
to our customers, as well as increased costs; and

Inability of our suppliers to develop technologically advanced products to support our growth and development
of new products.

If we are unable to successfully qualify additional suppliers and manage relationships with our existing and future
suppliers or if our suppliers cannot meet our performance or quality specifications, or timing requirements, we may
experience shortages of raw materials, parts, components or subassemblies, increased material costs and shipping
delays for our products, which would adversely affect our business, financial condition and operating results and
relationships with our current and prospective customers.

We generally have no written long-term contracts with our customers requiring them to purchase any specified
quantities from us.

As is typical in our industry, our sales are primarily made on a purchase order basis, and we generally have no
written long-term purchase commitments from our customers. As a result, we are limited in our ability to predict the
level of future sales or commitments from our current customers, which may diminish our ability to effectively
allocate labor, materials and equipment in the manufacturing process. In addition, we may accumulate inventory in
anticipation of sales that do not materialize resulting in excess and obsolete inventory write-offs.

If we are unable to adjust our business strategy successfully for some of our product lines to reflect the increasing
price sensitivity on the part of our customers, our business and financial condition could be harmed.

Our business strategy for many of our product lines has been focused on product performance and technology
innovation to provide enhanced efficiencies and productivity. As a result of recent economic conditions and changes
in various markets that we serve, our customers have experienced significant cost pressures and, as a result, we have
observed increased price sensitivity on the part of our customers. If competition for any of our product lines should
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come to focus solely on price rather than on product performance and technology innovation, we will need to adjust
our business strategy and product offerings accordingly and, if we are unable to do so, our business, financial
condition and operating results could be materially and adversely affected.

The markets in which we operate are highly competitive.

We face substantial competition, primarily from established companies, some of which have greater financial,
marketing and technical resources than we do. We expect our competitors will continue to develop new products in
direct competition with ours, improve the design and performance of their products and introduce new products with
enhanced performance characteristics.

To remain competitive, we must improve and expand our products and product offerings. In addition, we may need
to maintain a high level of investment in research and development and expand our sales and marketing efforts,
particularly outside of the United States. We might not be able to make the technological advances and investments
necessary to remain competitive. Our inability to improve and expand our products and product offerings would have
an adverse affect on our sales and results of operations.

9
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Our competitive position could be weakened if we are unable to convince end users to specify that our products be
used in the equipment sold by our customers.

Our competitive success often depends upon factors outside of our control. For example, in some cases,
particularly with respect to mass flow controller products, semiconductor device and flat panel display manufacturers
may direct equipment manufacturers to use a specified supplier s product in their equipment at a particular facility.
Accordingly, for such products, our success will depend in part on our ability to have end users specify that our
products be used at their facilities. In addition, we may encounter difficulties in changing established relationships of
competitors that already have a large installed base of products within such facilities. If device manufacturers do not
specify the use of our products, our sales may be reduced which would negatively affect our business, financial
condition and operating results.

Our products may suffer from defects or errors leading to damage or warranty claims

Our products use complex system designs and components that may contain errors or defects, particularly when we
incorporate new technology into our products or release new versions. While we have never recalled a product, if any
of our products are defective, we might be required to redesign or recall those products or pay damages or warranty
claims. Product defects could result in substantial product liability, We maintain product liability insurance, but
cannot be certain that it is adequate or will remain available on acceptable terms.

We must achieve design wins to retain our existing customers and to obtain new customers, although design wins
achieved do not necessarily result in substantial sales.

The constantly changing nature of semiconductor fabrication and flat panel display technology causes equipment
manufacturers to continually design new systems. We must work with these manufacturers early in their design cycles
to modify our equipment or design new equipment to meet the requirements of their new systems. Manufacturers
typically choose one or two vendors to provide the components for use with the early system shipments. Selection as
one of these vendors is called a design win. It is critical that we achieve these design wins in order to retain existing
customers and to obtain new customers.

We believe that equipment manufacturers often select their suppliers based on factors such as long-term
relationships. Accordingly, we may have difficulty achieving design wins from equipment manufacturers who are not
currently our customers. In addition, we must compete for design wins for new systems and products of our existing
customers, including those with whom we have had long-term relationships. Our efforts to achieve design wins are
time consuming and expensive, and may not be successful. If we are not successful in achieving design wins, our
business, financial condition and operating results will be adversely impacted.

Once a manufacturer chooses a component for use in a particular product, it is likely to retain that component for
the life of that product. Our sales and growth could experience material and prolonged adverse effects if we fail to
achieve design wins. However, design wins do not always result in substantial sales, as sales of our products are
dependent upon our customers sales of their products.

We are subject to risks inherent in international operations.

Sales to our customers outside the United States were approximately 42%, 50% and 48% of our sales in 2006,
2005 and 2004, respectively. Our success competing in international markets is subject to our ability to manage
various risks and difficulties, including, but not limited to:

Our ability to effectively manage our employees at remote locations who are operating in different business
environments from the United States;

Our ability to develop relationships with suppliers and other local businesses;
Compliance with product safety requirements and standards that are different from those of the United States;
Variations in enforcement of intellectual property and contract rights in different jurisdictions;

Trade restrictions, political instability, disruptions in financial markets and deterioration of economic
conditions;
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Customs regulations and the import and export of goods;
The ability to provide sufficient levels of technical support in different locations;

Our ability to obtain business licenses as may be needed in international locations to support expanded
operations;

Collecting past due accounts receivable from foreign customers; and

Changes in tariffs, taxes and foreign currency exchange rates.
Our ability to implement our business strategies, maintain market share and compete successfully in international
markets will be compromised if we are unable to manage these and other international risks successfully.
10

Table of Contents 19



Edgar Filing: ADVANCED ENERGY INDUSTRIES INC - Form 10-K

Table of Contents

Unfavorable currency exchange rate fluctuations may lead to lower operating margins, or may cause us to raise
prices which could result in reduced sales.

Currency exchange rate fluctuations could have an adverse effect on our sales and results of operations and we
could experience losses with respect to our forward exchange contracts. Unfavorable currency fluctuations could
require us to increase prices to foreign customers which could result in lower net sales by us to such customers.
Alternatively, if we do not adjust the prices for our products in response to unfavorable currency fluctuations, our
operating results could be adversely affected. In addition, most sales made by our foreign subsidiaries are
denominated in the currency of the country in which these products are sold and the currency they receive in payment
for such sales could be less valuable at the time of receipt as a result of exchange rate fluctuations. We enter into
forward exchange contracts and local currency purchased options to reduce currency exposure arising from
intercompany sales of inventory. However, we cannot be certain that our efforts will be adequate to protect us against
significant currency fluctuations or that such efforts will not expose us to additional exchange rate risks which could
adversely affect our operating results.

Changes in the value of the Chinese yuan could impact the cost of our operation in Shenzhen, China.

The Chinese government is continually pressured by its trading partners to allow its currency to float in a manner
similar to other major currencies. The recent revaluation of the yuan has not had a material impact on our operations.
Any further change may impact our ability to control the cost of our products in the world market. Specifically, the
decision by the Chinese government to allow the yuan to begin to float against the United States dollar could
significantly increase the labor and other costs incurred in the operation of our Shenzhen facility and the cost of raw
materials, parts, components and subassemblies that we source in China, thereby negatively affecting our financial
condition and operating results.

We are highly dependent on our intellectual property.

Our success depends significantly on our proprietary technology. We attempt to protect our intellectual property
rights through patents and non-disclosure agreements; however, we might not be able to protect our technology, and
competitors might be able to develop similar technology independently. In addition, the laws of some foreign
countries might not afford our intellectual property the same protections as do the laws of the United States. Our
intellectual property is not protected by patents in several countries in which we do business, and we have limited
patent protection in other countries, including China. The cost of applying for patents in foreign countries and
translating the applications into foreign languages requires us to select carefully the inventions for which we apply for
patent protection and the countries in which we seek such protection. Generally, our efforts to obtain international
patents have been concentrated in the European Union and certain industrialized countries in Asia, including, Korea,
Japan and Taiwan. If we are unable to protect our intellectual property successfully, our business, financial condition
and operating results could be adversely affected.

China commercial law is relatively undeveloped compared to the commercial law in the United States. Limited
protection of intellectual property is available under Chinese law. Consequently, manufacturing our products in China
may subject us to an increased risk that unauthorized parties may attempt to copy our products or otherwise obtain or
use our intellectual property. We cannot give assurance that we will be able to protect our intellectual property rights
effectively or have adequate legal recourse in the event that we encounter infringements of our intellectual property in
China.

We have been, and in the future may again be, involved in patent litigation. Patent litigation is costly and could
result in further restrictions on our ability to sell certain products or an inability to prevent others from using
technology we have developed.

Litigation may be necessary to enforce patents issued to us, to protect our trade secrets or know-how, to defend
ourselves against claimed infringement of the rights of others or to determine the scope and validity of our proprietary
rights or the proprietary rights of others. This type of litigation often requires substantial management time and
attention, as well as financial and other resources.

Future patent litigation might:
Cause us to incur substantial costs in the form of legal fees, fines and royalty payments;
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Result in restrictions on our ability to sell certain products;
Result in an inability to prevent others from using technology we have developed; and

Require us to redesign products or seek alternative technologies.

Any of these events could have a significant adverse effect on our business, financial condition and results of
operations.

We are subject to numerous governmental regulations.

We are subject to federal, state, local and foreign regulations, including environmental regulations and regulations
relating to the design and operation of our products and control systems. We might incur significant costs as we seek
to ensure that our products meet safety and emissions standards, many of which vary across the states and countries in
which our products are used. In the past, we have invested significant resources to redesign our products to comply
with these directives. Compliance with future regulations, directives and standards could require us to modify or
redesign some products, make capital expenditures or incur substantial costs. If

11
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we do not comply with current or future regulations, directives and standards:
We could be subject to fines;

Our production or shipments could be suspended; or

We could be prohibited from offering particular products in specified markets.

Any inability to comply with current or future regulations, directives and standards could adversely affect our
business, financial condition or operating results.

The market price of our common stock has fluctuated and may continue to fluctuate for reasons over which we
have no control.

The stock market has from time to time experienced, and is likely to continue to experience, extreme price and
volume fluctuations. Prices of securities of technology companies have been especially volatile and have often
fluctuated for reasons that are unrelated to their operating performance. In the past, companies that have experienced
volatility in the market price of their stock have been the subject of securities class action litigation. If we were the
subject of securities class action litigation, it could result in substantial costs and a diversion of our management s
attention and resources.

Our Chairman of the Board owns a significant percentage of our outstanding common stock, which could enable
him to control our business and affairs and future sales of our common stock by our Chairman of the Board may
negatively affect the market price of our common stock.

Douglas S. Schatz, our Chairman of the Board, beneficially owns approximately 21% of our outstanding common
stock as of February 15, 2007. This stockholding gives Mr. Schatz significant voting power and influence. Depending
on the number of shares that abstain or otherwise are not voted on a particular matter, Mr. Schatz may be able to elect
all of the members of our board of directors and to control our business affairs for the foreseeable future in a manner
with which our other stockholders may not agree. In addition, the sale of a substantial amount of the shares owned by
him could negatively affect the market price of our common stock. Mr. Schatz has entered into a written trading plan
pursuant to Rule 10b5-1 under the Securities Exchange Act of 1934, which provides for the sale of up to 720,000
shares of common stock if certain price targets and other conditions are met.

ITEM 1B. UNRESOLVED STAFF COMMENTS

None.
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ITEM 2. PROPERTIES
Information concerning our principal properties at December 31, 2006 is set forth below.

Location Type Principal Use Sq. Footage Ownership
San Jose, CA Office Distribution, 20,000 Leased
Fort Collins, CO Office, plant Headquarters, 205,000 Leased

Research and development,
Manufacturing, Distribution

Austin, TX Office Distribution 8,000 Leased

Dallas, TX Office Distribution 2,000 Leased

Vancouver, WA Office, plant Research and development, 20,000 Leased
Manufacturing, Distribution

Shanghai, China Office Distribution 8,000 Leased

Shenzhen, China Office, plant Manufacturing, Distribution 131,000 Leased

Bicester, England Office Distribution 1,000 Leased

Filderstadt, Germany Office Distribution 9,000 Leased

Stolberg, Germany Office, plant Research and development, 17,000 Leased
Manufacturing, Distribution

Hachioji, Japan Office, plant Research and development, 46,000 Owned
Manufacturing, Distribution

Sungnam City, South Korea  Office Distribution 14,000 Owned

Hsinchu, Taiwan Office Distribution 9,000 Leased

Taipei, Taiwan Office Distribution 13,000 Leased

ITEM 3. LEGAL PROCEEDINGS

None.
ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS
None.
PART II

ITEM 5. MARKET FOR REGISTRANT S COMMON EQUITY, RELATED STOCKHOLDER MATTERS
AND ISSUER PURCHASES OF EQUITY SECURITIES

Our common stock trades on the Nasdaq National Market under the symbol AEIS. At February 15, 2007, the
number of common stockholders of record was 663, and the closing sale price on that day was $20.26 per share.

The table below shows the range of high and low closing sale prices for the common stock as quoted (without retail
markup or markdown and without commissions) on the Nasdaq National Market; quotations do not necessarily
represent actual transactions:

2006 2005
High Low High Low
First Quarter $ 16.13 $ 12.06 $ 996 $ 6.88
Second Quarter $ 17.08 $ 12.39 $ 11.10 $ 7.86
Third Quarter $ 17.12 $ 11.63 $ 12.61 $ 776
Fourth Quarter $ 18.87 $ 14.89 $ 13.85 $ 10.01

We have not declared or paid any cash dividends on our capital stock since we terminated our election to be treated
as an S-corporation for tax purposes, effective January 1, 1994. We currently intend to retain all future earnings to
finance our business and do not anticipate paying cash or other dividends on our common stock in the foreseeable
future. Furthermore, our revolving credit facility prohibits the declaration or payment of any cash dividends on our
common stock.
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ITEM 6. SELECTED FINANCIAL DATA

The selected consolidated statement of operations data and the related consolidated balance sheet data were derived
from the audited consolidated financial statements. The information below is not necessarily indicative of results of
future operations and should be read in conjunction with Item 7, Management s Discussion and Analysis of Financial
Condition and Results of Operations of Part II of this Form 10-K in order to more fully understand the factors that
may affect the comparability of the information presented below.

(In thousands, except per share data) 2006

Statement of Operations Data:

Sales $ 410,742

Gross profit 175,218

Total operating expenses 107,829

Income (loss) from operations 67,389

Income (loss) from continuing operations 87,184

Net income (loss) 88,322

Income (loss) from continuing operations

per share  diluted $ 1.93

Net income (loss) per share diluted $ 1.95

Diluted weighted-average common shares

outstanding 45,265
2006

Balance Sheet Data:

Cash, cash equivalents and

marketable securities $ 144,218 $

Working capital 247,798

Total assets 411,903

Total debt 329

Stockholders equity 355,790

Years Ended December 31,

2005 2004
$ 325,482 $ 380,537
117,081 114,626
101,107 118,093
15,974 (3,467)
3,622 (14,670)
12,817 (12,747)
$ 0.10 $ (045
$ 0.34 $ (039
37,434 32,649
As of December 31,
2005 2004
59,685 $ 107,982
143,633 206,915
310,117 394,407
4,190 196,123
257,430 144,978
14

2003

$ 253,536
84,319
108,746
(24,427)
(45,536)
(44,241)

$ (141
$  (1.37)

32,271

2003

$ 134,892
205,835
414,731
202,468
151,834

2002

$ 233,730
66,192
128,891
(62,699)
(42,113)
(41,399)

$ (131
$ (129

32,026

2002

$ 172,347
247,942
455,733
213,580
183,339
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ITEM 7. MANAGEMENT S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS

Certain statements set forth below under this caption constitute forward-looking statements. See Business Special
Note Regarding Forward-Looking Statements in Item 1 of this report for additional factors relating to such statements,
and see Risk Factors in Item 1A of this report for a discussion of certain risk factors applicable to our business,
financial condition and results of operations.
Business Overview and Presentation

We design, manufacture and support complex power conversion and control systems and gas flow control devices
used in plasma-based, thin-film processing equipment. This equipment is essential to the manufacture of products
including the following:

Semiconductor devices for electronics applications;

Flat panel displays for hand-held devices and computer and television screens;
Compact discs, DVDs, magnetic hard drives and other digital storage media;
Solar panels or photovoltaics;

Optical coatings for eyeglasses;

Barrier coatings for architectural glass;

Industrial laser and medical applications; and

Other markets where thin film deposition is a critical part of the manufacturing process.

Our vast installed base enables a recurring revenue opportunity as we sell spare parts, repair services and field
upgrades worldwide through our customer service and technical support organization.

We provide solutions to a diverse range of markets and geographic regions. However, we are focused on the
semiconductor capital equipment industry and market and sell our products primarily to large, original equipment
manufacturers ( OEMs ) in this industry. Sales to customers in the semiconductor capital equipment industry comprised
69% of our sales in 2006 and 63% of our sales in 2005 and 2004. Our customers in non-semiconductor industries are
also large OEM s that sell flat panel display, data storage, architectural glass, solar cell and other industrial thin-film
manufacturing equipment.

Our analysis presented below is organized to provide the information we believe will be instructive for
understanding the relevant trends going forward. However, this discussion should be read in conjunction with our
consolidated financial statements in Item 8 of this report, including the notes thereto.

Results of Operations
The following table summarizes our results of operations for the years ended 2006, 2005 and 2004:

Percentage
Years Ended December 31, Increase/(decrease) change
2006 2005
2006 v 2005 v v v
2006 2005 2004 2005 2004 2005 2004
(in thousands) (in thousands)
Sales $ 410,742 $ 325,482 $ 380,537 $ 85,260 ($55,055) 26% (14)%
Gross profit 175,218 117,081 114,626 58,137 2,455 50% 2%
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Operating

expenses:

Research and

development 44,848 39,720 49,004 5,128 (9,284) 13% (19)%
Selling, general and

administrative 62,870 55,681 61,851 7,189 (6,170) 13% (10)%
Litigation

settlement 3,000 (3,000) 3,000 nm nm
Restructuring

charges 111 2,706 3912 (2,595) (1,206) (96)% 31)%
Impairment of

intangible assets 3,326 (3,326) nm nm

Total operating
expenses 107,829 101,107 118,093 6,722 (16,986) 7% (14)%

Income (loss) from
operations 67,389 15,974 (3,467) 51,415 19,441 nm nm

Other income
(expense), net 4,677 (7,479) (7,256) 12,156 (223) nm 3)%

Income (loss) from
continuing

operations before
income taxes 72,066 8,495 (10,723) 63,571 19,218 nm 179%

Benefit (Provision)
for income taxes 15,118 (4,873) (3,947) 19,991 (926) nm 23%

Income (loss) from

continuing
operations 87,184 3,622 (14,670) 83,562 18,292 nm (125)%

Income from
discontinued

operations, net of
tax 1,138 9,195 1,923 ($8,057) 7,272 nm nm

Net income (loss) $ 88,322 $ 12,817 $ (12,747) $ 75,505 25,564 nm nm

nm percentages
greater than
200% and
comparisons
from positive to
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The following tables summarize annual net sales, and percentages of net sales, by customer type for each of the
years ended 2006, 2005 and 2004

Years Ended December 31,

Semiconductor capital

equipment

Non-semiconductor

equipment

Total sales

2006 2005 2004
(In thousands)
$ 283,470  $ 205,322 238,728
127,272 120,160 141,809
$ 410,742  $ 325,482  § 380,537

Semiconductor capital equipment
Non-semiconductor equipment

Percentage
Increase/(decrease) change
2006 2005
2006 v 2005 v v v
2005 2004 2005 2004
$ 78,148 $ (33,406) 38% (14)%
7,112 (21,649) 6% (15)%
$ 85,260 $ (55,055) 26% (14)%
Years Ended December 31,
2006 2005 2004
69% 63% 63%
31% 37% 37%
100% 100% 100%

The following tables summarize annual net sales, and percentages of net sales, by geographic region for each of the
years ended 2006, 2005 and 2004. The following amounts do not contemplate where our customers may subsequently
transfer our products.

United States
Europe

Asia

Rest of world

Total sales

United States
Europe

Asia

Rest of world

Table of Contents

Years Ended December 31,

2006 2005 2004
(In thousands)
$ 238,468 $ 163,657 $ 198,263
41,760 34,228 58,852
130,115 126,480 122,533
399 1,117 889
$ 410,742 $ 325,482 $ 380,537

2006 2005
2006 v 2005 v v v
2005 2004 2005 2004
$ 74,811 $ (34,606) 46% (7%
7,532 (24,624) 22% (42)%
3,635 3,947 3% 3%
(718) 228 (64)% 26%
$ 85,260 $ (55,055) 26% (14)%
Years Ended December 31,
2006 2005 2004
58% 50% 52%
10 11 16
32 39 32
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100% 100% 100%

The increase in total sales from 2005 to 2006 and the decrease from 2004 to 2005 principally reflects fluctuations
in demand in the semiconductor capital equipment. The semiconductor capital equipment industry is highly cyclical
and is impacted by changes in the macroeconomic environment, changes in semiconductor supply and demand and
rapid technological advances in both semiconductor devices and wafer fabrication processes. Our sales to our largest
semiconductor capital equipment customers represented the majority of the fluctuating sales volume.

Applied Materials is our largest customer and accounted for 30%, 23% and 28% of our total sales 2006, 2005 and
2004, respectively. Our ten largest customers accounted for 63%, 57% and 60% of our total sales in 2006, 2005 and
2004, respectively. With the exception of Applied Materials and Ulvac, Inc., our largest customer in the flat panel
display industry, accounting for 11% of our sales in 2005, no other customer exceeded 10% of our sales during these
annual periods.

GROSS PROFIT

Our gross margin was 42.7%, 36.0% and 30.1% in 2006, 2005 and 2004, respectively. The improvement in our
gross margin was attributed to increased volume of production and advanced manufacturing processes in our China
manufacturing facility, lower freight costs, increased utilization of local Asian suppliers, design-led cost reductions
and the increase in sales. Additionally, our gross margin in 2005 was positively impacted by our discontinuance of the
allocation of human resource and finance department costs to cost of sales. As part of our significant operational
restructuring, we have reviewed all aspects of our management reporting and determined that the continued allocation
of such costs was no longer appropriate. In 2005, these costs are recorded in selling, general and administrative
expenses. Human resource and finance department costs included in our gross margin represented 1.6 percentage
points in 2004.
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OPERATING EXPENSES
The following table summarizes our operating expenses as a percentage of sales for the years ended 2006, 2005 and
2004:

Years Ended December 31, % of Sales
2006 2005 2004 2006 2005 2004
(in
thousands)
Research and
development $ 44,848 $ 39,720 $ 49,004 11% 12% 13%
Selling, general and
administrative 62,870 55,681 61,851 15% 17% 16%
Litigation settlement 3,000 1%
Restructuring charges 111 2,706 3,912 1% 1%
Impairment of intangible
assets 3,326 1%
Total operating expenses $ 107,829 $ 101,107 $ 118,093 26% 31% 31%

RESEARCH AND DEVELOPMENT

The market for our products for thin film deposition systems and related accessories is characterized by ongoing
technological changes. We believe that continued and timely development of new highly differentiated products and
enhancements to existing products to support OEM requirements is necessary for us to maintain a competitive
position in the markets we serve. Accordingly, we devote a significant portion of our personnel and financial
resources to research and development projects and seek to maintain close relationships with our customers and other
industry leaders in order to remain responsive to their product requirements. We believe that the continued investment
in research and development and ongoing development of new products are essential to the expansion of our markets,
and expect to continue to make significant investments in research and development activities. Since our inception, all
of our research and development costs have been expensed as incurred.

The increase in our research and development expenses from 2005 to 2006 was primarily due to increased variable
compensation and non-cash stock-based compensation expense of $1 million as a result of the adoption of SFAS
No. 123(R) and additional research projects in response to customer requests and to support the development of new
products and enhancement of existing products. The decrease in our research and development expenses from 2004 to
2005 was primarily due to less engineering support needed in connection with the transition of high-volume product
manufacturing to China, prioritization of our research and development projects and increased scrutiny of our costs.

SELLING, GENERAL AND ADMINISTRATIVE

Our selling expenses support domestic and international sales and marketing activities that include personnel, trade
shows, advertising, and other selling and marketing activities. Our general and administrative expenses support our
worldwide corporate, legal, patent, tax, financial, corporate governance, administrative, information systems and
human resource functions in addition to our general management.

The increase in our selling, general and administrative (SG&A) expense from 2005 to 2006 was primarily due to
increased variable compensation expense, increased commissions, non-cash stock-based compensation expense of
$1.5 million as a result of the adoption of SFAS No 123(R) and severance and related expenses related to the
reorganization of our operations in Germany. The decrease from 2004 to 2005 was due primarily to the benefit of our
cost reduction measures and decreased commissions, partially offset by the increased allocation of certain costs from
cost of sales to SG&A expenses discussed above.

Patent litigation expenses in 2004 and 2005 have comprised a portion of our SG&A expenses. In addition to the
litigation settlement paid to MKS Instruments, Inc. ( MKS ) as described below, we have recorded legal fees and
expenses related to litigation with MKS and others of approximately 2% to 8% of our total SG&A expenses for each

Table of Contents 30



Edgar Filing: ADVANCED ENERGY INDUSTRIES INC - Form 10-K

of the years ended December 31, 2005 and 2004. Patent litigation expenses in 2006 comprised less than 1% of our
SG&A expenses.

LITIGATION SETTLEMENT

On October 3, 2005, we executed a settlement agreement with MKS Instruments, Inc. ( MKS ), resolving all
pending claims worldwide relating to our Xstream With Active Matching Network reactive gas generator products.
Pursuant to the settlement agreement, we paid MKS $3.0 million in cash. We also stipulated to a final judgment of
infringement and an injunction prohibiting us from making, using, selling, offering to sell, or importing into the
United States, or any country in which a counterpart patent exists, our Xstream products and all other toroidal plasma
generator products, except as permitted under the settlement agreement. Sales of these products have accounted for
less than 5% of our total sales each year since introduction of the products.

RESTRUCTURING CHARGES

At the end of 2002, we announced major changes in our operations planned to occur through 2003. These included
establishing the manufacturing location in China; consolidating worldwide sales forces; a move to lower-cost Asian
suppliers; and the intention to close or sell certain facilities. Associated with these changes, we recorded restructuring
charges of $111,000, $2.7 million and $3.9 million in 2006, 2005 and 2004, respectively.
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Our restructuring charges throughout 2004 and 2005 were incurred primarily in conjunction with our transition of
our high-volume manufacturing to Shenzhen, China, which was substantially complete as of September 30, 2005. In
2004, we recorded $3.9 million of restructuring charges, primarily attributable to employee severance and termination
costs for 262 employees in the Fort Collins facility. Related to this operations restructuring, and the transition of
certain product lines from certain of our locations in Europe and Japan, we recorded restructuring charges in 2005 of
$2.7 million, consisting primarily of $1.9 million for employee severance and termination costs and $746,000 for
impairments of facilities-related assets in the United States and Japan, as a result of consolidation of certain of our
facilities. The employee severance and termination costs were associated with 216 employees in the United States, 11
employees in Europe and three employees in Japan. As of December 31, 2006, all employee severance and
termination costs have been paid and there is no remaining facility closing liability associated with those actions.

IMPAIRMENT OF INTANGIBLE ASSETS

We perform our annual impairment test for goodwill in the fourth quarter. However, whenever events or
circumstances indicate that the carrying value of our goodwill or other intangible assets may not be recoverable, we
perform tests for impairment of these assets and record impairment charges, as necessary. Such events or
circumstances include downturns or anticipated downturns in the industries in which we serve, changes in customer
technology requirements, and other changes in circumstances affecting the underlying value of the recorded asset.

During the fourth quarter of 2004, in conjunction with our financial forecasting for future periods, it was evident
that projected cash flows from certain customers of the Dressler product line were substantially below amounts
previously projected. The projected cash flows were considered in determining the fair value of certain contract-based
and other amortizable intangible assets recorded at acquisition and also in subsequent periods to assess such assets for
potential impairment. Due to the decline in projected cash flows, we performed assessments of the carrying values of
the related amortizable intangible assets. These assessments consisted of estimating the intangible asset s