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Lésungen

France...

e BRAH %

A1 Sun, our R&D efforts result in products that allow customers to do things in new
ways. Because we offer multiple versions of most functional products, engineers
can optimize control of their machines. We don't just solve today's problem. . we
enable tomorrow's motion and control solutions.

Agility and productivity increase capacity
While our sales have increased more than 150% over the past five years, our
worldwide employment has increased only 31%.

During the slow periods between 2000 and 2003, 2 large percentage of Sun's
workforce took tours throughout the Company to encourage cross-department
education. Today, those people can move to whatever area needs the most help
and be immediately effective, We continue to cross-educate personnel on an
ongoing basis.

To further enhance productive capacity, Sun's manufacturing engineers are
always engaged in developing new automation technology to expand capacity
by improving productivity. We can satisfy more customers, more of the time, all
white sustaining profits.

Investment decision making

Unlike most companies, Sun does not utilize traditional capital return models or
ROl analyses when considering capital projects. We believe these types of justifica-
tion often delay or, even worse, preclude investments that could have a positive
impact on a company’s long-term growth and profitability. In lieu of using mere
traditional measures, employees at Sun Hydraulics go through a checklist to
assess whether or not a capital project will meet the following criteria:

 Promote workplace safety and manufacturing efficiency,

« Eliminate hassles in the manufacturing process,

= Consistently and reliably replicate product designs,

- Reduce the need for on-hand inventory by increasing manufacturing
flexibility and decreasing lot sizes and cycle times,

India... China... Korea

+ Free personnel from performing repetitive tasks so that they can con-
tribute in other ways,

« Develop process equipment that may not be commercially available, and

- Improve the performance of purchased machinery as it relates to Sun's
products.

We believe this approach to capital investment yields positive results that may
be missed in more traditional justification processes.

While Sun’s sales have increased more than
150% over the past five years, our worldwide
employment has increased only 31%.

Automation helps expand capacity.

the marketability of all products.

Electrically-actuated cartridges enhance

‘
& 3
w ¥

Sun's cartridge valves, available in five sizes,
are bestin class.

system solutions.

Sun Mydraulics Corporation

Integrated packages provide complete
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Products that are unique

Cn the international front, we opened a sales office in Bangalore, India. In the
short term, this will help us better understand the Indian marketplace. Longer
term, we believe a direct presence in this key market will help us gain market
share. Since 2000, sales from our Korean operation have increased 275%. Since
opening a sales operation in France in 2003, we have seen sales to that market
double. Eventually, we hope our efforts in India will follow the same trajeciory as

our other international expansions.

What's ahead?

While there are sorme economic uncertainties in the short term, long-term we
expect to continue outgrowing the industry and gaining market share, Our
customers recognize the performance and reliability advantages of our products,
and every day they are learning more about our growing ability to provide

integrated, multi-function solutions as well as compenents, We wilt stay focused

on organic growth, but at the same time will take advantage of acqu

opportunities that are strategic and complementary.

We will again invest to imprave our productive infrastructure. New machinery
adds capahility and capacity while improving productivity. We will also chal-
lenge our suppliers to make similar investments tc keep pace with technological

advancements and improve their productivity.

In closing...
Sun has been profitable every year since 1972. We have accomplished this by

paying close attention 1o:

« Developing new products,

« Nurturing an educated and agile workforce,

- Expanding capacity to manufacture our products when our customers
need them, and

- Achieving the best global delivery system possible.

Continuing to profitably grow and gain market share is ultimately the best way
to serve our shareholders. We believe that over time, sound fundamentais result

in increased share price,

We have the people, the products and the solutions to satisfy our customers—
and the strategies to provide above-average returns 1o our shareholders, We

intend to sustain the strong momenturn these assets have given us.

e

Allen ). Carlson
President & CF(

Sun Hydraulics Corporation
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Financial Section

. hydraulics
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Selected Consolidated Financial Data (continued)

Quarterly Results of Operations

Dec. 29, Sep. 29, Jun. 30, Mar. 31,

For the Quarter £nded 2007 2007 2007 2007
fungudited, in thousonds)
Net sales $41,289 $41,809 $43,422 540,854
Gross profit 13,346 13,324 14,297 13,883
Operating income 8,064 8,045 8.859 8,667
Income before income taxes 8,198 8,280 9,045 8,849
Net income $ 5127 $ 5246 §$ 5952 $ 5,806
Basic net income per

common share $ 031 $ 032 $ 036 $ 035
Diluted net income per

common share $ 031 $ 032 $§ 036 $ 0.35

Cec. 30, Sep. 30, July, Apr, 1,

For the Quarter Ended 2006 2006 2006 2006
Net sales $34967 $36202 $36928 534,185
Gross profit 11,051 10,662 11,239 10,981
Operating income 6,237 5955 6,549 6310
Income before income taxes 6,253 5,896 6,501 6,253
Net income $ 3813 53916 54314 5 4180
Basic net income per common share $ 023 $ 024 $ 026 5 025
Diluted net income per commaon share $ 023 0§ 024 S 026 S5 025
Dec. 3, Oct 1, Jul. 2, Apr. 2,

2005 2005 2005 2005

Net sales $27,938 528726 531,014 529,079
Gross profit 8,054 9,025 10,086 9,753
Operating income 3,702 4,381 5562 5533
Income before income taxes 3,833 4202 5.583 5518
Net income $ 2888 §$ 2918 53536 $ 3466
Basic net income per common share $ 038 $ 018 § 022 5 022
Ciluted net income per common share $ 038 5§ 018 S5 021 5 021

Sun Hydraulics Corporation
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The Company’s foreign sales expanded briskly in 2007. Approximately 80% of Sun’s growth
last year was generated in Europe and Asia/Pacific, and that strong international demand is
continuing in the first quarter.

Equally exciting is the fact that domestic demand was strong in the first two months of the
year, with order activity up 11% compared to the {irst two months of 2007. After moderate
5% domestic growth in 2007 and despite the negative economic commentary we all hear,
this is welcome news.

5un’s new electrically actuated preducts introduced in Europe last year will receive their
formal North American introduction at the 2008 International Fluid Power Exposition. These
praducts will feature WhiteQak's on-board electronics. These are truly unique products in
the marketplace and are well suited for use by many exhibitors. Management expects an
equally favorable market reaction to that which they experienced in Europe when the
products were launched in April 2007,

Dividends

The Company declared a quarterly dividend of $0.067 per share for the first quarter of 2007
and quarterly dividends of $0.09 per share for the remaining three quarters of 2007, for a
total dividend of $0.337 for 2007. These dividends were paid on the 15th day of each month
following the date of declaration. In addition, the Company declared a three-for-two stock
split, effected in the form of a 50% stock dividend, to sharehaolders of record on June 30,
2007, which was paid on July 15, 2007,

Cash Flow

Net cash generated from operaticns for the year was $28.2 million, a $8.6 million increase
compared 10 $19.6 million in 2006. Capital expenditures for the year were $12.6 million. cash
on hand increased 59.8 millicn to $19.3 million, debt decreased $0.4 million to $0.7 million,
and $5.2 million was paid to shareholders in dividends.

Results of Operations .
The following table sets forth, for the periods indicated, certain items in the Company’s
statements of operations as a percentage of net sales.

Dec. 29, Dec. 30, Dec. 31, Dec. 25, Dec, 27,
Far the Year Encled 2007 2006 2005 2004 2003
Net sales 100.0% 1000% 100.0% 1000%  100.0%
Gross profit 32.8% 30.9% 31.6% 302% 26.1%
Operating income 20.1% 17.6% 16.4% 13.0% 5.2%
Income betare income taxes 20.5% 17.5% 16.4% 12.4% 4.6%

Segment Information (in thousands)

United United
States Korea  Kingdom  Germary  Elimination Consolidated

2007
Sales to unaffiliated

customers $99,516 $20,567 $23,127 $24,164 $ — $167,374
Intercompany sales 30,344 —_ 2,621 142 {33,107) —
Operating income 22,408 2,103 3,205 5,955 {36) 33,635
Identifiable assets 74,026 9,067 17,079 12,710 (2,102) 110,780
Depreciation and

amortization 4,488 178 1,119 556 6,341
Capital expenditures 9,339 284 2,843 125 12,591
2006
Sales o unaffiliated

customers $ 89077 516368 S17709 519128 — $ 142,282
Intercompany sales 25,809 — 2,990 106 (28,905) _
QOperating income 16,608 2212 2330 4,046 (143) 25,051
Identifiable assets 59,505 7,580 13,756 B,187 {1,843) 87,185
Depreciation and

amartization 4,206 150 983 510 5,849
Capital expenditures 8,408 122 757 238 6,525
2005
Sales to unaffiliated

CUstomers §$ 73998 511604 516054 515101 § — S 116,757
ntercompany sales 21,239 — 2873 80 (24,192) —
Operating income 13,443 1,520 1,260 3,145 (188) 19,180
identifiable assets 50,019 4,958 12,403 8,777 (2,596) 73,561
Depreciation and

amaortization 3944 149 1,025 473 — 5591
Capital expenditures 7.007 29 G34 843 — 8813

Comparison of Years Ended December 29, 2007 and December 30, 2006

Net Sales
Net sales were $167.4 million, an increase of $25.1 million, or 17.6%, compared to 5142.3
million n 2G06. Net saies increased 14.5% excluding the effect of exchange rates.

The increase was due in large part to the continued growth of international sales, particu-
larly in Europe where sales increased 31.49%, or $13.0 million, to $54.3 million. Sales to France
increased 27.0%, to Germany 30.5%, and to the UK. 38.6%. Significant increases were also
noted in Finfand, Norway, ftaly and Sweden.

Sun Hydraulics Corporation
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Interest Expense, Net

Net interest expense was $0.1 milion and $0.4 million, in 2006 and 2005, respectively. While
average outstanding debt decreased $5.6 million, from $7.3 million in 2005 to $1.7 million in
2006, the average interest rate on variable debt increased from the period ended December
31, 2005, due to an increase in the LIBOR rate.

Foreign Currency Transaction (Gain) Loss, Net

Foreign currency transaction loss in 2006 was 50.2, compared to a gain of $0.4 million in
2005, While the Euro, the Korean Won and the British Pound made gains against the U.S.
dollar during 2006, the U.K. operations experienced losses related to sales conducted in US.
dollars and from the revaluation of balance sheet iterns which were held in U.S. dolars.

Misceflaneous Income, Net
Miscellaneous income was $0.2 in 2006 compared to a minimal amount in 2005.
The increase was primarily a result of earnings from joint ventures.

Income Taxes

The provision for income taxes for the year ended December 30, 2006,was 34.9% of pretax
income compared to 33.1% for the year ended December 31, 2005. The change was primar-
ily due to the relative levels of income and different tax rates in effect ameng the countries
in which the Company sells its products and an increase in the US. effective rate of almost
2%. The increase in the effective rate was primarily a result of additional U.S. income taxed
at the higher incremental federal tax rate and an increase in state taxes. The prior year pro-
vision included a cumulative benefit for a deduction in the state tax rate and a benefit for
the change in foreign valuation allowance.

Liquidity and Capital Resources

Historically, the Company's primary source of capital has been cash generated from opera-
tions, although short-term fluctuations in working capital requirements have been met
through berrowings under revolving lines of credit as needed. The Company's principal
uses of cash have been 10 pdy operating expenses, pay dividends to shareholders, make
capital expenditures, and service debt.

Net cash flow from operations in 2007 was $28.2 million, compared to $19.6 mitlion in 2006
and $17.0 million in 2005. The $8.6 million increase in the Company's net cash flow from
operations in 2007 was due primarily to the increase in net income of $5.9 million, and
increases in accounts payable, and accrued expenses. In addition, the Company did not
experience as much of an increase in inventory compared to the prior year period. Cash on
hand increased $9.8 million from $9.5 million in 2006 to $19.3 million in 2007 Days sales
outstanding increased to 38 in 2007 from 36 in 2006 and inventary turns increased 10 9.9 in
2007 from 9.5 in 2006. The increase in the Company’s net cash flow from operations in 2006
compared to 2005 was due primarily to the increase in net income of $3.4 million, the
change in deferred taxes, increases to accrued expenses and other liabilities, and income
taxes payabte, These cash increases were partially offset by increases in accounts receivable
and inventary.

Capital expenditures, consisting primarily of purchases of machinery and equipment, were
$12.6 million in 2007, compared to $9.5 million in 2006 and $8.8 million in 2005. Capital
expenditures in 2008 are projected to be $13.0 million.

Cn August 11, 2005, the Company completed a refinancing of its existing debt in the U.S.
with Fifth Third Bank (the "Bank”). The new financing consists of a secured revolving line of
credit of $35 million (the “Line of Credit”). The Line of Credit is secured by the Company’s
US. assets, including its manufacturing facilities, and requires monthly payments of inter-
est. The Line of Credit has a floating interest rate based upon the Company's leverage ratio.
The Line of Credit is payable in full on August 1, 201t, but maturity may be accelerated by
the Bank upon an Event of Default {as defined). Prepayment may be made without penalty
or premium at any time upon the required notice to the Bank. At December 29, 2007, the
Line of Credit had no outstanding balance.

The Line of Credit is subject to debt covenants including: 1) Debt (as defined) to Tangible
Net Worth (as defined) ratio of not more than 1.5:1.0, 2) Funded Debt (as defined) to EBITDA
{as defined) ratio of not more than 2,510, and 3) EBIT (as defined) 1o Interest Expense {as
defined) ratio of not less than 1.1:1.0; and requires the Company to maintain its primary
domestic deposit accounts with the Bank. As of December 29, 2007, the Company was in
compliance with all debt covenants.

The Company declared the following quarterly dividends to shareholders of record on the
last day of the respective quarter:

2007 2006 2005
First quarter $0.067 $0.067 50033
Second quarter 0.090 0067 0.033
Third quarter 0.090 0.067 0067
Fourth quarter 0.090 0067 Q0067

These dividends were paid on the 15th day of each month following the date of
declaration. In addition, the Company declared 50% stock dividends on June 30, 2007 and
June 30, 2005.

The declaration and payment of future dividends is subject to the sofe discretion of the
Board of Directors, and any determination as ic the payment of future dividends will
depend upon the Company's profitability, financial condition, capital needs, future pros-
pects and other factors deemed pertinent by the Board of Directors.

Sun Hydraulics Corporation
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Accounts Receivable

The Company sells to most of its customers on a recurring basis, primarily through distribu-
tors with which the Company maintains long-term relationships. As a result, bad debt
experience has not been material. The allowance for doubtful accounts is determined on a
specific identification basis by a review of those accounis that are significantly in arrears.
There can be no assurance that a distributor or a large direct sale customer with overdue
accounts receivable balances will not develop financial difficulties and default on payment,
See Consolidated Balance Sheets for allowance amounts.

inventory

The Company offers a wide variety of standard products and as a matter of policy does not
discontinue products. On an ongeing basis, component parts found to be obsclete through
design or process changes are disposed of and charged to material cost, The Company
reviews on-hand balances of products and component parts against specific criteria.
Products and component parts without usage or that have excess quantities on hand are
evaluated. An inventory reserve is then established for the full inventory carrying value of
those products and component paris deemed to be obsolete or slow moving. See Note 6
to the Financial Statements for inventory reserve amounts.

Goodwilf

The Company acquired its Korean operations in September 1998 using the purchase
method. As a result, goodwill is reflected on the Consolidated Balance Sheet. A valuation
based on the cash flow methad was performed at December 29, 2007 and Decernber 30,
2006. 't was determined that the value of the goodwill was not impaired. There is no assur-
ance that the value of the acquired company will not decrease in the future due to chang-
ing business conditions. See Note 8 to the Financial Statements for goodwill amounits.

Accruals

The Company makes estimates related to certain emplayee benefits and miscellaneous
accruals. Estimates for employee benefit accruals are based on information received from
plan administrators in conjunction with management's assessments of estimated liabilities
related to workers' compensation, health care benefits and annual contributions to an
employee stock ownership plan ("ESOP”), established in 2004 as part of the Company’s
retirement plan. Estimates for misceilaneous accruals are based on management’s assess-
ment of estimated liabilities for costs incurred.

As of July 1, 2003, the Company accrues for health care benefit costs under a self-funded
plan utilizing estimates provided by a third party administrator and insurance cempany.
The Company purchases re-insurance for both specific and aggregate stop losses on claims
that exceed $100,000 on an individual basis and approximately 55.8 million on an
aggregate basis.

New Accounting Pronouncements

In December 2007, the Financial Accounting Standards Board ("FASB™) issued SFAS No, 141
(revised 2007), Business Combinations (“SFAS 141R”), SFAS 141R establishes principles and
requirements for an acquiring entity to recognize and measure in its financial statements
the identifiable assets acquired, the liabilities assumed, any nonconiralling interest in the
acquiree and the goodwill acquired. SFAS 141R expands on required disclosures to improve
the staternent users’ abilities to evaluate the nature and financial effects of business combi-
nations. SFAS 141R is effective for fiscal years beginning after December 15, 2008. The
Company is currently evaluating the potential impact, if any, of the adoption of 5FAS 141R
on its Consolidated Financial Statements.

in December 2007, the FASB issued SFAS No. 160, Noncontrolling Interests in Consolidated
Financial Statements—an amendment of ARB No. 51 (*SFAS 160"). SFAS 160 requires that a
noncontrelling interest in a subsidiary be reported within equity and the amount of con-
solidated net income attributable to the noncontrolling interest be identified in the con-
solidated financial statements. SFAS 160 calls for consistency in the manner of reporting
changes in the parent’s ownership interest and requires fair value measurement of any
nonconirolling equity investment retzined in a deconsolidation. SFAS No. 160 also estab-
lishes disclosure requirements that clearly identify and distinguish between the interests of
the parent and the interests of the noncontrolling owners. SFAS No. 160 is efiective for fis-
cal years beginning after December 15, 2008. The Company is currently evaluating the
potential impact, if any, of the adeption of SFAS 160 on its Consolidated Financial
Statements.

In February 2007, FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and
Financial Liabilities {"SFAS 159"), which gives entities the option to measure eligible financial
assets, and financial liabllities at fair value on an instrument by instrument basis, that are
otherwise not permitted to be accounted for at fair value under other accounting stan-
dards. The election to use the fair value option is available when an entity first recognizes a
financial asset or financial liability, Subsequent changes in fair value must be recorded in
earnings. This statement is effective as of the beginning of a company's first fiscal year after
November 15, 2007. The adoption of this Statement is not expected to have a material
effect on the Company's Consolidated Financfal Statements.

In September 2006, FASB issued SFAS No. 157, Fair Value Measurements ("SFAS 1577). SFAS 157
defines fair value, establishes a framework for measuring fair value in accordance with gen-
erally accepted accounting principles, and expands disclosures about fair value measure-
ments. SFAS 157 is effective for fiscal years beginning after November 15, 2007, The adoption
of this Statement is not expected to have a material effect on the Company’s Consofidated
Financial Statements.

Off Balance Sheet Arrangements

The Company does not engage in any off balance sheet financing arrangements. In par-
ticular, the Company does not have any interest in variable interest entities, which include
special purpose entities and structured finance entities.
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Five-Year Stock Performance Graph

The following graph compares cumulative total return among Sun Hydraulics Corporation,
the Russell 2000 Index and the Value Line Machinery Industry Stock Index, from December
28, 2002 to December 29, 2007, assuming $100 invested in each on December 28, 2002.
Total return assurnes reinvestment of any dividends for all companies considered within the
comparison. The stock price performance shown in the graph is not necessarily indicative
of future price performance.

COMPARISON OF 5 YEAR CUMULATIVE TOTAL RETURN*
Among Sun Hydraulics Corporation, the Russell 2000 Index
and Value Line Machinery Industry Group

51,000

500 1| —@— Sun Hydraulics Gorporation \.
—{&~ Russell 2000
—2— Value Lina Machinery Industry Group

600

400

200

0 T T T T T
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* 5100 wvested on 12728402 1 stock or 12431702 in incex-including reinvesiment of dradends
Inclexes cakukited on month-end basis,

12/28/02 12/27/03 12/31/04 12/31/05 12/30/06 12/29/07

Sun Hydraulics Corporation 10000 10848 25047 46086 49873 928,05
Russell 2000 10000 14725 17424 18218 21564 212.26
Value Line Machinery

Industry Group 10000 15058 18182 19455 23326 321.67

Forward-Looking Information

This Annual Report contains "forward-looking statements® {within the meaning of the Private
Securities Litigation Reform Act of 1995) that are based on current expectations, estimates, fore-
casts, and projections about us, our befiefs, and assumptions made by us, including (i) our strate-
gies regarding growth, including our intention to develop new products; (if) our financing plans;
(ifi) trends affecting our financiaf condition or results of operations; (iv) our ability to continue to
control costs and to meet our fiquidity and other financing needs; {v) the declaration and pay-
ment of dividends; and (vi} our ability to respond to changes in custorer demand domestically
and internationally, including as a result of standardization. In addition, we may rmake other writ-
ten or oral statements, which constitute forward-fooking statements, from time to time. Words
such as 'may,” “expects,” “projects,” “anticipates,” “intends,” “plans,” “believes,” "seeks,” “estimates,”
variations of such words, and similar expressions are intended to identify such forward-looking
staternenits. Similarly, statements that describe our future plans, objectives or goals also are for-
ward-looking statements. These staternents are not guoarantees of future performance and are
subject to @ number of risks and uncertainties, including those discussed below and elsewhere in
this report. Qur actual results may differ materially from what is expressed or forecasted in such
forward-looking statements, and undue reliance should not be placed on such statements.
All forward-looking staternents are made as of the date hereof, and we undertake no obligation
to update any forward-looking staternents, whether as a result of new information, future events
or otherwise.

Factors that could cause actual results to differ materially from what is expressed or forecasted in
such forward-locking statements include, but are not fimited to: (i) conditions in the capital mar-
kets, including the interest rate environment and the availability of capital: (i) changes in the
competitive marketplace that could affect our reveniue andvor cost bases, such as increased com-
petition, lack of qualified engineering, marketing, management or other personnel, and increased
labor and raw materials costs; (iif} new product introductions, product sales mix and the geo-
graphic mix of sales nationally and internationally. Further information relating to factors that
could cause actual results to differ from those anticipated is included but not limited to informa-
ticn under the headings Item 1 "Business,” ftem 1A. “Risk Factors” and Item 7 *Management’s
Discussion and Analysis of Financial Conditions and Resuits of Operations” in the Form 10-K for
the year ended December 29, 2007 The Company disclaims any intention or obligation to update
or revise forward-looking statements, whether as a result of new information, future events
or otherwise,
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Report of Independent Registered Public Accounting Firm

To the Board of Directors and
Shareholders of Sun Hydraulics Corporation:

We have audited the accompanying consolidated statements of operations, shareholders’
equity and comprehensive income, and cash flows of Sun Hydraulics Corporation (a Flarica
corporation) and subsidiaries for the year ended December 31, 2005. These financial state-
ments are the responsibility of the Company's management. Our responsibility is to express
an opinion on these financial statemenits based on our audit.

We conducted our audit in accordance wiith the standards of the Public Company
Accounting Oversight Board (United States). Those standards require that we plan and per-
form the audit to obtain reasonable assurance about whether the financial staterments are
free of material misstatement. An audit includes examining, on a test basis, evidence sup-
porting the amounts and disclosures in the financial statements, An audit also includes
assessing the accounting principles used and significant estimates made by management,
as well as evaluating the overall financial staterment presentation. We believe that our audit
provides a reasonable basis for our opinion.

In our opinion, the consolidated statemenis of operations, shareholders’ equity and com-
prehensive income, and cash flows referred to above present fairly, in all material respects,
the results of operations of Sun Hydraulics Corporation and subsidiaries for the year ended
December 31, 2005 in conformity with accounting principles generally accepted in the
United States of America.

q\..&\. d NN Cra Hon LLrP

Tampa, Florida
March 6, 2006

Sun Hydraulics Corporation

17



SIUBLIOIS [BI2UDUY 353 JO 1Dd (p1D31U! UD 210 SJUBLLIAIDIS 1D12UDUI PAIDPHOSUOD 341 01 S310N Buifundiwioip ayy

S81'28%
00804
EvS'y
6/7'5€

796'0¢
9l

§8E'91

9%9
06601
809
<801
A4
6507
Z18v

S8l'28%
GZ8'L
SSE0S
600'sE

986
61¢
98£'0L
L16'EL
gLl
6LE6 §

9007
‘0F 18Qua33Q

082'011% Aynba siopjoyaieys pue saigel) [eion
788°L6 Aunba S1apjoyaseys (e10]

zE9's WO2U| aAIsUaya1dwoD 1810 um@.:E:uu.qW
rre’Ls sbuiuies paulelay
06EPE anjea sed 4o $530%3 Ui {euded)
gl BUIPURISING S2UBUS $/6'C/Z'91 PUB DOL'S6F0L ‘L0005 2njea Jed ‘pazuoyine saJeys 000'000°07 42015 uoLIwo)
— Buipuelsing sateys ou ‘L0 0s 3N(eA Jed pazuoyine sateys 000’'000'7 MI0Ls Pallassld

:Aunba siaployaseys

— {61 210N) 5310U3BUIILCD pUB SIUSWILLIWOTY)
86881 salll1qel( e

S0t SR IUBLNZUOU I3YID

80L'S SaXe) aWosUl palaaQ

8T 1B3A JUO 1914e INP 1G3p wi-buc)
00L'EL S3|IQel| UBND [B10]

vL9 a|qeded mmxlmuumao.u.ﬁ--
¥erlL qeded spuapiag
FAR JB3A BUC UIYIM 2P 1G3p wid-Buon
LS8y SIANIGEY 1310 pue sasuadxs paniddy
899'c ¢ ajgeded SyuNoXy

SaIgel Waind

Annha siapjoyaieys pue sajiqer]
osL'0LLS sj9sse |e3o]

€807 513558 JOUIQ0)

666°95 13u uawdinbs pue ueid 'Aladoiy
86Z'6t 13558 1UDIN3 [B10)
oLz'L S13SSE 1Ua1IND I13YI0
Lot 58X SLIodUl PaI3)e(
L1Ze'LL S31OIUAAU]
6Z0'LL OP1$ PUB §1Z$ JO SIUNOIIR |NJIGNOP IG) SDUBMO|[E JO 18U 'S|qRAIISI SIUNOIIY
oL ses pa1ali1say
L6161 & s1uajeainba yses pue ysed

819558 UIND)

51955y

{(LONDULIOLE 21DYS 10} 1d5IX3 'SPUDSAOLY) Ul

£007 o o o . . T T

‘6z 1aquiaszag

$333YS sxue|eg paiepl|josuod



Consolidated Statements of Operations

December 29, December 30,  December 31,
For the Year Ended 2007 2006 ) NOOM
(in thousands, except per share data)
Net sales $167,374 $142,282 $116,757
Cost of sales 112,524 98,350 79,839
Gross profit 54,850 43,932 36,918
Selling, engineering and administrative expenses 21,215 18,881 17,738
Operating income 33,635 25,051 19,180
Interest (income} expense, net (411) 126 441
Foreign currency transaction (gain) loss, net {42) 187 (362)
Miscellanecus income, net (283) (165) {(36)
Income before income taxes 34,371 24,903 19,137
Income tax provision - o . 12,240 B |mmmm ) 6,329
Net income $ 22,131 $ 16223 S 12,808
Basic net income per common share $ 135 $ 099 $ 079
Weighted average basic shares outstanding 16,437 16,317 16,241
Diluted net income per common share $ 134 $ 099 S 078
Weighted average diluted shares outstanding 16,498 16,408 16,377
Dividends declared per share $ 0337 5 0267 S 0200

The accompanying Notes to the Consolidated Financial Statements are an integral part of these financial statements.

Sun Hydraulics Corporation 19
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Consolidated Statements of Cash Flows

December 29, December 30, December 31,

For the Year Ended 2007 2006 2005
{in thousands)
Cash flows from operating activities:
Net income 522131 $16,223 $ 12,808
Adjustmenits to reconcile net income to net cash pravided by operating activities:
Depreciation and armnartization 6,341 5849 5604
{Gain} loss on disposal of assets (74) 12 »n
Stock-based compensation expense 735 573 365
Stock options income tax benefit (748) {381) —
Allowance for doubtful accounts 75 30 {60)
Provision for slow moving inventory 251 157 98)
Provision for deferred income taxes 575 326 (688)
{Increase) decrease in:

Accounts receivable (3,187) {2,972 (2,304)

Inventories (1,286) (2,673) (669)

Income tax receivable — 238 {236)

Cther current assets {224) (122) (88)

Other assets, net {310) {29) 39
Increase {decrease) in:

Accounts payable 856 (10 2,286

Accrued expenses and other liabilities 2,184 1385 306

Income taxes payable 814 089 (261}

Other noncurrent liabilities 108 17 (19}
Net cash from operating activities 28,241 19610 17,009
Cash flows from investing activities:
lnvestment in WhiteOak — — (400}
Investment in High Country Tek (2,375) — —
Capital expenditures {12,591} (6,525) 8813)
Proceeds from dispositions of equipment 192 28 5
Met cash used in investing activities {14,774} (6,457 {9,208)
Cash flows from financing activities:
Proceeds from debt — 7,000 11,599
Repayment of debt (371) 8312) (21,469)
Praceeds from exercise of stock options 287 162 2,487
Stock aptions income tax benefit 748 381 —
Praceeds from stock issued 272 238 157
Payments for purchase of treasury stock — (2,951} (1,588)
Dividends to sharehclders {5,167) (4,349) (2,701)
Net cash used in financing activities (4,231) {7.831) {11,515)
Effect of exchange rate changes on cash and cash equivalents 604 1,385 (218)
Net (decrease) increase in restricted cash 28 {295) {49)
Net (decrease) increase in cash and cash equivalents 9,812 3,962 (3,883)
Cash and cash equivalents, beginning of period 9,497 5830 9,762
Cash and cash equivalents, end of period $19,337 $ 9497 $ 5830
Supplemental disclosure of cash flow information:
Cash paid:

Interast S 51 S 312 S 44

Income taxes $11,599 $ 7510 $ 8451
Supplemental disclosure of noncash transactions:
Common stock issued to ESOP through accrued expenses and other liabilities $ 1,386 $1,183 $ 1,058

The accompanying Notes to the Consolidated Financial Statements are an integral part of these financial statements.

Sun Hydraulics Corperation
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Accruals

The Company makes estimates related to certain employee benefits and miscellanecus
accruals. Estimates for employee benefit accruals are based on information received from
plan administrators in conjunction with management’s assessments of estimated liabilities
related to workers’ compensation, health care benefits and annual contributions to an
employee siock ownership plan ("ESOP"), established in 2004 as part of the Company’s
retirement plan. Estimates for miscellanecus accruals are based on management’s assess-
ment of estimated liahilities for costs incurred.

As of July 1, 2003, the Company accrues for health care benefit costs under a self-funded
plan utilizing estimates provided by a third party administrator and insurance company.
The Company purchases re-insurance for both specific and aggregate stop losses on claims
that exceed 5100,000 on an individual basis and approximately $5.8 million on an aggre-
gate basis.

Stock Split

On June 19, 2007, the Company declared a three-for-two stock split, effected in the form of
a 50% stock dividend, to shareholders of record on June 30, 2007, payable on July 15, 2007.
The Company issued approximately 5,500,000 shares of comman stock as a result of the
stock split. The effect of the stock split on cutstanding shares, earnings per share and
dividends per share has been retroactively applied to all periods presented.

Cn June 10, 2005, the Company declared a three-for-two stock split, effected in the form of
a 509 stock dividend, to shareholders of recard an June 30, 2005, payable on July 15, 2005.
The Company issuec approximately 3,600,000 shares of common stock as a result of the
stock split. The effect of the stock split on outstanding shares, earnings per share and
dividends per share has been retroactively applied to all periods presented.

Reclassification

Certain amounts shown in the 2006 consolidated financial statements have been reclassi-
fied to conform to the 2007 presentation. 2005 amounts were not material to the
consolidated financial statements.

Management Estimates and Assumptions

The preparation of financial statements in conformity with accounting principles generally
accepted in the United States of America requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities and disclosure of
contingent assets and liabilities at the date of the financial statements and the reported
amounts of revenues and expenses during the reporting period. Actual results could differ
from those estimates.

52-53 Week Fiscal Year

The Company reports on a fiscal year that ends on the Saturday closest to December 31st.
Each quarter generally consists of two 4-week periods and one 5-week period. As a result
of the 2005 fiscal year ending December 31, 2005, the guarter-ended April 2, 2005 consisted
of one 4-week period and two 5-week periods, resulting in a 53-week year,

Cash and Cash Equivalents
The Company considers all short-term highly liguid investments purchased with an original
maturity of three months or less to be cash equivalents,

Inventories

Inventcries are valued at the lower of cost or market, cost being determined on a first-in,
first-out basis. Obsolete and slow moving inventory is evaluated and reserves are
established based on specific criteria determined by management.

Property, Plant and Equipment

Property, plant and equipment is stated at cost. Expenditures for repairs and improvements
that significantly add to the productive capacity or extend the useful life of an asset are
capitalized. Repairs and maintenance are expensed as incurred. Depreciation is computed
using the siraight line method over the following useful lives:

Years
Computer equipment 3-5
Machinery and equipment 4-12
Furniture and fixtures 4-10
Leasehold and land improvements 5-15
Buildings 40

Gains or losses on the retirement, sale, or disposition of property, plant and equipment are
reflected in the Consolidated Statement of Operations in the period in which the assets are
taken out of service.

Valuation Assessment of Long-Lived Assets

Management periodically evaluaies long-lived assets for potential impairment and will
provide for impairment whenever events or changes in circurnstances indicate the carrying
amount of the assets may not be fully recoverable. Assets are reviewed for utilization on a
monthly basis by management in conjunction with employees who work directly with
the assets.

Goodwill

Goodwill, which represents the excess of the purchase price of acquisition over the fair
value of the net assets acquired and other acquisition costs, is carried at cost. In accordance
with SFAS 142, goodwill is not amortized by the Company. Instead, SFAS 142 requires good-
will to be reviewed for impairment on an annual basis, or mare frequently if events or
circumstances indicate possible impairment.

Other Assets

Other assets consist of equity investments in the Company’s joint ventures in Sun China,
WhiteOak and HCT. The equity investments were recorded at cost and have been adjusted
for investment income or loss and dividend distributions for each quarterly period since
their origin.
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3. Acquisitions

On November 30, 2007, Sun Hydraulics acquired shares of preferred and common stock
totaling 48% of the outstanding shares of HCT. HCT designs and rmanufacturers ruggedized
electronic/hydraulic control sclutions for mobile equipment markets; preducts include
digital valve controllers, designed specifically for the hydraulic industry, and a patented
suite of software products called Intella(TM). The products’ modular architecture allows
customers 1o add functionality, reliability, and precision, while preserving their investment
in prior application development. HCT complements the Company’s electro-hydraulic
efforts, including its earlier invesiment in WhiteQak Controls, The acquisition price paid by
the Company was $2,375. The excess paid over pro rata share of net assets of $1,363 is for
developed technology, which is included within the investment account, and is being
amortized over a period of 10 years. Sun Hydraulics will have the cption to purchase the
remaining outstanding stock of HCT after December 31, 2009, at a purchase price that will
approximate fair market value,

4, Fair Value of Financial Instruments

The fair value of a financial instrument is the amount at which the instrument could be
exchanged in a current transaction between willing parties, other than in a forced sale or
liquidation. The following methods and assumptions were used 10 estimate the fair value of
each class of financial instruments.

The carrying amounts of cash and cash equivalents, restricted cash, accounts receivable,
other current assets, accounts payable, accrued expenses and other liabilities approximate
fair value based on their short-term status.

The carrying amount of long-term debt approximates fair value, as the interest rates on the
debt approximate rates currently available to the Company for debt with similar terms and
remaining maturities.

5. Restricted Cash

On December 26, 2007 and December 30, 2006, the Company had restricted cash of 5146
and $118, respectively. $60 of the 2007 restricted cash balance and the total 2006 restricted
cash balance consisted of reserves for customs and excise taxes in the UK. operation. The
restricted amount was calculated as an estimate of two months of customs and excise
raxes for items coming into the Company's U.K. operations and was held with Lloyd's TSB in
the UK. The remaining 2007 amount of $86 relates to a guarantee of VAT in our France
operation. The guarantee is held with Crédit Agricole Bank in France,

6. Inventories

December 29, December 30,

2007 2006

Raw materials $ 4,577 $ 3,585
Work in process 3,863 3481
Finished goods 3,627 3,715
Provision for slow maving inventory (646) (395
Total 511,421 $10,385

7. Property, Plant and Equipment

December 29, Decembrer 30,

2007 2006

Machinery and equipment $ 69,152 $ 60,244
Office furniture and equipment 10,475 9,008
Buildings 26,635 25477
Leasehold and land improvements 1,816 1,797
Land 2,974 2,940
$111,052 $ 99,466

Less: Accumulated depreciation {59,910) {55,557)
Construction in progress 5,857 5,446
Tota! $ 56,999 550,355

Depreciation expense for the years ended December 29, 2007, December 30, 2006 and
December 31, 2005 totaled 56,314, $5,822 and $5,591, respectively.

8. Goodwill
On December 29, 2007 and December 30, 2006, the Company had $715 of goodwill related

Valuation models reflecting the expected future cash flow projections were used to value
Sun Korea at December 29, 2007 and December 30, 2006. The analysis indicated that there
was no impairment of the carrying value of the goodwill.

9, Other Assets

December 29, December 30,

2007 2005
Goodwill $ 715 $ 715
Equity investment in joint venture
Sun China 874 555
whiteQak Controls, Inc. 64 80
High Country Tek, Inc. 2,325 —
L.oan acquisition costs, net of amortization of $66 and 537 104 133
Developed technology, net of accurnulated
arnortization of $67 and 540 203 230
Deposits with suppliers 166 73
QOther . 32 39
Total $4,483 51,825

10. Accrued Expenses and Other Liabilities

December 29, December 30,

2007 2006
Compensation and benefits $3,058 $2,353
Insurance 1,006 866
Other 793 B840
Total $4,857 $4,059
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The reconciliation between the effective income tax rate and the U.S. federal statutory rate
is as follows:

December 29, December 30, December 31,

For the Year Ended 2007 2006 2005
US. federal taxes at statutory rate $12,043 $8.467 56,507

Increase (decrease)

Net residual tax on foreign distributions - 169 264
Foreign tax credit (27) - —
Benefit of ETI exclusion — (217} (170}
Comestic production activity deduction (381} (110} (1213
Foreign income taxed at lower rate {344} {172 (64)
Change in foreign valuation allowance - — — (212}
Nondeductible items 116 — —
Benefit of state rate change - — (118}
Effect of federal rate change 106 — —
State and local taxes, net 460 262 139
Change in reserve (174} — —
Korea withholding tax 107 — —
Other 334 281 104
Income tax provision $12,240 $8,680 $6,329

Deferred income taxes reflect the net tax effects of temporary differences between the
carrying amounts of assets and liabilities for financial reporting purposes and the amounts
used for income taxes. The temporary differences that give rise to significant portions of
the deferred tax assets and liabilities as of December 29, 2007 and December 30, 2006 are
presented below:

Decernber 29, December 30,
2007 2006
Deferred tax assets:
Current:
Accrued expenses and other $ 3 $ 219
Foreign tax credit carryforward —_ —
Deferred royalty income — —
Total current deferred tax assets 301 218
Noncurrent:
Accrued expenses and other 57 88
Deferred royalty income 47 64
Total noncurrent deferred tax assets 104 152
Deferred tax liabilities:
Noncurrent:
Depreciation (5.137) (4,521
Other {75) 82)
Total noncurrent deferred tax liahil (5,212) (4,603)
Net noncurrent deferred tax liability $(5,108) 5(4.451)

A valuation allowance to reduce the deferred tax assets reporied is required if, based on
the weight of the evidence, it is more likely than not that some portion or all of the deferred
tax assets will not be realized. For the fiscal years ended 2007 and 2006, management has
determined that a valuation allowance is not required.

The Company intends to indefinitely reinvest the earnings of its non-U.S, subsidiaries, which
reflect full provisicn for non-U.S. income taxes, 10 expand its international operations. These
earnings relate to ongoing operations and, at December 29, 2007, cumulative earnings were
approximately $25 million. Accordingly, no provision has been made for U.S. income taxes
that might be payable upeon repatriaticn of such earnings. in the event any earnings of non-
US. subsiciaries are repatriated, the Cormpany will provide U.S. income taxes upon repatria-
tion of such earnings, which will be offset by applicable foreign tax credits, subject to
certain limitations. During the year ended December 30, 2006, the Company repatriated
$5.0 million, from its foreign subsidiaries. US. income taxes due based on the repatriations
have been provided for in the above income tax provisions.

In July 2006, the FASB issued FIN 48, Accounting for Uncertainty in Incore Taxes, and Related
Implernentation fsues (‘FIN 487). FIN 48 clarifies the accounting for uncertainty in income
taxes recognized in a Company’s financial statements in accordance with FASB No. 109,
Accounting for Income Taxes. FIN 48 prescribes a recognition threshold and measurement
attribute for a tax position taken or expecied to be taken in a tax retum. FIN 48 also pro-
vides guidance on derecognition, classification, interest and penalties, accounting in interim
periods, disclosure, and transition. The Company adopted FIN 48 effective January 1, 2007,
The adoption of FiN 48 did not have a material effect on the Company’s Consolidated
Financial Statements.

The following is a rol-forward of the Company’s unrecognized tax benefits:

Unrecognized tax benefits—January 1, 2007 $208
Increases from positions taken during prior periods 34
Lapse of statute of limitations (208}

Unrecognized tax benefits—December 29, 2007 $34

As af January 1, 2007, the Company had an unrecognized tax benefit of $208 including
accrued interest. During 2007, the Company recagnized the tax benefit of $208, which had
a favorable effect on the effective tax rate for the periods ended December 29, 2007,

At December 29, 2007, the Company had an unsecognized tax benefit of $34 including
accrued interest. If recognized, the unrecognized tax benefit would have a favorable effect
on the effective tax rate in future periods. The Cornpany recognizes interest and penalties
related to income tax matters in income tax expense. Interest related to the unrecognized
tax benefit has been recognized and included in income tax expense. Interest accrued as
of December 29, 2007, is not considered material to the Company’s Consolidated
Financial Statements.

The Company files U.S. federal income tax returns as well as income tax returns in
various states and foreign jurisdictions. The Company is no longer subject to income tax
examinations by tax authorities for years before 2004 for the majority of tax jurisdictions.
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The weighted average estimated fair value of stock options granted during 2005 was $4.45
per share. There were no stock options granted during 2007 and 2006,

In September 2006, the Company adopted the 2006 Stock Option Plan (‘2006 Plan®), which
provides for the grant of incentive stock options and nongualified stock options for the
purchase of up to an aggregate of 750,000 shares of the Company’s common stock by offi-
cers, employees and directors of the Company. The Company adopted the 2006 Plan due
to the expiration of the Company’s 1996 Stock Option Plan in 2006, Under the terms of the
plan, incentive stock options may be granted to employees at an exercise price per share of
not less than the fair value per common share on the date of the grant (not ess than 110%
of the fair value in the case of holders of more than 10% of the Company’s voting stock].
Nongualified stock options may be granted at the discretion of the Company's Board of
Directors. The maximum term of an option may not exceed 10 years, and options become
exercisable at such times and in such instaliments as determined by the Board of Directors.
No awards have been granted under the 2006 Plan.

During 2001, the Company adopted the 2001 Restricted Stock Plan, which provides for the
grant of restricted stock of up to an aggregate of 618,750 shares of the Company’s common
stock to officers, employees, consultants and directors of the Company. Under the terms of
the plan, the minimum period before any shares become non-forfeitable may not be less
than six maonths. Restricted stock granted prior to January 1, 2006, was accounted for using
the measurement and recognition principles of APB 25. Effective January 1, 20086, the com-
pany adopted the provisions of SFAS 123R. Accordingly, compensation cost has been mea-
sured at the date of the grant and is recognized in earnings over the periad in which the
shares vest. Restricted stock expense for the years ended December 29, 2007, December 30,
2006 and December 31, 2005 totaled $507 5413 and $342, respectively. At December 29,
2007, 167,589 shares remained available to be issued through the Restricted Stock Plan.

A summary of the Company’s restricted stock plan for the years ended December 2, 2007,
December 30, 2006 and December 31, 2005 is summarized as follaws:

Number Weighted Average

of Shares  Grant-Date Fair Value

Nonvested balance at December 25, 2004 154 $ 350
Granted 39 12.27
Vested (80) 377
Forfeitures on - 322
Nonvested balance at December 31, 2005 142 $ 630
Granted 45 1348
Vested 92) 492
Forfeitures (3) 8.21
Nonvested balance at December 30, 2006 92 $11.14
Granted 27 33.75
Vested {49) 940
Forfeitures (2) 12,50
Nonvested balance at December 29, 2007 68 $21.22

The Company has $1,276 of total unrecognized compensation cost related to restricted
stock awards granted under the Plan as of December 29, 2007. That cost is expected to be
recognized over a weighted average period of 1.82 years. Pursuant to SFAS 123R, the $741 of
unearned compensation recorded as a reduction to stockholders’ equity as of December
31, 2005, was reversed against the Company’s additional paid-in-capital.

During 2001, the Company adopted the Employee Stock Purchase Plan (“ESPP*), which
became effective August i, 2001. Most employees are eligible to participate. Employees
whe choose to participate are granted an opportunity to purchase common siock at 85
percent of market value on the first or last day of the quarterly purchase period, whichever
is lower. The ESPF authorizes the issuance, and the purchase by employees, of up to 731,250
shares of cornman stack through payroll deductions. No employee is allowed to buy more
than $25,000 of common stock in any year, based on the market value of the common
stock at the beginning of the purchase pericd. Employees purchased 17987 shares at an
average price of $15.10 and 20,684 shares at an average price of $11,38, under the ESPP dur-
ing 2007 and 2006, respectively. The Company recognized $137 and $48 of compensation
expense during 2007 and 2006, respectively, in accordance with SFAS 123R. At December
29, 2007, 583,742 shares remained available to be issued through the ESPP.

During 2004, the Board of Directors adopted and the shareholders approved the
Nonemployee Director Equity and Deferred Compensation Plan (the *Plan”). Directors who
are not officers of the Company are paid $4,000 for attendance at each meeting of the
Board of Directors, as well as each meeting of each Board Commitiee on which they serve
when the committee meeting is not held within one day of a meeting of the Board of
Directors. Directors receive $1,500 of the $4,000 Director fee in shares of Company stock
under the Plan. Directors also may elect under the Plan to receive all or part of the remain-
der of their fees in Company stock and to defer receipt of their fees until a subsequent vear.
The Plan authorizes the issuance of up to 120,000 shares of common stock.

On September 9, 2006, the board approved an increase in the total amount paid for each
such meeting to $5,000, and also amended the 2004 Plan to make $2,500 of the $5,000 fee
payable in shares of the Company’s common stock. Directors were granted 3,854 and 4,258
shares during 2007 and 2006, respeciively, At December 29, 2007, there were 11,076 deferred
stock units ouistanding. Deferred stock units are treated as labilities in accordance with
SFAS 123R. At December 29, 2007, 161,614 shares remained available to be issued through
the Plan.

15. Stock Repurchase Plans

In June 2006, the Company's Board of Directors auihorized the repurchase of up o $2.5
million of Company stock, to be completed no later than January 15, 2007. The stock pui-
chases were made in the open market. Market purchases were made subject to restrictions
relating to volume, price and timing in an effort 1o minimize the impact of the purchases
on the market for the Company’s securities. The amount of the stock repurchased was used
to continue to fund the Company’s employee stock ownership and employee stock pur-
chase plans. Under the plan, which was completed in July, the Company had repurchased
203,073 shares at an average price of 512.31. All shares were retired during the year,
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Identifiable assets of the foreign subsidiaries are those assets related to the operation of
those companies. United States assets consist of all other operating assets of the Company.
Segment infarmation is as follows:

United United
States Korea  Kingdom  Germany  Elimination  Consolidated

2007
Sales to unaffiliated

customers $99,516 $20,567 $23,127 524,164 5 — $167,374
Intercompany sales 30,344 —_ 2,621 142 (33,107) —
Operating income 22,408 2,103 3,205 5,955 (36) 33,635
ldentifiable assets 74,026 9,067 172,079 12,710 {2,102) 110,780
Depreciation and

amortization 4,488 178 1,119 556 6,341
Capital expenditures 9,339 284 2,843 125 12,591
2006
Sales to unaffiliated

customers 589077 $16368 $17709 519128 $§ — $ 142,282
Interccmpany sales 25809 — 2,990 106 {28.905) —
Operating income 16,608 2,212 2330 4046 {145) 25051
Identifiable assets 59,505 7.580 13,756 8,187 (1,843) 87,185
Depreciation and

amortization 4,206 150 583 510 5,849
Capital expenditures 8,408 122 757 238 9,525
2005
Sales to unaffiliated

customers $735998 S 11604 $16054 $15101 & — $ 116,757
Intercompany sales 21,239 — 2873 80 (24,192) —
Operating income 13,443 1,520 1,260 3,145 (188) 19,180
identifiable assets 50019 4,958 12,403 8777 {2,596) 73,561
Depreciation and

amortization 3944 149 1,025 473 — 559
Capital expenditures 7.007 29 934 843 — 8813

Operating income is totat sales and other operating income less operating expenses.
Segment operating income does not include interest income/expense, foreign currency
transaction gain/loss, and net miscellaneous income/expense.

Included in US. sales to unaffiliated customers were export sales of $29,283, $23,110 and
$15,353, during 2007, 2006 and 2005, respectively. Export sales to Canada and Asia/Pacific
totaling 519,981, $15,853 and $12,681, during 2007, 2006 and 2005, respectively, make up the
majority of these export sales. Additionally, export sales to Europe were $8,027, 5,346 and
$2,027 during 2007, 2006 and 2005, respectively.

19. Commitments and Contingencies

The Companyy is not a party to any legal proceedings other than routine litigation inciden-
tal 10 its business. In the opinion of managerment, the amount of ultimate fability with
respect 1o these actions will not materially affect the results of operations, financial position
or cash flows of the Company.

OPERATING LEASES--The Company leases a manufacturing facility in Lenexa, Kansas and
production support facilities in Sarasota, Florida, under operating leases having initial terms
expiring between 2007 and 2008. The lease for the manufacturing facility in Kansas has a
term of 5 years, expiring on November 14, 2008, and represents approximately 17,000
square feet of space. The leases for the production support facilities in Florida range from
one to two years and represent approximately 10,000 square feet. Total rental expense for
the years ended December 27, 2007, 2006 and 2005 was approximately $221, $226 and 5182,
respectively.

Future minimum lease payrments on operating leases are as follows;

2008 157
2009 44

$195

Total minimum lease payments

INSURANCE—Cn July 1, 2003, the Company changed its group health insurance plan that
covers U.5. employees and their families from a fully-insured policy to a self-funded plan,
The Company purchases re-insurance for both specific and aggregate stop losses on claims
that exceed $100,000 on an individual basis and approximately $5.8 million on an aggre-
gate basis. The Company records a liability for all unresclved ctaims at the anticipated cost
1o the Company at the end of the period based on the estimates provided by a third party
administrator and insurance company, plus an estimate for amounts incurred but not
recorded. The Company believes it has adequate reserves for all self-insurance claims.

20. New Accounting Pronouncements

In December 2007, the Financial Accounting Standards Board ("FASB") issued SFAS No. 141
{revised 2007), Business Combinations (*SFAS 141R"}. SFAS 141R establishes principles and
requirements for an acquiring entity to recognize and measure in its financial statements
the identifiable assets acquired, the liabilities assumed, any noncontrolling interest in the
acquiree and the goodwill acquired. SFAS 141R expands on required disclosures to improve
the staterneni users’ abilities to evaluate the nature and financial effects of business combi-
nations. SFAS 141R is effective for fiscal years beginning after December 15, 2008. The
Company is currently evatuating the potential impact, if any, of the adoption of SFAS 141R
on its Consolidated Financial Statements.
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Controis and Procedures

Our Chief Executive Officer and our Chief Financial Officer, after evaluating the effective-
ness of the Company’s “disclosure contrels and procedures” (as defined in Rutes 13a-15(e)
and 15d-15{e) under the Securities Exchange Act of 1934, as amended) as of the end of the
period covered by this report, have concluded that our disclosure controls and procedures
are effective and are designed to ensure that the information we are required to disclose is
recorded, processed, summarized and reported within the necessary time periods, Qur
disclosure controls and procedures include, withaut limitation, controls and procedures
designed to ensure that information required to be disclosed by us in reports that we file or
submit pursuant to the Securities Exchange Act of 1934, as amended, are accumulated and
communicated to our management, Inclucing our Chief Executive Officer and Chief
Financial Officer, as appropriate to allow timely decisions regarding required disclosure.

Internal Control over Financial Reporting

Management is responsible for establishing and maintaining adequate internal control over
financial reporting.

There were no changes in the Company’s internal control over financial reporting during
the quarter ended December 29, 2007, that materially affected, or are reasanably likely to
materially affect, the Company’s internal control cver financial reporting.

Management’s Report on internat Control over Financial Reporting

Management of the Company is responsible for establishing and maintaining adequate
internal control over financial reporiing, as such term is defined in Exchange Act Rule
132-15(}. The Company's internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting and the prepa-
ration of financial statements for external purposes in accordance with generally accepted
accounting principles. Internal control over financial reporting includes those policies and
procedures that:

- pertain 1o the maintenance of records that, in reasonable detall, accurately and fairly

reflect the transactions and dispasitions of the assets of the Company;

- provide reasonable assurance that transactions are recorded, as necessary, to permit
preparation of financial statements in accordance with generally accepted account-
ing principles, and that receipts and expenditures of the Company are being made
only in accordance with authorizations of management and directors of the
Company; and

+  provide reasonable assurance regarding prevention or timely detection of unauthor-
ized acquisition, use or disposition of the Company’s assets that could have a
material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent
or detect misstatements, Management conducted an evaluation of the effectiveness of the
Company’s internal control over financial reparting based on the criteria set forth in fnternal
Control-Integrated Frarework issued by the Committee of Sponsaring Organizations of the
Treadway Commission. Based on this evaiuation under the Internal Controi-Integrated
framework, management conctuded that the internal control over financial reporting was
effective as of Decernber 29, 2007,

The effectiveness of the Company's internal contral over financial reporting as of
December 29, 2007 has been audited by Kirkland, Russ, Murphy and Tapp, PA., an
independent registered certified public accounting firm, as stated in their report.

Sun Hydraulics Corporation
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Shareholder Information

Corporate Officers

Allen 1. Carlson
President, CEQ

Tricia L. Fulton
Chief Financial Officer

Jeffrey Cooper
Officer

Tim A. Twitty
Officer

Peter G. Robson
General Manager
Sun Hydraulics Limited

Directors

Mar¢ Bertoneche, PhD
Professar, Business Administration
University of Bordeaux

Allen ), Carlson
President, CEO
Sun Hydraulics Corporation

John 5. Kahler
President, CEQ, retired
Cincinnati Incorporated

Christine L. Koski
Vice President, Marketing
nMetric LLC

Robert €. Koski
Chairman Emeritus, Founder
Sun Hydraulics Corporation

Philippe Lemaitre
Chairman, President, CEO retired
Woodhead Industries, Inc,

Ferdinand E. Megerlin, Dr.-Ing.
Chairman of the Board

Sun Hydraulics Corporation
Advisor and former member of
the Executive Board of Linde AG

Hirokatsu Sakamoto
Chairman
Kawasaki Precision Machinery, Ltd.

David N. Wormtley, PhD
Dean, Engineering School
Pennsylvania State University

Legal Counsel
Shumaker, Loop & Kendrick, LLP
Tampa, Florida

Auditors
Kirkland, Russ, Murphy & Tapp, P.A.
Clearwater, Florida

Corporate Headquarters
Sun Hydraulics Corporation
1500 West University Parkway
Sarasota, FL 34243

Phone: 941-362-1200

Fax: 941-355-4497

Investor Relations

If you wish to be placed on Sun Hydraulics” email list for
periodic news and financial releases, please send your
request 10 investor@sunhydraulics.com or visit Sun's web-
site to sign up.

The Company's Annual Reports, Forms 10-K, 10-Q, 3,4, 5,
and press releases are available at the Investor Relations
section of Sun’s website, www.sunhydraulics.com, or by
request from corporate headquarters.

. hydraulics

If you require a hard copy of Farm 10-K, a copy will be
provided without charge upon request to:

Investor Relations

Sun Hydraulics

1500 West University Parkway

Sarasota, FL 34243

Transfer Agent
Computershare
Atlanita, Georgia

Common Stock Information

The Common Siock of Sun Hydraulics Corporation is
traded on the NASDAQ Naticonal Market under the
symbal SNHY,

As of April 11, 2008, there were 83 shareholders of record.
The number of record holders was determined from
the records of the Company's transfer agent and does
not include beneficial owners of common stock whose
shares are held in the name of various securities brokers,
dealers and registered clearing agencies. The Company
believes that there are approximately 6,500 beneficial
owners of common stock.

As of April 11, 2008, the closing price per share of SNHY
stock was $29.33 and there were 16,583,021 shares
outstanding.

Shareholders’ Annual Meeting

The annual meeting of shareholders will be held at
10:00 a.m. Eastern Time on Monday, June 2, 2008, at:
Sun Hydraulics Corporation

701 Tallevast Road

Sarasota, Florida 34243
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