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PART I - FINANCIAL INFORMATION

Item 1. Financial Statements.
AAON, Inc. and Subsidiaries
Consolidated Balance Sheets

(Unaudited)
June 30, December 31,
2018 2017
(in thousands, except
Assets share and per share
data)
Current assets:
Cash and cash equivalents $15,854 $ 21,457
Certificates of deposit 5,520 2,880
Investments held to maturity at amortized cost 2,955 6,077
Accounts receivable, net 53,418 50,338
Income tax receivable 4,971 1,643
Note receivable 27 28
Inventories, net 70,467 70,786
Prepaid expenses and other 1,453 518
Total current assets 154,665 153,727
Property, plant and equipment:
Land 2,794 2,233
Buildings 96,043 92,075
Machinery and equipment 205,464 184,316
Furniture and fixtures 14,747 13,714
Total property, plant and equipment 319,048 292,338
Less: Accumulated depreciation 157,927 149,963
Property, plant and equipment, net 161,121 142,375
Intangible assets, net 622 —
Goodwill 3,229 —
Note receivable 634 678
Total assets $320,271 $ 296,780
Liabilities and Stockholders' Equity
Current liabilities:
Revolving credit facility $— $ —
Accounts payable 25,127 10,967
Dividends payable 8,400 —
Accrued liabilities 38,146 39,098
Total current liabilities 71,673 50,065
Deferred revenue 1,546 1,512
Deferred tax liabilities 8,415 7,977
Donations 200 —
Commitments and contingencies
Stockholders' equity:
Preferred stock, $.001 par value, 5,000,000 shares authorized, no shares issued — —
Common stock, $.004 par value, 100,000,000 shares authorized, 52,290,064 and 52,422,801 209 210

issued and outstanding at March 31, 2018 and December 31, 2017, respectively
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Additional paid-in capital — —

Retained earnings 238,228 237,016
Total stockholders' equity 238,437 237,226
Total liabilities and stockholders' equity $320,271 $ 296,780

The accompanying notes are an integral part of these consolidated financial statements.

- 1-
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AAON, Inc. and Subsidiaries
Consolidated Statements of Income

(Unaudited)

Three Months Ended  Six Months Ended

June 30, June 30,

2018 2017 2018 2017

(in thousands, except share and per share data)
Net sales $109,588 $101,326 $208,670 $187,404
Cost of sales 82,003 69,648 165,695 130,740
Gross profit 27,585 31,678 42,975 56,664
Selling, general and administrative expenses 13,086 11,971 23,305 22,501
(Gain) loss on disposal of assets 4 ) 48 (11 ) 47
Income from operations 14,503 19,659 19,681 34,116
Interest income, net 67 71 135 131
Other (expense) income, net 12 34 6 45
Income before taxes 14,582 19,764 19,822 34,292
Income tax provision 2,891 5,970 3,871 10,281
Net income $11,691 $13,794 $15,951 $24,011
Earnings per share:
Basic $0.22 $0.26 $0.30 $0.46
Diluted $0.22 $0.26 $0.30 $0.45

Cash dividends declared per common share: $0.16 $0.13 $0.16 $0.13
Weighted average shares outstanding:

Basic 52,383,842 52,615,366 52,348,912 52,624,782
Diluted 52,717,787 53,151,134 52,754,045 53,176,425

The accompanying notes are an integral part of these consolidated financial statements.

2.
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AAON, Inc. and Subsidiaries
Consolidated Statements of Stockholders' Equity

(Unaudited)

Common Stock Paid-in Retained

Shares Amount Capital Earnings Total

(in thousands)
Balances at December 31, 2017 52,422 $210 $ — $237,016 $237,226
Net income — — — 15,951 15,951
Stock options exercised and restricted 226 1 2,298 — 2,299
stock awards granted
Share-based compensation — — 3,699 — 3,699
Stock repurchased and retired (358 ) (2 ) (5,997 (6,348 ) (12,347 )
Dividends — — — (8,391 ) (8,391 )
Balances at June 30, 2018 52,290 $209 $ — $238,228 $238,437

The accompanying notes are an integral part of these consolidated financial statements.

- 3.
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AAON, Inc. and Subsidiaries
Consolidated Statements of Cash Flows
(Unaudited)

Operating Activities
Net income

Adjustments to reconcile net income to net cash provided by operating activities:

Depreciation and amortization

Amortization of bond premiums

Provision for losses on accounts receivable, net of adjustments
Provision for excess and obsolete inventories
Share-based compensation

(Gain) loss on disposition of assets

Foreign currency transaction gain

Interest income on note receivable

Deferred income taxes

Changes in assets and liabilities:

Accounts receivable

Income taxes

Inventories

Prepaid expenses and other

Accounts payable

Deferred revenue

Accrued liabilities and donations

Net cash provided by operating activities
Investing Activities

Capital expenditures

Cash paid in business combination

Proceeds from sale of property, plant and equipment
Investment in certificates of deposits
Maturities of certificates of deposits

Purchases of investments held to maturity
Maturities of investments

Proceeds from called investments

Principal payments from note receivable

Net cash used in investing activities

Financing Activities

Stock options exercised

Repurchase of stock

Employee taxes paid by withholding shares
Net cash used in financing activities

Net (decrease) increase in cash and cash equivalents
Cash and cash equivalents, beginning of period
Cash and cash equivalents, end of period

Six Months Ended
June 30,

2018 2017

(in thousands)
$15,951 $24,011
8,438 7,281

8 29

89 141

299 260
3,699 3,529

(11 ) 47

15 (24 )
14 (13 )
438 364

(2,087 ) 254 )
(3,328 ) 5,430

1,400 (15,983 )
935 ) @272 )
12,974 6,801
(931 ) 118

213 2,295
36,246 33,760

(25,925 ) (16,847 )
6,377 ) —

11 7

(7,200 ) (5,280 )
4,560 5,272
(9,001 ) (13,241)

11,620 14,063
495 500
16 26

(31,801 ) (15,500 )

2,299 1,573
(11,539 ) (9,368 )
(808 ) (1,066 )

(10,048 ) (8,861 )
(5,603 ) 9,399
21,457 24,153
$15,854 $33,552

The accompanying notes are an integral part of these consolidated financial statements.



Edgar Filing: AAON INC - Form 10-Q




Edgar Filing: AAON INC - Form 10-Q

AAON, Inc. and Subsidiaries
Notes to the Consolidated Financial Statements
(Unaudited)

1. General
Basis of Presentation

The accompanying unaudited consolidated financial statements of AAON, Inc., a Nevada corporation, and our
operating subsidiaries, all of which are wholly-owned, (collectively, the “Company”’) have been prepared in accordance
with U.S. generally accepted accounting principles (“U.S. GAAP”) for interim financial information and with the rules
and regulations of the Securities and Exchange Commission (“SEC”). These financial statements have not been audited
by the Company's independent registered public accounting firm, except that the consolidated balance sheet at
December 31, 2017 is derived from audited consolidated financial statements. Accordingly, they do not include all of
the information and notes required by U.S. GAAP for complete financial statements. The financial statements reflect
all adjustments (all of which are of a normal recurring nature) which are, in the opinion of management, necessary for
a fair statement of the results for the interim periods presented. Interim results are not necessarily indicative of the
results that may be expected for a full year. Certain disclosures have been condensed in or omitted from these
consolidated financial statements. The accompanying unaudited financial statements should be read in conjunction
with the consolidated financial statements and notes thereto included in the Company’s Annual Report on Form 10-K
for the year ended December 31, 2017. All intercompany balances and transactions have been eliminated in
consolidation.

We are engaged in the engineering, manufacturing, marketing and sale of air conditioning and heating equipment
consisting of standard, semi-custom and custom rooftop units, chillers, packaged outdoor mechanical rooms, air
handling units, makeup air units, energy recovery units, condensing units, geothermal/water-source heat pumps and
coils.

Use of Estimates

The preparation of financial statements in conformity with U.S. GAAP requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities and disclosures of contingent assets and liabilities
at the date of the financial statements and the reported amounts of revenues and expenses during the reporting period.
Because these estimates and assumptions require significant judgment, actual results could differ from those estimates
and could have a significant impact on our results of operations, financial position and cash flows. We reevaluate our
estimates and assumptions as needed, but at a minimum on a quarterly basis. The most significant estimates include,
but are not limited to, the fair-value of acquisitions, inventory reserves, warranty accrual, worker's compensation
accrual, medical insurance accrual, income taxes and share-based compensation. Actual results could differ materially
from those estimates.

Accounting Policies
A comprehensive discussion of our critical accounting policies and management estimates is included in
Management’s Discussion and Analysis of Financial Condition and Results of Operations in our Annual Report on

Form 10-K for the year ended December 31, 2017.

Business Combinations



Edgar Filing: AAON INC - Form 10-Q

We record the assets acquired and liabilities assumed in a business combination at their acquisition date fair values.
Pursuant to U. S. GAAP, an entity is allowed a reasonable period of time (not to exceed one year) to obtain the
information necessary to identify and measure the fair value of the assets acquired and liabilities assumed in a
business combination. As discussed in Note 3, we have finalized the acquisition date fair values as of June 30, 2018.

Fair Value Measurements

Fair value is defined as the price that would be received to sell an asset or paid to transfer a liability (an exit price) in
an orderly transaction between market participants at the measurement date. Fair value is based upon assumptions that
market participants would use when pricing an asset or liability. We use the following fair value hierarchy, which
prioritizes valuation technique inputs used to measure fair value into three broad levels:

Level 1: Quoted prices in active markets for identical assets and liabilities that we have the ability to access at the
measurement date.

10
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Level 2: Inputs (other than quoted prices included within Level 1) that are either directly or indirectly observable for
the asset or liability, including (i) quoted prices for similar assets or liabilities in active markets, (ii) quoted prices for
identical or similar assets or liabilities in inactive markets, (iii) inputs other than quoted prices that are observable for
the asset or liability, and (iv) inputs that are derived from observable market data by correlation or other means.

Level 3: Unobservable inputs for the asset or liability including situations where there is little, if any, market activity
for the asset or liability. Items categorized in Level 3 include the estimated business combination fair values of
property, plant and equipment, intangible assets and goodwill.

The fair value hierarchy gives the highest priority to quoted prices in active markets (Level 1) and the lowest priority
to unobservable inputs (Level 3). In some cases, the inputs used to measure fair value might fall into different levels
of the fair value hierarchy. The lowest level input that is significant to a fair value measurement determines the
applicable level in the fair value hierarchy. Assessing the significance of a particular input to a fair value measurement
requires judgment, considering factors specific to the asset or liability.

Intangible Assets

Our intangible assets include various trademarks, service marks and technical knowledge acquired in our February
2018 business combination (see Note 3). We amortize our intangible assets on a straight-line basis over the estimated
useful lives of the assets. We evaluate the carrying value of our amortizable intangible assets for potential impairment
when events and circumstances warrant such a review.

Goodwill

Goodwill represents the excess of the consideration paid for the acquired businesses over the fair value of the
individual assets acquired, net of liabilities assumed. We expect that all of our goodwill at June 30, 2018 is deductible
for income tax purposes.

Goodwill is not amortized, but instead is evaluated for impairment at least annually. We perform our annual
assessment of impairment during the fourth quarter of our fiscal year, and more frequently if circumstances warrant.

To perform this assessment, we first consider qualitative factors to determine whether it is more likely than not that
the fair value of each reporting unit exceeds its carrying amount. If we conclude that it is more likely than not that the
fair value of a reporting unit does not exceed its carrying amount, we calculate the fair value for the reporting unit and
compare the amount to its carrying amount, including goodwill. If the fair value of a reporting unit exceeds its
carrying amount, goodwill of the reporting unit is not considered impaired. If the carrying amount of a reporting unit
exceeds its fair value, goodwill is considered to be impaired and the goodwill balance is reduced by the difference
between the fair value and carrying amount of the reporting unit.

Estimates and assumptions used to perform the impairment evaluation are inherently uncertain and can significantly
affect the outcome of the analysis. The estimates and assumptions we use in the annual goodwill impairment
assessment included market participant considerations and future forecasted operating results. Changes in operating
results and other assumptions could materially affect these estimates.

Recent Accounting Pronouncements

Changes to U.S. GAAP are established by the Financial Accounting Standards Board ("FASB") in the form of
Accounting Standards Updates ("ASUs") to the FASB's Accounting Standards Codification ("ASC").

11
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We consider the applicability and impact of all ASUs. ASUs not listed below were assessed and determined to be
either not applicable or are expected to have minimal impact on our consolidated financial statements and notes
thereto.

In February 2016, the FASB issued ASU 2016-02, Leases. The ASU will replace previous lease accounting guidance
in U.S. GAAP. The ASU requires the recognition of lease assets and lease liabilities by lessees for those leases
classified as operating leases. The ASU retains a distinction between finance leases and operating leases. The ASU is
effective for the Company beginning January 1, 2019, and requires a modified retrospective method of adoption. We
are currently in the process of assessing the impact under this ASU on our consolidated financial statements.

In January 2017, the FASB issued ASU 2017-04, Intangibles-Goodwill and Other. The ASU simplifies how an entity
is required to test goodwill for impairment by eliminating Step 2 from the goodwill impairment test. Step 2 measures a
goodwill impairment loss by comparing the implied fair value of a reporting unit’s goodwill with the carrying amount
of that goodwill. We will be

- 6-

12



Edgar Filing: AAON INC - Form 10-Q

required to perform our annual goodwill impairment test by comparing the fair value of a reporting unit with its
carrying amount. In the event the carrying amount exceeds the reporting unit’s fair value, a goodwill impairment
charge for the excess will be recorded (not exceeding the recorded amount of the reporting unit’s goodwill). The ASU
is effective for the Company beginning April 1, 2020, and requires a prospective method of adoption, although early
adoption is permitted for annual goodwill impairment tests performed on testing dates on or after January 1, 2017. We
adopted this ASU effective January 1, 2018.

2. Revenue Recognition

On January 1, 2018, we adopted the new accounting standard FASB ASC 606, Revenue from Contracts with
Customers, and all the related amendments to all contracts using the retrospective method. The impact at adoption was
not material to the consolidated financial statements. The new accounting policy provides results substantially
consistent with prior revenue recognition policies.

Disaggregated net sales by major source:

Three months Six months ended
ended

June 30, June 30,
2018 2017 2018 2017
(in thousands)

Rooftop Units $83,665 $80,792 $158,480 $147,664
Condensing Units 4,855 5,217 9,136 9,432
Air Handlers 6,553 6,256 11,793 11,389
Outdoor Mechanical Rooms 894 538 1,867 1,742
Water Source Heat Pumps 2,741 1,845 7,128 3,699
Other 10,880 6,678 20,266 13,478
Net Sales $109,588 $101,326 $208,670 $187,404

Disaggregated units sold by major source:

Three Six months
months
ended

ended June 30

June 30, ’

2018 2017 2018 2017
Rooftop Units 4,175 4,173 7,643 7,647
Condensing Units 625 687 1,036 1,219
Air Handlers 818 710 1,354 1,323

Outdoor Mechanical Rooms 13 15 27 39
Water Source Heat Pumps 1,004 518 2,618 896
Total Units 6,635 6,103 12,678 11,124

The Company recognizes revenue when it satisfies the performance obligation in its contracts. Most of the Company's
products are highly customized, cannot be resold to other customers and the cost of rework to be resold is not
economical. The Company has a formal cancellation policy and generally does not accept returns on these units. As a
result, many of the Company's products do not have an alternative use and therefore, for these products we recognize
revenue over the time it takes to produce the unit. For all other products that are part sales or standardized units, we
satisfy the performance obligation when the title and risk of ownership pass to the customer, generally at time of
shipment. Final sales prices are fixed based on purchase orders. Sales allowances and customer incentives are treated

13
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as reductions to sales and are provided for based on historical experiences and current estimates. Sales of our products
are moderately seasonal with the peak period being July - November of each year.

In addition, the Company presents revenues net of sales tax and net of certain payments to our independent
manufacturer representatives (“Representatives”). Representatives are national companies that are in the business of
providing HVAC units and other related products and services to customers. The end user customer orders a bundled
group of products and services from the Representative and expects the Representative to fulfill the order. Only after
the specifications are agreed to by the Representative and the customer, and the decision is made to use an AAON
HVAC unit, will we receive notice of the order. We establish the amount we must receive for our HVAC unit
(“minimum sales price”), but do not control the total order price that is negotiated by the Representative with the end
user customer.

- 7-
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We are responsible for billings and collections resulting from all sales transactions, including those initiated by our
Representatives. The Representatives submit the total order price to us for invoicing and collection. The total order
price includes our minimum sales price and an additional amount which may include both the Representatives’ fee and
amounts due for additional products and services required by the customer. These additional products and services
may include controls purchased from another manufacturer to operate the unit, start-up services, and curbs for
supporting the unit (“Third Party Products”). All are associated with the purchase of a HVAC unit but may be provided
by the Representative or another third party. The Company is under no obligation related to Third Party Products.

The Representatives’ fee and Third Party Products amounts (“Due to Representatives”) are paid only after all amounts
associated with the order are collected from the customer. The amount of payments to our Representatives were $13.3
million and $12.6 million for the three months ended June 30, 2018 and 2017, respectively. The amount of payments
to our Representatives were $24.9 million and $24.5 million for the six months ended June 30, 2018 and 2017,
respectively.

The Company also sells extended warranties on parts for various lengths of time ranging from 6 months to 10 years.
Revenue for these separately priced warranties is deferred and recognized on a straight-line basis over the separately
priced warranty period.

3. Acquisition

On February 28, 2018, we closed on the purchase of substantially all of the assets of WattMaster Controls, Inc.,
(collectively, “WattMaster”). The assets acquired consisted primarily of intellectual property, receivables, inventory and
fixed assets. The Company also hired substantially all of the WattMaster employees. These assets and workforce will
allow us to accelerate the development of our own electronic controllers for air distribution systems. We funded the
business combination with available cash of $6.0 million. We paid the final working capital settlement of $0.4 million
with available cash in May 2018. We have included the results of WattMaster's operations in our consolidated

financial statements beginning March 1, 2018.

The following table presents the final allocation of the acquisition cost to the assets acquired and liabilities assumed,
based on their fair values, in the acquisition of WattMaster described above:

Estimated

Allocation

as of Revision Final

March Allocation

31,

2018

(in thousands)
Accounts receivable $1,073 $9 $ 1,082
Inventories 1,442 (62 ) 1,380
Property, plant and equipment 133 207 340
Intellectual property — 700 700
Goodwill 3,677 (448 ) 3,229
Assumed current liabilities (325 ) (29 ) (354 )

Consideration paid $6,000 $377 $6,377

Goodwill represents the excess of the consideration paid for the acquired businesses over the fair value of the
individual assets acquired, net of liabilities assumed. Goodwill represents a premium paid to acquire the skilled
workforce of the business acquired. We expect that all of the goodwill will be deductible for federal income tax

15
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purposes.

4. Investments

Certificates of Deposit — We held approximately $5.5 million and $2.9 million in certificates of deposit at June 30,
2018 and December 31, 2017, respectively. At June 30, 2018, the certificates of deposit bear interest ranging from
1.50% to 1.95% per annum and have various maturities ranging from less than one month to approximately 5 months.

Investments Held to Maturity — Our investments held to maturity are comprised of $3.0 million of corporate notes and

bonds with original maturities ranging from less than one month to approximately 5 months. The investments have
moderate risk with S&P ratings ranging from AAA to BBB-.

- 8-
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We record the amortized cost basis and accrued interest of the corporate notes and bonds in the Consolidated Balance
Sheets. We record the interest and amortization of bond premium to interest income in the Consolidated Statements of

Income.

The following summarizes the amortized cost and estimated fair value of our investments held to maturity as of

June 30, 2018 and December 31, 2017:

. Gross Gross Fair
Amorti . . Value
nrealized Unrealized
Cost . (Level
Gain (Loss) 1

June 30, 2018: (in thousands)
Current assets:
Investments held to maturity $2,955 $ —3$ 3 ) $2952
Non current assets:
Investments held to maturity — — — —
Total $2955 % —3$ 3 ) $2952

December 31, 2017:

Current assets:

Investments held to maturity $6,077 $ —3$ 6 ) $6,071
Non current assets:

Investments held to maturity — — —
Total $6,077 $ —$ 6 ) $6,071

5. Accounts Receivable
Accounts receivable and the related allowance for doubtful accounts are as follows:

June 30, December 31,

2018 2017
(in thousands)
Accounts receivable $53,626 $ 50,457
Less: Allowance for doubtful accounts (208 ) (119 )
Total, net $53,418 $ 50,338
Three months  Six months
ended ended
June 3Qlune 30, June 3Qune 30,
2018 2017 2018 2017
Allowance for doubtful accounts: (in thousands)
Balance, beginning of period $108 $274 $119 $ 90
Provisions for losses on accounts receivables, net of recoveries 109 (43 ) 98 141
Accounts receivable written off O HYaso »o® ) @aso )
Balance, end of period $208 $ 81 $208 $ 81

- 9.
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6. Inventories

Inventories are valued at the lower of cost or net realizable value. Cost is determined by the first-in, first-out (“FIFO”)
method. We establish an allowance for excess and obsolete inventories based on product line changes, the feasibility

of substituting parts and the need for supply and replacement parts.

June 30, December 31,

2018 2017

(in thousands)
Raw materials $62272 $ 57,784
Work in process 3,414 5,957
Finished goods 6,188 8,163

71,874 71,904
Less: Allowance for excess and obsolete inventories (1,407 ) (1,118 )
Total, net $70,467 $ 70,786

The related changes in the allowance for excess and obsolete inventories account are as follows:

Three months Six months

ended ended

June 30, June 30, June 30, June 30,

2018 2017 2018 2017
Allowance for excess and obsolete inventories: (in thousands)

Balance, beginning of period $1,209 $1,442 $1,118 $1,382
Provisions for excess and obsolete inventories 217 200 318 260
Inventories written off (19 ) — 29 ) —
Balance, end of period $1,407 $1,642 $1,407 $1,642

7. Intangible Assets
Our intangible assets consist of the following:

June 30, December 31,

2018 2017
(in thousands)
Intellectual property $700 $ —
Less: Accumulated amortization (78 ) —
Total, net $622 §$ —

Amortization expense recorded in cost of sales is as follows:

Three )

Six months
months

ended
ended

June Bihe 30, June 3Dyne 30,
20182017 2018 2017
(in thousands)

Amortization Expense $78 $ —$78 $ —

18
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8. Supplemental Cash Flow Information

Three months Six months
ended ended

June 30, June 30, June 30, June 30,
2018 2017 2018 2017

Supplemental disclosures: (in thousands)

Interest paid $— $— $5 $—
Income taxes paid $451 $4,127 $6,683 $4,488
Non-cash investing and financing activities:

Non-cash capital expenditures $(1,604) $(874 ) $(871 ) $224
Dividends declared 8,400 6,849 8,400 6,849

9. Warranties

The Company has warranties with various terms ranging from 18 months for parts to 25 years for certain heat
exchangers. The Company has an obligation to replace parts or service its products if conditions under the warranty
are met. A provision is made for estimated warranty costs at the time the related products are sold based upon the
warranty period, historical trends, new products and any known identifiable warranty issues.

Changes in the warranty accrual are as follows:

Three months

ended

June 30, June 30, June 30, June 30,
2018 2017 2018 2017

Six months ended

Warranty accrual: (in thousands)

Balance, beginning of period $10,788 $7,812 $10,483 $7,936
Payments made (2,504 ) (2,312 ) (3,723 ) (3,654 )
Provisions 3,174 3,102 4,698 4,320
Balance, end of period $11,458 $8,602 $11,458 $8,602
Warranty expense: $3,174 $3,102 $4,698 $4,320

10. Accrued Liabilities
Accrued liabilities are as follows:

June 30, December 31,

2018 2017

(in thousands)
Warranty $11,458 $ 10,483
Due to representatives 10,494 13,086
Payroll 3,943 4,456
Profit sharing 1,607 2,034

Worker's compensation 619 593
Medical self-insurance 980 725

20
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Customer prepayments 2,907 2,838
Donations 846 588
Employee vacation time 3,008 2,688
Other 2,284 1,607
Total $38,146 $ 39,098
- 11 -
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11. Revolving Credit Facility

Our revolving credit facility, which is provided by BOKF, NA dba Bank of Oklahoma, formerly known as Bank of
Oklahoma, N.A. ("Bank of Oklahoma"), provides for maximum borrowings of $30.0 million. Under the line of credit,
there is one standby letter of credit totaling $0.8 million. Borrowings available under the revolving credit facility at
June 30, 2018 were $29.2 million. Interest on borrowings is payable monthly at LIBOR plus 2.5%. No fees are
associated with the unused portion of the committed amount. We had no outstanding balance under the revolving
credit facility at June 30, 2018 and December 31, 2017. The termination date of the revolving credit facility is July 27,
2018.

As of June 30, 2018, we were in compliance with our financial covenants. These covenants require that we meet
certain parameters related to our tangible net worth and total liabilities to tangible net worth ratio. At June 30, 2018,
our tangible net worth was $238.4 million and met the requirement of being at or above $125.0 million. Our total
liabilities to tangible net worth ratio was 0.34 to 1, and met the requirement of not being above 2 to 1.

On July 26, 2018, the Company amended the revolving credit facility with Bank of Oklahoma, extending the
termination date to July 26, 2021. In addition, interest on borrowings was amended to LIBOR plus 2.0% (previously
2.5%) and our tangible net worth financial covenant requirement was amended to at or above $175.0 million
(previously $125.0 million).

12. Income Taxes
The provision (benefit) for income taxes consists of the following:

Three months  Six months
ended ended
June 30,June 30, June 30,June 30,
2018 2017 2018 2017
(in thousands)
Current $2,873 $6,326 $3,433 $9,917
Deferred 18 (356 ) 438 364
$2,891 $5,970 $3,871 $10,281

The reconciliation of the Federal statutory income tax rate to the effective income tax rate is as follows:

Three months  Six months
ended ended

June 30,June 30, June 30,June 30,
2018 2017 2018 2017

Federal statutory rate 21.0 % 350 % 21.0 % 350 %
State income taxes, net of Federal benefit 6.8 4.5 6.8 4.0
Domestic manufacturing deduction — 3.1) — (3.0)
Excess tax benefits 24) “48) @1) (.8)
Indian Depreciation “44) — 32) —
Other 12) @d4) @@.0) (©0.2)
Effective tax rate 19.8 % 30.2 % 19.5 % 30.0 %
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The Tax Cuts and Jobs Act (the "Act") was enacted on December 22, 2017. Major changes under the Act include the
following:

Reducing the corporate rate to 21 percent

Doubling bonus depreciation to 100 percent for five years

Further limitations on executive compensation deductions

€liminating the domestic manufacturing deduction

As a result of these changes, the Company adjusted its deferred tax assets and liabilities in the forth quarter of 2017
using the newly enacted rates for the periods when they are expected to be realized.

In February 2018, the Bipartisan Budget Act of 2018 extended accelerated depreciation for business property on an
Indian reservation. As a result, the Company has approximately $5.0 million in additional depreciation it can take as a
tax deduction in 2017. Because the Company had remeasured its deferred tax liability related to property, plant and
equipment to the new lower
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tax rate at December 31, 2017 and because this additional depreciation became a current tax expense with the passing
of this bill in 2018, the Company received a benefit of approximately $0.6 million as the deduction will be taken in
2017 at the higher federal tax rate of 35.0%.

The Company's estimated annual 2018 effective tax rate, excluding discrete events, is approximately 27%. We file
income tax returns in the U.S., state and foreign income tax returns jurisdictions. We are subject to U.S. examinations
for tax years 2014 to present, and to non-U.S. income tax examinations for the tax years of 2013 to present. In
addition, we are subject to state and local income tax examinations for the tax years 2013 to present. The Company
continues to evaluate its need to file returns in various state jurisdictions. Any interest or penalties would be
recognized as a component of income tax expense.

13. Share-Based Compensation

On May 22, 2007, our stockholders adopted a Long-Term Incentive Plan (“LTIP”) which provided an additional 3.3
million shares that could be granted in the form of stock options, stock appreciation rights, restricted stock awards,
performance units and performance awards. Since inception of the LTIP, non-qualified stock options and restricted
stock awards were granted with the same vesting schedule as the previous plan. Under the LTIP, the exercise price of
shares granted could not be less than 100% of the fair market value at the date of the grant.

On May 24, 2016, our stockholders adopted the 2016 Long-Term Incentive Plan ("2016 Plan") which provides for
approximately 6.4 million shares, comprised of 3.4 million new shares provided for under the 2016 Plan,
approximately 0.4 million shares that were available for issuance under the previous LTIP that are now authorized for
issuance under the 2016 Plan, and an additional 2.6 million shares that were approved by the stockholders on May 15,
2018. Under the 2016 Plan, shares can be granted in the form of stock options, stock appreciation rights, restricted
stock awards, performance awards, dividend equivalent rights, and other awards. Under the 2016 Plan, the exercise
price of shares granted may not be less than 100% of the fair market value at the date of the grant. The 2016 Plan will
be administered by the Compensation Committee of the Board of Directors or such other committee of the Board of
Directors as is designated by the Board of Directors (the “Committee”). Membership on the Committee shall be limited
to independent directors. The Committee may delegate certain duties to one or more officers of the Company as
provided in the 2016 Plan. The Committee will determine the persons to whom awards are to be made, determine the
type, size and terms of awards, interpret the 2016 Plan, establish and revise rules and regulations relating to the 2016
Plan and make any other determinations that it believes necessary for the administration of the 2016 Plan.

Options - The compensation cost related to unvested stock options not yet recognized as of June 30, 2018 is $17.3
million and is expected to be recognized over a weighted average period of 2.50 years.

The following weighted average assumptions were used to determine the fair value of the stock options granted on the
original grant date for expense recognition purposes for options granted during the six months ended June 30, 2018
and 2017 using a Black Scholes Model:

Six months
ended
June 30, June 30,
2018 2017
Directors and Officers:
Expected dividend rate $0.26  $0.26
Expected volatility 29.73 % 30.81 %
Risk-free interest rate  2.20 % 1.90 %
Expected life (in years) 5.0 5.0

24



Edgar Filing: AAON INC - Form 10-Q

Employees:

Expected dividend rate $0.26  $0.26
Expected volatility 29.82 % 30.75 %
Risk-free interest rate 248 % 1.89 %
Expected life (in years) 5.0 5.0

The expected term of the options is based on evaluations of historical and expected future employee exercise behavior.
The risk-free interest rate is based on the U.S. Treasury rates at the date of grant with maturity dates approximately
equal to the expected life at the grant date. Volatility is based on historical volatility of our stock over time periods
equal to the expected life at grant date.

- 13 -
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The following is a summary of stock options vested and exercisable as of June 30, 2018:

Weighted Weighted Intrinsic
Range of Number Average
. o Average Value
Exercise of Remaining ; .
. .. Exercise (in
Prices Shares Contractual Life _ .
. Price thousands)
(in years)
$4.54 - $32.80 425,351 5.59 $17.47 $ 6,711
$32.85 - $34.10 67,654 5.18 34.02 1
$34.15 - $39.00 21,607 8.73 35.10 —
Total 514,612 5.67 $20.39 $ 6,712

The following is a summary of stock options vested and exercisable as of June 30, 2017:

Weighted
Average  Weighted Intrinsic

Range. of Number Remaining Average Value
Exercise of . .
Prices Shares antractual Ex'erc1se (in
Life Price thousands)
(in years)
$4.54 -$22.76 378,504 4.85 $10.98 $9,792
$23.57 - $32.80 33,985 7.95 25.34 391
$32.85 - $36.30 — — — —
Total 412,489 5.10 $12.16 $10,183

A summary of option activity under the plans is as follows:

Weighted
Shares Avera‘ge

Exercise

Price
Outstanding at December 31,2017 1,567,109 $ 25.27
Granted 1,439,020 34.51
Exercised (159,143 ) 14.43
Forfeited or Expired (164,424 ) 33.19
Outstanding at June 30, 2018 2,682,562 $ 30.40
Exercisable at June 30, 2018 514,612  $20.39

The total intrinsic value of options exercised during the six months ended June 30, 2018 and 2017 was $3.2 million
and $4.0 million, respectively. The cash received from options exercised during the six months ended June 30, 2018
and 2017 was $2.3 million and $1.6 million, respectively. The impact of these cash receipts is included in financing
activities in the accompanying Consolidated Statements of Cash Flows.

Restricted Stock - Since 2007, as part of the LTIP and since May 2016 as part of the 2016 Plan, the Compensation
Committee of the Board of Directors has authorized and issued restricted stock awards to directors and key
employees. Restricted stock awards granted to directors vest one-third each year. All other restricted stock awards vest
at a rate of 20% per year. The fair value of restricted stock awards is based on the fair market value of AAON, Inc.
common stock on the respective grant dates, reduced for the present value of dividends.
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These awards are recorded at their fair value on the date of grant and compensation cost is recorded using straight-line
vesting over the service period. At June 30, 2018, unrecognized compensation cost related to unvested restricted stock
awards was approximately $7.6 million, which is expected to be recognized over a weighted average period of 2.0
years.

- 14-

27



Edgar Filing: AAON INC - Form 10-Q

A summary of the unvested restricted stock awards is as follows:

Weighted
Average
Grant
Shares Date
Fair
Value
Unvested at December 31, 2017 341,800 $ 25.52
Granted 104,175 32.27
Vested (97,961 ) 25.04
Forfeited (31,834 ) 28.06
Unvested at June 30, 2018 316,180 $ 27.64

A summary of share-based compensation is as follows:

Three months

Six months ended

ended
June 30,June 30, June 30, June 30,
2018 2017 2018 2017
Grant date fair value of awards during the period: (in thousands)
Options $53 $633  $12,580 $3,507
Restricted stock 1,247 1,582 3,361 4,182
Total $1,300 $2,215 $15,941 $7,689
Share-based compensation expense:
Options $1,368 $703  $2,126 $1,430
Restricted stock 607 1,181 1,573 2,099
Total $1,975 $1,884 $3,699 $3,529
Income tax
benefit/(deficiency)
related to share-based
compensation:
Options $300 $494 $601 $1,285
Restricted stock 57 432 219 705
Total $357 $926 $820 $1,990
- 15-
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14. Earnings Per Share

Basic net income per share is calculated by dividing net income by the weighted average number of shares of common
stock outstanding during the period. Diluted net income per share assumes the conversion of all potentially dilutive
securities and is calculated by dividing net income by the sum of the weighted average number of shares of common
stock outstanding plus all potentially dilutive securities. Dilutive common shares consist primarily of stock options
and restricted stock awards.

Three months ended Six months ended
June 30, June 30,  June 30, June 30,

2018 2017 2018 2017
(in thousands, except share and per share
data)
Numerator:
Net income $11,691 $ 13,794 $15,951 $ 24,011
Denominator:
Basic weighted average shares 52,383,84%2,615,366 52,348,9132,624,782
Effect of dilutive stock options and restricted stock 333,945 535,768 405,133 551,643
Diluted weighted average shares 52,717,78B,151,134 52,754,048,176,425
Earnings per share:
Basic $0.22 $0.26 $0.30 $046
Diluted $0.22 $0.26 $0.30 $045
Anti-dilutive shares:
Shares 2,161,2447/60,438 1,919,0087/72,202

15. Stockholders’ Equity

Stock Repurchase - The Board has authorized three stock repurchase programs for the Company. The Company may
purchase shares on the open market from time to time, up to a total of 5.7 million shares. The Board must authorize
the timing and amount of these purchases. Effective May 24, 2016, the Board authorized up to $25.0 million in open
market repurchases and on June 2, 2016, the Company executed a repurchase agreement in accordance with the rules
and regulations of the SEC allowing the Company to repurchase an aggregate amount of $25.0 million or a total of
approximately 2.0 million shares from the open market. The agreement expired on April 15, 2017. In May 2018, the
Board authorized up to $15.0 million in open market repurchases and on May 18, 2018, the Company executed a
repurchase agreement in accordance with the rules and regulations of the SEC allowing the Company to repurchase
shares from the open market. The agreement expires on March 1, 2019. The Company also has a stock repurchase
arrangement by which employee-participants in our 401(k) savings and investment plan are entitled to have shares in
AAON, Inc. stock in their accounts sold to the Company. The maximum number of shares to be repurchased is
contingent upon the number of shares sold by employee-participants. Lastly, the Company repurchases shares of
AAON, Inc. stock from certain of its directors and employees for payment of statutory tax withholdings on stock
transactions. All other repurchases from directors or employees are contingent upon Board approval. All repurchases
are done at current market prices.

Our repurchase activity is as follows:
Six months ended

June 30, Inception to date
2018 2017
Program Shares Total $ $ per Shares Total $ $ per Shares Total $ $ per
share share share
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Open market 104,155$3,427,879 $32.918,676 $283,654 $32.69 3,947,650 $64,659,994 $16.38
401(k) 231,3878,108,190 35.04 258,0519,083,606 35.20 6,781,410 90,176,995 13.30
Directors and employees 23,140 810,505 35.03 30,158 1,066,450 35.36 1,942,650 18,088,538 9.31

Total 358,682$12,346,574$34.42296,885$10,433,710$35.14 12,671,710$172,925,527$13.65

Dividends - At the discretion of the Board, we pay semi-annual cash dividends. Board approval is required to
determine the date of declaration and amount for each semi-annual dividend payment.

- 16 -
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Our recent dividends are as follows:

Dividend
Declaration Date Record Date Payment Date per

Share
May 16, 2017 June 9, 2017 July 7, 2017 $0.13
November 7, 2017 November 30, 2017 December 21, 2017 $ 0.13
May 18, 2018 June 8, 2018 July 6, 2018 $ 0.16

16. Commitments and Contingencies

We are subject to various claims and legal actions that arise in the ordinary course of business. We closely monitor
these claims and legal actions and frequently consult with our legal counsel to determine whether they may, when
resolved, have a material adverse effect on our financial position, results of operations or cash flows and we accrue
and/or disclose loss contingencies as appropriate. We have concluded that the likelihood is remote that the ultimate
resolution of any pending litigation or claims will be material or have a material adverse effect on the Company's
business, financial position, results of operations and/or cash flows.

17. Related Parties

The Company purchases some supplies from an entity controlled by the Company's CEO. The Company sometimes
makes sales to the CEO for parts. Additionally, the Company sells units to an entity owned by a member of the
President's immediate family. This entity is also one of the Company's Representatives and as such, the Company
makes payments to the entity for third party products. All related party transactions are made on standard Company
terms. The following is a summary of transactions and balance with affiliates:
Three months Six months
ended ended
June 30yne 30, June 30yne 30,
2018 2017 2018 2017
(in thousands)
Sales to affiliates $447 $ 466 $592 $1,150
Payments to affiliates 101 305 111 308
June 30December 31,
2018 2017
(in thousands)
Due from affiliates $ 138 $ 9
Due to affiliates 12 —

Item 2. Management's Discussion and Analysis of Financial Condition and Results of Operations.

The following discussion and analysis of our financial condition and results of operations should be read in
conjunction with our consolidated financial statements and the notes thereto, which are included in this report, and our
audited consolidated financial statements and the notes thereto, which are included in our Annual Report on Form
10-K for the fiscal year ended December 31, 2017. This discussion contains or incorporates by reference
“forward-looking statements” within the meaning of the Private Securities Litigation Reform Act of 1995. These
forward-looking statements are not historical facts, but rather are based on expectations, estimates, assumptions and
projections about our industry, business and future financial results, based on information available at the time this
report is filed with the SEC or, with respect to any document incorporated by reference, available at the time that such
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document was prepared. Our actual results could differ materially from the results contemplated by these
forward-looking statements due to a number of factors, including those identified in the section entitled
“Forward-Looking Statements” in this Item 2 of this Quarterly Report on Form 10-Q and in the section entitled “Risk
Factors” in Item 1A of our Annual Report on Form 10-K for the fiscal year ended December 31, 2017. We do not
assume any obligation to update or revise any forward-looking statements to reflect changed assumptions, the
occurrence of anticipated or unanticipated events, new information or circumstances or otherwise, except as required
by law.

- 17 -
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Overview

We engineer, manufacture and market air conditioning and heating equipment consisting of standard, semi-custom
and custom rooftop units, chillers, packaged outdoor mechanical rooms, air handling units, makeup air units, energy
recovery units, condensing units, geothermal/water-source heat pumps and coils. These products are marketed and
sold to retail, manufacturing, educational, lodging, supermarket, medical and other commercial industries. We market
our products to all 50 states in the United States and certain provinces in Canada. Foreign sales were approximately
$6.3 million of our total net sales for the six months just ended and $5.5 million of our sales during the same period of
2017.

Our business can be affected by a number of economic factors, including the level of economic activity in the markets
in which we operate. The uncertainty of the economy has negatively impacted the commercial and industrial new
construction markets. A further decline in economic activity could result in a decrease in our sales volume and
profitability. Sales in the commercial and industrial new construction markets correlate closely to the number of new
homes and buildings that are built, which in turn is influenced by cyclical factors such as interest rates, inflation,
consumer spending habits, employment rates and other macroeconomic factors over which we have no control.

We sell our products to property owners and contractors through a network of manufacturers’ representatives and our
internal sales force. The demand for our products is influenced by national and regional economic and demographic
factors. The commercial and industrial new construction market is subject to cyclical fluctuations in that it is generally
tied to housing starts, but has a lag factor of six to 18 months. Housing starts, in turn, are affected by such factors as
interest rates, the state of the economy, population growth and the relative age of the population. When new
construction is down, we emphasize the replacement market. The new construction market in 2017 through the second
quarter of 2018 continued to be unpredictable and uneven. Thus, we continue to emphasize promotion of the benefits
of AAON equipment to property owners in the replacement market.

The principal components of cost of goods sold are labor, raw materials, component costs, factory overhead, freight
and engineering expense. The principal high volume raw materials used in our manufacturing processes are steel,
copper and aluminum, and are obtained from domestic suppliers. We also purchase from domestic manufacturers
certain components, including compressors, motors and electrical controls.

The price levels of our raw materials have remained relatively consistent the past few years, but the market has
become volatile and unpredictable as a result of the uncertainty related to the U.S. economy and a weakening global
economy. For the six months ended June 30, 2018, the price (twelve month trailing average) for copper, galvanized
steel, stainless steel and aluminum increased by approximately 13.4%, 14.6%, 6.8% and 6.5%, respectively, as
compared to the six months ended June 30, 2017.

In 2015, AAON initiated the design of a new Water Source Heat Pump product line and its affiliated manufacturing
facility. We have brought the product into the marketplace and are in the final stages of completing this introduction
into a $500-$600 million new market.

We continued construction of our three-story 134,000 square foot laboratory building with ten testing cells contained
within it. This unique laboratory will have capabilities beyond anything known to exist in the world and will elevate
AAON's research and design capabilities accordingly. Completion of this lab in 2018 will therefore be quite
significant.

The following are recent highlights and items that impacted our results of operations, cash flows and financial
condition:
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Overall units sold increased approximately 14.0% as compared to the same period last year.

We saw significant improvement in our gross margin during the second quarter.

We invested $25.9 million in capital expenditures in connection with the construction of our new research and
development lab, water source heat pump line and other internal projects.

Our order intake increased resulting in a record high backlog.

€Completed the strategic acquisition of Wattmaster Controls, Inc.

Backlog

The following table shows our historical backlog levels:
6/30/2018 12/31/2017 6/30/2017

(in thousands)

$156,565 $ 81,226  $ 83,528
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Results of Operations

Three Months Ended June 30, 2018 vs. Three Months Ended June 30, 2017

Units Sold
Three
Months
Ended
June 30,
2018 2017
Rooftop Units 4,175 4,173
Condensing Units 625 687
Air Handlers 818 710

Outdoor Mechanical Rooms 13 15
Water Source Heat Pumps 1,004 518

Total Units 6,635 6,103
Net Sales
Three Months
Ended
June 30,
%

2018 2017 Change Change

(in thousands, except unit data)
Net sales  $109,588 $101,326 $8,26282 %
Total units 6,635 6,103 532 87 %

Net sales for the quarter are up mainly due to the increase in our water source heat pumps line which has a lower
profit margin causing the percentage of net sales to not increase as proportionate to the percentage increase in total
units.

Cost of Sales
Three Months
Percent of
Ended Sales
June 30,

2018 2017 2018 2017
(in thousands)
Cost of sales $82,003 $69,648 74.8% 68.7 %
Gross profit 27,585 31,678 25.2% 31.3%

The principal components of cost of sales are labor, raw materials, component costs, factory overhead, freight out and
engineering expense. The principal high volume raw materials used in our manufacturing processes are steel, copper
and aluminum, which are obtained from domestic suppliers. The Company is closely monitoring its staffing levels to
improve its production efficiency. Over time, freight costs have also increased due to the price of fuel and shortage of
drivers. The Company is actively negotiating freight rates to help control those costs. Additionally, as the Company's
Research and Development lab approaches completion, the Company is incurring costs getting the lab running which
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are not necessarily offset by increases in production.
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Twelve-month average raw material cost per pound as of June 30,:

%
2018 2017 Change

Copper $3.82 $3.37 134 %
Galvanized Steel $0.47 $0.41 14.6 %
Stainless Steel  $1.26 $1.18 6.8 %
Aluminum $1.79 $1.68 6.5 %

Selling, General and Administrative Expenses

Three Months

Ended

June 30,

2018 2017 2018 2017

(in thousands)
Warranty $3,174 $3,102 29 % 3.1 %
Profit Sharing 1,607 2,154 1.5 % 2.1 %
Salaries & Benefits 3,166 2,427 29 % 24 %
Stock Compensation 1,071 1,367 10 % 1.3 %

Percent of
Sales

Advertising 212 171 02 % 02 %
Depreciation 216 154 02 % 02 %
Insurance 247 205 02 % 02 %
Professional Fees 591 262 05 % 03 %
Donations 205 189 02 % 02 %
Bad Debt Expense 110 43 )01 % — %
Other 2,487 1,983 23 %20 %
Total SG&A $13,086 $11,971 119% 11.8 %

Income Taxes

Three Months Effective Tax
Ended Rate
June 30,

2018 2017 2018 2017
(in thousands)
Income tax provision $2,891 $5,970 19.8% 30.2%

The Company’s estimated annual 2018 effective tax rate, excluding discrete events, is expected to be approximately
27%. The decrease in our effective rate was due to the Act that was enacted on December 22, 2017 lowering the
federal corporate tax rate to 21%.
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Results of Operations

Six Months Ended June 30, 2018 vs. Six Months Ended June 30, 2017

Units Sold
Six Months
Ended
June 30,
2018 2017
Rooftop Units 7,643 7,647
Condensing Units 1,036 1,219
Air Handlers 1,354 1,323

Outdoor Mechanical Rooms 27 39
Water Source Heat Pumps 2,618 896
Total Units 12,678 11,124

Net Sales

Six Months Ended
June 30,
2018 2017 Change %
Change
(in thousands, except unit data)
Net sales  $208,670 $187,404 $21,26611.3 %

Total units 12,678 11,124 1,554 140 %

Net sales for the quarter are up mainly due to the increase in our water source heat pumps line which has a lower
profit margin causing the percentage of net sales to not increase as proportionate to the percentage increase in total
units.

Cost of Sales
Six Months Ended Percent of
June 30, Sales
2018 2017 2018 2017
(in thousands)
Cost of sales $165,695 $130,740 79.4% 69.8%
Gross profit 42,975 56,664  20.6% 30.2%

The principal components of cost of sales are labor, raw materials, component costs, factory overhead, freight out and
engineering expense. The principal high volume raw materials used in our manufacturing processes are steel, copper
and aluminum, which are obtained from domestic suppliers. In January 2018, the Company paid all employees a
one-time bonus of $1,000 per employee as a result of the Tax Cuts and Jobs Act (the "Act") which lowered the federal
corporate tax rate from 35% to 21%. This bonus increased cost of sales by $1.9 million, excluding taxes and benefits.
Additionally, the Company typically has seasonality in its sales and workforce with the fourth and first quarter being
lower in production. The Company maintained a higher level of workforce through the end of 2017 and beginning of
2018 in anticipation of our growing business. The Company's water source heat pump business also has a lower profit
margin and given it is still in early stages of production, this part of the business is not yet as profitable as our other
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Twelve-month average raw material cost per pound as of June 30,:
%

2018 2017 Change

Copper $3.82 $3.37 134 %
Galvanized Steel $0.47 $0.41 14.6 %
Stainless Steel  $1.26 $1.18 6.8 %
Aluminum $1.79 $1.68 6.5 %

Selling, General and Administrative Expenses

Six Months

Percent of
Ended Sales
June 30,

2018 2017 2018 2017
(in thousands)
Warranty $4,608 $4,320 23 % 23 %
Profit Sharing 2,229 3810 1.1 % 2.0 %
Salaries & Benefits 6,442 5428 3.1 % 29 %
Stock Compensation 2,068 2,445 1.0 % 1.3 %

Advertising 434 1,137 02 % 0.6 %
Depreciation 434 312 02 % 0.2 %
Insurance 605 449 03 % 02 %
Professional Fees 1,373 839 07 % 04 %
Donations 703 403 03 % 02 %
Bad Debt Expense 99 141 — % 0.1 %
Other 4220 3217 20 % 17 %
Total SG&A $23,305 $22,501 11.2% 12.0%

The overall decrease as a percentage of sales in SG&A was primarily due to the decrease in advertising expense and
profit sharing.

Income Taxes

I Effective Tax
Ended Rate
June 30,

2018 2017 2018 2017
(in thousands)
Income tax provision $3,871 $10,281 19.5% 30.0%

The Company’s estimated annual 2018 effective tax rate, excluding discrete events, is expected to be approximately

27%. The decrease in our effective rate was due to the Act that was enacted on December 22, 2017 lowering the
federal corporate tax rate to 21%.

Liquidity and Capital Resources
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Our working capital and capital expenditure requirements are generally met through net cash provided by operations
and the occasional use of our revolving credit facility.

Our cash and investments decreased $6.1 million from December 31, 2017 to June 30, 2018 and totaled $24.3 million
at June 30, 2018.

- 22 -

42



Edgar Filing: AAON INC - Form 10-Q

Under the line of credit, there was one standby letter of credit of $0.8 million as of June 30, 2018. At June 30, 2018,
we have $29.2 million of borrowings available under the revolving credit facility. No fees are associated with the
unused portion of the committed amount.

We had no outstanding balance under the revolving credit facility at June 30, 2018 and December 31, 2017. Interest
on borrowings is payable monthly at LIBOR plus 2.5%. The termination date of the revolving credit facility is July
27,2018.

At June 30, 2018, we were in compliance with all of the covenants under the revolving credit facility. We are
obligated to comply with certain financial covenants under the revolving credit facility. These covenants require that
we meet certain parameters related to our tangible net worth and total liabilities to tangible net worth ratio. At June 30,
2018, our tangible net worth was $238.4 million, which meets the requirement of being at or above $125.0 million.
Our total liabilities to tangible net worth ratio was 0.34 to 1.0 which meets the requirement of not being above 2 to 1.

On July 26, 2018, the Company amended the revolving credit facility with Bank of Oklahoma, extending the
termination date to July 26, 2021. In addition, interest on borrowings was amended to LIBOR plus 2.0% (previously
2.5%) and our tangible net worth financial covenant requirement was amended to at or above $175.0 million
(previously $125.0 million).

Authorizations - The Board has authorized three stock repurchase programs for the Company. The Company may
purchase shares on the open market from time to time, up to a total of 5.7 million shares. The Board must authorize
the timing and amount of these purchases. Effective May 24, 2016, the Board authorized up to $25.0 million in open
market repurchases and on June 2, 2016, the Company executed a repurchase agreement in accordance with the rules
and regulations of the SEC allowing the Company to repurchase an aggregate amount of $25.0 million or a total of
approximately 2.0 million shares from the open market. The agreement expired on April 15, 2017. In May 2018, the
Board authorized up to $15.0 million in open market repurchases and on May 18, 2018, the Company executed a
repurchase agreement in accordance with the rules and regulations of the SEC allowing the Company to repurchase
shares from the open market. The agreement expires on March 1, 2019. The Company also has a stock repurchase
arrangement by which employee-participants in our 401(k) savings and investment plan are entitled to have shares in
AAON, Inc. stock in their accounts sold to the Company. The maximum number of shares to be repurchased is
contingent upon the number of shares sold by employee-participants. Lastly, the Company repurchases shares of
AAON, Inc. stock from certain of its directors and employees for payment of statutory tax withholdings on stock
transactions. Any other repurchases from directors or employees are contingent upon Board approval. All repurchases
are done at current market prices.

Repurchase Activity

Six Months Ended

June 30, Inception to date

2018 2017
Program Shares Total $ $ per Shares Total $ $ per Shares Total $ $ per

share share share

Open market 104,155$3,427,879 $32.918,676 $283,654 $32.69 3,947,650 $64,659,994 $16.38
401(k) 231,3878,108,190 35.04 258,0519,083,606 35.20 6,781,410 90,176,995 13.30
Directors and employees 23,140 810,505 35.03 30,158 1,066,450 35.36 1,942,650 18,088,538 9.31
Total 358,682$12,346,574$34.42296,885$10,433,710$35.14 12,671,710$172,925,527$13.65

Dividends - At the discretion of the Board, we pay semi-annual cash dividends. Board approval is required to
determine the date of declaration and amount for each semi-annual dividend payment.
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Our recent dividends are as follows:

Dividend
Declaration Date Record Date Payment Date per

Share
May 16, 2017 June 9, 2017 July 7, 2017 $0.13
November 7, 2017 November 30, 2017 December 21, 2017 $ 0.13
May 18, 2018 June 8, 2018 July 6, 2018 $ 0.16

Based on historical performance and current expectations, we believe our cash and cash equivalents balance, the
projected cash flows generated from our operations, our existing committed revolving credit facility (or comparable
financing) and our expected ability to access capital markets will satisfy our working capital needs, capital
expenditures and other liquidity requirements associated with our operations in 2018 and the foreseeable future.
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Statement of Cash Flows

The following table reflects the major categories of cash flows for the six months ended June 30, 2018 and 2017. For
additional details, see the Condensed Consolidated Statements of Cash Flows in the condensed consolidated financial
statements.

Six Months Ended
June 30,
2018 2017

(in thousands)
Operating Activities

Net Income $15,951 $24,011
Income statement adjustments, net 12,989 11,614
Changes in assets and liabilities:

Accounts receivable 2,087 ) 254 )
Income taxes (3,328 ) 5,430
Inventories 1,400 (15,983 )
Prepaid expenses and other (935 ) 272 )
Accounts payable 12,974 6,801
Deferred revenue (931 ) 118
Accrued liabilities & donations 213 2,295
Net cash provided by operating activities 36,246 33,760
Investing Activities

Capital expenditures (25,925 ) (16,847 )
Cash paid in business combination 6,377 ) —
Purchases of investments (16,201 ) (18,521)
Maturities of investments and proceeds from called investments 16,675 19,835
Other 27 33

Net cash used in investing activities (31,801 ) (15,500 )
Financing Activities

Stock options exercised 2,299 1,573
Repurchase of stock (11,539 ) (9,368 )
Employee taxes paid by withholding shares (808 ) (1,066 )
Net cash used in financing activities $(10,048) $(8,861)

Cash Flows Provided by Operating Activities

Cash inflows from accounts payable increased as the Company slowed the payment of payables to manage the
payment of various capital expenditures and expected dividends.

Cash Flows Used in Investing Activities
Our capital expenditures continue to increase with new equipment for our various product lines and construction of
our research and development lab. We also closed on our acquisition of substantially all of the assets of WattMaster

Controls, Inc. in February 2018. The capital expenditure program for 2018 is estimated to be approximately $53.2
million.
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Cash Flows Used in Financing Activities
Stock repurchases increased with the start of the Company's new open buyback program.

- 24 -
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Off-Balance Sheet Arrangements

We are not party to any off-balance sheet arrangements that have or are reasonably likely to have a material current or
future effect on our financial condition, changes in financial condition, revenues, expenses, results of operations,
liquidity, capital expenditures or capital resources.

Contractual Obligations
We had no material contractual purchase agreements as of June 30, 2018.
Critical Accounting Policies

There have been no material changes in the Company’s critical accounting policies during the six months ended
June 30, 2018.

Recent Accounting Pronouncements

See Note 1 of the Notes to the Consolidated Financial Statements for a discussion of recent accounting
pronouncements.

Forward-Looking Statements

This Quarterly Report on Form 10-Q includes “forward-looking statements” within the meaning of the Private Securities
Litigation Reform Act of 1995. Words such as “expects”, “anticipates”, “intends”, “plans”, “believes”, “seeks”, “estimates”, v
“should”, and variations of such words and similar expressions are intended to identify such forward-looking statements.
These statements are not guarantees of future performance and involve certain risks, uncertainties and assumptions,
which are difficult to predict. Therefore, actual outcomes and results may differ materially from what is expressed or
forecasted in such forward-looking statements. Readers are cautioned not to place undue reliance on these
forward-looking statements, which speak only as of the date on which they are made. We undertake no obligation to
update publicly any forward-looking statements, whether as a result of new information, future events or otherwise.
Important factors that could cause results to differ materially from those in the forward-looking statements include (1)
the timing and extent of changes in raw material and component prices, (2) the effects of fluctuations in the
commercial/industrial new construction market, (3) the timing and extent of changes in interest rates, as well as other
competitive factors during the year, and (4) general economic, market or business conditions.

Item 3. Quantitative and Qualitative Disclosures About Market Risk.

Commodity Price Risk

We are exposed to volatility in the prices of commodities used in some of our products and we may use fixed price
cancellable and non-cancellable contracts with our major suppliers for periods of six to 18 months to manage this
exposure.

Item 4. Controls and Procedures.

(a) Evaluation of Disclosure Controls and Procedures
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As of the end of the period covered by this Quarterly Report on Form 10-Q, we carried out an evaluation, under the
supervision and with the participation of our management, including our Chief Executive Officer and Chief Financial
Officer with the oversight of the Audit Committee, regarding the effectiveness of the design and operation of our
disclosure controls and procedures (as defined in Rule 13a-15(e) promulgated under the Securities Exchange Act of
1934, as amended). Based upon that evaluation, our Chief Executive Officer and Chief Financial Officer have
concluded, as of the end of the period covered by this Quarterly Report, that our disclosure controls and procedures
were effective.

(c) Changes in Internal Control over Financial Reporting

There have been no changes in internal control over financial reporting that occurred during our last fiscal quarter that
have materially affected, or are reasonably likely to materially affect, our internal control over financial reporting.

We acquired substantially all of the assets and certain related operations of WattMaster Controls, Inc. ("WattMaster")
on February 28, 2018, as described in Note 3 to our consolidated financial statements included in this Quarterly

Report on Form 10 - Q. At
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this time, we continue to evaluate the business and internal controls and processes associated with WattMaster and are
making various changes to its operating and organizational structure based on our business plan.

PART II - OTHER INFORMATION
Item 1. Legal Proceedings.

We are subject to various claims and legal actions that arise in the ordinary course of business. We closely monitor
these claims and legal actions and frequently consult with our legal counsel to determine whether they may, when
resolved, have a material adverse effect on our financial position, results of operations, or cash flows and we accrue
and/or disclose loss contingencies as appropriate. We have concluded that the likelihood is remote that the ultimate
resolution of any pending litigation or claims will be material or have a material adverse effect on the Company's
business, financial position, results of operations or cash flows.

Item 1A. Risk Factors.

In addition to the other information set forth in this report, you should carefully consider the factors discussed in Part
I, “Item 1A. Risk Factors” in our Annual Report on Form 10-K for the year ended December 31, 2017. The risk factors
described in our Annual Report could materially adversely affect our business, financial condition or future results.
There have been no material changes to the risk factors included in our 2017 Annual Report.

Item 2. Unregistered Sales of Equity and Securities and Use of Proceeds.

On May 17, 2010, the Board authorized a stock buyback program, targeting open market repurchases of up to
approximately 5% (2.9 million shares) of the Company's outstanding stock. In May 2015, the Board authorized
repurchases up to an additional 2.75 million shares, or a total of approximately 5.7 million shares. In October 2015,
the Board authorized $25.0 million for use under the Company's stock buyback program. Effective May 24, 2016, the
Board authorized up to $25.0 million in open market repurchases and on June 2, 2016, the Company executed a
repurchase agreement in accordance with the rules and regulations of the SEC allowing the Company to repurchase an
aggregate amount of $25.0 million or a total of approximately 2.0 million shares from the open market. The agreement
expired on April 15, 2017. In May 2018, the Board authorized up to $15.0 million in open market repurchases and on
May 18, 2018, executed a repurchase agreement in accordance with the rules and regulations of the SEC allowing the
Company to repurchase shares from the open market. The agreement expires on March 1, 2019. We have repurchased
a total of approximately 3.9 million shares under these programs for an aggregate price of $64.7 million, or an average
price of $16.38 per share. We purchased the shares at current market prices.

On July 1, 2005, we entered into a stock repurchase arrangement by which employee-participants in our 401(k)
savings and investment plan are entitled to have shares of AAON, Inc. stock in their accounts sold to the Company.
The maximum number of shares to be repurchased is contingent upon the number of shares sold by employees. From
inception through June 30, 2018, we repurchased approximately 6.8 million shares for an aggregate price of $90.2
million, or an average price of $13.30 per share. We purchased the shares at current market prices.

Periodically, the Company repurchases shares of AAON, Inc. stock from certain of its directors and employees. The
number of shares to be repurchased is contingent upon Board approval. From inception through June 30, 2018, we
repurchased approximately 1.9 million shares for an aggregate price of $18.1 million, or an average price of $9.31 per

share. We purchased the shares at current market prices.

Repurchases during the second quarter of 2018 were as follows:
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April 2018 35,938 $35.48 35,938 —
May 2018 41,882 30.32 41,882 —
June 2018 147,167 32.99 147,167 —
Total 224,987 $32.89 224,987 —
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Item 3. Defaults Upon Senior Securities.
None.
Item 4. Mine Safety Disclosures.
Not applicable.
Item 4A. Submission of Matters to a Vote of Security Holders.
None.
Item 5. Other Information.
None.
Item 6. Exhibits.
(a) Exhibits
(1) Exhibit 31.1 Section 302 Certification of CEO
(i1) Exhibit 31.2 Section 302 Certification of CFO
(i11) Exhibit 32.1 Section 1350 Certification of CEO
(iv) Exhibit 32.2 Section 1350 Certification of CFO
SIGNATURES
Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be

signed on its behalf by the undersigned thereunto duly authorized.
AAON, INC.

Dated: 8/2/2018 By:/s/ Norman H. Asbjornson
Norman H. Asbjornson
Chief Executive Officer

Dated: 8/2/2018 By:/s/ Scott M. Asbjornson
Scott M. Asbjornson
Chief Financial Officer
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