Dear Stakeholders,
Many good things happened at our company in
2012. Annual sales reached a new high ($204.4 million)
and gross margin remained strong (39%). Earnings per
share ($1.44), while a bit off from the prior year, were
solid. We began construction of our third Sarasota
factory, and we added new customers at a rapid rate in
Asia and Europe. Additionally, we returned more than
$29 million to shareholders and employees via a shared
distribution in March and a special one-time, $1.00-pershare dividend in late December. With approximately
$72 million in cash and investments remaining on our
balance sheet, and no debt, we ended the year well
positioned to take advantage of new opportunities.
Even with all the positive news, 2012 was a tumultuous
period, full of volatility and uncertainty. After a strong
start, business conditions deteriorated as the year progressed. An expected second-half reacceleration of
China’s growth never materialized, Europe continued to
be mired in recession, and the U.S. economy contracted
in the fourth quarter. Our company felt the impact,
posting lower sales and net income in the second half
of the year. As we spoke with people, many sought
absolute answers about the short-term future. Was the
sales decline seasonal? Was it cyclical? Was it related to
elections in the U.S. or government changes elsewhere?
Many in the investment community wanted concrete
answers where none were to be found.
Amidst all the dialogue, a general idea emerged of
a slower growth macro economy as the “new normal.”
But even if that should prove to be the case, our company will still be in a strong position. Sun has consistently
grown, on average, at about four times the rate of U.S.
GDP growth; the result has been a doubling in our size
about every five years. The hydraulics industry has grown
at the same rate as GDP, which historically has been
3%–4%. The cartridge valve industry has grown at
twice that rate as cartridges have replaced older, more
cumbersome types of hydraulic valves. Sun is able to
grow faster than the cartridge valve industry, faster than
the hydraulics industry, and faster than the economy,
because it has embraced five principles:

• Provide superior service, notably reliable delivery,
• Offer global factory support, and
• D
 eliver full and transparent information to all
stakeholders.
These tenets, while not new, are fundamental to Sun
and its success. We have mentioned them often, though
we sometimes expect readers are looking for something
more glamorous and exciting. Yet these five principles
are what differentiate us, what propel us to outperform
the economy and our competition. This has been true
historically, and we believe it will continue to hold true
in the future.
But there is something even more foundational than
the five tenets listed above, something antecedent—
namely, the corporate values we embrace. These values
guide our corporate behavior and ultimately determine
the results we achieve. And of the values we embrace,
trust may be the most important. That’s why we’ve put
the word on the cover of this report.
Sun Hydraulics, from its inception, has believed that
establishing trust is necessary for delivering sustainable
results. Being honest and fair in all our relationships
develops trust. Behaving consistently and ethically develops trust. Honoring our commitments and being an
active participant in our community and industry develop
trust. Not too long ago, Dr. Eric Schmidt, Executive
Chairman of Google, Inc., said, “In a networked world,
trust is the most important currency.” Bingo.
Trust allows for the formation of deep and lasting
relationships. Trust drives behavior. Behavior builds reputation. Reputation gains you employees, suppliers, distributors, customers, shareholders and friends. Trust
keeps them.
In many ways, it appears that short-termism’s grip on
the collective consciousness is becoming ever more firm.
Many seem to mistakenly regard the business cycle as
being synonymous with the long term. At times like this,
it is important to recognize what really matters. . . and
what ultimately drives results.

• Offer better, more reliable products,
• D
 evelop smaller and more innovative integrated
packages,

Allen J. Carlson
President and CEO
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Dear Shareholders,
What makes a company stand out, and why is it
important to do so? By successfully differentiating
itself in all spheres of activity—from product design
and service delivery, to choice of suppliers and
employees, to acquisition and retention of customers
and shareholders—the company builds a foundation
for consistently delivering sustainably better financial results.
The actions we took in 2011 will enable us to continue
differentiating our company, fueling our future
growth and success. We added more than 100 people
to our global workforce, including talented young
design and manufacturing engineers. We also
added 1,800 square feet of office space at our Florida
headquarters to accommodate our growing engineering
community and provide some breathing room for the
rest of us. We believe that to attract the best workforce, it is essential to provide a safe and comfortable
working environment.
Wages and benefits also distinguish our company. Sun
offers a total employment package that is sought after
by employee prospects and envied by other employers.
One component of the package is a distribution of
profits to employees from time to time. First added to
the benefit mix four years ago, the shared distribution
is awarded at the discretion of the Board of Directors,
and is guided by Sun’s performance. And with 2011
proving to be a record year at Sun for both revenues
and earnings, our Board recently announced a shared
distribution of profits to employees and shareholders
totaling $7.7 million. So not only do our policies and
actions attract the best employees, they attract the
best shareholders as well—those who trust in the
Company, its philosophical underpinnings and its
ability to generate consistently better returns.
In the third quarter of 2011, we completed the acquisition of High Country Tek (HCT), a process that began
in 2007 with a minority equity investment by us.
This relationship has brought critical capabilities and

expertise in electronic controls to Sun’s product and
service portfolio. Many of the electrically actuated
products Sun has brought to market over the past five
years require electronic control drivers. With HCT now
fully owned by Sun, we have further augmented our
ability to provide unique and superior solutions, with
100% Sun content, to existing and potential customers.
Last fall, we talked about our development of a new
valve that complements our best-in-class load-holding
products. The product is so intriguing, Sun has applied
for patent protection, not something we routinely do.
The new valve, which we have just released to the
market this spring, provides significant energy savings
for mobile customers. While there may be one or two
similar products in the marketplace, we don’t believe
any of them offer the same level of performance,
reliability and capacity.
Early in 2012, we announced that we had applied for
permits to build a third factory in Florida, adjacent to
one of our existing facilities. The permitting process
can sometimes be full of unexpected twists and
turns. Taking care of this activity now will allow us
to commence construction when we are ready, with
no delay. The new permit applications herald another
growth phase for the Company, sustaining a trajectory
that has been consistent for more than 40 years.
Each of the activities I describe above demonstrates
how Sun is different. Each is grounded in the recognition that what drives value and makes a company
stand apart from the crowd is the attention it pays to
all of its stakeholders, its development of expertise
and superior products, and its focus on the long term.

Allen J. Carlson
President and CEO
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Dear Shareholders:
In 2010, we began to reap the rewards of the disciplined actions we took during the recession.
Though we had to make difficult decisions, we never compromised our principles or strategic
vision. We continued to invest in our people during 2009 and to develop more efficient processes.
Our suppliers continued to invest in their capabilities to make sure we could meet our delivery
requirements. And our distribution channels continued to find new business. The result was a 55%
increase in sales for 2010 and earnings per share improved to $1.26 compared to $0.11 in 2009.
The uptick in 2010 was quick and steep. After gradually increasing in the second half of 2009,
orders accelerated throughout 2010. In fact, fourth-quarter sales were 10% higher than thirdquarter sales, contradicting historical patterns and setting the stage for 2011’s fast start. Because
we kept our workforce intact during the downturn, we were easily able to handle the rapid rise
in business and maintain the delivery performance our customers have come to expect. As we
have said over and over, delivery performance early in the cycle translates into lasting market
share gains.
At this point in 2011, we are optimistic about the prospects for growth. We continue to fine-tune
our position in the hydraulics industry by adding capabilities and delivering system solutions to
take advantage of market opportunities. Our operational efficiency is superior to that achieved in
the last cycle, as evidenced by our strong margin performance. Gross margin for 2010 was 34.7%
compared with 33.2% for 2008, the peak year of the last cycle. Our balance sheet continues to
be exemplary, with $66.2 million in working capital, providing adequate financial resources to
fund our growth.
Part of that growth will come from product development. Anticipating market needs, we provide
enhanced value for customers through product line extension and expansion. Our development
efforts focus on such product characteristics as higher pressures and flow rates, greater durability and more reliable performance, and smaller, lighter and more innovative solutions. Products
with these features deliver greater value to the customer and provide a lower life cycle cost.
This sets Sun apart.
Another part of our growth will come from market positioning. We have been adding system
integrators to our distribution channels to complement our independent distributors and enhance
market coverage. Through our German operation, we are beginning to explore the Russian market.
In India, we have broadened our coverage by adding four new distributors. And in China, we
have opened a new representative office which we believe will help us further penetrate the
Chinese market by adding distributors and integrators and identifying key customers. Concurrently,
we have sold our interest in our Chinese joint venture, Sun Hydraulics Systems (Shanghai) Co.,
to our partner, the Lin family. The former joint venture has become Sun’s first authorized distributor in the country. Our relationship with the Lin family, which also owns our Taiwanese
distributor, goes back 25 years.
Adhering to Basic Principles
We believe that success comes from a combination of tangible actions and intangible qualities.
Our success—in the form of strong financial results and rising shareholder value—has come
from having a sound vision and doing the right things for the right reasons. From its inception,
Sun has been committed to being the leader in its field. We offer products that advance our
customers’ business, improving the safety and performance of the machinery in which they are
used. We invest in equipment and processes to ensure our operations are efficient and profitable.
We provide a safe and pleasant working environment for our employees, because it allows them
to be more productive and helps them achieve life satisfaction. We keep the explicit and implicit
promises we make to our customers, so they will remain our customers. Our brand and our
reputation, we know, are products of our behavior.
We are committed to building our brand and burnishing our reputation by staying true to our
principles. We thank all of our stakeholders for their support of Sun Hydraulics.

Allen J. Carlson
President and CEO
Sun Hydraulics Corporation
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The global recession made 2009 one of the most difficult years in Sun’s history. Tough market conditions
challenged our employees—along with our customers, distributors and suppliers—in ways most had
never experienced. Our financial results for the year tell the story: Revenues declined by 45% to $97 million,
while net income fell by 93% to $1.9 million.
Our response to the downturn was to continue investing in our company and manage the business
prudently, but without compromising our future success. Not only did we not reduce our dividends, we
actually paid out an additional dividend in the form of a shared distribution last March. And despite all
the turmoil, we earned 11 cents per share, making 2009 our 38th consecutive year of profitability. As a
result of the actions taken last year, we believe our company in 2010 is stronger than ever.
Knowing 2009 would be difficult, Sun’s leadership in late 2008 began planning for tougher times. Our
concerns were to:
• F
 igure out how to downsize our workforce to match the weakened economic environment, while
simultaneously keeping the headcount at full strength so that we can quickly respond as the
economy improves.
• M
 aintain self-funded, world-class benefits, which help Sun attract and retain the best employees
around the world.
• Prioritize capital investments needed to ensure Sun’s competitive advantage.
• Identify non-critical expenses that we could delay without compromising long-term goals.
• C
 ontinue being creative and strategic in product development, focusing on bringing products
quickly to market.
• Being in position to capitalize on personnel, channel and acquisition opportunities.
WORKFORCE RE ADINESS, MAINTENANCE OF BENEFITS
We knew at the end of 2008 that our workforce would be too big for 2009 business levels, but we did
not want to undermine our readiness for the future. Our solution was to divide all of our U.S. production
employees into three like groups and rotate them in the production schedule. Each group worked two
weeks and then took a one-week furlough without pay. In this way we reduced expenses while ensuring
we always had production workers on hand to meet demand. Salaried employees had their pay reduced
by three percent. Neither production workers nor salaried employees had their benefits reduced. In April
2010, we ended the employee furlough program and restored the three percent salary decrease for all
U.S. employees.
About 18% of Sun’s employees are located outside of the U.S. Around the world, Sun companies are or
have been engaged in similar creative programs that keep our workforce intact while reducing expenses
in the short term.
PRIORITIZING INVESTMENTS AND EXPENSES
Sun made capital investments of $5.1 million in 2009, about 47% of the level last year. We bought more
property adjacent to one of our Florida factories, expanding our future expansion options and we purchased new machine tools with which we are able to more efficiently machine parts to our demanding
tolerances. Upgrading our heat-treating capability helped increase capacity and productivity in this crucial
area. We also invested in our employees by providing tuition assistance and access to third-party
manufacturing education programs. These investments should make us more productive and strengthen
the foundation for our future growth.
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To reduce costs, we constrained travel expenses and closely monitored professional fees for non-essential
services we routinely outsource. As promised in last year’s report, every Sun employee exercised
prudence when making a spending decision. This wasn’t just because the economy had weakened,
but because respect for judiciousness is built into our culture.
PRODUCT DEVELOPMENT
We moved production of our stainless steel cartridge products to the U.S. from England. These products
were redesigned with new materials, helping to increase their corrosion resistance and improve manufacturability. A new, more competitive pricing structure was put in place and the entire product line was
re-introduced to the market.
We began expanding the flow capacities of some of our cartridges, working closely with a key customer.
The new versions of these products will be marketable to other customers in other industries like mining,
marine and energy, presenting new opportunities for growth.
Some of our most important development work involved electrically-actuated and ancillary products.
Sun engineers added several new cartridge products that will help maintain and enhance Sun’s position
as an industry leader in high-performance control solutions. Some of these products are cost-effective
alternatives to pricey competitive industrial products.
Rather than be sold as individual components, many of these new products will be combined with other
cartridges and electronics, usually in a custom designed manifold. The result will be an integrated package that communicates with other machine elements. The ability to integrate our products into a complete machine control system will be critical to Sun’s future success.
OPPORTUNITIES
We engaged in strategic discussions with a number of parties during 2009, including High Country Tek.
(We had previously made an investment in that company in 2007.) Some of these discussions have
continued into 2010. As we have frequently stated, if the right strategic opportunity presents itself, we are
ready to do a deal.
Last fall, we changed our approach to the Indian market to better penetrate and better serve it. Since
beginning to explore this market with a direct presence in 2008, we have added numerous new distributors and customers. India was one of the very few regions in which we experienced sales growth in 2009.
Late last year, we hired a sales and marketing leader to augment our efforts in China. This individual has
significant industry and in-country experience and will help us chart a course to expand our presence in
this critically important market. India and China are important to recognizing our goal of the Asia/Pacific
region generating one third of Sun’s net sales.
2 0 10 A N D B E YO N D
As I mentioned earlier, I believe Sun entered 2010 as a stronger company. Our products, capabilities and
services are aligned with the needs of the marketplace. Our balance sheet is sound and we remain
debt-free. Upstream and downstream, our suppliers and distributors continue to invest in their companies
and collaborate with us to help make Sun one of the most responsive companies in the hydraulics industry.
We believe 2010 will offer a better economic climate than last year. Compared to 2009, almost every
measurement will show improvement. Margin improvement may be erratic, though, since it will be
influenced by the number of people brought back from furlough in a given period. Until our full workforce is re-engaged, there will be minor fluctuations in margins, but the trend will be positive as long as
sales increase.
We are confident that productivity will improve due to actions taken in the past year. Over the short term,
we cannot predict how much our capital investments will improve throughput and what impact new
products and services will have. We do know, however, that such initiatives will have a positive effect on
Sun’s results over the long term.
In closing, I want to thank everyone who has continued to be a Sun stakeholder and supporter. Everyone
at Sun profoundly appreciates the trust you place in us to be stewards of our company.

Allen J. Carlson
President and CEO
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Letter to Shareholders
Dear Sun Community:

t An aggressive posture in the area of integrated packages,

Last year was our best year ever, despite the economic
contraction that set in toward the end of it. Sales for 2008
grew by 7%, to $178.3 million, and earnings expanded by
16%, to $25.7 million. To enable our stakeholders to share
in Sun’s success even more, we initiated a method to
make discretionary distributions of stock to our employees and cash dividends to our shareholders. We also
were pleased to be recognized once again by major
financial and business publications for our growth and
financial performance.

t A strong global presence, with distribution partners
strategically located around the world, and

There was a sad note to the year, however. Sun’s founder,
Bob Koski, died at his home on October 11, 2008. With
his passing, the hydraulics industry lost one of its most
vocal supporters and a recognized leader. Bob was a
visionary and pioneer in the areas of hydraulic cartridge
valves as well as horizontal management. His work laid
the foundation for Sun’s leadership position in the industry and for the field of organizational philosophy. We
remain committed to maintaining our leadership role
and to embodying Bob’s high ethical standards.
Striking contrasts
The year started with a roar but finished with a whimper.
Through the first half of 2008, Sun continued the explosive growth it had achieved in prior years. Sales rose
20% in the first quarter and 19% in the second, while net
income soared 32% and 50%, respectively. The second
quarter, in fact, marked our 20th consecutive quarter of
double-digit sales growth and our 18th consecutive
quarter of double-digit earnings growth. The $51.6 million
of sales and $8.9 million of net income posted in the
second quarter were record numbers for Sun.
The reasons for the great results remained unchanged:
t Outstanding product and delivery performance,
t New offerings of electrically actuated cartridges,
enabling us to expand our sales opportunities,

t The wide reach of our website, www.sunhydraulics.com,
which allows customers around the world to explore
our product offering 24 hours a day/seven days a week.
More than 800 Sun employees worldwide, working with
a small group of committed suppliers, made it all possible.
Obscured by the lofty first-half results, though, were indications of a troublesome second half. While both international and North American sales were robust in the
second quarter, material costs started to rise and the order
rate began to weaken. We announced a price increase to
cover escalating costs, expected some softening in
certain market segments (notably those related to construction) and paid close attention to orders.
Third-quarter earnings growth was very good (29%), but
on modest sales gains (of 7%). At Sun, incremental sales
increases drop quickly to the bottom line once we cover
our fixed costs. The third quarter perfectly demonstrated
this earnings leverage.
Despite the strong earnings, we knew business was
slowing. In October, the wheels came off! The slowdown
in orders was drastic, and fourth-quarter sales came in at
only $32.9 million, a drop of 20% from a year earlier. Sun’s
quarterly sales hadn’t been that low since the fourth
quarter of 2005.
All indicators were pointing to a protracted and possibly
severe slowdown. The Purchasing Managers Index was
plummeting, credit markets had collapsed, the financial
industry was a mess and the government was committing hundreds of billions of dollars to bolster the economy.
Some customers virtually stopped production for the
remainder of 2008.

This wasn’t the first time Sun was facing a cyclical downturn, of course. Using knowledge gleaned from history,
in November and December we began planning for a
difficult period. We knew we would have to watch
spending and keep a careful eye on work schedules.
We eliminated overtime, idled our factories during the
holidays and froze salaries at 2008 levels for key leaders.
In mid-November, we gave a presentation at the annual
Robert W. Baird & Co. Industrial Conference, one of the
largest investment conferences focused on industrial
companies. The title of one of our slides was “Lessons
Learned.” Our narrative noted that our business is cyclical,
that descent and ascent are rapid, that new product
development must continue, and that remaining in front
of the customer is vital. Most important, we talked about
the key obligation of a company’s leadership—anticipation and preparation.
At Sun, we know that our success is a result of anticipating what may come and preparing for it accordingly. We
certainly recognize the need to be prudent during those
times when the economy is contracting.
But we also believe it is critical to continue investing
in our company in anticipation of better times. Those
who are best prepared to respond to rising demand in
the early stages of a cyclical upturn achieve the reward
of increased market share. Sun’s strong balance sheet will
allow us to continue making those investments that will
ensure our future success.
What’s ahead?
Sun will not mortgage its future at the expense of some
ephemeral profit. (We consider the word “mortgage” to
be apt.) We will be cautious and mindful. We may elect
to delay spending on projects or machinery not critical
to our growth objectives. But we remain committed to
keeping our workforce intact, because that is a key component of being able to respond to increases in demand
when the economy improves.

Over the next year, Sun engineering will continue to
develop products our customers need. Manufacturing
will implement additional productivity measures and get
to some of those housekeeping things that are difficult
to attend to when you are growing at double-digit rates
(redesigning production work areas to improve work
flows, installing new machinery and cross-training employees). We will continue to monitor our capacity situation
and, if appropriate, invest to augment it. Our marketing
group will continue to enhance our website and provide
technical education and materials for our distribution
partners; we will stay in front of the customer. We will
keep improving our facilities, honing our processes and
sharpening our competitive edge. We also will look for
investment opportunities that could help to strengthen
our competitive position. And we’ll be willing to pull the
trigger on the right deals.
You have our promise that every Sun employee will exercise care in his or her decision making—that is how we
do things, regardless of whether the economy is expanding or contracting. Our focus will continue to be on the
future, doing those things necessary to allow us to continue to grow.

Allen J. Carlson
President & CEO
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Dear Shareholders:
As I look back on the past year, I do so with bittersweet emotions.

in a key potential market. And we continued to fuel our organic growth with
new products.

While Sun continued to prosper, we lost an extraordinary individual in 2007.
Clyde Nixon, Sun’s Chairman until his death, passed away last April. Clyde was

Among these new offerings were more electrically actuated products that were

Sun’s second CEO and president, taking over the reins of the Company in 1988.

introduced in the spring. Some of these products included technology acquired

He held those positions until May 2000. Among the notable accomplishments

through our June 2005 investment in WhiteOak Controls. Specifically, we embed-

during that period was the Company’s IPO in 1997. Throughout his tenure, Clyde

ded WhiteOak’s digital electronics directly into our electrically actuated valves to

was instrumental in establishing Sun’s international presence and strong reputa-

create a group of innovative products that are unique in our industry. Market

tion. An outspoken advocate for education and a leader in our industry and

reaction to our new products has been very favorable.

community, Clyde will be sorely missed, and never forgotten.
In November 2007, we invested in High Country Tek (HCT), a provider of electronic
The sweet part of the bittersweet emotions came from the Company’s strong

hardware and software solutions for mobile hydraulic applications. HCT’s prod-

performance in 2007.

ucts dovetail nicely with our own electro-hydraulic efforts, further expanding
our capabilities in this area. In addition, with its small, dedicated sales force, HCT

Complete system solutions

will help us get closer to key customers to better understand their requirements.

Both sales and earnings continued to increase at double-digit rates, going up

Operationally, we continued to invest in all of our manufacturing locations. We

17.6% and 36.4%, respectively. Return on Capital Employed continued to

added new machinery to enhance our capacity and delivery reliability. Our ability

strengthen as well, reaching 30% for the year. We enhanced our abilities to

to ship on time isn’t due to just hardware, though. Our workforce is agile and

provide complete system solutions with an investment in a complementary

determined to satisfy our customers. Our employees are self-managed, know

company. Internationally, we established a sales operation in India to get traction

what is required, and do whatever is necessary to produce and deliver the products
our customers need.

Products that are unique
On the international front, we opened a sales office in Bangalore, India. In the

In closing…
Sun has been profitable every year since 1972. We have accomplished this by
paying close attention to:

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
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double. Eventually, we hope our efforts in India will follow the same trajectory as
our other international expansions.

What’s ahead?
While there are some economic uncertainties in the short term, long-term we
expect to continue outgrowing the industry and gaining market share. Our
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Continuing to profitably grow and gain market share is ultimately the best way
to serve our shareholders. We believe that over time, sound fundamentals result
in increased share price.

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 components. We will stay focused
on organic growth, but at the same time will take advantage of acquisition

We have the people, the products and the solutions to satisfy our customers—
and the strategies to provide above-average returns to our shareholders. We
intend to sustain the strong momentum these assets have given us.

opportunities that are strategic and complementary.

We will again invest to improve our productive infrastructure. New machinery
adds capability and capacity while improving productivity. We will also challenge our suppliers to make similar investments to keep pace with technological

Allen J. Carlson
President & CEO

advancements and improve their productivity.
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REQUIREMENTS 7EVE TOLD YOU THAT WE SUPPLY THE SAME PRODUCT TO BOTH MARKET SEGMENTS 0ERHAPS A CLOSER LOOK AT A SPECIFIC SEGMENT
WILL HELP EXPLAIN THE MYRIAD WAYS 3UNS PRODUCTS CAN PENETRATE A GIVEN MARKET
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3UNS CARTRIDGES MANIFOLDS AND INTEGRATED PACKAGES ARE USED ACROSS THE ENTIRE SPECTRUM OF THIS INDUSTRY /UR PRODUCTS ARE FOUND ON
EQUIPMENT THAT EXTRACTS NATURAL RESOURCES LIKE COAL AND OIL 4HEY ARE INSTALLED IN MACHINES THAT HARVEST CORN AND SUGAR CANE USED FOR
ETHANOL AND TIMBER WHERE THE BYPRODUCTS BECOME WOODY BIO PULP AN EXCITING NEW ALTERNATIVE ENERGY SOURCE
)N ELECTRICITY GENERATION YOU WILL FIND 3UN PRODUCTS IN CONVENTIONAL ALTERNATIVE AND NEW AND EMERG
ING APPLICATIONS 3UNS CARTRIDGES HAVE LONG BEEN USED IN GIANT TURBINES THAT POWER THE ELECTRICAL GRID
/N SOLAR FARMS 3UNS VALVES HELP TO MOVE AND POSITION PHOTO
VOLTAIC PANELS /URS ARE THE VALVES OF CHOICE FOR WINDMILLS WHERE
MAINTENANCE IS DIFFICULT AND RELIABILITY OF ABSOLUTE IMPORTANCE
-OST RECENTLY 3UN HAS BEEN WORKING WITH /0$ A COMPANY IN
THE 5+ THAT HAS DEVELOPED A FASCINATING TECHNOLOGY THAT PRO
DUCES ELECTRICITY FROM WAVE ENERGY IN THE OCEAN
!FTER THE EXTRACTION OF RESOURCES AND THE PRODUCTION OF USEABLE
ENERGY YOU WILL FIND 3UNS PRODUCTS USED ON EQUIPMENT THAT HELPS TO DELIVER ENERGY 4RUCKS THAT
ERECT POWER LINES AND MACHINES THAT DIG TRENCHES ARE FULL OF 3UN PRODUCTS 7E HAVE INTEGRATED
PACKAGES THAT UNLOAD AN ENTIRE TRAIN CAR FULL OF NATURAL RESOURCES BY TIPPING THE CAR ONTO ITS SIDE
WHILE IT IS STILL MOVING
4HIS WIDESPREAD USE OF 3UN PRODUCTS IS REPEATED IN JUST ABOUT ALL OF THE INDUSTRIES WE SERVE 7HILE THERE ARE SOMETIMES APPLICATIONS
WITH LIMITED FUTURE POTENTIAL ASK ME SOME TIME ABOUT THE !MISH FARMERS USE OF A 3UN PRODUCT TO HELP HIM PLOW HIS FIELD SUFFICE IT TO
SAY THAT 3UN CARTRIDGES MANIFOLDS AND INTEGRATED PACKAGES CAN BE USED WHEREVER THE CONTROL OF MOTION IS REQUIRED
) HOPE THIS GIVES YOU A SENSE OF WHY EVERYONE HERE IS SO OPTIMISTIC ABOUT OUR FUTURE 4HE MARKET OPPORTUNITIES ARE WIDESPREAD AND OUR
DESIGN EFFORTS CONTINUE TO YIELD PRODUCTS THE MARKETPLACE REQUIRES
(ISTORICALLY 3UN HAS GROWN AT ABOUT TWICE THE RATE OF THE CARTRIDGE VALVE INDUSTRY 4HAT MEANS 3UN GROWS ABOUT n PERCENT ANNUALLY
OVER LONG TERM PERIODS )N FACT DATING BACK TO  3UNS COMPOUND ANNUAL GROWTH RATE IS  !ND THIS HAS BEEN DONE ALMOST
EXCLUSIVELY THROUGH ORGANIC GROWTH
4O COMPLEMENT OUR ORGANIC GROWTH WE HAVE TAKEN ADVANTAGE OF CERTAIN SYNERGISTIC OPPORTUNITIES
)N  WE PURCHASED OUR +OREAN DISTRIBUTOR FOR  THOUSAND ,ATER THE SAME YEAR WE MADE
AN INITIAL INVESTMENT OF  THOUSAND TO START A JOINT VENTURE COMPANY IN 3HANGHAI #HINA )N
 WE MADE A  THOUSAND EQUITY INVESTMENT IN 7HITE/AK #ONTROLS
7HILE WE CANT GUARANTEE WE WILL CONTINUE TO GROW AT OUR HISTORICAL PACE WE EMBRACE THAT PAST AS
A LAUDABLE GOAL FOR OUR FUTURE

!LLEN #ARLSON
0RESIDENT  #%/
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$ E A R 3H A R E H OLD E R S
)N  3UN WAS NATIONALLY RECOGNIZED BY THE FINANCIAL MEDIA INCLUDING BOTH &ORTUNE AND &ORBES
MAGAZINES !DDITIONALLY OUR  AND  FINANCIAL PERFORMANCE RESULTED IN OUR INCLUSION IN THE
 2USSELL ¤ )NDEX !S A RESULT OF THESE EVENTS 3UN RECEIVED INCREASED EXPOSURE IN THE FINAN
CIAL MARKETS
!MIDST THIS NEW FOUND NOTORIETY WE WERE FREQUENTLY ASKED A NUMBER OF QUESTIONS BY MEMBERS OF THE
INVESTING COMMUNITY INCLUDING
N (OW WILL YOU SUSTAIN YOUR GROWTH
N (OW MUCH CAPACITY DO YOU HAVE
N 7HY HAS YOUR STOCK PRICE APPRECIATED SO RAPIDLY OR
N 7HY HAS YOUR STOCK PRICE DECLINED SO RAPIDLY
7E ARE SOMEWHAT CHAGRINED WHEN ASKED THE LAST TWO QUESTIONS BECAUSE THE PRICE OF 3UNS STOCK IS A
RESULT OF SEVERAL FACTORS MANY OF WHICH ARE OUTSIDE OF OUR CONTROL &OR THINGS WITHIN OUR CONTROLx
PRODUCT DESIGN AND MANUFACTURE DELIVERY ACCURACY EARNINGS AND DIVIDENDSxWE ARE EXTREMELY PROUD
OF OUR PERFORMANCE 3O WHILE WE CANT CONTROL OR EXPLAIN SHORT TERM FLUCTUATIONS WE BELIEVE THAT OVER
THE LONG RUN 3UNS COMMITMENT TO PRODUCT DIFFERENTIATION QUALITY AND CUSTOMER SERVICE WILL CONTINUE
TO BE REFLECTED IN AN INCREASING STOCK PRICE
4HE QUESTIONS REGARDING SUSTAINED GROWTH AND CAPACITY ARE LEGITIMATE AND INTERESTING 4HE MAJORITY OF
3UNS SALES GROWTH HAS BEEN AND CONTINUES TO BE ORGANIC ,AST YEAR WE TOOK AN EQUITY POSITION IN A
SMALL START UP COMPANY CALLED 7HITE/AK #ONTROLS 4HIS JOINT VENTURE IS PART OF 3UNS LONG TERM PRODUCT
STRATEGY AND WE LOOK FORWARD TO REAPING THE FUTURE BENEFITS 7E INVESTIGATED A NUMBER OF OTHER EXTERNAL
OPPORTUNITIES LAST YEAR AND WILL CONTINUE TO DO SO LOOKING FOR ANY OPPORTUNITIES THAT MAY HELP
CONTRIBUTE TO OUR LONG TERM GROWTH
)N  WE CONTINUED TO DESIGN AND RELEASE NEW PRODUCTS INVEST IN ACTIVITIES TO MARKET THOSE PRODUCTS
FOCUS ON DELIVERING PRODUCTS TO CUSTOMERS REQUEST DATE AND PACKAGE UNIQUE SOLUTIONS USING STANDARD
CARTRIDGES AND CUSTOM DESIGNED MANIFOLDS 7E DONT EXPECT OUR FOCUS TO DEVIATE FROM THESE THINGS IN
THE FUTURE AND ANTICIPATE THEY WILL CONTINUE TO FOSTER GROWTH
4HE CAPACITY QUESTION IS MORE DIFFICULT FOR US TO RESPOND TO !T 3UN WE CONTINUALLY MONITOR THE EBB
AND FLOW OF MATERIALS THROUGHOUT THE SUPPLY CHAIN )F WE SPOT BOTTLENECKS OR CONSTRICTIONS WE ALLEVIATE
THEM ALWAYS WITH AN EYE UPSTREAM AND DOWNSTREAM FOR WAYS TO IMPROVE OVERALL PRODUCTIVITY )F
NEEDED WE ADD NEW MACHINERY AND DESIGN NEW PROCESSES 3OME PEOPLE REFER TO THIS AS MANAGEMENT
BY CONSTRAINTS
!NOTHER ASPECT OF CAPACITY IS BRICKS AND MORTAR 3UN HAS FACTORIES IN +ANSAS AND &LORIDA IN %NGLAND
AND 'ERMANY AND IN +OREA AND #HINA )N THOSE FACILITIES WE EMPLOY APPROXIMATELY  PEOPLE 7E
BELIEVE THIS MIX OF BUILDINGS AND PEOPLE IS WELL SUITED TO MEET OUR FUTURE GROWTH GOALS
 WAS AN EXCITING YEAR IN ALMOST ALL RESPECTS 7E PARTICIPATED IN MAJOR TRADE SHOWS IN THE 53
%UROPE AND #HINA INTRODUCING NEW ELECTRO HYDRAULIC AND CORROSION RESISTANT VALVES 3ALES AND
EARNINGS GREW IN DOUBLE DIGITS FOR THE THIRD YEAR IN A ROW )N *ULY WE DELIVERED A  STOCK DIVIDEND
AND IN /CTOBER DOUBLED THE QUARTERLY DIVIDEND TO  CENTSSHARE %VERY 3UN OPERATION AROUND THE
WORLD AND EVERY 3UN DISTRIBUTOR CONTRIBUTED TO 3UNS GROWTH /UR SUPPLIERS CONTINUED TO INVEST IN
THEIR BUSINESSES TO KEEP PACE WITH OUR GROWTH
7E BELIEVE WE GAINED MARKET SHARE IN xAND  HAS ONCE AGAIN STARTED OFF WITH A BANG /UR
ENTHUSIASM CONTINUES AS WE LOOK FORWARD TO ANOTHER PROSPEROUS YEAR

!LLEN #ARLSON
0RESIDENT  #%/
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Letters to Shareholders

Dear Shareholders,
As 2003 ends and 2004 begins, Sun Hydraulics remains committed to being the global leader in
hydraulic cartridge valve and manifold technology. We have never wavered from this goal. To maintain
and enhance this position, we believe there are three critical areas that we must keep in the forefront.
They are:
• Differentiated quality products
• Operational effectiveness
• Developing and maintaining close distributor & customer relationships
The most critical time to remain focused on these areas is when the economy is not expanding. While
it often seems easier to curtail activities to reduce costs, successful companies take this time to invest
and improve themselves. Sun Hydraulics has done just that! We believe we have continued to gain
market share in the downturn and are poised for continued growth.
Differentiated quality products enable our distributors and customers to design and produce hydraulic
systems with greater performance and reliability. In 2003, we continued to expand our electro-hydraulic
product line. These new products have been well received in the marketplace and enable us to expand
our “packaged” system business. Sun’s long-term product strategy is to develop new cartridge valves
that complement existing valves. Customers can develop unique solutions by combining new and
existing cartridges in custom designed manifolds (packages). This allows Sun to recognize new
opportunities and address new markets.
Operational effectiveness requires a simultaneous focus on quality, productivity and “on-time” shipments
to customer demand. Our employees make this happen. We continued to maintain our workforce in
2003 and engaged in cross training to increase our capability and capacity. Being an agile organization is the best way for Sun Hydraulics to provide products and services that are responsive to
customer needs.
Developing and maintaining close distributor and customer relationships is critical to our growth and
our ability to identify new product opportunities. During 2003, we intensified our customer focus, working closely with a number of small, medium and large international OEMs to provide systems that
greatly improve machine performance and efficiency. Many of these systems incorporate Sun’s new
proportional valves as well as other new enabling products introduced in recent years. The solutions
are typically housed in custom manifolds designed and manufactured by Sun.
Sun will continue to focus on its core competencies, improving our agility and identifying and eliminating
constraints. I want to thank our shareholders, distributors, employees, customers and suppliers for
your support and hard work to make Sun an even better company.

Allen Carlson
President & CEO

letter to shareholders >
Dear Shareholders
The Past Year >
Sun once again was profitable in 2002. We delivered $0.27 per share in earnings, paid out $0.16 per share in
dividends, and generated $7.5 million in cash. All of this was accomplished even though sales were slightly
lower than the previous year and global economic conditions continued to be challenging. We maintained
our production workforce and continued to invest in capacity and process developments, all of which deliver
productivity improvements.

Productivity Improvements >
• Assembly automation
• Aqueous parts cleaning
• Product redesign
• Process improvements
• Freight cost reduction
• Heat treatment/coating
improvements
• Parts outsourcing

Sun Sarasota 12/12 shipments compared to
manufacturing capacity utilization through January 2003
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Sun’s global market penetration continued to
grow, even though consolidated sales were
flat. Our German and Korean companies
made significant contributions and helped
offset subdued activity in our United States
and United Kingdom operations. Domestic
capital goods spending remained depressed
with excess capacity throughout the U.S.
manufacturing sector, as evidenced by the
Federal Reserve’s measure of manufacturing
capacity utilization (see graph). However, the
weakened U.S. dollar helped to make our
products more competitive in overseas
markets and, again in 2002, the dollar value
of Sun’s shipments outside of the United
States topped 45%!
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Sales of “enabler products” (lower volume, unique, problemsolving cartridge valves and manifolds) held their own in 2002,
even increasing in some product types, while higher volume product
sales were down due to market conditions. Mature volumes for
many enabler products will often be relatively low, but these items
are important to the overall mix of products that Sun offers to
the marketplace. The uniqueness of enabler products generates
relatively steady demand even in difficult economic conditions.
Engineered valve packages pro-

vide benefits to OEMs and users.
Throughout 2002, we continued to invest time and effort in our website,
www.sunhydraulics.com. This global medium allows us to present more of
our products, to more of the marketplace, than at any time in our history. In 2002, we added many new
products and features to the website to aid our customers. We encourage all of our shareholders to visit
www.sunhydraulics.com and learn more about Sun Hydraulics and our products.

In 2002, we kept operating expenses in line with lower business levels while we continued to make prudent
investments for our future. We implemented many productivity improvements in our U.S. operations and completed
our capacity expansion in the U.K. We maintained our investment in people and saw the productive capacity of
our workforce increase significantly. Shipments in 2002 were achieved with a significantly reduced number of
working hours while we continued to offer a high level of customer service.
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In our 3rd quarter 2002 conference call last November, we said, “Due to the great uncertainties in the world
economies, we are reluctant, and in fact unable, to forecast beyond the next quarter.” Though the global economy
remains a great uncertainty as of this writing, we are optimistic about 2003 and the longer term future.
Moving Forward >
Our investments and actions of the past few years have given us the capacity
and capability to respond rapidly to increased demand. With our United Kingdom
expansion completed, we have the infrastructure and production workforce in
place to easily meet multiple years of double-digit growth. To help stimulate
demand, we have a number of exciting initiatives planned for 2003.
New Products >
In January, we released the first of our electro-proportional cartridge valves.
These new products address a growing segment of the hydraulic market
where hydraulic components are controlled electrically. Initial product offerings
include a variety of pressure controls and flow controls that complement our
existing cartridge valves. Our electro-proportional products deliver a very high
level of performance for their price and early reports indicate that they will be
well received in the marketplace.

What is a
Proportional Valve?
Proportional valves
respond to an electrical
signal to regulate the
hydraulic system.
They can be compared
to a dimmer switch that
regulates the intensity
of household lights.

In 2002…we implemented many productivity improvements…completed capacity expansion…maintained our
investment in people…and saw the productive capacity
of our workforce increase significantly.
U.S. Expansion >
In February, we announced the start-up of an operation in Kansas City that will help us increase our market share
in the engineered valve package business. In addition to having factory personnel in the area to support distributors’
efforts, we will have a local source for manufacturing larger and ductile iron manifolds in the United States.
This added capability, together with our growing line of electro-hydraulic products, allows us to aggressively pursue
the engineered valve package segment of the market. Combining many standard cartridges in a single customdesigned manifold offers significant benefits to both OEMs and users. While Sun has always competed for this
business, in 2003 we will become much more active in pursuing this segment of the market.
European Expansion >
In April, we announced the formation of a new Sun marketing and technical support company in France. While
we have had past success in the French market, our customer base has been limited and we found it difficult
to retain business over the long term. We will build the company in France following a formula that has been
successful for us in the past. In the formative stages, we begin by hiring a strong national manager who is familiar
with the market, the customs and the language while being technically competent and knowledgeable about
our products.

www.sunhydraulics.com
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(continued)

>

2003—What’s going to happen? >
Sun has never pretended to be able to predict the unpredictable.
We take a long-term approach to our business, knowing that over
time, if we stay the course and do the right things, the market will
reward us. As of the writing of this letter, great uncertainties remain
in the global economy; it is not necessary to repeat here what you
read and hear every day.

We have the infrastructure and
production workforce in place to
easily meet multiple years of
double-digit growth.

Sun’s new proportional valves deliver high
performance.

Sun Hydraulics is conscious of our obligations to all of our stakeholders—shareholders, employees, customers,
suppliers and our community. To best serve all constituents, our focus will remain on improving our market
orientation and operational effectiveness to grow the business.

Clyde G. Nixon

Allen J. Carlson

Chairman of the Board

President and Chief Executive Officer

When this Ferris wheel in
Shanghai, China had operational
problems, Sun Hydraulics valves
were employed to correct the
problem.
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Observations from Clyde Nixon, Allen Carlson and Bob Koski
I’m sure recent media attention has caused all top
managers to step back and examine the way they run
their businesses. When Sun went public in 1997, we told
the investment community, and everyone else who
would listen, that we planned to continue to manage the
business as we had as a private company. Taking a longterm approach always had been successful, and we
believed that quarterly results should be kept in context.
Sun continues to follow this philosophy. Unlike our
direct competitors we not only own our own property,
we also are highly vertically integrated. Sun keeps a
higher proportion of manufacturing in-house than other
companies in the cartridge valve industry. This allows us
to maintain quality, to refine our processes, and to
differentiate ourselves in terms of product performance
and customer service. In short, we control our own
destiny. Yet, people continue to point out how we can
make a few more dollars by leveraging our assets through
all sorts of creative financial arrangements.
In recent years Sun has watched as some of the
leading companies in our industry have self-destructed
chasing quarterly results and other short-term financial
goals. At Sun, we try to focus our efforts on making
money by designing, manufacturing and selling superior
quality hydraulic valves and packages, and by developing

new products, new markets and improved processes.
And you don’t need a PhD to understand our financial
statements: what you see is what you get.
Because we have continued to invest in our company
as we have grown, including bricks and mortar and
innovative processes, we enjoy a very strong cash flow.
This enables us to remain a leading-edge company, even in
difficult economic times. We have just finished a most
challenging year, but remained profitable, maintained our
workforce, made prudent capital investments for future
growth–and, at the same time, generated sufficient funds
to pay dividends and reduce debt.
We believe we continue to move in the right
direction–with no need for footnotes.

As we entered 2001, the economy was soft but we
fully expected to see the beginning of a recovery in the
later half of the year. We kept our workforce intact and
prepared for the expected upturn in business. We were
on track and ready...until September.
After the tragedy of September 11, we reassessed
the situation and knew a late year economic recovery
was unlikely. That a recovery would occur was never in
doubt; the timing though, was suddenly not clear.
Despite the uncertainties, we decided to stay the course,
with a few modifications.
In the U.S. operations, we continued to postpone all
discretionary expenses. Many employees took voluntary
time off without pay. Hourly overtime was cut to the
bone and all salaried employees took a pay cut. As we
entered 2002, these actions remained in place. Wage
increases for all U.S. employees have been postponed
until the business climate improves. Non-U.S. operations
have taken similar belt-tightening measures.
However, we have continued to invest in
equipment and people on behalf of our shareholders.

Some of last year’s investments include:
• Cross “learning”
• Aqueous-based parts cleaning
• Upgrade of website
• European expansion (facilities, equipment and
distribution)
• Strengthening of Asian marketing and distribution
I am extremely proud of our nearly 700 employees
worldwide for these and other accomplishments.
In 2001, we endured the worst manufacturing
recession since 1978. The United States hydraulics
industry experienced a 16.4% decline in shipments as
capital goods spending ground to a halt. Yet, without
compromising our ability to respond when conditions do
improve, Sun remained profitable with very strong cash flow.
We thank our shareholders for their encouragement
and continued investment in Sun Hydraulics. We are
confident that your loyalty will be rewarded.
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Sun Sarasota 12/12 Shipments Compared to Manufacturing
Capacity Utilization Through January 2002
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The Enron story brings back memories. While going
public in late 1996, I was asked many times by analysts
why Sun Hydraulics owned its factories. After all, Sun
could leverage RONA (return on net assets) and would
look more attractive to investors without these “nonperforming” assets. I answered that while these assets did
not make money, they did save money through the
avoidance of sales tax on rent and that by controlling its
assets Sun could comfortably survive when business
conditions turned south (and maybe even gain market
share). They rolled their eyes at this old fashioned idea.
Sun’s first factory was owned by the Koski family.
When we built a new, much larger plant in 1980,
bankers advised that they would be glad to use the
equity in the old factory as a down payment, and the
Koski family could continue to be the landlord. In 15 or
20 years, the Koskis would own the building and land
outright using a standard triple-net lease. They were
astonished when I declined by saying that if Sun was
going to pay for it, Sun should own it. They said “You’re
giving up a lot of money,” and I said, “Yes, but Sun will
have a strong balance sheet. The equity will come in
handy on rainy days.”

How analysts can hype stocks of companies with
phantom assets as being worth high multiples of earnings
speaks of gambling, not investing. They, and accounting
firms, have refused to recognize that without substance,
bubbles tend to burst. They even act surprised when
they do!
To compound the problem, banks tend to act in
lockstep. They fell all over themselves to loan money to
these shells. Now, they refuse to loan money for new
ventures backed by solid assets. I have to wonder what
they teach at business schools. (Remember the 1980s,
when banks loaned money to third world countries at
15% interest. They then made further loans to pay that
interest and kept these loans as “assets” on their books...
until the bubble burst. The recession of the early 1990s
followed as banks wrote off these bad loans.)
While the Fed is lowering interest rates to make
money available, belt-tightening banks are keeping “the
spread” to cover bad debt exposure while good
companies go bankrupt because they can’t borrow
money for operations. Dumb! Will any of this help the
nation recover? Not in my book!
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Observations from Clyde Nixon, Allen Carlson and Bob Koski
Sun serves the capital goods markets and we

Since 1975, Sun has not had a workforce reduction.
Even in the recessions of the early 80’s and 90’s, we were
able to maintain our workforce in difficult times. Hours
were fewer, shop and office pay was reduced, but when
the business cycle improved, Sun was able to grow.
The best way to avoid overstaffing is to keep a
healthy balance between direct labor employees (value
adders) and overhead employees (cost adders). Sun
maintains this balance through good years and bad.
We give our direct labor workers the freedom to make
decisions and be proactive. As a result, we are more
productive than companies with large bureaucracies.
Maintaining a lean workforce has numerous
advantages beyond a lower cost structure. Excess levels
of overhead not only inflate costs, but also stifle initiative.
A lean organization tends to be more efficient and agile
and more adaptive to change. Our challenge is to
anticipate and develop the resources our workforce
needs to satisfy our customers.
We’re where we want to be – bring on the recovery.

For the past three years, Sun has invested

The indices we use to track manufacturing activity
in the United States indicate continued weakness.
However, orders in the first two months of 2001 were
strong and we project first quarter shipments will be
about 9% higher than the fourth quarter of 2000. Sun is
prepared to react to further increases in demand. Even
with temporary uncertainties in capital goods markets,
we will continue to invest and add capacity to meet
future growth.
Manufacturing capacity and quality, new product
development, and communicating and maintaining
strong routes to market remain our focus. We will
continue to strengthen our personnel around the world
and strive to reduce the time it takes to get new
products to market. All of these efforts will contribute
to further strengthening the Sun brand and providing
value to our shareholders.

are keenly aware that our business is cyclical. There are
times of rapid growth, often in excess of 20% a year,
followed by decline. Our objective is to sustain growth
throughout the business cycle. We recognize there will
be times when annual or semi-annual growth may be
flat, or for a brief period negative, but that demand will
return as the next cycle begins.
It is important to be in a position to be able to
respond rapidly to demand, which often increases sharply
as the business cycle turns up. To do this, the investment
in processes, capacity, and people cannot fluctuate even
though shipments have slowed. After three years of
rapid growth in the mid-90’s, Sun’s shipments had
increased more than 95% and we encountered capacity
problems. Over the past four years, Sun has invested
more than $25 million in capital equipment to avoid this
problem in the future.
In recent months the papers have been full of
corporate layoffs and “restructuring”, as public companies
respond to short-term earnings pressures resulting from
the slowdown in the economy. If the persons laid-off had
learned to contribute significantly, you have to wonder
how prepared such companies will be when their
business improves. The loss will be felt.

significant capital and energy to improve our processes,
strengthen our workforce and increase our capacity to
better serve our customers and provide improved
returns to our shareholders. The benefits of these
investments and initiatives are evident in our 2000
financial results.
Demand for hydraulic products boomed in the first
six months of 2000, before falling off significantly in the
second half of the year. We are proud that we were able
to maintain growth throughout the year, finishing the
year with shipments 13.6% higher than the prior year.
Sun’s export business continued to grow with 40% of
sales outside of the United States, remarkable for a
company of Sun’s size.
Despite the slow second half, our gross profit as a
percent of sales held up well, thanks to the efforts of
Sun’s production personnel. Even with lower shipping
volumes in the second half of the year, we were able to
maintain our manufacturing profit margins and at the
same time improve our customer service. For the year,
gross profit as a percent of sales improved to 26.8%,
compared to 23.3% in 1999. We expect gross profit to
continue to improve with increasing shipment volume.
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Observations from Bob Koski and Clyde Nixon
During my first 15 years of gainful employment,
I had the opportunity to observe how dysfunctional
large companies typically were and how difficult it was
for small companies to grow gracefully. I watched the
bad effects of “politics” in both cases and saw how hard
this was to control. “Rumors” were regularly crafted and
floated to test reality. Rationalizations were wondrous
and the action took place at all levels – from officers and
managers to factory floor supervisors to rank and file
workers. Problems became serious when politics and
personal egos transcended company needs. “Jockeying for
position” consumed time and intellect. “Who you knew”
was often perceived as more important than “what you
knew” – or even “what you did.”
Starting Sun with three employees (John Allen, my
wife Beverly and me) and believing that the company
would grow to employ several hundred people, I thought
we had a golden opportunity to minimize the destructive
effects of politics and egos. I studied other organizations
looking for good examples.
One very interesting and successful organization
during the 1920s and 1930s was the DuPont Chemical
Company. What caught my attention most was the way
DuPont ran its highly productive laboratories at a time
when there was a severe shortage of trained scientists
who had also, on occasion, to act like managers (often
with little formal management training). DuPont
developed what I call “shared offices.” Two scientists
would co-manage projects, one “senior” to the other but
both with equal authority. The “senior” scientist /manager
would mentor the junior. Both would confer regularly
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to agree on required actions. Either could make spot
decisions (although this was to be avoided, if at all
possible, and these decisions, with their rationale, had to
be communicated to the other partner as soon as possible).
Benefits of shared offices included:
1. Either partner could be moved to another project
or promoted without jeopardizing the original project.
2. Either partner could be sick, traveling or on
vacation without jeopardizing the project.
3. High quality decisions were made and quickly
implemented. Bad ideas were quickly identified and
dropped. Quality products and processes resulted.
4. Partners and others had good feelings about each
other. Workers felt that decisions were not arbitrary.
They could share their views with either partner and felt
someone was there to listen to them.
The DuPont Chemical Company prospered.
DuPont’s talent pool was highly regarded. DuPont’s
position in the chemical world grew rapidly.
I thought Sun Hydraulics could adopt this idea.
By not having formal organization charts, and titles, two
(or more) people could share leadership roles at many
levels. We could develop products and processes and
supervise the shop floor. We could develop and deploy
talent as we grew. And to a large extent, this might diffuse
the debilitating political process and allow people to
concentrate on the work at hand.
This system generally works, to the surprise of many.
When Clyde Nixon was named President (law
requires that a president and certain other officers be
named – but we are not required to use these titles),
I shared the President’s office with Clyde and gradually
backed away from certain presidential responsibilities.
During the last three years we have also been sharing the
duties of Chairman. Clyde is expected to be appointed
as Chairman of Sun at the May 12th Board of Directors
Meeting. I expect to continue to share some of these
duties with Clyde, but without an official title. At the
same time, Allen Carlson is expected to be appointed
President and CEO of Sun by the Board. Clyde has
already been sharing/mentoring this office with Allen
and will continue to have significant executive duties.
I doubt that anyone will notice a change at Sun and
I’m confident that the momentum and direction of the
Company will not change. That this process is considered
abnormal is astonishing to me. The basic rule is
simple – “No Surprises.” Surprised?

Number Seven

In 1999, Sun had the breathing
space necessary to address the programs
and processes that have plagued us in
recent years. The following major
accomplishments have prepared us for
the upturn in business that started in the
fourth quarter of 1999:
• New computer systems in our U.S.
and U.K. facilities. These implementations
were accomplished with considerable
disruption, especially in the second
quarter of 1999.
• Increased capacity for high volume
products. We moved our high volume
product cell operations to the Manatee
plant. New automated assembly
equipment has significantly increased our
production capacity for these products,
while freeing space in our Sarasota plant
for production of new products.
• Redundancy in critical operations.
With the installation of a second heat
treat furnace, we addressed a capacity
bottleneck and developed redundancy
for a process that is critical to the quality
of our products.
• Rationalizations to our vendor base.
Our supplier initiative has resulted in
improved quality of incoming parts,
reduced costs for some purchased
components and increased capacity for
many outsourced parts.
• A broad based increase in our manufacturing
capacity worldwide. We are aggressively adding the
personnel needed to respond to the rapid growth that
traditionally takes place in a market recovery.
While it is usually difficult to remain profitable
while making major capital investments, we are proud
that we did so during the past two years. With capacity
now in place, we expect to respond effectively with
increased shipments to the recovering capital goods
market. More importantly, we will also be able to
aggressively promote newly developed products that
have been held back due to capacity constraints.
Expansion programs have not been limited
to the U.S. We have continued to invest in international
operations. Particularly pleasing, our Korean company
rebounded in 1999 and made a significant contribution
to our consolidated results. Overall, in 1999 Sun’s sales
to the Far East were approximately 10% of total shipments.
Although the European market has suffered a
capital goods slowdown similar to the U.S., our plants in

England and Germany are currently seeing improved
business. Europe remains our strongest export market,
accounting for 23% of worldwide shipments.
During the past year, a number of fluid power
companies made decisions to utilize both our cavity
and screw-in hydraulic cartridge valves in products that
they manufacture and sell. By promoting the Sun
cavity, these new programs will substantially increase
market opportunities.
Capital improvements would be meaningless
without the people necessary to move forward. Last
year, we continued to strengthen Sun’s depth in many
important areas. The increased involvement of Allen
Carlson is just one example.
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Observations from Bob Koski and Clyde Nixon
Which comes first: the chicken or the egg?
Do you need customers before you develop products?
In a previous life, I worked for a company that
would develop new products only with a customer inhand. But over time, as additional customers were sought,
design modifications were required to suit each new
customer’s particular needs. Design variations were the
norm, not the exception, and this developed into a
manufacturing nightmare.
Starting Sun Hydraulics with a clean piece of
paper was fun. John Allen and I laid out a matrix of
valve functions, having common flow paths and ports,
against a range of sizes, all serviceable at pressures up to
5000 psi. To keep the number of sizes to a practical
minimum, we used a Robert’s progression of two; each
larger size would have twice the flow (horsepower)
capacity of the next smaller size (e.g. 1, 2, 4, 8, 16, etc.).
This arrangement provided group technology in
manufacturing (common material size, operations and,
ultimately, many common parts). We could have
enormous flexibility with a minimum inventory. We
refined the various cartridge cavities to assure that
aluminum manifolds (with cartridges installed) would
stand 3000 psi in fatigue and identical nodular iron
manifolds would be suitable for 5000 psi. Neat!
Building the matrix was exciting, but created many
interesting problems. It was not easy, for instance, to
design direct acting and pilot operated relief valves with
the same flow path . . .but we did. Today, these products
are world class performers. The floating construction we
insisted on using produced great performance, but many
critical parts were much more difficult to make. Cartridges
with floating construction are, however, far more forgiving
when installed in less than perfect cavities. Performance
wise, we could leave the competition behind!
The big question was, would anybody buy these
valves? Our first prospective customer insisted that we
redesign a load holding cartridge to fit a cartridge cavity
they were currently using! This was character building
time. . .we refused. But because that customer could not
find any other load holding valve that consistently
worked, they eventually agreed to adopt Sun’s valve
and cavity. Sun Hydraulics was off and running.
Sun has continued to develop new products in
laboratory environments with no specific customers in
mind, attempting to anticipate market needs rather than
responding to customer requests. Because multiple design
iterations are normally needed to develop a new product,
ingenious engineers often explore odd product ideas along
with standard product ideas. Some of these look like they
could be useful in strange circuits. We collect these as
circuit savers and include a few in our catalog as “teasers.”
As bright customers learn that Sun has a circuit
saver goody-box, the phone rings, we meet new engineers
and Sun’s camel nose is inside a customer’s tent, usually
to stay. Life can be very interesting.
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Bob has finally written a letter that I do not feel
I have to explain or qualify. Sun has always planned its
growth around the introduction of new products, and,
unlike many in our industry, Sun’s product designs are
aimed at developing new markets and applications,
rather than replacing existing products.
Virtually all of the products ever sold by Sun are still
being sold today. Improvements have been incorporated
over time, but the products still fit the same cavity and
carry the same model codes. Following this approach,
product obsolescence has never been a factor at Sun.
Sun now has product families in five different sizes.
Providing products with generally equal performance
characteristics in five flow capacities, while not easy, is one
of the attributes that differentiates Sun from its competition.
The broad range of flow capacities allows us to sell our
products to a divergent group of customers and markets,
helping to mitigate the cyclical nature of our business.
Our product development program continues to
add functions that we believe will help to improve
hydraulic systems performance. Sun refers to many of
these products as enablers or circuit savers. We also are
developing products to compete in established markets.
Our new electrically actuated (solenoid) cartridge valves
give Sun entry into a large potential market where we
previously had limited product offerings. With these
products, we will increase our ability to solve more of
our customer’s application problems. All of these new
solenoid valves feature our floating construction and fit
into existing Sun cavities.
Sun’s cavity remains a critical feature in the
successful high-performance operation of our products.
We were delighted in April when Mannesmann Rexroth,
the world-wide performance leader in hydraulic valves
and pumps, announced that Sun cavities will be used for
it’s new cartridge valve program. The decision by Rexroth
to use the Sun family of cavities is based on technical
advantages compared to ISO standard and de facto
industry standard cavities. This will raise the bar to a
new level for our industry.
Product development at Sun is a disciplined
undertaking that forces our design engineers to work
within a somewhat rigid framework. However, the product
synergy that results from adhering to these principles
consistently yields rewards for our customers, employees
and shareholders.
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Observations from Bob Koski and Clyde Nixon
Growing companies don’t necessarily grow up.
How do companies mature? Character is usually developed
during a crisis where leadership often emerges spontaneously
from unexpected sources. Companies grow stronger.
Lemonade is made from lemons.
In early December, while disassembling a counterbalance cartridge that had failed to pass our functional test,
an alert assembly worker scratched a steel poppet spring
retainer, a part the size of a pea. The part was supposed to
be heat treated hard. She rubbed a file across it and found
it soft. She checked with Engineering. Counterbalance
valves are often used in aerial manlifts to hold platforms
in position . . .the problem might be serious.
Accelerated life cycle tests were run with severe
shock at various pressures and flows. Worst case: 10,000
life cycles, most likely well over 100,000, but some valves
might fail in a potentially unsafe mode. There was a strong
probability that no valves would ever fail during the normal
life of the equipment on which they were installed. Still,
a failure might occur. 39,000 valves had been built with
soft retainers in November and December.
No field failures had been reported and typical
product recalls usually follow field failures. Everyone agreed
there was only one thing to do. On Thursday, December 3,
1997, distributors were notified of the date codes of valves
with soft spring retainers, along with the results of Sun’s
tests and Sun’s recommendation that all valves be returned.
There was no “finger pointing” at Sun.
One manufacturer of hydraulic cylinders that include
this type of cartridge for use in aerial manlifts quickly
located 1,500 cartridges and packed and shipped them
overnight to Sun. On Friday morning, Sun employees
volunteered to set up a temporary disassembly, reassembly and retest line. Less experienced workers were
taught the tedious job of taking valves apart (with tiny
parts, not an easy task). Skilled workers supervised everything and did the critical work. By Friday afternoon, new
and repaired valves were being shipped to keep customers’
production alive. On Monday morning, the president of
the cylinder manufacturer arrived at Sun, along with two
key staff members, to offer their help. There was no
acrimony, just a sincere desire to help. The feeling was
warm and understanding. Nice.
Over four weeks, Sun volunteers worked incredible
hours, day and night through the holidays (some canceling
family get-togethers). Worldwide cooperation was amazing.
39,000 valves were torn down, rebuilt, re-tested and reshipped. There was no shortage of snacks. A professional
masseur was hired to work “kinks” out of sore backs. Nice.
Now, un-heat treated parts supplied by our vendor
are shipped directly to our heat treating facility (rather
than to general receiving). The cost? We shipped 136,000
new cartridges of all types in December instead of 166,000.
Overtime was astronomical. We lost maybe 2 cents per
share in earnings but still met our analysts’ projections
of 70+ cents per share for 1997.
I had nothing to do with any of this.
In my eyes at least, Sun stands a bit taller today.
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Personally, I could do without these “character
building” experiences! It is interesting, though, that no
one at Sun resisted the recommendation to return these
valves. As our analysis unfolded, consensus and support
naturally developed.
Clearly, our objective is to make reliable products in
the first place. We’ve done a very good job in the past and
we’re determined to do a better job as we go forward.
1997 was a memorable year for Sun. We went public
in January. We opened major new factories in Sarasota
and Germany. We added almost 100 new employees to
our worldwide workforce, an increase of more than 20%.
We switched from departmental operations, where similar
machines are grouped, to cellular production in both
our cartridge and manifold plants. We implemented new
operating software in our manifold plant and new
accounting software in both U.S. plants. We continued
the introduction of Series 0 products and expanded our
cartridge assembly capability at our plant in England.
Our move to the new manifold plant was not as
smooth as we had hoped. Consolidated shipments in the
first half of the year increased only 8%, while orders
exploded and lead times went out. Wherever possible, we
used outside sources to buy our way out of trouble. For
awhile we had a mess.
By mid summer, our new capacity was in place and
shipments for the last half of the year increased 27% over
the same period in 1996. We began to reduce our backlog.
Things were looking up.
We are still behind in our shipments and this is
frustrating and embarrassing for everyone at Sun. Increasing
production of high quality products in the U.S. and Europe
is receiving the same focus as the recall. Progress is being
made. Manifold deliveries, way behind last summer, are
now current, cartridges continue to improve.
Orders remain strong, both for Sun and the industry.
We have seen a slowing of business in Asia, but are confident
it will eventually bounce back. Otherwise, all markets
continue to expand. We appreciate the tremendous support
we received in 1997 from our customers, distributors,
vendors, employees and our new shareholders.
Sun is looking forward to a more tranquil year in
1998 and is working hard to avoid more “character
building” opportunities.
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Observations from Bob Koski and Clyde Nixon
A most useful way for shareholders to evaluate
the quality of longer-term investments in companies like
Sun Hydraulics is to gather clues about how a company
tends to think and behave. Most people start learning
about a company through management reports.
Personally, I learn much more about companies
when I can freely communicate with a broad spectrum
of employees. It’s sort of like listening to taxicab drivers
when you want to learn about what is really happening
in the local politics of a large city.
Somehow, the printed information in most annual
reports does not give me much comfort that I really
understand a company. I do not believe that the hard
“numbers” really explain a company’s potential value.
Additionally, I often feel that “management remarks” do
not reconcile with how companies are likely to think
and behave.
Consequently, if you are, or, might wish to be, a
serious “investor” in Sun Hydraulics, come to Sarasota,
Florida, Coventry, England or Erkelenz, Germany and
meet your investment: the people that are the heart
and soul of our company. We enjoy meeting with our
customers, suppliers and investors, along with their
families. With or without an appointment, come and
meet Sun. I know you will be welcome; I think you
will be impressed.

Bob Koski
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On behalf of Sun Hydraulics, I would like to
welcome our many new shareholders. Since our public
offering in January, we have seen our shareholder base
grow from 23 investors to more than 2,200 at the end
of the first quarter. Many of our new shareholders are
familiar with the company. About 25% of our world-wide
work force purchased shares, as have a large number of
suppliers, distributors, customers and colleagues from
within our industry. While we appreciate the confidence
of these many friends of Sun Hydraulics, I want to
extend a special thank you to the investors who have
joined us for the first time.
We experienced a very frustrating year in 1996.
Our fiscal performance was not what we would have
liked, due in large part to capacity constraints at our
Sarasota cartridge facility. While we did initiate expansion
programs in the U.S. and Europe, we have experienced
some shipment disruptions as we bring our new facilities
on-line. We are working to eliminate these disruptions to
take maximum advantage of the strong demand levels
that began to appear in late 1996. Our newest products,
Series 0 cartridges, have been well-received in the
marketplace and we expect a bright future for these
miniature cartridge valves.
In our first 27 years, Sun Hydraulics’ success can
be attributed largely to our total commitment to a longterm perspective throughout our operations. By taking
our time, as Bob Koski is fond of saying, we have been
able to “do the right things for the right reasons.”
As we discussed our IPO with potential investors,
we were frequently asked if we could maintain a longterm focus as a public company. We believe we can, and
we believe we should.

Clyde Nixon
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