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(State or other jurisdiction of (LR.S. Employer

Incorporation or organization) Identification No.)

1376 STATE ROUTE 598, GALION, OHIO 44833

(Address of principal executive office) (Zip Code)

Registrant s telephone number including area code: (419) 468-7600

Indicate by check mark ( X ) whether the Registrant: (1) has filed all reports to be filed by section 13 or 15 (d) of the Securities Exchange Act of
1934 during the preceding twelve months (or for such shorter period that the Registrant was required to file such reports) and (2) has been
subject to such filing requirements for the past 90 days. YES x NO ~

Indicate by check mark ( X ) whether the Registrant is an accelerated filer (as defined in Rule 12b-2 of the Exchange Act). YES © NO x

Indicate the number of shares outstanding of each of the issuer s classes of common stock, as of the latest practicable date.

CLASS OUTSTANDING AT July 29, 2005

Common Shares, without par value 21,595,043

Table of Contents 2



Edgar Filing: PECO Il INC - Form 10-Q

Table of Conten

PECO I, INC.

INDEX

Page
PARTI EFINANCIAL INFORMATION
Item 1. Financial Statements:
Condensed Consolidated Balance Sheets 3
Condensed Consolidated Statements of Operations 4
Condensed Consolidated Statements of Cash Flows 5
Notes to Condensed Consolidated Financial Statements 6
Item 2. Management s Discussion and Analysis of Financial Condition and Results of Operations 10
Item 3. Quantitative and Qualitative Disclosures About Market Risk 15
Item4.  Controls and Procedures 15
PARTII OTHER INFORMATION
Item 2(b). Use of Proceeds 16
Item 4. Submission of Matters to a Vote of Security Holders 16
Item 6. Exhibits 16
SIGNATURES 17

Table of Contents 3



Edgar Filing: PECO Il INC - Form 10-Q

Table of Conten
PECO I1, INC.

PART I. FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS

PECO I, INC.
CONDENSED CONSOLIDATED BALANCE SHEETS

(In thousands, except for per share data)

June 30, December 31,
2005 2004
(Unaudited)
ASSETS
Current Assets:
Cash and cash equivalents $ 4,621 $ 9,723
Accounts receivable, net of allowance of $67 in June 30, 2005 and $68 in December 31, 2004 6,401 5,764
Inventories, net 10,313 10,031
Prepaid expenses and other current assets 489 527
Assets held for sale 4,136 4,136
Restricted cash 9,850 9,722
Total current assets 35,810 39,903
Property and equipment, at cost:
Land and land improvements 254 254
Buildings and building improvements 10,359 10,363
Machinery and equipment 9,200 9,255
Furniture and fixtures 6,089 6,237
25,902 26,109
Less-accumulated depreciation (14,321) (13,832)
Property and equipment, net 11,581 12,277
Other Assets:
Goodwill, net 1,774 1,774
Long term notes receivable 5 11
Investment in joint venture 8 16
Total Assets $ 49,178 $ 53,981
LIABILITIES AND SHAREHOLDERS EQUITY

Current Liabilities:
Industrial revenue bonds $ 5,860 $ 5,860
Borrowings under line of credit 837 992
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Capital leases payable 90 87
Accounts payable 2,074 2,537
Accrued compensation expense 1,391 1,227
Accrued income taxes 36 145
Other accrued expenses 2,562 5,255
Total current liabilities 12,850 16,103
Long-term Liabilities:
Capital leases payable, net of current portion 401 448
Shareholders Equity:
Common shares, no par value: authorized 50,000,000 shares; 22,201,666 shares issued at June 30, 2005 and
December 31, 2004 2,816 2,816
Additional paid-in capital 110,215 110,251
Accumulated deficit (76,126) (74,597)
Treasury shares, at cost, 606,623 and 635,364 shares at June 30, 2005 and December 31, 2004, respectively 978) (1,040)
Total shareholders equity 35,927 37,430
Total Liabilities and Shareholders Equity $ 49,178 $ 53,981

The accompanying notes are an integral part of these condensed consolidated financial statements.
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PECOII, INC.

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

(unaudited)

(In thousands, except for per share data)

For the Three Months For the Six Months
Ended June 30, Ended June 30,
2005 2004 2005 2004
Net sales:
Product $ 6509 $ 4,625 $13,174 $ 8,640
Services 2,922 2,564 5,469 5,123
9,431 7,189 18,643 13,763
Cost of goods sold:
Product 4,722 4,176 9,787 8,217
Services 2,642 2,453 5,070 5,364
7,364 6,629 14,857 13,581
Gross margin:
Product 1,787 449 3,387 423
Services 280 111 399 (241)
2,067 560 3,786 182
Operating expenses:
Research, development and engineering 741 704 1,444 1,452
Selling, general and administrative 1,970 2,196 3,942 4,128
2,711 2,900 5,386 5,580
Loss from operations (644) (2,340) (1,600) (5,398)
Loss from joint venture (57) 3 (57
Loss from operations after joint venture (644) (2,397) (1,608) (5,455)
Interest income, net 52 27 100 52
Loss before income taxes (592) (2,370) (1,508) (5,403)
Provision for income taxes (363) 20 (343)
Net loss $ (592) $(2,007) $(1,528) $ (5,060)
Net loss per common share:
Basic $ (0.03) $ (009 $ (0.07) $ (0.29
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Diluted $ (0.03) $ (0.09) $ (0.07) $ (0.24)

Weighted average common shares outstanding:
Basic 21,576 21,486 21,571 21,444

Diluted 21,576 21,486 21,571 21,444

The accompanying notes are an integral part of these condensed consolidated financial statements.
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PECOII, INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(unaudited)

(In thousands)

CASH FLOWS FROM OPERATING ACTIVITIES:

Net loss

Adjustments to reconcile net loss to net cash used for operating activities:

Depreciation and amortization

Loss on disposals of property and equipment

Investment loss in joint venture
Working capital changes:
Accounts and notes receivable
Inventories

Prepaid expenses and other current assets
Accounts payable, other accrued expenses and accrued income taxes

Accrued compensation expense

Net cash used for operating activities

CASH FLOWS FROM INVESTING ACTIVITIES:

Capital expenditures

Proceeds from sale of property and equipment

Net cash used for investing activities

CASH FLOWS FROM FINANCING ACTIVITIES:

Transfer to restricted cash

Net (repayments) usage under line of credit agreement .

Investment in joint venture

Repayment of long-term debt and capital leases
Proceeds from issuance of common shares- options exercised
Proceeds from issuance of common shares- Employee Stock Purchase Plan

Net cash used for financing activities

Net decrease in cash

Cash and cash equivalents at beginning of period

Cash and cash equivalents at end of period

Table of Contents

For the Six Months
Ended June 30,
2005 2004
$(1,528) $ (5,060)
708 822
11 292
8 57
(631) 446
(282) 239
38 50
(3,265) (772)
164 77
4,777) (3,849)
(23) (143)
70
(23) (73)
(128) (142)
(155) 108
(100)
(44) (112)
83
25 41
(302) (122)
(5,102) (4,044)
9,723 17,366
$ 4,621 $13,321
8
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Supplemental disclosure of cash flow information:
Income taxes paid $ 131 % 7
Interest paid 117 68

The accompanying notes are an integral part of these condensed consolidated financial statements.
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PECO I, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(unaudited)

1. Basis of Presentation

The accompanying condensed consolidated financial statements include the accounts of PECO II, Inc. (the Company ) and its wholly and
partially owned subsidiaries. In the opinion of management, the accompanying unaudited interim condensed consolidated financial statements
reflect all adjustments, of a normal and recurring nature, necessary to present fairly the results for the interim periods presented.

In May 2004, PECO II Global Services, Inc. (PGS), a wholly owned subsidiary of PECO II, Inc. and b+w Electronic Systems
Verwaltung-GmbH (BWESV), a German corporation, formed a corporation named b+w II, Inc. The corporation is established under the laws of
the state of Ohio and the principal office is at 1376 State Route 598, Galion, Ohio. The ownership structure is 50% PGS and 50% BWESYV, with
a $100,000 equity investment by both parties. This joint venture is accounted for under the equity method of accounting.

Certain information and footnote disclosures normally included in financial statements prepared in accordance with accounting principles
generally accepted in the United States of America have been condensed or omitted. The December 31, 2004 balance sheet data was derived
from audited financial statements, but does not include all disclosures required by accounting principles generally accepted in the United States.
It is suggested that these condensed statements be read in conjunction with the Company s most recent Annual Report on Form 10-K.

2. Recent Issued Accounting Pronouncements

In November 2004, the Financial Accounting Standards Board ( FASB ) issued Statement No. 151, Inventory Costs, an amendment to Accounting
Research Bulletin No. 43, Chapter 4, Inventory Pricing. This statement clarifies that abnormal amounts of idle facility expense, freight, handling
costs and wasted material should be recognized as current period charges. The provisions of this statement become effective for fiscal years

beginning after June 15, 2005. The statement is not expected to have a material effect on the Company s financial position, results of operations

or cash flow.

In December 2004, FASB issued Statement No. 123R, Share Based Payment, a revision of Statement No. 123, Accounting for Stock Based
Compensation, and superseding APB Opinion No. 25, Accounting for Stock Issued to Employees. Statement 123R requires the Company to
expense grants made under the stock option and employee stock purchase plans. Statement 123R is effective for the annual period beginning on
or after June 15, 2005. Upon adoption of Statement 123R, amounts previously disclosed under Statement No. 123 will be recorded in the
consolidated statement of operations. The Company currently measures compensation costs related to its share-based awards under APB 25, as
allowed by Statement 123. Information about the fair value of stock options under the Black Sholes model and its proforma impact on the
Company s net loss and loss per share can be found in Note 7 to the condensed consolidated financial statements.
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In April 2005, the Securities and Exchange Commission announced the adoption of a new rule that amends the effective date of FASB123R. The
effective date of the new standard under these new rules for our consolidated financial statements is January 1, 2006.
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Statement of Financial Accounting Standards No. 154, Accounting Changes and Error Corrections ( SFAS 154 ), replaces APB No. 20,
Accounting Changes, and FASB Statement No. 3, Reporting Changes in Interim Financial Statements. APB No. 20 previously required that
most voluntary changes in accounting principle be recognized by including in net income of the period of the change the cumulative effect of
changing to the new accounting principle. SFAS 154 changes the accounting for, and reporting of, a change in accounting principle. SFAS 154
requires retrospective application to prior period s financial statements of voluntary changes in accounting principle and changes required by new
accounting standards when the standard does not include specific transition provisions, unless it is impracticable to do so. SFAS 154 is effective
for accounting changes and corrections of errors made in fiscal years beginning after December 15, 2005, though early adoption is permitted as
of the date this Statement was issued, which was May of 2005. SFAS 154 is not expected to have a material financial impact on PECO II, Inc.

3. Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the United States requires management to
make estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the
date of the financial statements and the reported amount of revenues and expenses during the reporting period. Estimates are used for, but not
limited to, the accounting for doubtful accounts, inventory obsolescence, depreciation and amortization, sales returns, warranty costs, taxes and
contingencies. Actual results could differ from those estimates.

4. Treasury Shares

In September 2001, the Board of Directors authorized the repurchase of up to one million shares in the open market or in private transactions.
On July 26, 2002, the Board approved a one million share increase in the program. As of June 30, 2005, the Company has repurchased an
aggregate of 1,385,712 shares at an average price of $2.70 per share since inception of the repurchase program. The Company did not repurchase
any shares during the second quarter of 2005.

During the second quarter of 2005, the Company issued 28,741 treasury shares in connection with the Company s 2000 Employee Stock
Purchase Plan.

5. Contingencies

The Company was a party to legal proceedings and litigation, which arose in the ordinary course of business and were assumed in connection
with an acquisition. During April of 2005, the legal proceedings referred to above were settled. The Company completed a $2.67 million payout,
resulting in a signed release from the plaintiff dated April 22, 2005, bringing closure to the legal action.

6. Inventories

Inventory is stated at the lower of cost or market. Cost is computed using standard cost, which approximates actual cost on the first-in, first-out
basis, net of allowances for estimated obsolescence. Major classes of inventory at June 30, 2005 and December 31, 2004 are summarized below:
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(In thousands)

Raw materials
Work-in-process
Finished goods

Gross Inventory

Obsolescence

Inventory, net

Table of Contents
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June 30, 2005

$ 11,898
989
802

13,689

(3,376)

$ 10313

December 31, 2004

$ 12,556
927
685

14,168

(4,137)

$ 10,031
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PECO I, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(Cont.)

7. Impairment of Goodwill and Other Intangibles

The Financial Accounting Standards Board ( FASB ) issued Statement of Financial Accounting Standard ( SFAS ) No. 142, Goodwill and Other
Intangible Assets in July 2001. This statement was effective for us on January 1, 2002. This statement resulted in modifications to our

accounting for goodwill. Specifically, we ceased the amortization of goodwill beginning January 1, 2002. Additionally, goodwill is now

subjected to impairment testing annually or more frequently when circumstances occur that indicate goodwill might be impaired.

An annual review of goodwill is prepared as of October 31 of each year. An independent third party performed the review of goodwill that is
attributed to the Company s service segment as of October 31, 2004. The review resulted in a $6.0 million impairment. As of June 30, 2005, there
have been no triggering events that would indicate goodwill has been impaired.

8. Stock-Based Compensation

The Company accounts for stock option grants according to APB 25, and accordingly has not recognized option expense in the financial
statements. On June 9, 2005, the Company granted 100,000 stock options at an exercise price of $1.01 per share. The Company employs the
disclosure-only provisions of SFAS No. 123, Accounting for Stock-Based Compensation. The fair value of the options granted under the
Company s Amended 2000 Performance Plan are estimated, as of the date of grant, using the Black-Scholes Option Pricing Model. The
following pro forma information regarding net loss and loss per share was determined as if the Company had accounted for its stock options
under the fair value method prescribed by SFAS No. 123. For purposes of pro forma disclosure, the estimated fair value of the stock options is
amortized over the options vesting period. The pro forma information is as follows:

For the Three Months For the Six Months

Ended June 30 Ended June 30

(In thousands, except per share data)

2005 2004 2005 2004
Net loss, as reported $ (592) $ (2,007) $(1,528) $(5,060)
Add: Stock-based employee compensation expense included in reported net loss, net of related
tax effects
Less: Stock-based compensation expense determined under fair value based method for all
awards, net of tax effects (68) (89) (143) (149)
Pro forma net loss as if the fair value based method had been applied to all awards $ (660) $ (2,096) $(1,671) $(5,209)

Table of Contents 14



Loss per share
Basic as reported

Basic pro forma

Diluted as reported

Diluted pro forma
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$ (0.03) 0.09) $ (0.07) $ (0.24)
$ (0.03) (0.10) $ (0.08) $ (0.24)
$ (0.03) 0.09) $ (0.07) $ (0.24)
$ (0.03) (0.10) $ (0.08) $ (0.24)
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PECOII, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(Cont.)

9. Segment Information

The following summarizes additional information regarding segments of the Company s operations:

(In thousands)

Net sales:
Product
Services

Income (loss) from operations after joint venture:
Product
Services

Consolidated loss from operations

10. Warranty

For the Three Months For the Six Months
Ended June 30, Ended June 30,
2005 2004 2005 2004

$ 6,509 $ 4,625
$2,922 $ 2,564

$ 13,174 $ 8,640
$ 5,469 $ 5,123

$ 9,431 $ 7,189

$ 18,643 $13,763

For the Three Months For the Six Months
Ended June 30, Ended June 30,
2005 2004 2005 2004

$ 66 $ (1,171)
$ (710)  $ (1,226)

$ 109 $ (2,714)
$ (L,717)  $ (2,741)

$ (644) $(2,397)

$ (1,608) $ (5,455)

The Company s warranty activity for the six months ended June 30, 2005 is summarized below:

Table of Contents

2005 2004
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Beginning balance $701 $ 834
Warranty provision 167 134
Warranty costs incurred 51 (187)
Ending balance $817 $ 781

The Company has increased the quarterly warranty provision through the second quarter of 2005, due to an extended warranty term for a
contractual customer. This increase will continue through the remainder of this year.

11. Loss Per Share

Basic loss per share is calculated using the weighted-average number of common shares outstanding during the periods. Diluted loss per share is
calculated using the weighted-average number of common and common equivalent shares outstanding during the periods. Due to the Company s
net loss for the six months ended June 30, 2005 and 2004, no common equivalent shares were included in the calculation of diluted loss per

share for either period because their effect would have been anti-dilutive. The Company s weighted-average number of options which were
in-the-money and, therefore, potentially dilutive for the six months ended June 30, 2005 and 2004 were 1,092,500 and 917,500, respectively.
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PECOII, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(Cont.)

Stock options which were out-of-the-money and, therefore, were anti-dilutive under the treasury stock method have also been excluded from the
calculation of diluted loss per share. The Company s stock options outstanding at June 30, 2005 and 2004 which were excluded because they
were out-of-the-money were 970,795 and 1,011,956, respectively.

Shares of common stock used in calculating loss per share differed from outstanding shares reported in the consolidated financial statements as
follows:

Six months ended Six months ended
June 30, 2005 June 30, 2004
Basic loss Basic loss
Diluted loss Diluted loss
per per
share per share share per share

$ (0.07) $  (0.07) $ (0.24) $ (024)

Outstanding shares 21,595 21,595 21,522 21,522
Effect of weighting changes in outstanding shares (24) (24) (78) (78)
Weighted average in outstanding shares 21,571 21,571 21,444 21,444

12. Major Customers

Because of the Company s concentration of sales to the Regional Bell Operating Companies (RBOCs) and wireless service providers, a small
number of customers typically represent substantial portions of total sales. For the six months ended June 30, 2005, sales to two companies
comprised 54.1% of total sales. These customers contributed 42.0% and 12.1%, respectively, of total sales. For the first six months of 2004,
sales to three companies comprised 50.9% of total sales. Three customers contributed 27.5%, 12.8% and 10.6%, respectively, of total sales.

ITEM 2. MANAGEMENT S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Referencesto we, wus, our, theCompany, or PECOII refer to PECO II, Inc. unless the context indicates otherwise.
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Results of Operations

Our markets continued to improve during the quarter. In January, analysts generally expected 2005 CAPEX growth to be in the 3 to 5 percent
range, but they are now upgrading their estimates to the 7 to 10 percent range. With significant consolidation behind them, the service providers
are directing more spending to capital spending. For example, Cingular is well underway with integration of their ATT Wireless acquisition and
recently reported that they would add 4,000 cell sites to improve coverage and quality of service. The CAPEX focus continues on Wireless
services but the wireline carriers are also increasing spending for broadband deployment and general upgrading of aging equipment. In its most
recent reported quarter, Verizon Communications increased its capital spending for domestic telecommunications equipment by 47% to $1.9
billion.

Order input continued to climb and the quarter ended with increasing revenues and backlog. We were particularly pleased to receive and begin
delivering a significant order for our 827E inverter systems to replace existing UPS systems. The 827E provides stand-by AC power with the
up-time reliability expected from telecom DC power systems and is beginning to be recognized in the market for its unique capabilities.

10
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PECO I, INC.

MANAGEMENT S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS (Cont.)

We are focusing our product development on products to serve the wireless market for base station and network switching system applications
and the wireline market primarily for broadband applications. We continue to improve the modularity and flexibility of our products to better
accommodate our customer s requirements and to lower engineering expense. Our development programs are focused on product cost reduction
and improved performance through technology.

We are beginning to realize success from our non-power services and associated systems integration capabilities. During the quarter we installed
several turnkey wireless base stations including furnishing PECO II power systems. We also delivered turnkey circuit to packet systems and
have proposals outstanding for more of these services.

Our strategy of offering power products along with focused solutions to meet customer needs is creating new opportunities for us.

Our net sales increased to $9.4 million and $18.6 million, respectively, for the three and six months ended June 30, 2005, an increase of $2.2
million, or 31.2%, and $4.9 million, or 35.5%, compared to the corresponding prior year period. Product net sales were $6.5 million for the
second quarter of 2005, an increase of $1.9 million, or 40.7%, compared to the second quarter of 2004. This increase is in line with our
expectations as the service providers are directing more spending toward CAPEX improvements.

Service net sales were $2.9 million for the second quarter of 20053, an increase $358 thousand, or 14.0%, as compared to the second quarter of
2004. We continue to expect growth at a moderate pace. Service quotes have been increasing and our backlog has seen considerable
improvement. We continue to face a highly competitive service market as a result of the new subcontractors in the various local markets.

As of June 30, 2003, our sales backlog, which represents total dollar volume of firm sales orders not yet recognized as revenue, was $7.4
million, a $3.7 million, or 102%, increase from the comparable prior year period, and a 63.9% increase from $4.5 million at December 31, 2004.
Product backlog of $4.6 million was a $1.2 million, or 33.6% increase from December 31, 2004, while Service backlog was $2.8 million, a $1.7
million, or 161%, increase from December 31, 2004.

Gross margin dollars were a positive $2.1 million and $3.8 million, respectively, for the quarter and six months ended June 30, 2003, as
compared to a positive $560 thousand and $182 thousand, respectively, for the quarter and six months ended June 30, 2004. Gross margin as a
percentage of net sales increased to 21.9% and 20.3% for the three and six months ended June 30, 2005, compared to 7.8% and positive 1.3%,
respectively, for the comparable prior year periods.

For the quarter ended June 30, 2005, product gross margin was a positive $1.8 million, as compared to positive $449 thousand for the
corresponding period in 2004. The product gross margin improvement was primarily impacted by the change in product mix and additional
absorption due to volume increase
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The service gross margin was a positive $280 thousand for the second quarter of 2005, as compared to a positive $111 thousand for the second
quarter of 2004, or an increase of 152%. This improvement is due to improved quoting and job management processes.

11
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PECO I, INC.

MANAGEMENT S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS (Cont.)

Research, development and engineering expense changed to $741 thousand and $1.4 million, respectively, for the quarter and six months ended
June 30, 2005, from $704 thousand and $1.5 million, respectively, for the quarter and six months ended June 30, 2004. We continue our efforts
to bring new products to the telecom market that add value to our customers offerings but this does offset our cost cutting efforts. As a
percentage of net product sales, research, development and engineering expense was 11.4% and 11.0%, respectively, for the quarter and six
months ended June 30, 2005 compared to 15.2% and 16.8%, respectively, in the comparable prior year periods.

Selling, general and administrative expense decreased to $2.0 million and $3.9 million, respectively, for the quarter and six months ended June
30, 2005, from $2.2 million and $4.1 million, respectively, for the quarter and the six months ended June 30, 2004. Sales, marketing and
administrative expenses remained relatively flat as we continue to focus on controlling expenses. As a percentage of net sales, selling, general
and administrative expense decreased to 20.9% and 21.1%, respectively, for the quarter and six months ended June 30, 2005 compared to 30.5%
and 30.0%, respectively, in the comparable prior year periods.

In May 2004, PECO II Global Services, Inc. (PGS), a wholly owned subsidiary of PECO II, Inc., formed a joint venture with b+w Electronic
Systems Verwaltung-GmbH (BWESV), a German corporation. The new joint venture, named b+w II, Inc., is 50% owned by PGS and 50% by
BWESV. This joint venture represents progress in the Company s efforts to establish worldwide relationships in the pursuit of specially selected
projects associated with system and service opportunities in the telecommunications sector.

The effective tax rates were negative 1.3% for the quarter ended June 30, 2005, respectively, compared to positive 6.4% for the quarter ended
June 30, 2004. The tax accrual is for various state franchises and net worth taxes where the Company has conducted business.

Liquidity and Capital Resources

As of June 30, 2005, available cash and cash equivalents approximated $4.6 million. We believe that cash and cash equivalents, anticipated cash
flow from operations, and our credit facilities will be sufficient to fund our working capital and capital expenditure requirements for the next 12
months. Working capital at June 30, 2005 was $23.0 million, which represented a working capital ratio of 2.8 to 1, compared to $23.2 million at
March 31, 2005, which represented a working capital ratio of 2.6 to 1. Capital expenditures for the six months ended June 30, 2005, totaled $23

thousand. We continue our efforts to conserve cash.

Cash flows used by operating activities for the six months ended June 30, 2005, was $4.8 million. A significant portion of this was due to a
litigation settlement of $2.67 million, as previously discussed in Note 4 to Condensed Consolidated Financial Statements. The remainder was
primarily due to operating losses and a decrease in accounts payable and accrued expenses, along with increases in accounts receivable and
inventory. There was $23 thousand of cash used for investing activities, while the cash used for financing activities was $302 thousand.
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For the long term, we expect operations to become cash flow positive as a result of sales volume increases, while continuing to maintain
inventory at a reasonable level. If our working capital needs significantly increase due to circumstances such as our inability to operate on a cash
flow positive basis; weakness in the telecommunications industry; faster than expected growth resulting in increased accounts receivable and
inventory; additional investment or acquisition activity; research and development efforts; or as a result of capital expenditures, we may have to
increase our credit facilities or generate additional funding through the issuance of debt or equity. There can be no assurance, however, that
additional financing will be available on terms favorable to the Company or at all.
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PECO I, INC.

MANAGEMENT S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS (Cont.)

Contractual Obligations

In August 2001, we entered into adjustable rate industrial revenue bonds ( IRB ) for $6.5 million from the County of Arapahoe, Colorado in
connection with the opening of our Denver service center. The balance of the IRBs, as of June 30, 2005, was $5.9 million. In March of 2004, we
signed a purchase agreement with a potential buyer for the Denver facility. The inspection period to the purchase agreement has currently been
extended to expire on October 2, 2005. In addition, two 30-day options to further extend up to, and including, December 1, 2005 have been
provided so long as the purchaser is diligently pursuing the zoning approvals from the city and consummation of the lease. Since the Company
intends to sell the Denver facility, the Denver bonds remain classified as a current liability in the accompanying condensed consolidated
financial statements.

We have signed an agreement with National City Bank to provide all banking services and a $3.5 million line of credit. As collateral for the line
of credit, the Company established a $3.5 million deposit account with the bank. As of June 30, 2005, the balance on the line of credit was $837
thousand.

We do not currently plan to pay dividends.

Other than the foregoing extension of the purchase agreement for the Denver facility, there have been no material changes outside the normal
course of business in our contractual obligation since year-end 2004.

Critical Accounting Policies

In response to the SEC s Release No. 33-8040, Cautionary Advice Regarding Disclosure about Critical Accounting Policies, we consider certain
accounting policies related to revenue recognition, inventory valuation, impairment of long lived assets, and deferred income taxes to be critical
policies due to the estimation processes involved in each. We state these accounting policies in the notes to the consolidated financial statements

in our Annual Report on Form 10-K for the year ended December 31, 2004, which was filed on March 31, 2005, and in relevant sections in
management s discussion and analysis of financial condition and results of operations.

Recent Issued Accounting Pronouncements

In November 2004, the Financial Accounting Standards Board ( FASB ) issued Statement No. 151, Inventory Costs, an amendment to Accounting
Research Bulletin No. 43, Chapter 4, Inventory Pricing. This statement clarifies that abnormal amounts of idle facility expense, freight, handling
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costs and wasted material should be recognized as current period charges. The provisions of this statement become effective for fiscal years
beginning after June 15, 2005. The statement is not expected to have a material effect on the Company s financial position, results of operations
or cash flow.

In December 2004, FASB issued Statement No. 123R, Share Based Payment, a revision of Statement No. 123, Accounting for Stock Based
Compensation, and superseding APB Opinion No. 25, Accounting for Stock Issued to Employees. Statement 123R requires the Company to
expense grants made under the stock option and employee stock purchase plans. Statement 123R is effective for the annual period beginning on
or after June 15, 2005. Upon adoption of Statement 123R, amounts previously disclosed under Statement No. 123 will be recorded in the
consolidated statement of operations. The Company currently measures compensation costs related to its share-based awards under APB 25, as
allowed by Statement 123. Information about the fair value of stock options under the Black Sholes model and its proforma impact on the
Company s net loss and loss per share can be found in Note 7 to the condensed consolidated financial statements.

In April 2005, the Securities and Exchange Commission announced the adoption of a new rule that amends the effective date of FASB123R. The
effective date of the new standard under these new rules for our consolidated financial statements is January 1, 2006.
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Statement of Financial Accounting Standards No. 154, Accounting Changes and Error Corrections ( SFAS 154 ), replaces APB No. 20,
Accounting Changes, and FASB Statement No. 3, Reporting Changes in Interim Financial Statements. APB No. 20 previously required that
most voluntary changes in accounting principle be recognized by including in net income of the period of the change the cumulative effect of
changing to the new accounting principle. SFAS 154 changes the accounting for, and reporting of, a change in accounting principle. SFAS 154
requires retrospective application to prior period s financial statements of voluntary changes in accounting principle and changes required by new
accounting standards when the standard does not include specific transition provisions, unless it is impracticable to do so. SFAS 154 is effective
for accounting changes and corrections of errors made in fiscal years beginning after December 15, 2005, though early adoption is permitted as
of the date this Statement was issued, which was May of 2005. SFAS 154 is not expected to have a material financial impact on PECO II, Inc.

Off-Balance Sheet Financings

We do not have any off balance sheet entities or arrangements. All of our subsidiaries and the joint venture investment into the new company,
b+w II, Inc., are reflected in our condensed consolidated financial statements. We do not have any interests in or relationship with any
special-purpose entities that are not reflected in our condensed consolidated financial statements.

Forward-Looking Statements

Certain of the Company s statements in this Quarterly Report on Form 10-Q and the foregoing Management s Discussion and Analysis of
Financial Condition and Results of Operation are not purely historical, and as such are forward-looking statements within the meaning of the
Private Securities Litigation Reform Act of 1995. These statements include, but may not be limited to, all statements regarding the Company s
and management s intent, beliefs, expectations, and plans, such as statements concerning the Company s future profitability, industry trends,
operating results, and product development strategy. These forward-looking statements include numerous risks and uncertainties, including,
without limitation: a general economic recession; a downturn in our principal customers businesses; current and future mergers of key
customers; the volatility in the communications industry; the demand for communications equipment generally and in particular for the products
and services offered by the Company; the Company s ability to generate sales orders during fiscal 2005 and thereafter; the ability to develop and
market new products and product enhancements; the potential environmental issues in regards to an aging manufacturing facility; the ability to
attract and retain customers; competition and technological change; and successful implementation of the Company s business strategy. One or
more of these factors have affected, and in the future could affect, the Company s business and financial results in future periods and could cause
actual results to differ materially from plans and projections.

There can be no assurances that the forward-looking statements included herein will prove to be accurate, and issuance of such forward-looking
statements should not be regarded as a representation of the Company, or any other person, that the objectives and plans of the Company will be
achieved. In addition, this Quarterly Report on Form 10-Q contains time-sensitive information that reflects management s best analysis only as of
the date of this report. PECO II does not undertake any obligation to publicly update or revise any forward-looking statements to reflect future
events, information or circumstances that arise after the date of this release. Further information concerning issues that could materially affect
financial performance related to forward-looking statements can be found in the Company s periodic filings with the Securities and Exchange
Commission.
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Results for the interim period are not necessarily indicative of the results that may be expected for the entire year.
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ITEM 3. QUALITATIVE AND QUANTITATIVE DISCLOSURE ABOUT MARKET RISK

We are exposed to the impact of interest rate changes and, to a lesser extent, foreign currency fluctuations. We have not entered into interest rate
transactions for speculative purposes or otherwise. Our foreign currency exposures were immaterial as of June 30, 2005.

Our primary interest rate risk exposure that has resulted from floating rate debt related to our revolving loan facility and industrial revenue
bonds. A change in rates would be immaterial to our results from operations if rates were to increase 1% from June 30, 2005 rates. We currently
do not hedge our exposure to floating interest rate risk.

ITEM 4. CONTROLS AND PROCEDURES

Disclosure controls and procedures. We maintain disclosure controls and procedures that are designed to ensure that information required to

be disclosed in the reports we file or submit under the Securities Exchange Act of 1934, as amended (the Exchange Act ) is recorded, processed,
summarized and reported, within the time periods specified in the SEC s rules and forms, and that such information is accumulated and
communicated to our management, including our Chief Executive Officer and Chief Financial Officer, as appropriate, to allow timely decisions
regarding disclosure. Our management, with the participation of our Chief Executive Officer and Chief Financial Officer, has performed an
evaluation of our disclosure controls and procedures as of June 30, 2005, the end of the period covered by this Quarterly Report on Form 10-Q.
Based on that evaluation, which included matters discussed below on the identification of a material weakness in our internal control over
financial reporting, our Chief Executive Officer and Chief Financial Officer concluded that our disclosure controls and procedures were not
effective as of the end of the period covered by this Quarterly Report on Form 10-Q.

Internal control over financial reporting. Our management is also responsible for establishing and maintaining adequate internal control over
financial reporting, as such term is defined in Rule 13a-15(f) and 15d-15(f) under the Exchange Act. We recently identified a deficiency in our
internal control over financial reporting in connection with the preparation and filing of our Annual Report on Form 10-K for the fiscal year
ended December 31, 2004 (the 2004 Form 10-K ). The identified material weakness in our internal control over financial reporting relates to
insufficient control over the identification of relevant revenue recognition issues in our contracts with our customers.

During the quarter ended March 31, 2005, we implemented several changes to our internal control over financial reporting in response to the
aforementioned deficiency identified in our 2004 Form 10-K. To address the material weakness, we implemented the following remediation
steps:

We have implemented procedures for senior management to review customer contracts prior to execution;

We have implemented procedures under which appropriate financial personnel will be notified of the proper revenue recognition
treatment that is to be applied to sales under potential customer contracts prior to execution; and

We have implemented procedures for appropriate financial personnel to receive additional reminders, including control and process
documents, with respect to revenue recognition treatment upon the actual execution of our sales contracts.
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Although management believes that there has been improvement in the operation of our internal controls over financial reporting since the
identification of the material weakness, management believes that the material weakness has not been fully remediated to date. Our intentions to
hire an external consultant to assist in reviewing for potential risk and assessing our testing process regarding various internal controls were
delayed due to the resignation of our external auditors as announced during the second quarter. We have since hired new auditors and are now
continuing the interviewing of external consultants. The material weakness will not be considered fully remediated until the procedures resulting
from the remediation efforts are fully implemented, operate for a period of time, are tested, and we conclude that such procedures are operating
effectively.
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Changes in internal controls over financial reporting. There were no changes in our internal control over financial reporting made during the
quarter ended June 30, 2005, that have material affected, or are reasonably likely to materially affect, our internal control over financial
reporting.

PART II. OTHER INFORMATION

ITEM 2(b). Use of Proceeds

On August 17, 2000, the SEC declared effective a Registration Statement on Form S-1 (File No. 333-37566) filed by us in connection with an
initial public offering of 5,000,000 of our common shares, without par value. From the date of receipt of the proceeds from the offering through
June 30, 2005, of the $78.3 million in net proceeds, $14.4 million was used to repay bank indebtedness, $5.2 million was used in connection
with the acquisitions of Thornton Communications and JNB Communications, $16.7 million was used for capital expenditures, excluding the
purchase of the Denver regional operating center in February 2001, which is being financed through industrial revenue bonds, $9.8 million has
been restricted by the Company s bank to secure outstanding borrowings, and approximately $27.6 million for general working capital purposes.
The remaining net proceeds have been invested in short-term, interest-bearing, investment grade securities or guaranteed obligations of the U.S.
government.

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

The 2005 Annual Meeting of Shareholders was held on Thursday, June 9, 2005, to elect three directors in Class II for three-year terms and until
their successors are duly elected and qualified. The results of the proposal are provided below:

Proposal 1: The election of three directors in Class II for three-year terms and until their successors are duly elected and qualified.

Number of Shares Voted

WITHHOLD
FOR AUTHORITY TOTAL
Dr. Lucille G. Ford 17,647,507 1,743,078 19,390,585
E. Richard Hottenroth 17,561,732 1,828,853 19,390,585
Thomas R. Thomsen 17,692,033 1,698,552 19,390,585

Each of the nominees was elected. The other directors whose terms of office continue after the 2005 Annual Meeting of Shareholders are:
George J. Dallas, Trygve A. Ivesdal, R. Louis Schneeberger, Eugene V. Smith, James L. Green, Mark R. McBride, and Matthew P. Smith.

ITEM 6. Exhibits
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31.1 Rule 13a-14(a) Certification of Chief Executive Officer

31.2 Rule 13a-14(a) Certification of Chief Financial Officer

32.1 Section 1350 Certification of Chief Executive Officer

32.2 Section 1350 Certification of Chief Financial Officer
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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.

Date: August 12, 2005 PECOII, Inc.
/s/ JOHN G. HEINDEL /s/ SANDRA A. FRANKHOUSE
John G. Heindel Sandra A. Frankhouse
President and Chief Executive Officer Chief Financial Officer
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