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Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the
Act. Yeso Nop

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yesp Noo

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained
herein, and will not be contained, to the best of the registrant s knowledge, in definitive proxy or information
statements incorporated by reference in Part III of this Form 10-K or any amendment to this Form 10-K. b

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer or a non-accelerated filer.
Check one:
Large Accelerated Filer o Accelerated Filer o Non-accelerated Filer b

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange
Act). Yeso Nop

The aggregate market value of the Common Stock held by non-affiliates of the registrant as of the last day of the
registrant s most recently completed second quarter on June 30, 2006 (based upon the closing sale price of the
registrant s Common Stock, as reported by The NASDAQ Stock Market) was $18,493,409.(1)

The number of shares of the registrant s Common Stock outstanding as of March 20, 2007 was 8,304,639.

DOCUMENTS INCORPORATED BY REFERENCE

Portions of the registrant s Proxy Statement relating to the registrant s 2007 Annual Meeting of Stockholders to be held
on May 22, 2007 are incorporated by reference into Part III of this Report.

(1) Excludes shares held of record on that date by directors and executive officers and greater than 10% shareholders
of the registrant. Exclusion of such shares should not be construed to indicate that any such person directly or
indirectly possesses the power to direct or cause the direction of the management of the policies of the registrant.
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PART 1.
Item 1. Business

Redhook Ale Brewery, Incorporated ( Redhook orthe Company ) has been an independent brewer of craft beers in the
U.S. since the Company s formation in 1981 and is considered to be one of the pioneers of the domestic craft brewing
segment. Redhook produces its specialty bottled and draft products in two Company-owned breweries, one in the

Seattle suburb of Woodinville, Washington (the Washington Brewery ) and the other in Portsmouth, New Hampshire
(the New Hampshire Brewery ). By operating its own small-batch breweries, the Company believes that it is better

able to control the quantities, types and flavors of beer produced, while optimizing the quality and consistency of its
products. Management believes that the Company s production capacity is of high quality and that Redhook is the only
domestic craft brewer that owns and operates substantial production facilities in both the western region and eastern

region of the U.S.

The Company currently produces nine styles of beer, marketed under distinct brand names. The Company s flagship
brand is Redhook ESB and its other principal products include Redhook Long Hammer IPA, Redhook Blonde Ale,
Blackhook Porter, and its seasonal offerings Nut Brown, Sunrye, Late Harvest Autumn, Winterhook and Copperhook
Ales. The Company also sells Widmer Hefeweizen in the midwest and eastern U.S. under a 2003 licensing agreement
with Widmer Brothers Brewing Company ( Widmer ). In addition to its principal products, the Company periodically
develops and markets new products to test and measure consumer response to varying styles and flavors.

Since July 2004, the Company has distributed its products in the western U.S. through Craft Brands Alliance LLC

( Craft Brands or CBA ), ajoint venture between the Company and Widmer. See Product Distribution Relationship
with Craft Brands Alliance LLC below. In the midwest and eastern U.S., the Company has continued to distribute its
products through a distribution agreement with Anheuser-Busch, Incorporated ( A-B ). See Product Distribution
Relationship with Anheuser-Busch, Incorporated below.

Industry Background

The Company is a brewer in the relatively small craft brewing segment of the U.S. brewing industry. The domestic
beer market is comprised of ales and lagers produced by large domestic brewers, international brewers and craft
brewers. Although 2006 production and 2005 production of craft beer is estimated by industry sources to have
increased by approximately 12% and 9%, respectively, over the previous year s production, the share of the domestic
beer sales market held by the craft beer segment remains small. Craft beer shipments in 2006, 2005 and 2004 were
approximately 3.2%, 3.5% and 3.2%, respectively, of total beer shipped in the U.S. Approximately 6.7 million,

6.0 million and 5.6 million barrels were shipped in the U.S. by the craft beer segment during 2006, 2005 and 2004,
while total beer sold in the U.S., including imported beer, was approximately 209 million, 205 million and 206 million
barrels, respectively. The number of craft brewers in the U.S. grew dramatically between 1994 and 2000, increasing
from 627 participants at the end of 1994 and peaking at nearly 1,500 in 2000. At the end of 2006 and 2005, the
number of craft brewers was estimated to be 1,400.

From a peak in 1873 of 4,131 U.S. breweries, the number of breweries had dropped to 1,500 by 1910 as a result of
improved production and distribution. Approximately 760 of these breweries reopened following Prohibition. During
the ensuing decades, the beer industry concentrated its resources primarily on marketing pale lagers and pilsners for
various reasons, including: the desire to appeal to the broadest possible segment of the population; to benefit from
economies of scale through large-scale production techniques; to prolong shelf life through use of pasteurization
processes; and to take advantage of mass media advertising reaching consumers nationwide. At the same time that the
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beer industry was narrowing its product offerings to compete more effectively, there was also extensive consolidation
occurring in the industry, still apparent in today s market composition. According to industry sources, the three largest
domestic brewers accounted for approximately 78% of total beer shipped in the U.S., including imports, in 2006.

Annual per capita domestic beer consumption has declined from the highs experienced in the early 1980s, a result of
an elevated concern over health and safety issues, changing tastes, and evolving affluence and consumption attitudes

of a maturing generation of beer drinkers born after World War II. Since the early 1980s, a sizable number
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of consumers have migrated away from the major domestic products toward a broader taste and variety in their malt
beverages, mirroring similar trends in other beverage and cuisine categories. Foreign brewers initially benefited from
these evolving consumption patterns. Despite also being produced by large brewers, European, Canadian and Mexican
imported beers offered a fuller-flavored alternative to the national brands produced in the U.S.

By the latter half of the 1980s, a substantial new domestic industry segment had developed in response to the
increasing consumer demand for specialty beers. Across the country, a proliferation of regional specialty brewers
(annually selling more than 15,000 barrels but less than two million barrels of craft beer brewed at their own
facilities), contract brewers (selling craft beer brewed by a third party to the contract brewer s specifications),
microbreweries (selling less than 15,000 barrels per year), and brewpubs (combination restaurant-breweries) emerged
to form the craft beer industry. This new segment was able to deliver the fuller flavored products presented by the
imported beers while still offering a fresher product than most imports and one that could appeal to local taste
preferences. Craft beer producers tend to concentrate on fuller flavors and less on appealing to mass markets. The
strength of consumer demand has enabled certain craft brewers, such as the Company, to evolve from microbreweries
into regional and national specialty brewers by constructing larger breweries while still adhering to the traditional
European brewing methods that typically characterize the craft brewing segment. Industry sources estimate that craft
beer produced by regional specialty brewers, such as the Company, accounts for approximately two thirds of total
craft beer sales. Other craft brewers have sought to take advantage of growing consumer demand and excess industry
capacity, when available, by contract brewing at underutilized facilities.

Since its formation in the 1980s, the rate at which the craft beer segment has grown has fluctuated. The late 1980s and
early 1990s were years of significant growth for the segment, only to be followed by several years of minimal growth

in the late 1990s and early 2000s. Recent industry reports for 2004, 2005 and 2006 performance, however, indicate
favorable trends once again. The craft beer segment s success has been impacted, both positively and negatively, by the
success of the larger specialty beer category as well as the domestic alcoholic beverage market. Imported beers have
enjoyed resurgence in demand since the mid-1990s. Certain national domestic brewers have increased the competition
by producing their own fuller-flavored products to compete against craft beers. In 2001 and 2002, flavored malt
beverages were introduced to the market, initially gaining significant interest but recently experiencing smaller

returns. Finally, the wine and spirits market has seen a surge in recent years, attributable to competitive pricing,
television advertising, increased merchandising, and increased consumer interest in wine and spirits.

Business Strategy

Redhook strives to be the preeminent specialty craft brewing company in the U.S., producing the highest quality ale
products in company-owned facilities, and marketing and selling them responsibly through its three-tier distribution
system.

The central elements of the Company s business strategy include:

Production of High-Quality Craft Beers. The Company is committed to the production of a variety of distinctive,
flavorful craft beers. The Company brews its craft beers according to traditional European brewing styles and
methods, using only high-quality ingredients to brew in company-owned and operated brewing facilities. As a symbol
of quality, the Company s products are Kosher certified by the Orthodox Union, a certification rarely sought by other
brewers. The Company does not intend to compete directly in terms of production style, pricing or extensive
mass-media advertising typical of large national brands.

Control of Production in Company-Owned Breweries. The Company builds, owns and operates its own brewing

facilities to optimize the quality and consistency of its products and to achieve the greatest control over its production
costs. Management believes that its ability to engage in ongoing product innovation and to control product quality
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provides critical competitive advantages. The Company s highly automated breweries are designed to produce beer in
small batches, while attaining production economies through automation rather than scale. The Company believes that
its investment in technology enables it to optimize employee productivity, to contain related operating costs, to
produce innovative beer styles and tastes, and to achieve the production flexibility afforded by small-batch brewing,
with minimal loss of efficiency and process reliability.
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Strategic Distribution Relationship with Industry Leader. Since October 1994, the Company has benefited from a
distribution relationship with A-B, pursuant to which Redhook distributes its products in substantially all of its
markets through A-B s wholesale distribution network. A-B s domestic network consists of more than 560 independent
wholesale distributors, most of which are geographically contiguous and independently owned and operated, and 13
branches owned and operated by A-B. This distribution relationship with A-B has offered efficiencies in delivery of
product, state reporting and licensing, billing and collections. The Company believes that the existence of the
distribution relationship with A-B has also provided the Company with access to A-B distributors at A-B s distributor
conventions, communications about Redhook in printed distributor materials, and A-B-supported opportunities for
Redhook to educate A-B distributors about the Company s specialty products. The Company believes that the
opportunities to access A-B distributors has benefited the Company by creating increased awareness of and demand
for Redhook products among A-B distributors. The Company is able to reap the benefits of this distribution
relationship with A-B while, as an independent company, maintaining control over the production and marketing of its
products.

Sales and Marketing Relationship with Craft Brands Alliance LLC. On July 1, 2004, the Company entered into
agreements with Widmer, headquartered in Portland, Oregon, to form a joint sales and marketing organization that
serves both companies operations in the western U.S. The joint organization, named Craft Brands Alliance LLC,
advertises, markets, sells and distributes both Redhook s and Widmer s products to wholesale outlets through a
distribution agreement between Craft Brands and A-B. Management believes that, in addition to achieving certain
synergies, Craft Brands capitalizes on both companies sales and marketing skills and complementary product
portfolios. The Company believes that the combination of the two brewers complementary brand portfolios, led by
one focused sales and marketing organization, will not only deliver financial benefits, but will also deliver greater
impact at the point of sale.

Operation of Regional Brewing Facilities. Management believes that, by locating its production facilities in
proximity to the key regional markets it serves, the Company is able to enjoy distinct competitive advantages.
Shortened delivery times maximize product freshness and reduce shipping costs. Established brand awareness of the
Company s products and enhanced familiarity with local consumer tastes enable the Company to offer select products
that appeal to regional preferences. By pursuing this strategy, Redhook believes that it will be able to preserve its
reputation and prestige as a regional craft brewer.

Promotion of Products. The Company promotes its products through a variety of advertising programs with its
wholesalers, by training and educating wholesalers and retailers about the Company s products, through promotions at
local festivals, venues, and pubs, by utilizing its pubs located at the Company s two breweries, through price
discounting, and, more recently, through Craft Brands. In the midwest and eastern U.S., the Company s principal
advertising programs include radio, billboards and print advertising (magazines, newspapers, industry publications).
The Company also markets its products to distributors, retailers and consumers through a variety of specialized
training and promotional methods, including training sessions for distributors and retailers in understanding the
brewing process, the craft beer segment and Redhook products. Promotional methods directed towards consumers
include introducing Redhook products on draft in pubs and restaurants, using promotional items including tap handles,
glassware and coasters, and participating in local festivals and sports venues to increase brand name recognition. In
addition, the Company s prominently located breweries feature pubs and retail outlets and offer guided tours to further
increase consumer awareness of Redhook. Craft Brands is responsible for promotion, advertising and marketing in the
western U.S. and uses methods similar to the Company in its promotion of Redhook products.

The Company will occasionally enter into advertising and promotion programs where the entire program is funded by

the Company but, in recent years, has favored co-operative programs where the Company s spending is matched with
an investment by a local distributor. Co-operative programs align the interests of the Company with those of the
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wholesaler whose local market knowledge contributes to more effective promotions. Sharing these efforts with a
wholesaler helps the Company to leverage the investment made on programs where the participating wholesaler has a
vested interest in the program s success.
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Products

The Company produces a variety of specialty craft beers using traditional European brewing methods. The Company
brews its beers using only high-quality hops, malted barley, wheat, rye and other natural ingredients, and does not use
any rice, corn, sugar, syrups or other adjuncts. The Company s beers are marketed on the basis of freshness and
distinctive flavor profiles. To help maintain full flavor, the Company s products are not pasteurized. As a result, it is
appropriate that they be kept cool so that oxidation and heat-induced aging will not adversely affect the original taste,
and that they be distributed and served as soon as possible, generally within three months after packaging, to
maximize freshness and flavor. The Company distributes its products only in glass bottles and kegs, and its products
are freshness dated for the benefit of wholesalers and consumers.

The Company presently produces nine principal brands, each with its own distinctive combination of flavor, color and
clarity:

Redhook ESB ( ESB ). The Company s flagship brand, ESB, which accounted for approximately 36%, 47% and 50% of
the Company s shipments in 2006, 2005 and 2004, respectively, is full, rich, well-rounded, amber-colored ale with a
sweet toasted malt flavor balanced by a pleasant floral liveliness derived from German Tettnang hops. ESB has

declined as a percentage of total sales over the past three years due to increases in sales of Redhook s other products,
particularly Redhook Long Hammer IPA, seasonal offerings, and variety packs, and licensed Widmer.

Redhook Long Hammer IPA ( Long Hammer ). A premium English, pub-style bitter ale, Long Hammer, accounted for
approximately 16%, 17% and 16% of the Company s shipments in 2006, 2005 and 2004, respectively. Long Hammer
is pale and aggressively hopped, has a brassy color imparted by caramelized malt, an herbal aroma characteristic of
Northwest Cascade hops and a crisp finish.

Redhook Blonde Ale. A delicious, thirst-quenching golden ale, the combination of lightly roasted barley, subtle hops,
and a touch of wheat creates a perfectly balanced and distinctively drinkable ale.

Blackhook Porter ( Blackhook ). A London-style porter, Blackhook has an ebony tone, a pleasant toasted character
produced by highly roasted barley, and a dark malt flavor suggesting coffee and chocolate, balanced by lively

hopping.

Copperhook Ale ( Copperhook ). This ale is cold fermented so beer drinkers can enjoy the full flavor characteristics.
Copperhook is appetizingly fruity with light maltiness and a very pleasant piney hint in the aroma.

Nut Brown Ale. A malty ale with a hint of sweetness in the finish. The combination of six barley malts and two hop
varieties results in a surprisingly smooth, well-balanced dark beer. Nut Brown Ale is available in the Company s
midwest and eastern markets in late winter and early spring.

Redhook Sunrye Ale ( Sunrye ). Gently roasted barley, delicate hops and a touch of rye combine for a very balanced
lighter style ale. Slightly unfiltered to exude a pearl glow, Sunrye is styled for warm weather refreshment. Sunrye is
available from April through September in western markets and April through July in midwest and eastern markets.

Late Harvest Autumn Ale ( Autumn Ale ). A roasted malt aroma and distinct flavors of the Northern Brewer and Saaz
hops mark this full-bodied ale. The two row barley foundation malt gives Autumn Ale its full body. The specialty

malts Crystal, German Smoked Munich, Caramel and Roasted give it a rich complexity. Autumn Ale is available
August to September in midwest and eastern markets.
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Winterhook. A rich, seasonal holiday ale formulated specially each year for cold-weather enjoyment, Winterhook
typically is deep in color and rich in flavor, with complex flavors and a warm finish. Typically, the Company changes
the style of this ale each year. Winterhook is available during fall and winter months.

The Company also sells Widmer Hefeweizen in the midwest and eastern U.S. under license from Widmer. Widmer
Hefeweizen is a golden unfiltered wheat beer and is one of the leading American style Hefeweizens sold in the U.S. In
2003, the Company entered into a licensing agreement with Widmer to produce and sell the Widmer Hefeweizen brand
in states east of the Mississippi River. In March 2005, the Widmer Hefeweizen distribution
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territory was expanded to include all of the Company s midwest and eastern markets. Brewing of this product is
conducted at the New Hampshire Brewery under the supervision and assistance of Widmer s brewing staff to insure
their brand s quality and matching taste profile. The term of this agreement expires February 1, 2008, with additional
one-year automatic renewals unless either party notifies the other of its desire to have the term expire at the end of the
then existing term at least 150 days prior to such expiration. The agreement may be terminated by either party at any
time without cause pursuant to 150 days notice or for cause by either party under certain conditions. Additionally,
Redhook and Widmer have entered into a side agreement providing that if Widmer terminates the licensing agreement
or causes it to expire before December 31, 2009, Widmer will pay the Company a lump sum payment to partially
compensate the Company for capital equipment expenditures made at the New Hampshire Brewery to support
Widmer s growth. During the term of this agreement, Redhook will not brew, advertise, market, or distribute any
product that is labeled or advertised as a Hefeweizen or any similar product in the agreed upon midwest and eastern
territory. Brewing and selling of Redhook s Hefe-weizen was discontinued in conjunction with this agreement. The
Company believes that the agreement increases capacity utilization and has strengthened the Company s product
portfolio. The Company shipped 30,600, 25,600 and 17,800 barrels of Widmer Hefeweizen during the years ended
December 31, 2006, 2005 and 2004, respectively. A licensing fee of $437,000, $399,000 and $266,000 due to Widmer
is reflected in the Company s statement of operations for the years ended December 31, 2006, 2005 and 2004,
respectively. If the Widmer Licensing Agreement were terminated early, or if Widmer gave notice of its election to
terminate the agreement according to its term on February 1, 2008, the Company would need to look to replace the
lost volume, either through new and existing Redhook products or alternative brewing relationships. If the Company
is unable to replace the lost Widmer volume, the loss of revenue and the resulting excess capacity in the New
Hampshire Brewery would have an adverse effect on the Company s financial performance.

The Company also sells Pacific Ridge in the western U.S. In 2003, the Company entered into a purchase and sale
agreement with A-B for the purchase of the Pacific Ridge brand, trademark and related intellectual property. In
consideration, the Company agreed to pay A-B a fee for 20 years based upon the Company s sales of the brand. The
Company shipped 5,900, 6,000, and 5,400 barrels of Pacific Ridge during 2006, 2005 and 2004, respectively. A fee of
$80,000, $83,000 and $80,000 due to A-B is reflected in the Company s statement of operations for the years ended
December 31, 2006, 2005 and 2004, respectively.

In an effort to be responsive to varying consumer style and flavor preferences, the Company periodically engages in
the development and testing of new products. The Company believes that the continued success of craft brewers will
be affected by their ability to be innovative and attentive to consumer desires for new and distinctive taste experiences
while maintaining consistently high product quality. The Company s breweries allow it to produce small-batch
experimental ales within three weeks. Experimental products are periodically developed and typically produced in
draft form only for on-premise test marketing at the Company s pubs and selected retail sites. If the initial consumer
reception of an experimental brew is sufficiently positive, then its taste and formula are refined, as necessary, and a
new Redhook brand may be created. Long Hammer, Redhook Blonde Ale and many of the Company s seasonal
offerings are examples of products that were developed in this manner.

Brewing Operations

The Brewing Process. Beer is made primarily from four natural ingredients: malted grain, hops, yeast and water. The
grain most commonly used in brewing is barley, owing to its distinctive germination characteristics that make it easy
to ferment. The Company uses the finest barley malt, using strains of barley having two rows of grain in each ear. A
wide variety of hops may be used to add seasoning to the brew; some varieties best confer bitterness, while others are
chosen for their ability to impart distinctive aromas to the beer. Nearly all the yeasts used to induce or augment
fermentation of beer are of the species Saccharomyces cerevisiae, which includes both the top-fermenting yeasts used
in ale production and the bottom-fermenting yeasts associated with lagers.
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The brewing process begins when the malt supplier soaks the barley grain in water, thereby initiating germination, and
then dries and cures the grain through kilning. This process, known as malting, breaks down complex carbohydrates
and proteins so that they can be easily extracted. The malting process also imparts color and flavor characteristics to
the grain. The cured grain, referred to as malt, is then sold to the brewery. At the brewery, various malts are cracked
by milling, and mixed with warm water. This mixture, or mash, is heated and stirred in the
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mash tun, allowing the simple carbohydrates and proteins to be converted into fermentable sugars. Naturally occurring
enzymes help facilitate this process. The mash is then strained and rinsed in the lauter tun to produce a residual liquid,
high in fermentable sugars, called wort, which then flows into a brew kettle to be boiled and concentrated. Hops are
added during the boil to impart bitterness, balance and aroma. The specific mixture of hops and the brewing time and
temperature further affect the flavor of the beer. After the boil, the wort is strained and cooled before it is moved to a
fermentation cellar, where specially cultured yeast is added to induce fermentation. During fermentation, the wort s
sugars are metabolized by the yeast, producing carbon dioxide and alcohol. Some of the carbon dioxide is recaptured
and absorbed back into the beer, providing a natural source of carbonation. After fermentation, the beer is cooled for
several days while the beer is clarified and full flavor develops. Filtration, the final step for a filtered beer, removes
unwanted yeast. At this point, the beer is in its peak condition and ready for bottling or keg racking. The entire
brewing process of ales, from mashing through filtration, is typically completed in 14 to 21 days, depending on the
formulation and style of the product being brewed.

Brewing Equipment. The Company uses highly automated small-batch brewing equipment. The Washington Brewery
employs a 100-barrel mash tun, lauter tun, wort receiver, wort kettle, whirlpool kettle, five 70,000-pound, one
35,000-pound and two 25,000-pound grain silos, two 100-barrel, fifty-four 200-barrel, and ten 600-barrel fermenters,
and two 300-barrel and four 400-barrel bright tanks. The New Hampshire Brewery employs a 100-barrel mash tun,
lauter tun, wort receiver, wort kettle, whirlpool kettle, three 70,000-pound and two 35,000-pound grain silos, nine
100-barrel, two 200 barrel and twenty-two 400-barrel fermenters, two 200-barrel and two 400-barrel bright tanks, and
an anaerobic waste-water treatment facility which completes the process cycle. Both breweries use advanced micro
filtration technology, including a diatomaceous earth pad filter and sterile filtration. During the spring of 2007 the
Company plans to add four additional 400-barrel fermenters, one 70,000 pound grain silo and make process control
automation upgrades to the New Hampshire brewery. Installation is expected to be completed by May 2007 and cost
approximately $1,000,000. This expansion will add approximately 25,000 barrels of capacity to the New Hampshire
brewery.

Packaging. The Company packages its craft beers in both bottles and kegs. Both of the Company s breweries have
fully automated bottling and keg lines. The bottle filler at both breweries utilizes a carbon dioxide environment during
bottling that is designed to ensure that minimal oxygen is dissolved in the beer, thereby extending product shelf life.
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Quality Control. The Company monitors production and quality control at both of its breweries, with central
coordination at the Washington Brewery. Both the Washington and New Hampshire breweries have an on-site
laboratory where microbiologists and lab technicians supervise on-site yeast propagation, monitor product quality, test
products, measure color and bitterness, and test for oxidation and unwanted bacteria. The Company also regularly
utilizes outside laboratories for independent product analysis.

Ingredients and Raw Materials. The Company currently purchases a significant portion of its malted barley from a
single supplier and its premium-quality select hops, grown in the Pacific Northwest, Germany and Czech Republic,
from competitive sources. The Company periodically purchases small lots of European hops that it uses to achieve a
special hop character in certain of its beers. In order to ensure the supply of the hop varieties used in its products, the
Company enters into supply contracts for its hop requirements. Redhook believes that comparable quality malted
barley and hops are available from alternate sources at competitive prices, although there can be no assurance that
pricing would be consistent with the Company s current arrangements. The Company currently cultivates its own
Saccharomyces cerevisiae yeast supply and maintains a separate, secure supply in-house. The Company has access to
multiple competitive sources for packing materials, such as bottles, labels, six-pack carriers, crowns and shipping
cases.

Product Distribution

The Company s products are available for sale directly to consumers in draft and bottles at restaurants, bars and liquor
stores, as well as in bottles at supermarkets, warehouse clubs, convenience stores and drug stores. Like substantially
all craft brewers, the Company s products are delivered to these retail outlets through a network of local distributors
whose principal business is the distribution of beer and, in some cases, other alcoholic beverages, and who
traditionally have distribution relationships with one or more national beer brands. To promote and educate the public
on the Company s products, Redhook also offers its products directly to consumers at the Company s two on-premise
retail establishments located at the Company s breweries, the Forecasters Public House in Woodinville, Washington
and the Cataqua Public House in Portsmouth, New Hampshire.

Prior to establishing a distribution relationship with A-B in 1994, the Company distributed its products regionally

through distributors, many of which were part of the A-B distribution network, in eight western states: Washington,
California (northern), Oregon, Idaho, Montana, Wyoming, Colorado and Alaska. In October 1994, the Company

entered into a distribution agreement with A-B (' Distribution Alliance or the Alliance ) pursuant to which the Company
began distributing its products, for any new markets entered, exclusively through this agreement. Existing wholesalers
continued to distribute the Company s products outside of the Distribution Alliance. By 2003, 72% of the Company s
sales volume was through Alliance distributors.

On July 1, 2004, the Company entered into a new distribution agreement with A-B (the A-B Distribution Agreement )
pursuant to which the Company continues to sell its product in the midwest and eastern U.S. through sales to A-B and
distribute its product through the A-B distribution network.

On July 1, 2004, the Company also entered into agreements with Widmer with respect to the operation of their joint
venture sales and marketing entity, Craft Brands. Under their agreements with Craft Brands, the Company
manufactures and sells its product to Craft Brands at a price substantially below wholesale pricing levels; Craft
Brands, in turn, advertises, markets, sells and distributes the product to wholesale outlets in the western U.S. through a
distribution agreement between Craft Brands and A-B.

Currently, there are no Company products distributed in the U.S. by a wholesaler that are not distributed pursuant to
the A-B Distribution Agreement or the distribution agreement between Craft Brands and A-B.
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For additional information regarding the Company s relationship with A-B and Craft Brands, see Relationship with
Anheuser-Busch, Incorporated and Relationship with Craft Brands Alliance LLC below.

A-B, whose products accounted for approximately 48% of total beer shipped by volume in the U.S. in 2006, including
imports, distributes its products throughout the U.S. through a network of more than 560 independent wholesale
distributors, most of whom are geographically contiguous and independently owned and operated, and 13 branches
owned and operated by A-B. The Company believes that the typical A-B distributor is financially stable and has both
a long-standing presence and a substantial market share of beer sales in its territory.

9
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Redhook chose to align itself with A-B through the 1994 Distribution Alliance, and again through the 2004 A-B
Distribution Agreement and Craft Brands distribution agreement with A-B, to gain access to quality distribution
throughout the U.S. The Company was the first and is the largest independent craft brewer to have a formal
distribution agreement with a major U.S. brewer. Management believes that the Company s competitors in the craft
beer segment generally negotiate distribution relationships separately with distributors in each locality and, as a result,
typically distribute through a variety of wholesalers representing differing national beer brands with uncoordinated
territorial boundaries. Because A-B s distributors are assigned territories that generally are contiguous, the distribution
relationship with A-B enables the Company to reduce the gaps and overlaps in distribution coverage often

experienced by the Company s competitors.

In 2006 and 2005, the Company sold approximately 101,400 and 85,100 barrels to A-B through the A-B Distribution
Agreement, accounting for approximately 37% and 38% of the Company s sales volume for the period. During these
same periods, the Company shipped approximately 122,600 and 126,500 barrels, or 45% and 56% of the Company s
sales volume, to Craft Brands.

During the last six months of 2004, the Company sold approximately 38,000 barrels to A-B through the A-B
Distribution Agreement, accounting for approximately 36% of the Company s sales volume for the same period. Also
during this same period, the Company shipped approximately 63,600 barrels, or 61% of the Company s sales volume,
to Craft Brands.

For the six months ended June 30, 2004, the Company shipped its products to 495 Alliance distribution points,
accounting for 84,000 barrels, or 74% of the Company s total sales volume for the same period. In addition, sales
through wholesalers that were part of the A-B distribution network but that were not part of the Alliance accounted for
an additional 22%, or 24,000 barrels, of the Company s sales volume.

The Company s most significant wholesaler, K&L Distributors, Inc. ( K&L ), is responsible for distribution of the
Company s products in most of King County, Washington, including Seattle, Washington. K&L accounted for
approximately 11%, 12% and 13% of total sales volume in 2006, 2005 and 2004, respectively. Shipments of the
Company s product to K&L during all of 2006, 2005 and the last six months of 2004 were made through Craft Brands.
Due to state liquor regulations, the Company sells its product in Washington State directly to third-party beer
distributors and returns a portion of the revenue to Craft Brands based upon a contractually determined formula.

Relationship with Anheuser-Busch, Incorporated

On July 1, 2004, the Company completed the restructuring of its ongoing relationship with A-B. Pursuant to an
exchange and recapitalization agreement between the Company and A-B (the Exchange and Recapitalization
Agreement ), the Company issued 1,808,243 shares of its common stock ( Common Stock ) to A-B in exchange for
1,289,872 shares of Series B Preferred Stock held by A-B. The Series B Preferred Stock, reflected in the Company s
July 1, 2004 balance sheet at approximately $16.3 million, was subsequently cancelled. In connection with the
exchange, the Company also paid $2.0 million to A-B in November 2004. A-B was also granted certain contractual
registration rights with respect to its shares of the Company s Common Stock. As of December 31, 2006 and 2005,
A-B owned approximately 33.3% and 33.6%, respectively, of the Company s Common Stock.

Additionally, pursuant to the Exchange and Recapitalization Agreement, A-B is entitled to designate two members of
the board of directors of the Company. A-B also generally has the contractual right to have one of its designees sit on
each committee of the board of directors of the Company. The Exchange and Recapitalization Agreement contains
limitations on, among other matters, the Company s ability to issue equity securities or acquire or sell assets or stock,
amend its Articles of Incorporation or bylaws, grant board representation rights, enter into certain transactions with
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affiliates, distribute its products in the U.S. other than through A-B, Craft Brands or as provided in the A-B
Distribution Agreement, voluntarily delist or terminate its listing on the NASDAQ Stock Market, or dispose any of its
interest in Craft Brands, without the prior consent of A-B. Further, if the new A-B Distribution Agreement described
below or the distribution agreement between Craft Brands and A-B is terminated, or the distribution of Redhook
products is terminated by Craft Brands under the distribution agreement between Craft Brands and A-B, A-B has the
right to solicit and negotiate offers from third parties to purchase all or
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substantially all of the assets or securities of the Company or to enter into a merger or consolidation transaction with
the Company and the right to cause the board of directors of the Company to consider any such offer.

On July 1, 2004, the Company also entered into a new A-B Distribution Agreement. The A-B Distribution Agreement
provides for the distribution of the Company s products in the midwest and eastern U.S. (the Eastern Territory ), which
represents those states not covered by the Supply, Distribution and Licensing Agreement between the Company and

Craft Brands. The structure of the new A-B Distribution Agreement is substantially similar to the Company s prior
arrangement with A-B. Under the A-B Distribution Agreement, the Company has granted A-B the first right to

distribute Redhook products, including future new products, in the Eastern Territory. The Company is responsible for
marketing its products to A-B s distributors in the Eastern Territory, as well as to retailers and consumers. The A-B
distributors then place orders with the Company, through A-B, for Redhook products. The Company separately

packages and ships the orders in refrigerated trucks to the A-B distribution center nearest to the distributor or, under
certain circumstances, directly to the distributor.

The new A-B Distribution Agreement has a term that expires on December 31, 2014, subject to automatic renewal for
an additional ten-year period unless A-B provides written notice of non-renewal to the Company on or prior to

June 30, 2014. The A-B Distribution Agreement is also subject to early termination, by either party, upon the
occurrence of certain events. The A-B Distribution Agreement may be terminated immediately, by either party, upon
the occurrence of any one or more of the following events:

1) a material default by the other party in the performance of any of the provisions of the A-B Distribution Agreement
or any other agreement between the parties, which default is either:

i) curable within 30 days, but is not cured within 30 days following written notice of default; or
ii) not curable within 30 days and either:

(1) the defaulting party fails to take reasonable steps to cure as soon as reasonably possible following written notice of
such default; or

(2) such default is not cured within 90 days following written notice of such default;

2) default by the other party in the performance of any of the provisions of the A-B Distribution Agreement or any
other agreement between the parties, which default is not described in (1) above and which is not cured within
180 days following written notice of such default;

3) the making by the other party of an assignment for the benefit of creditors; or the commencement by the other party
of a voluntary case or proceeding or the other party s consent to or acquiescence in the entry of an order for relief
against such other party in an involuntary case or proceeding under any bankruptcy, reorganization, insolvency or
similar law;

4) the appointment of a trustee or receiver or similar officer of any court for the other party or for a substantial part of
the property of the other party, whether with or without the consent of the other party, which is not terminated within

60 days from the date of appointment thereof;

5) the institution of bankruptcy, reorganization, insolvency or liquidation proceedings by or against the other party
without such proceedings being dismissed within 90 days from the date of the institution thereof;

Table of Contents 21



Edgar Filing: REDHOOK ALE BREWERY INC - Form 10-K

6) any representation or warranty made by the other party under or in the course of performance of the A-B
Distribution Agreement that is false in material respects; or

7) the distribution agreement between Craft Brands and A-B is terminated or the distribution thereunder of the
products of Redhook is terminated pursuant to its terms.

Additionally, the A-B Distribution Agreement may be terminated by A-B, upon six months prior written notice to the
Company, in the event:

1) the Company engages in certain Incompatible Conduct which is not curable or is not cured to A-B s satisfaction (in
A-B s sole opinion) within 30 days. Incompatible Conduct is defined as any act or omission of the Company that, in

A-B s determination, damages the reputation or image of A-B or the brewing industry;
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2) any A-B competitor or affiliate thereof acquires 10% or more of the outstanding equity securities of the Company,
and one or more designees of such person becomes a member of the board of directors of the Company;

3) the current chief executive officer of the Company ceases to function as chief executive officer and within six
months of such cessation a successor satisfactory in the sole, good faith discretion of A-B is not appointed;

4) the Company is merged or consolidated into or with any other person or any other person merges or consolidates
into or with the Company; or

5) A-B or its corporate affiliates incur any liability or expense as a result of any claim asserted against them by or in
the name of the Company or any shareholder of the Company as a result of the equity ownership of A-B or its
affiliates in the Company, or any equity transaction or exchange between A-B or its affiliates and the Company, and
the Company does not reimburse and indemnify A-B and its corporate affiliates on demand for the entire amount of
such liability and expense.

Fees
Generally, the Company pays the following fees to A-B in connection with the sale of the Company s products:

Margin. In connection with all sales through the Distribution Alliance prior to July 1, 2004, the Company paid a
Margin fee to A-B. The Margin did not apply to sales to wholesalers and others that were part of the A-B distribution
network but that were not part of the Distribution Alliance, including most sales to Washington State wholesalers,
sales to non-A-B wholesalers, sales by the Company s retail operations and dock sales. The July 1, 2004 A-B
Distribution Agreement modified the Margin fee structure such that the Margin per barrel shipped increased and is
paid on all sales through the new A-B Distribution Agreement. The Margin does not apply to sales to the Company s
retail operations or to dock sales. The Margin also does not apply to the Company s sales to Craft Brands because Craft
Brands pays a comparable fee on its resale of the product. The A-B Distribution Agreement also provides that the
Company shall pay an additional fee on shipments that exceed shipments for the same territory during fiscal 2003 (the
Additional Margin ). In addition, the Exchange and Recapitalization Agreement provided that the Margin be
retroactively increased to the rate provided in the A-B Distribution Agreement for all shipments in June 2004.

For the years ended December 31, 2006 and 2005, the Margin was paid to A-B on shipments totaling 101,400 and
85,100 barrels to 503 and 472 distribution points, respectively. Because 2006 and 2005 shipments in the midwest and
eastern U.S. exceeded 2003 shipments in the same territory, the Company paid A-B the Additional Margin on 23,000
and 7,000 barrels, respectively. For the six month period ended December 31, 2004, the Margin was paid to A-B on
shipments totaling 38,000 barrels to 371 distribution points, and the retroactive increase on June 2004 shipments was
paid on approximately 20,000 barrels. For the six months ended June 30, 2004, the Margin was paid to A-B on
shipments totaling 84,000 barrels to 495 Alliance distribution points. The Margin paid is reflected as a reduction of
sales in the Company s statements of operations.

Invoicing Cost. Through June 30, 2004, the invoicing cost was paid on sales through the Distribution Alliance when
the wholesaler placed the order through the A-B order management system and payment to the Company was
processed through A-B. This cost did not apply to sales to wholesalers that were part of the A-B distribution network
but that were not part of the Distribution Alliance. The basis for this charge was the number of pallet lifts.

Since July 1, 2004, the invoicing cost is payable on sales through the new A-B Distribution Agreement. The fee does

not apply to sales by the Company s retail operations or to dock sales. The fee also does not apply to the Company s
sales to Craft Brands because Craft Brands pays a comparable fee to A-B.
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According to the terms of the A-B Distribution Agreement, the fee per pallet lift increased on January 1, 2006.
Staging Cost and Cooperage Handling Charge. The Staging Cost was paid on all sales through the Distribution
Alliance and is payable on all sales through the A-B Distribution Agreement that are delivered to an A-B brewery or

A-B distribution facility. The fee does not apply to product shipped directly to a wholesaler or
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wholesaler support center. The Cooperage Handling Charge was paid on all draft beer sales through the Distribution
Alliance and is payable on all draft sales through the A-B Distribution Agreement that are delivered to a wholesaler
support center or directly to a wholesaler. The basis for these fees is number of pallet lifts. According to the terms of
the A-B Distribution Agreement, the staging cost and cooperage handling charge fees increased on January 1, 2006.

Inventory Manager Fee. The Inventory Manager Fee is paid to reimburse A-B for a portion of the salary of a
corporate inventory management employee, a substantial portion of whose responsibilities are to coordinate and
administer logistics of the Company s product distribution to wholesalers. This fee decreased in the second half of
2004 because Craft Brands assumed a portion of the fee.

The Invoicing Cost, Staging Cost, Cooperage Handling Charge and Inventory Manager Fee are reflected in cost of
sales in the Company s statement of operations. These fees totaled approximately $129,000, $249,000 and $406,000
for the years ended December 31, 2006, 2005 and 2004, respectively. These fees were lower in 2006 compared to
prior years as the Company recognized a refund of $124,000 from A-B in 2006 from over billed invoicing costs from
1995 through 2005.

Management believes that the benefits of the distribution arrangement with A-B, particularly the increased sales
volume and efficiencies in delivery, state reporting and licensing, billing and collections, are significant to the
Company s business. The Company believes that the existence of the A-B Distribution Agreement, presentations by
Redhook s management at A-B s distributor conventions, A-B communications about Redhook in printed distributor
materials, and A-B-supported opportunities for Redhook to educate A-B distributors about its specialty products have
resulted in increased awareness of and demand for Redhook products among A-B s distributors.

If the A-B Distribution Agreement were terminated early, as described above, it would be extremely difficult for the
Company to rebuild its distribution network without a severe negative impact on the Company s sales and results of
operations. It is likely that the Company would need to raise additional funds to develop a new distribution network.
There cannot be any guarantee that the Company would be able to successfully rebuild all, or part, of its distribution
network or that any additional financing would be available when needed, or that any such financing would be on
commercially reasonable terms.

The termination of the A-B Distribution Agreement for any reason would also constitute an event of default under the
Company s bank credit agreement. Upon default, the bank may declare the entire outstanding term loan balance
immediately due and payable. The Company could seek to refinance its term loan with one or more banks or obtain
additional equity capital; however, there can be no assurance the Company would be able to access additional capital
to meet its needs or that such additional capital would be on commercially reasonable terms.

Relationship with Craft Brands Alliance LLC

On July 1, 2004, the Company entered into agreements with Widmer with respect to the operation of Craft Brands.

Craft Brands is a joint venture between the Company and Widmer that purchases products from the Company and
Widmer and markets, advertises, sells and distributes these products in the Western Territory pursuant to a distribution
agreement with A-B (the Craft Brands Distribution Agreement ). The Western Territory includes the following western
states: Alaska, Arizona, California, Colorado, Hawaii, Idaho, Montana, New Mexico, Nevada, Oregon, Washington

and Wyoming. The Company and Widmer are each a 50% member of Craft Brands and each has the right to designate
two directors to its six member board. A-B is entitled to designate the remaining two directors.

The Company and Widmer have entered into a restated operating agreement with Craft Brands (the Operating

Agreement ) that governs the operations of Craft Brands and the obligations of its members, including capital
contributions, loans and allocation of profits and losses.

Table of Contents 25



Edgar Filing: REDHOOK ALE BREWERY INC - Form 10-K

The Operating Agreement requires the Company to make certain capital contributions to support the operations of
Craft Brands. Contemporaneous with the execution of the Operating Agreement, the Company made a 2004 sales and
marketing capital contribution in the amount of $250,000. The agreement designated this sales and marketing capital
contribution be used by Craft Brands for expenses related to the marketing, advertising and promotion of the

Company s products. The Operating Agreement also requires an additional sales and marketing contribution in 2008 if
the volume of sales of Redhook products in 2007 in the Craft Brands territory is
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less than 92% of the volume of sales of Redhook products in 2003 in the Craft Brands territory. In 2007, Widmer and
Redhook entered into an amendment to the Operating Agreement to reduce the Redhook 2008 sales and marketing
contribution to reflect Redhook s commitment to expand the production capacity of both its Washington and

New Hampshire Breweries to produce more Widmer products. Redhook s 2008 sales and marketing contribution, if
one is required, cannot exceed $310,000 and will be required to be paid by the Company in no more than three equal
installments made on or before February 1, 2008, April 1, 2008 and July 1, 2008. Widmer has a similar obligation
under the Operating Agreement with respect to a 2008 sales and marketing capital contribution that is capped at
$750,000. The Operating Agreement also obligates the Company and Widmer to make other additional capital
contributions only upon the request and consent of the Craft Brands board of directors. If the Company is required to
make this additional sales and marketing contribution, our available cash will decrease and our income from Craft
Brands will decrease by the amount of the contribution, which will be allocated 100% to us.

The Operating Agreement also requires the Company and Widmer to make loans to Craft Brands to assist Craft
Brands in conducting its operations and meeting its obligations. To the extent cash flow from operations and
borrowings from financial institutions is not sufficient for Craft Brands to meet its obligations, the Company and
Widmer are obligated to lend to Craft Brands the funds the president of Craft Brands deems necessary to meet such
obligations. Contemporaneous with the execution of the Operating Agreement, the Company made a member loan to
Craft Brands of $150,000. Craft Brands repaid this loan plus accrued interest in December 2004.

The Operating Agreement additionally addresses the allocation of profits and losses of Craft Brands. After giving
effect to the allocation of the sales and marketing capital contribution, if any, and after giving effect to income
attributable to the shipments of the Kona brand, which is shared differently between the Company and Widmer
through 2006, the remaining profits and losses of Craft Brands are allocated between the Company and Widmer based
on the cash flow percentages of 42% and 58%, respectively. Net cash flow, if any, will generally be distributed
monthly to the Company and Widmer based upon the cash flow percentages. No distribution will be made to the
Company or Widmer unless, after the distribution is made, the assets of Craft Brands will be in excess of its liabilities,
with the exception of liabilities to members, and Craft Brands will be able to pay its debts as they become due in the
ordinary course of business.

The Company also entered into a Supply, Distribution and Licensing Agreement with Craft Brands (the Supply and
Distribution Agreement ). Under the Supply and Distribution Agreement, the Company is required to manufacture and
sell its product directly to Craft Brands (except in states where laws require sales to be made directly from Redhook to
wholesalers) and Craft Brands advertises, markets and distributes the products to wholesale outlets in the Western
Territory through the Craft Brands Distribution Agreement. The Company has granted Craft Brands a license to use
Redhook intellectual property in connection with these efforts to advertise, market, sell and distribute the Company s
products in the Western Territory. The Supply and Distribution Agreement also gives the Company the right to
manufacture certain products of Widmer for sale to Craft Brands if Widmer is unable to manufacture the quantity
ordered by Craft Brands. In addition, if sales of the Company s products decrease as compared to previous year sales,
the Company has an option to manufacture Widmer products in an amount equal to the lower of (i) the Company s
product decrease or (ii) the Widmer product increase.

The Supply and Distribution Agreement also provides that Craft Brands may elect to discontinue distributing a
Redhook product if sales volume of such product declines to less than 20% of the total volume of all Redhook
products and the volume of Redhook s product in the prior year decreased by more than 10% as compared to the year
prior.

The territory covered by the Supply and Distribution Agreement may be expanded to cover one or more of the

following states, at Craft Brands request: Arkansas, lowa, Kansas, Louisiana, Minnesota, Missouri, Nebraska, North
Dakota, Oklahoma, South Dakota and Texas.
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similar terms.
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The Supply and Distribution Agreement has an indefinite term, subject to early termination upon the occurrence of
certain events. The Supply and Distribution Agreement may be terminated immediately, by either party, upon the
occurrence of any one or more of the following events:

1) the other party fails to timely make any payment required under the Supply and Distribution Agreement for a
period of 60 days following written notice thereof;

2) the other party fails to perform any other material obligation under the Supply and Distribution Agreement and
such failure remains uncured for a period of 60 days following written notice thereof;

3) the other party becomes the subject of insolvency or bankruptcy proceedings, ceases doing business, makes an
assignment of assets for the benefit of creditors, dissolves, or has a trustee appointed for all or a substantial portion of
such party s assets;

4) any government authority makes a final decision invalidating a substantial portion of the Supply and Distribution
Agreement;

5) either party finds that complying with any law or regulation relating to fulfilling its obligations under the Supply
and Distribution Agreement would be commercially unreasonable and failure to comply with the law or regulation
would subject such party or any of its personnel to a monetary or criminal penalty;

6) the Craft Brands Distribution Agreement with A-B terminates for any reason; or
7) the Operating Agreement terminates for any reason.

Additionally, Craft Brands may, upon notice to Redhook, terminate the Supply and Distribution Agreement if

Redhook causes Craft Brands to be in default in its obligations under the Craft Brands Distribution Agreement with
A-B and Redhook either (a) fails to take all actions necessary to cause Craft Brands to cure such default or (b) fails to
pay on demand certain direct or indirect costs arising out of or related to such default. Craft Brands may also terminate
the Supply and Distribution Agreement and cease advertising, marketing, or distributing one or more of the Company s
products if an event of default occurs under the Craft Brands Distribution Agreement that gives A-B the right to
terminate that agreement and Redhook caused such event of default.

If the Supply and Distribution Agreement were terminated early, as described above, it would be extremely difficult
for the Company to rebuild its distribution network and re-launch its marketing and advertising activities in the
Western Territory without a severe negative impact on the Company s sales and results of operations. It is likely that
the Company would need to raise additional funds to develop a new distribution network. There cannot be any
guarantee that the Company would be able to successfully rebuild all, or part, of its distribution network or that any
additional financing would be available when needed, or that any such financing would be on commercially
reasonable terms. Additionally, termination of the Supply and Distribution Agreement could cause a default under the
Craft Brands Distribution Agreement, which could in turn cause the Company to be in default under the A-B
Distribution Agreement.

The Company has assessed its investment in Craft Brands pursuant to the provisions of Financial Accounting

Standards Board ( FASB ) Interpretation No. 46 Revised, Consolidation of Variable Interest Entities an Interpretation
of ARB No. 51, ( FIN No. 46R ) and has concluded that its investment in Craft Brands meets the definition of a variable
interest entity but that the Company is not the primary beneficiary. In accordance with FIN No. 46R, the Company has
not consolidated the financial statements of Craft Brands with the financial statements of the Company, but instead
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accounted for its investment in Craft Brands under the equity method, as outlined by Accounting Principle Board

( APB ) Opinion No. 18, The Equity Method of Accounting for Investments in Common Stock. The Company
recognized $2,655,000, $2,392,000 and $1,123,000 of undistributed earnings related to its investment in Craft Brands
for the years ended December 31, 2006, 2005 and 2004, respectively. The Company received cash distributions of
$2,621,000, $2,769,000 and $903,000, representing its share of the net cash flow of Craft Brands for the years ended
December 31, 2006, 2005 and 2004, respectively. The Company s share of the earnings of Craft Brands contributed a
significant portion of income to the Company s results of operations. Separate financial statements for Craft Brands are
filed with this Annual Report on Form 10-K in Part IV., Item 15. Exhibits and Financial Statement Schedules, in
accordance with Rule 3-09 of Regulation S-X.
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Sales and Marketing

The Company promotes its products through a variety of advertising programs with its wholesalers, by training and
educating wholesalers and retailers about the Company s products, through promotions at local festivals, venues, and
pubs, by utilizing the pubs located at the Company s two breweries, through price discounting, and, most recently,
through Craft Brands.

The Company advertises its products by utilizing radio, billboard and print advertising in key markets and by
participating in a co-operative program with its distributors whereby the Company s spending is matched by the
distributor. Since 2000, the Company has allocated a larger share of its advertising budget each year to these
co-operative programs. The Company believes that the financial commitment as well as the distributor s knowledge of
the local market result in an advertising and promotion program that is targeted in a manner that will best promote
Redhook and align the Company s interests with those of its wholesalers. In 2005, the Company reduced the co-op
advertising, but continued its promotion program and limited media advertising in select eastern U.S. markets.
Expenditures for the co-op program and media advertising program totaled $365,000, $533,000 and $728,000 in 2006,
2005 and 2004, respectively. Craft Brands served the operations of Redhook in the Western Territory for advertising
and marketing for all of 2006 and 2005 and half of 2004. In addition Redhook invested in new designs for bottles and
packaging in 2005 which explains the trend of decline in these expenses for the Company.

The Company s sales and marketing staff offers education, training and other support to wholesale distributors of the
Company s products. Because the Company s wholesalers generally also distribute much higher volume national beer
brands and commonly distribute other specialty brands, a critical function of the sales and marketing staff is to elevate
each distributor s awareness of the Company s products and to maintain the distributor s interest in promoting increased
sales of these products. This is accomplished primarily through personal contact with each distributor, including

on-site sales training, educational tours of the Company s breweries, and promotional activities and expenditures

shared with the distributors. The Company s sales representatives also provide other forms of support to wholesale
distributors, such as direct contact with restaurant and grocery chain buyers, direct involvement in the design of

grocery store displays, stacking and merchandising of beer inventory and supply of point-of-sale materials.

The Company s sales representatives devote considerable effort to the promotion of on-premise consumption at
participating pubs and restaurants. The Company believes that educating retailers about the freshness and quality of
the Company s products will in turn allow retailers to assist in educating consumers. The Company considers
on-premise product sampling and education to be among its most effective tools for building brand awareness with
consumers and establishing word-of-mouth reputation. On-premise marketing is also accomplished through a variety
of other point-of-sale tools, such as neon signs, tap handles, coasters, table tents, banners, posters, glassware and menu
guidance. The Company seeks to identify its products with local markets by participating in or sponsoring cultural and
community events, local music and other entertainment venues, local craft beer festivals and cuisine events, and local
sporting events.

The Company s breweries also play a significant role in increasing consumer awareness of the Company s products and
enhancing Redhook s image as a craft brewer. Many visitors take tours at the Company s breweries. Both of the
Company s breweries have a retail pub on-site where the Company s products are served. In addition, the breweries
have meeting rooms that the public can rent for business meetings, parties and holiday events, and that the Company
uses to entertain and educate distributors, retailers and the media about the Company s products. See Item 2.

Properties. The Company also sells various items of apparel and memorabilia bearing the Company s trademarks at its
pubs, which creates further awareness of the Company s beers and reinforces the Company s quality image.
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To further promote retail bottled product sales and in response to local competitive conditions, the Company regularly
offers post-offs, or price discounts, to distributors in most of its markets. Distributors and retailers usually participate
in the cost of these price discounts.

The Craft Brands joint sales and marketing organization serves the operations of Redhook and Widmer in the Western
Territory by advertising, marketing, selling and distributing both companies products to wholesale outlets through a

distribution agreement between Craft Brands and A-B. Similar to the Company, Craft Brands promotes its
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products through a variety of advertising programs with its wholesalers, through training and education of wholesalers
and retailers, through promotions at local festivals, venues, and pubs, by utilizing the pubs located at the Company s
two breweries, and through price discounting. Management believes that, in addition to achieving certain synergies by
combining sales and marketing forces, Craft Brands is able to capitalize on both companies sales and marketing skills
and complementary product portfolios. The Company believes that the combination of the two brewers
complementary brand portfolios, led by one focused sales and marketing organization, will not only deliver financial
benefits, but will also deliver greater impact at the point of sale.

Seasonality

Sales of the Company s products are somewhat seasonal, with the first and fourth quarters historically being the
slowest and the rest of the year generating stronger sales. The volume of sales may also be affected by weather
conditions. Because of the seasonality of the Company s business, results for any one quarter are not necessarily
indicative of the results that may be achieved for the full fiscal year.

Competition

The Company competes in the highly competitive craft brewing market as well as in the much larger specialty beer
market, which encompasses producers of import beers, major national brewers that have introduced fuller-flavored
products, and large spirit companies and national brewers that produce flavored alcohol beverages. Beyond the beer
market, craft brewers have also faced competition from producers of wines and spirits. See Industry Background.

Competition within the domestic craft beer segment and the specialty beer market is based on product quality, taste,
consistency and freshness, ability to differentiate products, promotional methods and product support, transportation
costs, distribution coverage, local appeal and price.

The craft beer segment is highly competitive due to the proliferation of small craft brewers, including contract
brewers, and the large number of products offered by such brewers. Craft brewers have also encountered more
competition as their peers expand distribution. Just as Redhook expanded distribution of its products to markets
outside of its home in the Pacific Northwest, so have other craft brewers expanded distribution of their products to
other regions of the country, leading to an increase in the number of craft brewers in any given market. Competition
varies by regional market. Depending on the local market preferences and distribution, Redhook has encountered
strong competition from microbreweries, from other regional specialty brewers such as Sierra Nevada Brewing
Company, Deschutes Brewery, Pyramid Breweries and New Belgium Brewing Company, as well as from contract
brewers such as Boston Beer Company. Because of the large number of participants and number of different products
offered in this segment, the competition for bottled product placements and especially for draft beer placements has
intensified. Although certain of these competitors distribute their products nationally and may have greater financial
and other resources than the Company, management believes that the Company possesses certain competitive
advantages, including its Company-owned production facilities and its relationships with A-B and Craft Brands.

The Company also competes against producers of imported beers, such as Heineken, Corona Extra, Bass and
Guinness. Most of these foreign brewers have significantly greater financial resources than the Company. Although
imported beers currently account for a greater share of the U.S. beer market than craft beers, the Company believes
that craft brewers possess certain competitive advantages over some importers, including lower transportation costs,
no importation costs, proximity to and familiarity with local consumers, a higher degree of product freshness,
eligibility for lower federal excise taxes and absence of currency fluctuations.

In response to the growth of the craft beer segment, most of the major domestic brewers have introduced
fuller-flavored beers. While these product offerings are intended to compete with craft beers, many of them are

Table of Contents 33



Edgar Filing: REDHOOK ALE BREWERY INC - Form 10-K

brewed according to methods used by the major national brewers. Although increased participation by the major
national brewers increases competition for market share and can heighten price sensitivity within the craft beer
segment, the Company believes that their participation tends to increase advertising, distribution and consumer
education and awareness of craft beers, and thus may contribute to further growth of this industry segment.
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In the past few years, several major distilled spirits producers and national brewers have introduced flavored alcohol
beverages. Products such as Smirnoff Ice, Bacardi Silver and Mike s Hard Lemonade demonstrate continued growth.
The Company believes sales of these products along with strong growth in the imported and craft beer segments of the
malt beverage industry increased the overall U.S. alcohol market by nearly 5% in 2006. The producers of these
products have significantly greater financial resources than the Company and these products appear to draw a portion
of overlapping consumers away from imports and craft beers. The success of the flavored alcohol beverages will
likely subject the Company to increased competition.

Competition for consumers of craft beers has also come from wine and spirits. Some of the growth in the past five
years in the wine and spirits market, industry sources believe, has been drawn from the beer market. This growth
appears to be attributable to competitive pricing, television advertising, increased merchandising, and increased
consumer interest in wine and spirits.

A significant portion of the Company s sales continue to be in the Pacific Northwest region, which the Company
believes is one of the most competitive craft beer markets in the U.S., both in terms of number of participants and
consumer awareness. The Company faces extreme competitive pressure in Washington State, which is not only the
Company s largest market, but is also its oldest market. Since 2000, the Company has experienced a decline in sales
volume in Washington State of approximately 24%, significantly impacted by a 12% decline in 2004 volume over
2003 volume. The Company believes that the Pacific Northwest, and Washington State in particular, offers significant
competition to its products, not only from other craft brewers but also from the growing wine market and from
flavored alcohol beverages. This intense competition is magnified because the Company s brand is viewed as being
relatively mature. Focus studies in late 2004 indicated that, while the Company s brand does possess brand awareness
among target consumers, it also appeared to not attract key consumers who seem to be more interested in
experimenting with new products. These focus studies resulted in Craft Brands focusing its 2005 marketing efforts on
updating the Redhook brand image to stimulate demand. In the first half of 2005, Craft Brands introduced in the
western U.S. several major marketing initiatives, including a proprietary Redhook bottle and new packaging design
combined with a new marketing campaign, aimed at updating the Redhook brand image. In the second half of 2005,
the new packaging design was introduced in the midwest and eastern U.S.

Management believes that the beer industry is influenced, both positively and negatively, by individual relationships.
In Washington State, where some of those relationships have existed for many years, the transition to Craft Brands
appears to have had some negative impact on those relationships. The transition took longer than anticipated, and in
2004 nearly all Company sales staff responsible for the Washington State market left the Company. In 2006, sales in
the CBA territory of the Company s products have declined by 3% compared to 2005. Pricing of the company s
products has increased and the level of promotion and discounting has declined, allowing the Company to achieve
higher revenue per barrel, however, management believes there is a direct correlation to lower sales caused by higher
net pricing. During this same period, CBA has been very successful selling the Widmer and Kona products. Although
the Company enjoys the benefits of those successes through its profit-sharing arrangement with CBA, the Company
believes it is critical for CBA to deliver success with the Redhook products in addition to the others. The Company
has communicated this concern to CBA, and is working with CBA management to establish new brand management
throughout the portfolio of Redhook products. CBA also responded to this concern by re-emphasizing their
commitment to Redhook products and CBA has set goals and objectives to improve performance of the Redhook
products in 2007.

Regulation

The Company s business is highly regulated at federal, state and local levels. Various permits, licenses and approvals
necessary to the Company s brewery and pub operations and the sale of alcoholic beverages are required from various
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agencies, including the U.S. Treasury Department, Alcohol and Tobacco Tax and Trade Bureau (the TTB ) (formerly
the Bureau of Alcohol, Tobacco and Firearms) the U.S. Department of Agriculture, the U.S. Food and Drug
Administration, state alcohol regulatory agencies in the states in which the Company sells its products, and state and
local health, sanitation, safety, fire and environmental agencies. In addition, the beer industry is subject to substantial
federal and state excise taxes, although the Company benefits from favorable treatment granted to brewers producing
less than two million barrels per year.
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Management believes that the Company currently has all licenses, permits and approvals necessary for its current
operations. However, existing permits or licenses could be revoked if the Company failed to comply with the terms of
such permits or licenses. Additional permits or licenses could be required in the future for the Company s existing or
expanded operations. If licenses, permits or approvals necessary for the Company s brewery or pub operations were
unavailable or unduly delayed, or if any such permits or licenses were revoked, the Company s ability to conduct its
business could be substantially and adversely affected.

Alcoholic Beverage Regulation and Taxation

Both of the Company s breweries and pubs are subject to licensing and regulation by a number of governmental
authorities. The Company operates its breweries under federal licensing requirements imposed by the TTB. The TTB
requires the filing of a Brewer s Notice upon the establishment of a commercial brewery. In addition, commercial
brewers are required to file an amended Brewer s Notice every time there is a material change in the brewing process
or brewing equipment, change in the brewery s location, change in the brewery s management or a material change in
the brewery s ownership. The Company s operations are subject to audit and inspection by the TTB at any time.

In addition to the regulations imposed by the TTB, the Company s breweries are subject to various regulations
concerning retail sales, pub operations, deliveries and selling practices in states in which the Company sells its
products. Failure of the Company to comply with applicable federal or state regulations could result in limitations on
the Company s ability to conduct its business. TTB permits can be revoked for failure to pay taxes, to keep proper
accounts, to pay fees, to bond premises, to abide by federal alcoholic beverage production and distribution regulations,
or if holders of 10% or more of the Company s equity securities are found to be of questionable character. Permits
from state regulatory agencies can be revoked for many of the same reasons.

The U.S. federal government currently imposes an excise tax of $18 per barrel on beer sold for consumption in the
U.S. However, any brewer with annual production under two million barrels instead pays federal excise tax in the
amount of $7 per barrel on sales of the first 60,000 barrels. While the Company is not aware of any plans by the
federal government to reduce or eliminate this benefit to small brewers, any such reduction in a material amount could
have an adverse effect on the Company. In addition, the Company would lose the benefit of this rate structure if it
exceeded the two million barrel production threshold. Individual states also impose excise taxes on alcoholic
beverages in varying amounts, which have also been subject to change. It is possible that excise taxes will be
increased in the future by both the federal government and several states. In addition, increased excise taxes on
alcoholic beverages have in the past been considered in connection with various governmental budget-balancing or
funding proposals. Any such increases in excise taxes, if enacted, could adversely affect the Company.

State and Federal Environmental Regulation

The Company s brewery operations are subject to environmental regulations and local permitting requirements and
agreements regarding, among other things, air emissions, water discharges and the handling and disposal of wastes.
While the Company has no reason to believe the operations of its facilities violate any such regulation or requirement,
if such a violation were to occur, or if environmental regulations were to become more stringent in the future, the
Company could be adversely affected.

Dram Shop Laws
The serving of alcoholic beverages to a person known to be intoxicated may, under certain circumstances, result in the

server being held liable to third parties for injuries caused by the intoxicated customer. The Company s pubs have
addressed this concern by establishing early closing hours and regularly scheduled employee training. Large uninsured
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damage awards against the Company could adversely affect the Company s financial condition.

Subsequent Events

On January 3, 2007 the Company publicly disseminated a press release announcing it is entering into preliminary
discussions with Widmer Brothers Brewing Company regarding the possibility of combining the two companies.

These negotiations are continuing. As a result of these discussions, on January 2, 2007, the
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Company adopted a Company-wide severance plan that permits the payment of severance benefits to all full-time
employees, other than executive officers, in the event an employee s employment is terminated as a result of a merger
or other business combination with Widmer Brothers Brewing Company.

Trademarks

The Company has obtained U.S. trademark registrations for its numerous products including its proprietary bottle
design. Trademark registrations generally include specific product names, marks and label designs. The Redhook
mark and certain other Company marks are also registered in various foreign countries. The Company regards its
Redhook and other trademarks as having substantial value and as being an important factor in the marketing of its
products. The Company is not aware of any infringing uses that could materially affect its current business or any
prior claim to the trademarks that would prevent the Company from using such trademarks in its business. The
Company s policy is to pursue registration of its marks in its markets whenever possible and to oppose vigorously any
infringement of its marks.

Employees

At December 31, 2006, the Company had 205 employees, including 63 in production, 100 in the pubs, 24 in sales and
marketing, and 18 in administration. Of these, 69 in the pubs, 1 in administration and 1 in production were part-time
employees. The Company believes its relations with its employees to be good.

Item 1A. Risk Factors

The risks described below, together with all of the other information included in this report, should be carefully

considered in evaluating our business and prospects. The risks and uncertainties described herein are not the only ones

facing us. Additional risks and uncertainties not presently known or deemed insignificant may also impair our

business operations. Solely for purposes of the risk factors in this Item 1A., the terms we , our and us refer to Redhook
Ale Brewery, Incorporated.

We are dependent upon our continuing relationship with Anheuser-Busch, Incorporated. Substantially all of our
future sales are expected to be made through the A-B Distribution Agreement and through sales to Craft Brands. Craft
Brands will distribute Redhook products through a separate distribution arrangement with A-B. If our relationship
with A-B, our relationship with Craft Brands or the relationship between A-B and Craft Brands were to deteriorate,
distribution of our products would suffer significant disruption and such event would have a long-term severe negative
impact on our sales and results of operations, as it would be extremely difficult for us to rebuild our own distribution
network. We believe that the benefits of the Distribution Agreement and our relationship with A-B and Craft Brands,
in particular distribution and material cost efficiencies, offset the costs associated with the relationship. However,
there can be no assurance that these costs will not have a negative impact on our profit margins in the future.

Additionally, the termination of the A-B Distribution Agreement for any reason would constitute an event of default
under our bank credit agreement, and the bank may declare the entire outstanding loan balance immediately due and
payable. If this were to occur, we could seek to refinance our term loan with one or more banks or obtain additional
equity capital; however, there can be no assurance we would be able to access additional capital to meet our needs or
that such additional capital would be available at commercially reasonable terms.

Our agreement with A-B contains limitations on our ability to engage in or reject certain transactions, including

acquisitions and changes of control. The Exchange and Recapitalization Agreement with A-B contains limitations on,
among other matters, our ability to, without the prior consent of A-B:
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issue equity securities;

acquire or sell assets or stock;

amend our Articles of Incorporation or bylaws;
grant board representation rights;

20

Table of Contents

40



Edgar Filing: REDHOOK ALE BREWERY INC - Form 10-K

Table of Contents

enter into certain transactions with affiliates;

distribute our products in the U.S. other than through A-B, Craft Brands or as provided in the A-B Distribution
Agreement;

voluntarily delist or terminate our listing on the NASDAQ Stock Market; or
dispose of any of our interest in Craft Brands.

Further, if the A-B Distribution Agreement is terminated, or the distribution of Redhook products is terminated by
Craft Brands, A-B has the right to solicit and negotiate offers from third parties to purchase all or substantially all of
the assets or securities of Redhook or to enter into a merger or consolidation transaction with our Company and the
right to cause our board of directors to consider any such offer.

Additionally, as of December 31, 2006 and 2005, A-B owned approximately 33.3% and 33.6%, respectively, of our
Common Stock. As long as A-B owns a substantial portion of our outstanding common stock, it may have the ability
to approve or block actions requiring the approval of our shareholders.

Our investment in Craft Brands Alliance LLC may not provide anticipated benefits. We believe that Craft Brands
combined sales and marketing organization creates synergies and capitalizes on both Redhook s and Widmer s sales
and marketing experience and complementary product portfolios. We have realized a decrease in selling, general and
administrative expenses and recognized income of $2,655,000 in 2006, $2,392,000 in 2005 and $1,123,000 in 2004
from our investment in Craft Brands; however, Craft Brands has only been operational since July 2004 and predicting
future benefits from Crafts Brands is difficult. There can be no assurance that we will see any further or anticipated
benefits from the joint venture. In 2006, sales of our products in the CBA territory declined by 3% compared to 2005.
Pricing of our products has increased and the level of promotion and discounting has declined, allowing us to achieve
higher revenue per barrel, however, management believes there is a direct correlation to lower sales caused by higher
net pricing. During this same period, CBA has been very successful selling the Widmer and Kona products. Although
we enjoy the benefits of those successes through our profit-sharing arrangement with CBA, we believe it is critical for
CBA to deliver success with the Redhook products in addition to the others. We have communicated this concern to
CBA, and is working with CBA management to establish new brand management throughout the portfolio of
Redhook products. CBA also responded to this concern by re-emphasizing their commitment to Redhook products
and CBA has set goals and objectives to improve performance of the Redhook products in 2007. If CBA is unable to
increase shipments of our products in the west, our operations will become more dependent on lower margin contract
brewing, and profit margins will suffer.

The Operating Agreement requires us to make certain capital contributions to support the operations of Craft Brands.
Contemporaneous with the execution of the Operating Agreement, we made a 2004 sales and marketing capital
contribution in the amount of $250,000. The agreement designated this sales and marketing capital contribution be
used by Craft Brands for expenses related to the marketing, advertising and promotion of Redhook products. The
Operating Agreement also requires an additional sales and marketing contribution in 2008 if the volume of sales of
Redhook products in 2007 in the Craft Brands territory is less than 92% of the volume of sales of Redhook products in
2003 in the Craft Brands territory. In 2007, Widmer and Redhook entered into an amendment to the Operating
Agreement to reduce the Redhook 2008 sales and marketing contribution to reflect Redhook s commitment to expand
the production capacity of both our Washington and New Hampshire Breweries to produce more Widmer products.
Our 2008 contribution, if one is required, cannot exceed $310,000 and will be required to be paid in no more than
three equal installments made on or before February 1, 2008, April 1, 2008 and July 1, 2008. Widmer has a similar
obligation under the Operating Agreement with respect to a 2008 sales and marketing capital contribution that is
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capped at $750,000. The Operating Agreement also obligates us and Widmer to make other additional capital
contributions only upon the request and consent of the Craft Brands board of directors. If we are required to make this
additional sales and marketing contribution, our available cash will decrease and our income from Craft Brands will
decrease by the amount of the contribution, which will be allocated 100% to us.

Our potential transaction with Widmer Brothers Brewing Company may not occur, and failure to complete the
transaction may have a negative impact on our stock price or our future business and financial results. On January 3,

2007, we publicly disseminated a press release announcing that we were entering into preliminary
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discussions with Widmer Brothers Brewing Company regarding the possibility of combining the two companies.
These negotiations are continuing, and are still in the preliminary stage. If the transaction with Widmer is not
completed for any reason, our business may be adversely affected and will be subject to a number of risks, including:

failure to pursue other beneficial opportunities as a result of the focus of management on the potential
transaction, without realizing any of the anticipated benefits of completing the transaction;

the market price of our common stock might decline to the extent that the current market price reflects a market
assumption that a transaction between the two companies will be completed; and

our costs related to a potential transaction with Widmer must be paid even if a transaction is not completed,
and these costs could be significant.

Additionally, our current employees may experience uncertainty about their future as employees of the combined
company until strategies with regard to the combined company are announced or executed. This may adversely affect
our ability to attract and retain key personnel, and may affect their performance during the period of uncertainty. We
have attempted to address this concern through the adoption of a Company-wide severance plan that permits the
payment of 6 months of severance benefits to all full-time employees, other than executive officers, in the event an
employee s employment is terminated as a result of a combination with Widmer. However, this severance plan does
not apply to executive officers, and it may not be sufficient to adequately address employee concerns.

We are dependent on our distributors for the sale of our products. Although substantially all of our future sales are
expected to be made through the A-B Distribution Agreement and through sales to Craft Brands, we continue to rely
heavily on distributors, most of which are independent wholesalers, for the sale of our products to retailers. K&L is
responsible for distribution of our products in one of our largest markets Seattle, Washington. K&L accounted for
approximately 11%, 12% and 13% of total sales volume in 2006, 2005 and 2004, respectively. A disruption of Craft
Brands , the wholesalers , A-B s or our ability to distribute products efficiently due to any significant operational
problems, such as wide-spread labor union strikes, the loss of K&L as a customer, or the termination of the A-B
Distribution Agreement or the Craft Brands Supply and Distribution Agreement could hinder our ability to get our
products to retailers and could have a material adverse impact on our sales and results of operations.

Changes in state laws regarding distribution arrangements may adversely impact our operations. In 2006, the
Washington State legislature passed a bill that will remove the long-standing requirement that small producers of wine
and beer distribute their products through wholesale distributors, thus permitting these small producers to distribute
their products directly to retailers. The law further provides that any in-state or out-of-state brewery that produces
more than 2,500 barrels annually may distribute its products directly to retailers if it does so from a facility located in
the state that is physically separate and distinct from its production facilities. The new legislation stipulates that prices
charged by a brewery must be uniform to all distributors and retailers, but does not restrict prices retailers may charge
consumers. While it is too soon to predict what impact, if any, this law will have on our operations, the beer and wine
market may experience an increase in competition and cause our future sales and results of operations to be adversely
affected. This law may also impact the financial stability of Washington State wholesalers on which we rely.

Increased competition could adversely affect sales and results of operations. We compete in the highly competitive
craft brewing market as well as in the much larger specialty beer market, which encompasses producers of import
beers, major national brewers that produce fuller-flavored products, and large spirit companies and national brewers
that produce flavored alcohol beverages. Beyond the beer market, craft brewers also face competition from producers
of wines and spirits. Primarily as a result of this increased competition, we experienced declining sales volumes
ranging from 2.3% to 5.7% for the years 1997 through 1999. Our sales volume for the years 1999 to 2003 increased
when compared to the corresponding prior year s volumes, but decreased again in 2004. Although our 2005 sales
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volume increased compared to 2004, the increase was a modest 4%, while industry sources estimate that the craft
brewing segment in total increased approximately 9%. For 2006 sales volume increased 21% over 2005, while
industry sources estimate that the craft brewing segment in total increased approximately 12%.
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Increasing competition could cause our future sales and results of operations to be adversely affected. We have
historically operated with little or no backlog and, therefore, our ability to predict sales for future periods is limited.

Future price promotions to generate demand for our products may be unsuccessful. Future prices we charge for our
products may decrease from historical levels, depending on competitive factors in our various markets. In order to
stimulate demand for our products, we have participated in price promotions with our wholesalers and retail customers
in most of our markets. The number of markets in which we participate in price promotions and the frequency of such
promotions may increase in the future. There can be no assurance however that our price promotions will be
successful in increasing demand for our products.

Due to our concentration of sales in the Pacific Northwest, our results of operations and financial condition are
subject to fluctuations in regional economic conditions. A significant portion of our sales continue to be in the Pacific
Northwest region. Our business may be adversely affected by changes in economic and business conditions nationally
and particularly within the Northwest region. Additionally, we believe this region is one of the most competitive craft
beer markets in the U.S., both in terms of number of market participants and consumer awareness. We face extreme
competitive pressure in Washington State which is our largest and oldest market. Since 2000, we have experienced a
decline in sales volume in Washington State of approximately 24%, significantly impacted by a 12% decline in 2004
volume over 2003 volume. We believe that the Pacific Northwest, and Washington State in particular, offers
significant competition to our products, not only from other craft brewers but also from the growing wine market and
from flavored alcohol beverages. This intense competition is magnified because our brand is viewed as being
relatively mature. Focus studies in late 2004 indicated that, while our brand possesses brand awareness among target
consumers, it also appears to not attract key consumers who seem to be more interested in experimenting with new
products. These focus studies have resulted in Craft Brands focusing its 2005 marketing efforts on updating the
Redhook brand image to stimulate demand. However, in 2006, sales in the Pacific Northwest continued to decline.
CBA has informed us they are committed to addressing this negative trend in the western territory, but there can be no
assurance that CBA will be successful in increasing shipments and sales of Redhook product. If CBA is unable to
increase shipments of our products in the highly competitive Pacific Northwest markets, our market share and profit
margins will continue to suffer.

Our business is seasonal in nature, and we are likely to experience fluctuations in our results of operations and
financial condition. Sales of our products are somewhat seasonal, with the first and fourth quarters historically being
the slowest and the rest of the year generating stronger sales. Our sales volume may also be affected by weather
conditions. Therefore, our results for any quarter may not be indicative of the results that may be achieved for the full
fiscal year. If an adverse event such as a regional economic downturn or poor weather conditions should occur during
the second and third quarters, the adverse impact to our revenues could likely be greater as a result of our seasonal
business.

Our gross margins may fluctuate while our expenses remain constant. We anticipate that our future gross margins
will fluctuate and may decline as a result of many factors, including shipments to Craft Brands at a fixed price
substantially below wholesale pricing levels, disproportionate depreciation and other fixed and semivariable operating
costs, and the level of production at our breweries in relation to current production capacity. Our high level of fixed
and semivariable operating costs causes gross margin to be especially sensitive to relatively small increases or
decreases in sales volume. In addition, other factors beyond our control that could affect cost of sales include changes
in freight charges, the availability and prices of raw materials and packaging materials, the mix between draft and
bottled product sales, the sales mix of various bottled product packages, and federal or state excise taxes.

An increase in lower margin contract brewing could negatively impact our overall profit margins. In connection with

our Supply and Distribution Agreement with Craft Brands, if shipments of Redhook products in the Craft Brands
territory decrease as compared to the previous year s shipments, we have the contractual right to brew Widmer
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products in an amount equal to the lower of (i) our product shipment decrease or (ii) the Widmer product shipment
increase (the Contractual Obligation ). In 2006, we brewed and shipped 10,000 barrels of Widmer draft beer under this
Contractual Obligation. In addition, we may, pursuant to a Manufacturing and Licensing Agreement with Widmer,

brew more beer for Widmer than the amount obligated by the Supply, Distribution and Licensing Agreement with

Craft Brands. Our Manufacturing and Licensing Agreement with Widmer expires December 31,
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2007. In 2006, we brewed and shipped 33,000 barrels of Widmer under our Manufacturing and Licensing Agreement
with Widmer. Driven by the Contractual Obligation, as well as Widmer s production needs, we anticipate that beer
brewed and shipped in 2007 under the contract brewing arrangement with Widmer will increase significantly over
2006 levels. Contract brewing has lower margins compared to sales of Redhook products.

We are dependent on contract brewing to keep our production facilities operating at an efficient capacity; a decrease
in contract brewing could have an unfavorable and significant financial impact on our financial statements and results
of operations. Widmer has notified us that they will be bringing additional capacity on-line in the first half of 2008,
which will significantly reduce our level of contract brewing for Widmer out of our Washington Brewery. Our
Manufacturing and Licensing Agreement with Widmer, under which we contract brew for Widmer at our Washington
Brewery expires on December 31, 2007. We are currently evaluating alternatives to utilize the capacity that will
become available upon the termination of the contract brewing, including entering into new contract brewing
arrangements with other parties. If we are unable to replace the Widmer contract brewing, or achieve significant
growth through our own products, the resulting loss of revenue and the resulting excess capacity and unabsorbed
overhead in the Washington Brewery would have an adverse effect on our financial performance.

Changes in consumer preferences or public attitudes about our products could reduce demand. If consumers were
unwilling to accept our products or if general consumer trends caused a decrease in the demand for beer, including
craft beer, it would adversely impact our sales and results of operations. If the flavored alcohol beverage market, the
wine market, or the spirits market continue to grow, they could draw consumers away from our products and have an
adverse effect on our sales and results of operations. Further, the alcoholic beverage industry has become the subject
of considerable societal and political attention in recent years due to increasing public concern over alcohol-related
social problems, including drunk driving, underage drinking and health consequences from the misuse of alcohol. If
beer consumption in general were to come into disfavor among domestic consumers, or if the domestic beer industry
were subjected to significant additional governmental regulation, our operations could be adversely affected.

We are subject to governmental regulations affecting our breweries and pubs; the costs of complying with
governmental regulations, or our failure to comply with such regulations, could affect our financial condition and
results of operations. Our breweries and our pubs are subject to licensing and regulation by a number of
governmental authorities, including the U.S. Treasury Department, Alcohol and Tobacco Tax and Trade Bureau, the
U.S. Department of Agriculture, the U.S. Food and Drug Administration, state alcohol regulatory agencies in the
states in which we sell our products, and state and local health, sanitation, safety, fire and environmental agencies. Our
failure to comply with applicable federal, state or local regulations could result in limitations on our ability to conduct
business. TTB permits can be revoked for failure to pay taxes, to keep proper accounts, to pay fees, to bond premises,
to abide by federal alcoholic beverage production and distribution regulations, or if holders of 10% or more of our
equity securities are found to be of questionable character. Other permits or licenses could be revoked if we fail to
comply with the terms of such permits or licenses, and additional permits or licenses could be required in the future
for our existing or expanded operations. If licenses, permits or approvals necessary for our brewery or pub operations
were unavailable or unduly delayed, or if any such permits or licenses were revoked, our ability to conduct business
could be substantially and adversely affected.

Our brewery operations are also subject to environmental regulations and local permitting requirements and
agreements regarding, among other things, air emissions, water discharges, and the handling and disposal of wastes.
While we have no reason to believe the operations of our facilities violate any such regulation or requirement, if such
a violation were to occur, or if environmental regulations were to become more stringent in the future, our business
could be adversely affected.

We are also subject to dram shop laws, which generally provide a person injured by an intoxicated person the right to
recover damages from an establishment that wrongfully served alcoholic beverages to the intoxicated person. Our
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pubs have addressed this concern by establishing early closing hours and regularly scheduled employee training,
however, large uninsured damage awards against our Company could adversely affect our financial condition.

We may experience material losses in excess of insurance coverage. We believe we maintain insurance coverage that
is customary for businesses of our size and type. There are, however, certain types of catastrophic
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losses that are not generally insured because it is not economically feasible to insure against such losses. Should an
uninsured loss or a loss in excess of insured limits occur, such loss could have an adverse effect on our results of
operations and financial condition.

Declining sales trends could adversely affect brewery efficiency and our financial results. Our breweries have been
operating at production levels substantially below their current and maximum designed capacities. Operating our
breweries at low capacity utilization rates negatively impacts our gross margins and operating cash flows generated by
the production facilities. We periodically evaluate whether we expect to recover the costs of our production facilities
over the course of their useful lives. If facts and circumstances indicate that the carrying value of these long-lived

assets may be impaired, an evaluation of recoverability will be performed in accordance with FASB Statement of
Financial Accounting Standard ( SFAS ) No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets, by
comparing the carrying value of the assets to projected future undiscounted cash flows in addition to other quantitative
and qualitative analyses. If our management believes that the carrying value of such assets may not be recoverable, we
will recognize an impairment loss by a charge against current operations.

An increase in excise taxes could adversely affect our financial condition. The U.S. federal government currently
imposes an excise tax of $18 per barrel on beer sold for consumption in the U.S. However, any brewer with annual
production under two million barrels instead pays federal excise tax in the amount of $7 per barrel on sales of the first
60,000 barrels. While we are not aware of any plans by the federal government to reduce or eliminate this benefit to
small brewers, any such reduction in a material amount could have an adverse effect on our financial condition and
results of operations. In addition, we would lose the benefit of this rate structure if we exceeded the two million barrel
production threshold. Individual states also impose excise taxes on alcoholic beverages in varying amounts, which
have also been subject to change. It is possible that excise taxes will be increased in the future by both federal and
state governments. In addition, increased excise taxes on alcoholic beverages have in the past been considered in
connection with various governmental budget-balancing or funding proposals. Any such increases in excise taxes, if
enacted, could adversely affect our financial condition.

Loss of income tax benefits could negatively impact results of operations. As of December 31, 2006, our Company s
deferred tax assets were primarily comprised of NOLs of $26.5 million, or $9.0 million tax-effected; federal and state
alternative minimum tax credit carry forwards of $166,000; and state NOL carry forwards of $219,000 tax-effected. In
assessing the realizability of the deferred tax assets, we considered whether it is more likely than not that some portion
or all of the deferred tax assets will not be realized. The ultimate realization of deferred tax assets is dependent upon
the existence of, or generation of, taxable income during the periods in which those temporary differences become
deductible. We considered the scheduled reversal of deferred tax liabilities, projected future taxable income and other
factors in making this assessment. Our estimates of future taxable income takes into consideration, among other items,
estimates of future taxable income related to depreciation. Based upon the available evidence, we do not believe it is
more likely than not that all of the deferred tax assets will be realized. Accordingly, we established a valuation
allowance in 2002, increased it further in 2003, 2004, and 2005 and decreased it in 2006 to cover certain federal and
state NOLs that may expire before we are able to utilize the tax benefit. As of December 31, 2006 and 2005, we had a
valuation allowance of $1,059,000 and $1,656,000, respectively. To the extent that we continue to be unable to
generate adequate taxable income in future periods, we will not be able to recognize additional tax benefits and may
be required to record a greater valuation allowance covering potentially expiring NOLs.

We are dependent upon the services of our key personnel. We depend on the services of our key management
personnel, including Paul Shipman, our chief executive officer, and David Mickelson, our president. If we lose the
services of any members of our senior management or key personnel for any reason, we may be unable to replace
them with qualified personnel, which could have a material adverse effect on our operations. Additionally, the loss of
Paul Shipman as our chief executive officer, and our failure to find a replacement satisfactory to A-B, would be a
default under the A-B Distribution Agreement. We do not carry key person life insurance on any of our executive
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officers.

We are subject to the risks of litigation. At any given time, we are subject to claims and actions incidental to the
operation of our business. The outcome of these proceedings cannot be predicted. If a plaintiff were successful
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in a claim against our Company, we could be faced with the payment of a material sum of money. If this were to
occur, it could have an adverse effect on our financial condition.

Item 1B. Unresolved Staff Comments
None.
Item 2. Properties

The Company currently operates two highly automated small-batch breweries, one in the Seattle suburb of
Woodinville, Washington and the other in Portsmouth, New Hampshire. See Notes 5 and 11 to the Financial
Statements included elsewhere herein.

The Washington Brewery. The Washington Brewery, located on approximately 22 acres (17 of which are
developable) in Woodinville, Washington, a suburb of Seattle, is across the street from the Chateau Ste. Michelle
Winery, next to the Columbia Winery and visible from a popular bicycle path. The Washington Brewery is comprised
of an approximately 88,000 square-foot building, a 40,000 square-foot building and an outdoor tank farm. The two
buildings house a 100-barrel brewhouse, fermentation cellars, filter rooms, grain storage silos, a bottling line, a keg
filling line, dry storage, two coolers and loading docks. The brewery includes a retail merchandise outlet and the
Forecasters Public House, a 4,000 square-foot family-oriented pub that seats 200 and features an outdoor beer garden
that seats an additional 200. Additional entertainment facilities include a 4,000 square-foot special events room
accommodating up to 250 people. The brewery also houses office space, a portion of which is occupied by the
Company s corporate office and the remainder of which is leased through October 2009. The Company purchased the
land in 1993 and believes that its value has appreciated. The brewery s theoretical production capacity as of year end
2006 is approximately 250,000 barrels per year, which would be under ideal brewing conditions. An example of ideal
brewing conditions would be brewing one particular flavor seven days a week during the whole year with minimal
filtration loss. The theoretical production capacity in 2007 is also expected to be approximately 250,000 barrels per
year.

The New Hampshire Brewery. The New Hampshire Brewery is located on approximately 23 acres in Portsmouth,
New Hampshire. The land is subleased, the term of which expires in 2047, and contains two seven-year extension
options. The New Hampshire Brewery is modeled after the Washington Brewery and is similarly equipped, but is
larger in design, covering 125,000 square feet to accommodate all phases of the Company s brewing operations under
one roof. Also included is a retail merchandise outlet, the Cataqua Public House, a 4,000 square-foot family-oriented
pub with an outdoor beer garden, and a special events room accommodating up to 250 people. Production began in
late October 1996, with an initial brewing capacity of approximately 100,000 barrels per year. In order to
accommodate anticipated sales growth, additional brewing capacity was installed in 2002, 2003 and 2006, bringing
the total theoretical production capacity as of year end 2006 to approximately 210,000 barrels per year. The theoretical
production capacity as of May 2007 is expected to be approximately 235,000 barrels per year. During the spring of
2007 the Company plans to add four additional 400-barrel fermenters, one 70,000 pound grain silo and make process
control automation upgrades to the New Hampshire brewery. Installation is expected to be completed by May 2007
and cost approximately $1,000,000. This expansion will add approximately 25,000 barrels of capacity to the New
Hampshire brewery. The theoretical production capacity as of May 2007 is expected to be approximately

235,000 barrels per year. The Company has the ability to phase in additional brewing capacity as needed, up to the
maximum designed production capacity of approximately 250,000 barrels per year under ideal brewing conditions.

Item 3. Legal Proceedings
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The Company is involved from time to time in claims, proceedings and litigation arising in the normal course of
business. The Company believes that, to the extent that it exists, any pending or threatened litigation involving the
Company or its properties will not likely have a mater