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Our Business: We sell parts and systems that are the answer
to our customers’ process problems.

Applied At-A-Glance

Headquarters:
Cleveland, Ohio, USA

Operating facilities:
449 in 47 U.S. states, 5 Canadian provinces,
Puerto Rico and Mexico

Corporate home page:
appliedindustrial.com

E-commerce sites:
applied-access.com
maintenanceamerica.com
fluidpowerconnection.com

National catalogs:
Maintenance America®
(specialty maintenance items)
Fluid Power Connection®
{fluid power products and systems)

Distribution centers:
g

Stock Keeping Units (SKUs)
available to customers:
More than 2.5 million

Customer accounts:
More than 200,000

Product manufacturers (suppliers):
More than 2,500 located worldwide

Stock ticker symbol:
AIT on the New York Stock Exchange

Appﬂﬁed Industrial Avpplied Industrial Technologies, as one of North

Techn@ﬂ@gﬁes: Almetnlcas 'Iargestl |ndu§tr|al dls:[mbutors, plaf a

. pivotal role in lowering customer operating

A Su@pﬂy Cham costs. Today, we are the synthesizers between a
Syntheswer full scope of suppliers’ capabilities and a broad

range of customers’ needs. We excel in the areas
of product selection and application, system-wide logistics, and cus-
tomized transaction efficiencies. In short, Applied is a “value-creator” for
both customers and suppliers alike.

Applied is built to serve — assessing customer needs and matching them
with our suppliers” products and services. The flow of information
among customers, our associates and logistics systems generates
improved efficiency, reduces operating costs and increases plant uptime.
As a result, we produce value for all our partners — our suppliers, our
customers and our shareholders.

Applied supplies customers in virtually every industry segment in North
America. We serve the Maintenance Repair Operations (MRO) and
Original Equipment Manufacturing (OEM) markets with products
including bearings, power transmission components, fluid power
components and systems, industrial rubber products, linear components,
and general maintenance and specialty items. We also provide engineer-
ing design and systems integration services, customized mechanical,
fabricated rubber and fluid power shop services, and fee-based
commodity management and integrated maintenance services.




2002 Fimancial Highlights

2002 2001 2000

(in millions, except per share amounts, percentages, shareholder and employment figures)
Net Sales $ 1,446.6 $ 1,625.8 $ 1,601.1
Income Before Income Taxes $ 238 $ 453 $ 50.5
Net Income* $ 2.7 $ 280 $ 310
Net Income Per Share* $ A3 $ 1.4 $ 150
Number of Shareholders** 6,455 6,697 6,548
' Average Common Shares Outstanding 19.4 19.9 20.7
Cash Dividend Per Share $ A48 $ 48 $ 48
Number of Employees 4,508 4,789 4,847
Return on Equity 4.8% 9.2% 10.5%
Cash Provided From Operations $ 689 $ 372 $ 764

*Includes the effect of a non-cash charge of $12.1 million, or $0.63 per share, for impaired goodwill (SFAS 142) associated
with our fluid power business.

**Includes employee shareholders in the Applied Industrial Technologies Retirement Savings Plan.

2002 Business/Operational Highlights

e In fall 2001, Applied launched Fluid Power Connection®™, a comprehensive catalog with a companion e-commerce site
featuring more than 14,000 hydraulic and pneumatic products from 45 leading manufacturers. Fluid Power Connection is
a unique nationwide catalog offering in-depth product and technical information to make buying decisions easier.

e Applied upgraded its capabilities to help customers manage their storeroom inventories with the introduction of
AppliedSTORE® Plus. Now using new Web-based barcode technology, AppliecdSTORE Plus provides real-time
inventory information that allows customers to better understand and monitor maintenance procurement needs, resulting
in reduced costs.

@ In October 2001, Applied Mexico acquired Baleros Industriales, S.A. de C.V. (BISA), a bearings and power transmission
products distributor based in Monterrey, Mexico. Included were BISA service centers located in Monterrey, Saltillo,
Queretaro and Guadalajara. Together with the existing Applied Mexico facility in Mexico City, BISA enhances the
company’s abilities to serve customers in this important marketplace.

e Customers continued to honor Applied with significant supplier awards in fiscal 2002, reflecting the value provided by our
associates, service centers and product specialists. Among them were American Fiber Resources, Coors Brewing Company,
Landoll Corporation, Miller Brewing Company, Michigan Automotive Compressor, New United Motors Manufacturing,
Inc., Vulcan Materials Company and many more.

® In response to market conditions, Applied consolidated, closed and opened a number of facilities during the fiscal year.
At year’s end, the company had a total of 449 operating facilities in North America.
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To Our S Eﬁ] are Em@ 0 @j@ i7g Fiscal 2002 demonstrated

that Applied is a prof-

itable, resilient and flexi-
ble company. We play a critical role in the North American
industrial supply chain, and the strength of our business model
has carried us through one of the most challenging business
environments that we’ve experienced in decades.

A difficult industrial economy ~ compounded by the after-
effects of the September 11 terrorist attacks — resulted in lower
demand for the products and services we sell. In response,
we prudently adjusted our expense structure, managed assets
carefully, maintained a strong balance sheet, and aggressively
pursued new customers, market segments and delivery
channels. While maintaining profitability, we chose not to
implement across-the-board staffing reductions in order to
protect the pool of talent and knowledge that is our founda-
tion for future success.

While the financial results for fiscal 2002 were far from sat-
isfying, we take pride in the “black ink” on our bottom line and
in the strong infrastructure we condnued to build in 2002 to
serve customer needs in both good and bad economic times.

Financial Results
Sales in fiscal 2002 fell by 11.0 percent to $1.45 billion from
$1.63 billion in the previous year. This reflected lower
demand across the board by customers in virtually every
industry we serve. Year-over-year declines in daily sales, which
hovered in the 12 to 15 percent range early in the year, mod-
erated, however, to about 6.6 percent in the fourth quarter.
Net income fell to $2.7 million, or $0.13 per share, in
fiscal 2002. This compared with $28.0 million, or $1.41 per
share, in fiscal 2001. Net income included the effect of a
non-cash charge of $12.1 million, or $0.63 per share, in the
first quarter of fiscal 2002 for impaired goodwill (as a result
of our adoption of SFAS 142) associated with the fluid power
business. Gross profit margin rose slightly in 2002 as we
improved buying practices and increased our sales through
catalog channels, improving the profitabilitv of our product
mix. While we did an excellent job of cost control, we did not
offset fully the loss of operating margin from the decline in sales.
Our balance sheet remains healthy. Cash provided from
operations continued to be excellent. The company generated
$68.9 million during fiscal 2002, compared with $37.2
million in the previous year. The company has available the
resources to take advantage of opportunities for potential
acquisitions as well as to repurchase our shares. A strong cash
position also allows us to reduce our debt levels and maintain
our cash dividend in this business environment.

SECYIL I BT T

Bill L. Purser / David L. Pugh

Improving Operating Margins
In the quarters and years ahead, we are focused on improving
Applied’s operating margins — an objective that will benefit shareholders
even if current economic conditions signal a slow return to sales growth.
Specifically, we are taking aggressive steps in three primary areas —
pricing, purchasing and marketing. Some of these initiatives include:

© Improving internal pricing systems and training to ensure that each
sales transaction generates an appropriate operating margin;

e Growing our catalog businesses, such as Maintenance America® and
Fluid Power Connections™;

© Unbundling services so we arc appropriately compensated for the
value we create for certain customers in areas such as logistics,
consulting, engineering, design, maintenance management and store-
room management.

ANNUAL SALES
\ (Dollars in Billions)
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Built To Serve®™

Over the past several vears, we have led a process to mold
Applied into a multi-dimensional distributor built to serve
the dynamic needs of customers of all sizes, types and
preferences. The ongoing challenge is to identify new
products and services that bring innovation and value,
while making it easier for customers to do business
with Applied. Our strategies and actions in this regard
are described on pages 4-9 of this Annual Report. As
we move along this path, Applied will become a
more resourceful supplier to a wider range of industrial
customers. This in turn is expected to stimulate new
opportunities for growth in sales and earnings.

Share Repurchases

During fiscal 2002, the company repurchased 817,000
shares of its common stock. During the past four years,
the company has repurchased more than 4.4 million
shares. This represents approximately 19.5 percent of
shares outstanding on July 1, 1998. At June 30, 2002, we
had board authorization to repurchase an additional
540,000 shares.

Directors and Officers
Russel B. Every, former Chairman & CEO of The
Lamson & Sessions Co. and a veteran Applied director,
retired from our Board of Directors at the October
2001 Annual Meeting. Joining our Board of Directors in
July 2002 were Peter A. Dorsman, Executive Vice
President and Chief Operating Ofticer of Standard
Register, and Edith Kelly-Green, Vice President and
Chief Sourcing Officer at FedEx Express.

Three Applied officers assumed expanded responsibili-
ties in fiscal 2002 as the corporate organization was
streamlined. President & Chief Operating Officer Bill L.

Purser added day-to-day oversight of the Industrial
Products business unit, led by seven Area Vice Presidents.
Fred D. Bauer was promoted to Vice President-General
Counsel and Secretary. Michael L. Coticchia was promoted
to Vice President-Human Resources and Administration.

Creating Shareholder Value

We are gratified that financial markets have recognized
the inherent strength of Applied and its prospects for the
future. Indeed, in these turbulent times for Corporate
America, we are a company with a proven track record of
success., Our shares significantly outperformed both the
Dow Jones Industrial Average and the Standard & Poor’s
500 in fiscal 2002. Tortal return to sharcholders during
the year was 5.4 percent, including both share price
appreciation and dividend yield.

We look forward to accelerating our financial perform-
ance in an improved economy — an aspiration that
would not be possible without the continued support of
our customers, associates, vendors, communities and
shareholders.

David L. Pugh
Chairman & Chief Executive Officer

NGl L G

Bill L. Purser
President & Chief Operating Officer

/Qw'a@a(?,%@

August 23, 2002

—— — e e o Am e e — - - -

NET INCOME PER SHARE

DEEBT TO TOTAL CAPITALIZATION

(Doliars in Millions)

CASH PROVIDED FROM CPERATIONS

$68.9

$1.50 $1.50 35% 34.1% $100
$1.38 . $1.41 . R
- . 30 . 30.0% “ o os83d
1.20 30 $76.4
3% 670
25
5.93 21.9% 6o
030 50 "
0.60 15 40 $37.2
10
030 20
5
513
000 ‘ o o $12
1998 1999 2000 2001 2002 1998 1999 2000 2001 2002 1998 1999 2000 2001

2002




As a service company, Applied understands the critical
importance of listening and being flexible to meet
customers’ specific requirements.

That's why we have adopted a multi-dimensional,
value-added approach to delivering diverse products and
services — so we can provide the right part
Eed at the right place at the right time and
with the right level of support, no matter
the nature of the customer’s need.
As industrial companies consolidate their supplier
bases and supply chains, Applied has created additional
opportunities for customers to access our products and

services. As a result, Applied today provides the

opportunity to be the customers’ premier
value-added distributor.

R .

 OUR CORE VALUES

Applied’s daily operations, actions
and financial decisions are guided
by Core Values that are consistently
communicated and demonstrated
across the organization. They are:

Pl




PROVIDING CUSTOMER SERVICE For customers who want

to buy a precise compo-
nent to meet their immediate needs — often on an emer-
gency, rush basis — Applied provides outstanding
customer service. When a customer asks for a certain item
ASAP, we have the capability to fulfill the order quickly
and efficiently.

Applied exercises a highly disciplined approach to
corporate purchasing, logistics and distribution systems
and maintaining sales history so we can anticipate what
parts a customer may need in conducting routine preven-
tive maintenance, emergency repairs for a vital production
line, or in sourcing components for original equipment
manufacturing use. These orders can be placed through

Our people are able to understand complex production
processes, recognize the critical problems that keep
customers up at night, and continue to identify and
offer opportunities with new technology to improve
those processes.

Our market research indicates that Applied receives
high marks from customers for its expert service and tech-
nical knowledge. That’s no accident. Every vear Applied
associates receive technical training that makes them
better equipped to provide world-class customer service.
We’re known as the “go-to” company for customers who
have a technical problem or need expert advice.

The company offers a growing number of services to
customers on a fee basis. These include shop services,

SR

; " Customer -~  Customer = . Customer
si “~ Service = Satisfaction = Success-

our service centers across North America in-person or via
telephone, EDI, catalog or the Internet.

In many cases, orders are satisfied on a same-day basis
from local stocks. Or they may be delivered to the
customer’s location overnight from one of Applied’s
nine strategically placed distribution centers in the U.S.
and Canada.

Our commitment to operational excellence helps us
continually improve our processes and maximizes our
ability to serve our customers. We understand the value
inherent in having the right part in stock, and in being
able to deliver it to the customer on a timely basis.

ACHIEVING CUSTOMER

SATISFACTION

’ Honeslty Some customers want more from their indus-
e Integrity trial distributor than simply filling an order
e Caring/Fairness properly. Their production challenges require
= Openness expertise, knowledge and the availability of

technical services to identify, prevent and
) . solve problems.

* Promise Keeping i As a value-added distributor, Applied has
e Personal Mastery invested significant resources over the past
] decade to build a highly skilled organization.

* Quality Dedication )

such as fabrication and repair; fluid power system design
and assembly through our group of regional fluid power
companies; and systems integration. (See pages 8-9 for a
discussion of Applied’s service capabilities.)

CREATING CUSTOMER SUCCESS

We know our success as a business is directly tied to our
customers’ success. To that end, we surveyed more than
2,000 customer accounts during the last twelve months,
benchmarking our ability to serve their needs. Those cus-
tomers shared that their most critical needs are on-time
delivery of product, product knowledge of our staff,
product availability, and speed of our order processing.

These four key benchmarks are the focus of our con-
tinuous improvement efforts. Not coincidentally, our
research shows that we outperform all of our direct com-
petitors in these categories. We earn our business with our
customers every day by delivering products on-time, by

giving them the expert advice they depend on, and by
having the right parts available when they’re needed.

In short, customers’ success — and our success — means
having the right part, at the right place, at the right time.
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NON-TRADITIONAL Applied today is providing unprecedented choice
CHANNELS ‘© customers in the way they access our products

and services.

o Qur network of industrial products service centers in major markets
across the U.S.; Canada, Mexico and Puerto Rico serves as home base
for account managers and customer sales and service representatives
who interact with customers one-on-one and provide access to local
inventories of the most needed components.

e Seven fluid power businesses serve customers regionally with
leading fluid power products and services, including design and systems
integration.

o ApplicdACCESS® (applied-access.com) is an industry-leading e-com-
merce site rich in content and functionality. Customers can log-on
24 /7 to access and quickly search more than 1.7 million SKUs (even if
they don’t have a part number), place orders, check order status, review
previous orders and research product details and ateributes — all the
while reducing paperwork and saving time.

o Maintenance America®, a catalog launched in 2000 to enthusiastic
customer acceptance, contains more than 19,000 specialty maintenance

items from 75 manufacturers, Orders can be placed by phone or

through its Web site, maintenanceamerica.com.

© Fluid Power Connection® is a comprehensive new catalog with more
than 14,000 hydraulic and pneumatic products from 45 leading
manufacturers. It also has an online companion site — fluidpower
connection.com. Fluid Power Connection differs from standard product
catalogs in that it contains detailed visuals of how a component fits into
an entire system.

o Applied’s inventories also can be accessed — and orders placed — through

a variety of technology platforms and plant maintenance systems used
by customers, including the iProcure system from Datastream.

Sl
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APPLIED CATALOGS All across the U.S., the Maintenance
BRING CONVENIENCE America and Fluid Power Connection

APPLIED BRINGS REAL-TUME Applied has helped a [g55
PURCHASING INTEGRATION TO leading beverage bottler, 1%

BOTTLING OPERATION

with plants across the

country, tap the benefits
of purchasing maintenance repair operatons (MRO)
components online. Applied has fully integrated its
AppliedACCESS Internet procurement system with
the bottling company’s enterprise resource planning
{ERP) system in 19 bottling plants in the United States,
eliminating the need to phone in or fax individual
purchase orders.

Prior to the new procurement process, plant personnel
relied on the company’s maintenance management soft-
ware system to generate purchase orders based on parts
usage. Employees not only had to approve purchases on
an item-by-item basis, they had to contact multiple sup-
pliers, place the orders and oversee the payment process.

With the advent of

}3-; =L — AppliedACCESS,

items now are simply
placed in an electronic
shopping cart — the
system approves and
generates the purchase
order, acknowledges
delivery and generates
timely payment.

Directly integrat-
ing AppliedACCESS
with the customer’s
ERP system ofters a
host of additional
advantages. From a
labor standpoint, it
eliminates the need to create and update content files.
Users go directly to Applied ACCESS to research
parts, order, view order history, check inventory levels
and more.

From a financial standpoint, direct integration
helps control maverick spending. Like so many
manufacturers contracting with fewer suppliers, this
innovative bottling company now has more
incentive to buy more parts from a single source
and realize the inherent savings.

FOR CUSTOMERS catalogs have provided new opportu-

nities to present products to cus-
tomers and to reinforce Applied as a preferred supplier tor
a wide range of equipment and components.

A cookie manufacturer in Oregon, for example,
saw two-way radios in Maintenance America. The plant
manager called a local Applied service center for a demon-
stration because his existing radio system didn’t work
properly in some areas of the building. After a successful
two-week trial period, the customer ordered 13 radios
from the catalog.

In Chicago, a steel slitting plant was being inundated
with calls from sales representatives offering individual
products such as gloves, storage bins, tools and hand
cleaner. When the Applied account manager showed the
customer that all these items — and more — were available
from Maintenance America, the catalog became a con-
venient way for the customer to consolidate vendors and
reduce purchasing transaction costs.

When the maintenance planner at a Pacific Northwest
paper mill saw the selection of ladders in a Maintenance
America caralog delivered by his Applied account manager,
he couldn’t believe the attractive prices. He immediately
bought four. When that delivery arrived, the customer
bought four more, and then another four. Savings on a
wide range of items bring him back to the pages of
Maintenance America.

Fluid Power Connection is proving beneficial to
customers for its product selection, as well as its presenta-
tion of useful technical data. Case in point: The mainte-
nance supervisor at a corrugated paper plant in New York
contacted an Applied account manager and fluid power
marketing manager because of issues with contamination
in pneumatic valves and air supply lines.

The problem was traced to an ineffective air dryer in
the current production line. The Fluid Power Connection
catalog provided technical
information (including a
detailed system drawing)
about an air dryer that
would work better than
the one currenty in place.
The catalog also made the
customer aware of the
selection of valves in-
stock at Applied (com-
pared with the six-week
wait the customer had
come to expect for valve
deliveries from overseas).
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INCREASING CAPABILITIES Applied has developed a portfolio of specialized services that

FOR THE CUSTOMER Support customer needs bevond sourcing products. Many are
oftered on a fee-for-service basis, based upon Applied’s

product application knowledge. These services help make a customer more
etticient, productive and profitable — underscoring the value we deliver and
building long-term customer relatdonships.

e Storeroom Services help Applied’s customers free up working capital by
reducing unnecessary on-site inventorv levels. We analyze usage data,
identify and eliminate excess parts, automate the replenishment process
using barcode technology and handle storeroom management functions as

an outsource partner. The newest tool in our arsenal is

AppliedSTORE® Plus, a unified inventory man-

agement system that manages a single

storeroom, multiple storerooms or a
network of storerooms across mul-
tiple plant locations. The system
helps organize, stock, track
and deliver more than two
million maintenance parts
and components. The
system also lets users
integrate their entire
inventory, including
products not tradi-
tionally sold by
Applied.

e Oy ta"“qe
7 Sa7. 7t Represe™ - e”
85 & service a‘)e‘




o Applied’s Engincered Systems & Automation (ESA) division is a
“smart integrator” of mechanical and electrical systems and

functions. ESA’s services to customers include evaluative and
creative system design, quality fabrication, documentation, installa-
tion /start-up, training and ongoing system support.

e iSource Performance Materials, a specialty chemical distributor of
regulated products, is a joint venture between Applied and Hall
Holdings, Inc., a certified minority-owned business. Through
iSource, Applied customers can source regulated products requiring
special documentation, shipping and handling.

e Shop services are available to customers requiring rubber fabrication,
product assembly or mechanical, fluid power or industrial rubber
repairs.

e In-plant services provided by Applied include supporting customers’
predictive and preventive maintenance nceds in areas such as
balancing, condition monitoring, lubrication analysis, mechanical
and laser alignment and thermography.

Loy
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APPLIED HELPS AppliecdSTORE Plus has helped
LOUISIANA-PACIFIC Louisiana-Pacific Corporation

IMPROVE STOREROOM (LP) operate more efficiently,

EFFICIENCY avoid plant downtime and
reduce transaction costs in rou-
tine purchasing of maintenance and repair components.

The Portland, Oregon-based building products man-
ufacturer was among the first customers to adopt the ini-
tial version of ApplicdSTORE. It also served as a beta site
for testing of PC-based enhancements as the system
evolved into AppliedSTORE Plus.

“Like most manufacturing companies, our storeroom
management wasn’t at the level it could be,” said Jim
Nelson, LP’s corporate supply manager for MRO. “For
example, we were not managing power transmission
inventories in some of our operations prior to the imple-
mentation of AppliedSTORE. Before then, we would buy
whatever the internal customer requisitioned. The replen-
ishment quantity was based on individual estimations,
rather than quantifiable data. Thus, we found measurable
excess in expenses and heightened risk of downtime due
to the lack of inventory management practices.”

For a company like LP, with storerooms nationwide
containing as many as 100,000 SKUs of components, the
cost to carry and manage inventories is significant,
AppliedSTORE Plus helps LP know in real time what’s
on-hand, what needs to be re-ordered,

and what can be returned. Replenishing
inventories now is an automated, paper-
less process, with orders channeled
through the ApplicdACCESS® ¢-com-
nierce site.

“Qver the years we’ve worked with
" Applied, we’ve gone from being buyers
to supply managers,” Nelson said.

Particularly important is Applied-
STORE’s ability to help LP maintain
critical parts in local inventory to repair
a manufacturing line when it breaks
instead of leaving an entire plant idle
while waiting for parts to arrive.

“QOverall, our approach to managing
inventory is much more sophisticated than before,”
Nelson said. “Our people have learned how to use
technology to our benefit.”




Management’s
Discussion
and Analysis

of Financial Condition  Year Ended
and Results of Operations i?:”:@%?ﬂ 2002

Net sales in 2002
decreased to $1.45 billion or 11% below the $1.63 billion
generated in 2001. This decrease was primarily due to the
stowdown in U.S. industrial activity. Sectors hardest hit by
the slowdown include the industrial machinery and
equipment, durable goods and the electronic equipment
industries, all more than 20% below prior year sales levels.
These sales decreases were partially offset by stronger sales
in the food products and automotive sectors. The
Company does not expect inflation to have a material
impact on future revenues.

Gross margin (net sales less cost of sales) for the year

increased slightly from 25.2% in 2001 to 25.3% in 2002. .
The 2002 margin was higher than in the prior vear due to

improved buving practices and increased sales through
catalog channels which improved the profitability of our
product mix.

Selling, distribution and administrative (SD&A)
expenses were approximately $19.4 million lower than in
the prior year. The decreased amounts were due to lower
incentive and employee benefit expenses attributable to
the lower sales volumes, better overall expense manage-
ment and additional operational efficiencies. SD&A as a
percentage of sales was 23.1% in 2002 versus 21.8% in
2001. The increase in SD&A as a percent of sales was due
to the lower overall sales noted above.

Operating income decreased to $30.8 million in
2002 from $55.0 million in 2001. As a percent of sales,
operating income decreased to 2.1% in 2002 from 3.4% in

2001. The $24.2 million decline in operating income was

due to the sales decrease noted above.

Interest expense, net for 2002, decreased $2.4
million or 26.0% compared with the prior year primarily
as a result of a decrease in average borrowings related
to strong cash flows from operations and lower interest
rates.

Income tax expense as a percentage of income before
income taxes decreased to 37.9% in 2002 from 38.1% in
2001. The decrease in the effective tax rate resulted from
a reduction in the impact of non-deductible items offset
somewhat by higher effective state and local income tax
rates.

Net income before the cumulative effect of the
accounting change for the fiscal vear ended June 30,
2002, decreased $13.3 million or 47.4% from the
prior year. Net income per share before the cumulative
effect of the accounting change decreased 46.1% to $.76
in 2002 from $1.41 in 2001 primarily due to the factors
described above.

In connection with the adoption of Statement of
Financial Accounting Standards (“SFAS™) 142,
“Goodwill and Other Intangible Assets”, the Company
recorded a non-cash impairment charge totaling $12.1
million, after tax, or $.63 per share as a change in
accounting principle effective July 1, 2001. This charge
wrote-off all of the remaining goodwill relating to the
Company’s fluid power business. (See Note 1 to the
Consolidated Financial Statements).

The number of associates was 4,508 at June 30, 2002
and 4,789 at June 30, 2001.

Year Ended June 30, 2001 vs. 2000

Net sales in 2001 increased to $1.63 billion or 1.5%
over the $1.60 billion generated in 2000. This increase
was primarily due to the acquisition of the operations of
Dynavest to form Applied Industrial Technologies Ltd. of
Canada, and the acquisition of Air Draulics Engineering
Co. (see Note 2 to Consolidated Financial Statements).
The increase in sales from these acquisitions offser the
decline in sales of the Company’s existing U.S. operations
during the year.

Gross margin for the year increased from 24.5% in
2000 to 25.2% in 2001 primarily due to improved buying
practices as well as a better product mix.

Selling, distribution and administrative expenses
increased in 2001 as a percentage of sales to 21.8% from
20.8% in 2000. Total SD&A was approximately $20.5
million higher than in the prior year. The increase was pri-
marily due to the operating expenses for our newly
acquired operations and increased bad debt expense due
to the slowing industrial economy. This increase was par-
tially offset by lower incentive compensation costs.

Operating income decreased to $55.0 million in
2001 from $57.8 million in 2000. As a percent of sales,
operating income decreased to 3.4% in 2001 from 3.6% in
2000. The $2.8 million reduction in operating income
was primarily due to the increase in SD&A expenses dis-
cussed previously.

Interest expense, net for 2001, increased $1.6 million
or 21.2% compared with the prior vear primarily as a
result of the increased average daily borrowing to fund
the Company’s Canadian acquisition.

Income tax expense as a percentage of income before
income taxes decreased to 38.1% in 2001 from 38.6% in
2000. The decrease in the effective tax rate resulted from
lower effective state, local and Canadian tax rates.

Net income for the fiscal year ended June 30, 2001
decreased $3.0 million or 9.7% from the prior year. Net

income per share decreased 6.0% to $1.41 in 2001 from
$1.50 in 2000 primarily due to the factors described above.

The number of associates was 4,789 at June 30, 2001
and 4,847 at June 30, 2000.




Liquidity and Capital Resources

The Company generated $68.9 million of cash from
operating activities in 2002 compared to $37.2 million in
2001. The primary reason for the increase relates to the
reduction of the Company’s inventories and accounts
receivable balances.

Cash used by investing activities decreased approxi-
mately $4.5 million in 2002 compared with 2001. The
decrease is primarily due to a reduction in acquisition
activity from the previous vear.

Cash used in financing activities was $51.1 million in
2002 compared to $22.3 million in 2001. The primary
reason for the increase was the additional cash generated
from operating activities used for debt reduction and
stock repurchases. During 2002, the Company repaid
$30.7 million of long-term debt and repurchased 0.8
million shares of its common stock for $14.3 million.

The Company is obligated for rental payments for
operating leases on 261 of its facilities. See Note 10 to
the Consolidated Financial Statements for annual rental
commitments.

Working capital at June 30, 2002 was $250.6 million
compared to $279.0 million at June 30, 2001. The
current ratio was 2.9 and 3.2 at June 30, 2002 and 2001,
respectively. These decreases are primarily due to reduction
in year-end inventory and accounts receivable balances.

Capital resources are obtained from income retained
in the business, borrowings under the Company’s lines of
credit, revolving credit agreement and long-term debt
facilities and from operating lease arrangements.

See Note 5 to the Consolidated Financial Statements
for details regarding the outstanding debt amounts as of
June 30, 2002. Average combined short-term and [ong-
term borrowing was $103.0 million in 2002 and $117.5
million in 2001. The weighted average interest rate on
borrowings under revolving credit facilities decreased to
3.7% in 2002 from an average rate of 6.2% in 2001. The
weighted average interest on borrowings under other
long-term debt agreements, net of the benefits received
from interest rate swap agreements, was 5.5% in 2002 and
7.1% in 2001, respectively.

The Company has a committed revolving credit
agreement expiring November 2003 with a group of
lending institutions. This agreement provides for unse-
cured borrowings of up to $150.0 million. The Company
has no outstanding borrowings under this facility at June
30, 2002. Unused capacity under this facility of $144.8
million is available to fund future acquisitions or other
capital and operating requirements.

The Company also has an agreement with a commercial
bank for an unsecured $15.0 million uncommitted line of
credit. The Company had no outstanding borrowings
under this facility at June 30, 2002.

In October 2000, the Company entered into an
agreement with the Prudential Insurance Company of
America for an uncommitted shelf facility to borrow up to
$100.0 miilion in additional long-term financing, at the
Company’s sole discretion, with terms of up to twelve
vears. The Company had no outstanding borrowings
under this facility at June 30, 2002.

The Board of Directors has authorized the repurchase
of shares of the Company’s common stock to fund
employee benefit programs, stock option and award
programs and for other corporate purposes. These
purchases can be made in open market or negotiated
transactions. The Company acquired approximately 0.8
million shares of its common stock for $14.3 million
during the year ended June 30, 2002. The Company
has remaining authorization to repurchase 0.5 million
shares as of June 30, 2002. ‘

Management expects that capital resources provided
from operations, available lines of credit, long-term debt
and operating leases will be sufficient to finance normal
working capital needs, acquisitions, enhancement of
facilities and equipment and the purchase of additional
Company common stock. Management also believes that
additional long-term debt and line of credit financing
could be obtained if desired.

Critical Accounting Policies

Allowances for '

Slow-Moving and Obsolete inventories

The Company identifies slow moving or obsolete inven-
tories and estimates appropriate loss provisions related
thereto. Historically, these loss provisions have not
been significant, as the vast majority of the Company’s
inventories are eligible for credit under various supplier
return programs. While the Company has no reason to
believe its inventory return privileges and programs will
be discontinued in the future, its risk of loss associated
with obsolete or slow moving inventories would increase
if such were to occur.

Allowances for Doubtful Accounts

The Company evaluates the collectibility of accounts
receivable based on a combination of factors. Initially,
the Company estimates an allowance for doubtful
accounts as a percentage of net sales based on historical
bad debt experience. This initial estimate is periodically
adjusted when the Company becomes aware of a

customer’s inability to meet its financial obligations (e.g.,
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bankruptey filing) or as a result of changes in the overall
aging of accounts receivable. While the Company has a
large customer base that is geographically dispersed, a
general economic downturn in any of the industry

segments that the Company serves could result in higher .

than expected defaults, and, therefore, the neced to
increase estimates for bad debts.

Goodwill Accounting

The Company adopted Statement of Financial Accounting
Standard (“SFAS”) No. 142, “Goodwill and Other
Intangible Assets”, effective July 1, 2001. Goodwill is no
longer amortized but rather is evaluated at least annually
for impairment. The Company utilizes discounted cash
flow models and relevant market multples for comparable

businesses to determine fair value used in the goodwill

impairment evaluation. Management’s estimates of fair
value are based upon factors such as projected future sales,
price increases, and other uncertain elements requiring
significant judgments. While the Company uses the best
available information to prepare its estimates and perform
impairment evaluations, actual results could differ signifi-
cantly, resulting in the future impairment of recorded
goodwill balances.

Supplier Purchasing Programs

The Company earns inventory purchase rebates under
arrangements with certain suppliers. The Company
accrues for the receipt of inventory purchase rebates
based on cumulative purchases of inventory. While man-
agement believes the Company will continue to receive
such amounts, there can be no assurance that suppliers
will continue to provide comparable amounts of rebates
in the future.

Estimates

The preparation of financial statements in conformity
with generally accepted accounting principles in the
United States of America requires management to make
estimates and assumptions that affect the reported
amount of assets and liabilities and disclosure of contin-
gent assets and liabilities at the date of the financial
statements and the reported amount of revenues and
expenses during the period. Actual results may difter from
the estimates and assumptions used in preparing the
consolidated financial statements.

Other Matters

In August 2001, the Financial Accounting Standards
Board issued SFAS 144, "Accounting for Impairment or
Disposals of Long-Lived Assets". The Company will

adopt SFAS 144 as of July 1, 2002, but does not believe
the statement will have a material impact on the consoli-
dated financial statements.

Cautionary Statement

Under Private Securities Litigation Reform Act

This Annual including
Management’s Discussion and Analysis, contains state-

Report to Shareholders,

ments that are forward-looking, based on management’s
current expectations about the future. Forward-looking
statements are often identified by qualifiers such as
“expect”, “believe”, “intend”, “will”, and similar expres-
sions. The Company intends that the forward-looking
statements be subject to the safe harbors established in
the Private Securities Litigation Reform Act of 1995 and
by the Securities and Exchange Commission in its rules,
regulations and releases.

Readers are cautioned not to place undue reliance on
any forward-looking statements. All forward-looking
statements are based on current expectations regarding
important risk factors. Accordingly, actual results may
differ materially from those expressed in the forward-
looking statements, and the making of such statements
should not be regarded as a representation by the
Company or any other person that the results expressed in
the statements will be achieved. In addition, the
Company undertakes no obligation publicly to update or
revise any forward-looking statements, whether because
of new information or events, or otherwise.

Important risk factors include, but are not limited to,
the following: changes in the economy or in specific
customer industry sectors; reduction in manufacturing
capacity in the Company’s targeted geographic markets
due to consolidation in customer industries or the transfer
of manufacturing capacity to foreign countries; changes in
interest rates; changes in customer procurement policies
and practices; changes in product manufacturer sales
policies and practices; the availability of products and
labor; changes in operating expenses; the effect of price
increases or decreases; the variability and timing of
business opportunities including acquisitions, alliances,
customer agreements and supplier authorizations; the
Company’s ability to realize the anticipated benefits of
acquisitions and marketing and other business strategies,
including electronic commerce and catalog initiatives; the
incurrence of additional debt and contingent liabilities
in connection with acquisitions; changes in accounting
policies and practices; the eftect of organizational changes
within the Company; the emergence of new competitors,
including firms with greater financial resources than the
Company; risks and uncertainties associated with the




Company’s expansion into foreign markets, including
inflation rates, recessions, and foreign currency exchange
rates; adverse results in significant litigation matters;
adverse regulation and legislation; and the occurrence of
extraordinary events (including prolonged labor disputes,
natural events and acts of God, fires, floods and accidents).

Quantitative And Qualitative

Disclosures About Market Risk

We have evaluated the Company’s exposure to various
market risk factors, including but not limited to, interest
rate, foreign currency exchange and commodity price
risks. The Company is primarily affected by market risk
exposure through the effect of changes in interest
rates. The Company manages interest rate risk through
the use of a combination of fixed rate long-term debt,
variable rate borrowings under its committed revolving

credit agreement and interest rate swaps. While there -

were no variable rate borrowings under its committed
revolving credit agreement at June 30, 2002, the
Company effectively converted its $50.0 million of
6.6% fixed rate debt to a variable rate based on LIBOR
through the use of an interest rate swap with a high
credit quality major commercial bank. Terms and settle-
ment dates of the swap mirrored terms of the 6.6% senior
unsecured term notes and the swap was designated as a
fair value hedge. The fair value changes in the swap were
fully offset in interest expense by the corresponding
change in the notes. In August 2002, the Company
terminated this swap agreement for a favorable settlement
of $2.8 million. This gain will be amortized as a reduction
in interest expense, over the remaining life of the notes
which mature in December 2007.

The Company mitigates its foreign currency exposure
from the Canadian dollar through the use of cross cur-
rency swap agreements as well as of foreign-currency
denominated debt. Hedging of the U.S. dollar denomi-
nated debt used to fund a substantial portion of the
Company’s net investment in its Canadian operations is
accomplished through the use of cross currency swaps.
Any gain or loss on the hedging instrument offsets the
gain or loss on the underlying debt. Translation exposures
with regard to our Mexican business are not hedged,
because our Mexican activity is not material at this time.
The impact on the Company’s future earnings from
exposure to changes in foreign currency exchange rates is

expected to be immaterial.




Applied Industrial Technologies, inc. and Subsidiaries

Statements of Conselidated Incorme

s Year Ended June 30

2002 2001 2000
: {in thousands, except per share amounts)
Net Sales ) $ 1,446,569 $ 1,625,755 $ 1,601,084
Cost of sales 1,080,879 1,216,456 1,209,494
] 365,690 409,289 391,590
Selling, distribution and administrative 334,856 354,298 333,811
’ Operating Income 30,834 55,001 57,779
] interest Expense 7,078 9,386 7,774
4 Interest Income {340) (281) (262)
Other, net 341 548 (281)
7,079 9,653 7,231
Income Before Income Taxes 23,755 45,348 50,548
income Tax Expense 9,000 17,300 19,560
Income Before Cumulative Effect of Accounting Change 14,755 28,048 31,048
1 Cumulative effect of accounting change {12,100}
Net Income $ 2,655 $ 28,048 $ 31,048
3 Net Income Per Share - Basic
? Before cumulative effect of accounting change $ 0.77 $ 1.43 $ 1.52
3 Cumulative effect of accounting change (0.63)
B Net Income Per Share - Basic $ 0.14 $ 1.43 $ 1.52
; Net Income Per Share - Diluted
- Before cumulative effect of accounting change $ 0.76 $ 1.41 $ 1.50
5 Cumulative effect of accounting change (0.63)
; Net Income Per Share - Diluted $ 0.13 $ 1.41 $ 1.50

See notes to consolidated financial statements.

14




Applied Industrial Technologies, Inc. and Subsidiaries

Consolidated Balance Sheets

June 30
2002 2001
(In thousands)
Assets
Current assets
Cash and temporary investments $ 23,060 $ 13,981
Accounts receivable, less allowances of $5,600 and $5,400 180,904 190,935
Inventories 166,083 191,570
Other current assets 11,011 9,974
Total current assets 381,058 406,460
Property - at cost
Land 11,779 12,121
Buildings 69,131 68,840
Equipment 83,414 84,478
164,324 165,439
Less accumulated depreciation 81,229 75,176
Property - net 83,095 90,263
Goodwill 46,410 62,021
Other assets 24,003 20,110
Total Assets $534,566 $578,854
Liabilities
Current liabilities
Accounts payable $ 76,316 $ 75,896
Compensation and related benefits 27,277 23,749
Other current liabilities 26,821 27,814
Total current liabilities 130,414 127,459
Long-term debt 83,478 113,494
Qther liabilities 22,527 26,383
Total Liabilities 236,419 267,336
Shareholders' Equity
Preferred stock - no par value; 2,500 shares
authorized; none issued or outstanding
Common stock - no par value; 50,000 shares
authorized; 24,096 shares issued 10,000 10,000
Additional paid-in capital 84,517 84,221
Income retained for use in the business 279,046 285,661
Treasury shares - at cost (4,893 and 4,449 shares) (74,900) (66,227)
Unearned restricted common stock compensation (832) (1,955)
Accumulated other comprehensive income (loss) 316 (182)
Total Shareholders' Equity 298,147 311,518
Total Liabilities and Shareholders’ Equity $534,566 $578,854

See notes to consclidated financial statements.
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Applied industrial Technologies, Inc. and Subsidiaries

Statements of Consolidated Cash Flows

Year Ended June 30

2002 2001 2000
(in thousands)
Cash Flows from Operating Activities
Net income $ 2,655 $ 28,048 $ 31,048
Adjustments to reconcile net income to cash provided
by operating activities:
Cumulative effect of accounting change 12,100
Depreciation 15,294 16,364 17,500
Deferred income taxes {5,000) (1,800) (2,886)
Amortization of restricted common stock compensation,
goodwill and other intangible assets 2,254 6,145 5,488
Provision for losses on accounts receivable 4,488 6,995 3,058
Gain on sale of property (1,327} (1,080) (460)
Treasury shares contributed to employee benefit and deferred
compensation plans 2,377 6,529 3,819
Changes in current assets and liabilities, net of acquisitions:
Accounts receivable 7,237 15,869 (7,606)
Inventories 27,020 (8,522) 1,138
Other current assets (688) (1,908) (944)
Accounts payable 420 (17,691) 14,751
Accrued expenses 1,518 (11,732) 11,538
Net Cash provided by Operating Activities 68,948 37,217 76,444
Cash Flows from Investing Activities
Property purchases (10,050) (11,731) (9,510)
Proceeds from property sales 3,610 4,251 5,338
Net cash paid for acquisition of businesses, net of cash
acquired of $812 in 2001 (2,574) (5,491) (34,522)
Deposits and other 274 (310) (294)
Net Cash used in Investing Activities (8,740) (13,281) (38,988)
Cash Flows from Financing Activities
Repayments under revolving credit agreements - net {19,312) (12,246) (2,403)
Long-term debt borrowings 25,000
Long-term debt repayments (11,429) (11,428) (11,429)
Purchases of treasury shares {14,318) (15,501) (20,833)
Dividends paid {9,270) (9,532) (9,929)
Exercise of stock options 3,200 1,403 301
Net Cash used in Financing Activities (51,129) (22,304) (44,293)
Increase (decrease) in cash and temporary investments 9,079 1,632 (6,837)
Cash and temporary investments at beginning of year 13,981 12,349 19,186
Cash and Temporary Investments at End of Year $ 23,060 $ 13,981 $ 12,349
Supplemental Cash Flow Information
Cash paid during the year for:
Income taxes $ 8,182 $ 22,080 $ 21,359
Interest $ 6,205 $ 8,595 $ 7,247

See notes to consolidated financial statements.
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Applied Industrial Technologies, Inc. and Subsidiaries

Statements of Consolidated Shareholders’ Equity

For the Years Ended June 30, 2002, 2001 and 2000

Unearned
Incorme Restricted Accumulated
Shares of Additional | Retained for Treasury Common Other Total
Common Stock | Common Paid-in Use in the Shares-at Stock | Comprehensive | Shareholders'
Qutstanding Stock Capital Business Cost | Compensation income (loss) Equity

(in thousands, except per share amounts)

Balance at July 1, 1999 21,101 | $10,000 $82,599 $246,026 | $(40,140) $(4,899) $293,586
Net income 31,048 31,048
Cash dividends - $.48 per share (9,929) 9,929)
Purchases of common stock for treasury (1,280) (20,833) (20,833)
Treasury shares issued for:

Retirement Savings Plan contributions 210 493 2,921 3,414

Exercise of stock options 22 7 294 301

Deferred compensation plans 25 66 339 405
Amortization of restricted

common stock compensation 62 1,192 1,254
Cther 85 85

Balance at June 30, 2000 20,078 10,000 83,312 267,145 (57,419) (3,707) 299,331
Net income 28,048 28,048
Minimum pension liability $(285) (285)
Cash flow hedge and other 103 103

Total comprehensive income 27,866
Cash dividends - $.48 per share (9,532) (9,532)
Purchases of common stock for treasury (891) (15,501) (15,501)
Treasury shares issued for:

Retirement Savings Plan contributions 309 882 4,516 5,398
Exercise of stock options 110 (201) 1,604 1,403
Deferred compensation plans 67 180 951 1,131
Forfeiture of restricted common stock
compensation (26) (286) (378) 664
Amortization of restricted
common stock compensation 58 1,088 1,146
Other 276 276

Balance at June 30, 2001 19,647 10,000 84,221 285,661 (66,227) (1,955) (182) 311,518
Net income 2,655 2,655
Minimum pension liability 285 285
Cash flow hedge and other 213 213

Total comprehensive income 3,153
Cash dividends - $.48 per share (9,270) (9,270)
Purchases of common stock for treasury 817) (14,318) (14,318)
Treasury shares issued for:

Retirement Savings Plan contributions 148 434 2,243 2,677
Exercise of stock options 226 (183) 3,383 3,200
Deferred compensation plans 14 52 248 300
Forfeiture of restricted common stock
compensation (15) (76) (229) 305
Amortization of restricted
common stock compensation (169) 818 649
Other 238 238
Balance at June 30, 2002 19,203 | $10,000 $84,517 $279,046 | $(74,900) $(832) $316 $298,147

See notes to consolidated financial statements.
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Applied Industrial Technologies, Inc. and Subsidiaries

Notes 1o Consolidated Financial Statements
Years Ended June 30, 2002, 2001 and 2000

(Dollar amounts in thousands, except per share amounts)

BUSINESS AND ACCOUNTING POLICIES

Business

The Company is one of North America’s leading distributors of industrial and fluid power products and systems.
Industrial products include bearings and seals, linear motion products, power transmission products, industrial rubber
products, general maintenance products and related specialty items. Fluid power includes hydraulic, pneumatic, lubrica-
tion and filtradon components and systems. The Company also provides mechanical, electrical, rubber shop and fluid
power services as well as material handling components and systems. The Company offers technical application support
tor these products and provides creative solutions to help customers minimize downtime and reduce overall procurement
costs. Although the Company does not generally manufacture the products it sells, it does assemble and repair certain
products and systems. Most of the Company’s sales are in the maintenance and replacement markets to customers in a
wide range of industries, principally in North America.

Consolidation

The consolidated financial statements include the accounts of Applied Industrial Technologies, In¢. and its majority
owned subsidiaries. All significant intercompany transactions and balances have been eliminated in consolidation.
Investments in businesses in which the Company does not have control, but has the ability to exercise significant
influence over the operating and financial policies, are accounted for using the equity method of accounting. The
financial statements of the Company’s Canadian subsidiaries are included in the consolidated financial statements based
upon their fiscal year ended May 31.

Foreign Currency _
The financial statements of the Company’s Canadian and Mexican subsidiaries are measured using local currencies as
their functional currencies. Assets and liabilities are translated into U.S. dollars at the exchange rates as of year-end, while
income statement amounts are translated at average monthly exchange rates. Translation gains and losses are included as
components of accumulated other comprehensive income in sharcholders” equity. Transaction gains and losses are included
in the statements of consolidated income and were not material.

Estimates

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

Cash and Temporary Investments
The Company considers all temporary investments with maturities of three months or less to be cash equivalents.

Goodwill and Other Intangible Assets

In July 2001, the Financial Accounting Standards Board issued Statement of Financial Accounting Standards (“SFAS”)
142, “Goodwill and Other Intangible Assets.” Effective July 1, 2001, the Company adopted this standard. Under SFAS
142, goodwill is no longer amortized, but is tested for impairment upon adoption and at least annually thereafter. The
Company’s other intangible assets relate to non-competition agreements and continue to be amortized over the lives of
the agreements which primarily are five years. The non-competition agreements are included in other assets.

In accordance with SFAS 142, the Company discontinued the amortization of goodwill effective July 1, 2001. Had
goodwill amortization not been recorded in the years ended June 30, 2001 and 2000, operating income would
have increased to $58,471 and $60,683; net income to $30,902 and $33,474; and net income per share to $1.55 and
$1.62, respectively.

For purposes of completing impairment testing upon adoption of SFAS 142, the Company determined the fair value
of its reporting units utilizing discounted cash flows models and relative market multiples for comparable businesses. The
Company compared the fair value of each of its reporting units to its carrying value. This evaluation indicated that good-
will associated with its fluid power business was impaired. This impairment is primarily attributed to a downturn in the
industrial economy in the vears following the Company’s fluid power business acquisitions. A non-cash charge totaling
$17,600, $12,100 after tax, was recorded as the cumulative effect of a change in accounting principle effective July 1,
2001 to write-off the remaining goodwill relating to the fluid power business.



NOTE2>

The changes in the carrying amount of goodwill for the years ended June 30, 2002 and 2001, are as follows:

Service Center Based Fluid Power

Distribution Segment Business Total

Balance at July 1, 2000 $47,552 $15,157 $62,709
Goodwill of acquired businesses 3,500 3,500
Adjustments of preliminary goodwill of prior year acquisition (524) (524)
Amortization (2,413) (1,057) (3,470)
Currency transiation adjustment (194) (194)
Balance at June 30, 2001 44,421 17,600 62,021

Transitional impairment loss (17,600) (17,600)
Goodwill of acquired businesses 1,989 1,989
Balance at June 30, 2002 $46,410 $ 0 $46,410

As of June 30, 2001, prior to adoption of SFAS 142, accumulated goodwill amortization totaled $13,069.

Inventories
Domestic inventories are valued at the lower of cost or market, using the last-in, first-out (LIFO) method, and forecign
inventories are valued using the average cost method. See Note 3 for further information regarding inventories.

Depreciation
Depreciation of buildings and equipment is computed using the straight-line method over the estimated useful lives of
the assets. Buildings and related improvements are depreciated over 10 to 30 vears and cquipment over 3 to 8 years.

Revenue Recognition
Sales are recognized when products are shipped or delivered to the customer.

Income Taxes

Income taxes are determined based upon income and expenses recorded for financial reporting purposes. Deferred
income taxes are recorded for estimated future tax effects of differences between the bases of assets and liabilities for
financial reporting and income tax purposes giving consideration to enacted tax laws.

Net Income Per Share
The following is a computation of the basic and diluted earnings per share:

Year Ended June 30

2002 2001 2000

Net Income
income Before Cumulative Effect of Accounting Change $14,755 $28,048 $31,048
Cumulative effect of accounting change (12,100)
Net Income $ 2,655 $28,048 $31,048
Average Shares Outstanding
Weighted average common shares outstanding

for basic computation 19,079 19,589 20,439
Dilutive effect of stock based options and awards 338 335 248
Weighted average common shares outstanding

for dilutive computation 19.417 19,924 20,687
Net income Per Share - Basic
Before cumulative effect of accounting change $0.77 $1.43 $1.52
Cumulative effect of accounting change (0.63)
Net Income Per Share — Basic $0.14 $1.43 $1.52
Net Income Per Share - Diluted
Before cumulative effect of accounting change $0.76 $1.41 $1.50
Cumulative effect of accounting change (0.63)
Net Income Per Share - Diluted $0.13 $1.41 $1.50

New Accounting Standard

In August 2001, the Financial Accounting Standards Board issued SFAS 144, “Accounting for Impairment or Disposals
of Long-Lived Assets”. The Company will adopt SFAS 144 as of July 1, 2002, but does not believe the statement will
have a material impact on the consolidated financial statements. ’

BUSINESS COMBINATIONS
During the year ended June 30, 2002, the Company acquired the stock of a Mexican distributor of bearing and power
transmission products for $3,200. Results of the business operations are included in our Service Center Based
Distribution segment. Non-tax deductible goodwill of $1,989 and other intangible assets, primarily non-competition
agreements of $350, were recognized in connection with this combination.

During the year ended June 30, 2001, the Company acquired the stock of Air Draulics Engineering Company,
a U.S. based distributor of fluid power products, for $7,300. Goodwill, based on allocations of fair values to assets and
liabilities acquired, of $3,500 was recognized in connection with this combination.

Effective June 1, 2000, the Company acquired certain assets of Dynavest Corporation, a Canadian distributor of bear-
ings, power transmission, fluid power and industrial rubber products. In December 1999, the Company acquired certain

19




: assets of a U.S. based distributor of bearings and power transmission components. The total purchase price of these
= acquisitions was $37,803, including notes pavable to the sellers totaling $3,282. The Canadian acquisition’s operating '
. results have been included in the Company’s consolidated income statement from the beginning of fiscal 2001. The

- Company recorded goodwill totaling $6,800 from these acquisitions, representing the excess of the purchase price over

‘ assets acquired.

b Results of operations of all of the above acquisitions, which have all been accounted for as purchases, are included in

k the accompanying consolidated financial statements from their respective acquisition dates. The results of operations for

b these acquisitions are not material for all years presented.

b NOTE3> INVENTCRIES

Inventories consist of the following:

3 June 30

; 2002 2001

U.S. inventories at current cost $259,145 $283,215

] Foreign inventories at average cost 18,527 17,250

1; 277,672 300,465

| Less: Excess of current cost over LIFO cost for U.S. inventories 111,589 108,895
Inventories on consolidated balance sheet $166,083 $191,570

] Reductions in inventories during the fiscal year ended June 30, 2002 resulted in liquidation of LIFO inventory quanti-
i ties carried at lower costs prevailing in prior years. The effect of these liquidations for the year ended June 30, 2002
increased gross profit by $915, net income by $546 and diluted net income per share by $.03.

NOTE4> OTHER BALANCE SHEET INFORMATION

] Other assets consist of the following:

| June 30

] 2002 2001

‘ Deferred tax assets — non-current $13,032 $ 6,789
Deposits and investments 3,634 3,624
Non-competition agreements, net of accumulated

amortization of $7,044 and $5,393 1,874 3,092

Other 5,463 6,605
Total $24,003 $20,110

9

4
E
E
E
3
P
F
=
-

Y

Substantially all investments have fair values approximately equal to their carrying values. Amortization expense for the
non-competition agreements totaled $1,651 in 2002 and $1,587 in 2001. Estimated amortization expense is $640 for

2003; $480 for 2004; $370 for 2005 and $384 after 2005.

Other current liabilities consist of the following:

i June 30

7 2002 2001
Accrued income and other taxes $ 9,689 $ 4,610
] Accrued self insurance liabilities 5,008 4,807
3 Deferred tax liabilities — current 1,850 5,573
Other 10,174 12,724
Total $26,821 $27,814

: NOTE S > DEBT

The Company has a committed revolving credit agreement expiring November 2003 with a group of banks. This
agreement provides for unsecured borrowings of up to $150,000 at various interest rate options, none of which is in
excess of the banks’ prime rate at interest determination dates. The Company had no borrowings outstanding under this
facility at June 30, 2002. Fees on this facility range from .12% to .40% per vear on the average amount of the total revolv-
ing credit commitments during the year. This facility enables the Company to refinance short-term debt on a long-term
basis. Accordingly, the current portion of long-term borrowings intended to be refinanced are classified as long-term
debt. Unused lines under this facility totaling $144,805 are available to fund future acquisitions or other capital and oper-
ating requirements.
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The Company also has a $15,000 short-term uncommitted line of credit with a commercial bank. This agreement
provides for payment of interest at various interest rate options, none of which is in excess of the bank’s prime rate at
interest determination dates. The Company had no borrowings outstanding under this facility at June 30, 2002.

Long-term debt consists of: June 30
2002 2007
Revolving credit facility, effective rate 4.3% $ 21,351
7.98% Private placement debt, due at maturity in November 2010 $25,000 25,000
7.82% Senior unsecured term notes, due in
semi-annual installments of $5,714 through December 2002 5,714 17,143
6.6% Senior $50,000 unsecured term notes, due at maturity in
December 2007, including effects of interest rate swaps (See Note 6) 52,764 50,000
Total $83,478 $113,494

The revolving credit facility, private placement debt and senior unsecured term notes contain restrictive covenants
regarding liquidity, tangible net worth, financial ratios and other covenants. At June 30, 2002, the most restrictive of
these covenants required- that the Company maintain a minimum consolidated net worth of $264,505. Based upon
current market rates for debt of similar maturities, the Company estimates that the fair value of its debt is greater than
its carrying value at June 30, 2002 by approximately $1,510.

In November 2000, the Company refinanced $25,000 of its debt incurred in connection with its Canadian acquisi-
tion, which debt was previously financed under its revolving credit facility, through a private issuance of senior notes.
Fixed annual interest of 7.98% is paid quarterly and principal is due at maturity in November 2010.

In October 2000, the Company entered into an agreement with the Prudential Insurance Company of America for
an uncommitted shelf facility to borrow up to $100,000 in additional long-term financing, at the Company’s sole
discretion, with terms of up to twelve vears. At June 30, 2002, there were no borrowings under this agreement.

NOTE @> RISK MANAGEMENT ACTIVITIES
The Company is exposed to market risks, primarily resulting trom changes in interest rates and currency exchange rates.
To manage these risks, the Company may enter into derivative transactions pursuant to the Company’s written policy.
These transactions are all accounted for in accordance with SFAS 133, “Accounting for Derivative Instruments and
Hedging Activities”. The Company does not hold or issue derivative financial instruments for trading purposes.

In November 2001, the Company entered into an interest rate swap agreement with a domestic bank. This agreement
effectively converted the fixed interest rate on the $50,000, 6.6% senior unsecured term notes to a floating variable rate
based on LIBOR. Terms and settlement dates mirrored terms of the 6.6% senior unsecured term notes and the swap was
designated as a fair value hedge. The fair value changes in the notes were fully offset in interest expense by the fair value
changes in the swap. At June 30, 2002, the fair value of the interest rate swap was recorded as an other current asset of
$970 and the change in fair value of the related underlying debt obligation was recorded as an increase in long-term debt.
In August 2002, the Company terminated its November 2001 interest rate swap agreement for a favorable settlement of
$2,800. This gain will be amortized as a reduction in interest expense over the remaining life of the notes which mature
in December 2007.

In July 2001, the Company entered into an interest rate swap agreement with a domestic bank. This agreement effec-
tively converted the fixed interest rate on $47,000 of the $50,000, 6.6% senior unsecured term notes to a floating vari-
able rate based on LIBOR. Terms and settlement dates mirrored terms of the 6.6% senior unsecured term note and the
swap was designated as a fair value hedge. On October 1, 2001, the Company terminated the swap agreement for a favor-
able settlement of $2,100. This gain is being amortized as a reduction of interest expense over the remaining life of the
notes which mature in December 2007.

In November 2000, the Company entered into two 10 vear cross-currency swap agreements to manage its foreign
currency risk exposure on private placement borrowings related to its wholly owned Canadian subsidiary. The cross cur-
rency swaps effectively convert $25,000 of debt, and the associated interest payments, from 7.98% fixed rate U.S. dollar
denominated debt to 7.75% fixed rate Canadian dollar denominated debt. The terms of the two cross-currency swaps
mirror the terms of the private placement borrowings.

The Company has designated one of the cross-currency swaps, with a $20,000 U.S. notional amount, as a foreign cur-
rency cash flow hedge. The fair value of the cross-currency swap was $854 at June 30, 2002 which is recorded in other
current assets and the relared unrealized gain is recorded in accumulated other comprehensive income (net of tax). The
second cross-currency swap, however, has not been designated as a hedging instrument under the hedge accounting pro-
visions of SFAS 133. The fair value of this cross-currency swap was $214 at June 30, 2002 and $126 at June 30, 2001.
Changes in the fair value of this derivative instrument are recorded in earnings as a component of other income, net.
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i noTE £ > INCOME TAXES

; Provision
The provision {benefit) for income taxes consists of:
E Year Ended June 30
2002 2001 2000

i Current
4 Federal $12,350 $17,550 $20,206
! State 1,450 1,450 2,180
] Foreign 200 100
] Total current 14,000 19,100 22,386
Deferred
3 Federal (4,500) (900) (2,706)
] State (600) (200) (180)
| Foreign 100 (700)
1 Total deferred (5,000) (1,800) (2,886)

Total $ 9,000 $17,300 $19,500

The exercise of non-qualified stock options during fiscal 2002, 2001 and 2000 resulted in $605, $374 and $33, respec-
tively, of income tax benetits to the Company derived from the difterence between the market price at the date of exer-
cise and the option price. The accelerated vesting of Performance Accelerated Restricted Stock (“PARS”) and other
restricted stock awards in fiscal 2002 resulted in incremental tax expense of $169 over the amounts previously reported
for financial reporting purposes. Accelerated vesting of PARS in fiscal 2001 and 2000 resulted in $57 and $62, respec-
tively, of incremental income tax benefits over the amounts previously reported for financial reporting purposes. These

b

]

b tax benefits and expense were recorded in additional paid-in capital.

Effective Tax Rates
E The following is a reconciliation between the federal statutory income tax rate and the Company’s effective tax rate:

5 Year Ended June 30
3 2002 2001 2000 u
- Statutory tax rate 35.0% 35.0% 35.0%

b Effects of:

j State and local income taxes 2.4 1.8 2.6

1 Non-deductible expenses 14 2.6 1.8

4 International income taxes (.1) (.9)

E Other, net (.8) (4) (.8)

3 Effective tax rate 37.9% 38.1% 38.6% 1
. i
5 Balance Sheet

9 The significant components of the Company’s deferred tax assets (liabilities) are as follows:

. June 30

2002 2001 ]
inventories $(10,491) $(13,200) 3
] Depreciation and differences in property bases (5,966) (5,625) g
; Compensation liabilities not currently deductible 10,682 10,960 '
4 Reserves not currently deductible 7,723 5,668 :
3 Goodwill 7,051 1,982 .
a3 Net operating loss carry forward, expiring 2009 and 2008 1,427 821 -
] Other 656 609 .
E Net deferred tax asset $11,082 $ 1,215

E!

> SHAREHOLDERS' EQUITY

Stock Incentive Plans

The 1997 Long-Term Performance Plan (the “1997 Plan”) provides for granting of stock options, stock awards, cash
] awards, and such other awards or combination thereof as the Executive Organization and Compensation Committee of
the Board of Directors may determine. The number of shares of common stock which may be awarded in each fiscal year
5- under the 1997 Plan is two percent (2%) of the total number of shares of common stock outstanding on the first day of
; each vyear for which the plan is in effect. Common stock available for distribution under the 1997 Plan, but not distrib-
uted, may be carried over to the following year. Shares available for future grants at June 30, 2002 and 2001 were
253,000 and 159,000, respectively.

Under the 1997 Plan, the Company has awarded PARS, restricted stock and /or stock options to officers, other key
associates and members of the Board of Directors. PARS and restricted stock award recipients are entitled to receive div-
idends on, and have voting rights with respect to their respective shares, but are restricted from selling or transferring the
shares prior to vesting. The PARS vest after a period of six years, with accelerated vesting based upon achievement of cer-
tain return on asset objectives or minimum stock price levels. Restricted stock awards vest 25% each year. The aggregate
fair market value of the PARS and restricted stock is considered unearned compensation at the time of grant and is amor-
tized over the vesting period or until such time as acceleration of vesting takes place.
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NOTE9>

At June 30, 2002, the Company had outstanding stock options granted under the 1997 Plan. In general, the stock
options vest over a period of 4 vears and expire after 10 years. The Company applies APB Opinion No. 25 and related
interpretations in accounting for options granted under the 1997 Plan. Had the Company accounted for options
granted based on fair value at the grant dates for awards under the 1997 Plan consistent with the method of SFAS 123,
the Company’s net income and net income per share would have been reduced to $1,334 and $.07 in 2002, $26,882
and $1.35 in 2001 and $30,003 and $1.45 in 2000.

Disclosures under the fair value method are estimated using the Black Scholes option pricing model. The assumptions
used for grants issued in 2002, 2001 and 2000 are:

2002 2001 2000

Expected life 7 years 7 years 7 years

Risk free interest rate 4.9% 5.0% 6.6%

Dividend yield 3.0% 3.0% 3.0%

Volatility 2%.1% 28.9% 28.8%

Information regarding these option plans is as follows:
2002 2001 2000

Weighted- Weighted- Weighted-

Average Average Average

Exercise Exercise Exercise

(Share amounts in thousands) Shares Price Shares Frice Shares FPrice

Outstanding, beginning of year 2,124 $16.10 1,870 $15.03 1,464 $14.67

Granted 401 17.86 457 18.96 476 16.27

Exercised (226) 11.57 (110) 9.33 (21) 12.79

Expired/canceled (100) 17.82 93) 16.72 (49) 17.27

Qutstanding June 30 2,199 $16.80 2,124 $16.10 1,870 $15.03

Options exercisable June 30 1,322 $16.25 1,178 $15.05 928 $14.01
Weighted-average fair value

of options granted
during the year $ 4.65 $ 5.41 $ 5.15

The following table summarizes information about stock options outstanding at June 30, 2002:

Options Outstanding Options Exercisable

Weighted- Weighted- Weighted-

Average Average Average

Ranges of Number Remaining Exercise Number Exercise

Exercise Prices Outstanding  Life (in years) Price Exercisable Price

$ 9-3%13 69 1.1 $ 9.75 69 $ 9.75

13- 17 955 5.4 15.02 695 14.67

17 - 21 1,141 7.2 18.42 524 18.50

21 - 28 34 5.5 26.94 34 26.94
Total 2,199 1,322

At June 30, 2002, exercise prices for outstanding options ranged from $9.75 to $27.50 per share.

Sharcholder Rights

In 1998 the Company’s Board of Directors adopted a Shareholder Rights Plan and declared a dividend distribution ot one
preferred share purchase right for each outstanding share of Company common stock. The rights become exercisable only
if a person or group acquires beneficial ownership or commences a tender or exchange offer for 20% or more of the
Company’s common stock, unless the tender or exchange offer is for all outstanding shares of the Company upon terms
determined by the Company’s continuing directors to be in the best interests of the Company and its shareholders.
When exercisable, the rights would entitle the holders (other than the acquirer) to buy shares of the Company’s common
stock having a market value equal to two times the right’s exercise price or, in certain circumstances, to buy shares of the
acquiring company having a market value equal to two times the right’s exercise price.

Treasury Shaves
At June 30, 2002, 756,000 shares of the Company’s common stock held as treasury shares are restricted as collateral
under escrow arrangements relating to certain change in control and director and officer indemnification agreements.

BENEFIT PLANS
Retivement Savings Plan
Substantially all associates of the Company’s U.S. subsidiaries can participate in the Applied Industrial Technologies, Inc.
Retirement Savings Plan. The Company makes a discretionary profit-sharing contribution to the Retirement Savings Plan
generally based upon a percentage of the Company’s income before income taxes and before the amount of the contri-
bution. The Company also partially matches 401(k) contributions by participants, who may elect to contribute up to 50
percent of their compensation. The matching contribution is made with the Company's common stock and is determined
quarterly using rates based on achieving certain quarterly earnings per share levels.

The Company’s expense for contributions to the above plan was $2,841, $6,038, and $4,837 for the years ended June
30, 2002, 2001, and 2000, respectively.
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Deferved Compensation Plans

The Company has deferred compensation plans that enable certain associates of the Company to defer receipt of a
portion of their compensation and non-employee directors to defer receipt of director fees. The Company funds these
deferred compensation liabilities by making contributions to rabbi trusts. Contributions consist of Company common
stock and investments in money market and mutual funds.

YR ORY TV VP N G Y

Postemployment Benefit Plans
The following table provides summary disclosure of the Company’s Supplemental Executive Retirement Benefits Plan,
qualified retirement plan, salary continuation benefits and retiree medical benefits:

|

E Pension Benefits Other Benefits

2002 2001 2002 2001

E Change in benefit obligation:

3 Benefit obligation at beginning of the year $ 19,218 3 14,645 $ 4,508 $ 3,297

. Service cost 628 482 57 52

4 Interest cost 1,732 1,235 306 239

= Benefits paid (2,236) (1,996) (281) (196)

3 Amendments 252 2,262 150

4 Actuarial (gain) loss during year {(1,080) 2,580 (496) 1,116

. Benefit obligation at June 30 $ 18,514 § 19,218 $ 4,244 $ 4,508

] Change in plan assets:

> Fair value of plan assets at beginning of year $ 2,166 $ 1,943

] Actual return on plan assets (140) 4

Employer contribution 3,471 2,215 $ 281 $ 196

] Benefits paid {2,236) (1,996) (281) (196)

4

] Fair value of plan assets at June 30 $ 3,261 $ 2,166 $ 0 $ 0

) Reconciliation of funded status:

! Funded status ${15,253) $(17,051) $ (4,2448) $ (4,508)

Unrecognized net (gain) loss 2,269 3,194 (189) 322

: Unrecognized prior service cost 3,846 4,051 293 171

4 Accrued pension cost at year end $ (9,138) § (9,806) $ (4,149) $ (4,015)

‘ Amounts recognized in the balance sheet

3 at June 30 consist of:

4 Prepaid benefit cost $ 1,408

> Accrued benefit liability (12,511)  $(13,708) $ (4,140) $ (4,015)

4 Intangible asset 1,965 3,437

3 Minimum pension liability 465

4 Net amount recognized $ (9,138) § (9,806) $(4,140)  §(4,015)

Weighted-average assumptions as of June 30:

: Discount rate 6.5% 7.0% 7.0% 7.0%

Expected return on plan assets 8.0% 9.0% N/A N/A

Rate of compensation increase 5.5% 5.5% N/A N/A

1 Pension Benefits Other Benefits

; 2002 2001 2000 2002 2001 2000

1 Components of

net periodic benefit cost:

Service cost $ 628 $ 482 $ 454 $ 57 $ 52 3 71

] Interest cost 1,732 1,235 1,096 306 239 254

b Expected return on plan assets {(172) (196) (166)

: Recognized net actuarial (gain) loss 157 71 77 13 42) (15
Amortization of prior service cost 458 373 236 29 29 26
Net periodic pension cost $ 2,803 $ 1,965 $ 1,697 $ 405 $ 278 § 336

The assumed health care cost trend rates used in measuring the accumulated benetit obligation for post-retirement
benefits other than pensions as of June 30, 2002 and 2001 were 9.5% decreasing to 5.5% by 2010. A one-percentage
point change in the assumed health care cost trend rates would have had the following effects as of June 30, 2002 and
for the year then ended:

One-Percentage One-Percentage
Point Increase Point Decrease
Effect on total service and interest cost
components of periodic expense $ 48 $ (40)
Effect on post-retirement benefit obligation $411 $(322)
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NOTE >

Supplemental Executive Retivement Benefits Plan

The Company has a non-qualified pension plan to provide supplemental retirement benefits to certain officers. Benefits
are pavable at retirement based upon a percentage of the participant's compensation. The plan specifies minimum
annual retirement benefits for certain participants.

Qualified Retivement Plan
The Company has a qualified defined benefit plan that provides benefits to certain hourly employees at retirement. The
benefits are based on length of service and date of retirement.

Salary Continuation Benefits

The Company has agreements with certain retirees to pay monthly retirement benefits for a period not in excess of 15
years. The discount rate used in determining the benefit obligation was decreased to 5.5% at June 30, 2002 from 7.0%
at June 30, 2001 to reflect current market rates.

Retiree Medical Benefits

The Company provides health care benetits to eligible retired associates who elect to pay the Company a specified
monthly premium. Premium pavments are based upon current insurance rates for the type of coverage provided and are
adjusted annually. Certain monthly health care premium payments are partially subsidized by the Company. Additionally,
in conjunction with a fiscal 1998 acquisition, the Company assumed the obligation for a post-retirement medical bene-
fit plan which provides health care benefits to eligible retired associates at no cost to the individual.

> COMMITMENTS, LEASE OBLIGATICNS AND RENT EXPENSES

The Company leases its corporate headquarters facility along with certain service center and distribution center facilities,
vehicles and equipment under non-cancelable lease agreements accounted for as operating leases. The minimum annual
rental commitments under operating leases are $18,036 in 2003; $12,888 in 2004; $9,794 in 2005; $6,848 in 2006,
$5,168 in 2007 and $26,113 after 2007. The Company also has a construction and lease facility where properties were
constructed by the lessor and leased to the Company under operating lease arrangements. Since the resulting leases are
operating leases, no debt obligation is recorded on the Company’s balance sheet. These leases expire in September 2003
and permit the Company to purchase the facilities for $7,500. If the Company does not exercise this option, the leases
contain residual value guarantee provisions obligating the Company for up to $6,000 at lease termination.

In connection with the construction and lease of the corporate headquarters facility, the Company has guaranteed
repayment of $5,678 of bonds issued by Cuyahoga County and the Cleveland-Cuyahoga County Port Authority as
lessor. The Company also guarantees up to $3,000 of long-term debt related to a joint venture.

Rental expenses incurred for operating leases, principallv from leases for real property, vehicles and computer
equipment was $27.922 in 2002, $26,122 in 2001, and $20,327 in 2000.

The Company had outstanding letters of credit of $5,195 at June 30, 2002. These letters of credit secure certain
insurance obligations.

SEGMENT INFORMATION

The Company has identified one reportable segment: Service Center Based Distribution. The Service Center Based
Distribution segment provides customers with solutions to their immediate maintenance, repairs and original equipment
manufacturing needs through the distribution of industrial products including bearings, power transmission components,
fluid power components, industrial rubber products, linear motion products, general maintenance and specialty items.
The “Other” column consists of the aggregation of all other non-service center based distribution operations that sell
directly to customers, including fluid power and electrical shop businesses.

The accounting policies of the segments are the same as those described in Note 1. Certain reclassifications have been
made to prior year amounts to be consistent with the current year presentation. Intersegment sales are not significant.
All current segment operating results are in the United States, Canada, Mexico and Puerto Rico. Operations in Canada,
Mexico and Puerto Rico represent approximately 5.9% of the total net sales of Applied, and therefore, are not present-
ed separately. In addition, approximately 34% of these operations’ net sales are included in the “Other” segment refated
to the fluid power business. The long-lived assets located outside of the United States are not material.
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Segment Financial Information:

Service Center

_ Based Distribution Other Total
3 Year Ended June 30, 2002

4 Net sales $ 1,354,793 $91,776 $ 1,446,569
4 Operating income (loss) 29,015 (2,049) 26,966
b Assets used in the business 508,283 26,283 534,566
Depreciation 14,749 545 15,294
j Capital expenditures 9,773 277 10,050
Year Ended June 30, 2001

Net sales $1,527,936 $97,819 $1,625,755
] Operating income (loss) 45,425 (1,852) 43,473
] Assets used in the business 534,817 44,037 578,854
Depreciation 15,460 904 16,364
] Capital expenditures 9,213 2,518 11,731
E Year Ended June 30, 2000

3 Net sales $1,541,257 $59,827 $ 1,601,084
b Operating income (loss) 68,116 (858) 67,258
: Assets used in the business - 552,954 41,713 594,667
] Depreciation 16,989 511 17,500
3 Capital expenditures 6,870 2,540 9,510
P A reconciliation from the segment operating profit to the consolidated balance is as follows:

Year Ended June 30

]

2062 2001 2000
‘ Operating income for reportable segment $29,015 $45,425 368,116
3 Other operating income (loss) (2,049) (1,952) (858)
. Adjustments for:

E Goodwill and other intangibles amortization (1,651) (5,057) (4,296)
5 Corporate and other income (expense), net (a) 5,519 16,585 (5,183)
F Total operating income 30,834 55,001 57,779
7 Interest expense, net 6,738 9,105 7,512
9 Other income (expense) (341) (548) 281
4 Income before income taxes $23,755 $45,348 $50,548
]

5 (a) The change in corporate and other income (expense), net is due to various changes in the levels and amounts of
. expenses being allocated to the segments. The expenses being allocated include miscellaneous corporate charges for
- working capital, logistics support and other items.

Net sales by product category are as follows:

Year Ended June 30

] 2002 2001 2000
Industrial $ 1,223,931 $ 1,396,170 $1,412,006
1 Fluid power (b) 218,778 226,535 187,191
3 Other 3,860 3,050 1,887

Net sales $ 1,446,569 $ 1,625,755 $1,601,084

(b) The fluid power product category includes sales of hydraulic, pneumatic, lubrication and filtration components and

1 systemns and repair services through the Company’s service centers as well as the fluid power businesses. Beginning in

i 2002, the net sales of hydraulic hose and fittings were reclassed from the industrial product category to the fluid power
;] product category. Prior year amounts have been restated to reflect the reclass.

NOTE ﬂ> LITIGATION

E The Company is a party to various pending judicial and administrative proceedings. Based on circumstances currently
] known, the Company does not believe that any liabilities that may result from these proceedings are reasonably likely to
] have a material adverse effect on the Company’s consolidated financial position, results of operations, or cash flows.




Deloitte
& Touche

D[ﬁ]@j@ﬁ@@m@j@mﬁ Aualitors’ Report  Sharcholders and Board of Directors
Applied Industrial Technologies, Inc.

We have audited the accompanying consolidated balance

sheets of Applied Industrial Technologies, Inc. and its
subsidiaries (the “Company”) as of June 30, 2002 and 2001, and the related
statements of consolidated income, sharcholders’ equity, and cash tlows for
each of the three vears in the period ended June 30, 2002. These financial
statements are the responsibility of the Company’s management. Our
responsibility is to express an opinion on these financial statements based on
our audits.

We conducted our audits in accordance with auditing standards generally
accepted in the United States of America. Those standards require that we plan
and perform the audit to obtain reasonable assurance about whether the finan-
cial statements are free of material misstatement. An audit includes examining,
on a test basis, evidence supporting the amounts and disclosures in the finan-
cial statements. An audit also includes assessing the accounting principles used
and significant estimates made by management, as well as evaluating the
overall financial statement presentation. We believe that our audits provide a
reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all
material respects, the financial position of the Company at June 30, 2002 and
2001, and the results of its operations and its cash flows for each of the three
vears in the period ended June 30, 2002, in conformity with accounting prin-
ciples generally accepted in the United States of America.

As discussed in Note 1 to the consolidated tinancial statements, effective
July 1, 2001, the Company changed its method of accounting for goodwill as
a result of the adoption of Statement of Financial Accounting Standards No.
142, “Goodwill and Other Intangible Assets.”

/) eboits+ Toucdio ZZP

Cleveland, Ohio
August 6, 2002
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David L. Pugh zel
Chairman & Chief Executive Officer

2 L D

Bill L. Purser
President & Chief Operating Officer

gf&o, I Y

John R. Whitten

Vice President, Chief Financial Officer & Treasure

14 O Cadks

Mark O. Eisele
Vice President & Controller

Responsibility for the integrity, objectivity and disclosure of the financial information pre-
sented in this Annual Report rests with the management of Applied Industrial
Technologies. The accompanying financial statements were prepared in conformity with
generally accepted accounting principles appropriate in the circumstances based upon our
best estimates and judgments, and giving due consideration ro materiality.

To the best of our knowledge, the Consolidated Financial Statements and accompany-
ing footnotes do not contain any untrue statements of material fact, nor does it omit to
state any material fact necessary to make the financial statements not misleading,.

Applied Industrial Technologies maintains accounting systems and related controls
which, in the opinion of management, provide reasonable assurance that transactions are
executed in accordance with management’s authorization, that financial statements are
prepared in accordance with generally accepted accounting principles, and that assets are
properly accounted for and safeguarded. An important element of the control environment
is the Company’s ongoing utilization of an internal audit program.

To assure the effective administration of internal control, we carefully select and train
our employees, develop and disseminate written policies and procedures, provide appro-
priate communication channels, and foster an environment conducive to the effective func-
tioning of controls and continuous improvement. We believe that it is essential for the
Company to conduct its business affairs in accordance with the highest ethical standards,
as set forth in our written policies and procedures. These guidelines are distributed to
employee associates to assure that they are understood and followed.

Deloitte & Touche LLP, independent auditors, are retained to audit the consolidated
financial statements of the Company. Their accompanying report is based on an audit
conducted in accordance with generally accepted auditing standards, including a review of
the internal control structure and tests of accounting procedures and records.

The Board of Directors, through its audit committee composed solely of independent
directors, is responsible for reviewing, monitoring and overseeing the integrity and
reliability of the Company’s financial reports and accounting practices and the effectiveness
of its system of internal controls. Deloitte & Touche LLP and the Company’s internal
auditors meet regularly with, and have access to, this committee, with and without
management present, to discuss financial matters and the results of their audit work.
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Applied Industrial Technologies, inc. and Subsidiaries

Quarterly Operating Results and Market Data (Unaudited)

Per Common Share (C)

Income Income
Before Before Net Price Range
Net Gross Operating Cumulative Net | Cummulative | Income - Cash
) Sales Profit income Effect | Income (loss) Effect Diluted | Dividend High Low
(Dollars in thousands,
except per share amounts)
2002 (A)
First Quarter (B) $ 367,990 $ 92,431 $10,112 $ 4,889 $(7,211) $0.25 | $(0.38) | $0.12| $19.13 | $16.50
Second Quarter 347,550 87,013 6,032 2,918 2,918 0.15 0.15 0.12 19.46 16.00
Third Quarter 361,542 91,870 5,833 2,707 2,707 0.14 0.14 0.12 20.91 17.28
Fourth Quarter 369,487 94,376 8,857 4,241 4,241 0.22 0.22 0.12 21.25 18.61
$1,446,569 | $365,690 | $30,834 | $14,755 | $ 2,655, $0.76 | $0.13 | $0.48
2001 (A)
First Quarter $ 420,876 $104,454 $14,251 $ 7,231 $ 7.231 $0.36 $0.36 $0.12 | $18.31 | $15.69
Second Quarter 405,438 103,902 15,134 7,362 7,362 0.37 0.37 0.12 21.00 15.88
Third Quarter 408,839 102,037 13,236 6,956 6,956 0.35 0.35 0.12 20.69 16.25
Fourth Quarter 390,602 98,906 12,380 6,499 6,499 0.33 0.33 012 19.18 15.65
$1,625,755| $409,299 | $55,001 | $28,048 | $28,048| $1.41| $1.41 | 5048
2000 (A)
First Quarter $ 387,904 $ 93,765 $12,138 $ 5,862 $ 5,862 $0.28 $0.28 $0.12 | $19.06 | $14.38
Second Quarter 379,670 92,687 12,060 6,233 6,233 0.30 0.30 0.12 17.88 15.06
Third Quarter 420,897 103,022 15,531 8,304 8,304 0.40 0.40 0.12 18.19 15.00
Fourth Quarter 412,613 102,116 18,050 10,649 10,649 0.53 0.53 0.12 18.13 14.31
$1,601,084 | $391,590 | $57,779 | $31,048  $31,048| $1.50| $1.50 | $0.48

(A) Cost of sales for interim financial statements are computed using estimated gross profit percentages which are adjusted throughout the year based upon available information.
Adjustments to actual cost are primarily made based upon the annual physical inventory and the effect of year-end inventory quantities on LIFO costs. Adjustments in 2002, 2001
and 2000 increased gross profit by $3,171, $2,850 and $2,924; net income by $1,868, $1,676 and $1,708 and diluted net income per share by $.10, $.08 and $.08, respectively.
Reductions in inventories during the fiscal year ended June 30, 2002 resufted in liquidations of LIFO inventory quantities carried at lower costs prevailing in prior years. The effect of
these liguidations for the year ended June 30, 2002 increased gross profit by $815, net income by $546 and diluted net income per share by $.03.

(B) Effective July 2001, the Company adopted SFAS142, “Goodwill and Other Intangible Assets.” Upon adoption, the Company determined that goodwill associated with its fluid
power business was impaired. A non-cash charge totaling $17,600, $12,100 after tax, has been recorded as a change in accounting principle effective July 1, 2001 to write-off the
remaining goodwill relating to the fluid power business. See Note 1 to the Consolidated Financial Statements for additional information.

(C) On August 16, 2002, there were 6,489 shareholders of record, including 3,760 shareholders in the Applied Industrial Technologies, Inc. Retirement Savings Plan. The Company's
common stock is listed on the New York Stock Exchange. The closing price on August 16, 2002 was $16.49 per share.
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Applied Industrial Technologies, Inc. and Subsidiaries

10 Year Sumnmmary

2002 2001 2000 1999
] (Dollars in thousands, except per share amounts and statistical data)
# Consolidated Operations-
E Year Ended June 30
A Net sales $ 1,446,569 $ 1,625,755 $ 1,601,084 $ 1,555,424
{ Operating income 30,834 55,001 57,779 42,269
4 Income before cumulative effect
3 of accounting change 14,755 28,048 31,048 19,933
Net income 2,655 28,048 31,048 19,933
Per share data
4 Income before cumulative effect
4 of accounting change
Basic 77 1.43 152 93
Diluted 76 1.41 1.50 93
Net Income
: Basic 14 1.43 1.52 93
] Diluted 13 1.41 1.50 .93
Cash dividend 48 48 48 48
b Year-End Position - June 30
: Working capital $ 250,644 $ 279,007 $ 255,132 $ 258,730
E Long-term debt 83,478 113,494 112,168 126,000
: Total assets 534,566 578,854 594,667 574,349
4 Shareholders' equity 298,147 311,518 299,331 293,586
Year-End Statistics - June 30
] Current ratio 2.9 3.2 2.6 3.0
Operating facilities 449 469 478 444
Shareholders of record (A) 6,455 6,697 6,548 6,869

(A) Includes participant-shareholders in the Applied Industrial Technologies, Inc. Retirement Savings Plan, and since 1998, shareholders in the Automatic Dividend Reinvestment Plan.

] NET iINCOME PER SHARE NET SALES
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1998 1997 1996 1995 1994 1993
$ 1,518,615 $1,182,152 $1,164,778 $1,073,875 $ 952,489 $ 845,125
58,520 50,599 49,281 36,923 27,817 20,521
30,125 27,092 23,334 16,909 12,687 8,927
30,125 27,092 23,334 16,909 12,687 8,927
1.40 1.47 1.26 97 75 55
1.38 1.44 1.25 .96 73 .54
1.40 1.47 1.26 97 75 55
1.38 1.44 1.25 .96 73 54
47 A1 .36 31 29 .29
$ 221,766 $ 164,723 $ 151,956 $ 153,555 $ 144,605 $ 130,860
30,000 51,428 62,857 74,286 80,000 80,000
606,091 384,114 404,072 359,231 343,519 315,935
299,502 212,874 192,264 169,760 150,491 134,940
2.1 2.4 2.1 2.4 2.4 2.4
449 377 376 374 368 346
6,731 4,676 4,636 4,379 4,478 4,449
NET INCOME DIVIDENDS PER SHARE SHAREHOLDERS' EQUITY
(Dollars in Millions) (Dollars) . 2 o7 2 B (Doltars in Millions)
35 50 S 3 3 3 3 350 . P
30 - v'?" 5 3 3 300 § § § 2 §
- B A 40 -
25 2 2 250 o
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13 'é - 20 150 E E
0 B 100
. g 10 o
0 0 o]
93 94 95 95 97 98 99 00 01 02 93 94 95 9 97 98 99 0D 01 02 93 94 95 96 97 98 99 00 01 02
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Directors 2002

Committees of the Board

(1) Executive Committee
(2) Executive Organization and

Compensation Committee

(3) Audit Committee
(4) Corporate Governance Committee
(5) Futures Committee

Officers
David L. Pugh, age 53

Chairman & Chief Executive Officer

Bill L. Purser, age 59

President & Chief Operating Officer

Todd A. Barlett, age 47
Vice President -
Global Business Development

Fred D. Bauer, age 36
Vice President —
General Counsel & Secretary

Directors

William G. Bares (7,3,4) age 61
Chairman, President and Chief Executive Officer
The Lubrizol Corporation (Speciafty Chemical Products)

Roger D. Blackwell, Ph.D. (2,5) age 62
Professor of Marketing

The Ohio State University (Leading University)
President

Blackwell Associates, Inc. (Marketing Consulting)

William E. Butler (2,3) age 71

Former Chairman and Chief Executive Officer

Eaton Corporation (Fluid Power and Vehicle
Components and Systems)

Thomas A. Commes (7,3,4) age 61
Former President and Chief Operating Officer
The Sherwin-Williams Company (Paints and Coatings)

Peter A. Dorsman (2,5) age 47

Executive Vice President and Chief Operating Officer

Standard Register, Inc. (Information Solutions and
Document Management)

Russell R. Gifford (3,5) age 63

Partner

The Gifford Group (Management Consulting Firm)
Former President

CNG Energy Services Corp. (Energy Services Marketing)

Robert A. Christensen, age 67
Vice President —
Unit President, Fluid Power

Michae! L. Coticchia, age 40
Vice President —
Human Resources and Administration

Mark O. Eisele, age 45
Vice President & Controller

Quarteriy Volume, Price and Dividend Information
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James T. Hopper, age 59
Vice President ~
Chief Information Officer

Jeffrey A. Ramras, age 47
Vice President —
Supply Chain Management

Richard C. Shaw, age 53
Vice President —
Communications & Learning

L. Thomas Hiltz (2,4) age 56
Attorney

Edith Kelly-Green (3,5) age 49
Vice President and Chief Sourcing Officer
FedEx Express (Express Transportation)

J. Michael Moore (4,5) age 59

President

Qak Grove Consulting Group, Inc. (Management
Consulting Firm)

Former Chairman and Chief Executive Officer

Invetech Company (Industrial Distributor)

David L. Pugh (7) age 53
Chairman & Chief Executive Officer
Applied Industrial Technologies, Inc.

Jerry Sue Thornten, Ph.D. (2,4) age 55

President

Cuyahoga Community College (2-Year Educational
Institution)

Stephen E. Yates (2,5) age 54

President and Chief Executive Officer

USAA Information Technology Company (Financial
Services)

John R. Whitten, age 56
Vice President —
Chief Financial Officer & Treasurer

Jody A. Chabowski, age 42
Assistant Controller

Joseph D. King, age 35
Assistant Secretary

Alan M. Krupa, age 46
Assistant Treasurer

PRICES
Average

Shares Daily Cash
Quarter Traded Volume Low High Dividends
2002 First 1,984,700 33,639 $ 16.50 $19.13 $.12
Second 2,217,200 34,644 16.00 19.46 A2
Third 2,414,100 40,235 17.28 20.91 12
Fourth 2,528,000 39,500 18.61 21.25 12
2001 First 1,764,300 28,005 $15.69 $18.31 $.12
Second 1,485,400 23,578 15.88 21.00 12
Third 2,757,900 44,482 16.25 20.69 12
Fourth 2,250,900 35,729 15.65 19.19 12
2000 First 1,525,300 23,833 $14.38 $19.06 $.12
Second 1,207,600 18,869 15.06 17.88 A2
Third 2,283,200 36,241 15.00 18.19 A2
Fourth 1,749,700 27,773 14.31 18.13 A2




Applied Industrial Technologies, Inc. Shareholder InTformatiomn
common stock is listed on the New York

Stock Exchange under the symbol AIT. The
! company is identified in most financial
listings as “AppliedindiTch.”

Shareholder Inquiries

Requests to transfer Applied Industrial Technologies, Inc. shares and

all correspondence regarding address change information, duplicate

mailings, missing certificates, failure to receive dividend checks in a

Barrington Research Asscciates timely manner or to participate in the Company’'s Automatic Dividend

John Dempsey 312/634-6364 Reinvestment Plan should be directed to the Company’s transfer agent
and registrar:

Research on
Applied Industrial Technologies
is available through:

McDonald Investments

Jeffrey D. Hammond 216/443-2825 Computershare Investor Services LLC
2 North LaSalle Street

Midwest Research Chicago, IL 60602

Mark Koznarek 216/696-1677 800/988-5291

Investor relations inquiries should be directed to:

John R. Whitten

Vice President - Chief Financial Officer & Treasurer
Applied Industrial Technologies

One Applied Plaza

Cleveland, OH 44115-5014

Telephone: 216/426-4000

Fax: 216/426-4845

Annual Report on Form 10-K

The Applied Industrial Technologies, In¢. annual report on Form
10-K filed with the Securities and Exchange Commission for
the fiscal year ended June 30, 2002, including the financial
statements and schedules therete, is available without charge
upon written request to the Vice President - Chief Financial
Officer & Treasurer at the address above.

Annual Meeting

The Annual Meeting of Shareholders will be held at 10:00 a.m.,
Tuesday, October 22, 2002, at the Corporate Headquarters of
Applied Industrial Technologies, Inc., One Applied Plaza

(Euclid Avenue at East 36th Street), Cleveland, OH.

This report contains statements that are forward-looking, as that term is
defined by the Securities and Exchange Commission in its rules, regulations and
releases. Applied intends that such forward-looking statements be subject to
the safe harbors created thereby. All forward-looking statements are based on
current expectations regarding important risk factors, including those identi-

fied on pages 12 and 13 of this report. Accordingly, actual results may differ

materially from those expressed in the forward-looking statements, and the

) making of such statements should not be regarded as a representation by
Printed on recycled paper
Applied or any other person that the results expressed therein will be achieved.




By generating Value Through Innovation®,
Applied is a resourceful and strategic supplier
for its customers. In many cases, customers
recognize our service and support with
awards. Here's a sample of recognitions we

proudly received in fiscal 2002.

* American Fiber Resources honored Applied with its Certificate of
Appreciation for Outstanding Service. In fact, Applied was the only
broadline MRO distributor to receive the award.

e Coors Brewing Company’s Shenandoah Brewery presented its annual
Supplier of the Year Award to Applied for 2001 - the ninth time in 10
years. Coors honored Applied for the support provided by its
Harrisonburg, Virginia, service center, based on input from the
brewer’s maintenance, engineering, purchasing and receiving depart-
ments. In addition to supplying Coors with a wide range of products
— including bearings, fluid power compeonents, power transmission
products and rubber items - Applied provides knowledgeable
technical assistance and systems expertise.

* Landoll Corporation, a Marysville, Kansas-based manufacturer of
heavy equipment trailers, farm tillage equipment, fork trucks and
manufactured assemblies for government and industry, awarded
Applied its third Certified Supplier Award. The decision was based on
the superior quality and on-time delivery records established by
Applied’s Topeka, Kansas, service center which has been supplying
solutions to Landoll’s needs for more than 20 years.

* Michigan Automotive Compressor, a clutch and compressor maker,
honored Applied with a 2001 Award of Merit, after Applied scored
294 out of a total 300 points in the areas of quality, cost and delivery.
Applied was the sole MRO distributor to win the award last year.

* Miller Brewing Company named Applied as one of 24 suppliers — out
of a field of 8,500 — to receive a 2001 Partners in Excellence Award.
The distinction was based on Applied’s outstanding quality, service
and cost competitiveness.

* New United Motors Manufacturing, Inc. (NUMMI) named Applied as
one of just four indirect contract suppliers to win the Excellence Award
for Quality of Service. Noting a 13-year history with Applied’s Fremont,
California, service center, NUMMI recognized Applied for excelling in
cost, customer service, on-time delivery, service quality, working rela-
tionships and communication.

* Vulcan Materials Company granted a Silver Alliance Supplier Award
to Applied for 2001. The prior year, Applied received a Bronze Alliance
Supplier Award. The Birmingham, Alabama-based construction aggre-
gates producer upgraded Applied’s award status based on quality of
product, service, support, ease of doing business and value.

4 AP P LI E D Applied Industrial Technologies

Corporate Headquarters
One Applied Plaza
Value Through Innovation Euclid Avenue at East 36th Street
Cleveland, OH 44115
216/426-4000

Industrial Technologies®

www.appliedindustrial.com




