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>igns of Growth




Read the signs. Follow Eaton.
Watch us grow.

Eaton Corporation is a global diversified industrial manufacturer with 2003
sales of $8.1 billion that is a leader in fluid power systems; electrical power
quality, distribution and control; automotive engine air management and
powertrain controls for fuel economy; and intelligent drivetrain systems for
fuel economy and safety in trucks. Eaton has 51,000 employees and sells
products to customers in more than 100 countries. For more information,

visit www.eaton.com.
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(Millions except for per share data)
Net sales $8,061 $7,209 $8,061 $7.209
Income before income taxes 508 399 545 453
Net income 386 281 410 315
Net income per Common Share

assuming dilution $ 256 $ 1.9 $ 272 § 220
Average number of Common

Shares outstanding 150.5 143.4
Cash dividends paid per Common Share § 92 § 88
Total assets $8,223 $7.138
Total debt 1,953 2,088
Shareholders” equity 3,117 2,302

N/

Net income per Comman Share, average number of Common Shares outstanding
and cash dividends paid per Common Share have heen restated to give effect
to the two-for-one stock split effective February 23, 2004.

Results on an “Operating Basis” exclude the following items:

Pretax charges, primarily for restructuring and acquisition integration actions,
of $37 in 2003 ($.16 per Comman Share after-tax) and $72 in 2002 ($.33 per
share after-tax).

A pretax gain related to the sale of a business of $18 in 2002 ($.09 per
Common Share after-tax).







To Our Shareholders:

Signs of Growth at Eaton

2003 was a very good year for Eaton, marked by a number of
positive signs:

» Shareholders’ equity exceeded $3 billion for the first time, and
our all-in return to you, our shareholders, was 41.3 percent!

» Ourrevenues exceeded $8 billion.

+ For the third consecutive year, our growth was significantly
better than that of our end markets—$314 million in 2003.

+ We achieved better-than-expected levels of profitability and
return on assets.

- We continued to reap the benefits of severzal years of
repositioning actions.

While each of these achievements is notable, perhaps the
most exciting and fundamentally important accomplishment is
that we have proven that Eaton can grow even when our end
markets do not. Eaton wants to deliver exceptional results

for shareholders, innovative and cost-effective solutions for
customers, an outstanding workplace for employees, a great
opportunity for suppliers, and enhancements to the communi-
ties in which we operate. Eaton is driven to achieve these goals
regardless of where we find ourselves in the economic cycle.

Many of our markets have started to rebound. Although the
weighted average growth of our end markets continued to
decline during the first three quarters of the year, there was
growth in the fourth quarter.

In view of our increasingly positive operating resuits, strength-
ened balance sheet and the improving outlook for our end mar-
kets, in January 2004 we announced a two-for-one stock split,

a 12.5 percent increase in our quarterly dividend rate from $.48

per share to $.54 per share on a pre-split basis, and a plan to
repurchase 2.1 million shares on a pre-split basis to offset the
shares issued during 2003 from the exercise of stock options.

For industrial manufacturers, it feels like the economic clouds
are lifting. And we believe the new Eaton-a diversified industrial
enterprise united by the Eaton Business System-is capabie
of consistently outperforming our competition. We proved it
during the past three years of contracting business conditions,
and we will prove it in the emerging economic recovery as well.

To prompt and sustain growth, we have made significant
changes over the past several years in the way we manage our
enterprise. This includes a more balanced mix of businesses, a
new and energized leadership team and aggressive implemen-
tation of the Eaton Business System.

Building upon the momentum of these value-creating changes,
we confirmed and honed our Vision, Mission, Values and
Ethics statements during 2003 because we believe that organi-
zations without these commitments are prone to losing their
way. As part of this, we also conducted refresher training on
our Code of Ethics during the year for our 51,000 employees
around the world.

While some organizations may regard statements of ethics and
values as superfluous, we do not. One need only scan the cor-
porate landscape to see countless examples of organizations
that have wandered into the wasteland of poor values, reckless
execution and the destruction of shareholder value.

We believe that “doing business right” is the essence of good
corporate governance and ethics, and a prerequisite for growth,
Itis all about a higher standard, one that is, in fact, the soul of
any values-based enterprise. And it is the practical application
of our.company’s values, ethics and beliefs that makes a real
difference in how Eaton people conduct business and how we
rmeasure suCcess.




The way we manage our enterprise and our business activities
is based on the following foundation elements of the Eaton
Business System:

» Vision-To be the most admired company in our markets.
We gauge our progress in three ways:

+ When customers say: “We want to do more business
with Eaton.”

« When shareholders say: “Eaton is one of my best
investments.”

+ When employees say: “1 am proud to be part of the
Eaton team.”

+ Mission—To be our customers’ best supplier, providing
distinctive and highly valued products, services and solutions.

+ Commitment-\e care about how we get results and are
committed to the highest principles as represented in:

« Eaton’s Code of Ethics
+ The Eaton Philosophy of Excellence Through People
» Qur concern for our communities and environment

+ Eaton as One Company-We strengthen our overall enterprise
and our individual businesses through our integrated operating
company philosophy embodied in the Eaton Business System.

Eaton won numerous awards throughout the year that demon-
strate a growing international recognition of our integrity and
business excellence. From being named one of the Best 100
Places to Work in Brazil, to being named Clean Corporate
Citizen in Michigan; as the recipient of the Business Excellence
Award in the United Kingdom and the Innovation Award for
Process Excellence threugh Lean Manufacturing in Canada;
as Best Employee Friend, and Best Employee Team, selected
by the Government of Shanghai Pudong New Area.

We appreciate such acknowledgements of our efforts, but are
particularly gratified by the pride and sense of ownership felt
by our own employees. It's apparent in the 96 percent response
rate to the 2003 Eaton Employee Survey, an annual measure of
employee engagement.and manager effectiveness. And it
shows in the survey’s documentation of an improving level of
employee confidence in the company's strategies and ina 17
percent increase in favorable responses to the statement,

“| feel proud to work for Eaton.” That's good news regarding
our progress toward achieving our Vision.

Signs of Growth in Our Results

It's easy to understand why Eaton employees feel proud—all of us
worked hard in 2003 to make a real difference in Eaton's perform-

ance. You can see the impact of everyone’s efforts in these results:

+ We successfully integrated our acquisitions of the Boston
Weatherhead business of Dana Corporation, the aerospace
circuit breaker product line of Mechanical Products Inc., the
power systems business of Commonwealth Sprague
Capacitor Inc. and the electrical division of Delta plc.

« We formed two important new joint ventures: Intelligent
Switchgear Organization LLC with Caterpillar Inc. to provide
a total systems approach for electric power generation,
sales and service worldwide; and Eaton Fast Gear (Xi'an) Co.,
Ltd. with Shaanxi Fast Gear Co., Ltd. and Xiang Torch
Investment Co., Ltd. to produce heavy-duty truck transmis-
sions for the growing Chinese market.

+ We delivered impressive balance sheet results. We lowered
our inventory days-on-hand at year-end by three days and main-
tained our less fixed-capital-intensive business model. We also
reduced debt by $1356 million and improved our cash and short-
term investments by $437 million, even while funding $252
million in acquisitions and joint ventures. In the past three
years, in spite of weak economic conditions, we have reduced
debt by nearly $1.1 billion, ending the year with a net-debt-to-
total-capital ratio of 25.9 percent. And in 2003, we achieved our
second highest level of cash flow from our operations.

+ The all-in return to our shareholders of more than 41 percent
meant that Eaton outperformed the Dow Jones Industrial
and S&P 500 indices for the third year in a row. We believe
this reflects a fundamental revaluation of our enterprise.

Signs of Growth Ahead

We enter 2004 feeling upbeat, anticipating improvement in
our end markets around the world. We are confident that the
new Eaton is well positioned to take full advantage of a global
economic recovery and the revival of our markets.

Even though the capital goods markets are beginning to show
increased strength, we are mindful of the lessons of the all-too-
recent recession. You can be assured that we will maintain our
focus on being cost competitive. That our capacity will be well
attuned to the dynamics of the full business cycle. That we will
target our innovation at the high-value opportunities of our
customers. And that we will conduct our business according to
the values that have always been a hallmark of our corporation.

2003 provides ample testimony to the energy, skills and creativity
of the individuals who make this enterprise work. Eaton employ-
ees are the source of our success, and | extend my personal
thanks to each member of our global Eaton team. All of us look
forward to 2004 as another year when we will deliver continued
growth and new achievements.

| also express my appreciation to all of our shareholders for your
collective confidence in Eaton. Consistent with our Vision, we want
to be your best investment and will work hard to meet or exceed
your expectations in 2004.

Mssdo . Llfo

Alexander M. Cutler

Chairman and Chief
Executive Officer
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Exceéd. Lead. Grow.

We have done what it takes to meet the challenges of a down
economy. Now all the signs point to Eaton as ready and posi-
tioned for growth.

Our positive 2003 results are a clear indication that our operat-
ing strategy is working. At the heart of this strategy is the Eaton
Business System, which has enabled us to.

+ Qutgrow our end markets through new products, superior
customer service and strategic acquisitions.

« Maintain tight control over expenses and identify new sources
of improved productivity.

» Improve how we utilize our assets and focus our capital
investments.

 Strengthen our balance sheet by reducing working capital
requirements and lowering capital expenditures.

- Aggressively resize the corporation, capturing the full
benefits of our restructuring actions initiated in 2000, as well
as our recent acquisitions.

But we know that spending money on growth does not necessar-
iy create growth. With acquisitions, for example, the proof is in
the integration and the ability to take full advantage of synergies.

We invested in Eaton during the year by acquiring and success-
fully integrating the electrical division of Delta pic and the power
systems business of Commonwealth Sprague Capacitor inc.
These acquisitions, combined with two others completed
towards the end of 2002, added more than $500 million in incre-
mental sales to our 2003 revenues. They also enabled Eaton to
expand its existing businesses and geographic footprint, and to
enhance support to multinational customers. In the last 11
years, we have completed 51 acquisitions and 49 divestitures.

We are not done yet. Our primary target is to become recognized
as one of the great, premier companies among the diversified
industrials. To take this company from good to great, we intend
to grow sales and earnings by 10 percent annually; increase our
base profitability to 13 percent as measured by earnings before
interest and taxes; reduce fixed capital intensity to less than 4
percent of sales; and decrease inventory by 25 percent.




Ancther Eaton innovation aimed
at improving fuel economy and
reducing emissions in heavy-
and light-duty trucks, such as
city transit buses and refuse
vehicles, is Eaton’s HLA system.

This parallel hybrid hydraulic
regenerative hraking system
employs Hydraulic Launch
Assisttechnology to recover
energy normally wasted as
heat during braking and uses
it to supplement the engine’s

power during acceleration.
Preliminary tests have docu-
mented productivity improve-
ments, fuel economy savings
of 25 te 35 percent, and up to 70
percent longer brake life in
light-duty trucks. Several
commercial and government
entities have expressed signifi-
cant interest in the program.
A development program is
already in place with a major
United States chassis maker.

LAB COATS
IN USE

PLEASE DO NOT HANG
CLEAN COATS HERE




Innovate. Deliver. Grow.

Innovation is the lifeblood of Eaton. Here are some of our vital signs:

In 2003, FedEx Express selected Eaton to produce the hybrid elec-
tric powertrain for a low-emission hybrid vehicle that will decrease
particulate emissions by 90 percent, reduce smog-causing emis-
sions by 75 percent and increase fuel efficiency by 50 percent.
FedEx Express purchased 20 trucks using Eaton’s innovative hybrid
electric technology, and will begin delivering cleaner air to its
customers and the world in 2004 when the vehicles begin operation
in four United States cities. The groundbreaking program, in coordi-
nation with the advocacy group Environmental Defense, has the
potential to replace the 30,000 FedEx Express medium-duty trucks
over the next 10 years.

Eaton is helping improve fuel economy in the light-truck arena

as well by teaming up with General Motors on its first production
application of Displacement on Demand {DOD), debuting on

V-8 equipped versions of the 2005 Chevrolet TrailBlazer EXT and
GMC Envoy XL and XUV. DOD improves fuel economy by using only
half of the engine’s cylinders in certain light-load driving conditions.
The result is a 6 to 8 percent fuel economy improvement, without
sacrificing towing capability. Eaton is providing the lifter oil
manifold assembly and the switching roller lifters, which make
the DOD concept work.

In retail, every square foot matters. To save space and sell more
goods, major retail establishments are turning to Eaton. Our
Integrated Facility System (IFS) helps reduce the area devoted

10 electrical distribution by integrating equipment such as panel-
boards and distribution switchboards into a single compact,
space-saving unit. In addition to regaining valuable footage, our
innovative system is designed and engineered to help reduce
installation, maintenance and operational costs. Because Eaton’s
IFS is smaller, simpler and smarter, retailers are realizing electrical
backroom space savings of up to 50 percent.

With recent contract awards from Goodrich Corporaticn and
Lockheed Martin for the new F-35 Joint Strike Fighter aircraft,
Eaton has established itself as the premier military high pressure
hydraulic technology leader and one of the industry’s leading
hydraulic and electric power systems integrators. We were
selected to provide various technologies on the platform, from
the hydraulic power system to the fluid and electric conveyance
systems on the landing gear. Taken together, the awards repre-
sent $1.7 billion in potential revenue over the life of the program.
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Unite. Win. Grow.

Joining forces for competitive advantage is a time-honored
tradition. Creative business partnerships, like those formed by
Eaton, are a sign of the times.

in 2003, Eaton established a joint venture with Caterpillar to
provide customers with a single source for reliable electric
power generation solutions. Eaton owns 51 percent of the joint
venture, which operates under the name Intelligent Switchgear
Organization LLC, with Caterpiliar owning the remaining 49
percent. The joint venture sells its products exclusively through
the Caterpillar dealer network, and will be focused initially in
North America, with plans for global expansion in 2004, Annual
revenues within the next two to three years are expected to be
in excess of $100 million.

The burgeoning Chinese commercial vehicle market was one
of the driving forces behind Eaton'’s joint venture with Shaanxi
Fast Gear Co., Ltd. and Xiang Torch Investment Co., Ltd. in
2003. The joint venture, known as Eaton Fast Gear (Xi'an) Co.,
Ltd., will produce heavy-duty truck transmissions in a new
facility in Xi‘an, China. Eaton is providing its next-generation
heavy-duty truck transmission technology for the joint venture.

A strategic partnership between Eaton and |dleAire Technologies
in 2003 is helping the trucking industry significantly improve air
quality by reducing diesel emissions. With the |dleAire system
installed in parking spaces at truck stops, drivers can shut off
their engines and continue to use their heating and cooling units,
electronic devices and entertainment systems. Decreasing
engine idling drives down not only emissions, but also the
consumption of about 1.4 billion gallons of diesel gasoline annu-
ally, which costs the trucking industry an estimated $2 billion.
The IdleAire systems include Eaton’s automation, power distri-
bution and controf products. In addition, the Eaton—Electrical
Services & Systems organization, formerly known as CHESS,

is providing structural, civil, and electrical engineering services
along with start-up and commissioning. There are over 600
active IdleAire spaces operating in the United States, with
approximately 2,500 more planned.
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Align. Improve. Grow.

Eaton's integrated operating company model gives us significant
advantages. The signs of operational excellence and growth are
posted throughout the enterprise.

Our business model comes to life through the Eaton Business
System (EBS), a collection of tenets, tools and processes that
drive critical initiatives, continuous improvements and the
deployment of best practices across Eaton. By providing a
standardized way to run our businesses, EBS importantly frees
up time for innovation.

Some of the essential EBS tools and processes we have capital-
ized on include PROLaunch and the Eaton Lean Six Sigma
initiative. PROLaunch is cur phase-gate system for ensuring
that we bring new products to market that will deliver real value
to customers and solid returns to Eaton. On average, PROLaunch
has reduced new product development time by approximately
15 percent, and improved our new product launch quality by

20 percent.

The Eaton Lean Six Sigma initiative is substantially lowering our
year-over-year inventory, Advances in our implementation of
Lean in 2003 dropped our inventory days-on-hand by three days
and drove cost reductions of $65 million in our manufacturing
facilities around the world. We continue to declare war on
waste, and our company-wide Lean practices are the vehicle
we use to identify and eliminate it. ‘

Buying smart and buying globally are also driven by EBS
processes. These standardized sourcing and logistics processes
have led to more than $100 million of cost savings in Eaton's
global purchases in 2003.

Through EBS, we have done what few companies have been
able to do: put structure and process around growth. We
accomplished this through the Eaton Value Cycle tools, which
help us understand what is valuable to ocur customers, how to
deliver it and how to get paid for it. Continuous, high-level
growth is not @ matter of luck; it is a matter of understanding
your customers.
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Learn. Develbp.Grovv.

It is common for companies to say that their people are their
greatest asset. At Eaton, the signs are clear that we mean it.

In 2003, we launched several new initiatives focused on
performance, leadership and teamwork. One of the new
processes, APEX (Achieving Performance EXcellence), was
created to help us raise the bar on our individual performance
by ensuring that all employees: align their goals annually with
their manager’s goals; design effective development plans;
and receive candid, honest feedback from managers. APEX
replaced all appraisal processes for administrative, professional, -
managerial and executive employees around the world.

Every year, Eaton also conducts an employee survey to collect
feedback and help make Eaton an even better place to work.
Nearly all Eaton employees voiced their opinions in 2003 through
the survey, which was entirely Web-based and administered
on a global scale in 20 languages. Survey results show that
employee engagement improved by 5 percent, manager
effectiveness rose by almost 13 percent, and understanding
and positive perceptions of the Eaton Business System
climbed nearly 15 percent enterprise-wide compared to the
previous year. The Eaton Employee Survey process has proven
to be an effective means for examining and improving the way
we operate. For exampie, findings from the 2002 employee
survey drove the development of APEX and corporate-wide
reward and recognition initiatives.

Our commitment to fostering a high performance culture at
Eaton is also illustrated by our investment in training and
development. in 2003, we broke ground on a state-of-the-art
training and conference center near our headquarters city of
Cleveland, Ohio. The 48,000 square-foot facility is now home to
Eaton University, the company's primary source for technical
and professional development. In 2003, enrollment in Eaton
University courses grew by 165 percent compared to 2002.
Nearly 15,000 employees took one or more courses in 2003,
which is more than a 100 percent increase over 2002.
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Financial Review




Report of Management

Eaton Corporation

We have prepared the accompanying consolidated financial statements and
related information included herein for the three years ending December 31, 2003.
The primary responsibility for the integrity of the financial information included in
this annual report rests with management. The financial information included in
this annual report has been prepared in accordance with accounting principles
generally accepted in the United States, appropriate in the circumstances, based
on our best estimates and judgments and giving due consideration to materiality.
The opinion of Ernst & Young LLP, Eaton’s independent auditors, on those financial
statements is included herein.

Eaton maintains internal accounting controls and procedures to provide reasonable
assurance that transactions are properly authorized and that assets are safeguarded
from loss or unauthorized use, and to provide reliable accounting records for the
preparation of financial information. There have been no significant changes in the
Company’s internal contrals or in other factors that could significantly affect internal
controls subsequent to December 31, 2003, the date of our most recent evaluation.
Eaton also maintains effective disclosure controls and procedures, which are
designed to ensure that information required to be disclosed in reports filed with
the Securities and Exchange Commission is recorded, processed, summarized and
reported in a timely manner. We beligve the Company’s control systems strike an
appropriate balance between the costs of such systems and the benefits derived.

The systems and controls, and compliance therewith, are reviewed by an extensive
program of audits by our internal auditors and independent auditors. Their activities
are coordinated to obtain maximum audit coverage with a minimum of duplicate
effort and cost. The independent auditors receive copies of all reports issued by
the internal auditors at the same time they are released to management and have
access to all internal audit work papers.

Eaton has high standards of ethical business practices supported by the Eaton Code
of Ethics and corporate policies. Careful attention is given to selecting, training and
developing personnel, to ensure that management's objectives of maintaining
strong, effective controls and unbiased, uniform reporting standards are attained.
Our policies and procedures provide reasonable assurance that operations are
conducted in conformity with law and with the Company’s commitment to a high
standard of business conduct.

The Board of Directors pursues its responsibility for the quality of Eaton's financial
reporting primarily through its Audit Committee, which is composed of four
independent directors. The Audit Committee meets regularly with management,
internal auditors and independent auditors to ensure that they are meeting their
responsibilities and to discuss matters concerning internal accounting contral
systems, accounting and financial reporting. The internal auditors and independent
auditors have full and free access to senior management and the Audit Committee.

AMsado . (fn

Alexander M. Cutler

Chairman and Chief Executive
Officer; President

Billie K. Rawot

Y/

Richard H. Fearon

Executive Vice President-Chief Financial
and Planning Officer

Vice President and Controller

January 20, 2004

Report of Independent Auditors

To the Board of Directors & Shareholders
Eaton Corporation

We have audited the accompanying consolidated balance sheets of Eaton Corpora-
tion as of December 31, 2003 and 2002, and the related statements of consolidated
income, shareholders’ equity, and cash flows for each of the three years in the
period ended December 31, 2003. These financial statements are the respansibility
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.Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free of
material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial 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 gpinion, the financial statements referred to above present fairly, in all
material respects, the consolidated financial position of Eaton Corporation at
December 31, 2003 and 2002, and the consolidated results of its operations and its
cash flows for each of the three years in the period ended December 31, 2003, in
canformity with accounting principles generally accepted in the United States.

As discussed in “Goodwill & Other Intangible Assets” in the Notes to Consolidated
Financial Statements, the Company adopted the provisions of Statement of Financial
Accounting Standards No.142, "Goodwill and Other Intangible Assets’ effective
January 1,2002.

St ¢ MLLP

Cleveland, Ohio
January 20, 2004, except for the note titled

"Two-For-Ong Stock Split” as to which the

date is February 23, 2004
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Statements of Consolidated Income

Year ended December 31 2003 2002 2001
{Millions except for per share data)

Net sales $8,061 $7,209 $7,299
Cost of products sold 5,897 5,272 5,503
Selling & administrative expense 1,351 1,217 1,220
Research & development expense 223 203 228
Interest expense-net 87 104 142
Gains on sales of businesses (18) (61)
Other {income) expense-net (5) 32 (11)
Income before income taxes 508 399 278
Income taxes 122 118 109
Net income $ 386 $ 281 $ 169
Net income per Commaon Share assuming dilution $ 256 $ 1.96 $ 120
Average number of Comman:Shares outstanding 150.5 143.4 141.0
Net income per Comman Share basic $ 261 $ 1.99 $ 122
Average number of Common:Shares outstanding 147.9 141.2 1388
Cash dividends paid per Common Share $ 92 $ 88 $ .88

Net income per Common Share, average number of Common Shares outstanding
and cash dividends paid per Common Share have been restated to give effect to

the two-for-one stock split effective February 23, 2004.

The notes on pages 22 to 35 are an integral part of the consolidated financial statements.
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Consolidated Balance Sheets

December 31 2003 2002
{Millions of doltars)
Assets
Current assets
Cash $ 61 § 75
Short-term investments 804 353
Accounts receivable 1,190 1,032
Inventories 721 698
Deferred income taxes 192 181
Other current assets 125 118
3,093 2,457
Property, plant & equipment
Land & buildings 897 790
Machinery & equipment 3,326 3,044
4223 3,834
Accumulated depreciation (2,147) (1,879)
2,076 1,955
Goodwill 2,095 1,910
Other intangible assets 541 510
Deferred income taxes & ather assets 418 306
wm |
Liabilities & Shareholders’ Equity
Current liabilities
Short-term debt $ 45 $ 47
Current portion of long-term debt 257 154
Accounts payable 526 488
Accrued compensation 204 199
Accrued income & other taxes 298 225
Other current liabilities 796 621
2,126 1,734
Long-term debt 1,651 1,887
Postretirement benefits other than pensions 636 652
Pensions & other liabilities 693 563
Shareholders’ equity
Common Shares {153.0 million outstanding in 2003 and 141.2 million in 2002) 76 70
Capital in excess of par value 1,856 1,413
Retained earnings 1,816 1,568
Accumulated other comprehensive income (loss) (585) (699}
Deferred compensation plans (46) {50}
B S
$8,223 $7,138

The number of Common Shares outstanding have been restated to give effect to the
two-for-one stock split effective February 23, 2004.

The notes on pages 22 to 35 are an integral part of the consolidated financial statements.




Statements of Conselidated Cash Flows

Year ended December 31 2003 2002 2001
{Millions) | o
Net cash pravided by operating activities
Net income : $ 3865 $ 281 $ 189
Adjustments to reconcile to net cash provided by operating activities
Depreciation & amortization 373 353 355
Amortization of goodwill & other intangible assets 21 23 94
Deferred income taxes (54) (51) 58"
Pensions 34 (4} (84)
Other long-term liabilities 42 h 30
Gains on sales of businesses (18) {61)
Other non-cash items in income (4) 22 2
R Changes in working capital, excluding acquisitions & sales of businesses
Accounts receivable (1) 59 98
Inventories 79 13 148
Accounts payable {41) 4 64
Accrued income & other taxes 35 101 75
Other current liabilities 32 (14) {129)
Other working capital accounts (12} 47 (53)
Other—net 34 48 (2)
874 900 765
Net cash used in investing activities
Expenditures for property, plant & equipment (273) (228} (295)
Acquisitions of businesses, less cash acquired (252) (153} {35)
Sales of businesses 7 96 403
Purchases of short-term investments (436) (135) (154)
Other—net (15) 5 22
(969) (415) (59)
Net cash provided by {used in) financing activities
Borrowings with original maturities of more than three months
Praceeds 1 419 1481
Payments (166} {635} (1.419)
Borrowings with original maturities of less than three months-net (39) (228) (643)
Cash dividends paid (134) (123) (120)
Proceeds from exercise of employee stock aptions 113 45 37
Sale {purchase) of Common Shares 296 (12)
81 (522) (676)
Total (decrease) increase in cash {14) (37) 30
Cash at beginning of year 75 112 82
Cash at end of year $ 6t $ 75 $ 112

The notes on pages 22 to 35 are an integral part of the consolidated financial statements.
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Statements of Consolidated Shareholders’ Equity

Accumulated
Common Shares Capital in other Deferred Total
i excess of Retained comprehensive  compensation  shareholders’
Shares Daollars par value earnings income (1oss) plans equity
(Mitlions}
Balance at January 1, 2001 136.6 $ 68 $1,266 $1,376 $(267) § (33) $2,410
Net income 169 169
Other comprehensive income {loss) (32) (32)
Total comprehensive income 137
Cash dividends paid (120) {120)
Issuance of shares under employee
benefit plans, including tax benefit 2.2 2 64 (3) (1 62
Issuance of shares to trust B 22 (22) 0
Purchase of shares (4) (4) {8) (12)
Other—net (2) (2)
Balance at December 31, 2001 139.0 70 1,348 1,412 {299) (56) 2,475
Net income 281 281
Other comprehensive income {loss) (400) (400)
Total comprehensive loss (119)
Cash dividends paid (123) {123)
Issuance of shares under employee
benefit plans, including tax benefit 20 (a) 81 (2) 8 67
{ssuance of shares to trust 2 5 (5) 0
Other—net {n 3 2
Balance at December 31, 2002 f 1412 70 © 1,413 1,568 {699) (50) 2,302\
Net income 386 386
Other comprehensive income (loss) 14 14
Total comprehensive income 500
Cash dividends paid (134) (134}
fssuance of shares under employee .
benefit plans, including tax benefit 42 2 141 (2) 5 146
Issuance of shares to trust A 3 {3) 0
Sale of Common Shares 74 4 294 i 296
Other—net 1 5 2 7
Balance at December 31, 2003 153.0 $ 76 $1,856 $1816 $ (585) $ (46) $3.117

/

{a) Balance lgss than $1.

The number of Common Shares outstanding have been restated to give effect to the
two-for-one stock split effective February 23, 2004.

The notes on pages 22 to 35 are an integral part of the conselidated financial statements.




Notes to Consolidated Financial Statements

Dollars in millions, except per share data (per share data assume dilution)

Two-For-One Stock Split

On January 21,2004, the Board of Directors of Eaton announced a two-for-one split
of the Company's Common Shares effective in the form of a100% stock dividend.
The date of record for the stock'split was February 9,2004, and it was distributed an
February 23, 2004. Accordingly, all per share amounts, average shares outstanding,
shares outstanding and stock option information have been adjusted retroactively
to reflect the stack split.

Accounting Policies
Consolidation & Basis of Presentation

The consolidated financial statements include accounts of Eaton and al! subsidiaries
and other controlled entities. The equity method of accounting is used for invest-
ments in assaciate companies where the Company has a 20% to 50% ownership
interest. These associate companies are not material either individually, or in the
aggregate, to Eaton's financial position, results of operations or cash flows.

in fourth quarter 2003, Eaton adopted Financial Accounting Standards Board Interpre-

tation (FIN) No.46, “Consolidation of Variable Interest Entitias” The adoption of FIN
No. 46 had no effect on the Company’s financial statements. Eaton does not have
off-balance sheet arrangements; financings or other relationships with unconsolidated
entities or other persons knownias "special purpose entities” {SPEs). In the ordinary
course of business, the Company leases certain real properties and equipment, as
described in "Lease Commitments” below. Transactions with related parties are in the
ordinary course of business, are conducted on an arm's-length basis, and are not
material to Eaton's financial position, results of operations or cash flows.

Foreign Currency Translatign

The functional currency for substantially all subsidiaries outside the United States
is the local currency. Financial statements for these subsidiaries are translated into
United States dollars at year-end exchange rates as to assets and liabilities and
weighted-average exchange rates as to revenues and expenses. The resulting
translation adjustments are recorded in Accumulated other comprehensive income
(loss) in Shareholders’ equity.

Inventories

Inventories are carried at lower of cost or market. Inventories in the United
States are generally accounted for using the last-in, first-out (LIFO) method.
Remaining United States and all other inventories are accounted for using the
first-in, first-out {FIFQ) method.

Depreciation & Amortization

Depreciation and amortization are computed by the straight-line methad for
financial statement purposes. Cost of buildings is depreciated over 40 years and
machinery and equipment over:principally three to 10 years. Intangible assets sub-
ject to amortization, primarily consisting of patents, tradenames and distribution
networks, are amortized over a:range of five to 30 years. Software is amortized
over a range of three to five years.

Long-lived assets, except goodwill and indefinite fife intangible assets as described
below, are reviewed for impairment whenever events or changes in circumstances
indicate the carrying amount may not be recoverable. Events or circumstances that
wauld result in an impairment review primarily include operations reporting losses,
a significant change in the use of an asset, or the planned disposal or sale of the
asset. The asset would be cansidered impaired when the future net undiscounted
cash flows generated by the asset are less than its carrying value. An impairment
loss would be recognized based on the amount by which the carrying value of the
asset exceeds its fair value.

Goodwill & Indefinite Life Intangible Assets

Eaton adopted Statement of Financial Accounting Standards (SFAS) No. 142,
“Goodwill and Other Intangible Assets’ effective January 1,2002. Upon adoption,
the Company ceased the amortization of goodwill and indefinite life intangible
assets recorded in connection with current and previous business acquisitions.
Indefinite life intangible assets primarily consist of trademarks. The Company
completed the annual impairment tests for goodwill and indefinite fife intangible
assets in 2003 and 2002. These tests confirmed that the fair value of the Company's
reporting units and indefinite life intangible assets exceed their respective carrying
values and that no impairment loss was required to be recognized upon adoption
of SFAS No.142 or for the years ended December 31, 2002 and 2003.

Financial Instruments

inthe normal course of business, Eaton is exposed to fluctuations in interest
rates, fareign currency exchange rates, and commodity prices. The Company
uses various financial instruments, primarily foreign currency forward exchange
contracts, interest rate swaps and commadity futures contracts, to manage
exposure to price fluctuations.

Financial instruments used by Eaton are straightforward, non-leveraged instru-
ments for which quoted market prices are readily available from a number of
independent sources. Such financial instruments are not bought and sold solely
for trading purposes, except for nominal amounts authorized under limited, con-
trolled circumstances, which resulted in immaterial net gains in 2002 and 2001
and an immaterial net loss in 2003. The risk of credit loss is deemed to be remote,
because the counterparties to these instruments are major international financial
institutions with strong credit ratings and because of the Company’s cantrol aver
the size of positions entered into with any one counterparty.

All derivative financia! instruments are recognized as either assets or liabilities

on the balance sheet and are measured at fair value. Accounting for the gain or
loss resulting from the change in the financial instrument’s fair value depends on
whether it has been designated, and is effective, as a hedge and, if so, on the
nature of the hedging activity. Financial instruments can be designated 1) as
hedges of changes in the fair value of a recognized fixed-rate asset or liability, or
the firm commitment to acquire such an asset or liability, 2) as hedges of variable
cash flows of a recognized variable-rate asset or liability, or the forecasted acquisition
of such an asset or liability, or 3) as hedges of foreign currency exposure from a net
investment in one of the Company's foreign operations. Gains and losses related ta
a hedge are either 1) recognized in income immediately to offset the gain or loss on
the hedged item or 2) deferred and reported as a component of Other comprehensive
income (lass) in Shareholders” equity and subsequently recognized in net income
when the hedged item affects net income. The ineffective portion of the change in
fair value of a financial instrument is recognized in income immediately.

The gain or loss related to financial instruments that are not designated as hedges
are recognized immediately in net income.

Warranty Expenses

Estimated product warranty expenses are accrued in Cost of products sold at
the time the related sale is recognized. Estimates of warranty expenses are
based primarily on historical warranty claim experience and specific customer
contracts. Warranty expenses include accruals for basic warranties for products
sold, as well as accruals for product recalls and other related events when

they are known and estimable.




Stock Options Granted to Employees & Directors

Stock options granted to employees and directars to purchase Common Shares
are accounted for using the intrinsic-value-based method. Under this method, no
compensation expense is recagnized on the grant date, since on that date the
option price equals the market price of the underlying shares.

tn December 2002, the Financial Accounting Standards Board issued Statement of
Financial Accounting Standards (SFAS) No. 148, "Accounting for Stock-Based Com-
pensation — Transition and Disclosure” SFAS No. 148 amended SFAS No.123,
‘Accounting for Stock-Based Compensation’ to provide alternative methods of
transition when a company voluntarily changes to the fair-value-based method of
recognizing expense in the income statement for stock-based employee compen-
sation, including stock options granted to employees and directors. As allowed by
SFAS No.123, Eaton has adopted the Statement’s disclosure-only provisions and
does not recognize expense for stock options granted to employees and directors.
If the Company accounted for stock options under the fair-valus-based method of
expense recognition in SFAS No.123, net income per Common Share would have
been reduced by 8.08 in 2003, $.10 in 2002 and $.11 in 2001, as described further

in “Shareholders’ Equity” below.

Revenue Recognition

Revenues are recognized when products are shipped to unaffiliated customers and
title has transferred. Shipping and handling costs billed to customers are included
in net sales and the related cost in cost of products soid.

Estimates

Preparation of financial statements in conformity with accounting principles generally
accepted in the United States requires management to make estimates and
assumptions in certain circumstances that affect amounts reported in the accom-
panying consolidated financial statements and notes. Actual results could differ
from these estimates.

Acquisitions of Businesses

Eaton acquired businesses and formed joint ventures for a combined net cash
purchase price of $252 in 2003, $153 in 2002 and $35 in 2001. All acquisitions were
accounted for by the purchase method of accounting and, accordingly, the State-
ments of Consolidated Income include the results of the acquired businesses from
the effective dates of acquisition.

On January 31, 2003, the electrical business of Delta plc was acquired for approxi-
mately $215. The Delta businass has operations in Europe and in the Asia/Pacific
area and had sales of $326 in 2002.The business’ major electrical brands include
MEM® Holec” Bill Home Automation? Elek™ and Tabula™ The allocation of

the purchase price for this acquisition was substantially complete as of the end
of 2003. Also in January 2003, the power systems business of Commonwealth
Sprague Capacitor Inc. was purchased for 36, which was equal to its annual
sales. In August 2003, a joint venture was formed with Caterpitlar Inc. to provide
switchgear products under the Cat® brand name. The joint venture operates under
the name intelligent Switchgear Organization LLC and is 51% owned by Eaton.
Eaton’s investment in the joint venture was approximately $30. These businesses
are included in the Electrical segment.

In November 2002, the Boston Weatherhead business of Dana Corporation was
purchased for $130.This business, which had sales of $211 in 2002, manufactures
hose, tubing, and fluid connectors for fluid power systems primarily for industrial
distribution, mobile off-highway and heavy-duty truck markets. Also in November
2002, the aerospace circuit breaker business of Mechanical Products Inc., which
had sales of $12in 2001, was purchased for $10. In June 2002, the remaining 40%
interest in Jining Eaton Hydraulics Company, Ltd., a hydraulics systems manufac-
turer located in Jining, China, was acquired. This business manufactures hydraulic
pumps and motors for mobile and industrial markets. These businesses are
included in the Fluid Power segment.

In March 2001, the remaining 50% interest of Sumitomo Eaton Hydraulics Company
{now named Eaton Fluid Power Ltd.}, the former joint venture with Sumitomo
Heavy Industries Ltd., was acquired. This business manufactures a complete ling
of hydraulic motors under the Orbit™ and Orbitol™ brand names, primarily for the
Japanese mobile equipment market. This business is included in Fluid Power.

During July 2001, the commercial truck clutch manufacturing assets of Transmisiones
TSP, S.A. de C.V. in Mexico were acquired and is included in the Truck segment.

in October 2001, the European portion of the vehicle mirror actuator business of
Donnelly Corperation, located in Manorhamilton, Ireland, was acquired and is
included in the Automotive segment.

Sales of Businesses

Eaton sold businesses, product lines and certain corporate assets for aggregate
cash proceeds of $7 in 2003, $96 in 2002 and $403 in 2001.

In July 2002, the Navy Controls business was sold resulting in a pretax gain of
$18{$13 after-tax, or $.09 per Common Share).

Sales of businesses in 2001 included the Vehicle Switch/Electronics Division
(VS/ED), the Air Conditioning and Refrigeration business, and certain assets of the
Automotive and Truck segments. The sales of these businesses resulted in a net
pretax gain of $61 ($22 after-tax, or $.15 per Common Share).

The net gains on the sales of businesses in 2002 and 2001 are reported as a separate
line item in the Statements of Consolidated Income and Business Segment
Information. The operating results of VS/ED are reported in Business Segment
Information as Divested operations.

Restructuring & Other Charges
2003 Charges

In 2003, Eaton incurred restructuring charges related primarily to the integration of
the Boston Weatherhead fluid power business acquired in November 2002 and
the electrical business of Delta pic acquired in January 2003. In accordance with
generally accepted accounting principles, these charges were recorded as restruc-
turing expense &s incurred.

Restructuring charges in the Fluid Power segment consisted of $13 for plant consol-
idations and other expenses and $1 for workforce reductions of 82 employses. The
charges recorded primarily related to the closure of facilities in Norwood, North
Carolina and Mooresville, North Carolina.

Restructuring charges in the Electrical segment consisted of $20 for plant consol-
idations, primarily the Ottery St. Mary, United Kingdom plant, and other expenses
and $2 of workfarce reductions for 145 employees.

2002 Charges

In 2002, Eaton incurred restructuring charges to reduce operating costs across
its business segments and certain corporate functions.The charges in 2002 were
primarily a continuation of restructuring programs initiated in 2001,

Additional restructuring charges related to past acquisitions were incurred in Fluid
Power. The additional acquisition-related charges consisted of $22 of workforce
reductions for 841 employees and $4 of asset write-downs and plant consclidation
and other expenses. The charges recorded primarily refated to the closure of
facilities in Glenrothes, Scotland and Livorno, Italy, and for the closure of the
Mooresville, Narth Carolina facility, which was announced in third quarter 2002
and was completed in first quarter 2003.

Restructuring charges of $13 in Electrical consisted primarily of workforce reduc-
tions of 449 employees. The workforce reductions, primarily in the sales force,
resulted in payments for severance and other employee benefits. Asset write-
downs and plant consolidation and other expenses of $3 were also recorded as
a result of restructuring actions.
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Restructuring charges in the Truck segment consisted of $6 for workforce reductions
of 251 employees and $10 for asset write-downs and plant consolidation and other
expenses. The charges primarily related to the closure of the heavy-duty transmission
plant in Shelbyville, Tennessee due to depressed conditions in the trucK industry
during 2002 and 2001 and Eaton’s efforts to rationalize manufacturing capacity to
better manage the cyclical nature of the truck industry.

Restructuring charges related to corporate staff consisted of $3 of workforce
reductions for 133 employees. The Company alsa recorded a carparate charge
of $10 representing a contribution to the Eaton Charitable Fund.

2001 Charges

In connection with the acquisitions of businesses in Fluid Power, Eaton incurred
acquisition integration costs of $15 for plant consolidation and other expenses
and $7 for workforce reductions of 239 personnel.

Restructuring charges in Electrical consisted of $21 for workforce separation costs
for the termination of 887 personnel, primarily manufacturing, and $9 for plant
consolidation and other expenses.

Restructuring charges in Truck consisted of $35 of workforce reductions for 1,038

employees and $20 of asset write-downs and plant consolidation and other expenses.

The warkforce reductions consisted of severance and other employee benefits for the
elimination of salary positions within the organization and manufacturing personnel
at the closed facilities. The Company completed the closure of manufacturing facii-
ties in Hillsville, Virginia, and in Tipton, Gloucester and Aycliffe, United Kingdom,
consolidating production to a facility in Gdansk, Poland, as well as completing the
closure of the heavy-duty transmission plant in St. Nazaire, France.

Restructuring charges related to corporate staff consisted of $8 for workforce
reductions as well as $4 for asset writedowns and other expenses. A corporate
charge of $10 related to an arbitration was recorded in second quarter 2001.The
arhitration award related to a contractual dispute over supply arrangements
initiated in February 1999 against Vickers, Inc. {now named Eaton Hydraulics Inc.),
a subsidiary of Aeroquip-Vickers, Inc., which was acquired by Eatan in April 1889,

Summary of Restructuring & Other Charges

2002 2001
Fluid Power $14 $ 26 § 22
Electrical 22 16 30
Automotive 1
Truck o 16 _ 55
36 59 107
Corporate restructuring charges 1 3 12
QOther corporate charges L _ 10 10
Pretax charges § 37 §72 $129
After-tax charges § 24 § 47 $ 86
Per Commaon Share $.16 $.33 $ 60
——/

The restructuring charges were inciuded in the Statements of Cansolidated Income
in Cost of products sold or Selling & administrative expense, as appropriate. [n
Business Segment Information, the restructuring charges reduced Operating profit
of the related business segment or were included in Corporate expense-net, as
appropriate. The other corporate charges were included in the Statements of
Consolidated Income in Cther (income) expense-net and in Business Segment
Information the charges were included in Carparate expense-net.

A comparison of restructuring charges and utifization of the various components
for 2003, 2002 and 2001 follows:

Inventory & Plant

Workforce reductions other asset consolidation

Employees  Doflars  writedowns  &other Total

2001 charges 2,310 N $ 20 $28 $119
Utilized in 2001 (1@) _(50) _(20) ﬁ) {96)
Balance remaining at

December 31,2001 ———— 344 21 0 2 23
2002 charges ———— 1,994 45 8 g 62
Utitized in 2002 (1.844) _{59) _ B _(8) {69)
Balance remaining at

December 31,2002———— | 484 1l 0 5 16
2003 charges ————— | 227 3 3 3 37
Utilized in 2003 ————— | (700) (12) (3] (28) (43}
Balance remaining at
December 31, 2003 ————— 21 $ 2 §0 $ 8 $10

\s

Eaton adopted Statement of Financial Accounting Standards (SFAS) No. 146,
"Accounting for Costs Associated with Exit or Disposal Activities’, effective
January 1, 2003. SFAS No. 146 addresses the reporting of expenses related to

exit and disposal activities, including business restructurings. This Statement does
not alter the accounting for exit or disposal activities associated with acquired
businesses. Facts and circumstances are evaluated to determine the proper
accounting treatment of expenses related to each exit or disposal activity.



Goodwill & Other Intangible Assets Debt & Other Financial Instruments

As discussed in "Accounting Policies” above, Eaton adopted Statement of Financial  Short-term debt of $45 at December 31, 2003 related to lines of credit of sub-

Accounting Standards (SFAS) No. 142, “Goodwill and Other Intangible Assets’ sidiaries outside the United States and was almost exclusively denominated in
effective January 1, 2002. Upon adoption, the Company ceased the amortization foreign currencies. These subsidiaries have available short-term lines of credit

of goodwill and indefinite life intangible assets recorded in connection with aggregating $182 from various banks worldwide. The weighted-average interest
previous business acquisitions. A reconciliation of net income and net income rate on short-term debt, including commercial paper classified as long-term debt,
per Comman Share for 2001, as if SFAS No.142 had been adopted as of the was 6.3% at December 31, 2003 and 3.9% at December 31, 2002

beginning of that year, follows: A summary of long-term debt, including the current portion, follows:

2003 2002 2001 (2003 || 2002
Reported net income $ 386 $ 281 $ 169
Add back amortization of goodwill &

R ; 6.95% notes due 2004
indefinite life intangible assets, {converted to floating rate by
net of income taxes 83

— —_ o interest rate swap) $ 250 250
Adjusted net income $ 386 $ 281 $ 232 1.62% Yen notes due 2006 47 42

Reported net income per Common Share 8% debentures due 2006
assuming dilution $2.56 $1.98 $1.20 (825 converted to flaating rate by

Add back amortization of goodwill & interest rate swap] 8 8
NS : 8.9% debentures due 2006
indefinite life intangible assets,

{converted to floating rate by

Variable rate notes due 2003 $ 150

net of income taxes —_— —_ 4 interest rate swap) 100 100
Adjusted net income per Common Share || $2.56 $1.96 $1.64 6% Eura 200 million notes due 2007
- - — (converted to floating rate by
N——/ interest rate swap) 252 209
A summary of other intangible assets follows: 5.75% notes due 2012
{$225 converted ta floating rate by
2003 2002 interest rate swap) 300 300
Histarical Accumulated Histarical Accumulated 8.875% debentures due 2019
cost amortization cost amortization {due 2004 at option of debenture halders)————— 38 38
jntangime assets not 8.1% debentures due 2022
subject to amortization ($50 converted to floating rate by
{primarily trademarks) ———————| $373 § 24 $333 $ 24 interest rate swap) 100 100
Intangible assets subject T T T _ 7-5/8% debentures due 2024
to amortization ($55 converted to floating rate by
Patents $205 $ 96 $192 $ 78 interest rate swap) 86 66
Other 135 52 153 56 6-1/2% debentures due 2025
@ mé % $1_44 {due 2005 at option of debenture holders) ———————— 145 145
—_— _— _— — 7.875% debentures due 2026 81 81
7.65% debentures due 2029
. ) ] T {$100 converted to floating rate by
Expense related to intangible assets subject to amortization for 2003 was $21. interest rate swap) 200 200
Estimated annual pretax expense for intangible assets subject to amortization 6.4% to 7.6% medium-term notes due at
recorded at December 31, 2003 for each of the next five years follows: 2004, various dates through 2018
$19; 2005, $17; 2008, $16; 2007, $16 and 2008, $15. {$97 converted to floating rate by
interest rate swap) 137 138
Commercial paper 30
Other 108 _ 108
Total long-term debt - 1,908 2,041
Less current portion of long-term debt — ———— _(Zﬂ) _ 184
Long-term debt, excluding current port\on*—j m w

Ej
Eaton has long-term credit facilities of $650, of which $400 expire in April 2005
and $250 in May 2008.

Aggregate mandatory annual maturities of long-term debt for each of the next
five years follows: 2004, $257, 2005, $21, 2006, $238; 2007, $305; and 2008, $1.

Interest paid was $105 in 2003 $116 in 2002, and $175 in 2001,

25
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Eaton has entered into interest rate swaps to manage interest rate risk. A summary
of these instruments outstanding at December 31, 2003, excluding certain immaterial
instruments, follows (currency in millions):

Notional _Interest rates (b}

Interest rate swaps () Hedgetype amount Receive Pay Floating interest rate basis
| Fixed to floating Fairvalue $250 6.95% 4.9% BmonthLIBOR+3.7%
| Fixed to floating Fairvalue $ 25 80% 5.8% 6monthLIBOR+4.6%
| Fixed to floating Fairvalue $100 89% 51% 6monthlIBOR+3.9%
Fixed to floating Fairvalue €200 6.0% 2.7% 6month EURIBOR+.54%
/| Fixed to floating Fairvalue $225 575% 1.8% 6monthLIBOR+.71%
1 Fixed to floating Fairvalue $ 50 81% 3.6% 6&monthlIBOR+2.4%

Fixed to floating Fairvalue $ 55 7.625% 3.3% 6 month LIBOR+2.2%
| Fixed to floating Fairvalue $100 7.65% 3.8% 6monthLIBOR+2.5%
‘LFixed to floating Fairvalue $ 87 7.2% 3.7% 6monthLIBOR+2.5%
e

(a) The maturity of the swaps correspand with the maturity of the hedged item as
noted in the long-term debt table.
{b) Interest rates are as of year-end 2003.

The carrying values of cash, shert-term investments and shart-term debt in the con-
salidated balance sheet approximate their estimated fair values. The estimated fair
values of other financial instruments outstanding follow:

i 2003 2002
Notional ~ Carrying Fair Notional  Carrying Fair
[l amount value value || amount  value value
Long-term debt & i )‘
current portionof || i
long-term debt (a} -—' $(1.908) $(2,132) | $(2,041) $(2,202)
Foreign currency d i
principal swaps 48 13 4 4 s 13 (3) 3)
Commaodity contracts —; {b) {b) ) 10 {b) {b)
Foreign currency i i
forward exchange |
contracts ——————| 288 3 3 ‘ 275 7 (6)
Interest rate swaps I i
Fixed to floating —‘ 1,154 42 42 1 811 59 59
Floating to fixed—E H 13 3) (3)
i

{a) Includes fareign currency denominated debt.
{b) Balance less than $1.

The estimated fair values of financial instruments were principally based on quoted
market prices if such prices areiavailable, and where unavailable, fair values were
estimated based on comparable contracts, utilizing systems obtained from estab-
lished, independent providers. The fair value of foreign currency forward exchange
contracts, which are primarily related to the Euro, Japanese Yen and Swiss Franc,
and foreign currency principal and interest rate swaps which mature during

2004 through 2007, were estimated based on quoted market prices of comparatle
contracts, adjusted through interpolation where necessary for maturity differences.
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Retirement Benefit Plans

Eaton has defined benefit pension plans and ather postretirement benefit
plans. Companents of plan obligations and assets, and Eaton's recorded
assets (liabilities), foilow:

Other postretirement

Pension benefits benefits
2003 2002 2003 2002

Changes in projected
benefit obligation
Benefit abligation

at beginning of year ————| $(1.996) || $(1.856) || § (878) {| $ {894
Service cost —————————— (93) (76) (15) {15)
Interest cost {1289) {126) (56} | (60)
Actuarial loss ————————— (119} (118) (73) (3)
Benefits paid————————— 189 205 97 91
Effect of foreign

currency translation —————— {76) {43}
Effect of business acquisitions —— (66) (2)
Other (14} 18 {10} 3
Benefit obligation at end of year——| (2,304} {1,998) (937} (878)
Change in plan assets
Fair value of plan assets

at beginning of year 1,480 1,836
Actual return on plan assets 234 {196)
Employer contributions ———— 45 30 97 92
Benefits paid {189) {205) (97) (91)
Effect of foreign

currency translation ———— 47 25
Effect of business acquisitions 48
Other 5 (100 {n
Fair value of plan assets at ‘

end of year 1,670 1,480 g 0
Benefit obligation in excess

of plan assets (634) (516) (937) (878)
Unrecognized net actuarial loss —— 894 | 846 250 186
Unrecognized prior service cost — 21 12 13 3
Other 11 2 9 9
Net amount recognized $ 292 § 344 $ (665} (| $ (680}

- N/




Amounts recognized in the balance sheet consist of: The components of pension benefit income {cost) follow:
Other postretirement =\
Pension benefits benefits 2003 2002 2007
e . Service cost $(93) || $(76) $ (87)
2003 2002 2003 2002 Interest cost (129) (126) (124}
Prepaid asset $ 28 $ 23 Expected return on plan assets —————————— 181 | 2113 213
Accrued iabily—————————| a0z} | (310 || siees) | seany  Other BLLLY | [ R
Intangible asset——————————— 22 14 (48) 3 34
Accumulated other Curtailment loss 1} {4) (3)
comprehensive income {loss}— 644 617 Settlement {loss) gain (34) (21) 21
Net amount recognized—————|  § 292 $ 344 $(665) || $(680) $ (83) $ [22) $ 82
N— /) ) N/
Statement of Financial Accounting Standards No.87 requires recognition of a Assumptions used te determine net periodic pension cost for the years ended
minimum liability for those pension plans with accumulated benefit obligationsin ~ December 31 follow:
excess of the fair values of plan assets at the end of the year. Accardingly, in fourth United States &
- ~ non-United States plans
quarter ZDQ_Z, Eatoq rgcordeq anon cash chgrge of $586 ($386 aﬁer tax) re!atgd United St1zs plans (weighted average)
to the additional minimum liability for certain underfunded pension plans which
red_ucgd Accumulated other comprehensive income {loss) in Shareholders equity. 2003 |) 2002 2008 (] W} 2002 2001
A similar non-cash charge of $27 ($17 after-tax) was recorded in fourth quarter 2003. > 6755 | 7255 7 75% | o T omem 722
Pension funding requirements are not currently affected by the recording of these iscountrate A5% | 7.25%  7.75% 1 6.53 bk 1ALk
charges. These charges did not impact net income and will be reversible should the Expected lang-term
. ’ ) \ . o return on plan assets+| 8.75% 1{10.00% 10.00% || 8.71% || 2.85% 9.81%
fair value of the pension plans’ assets again exceed the accumulated benefit oblig- Rate of compensation
ation. The total accumulated benefit obligation for all pension plans at December increase—————11 3.75% || 2.00%  4.75% | 373% || 3.74%  4.85%
31,2003 was $2,052 and at year-end 2002 was $1,777.
Pension plans with an accumulated benefit abligation in excess of plan assets at )
December 31 follow: The expected long-term rate of return on pension plan assets is determined sep-
—— arately for each country and reflects long-term historical data with greater weight
2003 2002 given to recent years. Target asset categories are comprised of equity securities,
Projected benefit obligation —{| $2,242 $1,946 debt securities, and cash equivalents. A building block approach is used to develop
Accumulated benefit obligation 1,996 1731 the expected return for each plan, taking into account the target allocations. Under
Fair value of plan assets 1,600 1.427 this approach separate analyses are perfarmed to determine (a) the expected
long-term rate of inflation, (b) expected real rates of return, and (c) the expected

— equity risk premium.
The measurement date for United States pension plans and other postretirement

benefit plans, and the majerity of non-United States pension plans, is November 30.

Assumptions used to determine pension benefit obligations at year-end follow:

United States &
nan-United States plans
United States plans {weighted-average)

N N

2003 2002 2003 2002

Discount rate ——————1 6.25% 6.75% 6.11% 6.53%

Rate of compensation increase—— | 3.50% 3.75% 3.60% 3.73%
\:.—J__) ;.—)__J

United States pension plans represent 72% and 76% of the benefit obligation in
2003 and 2002, respectively.
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The weighted-average pension plan asset allocation at December 31, 2003 and

2002, by asset category are as follows:
| 2003 |

. 2002
Equity securities | 81% 81%
Debt securities 18 1 18
Other - 1 1
100% 100%
\\:/)

Investment policies and strategies are developed on a country specific basis. The
United States plan represents74% of worldwide pension assets and its target
allocation is: 85% diversified equity, 12% United States Treasury Inflation-Indexed
Securities, and 3% cash equivalents. The United Kingdom plan represents 19% of
waorldwide pension assets and its target allocation is: 70% diversified equity secu-
rities and 30% United Kingdom Government Bonds.

Eaton expects to contribute $107 to pension plans in 2004 primarily consisting of a
voluntary cantribution of $75 in the United States, which was made in January,
and an $18 voluntary contribution in the United Kingdom.

The compaonents of other postretirement benefits cost follow:

)
| 2003 2002 2001
Service cost $(15) $(15) $(14)
Interest cost {56) (60) {62)
Other {9 i) 3
(80) {79 {73)
Settlement loss e (2 o
(80} $(81) $(73)
I
Assumptions used to determing other postretirement benefit obligations
and costs follow:
)
2003 2002 2001
Discount rate used to determine
benefit obligation at year-end 6.25% 6.75% 7.25%
Assumptions used to determine expense
Discount rate 6.75% 7.25% 7.75%
Health care cost trend rate
assumed for next year 9.00% 10.00% 8.00%
Ultimate health care cost trend rate 5.00% 5.00% 5.00%
Year uitimate health care
cost trend rate is achieved 2007 2007 2007
—J
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Assumed health care cost trend rates have a significant effect on the amounts
reported for the health care plans. A one-percentage point change in the assumed
health care cost trend rates would have the following effects:

1% 1%
Increase Decrease
Effect on total of service
and interest cost $ 2 $ (2)
Effect on other postretirement
benefit abligation 27 (24)

The Medicare Prescription Drug, Improvement and Modemnization Act of 2003 {the
Act) was passed on December 8,2003 subsequent to the November 30 measurement
of the Company's other postretirement benefits plan. The Act pravides for prescrip-
tion drug benefits under Medicare Part D and contains a subsidy to plan sponsors
who provide actuarially equivalent prescription plans. The effects of the Act are
not reflected in the obligations or net periodic ather postretirement benefit costs
presented in Eaton’s financial statements for the year ended December 31, 2003.

Financial Accounting Standards Board Staff Position FAS 108-1 requires Eaton to
make a one-time election to either defer or recognize the accounting effects of the
Act before the end of the first quarter of 2004. If recognized, the Act would reduce
the accumulated projected benefit obligation by an estimated $40 to $50 and reduce
ongoing net periodic other postretirement costs by an estimated §5 annually. These
reductions in the accumulated projected benefit obligation and ongoing net periodic
other pastretirement costs would not require a modification or amendment of the
Company's benefit plans. However, if certain plans were amended, the Act could
further reduce the accumulated projected benefit abligation and ongoing net peri-
odic other postretirement costs.

The Company also has various defined-contribution benefit plans, primarily con-

sisting of the Eaton Savings Plan in the United States. Total contributions related
to these plans charged to expense were $36 in 2003, $34 in 2002, and $43 in 2001.



Protection of the Environment

Eaton has established policies to ensure that its operations are conducted in keeping
with good corporate citizenship and with a positive commitment to the protection of
the natural and workplace environments. Far example, each manufacturing facility
has a person responsible for environmental, health and safety (EHS) matters. All of
the Company’s manufacturing facilities are required to be certified to IS0 14001, an
internatianal standard for environmental managemant systems. The Company
routinely reviews EHS performance at each of its facilities and continuously strives
to improve pollution prevention at its facilities.

As a result of past operations, Eaton is involved in remedial response and voluntary
environmental remediation at a number of sites, including certain of its currently-
owned or formerly-owned plants. The Company has also been named a potentially
responsible party (PRP} under the Federal Superfund law at a number of waste
disposal sites.

A number of factors affect the cost of environmental remediation, including the
number of parties involved at a particular site, the determination of the extent of
contamination, the length of time the remediation may require, the complexity of
environmental regulations, and the continuing advancement of remediation tech-
nalogy. Taking these factors into account, Eaton has estimated (without discounting)
the costs of remediation, which will be incurred aver a period of several years.The
Company accrues an amount consistent with the estimates of these costs when it
is probable that a liability has been incurred. At December 31, 2003 and 2002, the
balance sheet included a liability for these costs of $65 and $64, respectivaly. With
regard to some of the matters included in the liability, the Company has rights of
recovery from non-affiliated parties for a portion of these estimated costs.

Based upon Eaton's analysis and subject to the difficulty in estimating these future
costs, the Company expects that any sum it may be required to pay in connection with
environmental matters is not reasonably likely to exceed the liability by an amount
that would have a material adverse effect on its financial position, results of opera-
tions or cash flows. All of these estimates are forward-looking statements and, given
the inherent uncertainties in evaluating environmental exposures, actual results can
differ from these estimates.

Contingencies

Eaton is subject to a broad range of claims, administrative proceedings, and

legal proceedings, such as lawsuits that relate to contractual allegations, patent
infringement, personal injuries {including asbestos claims) and employment-
related matters. Although it is not possible to predict with certainty the outcome

or cost of these matters, the Company believes that these matters will not have

a material adverse effect on its financial position, results of operations or cash flows.

Shareholders’ Equity

On January 21, 2004, the Board of Directors of Eaton announced a two-for-one split
of the Company's Commoan Shares effective in the form of a 100% steck dividend.
The date of record for the stock split was February 9, 2004, and it was distributed
on February 23, 2004. Accordingly, Common Shares outstanding and stock option
information have been adjusted retroactively to reflect the stock split.

There are 300 million Common Shares authorized ($.50 par value per share), 153.0
million of which are issued and outstanding at year-end 2003. At December 31, 2003,
there were 10,107 halders of record of Common Shares. Additionally, 22,347 current
and former employees were shareholders through participation in the Eaton Savings
Plan (ESP) and Eaton Personal Investment Plan (EPIP).

In June 2003, Eaton sold 37 million Common Shares (74 million shares adjusted
for the February 2004 stock split) for net proceeds of $286, which were used to pay
down commercial paper and for general corporate purposes.

Eaton has plans that permit certain employees and directors to defer a portion of
their compensation. The Company has deposited $40 of Common Shares and mar-
ketable securities into a trust to fund a portion of these liabilities. The marketable
securities are inctuded in Other assets and the Common Shares are included in
Shareholders' equity at historical cost.

.
:

Stack Options

Stock options have been granted to certain employees and directors, under various
plans, to purchase Comman Shares at prices equal to fair market value as of the date
of grant. Historically, the majority of these options vest ratably during the three-year
period following the date of grant and expire 10 years from the date of grant.

During 1997 and 1998, Eaton granted special performance-vested stock options
with a 10-year vesting term in lieu of more standard employee stock options.
These options have a provision for accelerated vesting if and when the Company
achieves certain net income and Comman Share price targets. If the targets are not
achieved, these options become exercisable 10 days hefore the expiration of their
10-year term. As of December 31, 2003, 3.8 million special performance-vested
stock options were outstanding of which 1.4 million were exercisable.

A summary of stock option activity, which has been restated to give effect to the
February 2004 stock split, follows {shares in millions):

(f————ﬁ\
2003 2002 2001

Average Average Average
price price price
par per per
option Options option Options option Options
QOutstanding January 1 $31.70 18.2 |1 $29.38 198  $2865 204
Granted ———————| 35.46 28 40.42 2.2 36.34 22
Exercised —————  27.43 {42} 2334 20) 2100 {1.8)
Canceled ——— 1 35.28 _(._4) 3528 (81 3352 {1.0)
Qutstanding
December 31 $33.22 17.2 ]| $31.70 192 $29.98 188
Exercisable
December 31 $31.50 105 )| $20.44 128 $21.97 122
Reserved for
future grants
December 31 4.0 6.2 2.8
w
The following table summarizes information about stock options outstanding and
exercisable at December 31, 2003 (shares in millions):
Weighted- Weighted-
Weighted-  average average
average exercise exarcise
remaining  price per price per
Options  contractual outstanding  Options  exercisable
Range of exercise prices per option outstanding  life {years) option  exercisable option
$2090-$24 91— ———156 1.5 $22.48 1.6 $22.46
$2590-92980————— 1 6.2 2910 A 29.09
$30.74-$3472—————96 55 31.70 6.0 30.85
$35.18-$39.68——————36 6.0 37.28 20 36.95

$40.06 - $44 81— ————23 78 41.03 8 41.49

17.2 E
-
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Eaton has adopted the disclosure-only provisions of Statement of Financial
Accounting Standard (SFAS) No.123, "Accounting for Stock-Based Compensation”
If the Campany accounted for its stock optians under the fair-value-based methad
of SFAS No.123, net income and net income per Common Share would have
been as follows:

2003 2002 2001
Net income
As reported $ 386 $ 281 $169
Stock-based compensation
expense, net of income taxes (1) (14) (18)
Assuming fair value method $375 || $267 $153
Net income per Camman Share assuming dilution
As reported y $256 § 8196 $1.20
Stock-based compensation '
expense, net of income taxes (.08) | (10 (11
Assuming fair valug method $2.48 $1.86 $1.08
Net income per Common Share basic
As reported $2.61 $1.99 $1.22
Stock-based compensation ‘
expense, net of income taxgs ——————— (.08) {10 (1)
Assuming fair value method ———————| $2.53 $1.89 $1.11
N

The fair value of each aption grant was estimated using the Black-Scholes option
pricing model with the following assumptions;

FK—T—O_(B—ﬁﬁ 2002 2001
Dividend yield 2.5% 2.5% 2.5%
Expected volatility ———————— 28% 29% 26%
Risk-free interest rate 22%1t035% |} 26%1t043% 37%1t05%
Expected option life in years ———— 5 4 4
Weighted-average per share fair value
of options granted during the year— $7.84 £9.17 $7.86

L;:"—)
Preferred Share Purchase Rights

In 1995, Eaton declared a dividend of one Preferred Share Purchase Right for each
outstanding Commaon Share. The Rights become exercisable anly if a persan or
group acquires, or offers to acquire, 20% or more of the Campany's Common
Shares.The Company is authorized ta reduce that threshold for triggering the
Rights to not less than 10%. The Rights expire on July 12, 2005, unless redeemed
earlier at $.005 per Right.

When the Rights become exercisable, the holder of each Right, other than the
acquiring person, is entitled 1) to purchase for $125, one two-hundredth of a Series
C Preferred Share, 2) to purchase for $125, that number of Eaton’s Common Shares
or common stock of the acquiring person having a market value of twice that price,
or 3} at the option of the Company, to exchange each Right for one Camman Share
or one two-hundredth of a Preferred Share.
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Comprehensive Income [Loss)

The components of Accumulated other comprehensive income (loss) as reported in
the Statement of Consoclidated Shareholders' Equity follow:

Unrealized  Deferred  Minimum
Foreign  gain{loss} gain pension
currency  anavailable  {loss)on liability
translation  forsale cash flow adjust-
adjustments investments  hedges ment Total-
Balance at January 1, 2001 $(263) § (4) ${267}
2001 activity, net of
income taxgg—————— {20} 5 §$ (5§21 (41)
Recagnition in income of
adjustment related to
divested businesses ————— _9 . 9
Balance at December 31, 2001——  {274) 1 (5) (21) (299)
2002 activity, net of
fncome taxes —————— {15} 1 (386} {400)
Balance at December 31, 2002 (289} 1 (4) (407) (639)
2003 activity, net of
income taxes 126 1 4 (17 _1]_4
Balance at December 31, 2003 ${183) § 2 $ 0 $(424)  ${585)

=

A discussion of the minimum pension liability adjustment recorded in 2003 and
2002 is included in “Retirement Benefit Plans” above.

Income Taxes

Far financial statemeant reparting purpases, income befare income taxes, based on
the geographic lccation of the operation to which such earnings are attributable, is
summarized below. Certain foreign operations are branches of Eaton and are, there-
fore, subject to United States as well as foreign income tax regulations. As a result,
pretax income by location and the companents of income tax expense by taxing
jurisdiction are not directly related. For purposes of this note to the consolidated
financial statements, nan-United States aperations include Puerto Rico.

Income before income taxes

J

2003 2092 2001
United States $ 78 $ 56 $ 60
Non-United States 430 343 227
Write-off of foreign currency translation
adjustments refated to divested businesses——| Rt
$508 $399 $278
—_—
—




Income tax expense
2003 2002 2001
Current
United States
Federal $ 97 $123 $ {8)
State & local 17 6 S
Non-United States _70 42 65
Jelloan o w
Deferred
United States Federal ——————1|  (87) {7 64
Non-United States _5 18 _
T I R
$122 $118 $109

Reconciliations of income taxes from the United States Federal statutory rate to
the effective income tax rate follow:

/ﬁ 2002 2001
Income taxes at the United States
statutory rate 35.0% 35.0% 35.0%
United States state & local income taxes 32 14 (1.7)
Other United States-net (1.4} 1.4 (9.3)
Non-United States operations
(earnings taxed at other than
United States tax rate) (12.8) (8.3) 42
Amortization of goodwili 18
Sales of businesses 6.4
24.0% 29.5% 394%
— || = -

—
Eaton has manufacturing operations in Puerto Rico, which operate under certain
United States tax law incentives related to the repatriation of earnings that, at
this point, are not expected 10 be available after 2005, Income tax credits claimed
under these incentives were $32 in 2003, $33 in 2002 and $41 in 2001. Management
befieves the elimination of these repatriation laws will not have an adverse impact
on the Company's effective income tax rate.

Significant components of current and long-term deferred income taxes follow:

( 2003 m 2002
Current  Long-term Long-lerm_]v Current  Long-term
assets assets liabilities assels assets
Accruals & other adjustments
Employee benefits $ 83 $388 $ 6 1 $53 $346
Depreciation & amortization —— (4) (402) (10 (405)
Other 130 58 1 117 36
Other items ———— 3 3 (4) 11 8
United States income tax credit
carryforwards —————| 77 46
United States foreign tax credit
carryforwards ——————— 32 33
Tax loss carryforwards ————| 5 54
Valuation allowance (74) (78)
$192 $133 $(19) $181 $ 40
\ )

At the end of 2003, United States income tax credit carryforwards of $77 are
available to reduce future Federal income tax liabilities, including $38 which expire
at the end of 20 years and 839 of which are not subject to expiration. Foreign tax
credit carryforwards of $32 are also available to reduce United States Federal
income tax liabilities during the next five years. A full valuation allowance has
been recorded for the foreign tax credit carryforwards.

At December 31, 2003, certain non-United States subsidiaries had tax loss carry-
forwards aggregating $153 that are available to offset future taxable income.
Carryforwards of $111 expire at various dates from 2004 through 2013 and the
balance have no expiration date. A valuation allowance of $42 has been recorded
for the tax effect of these tax loss carryforwards.

No provision has been made for income taxes on undistributed earnings of consoli-
dated non-United States subsidiaries of $1,071 at December 31, 2003, since the
earnings retained have been reinvested by the subsidiaries. It is not practicable to
estimate the additional income taxes and applicable foreign withholding taxes that
would be payable on the remittance of such undistributed earnings.

Worldwide income tax cash flows were payments of $137 in 2003 and $61 in 2002,
and a refund of $11 in 2001,

C
)
n
-
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Other Information
Accounts Receivable

Accounts receivable are net of an allowance for doubtful accounts of $23 at the end
of 2003 and $26 at the end of 2002.

Inventories

The components of inventaries follow:

| 2003 | 2002

Raw materials $301 || $283
Work-in-process 173 160
Finished goods 279 E
Inventories at FIFO 753 732
Excess of FIFO over LIFQ cost (32) (34)
$721 $698

Gross inventories accounted for using the LIFQ method were $432 at the end of
2003 and $478 at the end of 2002.

Warranty Liabilities
A summary of the current and long-term liabilities for warranties follows:

2003

2002 2001

Balance at the beginning of theiyear 8127 || 3128 $157

Current year accruals 81 129 92

Claims paid/satisfied (82) (119) (108)

Other _ _m _(13)

Balance at the end of the year $125 $127 §128
‘\—..—J/

Lease Commitments

Eaton leases certain real properties and equipment. Minimum rental commitments
for 2004 under noncancelable operating leases, which expire at various dates and in
most cases contain renewal options, are $89 and decline substantially thereafter.

Rental expense was $115in 2003, $102 in 2002, and $113in 2001.
Net Income per Common Share

A summary of the calculation of net income per Common Share assuming dilution
and basic follows {shares in millions);

| 2003 || 2002 2001
Netincome — g3 | s281 g6
Average number of Common Shares
outstanding assuming dilution 150.5 143.4 141.0
Less dilutive effect of stock options —————— 26 | 22 2.2
Average number of Common Shares
outstanding basic 147.9 1412 138.8
Net income per Common Share
assuming dilution $2.56 $1.96 $1.20
Net income per Common Share basic | $2.61 | $1.99 $1.22
N

Employee and director stock options to purchase Common Shares of 6.0 million in
2002 and 4.4 million in 2001 were outstanding but were not included in the compu-
tation of net income per Common Share assuming dilution, since they would have
had an antidilutive effect on earnings per share.

Business Segment & Geographic Region Information

Eaton is a global diversified industrial manufacturer with 2003 sales of $8.1 billion.
The Company is & leader in the design and manufacture of fluid power systems;
electrical power quality, distribution and control; automotive engine air manage-
ment and powertrain controls for fuel economy; and intelligent drivetrain systems
for fuel economy and safety in trucks. The Company had 51,000 employess at the
end of 2003 and sells products to customers in more than 100 countries. Major
products included in each business segment and other information follows.

Fluid Power

All pressure ranges of hose, fittings, adapters, couplings and other fluid power
connectors; hydraulic pumps, mators, valves, cylinders, power steering units,
transaxles and transmissions; electronic and hydraulic controls; electric motors and
drives; filtration products and fluid-evaluation products and services; aerospace
products and systems — hydraulic and electrohydraulic pumps, motors, electric
motor pumps, hydraulic motor driven generators and integrated system packages,
hydraulic and electromechanical actuatars, flap and slat systems, nose whee!
steering systems, cockpit controls, power and load management systems, sensors,
fluid debris monitoring products, illuminated displays, integrated displays and pan-
els, relays and valves; clutches and brakes for industrial machines; golf grips and
precision molded and extruded plastic products

Electrical

Low and medium voltage power distribution and control products that meet
ANSI/NEMA and IEC standards; a wide range of circuit breakers, and a variety of
assemblies and components used in managing distribution of electricity to indus-
trial, utility, light commercial, residential and OEM markets; engineering services
and systems to support customer power and control systems; drives, contactors,
starters, power factor and harmonic correction; a wide range of sensors used for
position sensing; a full range of operator interface hardware and software for
interfacing with machines, and other mator control praducts used in the contrel
and protection of efectrical power distribution systems

Automotive

Valvetrain systems, intake and exhaust valves, lash compensatian lifters and lash
adjusters, roller rocker arms, cylinder heads, superchargers, limited slip and locking
differentials, transmission dampers, precision gear forgings, air control valves,
engine sensors and controls, mirror actuatars, transmission controls, on-board
vapor recovery systems, fuel level senders and pressure control valves

Truck

Heavy- medium-, and light-duty mechanical transmissions; heavy- and medium-
duty automated transmissions; heavy- and medium-duty clutches; and a variety of
other products including gears and shafts, traction control systems, transfer boxes,
power take-off units, splitter boxes, gearshift mechanisms, transmissions for off-
highway construction equipment, and collision warning systems



Other Information

The principal markets for Fluid Power, Automotive and Truck are original equipment
manufacturers and after-market customers of aerospace products and systems, off-
highway agricultural and construction vehicles, industrial equipment, passenger
cars and heavy-, medium-, and light-cuty trucks. These manufacturers are located
globally and most sales of these products are made directly to such manufacturers.

The principal markets for Electrical are industrial, construction, commercial, auto-
motive and government customers. These customers are generally concentrated in
North America, Europe and Asia/Pacific; however, sales are made globally. Sales
are made directly by Eaton and indirectly through distributers and manufacturers’
representatives to such customers.

No single customer represented more than 10% of net sales in 2003, 2002 or 2001.
Sales from ongoing United States and Canadian operations to customers in foreign
countries were $437 in 2003, $503 in 2002 and $520 in 2001 (5% of sales in 2003 and
7% in 2002 and 2001).

The accounting policies of the segments are generally the same as the policies
described under "Accounting Policies” above, except that inventories and related
cost of products sald of the segments are accounted for using the FIFO method and
operating profit only reflects the service cost component related to pensions and
other postretirement benefits. Intersegment sales and transfers are accounted for
at the same prices as if the sales and transfers were made to third parties.

Identifiable assets exclude general corporate assets, which principally consist of
cash, short-term investments, deferred income taxes, certain accounts receivable,
certain praperty, plant and equipment, and certain other assets.

(Geographic Region Information

Operating Long-lived

Net sales profit assets
2003
United States $5,758 § 546 $1.264
Canada 209 28 16
Europe 1,581 94 LE)
Latin America 516 85 205
Asia/Pacific Region 504 64 100
Eliminations (507)

$8,061 $ 797 $2,076
2002
United States $5,605 § 483 $1.338
Canada 185 15 13
Europe 1,110 85 351
Latin America 403 45 160
Asia/Pacific Region 358 43 93
Eliminations {452}

$7,209 $ 651 $1,955
2001
United States $5.677 $ 414 $1.419
Canada 177 1 15
Europe 1,108 (8) 322
Latin America 406 37 203
Asia/Pacific Region 310 19 9N
Eliminations (464)

$7.214 $ 476 $2,050

Net sales and operating profit are attributed to geographical regions based upon

the location of the selling unit.

Long-lived assets consist of property, plant and equipment-net.

Operating profit was reduced by restructuring and other charges as follows:

i 2003 2002 2001

United States $22 $ 43 $ 87
Europe " 10 37
Latin America 2
Asia/Pacific Region 3 - 1
$ 36 $ 59 $107

E
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Business Segment Information 2002 2001
Net sales
Fluid Power | $2,786 $2,456 $2,507
Electrical 2,313 1,993 2,199
Automotive i 1,690 1,594 1,479
Truck 1,272 1,166 1,029
8,061 7,209 7,214
Divested operations j. 85
$8.061 | $7,209 $7.299
Operating profit (loss}
Fluid Power $ 247 $ 187 183
Electrical 158 149 163
Automotive 224 225 194
Truck 168 % 90 (B4}
797 | 651 476
Corparate '
Divested operations 6
Amortization of goodwill : (60)
Amortization of intangible assets 21) | {23} (34)
Interest expense-net (87) | (104) (142)
Gains on sales of businesses: ‘ 18 81
Corporate expense—net (181) | {143) (29)
Income before income taxes 508 399 278
Income taxes 122 118 109
Net income $ 386 $ 281 $ 169
Income before income taxes was reduced
by restructuring and other charges as follows:
Fluid Power $ 14 $ 26 $ 22
Electrical 22 16 30
Automative 1
Truck 16 55
Carporate 1 3 12
Other charges 10 10
$ 37 $ 72 $ 129




2003

2002 2001
Identifiable assets

Fluid Power $1,422 $1,439 $1,345
Electrical 1,072 847 1,018
Automotive 872 819 781
Truck 630 605 651
4,056 3710 3,793
Goodwill 2,095 1,910 1,902
Other intangible assets 541 510 533
Corporate 1,531 1,008 1,418
Total assets $8,223 $7.138 $7,648

Expenditures for property, plant & equipment
Fluid Power $ 60 § 53 $ 61
Electrical 37 34 54
Automgtive 86 75 96
Truck 71 56 84
254 218 275
Corporate 19 10 17
Divested operations 3
s 778 R 5 7%

Depreciation of property, plant & equipment
Fluid Power § 92 $ 9 $ 9B
Electrical 80 70 72
Automotive 77 69 66
Truck 54 54 56
303 284 290
Corporate 19 22 23
$ 322 $ 308 $ 313

w
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Management's Discussion & Analysis of
Financial Conditien and Results of Operations

Dollars in millions, except for per share data (per share data assume dilution)

Two-For-One Stock Split

On January 21, 2004, the Board of Directors of Eaton announced a two-for-one split
of the Company’s Common Shares effsctive in the form of a 100% stock dividend.
The record date for the stock split was February 8, 2004, and it was distributed on
February 23, 2004. Accardingly, all per share amounts, average shares outstanding,
shares outstanding and stock aption information have been adjusted retroactively
to reflect the stock split.

Qverview of the Company

Eaton is a global leader in the design and manufacture.of fluid power systems;
electrical power quality, distribution and control; automotive engine air management
and powertrain cantrols for fuel economy; and intelligent drivetrain systems for
fuel economy and safety in trucks. The principal markets for the Fluid Power, Auto-
mative and Truck segments are original eguipment manufacturers and after-market
customers of aerospace products and systems, off-highway agricultural and con-
struction vehicles, industrial equipment, passenger cars and heavy-, medium-, and
light-duty trucks. The principal markets for the Electrical segment are industrial,
construction, commercial, automotive and government customers. The Company
had 51,000 employees at the end of 2003 and sells products to customers in more
than 100 countries.

Highlights of Results for 2003

While global economic conditions continued to represent a challenge in 2003, pre-
senting a difficult operating environment, Eaton posted significantly improved results,
with each business segment reporting solid performance during the year. During
2003, Eaton continued to make significant progress towards key corporate goals

of 1) outgrowing end markets, 2) resizing the Company to compete effectively and prof-
itably in a depressed marketplace and 3} improving the strength of the balance sheet.

———\
2003 2002 Increase
Net sales £8,061 §7,209 12%
Net income ' 386 281 37%
Net income per Common |
Share assuming dilution $ 256 $ 1.9 31%
\;'——_//

The growth in sales was a reflection of a number of Eaton's businesses outperforming
their end markets, which are estimated to have declined 2% in 2003.The growth
also reflected increased sales resulting from acquisitions of businesses and new
joint ventures, which added approximately $500 of sales in 2003, and also from
higher foreign exchange rates.The increase in net income was primarily due to
higher sales in 2003 and the benefits of restructuring actions taken in 2003 and
prior years. Business segment operating profit of $797 in 2003 was 9.9% of sales,
compared to 9.0% in 2002.

As aresult of actions taken in 2003 and earlier years to restructure operations and
integrate acquired businesses, Eaton incurred restructuring charges in 2003 of

$.16 per Common Share, compared to similar charges in 2002 of $.33 per share. The
Company's results in 2003 were aided by the results of these actions, which deliv-
ered an additional $26 of savings in 2003 that were over and above $130 of savings
delivered in 2002. Additionally, $15 in synergies were achieved through integration
of acquired businesses. These savings, coupled with higher sales in 2003, lower net
interest expense and a reduction in the effective income tax rate, helped the Com-
pany to post significantly higher net income. These increases in net income were
partially offset by additional pension expense and other postretirement benefit
expense in 2003, which reduced net income by $.28 per share compared to 2002.
The Company reported no gains on the sales of businesses in 2003 compared to

a gain of $.09 per share in 2002.The sale of 3.7 million Common Shares in June
2003 (74 million shares adjusted for the February 2004 stack split), reduced net
income per share by approximately $.06 in 2003.

Throughout 2003, Eaton maintained a strong focus on strengthening the balance
sheet. Shareholders’ equity at the end of 2003 exceeded $3 billion for the first time
in Eaton's history. Cash and short-term investments rase to $865 during 2003, an
increase of $437 from the end of 2002. Cash generated from aperating activities
continued to be strong, with $874 generated in 2003 compared to $300 in 2002.
Operating cash flow less capital expenditures {free cash flow) was $801 in 2003
compared to $672 in 2002. Total debt paid down was $130 in 2003, partially offset
by an increase of $55 in the value of debt denominated in currencies other than the
U.S. Dollar due to movement of foreign exchange rates in 2003. In June 2003, Eatan
sold 3.7 million Comman Shares (7.4 million shares adjusted for the February 2004
stock split} for net proceeds of $296, which were used to pay down commercial
paper and for general corporate purposes. The reduction in debt during 2003, coupled
with the higher amount of cash and short-term investments at the end of 2003 and
higher Shareholders’ equity, resulted in a significant reduction in the net-debt-to-
total-capital ratio to 25.9% at the end of 2003 from 41.9% at year-end 2002.This
ratio would have dropped to 23.5% but for the recognition of a minimum pension
liability at the end of 2003 and the prior two year-ends, which in total reduced
Shareholders’ equity by $424 at the end of 2003.

In light of strong results for 2003 and growing momentum in many of its markets,
Eaton took the following actions on January 21, 2004

+ The Company’s Comman Shares were split two-for-one effective February 23, 2004

» The quarterly dividend on the Common Shares was increased by 12.5%, from
$.24 per share to $.27 per share (after adjustment for the stock split}

+ (Cash of $75 was contributed to the Company's qualified pension
plans in the United States :

« Aplanwas initiated to repurchase 4.2 million Common Shares to offset the
shares issued during 2003 fram the exercise of stack options. In addition, the
Company now intends, depending upon circumstances, to purchase additional
shares as necessary to help offset dilution resulting from shares issued as a
result of stock options exercised over the course of 2004.

Results of Operations — 2003 Compared to 2002

Sales for 2003 rose to $8,061, 12% higher than $7.209 in 2002, and were the highest
sales since 2000. Sales growth of 12% in 2003 consisted of 6% from recent busi-
ness acquisitions and a new joint venture, net of the effect of the sale of Navy
Controls in July 2002, 3% from higher foreign exchange rates, and 3% from organic
growth. Eaton continued to outperform its end markets, as the Company estimates
that its overall end markets declined 2% in 2003 compared to 2002.

Net Sales by Business Segment

(r——'—\\

2003 2002 Increase
Fluid Power $2,786 || $2.456 13%
Electrical 2,313 1,993 16%
Automotive 1,690 1,594 6%
Truck 1,272 1,166 9%

$8.061 $7,209 12%
b—'//

The growth in sales of Fluid Power was dug in part to the acquisition of the Boston
Weatherhead fluid power business in fourth quarter 2002. The increase in Electrical
sales was substantially the result of the acquisition of the electrical business of

Delta plc in January 2003 and a new joint venture with Caterpillar Inc., offset by the



effect of the sale of Navy Controls in July 2002. Sales of Automotive rose due to
several new program launches and the continued strong performance of the North
American and European automabile markets. The growth in Truck sales was the
result of strang growth in sales of medium-duty trucks, particularly in Latin America.
The operating results of each business segment are further discussed below.

Results by Geographic Regian

Net sales Operating profit
(R
L 2003 2002 Increase || 2003 2002 Increase
United States $5,758 $5,609 3% $546 $483 13%
Canada———— | 209 185 13% 28 15 87%
Europe ———————{1 1,581 1,110 42% 94 65 45%
Latin America 518 403 28% 69 45 44%
Asia/Pacific regiom—| 504 358 41% 64 43 49%
Eliminations: 4 (507) (452)
1$8,061 $7,209 12% $797" |1 $B51* 22%
) )

*A reconciliation of operating profit to net income is included in “Business
Segment Information” in the Notes to the Consolidated Financial Statements.

Sales in the United States rose primarily due to the acquisition of the Boston
Weatherhead fluid power business in fourth quarter 2002, partially offset by the
sale of the Navy Controls business in second half 2002. Higher operating profit in
the United States primarily resulted fram increased sales, the benefits of restruc-
turing actions taken in recent years, lower restructuring charges in 2003, and
modest profits from the Boston Weatherhead fluid power business acquired in
late 2002. In Canada, the growth in sales and operating profit were substantially
related to foreign exchange rates and the strong performance of Electrical. Sales
in Europe rose primarily due to acquisition of the Delta electrical business, the
improved performance of Eaton’s other business segments, and fareign exchange
rates. Higher operating profit in Europe primarily resulted from increased sales and
the benefits of restructuring actions taken in recent years.The growth in sales and
operating profit in Latin America was primarily due to recent wins by Fluid Power
of new automotive-related production contracts and the strong performance

of Truck. Sales and operating profit rose in the Asia/Pacific region due to the
acquisition of the Delta electrical business and the strong performance of all of
the Company’s business segments.

In 2003, Eaton incurred restructuring charges related to the integration of the
Boston Weatherhead fluid power business acquired in November 2002 and the
electrical business of Delta plc acquired in January 2003. These charges included
$14in Fluid Power, $22 in Electrical and $1 in Corporate. In 2002, the Company
incurred restructuring charges to reduce operating costs across its business seg-
ments and certain corporate functions. The charges in 2002 were primarily a
continuation of restructuring programs initiated in 2001. These charges included
$26 in Fluid Power, $16 in Electrical, $1 in Automotive, $16 in Truck, and $3in
Corporate. On an after-tax basis, these restructuring charges reduced net income
for 2003 by $24($.16 per Common Share) and for 2002 by $41 ($.29 per share).
Restructuring charges in 2003 and 2002 reduced Operating profit of the related
business segment or were included in Corporate expense-net, as appropriate. (n
the Statements of Consolidated Income, the restructuring charges were included
in Cost of products sold or Selling & administrative expense, as appropriate.

Pretax income for 2003 was reduced by $66 ($43 after-tax, or $.28 per Common Share)
compared to 2002 due to increased pension and other postretirement benefit expense
in 2003 resulting from the decline aver the last several years in the market value of
equity investments held by Eaton’s pension plans, coupled with the effect of the
lowering of discount rates associated with pension and other postretirement benefit
liabilities at year-end 2002.

In July 2002, the Navy Controls business was sold resulting in a pretax gain of $18
{$13 after-tax, or $.09 per Common Share). The gain was reported as a separate line
item in the Statements of Consolidated Income and Business Segment Informatian.

The change of $37 in Other {income) expenss-net for 2003 compared to 2002 was
primarily due to a gain of $3 in foreign exchange in 2003 versus a loss of $8 in 2002,
a charge of $10 in 2002 for the contribution to the Eaton Charitable Fund, and various
other items including $11 of reduced legal expenses and favorable legal settiements
in 2003.The charge of $10 for the contribution to the Eaton Charitable Fund ($6 after-
tax, or $.04 per Comman Share) was recorded in the third quarter of 2002.In Business
Segment Information, this charge was included in Carporate expense-net.

The effective income tax rate for 2003 was 24.0% compared to 29.5% for 2002.

The lower rate in 2003 reflects many factors, including higher operating earnings in
international tax jurisdictions with lower income tax rates and increased use of
intemational tax credit carryforwards. The change in the effective income tax rates
in 2003 compared to 2002 is further explained in “Income Taxes” in the Notes to the
Consclidated Financial Statements.

Fluid Power
—
2003 2002 Increase
Net sales $2,786 $2,456 13%
QOperating profit 247 187 32%
t)/

Sates for Fluid Power, Eaton's largest business segment, were a new record. Sales
increased by 13% with 6% from business acquisitions, 4% from foreign exchange
rates and 3% from existing product lings. This compares to a decline of 2% in Fluid
Power's markets, with North American fluid power industry shipments down 3%,
commercial aerospace markets off 12%, and defense aerospace markets up by 13%.
The traditional mobile and industrial hydraulics markets began to recover in fourth
guarter 2003, reflecting the pickup in capital goods expenditures.

In 2003, Fluid Power's results were pasitively impacted by the full year results

of two businesses acquired late in 2002. The Boston Weatherhead fluid power
business was purchased in the fourth quarter af 2002. This business, which had
2002 sales of $211, manufactures hose, tubing, and fluid connectors for fluid power
systems primarily for the industrial distribution, mobile off-highway and heavy-duty
truck markets. In addition, the aerospace circuit breaker business of Mechanical
Products was purchased during that same quarter. This business had annual

sales of $12in 2001.

Operating profitin 2003 was a new record and increased primarily due to higher sales
in 2003, the benefits of restructuring actions taken in recent years to resize this busi-
ness, and reduced restructuring charges in 2003. Restructuring charges in 2003 were
$14, and were related primarily to the acquisition of the Boston Weatherhead busi-
ness, compared to $26 in 2002. Operating profit of Fluid Power in 2003 represented

a return on sales of 8.9%, which was reduced by .5% due to restructuring charges,
compared to 7.6% in 2002, which was reduced by 1.1% due to restructuring charges.

In January 2004, Eaton announced the following actions related to Fluid Power:

 The acquisition of Ultronics Limited and its advanced electro-hydraulic valve sys-
tem technology. The Cheltenham, United Kingdom-based company’s sophisticated
electra-hydraulic cantrol valves, systems and saftware technology are utilized in
mobile applications in construction, forestry, agriculture and other markets.

* The agreement to form a joint venture with Changzhou Senstar Automabile Air
Conditioner Co. Ltd. in China to produce automotive air conditioning hose and
tube assemblies and power steering hose and tube assemblies in Shanghai for
Volkswagen's China operations. The joint venture will be called Eaton Senstar
Automotive Fluid Connector {Shanghai) Co., Ltd. Eaton will have 55% ownership
of the joint venture. The joint venture is expected to be established early in 2004
following regulatory approval.
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in December 2003, Eaton announced that its aerospace business has been selected
by Lockheed Martin to supply Aeroquip® brand fluid conveyance products on

the new F-35 Joint Strike Fighter supersonic multi-role aircraft. The award is for
the System Development and Demonstration (SO0) phase of the program, which
includes 14 aircraft over the next twa years. Lockheed Martin has selected Eaton’s
Aeroquip® brand Uitra-Mate couplings as one of the standard products throughout
the £-35 platform far primary fluid conveyance applications. Additionally, in Febru-
ary 2003, the Aerospace business was selected by Goodrich Corporation to provide
the nose landing gear steering motor assembly on the F-35 platform. The potential
value of the contract award is $75 over the life of the program. Pre-production of
the F-35 is scheduled to begin in 2006 with full production beginning in 2012 for

an estimated 2,600 aircraft for United States and United Kingdom over a 35-year
period. Eaton was named the Tier One fluid power systems provider for the Joint
Strike Fighter in November 2001 and in August 2002 was awarded the wing fluid
distribution package. Taken together, the awards represent $1.7 billion in potential
Eaton revenue over the life of the program.

Electrical
)
2003 2002 Increase
Net sales $2.313 $1,993 16%
Operating profit 158 | 149 8%
’ —

In Electrical, sales growth in 2003 was primarily the result of business acquisitions.
Sales increased by 15% due to'the acquisitions in January 2003 of the electrical
business of Delta plc and the power systems business of Commonwealth Sprague
Capacitor, as well as the new joint venture formed with Caterpillar Inc. in August
2003, net of the effect of the sale of the Navy Controts business in July 2002. Sales
in 2003 were up 1% from argariic growth. End markets for the electrical business
remained weak during 2003, with an estimated 2% decline in the markets for this
business compared to 2002.

In 2003, Electrical added three key businesses. On January 31st, the electrical busi-
ness of Delta plc was acquired. This business, which had sales of $326 in 2002,
includes major electrical brands such as MEM® Holec? Bill Home Automation Elek™
and Tabula™ The Delta business represents a significant addition to the capabilities
and geographic footprint of Electrical. Also, in January the power systems business
of Commonwealth Sprague Capacitor, which had annual sales of $6 in 2002, was
acquired. In August a new joint'venture was formed with Caterpillar Inc. to provide
switchgear products under the Cat® brand name. The joint venture operates under
the name Intelligent Switchgear Crganization LLC and is 51%-owned by Eaton.

Increased operating profit in 2003 was primarily due to the benefits of restructuring
actions taken in recent years to resize this business, partially offset by increased
restructuring charges in 2003. Restructuring charges recorded in 2003 were $22, and
were related to the acquisitioniof the Delta electrical business, compared to $16 of
charges in 2002.The profitability of the base electrical business improved signifi-
cantly, as operating margins for this business in the second half of 2003 were 76%,
after reflecting a 1.3% reduction due to the acquisition of the Delta electrical busi-
ness and the new joint venture with Caterpillar Inc. and 12% due to restructuring
charges.The integration of the Delta electrical business cantinues on track and the
business posted modest operating profit in fourth quarter 2003. Operating profit of
Electrical in 2003 represented a return on sales of 6.8%, which was reduced by 10%
due to restructuring charges, compared to 75% in 2002, which was reduced by .8%
due to restructuring charges.

In January 2004, Eatan announced that its contract to provide project management
services and electrical distribution equipment for Heathrow Airport’s Termina! 5 (T5)
Expansian Project is worth an estimated $14 {GBP 8 million). The T5 expansion is
one of the largest construction projects in Europe. Construction is scheduled for
completion in March 2008.

Automotive
((_—W
2003 2002 Increase
Net sales $1,630 $1,594 6%
Operating profit 224 225 -
\ ).

Sales in Automotive were a new record and considerably outpaced its end markets.
The increase in sales reflected several new program launches, the continued strong
performance of the North American and European automobile markets and higher
foreign exchange rates. NAFTA light vehicle production declined 3% to 15.9 million units
in 2003 and European production declined 1% to 16.3 million units, compared to 2002.

Operating profit of Automotive in 2003 represented a return on sales of 13.3% com-
pared to 14.1% in 2002. The return on sales in 2003 was [ower than 2002 primarily due
to increased costs related to new product launches and several facility relocations.

Truck

2003 || 2002 Increase
Net sales $1.272 $1,166 9%
Operating profit ] 168 90 87%
b_)

Sales growth of Truck reflected higher sales in Latin America, Asia/Pacific and in the
aftermarket in North America. NAFTA heavy-duty production was down 2% in 2003 to
177,000 units compared to 2002, and NAFTA medium-duty production was flat. European
medium-duty production was down 7% and Brazilian vehicle production was flat.

Increased operating profit in 2003 was primarily due ta increased sales in 2003 and
the benefits of restructuring actions taken in recent years to resize this business.
Nao restructuring charges were incurred in 2003 compared to $16 in 2002. Operating
profit of Truck in 2003 represented a return on sales of 13.2%, compared to 7.7% in
2002, which was reduced by 1.4% due to restructuring charges.

In third quarter 2003, Eaton announced that it, together with Shaanxi Fast Gear
Co., Ltd. and Xiang Torch Investment Co., Ltd., signed an agreement to form a jaint
venture in Xi'an, China to produce heavy-duty truck transmissions for the growing
Chinese market. Eaton will have 55% ownership of the venture, which will be
called Eaton Fast Gear (Xi‘an) Co., Ltd. Regulatory approval was obtained on
January 4, 2004 and production is expected to begin in fourth quarter 2004.

Corporate

Net interest expense of $87 in 2003 fell by $17 from $104 in 2002. The decrease was
primarily related to the reduction in debt of $487 from the end of 2001 to the end of
2003, the conversion of fixed rate debt to floating rate debt through interest rate
swaps, and a slight reduction of floating interest rates in 2003.

Corporate expense-net in 2003 was $181 compared to $143 for 2002. The increase
was primarily the result of increased pension and other postretirement benefit
expense of $51 in 2003, and various other items including $11of reduced legal
expenses and favorable legal settlements in 2003.




Changes in Financial Condition During 2003

Throughout 2003, Eaton maintained a focus on strengthening the balance shest.
Eaton had success in keeping tight contral over working capital as year-end 2003
inventory on hand fell by 3 days compared to 2002 and accounts receivable, in terms
of days sales outstanding, declined slightly compared to 2002. Net working capital
of $367 at December 31, 2003 increased from $723 at year-end 2002. The increase

in net warking capital was primarily due to increased accounts receivable due to
higher sales in 2003 compared to 2002, increased working capital resulting from the
acquisition of the Delta electrical business in January 2003 and increased cash and
short-term investments which rose $437 during 2003. The current ratio was 1.4 at
year-end 2003 and 2002. In June 2003, Eaton sold 37 million Common Shares (74 mil-
lion shares adjusted for the February 2004 stock split) for net proceeds of $296, which

were used to pay down commercial paper and for general corporate purposes. Share-

holders’ equity at year-end 2003 exceeded $3 billion for the first time in Eaton’s history.

As a result of the significant increase in income during 2003, cash generated from
operating activities continued to be strong with $874 generated in 2003 compared
t0 $900 in 2002. Qperating cash flow less capital expenditures (free cash flow) was
$601 in 2003 compared to $672 in 2002.The lower amount of cash generated from
operating activities in 2003 was primarily due to increased cash used for working
capital to support growth in sales. Expenditures far property, nlant and eguipment
were $273 in 2003, compared to $228 in 2002. Capital expenditures for 2004 are
forecasted to be $350.

Total debt of $1,953 at December 31, 2003 decreased $135 from $2,088 at year-end
2002.The decrease in debt was due to payments of $190 offset by a $55 increase in
the value of debt denominated in currencies other than the US. Dollar due to move-
ment of foreign exchange rates in 2003.The reduction in debt during 2003, coupled
with the 8437 increase in cash and short-term investments during 2003 and the
$815 increase in Shareholders’ equity, resulted in a significant reduction in the net-
debt-to-total-capital ratio to 25.9% at year-end 2003 from 41.3% at the end of 2002.
This ratio would have dropped to 23.5% but for the recognition of a minimum pension
liability at the end of 2003 and the prior two year-ends, which in total reduced Share-
holders’ equity by $424 at the end of 2003.

Eaton has credit facilities of $650, of which $400 expire in April 2005 and the remaining
$250 in May 2008. On October 22, 2003, Fitch Ratings Services raised the Company's
long-term debt rating from ‘A- to ‘A" and its short-term debt rating from 'F2" to ‘F1
or prime. Fitch also changed its outlook of the Company from 'positive’ to ‘stable’ On
February 9, 2004, Standard & Poor’s {S&P) Ratings Services revised its outlook on
Eaton from negative to positive. At the same time, all ratings on the Company were
affirmed. S&P rates the Company’s long-term debt 'A-‘and its short-term debt ‘A1. S&P
indicated the action was taken because of the better-than-expected operating perfor-
mance and cash flow generation in 2003, particularly in the second half, which has
resulted in a dramatic improvement in credit measures. S&P stated that sustained
impravement may lead to higher ratings.

In July 2003, the Company increased the quarterly cash dividend per Common Share
from $.22 to $.24 per Common Share, a 9% increase. On January 21, 2004, in light of
strong results for 2003 and growing momentum in many of its markets, Eaton took
the following actions: 1) the Company’s Common Shares were split two-for-one
effective February 23, 2004; 2) the quarterly dividend on the shares was increased

by 12.5%, from $.24 per share 1o $.27 per share (after adjustment for the stack split);
3} cash of $75 was contributed to the Company’s qualified pension plans in the
United States; 4) a plan was initiated to repurchase 4.2 million Commen Shares to
offset the shares issued during 2003 from the exercise of stock options. In addition,
the Company now intends, depending upon circumstances, to purchase additional
shares as necessary to help offset dilution resulting from shares issued as a result
of stock options exercised over the course of 2004. In 2004, the increase in the cash
dividend rate is expected to increase cash dividend payments by approximately $25
compared to 2003.The cash required to repurchase shares is dependent on the market
price for the shares purchased. Assuming the market price for the shares purchased
is the same as the market price of the shares at year-end 2003 of $54 per share, the
repurchase of 42 million shares is expected to require cash of $227.

Qutlook for 2604

As Eaton surveyed its end markets in January 2004, it anticipated growth of approxi-
mately 4% for full year 2004, The Company alsa expects to outgrow its end markets

by 2 to 3%. Additional growth of 1% is expected from the full year impact of the Delta
electrical acquisition, the joint venture established during 2003 with Caterpillar Inc.,
and the new joint ventures with Shaanxi Fast Gear and Senstar in China. The Company's
guidance for net income per share for the full year is $3.15 to $3.30 after restructuring
charges of $.10 per share, with the first quarter in the range of $72 to $77 after
restructuring charges of $.03 per share.

Eaton expects the recovery in Fluid Power's traditional mobile and industrial hydraulics
markets that began in late 2003 will gather steam during 2004, resulting in the

first year of growth in these markets since 2000. However, the Company foresees
no growth in commercial aergspace during 2004, with madest growth occurring

in defense aerospace.

The growth in end markets for Electrical in fourth quarter 2003 is anticipated to accel-
erate over the course of 2004, with modest growth anticipated for the year as a whole.

For 2004, Automotive’s markets are expected to be flat for both NAFTA and Euro-
pean automative production. Based on new product wins already awarded, the
Company believes it will outgrow these end markets as it did during 2003.

InTruck, Eaton believes that production in the first quarter of 2004 will be about
55,000 units, with growth accelerating as the year progresses. For all of 2004, the
Company believes that the NAFTA heavy-duty market is likely to total 240,000 units.

Forward-Looking Statements

This Annual Repart to Shareholders contains forward-looking statements concerning
the first quarter 2004 and full year 2004 net income per share, Eaton’s worldwide mar-
kets, growth in relation to end markets, growth from acquisitions and joint ventures,
volumes from new business awards, capital expenditures and the repurchase of
shares. These statements should be used with caution and are subject to various risks
and uncertainties, many of which are outside the Company's control. The following
factors could cause actual results to differ materially from those in the forward-
looking statements: unanticipated changes in the markets for Eaton’s business
segments; unanticipated downturns in business relationships with customers or their
purchases from the Company; competitive pressures on sales and pricing; increases
in the cost of material and other production costs, or unexpected costs that cannot be
recouped in product pricing; the introduction of competing technologies; unexpected
technical or marketing difficulties; unexpected claims, charges, litigation or dispute
resolutions; acquisitions and divestitures; new laws and governmental regulations;
interest rate changes; stock market fluctuations; and unanticipated deterioration of
economic and financial conditions in the United States and around the world. Eaton
does not assume any obligation to update these forward-looking statements.

Critical Accounting Policies

The preparation of financial statements in conformity with accounting principles
generally accepted in the United States requires Eaton's management to make
estimates and use assumptions in certain circumstances that affect amounts
reported in the accompanying consolidated financial statements. In preparing
these financial statements, management has made their best estimates and
judgments of certain amounts included in the financial statements, giving due
consideration to materiality. For any estimate or assumption there may be other
reasonable estimates or assumptions that could have been used. However, the
Company believes that given the current facts and circumstances, it is unlikely that
applying such other estimates and assumptions would have caused materially
different amounts to have been reported, except for pension and other post-
retirement benefit plans far which several different reasonable assumptions could
be used for the valuation of the plans, as described below. Application of these
accounting policies involves the exercise of judgment and use of assumptions as to
future uncertainties and, as a result, actual results could differ from estimates used.
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Revenue Recognition

Revenues are recognized when products are shipped to unaffiliated customers
and title has transferred.

Impairment of Long-LivediAssets

As a result of the adoption of Statement of Financial Accounting Standards
(SFAS) No.142, "Goodwill and Other Intangible Assets” in 2002, goodwill and
indefinite life intangible assets must be reviewed for impairment, in accordance
with the specified methodolagy. Further, goodwill, intangible and other long-lived
assets are reviewed for impairment whenever events or changes in circumstances
indicate the carrying amount may not be recoverable. Goodwill and other intangible
assets totaled $26 billion at the end of 2003 and represented 32% of total assets.
These essets resulted primarily from the $11 billion acquisition of the electrical
distribution and controls business unit of Westinghouse in 1934, and the $1.6 bil-
lion acquisition of Aeroquip-Vickers in 1939. As required by SFAS No.142, Eaton
completed the annual impairment tests for goodwill and indefinite life intangible
assets in 2003 and 2002. These tests confirmed that the fair value of the Company's
reporting units and indefinite life intangible assets excesd their respective carrying
values and that no impairment loss was required to be recognized upon adoption

of SFAS No.142 or for the years ended December 31,2002 and 2003. These busi-
nesses have a fong history of operating success and profitability and hold leading
market positions in the majority of their product lines. Their products are not
subject to rapid technological or functional obsolescence, which should result in
continuous strong demand for products for many years and, accordingly, support
the book values of the goodwill and intangible assets related to these businesses.

Deferred Income Tax Assets & Liabilities

Deferred income tax assets and liabilities have been recorded for the differences
between the financial accounting and income tax basis of assets and liabilities, and
for certain United States income tax credit carryforwards. Recorded deferred income
tax assets and liabilities are described in detail in “Income Taxes” in the Notes to the
Consolidated Financial Statements. Significant factors considered by management in
the determination of the probability of the realization of deferred tax assets include
historical operating results, expectations of future earnings and taxable income, and
the extended period of time aver which other postretirement health care liabilities
will be paid. Management believes there is a low probability of the realization of
deferred tax assets related to tax ioss carryforwards at certain international opera-
tions and certain foreign tax credit carryforwards. Therefore, a valuation allowance
of $74 has been recognized for the full value of these deferred tax assets.

Pension & Other Postretirement Benefit Plans

The measurement of liabilities related to pension plans and other postretirement
benefit plans is based on management’s assumptions related to future events including
interest rates, return on pension plan assets, rate of compensation increases, and
health care cost trend rates. Actual pension plan asset performance will either reduce
or increase unamortized pension fosses, which ultimately affects net income.

At the end of 2002, certain key assumptions used to calculate pension and other post-
retirement benefit expense were adjusted, including the lowering of the assumed
return on pension plan assets from 10.00% t0 8.75% and the discount rate from 725%
10 6.75%. The changes in these assumptions, coupled with the effect of the decline
over the [ast several years in the market value of equity investments held by Eaton’s
pension plans, resulted in increased pretax expense of $66 in 2003 compared to 2002.

Atthe end of 2003 the discount rate was lowered to 6.25%. This change, again coupled
with the effect of the decline over the last several years in the market valus of equity
investments held by Eaton’s pension plans, are expected to result in increased pension
and ather postretirement benefit expense of approximately $31 in 2004 over 2003. A
one-percentage point change in the assumed rate of return on pension plan assets from
8.75% is estimated to have approximately a $20 effect on pension expense. Likewise,

a one-parcentage point change in the discount rate from 6.25% is estimated to have
approximately a $32 effect on pension expense. Information related to changes in key
assumptions used to recognize expense for other postretirement benefit plans is found
in “Retirement Benefit Plans” in the Notes to the Consolidated Financial Statements.

Pratection of the Environment

Eaton's operations involve the use and disposal of certain substances regulated
under environmental protection laws. On an ongoing, regular basis, certain
processes continue to be madified in order to reduce the impact on the environment,
including the reduction or elimination of certain chemicals used in, and wastes
generated from, operations. Liabilities related to environmental matters are further
discussed in “Pratection of the Environment” in the Notes to the Consolidated
Financial Statements.

Cantingencies

Eaton is subject to a broad range of claims, administrative proceedings, and legal
proceedings, such as lawsuits that relate to contractugl allegations, patent
infringement, personal injuries (including asbestos claims) and employment-
related matters. Although it is not possible to predict with certainty the cutcome
or cost of these matters, the Company beligves that these matters will not have a
material adverse effect on its financial position, results of operations or cash flows.

Stock Options Granted to Employees & Directors

In December 2002, Statement of Financial Accounting Standards {SFAS) No. 148"
Accounting for Stock-Based Compensation —Transition and Disclosure’ was issued
by the Financial Accounting Standards Board. SFAS No. 148 amends SFAS No.123,

“Accaunting for Stock-Based Compensation’ to provide alternative methods of

transition when a company voluntarily changes to the fair-value-based method of
recognizing expense in the income statement for stack-based employee compen-
sation, including stock options granted to employees and directors. As allowed by
SFAS No.123, Eaton has adopted the disclosure-only provisions of the Standard and
does not recognize expense for stock options granted to employees,

0ff-Balance Sheet Arrangements

In fourth quarter 2003, Eaton adopted Financial Accounting Standards Board Inter-
pretation (FIN) No.46, “Consolidation of Variable Interest Entities” The adoption of
FIN No. 46 had no effect on the Company’s financial statements. Eaton does not have
off-balance sheet arrangements, financings or other relationships with unconsoli-
dated entities or other persons known as “special purpose entities” (SPEs). In the
ordinary course of business, the Company leases certain real properties and equip-
ment, as described in “Lease Commitments” in the Notes to the Consalidated
Financial Statements. Transactions with related parties are in the ordinary course

of business, are conducted on an arm’s-length basis, and are not material to Eaton's
financial position, results of aperations or cash flows. :




Market Risk Disclosure & Contractual Obligations

To manage exposure to fluctuations in foreign currencies, interest rates and commod-
ity prices, Eaton uses straightforward, nan-leveraged, financial instruments for which
quoted market prices are readily available from a number of independent services.

The Company is exposed ta various changes in financial market conditions, including
fluctuations in interest rates, fareign currency exchange rates, and commadity
prices. Eaton manages exposure to such risks through normal operating and
financing activities.

Interest rate risk can be measured by calculating the near-term earnings impact that
would result from adverse changes in interest rates. This exposure results from short-
term debt, long-term debt that has been swapped tc floating rates, and money market
investments that have not been swapped to fixed rates. A 100 basis point increase in
short-term interest rates would increase the Company's net, pretax interest expense
by approximately $4.

Eaton also measures interest rate risk by estimating the net amount by which the
fair value of the Company's financial liabilities would change as a result of move-
ments in interest rates. Based on a hypothetical, immediate 100 basis point
decrease in interest rates at December 31, 2003, the market value of the Company's
debt and interest rate swap portfolio, in aggregate, would increase by $79.

Foreign currency risk is the risk that Eaton will incur economic losses due to
adverse changes in foreign currency exchange rates. The Company mitigates for-
eign currency risk by funding some investments in foreign markets through local
currency financings. Such non-US. Dollar debt was $310 at December 31, 2003.
To augment Eaton’s non-U.S. Dollar debt portfolio, the Company also enters into
forward foreign exchange contracts from time to time to mitigate the risk of eco-
nomic loss in its foreign investments due to adverse changes in exchange rates.
At December 31, 2003, the aggregate balance of such contracts was $138. Eaton
also manitors exposure to transactions denominated in currencies other than the
functional currency of each country in which the Company operates, and periodi-
cally enters into forward contracts to mitigate that exposure. In the aggregate,
Eaton’s portfolic of forward contracts related to such transactions was not material
toits financial position, results of operations or cash flows during 2003

The Company does not hedge commodity prices via the derivatives markets to
any significant extent.

Other than the above noted debt and financial derivative arrangements, there were
no material derivative instrument transactions in place or undertaken during 2003,

A summary of contractual obligations as of December 31, 2003 follows:

Payments due by period

o= e : N
i 005 2007
to to
2004 2006 2008 Atter Total
Long-term debt | $ 257 §$ 259 $ 306 $108 $1.908
Operating leases ————— 83 123 80 13 285
Purchase obligations ; 272 70 26 34 a02
Other long-term liabilities 114 26 27 23 190
$ 732 $478 § 419 $1156 $2785
& )

Long-term debt includes obligations under capital leases that are not material.
Purchase obligations are entered into with various vendors in the normal course of
business. These amounts include commitments for purchases of raw materizls, out-
standing non-cancelable purchase orders, releases under blanket purchase orders
and commitments under ongoing service arrangements. Other long-term liabilities
include $101 of voluntary contributions to pension plans in 2004 and $89 of deferred
compensation earned under various plans for which the participants have elected to
receive disbursement at a later date.

Results of Operations — 2002 Compared to 2001

(Decrease)
2002 2001 Increase
Net sales $7.209 $7.299 (1%
Netincome 281 169 66%
Net income per Comman
Share assuming dilution $1.96 $120 63%

Sales in 2002 were slightly belaw 2001, a refiection of difficult global ecanomic
conditions. Despite the market conditions, sales increased by 1%, after excluding
the impact of the divestitures of the Navy Contrals business in third quarter 2002
and the Vehicle Switch/ Electronics Division (VS/ED} in first quarter 2001.

Net income in 2002 included restructuring charges of $.33 per Comman Share
compared to $.60 per share in 2001.The increase in net income in 2002 was
primarily the result of the benefits of restructuring actions taken in 2002 and prior
years, which generated $130 of savings in 2002. The increase also reflected lower
restructuring charges in 200Z; reduced amortization expense in 2002 of $.44

per share related to the adoption of Statement of Financial Accounting Standards
(SFAS) No.142, which ceased the amortization of goodwill and indefinite life
intangible assets recorded in connection with current and previous business
acquisitions; and a lower effective income tax rate in 2002. Offsetting these
positive effects on income was increased pension expense and other postretirement
benefit expense in 2002 of $.26 per share and reduced gains on the sales of
businesses of $.06 per share in 2002.

Net Sales by Business Segment

{Decrease)
2002 2001 Increase
Fluid Power $2,456 $2,507 {2)%
Electrical 1,993 2,199 (91%
Automotive 1,594 1,479 8%
Truck 1,166 1,029 13%
$7,208 $7.214 -
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Mianagemen('s Discussion & Analysis of
Financial Congition and Resutts of Cperations

Sales of Fluid Power and Electrical were down due to weakness in end markets
served by these segments. Automotive's sales reflected the continued strength of
the North American and European automobile market. Truck's sales grew due to
purchases of heavy-trucks in North America in advance of new engine emission
requirements effective in fourth quarter 2002. The operating results of each
business segment are further discussed below.

Results by Geographic Region

Net sales Operating profit
{Decrease)

2002 2001 Increase 2002 2001 Increase
United States $5,605 $5,677 {1)% $483 $414 17%
Cangdg———— 185 177 4% 15 1 36%
Europe 110 1,108 - 85 (5) -
Latin America 403 406 (11% 45 37 22%
Asia/Pacific region—— 358 310 15% 43 19  126%
Eliminations ————  {452) {464)

$7.209 $7.214 - $851%  $476*  36%

*Areconciliation of operating profit to netincome is included in “Business
Segment Information” in the Notes to the Consolidated Financial Statements.

After excluding the impact of the divestitures of businesses in 2002 and 2001, sales
in the United States increasad primarily as a result of continued strong performance
in Automative and the growth in sales of Truck. Higher operating profit in the United
States primarily resulted from the benefits of restructuring actions taken in recent
vears and lower related charges in 2002. Sales in Canada, Europe, and Latin America
were all flat compared to 2001, as these economies remained weak. Profits in
Europe were higher due to lower restructuring charges in Truck in 2002 and the
benefits of restructuring actions taken in prior years. Sales and operating profit in
the Asia/Pacific region rase primarily due to improved performance of Fluid Power,
Autometive and Truck operations in this region.

As the weak economic conditions of 2001 continued into 2002, Eaton undertook
additional restructuring actions to further reduce fixed operating casts acrass busi-
ness segments and certain corporate functions. During 2002, $62 of restructuring
charges were recorded, including $26 for Fluid Power, 816 for Electrical, $1 for Auto-
motive, $16 for Truck and $3 for Corparate. These compared to similar restructuring
charges of $119in 2001 including 822 for Fluid Power, $30 for Electrical, $55 for Truck
and $12 for Corporate. In addition, corporate charges of $10 in each of 2002 and 2001
were recorded which related to non-operating activities. On an after-tax basis, these
restructuring and other charges reduced net income for 2002 by $47($.33 per Com-
mon Share) and for 2001 by $86 ($.60 per share). Restructuring charges in 2002 and
2001 reduced Operating profit of the related business segment or were included in
Corporate expense-net, as appropriate. In the Statements of Consolidated Income,
the restructuring charges were included in Cost of products sold or Selling &
administrative expense, as appropriate. The other corporate charges were included
in the Statements of Consolidated Income in Other {income) expense-net. In Business
Segment Information, the charges were included in Corporate expense-net.

Results for 2002 were favorably impacted by the adoption of SFAS No.142, which
ceased the amortization of goodwill and indefinite ife intangible assets recorded
in connection with current and previous business acquisitions. This accounting
change increased pretax income for 2002 by $73 ($63 after-tax, or §.44 per Common
Share) compared to 2001 Income for 2002 was reduced by $57 ($37 after-tax, or
$.26 per share) compared to 2001 due to increased pension expense and other
postretirement benefit expense due to the effect of the decline over the last several
years in the market value of equity investments held by Eaton’s pension plans

and lower discaunt rates associated with determining pension and other post-
retirement benefit liabilities.

42

In third quarter 2002, the Navy Controls business was sold, which resulted in a pretax
gain of $18($13 after-tax, or $.09 per Comman Share). During 2001, VS/ED, the Air
Conditigning and Refrigeration business and certain assets of Automotive and Truck
businesses were sold. The sales of businesses in 2001 resulted in a net pretax gain
of $61 ($22 after-tax, or $15 per share). The gains for both years are reported as a
separate line item in the Statements of Consolidated Income and Business Segment
Information. In Business Segment Information, the operating results of VS/ED are
included in divested operations.

The effective income tax rate far 2002 was 29.5% compared ta 39.4% for 2001.
The higher rate in 2001 was primarily the result of the tax effect of book/tax basis
differences related to businesses sold in first quarter 2001 and the amortization
of non-deductible goodwill in 2001, Excluding the negative tax consequences
related to the sales of businesses and non-deductible goodwill in 2001, the
effective tax rate for 2001 was 28.2% compared to 29.5% in 2002. The change

in the effective income tax rates in 2002 compared to 2001 is further explained

in “Income Taxes” in the Notes to the Consolidated Financial Statements.

Fluid Power
(Decrease)
2002 2001 Increase
Net sales $2.488 $2,507 {2%)

Operating profit 187 183 2%

Fluid Power’s end markets showed no growth in 2002 compared to 2001, with
North American fluid power industry shipments down about 2%, cammercial aero-
space markets off about 17%, and defense aeraspace markets up by 27%.

In spite of general weakness in end markets, operating profit in 2002 was higher than
2001, primarily the result of the benefits of aggressive restructuring actions taken to
resize this busingss in prior periods. Restructuring charges recognized in 2002 were
$26 compared to $22 in 2001. Operating profit of Fluid Power in 2002 represented a
return an sales of 7.6%, which was reduced by 11% due to restructuring charges,
compared to 7.3% in 2001, which was reduced by 9% due to restructuring charges.

During second quarter 2002, Eaton purchased the remaining 40% interestin its
hydraulics systems joint venture company, Jining Eaton Hydraulics Company, Ltd.,
located in Jining, China.

In 2002, the Company announced it had been selected to receive $84 in business
as a result of the US. Air Force’s decision to purchase an additional 60 C-17 cargo
aircraft in 2004 through 2007, During 2002, Eaton also announced a multi-year
contract with Airbus to pravide products for hydraulic fluid conveyance in the new
Airbus 380, the world's largest commercial aircraft. The contract has potential
revenue of $70 over the next 20 years. This was the second contract awarded to
the Company for the A380, with the combined cantracts expected to generate
revenues of approximately $270 over the next 20 years. Additionally, during 2002,
the Company was awarded a multi-year contract by BMW to provide fluid hose
assemblies for two major automabile production models. This contract is expected
to have revenues in excess of $150 over the next six years.




Electrical Truck

2002 2001 Decrease 2002 2001 Increase
Net sales $1,993 $2.199 {9%) Net sales 31,166 $1,029 13%
Operating profit 149 163 {3%) Operating profit (loss) 30 (64) -

Sales for Electrical in 2002 were down 9%, but only down 7% after adjusting for the
impact of selling the Navy Controls business at the start of third quarter 2002. End
markets for the electrical business weakened during the year, with an estimated
9% decline in the North American markets for this business compared to 2001,

The long-cycle, large-project portion of this business, which is tied to commercial
construction, continued to soften during the year.

The decline in operating profit was primarily the result of declining sales volume
due to weak market conditions in most of the sectors this segment serves and the
effects of product mix. Restructuring charges recorded in 2002 were $16 compared
to $30 in 2001 Operating profit of Electrical in 2002 represented a return on sales of
7.5%, which was reduced by .8% due to restructuring charges, compared t0 74% in
2001, which was reduced by 14% due to restructuring charges.

During second quarter 2002, Electrical announced the formation of its new Perfor-
mance Power Solutions organization, created to expand the Company's position in
the power quality and assurance market.

Automotive
2002 2001 Increase
Net sales $1.594 $1,479 8%
Operating profit 225 184 16%

Automotive's continued strong performance was due to sales growth that consider-
ably outpaced its end markets. Compared to 2001, NAFTA automotive production
was up 6% to 16.7 million units, while European production decreased 2% to 18.0
million units.The heavy investments Eaton has made in new product development
over the last several years delivered strong results, as this segment has been able
to accelerate the pace of new product introductions and gain market share.

The increase in operating profit was primarily the result of the increase in sales
during 2002. The segment recorded $1 of restructuring charges in 2002 while none
were recorded in 2001. Operating profit of Automative in 2002 represented a return
on sales of 14.1%, which was reduced by 1% due to restructuring charges, compared
t013.1% in 2001.

In 2002, Eaton announced the acquisition, fram McLaren Performance Technologies,
of the technology, trademarks, and engineering assets related to the Gerodisc™
praduct ling. The additian of this product line to the Company's existing products
broadens the product range sold to the light-duty automotive differential market.
During the year, the Company also increased its investment to 49% in Cyltec, an
associate company that manufactures cylinder heads for the light vehicle market in
North America. In late 2002, Eaton won a contract from the Chrysler Group to provide
electronic differentials for the front and rear axles of a future vehicle platform.

Progress was made in growing Eaton's supercharger business in 2002. Delivery
began in 2002 of a high-efficiency supercharger for use with the new M-271 engine
program of Mercedes. The Company is providing superchargers, intake and exhaust
valves, roller racker arms and lash adjusters for the M-271 program.

In Truck, sales in the North American heavy-duty truck market were higher in the
second and third quarters of 2002 than 2001, spurred by purchases of heavy-duty
trucks in North America in advance of new engine emission requirements effective
in fourth quarter 2002. NAFTA heavy-duty truck production was up 24% in 2002

to 181,000 units, NAFTA medium-duty truck production was flat, European truck
production was down 6%, and South American production decreased by 12%.

The positive impact of the extensive restructuring actions in this segment over the
last two years can be seen in the $115 of increased profit before restructuring costs
in 2002 on increased sales of $137. Restructuring charges recorded in 2002 were $16
campared ta $55 in 2001. Operating profit of Truck in 2002 represented a return an
sales of 77%, which was reduced by 14% due to restructuring charges.

During 2002, Eaton announced two new contracts in South America with Volvo and
AGCO to supply transmissions for heavy-duty trucks and farm tractors. These con-
tracts are expected to generate more than $130 of sales over the next eight years.

Corporate

Results for 2002 were impacted favorably by the adoption of SFAS No. 142, which
ceased the amortization of goodwill and indefinite life intangible assets recorded in
connection with current and previous business acquisitions. This accounting change
resulted in & $73 reduction in amortization expense in 2002 compared to 2001,

Net interest expense of $104 in 2002 decreased by $38 compared to 2001.The
decrease was primarily related to the reduction in debt of $352 from the end of
2001 to the end of 2002, as well as a reduction of interest rates in 2002.

Corporate expense-net was $143 in 2002 compared to $29 in 2001. The increase was
primarily the result of increased pension expense and other postretirement benefit
expense of $57 in 2002 compared to 2001.This increase was due to the effect of the
decline over the last several years in the market value of equity investments held by
Eaton’s pension plan, coupled with lower discount rates associated with determining
pension and other postretirement benefit liabilities. The increase also reflected
other corporate expenses including profits owed to minority interests in subsidiaries,
foreign currency costs, environmental and legal costs, as wel! as other accruals.
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Quarterly Data

( Quarter ended in 2003 \ Quarier ended in 2002
{(Unaudited) ( Dec. 31 Sept. 30 June 30 Mar. 31 Dec. 31 Sept. 30 June 30 Mar. 31
{Millions except for per share data) :
Net sales : | $2,083 $2,026 $2,027 $1925 | $1.775 $1.830 $1,881 $1,723
Gross margin | 578 547 529 510 489 514 517 437
Percent of sales 28% 27% 26% 26% 26% 28% 27% 25%
Income before income taxgs————————— 145 142 122 99 | 92 132 127 48
Net income 114 107 93 72 | 67 93 88 33
Net income per Common Share :
Assuming dilution , | 3 72 § 69 $ 64 $ 50 $ 47 $ 65 $ 61 $ 23
Basic 74 70 .64 51 | 48 66 62 24
Cash dividends paid per
Comman Share ‘ A $ .24 $ 22 $ 2 || § 22 $ 22 $ 22 $ 22
Market price per Common Share ‘
High | $54.70 $47.72 $42.60 $4050 4 $40.15 $36.97 $43.56 $41.93
Low i 44 .58 38.74 34.70 3301 ¢ 29.55 29.92 3453 32.95

Net income per Common Share, average number of shares outstanding,
-=  cash dividends paid per share and market price per share have been restated
to give effect to the two-for-one stock split effective February 23, 2004.




Eight-Year Gonsolidated Financial Summary

[ 2003 2002 2001 2000 1889 1898 1897 1936

{Millions except for per share data)

Continuing operations

Net sales $8,061 $7,209 $7,299 $8.309 $8.005 $6.358 $7.104 36,515
Income before income taxes 508 |l 399 278 552 943 616 730 428
Income after income taxes 386 | 281 169 363 603 430 526 305
Percent of net sales 4.8% 3.9% 2.3% 4.4% 7.5% 6.7% 7.4% 4.7%
Extraordinary item-redemption of debentures (54)
Income (loss) from discantinued operations——————. 90 14 81 (62) 44
Net income $ 384 § 28 $ 169 $ 453 $ 617 $ 349 $ 410 $ 349
Net income per Comman Share assuming dilution
Continuing operations § 256 $ 136 $120 $ 250 $ 408 $ 296 $ 3.36 $194
Extraordinary item {.35)
Discontinued operations ! 62 10 {.56) (.39 29

$25 | $19 $ 120 $ 312 $ 418 $ 240 $ 262 $223

Average number of Common Shares outstanding 1505 143.4 141.0 145.2 1474 145.4 156.4 156.4
Net income per Common Share basic

Continuing operations $261 ) $193 $122 $ 253 $ 416 $ 3.01 $ 342 $ 196
Extraordinary item {.35)
Discontinued operations 63 10 (.56) (.40) 29

$ 261 $1.99 $1.22 $ 316 $ 4.26 $ 245 $ 267 $ 225

Average number of Common Shares outstanding——}|  147.9 | 1412 138.8 1436 145.0 142.8 153.6 154.8
Cash dividends paid per Common Share ————{| § .92 $ .88 $ 88 $ .88 $ .88 $ .88 $ .86 $ 80
Total assets $8.223 $7.138 $7,646 $8,180 $8,342 $5,570 $5.497 $5,290
Long-term debt 1,651 1,887 2,252 2,447 1,915 1,191 1,272 1,062
Total debt 1,953 2,088 2,440 3,004 2,885 1,524 1,376 1,092
Shareholders’ equity KRRV 2,302 2475 2,410 2,624 2,057 20N 2,160
Shareholders' equity per Common Share ————————| $20.37 $16.30 $17.80 $17.64 $17.72 $14.34 $13.86 $14.00
Cammon Shares outstanding 153.0 141.2 139.0 136.6 148.0 143.4 148.4 154.2

N/

Net income per Common Share, average number of shares outstanding, cash
dividends paid per share and shares outstanding have been restated
to give effect to the two-for-one stock split effective February 23, 2004.
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