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2004 Financial Highlights

AL TR R * EWCET DT \*E“‘J‘!"t?’ LGRS 2004 2003 2002
Operations: :
Net Sales...cooiviiiiiiiiiiii e, . $ 404,305 $ 359,502 $ 354,872
Net TNCOME coivivriiie et - $ 38,083 $ 34,480 $ 32,204
Balance Sheet:
Debt Net of Cash on Hand ..o $ (35,548) $ (13,610) $ 7,280
Shareowners’ EQUItY ...ccooceirviiiiiviriee - $234,333 $ 192,938 $ 153,138
Capital Expenditures: :
Expenditures........c.ccooeviiiiciinniiiiie, $ 21,110 $ 15,261 $ 15,568
Depreciation........cccoovierviirncniininieiee, $ 13,004 $ 11,759 $ 10,662
‘5 Other Data:
‘ % Net Income to Average
‘ Shareowners’ EQUItY ...cooocevvverecrniiiinee 17.8% 19.9% 23.3%
; % Net Income to Sales .......ooovveiiiiiiicennnnnn. 9.4% 9.6% 9.1%
' Weighted Average Common
Shares Outstanding ........ccccocvvvriiiinnnn. 23,033 22,632 22,732
Per Share:
Earnings Per Common Share,

Assuming Dilution ..., $ 165 $ 152 $ 142
$ Sales (millions) $ Income (millions) $ Earnings Per Share (dollars)
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Chairman’s Letter

Once again, the people of Franklin Electric are pleased to report a year of
substantial achievement— blending superior financial results with initiatives that

pave the way for future success.

As Chief Executive Officer of Franklin Electric, I have *» At year end 2004, cash and short term investments
two primary objectives—sustain Franklin’s heritage exceeded total debt by $36 million, an improvement
of superior financial performance, and enhance the of $22 million versus year end 2003. Our strong
Company’s long term capability to grow and prosper balance sheet and liquidity provide a substantial

in an increasingly competitive global marketplace. capacity to capitalize on new opportunities.

Franklin people worldwide made solid progress on + During the year Franklin invested $30 million

both of these objectives in 2004 —achieving record . , L
for capital expenditures and acquisitions, and an

earnings while undertaking major marketing, technical, additional $3 million to repurchase stock. The

and manufacturing initiatives that will enhance the dividend was increased from an annualized rate of

Company’s growth and cost position, $0.28 per share to $0.32 per share, the 11¢h increase

. NIRRT ) 0 th y .
Financial highlights for the year include: in the past 11 years
* Return on average capital employed (as measured by

* Fully diluted earni h d
Wiy QiLtec carnings per share were a recor EBIT/average capital employed) increased from 26.6

1.65, 0.13 h 9 . .
; up $ per share of 7 percent vetsus percent to 27.4 percent. This rate of return is above

2003. We achieved significant improvements in our _ ,
average for manufacturing companies and reflects the

operations. These improvements were achieved in . .
superior performance of Franklin people, products,

spite of $5.5 million of one-time expenses which 2nd facilities worldwide.

penalized earnings and were incurred implementing

the Company’s Global Manufacturing Realignment As important as our annual financial performance is
Program. I will discuss the status and expected results to the success of our Company, our primary mission
of this program below. remains to build Franklin’s long term capability to

Completed in 2004 this 150,000-square-
foot facility located in Linares, Mexico,
manufactures submersible motor leads
and 4-inch submersible water systems
motors.
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prosper and grow in the global marketplace. It was with
this in mind that we undertook several major strategic
changes in 2004 that will have a long term positive

impact on the Company’s growth and cost position.

New Water Systems Marketing Strategy

The most significant of these changes was announced in

August 2004 and included the following:

* Effective October 2004, Franklin commenced selling
its submersible water products directly to water
systems distriburtors in addition to its existing original

equipment manufacturer customers.

* Also effective October 2004, Franklin acquired
certain assets of JBD, Inc.; the former Jacuzzi Brands
pump company.

In recent years conditions in the water systems market

have changed; there has been a significant consolidation

Completed in November of 2004

this 79,000-square-foot submersible
motor manufacturing facility is located
in Brno, Czech Republic, and produces
components and large submersible
motors.

Franklin Pump Systems operates out of this
250,000-sqguare-foot manufacturing and
distribution facility located in Little Rock,
Arkansas.

of industry players at both the submersible pump
OEM and distributor levels. In light of the conditions,
we believe changes to our water systems distribution
channel to allow direct sales to distributors are
necessary, appropriate, and in the best interest of

Franklin and the industry that we serve.

As we discussed our direct sales plan with our

major distributors, they encouraged us to consider
acquiring a pump company in addition to selling our
motors directly to them. These distributors pointed
out that JBD, Inc. has a reputation for excellent
quality and hydraulics technology. As a long time
supplier to JBD, we were already aware that it has

a seasoned management team and operates out of a
well-maintained 250,000-square-foot factory in Little
Rock, Arkansas. During due diligence we confirmed

the overall quality of JBD’s pumps and that JBD’s

manufacturing capacity could be significantly expanded




with only incremental investment. We believe that with
Franklin’s global purchasing reach we can reduce JBD’s
costs, and that with Franklin’s manufacturing, technical,
and logistics support we can improve quality and
availability as well. We are confident that we will be
able to significantly increase JBD’s sales beyond the $30

million annualized rate at the time of the acquisition.

Together these changes will broaden our customer

base and expand our product offering and market
potential. For our distributor customers, the result

will be lower costs, lower investment in inventory, and
quicker delivery. Franklin is now uniquely positioned
to combine world-leading submersible motor, drive and

control technology with hydraulics skills to produce

Powered by Franklin submersible motors Franklin Pump
Systems’ Sandhandler pumps provide the hydraulics that
improve efficiency and minimize wear when operating in
abrasive water wells.

Franklin Pump Systems surface-mounted jet pumps provide a reliable
source of water in water wells with a depth of 200 feet or less.

superior pumping systems to help meet the world’s

growing need for water.

Global Manufacturing Realignment Program

While these important changes were occurring on

the marketing side of our business, we also made
significant progress on our Global Manufacturing
Realignment Program as well. This program was
approved by the Franklin Board in July 2003 and is the
most comprehensive facilities restructuring program

in the history of the Company. The overall program

is scheduled to complete in the 4cth quarter of 2005.

At that point we will have reduced our number of

manufacturing facilities worldwide by 25 percent while
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increasing the percentage of manufacturing employees

in low cost countries (Mexico, Czech Republic, China)

from 8 percent in 2003 to approximately 30 percent

in 20006. The program is also designed to increase our

manufacturing capacity and to improve our output per

employee. The capital budget for the program is

$20 million and in addition the program will require

one-time expenses of $10 million. When complete in
“late 2005 the program will result in significant cost

savings and provide a base for additional cost reduction

in the furure.

I am pleased to report that as of the end of 2004

implementation of this program is on schedule and on

budget, and we remain confident that we will realize the

planned cost savings. Highlights for the year include:

* Our new Franklin Fueling Manufacturing and
Distribution Center in Madison, Wisconsin, was
completed and is now fully operational. With the
start-up of this facility, our APT and EBW plants
in Michigan were shut down. The new facility has

allowed us to reduce cost, improve customer service,

and provide for future growth. It also includes a state-

of-the-art training and product development center.

Construction of our new 4" submersible motor
manufacturing facility in Linares, Mexico, was
completed and production ramp-up is in progress.

As of year end we were assembling 520 motors/day,
and producing about 75 percent of the factory’s daily
stator requirements. When complete in late 2005,
Linares will assemble several thousand motors per day
and produce all of its stator and rotor requirements
locally. Also in 2004, all of our North American lead
manufacturing was consolidated in Linares and the

Jonesboro, Indiana, plant was shut down.

Construction of the building addition to our plant in
Brno, Czech Republic, is complete. This addition will
enable us to centralize all 6" motor manufacturing for
Europe, the Mid-East and Africa in the Brno facility.
Production ramp-up is underway and we expect the
6" motor manufacturing cell to be fully operational
by mid-year 2005. All 4" motor manufacturing

for this region has been centralized in our newly

Completed in June of 2004, this 92,000-square-foot office and manufacturing facility is
headquarters for Franklin Fueling Systems.




Franklin Fueling Systems provides
submersible pump systems, fuel
handling equipment, monitoring
systems, fuel dispenser equipment,
electronic controllers and other
components required to pump fuel
from underground storage tanks to
the dispensers that deliver fuel to
cars, trucks, buses and machinery.
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ABOVE: Franklin Fueling Systems products installed at a gas station under
construction in Mishawaka, indiana.

RIGHT: The MagVFC (variable frequency controller) provides constant flow rates by
increasing the speed of the submersible pump motor based on fueling demands.




Franklin’s family of electronic drives
and controls meet the demands of
changing workloads in water well
systems and provide protection
against operating hazards.

SubMonitor is the latest advancement
in three-phase, 3-200 horsepower
pump protection. Using a built-in
micro-processor to monitor operating
conditions deep down in the well, the
SubMonitor will automatically shut off
the motor when a fault occurs.

is dedicated to the production of electronic controls and drives.
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The SubDrive 75 N3R, is the latest addition
to Franklin’s family of constant water
pressure drives. The drive delivers “city-like”
water pressure to private and residential
water well systems.




expanded Wittich, Germany, plant. As a result, at
the end of 2004 we shut down our motor factory in

Motza di Livenza, ltaly.

* During 2004 the implementation of this program
represented a significant drag on our earnings. One-
time expenses for severance, write-offs, and relocation
expenses totaled $5.5 million. These will continue
through the first half of 2005. However, as we move
into the 4th quarter of 2005 the savings from this
program will become evident. We appreciate the
patience of our Board and shareowners as we take
these steps which are so importént to securing our

long term competitive cost position.

International Growth

Expanding our sales base internationally is an important
strategic objective for Franklin Electric. During 2004
our sales outside the United States grew by 16 percent
and now represent 37 percent of our total turnover.
During the year we expanded our international sales

and distribution network for both our water and fueling

systems. Contributing to our growth was our ongoing
development of new products that are railored to the
needs of local markets around the world. For example,
our Europa management team introduced a new 6"

oil filled motor that provides the right combination of
price, performance and repairability for less developed
regions. We also relocated a senior Franklin executive to
Shanghai, along with staff support, to lead our business
development effort in China and the Asia/Pacific

region.

New Products and Innovations

Electronic Drive and Control technologies provide
the foundation for our innovation and new product
plans. Through the application of these technologies
we are able to provide added value to our customers
and differentiate our products from those of our
competitors. During 2004 our drive and control sales
grew by 11 percent. Our SubDrive and Monodrive

product lines continued to grow rapidly as did the

components of our Integrated Fuel Management

Stainless steel
HydroDuty motors
utilize Franklin’s
proprietary submersible
motor technology and
are ideally suited for
applications requiring
frequent sanitation
procedures subject to
high pressure clean-up
and where chemical
sanitizers are used.
Typical applications
include food processing
and pharmaceutical
operations.




System. We have an exciting backlog of new drive and We will capitalize on this opportunity and combat
control products scheduled for introduction in 2005 for this competition by continuing our intense focus on
water and fueling systems. execution of our Key Facrors for Success (Quality,

In late 2003 we introduced our HydroDuty moror, Availability, Service, Innovation, and Value) which have
a product that utilizes our proprietary submersible been che basis for our brand loyalty over many years.
technology and is ideally suited for surface applications
where water resistance is the key to motor life.

Our first target market for HydroDuty is food

processing plants where motors fail due to the frequent g’c—o ' : \V“Q’"EL'Q
wash-downs that are necessary to meet sanitation R. Scott Trumbull

Chairman and

requirements. During 2004 we initiated HydroDuty Chief Exceutive Officer

motor trials in over 200 food processing plants
nationwide, and with all of the top 10 meat and poultry
processors in the United States. Field performance has
been excellent. With demonstrated performance in

2004, we expect to develop sales momentum in 2005.

Board Changes

During 2004 we bid farewell to Patricia Schaefer
who retired after serving 22 years as a Director of
the Company. The daughter of Company founder
Edward J. Schaefer, Pat has helped sustain our focus

on the values which have been so instrumental to

our Company’s success. With Pat’s retirement we
welcome Diana S. Ferguson to our Board. Diana is
Senior Vice President, Corporate Development and
Treasurer at Sara Lee Corporation, one of the world’s
largest consumer products companies. The Company
will benefit from her financial expertise and global

perspective.

During 2004 the people of Franklin Electric achieved
record financial performance, but more importantly,
we responded to changing market conditions with
proactive initiatives to expand our customer base and
products. These initiatives significantly increase our

market opportunity but also increase competition.
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Management’s Discussion and Discussion of

Financial Condition and Results of Operations

Overview

Sales and earnings for 2004 were up from 2003. The
increase in sales was primarily due to volume increases
across North American and International markets

for water systems and fueling systems products. Sales
improvements were also attributable to the impact of
foreign exchange rate changes and the acquisition of
certain assets of JBD, Inc. (the former Jacuzzi Brand
pump company). However, some of the strength in
sales in North America water systems came from our
original equipment manufacturer customers buying
ahead of an announced price increase. The price
increase was necessitated by increases in the cost of our
raw materials, particularly steel and copper. Earnings
improved in 2004 primarily due to the increased sales.
Increased earnings were partially offset by increased

commodity prices and costs associated with the

Company’s global manufacturing realignment program.

Included in the results for 2004 are restructuring

expenses of $5.5 million pre-tax.

Results of Operations

Net sales for 2004 were $404.3 million, an increase of
$44.8 million or 12 percent compared to 2003 sales
of $359.5 million. Foreign currencies, particularly the
euro, strengthened relative to the U.S. dollar during
2004. The impact of this change in exchange rates was
a2 $10.2 million or 3 percent increase in the Company’s
reported 2004 sales. Excluding the impact of changes
in foreign currencies, net sales increased $34.6 million
or about 9 percent. The sales volume increase for
water related products by primarily customers in the
North American market accounted for about $12.4

million or 3 percent, of the 2004 increase. The sales

increase by European customers was about $5.4 million
for 2004 (when comparing both years at the current
year exchange rate). The sales volume increase relates
primarily to increased sales of small submersible motor
products worldwide, including electronic drives and
controls to North American customers. Price increases,
which were necessary due to significant increased costs
for certain commodities used in the manufacture of the
electric motors, primarily steel and copper, were $10.9
million for 2004 or 3 percent of the 2004 increase in
sales revenue. Sales related to the acquisition of the
assets of JBD, Inc. were $5.7 million. Sales of fueling
systems motors and related products increased about
$3.1 million during 2004 compared to 2003. Sales

of fueling systems motors and related products have

increased primarily due to increased demand from

© service station equipment suppliers for submersible

motors and monitoring equipment.

Net sales for 2003 were $359.5 million, a 1 percent
increase from 2002 net sales of $354.9 million.

Foreign currencies, particularly the euro and the Rand,
strengthened relative to the U.S. dollar during 2003.
The impact of the changes in exchange rates was a
$15.9 million increase in the Company’s reported
2003 sales. Net sales also increased due to full year
sales related to the INCON acquisition in mid-2002,
an increase of $4.7 million. Excluding the impact of
changes in foreign currencies and the full year impact of
the 2002 acquisition, net sales decreased $16.0 million
or 5 percent. The sales decrease of $16.0 million relates
primarily to decreased demand for submersible water
products to North American customers of about $8.5
million and lower demand by European customers of

about $8.8 million (when comparing both years at the

1] e—




current year exchange rate).

Cost of sales as a percent of net sales for 2004, 2003
and 2002 was 67.8 percent, 69.1 percent and 70.6
percent, respectively. Cost of sales as a percent of net
sales decreased in 2004 from 2003 primarily as a result
of increased sales volume leveraging fixed costs and
improving the profic margin. Gross profit was further
improved by increases in selling prices. Cost increases
for certain commodities, used in the manufacture of
the electric motors primarily steel and copper, were
$9.3 million for 2004. Cost of sales as a percent of

net sales decreased in 2003 from 2002 primarily as a
result of improved productivity which lowered labor
and overhead costs by about 0.7 percent of net sales,
changes in product mix from small motors used
primarily in residential water-well applications, to
larger motors used primarily in agricultural applications
and fueling systems products which decreased labor
and overhead costs by about 0.5 percent and quality
improvements which reduced warranty costs by about

0.4 percent of net sales.

Selling and administrative (“SG&A”) expense as a
percent of net sales for 2004, 2003 and 2002 was 16.0
percent, 16.5 percent and 15.4 percent, respectively.
SG&A costs increased about $5.5 million in 2004
over 2003 partially due to the effect of changes in the
foreign exchange rate of $1.0 million. The Company
further incurred expenses of about $1.0 million related
to the announced change in distribution channels.
The Company also has incurred additional SG&A
costs related to the continued growth of new electronic
products related to submersible motors; higher
commissions related to the increased sales; general
insurance cost increases; and costs of internal control
compliance procedures associated with the Sarbanes-
Oxley Act. The increase of SG&A expenses in 2003
over 2002 was primarily due to the effect of changes

in the foreign exchange rate, $1.4 million, and costs

— I D24

incurred for tax planning activities, $1.2 million. The
Company also recognized full year SG&A costs related
to the INCON acquisition, a $1.1 million year over
year increase, and has incurred additional SG&A costs
for its new plant in Mexico and the launch of new

electronic products related to submersible motors.

Restructuring expenses of $5.5 million pre-tax were
incurred during 2004. The expenses during 2004
(included in “Restructuring Expense” on the income
statement) related to the global manufacturing
realignment program. The costs were primarily for
severance, training, equipment transfers, travel, and
employee relocations. The Company has completed
the consolidation of FE Petro, EBW and APT
operations into a new state-of-the-art manufacturing
and distribution facility in Madison, Wisconsin. The
ramp-up of our Linares, Mexico, motor manufacturing
facility continues on schedule and on budget. The
consolidation of our Motta di Livenza, Italy, factory
into our existing Wittlich, Germany, and expanding
Brno, Czech Republic, factories has been completed.
The Company will incur additional expenses related
to the realignment program throughout 2005, such as
costs to transfer equipment and other related expenses.
The global manufacturing realignment program

is estimated to cost in total $10.0 million from its
inception in 2003 and is expected to be substantially
complete by the end of 2005.

Interest expense for 2004, 2003 and 2002 was $0.5
million, $1.1 million and $1.3 million, respectively.
Interest expense decreased in 2004 and 2003 due

primarily to lower outstanding debt.

Included in other income for 2004, 2003 and 2002
was interest income of $0.5 million, $0.4 million and
$0.5 million, respectively, primarily derived from the
investment of cash balances in short-term U.S. treasury

and agency securities.

Foreign currency-based transactions produced a loss




for 2004 of $0.5 million. The foreign currency-based
transaction loss in 2004 was due primarily to the euro
rate changes relative to other currencies in Europe. A
gain was realized for 2003 and 2002 of $0.3 million
and $1.4 million, respectively. The foreign currency-
based transaction gain was due primarily to the

strengthening euro relative to the U.S. dollar during

most of 2003 and 2002.

The provision for income taxes in 2004, 2003 and 2002
was $21.0 million, $16.8 million and $18.3 million,
respectively. The effective tax rates were 35.5, 32.8 and
36.2 percent for 2004, 2003 and 2002, respectively.
The lower rate of 32.8 percent for 2003 was down from
the 2004 and the 2002 rates as a result of prior years’
tax credits realized in 2003. The tax credits resulted
from tax planning activities performed in 2002 and
2003 in the areas of foreign income exclusion and R&D
credits. The effective tax rate differs from the United
States statutory rate of 35 percent, due to the foreign
income exclusion and R&D credits and due to the
effects of state and foreign income taxes, net of federal

tax benefits.

Net income for 2004 was $38.1 million, or $1.65 per
diluted share, compared to 2003 net income of $34.5
million, or $1.52 per diluted share. Net income for
2002 was $32.2 million, or $1.42 per diluted share. All
share and per share data reflects the Company’s two-
for-one stock split effected in the form of a 100 percent

stock distribution made on June 15, 2004.

Capital Resources and Liquidity

Cash flows from operations provide the principal

source of current liquidity. Net cash flows provided

by operating activities were $57.5 million, $47.0
million and $54.6 million in 2004, 2003 and 2002,
respectively. The primary source of cash from operations
was earnings. Significant uses of operating cash flow in

2004 and 2003 were related to increases in inventory,

$1.2 and $2.1 million, respectively and payments to

employee benefit plans, $4.0 million both years.

Net cash flows used in investing activities were $30.4
million, $15.5 million and $57.2 million in 2004,
2003 and 2002, respectively. The primary uses of
cash for investing activities in 2004 were additions to
property plant and equipment. Other uses of cash in
2004 were for the acquisition of certain assets of JBD,
Inc. for $9.3 million. The primary uses of cash in 2003
were additions to property plant and equipment. The
primary uses of cash in 2002 were for the acquisitions
of Coverco and INCON. The Company paid an
aggregate of $30.3 million for these two acquisitions,

net of cash acquired.

Net cash flows used in financing activities were

$7.1 million and $24.0 million in 2004 and 2003,
respectively. Financing activities in 2002 generated $0.5
million cash flow. The Company paid $6.8 million,
$5.9 million and $5.5 million in dividends on the
Company’s common stock in 2004, 2003 and 2002,
respectively. Another principal use of cash was purchases
of Company common stock under the Company’s
repurchase program. During 2004, 2003 and 2002, the
Company repurchased, or received as consideration for
stock options exercised, 124,112 shares of its common
stock for $3.8 million, 567,126 for $14.8 million and
446,998 for $10.5 million, respectively. The primary
use of cash in 2003 was the repayment of long term

debt, $19.9 million.

Cash and cash equivalents at the end of 2004 were
$50.6 million compared to $30.0 million at the end of
2003, and $20.1 million at the end of 2002. Working
capital increased $29.1 million in 2004 and the current
ratio of the Company was 3.1 for 2004 compared to

a current ratio of 2.8 and 2.2 at the end of 2003 and
2002, respectively.

Principal payments of $1.0 million per year on the

Company’s $20.0 million of unsecured long-term debt
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began in 1998 and will continue until 2008 when

a balloon payment of $10.0 million will fully retire

the debt. In September 2004, the Company entered
into an unsecured, 60-month $80.0 million revolving
credit agreement (the “Agreement”). The Agreement
includes a facility fee of one-tenth of one percent on the
committed amount. The Company had no outstanding
borrowings under the Agreement at January 1, 2005.
The Company is subject to certain financial covenants
with respect to borrowings, interest coverage, working
capital, loans or advances, and investments. The
Company was in compliance with all debt covenants at

all times in 2004, 2003 and 2002.

At January 1, 2005, the Company had $2.5 million of
commitments primarily for the purchase of machinery

and equipment.

Management believes that internally generated funds
and existing credit arrangements provide sufficient

liquidity to meet current commitments.

Aggregate Contractual Obligations

Most of the Company’s contractual obligations to
make payments to third parties are debt obligations.
In addition, the Company has certain contractual
obligations for future lease payments, as well as
purchase obligations. The payment schedule for these

contractual obligations is as follows:

(In millions)
Less More
Than 2-3 4-5  Than
Total 1Year Years Years 5 Years
Debt $133 $1.0 $20 $103 $—
Capital leases 1.8 0.3 06 09 —
Operating leases 10.5 30 3.0 1.9 26

Purchase obligations 25 2.5 — — —
$28.1 $6.8 $5.6  $1341 $26

Note: The Company also has pension and other post-retirement
benefit obligations not included in the above table which will
result in future payments.
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Accounting Pronouncements

In November 2004, the Financial Accounting
Standards Board (“FASB”) issued Statement of
Financial Accounting Standards (“SFAS”) No. 151,
“Inventory Costs,” an amendment of ARB No. 43,
Chapter 4. The amendments made by SFAS No.

151 clarify that abnormal amounts of idle facility
expense, freight, handling costs and wasted materials
(spoilage) should be recognized as current-period
charges and require the allocation of fixed production
overheads to inventory based on the normal capacity
of the production facilities. The pronouncement is
effective for inventory costs incurred during fiscal years
beginning after June 15, 2005. Earlier application

is permitted for inventory costs incurred during

fiscal years beginning after November 23, 2004. The
Company currently recognizes, as period costs, any
abnormal amounts of idle facility expense, freight,
handling costs and wasted materials and allocates fixed
production overhead to inventory based on the normal
capacity of the production facilities. The adoption of
this pronouncement will not have a significant impact
on the Company’s results of operations or financial
position. The Company will adopt this pronouncement
for fiscal 2005.

On December 16, 2004, the FASB issued SFAS

No. 123(R) “Share-Based Payment,” that requires
compensation costs related to share-based payment
transactions recognized in the financial statements.
With minor exceptions, the amounts of compensation
costs will be measured based on the grant-date fair value
of the equity or liability instruments issued, over the
period that the employee provides service in exchange
for the award. In addition, liability awards will be
remeasured each reporting period. This pronouncement
is effective as of the first interim or annual reporting

period that begins after June 15, 2005. The impact




on the Company’s results of operations or financial
position as of the adoption of this pronouncement
is not expected to be materially different from the
pro-forma results included in note 1: Stock-Based

Compensation.

On December 21, 2004, the FASB issued “Application
of FASB Statement No. 109, Accounting for Income
Taxes, to the Tax Deduction on Qualified Production
Activities Provided by the American Jobs Creation Act
0f 2004,” an FASB Staff Position (FSP) that provides
guidance on the application of SFAS No. 109 to

the tax deduction on qualified production activities
provided by the American Jobs Creation Act of 2004.
ESP FAS 109-1 states that the qualified production
activities deduction should be accounted for as a
special deduction in accordance with SFAS No. 109,
whereby the deduction is contingent upon the future
performance of specific activities, including wage levels.
The FASB also concluded that the special deductions
should be considered with measuring deferred taxes
and assessing a valuation allowance. The impact on the
Company’s results of operations or financial position of

FSP FAS 109-1 has not yet been determined.

On December 21, 2004, the FASB issued “Accounting
and Disclosure Guidance for the Foreign Earnings
Repatriation Provision within the American Jobs
Creation Act of 2004,” an FSP that provides accounting
and disclosure guidance for the foreign earnings
repatriation provision within the American Jobs
Creation Act of 2004. The Act provides special, one-
time dividends received deduction on the repatriation
of certain foreign earnings to a U.S. taxpayer. FSP FAS
109-2 states that a company is allowed time beyond
the financial reporting period of enactment to evaluate
the effect of the Act on its plan for reinvestment or
repatriation of foreign earnings, as it applies to the

application of SFAS No. 109. The decision process

to build the plan may occur in stages, as an enterprise
may separately evaluate the provisions of the Act. The
Company has not begun the evaluation process of the

effects of the repatriation provision.

Critical Accounting Policies and Estimates

Management’s discussion and analysis of its financial
condition and results of operations are based upon the
Company’s consolidated financial statements, which

have been prepared in accordance with accounting

principles generally accepted in the United States of
America. The preparation of these financial statements i
requires management to make estimates and judgments
that affect the reported amounts of assets, liabilities,
revenues and expenses, and the related disclosure

of contingent assets and liabilities. On an ongoing

basis, management evaluates its estimates, including
those related to revenue recognition, allowance for
doubtful accounts, accounts receivable, inventories,
recoverability of long-lived assets, intangible assets,
income taxes, warranty obligations, pensions and other
employee benefit plan obligations, and contingencies.
Management bases its estimates on historical experience
and on other assumptions that are believed to be
reasonable under the circumstances, the results of
which form the basis for making judgments about the
carrying value of assets and liabilities that are not readily
apparent from other sources. Actual results may differ
from these estimates under different assumptions or

conditions.

Revenue Recognition:

Products are shipped utilizing common carriers direct
to customers or, for consignment products, to customer
specified warehouse locations. Sales are recognized
when the Company’s products are shipped direct or

transferred from a warehouse location to the customer,
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at which time transfer of ownership and risk of loss pass
to the customer. The Company reduces sales revenues
for discounts based on past experience. Differences may
result in the amount of discounts if actual experience
differs significantly from management estimates; such

differences have not historically been material.

Accounts Receivable:

Accounts receivable is comprised of balances due from
customers net of estimated allowances for uncollectible
accounts. In determining allowances, historical trends
are evaluated and economic conditions and specific
customer issues are reviewed to arrive at appropriate
allowances. Allowance levels change as customer-
specific circumstances and the other analysis areas noted
above change. Differences may result in the amount

for allowances if actual experience differs significantly
from management estimates; such differences have not

historically been material.

Inventory Valuation:

The Company uses certain estimates and judgments to
value inventory. Inventory is recorded at the lower of
cost or market. The Company reviews its inventories for
excess or obsolete products or components. Based on an
analysis of historical usage and management’s evaluation
of estimated future demand, market conditions and
alternative uses for possible excess or obsolete parts,
reserves are recorded or changed. Significant fluctuacions
in demand or changes in market conditions could
impact management’s estimates of necessary reserves.
Excess and obsolete inventory is periodically disposed
through sale to third parties, scrapping or other means,
and the reserves are appropriately reduced. Differences
may result in the amount for reserves if actual experience
differs significantly from management estimates; such

differences have not historically been material.
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Goodwill and other intangible assets:

Under the requirements of SFAS No. 142, “Goodwill
and other Intangible Assets,” goodwill is no longer
amortized; however it is tested for impairment annually
or more frequently whenever events or change in
circumstances indicate that the asset may be impaired.
The Company performs impairment reviews for

its reporting unit using future cash flows based on
management’s judgments and assumptions. An asset’s
value is impaired if our estimate of the aggregate future
cash flows, undiscounted and without interest charges,
to be generated are less than the carrying amount of
the reporting unit including goodwill. Such cash flows
consider factors such as expected future operating
income and historical trends, as well as the effects of
demand and competition. To the extent impairment
has occurred, the loss will be measured as the excess of
the carrying amount of the reporting unit including
goodwill over the fair value. Such estimates require the
use of judgment and numerous subjective assumptions,
which, if actual experience varies, could result in
material differences in the requirements for impairment

charges.

Income taxes:

Under the requirements of SFAS No. 109, “Accounting
for Income Taxes,” we record deferred tax assets and
liabilities for the future tax consequences attributable
to differences between financial statement carrying
amounts of existing assets and liabilities and their
respective tax bases. Deferred tax assets and liabilities
are measured using enacted tax rates expected to apply
to taxable income in the years in which those temporary
differences are expected to be recovered or settled.
Management judgment is required in determining the
Company’s provision for income taxes, deferred tax

assets and liabilities, which, if actual experience varies,




could result in material adjustments to deferred tax

assets and liabilities.

Warranty obligations:

Warranty terms are generally two years from date of
manufacture or one year from date of installation.
Warranty liability is recorded when revenue is
recognized and is based on actual historical return
rates from the most recent warranty periods. While
the Company’s warranty costs have historically been
within its calculated estimates, it is possible that future

warranty costs could exceed those estimates.

Pension and employee benefit obligations:

With the assistance of actuaries and investment advisors
the Company selects the discount rate to be used to
determine pension and post-retirement plan liabilities
based on a review of Moody’s Aa bond ratings and U.S.
Treasury rates. A change in the discount rate selected
by the Company of 25 basis points would result in

a change of about $0.1 million of employee benefit
expense. The Company consults with actuaries, asset
allocation consultants and investment advisors to
determine the expected long term rate of return on plan
assets based on historical and projected rates of return
on the types of assets in which the plans have invested.
A change in the long term rate of return selected by the
Company of 25 basis points would result in a change

of about $0.3 million of employee benefit expense. See

Note 3.

Factors That May Affect Future Results

Any forward-looking statements contained herein
involve risks and uncertainties, including, but not
limited to, general economic and currency conditions,
various conditions specific to the Company’s business

and industry, market demand, competitive factors,

changes in distribution channels, supply constraints,
technology factors, litigation, government and
regulatory actions, the Company’s accounting

policies, future trends, and other risks. These risks

and uncertainties may cause actual results to differ
materially from those indicated by the forward-looking
statements. Any forward-looking statements included

in this report are based upon information presently
available. The Company does not assume any obligation

to update any forward-looking information.

Quantitative and Qualitative Disclosures
About Market Risk

The Company is subject to marker risk associated with
changes in foreign currency exchange rates and interest
rates. Foreign currency exchange rate risk is mitigated
through several means: maintenance of local production
facilities in the markets served, invoicing of customers
in the same currency as the source of the products,
prompt settlement of intercompany balances utilizing
a global netting system and limited use of foreign
currency denominated debt. Interest rate exposure is
limited to variable rate interest borrowings under the
Company’s revolving credit agreement and an interest
rate swap. Additional information regarding the use

of an interest rate swap is included in Note 7 to the

consolidated financial statements.
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Ten Year Financial Summary
Franklin Electric Co., Inc. and Consolidated Subsidiaries

2004 (a) 2003 2002
Operations:
INEE SALES 1.vivierieiiecetestet ettt ettt et ba b st bt sens $404,305 $359,502 $354,872
| GLOSS PIOMT c.iviiiiiiiiiiictcit e 130,185 111,001 104,494
j INTErest EXPENSE ..vvevriciinisiiciciir sttt 488 1,107 1,317
| TNCOME TAXES 11ivveurirreiieieeiiietresse e te e vt etbesseseereevaebesaesbesneesessaasseseanes 20,951 16,847 18,277
N ET LIICOIMIE <ttt et e eeeeee et eeetreeestereeeseeesreeseesessaseneessseararaeeesesants 38,083 34,480 32,204
Depreciation and amortization .......c...ccciviiiinnveiinnininineas 15,143 13,748 12,87
Capital expenditures.........occoviciiiniiiiiic s 21,110 15,261 15,56
Balance sheet:
Working €apital (€)...cccoveuiviueririeciaeiiiicinericeeneti e eacienes 111,697 82,640 62,76
Property, plant and equipment, Net......cccccoiniviicceiiiciiiinnne 95,924 83,916 76,03
TOTAl ASSELS 1.vvivviieieeeeiiei it eer e beera et e st eae s e teaaaeaen 333,473 281,971 258,58
Long-term debt...cccoviviiiiiciciccc e 13,752 14,960 25,94
SRAreOWNErS” EQUILY . evevrririiree ettt sttt $234,333 $192,938 $153,13
| Other data:
{ % Net income t0 sales..........ccoviviiicniniii e 9.4% 9.6% 9.
‘ % Net income to total average assets ........ccoeevrivereeeirrreieecircenireennes 12.4% 12.8% 14.
Current ratio (F) vttt erre s rr e 3.1 2.8 2.
| Number of common shares outstanding.........ccconiivciiiiiicncinnnn 22,041 21,828 21,64
| Per share:
Markert price range
HIGh et e e $ 4348 $ 32.80 $  30.
O ettt ebbaeaeaes 29.01 23.00 19.
Net income per weighted-average
COMITION SHATE .c-eeiitiiitiiirie sttt st e 1.73 1.59 1.
Net income per weighted-average
common share, assuming dilution ..........cccoveiniiniicncnnan. 1.65 1.52 1.
Book value (g) ..o 10.17 8.53 6.
Cash dividends on common StocK .......cevvvieeiiiiiiienineieieriieine $ 031 § 027 $ 0.

(a) Includes the results of operations of the Company’s wholly-owned subsidiary, Franklin Pump Systems, since the
acquisition of certain assets of JBD, Inc. on October 2, 2004.

(b) Includes the results of operations of the Company’s wholly-owned subsidiaries, Coverco S.r.L. and Intelligent
Controls, Inc., since their acquisition on January 7, 2002 and July 16, 2002, respectively.

(c) Includes the results of operations of the Company’s wholly-owned subsidiaries, EBW, Inc. and Advance Polymer
Technology, Inc., since their acquisition on August 31, 2000.
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2001 2000 (o) 1999 1998 1997 () 1996 1995

$322,908 $325,731 $293,236 $272,533 $303,298 $300,689 $276,440
92,871 85,186 84,171 79,955 85,533 79,214 65,471
1,193 1,111 1,317 1,364 1,435 1,308 2,128
16,235 13,683 15,591 15,237 15,004 11,827 8,777
27,150 - 22,226 26,805 24,784 25,505 21,510 15,502
12,660 10,839 7,460 6,687 7,628 8,389 8,890
6,709 14,108 13,691 24,601 8,598 6,235 6,111
69,158 54,897 56,886 61,878 87,973 89,471 69,267
58,839 ' 64,604 57,047 51,461 32,357 40,097 41,670
195,643 197,179 176,101 167,590 163,110 172,959 153,357
14,465 15,874 17,057 18,089 19,163 20,276 20,171
$123,269 $115,998 $ 96,293 $ 91,597 $ 92,841 $ 99,823 $ 80,557
8.4% 6.8% 9.1% 9.1% 8.4% 7.2% 5.6%
13.8% 11.9% 15.6% 15.0% 15.2% 13.2% 10.2%
2.7 2.2 2.2 2.4 3.2 3.2 2.7
21,336 22,016 21,652 22,296 23,388 25,484 25,016
$ 21.32 $ 18.25 $ 18.72 $ 18.13 $ 16.07 $ 11.32 § 8.63
16.00 13.06 14.75 10.00 10.32 7.69 7.07
1.25 1.02 1.22 1.08 1.08 0.86 0.63
1.19 0.98 1.15 1.01 1.00 0.81 0.59
5.42 5.10 4.14 3.71 3.65 3.74 3.05
0.24 $ 022 $ 0.20 $ 017 $ 015 $ 012 $ 0.10

(d) Includes 10 months of the results of operations of the Company’s wholly-owned subsidiary, Oil Dynamics, Inc,,

until its sale on October 24, 1997.
{e) Working capital = Current assets minus Current liabilities
(f) Current ratio = Current assets divided by Current liabilities

(g) Book Value = Shareowners’ equity divided by weighted-average common shares, assuming dilution.
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Report of Independent Registered Public Accounting Firm

To the Shareowners and Directors, Franklin Electric Co., Inc.:

We have audited the accompanying consolidated balance sheets of Franklin Electric Co., Inc. (the “Company”) as
of January 1, 2005 and January 3, 2004 and the related consolidated statements of income, shareowners’ equity
and cash flows for each of the three years in the period ended January 1, 2005. These financial statements are

the responsibility of the Company’s management. Our responsibility is to express an opinion on these financial
statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(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 opinion, such consolidated financial statements present fairly, in all material respects, the financial position
of Franklin Electric Co., Inc. as of January 1, 2005 and January 3, 2004, and the results of its operations and its
cash flows for each of the three years in the period ended January 1, 2005, in conformity with accounting principles
generally accepted in the United States of America.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the effectiveness of the Company’s internal control over financial reporting as of January 1, 2005,
based on the criteria established in Internal Control— Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission and our report dated February 10, 2005 expressed an unqualified
opinion on management’s assessment of the effectiveness of the Company’s internal control over financial reporting
and an unqualified opinion on the effectiveness of the Company’s internal control over financial reporting.

Dol + 7 oecke 1LP

Deloitte & Touche LLP

Chicago, Illinois
February 10, 2005
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Report of Independent Registered Public Accounting Firm

To the Shareowners and Directors, Franklin Electric Co., Inc.:

We have audited management’s assessment, included in the accompanying Statement of Management’s Responsibility
for Financial Reporting and Management’s Report on Internal Control over Financial Reporting, that Franklin
Electric Co., Inc. (the “Company”) maintained effective internal control over financial reporting as of January 1,
2005, based on criteria established in Internal Control— Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission. The Company’s management is responsible for maintaining
effective internal control over financial reporting and for its assessment of the effectiveness of internal control over
financial reporting. Our responsibility is to express an opinion on management’s assessment and an opinion on the
effectiveness of the Company’s internal control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obrain reasonable assurance about
whether effective internal control over financial reporting was maintained in all material respects. Our audit included
obtaining an understanding of internal control over financial reporting, evaluating management’s assessment, testing
and evaluating the design and operating effectiveness of internal control, and performing such other procedures as we
considered necessary in the circumstances. We believe that our audit provides a reasonable basis for our opinions.

A company’s internal control over financial reporting is a process designed by, or under the supervision of, the
company’s principal executive and principal financial officers, or persons performing similar functions, and effected
by the company’s board of directors, management, and other personnel to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company’s internal control over financial reporting includes those policies
and procedures that (1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect
the transactions and dispositions of the assets of the company; (2) provide reasonable assurance that transactions are
recorded as necessary to permit preparation of financial statements in accordance with generally accepted accounting
principles, and that receipts and expenditures of the company are being made only in accordance with authorizations
of management and directors of the company; and (3) provide reasonable assurance regarding prevention or timely
detection of unauthorized acquisition, use, or disposition of the company’s assets that could have a material effect on
the financial statements.

Because of the inherent limitations of internal control over financial reporting, including the possibility of collusion
or improper management override of controls, material misstatements due to error or fraud may not be prevented or
detected on a timely basis. Also, projections of any evaluation of the effectiveness of the internal control over financial
reporting to future periods are subject to the risk that the controls may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, management’s assessment that the Company maintained effective internal control over financial
reporting as of January 1, 2005, is fairly stated, in all material respects, based on the criteria established in

Internal Control— Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission. Also in our opinion, the Company maintained, in all material respects, effective internal control over
financial reporting as of January 1, 2005, based on the criteria established in /nternal Control— Integrated Framework
issued by the Committee of Sponsoring Organizations of the Treadway Commission.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the consolidated financial statements, as of and for the year ended January 1, 2005 and our report dated
February 10, 2005 expressed an unqualified opinion on those financial statements.

DM *fo«»ja LLP

Deloitte & Touche LLp

Chicago, llinois
February 10, 2005

21 me——



Management’s Report on Internal Control over Financial Reporting

System of Internal Control over Financial Reporting:

Management is responsible for establishing and maintaining an adequate system of internal control over financial
reporting of the Company. This system is designed to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statements for external purposes in accordance with accounting
principles generally accepted in the United States of America.

The Company’s internal control over financial reporting includes those policies and procedures that (i) pertain to

the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions

of the assets of the Company; (ii) provide reasonable assurance that transactions are recorded as necessary to permit
preparation of financial statements in accordance with generally accepted accounting principles, and that receipts and
expenditures of the Company are being made only in accordance with authorizations of management and directors
of the Companys; (iii) provide reasonable assurance regarding prevention or timely detection of unauchorized
acquisition, use, or disposition of the Company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting can provide only reasonable assurance
with respect to financial statement preparation and may not prevent or detect misstatements. Further, because of
changes in conditions, effectiveness of internal controls over financial reporting may vary over time.

Management conducted an evaluation of the effectiveness of the system of internal control over financial reporting
based on the framework in Internal Control—Integrated Framework (the “Framework”) issued by the Committee of
Sponsoring Organizations of the Treadway Commission (COSO). Based on its evaluation, management concluded
that the Company’s system of internal control over financial reporting was effective as of January 1, 2005.

Report of Independent Registered Public Accounting Firm:

The consolidated financial statements and management’s assessment of the effectiveness of the Company’s internal
control over financial reporting have been audited by Deloitte & Touche, an independent registered public
accounting firm.
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Consolidated Statements of Income

Franklin Electric Co., Inc. and Consolidated Subsidiaries

Ve sds, ewcept pes 2004 2003 2002
Net Sales ..o $404,305 $359,502 $354,872
Cost Of 5ales .e.vvviriniriiveic e 274,120 248,501 250,374
Gross Profit..cccececinnecie e 130,185 111,001 104,498
Selling and administrative expenses .................. 64,867 59,365 54,637
Restructure eXpense ..........cocvviviviinniiniinniens 5,536 — —
Operating iNCOME .....coveviiiiiiiiniiiccnieee 59,782 51,636 49,861
INterest EXPense ....covrrverirecerrcerieerinierecee e ‘ (488) (1,107) (1,317)
Other Income.....ccvovviririccecresre e 219 532 567
Foreign exchange income (108s) .....ccvvvvrieennnn. (479) 266 1,366
Income before income taxes .........cccvvvrreninnnn. 59,034 51,327 50,477
Income taxes ....ccooveieiinicinence 20,951 16,847 18,273
NEt INCOME ..ot $ 38,083 $ 34,480 $ 32,204
Per share data:

Basic earnings per share......c..ccocevivviiicnn, $ 173 $ 1.59 $ 148
Diluted earnings per share.....oo.eeeosererersree % 165 $ 152 $ 142
Dividends per common share........c..coccovneen. $ 31 $ 27 $ 26

See Notes to Consolidated Financial Statements.
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Consolidated Balance Sheets
Franklin Electric Co., Inc. and Consolidated Subsidiaries

AISS el wd 2004 2003
Current assets:
Cash and equivalents.......c.cooeeveinrecciiceieniiie e $ 50,604 $ 29,962
Receivables (less allowances of $2,281
} and $1,949, respectively) ..o 39,312 29,194
: Inventories:
Raw materials .....ooeivivieieisirieiieeneee e 25,346 17,733
WOrK-10-PLOCESS. ....evieieiiciieieit et 7,939 6,636
Finished g00ds......cccoiveiiniiiiriicicc s 44,912 40,686
LIFQO [ESCIVE ..t eveeeeereeeeeeee oot ereer st st se et te e ees e erees (15,755) ~ {10,402)
62,442 54,653
Other current assets (including deferred income taxes
of $10,391 and $9,672, respectively) .....eovueeirrireeirirsreeeene, 13,784 14,232
Total CUITENT ASSETS . vevireeiiieir ettt 166,142 128,041
Property, plant and equipment, at cost:
Land and buildings ..o 52,809 44,577
Machinery and equipment.......cococcoviciniiiiiiniiiie 163,968 147,368
216,777 191,945
Less allowance for depreciation .........ccccovvininiviiiinnccrncninenn, 120,853 108,029
95,924 83,916
Deferred and other aSsers ...oevveeeeeeieeeiieeereeeeireeeireesreeeeesenreserenees 14,010 13,828
GOOAWILL ...t et 57,397 56,186
TTOTAL ASSEES < reeeeee e ee e e ettt eee et eeeae ettt esetba e s tabae s reraereannneeannrae s $333,473 $281,971

See Notes to Consolidated Financial Statements.
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Liabhiities anc Shereowners’ Baufy i dousnds 2004 2003
Current liabilities:
Current maturities of long-term debt and
short-term borrowings ........coveerviriviinencicnce s $ 1,304 $ 1,392
Accounts payable ..o 16,594 15,958
ACCTUEd EXPENSES ...t e 33,354 28,051
TIECOITIE TAXES oo ee e e e e e e e e e et e e e e e e e e e s e e e aearesaeaeereers 3,193 —
| Total current liabilities ......cocoveniiiiiiini 54,445 45,401
| LONG-erm debt.vvvvvvvevrrieoiiesieeeeeceissses s 13,752 14,960
Deferred INCOME TAXES - vveeiieeeeeeeeeeeee e reeeeeeeseeeesreeeeesereassereeearraeerene 6,304 4,354
1 Employee benefit plan obligations...........ccco..evvvreceerrocrenriiesinns ‘ 18,801 18,697
1 Other long-term liabilities ... 5,838 5,621
Shareowners’ equity:
Common shares (45,000 shares authorized, $.10 par value)
ourtstanding (22,041 and 21,828, respectively).......c.cccvniininnin. 2,204 2,182
Additional capital.....cccccooveiniiiniiii 52,743 45,826
Retained €arnings..........ccecereiiennninenieieeceess e, 166,557 139,057
L1020 10 ESOP TIUST vvvverieeeee e et et evee e s et e s e enreenane (665) (897)
Accumulated other comprehensive income .......cccoveiiviiiinn, 13,494 6,770
Total shareowners equIty.......cceevreiiiniiincincireceenee 234,333 192,938
Total liabilities and shareowners’ equity........ccoveniiiccininiinins $333,473 $281,971

See Notes to Consolidated Financial Statements.
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Consolidated Statements of Cash Flows

Franklin Electric Co., Inc. and Consolidated Subsidiaries

2004 2003 2002

Cash flows from operating activities:
NEt INCOME ..ttt $ 38,083 $ 34,480 $ 32,204

Adjustments to reconcile net income
to net cash flows from operating activities:

Depreciation and amortization .................. 15,143 13,748 12,878
Loss on disposals of plant and equipment.... 187 489 428

Changes in assets and liabilities,
excluding the effects of acquisitions:

|
!
1 Deferred income taXes ..ooevveeeeeveeviivicnreenenns 1,219 3,117 664
|
\

Receivables .oovee e (1,243) 4,875 3,125
INVENTOTIES tvvvieririerieeeie et e (1,167) (2,140) 7,434
| Accounts payable and other
f accrued eXPEnSes .....oeerirererirreieieieeeans 7,305 (4,439) (319)
Employee benefit plan obligations.......... (3,491) (2,584) 1,128
Other, Net wvvvecvieeieeeeie e 1,471 (582) (2,923)
Net cash flows from operating activities............ 57,507 46,964 54,623
Cash flows from investing activities:
Additions to plant and equipment ................ (21,110) (15,261) (15,568)
Proceeds from sale of plant and equipment... 29 241 20
Additions to deferred assets.........cccvevvreveinne. (10) (434) (14,312)
Cash paid for acquisitions, net of
cash acquired ......oceovrnieconen e (9,307) — (30,344)

Proceeds from maturities of

marketable securities.....ccccovvveririnivnrecnnen. — — 2,999
Net cash flows from investing activities ............ (30,398) (15,454) (57,205)
Cash flows from financing activities:
Borrowing of long-term debt ... —— 6,648 8,575
‘ Repayment of long-term debt .......ocoovvvvinnnnn, (1,553) (19,853) (1,408)
. Borrowing on line of credit
‘ and short-term borrowings ......ccoovcnciiinnn — 11,000 3,000
Repayment of line of credit
and short-term borrowings ... — (11,024) (3,017)
Proceeds from issuance of common stock...... 4,110 4,750 2,320
Purchases of common stock .....cccooeviiniervennn, (3,091) (9,782) (3,662)
Reduction of loan to ESOP Trust........c......... 232 233 232
Dividends paid.......cccoeeinevciiiiiiiciiin (6,815) (5,946) ~ (5,505)
Net cash flows from financing activities............. (7,117) (23,974) 535
Effect of exchange rate changes on cash............ 650 2,293 B 1,430
Net change in cash and equivalents .................. 20,642 9,829 (617)
Cash and equivalents at beginning of year ........ 29,962 20,133 20,750
Cash and equivalents at end of year.................. $ 50,604 $ 29,962 $ 20,133

Cash paid during 2004, 2003 and 2002 for interest was $0.6 million, $1.2 million and $1.3 million, respectively. Also, cash paid
during 2004, 2003 and 2002 for income taxes was $19.0 million, $13.8 million and $16.6 million, respectively.

See Notes to Consolidated Financial Statements.
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Consolidated Statements of Shareowners’ Equity
Franklin Electric Co., Inc. and Consolidated Subsidiaries
i Common

Shares
‘[ Outstanding

Accumulated Other
Comprehensive
Income (Loss)

Loan to
ESOP
Trust

Retained
Earnings

Common Additional
Stock Capital

Comprehensive
Income

Balance year end 2001
Net income

21,337,068 $2,134  $22,281 $109,103 $(1,362)
32,204
Currency translation adjustment

Pension liability adjustment

5,858
(3,172)

Comprehensive income, net of tax!

Dividends on common stock

(5,505)

Common stock issued 757,000 76 5,869

Common stock repurchased or
received for stock options exercised

(446,998)  (46) 23

4,824

(10,494)
Tax benefit of stock options exercised

' Loan payment from ESOP
Balance year end 2002

232
(1,130)

125,308

(6,201)

21,647,070 2,164 32,997

Net income
Currency translation adjustment
Pension liability adjustment
Comprehensive income, net of tax -

10,983
1,988

Dividends on common stock
Common stock issued

(5.946)
748,000 74 7,722
Common stock repurchased or

received for stock options exercised
Tax benefit of stock options exercised |

Loan payment from ESOP
Balance year end 2003

(567,126)  (56) 28

5,079

(14,7853)

233
(897)

21,827,944 2,182 139,057

38,083

45,826 6,770

Net income
i Currency translation adjustment
| Pension liability adjustment
j Comprehensive income, net of tax

6,935
211)

Dividends on common stock

(6,815)

Common stock issued 337,500 35 4,495

Common stock repurchased or i
received for stock options exercised |

Tax benefit of stock options exercised
Loan payment from ESOP

Balance year end 2004

(124,112) (13 (3,768)
2422

232
22,041,332 $2,204  $52,743 $166,557 $ (665)

.

$13,494

See Notes to Consolidated Financial Statements.

$(8,887)

$32,204
5,858
(3,172)

$34,890

$34,480
10,983
1,988
$47,451

$38,083

6,935
211)

$44,807
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Notes to Consolidated Financial Statements
Franklin Electric Co., inc. and Consolidated Subsidiaries

1. Summary of Significant Accounting Policies

Fiscal Year — The Company’s fiscal year ends on the Sarurday
nearest December 31. The financial statements and accompany-
ing notes are as of and for the years ended January 1, 2005 (52
weeks), January 3, 2004 (53 weeks) and December 28, 2002 (52
weeks) and are referred to as 2004, 2003 and 2002, respectively.

Principles of Consolidation — The consolidated financial state-
ments include the accounts of the Company and its subsidiaries.

Revenue Recognition — Products are shipped utilizing common
carriers direct to customers or, for consignment products, to cus-
tomer specified warehouse locations. Sales are recognized when
the Company’s products are shipped direct or transferred from a
warehouse location to the customer, at which time transfer of
ownership and risk of loss pass to the customer.

Cash Equivalents — Cash equivalents consist of highly liquid
investments which are readily convertible to cash, present
insignificant risk of changes in value due to interest rate fluctua-
tions and have original or purchased maturities of three months
or less.

Research and Development Expenses — The Company’s
research and development activities are charged to expense in the
period incurred.

Fair Value of Financial Instruments — The carrying amounts
for cash and equivalents, long-term debt, and short-term debt
approximate fair value. The fair value of long-term debt is esti-
mated based on current borrowing rates for similar issues and
current exchange rates for foreign currency denominated
amounts. The Company’s off-balance sheet instruments consist
of operating leases which are not significant (see Note 13).

Accounts Receivable — Accounts receivable are stated at esti-
mated net realizable value. Accounts receivable comprise balances
due from customers net of estimated allowances for uncollectible
accounts. In determining collectibility, historical trends are evalu-
ated and specific customer issues are reviewed to arrive at appro-
priate allowances.

Inventories — Inventories are stated at the lower of cost or mar-
ket. The majority of the cost of domestic inventories is deter-
mined using the last-in, first-out (LIFO) method; all remaining
inventory costs are determined using the first-in, first-out (FIFO)
method. Inventories stated on the LIFO method approximated
33.1 percent and 42.8 percent of total inventories in 2004 and
2003, respectively. The Company reviews its inventories for
excess or obsolete products or components. Based on an analysis
of historical usage and management’s evaluation of estimated
future demand, market conditions and alternative uses for possi-
ble excess or obsolete parts, reserves are recorded or changed.

Property, Plant and Equipment — Property, plant and equip-
ment are stated at cost. Depreciation of plant and equipment is
provided principally on a straight line basis over the estimated
useful lives of 5 to 50 years for land improvements and buildings,
2 to 10 years for machinery, equipment, furniture, and fixtures.
Accelerated methods are used for income tax purposes. The
Company reviews its property and equipment for impairment

whenever events or changes in circumstances indicate that che
carrying amount of such assets may not be recoverable.

Goodwill and Other Intangible Assets — The Company
adopted SFAS No. 142, “Goodwill and Other Intangible Assets,”
in 2002. Under SFAS No. 142, goodwill is not amortized; how-
ever, it must be tested for impairment at least annually.
Amortization continues to be recorded for other intangible assets
with definite lives. The goodwill is subject to adjustment in the
event that it becomes impaired.

Stock-Based Compensation — The Company accounts for its
stock-based compensation plans under the intrinsic value method
in accordance with the recognition and measurement principles
of Accounting Principles Board Opinion No. 25, “Accounting
for Stock Issued to Employees”, and related Interpretations. No
stock-based compensation cost is reflected in net income, as all
options granted under those plans had an exercise price equal to
the market value of the underlying common stock on the date of
grant.

For pro forma information regarding net income and earnings
per share, the fair value for the options awarded in 2004, 2003
and 2002 for all fixed stock option plans was estimated as of the
date of the grant using a Black-Scholes option valuation model.
The following table sets forth the weighted-average assumptions
for 2004, 2003 and 2002, respectively.

2004 2003 2002
Risk-free interestrate .. ...... 3.60% 3.34% 4.23%
Dividend yield . ............. .63% .88% 1.10%
Volatility factor ............. 181 21 207
Weighted-average expected life.. 6 years 6 years 6 years

For purposes of pro forma disclosures, the estimated fair value of
the options is amortized over the option’s vesting period.
Therefore, in the year of adoption and subsequently affected
years, the effects of applying SFAS No. 123 for providing pro
forma ner income and earnings per share are not likely to be rep-
resentative of the effects on reported income in future years. The
following table illustrates the effect on net income and earnings
per share if the Company had applied the fair value recognition
provisions of SFAS No. 123 to stock-based compensation:

(In millions, except per share amounts)

2004 2003 2002
Reported netincome. .. ...... $38.1 $34.5 § 322
Less, Total fair value computed
stock-based compensation,
netoftax................ (1.5) (1.5) (1.3)
Pro forma net income . ... .... $36.6 $33.0 $ 309
Reported net income available
per common sharg ........ $1.73 $1.59 $1.48
Pro forma net income available
per common share . ....... $1.67 $1.52 $1.43

Reported net income available

per common share,

assuming dilution ... ...... $1.65 $1.52 $1.42
Pro forma net income available

per comman share,

assuming dilution .. ....... $1.59 $1.46 $1.36




The weighted-average grant-date fair value of options granted
during 2004, 2003 and 2002 was $7.47, $6.06 and $6.28,

respectively. :

The Black-Scholes option valuation model used by the Company
was developed for use in estimating the fair value of fully tradable
options which have no vesting restrictions and are fully transfer-
able. In addition, option valuation models require the input of
highly subjective assumptions including the expected stock price
volatility. It is managements opinion that the Company’s stock
options have characteristics significantly different from those of
traded options and because changes in the subjective input
assumptions can materially affect the fair value estimate, the
existing models do not necessarily provide a reliable single mea-
sure of the fair value of its stock options.

Earnings Per Common Share — Basic and diluted earnings per
share are computed and disclosed under SFAS No. 128,
“Earnings Per Share”. Diluted earnings per share is computed
based upon earnings applicable to common shares divided by the
weighted-average number of common shares outstanding during
the period adjusted for the effect of other dilutive securities.

Translation of Foreign Currencies — All assets and liabilities of
foreign subsidiaries whose functional currency is other than the
U.S. dollar are translated at year end exchange rates. All revenue
and expense accounts are translated at average rates in effect dur-
ing the respective period.

Use of Estimates — Management’s best estimates of certain
amounts are required in preparation of the consolidated financial
statements in accordance with generally accepted accounting
principles, and actual results could differ from those estimates.

Reclassifications — Certain prior year amounts are reclassified
when necessary to conform to the current year presentation. All
share and per share data included in these financial statements
reflect the Company’s two-for-one stock splits effected in the
form of a 100 percent stock distribution made on June 15, 2004.

Accounting Pronouncements — In November 2004, the
Financial Accounting Standards Board (“FASB”) issued
Statement of Financial Accounting Standards (“SFAS”) No. 151,
“Inventory Costs”, an amendment of ARB No. 43, Chapter 4.
The amendments made by SFAS No. 151 clarify that abnormal
amounts of idle facility expense, freight, handling costs and
wasted materials (spoilage) should be recognized as current-
period charges and require the allocation of fixed production
overheads to inventory based on the normal capacity of the pro-
duction facilities. The pronouncement is effective for inventory
costs incurred during fiscal years beginning after June 15, 2005.
Earlier application is permitted for inventory costs incurred dut-
ing fiscal years beginning after November 23, 2004. The
Company currently recognizes, as period costs, any abnormal
amounts of idle facility expense, freight, handling costs and
wasted materials and allocates fixed production overhead to
inventory based on the normal capacity of the production facili-
ties. The adoption of this pronouncement will not have a signifi-
cant impact on the Company’s results of operations or financial
position. The Company will adopt this pronouncement for
fiscal 2005.

On December 16, 2004, the FASB issued SFAS No. 123(R)
“Share-Based Payment”, that requires compensation costs related
to share-based payment transactions recognized in the financial
staternents. With minor exceptions, the amounts of compensa-
tion costs will be measured based on the grant-date fair value of
the equity or liability instruments issued, over the period that the
employee provides service in exchange for the award. In addition
liability awards will be re-measured each reporting period. This
pronouncement is effective as of the first interim or annual
reporting period that begins after June 15, 2005. The impact on
the Company’s results of operations or financial position as of the
adoption of this pronouncement is not expected to be materially
different from the pro-forma results included above: Stock-Based
Compensation.

On December 21, 2004, the FASB issued “Application of FASB
Statement No. 109, Accounting for Income Taxes, to the Tax
Deduction on Qualified Production Activities Provided by the
American Jobs Creation Act of 2004”, a FASB Staff Position
(ESP) that provides guidance on the application of SFAS

No. 109 to the tax deduction on qualified production activities
provided by the American Jobs Creation Act of 2004. FSP FAS
109-1 states that the qualified production activities deduction
should be accounted for as a special deduction in accordance
with SFAS Ne. 109, whereby the deduction is contingent upon
the future performance of specific activities, including wage
levels. The FASB also concluded that the special deductions
should be considered with measuring deferred taxes and assessing
a valuation allowance. The impact on the Company’s results of
operations or financial position of FSP FAS 109-1 has not yet
been determined.

On December 21, 2004, the FASB issued “Accounting and
Disclosure Guidance for the Foreign Earnings Repatriation
Provision within the American Jobs Creation Act of 2004”, a
ESP that provides accounting and disclosure guidance for the for-
eign earnings repatriation provision within the American Jobs
Creation Act of 2004. The Act provides special, one-time divi-
dends received deduction on the repatriation of certain foreign
earnings to a U.S. taxpayer. FSP FAS 109-2 states that a com-
pany is allowed time beyond the financial reporting period of
enactment to evaluate the effect of the Act on its plan for rein-
vestment or repatriation of foreign earnings, as it applies to the
application of SFAS No. 109. The decision process to build the
plan may occur in stages, as an enterprise may separately evaluate
the provisions of the Act. The Company has not begun the eval-
uation process of the effects of the repatriation provision.

2. Goodwill and Other Intangible Assets

The Company uses the purchase method of accounting for busi-
ness combinations and accounts for goodwill on an impairment-
only basis in accordance with SFAS Nos. 141 and 142, “Business
Combinations” and “Goodwill and Other Intangible Assets”,
respectively. During the fourth quarter of each year, the
Company performs its annual impairment testing required by
SFAS No. 142. No impairment loss was required to be
recognized.
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Notes to Consolidated Financial Statements (continued)
Franklin Electric Co., Inc. and Consolidated Subsidiaries

Informacion regarding the Company’s other intangible assets
which are included in deferred and other assets, and goodwill
follows:

(In millions)

2004 2003

Amortized intangibles
PatantS . . o $35 $ 35
Supply agreements. . ... 10.4 10.2
OthBr 1.7 1.6
Accumulated amortization ................. (9.3) (6.8)
Total. .o $6.3 $ 85
Goodwill ... e $57.4 $56.2

The change in goodwill from 2003 to 2004 is related to foreign
exchange rate changes from year to year. Amortization expense
related to intangible assets for the year ended January 1, 2005
was $2.1 million. Amortization expense for each of the five suc-
ceeding years is projected as $1.2 million, $0.8 million, $0.7 mil-
lion, $0.7 million and $0.7 million for fiscal 2005, 2006, 2007,
2008, 2009, respectively.

Acquisitions — During 2004, the Company acquired certain
assets of JBD, Inc., 2 pump manufacturer located in Little Rock,
Arkansas, for their estimated fair value of approximately $9.3
million. During 2002, the Company paid $30.3 million for
acquisitions, net of cash acquired, of which $24.3 million was
recorded as goodwill based on the estimated fair values of the net
assets acquired. In January 2002, the Company acquired certain
assets and liabilities of Coverco S.p.A., and Emco S.r.L. (joindy
“Coverco”) manufacturers of submersible and industrial electric
motors and controls in Italy. In July 2002, the Company
acquired all of the outstanding shares of Intelligent Controls,
Inc., a producer of fueling systems electronic leak detection and
inventory management systems controls in Maine. These acquisi-
tions did not materially affect the Company’s financial state-
ments. The pro forma results of the Company’s operations as if
these acquisitions had occurred at the beginning of the year
acquired would not differ materially from the reported results.

These acquisitions were accounted for using the purchase
method of accounting. Accordingly, a portion of the aggregate
purchase price was allocated to the net assets acquired based on
the estimated fair values. When applicable, the excess of purchase
price over the fair value of the net assets acquired has been
recorded as goodwill.

3. Employee Benefit Plans
Defined Benefit Plans — As of January 1, 2005, the Company

maintains three domestic pension plans and one German pension
plan. The Company uses a December 31 measurement date for
its plans.

The following table sets forth aggregated information related to
the Company’s pension benefits and other postretirement bene-
fits, including changes in the benefit obligations, changes in plan
assets, funded status, amounts recognized in the Consolidated
Balance Sheets, and actuarial assumprions:

{In millions)

Pension Benefits Other Benefits
2004 2003 2004 2003

Change in benefit obligation:

Benefit obligation, b/ofy . . .. $126.5 $117.1 $13.2 $129

Servicecost............. 43 41 0.4 0.3
Interestcost............. 75 7.6 0.9 0.8
Plan amendments. ........ —_ 11 24 —
Actuarial foss . ... ........ 6.1 6.4 0.6 0.4
Settlements paid. ......... (0.9) (1.0 — —
Benefits paid. . ........... 9.2) (9.1) {1.6) (1.2)
Exchange ............... 0.1 0.3 — —
Benefit obligation, e/oly .. .. $134.4 $1265 $16.0 $13.2

Change in plan assets:

Fair value of assets, b/o/y. .. $115.9 $90 $ — § —
Actual return on plan assets 17.9 22.2 — —
Company contributions .. .. 5.8 5.8 1.6 1.2
Settlements paid. . ........ (1.0) (1.0 — —
Benefits paid. . ........... 9.2) 9.1 (1.6) (1.2)
Fair value of assets, e/0/y . .. $1204  $1159 § — § —
Reconciliation of funded status:
Funded status. ........... $ (5.00 $(10.6) $(16.0) $(13.2)
Unrecognized net (gain)/loss (0.6) 0.6 3.6 341
Unrecognized transition

obligation............. — — 3.9 44
Unrecognized prior service

cost ...l 4.0 53 2.2 —
Net amount recognized. .. .. $ (1.6) $ (47 $1(6.3) $ (57
Amounts recognized in the

Consolidated Balance Sheets:
Employee benefit

plan obligations ........ $(12.5) $(130) $(6.3) 3 (57
Accrued expenses . ....... (0.1) (0.1) - —
Deferred income taxes . . . . . 14 1.3 —_ —
Deferred and other assets . . 7.4 5.1 —_ —
Accumulated other compre-

hensive income (loss) . .. 22 2.0 - —
Net amount recognized. . . .. $ (16) $ (47) $(63) 3 (5.7

Pension Benefits QOther Benefits
2004 2003 2004 2003

Increase/(decrease) in minimum
liability included in other
comprehensive income . . . $0.2 $(2.0) $— $—

Actuarial assumptions used to determine benefit obligations:

Pension Benefits Other Benefits
2004 2003 2004 2003
Discountrate . ........... 5.75% 6.25% 5.75% 6.25%

Rate of increase in future
compensation. ......... 2.5-7.00% 2.5-7.00%

(Graded) (Graded)

2.5-7.00% 2.5-7.00%
(Graded) (Graded)

Actuarial assumptions used to determine periodic benefit cost:

Pension Benefits Other Benefits
2004 2003 2004 2003
Discountrate ............ 6.25% 6.75% 6.25% 6.75%

Rate of increase in future
compensation. ......... 2.5-7.00% 2.5-7.00%

(Graded) (Graded)

2.5-7.00% 2.5-7.00%
(Graded) (Graded)
Expected long-term rate of
return on plan assets .. .. 9.25% 9.25% — —




The accumulared benefit obligation for the Company’s qualified
defined benefic pension plans was $124.6 million and $117.1
million at January 1, 2005 and January 3, 2004.

The following table sets forth aggregated net periodic benefit cost
for 2004, 2003 and 2002:

(In millions)
Pension Benefits Other Benefits
2004 2003 2002 2004 2003 2002
Service cost. ... ... $ 43 $ 41 $ 36 $04 303 %03
Interestcost. . ... .. 7.5 7.6 7.6 0.9 08 09
Expected return
onassets....... (10.9) (10.6) (10.4) —_ — —

Amortization of
unrecognized

obligation/

(asset) ......... — — — 0.5 0.5 0.5
Prior service cost. . . 14 15 1.2 0.2 — —
Loss/(Gain) ....... — 02) (0.%) 0.2 0.2 0.1
Net periodic

benefit cost ... .. $ 23 $ 24 $13 $22 3518 318
Settlement. ....... 0.3 0.2 0.1 — — —
Total benefitcost... $ 26 $ 26 $ 14 $22 3$18 $18

The Company consults with actuaries, asset allocation consul-
tants and investment advisors to determine the expected long
term rate of return on plan assets. While past performance is not
a guarantee of future returns, the plan assets of the pension plans
for the past fifteen years have averaged in excess of 12% annually.
Effective January 1, 2005 an expecred long term rate of return on
plan assets of 8.50% was selected to reflect capital marker expec-
cations based in part on input from the Company’s actuaries,
consultants and advisors.

The plans asset allocations at December 31, 2004, and 2003, by
asset category are as follows:

Plan Assets at December 31

2004 2003

Equity Securities. ....... ... L. 74% 76%
Fixed Income Securities ............... 26% 24%
Total ... ... 100% 100%

Equity securities include Company stock of $25.5 million (20%
of total plan assets) and $22.0 million (19% of total plan assets)
at December 31, 2004 and 2003, respectively.

The Company employs a total return investment approach
whereby a mix of equity and fixed-income investments are used
to maximize the long-term return on plan assets for a prudent
level of risk. Risk tolerance is established through careful consid-
eration of plan liabilities, plan funded status, and corporate
financial condition. The investment portfolio contains a diversi-
fied blend of equity and fixed-income investments. Furthermore,
equity investments are diversified across growth, value, and small
and large capitalizations. Investment risk is measured and moni-
tored on an ongoing basis through investment portfolio reviews,
annual liability measurements, and periodic asset/liability studies.

One of the Company’s four pension plans covers certain manage-
ment employees. The Company does not fund this plan, and its

assets were zero in 2004 and 2003. The plan’s projected benefit
obligation and accumulated benefit obligation were $6.4 million
and $5.0 million, respectively, at January 1, 2005, and $6.2 mil-
lion and $4.8 million, respectively, at January 3, 2004.

The Company estimates total contributions to the plans of $3.4
million in 2005.

The following benefic payments, which reflect expected furure
service, as appropriate, are expected to be paid:

(In millions)

Pension Other

Benefits Benefits
2005 .. $9.2 $1.6
2008 ... . 8.6 13
2007 .. 8.0 1.3
2008 ... 8.3 1.3
2000. ... 9.6 13
Years 2010 through 2014 . .. ........... 496 6.5

The Company'’s other postretirement benefit plans provide health
and life insurance benefits to domestic employees hired prior to
1992. The Company effectively capped its cost for those benefits
through plan amendments made in 1992, freezing Company con-
tributions for insurance benefits at 1991 levels for current and
future beneficiaries with actuarially reduced benefits for employ-
ees who retire before age 65. On December 8, 2003, the Medicare
Prescription Drug, Improvement and Modernization Act of 2003
was signed into law. After reviewing the Act, it was determined
that there was no direct impact to the Company’s postretirement
medical plan. However, to assist retirees in maintaining their cur-
rent standard of living, the Company decided to make a one-time
increase to its post-65 benefit payment to retirees. The accumu-
lated postretirement benefit obligation for this benefit change
increased $2.4 million and the annual net periodic postretirement
benefit cost increased $0.3 million.

Defined Contribution Plans — The Company maintains an
integrated 401 (k) and Employee Stock Ownership Plan (ESOP).
In 1996 and 1992, the ESOP Trustee acquired shares of
Company common stock on the open market using the proceeds
of a ten-year, $0.3 million loan and a fifteen-year, $3.0 million
loan, respectively, from the Company. Under the terms of the
variable rate loan (6.31 percent at January 1, 2005), principal plus
interest is payable in equal annual installments. The shares of
stock purchased with the loan proceeds are collateral for the loan
and are considered outstanding for purposes of calculating earn-
ings per share.

The Company contributes a portion of its 401(k) matching con-
tribution as well as an additional annual contribution, both sub-
ject to the Company’s annual financial results, to the ESOP
Trust. The ESOP Trustee uses a portion of the Company’s contri-
butions to make principal and interest payments on the loan. As
loan payments are made, shares of common stock are released as
collateral and are allocated to participants’ accounts. The balance
of the Company’s contributions in cash or common stock is made
to the Company stock fund of the 401 (k) and ESOP Trusts, and
allocated to participants’ accounts to satisfy the balance of the
Company's 401(k) matching contribution.
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Notes to Consolidated Financial Statements (continued)
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At January 1, 2005, 550,211 shares were allocated to the
accounts of participants, 31,011 shares were committed to be
released and allocated to the accounts of participants for service
rendered during 2004, and 835,062 shares were held by the ESOP
Trust in suspense. The following table sets forth the interest
expense and Company contributions to the integrated ESOP and

401(k) Plan.

(In millions)
2004 2003 2002
Interest expense incurred by the
plan on ESOP debt ... ..... $0.0 $0.1 30.1
Company contributions to
integrated plan. ........... $0.9 $1.0 $1.1
4. Accrued Expenses
Accrued expenses consisted of:
(In millions)
2004 2003
Salaries, wages and commissions ....... $13.9 $115
Product warranty costs. . .............. 71 5.4
INSUrance .. ... 6.6 5.8
Employee benefits. . ............... ... 21 2.1
Other. .. o 3.7 3.3
$33.4 $28.1

(In millions)
2004 2003
Deferred tax assets:
Accrued expenses and reserves . . ... .. $57 $5.1
Compensation and employee benefits. . . 7.6 8.8
Otheritems....................... 1.5 2.1
Total deferred tax assets........... 14.8 16.0
Deferred tax liabilities:
Accelerated depreciation on fixed assets 9.0 8.8
Otheritems....................... 1.7 1.9
Total deferred tax liabilities . . .... ... 10.7 10.7
Net deferred tax assets. ... ............ $ 41 $5.3

The portions of current and non-current deferred tax assets and
liabilities were as follows:

([n miliions)
2004 2003
Deferred Deferred Deferred Deferred
Tax Tax Tax Tax
Assets  Liabilities Assets Liabilities
Current. . ............. $10.6 $0.2 $§97 §00
Non-current ........... 4.2 10.5 6.3 10.7

$14.8 $10.7 $16.0  $107

5. Income Taxes

Income before income taxes consisted of:

(In millions)
2004 2003 2002
Domestic.................. $48.1 $42.5 $45.3
Foreign ................... 10.9 8.8 5.1
$59.0 $51.3 $50.4

The income tax provision consisted of:

(In millions)
2004 2003 2002
Currently payable:
Federal. ................. $12.9 $93 $11.9
Foreign ................. 5.0 3.0 2.9
State ...l 1.8 1.4 2.8
Deferred:
Federal. ................. 1.8 2.1 1.4
Foreign ................. (0.7) 0.7 (0.8)
State ................... 01 03 01
$20.9 $16.8 $18.3

Significant components of the Company’s deferred tax assets and
liabilities were as follows:

I ——— 32

There was no valuation allowance for deferred tax assets required
in 2004 or 2003.

The differences between the statutory and effective tax rates were
as follows:

2004 2003 2002
U.S. Federal statutory rate. . ... 35.0% 35.0% 35.0%
State income taxes, net of
federal benefit............ 21 22 37
Extraterritorial income exclusion (1.8) (4.0) (1.9)
R&D tax credits ... .......... (0.7) (1.2) (1.3)
Otheritems................ 0.9 0.8 0.7
Effectivetaxrate ............ 35.5% 32.8% 36.2%
6. Debt
Long-term debt consisted of:
(In millions)
2004 . 2003

Insurance Company — 6.31%, principa!
payments of $1.0 million due in
annual installments, with a balloon
payment of $10.0 in 2008 ($3.4

denominated in JPY at 1/01/05) ... .. .. $13.3 $14.2
Capital Leases. ...................... 1.8 2.2
: 15.1 16.4

Less Current Maturities. . .............. (1.3) (1.4)
$13.8 $15.0




The following debt payments are expected to be paid:

(In millions)

Total Year1 Year2 VYear3 Year4 VYear5

$133 $1.0 $1.0 $1.0 $103 $—
Capital Leases .. .. .. 1.8 0.3 03 0.3 0.3 0.6

$151  $1.3  $1.3  $1.3 $106 506

On September 9, 2004, the Company entered into an unsecured,
60-month, $80.0 million revolving credit agreement (the
“Agreement”). The Agreement provides for various borrowing rate
options including interest rates based on the London Interbank
Offered Rates (LIBOR) plus interest spreads keyed to the
Company’s ratio of debrt to earnings before interest, taxes, depreci-
ation, and amortization (EBITDA). The Agreement contains cer-
tain financial covenants with respect to borrowings, interest cover-
age, loans or advances and investments. The Company had no
outstanding borrowings under the Agreement at January 1, 2005.

The Company was in compliance with all debt covenants ac all
times in 2004 and 2003.

7. Interest Rate Risk

On September 24, 2003 the Company entered into a fixed-to-
variable interest rate swap to achieve a desired proportion of vari-
able vs. fixed rate debt. The fixed-to-variable interest rate swap is
accounted for as a fair value hedge, per SFAS No. 133,
“Accounting for Derivative Instruments and Hedging Activities”,
with effectiveness assessed based on changes in the fair value of
the underlying debt using incremental borrowing rates currently
available on loans with similar terms and maturities. The effective
gain or loss on the interest rate swap and that of the underlying
debt are equal and offsetting resulting in no net effect to earnings.
The fair value of this hedge instrument was $(0.1) million at
January 1, 2005 and is recorded in other assets and other long-
term liabilities.

The swap contract has a notional amount of $10 million and
matures on November 10, 2008. Per the terms of the swap con-
tract the Company receives interest at a fixed rate of 6.31% and
pays interest at a variable rate based on the three month LIBOR
rate plus a spread. The average variable rate paid by the Company
in 2004 was 4.1%. The differential in interest rates on the swap is
recognized as an adjustment of interest expense over the term of
the agreement.

8. Shareowners’ Equity

The Company had 22,041,332 shares of common stock
(45,000,000 shares authorized, $.10 par value) outstanding at the
end of 2004.

During 2004 and 2003, pursuant to a stock repurchase program
authorized by the Company’s Board of Directors, the Company
repurchased a total of 102,800 shares for $3.1 million and
380,294 shares for $9.8 million, respectively. Of these shares,

300,000 were repurchased from an officer of the Company in
2003. All repurchased shares were retired.

During 2004 and 2003, under terms of a Company stock option
plan, participants delivered 21,312 shares for $0.7 million and
186,832 for $5.0 million shares of Company common stock as
consideration for stock issued upon the exercise of stock options.
Of these shares, 21,312 in 2004 and 163,776 in 2003 were from
officers of the Company. In 2004 and 2003, the Company
recorded a $2.4 million and 2 $5.1 million, respectively, reduc-
tion in its deferred tax liability and an increase to shareowners’
equity as a result of these exercises. The shares delivered to the
Company were subsequently retired. Accumulated other compre-
hensive gain (loss), consisting of the currency translation adjust-
ment and the pension liability adjustment, was $15.7 million
and $(2.2) million, respectively, at January 1, 2003, and $8.7
million and $(1.9) million, respectively, at January 3, 2004.

9. Earnings Per Share

The following table sets forth the computation of basic and
diluted earnings per share:

(In millions, except per share amounts)

2004 2003 2002
Numerator:
Net Income .............. $38.1 3345 $32.2
Denominator:
Basic
Weighted-average
common shares. ... ... 22.0 216 21.6
Diluted
Effect of dilutive securities:
Employee and director
incentive stock
options and awards . . 1.1 1.0 1.1
Adjusted weighted-average
common shares. ... ... 23.1 22.8 22.7
Basic earnings per share.. . .. .. $1.73 $1.59 $1.48
Diluted earnings per share. . . . . $1.65 $1.52 $1.42

10. Stock-Based Compensation

The Company has authorized the grant of options to purchase
common stock of the Company to employees and non-employee
directors of the Company and its subsidiaries under two fixed
stock option plans. The plans and the original number of autho-
rized shares available for grants are as follows:

Shares
1990 Non-Employee Director Stock Option Plan. . .. ........ 240,000
Franklin Electric Co., Inc. Stock Option Plan............... 3,600,000

During 2004, all options outstanding under the 1990 Non-
Employee Director Stock Option Plan were exercised. There are
no further shares reserved for future awards under this plan.
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Under each of the above plans, the exercise price of each option
equals the marker price of the Company’s common stock on the
date of grant and the options expire ten years after the date of the
grant. Generally, options granted to non-employee directors vest
33 percent a year and become fully vested and exercisable after
three years and options granted to employees vest 20 percent a
year and become fully vested and exercisable after five years.
Subject to the terms of the plans, in general, the aggregate option
price and any applicable tax withholdings may be satisfied in cash
or its equivalent, or by the plan participant’s delivery of shares of
the Company’s common stock owned more than six months,
having a fair market value at the time of exercise equal to the
aggregate option price and/or the applicable tax withholdings.

A summary of the Company’s fixed stock option plans activity
and related information for 2004, 2003 and 2002 follows:

2004 2003 2002
Weighted- Weighted- Weighted-
Average Average Average
Exercise Exercise Exercise
Fixed Options ~ Shares  Price  Shares Price Shares  Price
Outstanding at
beginning of

year.... 2,533,800 $18.925 2,927,800 $16.060 3,324,600 $13.150

Granted...... 198,600 30.569 456,000 23.895 461,000 24.090
Exercised .... (331,200) 13.663 (748,000) 10.425 %757,0003 7.855
Forfeited . . . .. - — (102,000) 21.230 (100,800) 18.480
Qutstanding at

end of year . 2,401,200 $20.610 2,533,800 $18.925 2,927,800 $16.060

The following summarizes information about fixed stock options
outstanding at January 1, 2005:

Options Outstanding Options Exercisable

Weighted-
Average  Weighted- Weighted-

Range of Number Remaining Average  Number  Average

Exercise Outstanding Contractual Exercise Exergisable Exercise
Prices at1/1/05 Life Price at1/1/05 Price
$10.50 to 16.00 117,400 2.63years $12.42 117,400 $12.42
16.01t021.00 1,264,200 5.60 17.50 1,005,000 17.42
21.01t032.60 1,019,600 8.11 25.42 361,000 24.20
$10.50t0 32.60 2,401,200 6.52 $20.61 1,483,400 $18.68

During 2000, the Franklin Electric Co., Inc. Key Employee
Performance Incentive Stock Plan (Incentive Plan) was estab-
lished. Under the Incentive Plan, employees may be granted
restricted shares of the Company’s common stock, vesting subject
to the employees’ performance of certain goals. On December 20,
2004, 6,300 shares were awarded to non-executive employees
under the Incentive Plan. No shares were awarded in 2003. At
January 1, 2005, 393,700 shares were available for future awards.

On February 1, 2005, the Company terminated the 1988
Executive Stock Purchase Plan {1988 Purchase Plan). Prior to
termination, there were 2,051,200 shares available for future
awards and there were no outstanding loans to Company
executives.

11. Segment and Geographic Information

Based on the management approach established by SFAS No.
131, “Disclosure About Segments of an Enterprise and Related
Information”, the Company’s business consists of three operating
segments based on the principal end market served: the water
system segment, the industrial motor segment and the fueling
system segment.

The water system segment designs, manufactures and sells
motors, pumps, electronic controls and related parts and equip-
ment primarily for use in submersible water and other fluid
system applications. The industrial motor segment designs,
manufactures and sells electric motors for various industrial
applications primarily water and fueling system applications. The
industrial motor segment integrates and sells electronic controls
produced by the water segment. The fueling system segment
designs, manufactures and sells pumps, electronic controls and
related parts and equipment primarily for use in submersible
fueling system applications. The fueling system segment inte-
grates and sells motors and electronic controls produced by the
water system segment,

Under SFAS No. 131’s aggregation criteria, the Company’s oper-
ating segments have been combined into a single reportable seg-
ment. As a result, there are no significant differences between
reportable segment financial information and the Company’s
consolidated resulcs.

Net sales by product category, net of intercompany balances, is as
follows:

(In millions)

2004 2003 2002
Water systems. ............. $333.5 $291.8 $296.2
Fueling systems. ............ 70.8 67.7 587
Total. ... $404.3 $359.5 354.9

Geographical information

{In millions)
Net Sales Long-lived assets
2004 2003 2002 2004 2003 2002
United States . $254.3 $230.6 $232.3 $48.5 $439 $47.8
Foreign...... 150.0 1289 1226 474 400 282
Total ........ $404.3 $359.5 $354.9 $95.9 8839 §76.0

ITT Industries, Inc., and its various subsidiaries and affiliates,
accounted for 19.2 percent, 18.0 percent and 18.2 percent of the
Company’s consolidated sales in 2004, 2003, and 2002, respec-
tively. Pentair Corporacion and its various subsidiaries and affili-
ates, accounted for 20.7 percent, of the Company’s consolidated
sales in 2004. Sta-Rite Industries, Inc., formerly a subsidiary of
Wisconsin Energy Corporation, accounted for 13.6 percent and
11.5 percent of the Company’s consolidated sales in 2003 and
2002, respectively. Sta-Rite Industries, Inc. was acquired by
Pentair Corporation during 2004 and its sales have been
included with Penrair’s sales for 2004.




12. Restructuring

The Company incurred $5.5 million of expenses during 2004
{(included in “Restructuring Expense” on the income statement)
related to its global manufacturing realignment program. The
costs in 2004 were primarily severance, training, equipment trans-
fers, travel, and employee relocations related to the ongoing ramp
up of the Linares, Mexico facility and the consolidation of Motta
di Livenza, Italy factory into other European factories and to the
Fueling Systems consolidation. The Company will incur addi-
tional expenses throughout 2005 to transfer equipment and other
related expenses. The operations performed in the closed facilides
will be relocated to other Company facilities and consolidated.
The global manufacruring realignment program is estimated to
cost in total $10.0 million and is expected to be substantially
complete by the end of 2005.

The components and use of the restructuring reserve is summa-
rized below:

(In millions)
Severence
Benefits Other
Balance Janurary 3,2004 .. ............ $0.0 $00
Restructuring Expense . ............... 3.4 2.1
CostIncurred ....................... (3.1) (2.1
Balance January 1,2005............... $03 $0.0

13. Contingencies and Commitments

The Company is defending various claims and legal actions,
including environmental matters, which have arisen in the ordi-
nary course of business. In the opinion of management, based on
current knowledge of the facts and after discussion with counsel,
these claims and legal actions can be successfully defended or
resolved without a material adverse effect on the Company’s
financial position, results of operation, and net cash flows,

Total rent expense charged to operations for operating leases
including contingent rentals was $3.4 million, $3.0 million and
$2.7 million for 2004, 2003 and 2002, respectively. The future
minimum rental payments for noncancellable operating leases as
of January 1, 2005, are as follows: 2005, $3.0 million; 2006, $1.8
million; and 2007, $1.2 million. Rental commitments subsequent
to 2007 are not significant by year, but aggregated are $4.5 mil-

lion in total.

Below is a table that shows the activity in the warranty accrual

accounts:
(In millions)

2004 2003
Beginning Balance. . ......... ...l $5.4 $5.3
Accruals related to product warranties . . .. 4.9 4.4
Reductions for payments made .. ....... 3.2 43
EndingBalance...................... $7.1 $5.4

14. Selected Quarterly Financial Data (Unaudited)
Unaudited quarterly financial information for 2004 and 2003 is

as follows:

(In millions, except per share amounts)

Basic Diluted
Earnings  Earnings
Net Gross Net Per Per
Sales Profit  Income Share Share
2004
1st Quarter.... § 80.2 $ 23.6 $51 $0.23 $0.22
2nd Quarter ... 106.2 34.5 10.9 0.50 0.48
3rd Quarter. ... 110.3 36.1 11.1 0.51 0.48
4th Quarter. ... 107.6 36.0 1.0 0.50 0.47
$404.3 $130.2 $38.1 $1.73 $1.65
2003
istQuarter .... $698 $198 $ 40 $0.18 $0.18
2nd Quarter. . . . 93.8 29.0 9.4 0.44 0.42
3rd Quarter .. .. 997 30.8 10.5 0.49 0.46
4th Quarter .. .. 96.2 314 10.6 0.48 0.46
$359.5 $111.0 $34.5 $1.59 $1.52
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Dividend Payments
Franklin Electric Co., Inc. and Consolidated Subsidiaries

The number of shareowners of record as of January 28, 2005 was 966. The Company’s stock is traded on Nasdaq National Market:
Symbol FELE.

All share and per share dara reflect the Company’s two-for-one stock split effected in the form of a 100 percent stock distribution made
on June 15, 2004. Dividends paid and the price range per common share as quoted by the Nasdaq National Market for 2004 and 2003
were as follows:

DIVIDENDS PER SHARE PRICE PER SHARE
2004 2003 2004 2008
Low High Low High
tstQuarter..... ... $.07 $.065 $29.005 $34.160 $23.500 $29.070
2nd Quarter ... $.08 $.070 $29.060 $40.250 $22.995 $29.975
rdQuarter ... $.08 $.070 $35.000 $43.000 $25.715 $32.000
dth Quarter. ............... . ... . $.08 $.070 $36.080 $43.480 $27.670 $32.800
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