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Financial Highlights

Hillenbrand Industries, Inc. and Subsidiaries

Fiscal Year Ended Fiscal Year Ended Percentage Change Fiscal Year Ended Percentage change
(Dotlars in miltions except per share data) September 30, 2005 September 30, 2004 2005 vs. 2004 September 30, 2003 2004 vs. 2003
Net Revenues

Health Care sales $ 8109 $ 7369 10% $ 7482 (%)

Health Care rentals 467.8 452.1 3% 317.6 42%

Funeral Services sales 659.4 640.3 3% 628.1 2%
Total Revenues $ 1,938.1 $ 1,829.3 6% $ 1,693.9 8%
Gross Profit

Health Care sales $ 3628 $ 3547 2% $ 3787 (6%)

Health Care rentals 174.6 202.7 (14%) 157.0 29%

Funeral Services 350.9 350.2 0% 349.0 0%
Total Gross Profit 888.3 907.6 {2%) 884.7 3%
Other operating expenses 603.5 581.6 4% 544.0 7%
Litigation charge (a) 358.6 0.0 N/A 0.0 0%
Special charges (b) 36.3 5.5 560% 9.4 (41%)
Operating {Loss) Profit (110.1) 320.5 (134%) 331.3 (8%)
Other income (expense), net (c) (5.8) (12.7) {54%) 51.0) (75%)
(Loss) Income from Continuing Operations Before
Income Taxes (115.9) 307.8 (138%) 280.3 10%
Income tax (benefit) expense (19.6) 119.6 (116%) 99.7 20%
{Loss) Income from Continuing Operations (96.3) 188.2 (151%) 180.6 4%
Income (Loss) from discontinued operations (d) 2.2 (45.0) (105%) 8.4 (636%)
Net (Loss) Income $  (94.1) $ 1432 (166%) $ 189.0 (24%)
(Loss) Income per Common Share from
Continuing Operations - Diluted $ (1.56) $ 3.00 (152%) $ 2.90 3%
Income (Loss) per Common Share from
Discontinued Operations - Diluted $ 0.04 $  (0.72) (106%) $ 0.14 (614%)
Net (Loss) income per Common Share - Diluted $ (152 $ 2.28 (167%) $ 3.04 (25%)
Dividends per Common Share $ 1.12 $ 1.08 4% $ 1.00 8%
Return on Average Equity {8.1%) 12.2% (166%) 16.9% (28%)
Average Common Shares Outstanding — Diluted (000’s) 61,774 62,725 (2%) 62,185 1%
Shareholders (at year end) 21,600 17,000 27% 16,900 1%
Employees (at year end) 9,800 10,100 (3%) 9,800 3%

See Notes to Consolidated Financial Statements

(a) Reflects antitrust litigation charge in 2005.

(b) Realignment of certain operations, the write-down of certain underperforming assets, the reversaf of prior special charge provisions in excess of requirements and the retirement of the Company's former CEO (see Note 8 to
Consolidated Financial Statements).

(c) Includes a loss of $6.4 and $15.7 million on the repurchase of debt in Fiscal Years Ended September 30, 2004 and 2003, respectively.

(d) Discontinued operations reflect results of Forethought, including Forethought Federal Savings Bank, and Hill-Rom’s piped-medical gas and infant care businesses for all periods (see Note 3 to
Consolidated Financial Statements).

See Management’s Discussion and Analysis of Financial Condition and Results of Operations and Notes to Consolidated Financial Statements for more information.
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Fiscal 2005 was disappointing. It was also a year when we took significant steps to

create a strong foundation for the future.

We simplified and streamlined the organizational structure, combining Hillenbrand’s and
Hill-Rom’s management, and created three focused business divisions — divisions that
each have a very clear intent and mission in our portfolio. We sharpened our focus and
increased attention to our core business. This allowed us to better align our research
and development efforts. Batesville Casket continued on its proven path and generated

strong results in a gradually more difficult environment.

In 2005 we took first things first — aligning our businesses

with customers’ needs.

Hill-Rom North America

Hill-Rom’s business in North America is strategically strong and sound. It enjoys the
benefits of being a market leader with a great brand and a breadth of product offerings
that are some of the most recognizable and admired in health care. Our focus in 2006

is to more effectively leverage and manage this valuable asset.

In order to further strengthen Hill-Rom North America we have made important structural
changes, including aligning our sales, rental and service organizational structure, sales
territories and compensation to better meet the needs of our customers. These changes
provide several key benefits. Most importantly, these changes enable us to be more
focused on Hill-Rom North America’s core businesses - frames, surfaces and services
- with the benefit of being a much more customer centric organization. During the year
we also integrated research and development with sourcing and manufacturing for

seamless transition of development projects to manufacturing.

The changes made include focusing and concentrating new product development
projects to fewer areas with the benefit of improved product introduction flow and

better product life cycle management.

Hill-Rom North America operates in a favorable macroeconomic environment. Capital
spending for hospital construction is growing and the environment for reimbursement has
generally been favorable for our products. Positive long-term trends include the aging
and shortage of the nursing population in the U.S., as well as favorable demographic
trends. For example, aging of the general population and increasing obesity both drive

demand for our products and services.




In the near-term Hill-Rom North America’s strategy is to:

E Increase and better resource sales, service and marketing initiatives that are focused
on core product lines;

0 Alignthe business more ciosely with customers —better aligningincentives, geographies

and field management to improve the effectiveness of

the field sales force;

E Refocus new product development funding on core
product lines; and

Improve cost and quality through supply chain

improvements, and standardized design and

manufacturing.

This strategy has had an impact already on our 2006
goals, and we believe it will continue to generate profitable

; growth in our core businesses.

Hill-Rom Home Care and Surgical

Hill-Rom’s Home Care and Surgical business has a solid
position and a promising future — with potential to grow
organically and also through selective acquisitions. It
enjoys leadership positions both in home care patient
treatment and surgical patient positioning accessories,
and it includes The Vest™ product line which will
generate long term growth through product extensions

and introductions into other geographic areas. The Home

Care and Surgical group has strong performance, and a i
dedicated and focused management team. It enjoys high growth potential, high margins Ray J. Hillenbrand,

and innovative products. Chairman of the Board
Roif A. Classomn,
Interim President and

ict itively affecti i [ incl surgical procedures . ) ,
Macroeconomic trends positively affecting this business include surgical proc Chief Executive Officer

that are growing rapidly and home care demand that is growing at low double digit
rates as the baby boom generation continues to age and cost pressures on health care
facilities incent an increase in more rapid transfers of patients out of hospitals to the

home care environment.

The strategy for growth in this business is to:

f Expand the use of air-fluidized wound therapy surfaces into the home environment to
provide treatment for pressure ulcers;

& Grow the segment potential for The Vest™ by introducing it into new disease states,
the acute care environment and internationally;

B Increase new product development to drive selective organic growth; and

0 Selectively acquire high margin, high growth, and adjacent product lines.

Hillenbrand | 3
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Ray Hillenbrand decided this year to step
down as Chairman of the Board in 2006 but
we are pleased he has decided to remain an
active member of our Board. We have been
very fortunate during the past five years to
have Ray as our Chairman. During his tenure
he led the Board in the implementation of
improved governance policies and procedures,
well before the passage of the Sarbanes-
Oxley Act. Ray was the primary driver behind
the creation of Hillenbrand’s current Board
composition and has worked to enable the
transition to the company’s first non family
Chairman, Rolf Classon. He has also been a
trusted advisor and is a member of the Search
Committee to find Hillenbrand’s next permanent
CEO. He has guided the Board through some
significant challenges in a very effective manner.
His courage and convictions have been an
inspiration to all of us. We thank Ray for his
dedication and leadership. We believe the
shareholders have been very well served under
Ray’s five years of Board leadership.

The Hillenbrand Board of Directors

Hill-Rom International

There is significant opportunity for business expansion
internationally and Hill-Rom’s business potential overseas
is no exception. Hill-Rom’s international business had a
significant turnaround in performance in 2005. The last two
quarters were the strongest in recent years. Based on this
operational turnaround we are optimistic that we can now

continue to focus on growing this part of our portfolio.

In Europe, we are a leader in a fragmented market. We
are well-positioned as a high-end provider of frames and
surfaces and are one of few companies with a pan-European
presence. This is something that we expect to leverage in the

near term.

Qur strategy for growth internationally is to:

O Fill gaps in our international product offering, including long
term care, and evaluate product and branding strategies
specific to various countries, regions and segments;

€ Strengthen our position at the high end of the business,
while expanding our offerings in the mid-range;

B Prepare for an anticipated industry consolidation; and

U Introduce select U.S. products overseas.

Batesville Casket

Batesville Casket continues to deliver strong results. Qur
operations and strategy are sound. Despite operating in an
environment with reduced demand near-term and excess
industry capacity, Batesville Casket is well positioned for
continued strong operating performance. We have had
stable margins over time. However, in the past two years,
we have been affected by unprecedented increases in
metal, wood and fuel pricing ~ with steel prices up over
70 percent. While this cost pressure has provided a
challenging environment, the Batesville team has done an
excellent job of harnessing scale and skills at continuous
improvement to lessen the impact rising costs have had

on margins.

Batesville Casket has three critical strengths that are its
foundation for success — brand, innovation and an exceptional

distribution system.



Building from these strengths, Batesville Casket’s strategic

objectives for the coming year are to:

g Provide innovative and high quality products;

B Retain and serve national accounts and differentially serve
independent customers;

B Continue to practice the principles of lean manufacturing;

8 Continue to extend our customer care focus; and

0 Selectively participate in industry consolidation.

In fiscal 2005, Batesville increased its sales to independent
funeral homes. We believe these gains are related to the
various sales and service tools the company implemented
over the past several years, including introducing two mobile
tour centers, improving customer service initiatives, and
refining a recently launched merchandising strategy. Along
with extending these sales and service programs in 20086,
Batesville will continue to focus on converting customers
from solid wood to veneer units in support of Batesville’s
wood manufacturing strategy. This is made possible by
recent significant productivity improvements at Batesville’s
Chihuahua, Mexico veneer casket manufacturing plant and
increased output of high gquality solid wood caskets at the

Batesville, Mississippi plant.

Batesville is preparing to capitalize on opportunities to
form business relationships with independent distributors
of caskets, or “jobbers.” These relationships could involve
acquisitions, as evidenced by the recently announced
Yorktowne transaction, or simply the provision of funeral

products for resale by these jobbers.

Despite the challenges of soft market demand and
increased costs, we expect Batesville Casket to continue
to provide increasing income before taxes and cash flow to

the organization.

Qther items

Early in November, 2005, we reached an agreement in
principle to settle the Spartanburg antitrust class action
litigation. We believe the claims were without merit and
continue to deny any and all allegations of possible

wrongdoing. We took this step because it’'s in the best

interest of the company, our shareholders, our customers
and our employees. We wanted to reduce significant
uncertainties involved in litigating this complex case and
focus on executing our business objectives. This settlement
will not require us to change current legally compliant
business practices and will enable Hill-Rom to focus first
and foremost on fulfilling its mission of making a positive
difference in the lives of patients and those who care for
them through our focus on patient outcomes, safety and
effectiveness. We are fully committed to delivering the

benefits of competitive markets to our customers,

We still face other antitrust litigation that has been filed
against most of the leading providers of funeral services
in the United States, and we have been included in the
litigation as one of their primary suppliers. We believe
we have done nothing illegal or unethical, and we are

aggresively defending against this litigation.

As a company, we are going into 2006 as a simplified and
more focused organization structured around serving our
customers better than anyone else. The assets that made us
strong in the past have been transformed to meet customer
needs in 2006 and beyond. Qur people across the country
and around the world are what set us apart — now more

than ever.

o)X

Ray J. Hillenbrand,

Chairman of the Board

2

Rolf A. Classon,
Interim CEO and President

Hillenbrand Industries

Hillenbrand | §
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A HILLENBRAND INDUSTRY

Company Origin

On October 23, 1929, Bill Hillenbrand
founded Hill-Rom with a goal to “bring
the home into the hospital.” He began by
offering hospitals the fine oak furniture
created by local artisans in Batesville,
Indiana.

Hillenbrand persuaded hospitals to
furnish their private rooms with his
wooden furniture for six months free of
charge. If they weren’t satisfied, they
could simply return the furniture. After
the trial periods, none of the furniture
was returned and some hospitals placed
orders for more.

From its inception, Hill-Rom has listened
to its customers and created a long line
of industry “firsts.” With each innovation,
the goal was to help increase efficiency,
safety and comfort of the products

that would be used by caregivers and
patients. Some innovations include:

1930s - first adjustable-crank, double
pedestal overbed table

1940s - first adjustable height “Hi-Lo”
bed

- first short siderails were
introduced as a patient aid

1950s - first electric motor bed
- first all-electric bed
1960s - first retractable bed
1970s - first siderail controls
— first air-fluidized therapy unit

1980s - first birthing bed with
siderail controls and siderail
communications

— first scale with patient
monitoring

1990s - first bed with patient/staff-
adjusted comfort control

- first dynamic air surface with
heel pressure relief

10| Hillenbrand

Businesses
Capital Sales

About 63 percent of Hill-Rom’s fiscal
2005 revenues from continuing
operations were generated by capital
sales to hospitals, ambulatory and
long-term care centers. The company
participates in more than a third of the
global hospital capital equipment
business.

Rentals

About 37 percent of Hill-Rom’s fiscal
2005 revenues from continuing
operations were generated from its
rental business. This business includes
revenues generated through the rental
of specialized therapy patient support
surfaces, beds for wound and pulmonary
therapy, and for managing complications
associated with patient immobility. The
rental program at Hill-Rom allows its
customers to utilize the most up-to-date
specialty beds and surfaces without the
associated capital investment.

New Opportunities
Premier Furniture

In 2005, Hill-Rom introduced its Art

of Care™ premium line of health care
furniture designed exclusively for
health care settings. The Art of Care™
collection features a wide variety of
styles to meet the diverse needs of
today’s health care facilities, from the
patient room to the lobbies, waiting
rooms, lounges and other public areas
of the hospital. The collection includes
visitor chairs, high back chairs, multiple
seating, large-capacity chairs, large-
capacity seating, three-position recliners,
bedside cabinets and tables.

And, in a first of its kind, Hill-Rom offered
customers the option of designing

their own furniture with a Web Site that
allowed customers to match up fabrics
and wood finishes to instantly visualize
their new furniture.




The enhanced furniture line, along with
the recent expansion and enhancement
of Hill-Rom’s headwall offering, aligns
with the company’s increased efforts

to help medical facilities improve the
aesthetics of their patient environments.
Hill-Rom has a complete Design
Services team that offers Room Design
Workshops, Room of the Future
Workshops and the RoomBuilder®
Design Program, all valuable tools for
hospitals searching for help in designing
functional rooms with a comfortable look
and feel.

Bariatric Bed

in an effort to help caregivers safely
and efficiently care for the increasingly
heavier patients visiting today’s health
care systems, Hill-Rom introduced the
Excel Care™ ES Bariatric Bed, which

is designed to safely and comfortably
support patients weighing up to 1,000
pounds, while providing wound-
prevention therapy and pressure-ulcer
treatment. The bed’s innovative features
help ease the burden on caregivers,
while its robust, sturdy frame blends in
with the health care environment, helping
to preserve patient dignity.

The bed comes at a time when hospitals
are caring for heavier patients than ever
before. According to the National Center
for Health Statistics, the prevalence of
the morbidly obese - those 100 pounds
over their ideal rate - has climbed

from 2.9 percent to 4.7 percent versus

a decade ago. This makes even the
most routine tasks — pulling the patient
up in bed and helping the patient to

the bathroom - very challenging for
caregivers. Health care workers sustain
nearly five times more over-exertion
injuries than the average worker,
according to the U.S. Bureau of Labor
Statistics.

The Vest Goes Acute Care

Hill-Rom is now offering a specially-
designed version of its popular The
Vest™ Airway Clearance System for use
in busy acute-care environments. The
two-part Vest system includes an air-
pulse generator and a wrap-around vest
that is fighter than the version designed
for in-home use. The disposable vest can
be used throughout the patient’s hospital
stay, and then discarded.

The generator inflates and deflates the
vest, which then gently compresses and
releases the chest wall up to 25 times
per second. The rapid chest movement
creates "mini-coughs” that dislodge and
thin the mucus, moving it along to the
central airways, where it can be removed
by coughing or suctioning.

With more than nine million Americans
suffering from chronic disorders and
diseases that affect the lungs, The Vest
is needed. These diseases, characterized
by cough, airway inflammation, infection
and excessive mucus secretions that
make it difficult to breathe, often lead

to lung damage or even respiratory
failure. A common treatment is manual
chest physical therapy, which requires

a caregiver to manually pound on the
patient’s back and chest in an effort to
break up the lung secretions. The Vest's
automated high-frequency chest wall
oscillation therapy has become a popular
substitute for the more time-consuming
manual therapy.

Health Care Trends Creating
Cpportunities for Xill-Rom

0 U.S. and European inpatient
admissions are increasing.

0 Demand for health care is increasing
due to:

I Population growth;

i Aging of the population (fastest
growing age groups, especially
people who are 84 and older, are
those that are most in need of
medical care);

I Improved diagnostics;

[ Less invasive therapies; and

I Heightened consumer expectations.
0 Growing demand for hospital capacity.

0 Critical nursing shortage and the
average age of nurses is increasing.

U Capital spending by hospitals for
renovations or new construction is
increasing.

0 Health care providers under pressure to
control costs, improve the quality and
efficiency of patient care.

Hitlenbrand 1 11



Hill-Rom Company Facilities

Headquarters:
1069 State Route 46 East
Batesville, IN 47006-9167

Europe, Middle East and Africa
Headquarters: Paris

Asia Headquarters: Hong Kong
Other Key Facilities:

Batesville, IN:
hospital beds, stretchers, furniture,
headwalls, columns, bariatric products

Cary, NC:
patient flow solutions, workflow solutions,
nurse communications systems

Charleston, SC:
therapy surfaces and other non-invasive
clinical therapy products

Acton, MA:
patient positioning devices, operating room
accessories

St. Paul, MN:
workflow products, The Vest™ Airway
Clearance System

Pluvigner, France:
hospital beds and furniture

Montpellier, France:
therapy surfaces

12 | Hillenbrand

Hill-Rom Financial Information

Fiscal Year Ended

Dollars in millions 9/30/05 9/30/04 9/30/03
Sales:
Revenues $ 810.9 $ 736.9 $ 7482
Cost of goods sold $ 448.1 $ 382.2 $ 369.5
Gross margin 44.7% 48.1% 50.6%
Rentals:
Revenues $ 467.8 $ 452.1 $ 317.6
Expenses $ 293.2 $ 249.4 $ 160.6
Gross margin 37.3% 44.8% 49.4%

Fesllh Care Groun Heglth Care Croup
Reverues CGross Prollls
{milticns of doflars) (millions of dollars)
1,200 =+ — 600 ——
900 —- 450 —+
600 ~t- 300 =+
300 ~—— 150 ==
2003 2004 2005 2003 2004 2005
O Rental M Capital O Rental B Capital

National Service Centers

More than 2,000 service personnel stationed throughout the world, serving
customers daily. Hill-Rom has a network of 250 global service centers,
including more than 200 in North America.

Sales Force

More than 800 worldwide sales associates focused on creating and
maintaining superior customer relationships. Hill-Rom sales
representatives and a network of independent distributor representatives
are located in 150+ countries. More than 4,200 customers participate in
Hill-Rom’s customer visitation program each year.

Distribution
O Approximately 1,250-unit transportation fleet

0 55 tractors and 114 trailers
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1LLENBRAND INDUSTRY

Batesville Casket is a leading
producer of burial caskets.
The company alsoc provides
cremation urns and caskets,
and offers full marketing
support services to licensed

funeral homes. Batesville
Casket employs about 3,600
associates and reported
fiscal 2005 revenues of
$659.4 million.
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HILLEN BRAND INDUSTRY

4
Company Origin

Founded in 1884 as Batesville Coffin
Company, the company was rescued
from bankruptcy by the Hillenbrand
family in 19086. It is now one of several
casket manufacturers with company-
owned nationwide delivery capabilities.

Batesville Casket’s Industry

Batesville Casket’s customers are
licensed funeral directors operating
licensed funeral homes. Batesville holds
a strong presence in the burial casket

14 | Hillenbrand

industry in North America and is a
leading and growing player in cremation
products. There are about 22,000 U.S.
licensed funeral homes, of which about
75 percent are independently owned
enterprises. The small, independently
owned and operated licensed funeral
home is Batesville’s core customer base.
However, the company also serves a
number of the national funeral service
providers.

Batesville Casket’s unparalleled
distribution system, leadership position,

customer focus and innovative products
have allowed it to create shareholder
value in a flat to declining near-term
demand environment.

Funeral Services Trends

0 North American annual death rate is
2.6 million and flat to decreasing in the
near-term.

0 An estimated one-third of funeral
services are cremations and the
remainder are burials.

O Consumers, especially baby boomers,
are interested in personalizing funeral
services and products.

Batesville Casket’s Strengths

0 Unparalleled distribution system with
the ability to reach two-thirds of funeral
home customers with next day service.

0 Ability to offer high quality products and
innovative product features.

[ Strong customer relationships through
a direct sales force and unique
customer visitation program.

0 Industry leading manufacturing with the
broadest product line.

0 Low-cost manufacturer through
continuous improvement.

Batesville Casket Ensures
Continued Profitability By

0 Reducing unprofitable models,
improving product mix.

U Innovating with new personalized
product features and services.

0 Controlling costs and supply chain
management.

0 Improving efficiency.

U Installing an enterprise resource
planning system.

I Expanding overnight customization
of caskets. This can include sculpted
LifeSymbols® corner designs,
personalization of the interior of the
casket or other aspects of the unit,
and MemorySafe® drawers or the
MemoryShelf™ feature for storing and
displaying personal items inside the
casket itself.




Batesville Casket Financial Information

Fiscal Year Ended

Dollars in millions 9/30/05 9/30/04 9/30/03
Funeral Services Sales:
Revenues $ 659.4 $ 640.3 $ 628.1
Cost of goods sold $ 308.5 $ 290.1 $ 279.1
Gross margin 53.2% 54.7% 55.6%
Funeral Services Funeral Services
Sales Gross Profits
(millions of doflars) ({miflions of dollars)
700 400 -
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2003 2004 2005 2003 2004 2005
B Participating in the cremation Batesville Casket Facilities Szles Force
2 e
segmetpt with ;;(stOptlons Igwe ?ft d Headquarters Approximately 155 North American
crema '.Olr.' c?s eks, urnskan relate One Batesville Boulevard salespeople
memorialization keepsakes. Batesville, Indiana 47006-7798
€ Providing funeral home retail display Batesville. IN
. » . s
gn(;l gonsukljtatéor; bu§|;ness with System Metal casket manufacturing Distribution
olutions Dy Batesvilie. Cremation product manufacturing ) ) L
B Devoloping a proprietary line of 0 Six regional distribution centers

Batesville, MS

epgineergd wood caskets.that feature Wood casket manufacturing i Approximately 85 local customer
high quality face veneers incorporating service centers throughout
the styles and designs of fine home Chihuahua, Mexico North America
furniture. Wood veneer casket manufacturing 0 Approximately 585-unit
B Reintroducing the Marsellus line Manchester, TN transportation fleet
of caskets to independent funeral Metal casket manufacturing 0 Approximately 500 trailers
directors. Mexico City, Mexico
Introducing the Dimensions® by Metal casket manufacturing
Batesville line of larger sized burial and Nashua, NH
cremation caskets that helps address (to be closed in 2006)
the continuing need for oversize Wood casket manufacturing
caskets.

Vicksburg, MS

B Creating a suite of e-Business Wood processing

offerings, from cost effective web site
templates to funeral planning software
to help funeral directors compete in
today’s electronic age.
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Board of Directors

Rolf A. Classon, 60
Interim CEQ and President
Hillenbrand Industries

and Hill-Rom,

Batesville, IN

Board Member Since 2002

Mr. Classon became Interim CEO
and President of Hillenbrand and
Hill-Rom in May, 2006. He wag the
Chairman of Bayer HealthCare, a sub
group of Bayer AG from October 2002
to July 2004, and was Fresident of
Bayer HealthCare L.L.C., a subsidiary
of Bayer AG, from October 2002 to
July 2004. Previously, he had been
president of Bayer's Diagnostic
Division and head of Bayer's
Worldwide Business Group -
Diagnostics since 1995. Bayer is an
international research-based company
active in life sciences, polymers

and chemicafls. During his career,

Mr. Classon has held management
positions with Pharmacia AB and
Swedish Match Group. Mr. Classon
currently serves on the Boards of
Enzon Pharmaceuticals, Inc, Millipore
Corporation, ISTA Pharmaceuticals,
and Auxilium Pharmaceuticals.
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Charles E. Golden, 59
Executive Vice President

and Chief Financial Officer

Eli Lilly and Company,
Indianapolis, IN

Board Member Since 2002 1,3

Mr. Golden is Executive Vice President
and Chief Financial Officer and a
member of the board of directors for
Eli Lilly and Company, Indianapolis,
indiana, a global provider of
pharmaceutical products and health
care information. Prior to joining Eli
Lilly, Mr. Golden served as a corporate
Vice President of General Motors and
Chairman of General Motors’ vehicle
operations in the United Kingdom
from 1993 to 1996. He is a member
of the National Advisory Board of

J.P. Morgan Chase & Co., and is
Chairman of The Council of Financial
Executives of the Conference Board.
He also serves on the Boards of
Directors of Clarian Health Partners,
the Crossroads of America Council
(Boy Scouts of America — as past
President), on the board of trustees
of Park Tudor School, and on the
Finance Committee of the Indianapolis
Museum of Art.

John A. Hillenbrand i, 74
Personal Investments,

Batesville, IN

Board Member From 1972 to 1979
and Since 1981 »

Mr. Hillenbrand is Vice Chairman

of Able Body Manufacturing and
Assembly, LLC, Vice Chairman of
Nambe Mills, Inc. and Vice Chairman
Pri-Pak, Inc. Mr Hillenbrand has
served on the Board of Directors of
National City Bank of Indiana, National
City Trust of Florida, CINERGY
Corporation, PS! Resources, PS/
Energy, Benicorp, and Physicians
Practice Management, Inc. Mr.
Hillenbrand has also served as
Chairman of the Indiana State
Chamber of Commerce, as an officer
and member of the Board of Directors
of the Health Industries Association,
and the Indiana Manufacturers’
Association, and as Co-Chairman of
the Indiana Government Efficiency
Commission.

Ray J. Hillenbrand, 71
Chairman of the Board
Hillenbrand Industries,
Batesville, IN

Board Member Since 1970

Mr. Hillenbrand was named as
Chairman of the Board of the
company on January 17, 2001.

Mr. Hillenbrand is President of the
Dakota Charitable Foundation and
serves as a member of the Board

of Trustees of The Catholic University
of America, Washington, D.C. He

is past Chairman of the Board of
Rushmore Health Systems, which
includes Rapid City Regional Hospital.

W August Hillenbrand, 65
Personal Investments,
Batesville, IN

Board Member Since 1972 2

Mr. Hillenbrand served as Chief
Executive Officer of the company
from 1989 until 2000. Mr. Hillenbrand
also served as President of the
company from 1987 until 1989, Mr.
Hillenbrand is the Chief Executive
Officer of Hillenbrand Capital Partners,
an unaffiiated family investment
partnership. He is also a director of
DPL Inc. of Dayton, Ohio and Pella
Corporetion of Pella, lowa.

Mark D. Ketchum, 56

Interim CEO and President,
Newell Rubbermaid Inc.
Atlanta, GA

Board Member Since 2004 24

Mr. Ketchum became Interim CEC

of Newell Rubbermaid in October,
2005. He retired late in 2004 as
President, Global Baby and Family
Care, The Proctor and Gamble
Company — a position he held since
1899. Mr. Ketchum joined Procter
and Gamble in 1971 and held a broad
range of assignments while at the
Company. He held leadership roles
for thirteen years in manufacturing
and operations, six years in brand
management and advertising, and
fourteen years in executive level
general management positions.

He holds a Bachelor of Science in
Industrial Engineering and Operations
Research from Cornell University.

Mr. Ketchum has been a Cornell
University Alumni Ambassador and,
from 19917 to 1999, was on the Board
of Directors, Tissue Division of the
American Forest & Paper Association.

——



Eduardo Menascé, 60
Retired President, ESG
Verizon Communications

New York, NY

Board Member Since 2004 1.3

M. Menascé recently retired as
President of the Enterprise Solutions
Group for Verizon Communications,
Inc. Prior to the merger of Bell Atlantic
and GTE, which created Verizon
Communications, he held several
positions at GTE, fiving in Brazi,
Argentina, Venezuela and France. He
earned a Bachelor degree in Industrial
Engineering from Universidad
Pontificia Catolica de Rio de Janeiro
and a Master's degree in Business
Administration from Columbia
University. Mr. Menascé currently
serves on the Board of Directors of
Pitney Bowes Inc., a global provider of
integrated mail and document
management solutions and KeyCorp,
one of the nation’s leading bank-
based financial services companies.
He also serves on the Board of
Advisors of Adventss, a leading
management and strategy
consultancy to the converging global
information industries.

Anne Griswold Peirce,

R.N., Ph.D,, 54

Associate Dean for Academic
Affairs and Associate Professor
of Clinical Nursing

Columbia University School

of Nursing,

New York, NY

Board Member Since 2003 2.4

Dr. Pierce has been the Associate
Dean for Academic Affairs and
Associate Professor of Clinical Nursing
at the Columbia Universfty School of
Nursing since September 2002, From
1986 through June 2002, Dr. Peirce
was a Dean and Professor of Nursing
and the Director of Nursing Research
at the University of Mississippl Medical
Center. During her career, Dr. Peirce
has held management and academic
positions with various medical
institutions, colleges and universities,
including the Columbia University
Scheol of Nursing. Dr. Peirce has also
authored numercus journal articles
and textbook chapters related to the
field of nursing. She also serves on
the editorial boards of the Journal of
Nursing Measurement and the Onfine
Journal of Health Ethics.

Left to right: Eduardc Menascé; John A. Hillenbrand II; W August Hillenbrand;
Anne Griswold Peirce, R.N., Ph.D; Charles E. Golden; Rolf A. Classon;
Ray J. Hillenbrand; Joanne C. Smith, M.D., Mark D. Ketchum, Peter H. Soderberg.

Joanne C. Smith, M.D., 45
President of the National
Division of the Rehabilitation
Institute of Chicago,

Chicago, IL

Vice Chairperson of the Board
Hillenbrand Industries

Board Member Since 2003 1,3

Dr. Smith was elected Vice
Chairperson of the Board of Directors
effective May 11, 2005. Dr. Smith has
been President of the National Division
of the Rehabilitation Institute of
Chicago since November 2005. Prior
to that Dr. Smith had been the Senior
Vice President, Corporate Strategy
and Business Development for the
Rehabilitation Institute of Chicago
since April 2002. Since 1892 Dr. Smith
has been an attending physician at
the Rehabilitation Institute of Chicago.
From 1997 through April 2002, Dr.
Smith was the Senior Vice President
and Chief Operating Officer of the
Corporate Partnership Division and
from 1992 to 1997 she held various
management positions there, She also
serves on the Boards of Directors of
AptarGroup, Inc., a leading supplier of
pharmaceutical, personal care, and
food/beverage dispensing systems
and the AON Memorial Education
Fund, a fund dedicated to supporting
the educational needs of children who
suffered the loss of a parent in the
World Trade Center attack.

Peter H. Soderberg, 59
President and

Chief Executive Officer

Welch Allyn, Inc.,

Skaneateles Falls, NY

Board Member Since 2002 1, 2

Mr. Soderberg is President and

Chief Executive Officer of Welch

Allyn, Inc., Skaneateles Falls, N.Y.
Welch Allyn, Inc. is a privately held
global technology company with

units that manufacture innovative
medical diagnostic equipment, patient
monitering and defibrillation systems,
and miniature precision lamps. His
prior experience includes 23 years

at Johnson & Johnson where he
served in a variety of operations,
marketing and management positions.
He is on the Board of Directors of
Greatbatch, Inc., the Advanced
Medical Technology Association
(AdvaMed), the Health industry
Distributors Association Foundation,
and is Vice Chairman of the Board of
the Syracuse Symphony Orchestra.

Nominating/Corporate Governance Committee
Finance Committee

Audit Committee

Compensation and Management
Development Committee

HwN
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SEVEN YEAR FINANCIAL SUMMARY
Hillenbrand Industries, Inc. and Subsidiaries

L

(in millions except per share data and percentages)

Fiscal Year Ended September 30,

2005

Fiscal Year Ended September 30,

2004

Fiscal Year Ended September 30,

2003

RESULTS OF OPERATIONS:

Net revenues

Cost of revenues and operating expenses
Litigation charge (d)

Special charges (g)

Operating (loss) profit

Other income (expense), net (7

(Loss) income from continuing operations before
income taxes

% of net revenues
Income tax {benefit) expense
% effective rate (g)
(Loss) income from continuing operations
% of net revenues
Income (loss) from discontinued operations (c)
Net (loss) income
% average shareholders’ equity
PER SHARE DATA:
(Loss) income from continuing operations — Diluted (¢}
Net (loss) income - Diluted
Cash dividends
Book value
Average common shares outstanding — Diluted (000’s)
FINANCIAL POSITION:
Current assets
Current liabiities
Working capital
Current ratio
Equipment leased to others and property, net
Assets of discontinued operations (c)
Insurance assets (c)
Total assets
Long-term obligations/debt (h)
Shareholders’ equity
OTHER DATA:
Capital expenditures
Depreciation, amortization & write-down of intangibles
Net cash provided by operating activities
Employees (i)
Shareholders

Stock price range ~ high and low

See Notes to Consoclidated Financial Statements

$ 1,938.1 1,829.3 1,693.9
$ 1,653.3 1,503.3 1,353.2
$ 358.6 - -
$ 36.3 5.5 9.4
$ (110.1) 320.5 331.3
$ (5.8) (12.7) (51.0)
$ (115.9) 307.8 280.3
{6.0) 16.8 16.5
$ {19.6) 119.6 99.7
16.9 38.9 35.6
$ (96.3) 188.2 180.6 '
(5.0) 10.3 10.7 ‘
$ 2.2 (45.0) 8.4 i
{94.1) 143.2 189.0
(8.1) 12.2 17.0
$ {1.56) 3.00 2.90
$ (1.52) 2.28 3.04
$ 1.12 1.08 1.00
$ 15.6 18.81 19.45
61,774 62,725 62,185
$ 890.5 746.1 720.5
$ 669.0 308.9 378.9
$ 221.5 437.2 341.6
1.3 2.4 1.9
$ 376.6 3722 264.0
$ 110.0 98.3 29.7
$ - - 4,100.3
$ 2,229.2 2,069.7 5,474.9
$ 351.5 361.6 157.1
$ 964.0 1,179.9 1,200.6
$ 121.2 124.5 114.7
$ 114.0 108.1 75.1
$ 239.7 348.6 366.1
9,800 10,100 9,800
21,600 17,000 16,900
$ 46.56 - 58.01 72.92 - 49.40 58.29 - 46.50

(a) Represents previous fiscal year end of Saturday nearest November 30 of each year. Fiscal year end was changed to September 30 effective in 2002.
(b) Amounts rounded in whole millions for periods prior to September 30, 2003.

(c) Results have been adjusted to reflect discontinued operations for divestitures of Forethought Financial Services and Hill-Rom’s piped-medical gas and infant care
businesses from 1999 to present. The balance sheet was adjusted in 2003 and 2004 to reflect discontinued operations and solely in 2004 to reflect the divestiture of

Forethought Financial Services.
(d) Reflects antitrust litigation charge in 2005 and 2002.
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Twelve Months Ended September 30, (b) Fiscal Year Ended (a)(b)

2002 2001 2001 2000 1899
(Unaudited)
1,736 1,674 1,673 1,637 1,600
1,435 1,434 1,409 1,431 1,398
250 - - - -
5 26 22 2 35
46 214 242 204 167
@n (18) @1 - (16)
19 199 221 204 151
1.1 11.9 13.2 12,5 9.4
@7 69 52 74 56
(124.7) 34.7 234 36.1 37.1
56 130 169 130 95
3.2 7.8 104 7.9 5.8
(12) 23 1 24 29
44 153 170 154 124
4.3 16.9 18.8 19.2 13.4
0.90 2.05 2.70 2.06 1.44
0.70 2.43 2.70 2.44 1.87
0.08 0.83 0.84 0.80 0.78
15.88 15.34 16.28 13.20 12.63
62,931 ) 62,889 63,021 62,958 66,337
971 N/A 891 724 782
564 N/A 343 282 371
407 N/A 548 442 411
1.7 N/A 2.7 2.6 2.1
270 N/A 266 272 267
N/A N/A N/A N/A N/A
3,889 N/A 3,618 3,314 3,091
5,455 N/A 5,072 4,597 4,433
324 N/A 307 302 302
999 N/A 1,026 831 838
121 103 101 106 79
91 95 100 89 98
397 404 445 295 184
10,300 N/A 10,200 10,800 10,800
17,600 N/A 19,100 18,100 22,900
66.48-48.730 58.5? -41.56 58.51-41.56 51.50-28.75 58.12-26.12

(e) Realignment of certain operations, the write-down of certain underperforming assets, the reversal of prior special charge provisions in excess of requirements, gain on
disposition of facilities idled under prior special charges and the retirement of the Company’s former CEO (see Note 8 to Consolidated Financial Statements).

(A Includes a loss of $16 million and $6 million on the repurchase of debt in Fiscal Years Ended Septernber 30, 2003 and 2004, respectively, a gain of $1 million in the
Twelve Months Ended September 30, 2002 and Fiscal Year 2001 on the sale of Narco Medical Services, Inc.

(g) Refiects the 2005 write-off of a deferred tax asset related to our French entities of $16.0 million that was originally recognized in 2004. Reflects the reversal of
previously provided tax reserves for potential disallowances and valuation allowances no longer considered necessary of $32 million for the Twelve Months Ended
September 30, 2002 and $26 million for Fiscal Year 2007.

(h) Reflects long-term obligations, including capital leases, for 2001 and later periods. For fiscal years prior to 2001, reflects only long-term debt.

(i) Employees for 2003 and later periods exclude temporary employees. For fiscal years and periods prior to 2003, temporary employees are included.
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Hillenbrand Industries, Inc. and Subsidiaries

OVERVIEW

Hillenbrand Industries is organized into two operating companies serving
the health care and funeral services industries.

Hill-Rom is a leader in the worldwide health care community. Hill-Rom
provides a variety of products for the patient care environment,
non-invasive therapeutic products for pulmonary, wound and circulatory
conditions, and biomedical equipment rentals and other services to
enhance the operational efficiency and asset utilization of health

care facilities.

Batesville Casket Company is a leader in the North American death care
industry through the sale of funeral services products, including burial
caskets, cremation caskets, containers and urns, selection room display
fixturing and other personalization and memorialization products.

Progress Against Fiscal 2005 Strategic Plan
Health Care

Fundamentally, Hill-Rom’s strategy is aimed at providing three value
propositions that management believes should directly address long-term
customer needs: improving the operational efficiency of health care
facilities; providing improved patient outcomes, thereby reducing length
of stay and costs; and, improving caregiver safety and efficiency.
Management believes substantial opportunity exists to grow in these
areas by utilizing Hill-Rom’s global rental service center network, its

sales force and its strong position and brand in hospital bed frames and
therapy support surfaces.

Primary components of our strategic plan for fiscal year 2005 related to
increased customer focus, new product introductions, growth through
selective acquisitions and cost reduction. Despite disappointing financial
results, progress was made against Hill-Rom’s strategic plan during
fiscal 2005.

Customer Focus. With respect to increased customer focus, Hill-Rom
made substantial progress towards its objectives, including modifying

its call center routing protocols to improve customer responsiveness.
Hill-Rom has also made significant capital investments in moveable
medical equipment related to its 2003 acquisition of Mediq, further
expanding growth opportunities and improving customer responsiveness.
Hill-Rom continues to work to improve the connectivity of its various
core product offerings to meet customer needs.

Additionally, in July, 2005 we announced changes in our organizational
structure to support our strategic focus on our core hospital bed frames,
therapy support surfaces and services businesses. Those changes
were designed and are being implemented to align the entire Hill-Rom
organization more closely with our customers to more effectively bring
products and services to market and facilitate further changes to better
align incentives, geographies and field management to improve the
effectiveness of the field sales force.

Hill-Rom established two commercial divisions, one focusing on North
America and one focusing internationally, each including hospital bed
frames, therapy support surfaces and services businesses with supporting
sales, marketing and field service organizations. Hill-Rom also combined
sourcing, manufacturing, and product development under one new
function to support these two commercial divisions. Home care products
and services and surgical accessories products are provided through

a separate, fully integrated division. At the same time, all Hillenbrand
corporate functions, including human resources, finance, strategy, legal
and information technology, were consolidated with those of Hill-Rom.

New Product Introductions. With respect to new product introductions,
during fiscal 2005, Hill-Rom experienced strong sales volumes of its
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VersaCare® and CareAssist® bed platforms which were introduced in fiscal
2004, as well as in its communications and service parts and contracts
product lines. In fiscal 2005, VersaCare®/Advanta™ sales increased

nearly 14 percent over the comparable pericd of fiscal 2004, CareAssist®
revenues were also strong, increasing more than three times over the prior
year following the introduction of this new product during the second
fiscal quarter of 2004. In addition, sales of communications products have
increased approximately 31 percent over the prior fiscal year.

The VersaCare® bed and TotalCare® platform design architectures

have also been opened up with license agreements established with
several mattress manufacturers, including BG North America, a division
of Encompass Group LLC, and Span-America Medical Systems, Inc.,
allowing surfaces manufactured by these companies to be used on the
VersaCare® and TotalCare® platforms. The opening of the architecture
allows customers a greater choice of surface options to best meet patient
therapeutic needs. In addition, in January 2005 we introduced a new
non-powered air surface for the VersaCare® bed platform.

Growth Through Selective Acquisitions. With respect to growth through
selective acquisitions, we remain committed to long term growth through
selective health care and funeral services acquisitions. During 2005, we
completed the integration of the acquisitions of Advanced Respiratory,
Inc. (*ARI”), Mediq and NaviCare, including the integration of Hill-Rom
and Mediq facilities with the completed consolidation of 91 service
centers. The integration of the ARI and Mediq information technology
platforms was included in the implementation of the final phase of our
Enterprise Resource Planning system at Hill-Rom in May 2005.

Cost Reduction, With respect to cost reduction, we experienced
significant increased cost pressure with respect to steel, red metals,
solid wood, plastics, petroleum based products and fuel that negatively
impacted our financial results during the 2004 and 2005 fiscal years.
These cost pressures are anticipated to continue into fiscal 2006. At
Hill-Rom, these cost pressures, coupled with a downward mix shift in
certain product lines and lower overall pricing, negatively impacted
capital sales gross margin levels, a trend which is expected to continue
into fiscal 2006. We have responded by implementing cost control
actions, looking at sourcing alternatives and initiating work force and
other realignment activities, to better align our overall cost structure.

In this regard, we have acted and have plans and actions in place to
further mitigate rising raw material prices, including centralization of the
global supply chain at Hill-Rom to optimize manufacturing operations and
purchasing power with suppliers and 2006 product price adjustments.

During the fourth fiscal quarter of 2005, we also announced a change in
our architecture intended to simplify both the Corporate and Hill-Rom
organizational structures and to support Hill-Rom’s strategy. The cost of
these actions resulted in a fourth quarter pre-tax charge of approximately
$30.8 million. In addition to these costs, further costs related directly

to the actions are also expected to be incurred over the next twelve to
eighteen months as the actions progress, most notably in Europe. These
additional costs could range up to $10 million. Once these actions are
fully implemented, we anticipate annual savings related to both cost of
revenues and operating expenses of $45 million to $50 miltion.

In addition to the above 2005 action, during the fourth fiscal quarter of
2004 we announced a restructuring action intended to better align
Hill-Rom’s financial and personnel resources to fully support its strategic
initiatives, decrease overall costs, and improve overall performance in
Europe. That plan included the expected elimination of approximately 130
salaried positions in the U.S. and approximately 100 positions in Europe
and resulted in a fourth quarter 2004 charge of approximately $7.3 million
associated with severance and benefit-related costs. During fiscal 2005,
approximately $0.8 million of the originally recorded reserve was
reversed, primarily related to the transfer of personnel to other open
positions within the organization. This action is complete and as of




September 30, 2005 approximately $0.6 million remained in the reserve
related to the payout of terminated positions.

See the Fiscal 2006 portion of this Overview for further details related to
the 2005 actions, and Note 8 to the Consolidated Financial Statements
for more information on both the fiscal 2005 and 2004 actions.

Funeral Services

Customer Focus. Batesville continues to increase its customer focus by
selectively increasing service and delivery levels to customers, increasing
executive management’s interaction with customers, and focusing on
improving and simplifying customer touch points. Additionally, in January
and March of 2005, Batesville Casket successfully launched two new
“Batesville Honoring Lives Tour Centers.” These mobile showrooms are
touring the country in an effort to bring the Batesville experience and
product showroom to customers, create excitement around our new
products, increase customer interaction and intimacy and grow the
independent funeral home portion of our business. We believe our
customer-focused initiatives during fiscal 2005 contributed to steady
performance in the independent funeral home portion of our business,
despite the gradual and slightly declining demand for burial caskets.

New Product Introductions. Batesville’s revenues have been positively
impacted by the Dimensions by Batesville® product line of oversized
caskets launched in October 2004. In addition, customer acceptance
continues to grow for the veneer product line originally launched during
the 2003 fiscal year, which uses a patented manufacturing process.
Batesville also continues to offer innovative product features, including
Charpente interior framing introduced in 2004, as well as the Memory
Safe® and Memory Shelf® designs, adding further opportunities for
product personalization. Batesville intends to continue its current pace of
new product introductions in fiscal 2006 aimed at growing its burial and
cremation businesses.

Cost Reduction. In fiscal 2004 and 2005, the rising prices of certain raw
materials, including steel, red metals, solid wood and fuel in particular,
had a direct and material negative affect on our profitability. We have
acted and have pians and actions in place to mitigate the impact of rising
raw material prices including the closure of Batesville Casket's Nashua,
New Hampshire plant, the consolidation of Batesville’s solid wood casket
production into its Batesville, Mississippi plant, located in Panola county,
and the 2006 product price adjustments. The consolidation in Batesville's
Pancla plant was feasible because Batesville Casket’s efforts at
continuous improvement have enabled it to make more wood caskets
each year at its more efficient Panola plant and because of the increasing
demand for veneer caskets made at Batesville’s Chihuahua, Mexico
plant. Our goal with this consolidation effort is to reduce fixed and
variable manufacturing costs, including a reduction in transportation
costs for rough lumber from the Mississippi sources to Nashua, New
Hampshire, while continuing to maintain superior product quality. We
expect the consolidation of the plants to result in total pre-tax charges of
approximately $4.5 million that should be realized through the estimated
completion of the consolidation in the second quarter of fiscal 2006.
Approximately $2.8 million of this charge was incurred during fiscal 2005,
of which $1.5 million of severance and benefit costs was recorded as a
special charge in the third quarter. This action, when completed, is
expected to reduce operating costs by approximately $4.3 million
(pre-tax) annually, including $0.2 million in reduced depreciation. See
Note 8 to the Consolidated Financial Statements for more information.

Growth Through Selective Acquisitions. in September, 2005 Batesville
Casket announced the signing of a definitive agreement with the
shareholders of Yorktowne Caskets, Inc. (“Yorktowne”) to acquire all the
outstanding stock of Yorktowne, a privately held distributor of caskets
and other funeral service items based in York, Pennsylvania serving a 14
state area, primarily in the Northeast and Midwest regions of the United
States. Yorktowne is an independent distributor for The York Group, Inc.

(“York”), a subsidiary of Matthews International Corporation (“Matthews”).
In its fiscal year ended December 31, 2004, Yorktowne had approximately
$46.5 million in revenues. The acquisition agreement provides for a $58
million purchase price, subject to certain adjustments and earn-out
provisions, to be funded out of Hillenbrand’s cash on hand. The proposed
deal is subject to regulatory clearance and other customary closing
conditions. The transaction is anticipated to further drive synergies in our
existing manufacturing and distribution network, helping us to better
serve existing and new customers in the Northeast and Midwest regions.

Shortly after the announcement of the acquisition, York filed suit against
Yorktowne, Yorktowne’s shareholders, and Batesville seeking to enjoin
the acquisition and to validate a right of first refusal to acquire Yorktowne.
The Pennsylvania state court issued a preliminary order in November
preventing Batesville Casket, Yorktowne and its shareholders from further
pursuing the proposed transaction until a final judgment or modification
of the order, the timing of any of which is not certain. The preliminary
order also requires that Yorktowne provide York with a right of first refusal
to purchase Yorktowne. Batesville Casket believes that the preliminary
ruling is incorrect as a matter of law and has filed a notice of appeal.

Fiscal 2006

Health Care

Trends. Trends in our health care businesses which have impacted and
may continue to impact performance are outlined below.

The health care products industry is diverse and highly compaetitive.
Over the long term, patient demand for services is rising as a result of

a number of factors, including an aging population, increasing life
expectancy, enlightened consumers and technological advances. These
long-term trends should create pressure for existing facilities to upgrade
and increase efficiency, caregiver safety and productivity in order to
maintain profitability and meet demand in a continued period of nursing
shortages. Hill-Rom believes that in order for it to achieve its goals

of revenue growth and improved profitability, it will be required to
continue to provide innovative, high quality customer solutions on a
cost-effective basis.

In addition, health care providers are under continued pressure to
control costs. As a result, purchasers of health care products and
services such as those offered by our health care businesses continue to
demand more cost effective products and services that improve the
quality and efficiency of patient care and service. Specifically, the federal
budget deficit is causing increasing pressure to control costs in the
Medicare and Medicaid programs, increasing the likelihood of health care
reform and changes in reimbursement practices. At the state level, while
some easing of budgetary pressures has been noted, fiscal challenges
largely remain present with Medicaid expenditures claiming increasing
portions of state budgets.

Health care providers also face cost control pressures due to increasing
numbers of uninsured patients and increasing supply costs. Premium
increases to health care plans and the rising uninsured population further
exacerbate a difficult reimbursement and economic environment for
providers. In the aggregate, these cost control pressures can also impact
the relative industry-wide demand for sales versus rental options in
various product segments, which in turn can affect the sale versus rental
mix of many products in our portfolio.

Additionally, health care providers face cost control pressures due to
adverse events associated with patient stays, including ulcers, bedsores
(or pressure ulcers), infections, patient falls and deep vein thrombosis.
Accordingly, health care providers are increasingly concerned with

the reduction of adverse events, providing opportunities for medical
equipment suppliers, like us, who can provide demonstrable solutions
for such adverse events.
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS (CONT.)

Hillenbrand Industries, Inc. and Subsidiaries

We expect capital spending in health care to remain strong over the next
several years. However, looming Medicaid and Medicare cuts could
dampen spending and competition for capital will be fierce as hospitals
balance construction projects with technology needs. Accordingly, we
continue to monitor full implementation of the Medicare Modernization
Act. While this far-reaching law has not been fully implemented and all

of its implications are not yet clear, the Act has been largely positive to
Hill-Rom due to a variety of favorable hospital reimbursement provisions.
However, increased cost projections associated with the Medicare reform
legislation, along with concerns over the growing federal budget deficit,
Hurricane Katrina relief and other factors, could combine to create what
we believe to be conditions favorable to Medicare and Medicaid cost
containment measures in 2006 and beyond.

A significant portion of Hill-Rom’s sales are made pursuant to contracts
with group purchasing organizations (GPOs) in the United States as

well as government purchasers in the United States and other countries.
Over the last two years, GPOs have come under increasing scrutiny
regarding contracting practices, including Congressional hearings and
proposed legislation. In response, the industry adopted numerous
reforms contained in an industry-designed code of conduct. Despite this
effort, federal legislation was proposed last year that would have directed
the Department of Health and Human Services (HHS) to promulgate rules
further defining ethical conduct for GPOs. Observance of these rules,
through a certification process designed by HHS, would have been a
precondition for GPOs to accept administrative fees, which would have
been capped at three percent, from hospital suppliers. Subsequently as a
result of discussions between industry and Congressional staff regarding
a non-legislative or alternative solution, Congress is continuing to
evaluate the need to advance legislation. In the interim, the industry has
moved to further strengthen its voluntary ethics initiative. [t is difficult to
ascertain the likelihood that legislation will be advanced in 2006. We
believe it is likely, however, that with or without legislation, the industry
will see fewer sole and dual source GPO agreements and more multi-
source agreements.

A majority of our contracts with the larger GPOs, most of which are
sole-source or dual-source contracts, will reach the end of their current
terms within the next year. Hill-Rom is in various stages of submitting
bids for or negotiating new or amended contracts to replace some of the
expiring contracts. Given the industry trend toward muilti-source GPO
agreements and other factors, we do not believe that we will be able to
retain sole-source or dual-source status in all situations where we have
expiring sole-source or dual-source agreements today. We may also
become an alternative source for some GPOs to which we are not
currently a designated supplier.

Even in the case of sole-source contracts, many of our sales are made
on a competitive basis because actual purchasing decisions are made
by the GPO member organizations and not by the GPOs themselves.
Individual hospitals often seek product standardization and remain with
the supplier with which they have had a previous relationship. Changing
suppliers can result in costly retraining of clinical staff and possibly
changes in protocols. Because of these dynamics, the award of a sole
source GPO agreement does not generally result in exclusivity for all of
that GPO’s member organizations. Likewise, the loss of a sole-source
agreement or change of an agreement from sole to multi-source
agreement does not generally result in the inability to make continued
sales to any of the applicable GPO member organizations. It is, therefore,
impossible to predict with certainty the effect on our business and results
of operations if sole source contracts are replaced with muiti-source
agreements, although such a change could reduce our sales to members
of the applicable GPOs. If we are unable to retain positions in contracts
with one or more of these GPOs, whether in sole, dual or multi-source
form, our financial condition, results of operations and cash flows could
be materially adversely affected.

During the third quarter of fiscal 2005, we implemented the final phase
of our Enterprise Resource Planning system with respect to the domestic
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rental business. Due to the complexities and inherent business process
changes associated with this implementation, we have encountered a
number of issues related to the start-up of this system, including
improper billings to customers, customer disruptions and the loss of
some business. As a result of these start-up issues and the related
impacts on billings, we are also experiencing delays in the collection of
rental receivables that are negatively impacting our receivables balance
and days sales outstanding. We are working diligently and devoting
substantial resources to resolve these chalienges, but the effects on
certain areas, such as reputation, customer relationships, third party
payor relationships and billing processes may impact future periods.
See ltem 9A., Controls and Procedures, for further details.

Sales Timing. Hill-Rom sales and profitability have historically been
disproportionately weighted toward the latter part of each quarter and
generally weighted toward the latter part of each fiscal year. This !
weighting is due to a combination of sales incentives, which influence

certain customers to accelerate purchases otherwise planned for future

periods, compensation practices and customer capital equipment buying
patterns. However, there is no assurance that these patterns will continue

in the future.

Strategy. Hill-Rom has been subject to increasing competitive pressures
and rising production and distribution costs. In response, Hill-Rom
originally intended during fiscal 2005 to accelerate efforts in non-capital
products and services revenue streams and continue to focus on
increasing its cost competitiveness in light of growing price pressures
and low cost competitors.

However, as Hill-Rom pursued revenue growth over the past several
years its product portfolio and supporting infrastructure have become
increasingly complex. During this time, Hill-Rom has lost share in certain
segments, particularly in the mid-range of its core frames business, and
gross margin rates have fallen due to the inclusion of the lower margin
Mediq business, declines in product mix, higher commodity costs and
continued competitive pricing pressure. We expect continued gross
margin pressure for the foreseeable future.

To address these challenges, in July, 2005 we announced several changes
intended to simplify both the Hillenbrand corporate and Hill-Rom
organizational structures, consolidate their respective management teams,
reduce complexity and cost and better support Hill-Rom’s strategy to
focus primarily on its core hospital bed frames, therapy support surfaces
and services businesses. We intend to continue our efforts to produce
best in class, high guality, cost effective products, but new products and
services, adjacent products and product features will now be evaluated in
light of how well they support our core frames, support surfaces and
services businesses. This strategy is designed primarily to strengthen our
core hospital bed frames, therapy support surfaces and services
businesses and provide earnings growth over the short term. While we will
evaluate selective opportunities for acquisitions and strategic relationships
in our International and Home Care and Surgical businesses, over the near
term we will focus on making operational improvements in our North
American business. See Note 8 to the Consolidated Financial Statements
for more information on these actions.

Our overall strategic plan for fiscal year 2006 will expand on the progress
made during fiscal 2005 with respect to the primary components of our
fiscal 2005 strategy. Primary components of our strategic plan for fiscal
year 2006 include:

* implementing a customer centric sales and service model,

¢ streamlining the business to reduce cost and complexity,

s strengthening our core businesses, and

* improving product planning, product development and sourcing
processes.



Specifically, we have aligned our business segments and their
organizations more closely with our customers, better aligning incentives,
geographies and field management to improve the effectiveness of

the field sales force. This change is being implemented to eliminate
redundancy and increase alignment and accountability, while also for
stabilization and achievement of the intended benefits of our Enterprise
Resource Planning implementation. We plan to focus new product
development efforts on our core product lines and improve margins
through supply chain cost reductions. We also plan to take various
actions to improve our product planning, product development and
sourcing processes, including improving customer validation processes,
focused innovation, revitalization of continuous improvement processes,
component standardization and product life cycle management. While we
believe the North American business is strategically sound and intend to
focus on operational improvements to that business, we plan to consider
selective acquisition opportunities in our International and Home Care
and Surgical businesses.

In addition to the general trends impacting Hill-Rom’s business and the
strategic plans described above, internationally, the bed market in the
Asia Pacific region is growing rapidly, fueled by economic growth in that
region. In the European Union, the long term care segment is growing
rapidly, while the acute care segment is shrinking, driven primarily by the
impact of Diagnostic Related Groups, or DRG, reimbursement. DRG
implementation in the European Union has been far reaching, forcing
controlled spending by health care facilities due to lower reimbursement
levels. The resulting lower volumes have contributed to excess European
production capacity and increased competition in the acute care
segment, and growth in the long term care segment as lower hospital
reimbursement levels drive the need to transfer patients out of hospitals
more rapidly. Additionally, as in North America, obesity trends are
increasing internationally, resulting in a significant growth opportunity in
the bariatric segment. In response to the foregoing trends, we are
reviewing gaps in our international product portfolio, including long term
care, and evaluating product and branding strategies specific to various
countries, regions and segments. We intend to address portfolio gaps
through selective introduction of certain U.S products, new product
development and selective acquisitions and strategic relationships, with
the objective of strengthening our position in high-end products, while
expanding our offerings in the mid-range. We believe that Hill-Rom’s
Pan-European presence in a highly fragmented competitive landscape
provides us with opportunities for selective acquisitions and other
opportunities.

Revenues in 2005 associated with Hill-Rom's Home Care business fell on
lower pricing and volumes. Much of the lower volumes were attributable
to The Vest™ Airway Clearance System where we continue to see a
reduction in referral volumes, resulting in part from changes in Medicare
payment practices for non-cystic fibrosis and non-bronchiectasis
diagnoses. The reduction in referral volumes could continue to slow
growth rates in future periods versus the rapid growth seen in 2004
following The Vest™ System’s initial receipt of Medicare reimbursement
codes for cystic fibrosis and bronchiectasis. We continue to invest in
clinical research and other efforts to expand Medicare's covered disease
states and geographies with respect to The Vest™ System to build on
Hili-Rom’s ieadership position in airway clearance therapy, but anticipate
that this may be a long process.

We expect the demand for products and services in the home care
setting to continue to rise as the baby boom generation continues to
age and cost pressures on health care facilities drive an increase in more
rapid transfers of patients out of hospitals to the home care environment.
However, we anticipate that Medicare, Medicaid and other third party
payors will continue to work to offset the increased demand with cost
control measures. ‘

Supported by increasing demand for home care products and services
and increasing demand for surgical procedures, we will continue to invest

in the development of new products and product enhancements and
evaluate selective acquisitions and strategic relationships relating to our
home care and surgical accessories product portfolios. As the population
ages and an increasing number of patients receive treatment at home,
we expect to focus increasingly on home care products, including air-
fluidized wound therapy surfaces, that provide therapies related to
pressure ulcers and pulmonary conditions. We also intend to continue
programs to educate the marketplace on best practices and protocols to
improve patient care and reduce health care costs by keeping patients

in lower modalities and reducing hospital re-admission rates.

Funeral Services

Trends. In the funeral services industry, the demand for burial caskets

in North America appears to be gradually but steadily declining as the
resuit of what appears to be short to medium term lower overall deaths
and a continued gradual increase in the rate of cremations. The lower
number of deaths appears to be a function of historic lower birth trends
during the late 1920s and early 1930s, partially offset by immigration,
along with lower age-adjusted mortality rates and the general variability in
deaths that occurs year-to-year or over extended periods of time. Given
these factors, we anticipate that the overall number of annual deaths in
North America will be relatively flat to slightly declining for at least the
foreseeable future. Additionally, based on historical death trends and the
uncertainty of factors such as the prevalence of influenza and healith care
advancements, we anticipate that there will be continued variability in the
number of deaths from quarter to quarter and year to year.

Also impacting the demand for burial caskets is the increasing popularity
of cremations, which continues to grow at a rate of approximately one
percentage point each year, and is now estimated to be about one-third
of total deaths in North America. During the first quarter of 2005, the
otherwise gradual and steady decline of demand for burial caskets in
North America was further exacerbated by a slower pneumonia and
influenza season when compared to the same period in 2004, when an
early flu season positively impacted the death care industry. Batesville
Casket experienced a slight increase in burial casket demand during the
second quarter of fiscal 2005 as the country experienced an increase in
pneumonia and influenza, although the overall severity of the influenza
strain was much less than what was experienced in 2004. Preliminary
projections based on information from the Center for Disease Control
(CDC) indicate that total deaths for fiscal 2005 are estimated to be
approximately 65,000 fewer than the prior year.

Strategy. Important elements of Batesville’s fiscal year 2006 strategy
include the retention of national account customers, growth in Batesville's
revenue from independent funeral homes, the consolidation of wood
manufacturing, and an increase in revenue through a jobber supply
strategy. Batesville Casket has a sole-source contract with its largest
national account that reaches the end of its current term in calendar year
2005 although the volume purchase requirement under that contract

will effectively extend the purchase of caskets through approximately
the first three quarters of 2008. This contract represents a material part
of Batesville’s business. Batesville is currently in contract renewal
negotiations with this account. The funeral services industry is becoming
even more competitive given the excess capacity that exists in the
industry, along with the introduction of foreign-sourced products. The
results of these negotiations could result in some changes to our
relationship with this account that may include a lower product line mix,
a reduction in average net price, lower volume and/or a modification in
sourcing provisions. Any combination of these items may have a
materially adverse effect on our financial condition, results of operations
and cash flows.

In fiscal 2005, Batesville's sales to independent funeral homes were
virtually flat from 2004 levels, despite the gradual and slightly declining
demand for burial caskets. We believe this stability was a result of the
various sales and service tools implemented over the past several years,
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including the two mobile tour centers, improved customer service
initiatives, and the recent launch of a refined merchandising strategy.

We have provided additional funding for each of these initiatives in 2006,
and most recently completed the renovation of the Batesville Customer
Business Center. Along with extending these sales and service programs,
the sales force will continue its focus on converting customers from solid
wood to veneer units. Success with the veneer product line is critical to
our wood manufacturing strategy, as converting sales of solid wood units
to veneer increases the leverage at our lower cost Chihuahua facility

and provides additional capacity in Batesville, Mississippi, which will
assume all solid wood production upon the closure of our Nashua, New
Hampshire facility, which is anticipated to be completed by the second
quarter of calendar 2006.

One of Batesville’s key initiatives in 2006 is preparing to capitalize on
opportunities to form business relationships with independent distributors
of caskets, known in the industry as “jobbers.” These relationships could
involve acquisitions, as evidenced by our efforts to acquire Yorktowne,

or simply the provision of funeral products for resale by these jobbers.

An essential part of this strategy is developing a separate and unique

line of products to offer through the jobber channel. Proprietary features
and offerings would be restricted to the Batesville® brand which would
only be available through our sales force. Executing on this key initiative
has required Batesville to make some tooling investments and to assign

dedicated resources to move these products quickly through the new
product development pipeline and into production. While revenues under
this initiative were rather modest at $2.9 million for fiscal 2005, this is a
growth opportunity for 2006 and beyond.

RESULTS OF OPERATIONS

Note regarding discontinued operations: The operating results for the
divestitures completed in 2004 (the infant care and piped-medical gas
businesses of Hill-Rom as well as the pre-need insurance business of
Forethought) are presented as discontinued operations within our
Consolidated Statement of income (Loss). Under this presentation, the
revenues and variable costs associated with these businesses are
removed from the individual line items comprising the Consclidated
Statement of Income (Loss) and presented in a separate section entitled,
“Discontinued Operations”. In addition, fixed costs related to the
businesses that were eliminated with the divestitures are also included as
a component of discontinued operations. The results of discontinued
operations are not necessarily indicative of the results of the businesses if
they had been operated on a stand-alone basis. Except as otherwise
indicated, all discussions and presentations of financial results within
Management’s Discussion and Analysis are presented based on our
results from continuing operations.

The following table presents comparative operating results for the years discussed within Management’s Discussion and Analysis:

Fiscal Year Fiscal Year Fiscal Year
Ended Ended Ended
September 30, % of September 30, % of September 30, % of

{Dollars in milfions except per share data) 2005 Revenues 2004 Revenues 2003 Revenues
Net Revenues

Health Care sales $ 810.9 419 $ 7369 403 § 7482 44.2

Health Care rentals 467.8 24.1 452.1 247 317.6 18.7

Funeral Services sales 659.4 34.0 640.3 35.0 628.1 37.1
Total Revenues $1,938.1 100.0  $1,829.3 1000  $1,693.9 100.0
Gross Profit

Health Care sales $ 362.8 447 $ 3547 481 $ 3787 50.6

Health Care rentals 174.6 37.3 202.7 44.8 157.0 49.4

Funeral Services sales 350.9 53.2 350.2 54.7 349.0 55.6
Total Gross Profit 888.3 45.8 907.6 49.6 884.7 52.2
Other operating expenses 603.5 31.1 581.6 31.8 544.0 32.1
Litigation charge 358.6 18.5 - - - -
Special charges 36.3 1.9 55 0.3 9.4 0.6
Operating (Loss) Profit (110.1) {5.7) 320.5 17.5 331.3 19.5
Other income {expense), net (5.8) {0.3) (12.7) 0.7) (51.0) (3.0
(Loss) Income from Continuing Operations Before Income Taxes (115.9) (6.0} 307.8 16.8 280.3 16.5
Income tax (benefit) expense (19.6} (1.0) 119.6 6.5 99.7 5.8
{Loss) Income from Continuing Operations (96.3) (5.0) 188.2 10.3 180.6 10.7
Income (loss) from discontinued operations 22 0.1 (45.0) (2.5) 8.4 0.5
Net (Loss) Income $ (94.1) 49) $ 1432 7.8 $ 1890 11.2
(Loss} income per common share from continuing operations — Diluted $ (1.56) N/A $ 3.00 N/A $ 290 N/A
Income {loss) per common share from discontinued operations - Diluted 0.04 N/A 0.72) N/A 0.14 N/A
Net (Loss) Income per Common Share - Diluted $ (1.52) N/A $ 228 N/A $ 3.04 N/A
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The financial results presented herein include a number of other items which impact the comparability between periods. A summary of these items is

as follows:
Fiscal Year Fiscal Year Fiscal Year
Ended Ended Ended
September 30, September 30, September 30,

{Doltars in millions) 2005 2004 2003
Pre-tax ltems:
Net Revenues

CMS claims resolution $ - $ - $ 3.1)
Other Operating Expenses

Anti-trust litigation expenses 24.7 1.5 -
Litigation charge 358.6 - -
Special charges 36.3 5.5 9.4
Other {Income) Expense, net

Loss on extinguishment of debt - 6.4 15.7

Net realized capital (gains) losses and impairments 8.3 4.2) 211
Income Tax Expense

Write-off (recognition) of deferred tax asset related to French entities 16.0 (16.0) -
Discontinued Operations

Items (net-of-tax):

Net realized capital {gains) losses and impairments - 2.7 213

(Gain) loss on impairment of discontinued operations 0.1) 70.3 -

In the following sections, we provide a high level summary of our
consolidated results of operations for the periods indicated. Immediately
following each summary section is a more comprehensive discussion of
revenues and gross profit by operating company.

Fiscal Year Ended September 30, 2005 Compared to
Fiscal Year Ended September 30, 2004

Summary

Consolidated revenues of $1,938.1 million in 2005 increased $108.8
million, or 5.9 percent, compared to $1,829.3 million in 2004. The majority
of the increase was within Health Care sales revenues, which increased
$74.0 million. Health Care sales experienced increasing volumes
following the 2004 product transitions associated with the introduction of
our VersaCare® and CareAssist™ platforms, but continued pricing
pressure partially offset the effect on revenues. Health Care rental
revenues increased $15.7 million due to the 2004 acquisition of Mediq,
which increased revenues by $40.2 million with the inclusion of four
additional months in fiscal 2005 based on its January 2004 acquisition
date. Funeral Services continued to experience declining volumes due to
a lower death rate and higher cremations along with unfavorable product
line mix, However, favorable net price realization and cremation, jobber
and product accessory growth drove the year-over-year increase of $19.1
million in revenues. Overall in 20086, revenues are expected to show only
light to moderate growth over fiscal 2005 levels.

Consolidated gross profit decreased $19.3 million or 2.1 percent over
the prior year period, driven by Health Care rentals. As a percentage

of total revenues, consolidated gross profit margins of 45.8 percent in
2005 decreased from 49.6 percent in 2004. The lower gross margin as
a percent of revenues was due to pricing pressures at Hill-Rom in both
the sales and rental businesses, lower volumes at Batesville Casket and
in Hill-Rom's rental products, lower margin rates of the acquired Medig®
product lines and increased raw material and rental field service costs.

Other operating expenses increased 3.8 percent to $603.5 million in 2005
compared to $581.6 million in 2004. Other operating expenses consist

of selling, marketing, distribution and general administrative costs. The
higher expense levels were largely due to litigation costs associated with
defending antitrust lawsuits, which increased $23.2 million in 2005 (See
Note 17 of the Consolidated Financial Statements for more information).

The higher expense levels were also due to the acquisitions of ARI, Mediq
and NaviCare, which added operating expenses of approximately $8
million based on the inclusion of these acquisitions for a full year in fiscal
2005. Additionally, we experienced higher health care and benefit costs
of $4.0 million for 2005, as well as salary inflation. Operating expenses
have also increased in 2005 as a result of increased Health Care sales
commissions on higher revenues and higher fuel costs as a component
of distribution expenses. These increases were partially offset by realized
compensation and benefit savings associated with the 2004 Hill-Rom
business realignment. As a percentage of revenues, operating expenses
decreased to 31.1 percent in 2005 from 31.8 percent in 2004 as a resuit
of the additional revenues, synergies from acquired companies and the
benefits of the prior year business realignment program. In 2006, other
operating expenses are expected to increase slightly resulting from
increases in compensation and benefits inflation, incentive compensation
expense and antitrust litigation expense. As in 2005, incentive compensa-
tion will depend on actual financial results achieved in 2006. These
increases are expected to be partially offset with continued synergies
achieved from acquisition integrations and lower compensation and
benefit savings from the 2005 restructuring activities. Pending the
occurrence of further developments in the finalization of a definitive
settlement of Spartanburg’s antitrust litigation against Hillenbrand and
Hill-Rom, we have not adjusted the above outlook to reflect lower
antitrust litigation expenses.

Operating results in 2005 included a pre-tax charge of $358.6 million
resulting from our reaching a memorandum of understanding to settle
the Spartanburg antitrust litigation. The fourth quarter fiscal 2005 charge
covers the settlement, along with certain legal and other costs related
to the settlement.

Special charges were also recognized in both the 2005 and 2004
reporting periods. In 2005, a special charge of $36.3 million was recorded
related to multiple initiatives. In the fourth quarter we recognized a net
special charge of $30.8 million following the announcement of a change
in our organizational structure intended to simplify Corporate and
Hill-Rom and to support Hill-Rom’s strategy to focus on its core frames,
support surfaces and services businesses. This was accompanied by a
small reduction in force at Batesville Casket, with a projected cost of $0.8
million. During 2005, special charges included a charge of approximately
$1.4 million for severance and benefit related costs resulting from the
closure of Batesville Casket’s Nashua, New Hampshire production facility
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and its consolidation into its Batesville, Mississippi plant. These charges
were partially offset by a $0.8 million reversal of excess restructuring
reserves from the 2004 action. In addition, a charge of $2.4 million was
recorded for future payments and other compensation related to the
retirement of our former Chief Executive Officer. We also recognized an
impairment charge of $1.7 million related to our Vail enclosure beds in the
Health Care rental fleet following the shutdown by the manufacturer of its
operations. In 2004, a net special charge of $5.5 million was recorded
related to restructuring charges at Hill-Rom and Corporate.

Other Income and Expense

Fiscal Year Fiscal Year
Ended Ended
September 30, September 30,

(Daoliars in mitlions) 2005 2004 % Change
Interest expense $ (18.4) $ (15.2) 21.1
Investment income 23.9 8.7 174.7
Loss on extinguishment

of debt - 6.4 (100.0}
Other (11.3) 0.2 (5,750.0)
Other Income
_(Expense), Net $ (5.8 $ (12.7) (54.3)

Interest expense increased $3.2 million to $18.4 million in 2005 compared
to $15.2 million in 2004 due to the change in average debt levels from
debt actions taken during the 2004 fiscal year. We repurchased $47.3
million of long-term debt in the third quarter of 2004, but in July 2004, we
issued $250.0 million of 4.5 percent senior notes related to the long-term
financing of the Mediq acquisition, which resulted in an increase in overall
debt outstanding. Investment income increased $15.2 million due to
interest accrued and discount accretion on the seller financing and equity
instruments related to the divestiture of Forethought, which were out-
standing for all of 2005 compared to only three months of 2004, The 2004
charge for the extinguishment of debt of $6.4 million was associated with
the repurchase of high coupon debt prior to its maturity outlined above.
Other expenses increased year over year, primarily resulting from an
impairment of a strategic investment in fiscal 2005 in the amount of $8.7
million, in contrast to a realized gain of $4.2 million related to the sale of
an investment in the third quarter of 2004.

An income tax benefit of $19.6 million was recognized in 2005 compared
to income tax expense of $119.6 million in 2004. The effective tax rate for
2005 approximated 16.9 percent while in 2004 the tax rate approximated
38.9 percent. The fiscal 2005 effective tax rate was impacted by the
reversal of the prior year deferred tax asset established upon adoption of
a strategy to restructure the French operations. When this strategy was
abandoned in the current year, the deferred tax asset of $16.0 million had
to be reversed. In addition, the effective tax rate was also impacted by
the inability to recognize tax benefits for the French portion of the fourth
quarter restructuring action, the impairment of a strategic investment and
a reduced state tax benefit associated with the Spartanburg litigation
settlement accrual. Tax benefits were not recognized relative to these
charges based upon existing limitations on the utilization of net operating
and capital losses. The higher than normal rate in 2004 resulted in part
from the establishment of valuation allowances on deferred tax assets
due to both continued losses in France and capital losses realized from
the divestitures. This increase was also due to additional accruals related
to audit activity by the internal Revenue Service and various states.
These negative impacts were partially offset with the benefit from a
strategy to restructure the French operations and the recognition of a
related deferred tax asset of $16.0 million, as eluded to above.

We recognized a loss from continuing operations in 2005 of $96.3
million, or $1.56 per diluted share, compared to income of $188.2 million,
or $3.00 per diluted share in 2004. The loss recognized in 2005 related
to the litigation charge, but was also impacted by lower margins, higher
operating expenses and increased special charges experienced in

fiscal 2005. Considering the effect of the pre-tax items outlined in the
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preceding table of special items, income from continuing operations was
adversely impacted by $427.9 million in 2005 and $9.2 million in 2004.
Income from continuing operations was also adversely affected by the
$16.0 million write-off of a deferred tax asset in 2005 and benefited from
the recognition of a deferred tax asset of $16.0 in 2004 as discussed in
the previous paragraph.

In February 2004, we entered into a definitive agreement for the sale of
Forethought. At that time an impairment on discontinued operations of
$95.8 million, net of a $33.2 million income tax benefit, was recorded
based on the terms of the transaction. With the subseguent completion
of the sale in the fourth quarter, the net loss was adjusted to $88.6
million. The lower loss was the result of closing adjustments associated
primarily with an increase in proceeds related 1o an increase in the
statutory adjusted book value of Forethought, partially offset by addi-
tional acquisition costs. In September 2003, we entered into a definitive
agreement to sell the piped-medical gas business of Hill-Rom. Also in
September 2003, we announced an agreement to sell the Air-Shields
infant care business of Hill-Rom. The sale of the piped-medical gas
business closed in October 2003 while the sale of the infant care
business closed in the third quarter of fiscal 2004. Net gains were
recognized on the divestitures of both businesses in the combined
amount of $18.3 million. The sale of Forethought Federal Savings Bank is
still pending regulatory approval, which is now expected in the first half of
fiscal 2006. As the sale of this portion of the Forethought business has
not yet been finalized, it was still reflected as a discontinued operation for
fiscal 2005 and as of September 30, 2005. We will receive an additional
cash payment of $6.4 million, plus interest, upon the closure of this sale.

As a result of these divestitures, and in accordance with Statement of
Financial Accounting Standards (SFAS) No. 144, “Accounting for the
Impairment or Disposal of Long-Lived Assets”, we have reported these
businesses as discontinued operations for all years presented. The
results from discontinued operations reflect net income of $2.2 million in
2005 compared to & net loss of $45.0 million in the prior year. The income
in 2005 includes $0.9 million of income from Forethought Federal Savings
Bank, with the remaining amount due primarily to tax benefits resulting
from the income tax provision to return analysis related to previous
divestitures. The net loss in 2004 included the $88.6 million loss (net-of-
tax) on impairment of discontinued operations related to Forethought,
partially offset by the $18.3 million in gains (net-of-tax) recognized on the
dispositions of Hill-Rom’s piped-medical gas and infant care businesses.
The loss was further offset by income from operations at Forethought of
$21.6 million (net-of-tax), which increased from the prior year due to an
improvement in net capital gains and losses recognized at Forethought,
along with income from operations for the piped-medical gas and infant
care businesses of a combined $3.7 million (net-of-tax). (See Note 3 to
Consolidated Financial Statements for further details).

Operating Company Results of Operations

Health Care
Fiscal Year Fiscal Year
Ended Ended
September 30, September 30,
{Dollars in miflions) 2005 2004 % Change
Revenues:
Health Care sales $810.9 $736.9 10.0
Health Care rentals $ 467.8 $ 452.1 3.5
Cost of revenues:
Health Care sales $ 448.1 $382.2 17.2
Health Care rentals $293.2 $249.4 17.6
Gross profit:
Health Care sales $362.8 $ 354.7 2.3
% of revenues 44.7% 48.1%
Health Care rentals $174.6 $ 2027 (13.9)
% of revenues 37.3% 44.8%




Health Care Sales

Health Care sales revenues increased $74.0 million in 2005 compared to
2004. In Americas/Asia Pacific, revenues were higher by $62.8 million,
driven by the impact of increased volumes of $85.0 million, partially offset
by unfavorable pricing of $22.2 million. EMEA revenues increased $11.2
million due to favorable effects of exchange rates of $6.4 million and
higher volumes.

In Americas/Asia Pacific, patient platform volumes improved due to sales
of the VersaCare® bed platform, which was introduced in the second
quarter of fiscal 2004 to replace our largest selling Advanta™ platform with
a more feature-rich product. Combined sales of the VersaCare® and
Advanta™ bed platforms have increased nearly 14 percent in 2005. Vol-
ume favorability was also enhanced with the strength of our CareAssist™
bed platform, which was introduced in the second quarter of fiscal 2004.

In our non-patient platform product offerings, we experienced higher
volumes in communications, service parts and contracts. However,
architectural product volumes were down, attributable to strong
competitive pressures and an aging product line.

EMEA results increased from favorable foreign exchange mentioned
above and increased volumes of approximately $4.8 million. Higher
revenues were experienced primarily in Germany, Italy and France, while
revenues were lower in the Middle East, Africa and Emerging Europe.

Gross profit from Health Care sales increased $8.1 million from the prior
year. As a percentage of sales, gross profit was 44.7 percent in 2005
compared to 48.1 percent in 2004. The increase in gross profit dollars
was primarily attributable to the higher reported revenues described
above. Contributing to the decline in margin rates were continued lower
pricing on most products, higher raw material costs, inflationary wage
and benefit expenses, and higher transportation costs.

Health Care Rentals

Health Care rental revenue increased $15.7 million. The overall increase
in rental revenue was attributable primarily to the effects of the Medig
acquisition made on January 30, 2004. Mediqg rental revenues were
higher by $40.2 million resulting from the four additional months of
revenue in the 2005 period. Excluding the impact of Mediq, core rental
business revenues in Americas/Asia Pacific were down $28.5 million
compared to the prior year period. This decline was due primarily to lower
revenues on The Vest™ of $14.7 million, along with the effect of lower
pricing on most products and the recognition of certain allowances amid
collectibility concerns on aged rental receivables of a combined $16
million. The Vest™ volumes were down due to a reduction in referral
volumes and negative changes in Medicare payment practices for
non-cystic fibrosis and non-bronchiectasis diagnoses. EMEA rental
revenues were up $4.0 million, including favorable effects of exchange
rates of $1.6 million.

Health Care rental gross profit decreased $28.1 million in 2005, despite
the overall higher revenues and four months of incremental margin related
to the prior year acquisition of Medig. The decline in Americas/Asia
Pacific was due to lower pricing and collectibility concerns of $16 million,
as outlined above, and unfavorable field service spending of an additional
$16 million related primarily to continuing customer fulfillment issues. As
a percentage of sales, gross profit was 37.3 percent of revenues in 2005
compared to 44.8 percent of revenues in the prior year. As a percentage
of revenues, gross margin rates decreased in 2005, resulting from lower
pricing in Americas/Asia Pacific, higher field sales and service costs and
the drop in higher margin revenues from The Vest™ as discussed above,
coupled with higher revenues from lower margin Medig® products for
which there was an extra four months of such revenues in 2005. The
lower margins in fiscal 2005 were also due in part to a rental asset
inventory loss of $4.8 million recognized in the fourth quarter of fiscal
2005 upon completion of a physical inventory.

Health Care Operating Loss

Health Care sales and rentals combined for an operating loss of $246.0
million in 2005, which was $419.1 million less than the operating profit of
$173.1 million recognized in 2004. The decrease in operating profit was
primarily due to the Spartanburg antitrust litigation charge of $358.6
million in the fourth quarter of fiscal 2005. Operating profit also declined
due to lower Health Care gross profit of $20.0 million, including both
capital and rental products, higher operating expenses of $18.1 million
and higher net special charges of $22.4 million. The acquisitions of AR,
Medig and NaviCare added operating expenses of approximately $8
million, based on their respective dates of acquisition. In addition,
operating expenses increased as a result of higher legal and professional
fees of $18.8 million, primarily related to higher antitrust litigation
expenses of $21.9 million, and increased commissions of $4.2 million on
higher capital revenues. These increases were partially offset by lower
EMEA operating expenses and lower overall benefit costs,

In 2005, Health Care operating results included net special charges of
$27.7 million primarily related to severance and benefit-related costs
associated with the business restructuring activities underway in the U.S.
and Europe. This charge also included the impairment of certain assets
no longer aligned with our core strategy to focus on hospital bed frames,
therapy support surfaces and our services businesses in the amount of
$4.6 million. Health Care operating results in 2004 included net special
charges of $5.3 million primarily related to severance and benefit-related
costs associated with a restructuring announced in the fourth quarter
2004, which was completed in fiscal 2005, partially offset by the reversal
of excess reserves related to prior year actions.

Funeral Services

Fiscal Year Fiscal Year
Ended Ended
September 30, September 30,
(Dollars in millions) 2005 2004 % Change
Funeral Services
Revenues $ 659.4 $640.3 3.0
Cost of Revenues $ 308.5 $290.1 6.3
Gross profit $ 350.9 $350.2 0.2
% of revenues 53.2% 54.7%

Funeral Services product sales increased $19.1 million in fiscal 2005
compared to 2004. Favorable price realization (that is, net revenues after
discounts) of $31.0 million and increased cremations products, jobber
and other miscellaneous product accessory revenues of $6.8 million were
the key drivers of the increase. These favorable developments were only
partially offset by a decline of $11.6 million in burial volume and $6.0
million in unfavorable product mix, resulting primarily from increases in
our sales of lower-end metal and veneer products. We believe the decline
in volume is primarily attributable to a soft market due to lower death
rates as indicated by preliminary Center for Disease Contro! (CDC) death
estimates along with the gradual year-over-year estimated increase in
cremations.

Funeral Services gross profit was essentially flat. The decrease in margin
as a percent of revenues was due to lower burial volumes, higher raw
material costs, a product mix shift to products carrying lower margin
percentages and fixed costs associated with the full year impact of our
manufacturing plant in Mexico and with our wood plant consolidation
initiative. These negative impacts were partially offset by improved price
realization and fixed cost savings at other plants. Gross profit percent-
ages are exclusive of distribution costs of $84.9 million, down from $86.4
million in the prior year period, and down to 12.9 percent from 13.5
percent of annual revenues, respectively. Despite increased fuel costs

of approximately $2.4 million, total distribution costs decreased slightly
due primarily to the fewer number of caskets shipped and gains of $1.5
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million from the sale of two company-owned distribution facilities. Such
costs are included in Other operating expenses for all periods.

Funeral Services operating profit of $177.1 million in 2005 decreased $9.0
million from that experienced in 2004. This year-over-year decrease was
driven primarily by increased operating expenses of $7.4 million related to
increased sales expenses, fuel costs, health care, workers compensation
and bad debt expense. These unfavorable items were partially offset by
the lower operating expenses for distribution and marketing expenses. In
2005, Funeral Services operating results were also impacted by special
charges of $2.3 million related to the continuing consolidation of solid
wood manufacturing into our Batesville, Mississippi plant and a small
headcount reduction performed in the fourth quarter.

Fiscal Year Ended September 30, 2004 Compared to Fiscal Year
Ended September 30, 2003

Summary

Consolidated revenues of $1,829.3 million in 2004 increased $135.4
million, or 8.0 percent, compared to $1,693.9 million in 2003. The increase
in revenue was predominantly related to the 2004 acquisitions, from which
ARI and Mediq increased Health Care rental revenues by $60.9 million and
$80.3 million, respectively, and Mediq and NaviCare increased Health Care
sales by $14.8 million collectively. Excluding acquisitions, Health Care
sales decreased by $26.1 million and Health Care rental revenues
decreased by $6.7 million, but were partially offset in consolidation by the
increase in Funeral Services sales of $12.2 million. Health Care sales
experienced declining volumes due to product transitions, and pricing
pressures further compounded the effect of lower volumes on revenues.
Funeral Services continued to experience declining volumes due to a
lower death rate and higher cremations along with unfavorable product
line mix, but favorable price realization and cremation and product
accessory growth drove the year-over-year increase in revenues. 2003
revenues also benefited from the resolution of outstanding claims with the
Center for Medicare and Medicaid Services (CMS) related to previously
reserved past due receivables in the amount of $3.1 million.

Consolidated gross profit increased $22.9 million or 2.6 percent over the
prior year period, again driven by the acquisitions in Health Care rentals.
As a percentage of total revenues, consolidated gross profit margins of
49.6 percent in 2004 decreased from 52.2 percent in 2003. The lower
gross margin as a percent of revenues was driven by a mix shift from
higher margin capital products to lower margin rental products, especially
the Medig® product lines, lower volumes at both Hill-Rom and Batesville
Casket and significantly increased material costs driven by higher prices
for steel, red metals and solid woods.

Other operating expenses increased 6.9 percent to $581.6 million in 2004
compared to $544.0 million in 2003. Other operating expenses consist
of selling, marketing, distribution and general administrative costs. The
higher expense levels were essentially due to the acquisitions of AR,
Mediq and NaviCare, which added operating expenses of $41.1 million.
Operating expenses have also increased in 2004 as a result of higher
information technology costs associated with the continued roll-out

of our enterprise-wide technology platform, a higher foreign exchange
impact on European operating expenses, higher transportation fuel costs
and legal fees. These increases were partially offset by lower incentive
compensation expense of $46 million in 2004 versus 2003 driven by the
results falling short of our targeted incentive levels, as well as realized
compensation and benefit savings associated with the third quarter 2003
Hill-Rom business realignment. In the fourth quarter of 2003, a pension
curtailment charge of approximately $3.5 million was recognized related
to a previously announced pension choice program. As a percentage of
revenues, operating expenses decreased to 31.8 percent in 2004 from
32.1 percent in 2003 as a result of the additional revenues and syner-
gies from acquired companies, and the lower compensation expense
discussed above.
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Special charges were recognized in both the 2004 and 2003 reporting
periods. In 2004, a net special charge of $5.5 million was recorded
related to restructuring charges at Hill-Rom and Corporate. In the third
quarter of 2003, a charge of $9.4 million was recorded related to
severance and benefit-related costs associated with a new business
structure at Hill-Rom.

Other Income and Expense

Fiscal Year Fiscal Year
Ended Ended
September 30, September 30,

{Dollars in miflions) 2004 2003 % Change
Interest expense $ (15.2) $ (18.6) (18.3)
Investment income 8.7 9.2 (5.4)
Loss on extinguishment

of debt 6.4) (15.7) (59.2)
Other 0.2 (25.9) (100.8)
Other Income (Expense), Net $ (12.7) $ (61.0) (75.1)

Interest expense decreased $3.4 million to $15.2 million in 2004
compared to $18.6 million in 2003. This decrease resulted from debt
actions taken during the 2003 and 2004 fiscal years. We repurchased
$156.9 million of debt, with interest rates ranging from 6.75 percent to 8.5
percent in the fourth quarter of fiscal 2003, fcllowed by the repurchase of
an additional $47.3 million in the third quarter of 2004. In July 2004, we
issued $250.0 million of 4.5 percent debentures. The debt repurchases
described above resulted in charges for the extinguishment of debt of
$6.4 million in 2004 and $15.7 million in 2003, primarily resulting from
premiums paid on the repurchases, partially offset by the recognition of
a portion of the deferred gains resulting from the termination of certain
interest rate swaps in 2003 on the associated debt. Other expenses

~ decreased year over year, primarily resulting from other investment

write-downs in 2003, and the investment losses generated by the private
equity limited partnerships retained upon the sale of Forethought.

Income tax expense of $119.6 million was recognized in 2004 compared
to income tax expense of $39.7 million in 2003. The effective tax rate for
2004 approximated 38.9 percent while in 2003 the tax rate approximated
35.6 percent. The increase in 2004 resulted in part from the establishment
of valuation allowances on deferred tax assets due to both continued
losses in France and capital losses realized from the divestitures. This
increase was also due to additional accruals related to audit activity by the
Internal Revenue Service and various states. These were partially offset
with the benefit from a strategy to restructure the French operations and
the recognition of a related deferred tax asset in the amount of $16.0
million. The 2003 rate included the effect of a valuation allowance of
approximately $4 million provided in the fourth quarter. The allowance
was provided in response to concerns regarding the utilization of certain
foreign deferred tax assets resulting from continued deterioration in
operating results and generally weak economic conditions in certain
foreign tax jurisdictions. Excluding the effect of this valuation allowance,
the effective income tax rate for 2003 would have approximated

34.0 percent.

Income from continuing operations increased in 2004 to $188.2 million, or
$3.00 per diluted share, compared to $180.6 million, or $2.90 per diluted
share in 2003. The increase related to the decrease in other income and
expense partially offset by the increase in income tax expense in 2004.
Considering the effect of the pre-tax items outlined in the table of unusual
items, income from continuing operations was adversely impacted by
$9.2 million in 2004 and $43.1 million in 2003. Income from continuing
operations benefited from the recognition of a deferred tax asset of $16.0
million in 2004 as discussed in the previous paragraph.

In February 2004, we entered into a definitive agreement for the sale of
Forethought. At that time an impairment on discontinued operations

of $95.8 million, net of a $33.2 million income tax benefit, was recorded
based on the terms of the transaction. With the subsequent completion




of the sale in the fourth quarter, the net loss was adjusted to $88.6
million. The lower loss was the result of closing adjustments associated
primarily with an increase in proceeds related to an increase in the
statutory adjusted book value of Forethought, partially offset by addi-
tional acquisition costs. In September 2003, we entered into a definitive
agreement to sell the piped-medical gas business of Hill-Rom. Also in
September 2003, we announced an agreement to sell the Air-Shields
infant care business of Hill-Rom. The sale of the piped-medical gas
business closed in October 2003 while the sale of the infant care
business closed in the third quarter of fiscal 2004. Net gains were
recognized on the divestitures of both businesses in the combined
amount of $18.3 miltion.

As a result of these divestitures, and in accordance with Statement of
Financial Accounting Standards (SFAS) No. 144, “Accounting for the
Impairment or Disposal of Long-Lived Assets”, we have reported these
businesses as discontinued operations for all years presented. The
results from discontinued operations reflect a net loss of $45.0 million in
2004 compared to net income of $8.4 million in the prior year. The net
loss in 2004 included the $88.6 million loss (net-of-tax) on impairment
of discontinued operations related to Forethought, partially offset by
the $18.3 million in gains (net-of-tax) recognized on the dispositions of
Hill-Rom’s piped-medical gas and infant care businesses. The loss was
further offset by income from operations at Forethought of $21.6 million
(net-of-tax), which increased from the prior year due to an improvement
in net capital gains and losses recognized at Forethought, along with
income from operations for the piped-medical gas and infant care
businesses of a combined $3.7 million (net-of-tax). (See Note 3 to
Consolidated Financial Statements for further details).

Operating Company Results of Operations

Health Care
Fiscal Year Fiscal Year
Ended Ended
September 30, September 30,
{Dollars in millions) 2004 2003 % Change
Revenues:
Health Care sales $736.9 $748.2 (1.5)
Health Care rentals $ 452.1 $317.6 42.3
Cost of revenues:
Health Care sales $382.2 $369.5 3.4
Health Care rentals $249.4 $160.6 55.3
Gross profit:
Heaith Care sales $ 3547 $378.7 (6.3)
% of revenues 48.1% 50.6%
Health Care rentals $202.7 $157.0 29.1
% of revenues 44.8% 49.4%

Health Care Sales

Health Care sales revenues decreased $11.3 million in 2004 compared
to 2003. In Americas/Asia Pacific, revenues were lower by $35.2 miliion,
driven by the impact of lower volumes of $34 million and unfavorable
pricing of $16.4 million, partially offset by the favorable impact of the
current year acquisitions of Medig and NaviCare of $14.8 million. EMEA
revenues increased $23.9 million due to favorable effects of exchange
rates of $15.3 million and higher volumes.

in Americas/Asia Pacific, lower patient platform volumes partially resuited
from market delays in customer orders caused by the second quarter
2004 introduction of the VersaCare® bed platform, which replaced our
largest selling Advanta™ platform with a more feature-rich product.

The patient platform order trends are improving and the backlog as of
September 30, 2004 was 12.7 percent above prior year.

In addition to the disruptions resulting from the introduction of the
VersaCare® platform, we also believe our platform revenues have been
negatively impacted by competition across the product range, particularly
in the lower price range product lines. This is specifically the product
range in which the CareAssist™ bed, which was also launched during the
second quarter of 2004, competes.

In our non-patient platform product offerings, we experienced lower
volumes as a result of non-differentiated products and sales constraints
as a result of the focus and prioritization of the new bed platform
launches. In the third quarter, we introduced new headwall architectural
products and completed a new furniture supply agreement which was
launched in the fourth quarter of fiscal 2004. During the fourth quarter
we also added sales personnel to further accelerate the sales of recently
introduced products.

EMEA results increased from favorable foreign exchange mentioned
above and increased volumes of approximately $8.6 million resulting from
the relaunch of the new AvantGuard™ bed platform. Higher revenues
were experienced in all major European markets, with the exception of
Germany and Austria. The Middle East, Africa and Emerging Europe
revenues declined $3.1 million from the prior year.

Gross profit from Health Care sales decreased $24.0 million from the
prior year. As a percentage of sales, gross profit was 48.1 percent in 2004
compared to 50.8 percent in 2003. The decrease in gross profit dollars
was primarily associated with lower volumes, along with a general decline
in margin rates compared to prior year, partially offset by a $4.4 million
increase resulting from the favorable effects of exchange rates.
Contributing to the decline in margin rates were continued pricing
pressures, cost pressures in raw material pricing, inflationary wage and
benefit expenses, and unfavorable product mix. The mix of European
revenues to total revenues was also higher in 2004 than in the prior year,
negatively impacting overall margin rates, as European sales generate
lower margin rates.

Health Care Rentals

Health Care rental revenue increased $134.5 million. The overall increase
in rental revenue was attributable primarily to the ARI and Mediq
acquisitions made during the first two quarters of 2004. AR increased
rental revenues by $60.9 million, while Medig contributed $80.3 million.
Excluding the impact of recent acquisitions, the core rental business
revenues in Americas/Asia Pacific were down nearly $9.2 million
compared to the prior year period due to lower units in use of approxi-
mately $5.8 million and lower pricing of $3.4 million. Units in use were
down in the wound business segment primarity in low-end units that
experienced increased competition and a shift from rental to purchase,
and the pulmonary market segment, resulting from a shift toward
purchase of pulmonary units, partially offset by increased units in the
bariatric area. EMEA rental revenues were up $2.5 million, driven by
favorable effects of exchange rates amounting to $3.9 million partially
offset by lower units in use.

Health Care rental gross profit increased $45.7 million in 2004, The
increase in gross profit dollars was attributable to the acquisitions of
ARl and Medig, which contributed a combined $54.4 million to the
improvement. Excluding acquisitions, the core business declined $8.7
million due to lower volumes and pricing, partially offset by an approxi-
mate $1.1 million increase resulting from the favorable effects of
exchange rates. As a percentage of sales, gross profit was 44.8 percent
of revenues in 2004 compared to 49.4 percent of revenues in the prior
year. Margin rate declines resulted from higher sales and service costs on
lower core volumes and the lower margin rates of the acquired Medig®
product lines. Only partially offsetting the impact of these items was the
generally higher margin rates experienced at ARL.
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Heaith Care Operating Profit

Health Care sales and rentals combined for an operating profit of $173.1
million in 2004, which was a $22.3 million decline from an operating profit
of $195.4 million in 2003. The primary driver for the decrease in operating
profit was higher operating expenses, which increased by $48.2 mitlion.
The acquisitions of AR!, Mediq and NaviCare added operating expenses
of approximately $41.1 miltion. Related integration costs totaled approxi-
mately $5.7 million for 2004. In addition, operating expenses increased
as a result of higher information technology depreciation costs and
distribution fuel costs. These increases were partially offset by a reduc-
tion of approximately 400 core business positions (excluding the impact
of acquisitions) resulting from the Hill-Rom business restructuring in the
third quarter of 2003, decreased incentive compensation expense and
favorable selling commissions. In addition, an increase in gross profit was
provided by the acquisitions of ARl and Mediq.

Health Care operating resuits in 2004 included net special charges of
$5.3 million primarily related to severance and benefit-related costs
associated with a restructuring announced in the fourth quarter of 2004,
as previously discussed. In 2003, Health Care operating results included
a special charge of $9.4 million related to severance and benefit-related
costs associated with a new business structure. This charge was partially
offset by the resolution of outstanding claims with CMS of $3.1 million.

Funeral Services

Fiscal Year Fiscal Year
Ended Ended
September 30, September 30,
(Dollars in miflions) 2004 2003 % Change
Funeral Services
Revenues $640.3 $ 628.1 1.9
Cost of Revenues $ 290.1 $279.1 3.9
Gross profit $ 350.2 $349.0 0.3
% of revenues 54.7% 55.6%

Funeral Services product sales increased $12.2 million. Favorable price
realization (that is, net revenues after discounts) of $22.1 million and
increased cremations products and other miscellaneous product
accessory revenues of $6.2 million were partially offset by a 1.8 percent
or $6.5 million decline in burial volume, along with $9.6 million in less
favorable mix within product lines reflecting the continuing broad
industry-wide downward mix trend. We believe the decline in volume is
primarily attributable to a soft market due to lower death rates as
indicated by preliminary Center for Disease Control (CDC) death
estimates along with the gradual year-over-year estimated increase

in cremations.

Funeral Services gross profit was essentially flat. The decrease in margin
as a percent of revenue was due to lower burial volumes, significantly
higher material costs associated with steel, red metals and solid wood, a
gradual product mix shift to products carrying lower margin percentages,
increased fixed manufacturing costs, initial inefficiencies associated with
expanding our manufacturing capabilities in Mexico and higher benefit
and insurance costs. These were partially offset by improved price
realization and a reduction of other variable manufacturing costs. Gross
profit percentages are exclusive of distribution costs of $86.4 million, up
from $85.0 million in the prior year period, but approximately 13.5 percent
of revenues in each year. Despite the decline in volume, distribution costs
increased slightly due primarily to increased fuel costs of approximately
$1 million. Such costs are included in Other operating expenses for

all periods.

Funeral Services operating profit of $186.1 million in 2004 increased

$3.8 million. This slight year-over-year increase was driven by favorable
price realization, manufacturing and production cost productivity
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improvements and decreased operating expenses due primarily to lower
incentive compensation expense and lower bad debt expense resuiting
from the 2003 bankruptcy by one of our customers. These favorable
items were almost entirely offset by the lower burial volume, unfavorable
product line mix, higher material costs driven by significant commodity
price increases and higher operating expenses for customer visitation,
ERP amortization, new product development, fuel and legal costs for
jabor negotiations.

LIQUIDITY AND CAPITAL RESOURCES

Fiscal Year Ended September 30,

{Doflars in miltions) 2005 2004 2003
Cash and Cash Equivalents $ 76.8 $127.7 $154.9
Current Investments 91.0 52.5 33.4
Cash, Cash Equivalents

and Current Investments $167.8 $180.2 $ 188.3

During fiscal 2005, we maintained strong liquidity with cash flows from
operations of $239.7 million, As of September 30, 2005 we held $167.8
miltion of cash, cash equivalents, and current investments.

Fiscal Year Ended September 30,
(Dollars in miliions) 2005 2004 2003

Cash Flows provided By (Used In):

Operating activities $239.7 $348.6 $ 366.1
Investing activities (175.2) (511.2) (164.1)
Financing activities (114.9) 134.6 (155.3)
Effect of exchange rate changes

on cash {0.5) 0.8 2.1
(Decrease) Increase In Cash and

Cash Equivalents $ (50.9) $ (27.2) $ 48.8

Net cash flows from operating activities and selected borrowings have
represented our primary sources of funds for growth of the business,
including capital expenditures and acquisitions. Our financing agreements
contain no restrictive provisions or conditions relating to dividend payments,
working capital or additional unsecured indebtedness (except to the extent
that a dividend payment or incurrence of additional unsecured indebted-
ness would result in a default under our financing agreements), but there are
limitations with respect to secured indebtedness. Our debt agreements also
contain no credit rating triggers. Credit rating changes can, however, impact
the cost of borrowings under our financing agreements.

Operating Activities

For the fiscal year ended September 30, 2005, net cash provided by
operating activities totaled $239.7 million compared to $348.6 million

in the prior year. in comparison to the prior year, 2005 operating cash
flows were negatively impacted by the pension funding discussed below
and the missing impact of the divested insurance operations, which
generated positive operating cash flows in 2004. The recognition of the
Spartanburg antitrust litigation settlement related charge of $226.1 million
net-of-tax, which resulted in a net loss for fiscal 2005, had no impact

on operating cash flows as such amount was fully accrued, but unpaid,
at September 30, 2005. The 2004 operating cash flows were negatively
impacted by the timing of the second payment made to KCI under the
antitrust litigation settlement reached in 2002 of $75 million ($47 million
net-of-tax), which was made in December 2003.

Depreciation, amortization and the write-down of intangibles increased
to $114.0 million in 2005 from $108.1 million in 2004. The increase in
depreciation and amortization in 2005 related primarily to higher capital
expenditures in recent periods related to our Enterprise Resource
Planning system and rental fleet additions associated with our fiscal 2004
acquisition of Mediq. Fiscal 2005 depreciation and amortization amounts
are also higher as a result of the inclusion of four additional months of
Mediq depreciation and amortization in the current year based on its
prior year acquisition date.



In June 2005, we contributed approximatety $75.5 million into our master
defined benefit retirement plan, fully funding that plan. We elected to
make this contribution as it will reduce future pension expense, provide
a return on investment of approximately 8 percent and is tax deductible.
This funding brought total 2005 contributions to our defined benefit plans
to approximately $76.9 million. As a result, future funding requirements
will be reduced.

In 2005, changes in working capital decreased cash from operations,
primarily due to the year over year increase in accounts receivable. This
increase was due to higher revenues and lower collections on Health
Care rentals, which have been negatively impacted by continuing issues
associated with the launch of the final phase of our Enterprise Resource
Planning system, our rental business solution, in May 2005. Partially
offsetting the decrease in working capital was an increase in accrued
expenses and other liabilities, excluding the effects of the litigation
accrual and the pension funding.

Investing Activities

Net cash used in investing activities for the fiscal year ended September
30, 2005 totaled $175.2 million compared to $511.2 million for the fiscal
year ended September 30, 2004. Capital expenditures in both periods
included expenditures associated with our continuing efforts to move

to a single information technology platform, expenditures related to the
introduction of new products and the replacement of therapy units in the
rental fleet, Capital expenditures decreased slightly to $121.2 million from
$124.5 million in the prior year. Capital expenditures increased to $102.4
million from $98.2 million within Hill-Rom for 2005 and 2004, respectively.
Batesville Casket's capital expenditures decreased to $16.9 million from
$17.0 million and capital expenditures at Corporate decreased to $1.9
million from $5.3 million over the same periods. Capital expenditures in
2004 also included $4.0 million at Forethought.

Investment activity in fiscal 2005 included $186.0 million of purchases
and capital calls and $153.7 million provided from sales and maturities.
We invest a portion of our excess cash from operations into highly liquid
auction rate municipal bonds. These liquid, current investments accounted
for $181.8 million of the purchases and $143.3 million of the sales for
2005, as they were utilized as a treasury management strategy to earn
better rates of return on available cash. In fiscal 2004, current investment
purchases were $81.6 million with sales of $62.5 million.

On October 17, 2003, we announced that we had completed our
acquisition of ARI, a manufacturer and distributor of non-invasive airway
clearance products and systems. The purchase price was $103.0 million,
plus an additional $2.2 million of acquisition costs incurred in relation to
the transaction. This purchase price was subject to certain working
capital adjustments at the date of close not to exceed $12 million. Upon
closing, $73.3 million of the purchase price was paid to the shareholders
of ARI, with an additional $9.7 million deferred until a later date. Upon
final determination of the working capital adjustment in January 2004, an
additional $11.8 million was paid to the shareholders of ARI, along with
$4 million of the originally deferred payments. A remaining deferral of
$5.7 million was paid in December 2005 and was fully accrued in the
Consolidated Balance Sheets as of September 30, 2005 and 2004. The
purchase price included a first quarter 2005 payment of $8.2 million
resulting from net revenues achieved in fiscal 2004. While additional
contingent purchase price adjustments could have been required
depending upon ARI achieving certain net revenue targets during fiscal
2005, based on actual revenues achieved, no additional payment will be
required. This acquisition was funded directly out of our cash on hand.

On January 30, 2004, we acquired Medig, a company in the medical
equipment outsourcing and asset management business. The purchase
price for Mediq was approximately $328.9 miilion plus an additional $5.9
million of acquisition costs incurred in relation to the transaction. This
purchase price included $23.0 million deposited in an escrow account, of

which $20.0 million remained at September 30, 2005, related to potential
adjustments resulting primarily from the funded status of Medig’s defined
benefit pension plan as of the end of fiscal 2005, along with the occur-
rence of any issues associated with seller representations, warranties
and other matters. Final resolution of the remaining amount in escrow is
expected in the first half of fiscal 2006. Our current estimate is that any
adjustment related to Mediq’s pension plan will be favorable to us. The
purchase was initially funded from cash on hand and from our revolving
Credit Facilities, but was later financed on a permanent basis through the
issuance of senior notes in June 2004.

In addition, on January 30, 2004, we completed the acquisition of the
remaining 84 percent of the equity of NaviCare that we did not own for
approximately $14.1 million, including deferred payments of $1.2 million
paid in the second quarter of fiscal 2005. NaviCare provides operations
management, resource optimization and dynamic workflow solutions for
health care enterprises. The purchase was funded from cash on hand.

We received total cash of approximately $8.3 million in the acquisitions
of ARI, Medig and NaviCare during 2004, which were reflected as a
decrease in the acquisition price on the Statements of Consolidated
Cash Flows.

The divestiture of the Hill-Rom piped-medical gas business was
completed in October 2003 with the receipt of gross proceeds of
approximately $13 million. The divestiture of the Hill-Rom infant care
business was completed in August 2004 with the receipt of gross
proceeds of $31 million.

We also received approximately $104.9 million of cash proceeds from the
disposition of Forethought, which closed on July 1, 2004. Other consid-
eration from the sale of Forethought included a $92.0 million seller note
receivable, $19.9 million of FFS preferred stock, $1.0 million of FFS stock
warrants, $10.6 million debt service account, $6.4 million receivable due
at the closing of Forethought Federal Savings Bank, and the transfer

of $31.4 million of private equity limited partnerships. The Forethought
Federal Savings Bank transaction is now expected to close during the
first half of our 2006 fiscal year. See Note 3 to the Consolidated Financial
Statements for more detail on the Forethought divestiture.

On June 28, 2004, Forethought sold specific real estate partnerships that
were part of their investment portfolio and were originally expected to be
retained by Hillenbrand at closing. Forethought received $104.2 million in
cash proceeds on the sale and recorded a capital loss on the transaction
of approximately $7.2 million. The loss realized as a result of this
transaction is included in discontinued operations for the year ended
September 30, 2004. Included in the sale were mortgage loans of $53.7
million related to two of the real estate properties. Accordingly, the net
impact of selling these partnerships resulted in Hillenbrand receiving an
additional $50.5 million in cash proceeds from Forethought’s sale.

Financing Activities

Net cash used in financing activities totaled $114.9 million for the fiscal
year ended September 30, 2005 compared to net cash provided by
financing activities of $134.6 million for the fiscal year ended September
30, 2004. Cash provided by financing activities in 2004 related to
borrowings on our revolver to initially finance the Mediq acquisition, and
the subsequent issuance of $250.0 million of 4.5 percent coupon senior
notes in June 2004 to permanently finance the acquisition. This increase
in cash from financing activities was partially offset by the open market
repurchase of $47.3 million principal amount of longer maturity, high
coupon debt in June 2004 for approximately $55.1 million.

Cash dividends paid increased to $68.4 million in 2005, compared to
$67.4 million in 2004. Quarterly cash dividends per share were $0.28 in
2005, $0.27 in 2004 and $0.25 in 2003.
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Treasury stock acquired was $71.6 million in 2005 compared to $28.4
million in 2004. These purchases were primarily open market repurchases.
Proceeds on the exercise of stock options decreased to $18.9 million in
2005, down from $25.3 miltion in 2004.

Our debt-to-capital ratio was 27.0 percent at September 30, 2005
compared to 23.9 percent at September 30, 2004. This increase was
primarily due to lower equity following the net loss in fiscal 2005.

Other Liquidity Matters

As of September 30, 2005, we have a $400.0 million five-year senior
revolving credit facility with a syndicate of banks led by Bank of America,
N.A. and Citigroup North America, Inc. The term of the five-year facility
expires on June 1, 2009. Borrowings under the credit facility bear interest
at variable rates, as defined therein. The availability of borrowings under
the five-year facility is subject to our ability at the time of borrowing to
meet certain specified conditions. These conditions include, without
limitation, a maximum debt to capital ratio of 55 percent. The proceeds
of the five-year facility shall be used, as needed: (i) for working capital,
capital expenditures, and other lawful corporate purposes; and (ji) to
finance acquisitions.

As of September 30, 2005, we: (i) had $15.4 million of outstanding,
undrawn letters of credit under the five-year facility, (i) were in
compliance with all conditions set forth under the facility and (iii) had
complete access to the remaining $384.6 million of borrowing capacity
available under that facility.

We have trade finance credit lines totaling $15.0 million that have no
commitment fees or compensating balance requirements and are renewed
annually. As of September 30, 2005, we had $5.5 million outstanding
under this credit line as reflected in Short-term borrowings on the
Consolidated Balance Sheets. In addition, as of September 30, 2005, we
had $12.9 million of outstanding, undrawn letters of credit under an
uncommitted credit line of $20.0 million that has no commitment fees,
compensating balance requirements or fixed expiration dates.

On July 14, 2003, we filed a universal shelf registration statement with the
U.S. Securities and Exchange Commission on Form S-3 for the potential
sale of up to $1 billion in debt and/or equity securities. This registration
statement has been declared effective and should provide us with
significant flexibility with respect to our access to the public markets.
There can be no assurance that additional financing under the universal
shelf registration statement or elsewhere will be available at terms
acceptable to us. On June 7, 2004, we issued $250.0 million of senior
notes from this universal shelf registration statement, leaving $750.0
miflion of available capacity under the universal registration statement.

In fiscal year 2005, we recorded a pre-tax litigation charge of $358.6
million ($226.1 million net-of-tax). The charge is associated with the
memorandum of understanding to settle the Spartanburg antitrust class
action litigation lawsuit for $337.5 million ($212.8 million net-of-tax). The
charge also includes certain legal and other costs related to the settle-
ment. The settlement is subject to a number of conditions before
becoming final. An amount of $50 million is to be paid to an escrow fund
pending finalization of a definitive settlement agreement and preliminary
court approval thereof. The remainder of the settlement amount will be
payable upon approval of a definitive agreement, which is currently
expected to occur in 2006. The funding of the settlement is currently
being reviewed but could include a combination of cash on hand, short
term borrowings under our revolving credit facility, and issuance of
securities under our shelf registration statement. After funding the
settiement, we will continue to have a solid financial position with
continued strong operating cash flows, and remaining availability under
our previously discussed revolving credit facility and shelf registration
statement to fund the execution of our strategic initiatives.
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We intend to continue to pursue selective acquisition candidates in
certain areas of our business, but the timing, size or success of any
acquisition effort and the related potential capital commitments cannot
be predicted. We expect to fund future acquisitions primarily with cash
on hand, cash flow from operations and borrowings, including the
unborrowed portion of the five-year credit facility, but we may also issue
additional debt and/or equity in connection with acquisitions.

During 2005, we repurchased 1,261,600 shares of our common stock in
the open market. As of September 30, 2005, we had Board of Directors’
approval to repurchase 1,578,400 additional shares. We may consider
additional repurchases of shares if justified by the stock price or other
considerations. Repurchased shares are to be used for general business
purposes.

Because Forethought operated in a regulated environment, its cash
flows were generally neutral to Hillenbrand. Cash flows from the piped-
medical gas and infant care businesses generally approximated net
income. Proceeds from the sale of these divested businesses are
classified as investing activities and any gains or losses are presented as
a reconciling item in the reconciliation of net (loss) income to net cash
flows from operating activities. Other operating, investing and financing
activities of these discontinued operations are reflected within the
respective captions of the Statements of Consolidated Cash Flows up
to the disposal date and consistent with previous periods.

We believe that cash on hand and generated from operations and
amounts available under our five-year credit facility along with amounts
available from the capital markets, will be sufficient to fund operations,
working capital needs, capital expenditure requirements and financing
obligations. However, if a class is certified in any of the purported class
action antitrust lawsuits filed against us, as described in Note 17 of the
Consolidated Financial Statements, and the plaintiffs prevail at trial,
potential damages awarded the plaintiffs could have a material adverse
effect on our results of operations, financial condition and/or liquidity.

Off-Balance Sheet Arrangements

We have not used any off-balance sheet arrangements, other than routine
operating leases.

Contractual Obligations and Contingent Liabilities and Commitments

To give a clear picture of matters potentially impacting our liquidity posi-
tion, the following are tables of contractual obligations and commercial
commitments as of September 30, 2005 (Dollars in millions):

Payments Due by Period

Contractual Total Less than 1-3 4-5 After 5
Obligations 1 year years years years
Long-Term Debt $ 350.7 $ - % -  $24738 $102.9
Interest Payments

Relating to

Long-Term Debt (1) $141.9 $ 186 $ 372 $ 259 $ 602
Information Technology

Infrastructure (2) $1266 $ 266 $ 512 $ 488 $ -
Capital Lease

Obligations $ 14 $ 06 $ 05 $ 0.2 $ 0.1
Operating Lease

Obligations $ 64.4 $ 219 $ 279 $ 111 $ 35
Investment

Commitments(3) ¢ 147 $ 52 $ 74 $ 13 $ 08
Minimum Pension

Funding (4) $ 18 $ 18 $ - & - & -
Purchase

Obligations (5) $ 522 $ 440 $ 76 $ 06 % -
Total Contractual Gash \

Obligations $7537 $1187 $131.8 $3357 $167.5




1. Interest payments on our long-term debt are projected based on the
contractual rates of those debt securities including the $250.0 million,
4.5 percent, senior notes issued June 7, 2004. However, $200.0 million
of our 4.5 percent senior notes are subject to interest rate swap
agreements, effectively converting the securities from 4.5 percent fixed
rate interest to variable rate interest, calculated at LIBOR plus 0.15
percent. For the 2005 and 2004 periods in which the interest rate swap
agreements were outstanding, the average variable interest rate on
debt covered by the swaps approximated 2.9 percent and 1.7 percent,
respectively. Since we are unable to project future LIBOR rates we
have opted to project interest payments based on the contractual
rates of our debt.

2. We are in year three of an agreement with IBM to manage our global
information structure environment, which was announced near the end
of the third quarter of fiscal 2003. The original seven-year agreement
had a cumulative estimated cost of $187 million, and these base
charges have a remaining cumulative estimated cost of $105.4 million,
which will continue to be incurred in nearly equal amounts over the
remaining term of the agreement. During the first years of the
agreements, we have on occasion, solicited IBM to perform services
that are outside the scope of the original base agreement. These
services can result in a one-time fee or can result in additional services
received and costs incurred over the remaining term of the agreement.
Currently, the remaining fees related to out-of-scope services have a
cumulative estimated cost of $21.2 million and are primarily related to
new projects and acquisition activities. These fees will be incurred in
nearly equal amounts over the remaining term of the agreement.
During the fourth quarter of fiscal 2005 we informed 1BM of our intent
to terminate and resource two areas covered under the agreement,
help desk and desk-side assistance. We intend to resource these
areas to another service provider in the first half of fiscal 2006, and
expect this action to result in a net reduction to our commitments over
the next 4.5 years of an estimated $7.4 million.

3. The investment commitment amounts represent additional commit-
ments to private equity limited partnerships. The timing of these
commitment calls has been estimated based on the current status of
each partnership. These commitments will be funded with existing
cash and cash flow from operations

4. The minimum pension funding represents payments to comply with
funding requirements. The projected payments beyond fiscal 2006
are not currently determinable. Our minimum pension funding
requirements were substantially reduced as a result of the $75.5 million
of funding made to our primary defined benefit pension plan during
fiscal 2005.

5. Purchase obligations represent contractual obligations under
various take-or-pay arrangements entered into as part of the normal
course of business. These commitments represent future purchases
in line with expected usage to obtain favorable pricing. Also included
are obligations related purchase orders for which we have firm
commitments related to order releases under the purchase order.
The amounts do not include obligations related to other purchase
obligations that are not considered take-or-pay arrangements or
subject to firm commitments. Such purchase obligations are primarily
reflected in purchase orders at fair value that are part of normal
operations, which we do not believe represent firm purchase
commitments. We expect to fund these commitments with operating
cash flows.

Unless a range of amounts is disclosed in the following table, the
amounts disclosed represent the total expected commitment.

Amount of Commitment Expiration Per Period

Other Commercial Total Amount Less than 1-3 4-5 Over §
Commitments Committed 1year years years years
Standby Letters of

Credit $28.3 $28.2 $ 0.1 $ - $ -

In addition to the contractual obligations and commitments disclosed
above, we also have a variety of other agreements related to the
procurement of materials and services and other commitments. We are
not subject to any contracts that commit us to material non-cancelable
commitments. While many of these agreements are long-term

supply agreements, some of which are exclusive supply or complete
requirements-based contracts, we are not committed under these
agreements to accept or pay for requirements which are not needed

to meet production needs.

In conjunction with the recent acquisition and divestiture activities,

we have entered into certain guarantees and indemnifications of
performance with respect to the fulfillment of our commitments under the
respective purchase and sale agreements. The arrangements generally
indemnify the buyer or seller for damages associated with breach of
contract, inaccuracies in representations and warranties surviving the
closing date and satisfaction of liabilities and commitments retained
under the applicable contract. Those representations and warranties
which survive closing generally survive for periods up to five years or the
expiration of the applicable statutes of limitations. Potential losses under
the indemnifications are generally limited to a portion of the original
transaction price, or to other lesser specific dollar amounts for certain
provisions. With respect to sale transactions, we also routinely enter into
non-competition agreements for varying periods of time. Guarantees and
indemnifications with respect to acquisition and divestiture activities
would not materially affect our financial condition or results of operations.

With respect to capital expenditures, we expect capital spending in 2006
to approximate $127 million before consideration of additional capital
requirements for any new business acquisitions.

Shareholders’ Equity

Cumulative treasury stock acquired in cpen market and private transac-
tions increased in 2005 to 22,710,667 shares. As of September 30, 2005,
we had Board of Directors’ authorization to repurchase up to a total of
1,578,400 additional shares of our common stock. Repurchased shares
are to be used for general business purposes. From the cumulative
shares acquired, 564,766 shares, net of shares converted to cash to pay
withholding taxes, were reissued during fiscal 2005 under provisions of
our various stock-based compensation plans.

OTHER ISSUES
2005 Actions

During the fourth fiscal quarter of 2005, we announced several changes
intended to simplify both the corporate and Hill-Rom organizational
structures and to support Hill-Rom’s strategy to focus on its core hospital
bed frames, therapy support surfaces and services businesses, while
remaining flexible for future opportunities. As part of this change,
Hill-Rom established two commercial divisions, one focusing on North
America and one focusing internationally, each including hospital bed
frames, therapy support surfaces and services businesses with support-
ing sales, marketing and field service organizations. Hill-Rom also
combined sourcing, manufacturing, and product development under one
new function to support these two commercial divisions. Home care
products and services and surgical accessories are provided through a
separate, fully integrated division. At the same time, all Hillenbrand
corporate functions, including human resources, finance, strategy, legal
and information-technology, were consolidated with those of Hill-Rom.

In building on these announced changes and to further capitalize on
progress we made with the works council at our Pluvigner, France facility
with respect to voluntary departures, we took additional restructuring
actions, in the United States and Europe during the fourth quarter of
2005. These actions, which were approved by the Board of Directors on
August 4, 2005, included the elimination of salaried and hourly positions
in the United States and Europe, the outsourcing of various products and
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sub-assembly parts, the impairment of certain assets no longer consid-
ered necessary to the execution of our strategy and the termination of
certain contractual obligations. The reduction in employees participating
in our Supplemental Executive Retirement Plan as a result of these
actions necessitated a curtailment charge of approximatefy $1.2 million.
The collective cost of these actions resulted in a fourth quarter pre-tax
charge of approximately $30.8 million, broken down by component

as follows:

Pre-Tax Charge

Severance and related benefits $ 24.0
Asset impairment $ 4.8
Contract termination costs $ 08
Curtailment charge $ 1.2

All of these actions are expected to be completed over the course of the
next twelve months. All costs other than those related to the impairment
of assets will be cash charges.

In addition to costs included directly in the fourth quarter charge,
additional costs related directly to these actions are also expected to be
incurred over the next twelve to eighteen months as the actions progress,
most notably in Europe. These additional costs could range up to $10
million as the voluntary severance program at our French manufacturing
facility continues to progress. Once these actions are fully implemented,
we anticipate annual savings related to both cost of sales and operating
expenses of $45 million to $50 million.

As of September 30, 2005, approximately $23.5 million remained in
the reserve related to these actions. Upon completion, we expect to
have eliminated up to 600 positions on a worldwide basis.

In conjunction with and as a result of the actions being taken in Europe,

in the fourth quarter we also wrote off $16.0 million of deferred tax assets.

This write-off had no impact on cash. These deferred tax assets were
originally recognized in the prior year as part of a strategy to change the
structure of our French operations, including the creation of a new French
entity and operating structure. As a result of the restructuring actions
outlined above, implementation of this tax strategy is no longer economi-
cally prudent and the deferred tax assets were therefore written off. It
should also be noted that the majority of the pre-tax restructuring charge
associated with Europe was recorded without a tax benefit,

Also in the fourth quarter of 2005, Batesville Casket recorded a special
charge of approximately $0.8 million for severance and benefit-related
costs resulting from a right-sizing of the operation. All charges associated
with this action will be paid in cash and are expected to be incurred over
the next twelve months. At September 30, 2005, approximately $0.8
million remained in the reserve.

In the third fiscal quarter of 2005, we announced plans to close Batesville
Casket’s Nashua, New Hampshire plant and consolidate Batesville’s solid
wood casket production into its Batesville, Mississippi plant (“Panola”).
The consolidation of the two plants is expected to result in a total pre-tax
charge of approximately $4.5 million, that should be realized through the
estimated compietion of the consolidation in the second quarter of fiscal
2006. Cash components of these charges include approximately $2.3
million in employee-related costs, including severance, pension and other
termination benefits, and approximately $1.6 million in costs related to
the transfer of equipment, training of employees and other associated
costs. The remaining $0.6 million consists of non-cash charges result-
ing from the accelerated depreciation of equipment and amortization of
software. Approximately $2.8 million of this charge was incurred in fiscal
2005, of which $1.5 million of severance and benefit costs was recorded
as a special charge in the third quarter. Upon completion, this action is
expected to lower operating costs by approximately $4.3 million {pre-tax)
annually, which includes $0.2 million in reduced depreciation. At
September 30, 2005, approximately $1.7 million remained in the reserve.
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Additionally, in the third fiscal quarter of 2005 we announced the retire-
ment of Frederick W. Rockwood, former Chief Executive Officer. We
incurred a charge of approximately $2.4 million related to future payments
and other compensation related items under the terms of Mr. Rockwood's
retirement agreement. At September 30, 2005, approximately $1.9 million
remained in the reserve.

On March 22, 2005, the Food and Drug Administration (FDA) and the
U.S. Department of Justice initiated a seizure at Vail Products, inc.,

of Toledo, Ohio, on several models of an enclosure bed system
manufactured by Vail, and advised Vail's customers to cease using
those beds immediately. On June 24, 2005, the FDA announced that
Vail Products was permanently ceasing the manufacture, sale, and
distribution of all Vail enclosed bed systems and would no longer be
available to provide accessories, replacement parts, or retrofit kits.
Hill-Rom was a distributor of Vail products and had a number of the
affected beds in its rental fleet. In its role as a distributor, Hill-Rom
responded promptly to the FDA notification and permanently ceased all
sale or rental of the affected products. As a result, in the'third quarter of
fiscal 2005, we recorded a $1.7 million impairment on these assets.

2004 Actions

During the fourth fiscal quarter of 2004, we announced a restructuring
intended to better align Hill-Rom’s financial and personnel resources to
fully support its strategic initiatives, decrease overall costs, and improve
overall performance in Europe. The plan included the expected elimination
of approximately 130 salaried positions in the U.S. and approximately

100 positions in Europe and resulted in a fourth quarter charge of
approximately $7.1 million associated with severance and benefit-related
costs. In relation to this realignment, the Hillenbrand corporate organiza-
tion recorded an additional severance charge of $0.2 million. During fiscal
2005, approximately $0.8 million of the originally recorded reserve was
reversed, primarily related to the transfer of personnel to other open
positions within the organization. As of September 30, 2005, approximately
$0.6 million remained in the reserve, related to the payout of terminated
positions. All remaining obligations associated with this action will be
settled in cash.

2003 Actions

During the third fiscal quarter of 2003, we announced a new business
structure at Hill-Rom to accelerate the execution of its strategy and
strengthen its businesses. As a result of this action, Hill-Rom eliminated
288 salaried positions, with 85 of the original list of terminees being
transferred to other positions in line with Hill-Rom’s strategy. In addition,
approximately 90 new positions were hired under the new business
structure. A fiscal 2003 third quarter charge of $9.4 million was recognized
with respect to this action, essentially all related to severance and
benefit-related costs. During fiscal 2004, approximately $1.6 million of the
originally recorded reserve was reversed. This action was completed
during the first quarter of fiscal 2005.

Other

In addition to the reserve balances outlined above, approximately $1.8
million of accrued liabilities were outstanding at September 30, 2005
related to retirement obligations of W August Hillenbrand, a former Chief
Executive Officer of the Company. Mr. Hillenbrand retired in the fourth
calendar quarter of 2000.

CRITICAL ACCOUNTING POLICIES

Our accounting policies, including those described below, require
management to make significant estimates and assumptions using
information available at the time the estimates are made. Such estimates
and assumptions significantly affect various reported amounts of assets,
liabilities, revenues and expenses. If future experience differs materially




from these estimates and assumptions, results of operations and
financial condition could be affected. A more detailed description of our
accounting policies is included in the Notes to our Consolidated Financial
Statements included in this Annual Report.

Revenue Recognition

Net revenues reflect gross revenues less sales discounts and allowances
and customer returns for product sales and a provision for uncollectible
receivables for rentals. Revenue recognition for product sales and rentals
is evaluated under the following criteria:

¢ Evidence of an arrangement: Revenue is recognized when there is
evidence of an agreement with the customer reflecting the terms and
conditions to deliver products or services.

¢ Delivery: For products, delivery is considered to occur upon receipt by
the customer and the transfer of title and risk of loss. For rental revenue,
delivery is considered to occur when the services are rendered.

* Fixed or determinable price: The sales price is considered fixed or
determinable if it is not subject to refund or adjustment.

* Collection is deemed probable: At or prior to the time of a transaction,
credit reviews of each customer are performed to determine the credit-
worthiness of the customer. Collection is deemed probable if the customer
is expected to be able to pay amounts under the arrangement as those
amounts become due. If collection is not probable, revenue is recognized
when collection becomes probable, generally upon cash collection.

As a general interpretation of the above guidelines, revenues for health
care products in the patient care environment and for casket and
cremation products in the funeral services portion of our business are
generally recognized upon delivery of the products to the customer and
their assumption of risk of loss and other risks and rewards of ownership.
Local business customs and non-standard sales terms can sometimes
result in deviations to this normal practice in certain instances.

For non-invasive therapy products within our health care business, the
majority of product offerings are rental products for which revenues are
recognized consistent with the rendering of the service and use of
products. These revenues are recorded net of a provision for uncollectible
receivables based upon historic payment and coverage patterns for the
various products and paying entities. For The Vest™ product, which was
acquired in 2004 with the acquisition of ARI, revenue is generally
recognized at the time of receipt of authorization for billing from the

_ applicable paying entity based on the specifics of the authorization and
the period of product usage by the patient.

For health care products and services aimed at improving operational
efficiency and asset utilization, various revenue recognition techniques are
used, depending on the offering. Several of these offerings routinely resuit
in the deferral of revenues until specified services are delivered. Service
contract revenue is generally recognized ratably over the contract period,
if applicable, or as services are rendered. Product-related goods are
generally recognized upon delivery to the customer, similar to products in
the patient care environment, while services are recognized as rendered.

For product sales, based on estimated product returns and price
concessions, a reserve for returns and allowances is recorded at the
time of the sale, resulting in a reduction of revenue. An allowance for
doubtful accounts is recorded based upon the estimated collectibility
of receivables, resulting in an increase in operating expenses.

Liabilities for Loss Contingencies Related to Lawsuits

We are involved on an ongoing basis in claims and lawsuits relating to
our operations, including environmental, antitrust, patent infringement,

business practices, commercial transactions and other matters. The
ultimate outcome of these lawsuits cannot be predicted with certainty. An
estimated loss from these contingencies is recognized when we believe

it is probable that a loss has been incurred and the amount of the loss
can be reasonably estimated. However, it is difficult to measure the actual
loss that might be incurred related to litigation. The ultimate outcome

of these lawsuits could have a material adverse effect on our financial
condition, results of operations and cash flow.

Legal fees associated with claims and lawsuits are generaily expensed
as incurred. Upon recognition of an estimated loss resulting from a
settlement, an estimate of legal fees to complete the settlement are also
included in the amount of the loss recognized.

We are also involved in other possible claims, including product liability,
workers compensation, auto liability and employment related matters.
These have deductibles and self-insured retentions ranging from $150
thousand to $1.5 million per occurrence or per claim, depending upon
the type of coverage and policy period.

Since December 1998, we have purchased deductible reimbursement
policies from our wholly-owned insurance company, Sycamore Insurance
Company, Ltd., for the deductibles and self-insured retentions associated
with our product liability, workers compensation and auto liability
programs. Outside insurance companies and third-party claims adminis-
trators establish individual claim reserves and an independent outside
actuary provides estimates of ultimate projected losses, including
incurred but not reported claims. The actuary also provides estimates of
ultimate projected losses used to determine accrual adequacy for losses
incurred prior to December 1999.

Claim reserves for employment related matters are established based
upon advice from internal and external counsel and historical settlement
information for claims and related fees, when such amounts are consid-
ered probable of payment.

The recorded amounts represent our best estimate of the costs we will
incur in relation to such exposures, but it is possible that actual costs
could differ from those estimates.

Goodwill and Intangible Assets

Goodwill and certain other indefinite-lived intangible assets are no longer
amortized, but instead are subject to periodic impairment evaluations
under SFAS No. 142, “Goodwill and Other Intangible Assets”. Our most
recent impairment assessment was completed during the third quarter
of 2005, which indicated that there was no impairment with respect to
goodwill or other recorded intangible assets. With the exception of good-
will, the majority of our intangible assets are subject to amortization. The
majority of our goodwill resides at Hill-Rom.

In performing periodic impairment tests, the fair value of the reporting unit
is compared to the carrying value, including goodwill and intangible
assets. If the fair value exceeds the carrying value, there is no impair-
ment. If the carrying value exceeds the fair value, however, an impairment
condition exists. The impairment loss is determined based on the excess
of the carrying value of the goodwill or intangible asset to their respective
implied or assigned fair values. Impairment tests are required to be
conducted at least annually, or when events or conditions occur that
might suggest a possible impairment. These events or conditions include,
but are not limited to, a change in the business environment, legal
factors, regulatory changes, loss of key personnel, sale or disposition of a
significant portion of a reporting unit or a change in reporting structure.
The occurrence of one of these events or conditions could significantly
impact an impairment assessment, necessitating an impairment charge
and adversely affecting our results of operations.
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For purposes of our annual goodwill impairment assessment, the
Company has defined its reporting units as Batesville Casket and the
divisions operating within Hill-Rom, with goodwill having been allocated
among the Hill-Rom reporting units based on the relative fair value of
those divisions when the divisional structure was adopted during fiscal
2003. With the implementation of the new reporting structure at Hill-Rom
in fiscal 2006, goodwill within the Hill-Bom reporting units will be
reallocated based upon the relative value of the new divisions.

Stock-Based Compensation

We apply the provisions of Accounting Principles Board (APB) Opinion
No. 25, “Accounting for Stock Issued to Employees,” in accounting for
stock-based compensation. As a result, no compensation expense is
recognized for stock options granted with exercise prices equivalent to
the fair market value of the stock on date of grant. SFAS No. 123,
“Accounting for Stock-Based Compensation” provides an alternative
method of accounting for stock options based on fair value concepts and
the use of an option-pricing model. Accounting for stock options in
accordance with SFAS No. 123 would have reduced our earnings as
outlined in Note 1 to the Consolidated Financial Statements. In December
2004, the Financial Accounting Standards Board (FASB) issued SFAS No.
123(R), “Share-Based Payment.” This Statement requires companies to
measure and recognize compensation expense for all stock options and
share-based compensation transactions using a fair-value-based
method. SFAS No. 123(R) thereby eliminates the use of the intrinsic value
method of accounting in APB Opinion No. 25. In April 2005, the effective
date of SFAS No. 123(R) was delayed for us until the first quarter of fiscal
2006. See further discussion of SFAS No. 123(R) in Notes 1 and 11 to the
Consolidated Financial Statements.

Retirement Plans

We sponsor retirement plans covering a majority of employees. Expense
recognized in relation to defined benefit retirement plans is based upon
actuarial valuations and inherent in those valuations are key assumptions
including discount rates, expected returns on assets and projected future
salary rates. The discount rates used in the valuation of our defined
benefit pension plans are evaluated annually based on current market
conditions. In setting these rates we utilize long-term bond indices as a
preliminary indication of interest rate movements, and then make
adjustments to the respective indices to reflect differences in the terms of
the bonds covered under the indices in comparison to the projected
outflow of our pension obligations. Our overall expected long-term rate of
return on pension assets is based primarily on historical returns, which
are inflation adjusted and weighted for the expected return for each
component of the investment portfolio. Our rate of assumed compensa-
tion increase is also based on our specific historical trends of past wage
adjustments in recent years.

Changes in retirement benefit expense and the recognized obligation
may occur in the future as a result of a number of factors, including
changes to any of these assumptions. Our expected rate of return on
plan assets was 8.00 percent for fiscal 2005, an increase from 7.75
percent for fiscal year 2004. This 25 basis point increase in the expected
rate of return on plan assets is expected to reduce fiscal 2006 pension
expense by approximately $0.5 million. The discount rate was reduced
from 6.00 percent in 2004 to 5.50 percent in 2005. For each 25 basis
point decrease in the discount rate, fiscal 2006 pension expense is
expected to increase by approximately $1.4 million. Impacts from
assumption changes could be positive or negative depending on the
direction of the change in rates. See Note 6 to the Consolidated Financial
Statements, which statements are included under ltem 8, for key
assumptions and other information regarding recent changes to our
retirement plans.
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Valuation Allowances Recorded Against Deferred Tax Assets
and Allocated Tax Reserves

We have a variety of deferred tax assets in numerous tax jurisdictions.
These deferred tax assets are subject to periodic assessment as to
recoverability and if it is determined that it is more likely than not that the
benefits will not be realized, valuation allowances are recognized. We
have recorded valuation allowances against certain of our deferred tax
assets, primarily those related to foreign tax attributes in countries with
poor operating results, capital loss carryforwards in the United States
where future capital gains may not be available to realize the benefit and
other domestic tax attributes with extended carryforward periods. In
evaluating whether it is more likely than not that we would recover these
deferred tax assets, future taxable income, the reversal of existing
temporary differences and tax planning strategies are considered.

We believe that our estimates for the valuation allowances recorded
against deferred tax assets are appropriate based on current facts and
circumstances. We currently have $112.4 million of valuation allowances
on deferred tax assets, on a tax-effected basis, principally related to
foreign operating loss carryforwards, capital loss carryforwards and other
domestic tax attributes.

Investments

Upon the sale of Forethought, certain private equity limited partnerships
previously held in the insurance investment portfolio were retained. We
continue to use the equity method of accounting for these investments,
with earnings or losses reported within Other income in the Statements
of Consolidated Income (Loss). Qur portion of any unrealized gains

and losses related to such investments are charged or credited to
accumulated other comprehensive income (lcss) in shareholders’ equity,
and deferred taxes are recognized for the income tax effect of any such
unrealized gains and losses. Earnings and values for investments
accounted for under the equity method are determined based on audited
financial statements provided by the investment companies. Other
minority investments made outside of the former insurance business
porifolio are accounted for on either a cost or equity basis, dependent
upon our level of influence over the investee.

The seller financing provided upon the divestiture of Forethought included
preferred stock at a notional amount of $28.7 million, which accrues
cumulative dividends at the rate of 5 percent per annum. The preferred
stock is redeemable at any time at the option of FFS Holdings, Inc. and
must be redeemed by FFS Holdings, Inc. under specified circumstances.
This investment is recorded at amortized cost and classified as held-
to-maturity.

When a security is sold, we report the difference between the sales
proceeds and amortized cost (determined based on specific identification)
as a capital gain or loss.

We regularly evaluate all investments for possible impairment based on
current economic conditions, credit loss experience and other criteria.

If there is a decline in a security’s net realizable value that is other-than-
temporary, the decline is recognized as a realized loss and the cost basis
of the security is reduced to its estimated fair value. Select criteria utilized
in analyzing individual securities for impairment include:

* The extent and duration to which the market value of a security was
below its cost;

* Downgrades in debt ratings;

¢ Significant declines in value, regardless of the length of time the market
value was below cost;

* The status of principal and interest payments on debt securities;




¢ Financial condition and recent events impacting companies underlying
the securities; and

* General economic and industry conditions.

The evaluation of investments for impairment requires significant
judgments to be made including (i) the identification of potentially
impaired securities; (i) the determination of their estimated fair value; and
(iii) assessment of whether any decline in estimated fair value was other
than temporary. If new information becomes available or the financial
condition of the investee changes, our judgment may change resulting in
the recognition of an investment loss at that time. At September 30, 2005
accumulated other comprehensive income included net unrealized gains
on investments of $13.1 million, which included unrealized losses of

$0.2 million. These unrealized losses are considered to be temporary.

Environmental Matters

We are committed to operating all of our businesses in a manner that
protects the environment. in the past year, we were issued one violation
letter alleging violation of certain environmental permit conditions. The
violation involved no fines or penalties. We, however, have successfully
implemented measures to abate such conditions in compliance with the
underlying agreements and/or regulations. In the past, we have voluntarily
entered into remediation agreements with various environmental authori-
ties to address onsite and offsite environmental impacts. We have also
been notified as a potentially responsible party in investigations of certain
offsite disposal facilities. Based on the nature and volume of materials
involved, the cost of such onsite and offsite remediation activities to be
incurred by us in which we are currently involved is not expected to
exceed $1 million. We believe we have provided adequate reserves in our
financial statements for all of these matters, which have been determined
without consideration of possible loss recoveries from third parties. Future
events or changes in existing laws and regulations or their interpretation
may require us to make additional expenditures in the future. The cost or
need for any such additional expenditures is not known.

Accounting Standards

In December 2004, the FASB issued SFAS No. 123(R}, “Share-Based
Payment.” This Statement requires companies to measure and
recognize compensation expense for all stock options and share-based
compensation transactions using a fair-value-based method. SFAS No.
123(R) thereby eliminates the use of the intrinsic value method of
accounting in APB No. 25, “Accounting for Stock Issued to Employees”,
which was permitted under SFAS No. 123, as long as the footnotes to the
financial statements disclosed pro forma net income as if the fair-value-
based method had been used. In April 2005, the effective date of SFAS
No. 123(R) was delayed to annual periods beginning after June 15, 2005,
and thus will become effective for us in the first quarter of fiscal 2006.
We plan to adopt SFAS No. 123(R} using the modified prospective
application method, whereby we will apply this Statement to new and
modified awards in fiscal periods beginning after the required effective
date as well as to the nonvested portion of awards granted before the
required effective date and outstanding at the date of adoption. The
impact of adopting SFAS No. 123(R) may vary with the pro forma
disclosure presented in Note 1 to the Consolidated Financial Statements
for the reasons described therein.

Some of our stock-based compensation awards, inciuding both stock
options and restricted stock units, have a retirement eligible provision,
whereby awards granted to employees who have reached the age of 55,
have provided five years of service, and have completed at least one year
of service following the grant date of the award, automatically vest when
they retire from the company. We have previously accounted for this type
of arrangement by recognizing compensation cost (for both pro forma
and recognition purposes) over the nominal vesting period (i.e. over the

full stated vesting period of the award) and, if the employee retired before
the end of the vesting period, recognizing any remaining unrecognized
compensation cost at the date of retirement. Upon adoption of SFAS No.
123(R) on October 1, 2005, new awards will be subject to the non-
substantive vesting period approach, which specifies that an award is
vested when the employee’s retention of the award is no longer contin-
gent on providing subsequent service. Recognizing that many companies
followed the nominal vesting period, the SEC issued guidance for
converting to the non-substantive vesting period approach. We revised
our approach to apply the non-substantive vesting period approach to all
new grants after adoption, but will continue to follow the nominal vesting
period approach for the remaining portion of unvested outstanding
awards. The transition to the non-substantive vesting period approach
was negligible going forward due to our decision to accelerate the vesting
of underwater stock options and the relatively recent introduction of
restricted stock units. An additional requirement of SFAS No. 123(R) is
that estimated forfeitures be considered in determining compensation
expense. As previously permitted, we recorded forfeitures when they
occurred. We also accelerated the vesting of certain unvested and
underwater stock options as discussed in Note 1 to the Consolidated
Financial Statements. Because of the change to the non-substantive
vesting period approach, the application of estimated forfeitures, the
acceleration of vesting on underwater stock options, the fact that our
options vest over three years and additional option grants are expected
to be made subsequent to September 30, 2005, the results of expensing
stock-based compensation after adoption of SFAS No. 123(R) may have
a materially different effect on net income in future years than that
presented in Note 1 to the Consolidated Financial Statements.

In November 2004, the FASB issued SFAS No. 151, “Inventory Costs”, to
amend Accounting Research Bulletin (ARB) No. 43, Chapter 4, “Inventory
Pricing”. SFAS No. 151 clarifies the accounting for abnormal amounts of
idle facility expense, freight, handling costs, and wasted material by
requiring these items to be recognized as current-period charges.
Additionally, the Statement requires that allocation of fixed production
overheads to the costs of conversion be based on normal capacity of the
production facilities. The adoption of SFAS No. 151 is required for fiscal
years beginning after June 15, 2005. We adopted SFAS No. 151 in the
second quarter of fiscal 2005 without an impact on our consolidated
financial statements and results of operations.

In December 2004, the FASB issued SFAS No. 153, “Exchanges of
Nonmonetary Assets, an amendment of APB Opinion No. 29, Accounting
for Nonmonetary Assets”. SFAS No. 153 requires that exchanges of
nonmonetary assets be measured based on the fair value of the assets
exchanged. Further, it expands the exception for nonmonetary exchang-
es of similar productive assets to nonmonetary assets that dc not have
commercial substance. The provisions of the Statement are effective for
nonmonetary asset exchanges occurring in fiscal periods beginning after
June 15, 2005. The adoption of the provisions of SFAS No. 153 is not
expected to have a material impact on our consolidated financial
statements or results of operations.

In May 2005, the FASB issued SFAS No. 154, “Accounting Changes and
Error Corrections — a Replacement of APB Opinion No. 20 and FASB
Statement No. 3". SFAS No. 154 provides guidance on the accounting for
and reporting of accounting changes and error corrections. It establishes,
unless impracticable, retrospective application as the required method for
reporting a change in accounting principle. This Statement also provides
guidance for determining whether retrospective application of a change

in accounting principle is impracticable and for reporting a change when
retrospective application is impracticable. The reporting of a correction

of an error by restating previously issued financial statements is also
addressed by this Statement. SFAS No. 154 is effective for accounting
changes and corrections of errors made in fiscal years beginning after
December 15, 2005. We are required to adopt the provisions of SFAS No.
154, as applicable, beginning in fiscal year 2007.
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS (CONT.)

Hillenbrand Industries, Inc. and Subsidiaries

In March 2005, the FASB issued FASB interpretation No. 47 (“FIN 47"),
“Accounting for Conditional Asset Retirement Obligations, an interpre-
tation of FASB Statement No. 143, Accounting for Asset Retirement
Obligations.” Conditional asset retirement obligations are defined as legal
obligations to perform an asset retirement activity in which the timing
and/or method of settlement are conditional based on a future event

that may or may not be within the control of the company. The obliga-
tion to perform the asset retirement activity is unconditional even though
uncertainty exists about the timing and/or method of settlement. FIN

47 clarifies that a company is required to recognize a liability for the fair
value of the conditional asset retirement obligation if the fair value of the
liability can be reasonably estimated and provides guidance for deter-
mining when a company would have sufficient information to reasonably
estimate the fair value of the obligation. This Interpretation is effective no
later than the end of fiscal years ending after December 15, 2005. We are
currently evaluating the effect of this Interpretation on our consolidated
financial statements and results of operations.

At its November 2004 meeting, the FASB ratified the consensus reached
by the Emerging Issues Task Force (EITF) regarding Issue No. 03-13,
“Applying the Conditions in Paragraph 42 of SFAS No. 144, Accounting
for the Impairment or Disposal of Long-Lived Assets, in Determining
Whether to Report Discontinued Operations.” The Issue provides a model
to assist in evaluating (a) which cash flows should be considered in the
determination of whether cash of the discontinued operation have been,
or will be, eliminated from ongoing operations and (b) the types of
continuing involvement that constitute significant continuing involvement.
The Issue should be applied to a component of an enterprise that is
either disposed of or classified as held for sale in fiscal periods beginning
after December 15, 2004. in analyzing the model included in this Issue,
we determined that, although we receive continuing cash flows from a
transition agreement with the previously disposed Forethought business,
these cash fiows are not significant, they are indirect cash flows and we
do not have significant continuing involvement in the operations of their
business. Therefore, the classification of Forethought as a discontinued
operation under SFAS No. 144 continues to be appropriate.

On October 22, 2004, the President signed the American Jobs Creation
Act of 2004 (the “Act”). The Act provides a deduction for income from
qualified domestic production activities, which will be phased in from
2005 - 2010. In return, the Act also provides for a two-year phase-out of
the existing extra-territorial income exclusion (ETI) for foreign sales that
was viewed to be inconsistent with international trade protocols by the
European Union. The net effect of the phase out of the ETI and the phase
in of this new deduction had no material impact on the effective tax rate
for 2005. In the long-term, we expect the new deduction will result in a
decrease in the annual effective tax rate by at least one percent based on
current earnings levels.

The Act has significantly changed the tax rules for nonqualified deferred
compensation plans including the Company’s plans and executive and
key employee contracts that have deferral or other delayed payment
features. As of January 1, 2005, we believe we have been in operational
compliance with legal and regulatory requirements. Pending issuance
of final rules from the U.S. Department of the Treasury, we will make
appropriate amendments to Board plans, executive plans and executive
contracts as required before the current December 31, 2006 deadline.

Under the guidance in FASB Staff Position (FSP) No. FAS 109-1,
Application of FASB Statement No. 108, “Accounting for Income Taxes”,
to the Tax Deduction on Qualified Production Activities Provided by The
American Jobs Creation Act of 2004, the deduction will be treated as a
“special deduction” as described in FASB Statement 109. As such, the
special deduction has no effect on deferred tax assets and liabilities
existing at the enactment date. Rather, the impact of this deduction will
be reported in the period in which the deduction is claimed on our

tax return.

38 | Hillenbrand

In December 2004, the FASB also issued FSP No. FAS 109-2, Accounting
and Disclosure Guidance for the Foreign Earnings Repatriation Provision
within the American Jobs Creation Act of 2004. The Act created a
temporary incentive for U.S. corporations to repatriate accumulfated
income earned abroad by providing an 85 percent dividends received
deduction for certain dividends from controlled foreign corporations. It is
not anticipated that we will benefit from this provision of the Act.

QUANTITATIVE AND QUALITATIVE DISCLOSURES
ABOUT MARKET RISK

We are exposed to various market risks, including fluctuations in interest
rates, volatility in our investment portfolio, collection risk associated

with our notes receivable portfolio and variability in currency exchange
rates. We have established policies, procedures and internal processes
governing our management of market risks and the use of financial
instruments to manage our exposure to such risks.

We are subject to variability in foreign currency exchange rates primarily
in our European and Canadian operations. Exposure to this variability is
periodically managed primarily through the use of natural hedges,
whereby funding obligations and assets are both managed in the local
currency. We, from time to time, enter into currency exchange agree-
ments to manage our exposure arising from fluctuating exchange rates
related to specific transactions. The sensitivity of earnings and cash flows
to variability in exchange rates is assessed by applying an appropriate
range of potential rate fluctuations to our assets, obligations and
projected results of operations denominated in foreign currencies. Based
on our overall currency rate exposure at September 30, 2005, move-
ments in currency rates would not materially affect our financial condition.

The Company’s financial instruments are exposed 1o interest rate risk.
During 2005, we had two interest rate swap agreements outstanding that
converted our fixed interest rate expense to a floating basis. The notional
amount of the interest rate swaps was $200 million at September 30,
2005 and 2004. The gains or losses arising from the interest rate swap
contracts offset gains or losses on the underlving assets or liabilities

and are recognized as offsetting adjustments to the carrying amounts.
Our full exposure to floating rate risk is reduced due to the fact that the
Company had cash, cash equivalents, and current investments of $167.8
million and $180.2 million on hand in 2005 and 2004, respectively. These
holdings are exposed to floating rates as well, and therefore reduce our
total exposure to movements in rates. An analysis of the impact on the
Company's interest rate sensitive financial instruments to a hypothetical
100 basis point change in short-term interest rates compared to interest
rates at year-end showed no significant impact on earnings or cash.

As of September 30, 2005, the interest rate swap contracts reflected a
cumulative loss of $1.3 million, compared to a cumulative gain of $7.1
million as of September 30, 2004.

We are also subject to volatility in our investment portfolio, with a book
value of $71.5 million at September 30, 2005. The investment portfolio,
which includes equity partnerships among other investments, could be
adversely affected by general economic conditions, changes in interest
rates, default on debt instruments and other factors, resulting in an
adverse impact on our financial condition.

In addition, we have outstanding long-term notes receivable of $134.4
million as of September 30, 2005. This balance primarily represents the
seller financing provided to FFS Holdings, Inc., related to the divestiture
of Forethought, but also includes a number of notes with customers of
Batesville Casket and Hill-Rom associated with amounts owed on
product sales. Should Forethought fail to perform consistent with the
original expectations set forth by FFS Holdings, Inc. or underperform to
an extent that it cannot meet its financial obligations, or should general
eccnomic conditions or other factors result in defaults of our customer
notes, our earnings could be negatively impacted resulting in an adverse
impact on our financial condition.




STATEMENTS OF CONSOLIDATED INCOME (LOSS)
Hillenbrand Industries, Inc. and Subsidiaries

{Doftars in millions except per share data}

Fiscal Year Fiscal Year Fiscal Year
Ended Ended Ended
September 30, September 30, September 30,
2005 2004 2003
Net Revenues
Health Care sales $ 810.9 $ 736.9 3 748.2
Health Care rentals 467.8 452.1 317.8
Funeral Services sales 659.4 640.3 628.1
Total revenues 1,938.1 1,829.3 1,693.9
Cost of Revenues
Health Care cost of goods sold 448.1 382.2 369.5
Health Care rental expenses 293.2 2494 160.8
Funeral Services cost of goods sold 308.5 290.1 2781
Total cost of revenues 1,049.8 921.7 809.2
Gross Profit 888.3 907.6 884.7
Other operating expenses 603.5 581.6 544.0
Litigation charge (Note 17) 358.6 - -
Special charges (Note 8) 36.3 5.5 9.4
Operating (Loss) Profit {110.1) 320.5 331.3
Other (expense) income, net:
Interest expense (18.4) (15.2) (18.6)
Investment income 23.9 8.7 9.2
Loss on extinguishment of debt (Note 5) - (6.4) (15.7)
Other {11.3) 0.2 (25.9)
{Loss) Income from Continuing Operations
Before Income Taxes (115.9) 307.8 280.3
Income tax (benefit) expense (19.6) 119.6 99.7
{Loss) Income from Continuing Operations (96.3) 188.2 180.6
Discontinued Operations (Note 3):
Income (loss) from discontinued operations
(including (gain) loss on divestiture of
discontinued operations of $(0.2), $106.8 and $0) 1.6 (71.3) 13.5
Income tax (benefit) expense (0.6) (26.3) 5.1
income (loss) from discontinued operations 2.2 (45.0) 8.4
Net (Loss) Income $ (94.1) $ 142.3 $ 189.0
(Loss) income per common share from
continuing operations — Basic $ (1.56) $ 3.02 $ 2.91
Income {loss) per common share from
discontinued operations — Basic 0.04 (0.72) 0.14
Net (Loss) Income per Common Share - Basic $ (1.52) $ 2.30 $ 3.05
(Loss) income per common share from
continuing operations - Diluted $ (1.56) $ 3.00 $ 2.90
Income (loss) per common share from
discontinued operations - Diluted 0.04 (0.72) 0.14
Net (Loss) Income per Common Share - Diluted $ {(1.52) $ 2.28 3 3.04
Dividends per Common Share $ 1.12 $ 1.08 $ 1.00
Average Common Shares Qutstanding - Basic 61,774,283 62,237,404 62,032,768
Average Common Shares Outstanding - Diluted 61,774,283 62,725,372

Note: Certain per share amounts may not accurately add due to rounding.

See Notes to Consoelidated Financial Statements.

62,184,537
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CONSOLIDATED BALANCE SKEETS
Hillenbrand Industries, Inc. and Subsidiaries

(Dollars in millions)

September 30, September 30,
2005 2004

ASSETS
Current Assets
Cash and cash equivalents $ 76.8 $ 127.7
Current investments (Note 1) 91.0 52.5
Trade accounts receivable, less allowances of

$39.3 in 2005 and $30.7 in 2004 (Note 1) 448.1 416.7
Inventories (Note 1) 124.1 121.5
Deferred income taxes (Notes 1 and 9) 122.6 12.2
Other 279 15.5
Total current assets 890.5 746.1
Equipment Leased to Others (Note 1) ' 364.5 324.9

Less accumulated depreciation 201.7 174.2
Equipment |leased to others, net 162.8 150.7
Property (Note 1) 678.8 679.0

Less accumulated depreciation 465.0 457.5
Property, net 213.8 221.5
Investments (Note 1) 71.5 79.5
Other Assets
Intangible assets:

Goodwill (Notes 1 and 2) 423.7 429.3

Software and other (Note 1) 1729 1901
Notes receivable, net of discounts (Note 4) 1344 1211
Prepaid pension costs (Note 6} 333 -
Deferred charges and other assets 16.3 33.1
Total other assets 780.6 773.6
Assets of Discontinued Operations (Note 3) 110.0 98.3
Total Assets $ 22202 $  2,069.7
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September 30, September 30,
2005 2004

LIABILITIES
Current Liabilities
Trade accounts payable $ 98.0 $ 93.6
Short-term borrowings (Note 5) 6.1 11.0
Income taxes payable (Note 9) 5.2 0.4
Accrued compensation 59.2 85.3
Accrued litigation charge (Note 17) 358.6 -
Accrued product warranties (Note 1) 16.6 18.6
Accrued customer rebates 23.4 21.9
Accrued restructuring (Note 8) 27.8 9.0
Other 741 69.1
Total current liabilities 669.0 308.9
Long-Term Debt (Notes 5 and 12) 350.7 359.9
Other Long-Term Liabilities 106.2 124.7
Deferred Income Taxes (Notes 1 and 9) 36.9 4.7
Liabilities of Discontinued Operations (Note 3) 102.4 91.6
Total Liabilities 1,265.2 889.8
Commitments and Contingencies (Note 17)
SHAREHOLDERS’ EQUITY (Notes 7 and 11)
Common stock - without par value:

Authorized — 199,000,000 shares

Issued — 80,323,912 shares in 2005 and 2004 4.4 4.4
Additional paid-in capital 66.8 62.1
Retained earnings 1,495.4 1,668.9
Accumuiated other comprehensive income (Note 1) 0.5 6.0
Treasury stock, at cost: 2005 — 19,060,354 shares

2004 - 18,363,520 shares (603.1) (551.5)
Total Shareholders’ Equity 964.0 1,179.9
Total Liabilities and Shareholders’ Equity $ 22292 $ 2,069.7

See Notes to Consolidated Financial Statements.
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STATEMENTS OF CONSOLIDATED CASH FLOWS

Hillenbrand Industries, Inc. and Subsidiaries

(Dollars in miltions)

Fiscal Year Fiscal Year Fiscal Year
Ended Ended Ended
September 30, September 30, September 30,
2005 2004 2003
Operating Activities
Net (loss) income $ (94.1) $ 143.2 3 189.0
Adjustments to reconcile net {loss) income to
net cash flows from operating activities:
Depreciation, amortization and write-down of intangibles 114.0 108.1 751
Accretion and capitalized interest on financing provided on divestiture (13.9) (3.4) -
Investment impairments 9.1 - 3.9
Litigation charge 358.6 - -
Provision for deferred income taxes {70.1) 374 70.8
(Gain) loss on divestiture of discontinued operations (net-of-tax) (0.1) 70.3 -
Loss on disposal of fixed assets 15.9 11.0 53
Loss on extinguishment of debt - 6.4 15.7
Defined benefit plan funding (76.9) 7.1 8.7)
Change in working capital excluding cash, current investments,
current debt, acquisitions and dispositions:
Trade accounts receivable (31.4) (13.8) 4.8)
Inventories (2.6) (23.2) (4.8)
Other current assets (12.3) 73.3 118.0
Trade accounts payable 4.3 (11.7) 2.4
Accrued expenses and other liabilities 19.5 (113.2) (186.5)
Change in insurance deferred policy acquisition costs - (1.0) 2.1
Change in insurance unearned revenue - 4.5 11.2
Increase in benefit reserves - 58.5 80.1
Net capital (gains) losses - Insurance - 4.4 49.4
Change in other insurance items, net - 31.2 8.0
Other, net 19.7 (15.5) (60.1)
Net cash provided by operating activities 239.7 348.6 366.1
Investing Activities
Capital expenditures and purchase of intangibles (121.2) (124.5) (114.7)
Proceeds on disposal of property and equipment
leased to others - - 1.1
Proceeds on sale of businesses - 149.0 -
Payment for acquisitions of businesses, net of cash acquired (9.5) (430.3) -
Investment purchases and capital calls (186.0) (85.2) (124.1)
Proceeds on investment sales and maturities 163.7 85.1 279.6
Insurance/bank investments:
Purchases {36.6) (616.0) (1,557.9)
Proceeds on maturities 22.4 93.9 355.7
Proceeds on sales 2.0 416.8 996.2
Net cash used in investing activities {175.2) (511.2) (164.1)
Financing Activities
Proceeds from interest rate swap terminations - - 26.5
Additions to short-term debt 0.9 6.2 5.2
Repayments of short-term debt {5.8) 0.7) (0.5)
Borrowings of long-term debt - 541.1 -
Repayments of long-term debt - (345.1) (184.8)
Debt issuance costs - (2.9) -
Payment of cash dividends (69.4) 67.4) (61.8)
Proceeds on exercise of options 18.9 25.3 2.5
Treasury stock acquired (71.6) (28.4) -
Insurance/bank deposits received 121 228.1 329.3
Insurance benefits paid - (221.6) (271.7)
Net cash (used in) provided by financing activities (114.9) 134.6 (155.3)
Effect of Exchange Rate Changes on Cash (0.5) 0.8 2.1
Total Cash Flows (50.9) (27.2) 48.8
Cash and Cash Equivalents
At beginning of period 127.7 154.9 106.1
At end of period $ 76.8 3 127.7 $ 154.9

See Notes to Consolidated Financial Statements.
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STATEMENTS OF CONSOLIDATED SHAREROLDERS’ EQUITY AND COMPREHENSIVE INCOME

Hillenbrand Industries, inc. and Subsidiaries

(Dollars in milfions)

Accumulated
Common Stock Other Common Stock
Shares Additional Retained Comprehensive in Treasury
Qutstanding Amount Paid-in-Capital Earnings Income (Loss) Shares Amount Total
Balance at September 30, 2002 61,702,410 $4.4 $43.7 $1,455.9 $ 40.1 18,621,502 $(545.1) $ 999.0
Comprehensive Income:
Net income - - - 189.0 - - - 189.0
Foreign currency translation adjustment - - - - 4.7 - - 47
Net change in unrealized gain (loss) on
available for sale securities - - - - 73.0 - - 73.0
Total comprehensive income 266.7
Dividends - - - (61.8) - - - (61.8)
Stock awards and option exercises 112,563 - 2.8 - - (112,563) 2.9 5.7
Balance at September 30, 2003 61,814,973 4.4 46.5 1,583.1 117.8 18,508,939 (542.2) 1,209.6
Comprehensive Income:
Net income - - - 143.2 - - - 143.2
Foreign currency transiation adjustment - - - - 3.0 - - 3.0
Net change in unrealized gain {loss) on
available for sale securities - - - - (113.8) - - (113.8)
Minimum pension liability - - - - (1.0 - - (1.0
Total comprehensive income 314
Dividends - - - (67.4) - - - 67.4)
Treasury shares acquired (475,200) - - - - 475,200 (28.4) (28.9)
Stock awards and option exercises 620,619 - 15.6 - - (620,619) 191 34.7
Balance at September 30, 2004 61,960,392 4.4 62.1 1,658.9 6.0 18,363,520 (551.5) 1,179.9
Comprehensive Loss:
Net loss - - - (94.1) - - - (94.1)
Foreign currency translation adjustment - - - - 10 - - 10
Net change in unrealized gain (loss) on
available for sale securities - - - - (1.5) - - (1.5)
Minimum pension liability - - - - (5.0) - - (5.0)
Total comprehensive loss (99.6)
Dividends - - - (69.4) - - - (69.4)
Treasury shares acquired (1,348,382) - - - - 1,348,382 (71.6) (71.6)
Stock awards and option exercises 651,548 - 4.7 ~ - (651,548) 20.0 24.7
Balance at September 30, 2005 61,263,558 $44 $66.8 $1,4954 $ 05 19,060,354 $(603.1] $ 964.0

See Notes to Consolidated Financial Statements.
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{Dollars in millions except per share data)
1. Summary of Significant Accounting Policies
Principles of Consolidation

The Consolidated Financial Statements include the accounts of the
Company and its wholly owned subsidiaries. Material intercompany
accounts and transactions have been eliminated in consolidation.

Nature of Operations

Hillenbrand Industries is organized into two major operating compa-
nies serving the health care and funeral services industries. Hill-Rom

is a manufacturer of equipment for the health care industry, a provider

of associated systems for wound, pulmonary and circulatory care and
provides biomedical equipment rentals and other services to enhance
the operational efficiency and asset utilization of health care facilities. its
products and services are marketed to acute and long-term health care
facilities and home care patients primarily in North America and Europe.
Hill-Rom generated 66.0 percent of Hillenbrand’s revenues from continu-
ing operations for the fiscal year ended September 30, 2005. Batesville
Casket serves the funeral services industry and produces metal and
hardwood burial caskets, cremation urns and caskets and marketing
support services. lts products are marketed to licensed funeral directors
operating licensed funeral homes primarily in North America. Batesville
Casket generated 34.0 percent of Hillenbrand’s revenues from continuing
operations for the fiscal year ended September 30, 2005. Prior to July

1, 2004, Forethought was our third operating company, and it marketed
funeral plans funded by life insurance policies and trust products.

We announced the planned divestitures of the infant care and piped-
medical gas businesses of Hill-Rom in the fourth quarter of fiscal 2003
and the pre-need insurance business of Forethought in the second
quarter of 2004 and divested each of those businesses in the first, third
and fourth quarters, respectively, of fiscal 2004, as further described

in Note 3 below. These operations are presented as discontinued
operations within our Statements of Consolidated Income (Loss) for all
periods presented. Under this presentation, the revenues and variable
costs associated with the businesses have been removed from the
individual line items comprising the Statements of Consolidated Income
(Loss) and presented in a separate section entitled, “Discontinued
Operations”. In addition, fixed costs related to the businesses eliminated
with the divestitures have also been included as a component of
discontinued operations. The results of discontinued operations are not
necessarily indicative of the results of the businesses if they had been
operated on a stand-alone basis. On the Consolidated Balance Sheets,
the assets and liabilities of the discontinued operations are also
presented separately beginning in the period in which the businesses
were discontinued. On the Statements of Consolidated Cash Flows,
proceeds from the sale of discontinued operations are classified as an
investing cash inflow and any losses are presented as a reconciling item
in the reconciliation of net (loss) income to net cash flows from operating
activities. Year-to-date operating, investing and financing activities of the
discontinued operations are reflected within the respective captions of
the Statements of Consolidated Cash Flows up to the disposal date and
consistent with previous periods. The remaining assets of Discontinued
Operations on the 2005 Consolidated Balance Sheets relate to
Forethought Federal Savings Bank, for which the sale is expected to
close during the first half of our 2006 fiscal year.

Use of Estimates

The preparation of financial statements in conformity with generally
accepted accounting principles requires management to make estimates
and assumptions that affect the reported amounts of certain assets and
liabilities and disclosure of contingent assets and liabilities at the date

of the financial statements and the reported amounts of revenue and
expense during the reporting period. Actual results could differ from
those estimates. Examples of such estimates include the establishment
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of liabilities related to our antitrust litigation settlement with Spartanburg
(Note 17), accrued warranties (Note 1), income taxes (Note 9) and self
insurance reserves (Note 17), among others.

Cash and Cash Equivalents

We consider investments in marketable securities and other highly liquid
instruments with a maturity of three months or less at date of purchase
to be cash equivalents. Investments which have no stated maturity are
also considered cash equivalents. All of our marketable securities may be
freely traded.

Current Investments

At September 30, 2005 and 2004, we held $91.0 million and $52.5
million, respectively, of current investments, which consist of auction
rate municipal bonds classified as available-for-sale securities. Qur
investments in these securities are recorded at cost, which approximates
fair market value due to their variable interest rates, which typically
reset every 7 to 35 days, and, despite the long-term nature of their
stated contractual maturities, we have the ability to quickly liquidate
these securities. As a result, we had no cumulative gross unrealized
holding gains (losses) or gross realized gains (losses) from our current
investments. All income generated from these current investments was
recorded as Investment income.

Trade Accounts Receivable

Trade accounts receivable are recorded at the invoiced amount and

do not bear interest, unless the transaction is an installment sale with
payment terms exceeding one year. The allowance for doubtful accounts
is our best estimate of the amount of probable credit losses and
collection risk in our existing accounts receivable. We determine the
allowance based on historical write-off experience by industry and the
reimbursement platform. Past due balances in our Health Care and
Funeral Services sales categories are reviewed individually for collectibility.
Health Care rental receivables are reviewed on a pooled basis based on
historical collection experience for each reimbursement type. Account
balances are charged against the allowance when we feel it is probable
the receivable will not be recovered. We do not have any off-balance-
sheet credit exposure related to our customers.

We generally hold our trade accounts receivable until they are paid.
Certain long-term receivables (See Note 4} are occasionally sold to third
parties, however, any recognized gain or loss on such sales has histori-
cally not been material.

As of September 30, 2005 and 2004 we had $39.3 million and $30.7
million in the allowance for doubtful accounts.

Inventories

Inventories are valued at the lower of cost or market. inventory costs are
determined by the last-in, first-out (LIFO) method for approximately 62
percent and 63 percent of our inventories at September 30, 2005 and
2004, respectively. Costs for other inventories have been determined
principally by the first-in, first-out (FIFO) method. Inventories at the end of
each period consist of the following:

2005 2004
Finished products $ 85.3 $ 87.6
Work in process 13.1 9.8
Raw materials 25.7 24.1
Total $124.1 $121.5

If the FIFO method of inventory accounting, which approximates current
cost, had been used for all inventories, they would have been approxi-
mately $13.1 million and $9.6 million higher than reported at September
30, 2005 and 2004, respectively.




Equipment Leased to Others

Equipment leased to others represents primarily rental units, which are
recorded at cost and depreciated on a straight-line basis over their
estimated economic life, ranging from 2 to 7 years. Total depreciation
expense for fiscal years 2005, 2004 and 2003 was $46.6 million, $42.3
million and $21.2 million, respectively. The majority of these units are
leased on a day-to-day basis. During the fourth quarter of fiscal 2005, we
recognized an asset inventory loss of $4.8 million upon completion of a
physical inventory of our equipment leased to others.

Property
Property is recorded at cost and depreciated over the estimated useful

life of the assets using principally the straight-line method. Ranges of
estimated useful lives are as follows:

Land improvements 15 - 25 years
Buildings and building equipment 20 - 40 years
Machinery and equipment 3-10vyears

When property is retired from service or otherwise disposed of, the cost
and related amount of depreciation or amortization are eliminated from
the asset and accumulated depreciation accounts, respectively. The
difference, if any, between the net asset value and the proceeds on sale
are charged or credited to income. Total depreciation expense for fiscal
years 2005, 2004 and 2003 was $43.2 million, $42.1 million and $39.2
million, respectively. The major components of property and the related
accumulated depreciation at September 30, were as follows:

2005 2004
Accumulated Accumulated
Cost Depreciation Cost Depreciation
L.and and land
improvements $ 147 $ 55 $ 152 $ 55
Buildings and building
equipment 162.3 103.1 163.8 100.0
Machinery and
equipment 501.8 356.4 500.0 352.0
Total $ 678.8 $ 465.0 $679.0 $ 457.5
Investments

Upon the sale of Forethought, certain private equity limited partner-
ships previously held in the insurance investment portfolio were retained.
Certain of these investments have additional commitments of up to $14.7
million, when called by the respective partnership. The timing of these
commitments are uncertain, but any required funding is expected to
accur over the next five years. We continue to use the equity method of
accounting for these investments, with earnings or losses reported within
Other income in the Statements of Consolidated Income (Loss). Our
portion of any unrealized gains {losses) related to such investments are
charged or credited to accumulated other comprehensive income (loss)
in shareholders’ equity, and deferred taxes are recognized for the income
tax effect of any such unrealized gains and losses. Earnings and values
for investments accounted for under the equity method are determined
based on audited financial statements provided by the investment
companies. Other minority investments made outside of the former
insurance business portfolio are accounted for on either a cost or equity
basis, dependent upon our level of influence over the investee.

The seller financing provided upon the divestiture of Forethought included
preferred stock at a notional amount of $28.7 million, which accrues
cumulative dividends at the rate of 5 percent per annum. The preferred
stock is redeemable at any time at the option of FFS Holdings, Inc., the
entity that purchased Forethought, and must be redeemed by FFS Hold-
ings, Inc. under specified circumstances. This investment is recorded at
amortized cost and classified as held-to-maturity.

When a security is sold, we report the difference between the sales
proceeds and amortized cost (determined based on specific identifica-
tion) as a capital gain or loss.

We regularly evaiuate all investments for possible impairment based on
current economic conditions, credit loss experience and other criteria. If
there is a decline in a security’s net realizable value that is other-than-
temporary, the decline is recognized as a realized loss and the cost basis
of the security is reduced to its estimated fair value. The evaluation of
investments for impairment requires significant judgments to be made
including (i) the identification of potentially impaired securities; (i) the
determination of their estimated fair value; and {jii) the assessment of
whether any decline in estimated fair value is other-than-temporary. For
the fiscal years ended September 30, 2005 and 2003, we recognized
impairments on our investments of $9.1 million and $3.9 milion,
respectively. We did not recognize any impairments during fiscal 2004.
These amounts were recorded as a component of Other expense within
our Statements of Consolidated Income (Loss).

Goodwill and Intangible Assets

Intangible assets, consisting predominantly of patents, trademarks

and software, are stated at cost and amortized on a straight-line basis
over periods generally ranging from 3 to 20 years. We review intangible
assets for impairment whenever events or changes in circumstances
indicate that the carrying value may not be recoverable or as required by
professional standards. If an intangible asset is considered impaired and
the carrying value exceeds its estimated fair value, an impairment loss

is recognized in an amount equal to that excess.

Statement of Financial Accounting Standards (SFAS) No. 142, “Goodwill
and Other Intangible Assets” addresses financial accounting and
reporting for acquired goodwill and other intangible assets upon their
acquisition and after they have been initially recognized in the financial
statements. Under this Standard, existing intangible assets are evaluated
for possible impairment when conditions warrant, but at least annualty.
In addition, goodwill and certain other indefinite-lived intangible assets
are no longer amortized.

Impairment assessments for goodwill are done on a reporting unit level.
For purposes of this assessment, the Company has defined its reporting
units as Batesville Casket and the divisions operating within Hill-Rom,
with goodwill having been allocated among the Hill-Rom reporting units
based on the relative fair value of those divisions when the divisional
structure was adopted during fiscal 2003. With the implementation of
the new reporting structure at Hill-Rom in fiscal 2006, goodwill within the
Hill-Rom reporting units will be reallocated based upon the relative fair
value of the new divisions. Our most recent annual impairment test was
completed during the third quarter of 2005 and reconfirmed the lack of
any impairment.

With the exception of goodwill and certain trademarks, all of our
intangible assets are subject to amortization. Qur goodwill, and many of
our intangible assets, however, are not deductible for income tax
purposes. Essentially all of our goodwill resides in the Hill-Rom Americas/
Asia Pacific segment. A summary of intangible assets and the related
accumulated amortization as of September 30 was as follows:

2005 2004
Accumulated Accumulated
Cost Amortization Cost Amortization
Goodwill $ 460.8 $ 37.1 $ 466.4 $ 371
Software 139.1 42.1 140.3 40.4
Other 96.3 20.4 168.4 78.2
Total $ 696.2 $ 99.6 $ 77541 $ 155.7

Amortization expense for fiscal years 2005, 2004 and 2003 was $24.2
million, $21.6 million and $13.2 million, respectively. Intangible asset
write-offs approximated $4.8 million in fiscal 2005 for the full impairment
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of certain assets no longer considered necessary to the execution of our
strategy and in connection with our 2005 restructuring actions within
Hill-Rom'’s Americas/Asia Pacific operations. Amortization expense for
all intangibles is expected to approximate the following for each of the
next five fiscal years and thereafter: $23.1 million in 2006, $21.7 million
in 2007, $21.1 million in 2008, $19.6 million in 2009, $17.9 million in 2010
and $65.6 million thereafter.

Goodwill increased $283.5 miilion during 2004, resulting from the
acquisitions of ARI, Medig and NaviCare, all within Hill-Rom. This
included $73.1 million and $197.2 million from the acquisitions of ARI
and Medig, respectively. The $13.2 million of goodwill resulting from the
NaviCare acquisition included approximately $1.7 miflion representing
the initial investment in NaviCare made during 2003.

Goodwill decreased $5.5 million during 2005, resulting from the true-up
of deferred taxes for opening balance sheet adjustments on ARI, Mediq
and NaviCare and a reduction to the previously accrued contingent
payment made to ARl in the first fiscal quarter of 2005.

Internal Use Software

Costs associated with internal use software are recorded in accordance
with American Institute of Certified Public Accountants Statement of
Position 98-1, “Accounting for Costs of Computer Software Developed or
Obtained for Internal Use.” Certain expenditures relating to the develop-
ment of software for internal use are capitalized in accordance with this
Statement, including applicable costs associated with the implementation
of our Enterprise Resource Planning system. The net book value of
computer software costs, included within Intangible assets, was $97.0
million and $99.9 million at September 30, 2005 and 2004, respectively.
Capitalized software costs are amortized on a straight-line basis over
periods ranging from five to ten years once the software is ready for its
intended use. Amortization expense approximated $15.2 million, $13.2
million and $11.0 million for fiscal years 2005, 2004 and 2003, respectively.

Guarantees

We routinely grant limited warranties on our products with respect to
defects in material and workmanship. The terms of these warranties are
generally one year, however, certain components and products have
longer warranty periods. We recognize a reserve with respect to these
obligations at the time of product sale, with subsequent warranty claims
recorded directly against the reserve. The amount of the warranty reserve
is determined based on historical trend experience for the covered
products. For more significant warranty-related matters which might
require a broad-based correction, separate reserves are established when
such events are identified and the cost of correction can be reasonably
estimated. A reconciliation of changes in our warranty reserve for fiscal
years 2005, 2004 and 2003 is as follows:

2005 2004 2003
Balance at beginning of period $ 186 $ 20.8 $ 231
Provision for warranties during
the period 13.2 13.8 23.2
Warranty reserves acquired - 1.7 -
Warranty claims during the period (15.2) (17.7) (25.5)
Balance at September 30 $ 16.6 $ 18.6 $ 20.8

In the normal course of business we enter into various other guarantees
and indemnities in our relationships with suppliers, service providers,
customers, business partners and others. Examples of these arrange-
ments would include guarantees of product performance, indemnifications
to service providers and indemnifications of our actions to business
partners. These guarantees and indemnifications would not materially
impact our financial condition or results of operations, although indemnifi-
cations associated with our actions generally have no dollar limitations.

In conjunction with our acquisition and divestiture activities, we have
entered into select guarantees and indemnifications of performance with
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respect to the fulfillment of our commitments under the respective
purchase and sale agreements. The arrangements generally indemnify
the buyer or seller for damages associated with breach of contract,
inaccuracies in representations and warranties surviving the closing date
and satisfaction of liabilities and commitments retained under the
applicable contract. For those representations and warranties which
survive closing, they generally survive for periods up to five years or the
expiration of the applicable statutes of limitations. Potential losses under
the indemnifications are generally limited to a portion of the original
transaction price, or to other lesser specific dollar amounts for select
provisions. With respect to sale transactions, we also routinely enter into
non-competition agreements for varying periods of time. Guarantees and
indemnifications with respect to acquisition and divestiture activities
would not materially impact our financial condition or results of operations.

Environmental Liabilities

Expenditures that relate to an existing condition caused by past opera-
tions, and which do not contribute to current or future revenue generation,
are expensed. A reserve is established when it is probable that a liability
has been incurred and the amount of the loss can be reasonably
estimated. These reserves are determined without consideration of
possible loss recoveries from third parties. More specifically, financial
management, in consultation with its environmental engineer, estimates
the range of liability based on current interpretations of environmental faws
and regulations. For each site in which a Company unit is involved, a
determination is made of the specific measures that are believed to be
required to remediate the site, the estimated total cost to carry out the
remediation plan and the periods in which we will make payments toward
the remediation plan. We do not make an estimate of general or specific
inflation for environmental matters since the number of sites is small, the
magnitude of costs to execute remediation plans is not significant and the
estimated time frames to remediate sites are not believed to be lengthy.

Specific costs included in environmental expense include site assessment,
development of a remediation plan, clean-up costs, post-remediation
expenditures, monitoring, fines, penalties and legal fees. The reserve
represents the expected undiscounted future cash outflows.

Expenditures that refate to current operations are charged to expense.
Self Insurance

We are self-insured up to certain limits for auto and general fiability,
workers’ compensation, general product liability and certain employee
health benefits including medical, drug and dental with the related
liabilities included in the accompanying financial statements. Our policy is
to estimate reserves based upon a number of factors inciuding known
claims, estimated incurred but not reported claims and actuarial analysis,
which are based on historical information along with certain assumptions
about future events. The estimated reserves for self insurance are
classified as Other Current Liabilities and Other Long-Term Liabilities
within the Consolidated Balance Sheets.

We carry external medical and disability insurance coverage for the
remainder of our eligible workforce not covered by self-insured plans. We
also carry stop-loss insurance coverage to mitigate severe losses under
external and self-insured plans. Insurance benefits are not provided to
retired employees.

Revenue Recognition - Sales and Rentals

Net revenues reflect gross revenues less sales discounts and allowances
and customer returns for product sales and a provision for uncollectible
receivables for rentals. Revenue recognition for product sales and rentals
is evaluated under the following criteria:

* Evidence of an arrangement: Revenue is recognized when there is
evidence of an agreement with the customer reflecting the terms and
conditions to deliver products or services.




* Delivery: For products, delivery is considered to occur upon receipt
by the customer and the transfer of title and risk of loss. For rental ser-
vices, delivery is considered to occur when the services are rendered.

¢ Fixed or determinable price: The sales price is considered fixed or
determinable if it is not subject to refund or adjustment.

s Collection is deemed probable: At or prior to the time of a transaction,
credit reviews of each customer are performed to determine the
creditworthiness of the customer. Collection is deemed probable if the
customer is expected to be able to pay amounts under the arrangement
as those amounts become due. If collection is not probable, revenug is
recognized when collection becomes probable, generally upon cash
collection.

As a general interpretation of the above guidelines, revenues for health
care products in the patient care environment and for casket and
cremation products in the funeral services portion of our business are
generally recognized upon delivery of the products to the customer and
their assumption of risk of loss and other risks and rewards of ownership.
Local business customs and non-standard sales terms can sometimes
result in deviations to this normal practice in certain instances.

For non-invasive therapy products within our heaith care business, the
majority of product offerings are rental products for which revenues are
recognized consistent with the rendering of the service and use of
products. These revenues are recorded net of a provision for uncollectible
receivables based upon historic payment and coverage patterns for the
various products and paying entities. For The Vest™ product, which was
acquired in 2004 with the acquisition of ARI, revenue is generally
recognized at the time of receipt of authorization for billing from the
applicable paying entity based on the specifics of the authorization and
the period of product usage by the patient.

For health care products and services aimed at improving operational
efficiency and asset utilization, various revenue recognition techniques are
used, depending on the offering. Several of these offerings routinely result
in the deferral of revenues until specified services are delivered. Service
contract revenue is generally recognized ratably over the contract period, if
applicable, or as services are rendered. Product-related goods are
generally recognized upon delivery o the customer, similar to products in
the patient care environment, while services are recognized as rendered.

For product sales, based on estimated product returns and price
concessions, a reserve for returns and allowances is recorded at the
time of the sale, resulting in a reduction of revenue. An allowance for
doubtful accounts is recorded based upon the estimated collectibility of
receivables, and results in an increase in operating expenses.

Cost of Revenues

Cost of goods sold for product sales consist primarily of purchased
material costs, fixed manufacturing expense, and variable direct labor
and overhead costs. Health Care rental expenses are those costs
associated directly with rental revenue, including depreciation and service
of our rental units, service center facility and personnel costs, and
regional sales expenses and commissions.

Research and Development Costs

Research and development costs are expensed as incurred and were
$50.5 million, $55.8 million and $59.2 million for fiscal years 2005, 2004
and 2003, respectively.

Distribution Costs

Distribution costs consist of shipping and handling costs and are
included in Other operating expenses in the Statements of Consolidated
Income (Loss). Distribution costs were $110.9 million, $109.5 million and
$106.6 million for fiscal years 2005, 2004 and 2003, respectively.

Advertising Costs

Advertising costs are expensed as incurred and were $8.6 million, $7.3
million and $8.5 million for fiscal years 2005, 2004 and 2003, respectively.

Comprehensive Income

SFAS No. 130, “Reporting Comprehensive income,” requires the net-
of-tax effect of unrealized gains or losses on our available-for-sale
securities, foreign currency translation adjustments and minimum pension
liability adjustments to be included in Comprehensive Income.

The composition of Accumulated other comprehensive income at
September 30, 2005 and 2004 is the net unrealized gains or losses on
available-for-sale securities of $8.9 million and $10.4 million, foreign
currency translation adjustments of ($1.6) million and ($2.6) million, and a
minimum pension liability of ($6.8) million and ($1.8) miltion, respectively.

Stock-Based Compensation

We apply the provisions of Accounting Principles Board (APB) Opinion
No. 25, “Accounting for Stock Issued to Employees”, in accounting for
stock-based compensation. As a result, no compensation expense is
recognized for stock options granted with exercise prices equivalent
to the fair market value of the stock on date of grant. Compensation
expense is recognized on other forms of stock-based compensation,
including stock and performance-based awards and units.

The following table illustrates the effect on net income and earnings per
share if we had applied the fair value recognition provisions of SFAS No. 123,
“Accounting for Stock-Based Compensation”, to all stock-based employee
compensation programs for fiscal years 2005, 2004 and 2003. The fair
values of stock option grants are estimated on the date of grant. Prior to
fiscal year 2005 we used the Black-Scholes option-pricing model, but all
stock options granted in fiscal year 2005 are valued with the Binomial
option-pricing model for pro forma expense purposes only, prior to our
adoption of SFAS 123(R) in fiscal 2008. Our Binomial mode! incorporates the
possibility of early exercise of options into the valuation, as well as our
historical exercise and termination experience to determine the option value.
For these reasons, we believe the Binomial model! provides a fair value that is
more representative of actual historical experience than the value calculated
under the Black-Scholes model. (See Note 11 for more details.)

2005 2004 2003
Net (loss) income, as reported $ (94.1) $ 1432 $ 182.0
Add:
Total stock-based employee
compensation, net of related
tax effects, included in net
income, as reported 2.6 2.6 1.0
Deduct:
Total stock-based employee
compensation, net of related
tax effects, assuming fair value
based method of accounting {9.9) (7.7) (5.8)
Pro forma net (loss) income ${(101.4) $ 13841 $ 184.2
(Loss) income per share:
Basic - as reported $ (1.52) $ 2.30 $ 3.05
Basic ~ pro forma $ (164 $ 222 $ 297
Diluted - as reported $ (1520 $ 228 $ 3.04
Diluted — pro forma $ (1.64) $ 2.20 $ 2.96

On September 1, 2005, the Company accelerated the vesting of certain
unvested and underwater options previously awarded to employees,
officers, and other eligible participants under the Company’s stock option
plans. As such, the Company fully vested options to purchase 793,117
shares of the Company’s common stock with exercise prices greater than
or equal to $50.48 per share. There was no expense recognition under
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the intrinsic value method to our Statements of Consolidated Income
(Loss) as a result of this action. In the pro forma table above, the total
avoided future compensation expense of $3.5 million (net-of-tax) on the
acceleration of these options appears as a 2005 pro forma expense, as
permitted in guidance provided by the FASB.

The purpose of the accelerated vesting of these options is to reduce the
Company’s future reported compensation expense upon the planned
adoption of SFAS 123(R) in the first quarter of 2006. Additionally, the
accelerated underwater stock options may not have been fully achieving
their original objectives of incentive compensation and employee retention.
The acceleration may have had a positive effect on employee morale,
retention and perception of value. The Company’s Board of Directors
believed, based on the potential expense savings and the current intrinsic
and perceived value of the accelerated stock options, that the acceleration
was in the best interests of the Company and its Shareholders.

Because of the acceleration of vesting described above, the fact that our
options vest over three years and additional option grants are expected to
be made subsequent to September 30, 2005, the results of expensing
stock options by applying the fair value method may have a materially
different effect on net income in future years than that presented above, or
if the accelerated vesting of underwater options had not been performed.

Income Taxes

The Company and its eligible domestic subsidiaries file a consolidated
U.S. income tax return. Foreign operations file income tax returns in a
number of jurisdictions. Deferred income taxes are computed in
accordance with SFAS No. 109, “Accounting for Income Taxes” and reflect
the net tax effects of temporary differences between the financial reporting
carrying amounts of assets and liabilities and the corresponding income
tax amounts. We have a variety of deferred tax assets in numerous tax
jurisdictions. These deferred tax assets are subject to periodic assessment
as to recoverability and if it is determined that it is more likely than not that
the benefits will not be realized, valuation allowances are recognized. In
evaluating whether it is more likely than not that we would recover these
deferred tax assets, future taxable income, the reversal of existing
temporary differences and tax planning strategies are considered.

Derivative Instruments and Hedging Activity

Derivative financial instruments are recognized on the Consolidated
Balance Sheets as either assets or liabilities and are measured at fair
value. Changes in the fair value of derivatives are recorded each period
in earnings or Accumulated other comprehensive income, depending

on whether a derivative is designated and effective as part of a hedge
transaction, and if it is, the type of hedge transaction. Gains and losses
on derivative instruments reported in Accumulated other comprehensive
income are subsequently included in earnings in the periods in which
earnings are affected by the hedged item. Our use of derivatives has
generally been limited to interest rate swaps, which did not have a mate-
rial effect on our financial position or results of operations for the periods
presented herein.

Foreign Currency Translation

The functional currency of foreign operations is generally the local
currency in the country of domicile. Assets and liabilities of foreign
operations are primarily translated into U.S. dollars at year-end rates of
exchange and the income statements are translated at the average rates
of exchange prevailing during the year. Adjustments resulting from
translation of the financial statements of foreign operations into U.S.
dollars are excluded from the determination of net income, but included
as a component of other comprehensive income. Foreign currency gains
and losses resulting from foreign currency transactions are included in
results of operations and are not material.
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Insurance Liabilities, Recognition of Insurance Policy Income, and
Related Benefits and Expenses

Prior to their divestiture, Forethought'’s life insurance subsidiaries sold
long-duration insurance contracts. Revenue was recognized on amounts
charged to the insurance liabilities for current benefits and expenses.
Premiums received in excess of the portion required to provide future
benefits and current expenses were deferred and also recognized as
revenue over the actuarially determined life of the contract. Benefit
reserves equaled the cash surrender values provided in the contracts.
Expenses were recorded for interest credited to the benefit reserve, death
benefits in excess of the benefit reserve and amortization of deferred
acquisition costs. (See Notes 3 and 15 for further details.)

Deferred Acquisition Costs

Prior to their divestiture, Forethought’s policy acquisition costs consisted
of commissions, certain policy issue expenses and premium taxes.

Such costs varied with, and were primarily related to, the production of
new business. These deferred acquisition costs were being amortized
consistently with unearned revenues. Amortization charged to expense
for fiscal years 2005, 2004 and 2003 was $0 million, $45.9 million and
$60.7 million, respectively. (See Notes 3 and 15 for further details.)

Reclassification

Certain prior year amounts have been reclassified to conform to the
current year’s presentation, including detailing certain accrued liabilities
that were previously included in other current liabilities.

Accounting Standards

In December 2004, the Financial Accounting Standards Board (FASB)
issued SFAS No. 123(R), “Share-Based Payment.” This Statement
requires companies to measure and recognize compensation expense
for all stock options and share-based compensation transactions using a
fair-value-based method. SFAS No. 123(R) thereby eliminates the use of
the intrinsic value method of accounting in APB No. 25, “Accounting for
Stock Issued to Employees”, which was permitted under SFAS No. 123,
as long as the footnotes to the financial statements disclosed pro forma
net income as if the fair-value-based method had been used. in April
2005, the effective date of SFAS No. 123(R) was delayed to annual peri-
ods beginning after June 15, 2005, and thus will become effective for us
in the first quarter of fiscal 2006. We plan to adopt SFAS No. 123(R) using
the modified prospective application method, whereby we will apply this
Statement to new and modified awards in fiscal periods beginning after
the required effective date as well as to the nonvested portion of awards
granted before the required effective date and outstanding at the date of
adoption. The impact of adopting SFAS No. 123(R) may vary with the
pro forma disclosure presented in Note 1 to the Consolidated Financial
Statements for the reasons described therein.

Some of our stock-based compensation awards, including both stock
options and restricted stock units, have a retirement eligible provision,
whereby awards granted to employees who have reached the age of 55,
have provided five years of service, and have completed at least one year
of service foliowing the grant date of the award, automatically vest when
they retire from the company. We have previously accounted for this type
of arrangement by recognizing compensation cost (for both pro forma
and recognition purposes) over the nominal vesting period (i.e. over the
full stated vesting period of the award) and, if the employee retired before
the end of the vesting period, recognizing any remaining unrecognized
compensation cost at the date of retirement. Upon adoption of SFAS No.
123(R) on October 1, 2005, new awards will be subject to the non-
substantive vesting period approach, which specifies that an award is
vested when the employee’s retention of the award is no longer contingent
on providing subsequent service. Recognizing that many companies
followed the nominal vesting period, the SEC issued guidance for
converting to the non-substantive vesting period approach. We revised
our approach to apply the non-substantive vesting period approach to all




new grants after adoption, but will continue to follow the nominal vesting
period approach for the remaining portion of unvested outstanding
awards. The transition to the non-substantive vesting period approach
was negligible going forward due to our decision to accelerate the vesting
of underwater stock options and the relatively recent introduction of
restricted stock units. An additional requirement of SFAS No. 123(R} is
that estimated forfeitures be considered in determining compensation
expense. As previously permitted, we recorded forfeitures when they
occurred. We also accelerated the vesting of certain unvested and
underwater stock options as discussed in Note 1 to the Consolidated
Financial Statements. Because of the change to the non-substantive
vesting period approach, the application of estimated forfeitures, the
acceleration of vesting on underwater stock options, the fact that our
options vest over three years and additional option grants are expected
to be made subsequent to September 30, 2005, the results of expensing
stock-based compensation after adoption of SFAS No. 123(R) may have
a materially different effect on net income in future years than that
presented in Note 1 to the Consolidated Financial Statements.

In November 2004, the FASB issued SFAS No. 151, “Inventory Costs”, to
amend Accounting Research Bulietin (ARB) No. 43, Chapter 4, “Inventory
Pricing”. SFAS No. 151 clarifies the accounting for abnormal amounts of
idle facility expense, freight, handling costs, and wasted material by
requiring these items to be recognized as current-period charges.
Additionally, the Statement requires that allocation of fixed production
overheads to the costs of conversion be based on normal capacity of the
production facilities. The adoption of SFAS No. 151 is required for fiscal
years beginning after June 15, 2005. We adopted SFAS No. 151 in the
second quarter of fiscal 2005 without an impact on our consolidated
financial statements and results of operations.

In December 2004, the FASB issued SFAS No. 153, “Exchanges of
Nonmonetary Assets, an amendment of APB Opinion No. 28, Accounting
for Nonmonetary Assets”. SFAS No. 153 requires that exchanges of
nonmonetary assets be measured based on the fair value of the assets
exchanged. Further, it expands the exception for nonmonetary exchanges
of similar productive assets to nonmonetary assets that do not have
commercial substance. The provisions of the Statement are effective for
nonmonetary asset exchanges occurring in fiscal periods beginning after
June 15, 2005. The adoption of the provisions of SFAS No. 153 is not
expected to have a material impact on our consolidated financial
statements or results of operations.

In May 2005, the FASB issued SFAS No. 154, “Accounting Changes and
Error Corrections — a Replacement of APB Opinion No. 20 and FASB
Statement No. 3”. SFAS No. 154 provides guidance on the accounting for
and reporting of accounting changes and ertror corrections. It establishes,
unless impracticable, retrospective application as the required method for
reporting a change in accounting principle. This Statement also provides
guidance for determining whether retrospective application of a change
in accounting principle is impracticable and for reporting a change when
retrospective application is impracticable. The reporting of a correction

of an error by restating previously issued financial statements is also
addressed by this Statement. SFAS No. 154 is effective for accounting
changes and corrections of errors made in fiscal years beginning after
December 15, 2005. We are required to adopt the provisions of SFAS

No. 154, as applicable, beginning in fiscal year 2007.

in March 2005, the FASB issued FASB Interpretation No. 47 (“FIN 47"),
“Accounting for Conditional Asset Retirement Obligations, an interpretation
of FASB Statement No. 143, Accounting for Asset Retirement Obligations.”
Conditional asset retirement obligations are defined as legal obligations to
perform an asset retirement activity in which the timing and/or method of
settlement are conditional based on a future event that may or may not be
within the control of the company. The obligation to perform the asset
retirement activity is unconditional even though uncertainty exists about
the timing and/or method of settlement. FIN 47 clarifies that a company is
required to recognize a liability for the fair value of the conditional asset
retirement obligation if the fair value of the liability can be reasonably

estimated and provides guidance for determining when a company would
have sufficient information to reasonably estimate the fair value of the
obligation. This Interpretation is effective no later than the end of fiscal
years ending after December 15, 2005. We are currently evaluating the
effect of this Interpretation on our consclidated financial statements and
results of operations.

At its November 2004 meeting, the FASB ratified the consensus reached
by the Emerging Issues Task Force (EITF) regarding Issue No. 03-13,
“Applying the Conditions in Paragraph 42 of SFAS No. 144, Accounting
for the Impairment or Disposal of Long-Lived Assets, in Determining
Whether to Report Discontinued Operations.” The Issue provides a
model to assist in evaluating (a) which cash flows should be considered
in the determination of whether cash of the discontinued operation have
been, or will be, eliminated from ongoing operations and (b) the types of
continuing involvement that constitute significant continuing involvement,
The Issue should be applied to a component of an enterprise that is
either disposed of or classified as held for sale in fiscal periods beginning
after December 15, 2004. In analyzing the model included in this Issue,
we determined that, although we receive continuing cash flows from a
transition agreement with the previously disposed Forethought business,
these cash flows are not significant, they are indirect cash flows and we
do not have significant continuing involvement in the operations of their
business. Therefore, the classification of Forethought as a discontinued
operation under SFAS No. 144 continues to be appropriate.

On October 22, 2004, the President signed the American Jobs Creation
Act of 2004 (the “Act”). The Act provides a deduction for income from
qualified domestic production activities, which will be phased in from
2005 - 2010. In return, the Act also provides for a two-year phase-out of
the existing extra-territorial income exclusion (ETI) for foreign sales that
was viewed to be inconsistent with international trade protocols by the
European Unicn. The net effect of the phase out of the ETI and the phase
in of this new deduction had no material impact on the effective tax rate
for 2005. In the long-term, we expect the new deduction will result in a
decrease in the annual effective tax rate by at least one percent based on
current earnings levels.

The Act has significantly changed the tax rules for nonqgualified deferred
compensation plans including the Company’s plans and executive and
key employee contracts that have deferral or other delayed payment
features. As of January 1, 2005, we believe we have been in operational
compliance with legal and regulatory requirements. Pending issuance
of final rules from the U.S. Department of the Treasury, we will make
appropriate amendments to Board plans, executive plans and executive
contracts as required before the current December 31, 2006 deadline.

Under the guidance in FASB Staff Position (FSP) No. FAS 108-1,
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, the deduction will be treated as a
“special deduction” as described in FASB Statement 109. As such, the
special deduction has no effect on deferred tax assets and liabilities
existing at the enactment date. Rather, the impact of this deduction will be
reported in the period in which the deduction is claimed on our tax return.

In December 2004, the FASB also issued FSP No. FAS 109-2, Accounting
and Disclosure Guidance for the Foreign Earnings Repatriation Provision
within the American Jobs Creation Act of 2004. The Act created a
temporary incentive for U.S. corporations to repatriate accumulated
income earned abroad by providing an 85 percent dividends received
deduction for certain dividends from controlled foreign corporations. It is
not anticipated that we will benefit from this provision of the Act.

2. Acquisitions
During fiscal 2004, Hill-Rom completed the acquisitions of ARI, Mediq

and NaviCare. The results of these businesses have been included in the
Consolidated Financial Statements since each acguisition's date of close.
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On October 17, 2003, Hill-Rom acquired AR!, a manufacturer and
distributor of non-invasive airway clearance products and systems. The
acquisition of ARI complemented Hill-Rom’s existing pulmonary
expertise, expanded its home-care product line, offered growth potential
and aimed at allowing Hill-Rom to leverage its clinical sales force. These
benefits, along with management’s belief in the growth potential for the
business, were key determinants in the valuation of the business.

The purchase price for the ARI acquisition was $103.0 million, plus an
additional $2.2 million of acquisition costs incurred in relation to the
transaction. The purchase price included a first quarter 2005 payment of
$8.2 million resulting from net revenues achieved in fiscal 2004. A
remaining deferral of $5.7 million was paid in December 2005 and was
fully accrued in the Consolidated Balance Sheets as of both September
30, 2005 and 2004. While an additional contingent purchase price
adjustment could have been required dependent upon AR! achieving
certain net revenue targets during fiscal 2005, based on actual revenues
achieved, no additional payment will be required.

On January 30, 2004, Hill-Rom acquired Mediq, a company in the
medical equipment outsourcing and asset management business.
This acquisition expanded Hill-Rom’s product and service offerings,
strengthened its after-sales service capabilities and allowed increased
leverage of Hill-Rom’s global rental service center network.

The purchase price for Mediq approximated $328.9 million, plus an
additional $5.9 million of acquisition costs incurred in relation to the
transaction. This purchase price was subject to certain adjustments
based upon the Mediq balance sheet at the date of close. This purchase
price inciuded $23.0 million deposited in an escrow account, of which
$20.0 million remained at September 30, 2005 related primarily to the
funded status of Medig’s defined benefit pension plan as of the end of
the first quarter of 2006, along with the occurrence of any issues
associated with seller representations, warranties and other matters. We
currently estimate that any adjustments related to Medig’s pension plan
will be favorable to us. If any adjustment differs in amount from the
current escrow balances, the reported purchase price would be increased
or decreased by the amount of any valid claims against the escrow
amounts, and the reported amount of goodwill associated with the Mediq
acquisition would be adjusted accordingly.

On January 30, 2004, we completed the acquisition of the remaining

84 percent of the equity of NaviCare that we did not already own for
approximately $13.8 million, plus an additional $0.3 million of acquisition
costs incurred in relation to the transaction. NaviCare provides operations
management, resource optimization and dynamic workflow solutions

to health care enterprises. NaviCare’s portfolio of communications

and workflow products are a key component of Hill-Rom's workflow
solutions offerings.

The following table summarizes the estimated fair values of the assets
acquired and liabilities assumed at their dates of acquisition. The alloca-
tion of purchase price is complete, with the exception of the finalization
of the Mediq escrow account outlined above.

ARI Mediq NaviCare
Current assets $ 249 $ 43.8 $ 17
Property, plant and
equipment 6.1 99.1 0.1
Intangible assets - 93 68.9 3.8
Goodwill 71.7 193.5 10.1
Other long-term assets 1.7 5.0 14
Total assets acquired 113.7 410.3 171
Current liabilities 4.9) (37.5) (1.6)
Long-term liabilities (3.6) (38.0) (1.4)
Total liabilities assumed (8.5) (75.5) (3.0)
Net assets acquired $105.2 $334.8 $ 14.1
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The $3.3 million of acquired intangibles at ARI were assigned to
technology assets, a five-year non-compete agreement and a trademark,
all of which reside within the newly formed Home Care and Surgical
Accessories Division of Hill-Rom. The $68.9 miflion of acquired intangibles
at Mediq were assigned primarily to customer relationship assets, which
reside predominantly within the North America Sales, Service and
Marketing (NASSM) Division of Hill-Rom. The $3.8 mitlion of acquired
intangibles at NaviCare were assigned to non-compete agreements,
technology assets, customer relationship assets and a trademark, and are
also resident in the NASSM Division of Hill-Rom. These intangible assets,
with the exception of the trademarks, are generally subject to amortization
over varied periods ranging from five to fifteen years and none will be
deductible for income tax purposes. Non-compete agreements are
subject to amortization over lesser periods.

If these acquisitions had been completed as of the beginning of each
period presented, reported results for the fiscal year then ended would
have increased as follows (Dollars in millions, except per share data):

Year Ended September 30, 2004 Year Ended September 30, 2003
{Unaudited) ARI| Mediq Total ARI Medig Total

Revenues $ -~ $48.3 $483 $48.4 $157.4 $205.8
Net income - 3.4 3.4 29 15.6 18.5
Diiuted earnings

" per share $ -~ $0.05 $0.05 $0.05 $ 0.25 $ 0.30

The net income and diluted earnings per share amounts for all periods
presented above include the additional depreciation and amortization
expense resulting from the purchase of property and intangibles at fair
value, but exclude the impact of financing costs associated with the
Medig acquisition.

Based on the acquisition date of ARI and the timing of its inclusion in our
Consolidated Financial Statements, the acquisition of ARl as of the
beginning of the 2004 fiscal year would not have materially impacted our
financial results for the year ended September 30, 2004. If the acquisition
of NaviCare had been completed as of the beginning of fiscal 2003, the
impact to our revenues or results of operations would not have been
materially impacted for either fiscal 2004 or 2003.

3. Discontinued Operations

On July 1, 2004, we closed the sale of Forethought Financial Services,
Inc. to FFS Holdings, Inc., an acquisition vehicle formed by the Devlin
Group, LLC., which acquired all the common stock of Forethought and its
subsidiaries for a combination of cash, seller financing, certain retained
assets of Forethought and stock warrants. Total nominal consideration
for the transaction was approximately $295.1 million, including the value
of the partnership assets transferred to us and excluding a dividend
received by us in December 2003 from Forethought in the amount of ap-
proximately $28.6 million made in anticipation of the transaction. Hillen-
brand received cash proceeds in the transaction of approximately $104.9
million, provided seller financing in various forms with an estimated face
value of $151.4 million, retained specific investments in limited equity
partnership assets of Forethought with a book value of $31.4 million and
received warrants to acquire up to 5 percent of the common stock of FFS
Holdings, Inc. An additional cash payment of approximately $6.4 million
is due upon the regulatory approval of the sale of Forethought Federal
Savings Bank, which is expected in the first half of fiscal 2006. The seller
financing was subject to a discount of approximately $28.9 million to
reflect a market rate of return on the financing, which is now being
recognized as accretion on the underlying financial instruments.

The seller financing provided is in the form of a seller note with a face
value of approximately $107.7 million. This note carries an increasing rate




of interest over its ten-yéar term, with interest accruing at 6 percent for
the first five years. No payments are due under the note until year six at
which time annual payments of $10 million are required, with all remaining
amounts, including unpaid interest, due at maturity. The seller financing
also includes preferred stock in the amount of $28.7 million, which
accrues cumulative dividends at the rate of 5 percent per annum. The
preferred stock is redeemable at any time at the option of FFS Holdings,
Inc. and must be redeemed by FFS Holdings, Inc. under specified
circumstances. Additional financing was also provided in the form of a
$15.0 million debt service account associated with third party secured
financing obtained by FFS Holdings, Inc. under the transaction. We are
scheduled to receive payments from this account beginning in year three
with final repayment due in year eight. This account is not subject to
interest until year three.

The divestiture of Forethought resulted in a significant impairment loss.
While this loss generated significant tax benefits, as a result of limitations
on our ability to utilize capital losses it is more likely than not that we will
not realize these benefits and a full valuation allowance has been
provided. Therefore, tax benefits recognized in conjunction with the sale
have been generally limited to ordinary losses. Additional tax benefits
may be recognized in the future should we generate capital gains
sufficient to utilize the resulting losses. In conjunction with this divestiture,
in the three months ended March 31, 2004 we recognized a loss on the
impairment of the discontinued net assets of Forethought of $35.8
million, net-of-tax, consisting of a $129.0 million pre-tax loss and a $33.2
million income tax benefit. In the fourth quarter of 2004, this loss was
adjusted to $88.6 million, net-of-tax, as a result of the book value at the
date of close.

On June 29, 2004, Forethought sold specific real estate partnerships
that were part of their investment portfolic and were originally expected
to be retained by Hillenbrand at closing. Forethought received $104.2
miflion in cash proceeds on the sale and recorded a capital loss on the
transaction of approximately $7.2 million. The loss realized as a result of
this transaction was included in discontinued operations for year ended
September 30, 2004.

In October 2003, Hill-Rom sold its piped-medical gas business to
Beacon Medical Products LLC, for $13 million, after final purchase price
adjustments, resuiting in a net gain of $5.3 million. The piped-medical
gas business provided medical gas delivery and management systems
in acute care facilities. Hill-Rom retained approximately $4 miltion of
outstanding receivables and the land and building upon close.

In the third fiscal quarter of 2004, Hill-Rom closed on the sale of its
Air-Shields infant care business to a subsidiary of Drager Medical AG &
Co. KGaA for approximately $26 miliion. Additional proceeds of $5.0
million were received in the fourth quarter upon the final transfer of an
investment, bringing the total proceeds to $31 million and the net gain
realized on the disposal to $13.0 million. Air-Shields provides infant care
warming therapy, incubators and other infant care products. Hill-Rom
retained approximately $9 million of outstanding receivables of the infant
care business at the date of close.

Upon approval of the Board of Directors and the signing of the

definitive sale agreements, Hill-Rom’s infant care and piped-medical gas
businesses and Forethought, a provider of pre-need insurance to fund
funeral and cemetery costs, were all treated as discontinued operations
for all periods presented within the Statements of Consclidated Income
(Loss) in accordance with the provisions of SFAS No. 144, “Accounting
for the Impairment or Disposal of Long-Lived Assets”.

Operating results for the discontinued operations were as follows
for fiscal years 2005, 2004 and 2003:

Fiscal Year Ended September 30,

2005 2004 2003
Investment income $ 4.2 $ 132.9 $177.9
Earned revenue - 162.1 215.9

Net capital gains (losses) - 4.0 (32.2)
Other revenues - 47.3 102.5
Net revenues from

discontinued operations 4.2 346.3 464.1
Benefits paid - 66.3 83.6
Credited interest - 134.1 183.1
Other costs of revenue - 77.2 132.3
Other operating expenses 2.8 33.2 51.6
(Gain) loss on divestiture of

discontinued operations (0.2) 106.8 -
Pre-tax income (loss) from

discontinued operations 1.6 (71.3) 13.5
Income tax (benefit) expense (0.6) (26.3) 5.1

Income (loss) from

discontinued operations $ (45.0) $ 84

The assets and liabilities of Forethought Federal Savings Bank are
included in the assets and liabilities of discontinued operations, which are
presented in separate line items within the Consolidated Balance Sheets
as of September 30, 2005 and 2004. Components of assets and liabilities
of discontinued operations were as follows:

September 30, September 30,
2005 2004
Investments $108.5 $ 97.1
Other assets 1.5 1.2
Assets of discontinued operations 110.0 98.3
Liabilities 102.4 91.6
Net assets of discontinued operations $ 76 $ 67

In terms of operating cash flows, because Forethought operated in a
regulated environment its cash flows were generally neutral to Hillenbrand.
Hillenbrand also in the past made capital contributions to and received
dividends from Forethought, thereby impacting our overall cash position.
In the first quarter of fiscal 2004, we received a dividend of $28.6 million
from Forethought. Cash flows from the piped-medical gas and infant care
businesses generally approximated net income.

4. Notes Receivable

Notes receivable as of September 30, 2005 and 2004 consist of
the following:

September 30, September 30,
2005 2004

Customer notes $ 31.9 $ 33.0
Note receivable, net of discount of

$11.8 million in 2005 and $14.9 million

in 2004 104.2 94.4
Debt service account, net of discount of

$3.3 million in 2005 and $4.2 million

in 2004 11.7 10.8
Other 0.4 -
Total notes receivable 148.2 138.2
Less current portion 13.8 17.1
Notes receivable - long-term $134.4 $121.1
Maturities at September 30
2006 $ 138
2007 $ 14.9
2008 $ 66
2009 $ 46
2010 $ 138
2011 and beyond $ 945

Hillenbrand | 51



NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONT.)
Hillenbrand Industries, Inc. and Subsidiaries

We have a number of notes with customers of Batesville Casket and
Hill-Rom associated with amounts owed on product sales. These notes
generally carry repayment terms up to 8 years, with interest rates varying
from zero percent to 12 percent. The notes that carry below market
interest rates are discounted using current market interest rates. The
current portion of these notes are included in Trade accounts receivable
on the Consolidated Balance Sheets.

On July 1, 2004 we closed on the sale of Forethought to FFS Holdings,
Inc. As part of the consideration received in the transaction, we provided
seller financing in the form of a note receivable with a face value of
approximately $107.7 million. This note carries an increasing rate of
interest over its ten-year term, with interest accruing at 6 percent for the
first five years and compounding semi-annually. No payments are due
under the note until year six at which time annual payments of $10 million
are required, with all remaining amounts, including unpaid interest,

due at maturity.

Additional financing was also provided in the form of a $15.0 million debt
service account associated with third party secured financing obtained
by FFS Holdings, Inc. under the transaction. We are scheduled to receive
payments from this account beginning in year three with final repayment
due in year eight. This account is not subject to interest until year three.

Should Forethought fail to perform consistent with the original expecta-
tions set forth by FFS Holdings, Inc. or underperform to an extent that it
cannot meet its financial obligations, our earnings could be negatively
impacted resulting in an adverse impact on our financial condition.

5. Financing Agreements

Long-term debt consists of the following:

September 30, September 30,
2005 2004

Unsecured 8 1/2% debentures due

on December 1, 2011 $ 53.0 $ 53.9
Unsecured 7% debentures due

on February 15, 2024 20.1 20.2
Unsecured 6 3/4% debentures due

on December 15, 2027 29.8 29.8
Unsecured 4 1/2% debentures due

on July 15, 2009 247.8 256.0
Total long-term debt $350.7 $359.9

On July 14, 2008, we filed a universal shelf registration statement with
the U.S. Securities and Exchange Commission on Form S-3 for the
potential future sale of up to $1.0 billion in debt and/or equity securities.
The registration statement was declared effective and should provide us
with significant flexibility with respect to our access to the public markets.
There can be no assurance that additional financing under the universal
shelf registration statement or elsewhere will be available at terms
acceptable to us.

On June 7, 2004, we issued $250 million of 4.5 percent coupon senior
notes due 2009 under the universal shelf registration statement, leaving
$750 million of available capacity under the universal registration
statement. The net proceeds from this borrowing were utilized to
permanently finance the Mediqg acquisition.

Also in June 2004, we completed the open market repurchase of

approximately $47.3 million principal amount of longer maturity coupon
debt for approximately $55.1 million.
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Beginning in June 2004, $200 million of our debt securities were subject
to interest rate swap agreements. The interest rate swaps covered part
of the debt securities maturing on June 15, 2009, effectively converting
the securities from fixed to variable interest rates. For the 2005 and 2004
periods in which the interest rate swap agreements were outstanding,
the average variable interest rate on debt covered by the swaps approxi-
mated 2.9 percent and 1.7 percent, respectively. As of September 30,
2005, the interest rate swap contracts reflected a cumulative loss of $1.3
million, compared to a cumulative gain of $7.1 million as of September
30, 2004.

Near the end of the third quarter of fiscal year 2003, we terminated our
then outstanding interest rate swap agreements, realizing cash proceeds
and deferred gains of approximately $26.5 miliion. The deferred gains

on the termination of the swaps are being amortized and recognized as
a reduction of interest expense over the remaining term of the related
debt. With the gains from the swap agreements, the prospective effective
interest rates will be lower than the stated interest rates, but higher than
the variable rates we had been subject to during the period the swap
agreements were in place. For the 2003 period in which the interest rate
swap agreements were outstanding, the average variable interest rate on
debt covered by the swaps approximated 3.3 percent.

Upon completion of the open market debt repurchase previously
discussed, approximately $2.2 million of the deferred gains related to the
termination of the interest rate swap agreements were recognized,
reducing the loss on repurchase of the debt to approximately $6.4 million,
which included the write-off of approximately $0.7 million of debt
issuance costs associated with the original debt placement. As of
September 30, 2005 and 2004, deferred gains of $7.1 million and $8.1
million, respectively, continued to be deferred as a component of the
debt amounts presented above.

On July 28, 2004, we entered into a $400 million five-year senior
revolving credit facility with a syndicate of banks led by Bank of America,
N.A. and Citigroup North America, Inc. The term of the five-year facility
expires on June 1, 2009. Borrowings under the credit facility bear interest
at variable rates, as defined therein. The availability of borrowings under
the five-year facility is subject to our ability at the time of borrowing to
meet certain specified conditions. These conditions include a maximum
debt to capital ratio of 55 percent, absence of default under the facility
and continued accuracy of certain representations and warranties
contained in the credit facility. The proceeds of the five-year facility may
be used: (i) for working capital, capital expenditure, and other lawful
corporate purposes; and (i) to finance acquisitions.

As of September 30, 2005, we: (i) had $15.4 million of outstanding,
undrawn letters of credit, (i) were in compliance with all conditions set forth
under the credit facility, and (iii) had complete access to the remaining
$384.6 million of borrowing capacity available under the credit facility.

We have trade finance credit lines totaling $15.0 million that have no
commitment fees or compensating balance requirements and are renewed
annually. As of September 30, 2005 and 2004 we had $5.5 million and
$10.9 million, respectively, outstanding under this credit line as reflected in
Short-term borrowings in the Consolidated Balance Sheets. We also have
additional uncommitted credit lines totaling $20.0 million that have no
commitment fees, compensating balance requirements or fixed expiration
dates. As of September 30, 2005, we had $12.9 million of outstanding,
undrawn letters of credit under these facilities.

We also have a capital lease obligation related to a portion of our

French manufacturing facility. As of September 30, 2005 and 2004 we
had outstanding obligations of $1.4 million and $1.8 million, respectively.
These amounts are classified within Short-term borrowings and Other
Long-Term Liabilities within our Consolidated Balance Sheets.




6. Retirement Plans

Hillenbrand and its subsidiaries have several defined benefit retirement
plans covering the majority of employees, including certain employees

in foreign countries. At a minimum, we contribute funds to trusts as
necessary to provide for current service and for any unfunded projected
future benefit obligation over a reasonable period. The benefits for these
plans are based primarily on years of service and the employee’s level

of compensation during specific periods of employment. We acquired
Mediq on January 30, 2004, including its retirement plans. All of our plans
have a September 30 measurement date.

Effect on Operations

The components of net pensicn expense for defined benefit retirement plans
in the United States for fiscal years 2005, 2004 and 2003 were as follows:

2005 2004 2003
Service cost $ 104 $ 10.6 $ 103
Interest cost 18,5 16.6 13.7
Expected return on plan assets (19.6) (16.3) (14.5)

Amortization of unrecognized prior
service cost, net 1.7 14 1.0

Net periodic benefit cost 11.0 12.3 10.5
Curtailment loss (gain) and other

one-time costs 241 (1.4) 3.4
Net pension expense $ 131 $ 10.9 $ 13.9

Obligations and Funded Status

The change in benefit obligations, plan assets and funded status, along with
amounts recognized in the Consolidated Balance Sheets for our domestic
defined benefit retirement plans at September 30 were as follows:

September 30, September 30,
2005 2004
Change in benefit obligation:
Benefit obligation at beginning of year $310.6 $250.0
Acquisitions - 33.7
Service cost 10.4 10.6
Interest cost 18.5 16.6
Amendments 2.1 0.7
Actuarial loss 38.8 8.5
Special termination benefits - 0.7
Curtailment (1.4) 2.1
Benefits paid (9.6) (8.1)
Benefit obligation at end of year 369.4 310.6
Change in plan assets:
Fair value of plan assets at beginning of year 215.5 180.2
Acquisitions - 22.8
Actual return on plan assets 15.9 12.5
Employer contributions 77.6 8.1
Benefits paid (9.6) 8.1
Other (0.1) -
Fair value of plan assets at end of year 299.3 2155
Funded status:
Plan assets less than benefit obligations (70.1) (95.1)
Unrecognized net actuarial loss 66.2 246
Unrecognized prior service cost 15.3 15.1
Net amount recognized 114 (55.4)
Amounts recorded in the
Consolidated Balance Sheets:
Prepaid benefit costs 33.3 -
Accrued benefit costs (31.8) (62.0)
Accumulated other comprehensive income 7.5 3.4
Intangible asset 24 3.2
Net amount recognized $ 114 $ (55.4)

For most of our domestic defined benefit retirement plans, the fair value
of plan assets was less than the accumulated benefit obligation as of
September 30, 2005 and 2004, resulting in the recognition of minimum
pension liabilities of $9.9 million and $6.6 million, respectively. As of
September 30, 2005, the fair value of plan assets exceeded the accumu-
lated benefit obligation for our master defined bensfit plan. The increase
noted in the recognized additional minimum pension liabilities related to
the higher benefit obligation in fiscal 2005 resulting from the lower
discount rate used to value the obligation, as outlined below in Actuarial
Assumptions.

Accumulated Benefit Obligation

The accumulated benefit obligation for all domestic defined benefit
pension plans was $322.4 million and $274.6 million at September 30,
2005 and 2004, respectively.

Selected information for our plans with accumuiated benefit obligations in
excess of plan assets at September 30, 2005 and 2004, was as follows:

September 30, September 30,
2005 2004
Projected benefit obligation $ 61.3 $310.6
Accumulated benefit obligation 60.5 274.6
Fair value of plan assets 28.6 215.5

Actuarial Assumptions

The weighted average assumptions used in accounting for our domestic
gualified pension plans were as follows:

2005 2004 2003

Discount rate for obligation 5.50% 6.00% 6.25%
Discount rate for expense 6.00% 6.25% 6.75%
Expected rate of return on plan assets 8.00% 7.75% 7.75%
Rate of compensation increase 4.00% 4.00% 4.00%

The discount rates presented above and used in the valuation of our
defined benefit pension plans are evaluated annually based on current
market conditions. In setting these rates we utilize long-term bond indices
as a preliminary indication of interest rate movements, and then make
adjustments to the respective indices to reflect differences in the terms of
the bonds covered under the indices in comparison to the projected
outflow of our pension obligations. The overall expected long-term rate of
return is based primarily on historical returns, which are inflation adjusted
and weighted for the expected return for each component of the invest-
ment portfolio. The rate of assumed compensation increase is also based
on our specific historical trends of past wage adjustments in recent years.

Plan Assets

The weighted average asset allocations of our domestic defined benefit
plans at September 30, 2005 and 2004, by asset category, are as follows:

2005 2004
Target Actual Actual
Allocation Allocation Allocation
Equity securities 49%-61% 61% 57%
Fixed income securities 39%-49% 37% 42%
Real estate 0%-1% 1% 1%
Other 0%-1% 1% -
Total 100% 100%

The investment strategies and policies are set by the plans’ fiduciaries.
Long-term strategic investment objectives utilize a diversified mix of equity
and fixed income securities to preserve the funded status of the trusts and
balance risk and return. The plan fiduciaries oversee the investment
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allocation process, which includes selecting investment managers, setting
long-term strategic targets and monitoring asset allocations. Target
allocation ranges are guidelines, not limitations, and plan fiduciaries may
occasionally approve allocations above or below a target range.

Trust assets are invested subject to the following policy restrictions:
short-term securities must be rated A2/P2 or higher; all fixed-income
securities shall have a credit quality rating “BBB” or higher; investments
in equities in any one company may not exceed 10 percent of the equity
portfolio. Hillenbrand common stock represented 4 percent and 6 percent
of trust assets at year-end 2005 and 2004, respectively, and is subject to
a statutory limit when it reaches 10 percent of total trust assets.

Cash Flows

We expect to contribute approximately $1.8 million to our domestic
defined benefit plans in fiscal year 2006.

tin June 2005, we fully funded our master defined benefit retirement plan
by contributing approximately $75.5 million. As a result, future funding
requirements associated with this plan will be reduced. We do not
anticipate contributing any additional funds to the master plan during
fiscal year 20086.

Estimated Future Benefit Payments

The benefit payments, which reflect expected future service, are
expected to be paid as follows (in millions):

Pension Benefits

2006 $10.8

2007 121

2008 13.0

2009 14.1

2010 154

2011-2015 99.9
Other

During fiscal year 2005, we amended the terms of one of our defined
benefit pension plans for select bargaining unit employees to improve
early retirement benefits. We also recognized curtailment losses within
two of our defined benefit pension plans related to the pending shutdown
of our Nashua, New Hampshire wood casket manufacturing plant and

a reduction in plan participants in another plan resulting from our recent
restructuring activities.

Subsequent to the January 30, 2004 acquisition of Mediqg, we amended
the Mediq pension plan to freeze all benefits effective April 30, 2004.

During fiscal year 2003, we amended the terms of one of our defined
benefit pension plans for most non-bargained employees. Under the
amended plan, employees hired after June 30, 2003 were no longer
eligible for participation in the defined benefit plan, but participate in a
new 401(k) retirement program that began January 1, 2004. Existing
employees and those hired up to July 1, 2003 were given the opportunity
to choose to continue participating in the defined benefit pension plan
and the existing 401(k} plan or to participate in the new 401(k) retirement
program. Elections were completed as of September 30, 2003, and
became effective January 1, 2004,

For those employees that elected to continue participation in the defined
benefit pension plan, there were no changes in benefits and all service is
recognized as credited service under the plan. For those who elected the
new 401(k) retirement program, benefits under the defined benefit pension
plan were frozen and will be paid out in accordance with the plan
provisions with future service considered only under the new 401(k)
retirement program. We recognized a curtailment loss of approximately
$3.4 million during the fourth fiscal quarter of 2003 as a result of this
amendment and the related reduction in future service under the defined
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benefit pension plan. This loss was recognized as a component of Other
operating expense in the Statement of Consolidated Income (Loss).

In addition to the above plans, we have an unfunded liability for defined
benefit pension plans in Germany and France. The unfunded benefit
obligation for these plans, which are included primarily in Other Long-
Term Liabilities, was $11.3 million and $14.8 million at September 30,
2005 and 2004, respectively. Pension expense was immaterial in all
reporting periods.

We also sponsor several defined contribution plans covering certain of
our employees. Employer contributions are made to these plans based
on a percentage of employee compensation. The cost of these defined
contribution plans was $14.7 million, $12.8 million and $10.2 million for
fiscal years 2005, 2004 and 2003, respectively.

7. Shareholders’ Equity

One million shares of preferred stock, without par value, have been
authorized and none have been issued.

As of September 30, 2005, the Board of Directors had authorized the
repurchase, from time to time, of up to 24,289,067 shares of the
Company’s stock. The purchased shares will be used for general
corporate purposes. As of September 30, 2005, a total of 22,710,667
shares had been purchased at market trading prices, of which 19,060,354
shares remain in treasury.

8. Special Charges
2005 Actions

During the fourth fiscal quarter of 2005, we announced several changes
intended to simplify both the corporate and Hill-Rom organizational
structures and to support Hill-Rom'’s strategy to focus on its core hospital
bed frames, therapy support surfaces and services businesses, while
remaining flexible for future opportunities. As part of this change,
Hill-Rom established two commercial divisions, one focusing on North
America and one focusing internationally, each including hospital bed
frames, therapy support surfaces and services businesses with supporting
sales, marketing and field service organizations. Hill-Rom also combined
sourcing, manufacturing, and product development under one new
function to support these two commercial divisions. Home care products
and services and surgical accessories are provided through a separate,
fully integrated division. At the same time, all Hillenbrand corporate
functions, including human resources, finance, strategy, legal and
information technology, were consolidated with those of Hill-Rom.

In building on these announced changes and to further capitalize on
progress we made with the works councit at our Pluvigner, France facility
with respect to voluntary departures, we took additional restructuring
actions, in the United States and Europe during the fourth quarter of 2005.
These actions, which were approved by the Board of Directors on August
4, 2005, included the elimination of salaried and hourly positions in the
United States and Europe, the outsourcing of various products and sub-
assembly parts, the impairment of certain assets no longer considered
necessary to the execution of our strategy and the termination of certain
contractual obligations. The reduction in employees participating in our
Supplemental Executive Retirement Plan as a result of these actions
necessitated a curtailment charge of approximately $1.2 million. The
collective cost of these actions resulted in a fourth quarter pre-tax charge
of approximately $30.8 million, broken down by component as follows:

Pre-Tax Charge

Severance and related benefits $24.0
Asset impairment $ 48
Contract termination costs $ 0.8
Curtailment charge $1.2




All of these actions are expected to be completed over the course of the
next twelve months. All costs other than those related to the impairment
of assets will be cash charges.

In addition to costs included directly in the fourth quarter charge,
additional costs related directly to these actions are also expected to be
incurred over the next twelve to eighteen months as the actions progress,
most notably in Europe. These additional costs could range up to $10
million as the voluntary severance program at our French manufacturing
facility continues to progress.

As of September 30, 2005, approximately $23.5 million remained in the
reserve related to these actions. Upon completion, we expect to have
eliminated up to 600 positions on a worldwide basis.

In conjunction with and as a result of the actions being taken in Europe,
in the fourth quarter we also wrote off $16.0 million of deferred tax assets.
This write-off had no impact on cash. These deferred tax assets were
originally recognized in the prior year as part of a strategy to change the
structure of our French operations, including the creation of a new French
entity and operating structure. As a result of the restructuring actions
outlined above, implementation of this tax strategy is no longer economi-
cally prudent and the deferred tax assets were therefore written off. It
should also be noted that the majority of the pre-tax restructuring charge
associated with Europe was recorded without a tax benefit.

Also in the fourth quarter of 2005, Batesville Casket recorded a special
charge of approximately $0.8 million for severance and benefit-related
costs resulting from a right-sizing of the operation. All charges associated
with this action will be paid in cash and are expected to be incurred over
the next twelve months. At September 30, 2005, approximately $0.8
million remained in the reserve.

In the third fiscal quarter of 2005, we announced plans to close Batesville
Casket’s Nashua, New Hampshire plant and consoclidate Batesville’s solid
wood casket production into its Batesville, Mississippi plant (“Panola®). The
consolidation of the two plants is expected to result in a total pre-tax
charge of approximately $4.5 million, that should be realized through the
estimated completion of the consolidation in the second quarter of fiscal
2006. Cash components of these charges include approximately $2.3
million in employee-related costs, including severance, pension and other
termination benefits, and approximately $1.6 million in costs related to the
transfer of equipment, training of employees and other associated costs.
The remaining $0.6 million consists of non-cash charges resulting from the
accelerated depreciation of equipment and amortization of software.
Approximately $2.8 million of this charge was incurred in fiscal 2005, of
which $1.5 million of severance and benefit costs was recorded as a
special charge in the third quarter. At September 30, 2005, approximately
$1.7 million remained in the reserve.

Additionally, in the third fiscal quarter of 2005 we announced the
retirement of Frederick W. Rockwood, former Chief Executive Officer.
We incurred a charge of approximately $2.4 million related to future
payments and other compensation related items under the terms of
Mr. Rockwood's retirement agreement. At September 30, 2005,
approximately $1.9 million remained in the reserve.

On March 22, 2005, the Food and Drug Administration (FDA) and the U.S.
Department of Justice initiated a seizure at Vail Products, inc., of Toledo,
Ohio, on several models of an enclosure bed system manufactured by
Vail, and advised Vail’'s customers to cease using those beds immediately.
On June 24, 2005, the FDA announced that Vail Products was permanently
ceasing the manufacture, sale, and distribution of all Vail enclosed bed
systems and would no longer be available to provide accessories,
replacement parts, or retrofit kits. Hill-Rom was a distributor of Vail
products and had a number of the affected beds in its rental fleet. In its
role as a distributor, Hill-Rom responded promptly to the FDA notification
and permanently ceased all sale or rental of the affected products. As a
result, in the third quarter of fiscal 2005, we recorded a $1.7 million
impairment on these assets.

2004 Actions

During the fourth fiscal quarter of 2004, we announced a restructuring
intended to better align Hill-Rom’s financial and personnel resources to
fully support its strategic initiatives, decrease overall costs, and improve
overall performance in Eurcpe. The plan included the expected elimination
of approximately 130 salaried positions in the U.S. and approximatefy 100
positions in Europe and resulted in a fourth quarter charge of approximately
$7.1 million associated with severance and benefit-related costs. In relation
to this realignment, the Hillenbrand corporate organization recorded an
additional severance charge of $0.2 million. During fiscal 2005, approxi-
mately $0.8 million of the originally recorded reserve was reversed,
primarily related to the transfer of personnel to other open positions within
the organization. As of September 30, 2005, approximately $0.6 million
remained in the reserve, related to the payout of terminated positions. All
remaining obligations associated with this action will be settled in cash.

2003 Actions

During the third fiscal quarter of 2003, we announced a new business
structure at Hill-Rom to accelerate the execution of its strategy and
strengthen its businesses. As a result of this action, Hill-Rom eliminated
288 salaried positions, with 85 of the original list of terminees being
transferred to other positions in line with Hill-Rom's strategy. In addition,
approximately 80 new positions were hired under the new business
structure. A fiscal 2003 third quarter charge of $9.4 million was recognized
with respect to this action, essentially all related to severance and benefit-
related costs. During fiscal 2004, approximately $1.6 million of the originally
recorded reserve was reversed. This action was completed during the first
quarter of fiscal 2005.

Other

In addition to the reserve balances outlined above, approximately $1.8
million of accrued liabilities were outstanding at September 30, 2005
related to retirement obligations of W August Hillenbrand, a former Chief
Executive Officer of the Company. Mr. Hillenbrand retired in the fourth
calendar quarter of 2000.

9. Income Taxes

Income taxes are computed in accordance with SFAS No. 109. The
significant components of (loss) income from continuing operations before
income taxes and the consolidated income tax provision from continuing
operations for fiscal years 2005, 2004 and 2003 were as follows:

2005 2004 2003
(Loss) income from continuing
operations
before income taxes:
Domestic $(104.6) $322.7 $287.3
Foreign (11.3) (14.9) (7.0)
Total $(115.9) $307.8 $280.3
Income tax (benefit) expense from
continuing operations:
Current provision:
Federal $ 439 $ 79.7 $ 227
State 3.9 (0.4) 47
Foreign 2.7 29 1.5
Total current provision 50.5 82.2 28.9
Deferred provision:
Federal {63.0) 27.8 62.5
State 8.1) 4.6 6.8
Foreign 1.0 5.0 1.5
Total deferred provision (70.1) 37.4 70.8
Income tax (benefit) expense from
continuing operations $ (19.6) $119.6 $ 99.7
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Differences between income tax (benefit) expense from continuing operations reported for financial reporting purposes and that computed based upon
the application of the statutory U.S. Federal tax rate to the reported (loss) income from continuing operations before income taxes for fiscal years 2005,

2004 and 2003 were as follows:

2005 2004 2003

% of % of % of

Pretax Pretax Pretax

Amount Income Amount Income Amount Loss

Federal income tax (a) $ (40.6) 35.0 $107.7 35.0 $ 98.1 35.0

State income tax (b) (12.7) 11.0 27 0.9 6.9 2.5

Foreign income tax (c) 3.5 (3.0) 0.5 0.2 2.0 0.7

Utilization of tax credits (3.5) 3.0 3.3) 1.1 (10.0) (3.5)

Adjustment of estimated income tax accruals (2.9) 25 11.0 3.6 - -
Valuation of foreign net operating losses and

other tax attributes 21.4 (18.5) 17.2 5.6 4.0 1.4

Impact from foreign restructuring 16.0 (13.8) (16.0) %5.2) - -

Other, net {0.8) 0.7 (0.2 (0.1) (1.3) (0.5)

Income tax (benefit) expense
from continuing operations $ (19.6) 16.9 $119.6 38.8 $ 99.7 35.6

(a) At statutory rate.
(b) Net of Federal benefit.
(c) Federaf tax rate differential.

The tax effect of temporary differences that gave rise to the deferred tax
balance sheet accounts were as follows:

September 30, 2005 September 30, 2004

Deferred tax assets:

Employee benefit accruals $ 210 $ 373
Reserve for bad debts 11.4 9.7
Litigation and legal accruals 141.6 2.0
Capital loss carryforwards 63.7 63.7
Net operating loss carryforwards 14.5 7.1
Tax credit carryforwards 10.6 3.3
Foreign loss carryforwards
and other tax attributes 27.6 23.6
Foreign restructuring - 16.0
Other, net 43.5 34.5
333.9 197.2
Less: valuation allowance for
capital losses, foreign loss and
other tax attributes (112.4) _(86.1)
Total deferred tax assets 221.5 1111
Deferred tax liabilities:
Depreciation 65.8 44.4
Amortization 60.7 31.7
Other, net 9.3 27.5
Total deferred tax liabilities 135.8 103.6
Deferred tax asset - net 85.7 7.5

At September 30, 2005, we had $27.6 million of deferred tax assets
related to operating loss carryforwards and other tax attributes in foreign
jurisdictions. These tax attributes are subject to various carryforward
periods ranging from 1 year to an unlimited period. We afso had $63.7
million of deferred tax assets related to capital loss carryforwards, which
expire between 2006 and 2009; $14.5 million of deferred tax assets related
to domestic net operating loss carryforwards, primarify for state income
tax purposes, which expire between 2008 and 2024; $5.0 million of
deferred tax assets related to foreign tax credit carryforwards, which expire
between 2011 and 2014; and $5.6 million of deferred tax assets refated to
alternative minimum tax credit carryforwards, with no expiration date.

The gross deferred tax assets as of September 30, 2005 were reduced by
valuation allowances of $112.4 million, relating to foreign operating loss
carryforwards, capital loss carryforwards and state income tax operating
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loss carryforwards, as it is more likely than not that some portion or all
of these tax attributes will not be realized. The valuation allowance was
increased by $26.3 million during fiscal 2005 due to continued losses in
France, the establishment of a valuation allowance for domestic net
operating loss carryforwards for acquired entities and the establishment
of a valuation allowance for the state tax benefit associated with the
litigation settlement accruals.

As of September 30, 2004, we had developed a strategy to restructure
our French operations. The restructuring involved the creation of a new
French entity and the conversion of the existing French entities into a new
operating structure. This resulted in the recognition of a related deferred
tax asset of $16.0 million. When this strategy was abandoned in the
current year as part of the profit improvement initiatives being undertaken
in France (see Note 8), the deferred tax asset was written off.

Our income tax return filings are subject to audit by various taxing
authorities. In fiscal 2005, we recorded both benefits to income and
additional accruals related to audit activity by the Internal Revenue
Service and various states. The net effect of these adjustments was
the recognition of $2.9 million of tax benefit for fiscal 2005.

In evaluating whether it is more likely than not that we would recover our
deferred tax assets, future taxable income, the reversal of existing temporary
differences and tax planning strategies were considered. We believe that our
estimates for the valuation allowances recorded against deferred tax assets
are appropriate based on current facts and circumstances.

10. Earnings Per Common Share

Basic earnings per share is calculated based upon the weighted average
number of outstanding common shares for the period, plus the effect

of deferred vested shares. Diluted earnings per share is calculated
consistent with the basic earnings per share calculation plus the effect
of dilutive unissued common shares related to stock-based employee
compensation programs. For all years presented, anti-dilutive stock
options were excluded from the calculation of dilutive earnings per share.
Excluded were 1,123,383 shares, 198,190 shares and 734,432 shares for
fiscal years 2005, 2004 and 2003, respectively. Cumulative treasury stock
acquired, less cumulative shares reissued, have been excluded in
determining the average number of shares outstanding. For fiscal 2005,
as a result of our loss from continuing operations, to avoid dilution of the
loss our basic and diluted earnings per share are identical.




Earnings per share is calculated as follows:

Fiscal Year Ended September 30,

2005 2004

2003

Net (loss) income (in thousands)  $(94,098) $143,186

$189,034

Average shares outstanding -

Basic (thousands) 61,774 62,237
Add potential effect of:
Exercise of stock options and
other unvested equity awards

{thousands) - 488

62,033

Average shares outstanding -

Diluted (thousands) 61,774 62,725

(Loss) income per common

share from continuing

operations — Basic $ (1.56) $ 3.02
Income {loss) per common

share from discontinued

operations — Basic 0.04 (0.72)

$ 29

0.14

Net (loss) per common

share — Basic $ (1.52) $ 2.30

$ 3.05

(Loss) income per common

share from continuing

operations - Diluted $ (1.56) $ 3.00
Income (loss) per common

share from discontinued

operations - Diluted 0.04 (0.72)

$ 290

0.14

Net (loss) income per

common share - Diluted $ {(152) $ 2.28

$ 304

Note: Certain per share amounts may not accurately add
due to rounding.

11. Stock-Based Compensation

Over time, we have had various stock-based compensation programs,
the key components of which are further described below. Our primary
active stock-based compensation program is the Stock Incentive Plan.

All stock-based compensation programs are administered by the Board

of Directors or its Compensation and Management Development

Committee.

The Stock Incentive Plan, which was approved at the 2002 annual

meeting of shareholders, replaced the 1986 Stock Option Plan. Common

shares reserved for issuance under the Stock Incentive Plan total 5

million, plus 294,611 shares previously authorized but unissued under the
1996 Stock Option Plan. The Stock Incentive Plan provides for long-term

performance compensation for key employees and members of the

Board of Directors. A variety of discretionary awards for employees and
non-employee directors are authorized under the plan, including incentive
or non-qualified stock options, stock appreciation rights, restricted stock,

deferred stock and bonus stock. The vesting of such awards may be
conditioned upon either a specified period of time or the attainment of
specific performance goals as determined by the administrator of the

plan. The option price and term are also subject to determination by the

administrator with respect to each grant. Option prices are generally
expected to be set at the average fair market price at date of grant and

option terms are not expected to exceed ten years.

Under the terms of the plan, each non-employee director was automatically
granted an option to purchase 4,000 shares of common stock each year
on the first day following our annual meseting, vesting on the first anniversary
of the date of grant and exercisable over a ten year term. Beginning in fiscal
2004, instead of options, each non-employee member of the Board of
Directors was granted restricted stock units (or deferred stock awards),
which will vest on the later to occur of the first anniversary of the date of
grant or the six-month anniversary of the date that a director ceases to be a
member of our Board of Directors. In 2004 and 2005, the annual grants
consisted of 1,400 and 1,800 restricted stock units, respectively, for each
non-employee director. The annual grant for the Chairman of the Board is
3,500 restricted stock units.

As of September 30, 2005, 2,027,550 option shares have been granted
and 594,890 shares have been cancelled under the Stock incentive Plan.
In addition, a total of 407,575 restricted stock units have been granted
under the Stock Incentive Plan, all of which are contingent upon
continued employment and vest over periods ranging from one to five
years. The shares had a fair value at the date of grant ranging between
$50.27 and $69.25 per share. Dividends, payable in stock, accrue on the
grants and are subject to the same specified terms as the original grants.
As of September 30, 2005, a total of 236,189 restricted stock units, net of
cancellations and dividends earned, remain outstanding. A total of
3,617,281 shares remain available for future grants under all aspects of
the Stock Incentive Plan.

The fair value of option grants under our Stock Incentive Plan and the
predecessor 1996 Stock Option Plan are estimated on the date of grant.
Prior to fiscal year 2005 we used the Black-Scholes option-pricing model,
but all stock options granted in fiscal year 2005 are valued with the
Binomial option-pricing model for pro forma expense purposes only, prior
to our adoption of SFAS 123(R) in fiscal 2006. Our Binomial model
incorporates the possibility of early exercise of options into the valuation,
as well as our historical exercise and termination experience to determine
the option value. For these reasons, we believe the Binomial model
provides a fair value that is more representative of actual historical
experience than the value calculated under the Black-Scholes model.
The weighted average fair value of options granted under each of these
plans was $13.19, $15.55 and $12.74 per share for fiscal years 2005,
2004 and 2003, respectively. The following assumptions were used in

the determination of fair value in each period:

2005 2004 2003
Risk-free interest rate 2.64-4.09% 3.73% 3.52%
Dividend yield 1.70-2.08% 1.76% 1.60%
Volatility factor .2023-.2592 .2634 .2629
Weighted average

expected life 6.82years 6.00 years 5.97 years
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The following table summarizes transactions under our current and predecessor stock option plans for fiscal years 2005, 2004 and 2003:

2005 2004 2003
Weighted Weighted Weighted
Average Average Average
Number of Exercise Number of Exercise Number of Exercise
Shares Price Shares Price Shares Price
Unexercised options outstanding -
beginning of year 2,688,651 $50.24 2,688,079 $47.77 2,247,572 $47.69
Options granted 566,300 $55.58 637,650 $58.18 580,100 $47.58
Options exercised (418,251) $45.21 (543,219) $46.54 (62,933) $39.86
Options canceled (498,359) $55.94 (93,859) $54.86 (86,660) $50.33
Unexercised options outstanding -~
end of year 2,338,341 $51.21 2,688,651 $50.24 2,688,079 $47.77
Exercisable options — end of year 2,270,134 $51.32 1,655,687 $47.61 1,606,408 $46.53
The following table summarizes information about stock options outstanding at September 30, 2005:
Options Outstanding Options Exercisable
Weighted
Average Weighted Weighted
Range of Number Remaining Average Number Average
Exercise Prices Outstanding Contractual Life Exercise Price Exercisable Exercise Price
$29.97-$45.34 448,997 417 $40.26 448,997 $40.26
$46.44-$48.64 367,900 6.91 $47.57 299,693 $47.58
$50.11-$52.16 558,495 442 $51.17 558,495 $51.17
$52.42-$57.09 410,433 8.77 $55.70 410,433 $55.70
$58.24-$69.25 552,516 7.67 $59.25 552,516 $59.25
$29.97-$69.25 2,338,341 6.29 $51.21 2,270,134 $51.32

On September 1, 2005, the Company accelerated the vesting of certain
unvested and underwater options previously awarded to employees,
officers, and other eligible participants under the Company’s stock option
plans. As such, the Company fully vested options to purchase 793,117
shares of the Company’s common stock with exercise prices greater than
or equal to $50.48 per share.

Members of the Board of Directors may elect to defer fees earned and
invest them in common stock of the Company under the Hillenbrand
Industries Directors’ Deferred Compensation Plan. A total of 1,803 deferred
shares are payable as of September 30, 2005 under this program.

We have historically had various other stock-based compensation
programs, including a long-term performance based plan. Shares granted
under these predecessor programs were contingent upon continued
employment over specified terms, generally not exceeding three years,
and some required the achievement of pre-established and approved
financial objectives. As of September 30, 2005, there are 56,110 shares
which are deferred, but fully vested and payable.

12. Financial Instruments

The following methods and assumptions were used to estimate the fair
value of each class of financial instruments for which it is practicable to
estimate that value.

The carrying amounts of current assets and liabilities approximate fair
value because of the short maturity of those instruments.

The carrying amounts of the private equity limited partnerships retained
in the sale of Forethought and the other minority investments were $71.5
million and $79.5 million at September 30, 2005 and 2004. The fair value
of equity method investments is not readily available and disclosure is not
required.

The seller financing provided upon the divestiture of Forethought,
including the seller note, debt service account and preferred stock, are
recorded at amortized cost and classified as held-to-maturity securities.
The carrying amounts of these securities are $104.2 million, $11.7 million
and $23.9 million, respectively, for a cumulative total of $139.8 million.
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Using a discount rate that approximates the current rate of comparable
securities and a methodology consistent with that used to calculate the
original discount recognized with respect to the original financing, the
fair value of the securities is estimated to approximate $136 million as of
September 30, 2005.

The fair value of our debt is estimated based on the quoted market prices
for the same or similar issues or on the current rates offered to us for
debt of the same remaining maturities. The carrying value and estimated
fair values of our long-term debt instruments were $350.7 million and
$355.3 million at September 30, 2005 and $359.9 million and $368.6
million at September 30, 2004, respectively.

We have limited involvement with derivative financial instruments and do
not use them for trading purposes. They are used to manage well-defined
interest rate and foreign currency risks. With respect to foreign currency
risks, forward contracts are sometimes utilized to hedge exposure to
adverse exchange risk related to specific assets and obligations
denominated in foreign currencies. As of September 30, 2005 and 2004,
we had no outstanding forward contracts. During 2004, we entered into
interest rate swap agreements to effectively convert a portion of our fixed
interest rate long-term debt to variable rates. The notional amount of the
interest rate swaps was $200 million. There is no hedge ineffectiveness
as each swap meets the short-cut method requirements under SFAS No.
133, “Accounting for Derivatives and Hedging Activities”. As a result,
changes in the fair value of the interest rate swap agreements during their
term offset changes in the fair value of the underlying debt, with no net
gain or loss recognized in earnings. As of September 30, 2005, the
interest rate swap agreements reflected a cumulative loss of $1.3 million,
compared to a cumulative gain of $7.1 million at September 30, 2004.
During 2003, we terminated interest rate swap agreements covering a
notional amount of $150 million of long-term debt that were entered into
in 2001. During the term of these swap agreements, there was no hedge
ineffectiveness as each swap met the short-cut method requirements
under SFAS No. 133. With the termination of the swap agreements and
the completion of debt repurchases in the fourth quarter of fiscal year
2003 and the third quarter of 2004, the remaining unrecognized deferred
gains of $7.1 million remain classified as debt and will be amortized and
recognized as a reduction of interest expense over the remaining term of
the debt securities.




13. Supplementary Information

The following amounts were (charged) or credited to income from
continuing operations for fiscal years 2005, 2004 and 2003:

2005 2004 2003
Rental expense $(25.9) $ (25.5) $ (18.3)
Research and
development costs $ (50.5) $ (55.8) $ (59.2)

The table below indicates the minimum annual rental commitments
(excluding renewable periods) aggregating $64.4 mitlion, for manufacturing
facilities, warehouse distribution centers, service centers and sales offices,
under noncancelable operating leases.

2006 $ 219
2007 $ 159
2008 $ 120
2009 $ 80
2010 $ 31
2011 and beyond $ 35

We are in year three of an agreement with IBM to manage our global
information structure environment, which was announced near the end
of the third quarter of fiscal 2003. The original seven-year agreement had
a cumulative estimated cost of $187 million, and these base charges
have a remaining cumulative estimated cost of $105.4 million, which will
continue to be incurred in nearly equal amounts over the remaining term
of the agreement. During the first years of the agreements, we have on
occasion, solicited IBM to perform services that are outside the scope of
the original base agreement. These services can result in a one-time fee
or can result in additional services received and costs incurred over the
remaining term of the agreement. Currently, the remaining fees related to
out-of-scope services have a cumulative estimated cost of $21.2 million
and are primarily related to new projects and acquisition activities. These
fees will be incurred in nearly equal amounts over the remaining term

of the agreement. During the fourth quarter of fiscal 2005 we informed
IBM of our intent to terminate and resource two areas covered under the
agreement, help desk and desk-side assistance. We intend to resource
these areas to another service provider in the first half of fiscal 2008, and
expect this action to resuilt in a net reduction to our commitments over
the next 4.5 years of an estimated $7.4 million.

The table below provides supplemental information to the Statements of
Consolidated Cash Flows for fiscal years 2005, 2004 and 2003:

2005 2004 2003
Cash paid for:
Income taxes $ 47.7 $ 84.1 $ 73
interest $ 144 $ 98 $ 18.9
Non-cash investing activities:
Seller financing on
Forethought disposition $ - $123.5 $ -
Non-cash financing activities:
Treasury stock issued under
stock compensation plans $ 20.0 $ 17.2 $ 29

14. Segment Reporting

SFAS No. 131, “Disclosures about Segments of an Enterprise and
Related Information” requires reporting of segment information that is
consistent with the way in which management operates and views the
Company.

We are organized into two major operating companies serving the health
care and funeral services industries. Hill-Rom is a manufacturer of
equipment for the health care industry, a provider of associated systems
for wound, pulmonary and circulatory care and a provider of biomedical
equipment rentals and other services to enhance the operational
efficiency and asset utilization of health care facilities. Batesville Casket
serves the funeral services industry and manufactures and sells a variety
of metal and hardwood caskets and a line of urns and caskets used in
cremation. Batesville’s products are sold to licensed funeral professionals
operating licensed funeral homes.

In July, 2005, we announced several changes intended to simplify both the
Corporate and Hill-Rom organizational structures and to support Hill-Rom's
strategy to focus on its core hospital bed frames, therapy support surfaces
and services businesses. Hill-Rom established two commercial divisions,
one focusing on North America and one focusing internationally, each
consisting of hospital bed frames, therapy support surfaces and services
businesses with supporting sales, marketing and field service organiza-
tions. Hill-Rom also combined sourcing, manufacturing, and product
development under one new function to support these two commercial
divisions. Home care products and services and surgical accessories are
provided through a separate, fully integrated division. At the same time, all
Hillenbrand corporate functions, including human resources, finance,
strategy, legal and information technology, were consolidated with those in
Hill-Rom. Therefore, during fiscal 2008, our operating structure is expected
to contain the following reporting segments:

¢ Hill-Rom North America

¢ Hill-Rom International

¢ Hill-Rom Home Care and Surgical Accessories
* Batesville Casket

We will also break out certain functional costs and eliminations to aid

in the reconciliation of segment information to consolidated Hillenbrand
financial information. We may also break out certain continuing public
entity corporate-related costs separately to improve readability and
understanding.

While we have been working diligently with respect to the adoption and
implementation of this new organizational structure, we have not yet
begun to report financial information consistent with the new structure.
As a result, we will continue to report segment information consistent
with the prior year reporting structure. We anticipate beginning to report
under the new structure in early 2008, and at that time we intend to also
restate the reporting for prior periods to the new structure as well.

Within our prior structure and consistent with the manner in which we -
will report segment information in the current year, Hill-Rom is split into
Americas/Asia Pacific and EMEA (Europe, Middle East and Africa)
reporting segments, with performance measured on a divisional income
basis before special items. Intersegment sales between the Americas/
Asia Pacific and EMEA are generally accounted for at current market
value or cost plus markup. Divisional income represents the division’s
gross profit less their direct operating costs. Functional costs and
eliminations include common costs, such as administration, finance
and non-divisional legal and human resource costs, intercompany
eliminations and other charges not directly attributable to the segments.
Functional costs and eliminations, while not considered a segment, are
presented separately to aid in the reconciliation of segment information to
consolidated Hill-Rom financial information. Essentially all our goodwill
resides in the Hill-Rom Americas/Asia Pacific segment.

The reporting segment of Batesville Casket is measured on the basis of
income from continuing operations before income taxes and special
charges. Intersegment sales do not occur between Hill-Rom and Batesville
Casket. Forethought results, which were previously considered a reporting
segment, are now being presented in the results from discontinued
operations as further discussed in Note 3 to the Consolidated Financial
Statements.
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Corporate manages areas that affect all segments such as taxes, interest In analyzing segment performance, our management reviews income
income and expense, debt, legal, treasury, and business development. before income taxes and net income, both before the impact of the
Nearly all interest expense amounts relate to activities undertaken at litigation charge and before special charges.

Corporate to benefit the Company as a whole. Corporate, while not a
reporting segment, is presented separately to aid in the reconciliation of
segment information to that reported in the Statements of Consclidated
Income (Loss).

Financial information regarding our reportable segments is presented below:

Functional
Americas/ Costs and Total Batesville Corporate
Asia Pacific EMEA Eliminations Hill-Rom Casket and Other Consolidated

2005
Net revenues $1,086.7 $ 192.0 $ - $1,278.7 $ 659.4 $ - $1,938.1
intersegment revenues $ 218 $ 18.2 $ (40.0) $ -
Divisional income (loss) $ 149.8 $ 15 $ (11.0) $ 1403
Income (loss) from continuing

operations before income taxes,

litigation charge and special charges $ 1412 $ 180.6 $ (42.8) $ 279.0
Litigation charge (a) $ 358.6
Special charges (b) $ 363
Loss from continuing

operations before income taxes $ (115.9)
Income tax benefit $ (19.6)
Loss from continuing operations $ (96.3)
Income from discontinued operations (¢} $ 22
Net loss $ (94.1)
Assets $1,300.5 $ 283.9 $ 644.8 $2,229.2
Capital expenditures and intangibles $ 1024 $ 16.9 $ 19 $ 121.2
Depreciation and amortization $ 89.9 $ 183 $ 5.8 $ 114.0
2004
Net revenues $1,002.1 $ 186.9 $ - $1,189.0 $ 8403 3 - $1,829.3
Intersegment revenues $ 271 $ 8.1 $ (35.2) $ -
Divisional income (loss) $ 299.2 $ (09 $(119.9) § 1784
Income (loss) from continuing

cperations before income taxes

and special charges (d) $ 178.7 $ 1885 $ (53.9) $ 313.3
Special charges (e) $ 55
income from continuing

.operations before income taxes $ 3078
Income tax expense $ 1196
Income from continuing operations $ 188.2
Loss from discontinued operations (¢} $ (45.0
Net income $ 1432
Assets $1,272.2 $ 2787 $ 518.8 $2,069.7
Capital expenditures and intangibles $ 982 $ 170 $ 9.3 $ 1245
Depreciation and amortization $ 80.8 $ 18.8 $ 8.5 $ 108.1
2003
Net revenues $ 897.2 $ 168.6 $ - $1,066.8 $ 628.1 3 - $1,693.9
Intersegment revenues $ 485 $ - $ (48.5) $ -
Divisional income (loss) $ 298.0 $ - $ (93.6) $ 204.4
Income (loss) from continuing

operations before income taxes

and special charges (f} $ 2045 $ 1848 $ (99.6) $ 2897
Special charges (g) $ 94
Income from continuing

operations before income taxes $ 280.3
Income tax expense $ 997
Income from continuing operations $ 1806
Loss from discontinued operations (c) $ 8.4
Net income $ 189.0
Assets (h) $ 7511 $ 280.8 $4,443.0 $5,474.9
Capital expenditures and intangibles $ 96 $ 163 $ 6.8 $ 1147
Depreciation and amortization $ 48.9 $ 184 $ 7.8 $ 751

(a} Reflects antitrust litigation charge of $226.1 (after tax) refated to Hill-Rom.

{b) Reflects realignment charges for all businesses totaling $36.3 million, including the change in architecture at Hill-Rom, the consolidation of Corporate and Hill-Rom functions, the closure of a wood

casket manufacturing facility and CEQ transition costs.

(c) Reflects results of Forethought, including Forethought Federal Savings Bank, and Hill-Rom’s piped-medical gas and infant care businesses classified as discontinued operations. Results for 2004
included the loss on disposal of Forethought of $88.6 million (after tax) and a net gain on the disposition of the piped-medical gas and infant care businesses of a combined $18.3 million (after tax).

(d) Corporate and Other includes $6.4 million on the extinguishment of debt ($4.0 million after tax)

(e) Reflects a $5.5 million charge related to a realignment of financial and personnel resources at Hill-Rom.
(f) Corporate and Other includes a $15.7 million loss on the extinguishment of debt ($10.4 million after tax).
(g) Reflects a $9.4 million charge related to a business structure realignment at Hill-Rom.

(h} Corporate and Other includes $4 billion of assets of Forethought classified as discontinued operations.
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Geographic Information

Most of our operations outside the United States are in Europe and

consist of the manufacturing, selling and renting of health care products.

Geographic data for net revenues from continuing operations and long-
lived assets (which consist mainly of property, equipment leased to others
and intangibles) for fiscal years 2005, 2004 and 2003 were as follows:

2005 2004 2003
Net revenues to unaffiliated

customers: (a)

United States $1676.2 $ 15864 $1,471.0

Foreign 261.9 242.9 222.9
Total revenues $1,9381 §$ 18293 $1,693.9
Long-lived assets: (b)

United States $ 9086 $ 9180 $ 4468

Foreign 64.6 73.6 69.3
Total long-lived assets $ 9732 $ 9916 $ 516.1

(a) Net revenues are attributed to geographic areas based cn the location of the operation making the sale.
(b) Includes property, equipment leased to others and intangibles, including goodwill.

15. Financial Services

Forethought and its subsidiaries served funeral and cemetery planning
professionals with life insurance policies, trust products and marketing
support for Forethought® funeral planning.

Investments were predominantly U.S. Treasuries and agencies, high-
grade corporate and foreign bonds, with smaller investments in equities,
commercial mortgage loans, high-yield corporate bonds and limited
partnerships. Investments were carried on the Consoclidated Balance

16. Unaudited Quarterly Financial Information

Sheets at fair value. Forethought’s objective was to purchase investment
securities with maturities that matched the expected cash outflows of
policy benefit payments. The investment portfolio was constantly
monitored to ensure assets matched the expected payment of the
liabilities. Securities were also sold in other circumstances, including
concern about the credit quality of the issuer. Cash {unrestricted as to
use) was held for future investment.

The cost used to compute realized gains and losses was determined

by specific identification. Proceeds and realized gains and losses from
the sale of investment securities available for sale and from write-downs
associated with other-than-temporary declines in value (impairments)
were as follows for fiscal years 2004 and 2003:

2004 2003
Proceeds $416.8 $996.2
Realized gross gains $ 13.9 $ 67.6
Realized gross losses $ 10.0 $116.7
Statutory data at September 30, 2003:

2003
Net income $ 224
Capital and surplus $346.5

Forethought’s life insurance companies were restricted in the amount of
dividends that they could distribute to their shareholders without approval
of the department of insurance in their respective states of domicile. in
December 2003, Forethought Life Insurance Company paid a dividend of
$28.6 million to Hillenbrand Industries, Inc.

Fiscal Year

Ended

2005 Quarter Ended 12/31/04 3/31/05 6/30/05 9/30/05 9/30/05
Net revenues $474.8 $500.7 $466.0 $496.6 $1,938.1
Gross profit 220.3 236.1 210.9 221.0 888.3
income (loss) from continuing operations (a) 43.5 53.6 37.7 (231.1) (96.3)
Income from discontinued operations 0.1 0.4 0.3 14 2.2
Net income (loss) 43.6 54.0 38.0 (229.7) (94.1)
Basic net income (loss) per common share $0.70 $0.87 $0.62 $(3.75) $(1.52)
Diluted net income (loss) per common share $0.70 $0.87 $0.61 $(3.75) $(1.52)
Fiscal Year

Ended

2004 Quarter Ended 12/31/03 3/31/04 6/30/04 9/30/04 9/30/04
Net revenues $422.1 $471.6 $461.5 $474.1 $1,829.3
Gross profit 218.9 239.5 222.0 227.2 907.6
Income from continuing operations (b) 447 52.8 44.7 46.0 188.2
Income (loss) from discontinued operations (c) 17.4 (87.5) 9.2 15.8 45.0)
Net income 62.1 (34.7) 53.9 61.9 143.2
Basic net income per common share $1.00 $(0.56) $0.87 $0.99 $2.30
Diluted net income per common share $0.99 $(0.55) $0.86 $0.99 $2.28

(a) Reflects numerous charges, including a fourth quarter litigation charge of $226.1 miliion (after tax), realignment charges for all businesses totaling $27.1 miflion (after tax), primarily in the third and fourth quarters,
and a rental asset inventory loss at Hill-Rom associated with a fourth quarter physical inventory of $3.0 miflion (after tax).
(b) Reflects losses on the repurchases of debt of $4.0 million (after tax) in the third quarter of 2004. Fiscal 2004 includes a net special charge of $4.5 million (after tax) for the business reafignment at Hill-Rom, primarily

in the fourth quarter.

(¢) Reflects a first quarter gain on the divestiture of the Hill-Rom piped-medical gas business of $5.3 miflion (after tax) and a second quarter estimated loss on the divestiture of Forethought of $95.8 million (after tax),

which was adjusted down to $88.6 miliion in the fourth quarter. Third quarter results included a gain on the divestiture of the Hill-Rom infant care business of $8.0 miliion (after tax). This gain was increased in the
fourth quarter by $5.0 million (after tax) upon final transfer of an investment and colfection of related proceeds.

Hiltenbrand | 61



NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONT.)
Hillenbrand Industries, Inc. and Subsidiaries

17. Commitments and Contingencies

On June 30, 2003, Spartanburg Regional Healthcare System (the
“Plaintiff”) filed a purported antitrust class action lawsuit against
Hillenbrand, Hill-Rom, Inc. and Hill-Rom Company, Inc. in the United
States District Court for the District of South Carolina. As of November 7,
2005, all proceedings in the lawsuit were stayed except those relating to
the parties’ efforts to complete a settlement. Hillenbrand and its Hifl-Rom
subsidiaries have entered into a memorandum of understanding to settle
the case for $337.5 million in cash. The proposed settlement also
includes Hill-Rom’s commitment to continue certain company initiated
discounting practices for a period of three years. The proposed settle-
ment is subject to a number of conditions, including the negotiation

of a definitive settlement agreement and final Court approval of that
agreement following notice to class members, which is not anticipated to
occur until calendar 2006. If finally approved by the court, the settlement
is expected to resolve all of the plaintiffs’ claims and all potential claims
of most North American purchasers or renters of Hill-Rom products from
1990 through the present related to or arising out of the subject matter of
the lawsuit. While we are encouraged by progress toward a settlement,
there is no assurance that the parties will reach, or, if reached, that the
Court will approve, a settlement agreement.

In connection with the memorandum of understanding and our assessment
that it is probable a settlement will be reached and approved, we recorded
a litigation charge and established a litigation accrual in the amount of
$358.6 million in the fourth quarter of fiscal 2005, which includes certain
legal and other costs associated with the proposed settlement.

Plaintiff's Second Amended Complaint, filed on May 8, 2005, alleged
violations of the federal antitrust laws, inciuding attempted monopoliza-
tion, monopoly maintenance and tying claims. Plaintiff sought to certify a
class of all purchasers of Hill-Rom?® standard and/or specialty hospital
beds, and/or architectural and in-room products from 1990 to the present
where there have been contracts between Hill-Rom and such purchasers,
either on behalf of themselves or through purchasing organizations,
conditioning discounts on Hill-Rom® hospital beds and other architectural
and in-room products on commitments to rent or purchase a very high
percentage (e.g. ninety percent) of specialty beds from Hill-Rom. Plaintiff
subsequently narrowed the definition of its proposed class to acute and
subacute facilities. Plaintiff claimed that it and the alleged class sustained
injury caused by Hill-Rom’s discounting practices, which allegedly
harmed competition and resulted in higher prices for standard and/or
specialty hospital beds and/or architectural and in-room products.

Plaintiff sought actual monetary damages on behalf of the purported
class in excess of $100 million, trebling of any such damages that might
have been awarded, recovery of attorney fees and costs, and injunctive
relief. If a final definitive settlement is not achieved, we anticipate the
Plaintiff would seek damages substantially in excess of $100 million,
before trebling. If a class were to be certified and if Plaintiffs were to
prevail at trial, potential trebled damages awarded the Plaintiffs couid be
substantially in excess of $100 million and have a significant material
adverse effect on our resuits of operations, financial condition, and
liquidity. Therefore, if the proposed settlement is not consummated, we
will continue to aggressively defend against Plaintiff's allegations and will
continue to assert what we believe to be meritorious defenses to class
certification and Plaintiff's allegations and damage theories.

On May 2, 2005, a non-profit entity called Funeral Consumers Alliance,
Inc. and several individual consumers filed a purported class action
antitrust lawsuit (“FCA Action”) against Hillenbrand, its Batesville Casket
Company, Inc. subsidiary (“Batesville”), and three of Batesville’s national
funeral home customers, Service Corporation International (“SCI”),
Alderwoods Group, Inc. (“Alderwoods"), and Stewart Enterprises, Inc.
(“Stewart”) in the United States District Court for the Northern District of
California (“Court”). This lawsuit alleged a conspiracy to suppress
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competition in an alleged market for the sale of caskets through a group
boycott of so-called “independent casket discounters,” that is, third party
casket sellers unaffiliated with licensed funeral homes; a campaign of
disparagement against these independent casket discounters; and
concerted efforts to restrict casket price competition and to coordinate
and fix casket pricing, all in violation of federal antitrust law and
California’s Unfair Competition Law. The lawsuit claimed, among other
things, that Batesville’s maintenance and enforcement of, and alleged
modifications to, its long-standing policy of selling caskets only to
licensed funeral homes were the product of a conspiracy among
Batesville, the other defendants and others to exclude “independent
casket discounters” and that this alleged conspiracy, combined with
other alleged matters, suppressed competition in the alleged market for
caskets and led consumers to pay higher than competitive prices for
caskets. The FCA Action alleged that two of Batesville’s competitors,
York Group, Inc. and Aurora Casket Company, are co-conspirators but
did not name them as defendants. The FCA Action also alleged that SCI,
Alderwoods, Stewart and other unnamed co-conspirators conspired to
monopolize the alleged market for the sale of caskets in the United States.

After the FCA Action was filed, several more purported class action
lawsuits on behalf of consumers were filed based on essentially the same
factual allegations and alleging violations of federal antitrust law and/or
related state law claims. It is not unusual to have multiple copycat class
action suits filed after an initial filing, and it is possible that additional
suits based on the same or similar allegations will be brought against
Hillenbrand and Batesville.

Batesville, Hillenbrand and the other defendants filed motions to dismiss
the FCA Action and a motion to transfer to a more convenient forum.

In response, the Court permitted the plaintiffs to replead the complaint
and later granted defendants’ motion to transfer the action to the United
States District Court for the Southern District of Texas (Houston, Texas).

On QOctober 12, 2005, the FCA plaintiffs filed an amended complaint
consolidating all but one of the other purported consumer class actions
in the United States District Court for the Southern District of Texas. The
amended complaint contains the same basic allegations as the original
complaint. Defendants anticipate moving shortly to consolidate the one
purported consumer class action that has not yet been consolidated with
the FCA Action, Fancher v. SCl et al. filed on September 23, 2005, which
has also been transferred to Houston, Texas.

The FCA plaintiffs are seeking certification of a class that includes all
United States consumers who purchased Batesville caskets from any
of the funeral home co-defendants at any time during the fullest period
permitted by the applicable statute of limitations. Plaintiffs generally
seek actual unspecified monetary damages, trebling of any such
damages that may be awarded, recovery of attorneys’ fees and costs
and injunctive relief.

On November 10, 2005, Batesville, Hillenbrand, and other defendants
moved to dismiss the amended complaint. A hearing on scheduling
occurred on December 6, 2005. As a result, the Class Certification
hearing is scheduled to occur on December 5, 2006. The trial in this
matter is scheduled to begin on or about February 4, 2008.

In addition to the consumer lawsuits discussed above, on July 8, 2005
Pioneer Valley Casket Co. (“Pioneer Valley”), an alleged casket store and
Internet retailer, also filed a purported class action lawsuit against
Batesville, Hillenbrand, Alderwoods, SCI, and Stewart in the Northern
District of California on behalf of the class of “independent casket
distributors,” alleging violations of state and federal antitrust law and
state unfair and deceptive practices laws based on essentially the same
factual allegations in the consumer cases. Pioneer Valley claimed that

it and other independent casket distributors were injured by the
defendants’ alleged conspiracy to boycott and suppress competition in




the alleged market for caskets, and by an alleged conspiracy among SCI,
Alderwoods, Stewart and other unnamed co-conspirators to monopolize
the alleged market for caskets.

Plaintiff Pioneer Valley seeks certification of a class of all independent
casket distributors who are now in business or have been in business
since July 8, 2001. Pioneer Valley generally seeks actual unspecified
monetary damages on behalf of the purported class, trebling of any such
damages that may be awarded, recovery of attorneys’ fees and costs
and injunctive relief.

The Pioneer Valley complaint was also transferred to the Southern District
of Texas but was not consolidated with the FCA Action, although the
scheduling orders for both cases are identical. On October 21, 2005,
Pioneer Valley filed an amended complaint adding three new plaintiffs,
each of whom purports to be a current or former “independent casket
distributor.” Like Pioneer Valley's original complaint, the amended
complaint alteges violations of federal antitrust laws, but it has dropped
the causes of actions for alleged price fixing, conspiracy to monopolize,
and violations of state antitrust law and state unfair and deceptive
practices laws. On December 1, 2005, Hillenbrand and Batesville filed a
motion to dismiss this complaint.

If a class is certified in any of the antitrust cases filed against Hillenbrand
and Batesville and if plaintiffs in any such case prevalil at trial, potential
trebled damages awarded to the plaintiffs could have a significant
material adverse effect on our results of operations, financial condition,
and/or liquidity. Accordingly, we are aggressively defending against the
allegations made in all of these cases and intend to assert what we
believe to be meritorious defenses to class certification and to plaintiffs’
allegations and damage theories.

After the FCA Action was filed, in the summer and fall of 2005, Batesville
was served with Civil Investigative Demands (CIDs) by the Attorney
General of Maryland and certain other state attorneys general who have
begun an investigation of possible anticompetitive practices in the funeral
services industry relating to a range of funeral services and products,
including caskets. Batesville has been informed that approximately 16
state attorneys general offices are participating in the joint investigation,
although more could join. Batesville has begun production of documents
in response to the ClDs.

We are subject to various other claims and contingencies arising out of
the normal course of business, including those relating to commercial
transactions, product liability, employee related matters, antitrust, safety,
health, taxes, environmental and other matters. Litigation is subject to
many uncertainties and the outcome of individual litigated matters is not
predictable with assurance. It is possible that some litigation matters for
which reserves have not been established could be decided unfavorably
to us, and that any such unfavorabie decisions could have a material
adverse effect on our financial condition, results of operations and

cash flows.

Legal fees associated with claims and lawsuits are generally expensed
as incurred. Upon recognition of an estimated loss resulting from a
settlement, an estimate of legal fees to complete the settlement are also
included in the amount of the loss recognized.

We are also involved in other possible claims, including product liability,
workers compensation, auto liability and employment related matters.
These have deductibles and self-insured retentions ranging from $150
thousand to $1.5 million per occurrence or per claim, depending upon
the type of coverage and policy period.

Since December 1993, we have purchased deductible reimbursement
policies from our wholly-owned insurance company, Sycamore insurance
Company, Ltd., for the deductibles and self-insured retentions associated

with our product liability, workers compensation and auto liability
programs. Outside insurance companies and third-party claims
administrators establish individual claim reserves and an independent
outside actuary provides estimates of ultimate projected losses, including
incurred but not reported claims. The actuary also provides estimates

of ultimate projected losses used to determine accrual adequacy for
losses incurred prior to December 1999.

Claim reserves for employment related matters are established based
upon advice from internal and external counsel and historical settlement
information for claims and related fees.

The recorded amounts represent our best estimate of the costs we will
incur in relation to such exposures, but it is possible that actual costs
could differ from those estimates.
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Management is responsible for establishing and maintaining adequate internal control over financial reporting (as defined in Rules 13a-15(f) and 15d-
15(f) under the Securities Exchange Act of 1934, as amended) for Hillenbrand Industries, Inc. Our internal control over financial reporting is designed
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 in the United States of America.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may become inadequate because of changes in conditions, or that the degree of
compliance with the policies and procedures may deteriorate.

Management assessed the effectiveness of the Company’s internal control over financial reporting as of September 30, 2005 using criteria established
in the Internal Control-Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSQO) and
concluded that the Company maintained effective internal control over financial reporting as of September 30, 2005 based on those criteria.

The effectiveness of our internal control over financial reporting as of September 30, 2005, as well as our assessment of the effectiveness of our

internal control over financial reporting as of September 30, 2005, have been audited by PricewaterhouseCoopers LLF, our independent registered
public accounting firm, who also audited the consolidated financial statements, as stated in the report included herein.

CELUTN

Rolf A. Classon
Interim President and Chief Executive Officer

Gy I,

Gregory N. Miller
Senior Vice President and Chief Financial Officer

TRt o, Ve

Richard G. Kelter
Vice President, Controller and Chief Accounting Officer
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Shareholders and Board of Directors of Hillenbrand Industries, Inc.

We have completed an integrated audit of Hillenbrand Industries, Inc.’s 2005 consolidated financial statements and of its internal control over financial
reporting as of September 30, 2005 and audits of its 2004 and 2003 consolidated financial statements in accordance with the standards of the Public
Company Accounting Oversight Board (United States). Our opinions, based on our audits, are presented below.

Consolidated financial statements

In our opinion, the accompanying consolidated balance sheets and the related statements of consolidated income (loss), of consolidated cash flows
and of consolidated shareholders’ equity and comprehensive income present fairly, in all material respects, the financial position of Hillenbrand
Industries, Inc. and its subsidiaries at September 30, 2005 and 2004, and the results of their operations and their cash flows for each of the three years
in the period ended September 30, 2005 in conformity with accounting principles generally accepted in the United States of America. 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 of these statements 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 of financial statements includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements, assessing the accounting principles used and significant estimates made by management, and evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis for our opinion.

Internal control over financial reporting

Also, in our opinion, management'’s assessment, included in the accompanying Report of Management, that the Company maintained effective
internal control over financial reporting as of September 30, 2005 based on criteria established in Internal Control - Integrated Framework issued by
the Committee of Sponsoring Organizations of the Treadway Commission (COSOQ) is fairly stated, in all material respects, based on those criteria.
Furthermore, in our opinicon, the Company maintained, in all material respects, effective internal control over financial reporting as of September 30,
2005 based on criteria established in internal Control - Integrated Framework issued by the COSO. 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 opinions on management’s assessment and on the effectiveness of the Company’s internal control over financial reporting
based on our audit. We conducted our audit of internal control over financial reporting 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 effective internal control over financial reporting was maintained in all material respects. An audit of internal control over financial reporting
includes 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 consider 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 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 (i) pertain to the maintenance of records that, in reasonable detalil,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (i) 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 (jii) 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 its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also, projections of any evaluation

of effectiveness to future periods are subject to the risk that controls may become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.

“Pricews odwheuseLooprs LLP

PricewaterhouseCoopers LLP
Cincinnati, Ohio
December 22, 2005
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Rolf A. Classon, 60
Interim President and Chief Executive Officer

Kenneth A, Camp, 60

President and Chief Executive Officer,

Batesville Casket Company, Inc. and

Senior Vice President, Hillenbrand Industries, Inc.

Patrick D. de Maynadier, 45
Vice President, General Counsel and Secretary

Kimberly K. Dennis, 39
Vice President, Office of Program Leadership and
Information Technology

John H. Dickey, 51
Vice President, Human Resources

Gregory N. Miller, 42
Senior Vice President and Chief Financial Officer

COWMPANY CONTACT

Investor Relations

Joe A. Raver, 39
Vice President, Strategy and Administration

Larry V. Baker, 50
Vice President, Corporate Tax

Richard G. Keller, 44
Vice President, Controller and Chief Accounting Officer

Mark R. Lanning, 51
Vice President, Treasurer

Gary L. Larson, 45
Vice President, Internal Audit

Wendy Wilson, 51
Vice President, Investor Relations and
Corporate Communications

Requests for the Hillenbrand Industries Annual Report on Form 10-K or

other information on the company should be directed in writing to:

Investor Relations and Corporate Communications

Hillenbrand Industries, Inc.
1069 State Route 46 East
Batesville, IN 47006-8835
(812) 934-8400
wendy.wilson@hillenbrand.com

This information will be provided to any shareholder without charge.
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SHAREHOLDER INFORMATION

Stock Exchange

Hillenbrand Industries common stock is traded HB
on the New York Stock Exchange (NYSE) under
the ticker symbol HB. The newspaper stock table NYSE.

listings are Hillenbrnd, Hillenbd or Hilenbd.

Dividends

Hillenbrand Industries has paid cash dividends on its common
stock every quarter since the first public offering in 1971,

and those dividends have increased each year since 1972.
Dividends are paid near the end of December, March, June,
and September to shareholders of record in mid-December,
mid-March, mid-June, and mid-September.

Transfer Agent

If you have questions about your stock certificates - such as
lost certificates, registration of certificates, dividend payments,
or any other stock-related question — please contact our
transfer agent. Their information is:

Computershare Investor Services
2 North LaSalle Street
Chicago, lllinois 60602
(312) 360-5328 or (800) 716-3607

Reinvestment of Dividends and Direct Stock Service
Hillenbrand offers its shareholders opportunities to reinvest
dividends and to transfer their certificates into electronic
accounts. In order to obtain information for these features,
administered by our transfer agent, call (800) 716-3607, and
select the menu item for BYDSSM.

DISCLOSURE REGARDING FORWARD-LOOKING STATEMENTS

Annual Meeting
Hillenbrand’s annual meeting of shareholders will be held on
Friday, February 10, 2008, at 10:00 a.m. EST at:

Batesville Casket Company
One Batesville Boulevard
Batesville, IN 47006-7798

Auditors

PricewaterhouseCoopers LLP

720 East Pete Rose Way, Suite 400
Cincinnati, OH 45202

(513) 723-4700

Legal Counsel

Bracewell & Giuliani LLP

711 Louisiana Street, Suite 2300
Houston, TX 77002

(713) 223-2300

New York Stock Exchange Compliance

In 2005, we submitted our Section 303A.12(a) chief executive
officer certification to the New York Stock Exchange. We have
also filed with the Securities and Exchange Commission, as an
exhibit to our most recently filed Annual Report on Form 10K,
the Sarbanes-Oxley Act Section 302 certifications.

Corporate Site on the World Wide Web
www.hillenbrand.com

Certain statements in this annual report contain forward-looking statements, within the meaning of the Private Securities Litigation
Reform Act of 1995, regarding the Company’s future plans, objectives, beliefs, expectations, representations and projections. The
Company has tried, wherever possible, to identify these forward-looking statements using words such as “intend,” “anticipate,”

" &« LI ” &« oK

“believe,
“continue,

plan,
" “accelerate,

encourage,

"o

expect,” “may,

goal,” “become,
promise,” “increase,” or the negative of those terms or other variations of them or by comparable

pursue,

" ow LIS ”

estimate,” “strategy,” “will,” “projection,” “forecast,”

terminology. The absence of such terms, however, does.not mean that the statement is not forward-looking. It is important to

note that forward-looking statements are not guarantees of future performance, and the Company’s actual results could differ
materially from those set forth in any forward-looking statements. Factors that could cause actual results to differ from forward-
looking statements include but are not limited to: the Company’s dependence on its relationships with several large national
providers and group purchasing organizations, changes in death rates, whether the Company’s new products are successful in the
marketplace, changes in customers’ Medicare reimbursements, the success of the implementation of the Company’s enterprise
resource planning system, compliance with FDA regulations, tax-related matters, potential exposure to antitrust, product liability
or other claims, failure of the Company to execute its acquisition strategy through the consummation and successful integration of
acquisitions and the ability to retain executive officers and other key personnel. For a more in depth discussion of these and other
factors that could cause actual results to differ from those contained in forward-looking statements, see the discussions under

the heading “Risk Factors” in the Company’s Annual Report on Form 10-K for the year ended September 30, 2005 filed with the
Securities and Exchange Commission. The Company assumes no obligation to update or revise any forward-looking statements.
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