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Financial Highlights

Hillenbrand Industries, inc. and Subsidiaries

Fiscal Year Ended Fiscal Year Ended Percentage Change Fiscal Year Ended Percentage change

{Datars in millions except per shore data) September 30, 2006 September 30, 2005 2006 v3, 2005 Seprember 30, 2004 2005 vs. 2004
Net Revenues

Health Care sales $ 8626 $ 8109 6% 5 736.9 10%

Health Care rentals 425.7 467.8 (9%} 4521 3%

Funeral Services sales 674.6 659.4 2% 640.3 3%
Total Revenues $ 1,9629 $ 1,938 1% $ 18293 6%
Gross Profit

Health Care sales $ 3615 5 3294 10% $ 3261 1%

Health Care rentals 208.5 2451 {15%) 265.0 (89%)

Funeral Services 279.8 266.0 5% 2638 1%
Total Gross Profit 849.8 §40.5 1% 854.9 (2%)
Other operating expenses 529.1 555.7 {5%) 528.9 5%
Litigation (credits) charge (a) (2.3) 358.6 {1071%) 0.0 N/A,
Special charges (b} 5.4 36.3 {85%) 5.5 S60%
Operating Profit (Loss) 317.6 (110.1) N/A 3205 (134%)
Other income (expense), net (¢} 214 {5.8) N/A 12.7) (54%)
Income (Loss) from Continuing Operations Before

Income Taxes 339.0 (115.9) N/A 307.8 (138%)
Income tax expense (benefit) 117.5 {19.6) N/A 1196 (116%)
Income (Loss) from Continuing Operations 2.5 (96.3} N/A 188.2 (151%)
{Loss) Income from Discontinued Operations {d) {0.3) 2.2 (114%) {45.0) N/A
Net Income (Loss) $ 2212 5 (94.1) N/A 5 143.2 (166%)
Income (Loss) per Common Share from

Continuing Operations - Diluted $ 3.60 $ (1.56) N/A $ 3.00 (152%)
{Loss) Income per Comman Share from

Discontinued Operations - Diluted (0.01) 0.04 {125%) 0.72) N/A
Net Income (Loss} per Common Share - Diluted $ 3.59 $ {1.52) N/A S 2.28 {167%)
Dividends per Common Share $ 1.13 $ 1.12 1% $ 1.08 4%
Return on Average Equity 21.2% (8.1%) N/A 12.2% N/A
Average Common Shares Quistanding - Diluted {000's} 61,577 61,774 0% 62,725 (29%)
Shareholders 24,200 21,600 12% 17,000 27%
Employees 9,300 9,800 (5%} 10,100 (3%)

{a} Reflects antitrust fitigation charge in 2005 and reversal of legal fees in 2006.

{t) Renlignment of certain operations, the write-down of underperforming and rationalized assers, the reversal of prior special charge provisions in excess of requitements and the retiremeni of the Company's former CEQ (see Note 8 to Consolidated
Financial Statements).

[c) Includes a foss of $6.4 miilion on the repurchase of debt in 2004.

(d} Discontinued operations reflect results of Forethought, including Forethought Federal Savings Bonk, and Hill-Rom's piped.medical gas and infani care businesses (see Note 3 1o Consolidated Financial Statements).

N/A - Not Applicable

See Management's Discussion and Analysis of Financial Condition and Resuits of Operations and Neres 1o Consolidared Financial Staterments for more information.




Hillenbrand Industries is

a public holding company for its two
major operating businesses serving the
health care and funeral services industries in
the United States and abroad.

Net Revenues From
Continuing Operations
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Hill-Rom Company is

a leading worldwide manufacturer and
provider of medical technologies and related services
for the health care industry, including patient
support systems, non-invasive therapeutic products
for a variety of acute and chronic medical conditions,
medical equipment rentals, and workflow
information technology solutions. Hill-Rom's
comprehensive product and service offerings are
used by health care providers across the health care
continuum in hospitals, extended care facilities and
home care settings, to

enhance the safety and H“I-Rom

qua'lty of patlent care. A HILLENBRAND INDUSTRY

Batesville Casket Company is

a leader in the North American death care
industry through the sale of funera! service products,
including burial caskets, cremation caskets,
containers and urns, selection room display fixturing,

other personalization
and memorialization
products.
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Dear Fellow Shareholders

Fiscal 2006 was a year of new leadership, fresh ideas, and

financial discipline.

We successfully navigated the transition
to a new executive team, including a new
CEQ. Building on the turnaround initiatives
of last year, we created a strategy that
sets Hill-Rom in a new direction. Both
Batesville Casket and Hill-Rom introduced
important new products—and Batesville’s
manufacturing prowess was recognized
with two national awards. Hill-Rom entered
into a momentous new strategic alliance
with Ascension Health to reduce adverse
events in hospitals. In 2006, Hillenbrand
delivered the highest netincome in the
company’s history.

In short, it was a year when we
fulfilled our promises and began to build
momentum for the future,

New energy from a new leader

Peter Soderberg became CEC in March,
bringing to Hillenbrand his long experience
as president and CEQ of Welch Allyn, a
leading global manufacturer of medical
devices. A Hillenbrand board member since
2002, he succeeded Rolf Classon, who had
been interim CEO since May 2005 and now
continues as chairman of the board.

Before joining Welch Allyn, Peter was
president of Johnson & Johnson Health
Management from 1989 to 1993. His
career with J&J began in 1968; over the
years he held many operations, marketing,
and senior management positions. Peter
learned consumer product marketing at
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J&)J, including an assignment overseeing
most of the consumer brands for the
company in Australia. An engineering
graduate of Yale University, Peter serves on
several corporate and industry boards in
health care and medical devices.

Peter is already tapping into his
interest in building strong brands and
solid organizations in his new position
at Hillenbrand. He believes in putting
customers first, in driving innovation, in
instilling ownership and accountability,
and in growing at a superior rate,

All these commitments are now felt
throughout the business.

New strategic focus for Hill-Rom
Last year we reported on Rolf's creation of a
simplified organizational structure, bringing
together the management of Hillenbrand
and Hill-Rom. He also moved us toward
becoming a more customer-centered
organization by realigning our sales,
rental, and service organizations. These
changes are already paying off through cost
improvements across the company and a
more robust new product pipeline.

This year we took the next step:
To unlock our potential through the
development of a new strategy for Hill-Rom,
Working together with the Board, Peter
initiated this effort almost as soon as he
arrived, moved by the need to step back
and answer some basic questions, and then

1o lock for opportunities, By comparing the
business today with the marketplace and
applying share, revenue, and trend data,
the strategy team quickly saw a very clear
picture: The potential for growth exists
throughout Hill-Rom’s businesses. We only
need to leverage our people, products,
capabilities, and brand in a more effective,
focused way.

To focus our efforts, we will be
governed by the strategy statement you see
later in this report. Then we will put six key
initiatives in place for 2007-2009, including:

1. Protect our core business. Cur vibrant
North American acute care capital business
represents nearly half of Hill-Rom's
revenues. We will continue the new
product momentum we have established
in 2006, commercializing several new
products and extensions of important
core products, During the first quarter of
2007, we launched the TotalCare® Bariatric
Plus extension and the Affinity® Four
birthing bed. Later in the fiscal year, we
expect to launch new powered transport
technologies and a new therapeutic
surface. We will enhance our sales force
and strengthen marketing, where we
already have made leadership changes.
Finally, Hill-Rom is committed to
patient safety and the reduction of
adverse events associated with patient
stays: pressure ulcers; hospital-acquired
infections such as ventilator-associated
pneumonia; patient falls; and deep vein
thrombosis. Our alliance with Ascension




Health, described later in this report, is
evidence of our commitment to improve
patient safety by warking together with
our customers.

2. Improve gross margins. As part of our
global manufacturing strategy, we recently
entered into a purchase agreement to
acquire a sizeable new manufacturing
plant in Mexico, which should enable us
to be more competitive in lower-acuity
settings and price-sensitive segments. We
will also continue to leverage our Suzhou,
China, sourcing center, steadily moving
direct material spend from the U.S. to
Asia. Most importantly, we will change our
product architecture to reduce costs by
building common modules and deploying
them across multiple product platforms.

3. Revitalize the North American rental
business. Although our rental business has
been a recent disappointment, we believe
it is a unique asset that deserves a place in
our continuum of care strategy. To improve
rental gross margins, we have right-sized
the organization, aligned sales incentives,
and initiated efforts to improve selling and
contracting processes and disciplines and
drive increased business. We believe most
of the rental billing system and business
process issues have been addressed. As a
result, we are now turning our attention

to increasing the overall efficiency and
effectiveness of rental system operations
and maximizing its value to the business.
We will also innovate and refresh our

Peter H. Soderberg, President and Chief Executive Officer (left)
and Rolf A. Classon, Chairman
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product fleet, investing $60 million of
capital to regain our competitiveness and
serve our customers more completely.

4. Develop our post-acute business,

We clearly see the potential in the

extended care and home care segments

as sicker patients move to lower acuity
settings. Beginning in 2007, we plan to
develop and launch a new portfolio of
extended care and home care products.

We believe that our extensive service and
distribution capabilities will allow us to
bypass traditional channels of distribution
to reach consumers directly. We can transfer
technology and clinical know-how from our
acute care business to serve these settings,
keeping costs right by leveraging Mexico
manufacturing and Suzhou sourcing. We
will also consider acquisitions and alliances
to accelerate our move, and we will evaluate
the opportunity to offer our products
directly to consumers and patients.

5. Expand international business.
Representing about 16 percent of
Hill-Rom’s business today, we believe our
international business has the potential
for double-digit revenue growth, We

will move to achieve growth in selected
under-served countries in Latin America,
the Middle East, Africa, and the Asia-Pacific
region. We plan to utilize our Mexico plant
to further penetrate emerging markets,
We will pursue the medicalized long-term
care segment in Europe with products
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derived from existing platforms. Overall,
we will leverage our channel capacity
by adapting selected North American
products to meet local needs.

Some of our growth overseas will be
achieved through acquisition. We have
recently purchased Medicraft, the leader in
acute and post-acute care frames and
furniture in Australia, Headquartered in
Sydney, family-owned Medicraft is the
premier brand in Australia, with sales of $19
million in 2006 and a 28-year history. In
addition to using the Medicraft installed base
to provide new channels to sell and rent
Hill-Rom products along with existing
Medicraft offerings, we believe that certain
Medicraft products can be adapted for global
and price-sensitive bed market segments.

6. Grow entrepreneurial units.
Hill-Rom's three entrepreneurial units
include Workflow Information Technology
Solutions, The Vest™ airway clearance
system, and Allen Medical, which provides
patient positioning technaologies for

the operating room. These three units
accounted for approximately $160 million
in revenue in fiscal 2006. We want to grow
them to $250 million within three years.
With their cultures of innovation, focused
new leadership, and sound strategies, this
goal is well within their reach.

Ascension Health alliance
We believe that improving clinical
outcomes is best achieved by combining

technologies, people and processes
through close alliances with our
customers, and jointly developed training
tools and protocols. Qur commitment is
evidenced by the execution of a five-year
strategic alliance with Ascension Health,
the nation’s largest Catholic and nonprofit
heath system.

The relationship began in 2004
with a pilot study to reduce pressure
ulcers. The study combined Hill-Rom's
VersaCare® and TotalCare® beds, several
kinds of surfaces, and consistent
processes and protocols. In just 18
months, a dramatic reduction in pressure
ulcers occurred in the beta sites.
Encouraged by this success, Hill-Rom and
Ascension Health entered into a five-
year agreement to study the reduction
of ventilator-associated pneumonia and
patient falls, along with pressure ulcers.

We are proud of the trust Ascension
Health has placed in us, and we are
inspired to see what can happen when a
health care provider and a medical device
manufacturer work together for the
benefit of patient care. We look forward to
reporting more positive outcomes as this
alliance develops.

New product introductions for Hill-Rom
We reported last year that we were
concentrating our new product
development on fewer projects to
unleash new product flow. This year we
saw the results of this emphasis, Through




Hill-Rom

patient, as well as bed
peripherals and other patient
room environmental items,

Our customers are
healthcare patients
and their caregivers
including family
members, nursing
’_T professionals and
facility managers.

T T
The bed frame, surface and N_Qf‘ﬁf‘br b ’}ﬁ} : @
the fabrics that support the \ C%y WD g2 (]

The complete spectrum of
care- acute care, extended care
and home care in the U.S. and
around the globe,

Every day,

patients and those who care for them

across the global healthcare continuum

will look to the people of Hill-Rom first

for affordable patient support and related therapy

and information platforms that promote

safer and more effective patient care.

" . o
! Wired or wireless connectivity

Therapies include wound care,
driven by applications and

communication hardware and
software with real time alerts

| or post event analysis using

IT system interfaces.

L A ah

Improving patient clinical and
economic outcomes by planning,
training, best practice protocols,
and continuous improvement
tools, so as to achieve clinical
efficacy and measureable results.

respiratory/pulmonary care, deep
vein thrombosis (blood clots) and
others that help treat conditions of
the horizontal patient.
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Hill-Rom is more than a hospital bed company

We are a medical technology company, with a broad portfolic across the continuum of care. We are
well positioned in attractive segments, with capabilities already in place to unlock our value. We
have much to build on—and many opportunities.

Customers/ Acute Care Post-Acute Care
Care Settings ntensi | onal
. ntensive nternationa
Operatin . Labor & H
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= T:; Moveable

£V Medical /P

& Equipment

Workflow
IT Solutions
[ .
Therapeutic Solutions /P | 4\
Opportunities Category Growth Rate Trends*
0O Grow Current Share O Large & Unpenetrated t >6% A >0t06%
O Emerging Growth B Protect N <0to-6% v <-6%

Major opportunities for growth

Total Served Market = ~ $6 billion

Vibrant $2 billion North American Acute Care Segment } %{%}]}ﬂjﬁ’
AGE Sl LY

Large and under-penetrated International Segment {Hill-Bom share 10%)

Large and under-penetrated Post Acute Care Segment (Hill-Rom share 4%}

High-growth opportunity in our three entreprenurial businesses

(RHT-Remn Z0E6 Sellzs — §9.8 o, (RHIHRem ehine = =20%

We can further penetrate these segments through focused, rapid execution and allocating * Company estimates
capabilities and capital in the right areas. Our six-step strategic plan is designed to
unlock our potential in each of these areas.
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the first quarter of 2007, Hill-Rom
introduced:

- The CareAssist® ES bed, with a
strengthened frame and enhanced

feature set at a competitive price point;

TotalCare® Bariatric Plus, which can

accommeoedate a 500-pound patient and
provide wound and pulmonary therapy;

.

Latitude®, a new flexible arm system
providing patient lighting and services;

A new birthing bed, Affinity® 4;

The FlexFrame™ device, offering prone
positioning for surgeons to flex patients’
backs during spinal surgery;

New versions of the COMLinx® Nurse

Communication Module and NaviCare®
Patient Flow System;

AvantGuard™ 800, a new med-surg bed
for Europe;

The ClinActiv™ system, a therapeutic
mattress designed to assist in the
prevention and treatment of pressure
ulcers, launched in our international
business; and

+ A new line of furniture for our European
long-term care customers.

The increasing flow of new products
represents a promise fulfilled from last year.

We are proud of how quickly our efforts
have been rewarded.

Award-winning year for

Batesville Casket

Batesville Casket concluded another
successful year, delivering positive
performance in a highly competitive market,
including growth from independent funeral
homes. The year was highlighted by two
prestigious national manufacturing awards.
QOur Manchester, Tennessee, manufacturing
plant was the national winner of the
Manufacturing Excellence Award, presented
by the Association for Manufacturing
Excellence (AME). Our Batesville, Indiana,
plant was named one of the top 10
manufacturing plants in North America

for 2006 by IndustryWeek magazine—
particularly notable since this is the first year
the Batesville, Indiana, plant has entered the
competition for the award.

Now in its second year, Batesville's
mobile tour center has hosted over 10,000
funeral directors, part of our expanding
effort to move closer to our customers.

The program earned an award from Event
Marketer magazine this year.

Long the leader in premium burial and
cremation products, Batesville Casket is
continuing to expand its reach into other
segments. A new line of non-gasketed
steel caskets had a very successful launch
this year as an expansion of our “high eye
appeal” products for families of lesser
means. Thanks to the productivity of
our Chihuahua, Mexico, plant, sales of
our veneer caskets continue to grow.

We plan to increase significantly sales of

NorthStar™ caskets and parts, comprising
a differentiated full product line that uses
none of the Batesville Casket proprietary
features, to independent manufacturers
and distributors.

New product introductions for Batesville
Casket this year included:

-

The ASYST™ visual merchandising
system to help funeral directors present
the value of the funeral products and
services they provide;

Increased offerings of cremation
products;

Addition of new models to the

Dimensions® line of larger-sized caskets;

- Expansion of the New Classics veneer
line; and

» Two new models offering the successful
MemoryShelf™personalization feature,

Batesville Casket realized all of its fiscal
2006 strategic initiatives: the retention of
our largest customers; growth in revenue
from independent funeral homes; the
consolidation of wood manufacturing; and
anincrease in revenue through its distributor
supply strategy. With respect to retention
of our largest customers, Batesville Casket
completed renegotiations of new supply
agreements with Stewart Enterprises,
Carriage Services, and Service Corporation
International. SCl is expected to remain our
largest customer, buying substantially all of

Hillenbrand 2006 Annual Repert (7]




Our dedication to craftsmanship
has made us the industry’s
premier brand. We continue to
lead the way in developing new
burial and cremation products
and business services.

RN

e : J
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——o business, helping us

Batesville Casket

Our growing
relationships with
high-quality distributors
has added depth

and breadth to our

expand into new
channels.

Provide traditional funeral homes

For more than 100 years, we have
served licensed funeral directors,
providing them with the products
and services they need to be
successful in a rapidly changing
industry.

and other independent distributors

with innovative and high quality products

with an extended focus on customer care through

using the process of lean manufacturing

" Our customer care is

| unparalleied, with an emphasis !
' on anticipating customer |
., needs. More than 5,000 ’
' funeral directors participate |
. each year in our visitation and !
’ education programs., !
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our exceptional distribution system.

t

With our network of six hubs and
89 service centers, we reach two-
thirds of our customers with daily
or better-than-daily delivery. We
achieve over 99 percent on-time,
"white glove” delivery.
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¢ @ |Batesville Caske
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Our five manufacturing facilities
in the U.S. and Mexico are
dedicated to continuous
improvement. Qur workforce is
highly skilled and loyal—often,
several generations of the same
family work side-by-side,




its burial products from Batesville Casket for
the foreseeable future,

Strategic direction for Batesville Casket
As we move forward, protecting and growing
our core business will remain our primary
strategic focus. To improve sales force
effectiveness, we will renew our emphasis

on funeral product merchandising. We also
plan to grow with regional funeral home
consolidators by creating a sales team
focused on serving their unique needs. To
streamline our processes, we will continue

to use Continuous Improvement as a tool to
improve quality and productivity and reduce
costs. Increased customer focus, a specific
initiative last year, will continue as a point of
emphasis. Finally, we will continue to pursue
strategic acquisitions, as evidenced by our
ongoing plans to acquire Yorktowne Casket
and our completed acquisition of a small
distributor in fiscal 2006.

We will also invest in other
opportunities beyond what has been
considered our “core” business. In
addition to increasing the sales of
NorthStar™ caskets and parts, we will
explore acquisitions or relationships
with businesses adjacent to the casket
and cremation industries, where we can
leverage our strength in manufacturing,
distribution, and customer support.

People, product, processes

One clear theme emerges for us this year:
The combination of pecple, product, and
processes is what makes Hillenbrand a

growth story. All three elements are essential
to make it possible for us to execute on our
unigue promises. We see this in our new
relationship with Ascension Health, as we
synthesize people, processes and technology
to reduce adverse events. We see it in our
Batesville plants, as people, processes, and
products link seamlessly—and win national
awards. Examples are threaded everywhere
throughout Hillenbrand.

Fiscal 2006 was a year of enormous
change for Hill-Rom and a year of
consistent, evolutionary growth for
Batesville Casket. |t was a year when we saw
clearly what these two operating companies
are capable of achieving when we put the
people, processes, and products in place to
help them reach their goals.

As part of our strategic planning
process, Hillenbrand's Board of Directors
and senior leadership recently evaluated
a range of strategic alternatives, with
input from financial advisors, Citigroup
Corporate and Investment Banking and
Goldman Sachs Group. These strategic
alternatives included the continuation of
Hillenbrand’s current operating structure,
the sale of one or both of its businesses,
returning cash to shareholders through
an increase in balance sheet leverage,
and the spin-off of or split-off of one
of its businesses. Having reviewed and
fully endorsed the operating strategies,
management and the Board concluded
that separating Hillenbrand's current
operations into two publicly traded
companies merits further, more detailed

consideration as a possible means to
position Hillenbrand's market-leading
health care and funeral services
businesses for sustained growth and
value creation.

For now, we are proceeding with
new energy, new leadership, and a solid
roadmap for success. It is time to unlock
our potential.

The respect that the two of us have
for this company and its employees is
enormous. We deeply appreciate the
confidence the Board has placed in us
to take this company in new directions.
The theme of this report is “we are more.”
Already, we are far more than a hospital
bed and casket company. This year we saw
our potential to become even more—with
the help of our Board and our dedicated,
talented employees. We look forward
to reporting 1o you on our continuing
progress during the coming year.

Qo] U

Rolf A. Classon,
Chairman of the Board

NS

Peter H. Scderberg,
President and Chief Executive Officer
Hillenbrand Industries

Hillenbrand 2006 Annual Report [$]




It is a wound care solution. It is a pulmonary care system.

Hill-Rom is an industry leader in surfaces that help reduce or Our beds and surfaces make it easier for caregivers to administer
prevent pressure ulcers. From low-airloss surfaces to Clinitron® air pulmonary therapy {continuous lateral rotation therapy and
fluidized therapy, Hill-Rom?® surfaces reduce pressure in the most percussion-and-vibration therapy), shown to help reduce length of
vulnerable areas and help keep the skin coo! and dry. Our pressure stay and ventilator-associated pneumonia. Equally important, our
ulcer prevalence survey is used around the world to help hospitals beds make it easier to turn patients and to get them on their feet,
and caregivers benchmark their performance. helping reduce work-related injuries to caregivers.

[10] Hillenbrand 2006 Annual Report




It is a communications hub.

Hill-Rom® beds are both communicators and guardians. With
bed-exit, head-angle, and patient-status alerts, they provide
information to caregivers in a variety of formats and are enabled
to work seamlessly with hospital IT networks.

Itis a caregiver partner.

Helping caregivers work safely and efficiently is a goal of every
patient support platform we design. Our beds and surfaces provide
faster, easier upright patient positioning, repositioning, and
transfers without tugging and pulling, and also provide features
that make it easier to perform routine tasks with fewer caregivers.

Hillenbrand 2006 Annual Report [11}




And we are more than a hospital bed company.

Although we are best known for our
beds—96 percent of all U.S. medical-
surgical units have Hill-Rom® beds, and
over a million of our beds are in use
around the world—we are much more
than a bed company. We demonstrated
the breadth of our product offerings
this year with new workflow and
communications products as well as
adding to our growing therapy portfolio.
Several ongoing trends in health
care contributed to our success this
year. Continuing caregiver shortages
and the aging hospital workforce created
immediate demand for our VersaCare®
bed, one of Hill-Rom’s most successful
product launches. Its combination of
LowChair® positioning, Turn Assist, and
Bed Exit Alarm System makes it easier to
care for patients with less staff, Qur new
Latitude® arm system, which makes it
easier to manage space around the patient
bed, also capitalizes on this trend.
Hill-Rom maintained its leadership
in the bariatric patient segment by
introeducing TotalCare® Bariatric Plus and
other products with higher weight limits,
The company also hosted two national
bariatric conferences, bringing in national
experts to provide information on safe
bariatric patient handling, wound care,

pulmonary care, and room design.

[121 Hillenbrand 2006 Annual Repart

Clinitron at Home?® offers air fluidized
therapy, ideal for the treatment of advanced
pressure ulcers, burns, or intractable pain.

It weighs 40 percent less than institutional
models, making it appropriate for most
homes.

The Latitude® arm system is an innovative,
new flexible arm system. Caregivers can
position and configure it as they like to
deliver medical gasses, electricity, and other
critical services. The bed can be positioned
anywhere in the room and services moved to
the patient.

The Vest™ airway clearance system is
part of Hill-Rom's growing portfolio of
therapy products. It helps remove lung
secretions caused by acute or chronic
respiratory conditions. Used mostly at
home, a new model was introduced this
year for acute care.

NaviCare® Patient Flow System and
COMLinx® Nurse Communication Module
(NCM} were both updated this year with new
versions, These products are part of Hill-Rom's
communications and patient flow solutions.
The new models were introduced at the
Healthcare Information and Management
Systems Society (HIMSS) annual conference
in February.




he Affinity” 4 birthing bed is Hill-Rom’s
htest addition to its maternity preduct line.
ozens of quality improvements have been
hade to provide a safer, easier to use, and
hore camfortable product for caregivers
nd patients.

lotalCare® Bariatric Plus made its debut

his year, bringing the best features of the
ptalCare® bed system (FuliChair® positioning,
bw-airtoss surface, pulmonary therapy
hodules) to the bariatric patient.

lefttoright: Kathy Hohenberger, VP/GM HealthCare Solutions Group {Hili-Rom); Cissy Shanks,
Nurse Manager {St. Vincent Medical Center, Jacksonville, FL); Wanda Gibbons, VP, Patient Care Services

{St. Vincent Medical Center, Jacksonville, FL) and Ann Hendrich, Vice President, Clinical Excellence
QOperations (Ascension Health) in a meeting at St. Vincent Hospital in Jacksonville, Flerida.

Providing Healthcare That Is Safe
Hill-Rom entered into a five-year strategic alliance with Ascension Health in August this
year. The largest not-for-profit health system in the U.S., Ascension Health is a visionary

organization whase Strategic Direction is based on a Call to Action that promises:
« Healthcare That Works
» Healthcare That Is Safe
+ Healthcare That Leaves No One Behind

Healthcare That Is Safe’s goal is to eliminate preventable injuries and deaths by July
of 2008.

The new agreement expands a relationship that began in 2004 with a focus
on elimination of pressure ulcers; later initiatives will extend to include ventilator-
associated pneumonia and patient falls.

Based on highly successful pilot programs, Ascension Health has begun
purchasing more than $60 million in new patient care systems (integrated bed
frames and therapy surfaces). The purchase is expected to be complete by the end of
September 2007.

As part of the strategic alliance, Hill-Rom has also committed further clinical
consulting resources and product development to help Ascension Health achieve its
goals. The two organizations will jointly develop an automated e-learning tool to train
more than 20,000 nurses and Hospital Acquired Pressure Ulcers
other caregivers across Ascension Health System

. R {Rate per 1,000 inpatient days in 2006)
Ascension Health on patient

care processes and equipment 20
use that have been 1.8
demonstrated to materially 16
reduce adverse events. 14
1.2
1.0

Jan Feb  March April  May June July Aug
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Itis a catalyst.

As the centerpiece of the funeral service, a casket helps families
begin the process of mourning and of healing. The symbol of a
toved one’s passing, it can help families express their grief and
begin to come to terms with their loss.

[14] Hillenbrand 2006 Annual Report

It is a personal tribute.

Qur mission is helping families honor the lives of those they love.
By offering more than 500 distinct models and an infinite variety
of personalized styles, we help funeral directors and families work
together to create meaningful, personalized tributes.




It is a finely crafted work of art. It is a part of family history.

By choosing just the right casket and just the right personal
touches, families work together to create a piece of famity history

they will never forget.

Through the quality of our materials and design, we create a
lasting memory of beauty for grieving families. Whether they
choose metal or wood caskets for their loved ones, families can

count on superior quality and an artistic touch,
Hillenbrand 2006 Annual Report (15}




And we are more than a casket company.

We are a major manufacturer of bronze,
copper, stainless steel, steel, and
hardwood caskets. We are also a leading
provider of memarial urns. Most of all,
we are a resource to funeral directors.

We help funeral directors with the
business challenges they face every day,
whether it is the rising cost of conducting
business, responding to shifting customer
preferences, or the need to differentiate
in a competitive market, We introduced
several new products this year, described
below, to address these challenges.

Our services that connect funeral
directors with digital resources continued
to increase this year. We now host web
sites for a growing number of funeral
homes naticnwide. Many of our customers

are using our digital images to bring full

funeral planning to families in their homes.

We expanded our Meaningful
Memories® Planner in 2006 to include
cremation products, addressing this
growing segment of the funeral industry.
This program is an end-to-end planning
and software suite that altows funeral
directors and families to plan a funeral and
choose a casket or cremation container, all
on screen at an attractive kiosk. The back-
office program handles business financials
and prints out death certificates and
other routine paperwork, saving time and

providing more accurate financial records.
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The Honoring Lives Mobile Tour Centers
logged their second year on the road, with
more than 10,000 funeral professionals visiting
in 150 cities. The program is both a way to
introduce our latest products and services and a
vehicle for listening 1o our customers, The
revamped Customer Business Center in
Batesville hasted more than 1,000 funeral
directors and their staff this year.

Batesville manufacturing was recognized l
with two national awards in 2006. The !
Manchester, Tennessee, manufacturing '
plant won the Manufacturing Excellence
Award, presented by the Association for
Manufacturing Excellence (AME). The
Batesvilie, Indiana, plant was named one of
the top 10 manufacturing plants in North

America for 2006 by industryWeek magazine

The ASYST™ visual merchandising
program was developed in 2006, using
striking visuals and interactive displays to

help funeral directors present the value of the
products and services they provide.

Distribution remains a strength of Batesvill
Casket. We maintain a 99 percent record for
on-time delivery of flawless, “white glove”
products.



LR A AT S
-business services gained prominence

his year as Batesville became the largest
reator and host of funeral service web sites

n the industry. Nearly 1,000 firms are using a
Batesville-created web site.

remation Options® by Batesville is

bur newest cremation support program,

aking advantage of this growing consumer

breference. It includes cremation urnsin a
ariety of materials, and personalization and
ustom display supports.

Dimensions® caskets are created
to look just as elegant as reqular
size models. They are now
available with personalization
features such as LifeSymbals®
designs.

Growth in the Dimensions® line

Although Batesville has been making oversize caskets for more than 20 years, we
brought these products together into the Dimensions® line in 2004 and continue to
develop new models. More than 50 models are now offered.

The line has seen solid growth recently with the increase in body size in the
U.S. population—more than two-thirds of Americans are now overweight or obese,
according to the Centers for Disease Control, In the last 10 years, Batesville has more
than doubled the number of oversize models it manufactures.

This product line consists of a full selection of larger-size burial and cremation
caskets including bronze, stainless steel, 18 and 20 gauge steel, wood and cloth-
covered models. This comprehensive offering allows for effective merchandising
within the funeral home.,

To assist funeral directors in determining the appropriate model, Batesville offers a
sizing tool that helps funeral directors determine correct body measurements. This

information can then be used Age-adjusted* prevalence of overweight and obesity

10 ensure that caskets from among U.S. adults, age 20 years and over

the appropriate “Dimensions® 75% —
Index” category are identified

and offered to the family. Overweight or obese
50% —= (BMI greater than or equal Lo 25.0)

350 == o/o——k’—“’

Obese
(BMI grearer than or equal to 30.0)

1988-94 1999-00 2001-02 2003-04

*Age-adiusted by the direct method 1o the year 2000 LS. Bureau of the Cersus using rhe
dge groups 2(-39, 40-53 and &3 years and over.

Source: Nationgi Center for Health Siatistics
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Board of Directors
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Chairman Vice Chairperson

Charles E. Golden John A. Hiltenbrand I Ray J. Hillenbrand

Mark D. Ketchum Eduarda Menascé Anne Griswold Peirce, RN, Ph.D Peter H, Soderberg
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Rolf A. Classon, 61
Chairman, Hillenbrand Industries, Batesville, IN
Board Member Since 2002 1

Mr. Classon becarne Chairman of the Board of the Company on March 20, 2006, He served a3
Interim President and Chiel Executive Officer of the Company from May 11, 2005 until March 20,
2006 and gs Vice Chairman of the Board from December 4, 2003 untif his election as Interim
Presiclent and Chief Executive Officer. He was Chairman of the Executive Commitiee of Bayer
HealthCare, @ sub group of Bayer AG, from Oclober 2002 to duly 2004, and was President of Bayer
Health Care LLC, @ subsidiary of Bayer AG, from October 2002 (o July 2004, Previously, hie had been
President of Bayer's Diagnosiic Division and head of Bayer's Worldwide Business Group - Diagnostics
since 1995, Baver is an internationgl research-based company active in life sciences, pofymers and
chemicals. A native of Sweden, Mr, Classan joined Bayer’s Mifes Diegnostics business in 1991 as
Execuiive Vice President, worldwide marketing, sales and service, During his career, Mr. Classon has
hefd managerent positions with Pharmacia AB, Sweden; Swedish Match Group; and Asbjorn
Habberstad AB Prior to joining Bayer, he was President and Chief Operating officer of Pharmacia
Biosystems AB. Mr. Classon currently serves on the Boards of Directors of Enzon Pharmaceuticals,
Inc. a comparny focused on oncology and entivirus pharmaceuticals, ISTA Pharmaceuticals, InC,

a company involved in opthamotogical pharmaceuticals, Millipore Corporation, a biascience
company that provides technologies, tools and services for the discovery, development and
production of therapeuric drugs and for ather purposes, PharmaNet Development Group, Inc. an
international drug development services company, and Auxdlium Pharmaceuticats, inc. a specialty
pharmaceutical compony in the fields of urclogy and mens” health.

Joanne C. Smith, M.D., 46

President and CEQ of the Naticnal Division of the
Rehabilitation Institute of Chicago, Chicago, IL

Vice Chairperson of the Board, Hillenbrand Industries
Board Member Since 2003 1.4

G, Smith was elected Vice Chairperson of the Board of Directors effective May 11, 2005. She was
elected as President and Chief Executive Officer of the Rehabiitation institute of Chicago in October
2006. She had beer: the President of the National Division of the Rehabilitation Institute of Chicago
since November 2005. Prior ta that, Dr. Smith had beer the Senior Vice President, Corporate
Sirategy and Business Development for the Rehabititation Instttute of Chicago since Aprit 2002,
Since 1992 she has been an attending physician at the same institution. From 1997 through April
2002 Dr. Smith was the Senior Vice President and Chief Operating Officer of the Corporate
Partnership Division of the Rehabifitation Institute of Chicage and from 1992 to 1997 she held
various management positions there. She afso serves on the Boards of Directors of AptarGroup,
inc, a feading supplier of personal care, cosmetics, pharmaceutical, food and beverage dispensing
systerns, and the AON Mermorial Education Fund, a fund dedicated 10 supporting the educational
needs of the chitdren who suffered the loss of a parent in the World Trade Center attack.

Charles E, Golden, 60

Retired Executive Vice President and Chief Financial Officer
Eli Lilly and Company, Indianapalis, IN

Board Member Since 2002 1.3

Mr. Golden retired o5 Executive Vice President and Chief Financial Officer for, and as a member

of the Board of Directors of, £li { ity and Company, indianapolis, indiona. a global provider of
pharmaceutical products and health care information in April 2006, He joined ENf Lifly in those
capacities in 1996. Prior to joining Eii Lifly, Mr. Golden served as a corporate Vice President of
General Motors and Chairman of General Motors” vehicle operations in the United Kingdorn from
1993 1o 1996. He joined General Motors as part of iis treasurers office in 1970 and subisequenily
held positions in domestic and international operatians, ultimately becoming Treasurer of GM,

He serves on the Boards of Direciors of Unilever NV, and Unitever PLC, Clarian Health Partners and
Crassroads of America Council (Boy Scouts of America} (as past President), on the Board of Trustees
of Park Turdor School. and on the Finance Committee of the Indianapolis Museurn of Ari, and as a
Board member and Secretary/Treasurer of the Indiana Stadiurn and Convengion Building Authority.

John A, Hillenbrand Ii, 75
Personal Investments, Batesville, IN
Board Member From 1972 to 1979 and Since 1981 2

Mr. Hillenbrand has managed personal and family investments since 1979, He has been the
Chairman Emeritus of Able Body Manufacturing and Assembly, LLC. o manufacturer of truck and
farm equipment bodies, since June 2002, prior 1o which he served as its Chairman. Since January
2005 he has been Choirman Emeritus of Nambé Mills, inc., a producer of handcralted olloy items
for cooking, serving and decorgting and tabletop products, prior to which he served as Chairman.
M. Hillenbrand is also the Vice Chairman of Pri-Pak, inc., a provider of packaging for energy drinks
and spitits. Mr. Hillenbrand was employed by and active in the management of the Company
prior (0 his resignation as on officer in 1979, Mr. Hillenbrand has served on the Boards of Directors
of Merchants National Bank, National City Bank of incfiana, National City Trust of Florida, Cinergy
Corporation, PSI Resources, PSI Energy, Benicorp and Physicians Practice Managemeni, Inc.

M. Hillenbrand has also served as Chairman of the Indiana State Chamber of Commerce, as

an officer and member of the Boards of Directors of the Health Industries Association and 1he
Indiana Manufacturers Association.

Ray J. Hillenbrand, 72
Chairman Emeritas, Hillenbrand Industries, Batesville, IN
Board Member Since 1970 1.3

My, Hillerbrand served as Chairman of the Board of the Company from January 17, 2001 until
March 26, 2006. He has been engaged in the management of personal and family investmenis
for much of his career. Mr. Hillenbrand was empioyed by and active in the management of the
Company prior to his resignation os an officer in 1977, Mr. Hillenbrand is President of Dakota
Charitable Foundation and serves as a member of the Board of Trustees of The Cathafic University
of America, Washington, D.C. He is past Chairman of the Board of Rushmore Health Systems,
which includes Rapid City Regional Raspital,

W August Hillenbrand, 66
Personal Investments, Batesville, IN
Board Member Since 1972 2

Mr. Hitlenbrand served as Chief Executive Officer of the Company from 1989 untif 2000. Mr.
Hiltenbrand afso served as President of the Company from 1881 until 1999, Prior to his retirernent
in Decernber J000, the Compary had emplayed Mr. Hillenbrand throughout his business career.
Mr. Hittenbrand is the Chiefl Executive Officer of Hiflenbrand Capital Partners, an unaffiliated family
investment partnership. He is afso o director of DPL Inc. of Dayton, Ohio and Pella Corporation of
Pella, lowa.

Mark D. Ketchum, 57
President and CEQ, Newell Rubbermaid Inc., Atlanta, GA
Board Member Since 2004 2.4

M. Ketchum was elected as the Presicent and Chief Executive Gfficer of Newel! Rubbermaid, inc, of
which he is 6 ditecior, in February 2006, after serving as the Interim President and Chief Executive
Officer since Qctober 2005. in November 2004, he retired as the President of the Global Baby and
Family Care business unit of The Procter & Gambie Company of Cincinnati, Ohio, a manufactisrer
and marketer of consumer products, after serving in thar capacity since 1999, Mr. Ketchum hefd
a broad range of assignments with Procier & Gamble since joining the company in 1971, He
held leadership rales for thirteen vears 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 industiial Engineering and Operations Research from
Cornelt University. Mr. Ketchum serves as a Trustee of ithe Corneff Rowing Association of Comell
University and, from 1937 to 1995, was on the Board of Direciors, Tissue Division of the Americon
Faorest & Paper Association.

Eduardo Menascé, 61
Retired President, £5G, Verizon Communications, New York, NY
Board Member Since 2004 1,3

Mr. Menascéd is the retired President of the Enterprise Solutions Group for Verizon Communications,
inc., New York City, New York, Prior t¢ the merger of Bell Atlantic and GTE Corporation, which
created Verizon Communications, he was the President and Chief Executive Officer of CTI MOVIL
S.A. (Argentina), @ business unit of GTE Corporation, from 1996 1o 2000. Mr. Menascé has afso held
senior positions at CANTY in Venezuelo and Wagner Lockheed and Alcatel in Brazil and frorm 198!
10 1992 served as Chairman of the Board and Chief Executive Officer of GTE Lighting in France.

He eqrned a Bachelor's degree in industiial Engineering from Universidad Pontificia Catolica de Rio
de Janeiro and e Master's degree in Business Administration from Columbia University. Mr. Menascé
cuirently serves on the Boords of Directors of Pitney Bowes Inc, a global provider of integrared mail
and document managemeiit solutions, John Wiley & Sons, Inc, a developer, publisher ond selfer of
products in print and electronic media for educational, professional, sciertific, technical, medical,
and consumer markets, and KeyCorp, one of the nation’s leading bank-based financial service
companies. He also serves on the Board of Advisors of Adveniis, a izading managernent and
strategy consultancy 1o the converging global information industries.

Anne Griswold Peirce,

R.N.. Ph.D., 55

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 ot the Columbia University Schoot of Nursing since September 2002. From 1996 through
June 2002, Dr. Peirce was a Dean and Professor of Nursing and the Director of Nursing Research

ot the University of Mississippi Medical Center. During her career, Dr. Peirce has held management
and academic positions with various medical institutions, coffeges and universities, including the
Cotumbia University School of Nursing. Dr. Peirce has also authored numerous journal artickes and
textbook chapters reloted 10 the field of nursing. She also serves on the editoriol board of the Online
Journal of Heaith Ethics and on the Columbia University Professional Schools Diversity Committee
and was appointed a Colurnbia University Garvey Felfow in 2006.,

Peter H. Soderberg, 60
President and CEQ, Hillenbrand Industries, Batesville, IN
Board Member Since 2002

M. Soderberg was efected as Fresident and Chiel Executive Officer of the Company effective

March 20, 2006. Prior to becorning President and Chief Executive Officer of the Company, he served,
since 2000, as President and Chief Executive Officer of Welch Aflyn, Inc,, Skaneateles Falls, N.Y. Welch
Allyn, Inc. is ¢ privately held global technology company with units that manufacture innovative
medical diognosiic equipment, patient moniioring systems and minialure precision Jomps. Mr.
Soderberg was previcusly Group Vice President and Chief Operating Officer of Welch Allyn, inc. His
prior experience includes 23 yeers ot Johnson & Johnson where he served in a variety of operations,
marketing and managernent positions in four of its over-the-counter and professional product
cornpanies. Mast recently, he was President of Johnson & Johnson Heaith Management, a Johnson
& Johnson portfolio company. His career also inchudes roles as President and Chief Executive Officer
of an industrial technology company and the founder and President of a venture capital business
He is an the Boards of Directors of Greatbatch, Inc. (NYSEGB), the Advanced Medical Technology
Association (AdvaMedy), and prior to his refocation to Indiona, the Syracuse Sympheny Orchestia
(a5 its Vice Chairmian), the Metropolitan Development Authority of Central New York [as its Viee
Chairman) and CNYMedtech {as its Chairman).

1. Naminating/Corporate Governance Committee

2. Finance Commitiee

3. Audit Committea

4. Campensaticn and Management Development Committee
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EIGHT YEAR FINANCIAL SUMMARY
Hillenbrand industries, Inc. and Subsidiaries

fir mitlions except per share dafa and percentages)

Fiscal Year Ended September 30,

Fiscal Year Ended September 30,

Fiscal Year Ended September 30,

2006 2005 2004
RESULTS OF OPERATIONS:
Net revenues 5 1,962.9 1,938.1 1,829.3
Cost of revenues and operating expenses H 1,642.2 1,653.3 1,503.3
Litigation (credits) charge (d) -] (2.3) 358.6 -
Special charges (e} $ 5.4 36.3 5.5
Operating profit (loss) S 3176 {110.1) 320.5
Other income (expense), net (f) $ 214 {5.8) (12.7)
Income (loss) from continuing operations before
income taxes 5 3390 (115.9) 307.8

% of net revenues 17.2 (6.0) 16.8
Income tax expense {benefit} $ 117.5 {19.6) 1196

% effective rate (g) 34.7 16.9 389
Income (loss} from continuing operations $ 221.5 (96.3) 188.2

% of net revenues 113 (5.0} 103
{Loss) income from discontinued operations (¢) (0.3) 2.2 (45.0)
Net income (loss} 221.2 (94.1) 143.2

% average shareholders’ equity 21.2 {8.1) 12.2
PER SHARE DATA:
Income (loss) from continuing operations - Diluted (c) $ 3.60 (1.56) 3.00
Net income (loss) - Diluted $ 3.59 (1.52) 228
Cash dividends $ 1.13 1.12 1.08
Book value $ 18.38 1569 18.86
Average common shares outstanding - Diluted (000°s) 61,577 61,774 62,725
FINANCIAL POSITION:
Current assets 763.9 890.5 7461
Current liabilities 325.2 669.0 3089
Working capital $ 438.7 2215 437.2
Current ratio 2.3 13 2.4
Equipment leased to others and property, net $ 3569.1 376.6 372.2
Assets of discontinued aperations (c) $ - 1100 98.3
Insurance assets {¢) s - - -
Total assets $ 1,952.2 22292 2,069.7
Long-term cbligations/debt (h) H 347.4 3515 3616
Shareholders’ equity $ 1,131.7 969.5 11829
OTHER DATA:
Capital expenditures $ 92.6. 121.2 124.5
Depreciation, amortization & write-down of intangibles 108.8 114.0 1081
Net cash provided by operating activities 29.1 239.7 348.6
Employees (i} 9,300 9,800 10,100
Shareholders 24,200 21,600 17,000
Stock price range - high and low $ 58.14-4481 58.01 - 46.56 72.92 -49.40

See Notes to Consolidated Financial Statements

{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 int 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 1o
present, The balance sheet was adjusted in 2003 and 2004 to reflect discontinued aperations and solely in 2004 to reflect the divestiture of Forethought Financial Services.

{d) Reflects antitrust litigation credits in 2006 and charge in 2005 and 2002.
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Fiscal Year Ended September 30, Twelve Months £nded September 30, (b) Fiscal Year Ended (a){b}

2003 2002 200% 2001 2000 1999
(Unaudited)
1,693.9 1,736 1,674 1,673 1,637 1,600
1,353.2 1,435 1,434 1,409 1,431 1,398
- 250 - - - -~
94 5 26 22 2 35
33 46 214 242 204 167
{51.0) (27) {15) (21) - {16}
280.3 19 199 22 204 151
16.5 1.1 19 13.2 12.5 9.4
99.7 (37 69 52 74 56
356 (194.7) 347 234 36.1 371
180.6 56 130 169 130 95
10.7 32 7.8 101 79 5.9
84 (12) 23 1 24 29
189.0 44 153 170 154 124
17.0 43 16.9 18.8 19.2 13.4
290 0.90 2.05 2.70 2.06 1.44
304 0.70 243 2.70 2.44 1.87
1.00 0.98 0.83 0.84 0.80 0.78
19.45 15.88 15.34 16.28 13.20 12563
62,185 62,931 62,989 63,021 62,958 66,337
720.5 g7 N/A 891 724 782
3789 564 N/A 343 282 3N
ERRR) 407 N/A 548 442 411
19 1.7 N/A 7 26 21
264.0 270 N/A 266 272 267
29.7 N/A N/A N/A N/A N/A
4,100.3 3,889 N/A 3618 3,314 3,091
54749 5,455 N/A 5072 4,597 4,433
1571 324 N/A 307 302 302
1,209.8 999 N/A 1,026 831 838
147 121 103 101 106 79
75.1 91 93 100 89 98
366.1 397 404 445 295 184
9,800 10,300 N/A 10,200 10,800 10,800
16,900 17,600 N/A 19,100 18,100 22,900
58.29 - 46.50 66.48 - 48.30 58.51-4156 58.51-41.56 51.50-28.75 58.12-26.12

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

{f) Includes a loss of $16 million and $6 million on the repurchase of debt in Fiscal Years Ended September 30, 2003 and 2004, respectively.

{g) Reflects the 2005 write-off of a deferred tax asset refated to our French entities of $16.0 million that was originally recognized in 2004.

{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 emplayees. 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 leading worldwide manufacturer and provider of medical
technologies and related services for the health care industry, including patient
support systems, non-invasive therapeutic products for a variety of acute

and chronic medical conditions, medical equipment rentals, and workflow
information technology solutions. Hill-Rom’s comprehensive product and
service offerings are used by health care providers across the health care
continuum in hospitals, extended care facilities and home care settings, to
enhance the safety and quality of patient care,

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.

As part of our strategic planning process, Hillenbrand's Board of Directors and
senior leadership recently evaluated a range of strategic alternatives, with
input from financial advisors, Citigroup Corporate and Investment Banking and
Goldman Sachs Group. These strategic alternatives included the continuation
of Hillenbrand's current operating structure, the sate of one or both of its
businesses, returning cash to shareholders through an increase in balance
sheet leverage, and the spin-off of ar split off of one of its businesses,

Having reviewed and fully endorsed the operating strategies discussed
below, management and the Board concluded that separating Hillenbrand's
current operations into two publicly traded companies merits further, more
detailed consideration as a possible means to position Hillenbrand's market-
leading health care and funeral services businesses for sustained growth and
value creation,

Industry Trends, Fiscal 2007 Strategy and Other Factors Impacting
the Business

Hillenbrand industries’ goal is to grow organic revenue and operating income
by an average of mid-to-high single digits over the 2007-2009 time frame.,
Hill-Rom plans to invest significantly in research and development, sales
channel enhancements and low cost region manufacturing and sourcing
initiatives to allow us to protect and grow our core North American acute care
businesses, improve gross margins and revitalize our North American rental
business. in addition, we believe there are new growth opportunities in post-
acute care settings, international markets and our emerging entrepreneurial
businesses. Our Batesville Casket strategy is aligned with industry and
demographic trends. We plan to invest selectively to maintain and nurture our
current leadership position with independent funeral directors while exploring
new opportunities in less penetrated segments, For Hillenbrand Industries
overall, our fiscal year should yield improved sales growth while we fund
significant, yet targeted, investments in order to realize our growth and margin
expansion potential over the next three years.

Medical Technologies and Related Services

Industry Trends.

General Trends. The medical device industry is diverse and highly competitive.
We believe that over the long term, patient and provider demand for health
care products and services will continue to rise as a result of a number of
factors, including an aging population with longer life expectancies and
increasing numbers of sicker patients across alt care settings including
hospitals, extended care facilities, and in the home, that have more complex
co-existing diseases or conditions such as obesity, pulmonary and vascular
complications and wounds. Patients and their families are becoming
increasingly discerning consumers who will demand technologically advanced
products and services in all settings of care. At the same time, health care
providers across the continuum are under continued pressure to control costs

122] Hillenbrand 2006 Annual Report

by improving efficiency and profitability, while complying with an increasingly
complex and demanding reimbursement and regulatory environment. These
challenges faced by providers will continue due to demographic trends,
increasing numbers of uninsured patients, reimbursement pressures from
third-party payers, continuing nurse and physician shortages, facility capacity
constraints, and increasing technology and supply costs.

Rising Acuities in All Care Settings. Particularly in the United States and

other developed markets around the world, the health care system is
challenged to treat rising incidences of complex diseases and conditions

such as obesity, diabetes, congestive heart failure and respiratory disease.
Patients are being moved through the hospital faster as length of stays
decrease, and we see a progression of sicker patients who are being moved to
lower acuity settings for care. For example, some patients in today’s medical
and surgical unit would have been in the intensive care unit a decade ago.
Improved medical technologies will be an integral part of helping increasingly
challenged providers care for these sicker patients with more complex
diseases and conditions.

Migration of Care out of the Hospital, The trends discussed above should create
incentives to upgrade technologies and migrate services from traditional hospital
to alternative lower acuity settings. In this environment, we believe competition
for capital and spending will continue to be strong; however, we expect
expenditures for our types of products and services to remain strong over the
foreseeable future. We also see a significant opportunity ta apply our technologies
and know-how in acute care settings to enhance products and services available
to patients and providers in care settings outside of the hospital,

Patient Safety. In response to the growing understanding and publicity
surrounding preventable medical errors and adverse events, improving patient
safety is a top priority among hospitals in the United States. Patient safety
initiatives are beginning to be adopted by extended care and home care
providers as well. Quality indicatars surrounding patient safety and clinical
outcome measurements are increasingly being publicized, and improvement
of institutional performance is a matter of focus by many hospital executives
and their boards. The pay for performance initiative by Centers for Medicare
and Medicaid Services aims to better align reimbursement with improved
patient cutcomes and the reduction of adverse events. A number of the top
adverse events in United States hospitals can be mitigated in part by Hill-Rom
technologies, processes and services, including bedsaores {or pressure ulcers),
ventilator-associated pneumonia, patient falls, deep vein thrombaosis and
patient entrapment. Hili-Rom is well positioned to benefit from the emphasis
being placed on patient safety due to our strong clinical capabilities and
products and technologies that are designed to assist providers in achieving
improved patient outcomes across all care settings.

iver Safety. Nursing shortages, work-related injuries, and a variety of
other caregiver issues have focused hospital and health care executives on
the need to improve caregiver safety. Qur products and services seek to
address these concerns through novel application of technology, clinical
and ergonomic science, and customer feedback. Meaningful competitive
differentiation can be achieved.

rowin sire Among Developed and Developin untri nve
Health Care. While industry growth rates in more mature geographic markets
such as western and northern Eurcpe and Japan have moderated, in many
other geographic markets, where the refative spending on health care is
increasing, we are experiencing increasing demand for medical technologies.
New hospital construction and hospital refurbishments have been accelerating
in regions such as Latin America, the Middle East and many parts of Asia.
We believe that we have established the products and resources in these
regions that will help to improve the standard of care available to their citizens
and caregivers.

Legislative. On the legislative front, we are continuing to monitor the full
implementation of the Medicare Modernization Act and other recent or
proposed legistative and regulatory developments. Although we believe these




developments are largely positive to Hill-Rom because of favarable hospital
reimbursement provisiens, all of the implications of these developments are
not yet clear. In addition, increased cost projections associated with Medicare
reform legislation, concerns over the growing federal budget deficit and other
factors could combine to create what we believe to be conditions favorable

to Medicare and Medicaid cost containment measures for the foreseeable
future. Further, at the state level, while some easing of budgetary pressures
has been noted, fiscal challenges largely remain with Medicaid expenditures
claiming increasing portions of state budgets. Medicare and Medicaid cuts
could dampen health care spending, including spending on the types of
products and services offered by Hill-Rom. Various provisions within the Deficit
Reduction Act, passed by Congress this year and anticipated to take effect
early in 2007, reduce reimbursement for durable medical equipment used

in the home under the Medicare capped rental program. We are currently
assessing the potential impact of this legislation, which we do not anticipate
to be material at this time. Finally, we note increased legislative and regulatory
interest in quality-based purchasing, also known as pay-for-performance. This
development has been accompanied by a marked emphasis on eliminating
adverse medical events associated with patient stays as described above,

Strategy.

Hill-Rom's strategy is aimed at providing patients and those who care for them
across all patient care settings around the world with affordable patient
support and related therapy and information platforms that promote safer and
more effective patient care. Management believes substantial opportunity
exists to achieve this strategic value proposition by fully utilizing Hill-Rom's
clinical know-how, global sales and distribution channels, rental service center
network, and strong position and brand in hospital patient support systems.
with Hill-Rom's focus across all care settings, we realigned Hill-Rom’s lines of
business, effective October 1, 2006, to increase leadership focus and
accountability in each of the acuity settings we serve across the global
continuum of care. In North America, our Acute Care organization focuses on
both capital and rental businesses and workflow information technology
solutions in acute care settings and our Post-Acute Care organization focuses
on extended care, home care and the airway clearance businesses. Our
International Division has been expanded to include our surgical accessories
business, as we believe growth opportunities for our surgical products exist in
the international market.

We believe that Hill-Rom has opportunities for growth in all of the care settings
and businesses where we currently compete, We believe that the North
America acute care patient support systems marketplace offers ample
opportunity for growth. We plan to maintain our strength in that business as
discussed above in order to grow with the industry. We believe there is
substantial opportunity for Hili-Rom to increase our heretofore relatively low
participation level in the North American post-acute care marketplace and the
international marketplace. Finally, we also believe that we have high growth
potential in our smaller, but more rapidly growing, entrepreneurial businesses.

Hill-Rom plans to continue the progress we made during fiscal year 2006 to
stabilize share and gross margin in the low and mid-range of our core frames
business, despite continued commodity cost inflation and competitive pricing
pressure, as discussed below under “Progress against Fiscal 2006 Strategic

Plan - Medical Technologies and Related Services.” During fiscal year 2007 and
over the next several years Hill-Rom will focus on executing the following
strategic imperatives.

Fiscat 2007 Strategic Imperati

Protect Qur Core Business. In order to protect our North American acute care
patient support systems business, we will continue our progress to increase our
competitiveness and stem share erosion by focusing on the launch of a number
of new products as well as extensions of important core products across the
price/feature continuum. We will also augment our selling and marketing
capabilities, focus on sales effectiveness and partner with our customers to help
them improve clinical outcomes by reducing adverse clinical events.

+ New product development. We expect the commitment we made in fiscal
2006 to a better focused and resourced new product development pipeline
wilk result in the commercialization in fiscal 2007 of several new product
launches and extensions of (or improvements to) important core product
lines across the price/feature continuum, During the first fiscal quarter of
2007 we launched the TotalCare® Bariatric Plus extension, which is an
integrated frame and surface in our capital sales and rental offerings. This
product can accommodate a 500-pound patient, treat advanced wounds and
pulmenary complications, provide low airloss therapy and provide enhanced
features for patient ingress and egress. We also launched Affinity® Four, an
extension of our birthing bed with meaningful enhancements. Later in the
fiscal year, we expect to launch new powered transport technologies, which
are particularly important as patient weights increase, and a new therapeutic
mattress for our proprietary TotalCare® and VersaCare® frames, or for
competitors’ frames. We believe that these products will address unique,
growing and underserved patients with more complex and co-existing
diseases and conditions that should have broad application throughout the
care continuum,

Sales force effectiveness, Our customers have embraced the new North
American sales model implemented during fiscal 2006, which eliminated
redundancy and increased accountability. We have used this model as a
foundation to further improve the effectiveness of our sales and marketing
programs within the organization, starting with selected leadership changes
to further increase accountability and execution. We have also provided
funding in fiscal 2007 to expand our North American Acute Care sales force to
facilitate the sale of new products and to provide increased territory coverage
for additional penetration into that market. We will also continue to improve
selling and contracting processes and customer relationship management
processes to support gross margin expansion across our lines of Acute Care
capital and rental products.

Patient Safety Solutions. Hill-Rom is committed to patient safety and the
reduction of adverse events associated with patient stays, such as pressure
uleers, hospital acquired infections, ventilator acquired pneumonia, patient
falls and deep vein thrombosis. We believe that improving clinical outcomes
is best achieved by combining technologies, people and processes through
close alliances with our customers and jointly developed training tools and
protocols. Qur commitment is evidenced by the announcement during the
third fiscal quarter that we executed a five-year strategic afliance with
Ascension Health, the largest not for profit independent delivery network in
North America. The objectives of this alliance are to reduce and eventually
eliminate certain adverse events occurring within the patient care
environment. The alliance expands a relationship begun in 2004 in which the
organizations worked jointly at various Ascension Health Ministries to
implement new processes and deploy new equipment. Qur efforts under this
alliance will initially be focused on the elimination of pressure ulcers and are
expected to expand to other adverse events, including ventilator-associated
pneumonia and patient falls.

Imprave Gross Margins. In addition to actions taken during fiscal 2006, we

took actions to mitigate the impact of rising raw material and fuel prices,
inctuding price increases on certain products and improving price discipline,
continuous improvement, the centralization of the global supply chain at
Hill-Rom to optimize manufacturing operations and purchasing power with
suppliers, and increased wtilization of low cost region sourcing through our
recently opened sourcing office in China. Additionally, we plan to take the
following actions:

+ Low Cost Region Manufacturing and Sourcing. As part of our global
manufacturing strategy we entered into a purchase agreement during the
first fiscal quarter of fiscal 2007 to acquire a manufacturing facility in Mexico,
to which we plan to move a portion of Hill-Rom's manufacturing capacity for
products used in lower acuity care settings and selected post-acute care
settings. Our focus will be on segments for which customers are demanding
more value at lower price points, or products targeted for market
opportunities outside the United States. We expect to begin shipping
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products from the Mexico facitity by the end of fiscal 2007. In addition, to
further reduce our cost structure, we continue to leverage our Suzhou, China
sourcing center to access suppliers of components, sub-assemblies and
finished products throughout the Pacific Rim.

Product Platforming. Over the next three years, we intend to expand on our
fiscal 2006 product life cycle management initiatives and standardize our
product architecture by using common sub-assemblies and modules across
multiple product platforms. Initially, we will continue to develop product
enhancements under a life cycle management approach and begin
platforming with our initial cormmon sub-assemblies to be made available
commercially in fiscal 2008.

Revitalize North American Rental Business. In order to increase the profitability
of our rental business and address pricing pressure in this segment due to GPO
multi-sourcing actions, we are taking a number of steps to improve our gross
margins, better service our customers and differentiate our rental offerings
through investment in new product development and acquisition of new
products for our rental fleet.

+ Improve Rental Gross Margins. During the fourth fiscal quarter and in
response to the anticipated unfavorable annual impact of the GPO affiliation

changes discussed above, we announced the elimination of approximately
140 positions, including approximately 100 employees in the North American
rental service organization, amounting to approximately 8 percent of the
total service organization staff level, and the rationalization of a number of
our rental product offerings, We began to realize benefits from this
restructuring in the first quarter of 2007 and expect to yield the full $16
million in annual savings in future years.

Simplify Customer Interactions. With the right sized organization and
realignment of sales incentives, we plan to improve selling and contracting
processes and disciplines and drive increased business with our most
profitable customers and to increase customer conversions, intimacy and
gross margins. Part of this plan includes improving efficiency by continuing
to embed service personnel within certain customers’ facilities.

We believe most of the rental billing system related issues and many of the
related business process issues have been addressed and we are now
focusing our attention on supporting processes and related activities to
increase the overalt efficiency and effectiveness of operating our rental
system and to maximize its value to the business. These initiatives include
continued improvements to billing accuracy, user training, business
processes and procedures, system enhancements, equipment management,
and expanded use of handheld devices to increase the efficiency and
accuracy of delivery and pick-up.

We have also increased staffing in certain critical back office areas to allow
more focused sales time by our clinical sales team for critical product lines
and key customer accounts. We have established incentives for new account
conversions. As the system and our processes continue to improve, our
clinical sales team has been able to increase its sales activity.

Finally, our accounts receivable department continues to be focused on the
collection of current and aged receivables and we are adding resources
where necessary to improve our overall collection effort. The increase in the
aging of rental receivables encountered as a result of our earlier billing issues
may continue to have an adverse impact an our results of operations due to
increased levels of customer allowances as we resolve those receivables,
which would result in lower rental revenues.

We are now realizing the benefits from these various initiatives, and we
remain optimistic about the enhanced functionality and reporting that is
becoming available from the new rental business system.

Invest to innovate and Refresh Products. We believe we have under-funded

investment in our therapy rental fleet over the last several years. In order to
keep our fleet current, complete and competitive with products that we can
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rent at acceptable levels of profitability and utilization, we plan to invest
approximately $60 million in our rental fleet, which supplies both cur acute
and extended care customers.

Develop Our Post-Acute Care Business, We believe there is substantial
opportunity for Hill-Rom to increase our relatively low participation level in the
North American post-acute care marketplace for patient support systems,
surfaces, furniture and accessories. In addition, we believe we are well
positioned in this segment due to the breadth of our sales channels, the
strength of our brand, cur clinical capabilities, our service and distribution
infrastructure and our ability to transfer our acute care clinical and product
development knowledge to the post-acute environment.

= Launch a portfolio of extended care and home care products. During fiscal
2007 we plan to substantially increase the portfolio of products available to
extended care and home care customers. In extended care, we plan to faunch
a basic pfatform, augment our surfaces offering through selected sourcing
relationships, and launch a line of furniture derived from a current Hili-Rom®
product line we offer in international markets. Similarly, in home care we plan
to launch a basic frame and a bariatric frame, together with a basic wound
prevention surface, furniture, and accessories to augment our current limited
offering of home care therapy surfaces. We believe that our extensive service
and distribution capabilities will allow us to bypass traditional channels of
distribution and reach the consumers directly.

Future Innovation and Differentiation. During fiscal 2008 and 2009, we believe
there are further opportunities to offer products that address growing
concerns about patient safety and clinical outcomes in extended care facilities
and in home care settings. We will also evaluate the opportunity to offer our
products directly to consumers and patients. We believe our low cost region
manufacturing and sourcing capabilities, as well as our extensive service and
distribution infrastructure will enable us to offer affordable and clinically
differentiated products that meet the needs of post-acute customers.

Expand International Business. We believe that Hill-Rom is under-represented in
selected regions cutside of North America relative to the size of our overall
business and we believe the international marketptace for products similar to our
current product offerings is growing at rates similar to North America. To expand
our international business, we intend to focus on the following initiatives.

» Achieve incremental growth in under penetrated regions and leverage
additional channel capacity. We believe that the frames and surfaces

segments in selected countries in Latin America, the Middle East and Africa
and the Asia Pacific region are growing rapidly, fueled by economic growth
and the demand for better technologies. In 2007, we intend to selectively
invest in direct selling resources and establish additional distribution
channels in order to rapidly and profitably penetrate these growing
international geographies.

Enter the medicalized long term care market in selected European countries.
In the European Union, the extended care segment is growing rapidly as

lower hospital reimbursement levels are driving the need to more frequently
transfer patients out of higher acuity hospitals into medicalized long term
care facilities that care for chronically ill patients that need lower acuity care,
The acute care segment is stable to shrinking, driven primarily by the impact
of Diagnostic Related Groups, or DRG, reimbursement. As a result, the
medicalized long term care segment is the fastest growing segment in
Europe as more acute care patients are absorbed into these settings. 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,

In response to the foregoing trends, we are reviewing gaps in our
international product portfolio, including products designed specifically for
medicalized long term care. We are also evaluating product and branding
strategies specific to various countries, regions and segments. We have
already launched a new therapy surface in Europe to assist in the prevention




and treatment of pressure ulcers and a new line of furniture to our European
extended care customers, and we intend to address additional pertfolio gaps
in Europe and elsewhere internationatly through selective introduction of
certain U.S products, new product development and selective acquisitions
and strateqgic relationships, with the objective of strengthening our position
in all acuity settings.

During fiscal 2007, we plan to enter the medicalized long term care business
in Europe beyond France with derivative products from platforms that we
already have. We also plan to prepare certain North American products for
sale internationally and leverage our substantial European sales channel.

Execute selective acquisitions. We believe that Hill-Rom's international
presence in a highly fragmented competitive landscape provides us with
opportunities for selective acquisitions and other opportunities. In the first
fiscal quarter of 2007 we acquired Medicraft, Australia PTY, LTD., a leader in
acute and post-acute hospital beds and furniture in Australia. The acquisition
should provide new channels to sell and rent Hill-Rom* therapy and higher
acuity products along with existing Medicraft offerings. We also believe that
certain Medicraft products ¢an be adapted for global and price-sensitive bed
market segments.

Grow our entrepreneurial businesses, Finally, we will drive growth in our three
entrepreneurial businesses, Workflow Informatien Technology Solutions, Allen
Medical and The Vest™ system, which collectively generated approximately
$160 million in revenue in fiscal 2006, with targets of fifteen percent
compounded annual growth in revenues and operating income, We anticipate
that all of these businesses will be launching important new products in 2007,
and we are making selective channel investments to support the launch of
these products. In addition, we recently established new leadership in each of
those businesses to maximize their entrepreneurial cuitures.

Other Factors impacting the Business

GPO Contracts, The majority of Hill-Rom's North American hospital sales and
rentals are made pursuant to contracts with group purchasing organizations
{GPOs). A number of those GPQ contracts came up for renewal during fiscal 2006,
and our results confirmed our preliminary expectations that GPOs are generally
moving from sole-source agreements to dual and multi-source awards.

In almaost all instances our new or amended contracts negotiated with GPOs in
fiscal 2006 are dual or multi-source and, in some instances, we have not been
awarded contracts in specific product categories, primarily related to rental
products. While difficult to predict, these changes will put additional pressure
on our rental revenues, We are taking significant actions with respect to our
rental business, which we expect will limit the future unfavorable annual
revenue impact of the GPO contract changes to approximately $25 million, but
there can be no assurance that these actions will be successful.

To date, the financial impact of these changes an the capital side of our
business have not been significant. We are at various stages of responding to
bids and negotiating some additional GPCQ agreements that, if awarded, will
replace agreements that are set to expire in calendar 2007. Failure to be
included in ane or more of these agreements would have a material adverse
effect on the business.

Rental Business. Hill-Rom's North American rental revenues have been and
continue to be adversely impacted by a number of factors, including the
following:

lower competitive pricing;

the initial effects of the realignment in GPO affiliation menticned earlier in
this section;

expected declines in the pulmonary and wound areas resulting from
increasing purchases of these products by our customers;

Jower product availability in certain regions or of certain products; and
rental billing and processing issues associated with the prior year launch of
our rental business system.

We believe most of the rental hilling system issues and many of the refated
business process issues have been addressed. However, the difficulties
encountered in the launch of this system had an adverse impact on rental
revenues in fiscal 2006 in a variety of ways, including increased customer
allowances for past rental billing issues and the resolution of some related
aged receivables, strained customer relationships, reduced sales time available
for our clinical sales force and the loss of some rental business. While we have
made substantial progress with respect to this launch, some exposure may
remain as we continue to address aged receivables.

We recognize the importance of the rental business as a component of our
portfolig, as discussed further above under “Strategy - Revitalize North
American Rental Business,” and have significant initiatives currently underway
with respect to this business. Should our initiatives be unsuccessful, rental
revenues could continue to decline and our results of operations could be
materially adversely impacted.

Raw Material Costs, Prices of certain raw materials, including mattress foam,
plastic, fuel and petroleum-based products in particular, and fuel related
delivery costs have continued to rise; and we expect metal, foam and plastic
prices to rise further in fiscal 2007. While continued increases could have a
material negative effect on our future profitability, we have taken actions and
have plans in place to at least partially mitigate the impact of these inflationary
increases, as discussed under *Item 1 - Business - Raw materials”

Sales Timing. Our 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 capita! equipment buying patterns. However, there is
no assurance that these patterns will continue in the future.

Funeral Services

Trends.

Demand for Burial Caskets, While it is impossible to predict deaths on a manth-
to-month or even a year-to-year basis, we are experiencing a gradual and
steady decline in demand for burial caskets in North America as the resutt of
what appears to be flat to slightly declining overall deaths and a continued
gradual increase in the rate of cremations. As a result of these trends, casket
manufacturers and distributors are facing economic and volume pressures in
an industry with an estimated 100 percent excess in domestic production
capacity, compounded by a continuing but relatively modest growth in casket
imports from foreign manufacturers. The future effects of baby boomers on
death trends-and casketed deaths-is uncertain.

Unlike in many years, in fiscal 2006 we did not experience significant
indications or evidence of widespread pneumonia ¢r influenza during the
winter months when a seasonal occurrence generally favorably impacts
Batesville Casket's and, to a lesser extent, Hill-Rom’s rental business. The timing
and severity of any such outbreak varies from year-to-year as was the case in
fiscal 2005 when the impacts of pneumenia and influenza arrived fater than
narmal and the influenza strain was much less virulent than that in fiscal 2004,
As such, the absence of an cutbreak this year unfavorably affected our
revenues and profitability.

Competition, The foregoing pressures have resulted in increasing discounts by
casket manufacturers and distributors. As customers keep little inventory and
dermand faster service and increased personalization, service level
requirements, and resulting costs are increasing. The costs of delivery have
increased as well with higher fuel prices resulting in increased costs per unit,
Many customers are also purchasing fewer premium metal products in favor of
other less expensive materials as one way of reducing prices. While some
competitors must use inventory to meet growing service demands, Batesville
Casket's high velocity distribution network allows us to operate with
substantially lower inventory levels than these competitors.
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Industry Consolidation, The foregoing trends are leading casket manufacturers
to explore strategic alternatives, including consclidations - as evidenced by
our recently completed consolidation of wood casket manufacturing capacity
- and acquisitions and partnerships throughout the industry - as evidenced by
our previously announced agreement to acquire Yorktowne, our acquisition of
one small distributor in the second quarter of fiscal 2006, and the anticipated
combination of our two largest funeral heme national accounts, SCl angt
Alderwoods,

Raw Material Costs, Like Hill-Rom, Batesville Casket and the funeral service
industry have been and will continue to be adversely affected by increased
costs experienced in recent years for raw materials. The primary raw materials
used in Batesville Casket products include steel, wood, red metals {i.e, copper
and bronze), plastics, chemicals and fuel. With high fuel costs, we continue to
experience fuel surcharges on many raw materials and services.

Strateqy.

Batesville Casket's strategy for fiscal 2007 and beyond remains centered on
defending and growing our core business of selling Batesville® branded burial
caskets and cremation products while investing in opportunities outside-but
closely related to-our core. Important elements of this two-pronged strategy
include the following:

Protect and grow the core business. We will seek to protect and grow Batesvitle

Casket’s core business through a combination of improved sales force
effectiveness, streamlined processes to drive improved quality and
productivity, increased customer focus, and continued pursuit of strategic
acquisitions within the casket industry,

- Improved sales force effectiveness. A key component of this initiative is a
renewed focus on funeral product merchandising to drive increased sales and

mix of products. We also plan to grow with regional funeral home
consolidators by creating a sales team focused on serving those customers
whose business spans multiple sales territories.

.

Streamlined processes. A hallmark of our corporate culture for many years
has been our focus on and use of Continuous Improvement as a tool to

improve quality and productivity while at the same time reducing costs. We
are committed to achieving further improvements, particularly in our
manufacturing and logistics areas.

Increased customer focus, Begun as a specific initiative last year, we plan to
continue to emphasize this point as a key strategic principle. Our concierge
office provides a ready contact point for customers, and we constantly
emphasize a custemer-centric approach throughout our entire business
enterprise.

ontinued pur f strategic acquisitions within the casket industry. This
initiative, as evidenced by our ongoing plans to acquire Yorktowne Casket
and our completed acquisition of a small distributor in fiscal 2006, will
continue in fiscal 2007 and beyond. Because of our manufacturing and
distribution capabilities, we believe we are uniquely positioned to take
advantage of strategic acquisition opportunities as they arise.

Invest in other opportunities. Cur investment activities outside what has long
been considered our "core” business have and will continue to include the
following initiatives.

- Sate of NorthStar™ Produgts. We plan to increase significantly sates of
NorthStar™ caskets and parts, comprising a differentiated full product line
utilizing none of the Batesville Casket proprietary features, to independent
manufacturers and distributors. These products are sold outside the BCC sales
force by a small, dedicated, independent team of sales engineers. To execute
on this key initiative we invested in tooling and assigned dedicated resources
to move these products quickly through the new product development
pipeline and into production, Sales in this area, while relatively modest in
2006, create a growth opportunity for fiscal 2007 and beyond.
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- Exploration of relationships with adjacent businesses, We intend to explore i

acquisitions of or relationships with other businesses adjacent to the casket
and cremation industries in which we can utilize our core competencies
around manufacturing and distribution ta enhance shareholder value.

Progress against Fiscal 2006 Strategic Plan

During fiscal year 2006 Hill-Rom made significant progress on previously ‘
disciosed turn around initiatives to address share and gross margin erosion. For
example, during fiscal 2006, we completed the combination of our Hill-Rom

and corporate organizations, which decreased operating expenses,

implemented a customer centric sales and service model, streamlined the

business to reduce cost and complexity, and strengthened our core businesses

in the areas of product planning, development and sourcing processes,

Our commitment to a better focused and resourced new product development
pipeline resulted in our launch of a number of new products as well as
extensions and refreshes of important core products across the price/ffeature
continuum, demonstrating Hill-Rom's commitment to building
competitiveness in lower acuity settings worldwide.

Likewise, Batesville Casket realized its fiscal 2006 strategic initiatives, including

the retention of national account customaers, growth in revenue from

independent funeral homes, the consolidation of wood manufacturing and an
increase in revenue through its distributor supply strategy. With respect to
retention of national account customers, Batesville Casket completed
renegotiations of new supply agreements with Stewart Enterprises, Inc. and
Carriage Services, inc. In October of 2006, we completed negotiation of a new
supply agreement with our largest customer, SCI. The announced completion

of the combination of SCl and our second largest customer, Alderwoods will

bring purchases by both organizations under the same agreement. Whife the ‘
agreement does not impose specific purchase requirements on the combined
entity, we anticipate that SCl will continue to buy substantially all its products
from us for the foreseeable future. However, we likely will lose some business
as this new combined entity divests itself of certain overlapping properties,
assuming some of these properties are purchased by funeral homes or other
entities that currently do not purchase products from us. The result of bringing
Alderwoods purchases under the SCI agreement and their divestiture of
numerous properties could have a raterial adverse effect on our financial
results for 2007.

Batesville Casket's sales to independent funeral homes showed a slight
increase in 2006 despite the gradual and slightly declining demand for burial
caskets due primarily to Batesville Casket’s strong brand and the various sales
and service tools implemented over the past several years, including the two
maobile tour centers, increased frequency and flexibility of product deliveries,
and the ongoing focus on a simplified merchandising system.

We completed our wood plant consolidation in the second quarter of fiscal
2006, finalizing production in our New Hampshire facility and transitioning
those products to our plant in Batesville, Mississippi. We successfully integrated
the operations of these two plants and were able to supply wood products to
our funeral home customers with minimal interruption during the
consclidation period.

Another of Batesville Casket's key initiatives in 2006 was continuing to
capitalize on opportunities to form business relationships with independent
distributors of caskets. These relationships could involve acquisitions, as
evidenced by our previously announced plans to acgquire Yorktowne, or simply
the provision of funeral products for resale by these distributors. An essential
part of this strategy is developing a separate and unigue line of products to
offer through the distributor channel. Proprietary features and offerings are
restricted to the Batesville® brand, which are only available through our sales
force, Executing on this key initiative has required Batesville Casket to make
some tooling investments and to assign dedicated resources to move these
products quickly through the new product development pipeline and into
production. Sales in this area, while relatively modest to date, create a growth
opportunity for fiscal 2007 and beyond.



RESULTS OF OPERATIONS and presented in a separate section entitled, “Discontinued Operations”. In
addition, fixed costs related to the businesses that were eliminated with the

Note regarding discontinued operations: The operating results for the divestitures are also included as a companent of discontinued operations. The
divestitures completed in 2004 (the infant care and piped-medical gas results of discontinued operations are not necessarily indicative of the results
businesses of Hill-Rom as well as the pre-need insurance business of of the businesses if they had been operated on a stand-alone basis, Except as
Farethought) are presented as discontinued operations within our Statements otherwise indicated, all discussions and presentations of financial results within
of Consolidated Income {Loss). Under this presentation, the revenues and Management’s Discussion and Analysis are presented based on our results
variable costs associated with these businesses are removed from the from continuing operations.

individual line items comprising the Statements of Consolidated Income (Loss}

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

{Doflars in mitlions except per share data) 2006 Revenues 2005 Revenues 2004 Revenues
Net Revenues

Health Care sales $ 8626 43.9 5 8109 41.9 $ 7369 40.3

Health Care rentals 425.7 21.7 457.8 24.1 452.1 247

Funeral Services sales 674.6 34.4 659.4 34.0 640.3 350
Total Revenues $1,962.9 3100.0 $1,9381 160.0 51,8293 100.0
Gross Profit

Health Care sales $ 361.5 41.9 § 3294 406 5 326 443

Health Care rentals 208.5 49.0 2451 524 265.0 586

Funeral Services sales 279.8 41.5 266.0 403 263.8 41.2
Total Gross Profit 849.8 433 840.5 434 854.9 46.7
Other operating expenses 529.1 26,9 555.7 28.7 5289 289
Litigation (credits) charge (2.3) ©.7) 3586 185 - -
Special charges 5.4 0.3 36.3 1.9 55 03
Operating Profit (Loss) 317.6 16.2 (110.1) (5.7) 320.5 17.5
Other income {expense), net 21.4 1.1 (5.8) {0.3) {12.7} {0.7)
Income {Loss) from Continuing Operations Before Income Taxes 339.0 17.3 (115.9) {6.0) 3078 16.8
Income tax expense (benefit) 117.5 6.0 {19.6) (1.0) 1196 6.5
Income {Loss) from Continuing Operations 221.5 1.3 (96.3) (5.0 188.2 103
{Loss) income from discontinued operations (0.3) 0.0 2.2 0. (45.0) (2.5)
Net Income(Loss) $ 2212 113 5 (940) (49) § 1432 7.8
Income {Loss) per common share from continuing operations - Diluted $ 3.60 N/A  § (1.50) N/A 5 3.00 N/A
{Loss) income per common share from discontinued operations - Diluted (0.0} N/A 0.04 N/A (0.72) N/A
Net Income (Loss) per Common Share - Diluted $ 3.59 N/A $ {1.52) N/A $ 228 N/A

The financial results presented herein include a number of items which impact the comparability between periods. A summary of these items is as foltows:

Fiscal Year Ended September 30,
{Dollars in iillions} 2005

Other Operating Expenses
Antitrust litigation expenses
Litigation (Credits) Charge
Special Charges
Other {(Income) Expense, net
Loss on extinguishment of debt
Net realized capital (gains} losses, equity method investment {income} loss
and impairments
Total Pre-Tax items

Income Tax Expense
Write-off {recognition)} of deferred tax asset related to French entities
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Fiscal Year Ended September 30, 2006 Compared to
Fiscal Year Ended September 30, 2005

tn the following section, we provide a high level summary of our consolidated
results of operations for fiscal 2006 compared to fiscal 2005, iImmediately
following this summary section is a more comprehensive discussion of
revenues and divisional income by operating segment.

Summary

Consclidated revenues of $1,962.9 million in 2006 increased $24.8 million, or
1.3 percent, compared to $1,938.1 million in 2005. The increase was driven by
Health Care sales revenues, which increased $51.7 million, or 6.4 percent. This
strength in Health Care sales was primarily related to higher volumes and to a
lesser extent favorable price when compared to the prior year. Volume strength
was led by VersaCare® and Workflow Information Technology Solutions
products in North America, as well as by improved international revenues,
especially in the Latin America and Asia Pacific regions. The favorability in price
for the year was predominantly related to patient platforms, led by our
VersaCare® bed platform. In fiscal 2007, we expect global Health Care sales to
remain strong, with growth projected to exceed five percent.

Health Care rental revenues were down $42.1 million, or 9.0 percent, compared
to the prior year as a result of lower volumes, increased customer allowances
and lower competitive pricing. The lower volume and increased customer
allowances, for which additional accounts receivable reserves of $17.7 million
were provided during the year, are partially reflective of the rental billing and
processing issues associated with the prior year launch of our rental business
system and the related business processes. In addition to the increased
customer allowances associated with the effects of past rental billing and
processing issues and the resolution of some related aged receivables , rental
revenues were also unfavorably impacted by a number of other factors. Earlier
in the year, our rental billing and processing issues contributed to strained
customer relationships and a reduction of sales time available to our clinical
sales force, resulting in the loss of some business and reduced account
conversions. Further, we are also beginning to feel the initial unfavorable
fmpacts of current year changes in GPO affiliations. Additional unfavorable
rental volume effects are refated directly to expected declines in the
pulmonary and wound areas of our rental business resulting from increasing
purchases by customers of these products, lower product availability in certain
regions or of certain products and the absence of any meaningful seasonal
prieumonia and influenza outbreak in the current fiscal year. As we ook to
2007, our rental business will continue to be a challenge. We recognize the
importance of this business as a component of our portfolio and have
significant initiatives underway to revitalize this business. While we expect
rental revenues to be flat to up slightly, much of this momentum wilt occur
later in the year as our initiatives begin to take hold.

Funeral Services continued to experience declining volumes due to a lower
number of deaths and higher cremations along with unfavorable product tine
mix. However, favorable net price realization and cremation and distributor
volume growth drove a year-over-year increase of $15.2 million, or 2.3 percent,
in revenues. Funeral Service revenues are expected to show modest growth in
2007 in response to numerous initiatives.

Consolidated gross profit increased $9.3 million, or 1.1 percent, over the prior
year peried, driven once again by Health Care sales and to a lesser extent
Funeral Services sales. This favorability was partially offset by a large decline in
Health Care rental gross profit. On a consolidated basis, gross profitas a
percentage of revenues was 43.3 percent in 2006 compared to 43.4 percent in
2005, Health Care sales gross profit as a percentage of revenues increased 130
basis points due to the overall higher volumes outlined above, favorabie
pricing and the benefits of restructuring actions taken in the prior year at our
French manufacturing facility and various ongoing sourcing initiatives, Funeral
Services gross profit improved 120 basis points as a percentage of revenues,
despite the continued gradual shift in product mix from metal to wood caskets
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and generally to lower-end products that have lower margins, as favorable net
price realization, sourcing benefits and productivity improvements more than
offset these unfavorable impacts. In Health Care rentals, the decline in gross
profit of 340 basis points was largely the result of lower revenues, which could
only be partially offset by lower rental costs. With the generally fixed cost
nature of the field service network, only a fimited amount of the revenue
shortfall could be offset with lower costs during 2006. In fiscal 2007,
consolidated gross margin rates are expected to be flat to up slightly, despite
anticipated pressure on commodity pricing in 2007, We will [ook to offset these
pressures with continued supply chain initiatives, improved price realization,
productivity improvements and benefits from our low-cost region sourcing
and manufacturing initiatives.

Other aperating expenses decreased 4.8 percent to $529.1 million in 2006
compared to $555.7 million in 2005. Other operating expenses consist of
selling, marketing, research and development and general administrative costs.
The lower expense levels were due in part to lower litigation costs associated
with defending antitrust lawsuits, which decreased $12.1 million in 2006 (See
Note 17 of the Consolidated Financial Statements for mare information),
Realized compensation and benefit savings associated with the 2005 Hill-Rom
business realignment also contributed heavily to the lower operating expenses.
Partially offsetting this decrease was incentive compensation, which amounted
to $24.8 million in 2006 compared to less than $1 million in 2005 based on
improved operating performance in 2006. Operating expenses have also
increased in 2006 as a result of increased Health Care sales commissions on
higher revenues and general salary inflation. As a percentage of revenues,
operating expenses decreased to 26.9 percent in 2006 from 28.7 percent in
2005 as a result of the benefits of the prior year business realignment program
and the additional revenues. In 2007, other operating expenses are expected to
increase significantly from 2006 levels as we make sizeable investments in new
product development, our rental fleet and our sales and marketing channels to
position us for accelerated growth in future periods.

Operating results in 2005 included a pre-tax charge of $358.6 million resulting
from our settlement of the Spartanburg antitrust litigation. The fourth quarter
fiscal 2005 charge covers the settlement, along with certain legal and other
costs related to the settlement. In fiscal 2006, we had a reversal of $2.3 million
of the previously accrued legal costs,

Special charges were also recognized in both the 2006 and 2005 reporting
periods. In 2006, net special charges of $5.4 million were recognized. These
charges were primarily composed of the continuation of voluntary
restructuring actions at Hill-Rom’s French manufacturing facility initiated in the
prior year, along with costs of $4.2 million incurred in the fourth quarter of
fiscal 2006, primarily related to the alignment of our field service organization
with our current lower rental revenue levels and the rationalization of certain
rental product offerings which are no longer strategically necessary. These
combined charges were partially offset by the reversal of $1.3 million of excess
restructuring reserves from the prior year special charge which were no longer
considered necessary.

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 and the combination of our Corporate and Hill-Rom organizations.
This was accompanied by a small reduction in force at Batesville Casket, with a
cost of $0.8 million. During 2005, special charges also included a charge of $1.4
milfion for severance and benefit related costs resulting from the closure of
Batesville Casket’s Nashua, New Hampshire production facility and its
consalidation into its Batesville, Mississippi plant. These 2005 charges were
partially offset by a $0.8 million reversal of excess restructuring reserves from a
prior 2004 action. in addition, a charge of $2.4 million was recorded in 2005 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 the Vail enclosure beds in the Health Care rental fleet
following the shutdown by the manufacturer of its operations.




Other Income and Expense

Fiscal Year Ended September 30,

{Doltars in milliors} 2006 2005 % Change
Interest expense $ (21.3) 5 (18.4) 158
Investment income 43.5 14.8 1939
Other (0.8) (2.2) (63.6)
Other Income

(Expense), Net $ 214 $ (5.8) (469.0)

Interest expense increased $2.9 million to $21.3 million in 2006 compared to
$18.4 million in 2005 due to the increase in short-term interest rates and the
negative effect of such increases on our interest rate swaps on long-term debt.
tnvestment income increased $28.7 million due to significant limited
partnership investment income and realized capital gains in 2006, as well as
the impairment of a strategic investment in fiscal 2005 in the amount of $8.7
million. The level of capital gain activity that occurred in fiscal 2006 is not
expected to recur in fiscal 2007,

Income tax expense of $117.5 million was recognized in 2006 compared to an
income tax benefit of $19.6 million in 2005. The effective tax rate for 2006
approximated 34.7 percent while in 2005 the tax rate approximated 16.9
percent. The rate in the current year has been favorably impacted by a number
of discrete benefits recognized in fiscal 2006. These benefits include a refease
of valuation allowance resulting from the recognition of sizeable capital gains
in 2006 on the sale of certain securities, favorable audit adjustments and
amended returns, a deferred tax benefit reflecting favorable state tax law
changes and the release of valuation allowance associated with foreign tax
credits and state operating losses now expected to be utilized. These discrete
tax items resufted in the recognition of tax benefits of $9.4 million on a year-to-
date basis, thus reducing our year-to-date effective tax rate by approximately
2.7 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 fiscal
2005, the deferred tax asset of $16.0 million had to be reversed. In addition, the
2005 effective tax rate was 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 items based upon existing limitations on
the utilization of net operating and capital losses.

We recognized income from continuing operations ir 2006 of $221.5 million, ar
$3.60 per diluted share, compared to a loss of $96.3 million, or $1.56 per diluted
share in 2005. The loss recognized in 2005 related primarily to the litigation
charge, but was also impacted by the lower gross profit, higher operating
expenses and increased special charges experienced in fiscal 2005. The special
items, outlined on page 27, favorably impacted income from continuing
operations by $1.9 million ($3.2 million after tax) in 2006, but adversely
impacted income from continuing operations by $426.7 million ($276.4 million
after tax) in 2005. Income from continuing operations was also adversely
affected by the $16.0 million write-off of a deferred tax asset in 2005 as
discussed in the previous paragraph.

The sale of Forethought Federal Savings Bank ("FFSB”) was completed on
January 3, 2006. Prior to the date of sale, the operations of FFSB were presented
as a discontinued operation within our Statements of Consolidated Income
(Loss). We received an additional cash payment of $6.5 million, and recognized
an after-tax loss on the final disposition of FFSB of $0.6 million in the first
quarter of fiscal 2006.

In accordance with Statement of Financial Accounting Standards (SFAS) No.
144, “Accounting for the Impairment or Disposal of Long-Lived Assets” we have
reported discontinued operations for all years presented. The results from
discontinued operations reflect a net loss of $0.3 million in 2006 compared to
net income of $2.2 million in the prior year. The income in 2005 includes 50.9
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, See Note 3 to Consolidated
Financial Statements for further details.

Business Segment Results of Operations

Fiscal Year Ended September 30,

{Dellars in millions) 2006 2005 % Change
Revenues:
North America $ 9541 $ 9509 0.3
Internaticnal 217.2 2100 34
Home Care and Surgical 117.0 1178 {0.7)
Fotal Hill-Rom 1,288.3 1,278.7 08
Batesville Casket 674.6 659.4 2.3
Total revenues 5 1,962.9 $1,938.1 1.3
Divisional income:
North America $ 3406 $ 3551 (4.1)
Internationat 49.1 46.6 54
Home Care and Surgical 23.6 284 (16.9)
Functional Costs (257.2) (297.7) {13.6)
Total Hill-Rom 156.1 1324 179
Batesville Casket 189.1 179.5 53
Total divisional income  $ 345.2 S 3119 10.7

The following table reconciles segment divisional income to income (loss} from
continuing operations before income taxes.

Fiscal Year Ended Septernber 30,

(Dolfars in miflions) 2006 2005 % Change
Segment divisional income  $ 345.2 $ 3119 10.7
Publi¢ entity costs and other {24.5) (27.1) (2.6}
Litigation credits {charge) 23 (358.6) {100.6)
Special charges (5.4) {36.3) {(85.1)
Other income/{expense) 21.4 {5.8) {469.0)
Income (loss) from

continuing operations

before income taxes $ 339.0 $ (115.9) (392.5)

North America

For the year, North America revenues increased $3.2 million, or 0.3 percent,
compared to the prior year. Sales revenues reflected an increase of $43.3
million on strong third and fourth quarter performance, The increase in sales
revenues was driven by higher volume and to a lesser extent favorable price.
The VersaCare® and CareAssist® bed platforms continued to show strength with
revenues up $40.1 million compared to the prior year, more than offsetting the
discontinued Advanta™ bed frame line, which declined $10.4 million. Workflow
Information Technology Solutions products also showed strength, up $13.2
million compared to 2005, primarily as a result of the strong third and fourth
quarters, Despite strong fourth quarter sales results, architectural product
revenues have continued to come under pressure as a result of strong
competition and an aging product line. The recently introduced intensive care
architectural arm platform called the Latitude® system has been well received
and should facilitate improvements in architectural product revenues in future
periods. A decline in North American rental revenue of $40.1 million offset
much of the growth in the sales revenues and was driven by lower volume. The
decline in rental volume was evident in all major product categories. As
previously discussed, the overall lower rental volumes are related to a number
of factors, including the loss of some business and reduced account
conversions. These unfavorable developments are directly associated with
strained custormer relationships and reduced sales time for our clinical sales
force resulting from past rental billing and processing issues. Other items
negatively impacting rental volumes include the initial impact of current year
changes in GPO affiliations, expected declines in the pulmonary and wound
product areas resulting from increasing capital purchases by customers of
these products and increased customer allowances and related collection
reserves. Reserves for such allowances, were in¢reased by $12.7 million in 2006,

Hillenbrand 2006 Annual Report [29]




MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS (CONT.)

Hiltenbrand Industries, Inc. and Subsidiaries

Divisional income for North America decreased $14.5 million in 2006 compared
to the pricr year period. Most of this decline was at the gross profit level, which
decreased $19.9 million and 230 basis points as a percentage of revenues. Sales
gross profit increased $12.4 million primarily on higher volume and a list price
increase implemented in the second quarter, but declined 170 basis points as a
percentage of revenues due to a lower mix of product sales and higher
warranty costs. Rental gross profit, which is significantly impacted by volumes
due to the generally fixed cost nature of the field service network, decreased
$32.3 million, or 460 basis points as a percentage of revenues, as lower costs
from restructuring initiatives were not sufficient to cover the significant
shortfall in rental revenues. North America operating expenses were $5.4
million lower than in 2005 led by rental field sales costs, which were down
$12.3 million as a result of various restructuring efforts, and decreased
marketing expenses. However, variable selling expenses and sales commissions
were up on the higher reported sales while other compensation costs were
also up due to general inflation and higher incentive compensation, partially
offsetting the favorability in operating expenses cited earlier.

International

International revenues increased $7.2 million, or 3.4 percent, in 2006 compared
to the prior year period, net of the unfavorable impact of exchange of $5.9
million. At constant currency rates the increase compared to 2005 was $13.1
million, or 6.2 percent. Sales revenues reflected an increase of $5.2 million

and rental revenues were higher by $2.0 million, both of which were driven

by volume. The TotalCare®* bed platform has shown considerable strength
during the year, and VersaCare®, BasicCare™ and Affinity® bed frames have

also shown significant increases over prior year. In addition, we foresee a
significant opportunity in the European mid and low acuity bed frame segment
and have responded with the introduction of the new AvantGuard™ 800

bed frame, which has begun to generate revenues and which we anticipate
achieving significant volumes in the future. In ather product lines, furniture,
therapy surfaces and revenues related to the sale of services and spare parts
also increased significantly compared to the prior year period. Regionally,

the year-over-year improvement in total revenue is in large part the result of
strong year-over-year performance in Latin America, Asia and the Middle East,
partially offset by lower revenues in Europe.

Divisional income for International increased $2.5 million, or 5.4 percent,
compared to the prior year period, net of an unfavorable exchange impact

of $1.1 million. At constant currency rates the increase compared to 2005

was $3.6 million, or 7.9 percent. Most of this improvement was driven by
increased revenues on higher-end patient platform products and related
improvements in gross profit, which increased $6.6 million and 160 basis
points as a percentage of revenues. Sales gross profit increased $4.7 million
and 140 basis points as a percentage of revenues due to higher volumes,
despite the unfavorable impact of exchange rates of $1.7 million. Rental

gross profitincreased $1.9 million and 210 basis points as a percentage of
revenues on higher volume and good cost containment within our field
service organization, despite the unfavorable impact of exchange rates of $0.6
million. Operating expenses were higher by $4.1 million, or 9.5 percent, net of
favorable exchange impacts of $1.2 million. The increase in operating expenses
was primarily due to increases in personnel costs driven by wage and benefit
inflation and the funding of incentive compensation.

Home Care and Surgical

Home Care and Surgical revenues were down slightly to $117.0 million for 2006
compared to $117.8 million in the 2005 comparable period, Sales revenues
increased by $3.2 million, primarily due to the performance of our surgical
accessories business, including the impact of recent product introductions

in the area of spinal surgery along with increased penetration of the Vest™
products into the acute care setting, Rental revenues were lower by $4.0 million,
primarily as a result of year-to-date reserve adjustments for claims allowances
of $5.0 million related primarily to difficulties encountered with the prior year
launch of our rental billing system and the related business processes.
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In 2006, Home Care and Surgical divisional income decreased $4.8 million
from the prior year. The decline was due primarily to lower rental gross profit
of $6.2 million associated with 2006 reserve adjustments for claims allowances
and increased operating expenses of 50.6 million due to inflationary pressures
and resource requirements. The lower rental gross profit was partially offset by
favorable sales gross profit of $2.0 million on the higher revenues,

Batesville Casket

Batesville Casket revenues increased $15.2 million, or 2.3 percent, in 2006 from
the prior year. The results were favorably impacted by an increase in net price
realization of 528.5 million, which was partially offset by both lower volume of
$6.0 million and unfavorable product mix of $7.3 million. The volume decline
was due in part to the absence of a seasonal outbreak of pneumonia and
influenza, which negatively impacted sales during the first half of the year, as
well as the continued gradual increase in cremations, while the unfavorable
product mix resulted from relative increases in our sales of lower-end metal
and veneer products.

Batesville Casket divisional income increased $9.6 millicn, or 5.3 percent,

in 2006 compared to the prior year. The results were favorably impacted by
improved net price realization discussed above and gains of $2.5 million
refated to the sale of facilities and $1.3 million related to the settlement of
casualty insurance claims. Material purchase improvements compared to the
prior year were realized with steel but were offset by increased casts for zinc,
chemicals, plastics and red metals along with the impact of higher fuel prices.
The general product mix shift to lower margin units, increased distribution
costs as we extended our delivery service offerings, and the decline in burial
volume negatively impacted gross profit. Upon consideration of all these
factors, Batesville Casket gross profit as a percentage of revenues was slightly
favorable for 2006 when compared to the prior year, Other operating expenses
were up $4.1 million primarily due to higher costs related to antitrust legal
expenses and incentive compensation.

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

In the following section, we provide a high level summary of our
consolidated results of operations for fiscal 2005 compared to fiscal 2004.
Immediately following this summary section is a more comprehensive
discussion of revenues, gross profit and operating profit or loss by operating
company, consistent with the manner of presentation in our fiscal 2005
Annual Report on Form 10-K. This information has not been revised to
reflect our new reporting structure in fiscal 2006 as it was determined to be
impracticable to do so.

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

miflion. 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 Medig, 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
preduct line mix. However, favorable net price realization and cremation,
distributer and product accessory growth drove the year-over-year increase of
$19.1 million in revenues.

Consolidated gross profit decreased $14.4 million or 1.7 percent over the prior
year period, driven by Health Care rentals. As a percentage of total revenues,
consolidated gross profit margins of 43.4 percent in 2005 decreased from 46,7




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 5.1 percent to $555.7 million in 2005
compared to $528.9 million in 2004. Other operating expenses consist of

selling, marketing, research and development 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. 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 28.7 percent in 2005 from 28.9
percent in 2004 as a result of the additional revenues, synergies from acquired
companies and the benefits of the prior year business realignment program,

Operating results in 2005 included a pre-tax charge of $358.6 million resulting
from our settlement of 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 recegnized in both the 2005 and 2004 reporting
periods. In 2005, a special charge of $36.3 mitlion 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 Corparate 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 $1.4 million for severance and benefit related
costs resulting from the closure of Batesville Casket's Nashua, New Hampshire
production facility and its consolidation into its Batesville, Mississippi plant.
These charges were partially offset by a 50.8 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 the 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 Ended September 30,

{Dollars in millions) 2005 2004 % Change
Interest expense $ (18.4) $ (15.2) 21
Investment income 148 129 14.7
Loss on extinguishment

of debt - (6.4} {100.0)
QOther (2.2} (4.0) (45.0)
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 $1.9 million due to interest accrued and discount
accretion on the seller financing and equity instruments related to the
divestiture of Forethought, which were outstanding for all of 2005 compared to
only three months of 2004, Partially offsetting this increase was 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 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 decreased $1.8 million in 2005 compared to the prior year.

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 fiscal
2005, 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 2005 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 nermal
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 business divestitures, This increase was also due to additional
accruals related to audit activity by the Internai 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 alluded 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 special items outlined on page 27, income from continuing operations
was adversely impacted by $426.7 million ($276.4 million after tax} in 2005 and
$9.6 million ($7.0 million after tax) 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 516.0in
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 additional acquisition costs, In September
2003, we entered into a definitive agreement to self 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 was completed in fiscal
2006 and thus, it was still reflected as a discontinued operation for fiscal 2005
and as of September 30, 2005.

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
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discontinued operations for all years presented. The results from discontinued
operations reflect net income of $2.2 million in 2005 compared to a net loss of
$45.0 million in 2004. The income in 2005 includes $0.9 million of income from
Forethought Federal Savings Bank, with the remaining amaount 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 recegnized 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 Ended September 30,

(Doflars in millions) 2005 2004 % Change
Revenues:
Health Care sales $ 8109 $ 7369 10.0
Health Care rentals $ 4678 § 4521 35
Cost of revenues:
Health Care sales $ 4815 $ 4108 17.2
Health Care rentals $ 2227 $ 1871 19.0
Gross profit:
Health Care sales $ 3294 $ 326.1 1.0
% of revenues 40.6% 44.3%
Health Care rentals $ 2451 $ 265.0 (7.5)
% of revenues 52.4% 58.6%

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
increased nearly 14 percent in 2005. Volume favorability was also enhanced
with the strength of our CareAssist® bed platform, which was also introduced in
the second quarter of fiscal 2004,

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

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

Gross profit from Health Care sales increased $3.3 million from the prior year.
As a percentage of sales, gross profit was 40.6 percent in 2005 compared

to 44,3 percent in 2004. The increase in gross profit dotlars was primarily
attributable to the higher reported revenues described above. Contributing
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to the decline in margin rates were continued lower pricing on mast 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 Mediq acquisition
made on January 30, 2004. Mediq 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/Asla
Pacific were down $28.5 million compared to the prior year period. This decline
was due primarily to lower revenues on The Vest™ products 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™ product 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 54.0 million, including favorable effects of exchange rates of
$1.6 million,

Health Care rental gross profit decreased $19.9 million in 2005, despite the
overall higher revenues and four months of incremental margin related to the
prior year acquisition of Mediq. 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 fulfiliment issues. As a percentage of sales,
gross profit was 52.4 percent of revenues in 2005 compared to 58.6 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 service costs and the drop in higher margin revenues from The Vest™
products as discussed above, coupled with higher revenues from lower margin
Mediq® preducts 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 renta! 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 $16.6 million, including both capital and rental products, higher
operating expenses of $21.5 million and higher net special charges of $22.4
million. The acquisitions of ARI, 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 casts associated
with business restructuring activities in the U.5. 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 Ended September 30,

[Dellars in millfons) 2005 2004 % Change
Funeral Services
Revenues $ 6594 $ 640.3 30
Cost of Revenues $ 39314 " §3765 45
Gross profit $ 266.0 5 26338 08
% of revenues 40.3% 41.2%

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, distributor 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 unfaverable
product mix, resulting primarily from increases in our sales of lower-end meta)
and veneer products. We believe the decline in volume is primarily attributable
to a soft market due to a lower number of deaths as indicated by preliminary
Center for Disease Control (CDC) death estimates along with the gradual year-
over-year estimated increase in cremations.

Funeral Services grass profit was relatively 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.

Funeral Services operating profit of $177.1 million in 2005 decreased 59.0
million from that experienced in 2004, This year-over-year decrease was driven
primarily by increased operating expenses of $8.9 million related to increased
sales expenses, fuel costs, health care, workers compensation and bad debt
expense, These unfavorable iters were partially offset by lower operating
expenses for marketing. in 2005, Funeral Services operating results were

also impacted by special charges of $2.3 million refated to the continuing
consolidation of solid wood manufacturing into our Batesville, Mississippi plant
and a small headcount reduction performed in the fourth quarter.

LIQUIDITY AND CAPITAL RESOURCES

Fiscal Year Ended September 30,

{Dollars in miflions) 2006 2005 2004

Cash Flows provided By {Used In}:

Operating activities 5 294 $ 2397 § 3486
investing activities 3.8 (175.2) (511.2)
Financing activities {56.4) (114.9) 1346
Effact of exchange rate changes

on cash 0.6 (0.5) 08
Increase (Decrease) In Cash and

Cash Equivalents $ 54 $ (50.9) § 27.2)

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. Qur 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 indebtedness would result ina
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, 2006, net cash provided by operating
activities totaled $29.1 million compared to $239.7 million in the prior year. In
2006, we maintained positive operating cash flows despite being negatively
impacted by $339.3 million for the settlement payment and associated legal
fees related to the Spartanburg antitrust litigation settlement. This negative
impact was partially offset by a large deferred tax provision of $119,8 million,
also driven by the Spartanburg settlement. The 2005 operating cash flows were
negatively impacted by the pension funding discussed below.

Depreciation, amortization and the write-down of intangibles decreased

to $108.8 million in 2006 from $114.0 million in 2005. The decrease in
depreciation and amortization in 2006 related primarily to Hill-Rom, where
capital expenditures were down significantly from the prior year, and certain
assets became fully depreciated.

In June 2005, we contributed $75.5 million into our master defined benefit
retirement plan, fully funding that plan. We elected to make this contribution
as it reduced future pension expense, provided a return on investment of
approximately 8 percent and was tax deductible. This funding brought total
2005 contributions to our defined benefit ptans to $76.9 million.

In 2006, changes in working capital decreased cash from operations, primarily
due to the year over year decrease in accrued expenses and increase in
accounts receivable. The decrease in accrued expenses is primarily the result
of the payment of the previously mentioned Spartanburg litigation settlement
and associated legal fees. The increase in accounts receivable was due to
higher September revenues and continued collection difficulties with respect
to Health Care rentals.

In 2005, changes in working capital also decreased cash from operations,
primarily due to the year over year increase in accounts receivable. As with
2006, this increase was also due to higher revenues and lower collections on
Health Care rentals, which were negatively impacted by inaccurate hillings and
other pracess issues associated with the launch of our rental business system in
fiscal 2005. Partially offsetting the decrease in working capital was an increase
in accrued expenses and ather liabilities, excluding the effects of the litigation
accrual and the pension funding.

Investing Activities

Net cash provided by investing activities for the fiscal year ended September
30, 2006 totaled $31.8 million compared to net cash used in investing activities
of $175.2 million for the fiscal year ended September 30, 2005. Capital
expenditures in both periods included expenditures related to the introduction
of new products and the replacement of therapy and moveable medical
equipment units in the rental fleet, and in 2005, expenditures associated with
our move to a single information technolegy platform. Capital expenditures
decreased to $92.6 million from $121.2 million in the prior year. Within
Hill-Rom, capital expenditures decreased to $73.7 million from $104.3 million
for 2006 and 2005, respectively, while Batesville Casket's capital expenditures
increased to $18.9 million from $16.9 million over the same periods.

tnvestment activity in fiscal 2006 included $342.7 million of purchases and
capital calls and $454.6 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 $336.8
million of the purchases and $427.8 million of the sales for 2006, as they were
utilized as a treasury management strategy to earn better rates of return on
available cash. In fiscal 2005, current investment purchases were $181.8 million
with sales of $143.3 million. In both periods, the remaining investment activity
primarily relates to capital calls and distributions from our private equity
limited partnerships.

Hillenbrand 2006 Annual Report [33]




{34] Hillenbrand 2006 Annual Report
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Hillenbrand Industries, Inc. and Subsidiaries

On October 17, 2003, we announced that we had completed our acquisition of
ARl, 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 AR, 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
AR, along with 54 million of the originally deferred payments. A remaining
deferral of $5.7 million was paid in December 2005. The purchase price
included a first quarter 2005 payment of $8.2 million resulting from net
revenues achieved in fiscal 2004. 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 Medig
was $328.9 million plus an additional $5.9 million of acquisition costs incurred
in refation to the transaction. This purchase price was subject to certain
adjustments based upon the Mediqg balance sheet at the date of close. Upon
finalization of the funded status of the Mediq defined benefit pension plan,
$7.3 million of the purchase price was returned to Hill-Rom in 2006, which was
recorded as a reduction of goodwill. Also in 2006, $3.9 million of goodwill
related to Mediq was reduced as we were able to recognize certain tax
attributes that were originally recorded with a full valuation allowance. The
purchase of Mediq 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 514.1
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 $8.3 million in the acquisitions of ARI, Mediq and
NaviCare during 2004, which were reflected as a decrease in the acquisition
price on the Statements of Consolidated Cash Flows.

In March 2006, Batesville Casket made an acquisition of a small regional casket
distributor, which was funded from cash on hand.

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 331 million.

We also received $104.9 million of cash proceeds from the disposition of
Forethought, which closed on July 1, 2004. Other consideration 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 and the transfer of $31.4 million of private
equity limited partnerships. An additional cash payment of $6.5 million was
received in January 2006 following the Office of Thrift Supervision approval
of the sale of Forethought Federal Savings Bank at the end of December
2005. See Note 3 to the Consolidated Financial Statements for more detail
on the Farethought divestiture.

On June 29, 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 $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 $56.4 million for the fiscal year
ended September 30, 2006 compared to $114.9 million for the fiscal year
ended September 30, 2005.

Cash dividends paid increased slightly to $69.8 million in 2006, compared to
$69.4 million in 2005. Quarterly cash dividends per share were $0.2825 in 2006,
$0.28 in 2005 and $0.27 in 2004.

Treasury stock acquired was $0.7 miflion in 2006 compared to $71.6 million
in 2005, The higher 2005 purchases were primarily open market repurchases.
Proceeds on the exercise of stock options decreased to $5.2 million in 2008,
down from $18.9 million in 2005.

Our debt-to-capital ratio was 24.0 percent at September 30, 2006 compared to
26.9 percent at September 30, 2005. This decrease was primarily due to higher
equity in conjunction with the net income earned in fiscal 2006,

Other Liquidity Matters

As of September 30, 2006, 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 (i) to finance acquisitions.

As of September 30, 2006, we: (i) had $14.3 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 (jii) had complete access to the
remaining $385.7 million of borrowing capacity available under that facility.

We have trade finance credit lines totaling $16.0 million that have no
commitment fees or compensating balance requirements and are renewed
annually. As of September 30, 2006, we had $10.4 million outstanding under
this credit line as reflected in Short-term borrowings en the Consolidated
Batance Sheets, In addition, as of September 30, 2006, we had $13.6 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 is
effective and shauld provide us with significant flexibility with respect to our
access 1o the public markets, However, there can be ho 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 million of available capacity under the universal
registration statement.

During the second fiscal quarter of 2006, Moody's completed a review of our
debt rating and reduced our rating from A2, with negative qutlook, to A3, with
stable outlook. Standard and Poor's conducted a similar review during that




quarter and maintained our A rating. In November 2006, Standard and Poor’s
reduced our rating from A, with negative outlook, to A-, with negative outlook,
Moody's reconfirmed our rating of A3 but changed the outlook to negative in
November as well. We do not expect these actions to have a material impact on
the cost of future financing.

In fiscal year 2005, we recorded a pre-tax litigation charge of $358.6 million
{$226.1 million net-of-tax). The charge was associated with the definitive
agreement to settle for $337.5 million (5212.8 million net-of-tax) the
Spartanburg antitrust class action litigation lawsuit. The charge also included
certain legal and other costs related to the settlement. The court entered an
Order and Final Judgment approving the settlement following a fairness
hearing on June 14, 2006. The original cost of the settlement, $337.5 million,
was reduced by almost $21.2 million to $316.3 million, The reduction in the
settlement amount reflects the position attribbutable to customers who opted
out of the settlement. In addition to the $50 million that was paid into the
escrow fund in the second quarter of fiscal 2006 pending final court approval,
we paid the remaining $266.3 million into the escrow fund in August 2006. The
entire funding of the settlerment was completed from cash on hand. After
funding the settlement, we continue to have a solid financlal position with
continued strong operating cash flows and remaining availability under our
previously discussed revolving credit facility, as well as potential access to the
capital markets to fund the execution of our strategic initiatives.

We intend to continue 10 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, incfuding the unborrowed portion of the five-year
credit facility, but we may also issue additional debt and/or equity in
connection with acquisitions.

During 2006, we did not repurchase any shares of our commeon stock in the open
market. As of September 30, 2006, we had Board of Directors’ approval to
repurchase 1,578,400 additional shares, Effective October 26, 2006, the Board of
Directors authorized the repurchase of an additional 1,421,600 shares, bringing
the total available for repurchase to 3,000,000 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
income (loss) 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 no off-balance sheet arrangements.

Contractual Obligations and Contingent Liabilities and Commitments

To give a clear picture of matters potentially impacting our liquidity
pasition, the following are tables of contractual obligations and commercial
commitments as of September 30, 2006 (Dollars in millions).

Payments Due by Period

Contractual Total Less than 1-3 4-5 After 5
Obligations §year years years years
Long-Term Debt $ 3470 5 - §$2451 5 - S1W19
Interest Payments

Relating to

Long-Term Debt (1} 1233 18.6 37.2 14,7 528
Information Technology

Infrastructure (2) 100.1 265 538 19.8 -
Capital Lease

Obligations 0.9 05 0.2 0.2 -
Operating Lease

Obligations £69.8 24,7 306 11.2 33
Investment

Commitments (3) 88 6.0 24 04 _
Minimum Pension

Funding (4) 46 21 2.5 - -
Purchase

Obligations (5) 43.7 40.7 3.0 - -
Deferred Compensation

Arrangements 10.9 2.3 3.4 1.8 34
Fotal Contractual Cash

Obligations 5 709 $ 1214 53782 5 481 51614

(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 2006
and 2005 periods in which the interest rate swap agreements were
outstanding, the average variable interest rate on debt covered by the
swaps approximated 4.9 percent and 2.9 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 four of a seven-year 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 agreement had a
cumulative estimated cost of $187 million. To date, 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 resultin
additional services received and costs incurred over the remaining term of
the agreement, Over the agreement we have also terminated and resourced
areas covered under the agreement which result in a reduction to our
commitments. The effect of these increases and decreases to the original
agreement nearly offset the cost of our original seven year agreement, and
will continue to be incurred in nearly equal amounts over the remaining
term of the agreement.

(3) The investment cammitment amounts represent additional commitments
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 annual projected payments beyond fiscal 2008 are not
currently determinable, Qur 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,
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(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 to
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.

The amounts disclosed in the following table represent the total expected
commitment.

Amount of Commitment Expiration Per Periad

OTHER ISSUES
2006 Actions

In the fourth fiscal quarter of 2006, we initiated restructuring actions taken to
primarily right-size Hill-Rom’s North America field service organization in
response to declines in rental revenue. This restructuring will result in the
elimination of approximately 140 positions and the rationalization of certain
rental product offerings which are no longer strategically necessary, and
resulted in a one-time charge of $4.2 million in the fourth quarter of fiscal 2006,
The cash component of this charge is $2.6 million, and the majority is to be
paid in the next twelve months,

Also during 2006, we recorded additional special charges related to the
cantinuation of restructuring activities in Europe, which commenced in the
fourth quarter of 2005 and are discussed below. These actions include an

Other Commercial Total Amount  Lessthan 1-3 4-5 Over§ angoing voluntary severance program at our French manufacturing facility and

Lommitments Committed 1 year years years years the finalization of termination provisions related to certain international

Standby Letters of contract obligations. Such amounts recorded during fiscal 2006 were as follows:
Credit $27.9 $27.9 s - $ - S -

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-cancefable 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 aceept 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 doltar 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, if
triggered, could have a materially adverse impact on our financial condition
and results of operations,

We expect capital spending in 2007 to increase to approximately $140 million,

compared to $92.6 million in 2006, primarily due to an increased investment in
our rental fleet. The 2007 estimate is before consideration of additional capital

requirements for any new business acquisitions.

Shareholders’ Equity

Cumnulative treasury stock acquired in open market and private transactions
remained at 22,710,667 shares throughout 2006. As of September 30, 2006, we
had Board of Directors’ authorization to repurchase up to a total of 1,578,400
additional shares of our common stock. Effective October 26, 2006, the Board
of Directors authorized the repurchase of an additional 1,421,600 shares,
bringing the total available for repurchase to 3,000,000 shares. Repurchased
shares are to be used for general business purposes. From the cumutative
shares acquired, 151,756 shares, net of shares converted to cash to pay
withholding taxes, were reissued duting fiscal 2006 under provisions of cur
various stock-based compensation plans.
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Reversal/ Balance at
Payments Adjustment  9/30/2006

Balance at
9/30/2005

Subseguent
Provisions

Severance and

related benefits $ 224 $ 31 $(18.5)  $ {(25) $ 45

Contract

termination costs 0.8 1.6 (0.4) {0.8) 1.2
Totals $ 232 S 47 ${18.9) S (3.3) $ 57

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 Narth 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 were
combined under this structure into 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 the
progress we had made with the works council at our Pluvigner, France facility
during the year 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 positiens 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 $1.2 million, The collective cost of these
actions resulted in a fourth quarter pre-tax charge of $30.8 million, broken
down by component as follows:

Pre-Tax Charge
Severance and related benefits $ 240
Assetimpairment $ 48
Contract termination costs $ 08
Curtailment charge $ 12




All of these actions were expected to be completed over the course of twelve
manths. All costs other than those related to the impairment of assets were to
be cash charges.

In addition to costs included directly in the fourth quarter charge, additional
costs related directly to these actions were also expected to be incurred over a
twelve to eighteen month period, most notably in Europe. These additional
costs were originally estimated up to $10 million as the voluntary severance
program at our French manufacturing facility continued to progress, but

with the additional amounts recognized in fiscal 2006 and changesin
circumstances, the remaining amount to be recognized is now estimated to
range from $2 million to $4 million. Once these actions are completed, annual
savings related to both cost of sales and operating expenses of $45 million to
$50 million are anticipated. Further, upon completion, we expect to have
eliminated up to 600 positions on a worldwide basis.

For an update on the status of reserves originally provided and those
provided in fiscal 2006 under these actions, see the table under 2006 Actions.
Severance actions are now essentially complete, with the exception of
ongoing volunteer activity at our French manufacturing facility. With respect
1o contract termination costs, all termination provisions have been finalized
and payment of the incurred penalties will be completed in the second
quarter of fiscal 2007.

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 fiscal 2004 as part of a strategy to change the structure of our French
operations, including the creation of a new French entity and aperating
structure, As a result of the restructuring actions outlined above,
implementation of the tax strategy was no longer economically 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 $0.8 million for severance and benefit-related costs resulting from a right-
sizing of the operation. All charges associated with this action were paid in
cash in fiscal 2006,

In the third fiscal quarter of 2005, we announced plans to close Batesville
Casket's Nashua, New Hampshire plant and consolidate Batesville Casket's solid
wood casket production into its Batesville, Mississippi plant ("Panola®). The
consolidation of the two plants resulted in a total pre-tax charge of 54.5
million, that was realized through the completion of the consolidation in the
second quarter of fiscal 2006. Cash components of this charge included $2.3
million in employee-related costs, including severance, pension and other
termination benefits, and $1.6 million in costs related to the transfer of
equipment, training of employees and other associated costs. The remaining
$0.6 million consisted 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. Upon completian, this action was expected to lower operating costs
by $4.3 million (pre-tax} annually, which includes $0.2 million in reduced
depreciation. At September 30, 2006, $0.2 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
$2.4 million related to future payments and other compensation related items
under the terms of Mr. Rockwood's retirement agreement. At September 30,
2006, $0.6 million remained in the reserve,

On March 22, 2005, the Food and Drug Administration (FDA) and the US.
Department of Justice initiated a seizure at Vail* Products, Inc., of Toledo, Ohio,
on several models of an enclosure bed systern 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 nurmnber 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 $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 2006, $0.1 million of the originally recorded reserve was reversed,
primarily related to the transfer of personnel to other open positions within the
organization, and this action is now complete.

Other

In addition to the reserve balances outlined above, $1.8 million of accrued
liabilities were outstanding at September 30, 2006 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
avatlable at the time the estimates are made. Such estimates and assumptions
significantly affect various reparted 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.
Qur most critical accounting policies are described below. A more detailed
description of our significant accounting policies is included in the Notes to our
Consolidated Financial Statements included in this Form 10-K.

Revenu hition

Net revenues reflect gross revenues less sales discounts and allowances and
customer returns for preduct sales and a provision fer uncollectible receivables
for rentals. Revenue is evaluated under the following criteria and recognized
when each is met:

- Evidence of an arrangement: An agreement with the customer reflecting the
terms and conditions to deliver products or services serves as evidence of an
arrangement.

« Delivery: For products, delivery is considered to occur upon receipt by the
customer and the transfer of title and risk of loss. For rental services, 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 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, revenue is recognized when collection becomes
probable, generally upon cash collection.
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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 assurnption 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; however, in no case is revenue recognized prior to the
transfer of risk of loss and rewards of ownership.

For non-invasive therapy preducts within our health care business, the rajority
of product offerings are rental products for which revenues are recognized
consistent with the rendering of the service and use of products. For The Vest™
product, revenue is generally recognized at the time of receipt of authorization
for billing from the applicable paying entity as this serves as evidence of the
arrangement and sets a fixed or determinable price.

For health care products and services aimed at improving operationat
efficiency and asset utilization, various revenue recognition techniques are
used, depending on the offering. Arrangements to provide services, routinely
under separately sold service and maintenance contracts, result in the deferral
of revenues until specified services are performed. 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.

Revenues are presented in the Statements of Consalidated Income (Loss) net
of certain discounts and allowances. For product sales, based on contractual
discounts and rebates, as well as estimated early pay discounts, price
concessions and preduct returns, we record reserves resulting in a reduction of
revenue. Likewise, reserves for contractual and other routine billing allowances
are recorded and reflected as a reduction of rental revenues,

An allowance for doubtful accounts is also recorded, but is not reflected as
a reduction of revenues, Rather it is recorded as a component of operating
expenses,
iahilities for Lo ntingengies Related to Lawsuit
We are involved on an ongoing basis in claims and lawsuits refating 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 generally expensed as
incurred. Lipon 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 accurrence or per claim, depending upon the type of coverage
and policy period.

Since December 1999, we have purchased deductible reimbursement policies
from our whelly-owned insurance company, Sycamore Insurance Company,
for the deductibles and self-insured retentions associated with our product
liability, workers compensation and aute liability programs, Qutside 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,
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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 considered probable

of payment,

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

Goodwill and Intangible Assets

Goaodwill 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” Qur most recent
impairment assessment was completed during the third quarter of 2006, which
indicated that there was no impafrment with respect to goedwill or other
recorded intangible assets. With the exception of goedwill, 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 other intangible assets.
If the carrying value exceeds the fair value, an impairment condition exists,
which results in an impairment loss equal to the excess carrying value,
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 significant adverse change in the
business environment, requlatory environment or legal factors; a current period
operating or cash flow loss combined with a history of such losses or a
projection of continuing losses; or a sale or disposition of a significant portion of
a reporting unit. 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.

For purposes of our annual 2006 goodwill impairment assessment, the
Company has defined its reporting units as Batesville Casket and the divisions
operating within Hill-Rem, with goodwill having been allocated among the
Hill-Rom reporting units based on the relative fair value of those divisions
when the current divisional structure was adopted earlier in the year. With the
implementation of a new reporting structure at Hili-Rom in fiscal 2007,
goodwill within the Hill-Rom reporting units will be reallocated based upon
the relative fair value of the new repoerting units.

Stock-Based Compensatign

Prior to fiscal 2006, we applied 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 was
recognized for stock options granted with exercise prices equivalent to the fair
market value of stock on the date of grant. Compensation expense was
recognized on other forms of stock-based compensation, including stock and
performance-based awards and units. Effective October 1, 2005, we adopted
SFAS No. 123(R), “Share-Based Payment” using the modified prospective
application methed. This Statement requires companies to measure and
recognize compensation expense for all stock eptions and share-based
compensation transactions using a fair-value-based method. SFAS No. 123(R)
thereby eliminated the use of the intrinsic value method of accounting in APB
Opinion No, 25. See further discussion of SFAS No. 123(R) in Notes 1 and 11 to
the Consolidated Financial Statements,

Retirement Plan

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 and yield curves 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 overali expected long-term rate of return on pensicn
assets is based on historical and expected future returns, which are inflation
adjusted and weighted for the expected return for each component of the
investment portfolio. Our rate of assumed compensation increase is also based
on our specifte 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 2006 and 2005, an increase from 7.75 percent for fiscal year
2004. A 25 basis point increase in the expected rate of return on plan assets
reduces annual pension expense by approximately $0.7 million. The discount
rate was increased to 6.00 percent in 2006, consistent with 2004 and up from
5.50 percent in 2005. For each 50 basis point change in the discount rate, the
impact to annual pension expense ranges from $0.8 million to $2.1 million.
Impacts from assumpticn 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 herein under Item 8, for key
assumptions and other information regarding our retirement plans.

Valuation Allowances Recorded Against Deferred Tax Asset:
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
carryfarwards 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 $90.6 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 (loss) income 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 notienal 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 canditions.

The evaluation of investments for impairment requires significant judgments
to be made including (i} the identification of potentially impaired securities;
{ii) 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 investrnent loss at that time. At September 30, 2006 accumulated other
comprehensive income included net unrealized gains on investments of $3.4
million, which included unrealized losses of $0.1 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 two viclation letters, each
alleging viotation of one minor environmental permit condition. The violations
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 authorities to address
onsite and offsite environmental impacts. We have also been notified as a
potentially respoansible party in investigations of certain effsite 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 passible 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.

Recently Issued Accounting Standards

tn March 2005, the FASB issued FASB Interpretation No. 47, "Accounting for
Conditional Asset Retirement Obligations, an interpretation of FASB Statement
No. 143, Accounting for Asset Retirement Obligations™ (“FIN 477). FIN 47 clarifies
the term “conditional asset retirement obligation” and requires a liability to be
recorded for a conditional obligation if the fair value of the obligation can be
reasonably estimated. FIN 47 was effective for the Company beginning in the
fourth quarter of fiscal year 2006, and adoption did not have a material effect
on our Consolidated Financial Statements.
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In July 2006, the FASB issued FASB Interpretation No. 48, "Accounting for
Uncertainty in Income Taxes - an interpretation of FASB Statement No. 109"
(*FIN 487), which clarifies the accounting for income taxes by prescribing the
minimum recognition threshold as “more-likely-than-not” that a tax position
must meet before being recognized in the financial statements. FIN 48 also
provides guidance on derecognition, classification, interest and penalties,
accounting for income taxes in interim periods, financial statement disclosure
and transition rules. This Interpretation is effective for fiscal years beginning
after December 15, 2006. As such, we are required to adopt FIN 48 by October
1, 2007. We will evaluate the effect of this Interpretation on our Consolidated
Financial Statements and Results of Operations.

In September 2006, the FASB issued SFAS No. 157, “Fair Value Measurements,”
which defines fair value, establishes a framework for measuring fair value in
generally accepted accounting principles and expands disclosures about fair
value measurements. This Statement does not require any new fair value
measurements, but provides guidance on how to measure fair value by
providing a fair value hierarchy used to classify the source of the information.
SFAS No. 157 is effective for financial statements issued for fiscal years
beginning after November 15, 2007 and interim periods within those fiscal
years. The adoption of SFAS No. 157 is not expected to have a material impact
on our consolidated financial statements or results of operations.

In Septernber 2006, the FASB also issued SFAS No. 158, "Employers’ Accounting
for Defined Benefit Pension and Other Postretirement Plans — an amendment
of FASB Statements No. 87, B8, 106 and 132(R)" This Statement requires
recognition of the funded status of a benefit plan in the statement of financial
position. SFAS No. 158 also requires recognition in other comprehensive
income of certain gains and losses that arise during the period but are deferred
under pension accounting rules, as well as modifies the timing of reporting and
adds certain disclosures. The Staternent provides recognition and disclosure
elements to be effective as of the end of the fiscal year after Dacember 15, 2006
and measurement elements to be effective for fiscal years ending after
December 15, 2008. We have not yet analyzed the Impact SFAS No. 158 will
have on our consolidated Ainancial statements or results of operations. For
additional information about our retirement plans, see Note 6.

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 agreements to manage our
exposure arising from fluctuating exchange rates related to specific
transactions. The sensitivity of earnings and cash flows to variability ir
exchange rates is assessed by applying an appropriate range of potential rate
fluetuations to our assets, obligations and projected results of operations
denominated in foreign currencies.

In January 2006, we began using derivative instruments to manage our cash
flow exposure from changes in currency exchange rates in Canada, We operate
the program pursuant to documented corporate risk management policies and
do not enter into derivative transactions for speculative purposes.

Qur currency risk consists primarily of foreign currency denominated firm
commitments and forecasted foreign currency denominated intercompany
and third-party transactions. We had currency derivative instruments
outstanding in the contract amount of $14.5 million at September 30, 2006,
and those derivative instruments had a fair value of $0.3 million, The maximum
length of time over which the Company is hedging transaction exposure is 12
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months. Derivative gains/(losses), initially reported as a component of other
comprehensive income, are reclassified to earnings in the period when the
forecasted transaction affects earnings.

A 10 percent appreciation in the U.S_ dollar’s value relative to the hedged
currencies would increase the derivative instruments’ fair value by $1.3 million.
A 10 percent depreciation in the U.5. dollar’s value relative to the hedged
currencies would decrease the derivative instruments' fair value by $1.6 million.
Any increase or decrease in the fair value of our currency derivative
instruments would be substantially offset by a corresponding decrease or
increase in the fair value of the hedged underlying asset, liability or cash flow.

Our financial instruments are exposed to interest rate risk. Beginning in June
2004, 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, and continues to be, $200.0 million. The gains or fosses
arising from the interest rate swap contracts offset gains or losses on the
underlying assets or liabilities and are recognized as offsetting adjustments to
the carrying amounts. Our full exposure to floating rate risk is reduced by the
cash, cash equivalents, and current investments held during each periad,
which are als¢ subject to floating rates and therefore reduce our total exposure
to mevernents 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, 2006, the interest
rate swap contracts reflected a cumulative loss of $4.3 million, compared to a
cumulative loss of $1.3 million at September 30, 2005.

We are also subject to volatility in our investment portfolio, with a book value
of $64.3 million at September 30, 2006. 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, 2006. This balance primarily represents the seller financing
provided to FF5 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 FF5
Heldings, Inc. or underperform to an extent that it cannot meet its financial
obligations, or should general economic conditions or other factors result in
defaults of our customer notes, our earnings could be negatively impacted
resulting in a material adverse impact on our financial condition and results

of operations.




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

{Doflars in milficns except per share dataj

Fiscal Year Ended September 30, Septemer 30, September 30,
2006 2005 2004

MNet Revenues

Health Care sales $ 862.6 5 810.9 $ 7369

Health Care rentals 425.7 467.8 4521

Funeral Services sates 674.6 659.4 640.3
Total revenues 1,962.9 1,938.1 1,829.3
Cost of Revenues

Health Care cost of goods sold 501.1 4815 4108

Health Care rental expenses 217.2 2227 187.1

Funeral Services cost of goods sold 394.8 393.4 376.5
Total cost of revenues 1,113.1 1,097.6 9744
Gross Profit 849.8 840.5 8549
Other operating expenses 529.1 555.7 528.9
Litigation (credits) charge (Note 17} (2.3) 358.6 -
Special charges (Note 8) 5.4 363 5.5
Operating Profit (Loss) 317.6 (110.1) 3205
Other (expense) income, net:

Interest expense {21.3) (184) (15.2)

Investment income and other 42.7 126 2.5
Income (Loss) from Continuing Operations

Before Income Taxes 339.0 (115.9) 307.8

Income tax expense (benefit) 1172.5 (19.6) 1196
Income (Loss) from Continuing Operations 2215 (96.3} 188.2

Discontinued Operations (Note 3):
{Loss) income from discontinued operations before
income taxes, including loss (gain) on divestiture of

discontinued operations of $1.0, $(0.2), and 5106.8 (0.5) 16 (71.3)
Income tax benefit {0.2) (0.6) (26.3}
{Loss) income from discontinued operations {0.3) 2.2 {45.0)
Net Income {Loss) $ 221.2 $ {94.1) S 143.2
Income (loss) per common share from
continuing operations — Basic $ 3.61 $ (1.56) 3 3.02
{Loss} income per common share from
discontinued operations — Basic [0.01) .04 {0.72)
Net Income (Loss} per Common Share - Basic $ 3.60 5 (1.52) $ 2.30
Income {loss} per common share from
continuing operations - Diluted $ 3.60 5 (1.56) 5 3.00
(Loss) income per commen share fram
discontinued operations - Diluted (0.01) .04 {0.72)
Net Income [Loss) per Common Share - Diluted $ 3.59 $ (1.52) $ 2.28
Dividends per Common Share $ 1,13 5 1.12 5 1.08
Average Common Shares Outstanding - Basic 61,453,642 61,774,283 62,237,404
Average Common Shares Outstanding - Diluted 61,576,799 61,774,283 62,725,372

See Notes ro Consolidated Financiaf Sratements.,
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CONSOLIDATED BALANCE SHEETS
Hil'enbrand Industries, tnc. and Subsidiaries

(Doltars in millions)

September 30, September 30,
2006 2005

ASSETS
Current Assets
Cash and cash equivalents $ 819 $ 76.8
Current investments (Note 1) - 91.0
Trade accounts receivable, less allowances of $58.8 in 2006 and $39.3 in 2005 (Note 1) 4951 4481
Inventories (Note 1) 1298 124
Income taxes receivable 59 -
Deferred income taxes (Notes 1 and 9) 28.2 1226
Other 23.0 279
Total current assets 763.9 890.5
Equipment Leased to Others (Note 1) 389.1 364.5

Less accumulated depreciation 228.4 201.7
Equipment leased to others, net 160.7 162.8
Property (Note 1) 683.5 678.8

Less accumulated depreciation 475.1 465.0
Property, net 208.4 2138
Investments (Note 1) 64.3 715
Qther Assets
Intangible assets:

Goodwill (Notes 1 and 2) 414.1 4237

Software and other (Note 1) 157.6 1729
Notes receivable, net of discounts {Note 4) 134.4 134.4
Prepaid pension costs (Note 6) 25.2 333
Deferred charges and other assets 23.6 16.3
Total other assets 754.9 780.6
Assets of Discontinued Operations (Note 3} - 110.0
Total Assets $  1,952.2 5 2,229.2
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September 30, September 30,

2006 2005

LIABILITIES
Current Liabilities
Trade accounts payable $ 91.7 S 98.0
Short-term borrowings (Note 5) 10.9 6.1
Income taxes payable (Note 9) - 5.2
Accrued compensation 88.5 66.2
Accrued litigation charge (Note 17) 22.6 3586
Accrued product warranties (Note 1) 17.8 16.6
Accrued customer rebates 23.4 234
Accrued restructuring (Note 8) 8.9 278
Other 61.4 67.1
Total current liabilities 325.2 669.0
Long-Term Debt (Notes 5 and 12) 347.0 350.7
Other Long-Term Liahilities 91.3 100.7
Deferred Income Taxes {Notes 1 and 9) 57.0 36.9
Liabilities of Discontinued Operations (Note 3} - 1024
Total Liabilities 820.5 1,259.7
Commitments and Contingencies (Note 17)
SHAREHOLDERS'EQUITY {Notes 7 and 11)
Comman stock - without par value:

Autharized - 199,000,000 shares

Issued - 80,323,912 shares in 2006 and 2005 4.4 44
Additional paid-in capital 79.1 723
Retained earnings 1,646.8 1,495.4
Accumulated other comprehensive (loss) income (Note 1) (0.3) 05
Treasury stock, at cost: 2006 - 18,908,598 shares

2005 - 19,060,354 shares (598.3) {(603.1)
Total Sharcholders’ Equity 1,131.7 969.5
Total Liabilities and Shareholders’ Equity $  1,952.2 5 2,229.2

See Notes to Consolidated Financiai Staternents.
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STATEMENTS OF CONSOLIDATED CASH FLOWS
Hillenbrand Industries, Inc. and Subsidiaries

{Doliars in milfions)

Fiscat Year Ended September 30, September 30, September 30,
2006 2005 2004

Operating Activities
Net income (loss) S 221.2 5 {94.1) $ 143.2
Adjustments to reconcile net income (loss) to
net cash flows from operating activities:

Depreciation and amortization 108.8 1140 108.1
Accretion and capitalized interest on financing provided on divestiture (14.4) (13.9) (3.4)
Net realized capital (gains) losses, equity method investment {income}

loss and impairments 17.6) 7.1 (3.8)
Litigation (credits) charge (2.3) 3586 -
Provision for deferred income taxes 119.8 (70.1) 374
Loss (gain) on divestiture of discontinued operations (net-of-tax) 0.6 (0.1} 70.3
Loss on disposal of property and equipment leased to others 1.7 15.9 11.0
Loss cn extinguishment of debt - - 6.4
Defined benefit plan funding (1.8) (76.9} (7.1)

Change in working capital excluding cash, current investments,
current debt, acquisitions and dispositions:

Trade accounts receivable {46.6) (31.4) (13.8)
Inventories {5.2) (2.6) {23.2)
Other current assets {5.0) (12.3) 733
Trade accounts payable {6.6) 43 {11.7)
Accrued expenses and other liabilities (334.4) 19.5 (113.2)
Increase in benefit reserves - - 56.5
Change in other insurance items, net - - 303
Other, net 10.9 21.7 {11.7)
Net cash provided by operating activities 29.1 239.7 348.6
investing Activities
Capital expenditures and purchase of intangibles (92.6) n21.2) {124.5)
Proceeds on disposal of property and equipment
leased to others 7.3 - -
Proceeds on sale of businesses 6.5 - 149.0
Payment for acquisitions of businesses, net of cash acquired (1.0) {9.5) {430.3)
Investment purchases and capital calls (342.7) (186.0) (85.2)
Proceeds on investment sales and maturities 454.6 153.7 85.1
Insurance/bank investments:
Purchases (5.0} (36.6) 616.0)
Proceeds on maturities 4.7 224 93.9
Proceeds on sales - 2.0 416.8
Net cash provided by (used in) investing activities 31.8 (175.2) {511.2)
Financing Activities
Additions to short-term debt 10.8 09 6.2
Repayments of short-term debt (6.0) (5.8) 0.7
Borrowings of long-term debt - - 5411
Repayments of lang-term debt - - {345.1)
Debt issuance costs - - (2.9)
Payment of cash dividends (69.8) {69.4) (67.4)
Proceeds on exercise of aptions 5.2 189 253
Treasury stock acquired (0.7} {71.6) (28.4}
Insurance/bank deposits received 4.1 12.1 228.1
Insurance benefits paid - - {221.6)
Net cash (used in) provided by financing activities (56.4) (114.9) 134.6
Effect of Exchange Rate Changes on Cash 0.6 (0.5) 0.8
Total Cash Flows 5.1 {50.9) (27.2)
Cash and Cash Equivalents
At beginning of period 76.8 127.7 1549
At end of period $ 81.9 S5 76.8 $ 127.7

See Notes to Consolidated Financial Statements.
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STATEMENTS OF CONSOLIDATED SHAREHOLDERS’ EQUITY AND COMPREHENSIVE INCOME (LOSS)

Hillenbrand Industries, Inc. and Subsidiaries

{Dollars in millions)

Accumulated
Commaon Stock Other Common Stock
Shares Additional Retained Comprehensive inTreasury
Outstanding Amount Paid-in-Capital Eamings fncome (Loss) Shares Amount Total
Balance at September 30, 2003 61,814,973 $44 5 46.7 $ 1,583 $ 1178 18,508,939 $(542.2) § 1,209.6
Comprehensive Income:
Netincome - - - 143.2 - - - 143.2
Foreign currency translation adjustment - - - - 30 - - 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) {28.4)
Stock awards and option exercises 620,619 - 18.4 - - (620,619) 19.1 375
Balance at September 30, 2004 61,960,392 44 65.1 1,658.9 6.0 18,363,520 (551.5) 1,1829
Comprehensive Lass:
Net loss - - - (94.1) - - - 94.1)
Foreign currency translation adjustment - - - - 1.0 - - 1.0
Net change in unrealized gain (lass) on
available for sale securities - - - - (1.5} - - {1.5)
Minimum pension liability - - - - (5.09 - - {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 - 7.2 - - (651,548) 20.0 27.2
Balance at September 30, 2005 61,263,558 4.4 72.3 1,495.4 0.5 19,060,354 (603.1) 969.5
Comprehensive income:
Net income - - - 221.2 - - - 221.2
Foreign currency translation adjustment - - - - 1.1 - - 11
Net change in unrealized gain (loss) on
available for sale securities - - - - (5.5) - - (5.5]
Minimum pension liability - - - - 3.6 - - 3.6
Total comprehensive loss 220.4
Dividends - - - (69.8) - - - {69.8)
Treasury shares acquired (14,988) - - - - 14,988 (0.7) (0.7)
Stock awards and option exercises 166,744 - 6.8 - - {166,744) 5.5 12.3
Balance at September 30, 2006 61,415,314 $4.4 $79.1 $1,646.8 $ {0.3) 18,908,598 5(598.3) §1,131.7

See Notes to Consolidated Financial Statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
Hillenbrand Industries, Inc. and Subsidiaries

{Dallars in millions except per share data)
1. Summary of Significant Accounting Policies
Nature of Operations

Hillenbrand Industries is organized inte twe major operating companies
serving the health care and funeral services industries. Hill-Rom is a leading
waorldwide manufacturer and provider of medical technoloegies and related
services for the health care industry, including patient support systems, non-
invasive therapeutic products for a variety of acute and chronic medical
conditions, medical equipment rentals, and workflow information technology
solutions. Hill-Rom's comprehensive product and service offerings are used by
health care providers across the health care continuum in hospitals, extended
care facilities and home care settings, to enhance the safety and quality of
patient care. Hill-Rom generated 65.6 percent of Hillenbrand's revenues from
continuing operations for the fiscal year ended September 30, 2006. Batesville
Casket Company is a leader in the North American death care industry through
the sale of funeral service products, including burial caskets, cremation caskets,
containers and urns, selection room display fixturing, other personalization
and memorialization products. Batesville Casket generated 34.4 percent of
Hillenbrand’s revenues from continuing operations for the fiscal year ended
September 30, 2006. Prior to July 1, 2004, Forethought was our third operating
company, and it marketed funeral plans funded by life insurance policies

and trust products through its pre-need insurance business and federal
savings bank.

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.

Presentation of Discontinued Operations

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. Our sale of the Forethought
Federal Savings Bank closed in the secand quarter of fiscal 2006, concluding
the divestiture of Forethought. The operations of these businesses are
presented as discontinued operations within our Statements of Consolidated
income {Loss) for all pericds presented. Under this presentation, the revenues
and 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”. 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. 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 income (loss) to net cash flows from operating
activities. 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. See Note 3 for more details.

Use of Estimates

The preparation of inancial statements in conformity with accounting
principles generally accepted in the United States of America requires
management to make estimatas 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

of liabilities related to our accounts receivable reserves (Note 1), accrued
warranties (Note 1}, income taxes (Note 9) and accrued litigation and self
insurance reserves (Note 17), among others.
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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. [nvestments which have no stated maturity are also
considered cash equivalents. All of our marketable securities may be freely
traded.

Current Investments

At September 30, 2006, we did not have any current investments, however
at September 30, 2005, we held $91.0 million of current investments, which
consisted of auction rate municipal bonds classified as available-for-sale
securities. Qur investments in these securities were 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 had 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 within Investment
income and other within the Statements of Consolidated income (Loss).

Trade Accounts Receivable

Trade accounts receivable are recorded at the invoiced amount and do not
bear interest, unjess 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 collectibitity. Health Care rental receivables are generally reviewed on a
pooled basis based on historical collection experience for each reimbursement
type. Account balances are charged against the allowance when we believe 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 historically not been material.

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 59
percent and 62 percent of our inventories at September 30, 2006 and 2005,
respectively. Costs for other inventories have been determined principally
by the first-in, first-out (FIFO) method. inventeries at the end of each period
consist of the following:

2006 2005
Finished products $ 83.0 $ 853
Work in process 13.7 131
Raw materials 33.1 257
Total $129.8 5 1241

If the FIFO method of inventory accounting, which approximates current cost,
had been used for all inventories, they would have been approximately $13.9
million and $13.1 million higher than reported at September 30, 2006 and
2005, respectively.

Equipment Leased to Others

Equipment leased to others represents rental units and equipment, which are
recorded at cost and depreciated on a straight-line basis over their estimated
ecanomic life, ranging from 2 to 10 years. Total depreciation expense for fiscal
years 2006, 2005 and 2004 was $45.8 million, $46.6 million and $42.3 million,
respectively. The majority of these assets are feased on a day-to-day basis.
The write-off was recognized as a component of Special charges within the
Statements of Consolidated Income (Loss).




Property The seller financing provided upon the divestiture of Forethought included
preferred stock at a notional amount of $28.7 million, which accrues

Property is recorded at cost and depreciated over the estimated useful life cumulative dividends at the rate of 5 percent per annum. The preferred stock
of the assets using principally the straight-line method. Ranges of estimated is redeemable at any time at the option of FF$ Holdings, Inc., the entity that
useful lives are as follows: purchased Forethought, and must be redeemed by FFS Holdings, Inc. under
specified circumstances. This investment is classified as held-to-maturity and
Land improvements 6 - 25 years recorded at amortized cost.
Buildings and building equipment 20 - 40 years
Machinery and equipment 3 -10years When an investment is sold, we report the difference between the sales
proceeds and amortized cost {determined based on specific identification} as a
When property is retired from service or otherwise disposed of, the cost capital gain or loss.
and related amount of depreciation or amortization are eliminated from the
asset and accumulated depreciation accounts, respectively. The difference, We regularly evaluate all investments for possible impairment based on current
if any, between the net asset value and the proceeds on sale are charged or economic conditions, credit loss experience and other criteria. If there is a
credited to income. Total depreciation expense for fiscal years 2006, 2005 decline in a security’s net realizable vatue that is other-than-temporary, the
and 2004 was $40.1 million, $43.2 million and $42.1 million, respectively. The decline is recognized as a realized loss and the cost basis of the investment
major components of property and the related accumulated depreciation at is reduced to its estimated fair value, The evaluation of investments for
September 30, were as follows: impairment requires significant judgments to be made including (i) the
identification of potentially impaired securities; {ii) the determination of
1006 2005 their estimated fair value; and (jii) the assessment of whether any decline in
Accumulated Accumulated estimated fair value is other-than-temporary.
Cost Depreciati Cost Depreciation
Land and land For the fiscal years ended September 30, 2006, 2005 and 2004, we recognized
improvements $ 12.1 $ 4.6 § 147 $ 55 income (loss) on our investments of $20.3 million, ($4.4) million and $3.8
Buildings and building million, respectively, which includes impairments of $2.0 million, $9.1 milfign
equipment 163.6 105.0 162.3 103.1 and $0 million, respectively. These amounts were recorded as a component of
Machinery and Investment income and other within our Statements of Consolidated Income
equipment 507.8 365.5 501.8 356.4 (Loss).
Total $ 683.5 $475.1 $ 6788 5 4650
Intangible Assets
Investments
Intangible assets are stated at cost and consist predominantly of goodwill,
Cur investment portfolio consists of investments in certain private equity software, patents and trademarks. With the exception of goodwill and certain
limited partnerships, other minority investments and equity investments trademarks, our intangible assets are amortized on a straight-fline basis over
in FFS Holdings, Inc. obtained from seller financing upon the divestiture of periods generally ranging from 3 to 20 years, We review intangible assets for
Forethought. impairment annually or whenever events or changes in circumstances indicate
that the carrying value may not be recoverable. If an intangible asset is
We use the equity method of accounting for certain private equity limited considered impaired and the carrying value exceeds its estimated fair value, an
partnership investments, with earnings or losses reported within investment impairment loss is recognized in an amount equal to that excess.
income and other in the Statements of Consolidated Income (Loss). Our
portion of any unrealized gains {losses) related to such investments, as well as Impairment assessments for goodwill are done on a reporting unit level. For
unrealized gains (losses) on our other investments, are charged or credited to purposes of this assessment, the Company has defined its reporting units as
accumulated other comprehensive income (loss) in shareholders’ equity, and Batesville Casket and the divisions operating within Hill-Rom, with goodwill
deferred taxes are recognized for the income tax effect of any such unrealized having been allocated among the Hill-Rom reporting units based on the
gains {losses). The components of the change in our unrealized gains during relative fair value of those divisions when the divisional structure was adopted
2006, 2005 and 2004 were as follows: during fiscal 2006. With the implementation of the new reporting structure at
Hill-Rom in fiscal 2007, goodwill within the Hill-Rom reporting units will be
2006 2005 2004 reallocated based upon the relative fair value of the new reporting units. Qur
Unrealized (losses) gains on most recent annual impairment test was completed during the third quarter of
available-for-sale securities: 2006 and reconfirmed the lack of any impairment.
Unrealized holding gains (losses)
arising during period, net-of-tax $§ 72 s (1.0 $ 93 Our goodwill, and many of our intangible assets, however, are not deductible
Less: Reclassification adjustment for income tax purposes. A summary of intangible assets and the related
far (gains) losses realized in net accumulated amortization as of September 30 was as follows:
income, net-of-tax (12.7) {0.5) (2.6
Effect of divestiture of Forethought - - (120.5) 2006 2005
Net unrealized loss, net-of-tax $ {5.5) $ (1.5 $ (113.8) Accumulated Accumutated
Cost Amortizati Cost Amortization
As of S_eptember 30, 2006 fill1d 2005 we Ija_d net unrealize_d gains (net-cl:f-t.ax) Goodwill $ 451.2 $ 371 $ 4608 $ 37
on available-for-sale securities of $3.4 million and $8.9 million. The majorlt_y of Software 1449 55.3 139.1 42.1
these amounts reflect our share of the equity method investments' unrealized Other 93.5 355 96.3 204
gains/losses reported to us. Total $ 689.6 51179 S 6962 5 996
Earnings and values for investments accounted for under the equity method Amortization expense for fiscal years 2006, 2005 and 2004 was $22.9 million,
are determined based on financial statements provided by the investment $24.2 million and $21.6 million, respectively. Intangible asset write-offs were
companies. Certain of these investments require commitments by us to $1.5 million and $4.8 million in fiscal years 2006 and 2005 for the full
provide additional funding of up to $8.8 million. The timing of this funding impairment of certain assets no longer considered necessary to the execution
is uncertain, but is expected to occur over the next five years. Other minority of our strategy. Amortization expense for all intangibles is expected to
investments are accounted for on either a cost, fair value or equity basis, approximate the following for each of the next five fiscal years and thereafter:

dependent upon our level of influence over the investee.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONT.)
Hillenbrand Industries, Inc. and Subsidiaries

$30.5 million in 2007, $20.5 million in 2008, $19.0 million in 2009, $17.4 million
in 2010, $16.5 million in 2011 and $48.9 million thereafter.

Goodwill decreased $9.6 million during 2006. This included $3.9 million related
to the reversal of a valuation allowance on certain tax attributes acquired from
Mediq and $7.3 million related to the finalization of the funded status of the
Mediq defined benefit pension plan. These decreases were partially offset by
51.6 million of additional goodwill related to Batesville Casket's acquisition of a
small regional casket distributor.

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

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

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 development of software for internal
use are capitalized in accordance with this Statement, including applicable
costs associated with the implementation/upgrade of our Enterprise Resource
Planning system. The net book value of computer software costs, included
within Intangible assets, was $89.6 million and $97.0 million at September 30,
2006 and 2005, 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 $15.0 million,
$15.2 mitlion and $13.2 million for fiscal years 2006, 2005 and 2004, respectively,
and is included in the amortization expense abova,

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 substantially 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 bread-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 2006, 2005
and 2004 is as follows:

2006 2005 2004
Balance at beginning of period $ 166 $ 186 § 208
Provision for warranties during
the pericd 17.6 13.2 138
Warranty reserves acquired - - 1.7
Warranty claims incurred during
the pericd (16.4) {15.2} 17.7)

Balance at September 30 $ 17.8 $ 166 $ 186

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 arrangements 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 indemnifications associated with our actions generally
have no dollar limitations.
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In conjunction with our acquisition and divestiture activities, we have entered
into select guarantees and indemnifications of performance with respect to the
fulfillment of our commitments under applicable 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 ¢losing date and satisfaction of liabilities and
commitments retained under the applicable contract. For those
representations and warranties that 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 portien of the original transaction price, or to other lesser specific doltar
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, if triggered, could have a materially adverse impact on our financial
condition and results of operations.

Environmental Liabilities

Expenditures that relate to an existing condition caused by past operations, and
which do not contribute to current or future revenue generation, are expensed.
Areserve 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, inancial management, in consultation with its environmental
engineer, estimates the range of liability based on current interpretations of
environmental laws 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 and reserves include

site assessment, development of a remediation plan, clean-up costs, post-
remediation expenditures, monitoring, fines, penalties and legal fees. Reserve
amounts represent the expected undiscounted future cash outflows associated
with such plans and actions.

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

Since December 1999, we have purchased deductible reimbursement palicies
from our wholly-owned insurance company, Sycamore Insurance Company,
for the deductibles and self-insured retentions associated with our product/
general liability, workers’ compensation, auto liability and professional
liability insurance programs. These policies have deductibles and self-insured
retentions ranging from $150 thousand to $1.5 million per occurrence,
depending upon the type of coverage and policy period. Our policy is to
estimate reserves based upon a number of factors inctuding known claims,
estimated incurred but not reported claims and outside 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 Gther Long-Term Liabilities within the
Consolidated Balance Sheets.

We are also self-insured up to certain fimits for certain employee health
benefits including medical, drug and dental. in a similar manner as described
above, reserves are estimated based on a number of relevant factors,

and corresponding liabilities are included in the accompanying financial
statements. We also carry stop-loss insurance coverage to mitigate severe
losses under our self-insured health plans.

We carry fully insured life, vision and disability insurance coverage for our
eligible workforce, which are not covered under the aforementioned self-
insured health plans.




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 is evaluated under the following criteria and recognized
when each is met:

+ Evidence of an arrangement: An agreement with the customer reflecting the
terms and conditions to deliver preducts or services serves as evidence of an
arrangement.

- Delivery: For products, delivery is considered to occur upon receipt by the
customer and the transfer of title and risk of loss. For rental services, delivery
is considered to accur 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 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, 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; however, in no case is revenue recognized prior to the transfer of risk
of loss and rewards of ownership.

For non-invasive therapy products within our health care business, the majority
of product offerings are renta! products for which revenues are recognized
consistent with the rendering of the service and use of products. For The Vest™
product, revenue is generally recognized at the time of receipt of authorization
for billing from the applicable paying entity as this serves as evidence of the
arrangement and sets a fixed or determinable price.

For health care products and services aimed at improving operational
efficiency and asset utilization, various revenue recognition technigues are
used, depending on the offering. Arrangements to provide services, routinely
under separately sold service and maintenance contracts, resultin the deferral
of revenues until specified services are performed. Service contract revenue is
generally recognized ratably over the contract peried, 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.

Revenues are presented in the Statements of Consolidated Income (Loss) net of
certain discounts and allowances. For product sales, based on contractual
discounts and rebates, as well as estimated early pay discounts, price
concessions and product returns, we record reserves resulting in a reduction of
revenue. Likewise, reserves for contractual and other routine billing allowances
are recorded and reflected as a reduction of rental revenues.

An allowance for doubtful accounts is also recorded, but is not reflected as a
reduction of revenues. Rather it is recorded as a component of operating
expenses.

Cost of Revenues

Cost of goods sold far both Heatth Care and Funeral Services sales consists
primarily of purchased material costs, fixed manufacturing expense, variable direct
labor, overhead costs and costs associated with the distribution and delivery of
products to our customers. Health Care rentat expenses consist of costs associated
directly with rental revenue, including depreciation, maintenance costs related to
our rental units, service center facility and personnel costs and logistics costs
related to the movement and delivery of our rental equipment.

Research and Development Costs

Research and development costs are expensed as incurred and were $42.1
miltion, $50.5 million and $55.8 million for fiscal years 2006, 2005 and 2004,
respectively.

Advertising Costs

Advertising costs are expensed as incurred and were $6.3 million, $8.6 million
and $7.3 million for fiscal years 2006, 2005 and 2004, 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 (loss) income at
September 30, 2006 and 2005 is the net unrealized gains or losses on available-
for-sale securities of $3.4 million and $8.9 million, foreign currency translation
adjustments of ($0.5) million and (51.6) million, and a minimum pension
liability of {$3.2) million and {$6.8) million, respectively.

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 yeas-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.5. 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.

Stock-Based Compensation

Prior to fiscal 2006, we applied the provisions of Accounting Principles Board
{APB} Opinion No. 25, "Accounting for Stock Issued te Employees’, in
accounting for stock-based compensation. As a result, no compensation
expense was recognized for stock options granted with exercise prices
equivalent to the fair market value of the stock on date of grant. Compensation
expense was recognized on other forms of stock-based compensation,
including stock and performance-based awards and units. Effective October 1,
2005, we adopted Statement of Financial Accounting Standards (SFAS) No.
123(R), "Share Based Payment,” using the modified prospective application
method. Under this method, as of October 1, 2005, we applied the provisions
of this Statement to new and modified awards, as well as to the nonwvested
portion of awards granted before the required effective date and outstanding
at such time. The adoption of this pronouncement had no effect on
compensation cost recorded in fiscal years 2005 and 2004 related to stock
options, which will continue to be disclosed on a pro forma basis only.

Some of our stock-based compensation awards, including both stock options
and restricted stock units (R3Us), or deferred stock awards, 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 had previously accounted for this type
of arrangement by recognizing compensation cost (for both pro forma and
expense recognition purposes) 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), new awards granted to retirement eligible
employees are subject to accelerated vesting over a period when the
employee’s retention of the award is no longer contingent on providing
additional service. Recognizing that many companies followed the approach
formenrly used by the Company, the SEC issued guidance on converting to
accelerated vesting for the remaining portion of unvested outstanding awards.
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Our transition to this new accelerated vesting was negligible due to our
decision to accelerate the vesting of underwater stock options in the fourth
quarter of fiscal 2005 as outlined below and the relatively recent introduction
of RSUs.

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. Primarily due to our decision to
accelerate the vesting of underwater stock options, the cumulative effect of
this accounting change on existing nonvested stock compensation was
negligible and was recorded as part of operating expenses,

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

The purpose of the accelerated vesting of these options was to reduce our
future reported compensation expense upon the adoption of SFAS No. 123(R}
in the first quarter of 2006, Additionally, the accelerated underwater stock
options may hot have been fully achieving their original objectives of incentive
compensation and employee retention. The acceleration may have had a
pasitive effect on employee morale, retention and perception of value. Qur
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.

As aresult of adopting SFAS No. 123(R) on October 1, 2005, our income before
income taxes and net income for the year ended September 30, 2006, are $1.6
million and $1.0 million lower, respectively, than if we had continued to
account for share-based compensation under APB Opinion No. 25. The effect
on basic and diluted earnings per share from continuing operations was $0.01
as a result of the adoption of SFAS No. 123{R).

Prior to the adoption of SFAS No. 123(R), we presented all tax benefits of
deductions resulting from the exercise of stock options as operating cash flows
in the Statements of Consolidated Cash Flows. SFAS No. 123(R} requires cash
flows resuiting from tax deductions in excess of recognized compensation cost
from the exercise of stock options (excess tax benefits) to be classified as
financing cash flows. This change in classification was immaterial to our
Statements of Consalidated Cash Flows in the current period.

The following table illustrates the effect on net income and earnings per share
as 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 and 2004. 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
subsequent to October 1, 2004 are valued with the Binomial option-pricing
model. Qur 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.
Because of the ¢change in expense recognition far retirement eligible
employees, the application of estimated forfeitures, the 2005 acceleration of
vesting on underwater stock options, the fact that our options vest over three
years and additional stock-based compensation grants have been made
subsequent to the adoption of SFAS No. 123(R), the results of expensing stock-
based compensation in future periods may have a materially different effect on
netincome than that presented below. See Note 11 for more details.
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2005 2004
Net (loss) income, as reported S (941} S 1432
Add:
Total stock-based employee compensation,
net of refated tax effects, included in net
income, as reported 2.6 26
Deduct:
Total stock-based employee compensation,
net of related tax effects, assuming fair value
based methed of accounting {9.9) (7.7}
Pro forma net (lass) income 5 {1014) $ 1381
(Loss) income per share:
Basic - as reported S (1.52) $ 230
Basic - pro forma S {1.64) $ 222
Diluted - as reported $ (1.52) $ 228
Diluted - pro forma S (1.64) S 220
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 incorme 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

We use derivative financial instruments to manage the economic impact of
fluctuations in currency exchange rates and interest rates. To account for our
derivative financial instruments, we follow the provisions of SFAS No. 133,
"Accounting for Derivative Instruments and Hedging Activities,” as amended by
SFAS No. 137 and SFAS No. 138. 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 camprehensive 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, Qur use of derivatives has generally
been limited to interest rate swaps, but in fiscal 2006 we also began using
derivative instruments to manage our cash flow exposure from changes in
currency exchange rates in certain jurisdictions. These activities have not had a
material effect on our financial position or results of operations for the periods
presented herein.

Insurance Liabilities, Recognition of Insurance Policy Income, and Related
Benefits and Expenses (applicable solely to Forethought)

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 paid in excess of the benefit reserves and
amortization of deferred acquisition costs. See Note 3 for further details related
to the disposition of Forethought.




Deferred Acquisition Costs (applicable solely to Forethought) fair value measurements. This Statement does not require any new fair value
measurements, but provides guidance on how to measure fair value by

Prior to their divestiture, Farethought's peficy acquisition costs consisted of providing a fair value hierarchy used to classify the source of the information.
commissions, certain policy issue expenses and premium taxes. Such costs SFAS No. 157 is effective for financial statements issued for fiscal years

varied with, and were primarily related to, the production of new business. beginning after November 15, 2007 and interim pericds within those fiscal
These deferred acquisition costs were being amortized consistently with years. The adoption of SFAS No, 157 is not expected to have a material impact

unearned revenues. Amortization charged to expense by our former insurance on our consolidated financial statements or results of operaticns.
subsidiary for fiscal year 2004 was $45.9 million. See Note 3 for further details

related to the disposition of Forethought. In September 2006, the FASB also issued SFAS Ne. 158, “Employers’ Accounting
for Defined Benefit Pension and Other Postretirement Plans — an amendment

Revision of FASB Statements No. 87, 88, 106 and 132(R)." This Statement requires
recognition of the funded status of a benefit plan in the statement of financial

In order to better align the presentation of our cost structure between position, SFAS No. 158 also requires recognition in other comprehensive

cost of goods sold and operating expenses, we have made revisions to the income of certain gains and losses that arise during the period but are deferred

classification of certain costs within our Consclidated Statement of Income under pension accounting rules, as well as modifies the timing of reporting and

(Loss). All product distribution costs, which were previously included as a adds certain disclosures. The Statement provides recognition and disclosure

component of operating expenses, are now included within costs of goods elements to be effective as of the end of the fiscal year after December 15,

sold. This is consistent with the previous ¢lassification of distribution and 2006 and measurement elements to be effective for fiscal years ending after

logistics costs associated with Health Care rentals. With respect to rental sales December 15, 2008. We have not yet analyzed the impact SFAS No. 158 will

costs, including commissions, these costs are now reflected as a component have on our consolidated financial statements or results of operations. For

of operating expenses. This is consistent with the previous classification of additional information about our retirement plans, see Note 6.

selling expenses associated with Health Care and Funeral Services sales.

These revisions offer a better reflection of true product sourcing and delivery 2. Acquisitions

costs, improve the consistency of the classification of such costs within our

various revenue streams and also generally increase the comparability of our The results of acquired businesses are included in the Consolidated Financial

results with those of our peers. The classification of certain prior year amounts Statements since each acquisition’s date of close.

has been revised for all periods presented to conform to the current year's

presentation. Distribution costs of $110.9 million and $109.5 million were On January 30, 2004, Hill-Rom acquired Medig, a company in the medical

moved from operating expenses to cost of goods sold for fiscal years 2005 and equipment outsourcing and asset management business. This acquisition

2004, respectively, and $70.5 million and $62.3 million of rental sales expenses expanded Hill-Rom's product and service offerings, strengthened its after-sales

were moved from cost of goods sold to operating expenses for these same service capabilities and allowed increased leverage of Hill-Rom’s global rental

periods. In addition, $7.3 million and $5.5 million of sustaining engineering service center network.

costs and product installation costs were moved from operating expenses to

health care cost of sales for 2005 and 2004, respectively. The purchase price for Medig was $328.9 million, plus an additionat $5.9 million

of acquisition costs incurred in relation to the transaction. This purchase price
Certain immaterial prior year balance sheets amounts have also been revisedto  was subject to certain adjustments based upon the Mediq balance sheet at

conform to the current year's presentation, including appropriately reflecting the date of close, Upon finalization of the funded status of the Mediq defined
$5.5 million of stock-based accrued compensation as equity rather than as an benefit pension plan, $7.3 million of the purchase price was returned 1o
accrued liability on the 2005 Consolidated Balance Sheet. Hill-Rom in 2006, which was recorded as a reduction of goodwill. Also in
2006, $3.9 million of goodwill related to Mediq was reduced as we were able
These revisions had no impact on operating income {loss), cash flows or to recognize certain tax attributes that were originally recorded with a full
earnings per share, valuation allowance. Any additional reversals of tax reserves related to Medig

would be recognized as a reduction of goodwill.
Recently Issued Accounting Standards

If the Mediq acquisition had been completed as of the beginning of 2004,
In March 2005, the FASB issued FASB Interpretation No. 47, “Accounting for reported results for fiscal 2004 would have increased as follows {Dollars in
Conditional Asset Retirement Obligations, an interpretation of FASB Statement millions, except per share data):
No. 143, Accounting for Asset Retirement Obligations” {“FIN 47"). FIN 47 clarifies

the term “conditional asset retirement obligation™ and requires a liability to be Wnaudited) Vear Ended September 30, 2004
recorded for a conditional abligation if the fair value of the obligation can be Revenues 5 483
reasonably estimated. FIN 47 was effective for the Company beginning in the
fourth quarter of fiscal year 2006, and adaption did not have a material effect Net income $ 34
on our Consolidated Financial Statements.

Diluted earnings per share $ 0.05
In July 2006, the FASB issued FASB Interpretation No. 48, “Accounting for
Uncertainty in Income Taxes - an interpretation of FASB Statement No. 109" The net income and diluted earnings per share amounts for the period
{“FIN 487, which clarifies the accounting for income taxes by prescribing the presented above include the additional depreciation and amortization expense
minimum recognition threshold as "more-likely-than-not” that a tax position resulting from the purchase of property and intangibles at fair value, but
must meet before being recognized in the financial statements. FIN 48 also exclude the impact of financing costs associated with the Mediq acquisition.

provides guidance on derecognition, classification, interest and penalties,
accounting for income taxes in interim periods, financial statement disclosures Also in early fiscal 2004, Hill-Rom completed the acquisitions of ARl and the

and transition rules. This Interpretation is effective for fiscal years beginning remaining 84 percent of the equity of NaviCare that we did not already own.
after December 15, 2006. As such, we are required to adopt FIN 48 by Octaber The purchase price for ARl was $103.0 million, ptus an additional $2.2 miltion of
1, 2007. We will evaluate the effect of this Interpretation on our Consolidated acquisition costs incurred in the transaction. The purchase price for NaviCare
Financial Statements and Results of Operations. was $14.1 million.

In September 2006, the FASB issued SFAS No. 157, “Fair Value Measurements,” Based on the acquisition dates of ARl and NaviCare and the timing of their
which defines fair value, establishes a framework for measuring fair value inclusion in our Consolidated Financial Statements, the acquisitions as of the

in generally accepted accounting principles and expands disclosures about beginning of the 2004 fiscal year would not have materially impacted our

financial results for the year then ended.
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In March 2006, Batesville Casket made an acquisition of a small regional casket
distributor. Goodwill of $1.6 million was recorded on the transaction, If the
purchase had occurred at the beginning of fiscal 2006, the impact to our results
of operatians and financial condition would not have been material.

3. Discontinued Operations

On July 1, 2004, we closed the sale of Forethought Financial Services, Inc. to
FF5 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 $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 $28.6 million made in anticipation of the transaction. Hillenbrand
received cash proceeds in the transaction of $104.9 million, provided seller
financing in various forms {See Notes 1 and 4 for additional details) 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 $6.5 million was received in
lanuary 2006 following the Office of Thrift Supervision approval of the sale

of Forethought Federal Savings Bank at the end of Dacember 2005. The seller
financing provided in this sale was subject to a discount of $28.9 million to
reflect a market rate of returrn on the financing, which is now being recognized
as accretion on the underlying financial instruments.

The sale of Forethought Federal Savings Bank was completed on January 3,
2006, We recognized a loss on this transaction of $0.6 million {net-of-tax) in the
first quarter of fiscal 2006.

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 iosses. 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 $95.8 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 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
$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,
resulting in a net gain of $5.3 million. The piped-medical gas business provided
medical gas delivery and management systems in acute care facilities.

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 million. Additional proceeds of 55.0 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 provided infant care warming therapy, incubators and other
infant care products.

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
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costs, were all treated as discontinued operations for all periods presented
within the Statements of Consolidated 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 2006, 2005 and 2004:

Fiscal Year Ended September 30,

2006 2005 2004
Investment income $ 14 $ 42 $ 1329
Earned revenue - - 1621

Net capital gains - - 4.0

Other revenues - - 47.3
Net revenues from

discontinued operations 1.1 4.2 346.3
Benefits paid - - 66.3
Credited interest - - 1341
Other costs of revenue - - 77.2
Other operating expenses 0.6 28 332
Loss (gain) on divestiture of

discontinued operations 1.0 (0.2) 106.8
(Loss) income from discontinued

operations before income taxes {0.5) 16 (71.3)
Income tax benefit (0.2} (0.6) ____(26.3)
[Loss) income from

discontinued operations 5 (0.3} 3 2.2 $ {45.0)

The assets and liabilities of Forethought Federal Savings Bank were inctuded in
the assets and liabilities of discontinued cperations, which were presented on
separate line items within the Consolidated Balance Sheet as of September 30,
2005, Components of assets and liabilities of discontinued operations were as
follows:

September 30,
2605
Investments $ 1085
Other assets 1.5
Assets of discontinued operations 110.0
Liabilities 102.4
Net assets of discontinued operations $ 76

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
Farethought, 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, 2006 and 2005 consist of the following:

September 30, September 30,
2006 2005

Customer notes $ 255 5 318
Note receivable, net of discount of $8.6 million

in 2006 and $11.8 million in 2005 114.4 104.2
Debt service account, net of discount of

$2.4 million in 2006 and $3.3 million in 2005 126 1.7
Other 0.1 04
Total notes receivable 152.6 148.2
Less current portion 18.2 13.8
Notes receivable - long-term $134.4 $ 1344




Maturities in fiscal years:

2007 $ 182
2008 8.8
2009 5.3
2010 14.2
2011 127
2012 and beyond 198.3
Less: Discount accretion and future interest

to be capitalized {104.9)
Total notes receivable $ 1526

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 5 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 Heldings, Inc. As
part of the consideration received in the transaction, we provided seller
financing in the form of a note receivable with a face vatue of $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 fiscal 2010 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 FF5
Holdings, inc. under the transaction. We are scheduled to receive payments
from this account beginning in fiscal 2007, at which time it will become subject
to interest, with final repayment due in fiscal 2012,

Should Forethaught fail to parform consistent with the original expectations
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 and results of operations.

5. Financing Agreements

Long-Term Debt

Long-term debt consists of the following:

September 30, September 30,

2006 2005

Unsecured 8.50% debentures due

on December 1, 2011 § 521 $ 530
Unsecured 7.00% debentures due

on February 15, 2024 20.0 201
Unsecured 6.75% debentures due

on December 15, 2027 29.8 29.8
Unsecured 4.5% debentures due

on July 15, 2009 245.1 2478
Total long-term debt $347.0 $350.7

On July 14, 2003, we filed a universal shelf registration statement with the US.
Securities and Exchange Commission on Form $-3 for the potential future sale of
up to $1.0 billion in debt and/or equity securities. The registration statement is
effective and should provide us with significant flexibility with respect to our
access to the public markets. However, there can be no assurance that additional
fmancing 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 Mediq acquisition.

Beginning in June 2004, $200 million of our senior notes maturing on June 15,
2009 were subject to interest rate swap agreements, which effectively converts
that portion of the senior notes from fixed to variable interest rates. For the
2006, 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 4.9 percent, 2.9 percent and 1.7 percent, respectively. As of
September 30, 2006, the interest rate swap contracts reflected a cumulative
loss of $4.3 million, compared to a cumulative loss of $1.3 million as of
September 30, 2005.

Near the end of the third quarter of fiscal year 2003, we terminated our then
outstanding interest rate swap agreements on longer maturity coupon debt,
realizing cash praceeds and deferred gains of $26.5 million. In June 2004, we
also completed the open market repurchase of $47.3 million principal amount
of such debt for $55.1 million. Upon completion of this repurchase, $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
$6.4 million, which inctuded the write-off of $0.7 million of debt issuance costs
associated with the original debt placement. As of September 30, 2006 and
2005 total deferred gains were $6.1 million and $7.1 million, respectively. 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 through 2011 and 2024. With the gains from the swap
agreements, the prospective effective interest rates will be lower than the
stated interest rates.

Other Borrowings

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
tepresentations 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, 2006, we: (i} had $14.3 million of outstanding, undrawn
letters of credit under the five-year facility, (i} were in compliance with all
conditions set forth under the credit facility, and (iii) had complete access 1o
the remaining $385.7 million of barrowing capacity available under the credit
facility.

We have trade finance credit lines totaling $16.0 million that have no
commitment fees or compensating balance requirements and are renewed
annually. As of September 30, 2006 and 2005 we had $10.4 million and $5.5
million, respectively, outstanding under this credit line as reflected in Short-
term borrowings in the Consolidated Balance Sheets, In addition, as of
September 30, 2006, we had $13.6 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.

We also have a capital Jease obligation related to a portion of our French
manufacturing facility. As of September 30, 2006 and 2005 we had outstanding
obligations of $0.9 million and $1.4 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 approximately 70 percent of employees, including certain employees

in foreign countries. At a minimum, we contribute funds to trusts as necessary
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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 Medig 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 pension expense for defined benefit retirement plans in
the United States for fiscal years 2006, 2005 and 2004 were as follows:

2006 2005 2004
Service cost $ 1.0 S 104 $ 106
interest cost 19.9 185 16.6
Expected return on plan assets (24.4) (19.6) {16.3)
Amortization of unrecognized prior
service cost, net 1.6 1.7 1.4

Amortization of net (gain) loss 1.5 - -
Net periodic benefit cost 9.6 11.0 12.3

Curtailment loss {gain) and other
one-time costs - 2.1 (1.4}

Net pension expense $ 96 $ 131 5 109

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,
2006 2005
Change in benefit obligation:
Benefit obligation at beginning of year $369.4 $ 3106
Service cost 11.0 10.4
Interest cost 19.9 18.5
Amendments - 2.1
Actuarial (gain) loss (29.2) 388
Curtailment - (1.4)
Benefits paid (11.7) (9.6)
Benefit obligation at end of year 359.4 369.4
Change in plan assets:
Fair value of plan assets at beginning of year 299.3 2155
Actual return on plan assets 24.4 159
Employer contributions 33 776
Benefits paid {11.7) (9.6)
Qther - (0.1}
Fair value of plan assets at end of year 315.3 299.3
Funded status:
Pian assets less than benefit obligations (44.) (70.1)
Unrecognized net actuarial loss 355 66.2
Unrecognized prior service cost 13.7 15.3

Net amount recognized 5.1 114

Amounts recorded in the
Consolidated Balance Sheets:

Prepaid benefit costs 25.2 333
Accrued benefit costs {25.4) {31.8)
Accumulated other comprehensive income 31 7.5
Intangible asset 2.2 24
Net amount recognized 5 5.1 $ 114

For most of our defined benefit retirement plans, the fair value of plan assets
was less than the accumulated benefit obligation as of September 30, 2006 and
2005, resulting in the recognition of minimum pension liabilities of $5.3 million
and $9.9 million, respectively. As of September 30, 2006, the fair value of plan
assets exceeded the accumulated benefit obligation for our master defined
benefit plan. The detrease noted in the recognized additional minirmum
pension liabilities refated to the lower benefit obligation in fiscal 2006 resulting
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from the higher 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 $318.4 million and $322.4 million at September 30, 2006 and 2005,

respectively.

Selected information for our domestic plans with accumulated benefit obligations
in excess of plan assets at September 30, 2006 and 2005, was as follows:

September 10, September 30,
2006 2005
Projected benefit obligation $ 583 $ 613
Accumulated benefit obligation 56.9 60.5
Fair value of plan assets 31.6 28.6

Actuarial Assumptions

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

1006 2005 2004
Discount rate for obligation 6.00% 5.50% 6.00%
Discount rate for expense 5.50% 6.00% 6.25%
Expected rate of return on plan assets 8.00% 8.00% 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 and yield
curves 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 on
historical and expected future returns, which are inflation adjusted and
weighted for the expected return for each component of the investment
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, 2006 and 2005, by asset category, are as follows:

2006 2005
Target Actual Actual
Allocation Allocation Allocation

Equity securities 49%-61% 63% 61%
Fixed income securities 38%-48% 35% 37%
Real estate 0%-1% 1% 1%
Other 0%-1% 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 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 or elect to rebalance the portfolio
within the targeted 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 portfolic, Hillenbrand common stack
represented 5 percent and 4 percent of trust assets at year-end 2006 and 2005,




respectively, and is subject to a statutory limit when it reaches 10 percent of total
trust assets.

Cash Flows

We expect to contribute approximately $2.1 million to our domestic defined
benefit plans in fiscal year 2007.

In June 2005, we fully funded cur master defined benefit retirement plan by
contributing approximately $75.5 million, As a result, future funding

requirernents associated with this plan will be reduced. We do not anticipate
contributing any additional funds to the master plan during fiscal year 2007.

Estimated Future Benefit Payments

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

Pension Benefits
2007 5123
2008 132
2009 14.2
2010 154
2011 16.7
2012-2016 107.9

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 twoe of our defined
benefit pension plans related to the closing of our Nashua, New Hampshire
wood casket manufacturing plant and a reduction in plan participants in
another plan resulting from our 2005 restructuring activities.

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

Employees hired after June 30, 2003 are no longer eligible for participation

in the master defined benefit retirement 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 oppertunity to chogse to continue
participating in the master defined benefit retirement 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.

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
$11.9 million and $11.3 million at September 30, 2006 and 2005, 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 $15.0 million, $14.7 million and $12.8 million for fiscal years 2006,
2005 and 2004, respectively.

7. Shareholders’ Equity

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

As of September 30, 2006, the Board of Directars had authorized the
repurchase, from time-to-time, of up to 24,289,067 shares of the Company's
stock. Effective October 26, 20086, the Board of Directors authorized the
repurchase of an additional 1,421,600 shares, The purchased shares will be
used for general corporate purposes. As of September 30, 2006, a total of
22,710,667 shares had been purchased at market trading prices, of which
18,908,598 shares remain in treasury.

8. Special Charges
2006 Actions

In the fourth fiscal quarter of 2006, we initiated restructuring actions taken to
primarily right-size Hill-Rom's North America field service organization in
rasponse to declines in rental revenue. This restructuring will result in the
elimination of approximately 140 positions and the rationalization of certain
rental product offerings which are no longer strategically necessary, and
resulted in a one-time charge of $4.2 million in the fourth quarter of fiscal 2006.
The cash component of this charge is $2.6 million and the majority is to be paid
in the next twelve months.

Also during 2006, we recorded additional special charges related to the
continuation of restructuring activities in Europe, which commenced in the
fourth quarter of 2005 and are discussed below. These actions include an
ongoing voluntary severance program at our French manufacturing facility
and the finalization of termination provisions related to certain
international contract obligations. Such amounts recorded during fiscal
2006 were as follows:

Batanceat  Subsequent Reversal/ Balance at
9/30/2005 Provisions  Payments  Adjustment  9/30/2006

Severance and related

henefits $ 224 $ 31 5{185) 5 (2.5) $ 45

Contract termination

costs 08 1.6 0.4) (0.8} 1.2
Totals $ 232 $ 47 $(18.9) 5 (3.3} 5 5.7

2005 Actions

During the fourth fiscal quarter of 2005, we announced several changes
intended te 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, ene 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 were
combined under this structure into a separate, fully integrated division. Atthe
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 the
progress we had made with the works council at our Pluvigner, France facility
during the year with respect to voluntary departures, we took additional
restructuring actions in the United States and Europe during the fourth Guarter
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 $1.2 million. The collective cost of these
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actions resulted in a fourth quarter pre-tax charge of $30.8 million, broken
down by component as follows:

Pre-Tax Charge
Severance and related benefits 5 240
Asset impairment 5 48
Contract termination costs 5 08
Curtailment charge $ 1.2

All of these actions were expected to be completed over the course of twelve
months. All costs ather than those refated to the impairment of assets were to
be cash charges.

In addition to costs included directly in the fourth quarter charge, additional
costs related directly to these actions were also expected to be incurred

over a twelve to efghteen month period, most notably in Europe, These
additional costs were originally estimated up to $10 million as the voluntary
severance program at our French manufacturing facility continued to progress.
But with the additional amounts recognized in fiscal 2006 and changes in
circumstances, the remaining amount to be recognized is now estimated to
range from $2 million to $4 million. Further, upon completion, we expect to
have eliminated up to 600 positions on a worldwide basis.

For an update on the status of reserves originally provided and those provided
in fiscal 2006 under these actions, see the table under 2006 Actions. Severance
actions are now essentially complete, with the exception of ongoing volunteer
activity at our French manufacturing facility. With respect to contract
termination costs, all termination provisions have been finalized and payment
of the incurred penalties will be completed in the second quarter of fiscal 2007.

In canjunction with and as a result of the actions being taken in Europe, in the
fourth guarter we also wrote off $16.0 mitlion of deferred tax assets. This write-
off had no impact on cash. These deferred tax assets were ariginally
recognized in fiscal 2004 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 the tax strategy was no longer economically 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 $0.8 miflion for severance and benefit-related costs resulting from a right-
sizing of the operation. Ali charges associated with this action were paid in
cash in fiscal 2006.

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 resulted in a total pre-tax charge of $4.5
million, that was realized through the completion of the consolidation in the
second quarter of fiscal 2006. Cash components of this charge included 52.3
million in employee-related costs, inctuding severance, pension and other
termination benefits, and $1.6 million in costs related to the transfer of
equipment, training of employees and other associated costs. The remaining
$0.6 million consisted 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, 2006, $0.2 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

$2.4 million related to future payments and other compensation related items
under the terms of Mr. Rockwood’s retirement agreement. At September 30,
2006, 50.6 million remained in the reserve.

On March 22, 2005, the Food and Drug Administration (FDA) and the US.
Department of Justice initiated a seizure at Vail® Products, Inc., of Toledo, Ohio,
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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 $7.1 mitlion 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 2006, $0.1 million of the originally recorded reserve was reversed, primarily
related to the transfer of personnel to other open positions within the
organizatien, and this action is now complete.

Other

In addition to the reserve balances outlined above, $1.8 million of accrued
liabilities were outstanding at September 30, 2006 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 income {loss) from continuing operations before income taxes
and the consolidated income tax provision fram continuing operations for fiscal
years 2006, 2005 and 2004 were as follows:

2006 2005 2004
Income (loss) from continuing
operations before income taxes:

Domestic $335.4 $(104.6) $ 3227

Foreign 3.6 {11.3) (14.9)
Total $339.0 ${115.9) 5 3078
Income tax expense (benefit) from

continuing operations:

Current provision:

Federal $ 2.2 $ 439 s 797

State {7.9) 3.9 (0.4)

Foreign 34 27 29
Total current provision (2.3) 50.5 82.2
Deferred provision:

Federal 109.6 (63.0) 278

State 9.5 (8.1) 4.6

Foreign 0.7 1.0 5.0
Total deferred provision 119.8 {70.1} 374
Income tax expense (benefit) from

continuing operations $117.5 S (19.6) $ 1196




Differences between income tax expense {benefit) 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 income (loss) from continuing operations before income taxes for fiscal years 2006, 2005 and 2004

were as follows:

2006 2005 2004
% of % of % of
Pretax Pretax Pretax
Amount Income Amount income Armount Loss
Federal income tax (a) $ 118.7 35.0 $ {40.6) 350 $ 1077 35.0
State income tax (b) 13 0.4 {12.7} 11.0 27 0.9
Foreign income tax (¢} 1.0 0.3 35 (3.0) Q05 02
Application of tax credits (1.0) {0.3) {3.5} 3.0 (3.3) (1.1}
Adjustment of estimated income tax accruals {1.4) (0.4) (2.9} 25 11.0 36
Valuation of foreign net operating losses and
other tax attributes {0.1) - 214 {18.5) 17.2 5.6
Impact from foreign restructuring - - 16.0 (13.8) {16.0) (5.2)
Qther, net {1.0} {0.3} (0.8} 0.7 (0.2) {0.1)
Income tax expense (benefit}
from continuing operations $ 1175 34.7 $ {19.6) 16.9 5 1196 38.9

{a} Atsictutory rate.
{b) Net of Federal berefiz,
f¢) Federal tax rate differential

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

September 30, 2006 September 30, 2005

Deferred tax assets:

Employee benefit accruals $ 167 $ 210
Reserve for bad debts 2.2 11.4
Litigation and legal accruals 8.3 141.6
Capital loss carryforwards 54.0 63.7
Net operating loss carryforwards 6.8 145
Tax credit carryforwards 9.8 10.6
Foreign loss carryforwards
and gther tax attributes 29.2 276
Other, net 43.2 435
190.2 3339
Less: valuation allowance for
capital losses, foreign loss and
other tax attributes (90.6) {112.4)
Total deferred tax assets 99.6 2215
Deferred tax liabilities:
Depreciation 68.7 65.8
Amortization 51.6 60.7
Other, net 8.1 9.3
Total deferred tax liabilities 128.4 1358
Deferred tax {liability) asset — net {28.8) 85.7

At September 30, 2006, we had $29.2 million of deferred tax assets related to
operating toss carryforwards and other tax attributes in foreign jurisdictions.
These tax attributes are subject to varicus carryforward periods ranging from 1
year to an unlimited period. We also had $54.0 million of deferred tax assets
related to capital loss carryforwards, which expire between 2008 and 2009; $6.8
million of deferred tax assets related to domestic net operating loss
carryforwards, primarily for state income tax purposes, which expire between
2006 and 2025; $3.7 million of deferred tax assets related to foreign tax credit
carryforwards, which expire between 2011 and 2015; and $5.6 million of
deferred tax assets related to alternative minimum tax credit carryforwards, with
no expiration date; and $0.5 million of deferred tax assets related to state credits,
which expire between 2010 and 2020.

The gross deferred tax assets as of September 30, 2006 were reduced by
valuation allowances of $90.6 million, relating to foreign operating loss
carryforwards, foreign tax credit carryforwards, capital loss carryforwards and

state income tax aperating 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 reduced by $21.8 million during fiscal 2006 due to limited
releases of valuation allowances on deferred tax assets realized or expected to
be utilized and to a larger extent resulting from the elimination of deferred tax
assets on which full valuation allowances were previously recorded. The
elimination of these gross deferred tax assets related primarily to the final
accounting for state tax operating losses associated with our litigation
settlement and the impacts of audit adjustments on capital loss carryforwards.

As of September 30, 2004, we had developed a strategy to restructure our
French operations. The restructuring involved the creation of a new Frenich 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 2005 as part of the profit improvement
initiatives being undertaken in France (see Note 8), the deferred tax asset was
written off.

Cur income tax return filings are subject to audit by various taxing authorities. In
fiscal 2006, 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 $1.4 million of tax benefit for
fiscal 2006.

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 in the calculation
of dilutive earnings per share. Excluded were 1,507,790 shares, 1,123,383 shares
and 198,190 shares for fiscal years 2006, 2005 and 2004, 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.
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0

Earnings per share is calculated as folfows:

Fiscal Year Ended September 30,

2006 2005 2004
Net income (loss) (in thousands) $221,212 $ {94,098} S 143,186
Average shares outstanding -
Basic {thousands) 61,454 61,774 62,237
Add potential effect of;
Exercise of stock options and
other unvested equity awards
{thousands) 123 — 488
Average shares gutstanding -
Diluted {thousands) 61,577 §1,774 62,725
Income {loss) per common
share from continuing
operations ~ Basic $ 361 $ (156 5 302

(Loss) income per common
share from discontinued

operations - Basic {0.01) 0.04 {0.72)
Net income (loss) per common
share — Basic $ 3.60 S (1.52) % 230

Income (loss) per common
share from continuing

operations - Diluted $ 3.60 $  (156) § 3.00
(Loss) income per common

share from discontinued

operations - Diluted {0.01) 0.04 0.72)
Net income {loss) per

common share - Diluted $§ 359 5 (152 5 2.28

11. Stock-Based Compensation

Over time, we have had various stock-based compensation programs, the key
companents of which are further described below. Qur 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 1996 Stock Option Plan. Commen 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 leng-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.
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As of September 30, 2006, 2,472,068 option shares have been granted and
751,291 shares have been cancelled under the Stock Incentive Plan. In addition,
a total of 588,574 restricted stock units (RSUs), or deferred stock awards, have
been granted and 114,871 RSUs have been cancelled under the Stock Incentive
Plan. A total of 3,100,131 shares remain available for future grants under all
aspects of the Stock Incentive Plan.

The compensation cost that was charged against income for all plans was $6.2
million, $4.1 million and $4.2 million for the years ended September 30, 2006,
2005 and 2004, respectively. The total income tax benefit recognized in the
income statement for stock compensation agreements was $2.3 million, $1.5
million and $1.6 million for fiscal years 2006, 2005 and 2004, respectively, Had
we followed SFAS No. 123 instead of APB Opinion No. 25, and as disclosed in
the additional pro forma information in Note 1, we would have recorded
additional net-cf-tax charges of $7.3 million and $5.1 miliion for the years
ended September 30, 2005 and 2004, respectively.

We have a policy of repurchasing shares on the open market to satisfy stock
option exercises and stock distributions. At September 30, 2006, the Company
holds 18,908,598 shares of Treasury Stock, and therefore will not be required to
purchase additional shares in fiscal 2007 to satisfy stock option exercises and
share distributions.

Stock Options

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 subsequent to October 1, 2004 are valued with the Binomial
option-pricing model. 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 was $12.21,513.19
and $15.55 per share for fiscal years 2006, 2005 and 2004, respectively. The
following assumptions were used in the determination of fair value in each
period:

2006 2005 2004

Risk-free interest rate 4.3-4.7% 2.6-4.1% 3.7%
Dividend yield 1.8-2.3% 1.7-2.1% 1.8%
Weighted average

dividend yield 2.0% 1.8% 1.8%
Volatility factor 20.1-25.3% 20.2-259% 26.3%
Weighted average

volatility factor 22.7% 23.5% 26.3%
Weighted average

expected life 7.8 years 6.8 years 6.0 years

The risk free interest rate assumption is based upon observed interest rates
appropriate for the term of our employee stock options. The dividend yield
assumption s based on the history and our expectation of dividend payouts.
Our computation of expected volatility for the valuation of stock options
granted is based on historical volatility. The expected life of employee stock
options represents the weighted average period the stock options are
expected to remain outstanding and is a derived output of the binomial model,
The expected life of employee stock options is impacted by the above
assumptions as well as the post-vesting forfeiture rate and the exercise factor
used in the binomial model. These two variables are based on the histary of
exercises and forfeitures for previous stock options granted by the Company.




The following table summarizes transactions under our current and predecessor stock option plans for fiscal year 2006:

Weighted
Weighted Weighted Avetage Aggregate
Average Average Remaining Intrinsic
Number of Exercise Centractual Value (1}
Options Shares Price Term {in millions)
Qutstanding at October 1, 2005 2,338,341 $51.21
Granted 444,518 49.75
Exercised (116,665} 4491
Forfeited (185,567) 54.94
Qutstanding at September 30, 2006 2,480,627 $50.97 5.91 $16.0
Exercisable at September 30, 2006 2,059,809 $51.21 5.24 $13.0

{1) The aggregate intrinsic value represents the total pre-tax intrinsic value, based on Hillenbrand's closing stack price of $56.98 as of September 30, 2006, which woulid have been received by the option holders had alf option
holders exercised their options as of that dare, This amaunt changes continucusly bosed an the fair value of Hillenbrand’s stock.

As of Septernber 30, 2006, there was $3.9 million of total unrecognized
compensation expense related to stock options granted under the Plan. This
unrecognized compensation expense does not reflect a reduction for our
estimate of potential forfeitures, and is expected to be recognized over a
weighted average period of 2.0 years. The total intrinsic value of options
exercised during 2006, 2005 and 2004 was $0.9 million, $3.3 million and $9.4
million, respectively.

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
commeon stock with exercise prices greater than or equal to $50.48 per share.

Restricted Stock Units

The value of RSUs is the fair value at the date of grant, with nonvested grants
ranging between $48.96 and $69.25 per share. The grants are contingent upon
continued employment and vest over periods ranging from one to five years.
Dividends, payable in stock, accrue on the grants and are subject to the same
specified terms as the original grants, As of September 30, 2006, a total of 9,149
stock units have accumulated on nonvested RSUs due to dividend reinvestment.

The following table summarizes transactions for our nonvested R5Us, excluding
dividend reinvestment units, for fiscal year 2006:

Weighted

Average
Number of Grant Date

Restricted Steck Units Share Units FairValue
Nonvested RSUs at October 1, 2005 198,880 $ 5584
Granted 180,999 51.14
Vested (82,870) 53.58
Forfeited {23,298) 54.43
Nonvested RSUs at September 30, 2006 273,711 $ 5354

As of September 30, 2006, there was $10.4 million of total unrecognized
compensation expense related to nonvested RSUs granted under the Plan.
This unrecegnized compensation expense does not reflect a reduction for
our estimate of potential forfeitures, and is expected to be recognized over a
weighted average period of 3.4 years. The total vest date fair value of shares
vested during 2006, 2005 and 2004 was $4.2 million, $2.8 million and $5.4
milfion, respectively.

Vested Deferred Stock

Under the terms of the $tock Incentive Plan and the predecessor 1996 Stock
Option 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 meeting, 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 deferred
stock awards, which are payable in shares of common stock on the later to
occur of the first anniversary of the date of grant or the required waiting period
of six months after the date that a director ceases to be a member of our Board
of Directors. In 2006 and 2005, the annual grant consisted of 1,800 RSUs for
each non-employee director. The annual grant for the Chairman of the Board is
3,500 RSUs. A total of 52,730 deferred shares are payable in common stock as of
September 30, 2006 under this program.

Members of the Board of Directors may elect to defer fees earned and invest
them in common stock equivalents of the Company under the Hillenbrand
Industries Directors’ Deferred Compensation Plan. A total of 2,414 deferred shares
are payable in commeon stock as of September 30, 2006 under this program.

We have historically had various other stock-based compensation programs,
which like our current RSU program, allowed deferrals after vesting to be set-
up as deferred stack. As of September 30, 2006, there are 72,368 shares which
are deferred, but fully vested and payable in common stock under the RSU and
other stock-based compensation programs.

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 included as a
component of Investments within our Consolidated Balance Sheets were $37.1
million and $47.6 million at September 30, 2006 and 2005. 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 classified as
held-to-maturity securities and recorded at amortized cost. The carrying
amounts of these securities are $114.4 million, $12.6 million and $27.2 million,
respectively, for a cumulative total of $154.2 million. 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 $142.6 million as of September 30, 2006.

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 $347.0 million and $352.4 million at
September 30, 2006 and $350.7 millicn and $355.3 million at September 30,
2005, respectively.
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We estimate the fair value of derivative financial instruments based on the
amount that we would receive or pay to terminate the agreements at the
reporting date. We had cash flow currency derivative instruments outstanding
in the contract amount of $14.5 million at September 30, 2006 and those
derivative instruments had a fair value of $0.3 million. We had no outstanding
cash flow currency derivative contracts at Septernber 30, 2005. Gains and
losses on these derivative contracts offset [osses and gains on the assets,
liabilities, and transactions being hedged. As derivative contracts are initiated,
we designate the instruments individually as either a fair value hedge or a cash
flow hedge. Management reviews the correlation and effectiveness of our
derivatives on a quarterly basis,

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, 2006, the interest rate
swap agreements reflected a cumulative loss of $4.3 million, compared to a
cumulative loss of $1.3 million at September 30, 2005.

13. Supplementary Information

The following amounts were charged to income from continuing operations
for fiscal years 2006, 2005 and 2004:

2006 2005 2004
Rental expense $ 26.4 $ 259 $ 255
Research and
development costs 5 421 $ 505 $ 558

The table below indicates the minimum annual rental commitments (excluding
renewable periods) aggregating $69.8 million, for manufacturing facilities,
warehouse distribution centers, service centers and sales offices, under
noncancelable operating leases.

2007 5 247
2008 $ 185
2009 $ 123
2010 $ 70
2011 $ 42
2012 and beyond $ 33

We are in year four of a seven-year 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 agreement had a cumulative estimated
cost of $187 million. As of September 30, 2006, the remaining commitment of
$100.1 million will continue to be incurred in nearty equal amounts over the
remaining term of the agreement. To date, we have on occasion, soficited 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. Gver
the agreement we have also terminated and resourced areas covered under
the agreement which result in a reduction to our commitments. The effect of
these increases and decreases to the original agreement nearly offset to the
cost of our original seven year agreement.
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The table below provides supplemental information to the Statements of
Consolidated Cash Flows for fiscal years 2006, 2005 and 2004:

2006 2005 2004

Cash paid for:
Income taxes $ 158 S 477 S 841
Interest $ 189 5 144 $ 98

Non-cash investing activities:
Seller financing on

Forethought disposition ) $ - $ - $1235
Non-cash financing activities:
Treasury stock issued under
stock compensation plans $ 55 S 200 $ 172

14. Segment Reporting

As discussed in Note 1, we are organized into two operating companies,
Hill-Rom and Batesville Casket. 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. Accordingly, Hill-Rom's segment activities are
reported herein in a manner consistent with the way management monitors
its performance.

Anticipated Segment Reporting {beginning in fiscal 2007}

In October 2006, we unveiled new operational strategies and associated
initiatives for our two operating companies. Accordingly, Hill-Rom’s
organization structure is being modified to better align with those strategies
and initiatives. The new structure will categorize Hill-Rom activities into three
commercial divisions, reflecting our broad customer segments. Sourcing,
manufacturing, and product development will continue to be combined
under one function to support these commercial divisions. When combined
with the Batesville Casket segment, our 2007 reporting segments are
expected to be as follows:

+ North America Acute Care

- North America Post-Acute Care
« International and Surgical

« Batesville Casket

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 2007, and at that time we Intend to conform the reporting for prior
periods to the new structure.

Existing Segment Reporting

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 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 were combined under this structure into 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. Therefore, during fiscal In addition to those reporting segments, we break out certain functional costs

2006, our gperating structure contains the following reporting segments: and eliminations to aid in the reconciliation of segment information to
consolidated Hillenbrand financial information. We also break out certain

+ Hill-Rom North America continuing public entity corporate-related costs separately to improve

+ Hill-Rom International readability and understanding.

+ Hill-Rom Home Care and Surgical Accessories
- Batesville Casket

Financtal information regarding our reportable segments during 2006 and 2005 is presented below:

Home Care Functional Hil'-Rom/ Batesville
NASSM Inzernaticnal & Surgical Costs Corporate Casket Consolidated
2006
Net revenues $ 9541 $ 2172 $ 1170 $ - $1,288.3 $ 674.6 $ 1,962.9
Divisional income {loss) $ 340.6 $ 491 $ 236 ${257.2) $ 156.a $ 18941 $ 3452
Public entity costs and other $ (24.5)

incomae {loss) from continuing
operations before income taxes,

litigation credits and special charges $ 1519 $ 190.2 $ 32321
Litigation credits $  (23)
Special charges H 5.4
Income from continuing

operations before income taxes S 339.0
Income tax expense $ 1175
Income from continuing operations $ 215
Loss from discontinued operations (a) $ {0.3)
Net income $ 2212
Assets $1,663.2 $ 289.0 $ 1,952.2
Capital expenditures and intangibles $ 737 $ 189 $ 926
Depreciation and amortization $ 9.0 $ 178 S 1038
2005
Net revenues $ 9509 $ 2100 $ 1178 5 - $ 1,2787 $ 6594 $ 1,938
Divisional income {loss) $ 3553 $ 466 $ 284 $(297.7)  § 1324 $ 1795 $ 3INg
Public entity costs and other s (27.m
Income {loss) from continuing

operations before income taxes,

litigation charge and special charges $ 98.4 $ 1806 $ 2790
Litigation charge (b} $ 3586
Special charges (c) 5 363
Loss from continuing

operations before income taxes $ (1159
Income tax benefit 5 (19.6)
Loss from continuing operations S (96.3)
Income from discontinued eperations (a) 5 2.2
Net loss s (940)
Assets $ 19453 $ 2839 $ 2,229.2
Capital expenditures and intangibles $ 1043 $ 168 $ 1212
Depreciation and amortizaticn S 95.7 § 183 $ 1140

{a) Reflects resuits of Forethought, including Forethought Federal Savings Bank, classified as discontinued operations.
{b) Reflects antitrust litigation charge of $226.1 (after tax) related fo Hill-Rom..
{c) Reflects realignment charges for all businesses toraling $36.3 million, including the change in architecture at Hill-Rom,
the consolidation of Corporate and Hill-Rom functions, the closure of @ wood casket manutacturing facility and CEQ transition costs..
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While we revised the results of fiscal 2005 to conform with our fiscal 2006
reporting segments, we were unable to present fiscal 2004 on this basis as it
was impracticable to do so. As such, the fiscal 2004 segment data is presented

below in a manner consistent with our prior segment reporting basis, wherein
Hill-Rorm was split into Americas/Asia Pacific and EMEA (Europe, Middle East
and Africa) reporting segments.

Functional
Americas/ Costs and Total Batesville Corporate
Asia Pacific EMEA Eliminations Hill-Rom Casket &other Consolidared

2004
Net revenues $1,002.1 $ 1869 S - $1,189.0 $ 6403 3 - $ 18293
Intersegment revenues 5 271 $ 8.1 $ (352 S -
Divisional income {loss) $ 299.2 S (09 $ (119.9) $ 1784
Incame (loss) from continuing

operations before income taxes

and special charges (d) $ 1787 $ 1885 $ {539 5 3133
Special charges (e) S 5.5
Income from continuing

operations before income taxes $ 3078
Income tax expense $ 1196
Income from continuing operations $ 1882
Loss from discontinued operations (f) $  (45.0)
Net income $ 1432
Assets $1,2722 5 2787 $ 5188 $ 2069.7
Capital expenditures and intangibles $ 982 s 17.0 $ 9.3 $ 1245
Depreciation and amortization S 808 5 188 $ 85 $ 1081

{d) Corporate and Other includes $6.4 million on the extinguishment of debt (54.0 million after tax).
{e} Reflects.a $5.5 milfion charge related to a realignment of financial and personnef resources at Hill-Rom,

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

Hill-Rom performance under each segment reporting presentation is measured on
a divisional income basis befare special items. While there are no intersegment
sales on the reporting basis for fiscal 2006 and 2005, intersegment sales between
Americas/Asia Pacific and EMEA in fiscal 2004 are generally accounted for at
current market value or cost plus markup. Divisional income for all fiscal years
represents the division's gross profit less their direct operating costs. Functional
costs for fiscal 2006 and 2005 include common costs, such as administration,
finance and non-divisional legal and human resource costs and other charges not
directly attributable to the segments; along with operations and development
costs such as fixed manufacturing overhead, research and development, and
distribution, Functional costs and eliminations for fiscal 2004 also include the
common costs outlined above, along with intercompany eliminations, but exclude
the operations and development costs which were allocated among the divisions
inthat year. 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.

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.

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.
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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 2006, 2005 and 2004 were as follows:

2006 2005 2004
Net revenues to unaffiliated
customers: (@)

United States $ 1,710.2 $ 1,676.2 $ 1,586.4

Foreign 252.7 261.9 2429
Total revenues $ 1,962.9 5 19381 $ 18293
Long-lived assets: {b}

United States $ 8818 S 9086 S 9180

Foreign 59.0 64.6 736
Total long-lived assets $ 9408 S 9732 S5 9916

{a) Net revenues are attributed to geographic areas based on the location of the operatian making the sale.
{b) includes property, equipment ieased 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.

Forethought held investments comprised predominantly of 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. Those investments were carried on the Consolidated Balance
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
year 2004:

16. Unaudited Quarterly Financial Information

2004
Proceeds $ 4168
Realized gross gains $ 138
Realized gross losses $ 100

Forethought’s life insurance companies were restricted in the amount of divi-
dends 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
2006 Quarter Ended 12/31/05 I 6/30/06 9/30/06 9/30/06
Net revenues $477.5 $495.6 $469.3 $520.5 $1,962.9
Gross profit 203.3 213.9 202.4 230.2 849.8
Income from continuing operations 48.6 54.5 511 67.3 221.5
(Loss) from discontinued operations {0.3) - - - (0.3)
Net income 48.3 54.5 51.1 67.3 221.2
Basic net income per common share $0.79 50.89 $0.83 $1.09 $3.60
Diluted net income per common share $0.79 $0.89 $0.83 $1.09 $3.59
Fiscal Year
Ended
2605 Quarter Ended 12/31/04 3/31/05 6/30/0% 5/30/05 9/30/05
Net revenues 5474.8 $500.7 $466.0 $496.6 $1,938.1
Gross profit 209.4 2223 199.1 209.7 B40.5
Income (loss) from continuing operations (a} 43.5 53.6 37.7 (231.1) {96.3)
Income from discontinued operations 0.1 04 0.3 1.4 2.2
Net income (loss) 436 54.0 380 (229.7) (94.1)
Basic net income {loss) per comman share $0.70 $0.87 $0.62 $(3.75) ${1.52)
Diluted net income {loss) per common share $0.70 50.87 $0.61 5(3.75) $(1.52)

() Reflects numerous charges, inchuding a fourth quarter itigation charge of §226.1 million (afrer tax), realignment charges for all businesses totalig 527.1 million fafrer tax), primarfly in the third and fourth quarters, and o rental asset inventory foss at

Hitl-Rom asseciated with a fourth quarter physical inventory of $3.0 million {after tax}.

17. Legal Proceedings

On June 30, 2003, Spartanburg Regional Healthcare System (the “Plaintiff”} iled
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, Plaintiff’s Second Amended Complaint, filed on May 9, 2005,
alleged violations of the federal antitrust laws, including attempted monopoli-
zation, 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 had been contracts between Hill-Rem 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 speciaity beds from Hill-Rem. Plaintiff subsequently
narrowed the definition of its proposed class to acute and subacute facilities.
Plaintiff claimed that it and the afleged 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 mitlion, trebling of any such damages that might have been
awarded, recovery of attorneys’ fees and costs, and injunctive relief. Hillen-
brand anticipated that, if a settlement had not been reached, the Plaintiff
would have sought damages substantially in excess of $100 million, before
trebling. if a class had been certified and Plaintiffs had proceeded to trial and
had prevailed, potential trebled damages awarded the Plaintiffs could have
been substantially in excess of $100 million and could have had a significant
material adverse effect on our results of operations, financial condition, and
liquidity.

As of November 7, 2005, all proceedings in the lawsuit were stayed except
those relating to the parties’ efforts to complete a settlement. On February 3,
2006 the Court preliminarily approved a definitive agreement to settle the case
for $337.5 million in cash entered into as of February 2, 2006 among Hillen-
brand, its Hill-Rom subsidiaries, Spartanburg Regional Healthcare System and
its attorneys. The Court entered an Order and Final Judgment approving the
settlement following a fairness hearing on June 14, 2006. As finally approved
by the Court, the settlement resolves all of the claims of class members that did
not opt out of the settlement, including the claims of all U.5, and Canadian
purchasers or renters of Hill-Rom® products from 1990 through February 2,
2006 related to or arising out of the subject matter of the lawsuit, and the
claims that may have resulted fram the current or future effects of conduct or
events occurring through February 2, 2006. The ariginal settlement amount of
$337.5 million was reduced by almost $21.2 millicn, to $316.3 million,
reflecting the portion attributable to customers who opted out of the
settlement. Opt-outs from the settlement account for roughly six percent of
the total U.5. and Canadian revenue during the class period, and over 99
percent of that figure is attributable to the U.S. government’s decision to opt
out of the settlement. We believe we have meritorious defenses against any
claims the U.S. government may choose to make, due to, among other reasans,
pricing practices of government purchases that are different than the pricing
practices primarily at issue in the lawsuit.

The settlement agreement includes Hill-Rom's commitment to continue certain
company-initiated discounting practices for a period of three years. Essentially,
Hill-Rom implemented a policy in October 2002, which it has agreed to follow
until at least February 2009. Under that policy, which did not represent a
material change in our discounting practices, Hill-Rom refrains from entering
into new contracts that condition incremental discounts on Hill-Rom® hospital
beds or architectural products on commitments ta rent therapy products from
Hill-Rom. While such products may be sold together, rental therapy products
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are separately priced and discounted. Under the settlement Hill-Rom may
continue to offer all other discounts such as volume discounts, early payment
discounts, capitation, etc. Further, the discounting practices that gave rise to
the Spartanburg litigation have already been discontinued (or will be
discontinued on the expiration of certain existing contracts) and have been
replaced by alternative practices for each of the last four fiscal years. Therefore,
any impact of the discontinuance of such practices on our business is already
fully reflected in our reported results.

In connection with our assessment that it was probable that a settlement
would be reached and finally approved by the Court during fiscal 2006, 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 included certain
legal and other costs associated with the proposed settlement. With the
Court’s entering of the Order and Final Judgment in the third quarter of fiscal
2006, we reversed $2.3 million of the $21.1 million of estimated legal and other
costs originally provided as part of the litigation accrual as such amounts are
not probable of payment. We paid the remaining $266.3 million of the
settlement amount into escrow in August 2006 and have retained a $21.2
million litigation accrual associated with the opt-outs.

On May 2, 2005, a non-profit entity calted Funeral Consumers Alliance, Inc.
(“FCA") and several individual consumers filed a purported class action
antitrust lawsuit (“FCA Action”) against three national funeral home businesses,
Service Corporation International {*SCI"), Alderwoods Group, Inc. {“Alder-
woods"), and Stewart Enterprises, Inc. ("Stewart”) together with Hillenbrand
and its Batesville Casket Company, Inc. subsidiary (*Batesville”), in the United
States District Court for the Northern District of California. This lawsuit alleged
a conspiracy to suppress competition in an alleged market for the sale of
caskets through a group baycott of so-called “independent casket discounters,”
that is, third-party casket selters 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 viclation 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 ather 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 [awsuits on
behalf of consumers were filed based on essentially the same factual allega-
tions and alleging violations of federal antitrust law and/or related state law
claims. It is not unusual to have multiple copycat class action suits fited 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 te dismiss the
FCA Action and a motion to transfer to a more convenient forum. In response,
the court in California 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) (*Court™).

On October 12, 2005, the FCA plaintiffs filed an amended comptaint consolidat-
ing all but one of the other purported consumer class actions in the United
States District Court for the Southern District of Texas. The amended FCA
complaint contains substantially the same basic allegations as the original FCA
complaint. The only other then remaining purported consumer class action,
Fancher v. 5C| et al., was subsequently dismissed voluntarily by the plaintiff
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after the defendants filed a motion to dismiss. On October 26, 2006, however,
a new purported class action was filed by the estates of Dale Van Coley and
Joye Katherine Coley, Candace 0. Robinson, Personal Representative, consumer
plaintiffs, against Batesville and Hillenbrand in the Western District of
Oklahoma alleging violation of the antitrust Jaws in fourteen states based on
allegations that Batesville engaged in conduct designed to foreclose competi-
tion and gain a monopoly position in the market, This lawsuit is largely based
on similar factual allegations to the FCA Action, The company intends to move
to transfer this case to the Southern District of Texas in order to coordinate this
action with the FCA Action.

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. The Fancher plaintiffs sought certification of a
broader class: all United States consumers and entities who purchased
Batesville caskets from any source 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
he awarded, recovery of attorneys’ fees and costs and injunctive relief. On
October 18, 2006, the district court denied Batesville's, Hillenbrand’s, and other
defendants’ November 2005 motions to dismiss the amended FCA complaint.

A scheduling hearing occurred on December 6, 2005, As a result, the Class
Certification hearing is scheduled to occur from December 4-7, 2006. The trial
in the FCA matter is scheduied 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, 5CI,
Alderwoods, 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 as 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 5C,
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 purperted class, trebling of any such damages that may be award-
ed, recovery of attorneys' fees and costs and injunctive relief.

The Picneer Valiey 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
otiginal complaint, the amended complaint alleges violations of federal
antitrust laws, but it has dropped the causes of actions for alleged price fixing,
canspiracy to monopolize, and violations of state antitrust law and state unfair
and deceptive practices laws. On Qctober 25, 2006, the district court denied
Hillenbrand's and Batesville's December 2005 motigns to dismiss the amended
Pioneer Valley complaint. The class certification hearing in the Pioneer Valley
case is currently scheduled to begin on or about December 7-8, 2006.

If a class is certified in any of the antitrust cases filed against Hillenbrand and
Batesville and if plaintiffs in any such case prevail at trial, potential trebled
damages awarded to the plaintiffs could have a significant material adverse
effect on our results of operations, inancial 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 service
industry relating to a range of funeral services and products, including caskets.
Batesville has been informed that approximately 26 state attorneys general
offices are participating in the joint investigation, although more could join.
Batesville is cooperating with the attorneys general. To date, no claims have
been filed against Batesville.

In August 2005, Hill-Rom received a civil subpoena from the Office of the
Connecticut Attorney General seeking documents and information related to
the Attorney General's investigation of the Healthcare Research & Develop-
ment Institute, LLC (*HRDI"), a health care trade arganization, of which Hill-Rom
is a corporate member. Hill-Rom has responded to that subpoena. On April 3,
2006, Hill-Rom received a set of supplemental interrogatories from the
Attorney Genesal's Office. Hill-Rom has responded to those interrogatories. We
are cooperating with the Attorney General's investigation. To date, no claims
have been filed against Hill-Rom.

We are subject to various other claims and contingencies arising out of the
normal course of husiness, including those relating to commerciat 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
unfavorable decisions could have a material adverse effect on our financial
condition, results of operations and cash flows.

18. Subsequent Event

COn October 6, 2006, Hill-Rom acquired Medicraft, Australia PTY, LTD, a leader

in acute and post-acute hospital beds and furniture in Australia, for approxi-
mately $15 million plus acquisition costs incurred in relation to this transaction.
The acquisition expands Hill-Rom’s sales channet for therapy and higher acuity
products, and we believe that several Medicraft products can be adapted for
global and price-sensitive bed market segments throughout the world. Activi-
ties of the acquired entity will be included in our Consolidated Financial State-
ments on a prospective basis commencing with the date of acquisition.

Also in October 2006, Hill-Rom entered into an agreement to acquire a manu-
facturing facility in Mexico, to which we plan to move a portion of Hill-Rom’s
manufacturing capacity for products used in lower acuity care settings and
selected post-acute care settings. The acquisition of that facility is contingent
upon the successful completion of certain due diligence, which is expected to
be completed during our first quarter of fiscal 2007, and if completed will entail
a purchase price of approximately $16 million.
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REPORT OF MANAGEMENT
Hillenbrand Industries, Inc. and Subsidiaries

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. Gur internal control over financial reporting is desigred 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, 2006 using criteria established in the
Internal Control-Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission {(COSO) and concluded that the
Company maintained effective internal control over financial reporting as of September 30, 2006 based on those criteria.

The effectiveness of our internal control over financial reporting as of September 30, 2006, as well as our assessment of the effectiveness of our internal control

over financial reporting as of September 30, 2006, have been audited by PricewaterhouseCoopers LLP, our independent registered public accounting firm, who
also audited the consolidated financial statements, as stated in their report included herein.

Peter H. Soderberg M

President and Chief Executive Officer

Doy # Wil

Gregory N. Miller
Sentor Vice President and Chief Financial Officer

TR o, Yl

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

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

We have completed integrated audits of Hillenbrand Industries, Inc's 2006 and 2005 consolidated financial statements and of its internal control over financial
reporting as of September 30, 2006, and an audit of its 2004 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, 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, 2006 and 2005, and the results of their operations and their cash flows for each of the three years in the period ended September 30, 2006 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 gpinion 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.

As discussed in Note 1 to the financial statements, the Company changed the manner in which it accounts for share-based compensation in fiscal 2006.
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, 2006 based on criteria established in Internal Control - Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COS0), is fairly stated, in all material respects, based on those criteria. Furthermore, in our opinion, the Company
maintained, in all material respects, effective internal control over financial reporting as of September 30, 2006, based on criteria established in Internal Control

- Integrated Framework issued by the COS0O. 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 contro! 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 detail, 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 {iii) 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 palicies or procedures may deteriorate.

:Pf‘fc.uu NlH"»«-u.LOQ«‘Ws LLp

PricewaterhouseCoopers LLP
Cincinnati, Ohio
December 5, 2006
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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
250 Royall Street

Canton, MA 02021

{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
Thursday, February 8, 2007, at 10:00 am. 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 2006, 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 10-K, 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,” “believe, “plan,”“encourage,’

“expect,

e,

may, “goal,”“become, “pursue;’‘estimate,’ “strategy,” “will" “projection,”“forecast,’ “continue,” "accelerate, “promise,” “increase,” “higher,

“lower" "reduce’ "improve, "expand, “progress,” “potential” or the negative of those terms or other variations of them or by comparable
terminology. The absence of such terms, however, does not mean that the statement is not forward-looking. Itis 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-locking statements, Factars 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, compliance with FDA regulations, anti-trust litigation, potential exposure to product liability or other claims, failure of the
Company’s announced strategic initiatives and restructuring and realignment activities to achieve expected growth, efficiencies or cost
reductions, disruptions in the Company's business or other adverse consequences resulting from the potential separation of the Company's
two operating companies, failure of the Company to execute its acquisition and business alliance strategy through the consummation and
successful integration of acquisitions or entry into joint ventures or other business alliances, competition from nontraditional sources in the
funeral services business, volatility of the Company’s investment portfolio, increased costs or unavailability of raw materials, labor disruptions,
the ability to retain executive officers and other key personnel, and certain tax-related matters. For a more in depth discussion of these and

other factors that could cause actual results to differ from those con

tained 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, 2006 filed with the Securities and
Exchange Commission. The Company assumes no obligation to update or revise any forward-looking statements.
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