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2006 Financial Righlights

In thousands, except per share amounts

Operations:
Net sales ...,

Balance Sheet:
Debt net of cash, equivalents
and investments .........coccooeevevevereeennn.

Cash Flow:
Net cash flow from
operating activities........c...coooveernecnenn,
Capital expenditures............c.cc..coeueeennn.

Other Data:
Income from continuing
operations to sales.........cccccecvnecnenne
Return on average capital employed

Weighted average common
shares outstanding................

Income Per Share:
Diluted continuing operations

Dividends per common share....

from continuing operations..................

2005 2004
$ 403,413 $ 370,070
$ 45,796 $ 38,368
$ (74,497) $ (35,548)
$ 267,562 $234,333
$ 74,164 $ 57,507
$ 17,845 $ 21,110
11.4% 10.4%
31.2% 27.4%
23,181 23,033
$ 197 $ 167
$ 038 $ 031

Note: The 2006 financial highlights exclude the sales and earnings of the Engineered Motor Products Division

{EMPD} which was sold during the fourth quarter of 2006, for all periods presented.
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Chairman’s Letter

I am pleased to report another year of substantial achievement— blending

superior financial results with initiatives that pave the way for our future success.

As Chief Executive Officer of Franklin Electric, 1
have two primary objectives —sustain Franklin's
heritage of superior financial performance and
enhance the Company’s long-term capability to
grow and prosper in an increasingly competitive
global marketplace. Franklin people worldwide
made solid progress on both of these objectives
in 2006, achieving record earnings while
undertaking major marketing, technical, and
manufacturing initiatives that will enhance the

Company’s growth and cost position.

Financial Highlights for 2006 include:

* Fully diluted earnings per share from
continuing operations were a record $2.43, up

$.46 or 23% compared to 2005.

* During the year Franklin invested $23 million
for capital expenditures and $159 million for

acquisitions. Even with these investments,

Water well under construction in Wells County, Indiana.

Franklin Tech provides continual education for the
water well contractor.

because of the Company’s strong operating cash
flow, year-end net debt was $28 million and

the debt-to-equity ratio was 8%. The Company
continues to have substantial capacity to

capitalize on future strategic opportunities.

* The Company’s dividend was increased from
an annual rate of $.40 per share to $.44 per

share, the 13th increase in the past 13 years.

As important as our annual

financial performance is to

the success of our Company, —
our primary mission remains

to build Franklin's long-term capability to
prosper and grow in the global pumping systems
marketplace. It is with this in mind that we are
undertaking several major strategic inttiatives

that will have a long-term positive impact on the

Company’s growth and competitive cost position.




Strategic Focus the water well and filling station installations

We define Franklin Electric as a process control worldwide. Our strategic objective is to increase
company that is focused on expanding sales in our revenue per installation by offering an

two global distribution channels — water systems expanded line of pumping system components
and petroleum equipment. These are attractive that complement Franklin submersible motors.

segments for Franklin because:

both are growing globally;

both feature a more diversified

customer base; installing

R contractors play a key role in both

channels and they place a high
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value on reliable submersible So, for example, in an installation that includes a

pumping; and in both channels Franklin motor, our revenue may be $150; if that
Franklin has a strong reputation - same installation includes a Franklin pump as
for high-quality products with well, our revenue may be $300; if a Franklin

installing contractors. drive package is included our revenue may be

$900. In both water and petroleum equipment

Our strategy for growing within these we have expanded our high-quality product
channels involves product line extensions and offerings into adjacent products that are also sold
enhancements. Our core products, Franklin through these channels and this is increasing our
submersible motors, are present in over half of revenue potential,




Water Systems Growth additional layer in the distribution of our motors

In Water Systems, several years ago we chose to that led to inefficiencies. In light of these conditions

fundamentally change our business model. Prior we concluded that the time had come for us to

to 2005 we sold Franklin motors to OEM pump diversify our customer base by selling directly to

manufacturers who in turn sold : distributors and to expand our addressable market
i

them to distributors. In late 2004 by adding clean water and water transfer
we expanded our water systems ! pumping systems to our product line.
product line to include a broad range -
of pumps and began to sell all of Pursuing this more efficient strategy has
our products directly to distributors : allowed us to build our global position

in addition to supplying pump as a supplier of groundwater pumping

manufacturers. We pursued this systems and components by offering a

more competitive product package to our

strategy to become more efficient,

and in response to changing customers. While before the change we were

competitive conditions in the water limited to selling motors, we are now selling

A. End suction centrifugal pump
launched in the 3rd quarter 2006.

B. Franklin Electric Submersible
and above-ground pumps.

all groundwater

systems market. There has been a significant pumping system

consolidation of industry players at both the components through a growing global
submersible pump manufacturer and distributor distribution network. We believe we are already
level. In addition, sales of our motors exclusively the worldwide sales leader in groundwater
through pump manufacturers meant an pumping systems, and that we continue to have
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substantial headroom for both organic and

acquisition growth.

While our core strategy is focused on
expanding within the $2 billion global business
segment for groundwater pumping systems,
we also see a major opportunity in adjacent
water pumping applications.
These are residential, light-
commercial, and agricultural
pumping systems that are

sold through the same channels
as groundwater systems. The
adjacent systems include sump
pumps, sewage pumps, effluent
pumps, condensate pumps,
utility pumps, and other
specialty pumps used in these
applications. We believe these
adjacent systems represent
another $2 billion global market

opportunity.

The business dynamic that we are building
involves éomplementing our strong position in
groundwater to grow our position in adjacent
pumping systems, and using our ability to
supply adjacent systems to reinforce and build

our sales in groundwater applications.

Lol 'y, Lo - o
Franklin water systems provide a reliable source of water for
agriculture and municipalities.

We took an important step in pursing this strategy
during the second quarter of 2006 when we
completed the acquisition of the Little Giant Pump
Company. This acquisition increased our adjacent
pumping system sales in 2006 by $75 million. In
addition to an extensive product catalog, Little
Giant also has a large and highly regarded North
American field sales network calling on plumbing,
HVAC, and industrial wholesalers. This
organization is complementary to the Franklin
field sales network which sells to professional
water systems distributors. With different
customer bases, the two sales organizations have
good cross-selling opportunities and together

give us the best residential, light-commercial, and
agricultural water systems selling and service

network in North America.

As aresult of strong organic growth and the Little
Giant pump acquisition, our water systerns sales
grew to $459 million in 2006 — an increase of $125

million or 37% versus 2005.




Going forward we have several important

new product introductions which will enhance
our water systems sales momentum. The

most important is the ongoing rollout of our
SubDrive QuickPAK constant pressure product
line. QuickPAK is a prepackaged, plug-and-
play constant-pressure system for water wells.
The QuickPAK system uses a variable speed
drive instead of a pressure tank to control

water pressure in the home. With a QuickPAK
installation, the homeowner can set the water
pressure at the desired level and it will stay at a
constant level regardless of how many showers,
appliances or sprinklers may be in use. A system
using a large pressure tank allows substantial and

annoying variations in the water pressure to occur.

We introduced QuickPPAK in 2006 and it has
rapidly achieved an annual sales run-rate in
excess of $12 million—and yet this represents only
an estimated 2 to 3% penetration of the potential

market. The upside is significant for Franklin and

Homeowners enjoy a steady supply of water with Franklin's
constant pressure system.

the product benefits represent a

state-of-the-art improvement for
homeowners as well as installing

contractors.

PUMPTEC |

As we enter 2007 we
are also introducing
our new TRI-SEAL and
VersaJet pump product
lines. These products,

when fully introduced

—_—
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during the third quarter
of 2007, will replace our
existing submersible and jet pump lines. They

will provide our customers with better efficiency,

and value-added features while requiring less

materials and labor to manufacture.

On the production side of our water systems
business we are continuing to expand our
manufacturing presence in low-cost regions.
During 2006 we expanded our manufacturing
facilities in Linares, Mexico, and Suzhou, China. We
are now producing water systems pumps as well as
submersible motors in Linares while increasing our
component manufacturing capability in Suzhou.

In addition, we started a pump manufacturing,
operation in our Wilburton, Oklahoma, facility to

produce large sub-turbine and centrifugal pumps.




We are in a strong strategic position within the
global Water Systems market. However, as | have
previously informed investors, we believe that

one or two of the large integrated pump OEM
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4-inch submersible motors in
response to the Company’s announcement that
we will principally sell directly to distributors in
2007 and beyond. We believe that these inventory
stockpiles could represent up to a two month
supply of 4-inch submersible motors in North
America and could be sold off during the first
half of 2007. This destocking, combined with

the competitive response to our pump market
share gains, may result in unusual marketplace
volatility during the first part of 2007. Overall,
despite these short-term market concerns, we are
well positioned to continue our Water Systems

growth in 2007 and beyond.

Fueling Systems Growth

During the fourth quarter of 2006 we took an
important step to enhance our product offering
with the acquisition of Healy Systems. Healy
manufactures a proprietary and patented system
for controlling evaporative gasoline emisstons
from filling stations. The Healy product line

is highly complementary to the Franklin Fuel
Management System, which is a modular
network of electronic sensors and controls

that provide station owners with high speed

pumping, automated inventory management,

product quality monitoring, and leak detection.




With the Healy acquisition, the Fueling Systems
business has become an increasingly significant
part of our Company. Fueling Systems sales in

2006 were $98.8 million, up 43% versus prior year.

We entered the fueling equipment business in
the 1960s when Franklin engineers developed

the first explosion-proof submersible electric

AMlbiealylvaporirecoverylequipments
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Our strategy for Fueling Systems growth has been
to add components to our product line which
complement the ubiquitous Franklin submersible
motor. As a result, our product line now includes
most of the underground components of a filling
station —except the large fuel storage tanks —as

well as the electronic systems that control and

monttor the fuel deltvery process.

There are a number of growth drivers for the
Franklin Fuel Management System including
legislative mandate. For example, California has
enacted vapor control regulations which mandate

that the 10,000 stations in the state install vapor

motor for use in gasoline. To this day the

Franklin motor is the only submersible motor
listed by Underwriters Laboratories for use in
explosion-proof applications. As a result, Franklin
submersible motors currently power the pumping
system in almost every gas station in North

America and a high percentage in the world.

8

control and monitoring systems by mid 2009. As

of now, the Franklin/Healy vapor control system




is the only one approved by the California Air
Resources Board {CARB). Since each system sells
for $17,000 to $25,000, this represents a major
market opportunity for the Company. We
believe that other states and municipalities

worldwide may pass statutory vapor control

regulations as well.

In addition, the advent of alternative fuels

and the growing demand for automobiles

in developing countries are also stimulating
investment in filling station infrastructure. We
foresee continued organic and acquisition growth

for Franklin Fueling Systems in 2007 and beyond.

Franklin's variable speed fueling system maintains a constant flow
of pressure regardless of demand at the pump.

Sale of the Engineered Motor Products
Division (EMPD)

In December 2006 we sold the Company’s
Engineered Motor Products Division to Capital
Works, a Cleveland-based private equity firm.
EMPD manufactures custom motors for OEM
customers in a wide variety of applications
including ice cream makers, bowling pin

setters, dental chairs, boat lifts, food processing
equipment, and many others. EMPD represented
less than 10% of our sales and generated earnings
of about $.01 per share in 2006. We were paid
approximately $16 million for the EMPD assets
which included the Division’s manufacturing
facility and the Franklin Electric Headquarters
building on the same site. Franklin has a lease to
continue occupying the building and we have
started to explore options for a new Headquarters

and Tech Center location.

Summary Comments
During 2006 the people of Franklin Electric

continued to make important progress on the




strategic transformation of the Company. We
again achieved record financial performance, but
of greater importance, we responded to changing
market conditions with proactive initiatives to

expand our customer base and product lines.

We foresee opportunities to continue growing

in both the Global Water and Fueling markets.
We will capitalize on these opportunities by
maintaining our intense focus on the Key
Factors for Success (Quality, Availability, Service,

Innovation, and Value) which have been the basis

of our progress over many years.

<SS9l

R. Scott Trumbull
Chairman and Chief Executive Officer
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A. Franklin acquired Healy Systems, a worldwide provider of
Stage 1l Vapor Recovery Systems and Components used
primarily at gasoline stations to reduce gasoline vapor emissions
during vehicle refueling.

B. The acquisition of the Little Giant Pump Company in 2006.

C. In 2006 Franklin opened a 50,000-square-foot expansion for
pump manufacturing in Linares, Mexico.

D. April 2007 will mark the grand opening of Franklin Electric's
state-of-the-art training facility in Wilburton, Oklahoma.




Management’s Discussion and Analysis of
Financial Condition and Results of Operations

2006 // 2005

Overview

Sales and earnings from continuing operations for 2006
were up from 2005. The increase in sales was primarily
related to sales from acquisitions. Sales growth benefited
from selling price realization gains and organic growth
in Water Systems motor and pump unit shipments as
well as organic growth in Fueling Systems product
shipments, primarily flexible pipe. Earnings improved
in 2006 primarily due to the increased sales as well

as reduced manufacturing costs from the Company’s
growing production base in Mexico, The Czech Re-
public, and China. These improvements were partiaily
offset by higher commodity costs and increased fixed
costs incurred in connection with selling, general and
administrative spending resulting from the Company’s
strategy of selling to a more diversified customer basc
by marketing its Water Systems products directly to
distributors. Included in the results for 2006 are stock-
based compensation expenses recorded under the new
accounting guidelines of Statement of Financial Ac-
counting Standards (SFAS) No. 123(R). The accounting

pronouncement was adopted as of January 1, 2006.

During the fourth quarter of 2006, the Company divest-
ed its Engineered Motor Products Division (EMPD). For
financial statement purposes, EMPD has been classified
as a discontinued operation for all periods presented. As
a discontinued operation, EMPD’s sales and operational
impact are excluded from the Company’s continuing

operations results and reported in the income statement
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section as “discontinued operations.” EMPD's sales for

2006 through the date of divestiture and for full years

2005 and 2004 represented less than 10 percent of the
Companv’s total sales. EMPD’s net earnings for 2006
through the date of divestiture and for full year 2005
were about $0.01 per share in both vears, EMPD had a
net loss for full year 2004 of about $0.02 per share. Un-
less otherwise indicated, the following discussion relates

to continuing operations only.

Results of Operations

Net sales from continuing operations for fiscal vear

2006 were a record $557.9 million, an increase of $154.5
million or 38 percent compared to 2005 sales of $403.4
million. Incremental sales related to acquisitions for
fiscal year 2006 were about $86 million or 21 percent

of prior year sales. The majority of the sales growth
from acquisitions resulted from the Little Giant Pump
Company. Sales growth benefited from price realization
gains and organic growth in Water Systems motor and
pumps. Sales increased by gains in price realization of
approximately $20.6 million or 5 percent in 2006 result-
ing from increases in product selling prices, changes in
customer sales discount programs and greater direct
sales to distribution customers. Water Systems product
sales worldwide were up about 37 percent for fiscal vear
2006 compared to 2005, Sales revenue increased in all of
Water Systems’ major product categories during the year
(including submersible motors, pumps, and drives and
controls). Fueling Systems worldwide sales increased

approximately 43 percent in 2006 from fiscal year 2005.




Cost of sales from continuing operations as a percent

of net sales for 2006 and 2005 was 65.7 percent and 64.6
percent, respectively. Cost of sales as a percent of net
sales increased in 2006 from 2005 primarily as a result of
product mix changes as Fueling Systems’ products and
complete Water Systems pumps (including Little Giant
product lines) represented a higher percentage of overall
sales and these product lines carry a higher cost of sales

than submersible motor products.

Selling and administrative (“SG&A"”) expense as a
percent of net sales for 2006 and 2005 was 18.4 percent
and 17.6 percent, respectively. Incremental increases in
SG&A expense were about $31.7 million in 2006 over
2005 primarily due to acquisitions of $15.5 million,
stock-based compensation expense of $2.7 million and
increased fixed costs incurred in connection with selling,
gencral and administrative spending resulting from

the Company’s strategy of sclling to a more diversified
customer base by marketing its Water Systems products

directly to distributors.

Interest expense for 2006 and 2005 was $3.4 million and
$0.8 million, respectively. Interest expense increased in
2006 due to the debt incurred for the acquisitions of the

Little Giant Pump Company and Healy Systems.

Included in other income for 2006 and 2005 was inter-
est mcome of $1.9 million and $1.4 million, respectively,
primarily derived from the investment of cash balances
in short-term U.S. treasury and agency securities. Also
included in other income for 2006 and 2005 was income
from equity investments of $0.7 million and $0.1 million,

respectively.

Foreign currency-based transactions produced a loss
for 2006 of about $0.1 million primarily due to euro
rate changes relative to other currencies in Europe and
the U.S. dollar. Foreign currency-based transactions
produced a gain for 2005 of $0.2 million primarily due
to fluctuations between the U.S. dollar and the Chinese

Yuan and Mexican Peso.

The provision for income taxes for continuing operations
in 2006 and 2005 was $30.7 million and $25.0 million,
respectively. The effective tax rates were 35.1 and 35.3
percent for 2006 and 2005, respectively. The effective tax
rate differs from the United States statutory rate of 35
percent, generally due to foreign income exclusion and
R&D credits and due to the effects of state and foreign

income taxes, net of federal tax benefits.

Income from continuing operations for 2006 was $56.8
million, or $2.43 per diluted share, compared to 2005
income from continuing operations of $45.8 million or

$1.97 per diluted share.

Capital Resources and Liguidity

Cash flows from operations provide the principal source
of current liquidity. Net cash flows provided by operat-
ing activities were $55.4 million and $74.2 million in 2006
and 2005, respectively. The primary source of cash from
operations was earnings. Significant uses of operating
cash flow in 2006 and 2005 were increases in inventory,
$11.0 million and $10.6 million, respectively. Inventories
increased significantly in 2006 and 2005 as the Company
increased finished goods availability for pump products
and distribution customers as a part of its new distribu-
tion channel strategy. Accounts receivable and accounts

payable and other accrued expenses were significant

13




sources of operating cash flow in 2005. Accounts receiv-
able increases were primarily attributable to the timing
of payments received from customers and increased
sales during 2005. Accounts payable increases were
primarily attributable to the timing of payments made to

vendors and increased inventories during 2005.

Net cash flows used in investing activitics were $131.6
million and $63.5 million in 2006 and 2005, respectively.
In 2006, the Company paid an aggregate of $159.2 mil-
lion for acquisitions in 2006, net of cash acquired. The
acquisitions consisted of Little Giant Pump Company
for $123.9 million and Healy Systems for $35.3 million.
In 2005, the Company paid $36.0 million for short-term
investment securities, net of short-term investment
securities sold. The Company paid an aggregate of $8.5
million for acquisitions in 2005, net of cash acquired. The
acquisitions consisted of $5.6 million for Phil-Tite and

$2.9 million for an equity investment in Pioneer.

Cash flows from financing activities in 2006 were 554.8
million primarily from long-term debt. Net cash flows
used in financing activities were $9.0 million in 2005.
The Company paid $9.8 million and $8.5 million in
dividends on the Company’s common stock in 2006 and
2005, respectively. In 2005, another principal use of cash
was purchases of Company common stock under the
Company’s repurchase program. During 2005, the Com-
pany repurchased 366,308 shares of its common stock for

$13.8 million.

Cash and cash equivalents at the end of 2006 were $34.0
million compared to $52.1 million at the end of 2005.
Working capital decreased $15.2 million in 2006 and the

current ratio of the Company was 2.3 for 2006 compared

14

to a current ratio of 3.2 at the end of 2005. The Compa-
ny’s working capital and current ratio decreased in 2006
as the Company invested its excess cash in acquisitions

during the year.

Principal payments of $1.0 million per year on the
Company’s $20.0 million of unsecured long-term debt
began in 1998 and will continue until 2008 when a bal-
loon payment of $10.0 million will fully retire the debt.
In September 2004, the Company entered into an unse-
cured, 60-month $80.0 million, amended and restated to
$120.0 million during December 2006, revolving credit
agreement {the “Agreement”). The Agreement includes
a facility fec of one-tenth of one percent on the commit-
ted amount. The Company had outstanding borrowings
under the Agreement of $50 million at December 30,
2006. The Company had no outstanding borrowings un-
der the Agreement at December 31, 2005. The Company
is subject to certain financial covenants with respect to
borrowings, interest coverage, working capital, loans

or advances, and investments, The Company was in
compliance with all debt covenants at all times in 2006

and 2005,

At December 30, 2006, the Company had $5.9 million of
commitments primarily for the purchase of machinery
and equipment, and building expansions. Management
believes that internally generated funds and exist-

ing credit arrangements provide sufficient liquidity to
meet these current commitments and existing debt, and

finance business growth.




2005 // 2004

Overview

Sales and earnings for 2005 were up from 2004. The in-
crease in sales was primarily related to sales from acqui-
sitions. Sales growth was benefited by price realization
gains and organic growth in Water Systems pump unit
shipments. Earnings improved in 2005 primarily due

to the increased sales as well as reduced manufacturing
costs from the Company’s growing production base in
Mexico, The Czech Republic, and China. These improve-
ments wete partially offset by higher commodity costs
and increased fixed costs incurred in connection with the
Company’s channel strategy change for Water Systems
product distribution. Included in the results for 2005

are restructuring expenses of $1.9 million pre-tax, down

from $5.5 million pre-tax in 2004.

Results of Operations

Net sales from continuing operations for fiscal year
2005 were $403.4 million, an increase of $33.3 million
or 9 percent compared to 2004 sales of $370.1 million.
Incremental sales related to acquisitions for fiscal year
2005 were about $17.5 million or 4 percent of sales. The
majority of the sales growth from acquisitions resulted
from the JBD, Inc. (the former Jacuzzi Brand) pump
company. Sales growth was benefited by price realiza-
tion gains and organic growth in Water Systems pump
unit shipments. Water Systems product sales worldwide
were up about 10 percent for fiscal year 2005 compared
to 2004. Sales revenue increases in all of our Water
Systems product categories during the year (including
submersible motors, pumps, and drives and controls)

were partially offset by slightly lower unit volumes of

motors and controls due to customers buying ahead of
announced price increases in 2004. The sales increase

in 2005 for water related products by customers prin-
cipally in the North American market accounted for
about $33.6 million or 15 percent. The sales increase by
European customers was about $1.8 million for 2005 or 2
percent (when comparing both years at the current year
exchange rate). Sales increased by gains in price realiza-
tion of approximately $25 million in 2005 resulting from
increases in product selling prices, changes in customer
sales discount programs and greater direct sales to dis-
tribution customers. Incremental sales for 2005 related to
the acquisition of the assets of |BD, Inc. were about $16.1
million. Fueling Systems product sales worldwide were
up about 2 percent compared to the prior vear, mostly
related to an acquisition in the third quarter. Sales
related to the acquisition of Phil-Tite Enterprises (Phil-
Tite), a manufacturer of fuel containment systems, were

about $1.4 million in 2005.

Cost of sales from continuing operations as a percent of
net sales for 2005 and 2004 was 64.6 percent and 65.9
percent, respectively. Cost of sales as a percent of net
sales decreased in 2005 from 2004 primarily as a result
of increased sales volume, leveraging fixed costs, and
improving profit margin. The improvement in gross
profit from sales volume was offset by increased costs
for certain commodities used in the manufacture of the
electric motors, primarily steel and copper, of $5.2 mil-
lion for 2005. Manufacturing costs in 2005 were reduced
as approximately 23 percent of global Water Systems
manufacturing man-hours were in relatively low-cost

countries (Mexico, The Czech Republic, and China)
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versus about 13 percent in 2004, Gross profit was further

improved by increases in selling prices.

Selling and administrative ("SG&A”") expensc as a
percent of net sales for 2005 and 2004 was 17.6 percent
and 16.3 percent, respectively. SG&A costs increased
about $10.4 million in 2005 over 2004 partially due to
increased selling and marketing expenses of about $3.4
million related to the change in the Company’s strategy
of selling to a more diversified customer base by market-
ing its Water Systems products direct to distributors. The
Company expanded its sales force and increased other
selling expenses related to a broader customer base with
the addition of the specialty Water Systems distributors
as customers. Incremental SG&A expenses related to

acquisitions were about $2.7 million for 2005.

Restructuring expenses of $1.9 million and $5.5 million
were incurred during 2005 and 2004, respectively. The
expenses (included in “Restructure Expensc” on the
income statement) related to the Global Manufactur-
ing Realignment Program. The costs were primarily

for severance and other employce related expenses, as
well as, equipment transfers and travel. The Company
completed phase one of the ongoing program in 2005
and incurred pre-tax restructuring expense of about $7.5

million over the two-year period.

Interest expense for 2005 and 2004 was $0.8 million and
$0.5 million, respectively. Interest expense increased in

2005 due to increased interest rates.

Included in other income for 2005 and 2004 was inter-
est income of $1.4 million and $0.5 million, respectively,
primarily derived from the investment of cash balances

in short-term U.S. treasury and agency sccurities. Also
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included in other income for 2005 was income from

equity investments of $0.1 million.

Foreign currency-based transactions produced a gain

for 2005 of $0.2 million primarily due to fluctuations

between the U.S. dollar and the Chinese Yuan and Mexi-
can Peso. The foreign currency-based transaction loss,
50.5 million, in 2004 was due primarily to the euro rate

changes relative to other currencies in Europe.

The provision for income taxes from continuing opera-
tions in 2005 and 2004 was $25.0 million and $21.1 mil-
lion, respectively. The effective tax rates were 353 and
35.5 percent for 2005 and 2004, respectively. The effective
tax rate differs from the United States statutory rate of 35
percent, generally due to foreign income exclusion and
R&D credits and due to the effects of state and foreign

income taxes, net of federal tax benefits.

[ncome from continuing operations for 2005 was $45.8
million, or $1.97 per diluted share, compared to 2004 in-
come from continuing operations of $38.4 million, or $1.67
per diluted share. Per share data for 2004 reflects the
Company’s two-for-one stock split effected in the form

of a 100 percent stock distribution made on June 15, 2004,

Capital Resources and Liguidity

Cash flows from operations provide the principal
source of current liquidity. Net cash flows provided by
operating activities were $74.2 million and $57.5 mil-
lion in 2005 and 2004, respectively. The primary source
of cash from operations was earnings. Significant uses
of operating cash flow in 2005 and 2004 were related to
increases in inventory, $10.6 million and $1.2 million,
respectively. Inventories increased significantly in 2005

as the Company increased finished goods availability for




distribution customers as a part of its new distribution
channel strategy. Accounts receivable and accounts pay-
able and other accrued expenses were significant sources
of operating cash flow in 2005. Accounts receivable
increases were primarily attributable to the timing of
payments received from customers and increased sales
during 2005. Accounts pavable increases were primarily
attributable to the timing of payments made to vendors
and increased inventories during 2005. In 2004, a pay-
ment of $4.0 million was made to qualified employee

benefit plans.

Net cash flows used in investing activities were $63.5
million and $30.4 million in 2005 and 2004, respectively.
The Company paid $36.0 million for short-term invest-
ment securities, net of short-term investment securities
sald in 2005. The Company paid an aggregate of $8.5
million for acquisitions in 2005, net of cash acquired.

The acquisitions consisted of $5.6 million for Phil-Tite
and 52.9 million for an equity investment in Pioneer. The
primary use of cash for investing activities in 2004 was
additions to property, plant and equipment. Another use
of cash in 2004 was for the acquisition of certain assets of

JBD, Inc. for $9.3 million.

Net cash flows used in financing activities were $9.0
million and $7.1 million in 2005 and 2004, respectively.
The Company paid $8.5 million and $6.8 million in
dividends on the Company’s common stock in 2005
and 2004, respectively. Another principal use of cash
was purchases of Company common stock under the
Cempany's repurchase program. During 2005 and 2004,
the Company repurchased 366,308 shares of its com-
mon stock for $13.8 million and 102,800 for $3.1 million,

respectively.

Cash and cash equivalents at the end of 2005 were $52.1
million compared to $50.6 million at the end of 2004.
Working capital increased $27.3 million in 2005 and the
current ratio of the Company was 3.2 for 2005 compared

to a current ratio of 3.1 at the end of 2004.

Principal payments of $1.0 million per vear on the
Company’s $20.0 million of unsecured long-term debt
began in 1998 and will continue until 2008 when a
balloon payment of $10.0 million will fully retire the
debt. In September 2004, the Company entered into

an unsecured, 60-month $80.0 million revolving credit
agreement (the “Agreement”). The Agreement includes
a facility fee of one-tenth of one percent on the commit-
ted amount. The Company had no outstanding borrow-
ings under the Agreement at December 31, 2005. The
Company is subject to certain financial covenants with
respect to borrowings, interest coverage, working capi-
tal, loans or advances, and investments. The Company
was in compliance with all debt covenants at all times in

2005 and 2004.

At December 31, 2005, the Company had $3.6 million of
commitments primarily for the purchase of machinery
and equipment, and building expansions. Management
believes that internally generated funds and exist-

ing credit arrangements provide sufficient liquidity to
meet these current commitments and existing debt, and

finance business growth.

2006
Aggregate Contractual Obligatiens
Most of the Company’s contractual obligations to third

parties are debt obligations. In addition, the Company
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has certain contractual obligations for future lease pay-
ments, as well as purchase obligations. The payment

schedule for these contractual obligations is as follows:

(In millions)

Less More

Than 1 2-3 4-5 Than 5

Total Year Years Years Years

Debt $61.3 $11.0 §50.3 $— §—
Debl interest 87 33 2.4 — —
Capital leases 1.1 0.3 0.8 — —
Operating leases 224 53 71 31 6.9

Contingency from

Healy acquisition 0.4 0.4 — — —
Purchase obligations 5.9 5.9 — — —

%0968 3262  560.6 $3.1 $6.9

Debt interest includes interest on the balance outstand-
ing under the Company’s fixed-to-variable interest rate
swap. Per the swap contract, the Company receives
interest at a fixed rate of 6.3 percent and pays interest

at a variable rate based on the three month London
Interbank Offered Rates (LIBOR) rate plus a spread. The
average variable rate paid in 2006 was 7.9 percent. Debt
interest also includes interest under the Company’s cur-
rent credit agreement. The average interest rate for 2006
was 5.5 percent based on the LIBOR plus an interest
spread. The remaining interest is calculated based on the
fixed rate of 6.3 percent for the Company’s long-term

insurance company debt.

The Healy Systems stock purchase agreement provided
for additional contingent pavments of 5 percent of
certain Healy Systems product sales over the next five
years, of which only one year could be estimated, there-

fore recognized and presented above.

The Company also has pension and other post-retire-
ment benefit obligations not included in the table above

which will result in future payments.

Accounting Pronocuncements

In July 2006, the Financial Accounting Standards Board
(FASB) issucd FASB Interpretation No. 48 “ Accounting
For Uncertain Tax Positions” (“FIN 48”). FIN 48 clarifies
the accounting for uncertainty in income taxes recog-
nized in an enterprise’s financial statements in accor-
dance with Statements of Financial Accounting Stan-
dards (SFAS) No. 109 “ Accounting for Income Taxes.”

It prescribes a recognition threshold and measurement
attribute for the financial statement recognition and
measurement of a tax position taken or expected to be
taken in a tax return, FIN 48 also provides guidance

on derecognition, classification, interest and penalties,
accounting in interim periods, disclosure, and transi-
tion. FIN 48 is effective for fiscal years beginning after
December 15, 2006, The Company reviewed the impact
of FIN 48 on its financial statements and does not believe
the adoption of this standard will have a significant
impact on the Company’s results of operations, financtal

position, or statement of cash flows.

In September 2006, the FASB issued SFAS No. 157 “Fair
Value Measurements.” SFAS No. 157 gives guidance for
measuring assets and liabilities using fair value. Fair
value is a market-based measurement, not an entity-
specific measurement, and sets out a fair value hierarchy
with the highest priority being quoted prices in active
markets. The fair value measurements are disclosed by
level within that hierarchy. While the Statement does not
add any new fair value measurements, it does change
current practice. This statement is effective for financial
statements issued for fiscal years beginning after No-

vember 15, 2007, although earlier application is encour-

aged. The Company is currently evaluating the impact




of adopting SFAS No. 157 on its financial statements, but
does not believe the adoption of this standard will have
a significant impact on the Company’s results of opera-

tions, financial position, or statement of cash flows.

In September 2006, the SEC issued Staff Accounting
Bulletin (SAB) No. 108, “Financial Statements — Con-
sidering the Effects of Prior Year Misstatements When
Quantifying Misstatements in Current Year Financial
Statements.” SAB No. 108 addresses how a registrant
should quantify the effect of an error on the financial
statements. The SEC concludes that a dual approach
should be used to compute the amount of a misstate-
ment. Specifically, the amount should be computed
using both a “rollover” {current year income statement
perspective) and “iron curtain” (year-end balance sheet
perspective) methods. SAB 108 is effective for fiscal
years ending after November 15, 2006. The adoption of
SAB 108 did not have a material impact on the Compa-
ny's results of operations, financial position, or state-

ment of cash flows.

In September 2006, the FASB issued SFAS No. 158,
“Employers’ Accounting for Defined Benefit Pension
and Other Postretirement Plans,” which required rec-
ognition of the funded status of defined benefit pension
and other postretirement plans, with a corresponding
after-tax adjustment to accumulated other comprehen-
sive loss. In 2006, the Company adopted SFAS No. 158.
The adoption of SFAS No. 158, together with the annual
remeasurement of our pension plans, resulted in a net of
tax, $1.3 million, decrease in Shareholders’ equity. This
decrease does not affect cash flows or the funded status

of our benefit plans.

In February 2007, the FASB issued SFAS No. 159, “The
Fair Value Option for Financial Assets and Financial
Liabilities.” SFAS No. 159 permits entitics to choose to
measure many financial instruments and certain other
items at fair value that are not currently required to be
measured at fair value. SFAS No. 159 is effective for
fiscal years beginning after November 15, 2007, with
early adoption permitted provided the entity also elects
to apply the provisions of SFAS No. 157, The Company
is currently evaluating the impact of adopting SFAS No.
159 on its financial statements.

Critical Accounting Policies and
Estimates

Management’s discussion and analysis of its financial
condition and results of operations are based upon the
Company’s consolidated financial statements, which
have been prepared in accordance with accounting
principles generally accepted in the United States of
America. The preparation of these financial statements
requires management to make estimates and judgments
that affect the reported amounts of assets, labilities,
revenues and expenses, and the related disclosure of
contingent assets and liabilities. On an ongoing basis,
management evaluates its estimates, including those
related to revenue recognition, allowance for doubtful
accounts, accounts receivable, inventories, recover-
ability of long-lived assets, intangible assets, income
taxes, warranty obligations, stock-based compensation,
pension and other employee benefit plan obligations,
and contingencies. Management bases its estimates on
historical experience and on other assumptions that are

believed to be reasonable under the circumstances, the

results of which form the basis for making judgments
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about the carrying value of assets and liabilities that are
not readily apparent from other sources. Actual results
may differ from these estimates under different assump-

tions or conditions.

The Company’s critical accounting policies are identified
below:

Revenue Recognition:

Products are shipped utilizing common carriers direct
to customers or, for consignment products, to customer-
specified warehouse locations. Sales are recognized
when the Company’s products are shipped direct or, in
the case of consignment products, transferred from the
customer-specified warehouse location to the customer,
at which time transfer of ownership and risk of loss pass
to the customer. The Company records net sales rev-
enues after discounts at the time of sale based on specific
discount programs in effect, historical data and
experience.

Warranty Obligations:

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

Stocl-Based Compensation:

Prior to January 1, 2006, the Company accounted for
stock-based employee compensation plans under the
measurement and recognition provisions of Accounting

Principles Board (APB} Opinion No. 25, “ Accounting for
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Stock Issued to Emplovees,” and related Interpretations,
as permitted by SFAS No. 123, “ Accounting for Stock-
Based Compensation.” Effective January 1, 2006, the
Company adopted the fair value recognition provisions
of SFAS No. 123(R), using the modified prospective tran-
sition method. Under that transition method, compen-
sation expense recognized includes: {a) compensation
expense for all stock-based payments granted prior to,
but not yet vested as of, January 1, 2006, based on the
grant date fair value estimated in accordance with the
original provisions of SFAS No. 123; and (b) compen-
sation expense for all stock-based payments granted

on or after January 1, 2006, based on the grant date fair
value estimated in accordance with the provisions of

SFAS No. 123(R).

The fair value of each option award, both before and
after the adoption of SFAS No. 123(R), is estimated on
the date of grant using the Black-Scholes option valua-
tion model with a single approach and amortized using
a straight-line attribution method over the option’s
vesting period. Options granted to retirement-eligible
employees were immediately expensed. In 2005, this
amount was disclosed in the pro-forma exhibit while

in 2006 it was recognized as an expense. The Company
uses historical data to estimate the expected volatility of
its stock; the weighted average expected life, the period
of time options granted are expected to be cutstanding;
and its dividend vield. The risk-free rates for periods
within the contractual life of the option are based on
the U.S. Treasury vield curve in effect at the time of the

grant.

The assumptions used for the Black-Scholes model to




determine the fair value of options granted during 2006

is as follows:

Risk-free interest rate 4.54%
Dividend yield J0-74%
Weighted-average dividend yield 107%
Volatility factor 3553-.3768
Weighted-average volatility .359
Expected term 4-5 years
Forfeiture rate 5.44%

In accordance with SFAS No. 123, for periods prior to
January 1, 2006, the Company disclosed pro forma net
income or loss and pro forma net income or loss per
share as if the fair value-based method in measuring
compensation expense for its stock-based incentive pro-
grams had been applied. For purposes of this pro forma
disclosure, the value of the options is estimated using a
Black-Scholes option-pricing formula and amortized to
expense over the options’ vesting periods.

Accountis Receivable and Allowance for
Uncollectible Accounts:

Accounts receivable is comprised of balances due from
customers net of estimated allowances for uncollectible
accounts. In determining allowances, historical trends
are evaluated and economic conditions and specific
customer issues are reviewed to arrive at appropriate
allowances. Allowance levels change as customer-spe-
cific circumstances and the other analysis areas noted
above change. Differences may result in the amount
for allowances if actual experience differs significantly
from management estimates; such differences have not
historically been material.

Inventory Yaluation:

The Company uses certain estimates and judgments to
value inventory. Inventory is recorded at the lower of
cost or market. The Company reviews its inventories for

excess or obsolete products or components. Based on an

analysis of historical usage and management's evalua-
tion of estimated future demand, market conditions and
alternative uses for possible excess or obsolete parts,
reserves are recorded or changed. Significant fluctua-
tions in demand or changes in market conditions could
impact management’s estimates of necessary reserves.
Excess and obsolete inventory is periodically disposed
through sale to third parties, scrapping or other means,
and the reserves are appropriately reduced. Differences
may result in the amount for reserves if actual experi-
ence differs significantly from management estimates;
such differences have not historically been material.
Business Combinations:

The Company follows the guidance under SFAS No. 141,
“Business Combinations.” The acquisition purchase
price is allocated to the assets acquired and liabilities
assumed based upon their respective fair values and
subject to change during the twelve-month period sub-
sequent to the acquisition date. The Company utilizes
management estimates and independent third-party
valuation firms to assist in determining the fair values of
assets acquired and liabilities assumed. Such estimates
and valuations require the Company to make significant
assumptions, including projections of future events and
operating performance.

Goodwill and Other Intangible Assets:
Goodwill is not amortized; however it is tested for im-
pairment annually or more frequently whenever events
or changes in circumstances indicate that the asset may
be impaired. The Company performs impairment testing
for its reporting units using future cash flows based on
management’s judgments and assumptions. An asset’s

value is impaired if the estimate of the aggregate future
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cash flows, undiscounted and without interest charges,
to be generated are less than the carrying amount of the
reporting unit including goodwill. Such cash flows con-
sider factors such as expected future operating income
and historical trends, as well as the effects of demand
and competition. To the extent impairment has occurred,
the loss will be measured as the excess of the carrying
amount of the reporting unit including goodwill over
the fair value. Such estimates require the use of judg-
ment and numerous subjective assumptions, which, if
actual experience varies, could result in material differ-
ences in the requirements for impairment charges.
Income Taxes:

Under the requirements of SFAS No. 109, “ Accounting
for Income Taxes,” the Company records deferred tax
assets and liabilities for the future tax consequences at-
tributable to differences between financial statement car-
rying amounts of existing assets and liabilities and their
respective tax bases. Deferred tax assets and liabilities
are measured using enacted tax rates expected to apply
to taxable income in the years in which those tempo-
rary differences are expected to be recovered or settled.
Management judgment is required in determining the
Company’s provision for income taxes, deferred tax
assets and liabilities, which, if actual experience varies,
could result in material adjustments to deferred tax as-
sets and liabilities, Valuation allowances are established
when necessary to reduce deferred tax assets to the
amounts expected to be realized.

Pension and Employee Benefit Obligations:
With the assistance of the Company’s actuaries, the
discount rate used to determine pension and post-re-

tirement plan liabilities is selected using a yield-curve
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approach. The yield-curve approach discounts each
expected cash flow of the liability stream at an interest
rate based on high quality corporate bonds. The present
value of the discounted cash flows is summed and an
equivalent weighted-average discount rate is calculated.
A change in the discount rate selected by the Company
of 25 basis points would result in a change of about $0.1
million of employee benefit expense. The Company
consults with actuaries, asset allocation consultants and
investment advisors to determine the expected long-
term rate of return on plan assets based on historical and
projected rates of return on the types of assets in which
the plans have invested. A change in the long-term rate
of return selected by the Company of 25 basis points
would result in a change of about $0.4 million of em-
ployee benefit expense.

Contingencies:

The Company is subject to the possibility of various loss
contingencies arising in the ordinary course of business
resulting from litigation, claims and other commitments,
and from a variety of environmental and pollution con-
trol laws and regulations. The Company considers the
likelihood of loss or the incurrence of a liability, as well
as the ability to reasonably estimate the amount of loss,
in determining loss contingencies. The Company accrues
an estimated loss contingency when it is probable that

a liability has been incurred and the amount of loss can
be reasonably estimated. The amount of the reserves is
determined, if any, with the assistance of outside legal
counsel or other governmental regulatory agencies.

The Company regularly evaluates current information
available to determine whether the accruals should be

adjusted.




Factors That May Affect Future
Resulls

Any farward-looking statements contained herein in-
voive risks and uncertainties, including, but not limited
to, general economic and currency conditions, vari-

ous conditions specific to the Company’s business and
industry, market demand, competitive factors, changes
in distribution channels, supply constraints, technology
factors, litigation, government and regulatory actions,
the Company’s accounting policies, future trends, and
other risks. These risks and uncertainties may cause
actual results to differ materially from those indicated
by the forward-looking statements. Any forward-
looking statements included in this annual report are
based upon information presently available. The
Company does not assume any obligation to update
any forward-looking information.

Quantitative and Qualitative
Disclosures About Market Risk

The Company is subject to market risk associated with-
changes in foreign currency exchange rates and interest
rates. Foreign currency exchange rate risk is mitigated
through several means: maintenance of local production
facilities in the markets served, invoicing of customers in
the same currency as the source of the products, prompt
settlement of inter-company balances utilizing a global
netting system and limited use of foreign currency de-

nominated debt.

The results of operations are exposed to changes in inter-
est rates primarily with respect to borrowings under the

Company’s revolving credit agreement (credit facility),

where interest rates are tied to the prime rate or LIBOR.

The average interest rate associated with borrowings
against the credit facility paid by the Company in 2006
was 5.5 percent. As of December 30, 2006, the Company
had $50.0 million outstanding under the credit facility.
The Company does not, as a matter of policy, enter into
derivative contracts for speculative purposes. The inter-
est rate swap agreement entered into by the Company
on September 24, 2003, had a notional amount of $10.0
million under which the Company receives a fixed rate
of interest of 6.3 percent and pays interest at a variable
rate based on a three month LIBOR rate plus a spread.
The average rate associated with the swap agreement
paid by the Company in 2006 was 7.9 percent. The
fixed-to-variable interest rate swap is accounted for as

a fair value hedge, per SFAS No. 133, “ Accounting for
Derivative Instruments and Hedging Activities,” with
effectiveness assessed based on changes in the fair value
of the underlying debt using incremental borrowing
rates currently available on loans with similar terms
and maturities. The effective gain or loss on the interest
rate swap and that of the underlying debt are equal and
offsetting resulting in no net effect to earnings. Based
on the Company’s variable rate debt at December 30,
2006, a hypothetical 1.0 percent increase in interest rates
would result in an annual increase in interest expense of

approximately $0.6 million,

Selected Financial Data

The following selected financial data should be read in
conjunction with our consolidated financial statements.
The information set forth below is not necessarily indica-

tive of future operations.




Ten Year Financial Summary (a)

Franklin Electric Co., Inc. and Consolidated Subsidiaries

{(k ironnraridly, @l e s AEeREREs S0 o 2006 (b) 2005 (c) 2004 (d)
Operations:
N SIS sttt ettt ettt et et e et e b et et re et eeeeeee $557,948 $403,413 $370,070
GIOSS PTOFIL ..ot oiceitie ettt bbbttt eesens 191,557 142,821 126,191
INterest eXPense. ... 3,373 766 488
[NCOME LAXES ..ot sine e e ec s bnte e 30,671 24,953 21,126
Income from continuing operations (a) ... 56,762 45,796 38,368
Depreciation and amortization ... 17,989 14,971 15,143
Capital expenditures. ...ttt 23,190 17,845 21,110
Balance sheet:
Working capital (h) ..o $123,833 $138,998 $111,697
Property, plant and equipment, Net.......omm 115,976 95,732 95,924
TORAL ASSOES -t e e e e e s e s 526,925 379,762 333,473
Long-termt debl.... ..o 51,043 12,324 13,752
Shareowners’ eqUItY ... 345,831 267,562 234,333
Other data:
[ncome, from continuing operations, to sales.........ccocovvvvvniiiiininns 10.2% 11.4% 10.4%
Income, from continuing operations, to average total assets ........... 12.5% 12.8% 12.5%
CUITENE TAHO (1).vereremiemeeeiceiieererr ettt 23 3.2 3.1
Number of common shares outstanding .............ccooveeoiinnicinnae 23,009 22,485 22,041

Per share:
Market price range

High oot s $ 6295 $ 4529 $ 4348

LOW s 38.70 34.54 29.01
Income, from continuing operations,

per weighted-average common share................ 249 2.06 1.75
Income, from continuing operations, per weighted-average

common share, assuming dilution ... 243 1.97 1.67
BOOK Value () ...coceeiicccee s 14.84 11.54 10.17
Dividends per common share..........ovviececnn i 0.43 0.38 0.31

(a) The 2006-2002 financial presentation excludes the sales and earnings of the Engineered Motor Products Division
{EMPD) which was sold during the fourth quarter of 2006.

{b) Includes the results of operations of the Company’s wholly-owned subsidiary, Littic Giant Pump Company and Healy
Systems, Inc., since their acquisition in the second and third quarter of 2006, respectively.

(¢) Includes the results of operations of the Company’s whelly-owned subsidiary, Phil-Tite Enterprises, and the effect of
an equity investment in Pioneer Pump, Inc., both acquired in the third quarter of 2005,

{(d}Includes the results of operations of the Company’s wholly-owned subsidiary, Franklin Pump Systems, since the
acquisition of certain assets of JBD, Inc. in the third quarter of 2004.




2003 2002 (e) 2001 2000 () 1999 1998 1997 (g)
$325,529 $319,025 $322,908 $325,731 $293,236 $272,533 $303,298
106,670 99,707 92,871 85,186 84,171 79,955 85,533
1,107 1,317 1,193 1,111 1,317 1,364 1,435
16,950 17,730 16,235 13,683 15,591 15,237 15,004
34,649 31,318 27,150 22,226 26,805 24,784 25,505
13,748 12,878 12,660 10,839 7,460 6,687 7,628
15,261 15,568 6,709 14,108 13,691 24,601 8,598
$ 82,640 $ 62,762 $ 69,158 $ 54,897 $ 56,886 $ 61,878 $ 87,973
83,916 76,033 58,839 64,604 57,047 51,461 32,357
281,971 258,583 195,643 197,179 176,101 167,590 163,110
14,960 25,946 14,465 15,874 17,057 18,089 19,163
192,938 153,138 123,269 115,998 96,293 91,597 92,841
10.6% 9.8% 8.4% 6.8% 9.1% 9.1% 8.4%
12.8% 13.8% 13.8% 11.9% 15.6% 15.0% 15.2%

28 22 27 22 22 24 32
21,828 21,648 21,336 22,016 21,652 22,296 23,388
$ 3280 $ 3027 $ 21.32 $ 1825 $ 1872 $ 1813 $ 16.07
23.00 19.95 16.00 13.06 14.75 10.00 1032
1.60 1.45 1.25 1.02 1.22 1.08 1.08
1.53 1.38 1.19 0.98 1.15 1.01 1.00
8.53 6.74 5.42 5.10 4.14 3.71 3.65
027 0.26 0.24 0.22 0.20 0.17 0.15

() Includes the results of operations of the Company’s wholly-owned subsidiaries, Coverco S.¢l. and Intelligent Controls,
Inc., since their acquisition in the first and third quarters of 2002, respectively.

{f) Includes the results of operations of the Company’s wholly-owned subsidiarics, EBW, Inc. and Advance Polymer
Technology, Inc,, since their acquisition in the third quarter of 2000.

{g) Includes 10 months of the results of operations of the Company’s wholly-owned subsidiary, Oil Dynamics, Inc., until its
sale in the fourth quarter of 1997,

(h) Working capital = Current assets minus Current liabilities
{i) Current ratio = Current assets divided by Current liabilities

(i) Book value = Sharcowners” equity divided by weighted-average common shares, assuming full dilution
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Management’s Report on Internal Control over Financial Reporting

System of Internal Control over Financial Reporting:

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

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

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

of the assets of the Company; (ii) provide reasonable assurance that transactions are recorded as necessary to permit
preparation of financial statements in accordance with generally accepted accounting principles, and that receipts and
expenditures of the Company are being made only in accordance with authorizations of management and directors of
the Company; (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 contral over financial reporting can provide only reasonable assurance with
respect to financial statement preparation and may not prevent or detect misstatements. Further, because of changes in
conditions, effectiveness of internal controls over financial reporting may vary over time.

Management conducted an evaluation of the effectivencss of the system of internal control over financial reporting,
based on the framework in Infernal Control-Integrated Framework (the “Framework”) issued by the Committee of
Sponsoring Organizations of the Treadway Commission (COSO). Management did not include Little Giant Pump
Company or Healy Systems in the scope of this evaluation and whose financial statements collectively constitute 45
percent and 33 percent of net and total assets, respectively, 15 percent of revenues, and 7 percent of net income of the
consolidated financial statement amounts as of and for the year ended December 30, 2006. Based on its evaluation,
management concluded that the Company’s system of internal control over financial reporting was effective as of
December 30, 2006.

Our independent registered accounting firm has issued an audit report on management’s assessment of internal
control over financial reporting.
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Report of Independent Registered Public Accounting Firm

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

We have audited management’s assessment, included in the accompanying Management's Report on Internal Control
Over Financial Reporting, that Franklin Electric Co., Inc. and subsidiaries (the “Company”) maintained effective
internal control over financial reporting as of December 30, 2006, based on criteria established in Infernal Control ~
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission. As described
in Management's Report on Internal Control Over Financial Reporting, management excluded from its assessment

the internal control over financial reporting at Little Giant Purnp Company, which was acquired on April 21, 2006 and
Healy Systems, Inc., which was acquired on September 15, 2006, and whose financial statements collectively constitute
45 percent and 33 percent of net and total assets, respectively, 15 percent of revenues, and 7 percent of net income of the
consolidated financial statement amounts as of and for the year ended December 30, 2006. Accordingly, our audit did
not include the internal control over financial reporting at Little Giant Pump Company and Healy Systems, Inc. The
Company’s management is responsible for maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal contrel over financial reporting. Our responsibility is to express an opinion
on management’s assessment and an opinion on the effectiveness of the Company’s internal control over financial
reporting based on our audit.

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

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

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

In our opinion, management’s assessment that the Company maintained effective internal control over financial
reporting as of December 30, 2006, is fairly stated, in all material respects, based on the criteria established in Infernal
Control - Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission.
Also in our opinion, the Company maintained, in all material respects, effective internal control over financial
reporting as of December 30, 2006, based on the criteria established in iiternal Contrel — Integrated Framcwork issued by
the Committee of Sponsoring Organizations of the Treadway Commission.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the consolidated financial statements as of and for the year ended December 30, 2006 of the Company and

our report dated February 26, 2007 expressed an unqualified opinion on those financial staternents and included an
explanatory paragraph regarding the adoption of Statement of Financial Accounting Standards No. 123(R), Share-Based
Paymient, on January 1, 2006, and the adoption of Statement of Financial Accounting Standards No. 158, Employers’
Accounting for Defined Benefit Pension and Other Postretirement Plans, on December 31, 2006.

Dlorte t Touche LLP

Chicago, lllinois, February 26, 2007 97
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Report of Independent Registered Public Accounting [Firm

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

We have audited the accompanying consolidated balance sheets of Franklin Electric Co., Inc. and subsidiaries (the
“Company”} as of December 30, 2006 and December 31, 2005, and the related consolidated statements of income,
shareowners’ equity and comprchensive income, and cash flows for each of the three years in the period ended
December 30, 2006. These financial statements are the responsibility of the Company’s management. Our responstbility
is to express an opinion on these financial statements based on our audits.

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

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial position of
Franklin Electric Co., Inc. and subsidiaries as of December 30, 2006 and December 31, 2005, and the results of their
operations and their cash flows for each of the three years in the period ended December 30, 2006, in conformity with
accounting principles generally accepted in the United States of America.

On January 1, 2006, the Company adopted the provisions of Statement of Financial Standards No. 123(R), Share-Bascd
Payment, and on December 31, 2006, the Company adopted the provisions of Statement of Financial Accounting
Standards No. 158, Employers’ Acceunting for Defined Benefit Pension and Other Postretircment Plans.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board

(United States), the effectiveness of the Company’s internal control over financial reporting as of December 30, 2006,
based on the criteria established in Internal Control — Iitegrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission and our report dated February 26, 2007 expressed an unqualified opinion
on management's assessment of the effectiveness of the Company’s internal control over financial reporting and an
ungqualified opinion on the effectiveness of the Company’s internal control over financial reporting,

Dloite t Touche LLP

Chicago, lllinois
February 26, 2007
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Consolidated Statements of Income

Franklin Electric Co., Inc. and Consolidated Subsidiaries

T RSP PRE  rF TE e L ST [ s s

{f) oy, eneryet fer ohare o) 2006 2005 2004
Net SaleS....oiiiiieiiicieeeeeeeeeeeeeeeeeeeeer e $557,948 $403,413 $370,070
Cost of saleS...oiiiiiiiiiiceeteeeeeee. 366,391 260,592 243,879
Gross profit.......ceeiniei e 191,557 142,821 126,191
Selling and administrative expenses......... 102,478 70,799 60,413
Restructure expense ..........cccocvvvceercicennnee - 1,920 5,536
Operating income.............cccoeeniniiiicnn 89,079 70,102 60,242
Interest expense.......coveicirnncennncneene (3,373) (7606) (488)
Other INCOME ..o 1,791 1,200 219
Foreign exchange income/(loss)................ (64) 213 _(479)
Income before income taxes.......o.coeeeeee..... 87,433 70,749 59,494
INCome taXes .......ccvvvvrivecreiciicinerieien 30,671 24,953 21,126
Income from continuing operations.......... 56,762 45,796 38,368
Discontinued operations...........cccovevnne. 381 344 (460)
Income taxes .......cccvvevvvrnreceiisnecie e 145 131 (175)
Income/ (loss) from discontinued

OPEratioNS.....ccocovcivereee e 236 213 285
INet INCOME .......ocevieccriceeceee e $ 56,998 $ 46,009 $ 38,083
Income per share

Basic continuing operations.................... $ 249 $ 206 $ 175

Basic discontinued operations ................ 0.01 0.01 (0.02)

$ 250 $ 207 $ 173
Diluted continuing operations............... $ 243 $ 197 $ 167
Diluted discontinued operations............ 0.01 0.01 ~__(0.02)
$ 244 $ 198 $ 165

Dividends per common share.................... $ 043 $ 038 $ 031
See Notes to Consolidated Financial Statements.

29




Consolidated Balance Sheets

Franklin Electric Co.. Inc. and Consolidated Subsidiaries

(I, vty eReeRt v ShaRe s 2006 2005

Current assets:

Cash and equivalents ... s $ 33,956 $ 52,136
INVESEMENTS ...ttt st - 35,988
Receivables (less allowances of $2,786 and $2,204,
TESPECHIVEIY) coceoiivrerienmirisees et 52,679 30,165
Inventories:
RAW IALETIAS et ceieeveee et ireresreeeesreesseesaraeresnssssnssssanessmnesisess 39,195 25,267
WOTKAIN-PIOCESS o.coceiieieserne et 14,414 10,647
Finished GOOAS .....oorimrivneirecniiossini e 76,661 51,754
LIFQ FESEIVE c.vtivereeeeeeiireetrsaresncsassss s st s _(18,707) (17,287)
111,563 70,381
Other current assets (including deferred income taxes
of $14,914 and $10,744, respectively) ... 19,592 14,350
Total CUFTENE ASSELS ..ovveeeeciiiireiieierrermeeeseaareessrrreeeessasasseanes 217,790 203,020

Property, plant and equipment, at cost:

Land and buildings ... 56,352 53,106
Machinery and equipment ... 169,119 164,926
225,471 218,032
Less allowance for depreciation ... (109,495} (122,300)
115,976 95,732
Other assets (including deferred income taxes
of $1,269 and $0, respectively) ..o, 14,375 13,064
INtANGIDIE ASSELS .ov.vvveceeecirierrrscem et 45,257 9,964
GOOAWILL ottt 133,527 57,982
TOAL ASSELS -.vvvieeeerereeeeeeeereastreseeeesbbasseeameesreeasaebss s reabaa e ant s b $ 526,925 $379,762

See Notes to Consolidated Financial Statements.
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EiabilitiesfandiShareownensaEquity;

See Notes to Consolidated Financial Statements.

(e oo, euetTst By ohad e 2006 2005
Current liabilities:
Accounts payable..........oco.ooovoiiieeeeeeeeeeeeeeeeee $ 30,832 $ 26,409
Accrued Habilities ... 40,166 34,223
INCOMIE TAXES ... 11,649 2,087
Current maturities of long-term debt and
short-term borrowings. .........coccceecevvioruesreeeosececsees e, 11,310 1,303
Total current Habilities ............o.oooooveeeee oo 93,957 64,022
Long-terny debt..........ooovoieieieeeeeeeeeeeeeeeo 51,043 12,324
Deferred income taxes...........oooooovoveereoeeoooooo 4,597 4,296
Employee benefit plan obligations. .............ccooeeoveevoreronnnnn.. 25,969 25,830
Other long-term liabilities............c...cooooovvoi 5,528 5,728
Contingencies and commitments (note 16)
Shareowners’ equity:
Common shares (45,000 shares authorized, $.10 par value)
outstanding (23,009 and 22,485, respectively)................... 2,301 2,249
Additional capital .....ccooooeoievieeeeceeee e 94,356 74,717
Retained earnings ..........ccoooecueiieioococceeeeeee ) 236,780 190,381
Loan to ESOP trust......c.cooooeovuveeceee oo (200) (432)
Accumulated other comprehensive income ......................... - 12,594 o 647
Total shareowners’ EQUILY i 345,831 267,562
Total liabilities and shareowners’ equity ..o, $526,925 @9262_




Consolidated Statements of Cash Flows

Franklin Electric Co., Inc. and Consolidated Subsidiaries

({0 hstenyach) 2006 2005 2004
Cash flows from operating activities:
INEE ITICOIE ©.vvvnreeeceeesiensere et sn s $ 56,998 $ 46,009 $ 38,083
Adjustments to reconcile net income to net
cash flows from operating activities:
Depreciation and amortization ... 17,989 14,971 15,143
Stock based cOmMPeENSation..........coeeoniiinrerisins 3,206 147 -
Deferred INCOME tIXES vt (9,933) 284 1,219
Gain/loss on divestiture and disposals of
plant and equipment ... (4,637) 174 187
Changes in assets and liabilities, before the
effect of acquisitions
Receivables ..o (5.380) 7,354 (1,243)
IV ENEOTIS ot ivvvsssseceererere s esssssmeanserebsr e (10,978) {10,642) (1,167)
Accounts payable and other accrued expenses .. {4,540) 5,930 2,276
Accrued INCOME LAXES ...ovveeeeeceininerimiecses 15,012 8,076 5,029
Excess tax from share-based compensation
ATTANGEIMNENES ..ot (5,743) — —
Employee benefit plans ... 4,956 2,420 (3,491)
Other, NEL .o _{1,561) _(559) 1,471
Net cash flows from operating activities ............c...... 55,389 74,164 57,507
Cash flows from investing activities:
Additions to plant and equipment ... (23,190) (17,845) (21,110)
Proceeds from sale of plant and equipment.............. 343 1,073 29 -
Additions t0 Other assets.......oovvemmeennneeeis - (2,184) (10)
Purchase of Securities........ooeevmncinieesisiii (63,500) {236,773) -
Proceeds from sale of securities.......cccuvminievceiins 99,488 200,785 —
Cash paid for acquisitions, net of cash acquired........ (159,205) (8,509) (9,307)
Proceeds from sale of business .........cocovrimeeeenn 14,470 — —
Net cash flows from investing activities.................... (131,594) (63,453) (30,398)
Cash flows from financing activities:
Proceeds from long-term debt ... 130,000 - -
Repayment of long-term debt......cocooivinniiiinnns {81,296) (1,280) {1,553)
Proceeds from issuance of common stock .........oeeie 10,120 14,298 4,110
Excess tax from share-based compensation
ATTANGEIMEINES oottt 5,743 - -
Purchases of common stock ... {198) (13,775} (3,091)
Reduction of loan to ESOP Trust........ccoovciinninnnnnn. 232 233 232
Dividends paid ... _ (9,833) _ (8,447) __ (6,815
Net cash flows from financing activities............coco.. 54,768 _ (8,971) _ (7 117)
Effect of exchange rate changes on cash ... 3,257 _ (208) 650
Net change in cash and equivalents..........coonennnn. (18,180) 1,532 20,642
Cash and equivalents at beginning of year ................... _ 52,136 50,604 29,962
Cash and equivalents at end of year ..........oonrneeees $ 33,956 $ 52,136 $ 50,604
i aotilors)
Cash paid for incOme taxes ..., $ 244 $ 193 $ 190
Cash paid for INterest ..., $ 31 $ 0.7 $ 06
Non-cash items:
Payable to seller of Healy Systems, Inc. .ooo.covcovececiccnns $ 3.0 $ - $ -
Additions to property, plant, and equipment,
not yet paiéj....}.). ..... y P .................. qp .......................... $ 0.5 $ 0.5 $ 0l
Receivable from sale of EMPD ..o $ 22 5 - 5 -
See Notes to Consolidated Financial Statements.
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Consolidated Statements of Shareowners’ Equilty
and Comprehensive Income

Franklin Electric Co., Inc. and Consolidated Subsidiaries

Accumulated
Common Common Additional Retained Loan lo Other  Comprehensive
Shares Stack Capital Earnings £S0P Comprehensive income
(im Hoenarmdis) Qutstantding Trust Income {Loss)

Balance year end 2003 21,828 $2,182  $45,826 §$139,057  $(897) § 6,770

Net income 38,083 $38,083
Currency translation adjustment 6,935 6,935
°  Minimum pension liability
adjustment, net of tax $141 (211) (211)
Comprehensive income $44,807
Dividends on common stock {6,815)
Common stock issued 337 35 4,495

Common stock repurchased or
received for stock options
exercised (124) (13) (3,768)

Tax benefit of stock options
exercised 2422

Loan payment from ESOP 232
Balance year end 2004 22,041 $2,204  $52,743 $166,557 $(665) $13,494

Net income 46,009 $46,009
Currency translation adjustment (9,405) (9,405)
Minimum pension liability

adjustment, net of tax $2,295 (3,442) (3,442)
Comprehensive income $33,162

Dividends on common stock (8,447)

Common stock issued 795 81 14,855

Stock-based compensation 15 1 147

Common stock repurchased or
received for stock options
exercised (366) (37) (13,738)

Tax benefit of stock options
exercised 6,972

Loan payment from ESOP 233
Balance year end 2005 22485 $2,249  $74,717 $190,381  $(432) $ 647

Net income 56,998 £56,998
Currency translation adjustment 8,306 8,306
Minimum pension liability

adjustment, net of tax $(3,278) 4,97 4,917
Comprehensive income $70,221

SFAS 158 transition amount,
net of tax $851 (1.276)

Dividends on commeon stock {9.833)
Common stock issued 513 50 10,690
Stock-based compensation 26 3 3,206
Common stock repurchased or
received for stock options
exercised (15) {1 (766)
Tax benefit of stock options
exercised 5,743
Loan payment from ESOP 232

Balance year end 2006 23,000 $2301 $94.356 $236,780  $(200) $12,594

See Notes to Consolidated Financial Statements.
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Notes to Consolidated Financial Statements

Franklin Electric Co., Inc. and Consolidated Subsidiaries

1. Summary of Significant Accounting
Policies

Company —"Franklin Electric” or the “Company” shall
refer to Franklin Electric Co., Inc. and its consolidated
subsidiaries.

Fiscal Year— The Company’s fiscal year ends on the
Saturday nearest December 31. The financial statements
and accompanying notes are as of and for the years
ended December 30, 2006 (52 weeks), December 31, 2005
(52 weeks), and January 1, 2005 (52 weeks) and referred
to as 2006, 2005, and 2004, respectively.

Principles of Conselidation — The consolidated financial
statements include the accounts of the Company and its
subsidiarics. All significant inter-company balances and
transactions are eliminated.

Revenue Recognition — Products are shipped utilizing
commen carriers direct to customers or, for consignment
products, to customer specified warehouse locations.
Sales are recognized when the Company’s products are
shipped direct or, in the case of consignment products,
transferred from the customer specified warehouse
location to the customer, at which time transfer of
ownership and risk of loss pass to the customer. The
Company records net sales revenues after discounts at
the time of sale based on specific discount programs in
effect, historical data, and experience.

Research and Development Expense— The Company’s
research and development activities are charged to
expense in the period incurred. The Company spent
approximately $8.1 million in 2006, $5.6 million in 2005,
and $4.2 million in 2004 on research and development.

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

Fair Value of Financial Instruments —The carrying
amounts for cash and equivalents, and short-term debt
approximate fair value. The fair value of long-term debt
is estimated based on current borrowing rates for similar
issues and current exchange rates for foreign currency
denominated amounts, which is not materially different
from the recorded value. The Company’s off-balance
sheet instruments consist of operating leases and an
interest rate swap, which are not significant.

Accounts Receivable and Allowance for Uncollectible
Accounts — Accounts receivable are stated at estimated
net realizable value. Accounts receivable is comprised
of balances due from customers, net of earned discounts
and estimated allowances for uncollectible accounts.
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Earned discounts are based on specific customer
agreement terms. In determining allowances, historical
trends are evaluated and economic conditions and
specific customer issues are reviewed to arrive at
appropriate allowances. Allowance levels change as
customer-specific circumstances and the other analysis
areas noted above change. Differences may result

in the amount for allowances if actual experience
differs significantly from management estimates; such
differences have not historically been material.

Inventories — Inventories are stated at the lower of cost
or market. The majority of the cost of domestic and
foreign inventories is determined using the first-in,
first-out (FIFO) method; a portion of domestic inventory
costs are determined using the last-in, first-out (LIFO)
method. Inventories stated on the LIFO method were
approximately 15.7 percent and 31.5 percent of total
inventories in 2006 and 2005, respectively. The Company
reviews its inventories for excess or obsolete products
or components. Based on an analysis of historical usage
and management’s evaluation of estimated future
demand, market conditions and alternative uses for
possible excess or obsolete parts, reserves are recorded
or changed.

Property, Plant and Equipment— Property, plant and
equipment are stated at cost. Depreciation of plant and
equipment is provided principally on a straight line
basis over the estimated uscful lives of 5 to 20 years

for land improvements and buildings, 2 to 10 years for
machinery and equipment. Maintenance, repairs, and
renewals of a minor naturc are expensed as incurred.
Betterments and major renewals which extend the useful
lives of buildings, improvements, and equipment are
capitalized. Accelerated methods are used for income tax
purposes. The Company reviews its property, plant and
equipment for impairment whenever events or changes
in circumstances indicate that the carrying amount of
such assets may not be recoverable. The Company’s
depreciation expense was $15.8, $13.5, and $13.0 million
in 2006, 2005, and 2004, respectively.

Asset Retirement Obligations — The Company
recognizes and reports obligations associated with
tangible asset retirements that result from the
acquisition, disposal, or normal operation of a long-lived
asset. Obligations are recognized and recorded at fair
value in the period in which the obligation is incurred
and a reasonable estimate made, or recognized when a
reasonable estimate can be made.

Goodwill and Other Intangible Assets —The Company
performs goodwill impairment testing for its reporting
units, annually or more frequently whenever events or
a change in circumstances indicate that the asset may




-

be impaired. Goodwill is then adjusted in the event
of impairment. Amortization is recorded for other
intangible assets with definite lives.

Derivatives and Hedging —On September 24, 2003,

the Company entered into a fixed-to-variable interest
rate swap to achieve a desired proportion of variable

vs. fixed rate debt. The fixed-to-variable interest rate
swap is accounted for as a fair value hedge, per SFAS
No. 133, “ Accounting for Derivative Instruments and
Hedging Activities,” with effectiveness assessed based
on changes in the fair value of the underlying debt using
incremental borrowing rates currently available on Joans
with similar terms and maturities. The effective gain or
loss an the interest rate swap and that of the underlying
debt are equal and offsetting resulting in no net effect to
earnlngs.

Warranty Obligations — Warranty terms are generally
two vears from date of manufacture or one year from
date of installation. Warranty liability is recorded when
revenue is recognized and is based on actual historical
return rates from the most recent warranty periods.

Income Taxes — Income taxes are accounted for in
accordance with SFAS No. 109, “ Accounting for

Income Taxes.” Under this method, deferred tax assets
and liabilities are determined based on the difference
between the financial statement and tax basis of

assets and liabilities and net operating loss and credit
carryforwards using enacted tax rates in effect for the
vear in which the differences are expected to reverse.
Valuation allowances are established when necessary to
reduce deferred tax assets to the amounts expected to be
realized.

Stock-Based Compensation —Prior to January 1, 2006,
the Company accounted for stock-based employee
compensation plans under the recognition and
measurement provisions of Accounting Principles Board
(APB) Opinion No. 25, “ Accounting for Stock Issued to
Employees,” and related Interpretations, as permitted
by SFAS No. 123, “ Accounting for Stock-Based
Compensation.” Effective January 1, 2006, the Company
adopted the fair value recognition provisions of SFAS
No. 123(R), “Share-Based Payment,” using the modified-
prospective-transition method. Under that transition
method, compensation cost recognized in 2006 includes:
{a) compensation cost for all share-based payments
granted prior to, but not vet vested as of January 1,

2006, based on the grant date fair value estimated in
accordance with the original provisions of SFAS No. 123,
and (b) compensation cost for all share-based payments
granted subsequent to January 1, 2006, based on the
grant-date fair value estimated in accordance with the
provisions of SFAS No. 123(R). Results for prior periods
have not been restated.

For pro forma information regarding net income
and earnings per share, the fair value for the options
awarded in 2005 and 2004, for all fixed stock option
plans was estimated as of the date of the grant using
a Black-Scheles option valuation model. The Black-
Scholes option valuation model used by the Company
was developed for use in estimating the fair value
of fully tradable options which have no vesting
restrictions and are fully transferable. in addition,
option valuation models require the input of highly
subjective assumptions including the expected stock
price volatility.

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

Translation of Foreign Currencies — All assets and
liabilities of foreign subsidiaries whose functional
currency is other than the U.S. dollar are translated

at vear end exchange rates. All revenue and expense
accounts are translated at average rates in effect during
the respective period. Adjustments for transiating
foreign currency assets and liabilities in U.S. dollars
are included as a component of other comprehensive
income. Transaction gains and losses that arise from
exchange rate fluctuations are included in the results of
operations in “Other income,” as incurred.

Significant Estimates and Assumptions —The
preparation of financial statements in conformity

with accounting principles generally accepted in the
United States requires management to make significant
estimates and assumptions that affect the reported
amounts of assets and liabilities and disclosure of
contingent assets and liabilities at the date of the
financial statements and the reported amounts of
expenses during the reporting periods. Significant
estimates and assumptions by management affect
accrued expenses, stock-based compensation, pension,
goodwill impairment, long-lived assets and inventory
valuation.

Aithough the Company regularly assesses these
estimates, actual results could differ materially from
these estimates. The Company bases its estimates on
historical experience and various other assumptions that
it believes to be reasonable under the circumstances.

Reclassifications — All share and per share data included
in these financial statements reflect the Company’s two-
for-one stock splits effected in the form of a 100 percent
stock distribution made on June 15, 2004.
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Notes to Consolidated Financial Statements (continued)

2. Accounting Proncuncements

In July 2006, the Financial Accounting Standards Board
(FASB) issued FASB Interpretation No. 48 “ Accounting
For Uncertain Tax Positions” (“FIN 48”). FIN 48

clarifies the accounting for uncertainty in income taxes
recognized in an enterprise’s financial statements

in accordance with SFAS No. 109 “ Accounting for
Income Taxes.” It prescribes a recognition threshold

and measurement attribute for the financial statement
recognition and measurement of a tax position taken

or expected to be taken in a tax return. FIN 48 also
provides guidance on de-recognition, classification,
interest and penalties, accounting in interim periods,
disclosure, and transition. FIN 48 is effective for fiscal
years beginning after December 15, 2006. The Company
reviewed the impact of FIN 48 on its financial statements
and does not believe the adoption of this standard will
have a significant impact on the Company’s results of
operations, financial position, or statement of cash flows.

In September 2006, the FASB issued SFAS No. 157 “Fair
Value Measurements.” SFAS No. 157 gives guidance for
measuring assets and liabilities using fair value. Fair
value is a market-based measurement, not an entity-
specific measurement, and sets out a fair value hierarchy
with the highest priority being quoted prices in active
markets. The fair value measurements are disclosed

by level within that hierarchy. While the Statement
does not add any new fair value measurements, it does
change current practice. This statement is effective for
financial statements issued for fiscal years beginning
after November 15, 2007, although earlier application

is encouraged. The Company is currently evaluating
the impact of adopting SFAS No. 157 on its financial
statements, but does not believe the adoption of

this standard will have a significant impact on the
Company'’s results of operations, financial position, or
statement of cash flows.

In September 2006, the SEC issued Staff Accounting
Bulletin No. 108, “Financial Statements — Considering
the Effects of Prior Year Misstatements When
Quantifying Misstatements in Current Year Financial
Statements” (“SAB 108”). SAB 108 addresses how a
registrant should quantify the effect of an error on the
financial statements. The SEC concludes that a dual
approach should be used to compute the amount of

a misstatement. Specifically, the amount should be
computed using both a “rollover” (current year income
statement perspective) and “iron curtain” (vear-end
balance sheet perspective) methods. SAB 108 is effective
for fiscal years ending after November 15, 2006. The
adoption of SAB 108 did not have a material impact on
the Company’s results of operations, financial position,
or statement of cash flows.
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In September 2006, the FASB issued SFAS No. 158,
“Employers’ Accounting for Defined Benefit Pension
and Other Postretirement Plans,” which required
recognition of the funded status of defined benefit
pension and other postretirement plans, with a
corresponding after-tax adjustment to accumulated
other comprehensive loss. In 2006, the Company
adopted SFAS No. 158. The adoption of SFAS No. 158,
together with the annual remeasurement of our pension
plans, resulted in a net of tax, $1.3 million, decrease in
Shareholders’ equity. This decrease does not affect cash
flows or the funded status of our benefit plans.

In February 2007, the FASB issued SFAS No. 159, “The
Fair Value Option for Financial Assets and Financial
Liabilities.” SFAS No. 159 permits entities to choose to
measure many financial instruments and certain other
items at fair value that are not currently required to be
measured at fair value. SFAS No. 159 is effective for
fiscal years beginning after November 15, 2007, with
carly adoption permitted provided the entity also elects
to apply the provisions of SFAS Ne. 157. The Company
is currently evaluating the impact of adopting SFAS No.
159 on its financial statements.

3. Acquisitions

During April 2006, the Company completed its
acquisition of all of the outstanding shares of capital
stock of Little Giant Pump Company (“Little Giant”)
from Tecumseh Products Company for a cash purchase
price of $120.8 million, excluding direct transaction
costs and subject to a final post-closing waorking capital
adjustment. Transaction costs, approximately $2.4
million, and the final post-closing working capital
adjustment, approximately $0.7 million, are included
in the purchase accounting calculations under the
guidance of SFAS No. 141 “Business Combinations.”
Accordingly, a portion of the aggregate purchase price
has been allocated to net assets acquired based on a
fair market valuation. The initial excess purchase price
over fair value of the net assets acquired, $82.6 million
originally recorded as goodwill, has been adjusted to
$47.3 million for the fair market values assigned to
fixed assets, customer relationships, technology and
other intangible assets. Certain due to values assigned,
within property, plant and equipment, are considered
preliminary estimates and will be adjusted as additional
information is recetved and valuation assessments are
completed. The $47.3 million recorded as goodwill, will
be deductible for tax purposes.

The purchase price assigned to each major asset and
liability of Little Giant Pump Company is as follows:
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(In millions})

Assets;
Current assets $45.6
Property, plant and equipment 13.4
Intangible assets 3.2
Goodwill 47.3
Other assets 0.2
Total assets 137.7
Less liabilities _{13.8)
Total purchase price $123.9

Little Giant's results of operations were included in the
Company's consolidated statement of income, from the
acquisition date through the year ended December 30,
2006.

During September 2006, the Company acquired Healy
Systems, Inc. (“Healy Systems”) in a stock purchase
transaction for a cash purchase price of $35.1 million,
excluding direct transaction costs and a post-closing
working capital adjustment. The purchase agreement
provides for additional payments of 5 percent of certain
Healy Systems product sales over the next five years.
The transaction costs, approximately $0.3 million,

and the preliminary post closing working capital
adjustment, approximately $2.6 million are included

in the total purchase accounting calculations under the
guidance of SFAS No. 141 “Business Combinations.” The
purchase price has been allocated to net assets based on
preliminary estimated fair values. The Company will
complete an independent fair market valuation in 2007.
The excess of purchase price over preliminary estimated
fair value of the net assets acquired, $26.4 million, has
been recorded as goodwill. No portion of the $26.4
million, recorded as goodwill, will be deductible for tax
purposes.

The purchase price assigned to each major asset and
liability of Healy Systems, Inc. is as follows:

(In millions}
Assets:
Current assets $ 81
Property, plant and equipment 2.0
Intangible assets 6.0
Goodwill 26.4
Total assets 42.5
Less liabilities:
Current liabilities 1.7
Deferred income taxes _{2.4)
Total purchase price $38.4

Healy Systems results of operations were included in the
Company’s consolidated statement of income, from the
acquisition date through the year ended December 30,
2006.

Pro forma Results of Operations

The following unaudited pro forma statements give
effect to the acquisition of Little Giant Pump Company
and Healy Systems, by the Company. The unaudited
pro forma combined condensed statements of income
for 2006 and 2005 give effect to the acquisition of

Little Giant Pump Company and Healy Systems as if
the acquisitions had occurred at the beginning of the
periods reported. These unaudited pro forma combined
condensed financial statements are prepared for
informational purposes only and are not necessarily
indicative of actual results or financial position that
would have been achieved had the acquisitions of
Little Giant and Healy Systems been consummated on
the dates indicated and are not necessarily indicative
of future operating results or financial position of the
consolidated companies. The unaudited pro forma
combined condensed financial statements do not give
effect to any cost savings or incremental costs that
may result from the integration of Little Giant Pump
Company and Healy Systems with the Company.

Franilin Electric Co., Inc.
Pro Forma Condensed Consolidated
Statements of Income

{In millions, except per share amounts) _ 2006 2005
Net sales $615.7 $529.6
Net income $ 59.3 $ 528

Per share data:
Basic earnings per share

Diluted earnings per share
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4. Discontinued Operations

During December 2006, the Company sold its
Engineered Motor Products Division, (“EMPD") for an
approximate $16.6 million selling price. Representing
less than 10 percent of the Company’s consolidated
sales, the Company no longer considered EMPD to be a
part of its core operations. Thus future growth potential
would be limited. This transaction was recognized

in accordance to the guidance within SFAS No. 144

" Accounting for the Impairment and/or Disposal of
Long-Lived Assets.”

The selling price included an initial sales price of $16.0
million and a preliminary working capital adjustment of
$0.6 million. Net book value of the disposed assets was
$11.9 million, including $14.5 million in total assets offset
by $2.5 million in assumed liabilities. The Company
realized a net book gain of $4.7 million. Divestiture
expenses, incurred by the Company, of $0.8 million and
$4.6 million for a one-time pension cost adjustment were
recognized, offsetting the $4.7 million gain, resulting

in a net pre-tax loss of $0.8 million. The net pre-tax

loss is included in the statement of income, as part of
discontinued operations.

Net sales for discontinued operations, were $36.8
million, $36.1 million, and $34.2 million, for 2006, 2005,
and 2004, respectively. The income/loss before tax,
related to discontinued operations, was $0.4 million,
$0.3 million, and ($0.5) million, for 2006, 2005, and 2004
respectively,
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5. Investments

As of December 30, 2006, the Company held no
investments in financial securities. As of December 31,
2005, the Company held $36.0 million of investments in
financial securities. Income generated from investments
was recorded as “Other income,” in the Company’s
statement of income. Cash paid for these securitics and
proceeds from the sale of these securities was inciuded
as part of the “Cash flows from investing activities”
section in the Company's statement of cash flows.

The Company holds a 35 percent equity interest, in
Pioncer Pump, Inc., which is accounted for using

the equity method and is included as part of “Other
assets” in the balance sheet. The carrying amount of the
investment is adjusted for the Company’s proportionate
share of earnings, losses, and dividends. At December
30, 2006, the carrying value of the investment was

$6.1 million. At December 31, 2005, the carrying value
of the investment was $6.0 million. The Company’s
proportionate share of Pioneer Pump, Inc. earnings,
included in “Other income” in the Company's results of
operations, was $0.7 million for 2006 and $0.1 for 2005.

6. Goodwill and Other Intangible
Assets

The Company uses the purchase method of accounting
for business combinations, in accordance with SFAS
Nos. 141 and 142, “Business Combinations” and
“Goodwill and Other Intangible Assets,” respectively.
During the fourth quarter of each vear, the Company
performs its annual impairment testing required by
SFAS No. 142, unless events or circumstances indicate
earlier impairment testing. No impairment loss was
recognized for 2006, 2005, or 2004.

The carrying amount of the Company’s intangible assets
and goodwill include:

(In millions} 2006 2005
Amortized intangibles

Patents $ 6.3 $59
Accumulated amortization (2.8) 2.0)
Supply agreements 1.2 10.0
Accumulated amortization (4.3} (6.6)
Technology 3.8 2.7
Accumulated amortization (0.3) {0.1)
Customer relationships 26.8 0.0
Accumulated amortization {0.8) 0.0
Other 1.7 15
Accumulated amortization _{1.6) _(1L4)
36.0 10.0

Unamortized intangibles
Trade names 9.3 _ 00
Total intangibles $ 453 10.0
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The weighted average years over which each intangible
class is amortized is as follows:

Class Years
Patents 17
Supply Agreements 6
Technelogy 15
Customer Relationships 20
Other 8

Amortization expense related to intangible assets for
the twelve months ended December 30, 2006, December
31, 2005, and January 1, 2005 was $2.2, 1.4, and $2.1
million, respectively. Amortization expense for each of
the five succeeding years is projected as $2.7 million,
$2.7 million, $2.6 million, $2.5 million and $2.4 million
for fiscal 2007, 2008, 2009, 2010, and 2011, respectively.

In the second quarter 2006 acquisition of Little

Giant Pump Company, $31.2 million was recorded

as intangibles ($1.1 million technology, $9.3 million
trade name, and $20.8 million customer relationships)
and $47.3 million as goodwill. In the third quarter

2006 acquisition of Healy Systems, Inc., $6.0 million
was recorded as intangibles, classified as customer
relationships and subject to an independent fair market
valuation, and $26.4 million as goodwill.

Other changes in the carrying amount of intangibles and
goodwill reflect foreign currency fluctuations.

7. Employee Benefit Plans

Defined Benefit Plans — As of December 30, 2006, the
Company maintained three domestic pension plans
and one German pension plan. The Company uses a
December 31 measurement date for its plans. In 2006,
the Company adopted SFAS No. 158, “ Employers’
Accounting for Defined Benefit Pension and Other
Postretirement Plans.”

The following table sets forth aggregated information
related to the Company’s pension benefits and other
postretirement benefits, including changes in the benefit
obligations, changes in plan assets, funded status, and
amounts recognized in the consolidated balance sheet,
amounts recognized in Other Comprehensive Income,
and actuarial assumptions:




(In milligns) Pension Benefits Other Benefits

2006 2005 2006 2005

Accumulated benefit obligation,
end of year

Change in benefit obligation:
Projected benefit obligation,
beginning of year

$150.0 $1451 $13.0 5143

$149.0 $1413 $14.3 $16.0

Service cost 4.7 39 0.3 0.4
Interest cost 81 77 0.3 0.8
Plan amendments — - — —
Actuarial gain (loss) (2.7) 56 (0.1) (1.4)
Settlements paid (0.2) (1.0 — -—
Benefits paid 9.2) (74 (1.3) (1.9
Liability {gain)/loss due to

curtailment* 0.5 — 1.2y —
Special termination benefits* 1.4 — 0.2 —
Exchange 1.2 (1.1} — —
Projected benefit obligatign,

end of year $152.8 $149.0 $13.0 $143

Change in plan assets:
Fair value of assets,

beginning of year $131.7 $1339 ¢ — 5 —

Actual return on plan assets 19.9 6.2 — —
Company contributions 1.7 1.6 13 1.5
Settlements paid 0.2) (1.0 - —
Benefits paid (9.2) (8.4) (1.3) (1.9
Exchange 0.4 (0.6) — —

Fair value of assets, end of year $144.3 $131.7 § — § —

Funded status $ (8.5) $(17.3) $(13.0) $(14.3)
Amounts recognized in
statement of financial position;

Noncurrent assets § 6.0 NA*™§ — NA*
Deferred tax asset —  N/A*" 1.4 N/A**
Current ligbilities (0.3) N/A*"  (1.2) NiA**
Noncurrent liabilities (14.2) N/A**  (11.8) N/A**
Net pension asset/(liability)

at end of year $ (8.5) N/A™" $(11.6) N/A**
Amount recognized in other

comprehensive income:
Net transition (asset)/obligation — N/A*® 1.1 N/A™*
Prior service cost (credit) 1.5 NA*" 0.6 NA™"
Net actuarial {gain)/loss _ {(1.5) NA 0.4 N/A**
Total recognized in other

comprehensive income $ — NA § 21 NA™®

* These items are primarily related to the divestiture of
the Engineered Motor Products Division in 2006.
** The requirements of SFAS No. 158 are not applied
retrospectively and do not apply to disclosures for
fiscal 2005.

Plans with accumulated benefit obligation in excess of
plan assets as of December 31:

{In millians) Pension Benefits Other Benefits
2006 2005 2006 2005
Projected benefit obligation $115.2 $1125  $13.0 $14.3
Accumulated benefit

obligation 113.8 1105 13.0 14.3

Fair value of plan assets 1008 97 - —

Actuarial assumptions used to determine benefit
obligations:

Pension Benefits Other Benefits
2006 2005 2006 2005
5.85% 5.65% 5.85% 5.65%

Discount rate
Rate of increase in future
compensaticn 3-8.00% 3-8.00% 3-8.00% 3-8.00%

(Graded) (Graded) (Graded) (Graded)

Actuarial assumptions used to determine periodic
benefit cost:

Pension Benefits Other Benefits
2006 2005 2006 2005
5.65% 575% 5.65% 5.75%

Discount rate

Rate of increase in
future compensation 3-8.00% 3-8.00% 3-8.00% 3-8.00%

{Graded) (Graded) (Graded) (Graded)

Expected long-term rate

of return on plan assets  8.50% 8.50% — —

The accumulated benefit obligation for the Company’s
qualified defined benefit pension plans was $135.1
million and $131.1 million at December 31, 2006 and
2005.

The following table sets forth aggregated net periodic
benefit cost for 2006, 2005, and 2004:

(In millions)

Pension Benefits Other Benefits
2006 2005 2004 2006 2005 2004

Service cost $4.7 $39 $43 §0.3 $04 $04
Interest cost 81 77 75 0.8 08 09
Expected return on

assets {(10.5) (10.3) {10.9) - - =
Amortization of transition

{asset) obligation - = = 05 05 05
Prior service cost 14 17 14 0.2 02 02
Loss/((Gain) 03 02 — 01 01 02
Net periodic benefit cost  $4.0 $3.2 $23 $1.9 320 $2.2
Curtailment expense* 11 — — 19 — —
Special termination

benefits* 14 — — 0.2 — —
Settlement cost 03 03 03 — — —
Total net perindic benefit

cost $6.8 835 $26 $4.0 320 822

* These items relate to the divestiture of the Engineered
Motor Products Division in 2006.

The estimated net actuarial loss, prior service cost, and
transition obligation for the defined benefit pension
plans that will be amortized from accumulated other
comprehensive income into net periodic benefit cost
during the 2007 fiscal year are $0.2, $1.2 and $0.0,
respectively and for other benefits will be $0.0, $0.1 and
$0.3, respectively.

The Company consults with actuaries, asset allocation
consultants and investment advisors to determine

the expected long- term rate of return on plan assets.
Plan assets are invested in a diversified portfolio

of equity and fixed-income securities in order to
maximize the long-term return for a prudent level of
risk. Furthermore, equity investments are diversified
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across growth, value, small and large capitalizations.
Investment risk is measured and monitored on an
ongoing basis through investment portfolio reviews,
annual liability measurements, and periodic asset/
liability studies.

Risk tolerance is established through careful
consideration of plan liabilities, plan funded status,
plan liquidity needs and corporate financial condition.
Based on these analyses the Company has assumed the
expected long-term rate of return on plan assets will be
8.5 percent.

The qualified plans asset allocations at December 31,
2006, and 2005, by asset category are as follows:

{Percentages) Plan Assets at December 31
2006 2005
Equity securities 74 74
Fixed income securities 26 26
Total 100 100

Equity securities include Company stock of $18.9 million
(13.0 percent of total plan assets) and $18.5 million (14.0
percent of total plan assets) at December 31, 2006 and
2005, respectively.

The Company’s German pension plan is partially
funded with insurance contracts up to maximums
established by German tax legislation. Benefits above
the statutory maximums are recorded in the Company’s
balance sheet.

One of the Company’s four pension plans covers certain
management employees. The Company does not fund
this plan, and its assets were zero in 2006 and 2005. The
plan’s projected benefit obligation and accumulated
benefit obligation were $5.6 million and $4.4 million,
respectively, at December 31, 2006, and $6.1 million and
$4.8 million, respectively, at December 31, 2005.

The Company estimates total contributions to the plans
of $2.6 million in 2007.

The following benefit payments, which reflect expected
future service, as appropriate, are expected to be paid:

(In millians) Pension Other

Benefits  Benefits
2007 $13.0 $12
2008 8.6 1.2
2009 9.9 1.2
2010 93 1.1
20M 9.5 11
Years 2012 through 2016 53.5 50

The Company’s other postretirement benefit plans
provide health and life insurance benefits to domestic
employees hired prior to 1992. The Company
effectively capped its cost for those benefits through
plan amendments made in 1992, freezing Company
contributions for insurance benefits at 1991 levels for
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current and future beneficiaries with actuarially reduced
benefits for employees who retire before age 65.

The following table illustrates the effects of the
application of SFAS No. 158 on individual line items in
the consolidated balance sheets as of December 30, 2006
for the Company.

incremental Effect of Applying SFAS No. 158
on Individual Line Items in the Statement of Financial Positian
December 30, 2006
Before After
Application of  Adjust-  Application of

{In millions) SFAS No. 158 ments  SFAS No. 158
Other assets § 87 $57 $144
Accrued liabilities 388 14 40.2
Deferred income taxes 41 05 46
Employee benefit plan

obligation 209 51 26.0
Accumulated other

comprehensive income 13.9 (1.3) 12.6

Defined Contribution Plans — The Company maintains
an integrated 401(k) and Employee Stock Ownership
Plan (ESOP). In 1992, the ESOP Trustee acquired shares
of Company common stock on the open market using
the proceeds of a fifteen-year, $3.0 million loan from the
Company. Under the terms of the variable rate loan (6.31
percent at December 31, 2006), principal plus interest

is payable in equal annual installments. The shares of
stock purchased with the loan proceeds are collateral for
the loan and are considered outstanding for purposes of
calculating earnings per share.

The Company contributes a portion of its 401(k)
matching contribution as well as an additional annual
contribution, both subject to the Company’s annual
financial results, to the ESOP Trust. The ESOP Trustee
uses a portion of the Company’s contributions to
make principal and interest payments on the loan. As
loan payments are made, shares of common stock are
released as collateral and are allocated to participants’
accounts. The balance of the Company’s contributions
in cash or common stock is made to the Company
stock fund of the 401(k) and ESOP Trusts, and allocated
to participants’ accounts to satisfy the balance of the
Company’s 401(k) matching contribution.

At December 30, 2006, 382,693 shares were allocated

to the accounts of participants, 24,783 shares were
committed to be released and allocated to the accounts
of participants for service rendered during 2006, and
24,783 shares were held by the ESOP Trust in suspense.
The following table sets forth Company contributions to
the integrated ESOP and 401(k) Plan.

{In millions) 2006 2005 2004
Company contributions to
integrated plan $1.1 $0.6 $0.9




8. Accrued Liabilities
Accrued liabilities consist of:

(In millions) 2006 2005
Salaries, wages, and commissions $14.6 $135
Product warranty costs 10.0 7.0
Insurance 6.3 52
Employee benefits 4.0 2.2
Other 5.3 _63

40.2 $34.2

9. Income Taxes
Income before income taxes consisted of:

(In millions) 2006 2005 2004
Domestic $70.9 $54.9 $48.6
Foreign 16.5 15.9 10.9
Continuing operations 87.4 70.8 585
Discontinued operations 0.4 0.3 {0.5)

$87.8 $714 $58.0

The income tax provision consisted of:

(In millions} 2006 2005 2004
Current payable:
Federal $28.6 8158 %131
Foreign 7.0 6.6 5.0
State 5.0 23 1.8
Deferred:
Federal {7.1) 0.6 138
Foreign {0.7) (0.8) (0.0
State {2.1) 0.5 0.1
Continuing operations 30.7 25.0 211
Discontinued operations 0.1 0.1 {0.2)

$30.3 $25.1 320.9

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

{In millions) 2006 2005
Deferred tax assets:
Accrued expenses and reserves $909 $ 57
Compensation and employee benefits 12.8 10.1
Other items 4.8 3.4
Total deferred tax assets 27. 19.2
Deterred tax liabilities:
Accelerated depreciation on fixed assets 8.6 104
Amartization of intangibles 5.9 1.8
Other items 1.4 6
Total deferred tax liabilities 15.9 12.8
Net deferred tax assets $11.6 $ 64

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

{In millions) 2006 2005
Deferred Deferred Deferred Deferred
Tax Tax Tax Tax
Assets Liabilities Assets Liabilities
Current $15.3 $04 $11.0 $03
Non-current 12.2 15.5 6.4 10.7
$27.5 $15.9 $17.4 $11.0

The valuation allowance for deferred tax assets was not
significant in 2005.

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

{Percentages) 2006 2005 2004
U.S. Federal statutory rate 35.0% 35.0% 350%
State income taxes, net of
federal benefit 2.1 25 21

Extraterritorial income exclusion {0.6) (1.0) {1.8)
R&D tax credits (0.7) {0.5) 0.7)
Other items (0.7) (0.7) 0.9
Effective tax rate 35.1% 35.3%  35.5%

10. Debt
Long-term debt consisted of:
(In millions) 2006 2005

Insurance Company—6.31 percent,
principal payments of $1.0 million
due in annual installments, with a
balloon payment of $10.0 in 2008

{$1.9 denominated in JPY at 12/30/06) $11.3 $123
Capital Leases 1.1 1.3
Credit Agreement —the average

interest rate for 2006 was 5.5 percent

based on the London Interbank Offered

Rates (LIBOR) plus an interest spread. 50.0 —

62.4 13.6
Less Current Maturities {11.3) {1.3)
$511  §$123
The following debt payments are expected to be paid:
(In millions) Total 2007 2008 2009
Debt $61.3 %110 $503 $—
Capital leases 1.1 0.3 04 04

$624 $11.3 8507 %04

On September 9, 2004, the Company entered into

an unsecured, 60-month, $80.0 million revolving
credit agreement. This agreement was amended and
restated on December 14, 2006 to be an unsecured, 60-
month $120.0 million revolving credit agreement (the
“Agreement”). The Agreement provides for various
borrowing rate options including interest rates based
on the London Interbank Offered Rates (LIBOR} plus
interest spreads keyed to the Company’s ratio of debt
to earnings before interest, taxes, depreciation, and
amortization (“EBITDA"), The Agreement contains
certain financial covenants with respect to borrowings,
interest coverage, loans or advances and investments.
The Company had outstanding borrowings of $50.0
million under the Agreement at December 30, 2006.
The Company also has certain overdraft facilities at its
foreign subsidiaries, of which none were outstanding at
December 30, 2006.

The Company was in compliance with all debt
covenants, at all times, in 2006 and 2005.
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11. Interest Rate Rislk

On September 24, 2003 the Company entered into a
fixed-to-variable interest rate swap to achieve a desired
proportion of variable vs. fixed rate debt. The fixed-
to-variable interest rate swap is accounted for as a

fair value hedge, per SFAS No. 133, “ Accounting for
Derivative Instruments and Hedging Activities,” with
effectiveness assessed based on changes in the fair value
of the underlying debt using incremental borrowing
rates currently available on loans with similar terms
and maturities. The effective gain or loss on the interest
rate swap and that of the underlying debt are equal
and offsetting resulting in no net effect to earnings. The
fair value of this hedge instrument was $(0.3) million

at December 30, 2006 and December 31, 2005, and is
recorded in other assets and other long-term liabilitzes.

The swap contract has a notional amount of $10 million
and matures on November 10, 2008. Per the terms of the
swap contract the Company receives interest at a fixed
rate of 6.3 percent and pays interest at a variable rate
based on the three month LIBOR rate plus a spread. The
average variable rate paid by the Company in 2006 was
7.9 percent. The differential in interest rates on the swap
is recognized as an adjustment of interest expense over
the term of the agreement.

12. Shareowners’ Equity

The Company had 23,009,513 shares of common
stock (45,000,000 shares authorized, $.10 par value)
outstanding at the end of 2006.

During 2006, 2005, and 2004, pursuant to a stock
repurchase program authorized by the Company’s
Board of Directors, the Company repurchased a total

of 5,000 shares for $0.2 million, 366,308 shares for $13.8
million and 102,800 shares for $3.1 million, respectively.
All repurchased shares were retired.

During 2006 and 2004, under terms of a Company stock
option plan, participants delivered 9,619 shares for $0.6
million and 21,312 shares for $0.7 million, respectively,
of Company common stock as consideration for stock
issued upon the exercise of stock options. There were no
such transactions in 2005. All of the shares received were
from officers of the Company.

I 2006, 2005, and 2004, the Company recorded a $5.7
million, $7.0 million and $2.4 million, respectively, as a
reduction in tax liability and an increase to shareowners’
equity as a result of stock option exercises.

Accumulated other comprehensive income (loss), con-
sisting of the currency translation adjustment and the
pension liability adjustment, was $14.5 million and $(2.1)
million, respectively, at December 30, 2006, and $6.2 mil-
lion and $(5.6) million, respectively, at December 31, 2005.
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13. Earnings Per Share

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

{In milliens, except per share amounts) 2006 2005 2004

Numerator:
Income from continuing operations $56.8 $458 $384
Income from discontinued operations 0.2 0.2 _(0.3)
$57.0

Net income $46.0 $38.1

Denominator:
Basic
Weighted-average common shares 22.8 222 220
Diluted
Effect of dilutive securities:
Employee and director incentive

stock options and awards 0.5 1.0 1.1
Adjusted weighted-average
common shares 23.3 23.2 231

Basic earnings per share

Basic from continuing operations $2.49 5206 $1.75
Basic from discontinuing operations 0.0 0.01 (0.02
Total basic earnings per share $2.50 $2.07 $1.73

Diluted earnings per share

Diluted from continuing operations $2.43 $1.97 $167
Diluted trom discontinuing operations _0.01 0.01 (0.02)
Total diluted earnings per share 244 3198 $1.65
Anti-dilutive stock options excluded 0.3 0.2 02

Anti-dilutive stock options price

range—iow $36.97 $36.97 $29.95
Anti-dilutive stock options price

range—high $45.90 $4451 $32.51

14. Stock-based Compensation

Prior to January 1, 2006, the Company accounted for
stock-based employee compensation plans under

the recognition and measurement provisions of APB
Opinion No. 25, “ Accounting for Stock [ssued to
Employees,” and related Interpretations, as permitted
by SFAS No. 123, “ Accounting for Stock-Based
Compensation.” Effective January 1, 2006, the Company
adopted the fair value recognition provisions of SFAS
No. 123(R), “Share-Based Payment,” using the modified-
prospective-transition method. Under that transition
method, compensation cost recognized in 2006 includes:
(a) compensation cost for all share-based payments
granted prior to, but not vet vested as of January 1,
2006, based on the grant date fair value estimated in
accordance with the original provisions of SFAS No. 123,
and (b) compensation cost for all share-based payments
granted subsequent to January 1, 2006, based on the
grant-date fair value estimated in accordance with the
provisions of SFAS Ne. 123(R). The total stock-based
compensation recognized in 2006 and 2005 was $3.2
million and $0.1 million, respectively. Results for prior
periods have not been restated.
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Prior to the adoption of SFAS No. 123(R), the Company
presented all tax benefits of deductions resulting from
the exercise of stock options as operating cash flows in
the Statement of Cash Flows. SFAS No. 123(R) requires
the cash flows resulting from the tax benefits resulting
from tax deductions in excess of the compensation cost
recognized for those options (excess tax benefits) to be
classified as financing cash flows. The $5.7 million excess
tax benefit classified as a financing cash inflow would
have been classified as an operating cash inflow if the
Company had not adopted SFAS No. 123(R), and is
included in “Income taxes” in the Company’s statement
of financial position.

The following table illustrates the cffect on net income
and earnings per share if the Company had applied

the fair value recognition provisions of SFAS No. 123

to options granted under the Company’s stock option
plans in all periods presented. For purposes of this pro
forma disclosure, the value of the options is estimated
using a Black-Scholes option-pricing formula and
amortized to expense over the options’ vesting periods.

(In millions, except per share amounts) 2005 2004

Reported net income $46.0 $38.1
Add: Total fair value computed stock-

based compensation, net of tax” 0.1 —
Deduct; Total fair value computed

stock-based compensation, net of tax* (1.6) {1.5)
Pro forma net income $44.5 $36.6
Earnings per share:
Basic—as reported $2.07 $1.73
Basic-—pro forma $2.00 $1.67
Diluted—as reported $1.98 $1.65
Diluted—pro forma $1.92 $1.59
Assumptions used for the Black-Scholes Mode!
Risk-free interest rate 3.75% 3.60%
Dividend yield 1% 63%
Volatility factor .194 181
Weighted average expected term 5.3 years 6 years

*“Includes expense related to restricted stock reported in
net income,

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

Authorized Shares
Franklin Electric Co., Inc. Stock Option Plan 3,600,000
Franklin Electric Co., Inc. Stock Plan—options 1,150,000
Franklin Etectric Co., Inc. Stock Plan—stock awards 150,000

During 2005, all remaining authorized shares available
for grant under the Franklin Electric Co., Inc. Stock
Option Plan were awarded. On April 29, 2005, the
Franklin Electric Co., Inc. Stock Plan (the “Stock Plan™)
was approved by the Company’s shareholders. Under
the Stock Plan, employees and non-emplovee directors

may be granted stock options or stock awards. The
Company currently issues new shares from its common
stock outstanding balance to satisfy share option
exercises and stock awards.

Stock Options:

Under each of the above plans, the exercise price of
each option equals the market price of the Company’s
common stock on the date of grant and the options
expire ten years after the date of the grant. Generally,
options granted to nonemplovee directors vest 33
percent a year and become fully vested and exercisable
after three years. Options granted to employees

vest at 20 or 25 percent a year and become fully

vested and exercisable after five years or four vears,
respectively. Subject to the terms of the plans, in general,
the aggregate option price and anv applicable tax
withholdings may be satisfied in cash or its equivalent,
or by the plan participant’s delivery of shares of the
Company’s common stock owned more than six months,
having a fair market value at the time of exercise equal
to the aggregate option price and/or the applicable tax
withholdings.

The fair value of each option award, both before and
after the adoption of SFAS No. 123(R), is estimated

on the date of grant using the Black-Scholes option
valuation model with a single approach and amortized
using a straight-line attribution method over the
option’s vesting period. Options granted to retirement
eligible employees were immediately expensed. In
2005, this amount was disclosed in the pro-forma
exhibit while in 2006 it is recognized as an expense. The
Company uses historical data to estimate the expected
volatility of its stock; the weighted average expected life,
the period of time options granted are expected to be
outstanding; and its dividend yield. The risk-free rates
for periods within the contractual life of the option are
based on the U.S. Treasury yield curve in effect at the
time of the grant.

The assumptions used for the Black-Scholes moedel to
determine the fair value of options granted during 2006
is as follows:

Risk-free interest rate 4.54%
Dividend yield 70-74%
Weighted-average dividend yield 707%
Volatility factor .3553-.3768
Weighted-average volatility .359
Expected term 4-5 years
Forfeiture rate 5.44%
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Notes to Consolidated Financial Statements (continued])

A summary of the Company’s stock option plans
activity and related information is as follows:

{Shares in thousands) Weighted-
Weighted- Average Aggregate
Average Remaining Intrinsic
Exercise Contractual Value

Stock Options Shares Price Term (000s)

Outstanding at

beginning of 2004 2,534  $18.93
Granted 199 30.57
Exercised (331) 13.66

Forfeited

Outstanding at
beginning of 2005 2401 52061

Granted 183 40.93
Exercised (777) 18.39
Forfeited {14y  27.52

Outstanding at

beginning of 2006 1793  $23.60
Granted 125 4590
Exercised (509)  20.69
Forfeited {1y 2622
Outstanding at

end of period 1,398  326.65 558  $34.602
Expected to vest after

applying forfeiture rate 1,344  $26.32 5.50  §$33.687
Vested and exercisable — -

at end of period 842 $21.82 437  $24905

Weighted average grant-date

fair value of options $16.43 §7.47
(In millions}
intrinsic value of options exercised $ 2.7 $43 $13

Cash received from the

exercise of options $ 101 $14.3 $40
Fair value of shares vested $ 2.7 $ 31 $33
Tax benefit realized from

tax deductions $ 57 $70 $24

There were no options granted during the fourth
quarter. The total intrinsic value of options exercised
during the fourth quarter of 2006 was $0.2 million.
There were no share-based liabilities paid during the
2006 fiscal year. As a result of the Company’s policy for
issuing shares upon share option exercise, during the
2007 fiscal year, the Company expects to repurchase up
to 400,000 shares.

A summary of the Company’s nonvested shares activity
and related information, for fiscal year ended December
30, 2006 follows:

(Shares in thousands)

Weighted-Average

Grani-Date
Nonvested Shares Shares Fair Value
Nonvested at beginning of period 736 5703
Granted 125 16.43
Vested (294) 6.50
Forteited (1) 584
Monvested at end of period 536 $ 947

As of December 30, 2006 there was $3.2 million of total
unrecognized compensation cost related to nonvested
share-based compensation arrangements granted under
the Plans. That cost is expected to be recognized over a
weighted-average period of 1.7 years.

Stocl Awards:

Under the Stock Plan, nonemployee directors and
employees may be granted stock awards or grants of
restricted shares of the Company’s common stock,
vesting subject to the employees’ performance of certain
goals. The Stock Plan is an amendment and restatement
of the Franklin Electric Co., Inc. Key Employee
Performance Incentive Stock Plan (the “Incentive Plan”),
established in 2000. Prior to April 29, 2005, 16,300 shares
had been awarded under the Incentive Plan and an
additional 150,000 shares were authorized for stock
awards under the Stock Plan.

The stock awards are granted at the market value on the
date of grant and the stock awards cliff vest over either
4 or 5 years and the attainment of certain performance
goals. Dividends are paid to the recipient prior to
vesting. Stock awards granted to retirement eligible
employees were immediately expensed in 2006. There
were no grants made to retirement eligible employees in
2005,

A summary of the Company’s restricted stock award
activity and related information, for the fiscal vear
ended December 30, 2006 follows:

{Shares in thousands)

Weighted-Average

Grant-Date
Nonvested Shares Shares Fair Value
Nonvested at beginning of period 21 $40.82
Awarded 26 49.25
Vested (6) 58.33
Forfeited (1) 40.72
Monvested at end of period 40 $43.39

As of December 30, 2006 there was $1.1 million of total
unrecognized compensation cost related to nonvested
share-based compensation arrangements granted under
the Plan. That cost is expected to be recognized over a
weighted-average period of 3.1 years.




15. Segment and Geographic

Information

Based on the management approach established by
SFAS No. 131, “Disclosure About Segments of an
Enterprise and Related Information,” the Company’s
business consists of two operating segments based on
the principal end market served: the Water Systems
segment and the Fueling Svstems segment.

The Water Systems segment designs, manufactures and
sells motors, pumps, electronic controls and related
parts and equipment primarily for use in submersible
water and other fluid system applications. The Fueling
Systems segment designs, manufactures and sells
pumps, electronic controls and related parts and
equipment primarily for use in submersible fueling
system applications. The Fueling Systems segment
integrates and sells motors and electronic controls
produced by the Water Systems segment.

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

results.

Net sales by product category, net of inter-company

16. Contingencies and Commitments

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

Total rent expense charged to operations for operating
leases including contingent rentals was $5.8 million,
$4.3 million and $3.4 million for 2006, 2005 and 2004,
respectively.

The future minimum rental payments for non-cancelable
operating leases as of December 30, 2006, are as follows:
2007, $5.3 million; 2008, $4.3 million; 2009, $2.8 million;
2010, $1.8 million; and 2011, $1.3 million. Rental
commitments subsequent to 2011 are not significant by
year, but aggregated are $6.9 million in total.

At Decernber 30, 2006, the Company had $5.9 million of
commitments primarily for the purchase of machinery
and equipment, and building expansions.

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

activity, are as follows: (In millions) 2006 2005

2006 2005 2004 Beginning balance $7.0 $7.1

Accruals related to product warranties 7.9 54

Water Systems $459.1 $3345  $304.2 Additions related to acquisitions 2.8 —
Fueling Systems 98.8 63.9 65.9 Reductions for payments made (7.7) {5.5)
Total $557.9 $403.4 $370.1 Ending balance $10.0 $L_q
Geographical information 17. Se[lecﬂe:dl Quarterly Financial Data

. {Unaudited)
Net Sales Long-lived assets

2006 2005 2004

2006 2005 2004

United States ~ $364.7 $240.9 $221.6
Foreign 193.2 162.5 1485

$241.8 $116.5 $101.7
66.1 602 _ 656

Total $557.9 $403.4 $370.1

$307.9 $176.7 $167.3

ITT Industries, Inc., and its various subsidiaries and
affiliates, accounted for 11 percent, 16 percent and 20
percent of the Company’s consolidated sales in 20086,
2005, and 2004, respectively. Pentair Corporation and
its various subsidiaries and affiliates, accounted for 12
and 14 percent, of the Company’s consolidated sales
in 2006 and 2005, respectively. Sta-Rite Industries, Inc.,
formerly a part of the manufacturing subsidiary of
Wisconsin Energy Corporation, accounted for 22 percent
of the Company’s consolidated sales in 2004. Sta-Rite
Industries, Inc. was acquired by Pentair Corporation
during 2004 and its sales have been included with

Pentair’s sales for 2005 and 2006.

Unaudited quarterly financial information for 2006 and
2005 from continuing operations is as follows:

{fn millians, except per share amounts)

Income Basic Diluted
Gross Cont.  Earnings  Earnings
Net Sales Profit  Ops. Per Share(a) Per Share
2006
1st Quarter $101.7 $ 354 §$ 9.7 $0.43 $0.42
2nd Quarter  152.2 526 16.5 0.72 0.70
3rd Quarter 156.1 93.6 16.3 0.71 0.70
4th Quarter 147.9 50.0 143 0.62 0.61
$557.9 $1916 $56.8 $2.48 $2.43
2005
1stQuarter $ 735 $243 $ 59 $0.27 30.25
2nd Quarter  114.3 40.2 135 0.61 0.59
3rd Quarter 109.9 39.1 13.2 0.59 0.56
4th Quarter 105.7 39.2 13.2 0.59 0.57
54034 $1428 $458 $2.06 $1.97

{a) Earnings per common share amounts are computed
independently for each of the quarters presented.
Therefore, the sum of the quarterly earnings per
share may not equal the annual earnings per share.
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18. Subseguent Event

In an agreement dated February 21, 2007, between
Franklin Electric and Howden Africa Holdings Limited,
Franklin will acquire Howden's 42 percent shareholding
in Pump Brands (Pty) Limited, Johannesburg, South
Africa (“Pumps”) for an estimated $4.5 million,

subject to certain terms and conditions, including the
requirement of obtaining approval from the South
African Competition Authority. Pumps is involved

in the design, manufacture, marketing and selling of
pumps and related products in South Africa and other
African markets, Pumps offers a broad range of products
for the agricultural sector, water and effluent treatment
industrics as well as for processing, pharmaceutical,
food and beverage, petrochemical, and construction.
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Dividend Payments

The number of shareowners of record as of January 12, 2007 was 935. The Company’s stock is traded on Nasdaq
National Market: Symbol FELE.

All share and per share data included in this annual report reflects the Company’s two-for-one stock split effected in
the form of a 100 percent stock distribution made on June 15, 2004. Dividends paid and the price range per common
share as quoted by the Nasdaq National Market for 2006 and 2005 were as follows:

DIVIDENDS PER SHARE PRICE PER SHARE
2006 2005 2006 2005
Low High Low High
1stQuarter........... ...l $.10 $.08 $38.70 $556.72 $37.36 $44 31
2nd Quarter ... ... $. 1 $.10 $46.37 $62.95 $34.54 $40.82
3rd Quarter ... ... .. 3. $.10 $45.70 $54.19 $37.01 $45.29
dthQuarter................ ... ..., $.1 §.10 $49.50 $57.35 $39.20 $44.75
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Company Information

Directors

Jerome D. Brady,

Retired President and Chief Executive Officer,

C & K Components, Inc. (A)

Diana S. Ferguson,

Senijor Vice President and Chief Financial Officer
Sara Lee Food Service (A, C)

David A. Roberts,

Chairman, President and Chief Executive Officer,
Graco, Inc. (B, )

R. Scott Trumbull,

Chairman of the Board and Chief Executive Officer,
Franklin Electric Company, Inc.

David M. Wathen,

Retired President and Chief Executive Officer,
Balfour Beatty, Inc. (B, C)

Howard B. Witt,

Retired Chairman of the Board, President and
Chief Executive Officer,
Littelfuse, Inc. (B)

Thomas L. Young,

President,
Titus Holdings Ltd. (A, C)

(A) Member of Audit Committee

(B} Member of Management Organization and
Compensation Committee

{C) Member of Corporate Governance Committee

Officers
R. Scott Trumbull,
Chairman of the Board and Chief Executive Officer

Peter C. Maske,
Senior Vice President and President of Europa

Gregg C. Sengstack,
Senior Vice President, International & Fueling Systems

Daniel J. Crose,
Vice President, North American Submersible
Operations

Thomas A. Miller,
Vice President, Engineering and Electronic Technology

Kirk M. Nevins,

Vice President, Office of the Chairman

Robert . Stone,

Vice President, Sales, Marketing and Technology
Thomas J. Strupp,

Vice President, Chief Financial Officer and Secretary

Gary D. Ward,

Vice President, Human Resources

Corporate Headquarters

Franklin Electric Co., Inc.
400 East Spring Street
Bluffton, Indiana 46714
Tel; 260.824.2900

Fax: 260.824.2909

www franklin-electric.com

Worldwide Operations
Water Systems Products

Berzo Demo, ltaly

Brno, The Czech Republic
Grant County, IN, US.A.
]nhannesburg, South Africa
Linares, Mexico

Little Rock, AR, US.A.
Melbourne, Australia
Meonterrey, Mexico

Motta di Livenza, Italy
Oklahoma City, OK, US.A.
Shanghai, China

Siloam Springs, AR, US.A.
Suzhou, China

Tokyo, Japan

Toronto, Canada
Wilburton, OK, US.A.
Wittlich, Rhineland, Germany

Fueling Systems Products
Hudson, NH, US.A.
Madison, W], US.A.

Saco, ME, US.A.
Wittlich, Rhineland, Germany

Independent Auditors
Deloitte & Touche vir, Chicago, IL, US.A.

Transfer Agent
LaSalle Bank National Association, Chicago, IL, US.A.

Stock Exchange

Franklin Electric’s common stock is traded on the
Nasdaq National Market under the symbol FELE.

Shareowners’ Information

The Company will provide a copy of supplemental
information and Form 10-K Annual Report to the
Securities and Exchange Commission free of charge to
any sharcowner requesting a copy in writing. In uiries
should be directed to: Corporate Secretary, Franklin
Electric Co., Inc., 400 East Spring Street, Bluffton,
Indiana 46714

Notice of Annual Meeting

The Annual Meeting of Shareowners will be held on
April 27, 2007, at 11:00 a.m,, C.T., at 1301 W. Stovall
Rd., Wilburton, Oklahoma 74578.
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