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STRONG

ND FOCUSED

Our strengths lie within our people, our technologies,
and our customer relationships. We apply our broad
portfolio of technologies to solve complex fuel and

combustion control applications.

Engine and turbine original equipment manufacturers (OEMs) depend on Woodward

to address their market needs for lower emissions, higher reliability, and lower costs.

Today and in the future, Woodward will continue to develop and deliver systems,

components, and services to meet unique aerospace, power generation, process

industries, and transportation needs.

Market Segment Sales
Power Generation

Transportation

Process Industries

Aerospace (Military) |

Business Description
Woodward designs, manufactures, and services energy
control systems and components for aircraft and industrial

engines and turbines. Leading OEMs throughout the world

use our products and services in the power generation

process industries, transportation, and aerospace mark
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o - MARKET STRATEGY

We use our energy control technologies to develop and produce components that we integrate

FUEL COMBUSTION ELECTRONIC CONTROLS SYSTEMS
SYSTEMS CONTROL SYSTEMS AND SOFTWARE INTEGRATION SERVICES

COMPONENTS:

into systems. Our systems and components help our customers satisfy their needs for reliable

and cost effective power equipment that meets strict air quality standards.

WHAT DRIVES
OUR BUSINESS

L T L nnC L E R NTEGRATED SYSTEMS
Techn:)logie an
into ene

EMISSIONS

Achieving environmental standards. Global emissions

regulations demand cleaner air now and in the future, wi il POWER EQUIPMENT
world economic factors necessitate improved fuel eco 1

i
and use of alternative fuel sources. Woodward'’s sys

) : INDUSTRIAL DIESEL AND STEAM TURBINES AIRCRAFT GAS TURBINES
component solutions help our power equipment cu GAS ENGINES COMPRESSORS FUEL CELLS
environmental standards with improved reliabil INDUSTRIAL GAS TURBINES GENSETS AND SWITCHGEAR

A

GLOBALIZATION

OUR CUSTOMERS INCLUDE:

Conducting global business locally. B
as economies around the world becc
Woodward knows that doing business 5

and time zone enables us to bettgj >rsta em.

With locations in China, India, and 1?

d, we are

established economies.

----------------------------------- > MARKET APPLICATIONS:

By delivering integrated control solutions,

SYSTEM SOLUTIONS prooms i, tarmprrater

[

|
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positioned to serve rapidly growing <ets as well as other :
|

*

|
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Solving challenges with innovation and integration. generation markets.
Customers demand technical solutions that meet their needs
for efficiency, reliability, and cost. Our market strategy helps
us deliver integrated systems and advanced componentinHE'\t

meet stringent aerospace and industrial requirements. Wit

experience in fuel and combustion control systems for eng
and turbines of every size and application, Woodward is ready

to solve tomorrow’s challenges.
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FINANCIAL HIGHLIGHTS

Fiscal year ended September 30,

(In thousands except per share amounts and other year-end data)

2004 2003 2002

Operating Results
Net sales
Earnings before cumulative effect of accounting change
Basic per share amount
Diluted per share amount
Cash Dividends per Share
Year-end Financial Position
Working capital
Total assets
Long-term debt, less current portion
Shareholders’ equity
Other Year-end Data
Shareholders’ equity per diluted share
Worker members
Registered shareholder members

$709,805 $586,682 $679,991
31,382 12,346 45,170

2.78 1.10 3.99
2.71 1.08 3.90
0.96 0.9525 0.93

197,524 151,262 155,440
654,294 615,999 582,395

88,452 89,970 78,192
385,861 360,804 354,901

33.36 31.68 30.66
3,287 3,273 3,337
1,529 1,576 1,592

Net Sales Earnings Before Cumulative Effect
(Dollars in Millions) of Accounting Change*
(Dollars in Millions)

$45 .

$30 ____

$I5___.

00 01 02 03 04 00 ‘01 ’02 03 04

Earnings Before Cumulative Effect

of Accounting Change and Cash

Dividends Per Share*

(In Dollars)

$3.75 __

$2.50 __

$1.25 .

’00 01 ’02 ’03 ’04

. Earnings before cumulative effect of

accounting change per diluted share

. Cash dividends per share

*Earnings before cumulative effect of accounting change for 2000 and 2001 includes goodwill-related amortization, net of income taxes, of $2.7 million or $0.24

per diluted share in 2000 and $2.9 million or $0.25 per diluted share in 2001. Beginning in 2002, goodwill was no longer amortized. In addition, earnings before

cumulative effect of accounting change for 2000 included a gain from the sale of business, net of income taxes, of $17.1 million or $1.51 per diluted share.



2004 ANNUAL REPORT

DEAR

2004 was a turnaround
SHAREHOLDERS >

experienced solid growth in
most of our markets, after two consecutive years of decline.
However, the strength of the markets has not returned to the
vigorous levels of 2000. The prospects of demand returning to
2000 levels within the next two years, assuming the economy
cooperates, are reasonably good with the exception of large
industrial gas turbines, which we believe will continue to

strengthen, but most likely not return to the boom years of

2000 and 2001.

We converted this market growth into much improved
operating margins for 2004. Our aircraft segment showed

significant improvement year-over-year as a result of a

higher mix of aftermarket business as well as efficiency

Stephen P. Carter
Executive Vice President,
Chief Financial Officer

and Treasurer

John A. Halbrook
Chairman and

Chief Executive Officer

Thomas A. Gendron
President and
Chief Operating Officer
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improvements from the 2003 closure and integration of
our Buffalo, New York servovalve operation into our

Rockford, lllinois plant.

While we made improvements in our industrial business, we
were not able to convert the additional sales into targeted
operating margins. Supply chain problems, acquisition
integration issues, and inefficiencies caused by the fast
ramp-up in orders prevented the expected operating
leverage from flowing through to the bottom line. Correcting
these problems has been and will continue to be a primary

focus in 2005.

In addition to these efforts, we recently announced our
intention to consolidate our European businesses to eliminate
two manufacturing operations and to integrate the work into

other Woodward facilities.

We wiill also reduce our sales and service resources
in Europe. This will improve our margins and allow
us to reallocate our resources from Europe, where
engine manufacturing is declining, so we can focus
more resources in Asia, where engine manufacturers

are moving and markets are growing.

Along with our facility in Tomisato, Japan and

sales offices located throughout Asia, we have two
wholly-owned operations in China, located in Tianjin and
Suzhou. Through these facilities, we support our western
original equipment manufacturers (OEM) activities in
China, develop relationships with Chinese OEMs, and

establish sourcing in the region.

We believe these actions and locations will best serve our
customers and investors as we continue to integrate our
recent acquisitions and expand our global presence for end

markets and sourcing of components.

Our Strategy

Reducing emissions, improving operating efficiencies, and
lowering costs remain the dominant drivers in our markets. To
that end, through acquisitions, our own product development,
and licensing agreements, we have put together a technology
portfolio that gives us critical mass to meet these market
challenges. Most recently, through the acquisition of Adrenaline
Research, which had developed proprietary combustion
sensing expertise, we added crucial technology to remain

a leader in energy control solutions.

To leverage this knowledge, we have also committed to
investing in a new combustion test facility at our Zeeland,
Michigan location. We believe combustion control is key to
achieving emission regulations in 2010 and beyond. Coupled
with our existing strengths, the world-class test facility will
support future systems development that focuses on the
components necessary for aircraft and industrial combustion
control. Building construction has begun, and we expect the

facility to be completed by April 2005.
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“We have strong, solid
relationships with our
foundation customers, who
are the world’s major engine

and turbine manufacturers.”

Helping Customers Meet Demands

We have strong, solid relationships with our foundation
customers, who are the world’s major engine and turbine
manufacturers. Our customers face many issues—emissions
regulations, the need for high fuel efficiency, the drive for
lower cost products, and the ability to respond quickly to
the global market. We work closely with our customers early
in the development and design stages, which enables us to
anticipate their needs and deliver products to meet their
specifications. In fiscal year 2004, we invested approximately
$40 million, or about 6 percent of sales, in developing

systems and products that will secure our future.

For example, we recently announced our role as fuel systems
integrator with GE Transportation—Aircraft Engines for the

™

new GEnx™ turbofan engine for the Boeing 7TE7 Dreamliner.
The Boeing 7E7, scheduled for entry into service in 2008, is

expected to revolutionize widebody aircraft travel.

The GEnx contract win solidifies our role as a systems
integrator, demonstrates the value of our new product
development efforts, and continues our strong position with
GE on their aircraft engine product lines. Industry analysts
estimate the potential for our total fuel system program will

exceed $400 million over the life of the program.

We engineer systems that enhance the competitiveness of
our customers’ products by meeting stringent emissions
regulations. For instance, we are developing the next
generation of an engine control system for compressed
natural gas (CNG) vehicles, the OH-2. Primarily for Asian
markets, this system reduces emissions and increases fuel
efficiency on urban bus and commercial truck engines

without sacrificing driveability.
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Similarly, we developed the MI-04 engine control system to
meet 2004 emissions requirements for the mobile industrial
engine market, and we are currently developing the MI-07
to meet more stringent 2007 emission standards. These
systems use proven products that reduce emissions, increase
engine performance, and offer ease of maintainability. By
investing in the small engine market, we now can offer our
customers total system solutions for their engines that

power forklifts and other off-road vehicles.

Looking at 2004 and Beyond

Total company sales for 2004 were $709,805,000 and
earnings were $31,382,000 or $2.71 per diluted share. The
2004 results included pretax workforce management costs
of $12,868,000 related primarily to the consolidation of two
manufacturing operations in Europe into existing operations.
From our current vantage point, we believe our markets will
continue to show growth over the next year and into 2006,
and we are dedicated and positioned to capture the revenue

and earnings growth opportunities.

The Sarbanes-Oxley Act has raised the visibility of corporate
governance, which holds a place of high importance to our
shareholders and has always been an area of focus for
Woodward. We are actively working on requirements
related to internal controls over financial reporting for
Section 404 of the Act, and we are on target to meet the

2005 deadline.

This year brought a couple of changes to our Board of

Directors. First, Rodney O’Neal resigned from our Board in
March 2004 because he was unable to commit the time he
felt was appropriate. We will miss his valuable participation

in our strategic and operational deliberations.

Second, Larry E. Rittenberg, Ph.D., CIA, CPA, was elected
as a director of the company, effective September 1, 2004.
Professor Rittenberg is recognized for his knowledge and
insight regarding corporate governance and internal auditing,

areas that are a major focus in today’s business environment.

On November 18, 2004, Woodward announced plans for
the transition of our chief financial officer role. Executive
Vice President, CFO and Treasurer Stephen P. Carter has
decided to retire from Woodward following the appointment
and transition of his successor. During his 18-year tenure,
Steve’s achievements and contributions were exemplary,
including helping to manage our transformation to full public
company status. Steve has been an outstanding colleague
and advisor, and we will miss his strategic vision, broad range

of capabilities, and professionalism.

I want to thank our Board of Directors for their guidance
and our leaders and members for their hard work this year.
They are the reason we had a successful year in building on

our strengths and strategies for growth.

Woodward sets the standard for energy control system
solutions for aerospace, industrial power systems, power
generation, transportation, and process industries. We will
continue to work within our strategies and structure to build

a strong future.

John A. Halbrook
Chairman of the Board and Chief Executive Officer

December 8, 2004
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STRONG IN OUR

TECHNOLOGIES

Our core technologies focus on fuel delivery and combustion
control for aircraft and industrial engines and turbines. Our
engineers translate their knowledge and expertise into systems
and components that help our customers provide reliable,
low-cost, and low-emission energy control equipment.

In cooperation with Pratt & Whitney Canada (P&WC), an
aircraft turbine manufacturer, Woodward evaluated and
developed a technology concept for an engine fuel delivery
system for the general aviation market. As the engine went
from thought to creation, it became the P&WC PW600
engine family program.

We leveraged technologies from our small industrial turbine
and engine applications and extended those technologies into
aircraft engine control. Ultimately, we simplified the control
system, which reduced component count, weight, and cost
while enhancing engine performance.

As the system integrator, Woodward is responsible to
provide the fuel pump, metering unit, sensors, harness,
actuator, and ignition system for the PW6I0F, which

will power the twin-engine Eclipse 500™ business jet.
Eclipse Aviation Corporation has experienced a strong
demand for the entry-level jet for the general aviation and

new “air taxi” marketplaces.

Hermann study results of a development test for fuel control system components for
the Pratt & Whitney Canada PW6I0F engine. Page 7 (left-right): At a flow test
stand, Woodward technician Tom Collard and engineer George Sanchez examine a

prototype gas valve assembly for GE’s new LMSI00™ gas turbine.

Page 6 (left-right): Woodward technicians Jason Jerome, Terry Roby, and Ronda
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As engines and aircraft become more sophisticated, their
systems require more information sharing and greater heat
management capability. By developing, acquiring, and
applying our technologies, we are finding solutions and
contributing to the industry’s efforts to offer aircraft that
are safer, easier, and less expensive to operate.

As the first new power generation concept in more than
a decade, GE’s 100-megawatt LMSI00™ is a simple-cycle,
high efficiency gas turbine. It is designed to provide fast
starts, high availability and reliability, and low emissions.

The LMSI00 represents a significant change in power
generation technology. When developing the turbine, GE
used technologies from its aeroderivative and industrial gas
turbine experience.

on SYSTEM SOLUTIONS

Woodward offers single-source system solutions to original equipment

manufacturers for their fuel and combustion control needs, increasing our

content per engine while lowering their costs.

Likewise, Woodward drew upon technologies from its aircraft
and industrial business segments to provide the gas and
liquid fuel metering system, water metering valves, liquid fuel
pumps, variable-geometry servovalve actuators, and fuel
nozzle premixers.

GE required a supplier with systems engineering expertise,
the ability to meet its technical requirements, and the talent
to design and manufacture reliable systems and components.

To meet GE’s requirements, Woodward tapped into
expertise from operations that spanned the company,
including technologies associated with pumps, pre-mixers,
and valves. We also developed new digital driver and electric
actuation technologies that are leveraged across the fuel
metering system on the LMSI00.

Through our advanced technologies, Woodward is able to
meet GE’s fuel and actuation system needs for the world’s
most efficient simple-cycle gas turbine.
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STRONG IN OUR

MARKETS

Serving leading engine and turbine original equipment
manufacturers, Woodward solves key issues that drive their
businesses—emissions, globalization, reliability, and cost.

The need for clean air and energy independence has resulted
in new government requirements worldwide that expand the
use of low-emission natural gas vehicles.

Particularly in China and other parts of Asia, governments
are requiring urban bus and vehicle fleets to use compressed
natural gas (CNG) or propane-fueled engines to increase
reliance on locally available energy supplies and to

reduce emissions.

L
AT

Page 8: The OH-2 engine control system, being tested in Woodward’s dynamometer lab,
will help customers meet upcoming emissions requirements. Inset: We will provide a suite
of components for the GP7200 engine for the Airbus A380 jet, part of the widebody
commercial aircraft market. Page 9: The commercial and military aircraft aftermarkets

remained strong for Woodward in 2004. Test Stand Operator Pam Lindsey inspects a

combustion control component for the US Air Force.

In the last decade, Woodward developed and successfully
marketed three generations of the OH-1 engine control
system for heavy-duty CNG engines.

To meet the next round of engine emissions requirements
and to serve the escalating Asian market, Woodward is
introducing the next generation control system, the OH-2.
With upgraded features, it will provide improved fuel, air,
and combustion control for lower emissions, better fuel
efficiency, and enhanced system performance.
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In the aerospace market, Woodward is represented on
military engines that will power the frontline fighters of the
future. We supply an augmentor spraybar for the F119 engine
on the F/A-22 Raptor, and we are developing combustion
components for the main and augmentor portions of the
Pratt & Whitney F135 engine for the F-35 Joint Strike Fighter.

In recent years, we have been expanding our presence in the
widebody aircraft market. We produce a hydromechanical
unit for the GE90-115B, the exclusive engine on the Boeing
777-300ER and -200LR, and we developed a suite of
components for the GP7200 engine for the Airbus A380
superjumbo jet.

We manufacture fuel nozzles, fuel metering units, and air
modulating valves for the IAE V2500 engine used on the
popular narrow body Airbus A319/320/321 family of aircraft.

LEADER

in VITAL GLOBAL MARKETS

Woodward’s advanced systems and component solutions address key
drivers in the aerospace, power generation, transportation, and process

industries markets. We continue to gain market share by providing

solutions for our customers.

We are gaining market share in the commercial and military
aftermarkets by focusing on repair, overhaul, and replacement
of both Woodward and non-Woodward components.

For example, we are repairing Woodward components
and replacing competitors’ components for the IAE V2500
engine. Also, the US Air Force is updating the engine
configurations for F15 and F16 fighter jets, and we are
supplying combustion control components.

Additionally, we developed a repair and overhaul process
for an engine combustion system component for the
KC-135 fuel delivery tanker and B52 long-range bomber.

Our strength in vital global markets positions us to offer
solutions to issues that drive our customers’ businesses.
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STRONG IN OUR

RELATIONSHIPS

Strong customer relationships are a Woodward hallmark.
As a supplier, we cultivate our relationships by listening to
the needs of our engine and turbine customers and by
offering solutions that benefit them and their end users.

For decades, Woodward and our customers have worked
together to provide fuel control system solutions for the
industrial and aircraft markets. We support GE with on-site
representatives at their aircraft engine facility, and our
industrial combustion system operation is located near one
of their plants.

systems and components.

Woodward’s on-site representatives focus on current

and future development efforts, ensuring the voice of the
customer is heard. Our engineers have earned increasing
levels of responsibility in the joint development of Woodward
components for both GE Transportation and GE Energy.

Our relationship with GE Transportation—Aircraft Engines
contributed to our successful bid to be the fuel system

™

integrator for the new GEnx™ turbofan engine for the

widebody Boeing 7TE7 Dreamliner.

to our CUSTOMER BASE

Our customer relationships are built on trust because we first listen, then

analyze, suggest, develop, and manufacture advanced engine fuel control
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As system integrator, Woodward is responsible for the With the MI-04 system, Woodward extended the
specifications, development, certification, production relationship beyond our system and component
and support of the fuel system, which manages fuel development scope to support Daewoo and NGVI in
pumping and metering, engine actuation and control, the field.

heat management, and fuel filtration. .
g Before production release of the system, we worked

In building strong relationships, we have worked with together to develop a training program for Daewoo’s
Daewoo Heavy Industries and Machinery and NGVI, distributors and sales and service managers. The training
an engine packager, for almost a decade. By coupling program also educates service managers on use and
technical expertise with our team approach, we have maintenance of the advanced MI-04 system.

helped D d NGVl sol lex chall . , .
. elped Faewoo an' . 5° V? fany compiex chafienges With a thorough knowledge of Woodward’s engine
in the heavy-duty industrial engine market. , .

control features and benefits, Daewoo’s sales and service

Woodward teamed with Daewoo and NGVI to develop organization can address questions about the mobile
the MI-04 engine control system for the small mobile equipment more effectively.

industrial engine market. The system helps engine and . .
. s Y eps ensin Currently, we are developing the MI-07 engine control
equipment manufacturers reduce emissions and increase i .
. f system to meet more stringent 2007 emission standards.
engine performance. . .

snep The close relationship forged between Woodward, Daewoo,

and NGVI has been instrumental to our mutual success.

S

Page 10 and center: Our customer-focused activities range from
concurrent design engineering to proactive production meetings. Page 11:
Building on our close relationship with Daewoo, we solve many complex

challenges in the small mobile industrial engine market.

11
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STRONG

FINANCIALLY

A strong financial base affords a company the resources to
invest in its future. At Woodward, it allows us the flexibility to
fund new product development, to execute our acquisition
strategy, and to attract and retain talented employees who
are recognized as a competitive advantage in the industry.

As a financially secure company, we can concentrate on key
initiatives that will help us continue to address our customers’
needs now and in the future. One of many plans in progress
is establishing a common set of product design tools and
processes that incorporate Six Sigma and lean approaches

across our aircraft and industrial businesses.

This type of standardization and discipline leads to ongoing
improvements in our product development efforts, which
enables us to offer our customers market-leading solutions.

Sound investments lay the groundwork for future
opportunities with our customers. To support the

growth of our systems capabilities, test facilities are

under construction for both combustion and fuel systems.
When completed in fiscal year 2005, we will use these
facilities to test innovative products and control solutions
that will lead to improved efficiencies and reduced emissions.

With a strategic partner mindset and continued investments
in technologies, products, and people, we set the global
standard for energy control system solutions.

FOCUSED

on the FUTURE

As we successfully leverage our investments across our core

markets, we bring added value to our customers and shareholders.
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FINANCIAL
REVIEW

14 — Management’s Discussion and Analysis

31 — Consolidated Financial Statements

52— Report of Independent Registered Public Accounting Firm
53— Selected Quarterly Financial Data

54— Selected Financial Data

Management’s Responsibility for Financial Statements

Management is responsible for the accompanying
financial statements and believes that the financial
statements accurately and consistently present the
financial position, results of operations, and cash
flows of the company in accordance with accounting

principles generally accepted in the United States.

Management makes what it believes to be reasonable
and prudent judgments and estimates where necessary,
and has a system of internal accounting controls
designed to provide reasonable assurance that its
financial records are accurate, assets are safeguarded,
and transactions are executed in accordance with
management’s authorizations. Self-monitoring of
the internal accounting control system, along with
selective testing, is a part of our control environment.
Corrective actions are taken whenever deficiencies in

our internal accounting control system are identified.

PricewaterhouseCoopers LLP, the company’s
independent registered public accounting firm, audit
the company’s financial statements in accordance with
the standards of the Public Company Accounting
Oversight Board (United States). Their report on
these financial statements follows the notes to

consolidated financial statements.

The audit committee of the company’s Board of
Directors, which consists of directors who are not
officers or employees of the company, meets with
management and PricewaterhouseCoopers LLP to
review and discuss the audited financial statements,

along with other matters.

W

John A. Halbrook
Chairman and

Chief Executive Officer

gt 0. Gt

Stephen P. Carter
Executive Vice President,

Chief Financial Officer and Treasurer
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Management’s Discussion and Analysis

We prepared the following discussion and analysis to help
you better understand our financial condition, changes

in our financial condition, and results of operations.
This discussion should be read with the consolidated

financial statements.

Overview

Our business is focused on the design, manufacture, and
servicing of energy control systems and components for
aircraft and industrial engines, turbines, and other power
equipment. We use technologies in the areas of fuel
systems, combustion control, electronic controls and
software, and systems integration to develop components
and integrated systems that we sell to OEMs (original
equipment manufacturers) for use in power equipment
for the power generation, process industries, transportation,

and aerospace markets.

We have two operating segments—Industrial Controls
and Aircraft Engine Systems. Industrial Controls provides
energy control systems and components primarily to
OEMs of industrial engines, turbines, and other power
equipment. Aircraft Engine Systems provides energy
control systems and components primarily to OEMs of
aircraft turbines. We use segment information internally
to assess the performance of each segment and to make

decisions on the allocation of resources.

There has been a lot of volatility in the markets we
serve in recent years, and our sales and earnings reflect
the results of that volatility. Virtually all of our OEM
customers had lower shipment volumes in 2003 as
compared to 2002. These decreases were most evident
among customers shipping large gas turbines used in
power generation, which experienced decreases of over
40%. Our markets were affected by bankruptcies and
financial difficulties of certain large utility companies,
the aftermath of the events of September 2001, and
uncertainty about the economy in general. As a result,

purchases of discretionary capital equipment decreased.

While we saw improved market conditions in 2004,
they were still not at the levels they were before the

declines began.

With our fixed cost base and our decision to maintain our
research and development activities at similar levels, the
effect of sales changes on our earnings in 2004 and 2003
was significant. As sales decreased in 2003, the ratio

of fixed costs to variable costs increased and reduced
earnings. As sales returned in 2004, the ratio of fixed

costs to variable costs decreased, increasing earnings.

The changes in our markets have also affected our
decisions in managing our workforce. Over the last
three years, we have taken actions to better align
staffing levels with expected demand and to consolidate
manufacturing operations to streamline our organization
and gain production cost efficiencies. The most recent
actions will be implemented in 2005 and the first half of
2006, and primarily involve the consolidation of certain
manufacturing operations in The Netherlands, United
Kingdom, and Japan with existing operations in the United
States, Germany, and China. Once fully implemented,
we expect the most recent actions will generate annual
savings of $9 million to $11 million on a pretax basis. The
related cost for the actions is estimated at $17 million, of

which $14 million was recognized in 2004.

In the sections that follow, we are providing information
to help you better understand factors that may affect our
future results, our critical accounting policies and market
risks, our results of operations and financial condition,

and the effects of recent accounting pronouncements.

Factors That May Affect Future Results
This annual report contains forward-looking statements,

including:

* Projections of sales, earnings, cash flows, or other

financial items;

* Descriptions of our plans and objectives for

future operations;
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* Forecasts of future economic performance; and

* Descriptions of assumptions underlying the above items.

Forward-looking statements do not reflect historical
facts. Rather, they are statements about future events
and conditions and often include words such as

“anticipate,” “believe,” “estimate,” “expect,” “intend,”

” » o«

“plan,” “project,” “target,” “can,” “could,” “may,”
“should,” “will,” “would” or similar expressions. Such
statements reflect our expectations about the future
only as of the date they are made. We are not obligated
to, and we might not, update our forward-looking
statements to reflect changes that occur after the date
they are made. Furthermore, actual results could differ
materially from projections or any other forward-looking

statement regardless of when they are made.

Important factors that could individually, or together
with one or more other factors, affect our business,
results of operations and/or financial condition include,

but are not limited to, the following:

* General business and economic conditions, including
the strength of the global economy (particularly the
economies of the United States, Europe, and Asia),
fluctuations in exchange rates of foreign currencies
against the United States dollar (primarily currencies
of European and Asian countries), and fluctuations in
interest rates (primarily LIBOR), which affect our cost

of borrowings;

* Industry-specific business and economic conditions,
including the strength of manufacturers of industrial
engines, turbines and other power equipment for power
generation, transportation, and process industries
markets, manufacturers of aircraft turbines for
commercial and military markets, commercial airlines,

and generators of electric power;

* Significant geopolitical events and actions that impact
business and economic conditions, including acts or
threats of terrorism, actions taken by the United
States or other governments in response to acts or

threats of terrorism, and trade embargoes;

Changes in the legal environment of the United States
and other countries in which we operate, including
changes in the areas of taxation, business acquisitions,

and environmental matters;

Changes in competitive conditions, including the
availability of new products and services, the
introduction of new channels of distribution, and

changes in OEM and aftermarket pricing;

Reliability of customer and third-party forecasts
of sales volumes and purchase requirements in
our markets, including aircraft engines (OEM and
aftermarket), power generation, transportation,

and process industries markets;

Our ability to continue to develop innovative new
products and product enhancements that are accepted
by our customers and markets in accordance with our

project schedules and resource plans;

Our ability to consolidate manufacturing operations in
The Netherlands, United Kingdom, and Japan with
existing operations in the United States, Germany,
and China in accordance with the timeframes, cost

estimates, and annual savings estimates anticipated;

Effects of business acquisitions and/or divestitures,
including the incremental effects of the business
acquired or divested, the completion of integration
activities within planned timeframes and at planned
cost levels, and the achievement of planned operating

efficiencies;

Effects of quality and productivity initiatives, including
achievement of expected results from Six Sigma and
other ongoing improvement programs and maintenance

of supplier designation levels with key customers;

Effects of changes in accounting policies resulting from
new accounting pronouncements and/or changes in
the selection and application of accounting methods

necessary to implement accounting policies;

Effects of unusual or extraordinary events, or of
other events and unforeseen developments involving

litigation or other contingencies.
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Management’s Discussion and Analysis (continued)

Critical Accounting Policies

We consider the accounting policies used in preparing
our financial statements to be critical accounting policies
when they are both important to the portrayal of our
financial condition and results of operations, and require
us to make difficult, subjective, or complex judgments.
Critical accounting policies normally result from the need
to make estimates about the effect of matters that are
inherently uncertain. Management has discussed the
development and selection of our critical accounting policies
with the audit committee of the company’s Board of
Directors, and the audit committee has reviewed the

disclosures that follow.

In each of the following areas, our judgments, estimates,
and assumptions are impacted by conditions that change
over time. As a result, in the future there could be changes
in our assets and liabilities, increases or decreases in our
expenses, and additional losses or gains that are material

to our financial condition and results of operations.

Goodwill

Goodwill, which is included in the segment assets of both
Industrial Controls and Aircraft Engine Systems, totaled
$131.6 million at September 30, 2004, representing 20%
of total assets. We began testing goodwill for impairment
on an annual basis in 2002 and we test goodwill for
impairment more often if circumstances require. As a
result of adopting new accounting standards on October 1,
2001, we recognized a pretax impairment loss of $4.0
million to reduce goodwill of an Industrial Controls
reporting unit to its implied fair value. Subsequent annual
impairment tests in 2002, 2003, and 2004 did not result

in any impairment losses.

Estimates and assumptions, the most important of which
are used to estimate the fair value of reporting units
within the company, impact the results of our goodwill
impairment tests. To estimate the fair value of reporting
units, we estimate future cash flows, discount rates, and
transaction multiples that we believe a marketplace

participant would use in an arm’s length transaction.

To assess the effect on our annual impairment tests

in 2004 if different assumptions had been used, we
separately measured the effects of a hypothetical 20%
reduction in estimated cash flows, a 20% increase in

the discount rates used, and a 20% reduction in the
transaction multiples used. While each of these changes
would have reduced the estimated fair value of reporting
units within the company, none of them individually

would have resulted in an impairment loss in 2004.

Other long-lived assets

As discussed here, our other long-lived assets consist of
property, plant, and equipment, and other intangibles,
which are included in the segment assets of both Industrial
Controls and Aircraft Engine Systems. Long-lived assets
totaled $203.0 million at September 30, 2004, and
represented 31% of total assets. To the extent a long-lived
asset was acquired in a business acquisition, its initial
cost is equal to its estimated fair value. In 2004, the
total amount of long-lived assets acquired in business
acquisitions totaled $6.0 million. We depreciate or
amortize long-lived assets over their estimated useful
lives. Depreciation expense and amortization expense
associated with these assets totaled $32.8 million in 2004,
$32.4 million in 2003, and $32.1 million in 2002. We also
test long-lived assets for recoverability whenever events
or changes in circumstances indicate that the carrying
values may not be recoverable. We recognized an

impairment loss of $3.0 million in 2002.

Judgment is required to determine the fair value of
long-lived assets acquired in business acquisitions. The
valuation of land and buildings and improvements
considers factors such as the size, condition, and
utility of the property and sales prices of similar
property in the approximate vicinity of the acquired
property. The valuation of machinery and equipment
considers factors such as the estimated replacement
cost of the equipment less deductions for loss of value

arising from condition, utility, and age of the equipment.
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The valuation of identifiable intangible assets is based on
techniques that are dependent upon factors such as
expected future cash flows, estimated fair value royalty
rates, and discount rates. For our 2004 acquisition, we
determined the fair value of tangible and identifiable
intangible assets acquired were approximately equal to
our cost of the acquisition and we did not record any
goodwill. While we believe our valuations of long-lived
assets is appropriate, we also believe the valuations of
long-lived assets acquired in our 2004 business acquisition
could reasonably have been up to 20% higher or lower—
or $1.2 million—than the actual amounts determined.

If our fair value determinations had been lower, we
would have recorded goodwill. However, there would
not have been a significant change had our fair value

determinations been higher.

The selection of useful lives for depreciation and
amortization purposes requires judgment. If we had
increased the remaining useful life of all assets being
depreciated and amortized by one year, depreciation and
amortization expense would have decreased, and the
year-end carrying value of long-lived assets would have
increased, by approximately $4.2 million in 2004. Similarly,
if we had decreased the remaining useful lives by one
year, depreciation and amortization expense would have
increased, and the year-end carrying value of long-lived
assets would have decreased, by approximately $5.7
million in 2004. (The results of this sensitivity analysis
ignore the impact of individual assets that might have
become fully depreciated or amortized during 2004 had

these hypothetical changes been made.)

The carrying value of a long-lived asset, or related group
of assets, is reduced to its fair value whenever estimates
of future cash flows are insufficient to indicate the
carrying value is recoverable. We form judgments as to
whether recoverability should be assessed, we estimate
future cash flows and, if necessary, we estimate fair
value. Fair value estimates are most often based on

estimated future cash flows and assumed discount rates.

Deferred income tax asset valuation allowances
Valuation allowances for deferred income tax assets
totaled $18.6 million at September 30, 2004, representing
26% of deferred income tax assets before the allowances.
The net changes in the valuation allowances increased
income tax expense by $2.1 million in 2004 and $4.5
million in 2003.

We establish valuation allowances to reflect the
estimated amount of deferred tax assets that might

not be realized. Both positive and negative evidence

are considered in forming our judgment as to whether a
valuation allowance is appropriate. Our current valuation
allowances are primarily for deferred tax assets associated
with foreign net operating loss carryforwards. Remaining
deferred tax assets are expected to be realized through
future earnings. If we had made different judgments
regarding the realizability of deferred tax assets associated
with foreign net operating loss carryforwards, our
valuation allowance and income tax expense would have
decreased. If we had made different judgments regarding
the realizability of other deferred tax assets, our valuation

allowance and income tax expense would have increased.

Retirement healthcare benefits

The cost of retirement healthcare benefits is recognized
over employee service periods using an actuarial-based
attribution approach. Our liability at September 30,
2004, consisted of a benefit obligation of $82.7 million,
unamortized prior service cost of $8.4 million, and
unrecognized net losses of $36.3 million, resulting in a
recorded net accrued benefit of $54.8 million, representing
20% of total liabilities. Our expense in 2004 consisted of
service and interest costs totaling $6.4 million and other
costs netting to an increase of $0.8 million, resulting in

a net periodic benefit cost of $7.2 million.

To determine our net accrued benefit and net periodic
benefit cost, we form judgments about the best estimate

for each assumption used in the actuarial computation.
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The two most important assumptions that impact the
computation are the healthcare cost trend rate and

the discount rate.

We assumed net healthcare cost trend rates of 10.00%
in 2005, decreasing gradually to 5.00% in 2010, and
remaining at 5.00% thereafter. A 1.00% increase in
assumed healthcare cost trend rates would have
increased the benefit obligation at the end of 2004 by
$15.7 million and the total of the service and interest
costs by $1.3 million in 2004. Likewise, a 1.00% decrease
in the assumed healthcare cost trend rates would have
decreased the benefit obligation by $12.1 million and the

total of service and interest costs by $1.0 million in 2004.

We assumed discount rates of 5.79% to determine our
benefit obligation at September 30, 2004, and 6.00%
to determine our service and interest costs in 2004.

A 1.00% increase in these discount rates would have
decreased the benefit obligation at the end of 2004 by
$12.8 million and the total of service and interest costs
by $0.7 million in 2004. Likewise, a 1.00% decrease in
these discount rates would have increased the benefit
obligation by $16.9 million and the total of service and
interest costs by $0.8 million in 2004.

Market Risks

Our long-term debt and interest rate swap agreements
are sensitive to changes in interest rates. We monitor
trends in interest rates as a basis for determining whether
to enter into fixed rate or variable rate debt agreements,
the duration of such agreements, and whether to use
hedging strategies. Our primary objective is to minimize
our long-term costs of borrowing. At September 30,
2004, our long-term debt was denominated principally
in United States dollars and consisted of fixed rate
agreements. However, to effectively offset our exposure
to changes in the fair value of a portion of our long-term

debt, we have entered into interest rate swap agreements.

Under these agreements, we are swapping fixed rate
interest payments for interest payments at rates that vary
with LIBOR. As measured at September 30, 2004, a
hypothetical 1% immediate increase in interest rates
would adversely affect our 2005 net earnings and cash
flows by approximately $0.3 million and reduce the
combined fair value of our long-term debt and interest
rate swap agreements by approximately $1.8 million. Last
year, a hypothetical 1% immediate increase in interest rates
would have adversely affected our 2004 net earnings and
cash flows by approximately $0.4 million and reduced
the fair value of our long-term debt and interest rate

swap agreements by approximately $2.8 million.

Assets, liabilities, and commitments that are to be settled
in cash and are denominated in foreign currencies for
transaction purposes are sensitive to changes in currency
exchange rates. We monitor trends in foreign currency
exchange rates and our exposure to changes in those
rates as a basis for determining whether to use hedging
strategies. Our primary exposures are to the European
Monetary Union euro and the Japanese yen. We do not
have any derivative instruments associated with foreign
currency exchange rates. A hypothetical 10% immediate
increase in the value of the United States dollar relative
to all other currencies, when applied to September 30,
2004, balances, would adversely affect our 2005 net
earnings and cash flows by approximately $0.7 million.
Last year, a hypothetical 10% immediate increase in the
value of the United States dollar relative to all other
currencies would have adversely affected our 2004 net

earnings and cash flows by $0.5 million.

Results of Operations

Sales

In thousands for the year
ended September 30, 2004 2003 2002

External net sales:
Industrial Controls $439,801 $332,755 $408,665
Aircraft Engine Systems 270,004 253,927 271,326

$709,805 $586,682 $679,991

Consolidated net sales
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2004 Compared to 2003
Consolidated net sales increased 21% in 2004 compared

to 2003, attributable to the following (in millions):

* Industrial Controls’ sales volume changes $53
* Incremental sales from business acquisitions 41

* Foreign currency translation rate changes 16
* Aircraft Engine Systems’ sales volume changes 14
* Price changes (1)

Industrial Controls’ sales volume changes: Incremental
sales associated with the manufacture of diesel fuel
injectors and pumps for one of our major customers
accounted for approximately $42 million of the increase
in Industrial Controls’ sales volume. We believe our
acquisition of the Bryce diesel fuel injection business of’
Delphi Automotive Systems in June 2001 provided us
with the capabilities that ultimately allowed us to pursue
this opportunity. Sales of the injectors and pumps began in
late 2003. The remaining $11 million increase in Industrial
Controls’ sales volume, as measured before the effects
of business acquisitions, resulted from increased demand

across many product lines in Asia and North America.

Incremental sales from business acquisitions: We
completed two acquisitions in 2003 that, on an incremental
basis, increased sales by approximately $41 million in
2004 over 2003. Both acquisitions were accounted for

in Industrial Controls.

Our acquisitions in 2003 expanded our position in the
small, high-speed diesel engine market. Synchro-Start
Products, Inc., acquired in May 2003, designed and
manufactured actuators, solenoids, and controls for
industrial engines and equipment. Barber-Colman
Dyna Products, acquired in August 2003, manufactured
and distributed controls for off-highway diesel and gas

engines and mobile industrial equipment.

We also completed an acquisition of Adrenaline Research,
Inc. in June 2004 to enhance our capabilities in advanced

combustion electronics. We immediately integrated this

acquisition into existing operations and did not separately
measure the effect on sales, although we considered the

effect insignificant.

Aircraft Engine Systems’ sales volume changes: External
net sales of Aircraft Engine Systems increased 6% in
2004 from 2003. We attribute most of the increase to
higher revenue passenger miles experienced by airlines,
which has driven greater utilization of aircraft and higher
aftermarket sales for us. Even at the increased levels,
however, we believe commercial aircraft production and
commercial airline traffic were both low in 2004 relative
to recent periods—in particular, periods immediately
preceding the events of September 2001. We estimate
approximately half of our total sales were aftermarket

sales in 2004 and 2003.

2003 Compared to 2002
Consolidated net sales decreased 14% in 2003 compared

to 2002, attributable to the following (in millions):

* Industrial Controls’ sales volume changes $(104)
* Incremental sales from business acquisitions 19
* Aircraft Engine Systems’ sales volume changes (18)
¢ Foreign currency translation rate changes 15
* Price changes 5)

Industrial Controls’ sales volume changes: Virtually all
of our OEM customers had lower shipment volumes in
2003 as compared to 2002. These decreases were most
evident among customers shipping large gas turbines
used in power generation. The decrease in our large gas
turbine combustion product sales was in excess of 40%.
Utility companies in the United States were investing in
new power generation equipment at increasing levels in
the few years preceding 2002 and began decreasing their
investments in 2002. Our largest customer referred to
this dynamic as the “U.S. power bubble,” which peaked
in 2002. They also reported that their sales of large gas
turbines were 43% lower in calendar year 2003 than in

2002. We believe the rapid decrease in demand from the
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peak sales was influenced by bankruptcies and financial
difficulties of certain large utility companies, which
impacted the investment plans of many utility companies.
Not only were utility companies placing orders for power
equipment at lower rates, but they were canceling orders
already placed and paying cancellation fees to power

equipment manufacturers.

Industrial Controls’ sales of products other than large gas
turbine combustion products decreased an average of’
20%. Companies have considerable discretion over the
timing of capital equipment purchases and, as a result

of general economic conditions and uncertainty about
the future, were making fewer investments in 2003 than
in 2002. Decreased demand for capital equipment in
numerous areas—such as marine, locomotive, off-highway
equipment, alternative-fuel trucks and buses, oil and gas
processing, petrochemical processing, paper processing,

and sugar processing—all affected our sales.

Incremental sales from business acquisitions: We
completed four acquisitions in 2003 and 2002 that
increased sales by $19 million in 2003 over 2002. All

four acquisitions were made by Industrial Controls.

Our acquisitions in 2003 expanded our position in the
small, high-speed diesel engine market. Synchro-Start
Products, Inc., acquired in May 2003, designed and
manufactured actuators, solenoids, and controls for
industrial engines and equipment. Barber-Colman Dyna
Products, acquired in August 2003, manufactured and
distributed controls for off-highway diesel and gas

engines and mobile industrial equipment.

Our acquisitions in 2002 enhanced our capabilities
using technologies that can be leveraged to existing
systems, power equipment, and market applications.
Leonhard-Reglerbau Dr.-Ing. Adolf Leonhard GmbH,
acquired in January 2002, specialized in the design,
manufacture, and sales of control, protection, and
monitoring devices for power generation equipment.

Nolff’s Carburetion, Inc., acquired in March 2002,

manufactured and sold natural gas and propane fuel

systems for small industrial engines.

Aircraft Engine Systems’ sales volume changes: External
net sales of Aircraft Engine Systems decreased 6% in
2003 from 2002. The low levels of commercial aircraft
production and low levels of commercial airline traffic
relative to recent periods—in particular, periods
immediately preceding the events of September 2001—
affected the demand for our products, reducing our sales
volume. The most notable decrease in sales volumes
began in the second fiscal quarter of 2002. Generally,
commercial aftermarket sales held up better than OEM
sales in 2003. We estimate about 51% of our total sales

were aftermarket sales in 2003, compared to 46% in 2002.

Costs and Expenses

In thousands for the year
ended September 30, 2004 2003 2002

Cost of goods sold $542,240  $450,676 $502,396
Selling, general, and

administrative

expenses 70,949 67,310 61,857
Research and

development costs 40,057 41,565 36,734
All other expense items 12,942 13,536 12,582
Interest and other income  (5,675) (6,344) (4,258)

Consolidated costs

$660,513  $566,743  $609,311

and expenses

2004 Compared to 2003

Cost of goods sold increased 20% in 2004 as compared
to 2003, attributable to the following (in millions):

* Increase in net sales $95

¢ Cost effects associated primarily with the

lower ratio of fixed costs to variable costs (15)
* Changes in segment sales mix 4

* Higher performance-based variable

compensation 6

* Other factors, net 2
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Cost of goods sold would have increased $95 million in
2004 over 2003 had the increase been proportional to
the 21% increase in net sales. However, cost of sales
includes both variable and fixed cost components. The
most significant reason cost of goods sold did not increase
by $95 million was due to the operating leverage effect

of the increased sales versus fixed costs.

The percent increase in Industrial Controls sales was
greater than the percent increase in Aircraft Engine
Systems sales. However, Industrial Controls” average
margins are not as high as those of Aircraft Engine
Systems. As a result, the relative change in the sales mix
from one segment to the other increased our cost of’
goods sold by approximately $4 million in 2004 as
compared to 2003.

Among the other factors affecting cost of goods sold
were workforce management costs totaling $12.4 million
in 2004 and workforce management costs and related

facility consolidation costs totaling $10.1 million in 2003.

Selling, general, and administrative expenses increased
5% in 2004 as compared to 2003, attributable to the

following (in millions):
* Incremental expenses of businesses acquired $3.7

* Higher performance-based variable

compensation 3.5

* Other factors, net (3.6)

Among the other factors affecting selling, general, and
administrative expenses were workforce management

costs totaling $0.5 million in 2004 and $1.8 million in 2003.

Research and development costs decreased 4% in 2004
from 2003 due to normal variations in the timing of

project expenditures.

2003 Compared to 2002

Cost of goods sold decreased 10% in 2003 as compared
to 2002, attributable to the following (in millions):

* Reduction in net sales $(69)

* Cost effects associated primarily with the

higher ratio of fixed costs to variable costs 18

¢ Other factors, net (1)

Cost of goods sold would have decreased $69 million in
2003 from 2002 had the decrease been proportional to
the 14% decrease in net sales. However, cost of sales
includes both variable and fixed cost components. The
most significant reason cost of goods sold did not decrease
by $69 million was due to the reverse operating leverage

effect of the reduced sales versus fixed costs.

Among the other factors affecting cost of goods sold
were workforce management costs and related facility
consolidation costs totaling $10.1 million in 2003 and
workforce management costs totaling $6.9 million

in 2002.

Selling, general, and administrative expenses increased
9% in 2003 as compared to 2002, attributable to the

following (in millions):
* Incremental expenses of businesses acquired $3.6

* Other factors, net 1.9

Among the other factors affecting selling, general, and
administrative expenses were workforce management

costs totaling $1.8 million in 2003 and $1.2 million in 2002.

Research and development costs increased 13% in

2003 over 2002 primarily due to increased expenditure
levels for the further development of combustion control
technologies and electronic controls and software
technologies, including activities related to businesses

acquired in 2001 and 2002.

21
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Interest and other income increased by $2.1 million in
2003 over 2002 primarily due to gains realized in 2003
on the sale of certain product line rights ($1.2 million)

and on the sale of marketable securities ($0.8 million).

Workforce Management Actions

In thousands for the year

ended September 30, 2004 2003 2002

Member termination benefits:
Industrial Controls $12,151 $ 5,092 $4,032
Aircraft Engine Systems —_ 3,956 4,013
Nonsegment —_ 343 —
12,151 9,391 8,045

Contractual pension
termination benefits—
Industrial Controls 1,800 — —
Related costs of facility
consolidation—
Aircraft Engine Systems —_ 2,560 —
Member termination benefits

adjustments—

Industrial Controls (1,083) — —
Total costs of workforce
management actions $12,868 $11,951  $8,045
2004 Actions

The actions in 2004 are primarily related to the
consolidation of manufacturing operations in The
Netherlands and United Kingdom with existing
operations in the United States and Germany. We are
also consolidating a small manufacturing operation in
Japan with an existing operation in China and are
making sales force reductions in The Netherlands.
These actions are being taken to streamline the
organization by eliminating redundant manufacturing
operations and to adjust the sales force in response to
recent market shifts from Europe to Asia and North
America. In total, approximately 250 positions will be
eliminated from the three locations. We expect to

substantially complete these actions by March 31, 2006.

The total expense for the 2004 actions is estimated to be
approximately $17.0 million, of which $13.8 million was
recognized in 2004. In addition, we reduced accrued
member termination benefits from the previous year’s
actions by $0.7 million as a direct result of decisions to
discontinue the remaining actions from the previous year
given the newly-formed consolidation plans in 2004. The
termination benefits that have been expensed in 2004
are related to ongoing termination benefit plans that

we provide to our members and reflect expense for
member service through September 30, 2004. The
contractual pension termination benefits in 2004 are
related to provisions of one of our retirement pension
benefit plans that provide for early retirement benefits
for certain plan participants in the event of a workforce
management action. The remaining estimated amount of
$3.2 million is for termination benefits that will be earned
by members over their remaining service period and for
other costs primarily associated with moving equipment
and inventory to other locations. We expect to expense
the $3.2 million in 2005 and 2006.

Our cash expenses for the 2004 actions are expected
to total $15.2 million, and will be paid from available
cash balances in 2005 and 2006 without the need
for additional borrowings. The contractual pension

termination benefits are non-cash expenses.

Once fully implemented, annual savings are expected to
range from $9.0 million to $11.0 million. These savings are
primarily related to reduced personnel costs, although
we anticipate some savings in travel and other costs

due to the reduced headcount. Of the total savings,
approximately 90% is expected to affect cost of goods
sold and 10% selling, general, and administrative expenses.
We currently expect to realize about half of the estimated
savings level in the third quarter of 2005, increasing
gradually thereafter through the second quarter of 2006

when virtually all of the savings is expected to be realized.
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We currently plan to continue to use the facilities and
equipment located in The Netherlands, United Kingdom,
and Japan after the actions are completed. We own all
three facilities, and each of them will have ongoing sales
and service activities. In addition, the facility in the United
Kingdom will remain a key development site for diesel fuel
injection products. We expect to move manufacturing

equipment used by the three locations to other facilities.

2003 Actions

Industrial Controls” actions in 2003 were made to align
staffing levels with expected demand and involved plans to
eliminate 172 positions in various manufacturing, selling,
and administrative functions worldwide. Payments
associated with these actions totaled $3.1 million in
2003 and $1.1 million in 2004. In addition, the ending
accrual for 2003 was reduced in 2004 by $1.1 million.
We attributed $0.4 million of the accrual reduction to
increased production levels and the decision to retain
certain members to meet the increased demand. The
remaining accrual adjustment of $0.7 million was related
to members of the European operations affected by the
2004 actions and reflects the decision to discontinue
the remaining 2003 actions given the newly-formed

consolidation plans.

Aircraft Engine Systems’ actions in 2003 were primarily
associated with the consolidation of our servovalve
operations into our Rockford, lllinois, manufacturing
facility to achieve production cost efficiencies. In total,
165 positions were eliminated, predominately involving
direct and indirect manufacturing positions in Buffalo,

New York. Payments associated with these actions

totaled $3.9 million in 2003 and $0.1 million in 2004.
Other costs directly associated with the consolidation
of our servovalve operations totaled $2.6 million and

were expensed and paid in 2003.

The benefits of the 2003 actions have been reflected in
our 2004 results.

2002 Actions

Actions taken in 2002 were made to align staffing levels
with expected demand and involved the elimination of
233 positions in Industrial Controls and 202 positions

in Aircraft Engine Systems. The eliminated positions
were predominately involved with direct and indirect
manufacturing functions, although some selling and
administrative functions were affected as well. Payments
associated with these actions totaled $6.6 million in
2002 and $1.4 million in 2003. The benefits of these

actions have been reflected in our 2004 results.

Earnings

In thousands for the year
ended September 30, 2004 2003 2002

Segment earnings (loss):
Industrial Controls $ 6,437 $(11,588) $ 33,294
Aircraft Engine Systems 59,192 47,615 57,226

Total segment earnings 65,629 36,027 90,520
Nonsegment expenses (12,100) (12,323) (15,366)
Interest expense and income  (4,237) (8,765) (4,474)

Consolidated earnings

before income taxes

and cumulative effect

of accounting change 49,292 19,939 70,680
Income taxes 17,910 7,593 25,510
Cumulative effect of

accounting change —_ — (2,489)

Consolidated net earnings $ 31,382 $12,346  $ 42,681
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2004 Compared to 2003

Industrial Controls’ segment earnings were $6.4 million
in 2004 compared to a segment loss of $11.6 million in
2003. The change was attributable to the following

(in millions):
* |ncrease in net sales $20

* Cost effects associated primarily with the

lower ratio of fixed costs to variable costs 8
* Workforce management actions, net (8)
* Incremental expenses of businesses acquired (6)
* Lower research and development costs 5

* Higher performance-based variable

compensation (4)

* Other factors, net 3

Industrial Controls” segment earnings would have increased
by approximately $20 million in 2004 over 2003 if the
change in gross margin (measured as external net sales
less external cost of goods sold) had been proportional

to the 32% increase in net sales. However, cost of goods
sold includes both variable and fixed cost components and
other expenses affecting segment earnings are relatively
fixed. As a result, segment earnings benefited from the
operating leverage effect of the increased sales versus

fixed costs.

Industrial Controls” workforce management actions
resulted in the recognition of $12.9 million of expense in
2004 and $5.1 million in 2003, netting to a $7.8 million
increase in 2004 over 2003.

Our business acquisitions in 2003 and 2004 resulted
in increases in selling, general, and administrative
expenses of approximately $3.7 million and in
amortization expense of approximately $2.0 million

in 2004 over 2003.

Industrial Controls’ research and development costs

decreased in 2004 from 2003 due to variations in the

timing of project expenditures, particularly for combustion
control technologies that had relatively high expenditure
levels in 2003.

Variable compensation was primarily driven by
consolidated results in 2004 and 2003.

Among the other factors affecting the comparison of
Industrial Controls’ segment earnings between 2004
and 2003 were the following items recognized in 2003:
$1.1 million for the write-off of certain advance license
fees, $1.0 million for lease termination expenses, and
$0.7 million of expense for the transfer of an overseas

pension to a different plan.

Aircraft Engine Systems’ segment earnings increased
24% in 2004 as compared to 2003, attributable to the

following (in millions):
* Increase in net sales $4.7

¢ Cost effects associated primarily with the

lower ratio of fixed costs to variable costs 4.8
* Workforce management actions, net 6.5

* Higher performance-based variable

compensation 4.4)

Aiircraft Engine Systems’ segment earnings would have
increased by approximately $4.7 million in 2004 over
2003 if the change in gross margin had been proportional
to the 6% increase in net sales. However, cost of goods
sold includes both variable and fixed cost components
and other expenses affecting segment earnings are
relatively fixed. As a result, segment earnings benefited
from the operating leverage effect of the increased sales

versus fixed costs.

Aircraft Engine Systems’ workforce management actions
resulted in the recognition of $6.5 million of expense in

2003. There were no actions or expense in 2004.

Variable compensation was primarily driven by consolidated
results in 2004 and 2003.
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Income taxes were provided at an effective rate on
earnings before income taxes of 36.3% in 2004 compared
to 38.1% in 2003. The effective rate change is primarily
due to changes in the distribution of taxable earnings and

losses by country.

2003 Compared to 2002

Industrial Controls’ segment loss was $11.6 million in
2003 compared to segment earnings of $33.3 million
in 2002. This change was attributable to the following

(in millions):
* Decrease in net sales $(17)

* Effects associated primarily with the

higher ratio of fixed costs to variable costs 11)
* Changes in selling prices (5)
* Increases in research and development costs (5)
* Incremental expenses of businesses acquired (5)
* Other factors, net 2

Industrial Controls’ segment earnings would have
decreased by approximately $17 million in 2003 from
2002 if the change in gross margin had been proportional
to the 19% decrease in net sales. However, cost of goods
sold includes both variable and fixed cost components
and other expenses affecting segment earnings are
relatively fixed. As a result, the reverse operating
leverage effect of the decreased sales versus fixed costs

negatively affected segment earnings.

Industrial Controls’ research and development costs
increased in 2003 over 2002 primarily due to increased
expenditure levels for the further development of
combustion control technologies and electronic controls

and software technologies.

Our business acquisitions in 2002 and 2003 resulted
in increases in selling, general, and administrative
expenses of approximately $3.6 million and in
amortization expense of approximately $1.1 million

in 2003 over 2002.

Among the other factors affecting the comparison of
Industrial Controls’ segment earnings between 2003
and 2002 were the following: $5.1 million for workforce
management actions, $1.1 million for the write-off of
certain advance license fees, $1.0 million for lease
termination expenses, and $0.7 million for the transfer
of an overseas pension to a different plan in 2003; and
$4.0 million for workforce management actions and $3.0

million for an impairment loss on equipment in 2002.

Aircraft Engine Systems’ segment earnings decreased
17% in 2003 from 2002 attributable to the following

(in millions):
* Decrease in net sales $(5.4)

* Effects associated primarily with the

higher ratio of fixed costs to variable costs (4.6)

* Lower performance-based variable

compensation 2.9

* Workforce management actions, net (2.5)

Aiircraft Engine Systems’ segment earnings would have
decreased by approximately $5.4 million in 2003 from
2002 if the change in gross margin had been proportional
to the 6% decrease in net sales. However, cost of goods
sold includes both variable and fixed cost components
and other expenses affecting segment earnings are
relatively fixed. As a result, the reverse operating leverage
effect of the decreased sale