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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, D.C. 20549

FORM 10-Q

(Mark One)

x QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT
OF 1934 FOR THE QUARTERLY PERIOD ENDED JANUARY 31, 2007 OR

o TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT
OF 1934 FOR THE TRANSITION PERIOD FROM _________________ TO _________________.

Commission File Number 1-7891

 DONALDSON COMPANY, INC.

(Exact name of registrant as specified in its charter)

Delaware 41-0222640
(State or other jurisdiction

of incorporation or organization)
(I.R.S. Employer

Identification No.)
1400 West 94th Street
Minneapolis, Minnesota 55431
(Address of principal executive offices, including zip code)

Registrant�s telephone number, including area code: (952) 887-3131

Not Applicable

(Former name, former address and former fiscal year, if changed since last report)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months, and (2) has been subject to such filing requirements
for the past 90 days.   Yes x   No o   

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated
filer. See definition of �accelerated filer and large accelerated filer� in Rule 12b-2 of the Exchange Act. (Check one):

Large accelerated filer x    Accelerated filer o    Non-accelerated filer o
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Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange
Act).   Yes o   No x   

Indicate the number of shares outstanding of each of the issuer�s classes of common stock, as of the latest practicable
date: Common Stock, $5 Par Value � 79,201,611 shares as of January 31, 2007

PART I. FINANCIAL INFORMATION

Item 1. Financial Statements

DONALDSON COMPANY, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF EARNINGS

(Thousands of dollars, except share and per share amounts)
(Unaudited)

Three Months Ended
January 31,

Six Months Ended
January 31,

2007 2006 2007 2006

Net sales $ 463,740 $ 392,915 $ 910,159 $ 796,311
Cost of sales 322,524 268,133 625,077 539,997

Gross margin 141,216 124,782 285,082 256,314
Operating expenses 98,334 86,978 188,514 175,116

Operating income 42,882 37,804 96,568 81,198
Other income, net (2,377) (2,301) (3,907) (5,230)
Interest expense 3,234 2,508 6,117 4,933

Earnings before income taxes 42,025 37,597 94,358 81,495
Income taxes 10,750 10,688 27,078 22,388

Net earnings $ 31,275 $ 26,909 $ 67,280 $ 59,107

Weighted average shares outstanding 80,778,686 82,992,797 81,048,226 83,506,118
Diluted shares outstanding 82,699,272 85,101,072 83,091,583 85,641,920
Basic earnings per share $ .39 $ .32 $ .83 $ .71
Diluted earnings per share $ .38 $ .32 $ .81 $ .69
Dividends paid per share $ .090 $ .080 $ .180 $ .160
See Notes to Condensed Consolidated Financial Statements.
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DONALDSON COMPANY, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED BALANCE SHEETS

(Thousands of dollars, except share amounts)
(Unaudited)

January 31,
2007

July 31,
2006

ASSETS
Current Assets
Cash and cash equivalents $ 35,334 $ 45,467
Accounts receivable, less allowance of $7,710 and $8,398 322,916 312,214
Inventories 175,612 153,165
Prepaid and other current assets 60,545 50,559

Total current assets 594,407 561,405
Property, plant and equipment, at cost 749,974 708,034
Less accumulated depreciation (411,749) (390,670)

Property, plant and equipment, net 338,225 317,364
Goodwill 111,588 110,609
Intangible assets 21,964 22,129
Other assets 111,629 112,560

Total Assets $ 1,177,813 $ 1,124,067

LIABILITIES AND SHAREHOLDERS� EQUITY
Current Liabilities
Short-term borrowings $ 154,023 $ 73,368
Current maturities of long-term debt 6,307 6,541
Trade accounts payable 156,318 163,783
Other current liabilities 102,567 116,177

Total current liabilities 419,215 359,869
Long-term debt 95,544 100,495
Deferred income taxes 39,765 40,890
Other long-term liabilities 71,948 76,011

Total Liabilities 626,472 577,265

SHAREHOLDERS� EQUITY
Preferred stock, $1 par value, 1,000,000 shares authorized, no shares issued � �
Common stock, $5 par value, 120,000,000 shares authorized, 88,643,194 issued 443,216 443,216
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January 31,
2007

July 31,
2006

Retained earnings 321,365 275,598
Stock compensation plans 19,431 20,535
Accumulated other comprehensive income 57,892 51,194
Treasury stock, at cost � 9,363,625 and 8,102,921 shares at
January 31, 2007 and July 31, 2006, respectively (290,563) (243,741)

Total Shareholders� Equity 551,341 546,802

Total Liabilities and Shareholders� Equity $ 1,177,813 $ 1,124,067

See Notes to Condensed Consolidated Financial Statements.
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DONALDSON COMPANY, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(Thousands of dollars)
(Unaudited)

Six Months Ended
January 31,

2007 2006

OPERATING ACTIVITIES
Net earnings $ 67,280 $ 59,107
Adjustments to reconcile net earnings to net cash
provided by operating activities:
Depreciation and amortization 23,520 22,661
Changes in operating assets and liabilities (66,577) (11,673)
Tax benefit of equity plans (4,541) (11,965)
Payment of litigation judgment � (14,170)
Stock option expense 2,789 2,424
Other, net (2,739) 5,157

Net cash provided by operating activities 19,732 51,541
INVESTING ACTIVITIES
Net expenditures on property and equipment (36,140) (28,611)
Acquisitions, investments and divestitures, net (694) (4,436)

Net cash used in investing activities (36,834) (33,047)
FINANCING ACTIVITIES
Purchase of treasury stock (61,890) (48,126)
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Six Months Ended
January 31,

Proceeds from long-term debt 1,034 �
Repayments of long-term debt (5,434) (326)
Change in short-term borrowings 79,302 (28,719)
Dividends paid (14,521) (13,293)
Tax benefit of equity plans 4,541 11,965
Exercise of stock options 3,646 2,207

Net cash provided by (used in) financing activities 6,678 (76,292)
Effect of exchange rate changes on cash 291 94

Decrease in cash and cash equivalents (10,133) (57,704)
Cash and cash equivalents � beginning of year 45,467 134,066

Cash and cash equivalents � end of period $ 35,334 $ 76,362

See Notes to Condensed Consolidated Financial Statements.
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Note A � Basis of Presentation

The accompanying unaudited condensed consolidated financial statements of Donaldson Company, Inc. (the
Company) have been prepared in accordance with accounting principles generally accepted in the United States of
America and the instructions to Form 10-Q and Rule 10-01 of Regulation S-X. Accordingly, they do not include all of
the information and notes required for complete financial statements. In the opinion of management, all adjustments
considered necessary for a fair presentation have been included and are of a normal recurring nature. Operating results
for the three and six month periods ended January 31, 2007 are not necessarily indicative of the results that may be
expected for future periods. The year end condensed balance sheet data was derived from audited financial statements
but does not include all disclosures required by accounting principles generally accepted in the United States of
America. For further information, refer to the consolidated financial statements and notes thereto included in the
Company�s Annual Report on Form 10-K for the year ended July 31, 2006.

Note B � Inventories

The components of inventory as of January 31, 2007 and July 31, 2006 are as follows (thousands of dollars):

January 31,
2007

July 31,
2006

Materials $ 63,761 $ 56,194
Work in process 20,929 20,304
Finished products 90,922 76,667
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January 31,
2007

July 31,
2006

Total inventories $ 175,612 $ 153,165

Note C � Accounting for Stock-Based Compensation

In fiscal 2006, the Company adopted Statement of Financial Accounting Standards (SFAS) No. 123R, Share Based
Payment � Revised 2004, using the modified prospective transition method. Under this method, stock-based employee
compensation cost is recognized using the fair-value based method for all new awards granted after August 1, 2005.
Compensation costs for unvested stock options and awards that were outstanding at August 1, 2005, are recognized
over the requisite service period based on the grant-date fair value of those options and awards as previously
calculated under the pro-forma disclosures under SFAS 123. The Company determined the fair value of its option
awards using the Black-Scholes option pricing model. The following assumptions were used to value the options
granted during the second quarter of fiscal 2007: range of 3 to 7 year expected life; expected volatility range of 18.8
percent to 23.6 percent; risk-free interest rate range of 4.4 percent to 4.7 percent and annual dividend yield of 1.0
percent. The expected life selected for options granted during the quarter represents the period of time that the options
are expected to be outstanding based on historical data of option holder exercise and termination behavior. Expected
volatilities are based upon historical volatility of the Company�s stock over a period equal to the expected life of each
option grant. Option grants are priced at the fair market value of the Company�s stock on the date of grant. The
weighted average fair value for options granted during the three months ended January 31, 2007 and 2006 was $9.57
and $9.36, respectively. For the three months and six months ended January 31, 2007, the Company recorded pretax
compensation expense associated with stock options of $2.5 million and $2.8 million, respectively, and recorded $0.9
million and $1.0 million of related tax benefit, respectively. For the three months and six months ended January 31,
2006, the Company recorded pretax compensation expense associated with stock options of $2.2 million and $2.4
million, respectively, and recorded $0.7 million and $0.8 million of related tax benefit, respectively.
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The following table summarizes stock option activity during the six months ended January 31, 2007:

Options
Outstanding

Weighted
Average
Exercise

Price

Outstanding at July 31, 2006 6,281,304 $ 21.09
Granted 523,100 35.41
Exercised (711,901) 15.61
Canceled (119,633) 37.03

Outstanding at January 31, 2007 5,972,870 $ 22.68

The total intrinsic value of options exercised during the six months ended January 31, 2007 and 2006 was $15.2
million and $6.1 million, respectively.

The following table summarizes information concerning outstanding and exercisable options as of January 31, 2007:
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Range of Exercise Prices
Number

Outstanding

Weighted
Average

Remaining
Contractual

Life
(Years)

Weighted
Average
Exercise

Price
Number

Exercisable

Weighted
Average
Exercise

Price

$5 to $15 1,601,891 2.74 $ 11.57 1,601,891 $ 11.57
$15 to $25 1,539,746 5.27 $ 18.22 1,539,746 $ 18.22
$25 and above 2,831,233 6.90 $ 31.40 2,484,452 $ 31.07

5,972,870 5.37 $ 22.68 5,626,089 $ 22.00

At January 31, 2007, the aggregate intrinsic value of shares outstanding and exercisable was $68.2 million and $68.0
million, respectively.

Note D � Net Earnings Per Share

The Company�s basic net earnings per share is computed by dividing net earnings by the weighted average number of
outstanding common shares. The Company�s diluted net earnings per share is computed by dividing net earnings by
the weighted average number of outstanding common shares and dilutive shares relating to stock options, restricted
stock and stock incentive plans. Certain outstanding options were excluded from the diluted net earnings per share
calculations because their exercise prices were greater than the average market price of the Company�s common stock
during those periods. For each of the three months and six months ended January 31, 2007 there were 10,000 options
excluded from the diluted net earnings per share calculation, respectively. For the three months and six months ended
January 31, 2006 there were 446,203 and 903,181 options excluded from the diluted net earnings per share
calculation, respectively.

The following table presents information necessary to calculate basic and diluted net earnings per common share
(thousands, except per share amounts):

Three Months Ended
January 31,

Six Months Ended
January 31,

2007 2006 2007 2006

Weighted average shares outstanding � basic 80,779 82,993 81,048 83,506
Diluted share equivalents 1,920 2,108 2,044 2,136

Weighted average shares outstanding � diluted 82,699 85,101 83,092 85,642

Net earnings for basic and diluted
earnings per share computation $ 31,275 $ 26,909 $ 67,280 $ 59,107
Net earnings per share � basic $ .39 $ .32 $ .83 $ .71
Net earnings per share � diluted $ .38 $ .32 $ .81 $ .69

6
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Note E � Shareholders� Equity

The Company reports accumulated other comprehensive income as a separate item in the shareholders� equity section
of the balance sheet. Other comprehensive income for the periods presented consists of foreign currency translation
adjustments and net gains or losses on cash flow hedging derivatives.

Total comprehensive income and its components are as follows (thousands of dollars):

Three Months Ended
January 31,

Six Months Ended
January 31,

2007 2006 2007 2006

Net earnings $ 31,275 $ 26,909 $ 67,280 $ 59,107
Foreign currency translation gain 4,149 3,970 6,209 4,101
Net gain (loss) on hedging derivatives 188 (369) 489 (114)

Total comprehensive income $ 35,612 $ 30,510 $ 73,978 $ 63,094

Total accumulated other comprehensive income and its components at January 31, 2007 and July 31, 2006 are as
follows (thousands of dollars):

January 31,
2007

July 31,
2006

Foreign currency translation adjustment $ 58,983 $ 52,774
Net gain (loss) on hedging derivatives, net of deferred taxes 164 (325)
Additional minimum pension liability, net of deferred taxes (1,255) (1,255)

Total accumulated other comprehensive income $ 57,892 $ 51,194

During the second quarter of fiscal 2007, the Company repurchased 1.7 million shares for $58.2 million at an average
price of $35.04 per share. The Company repurchased 1.8 million shares for $61.9 million at an average price of
$35.17 per share during the first six months of fiscal 2007. As of January 31, 2007 the Company had remaining
authorization to repurchase up to 4.4 million shares pursuant to the current authorization.
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Note F � Segment Reporting

The Company has two reportable segments, Engine Products and Industrial Products, that have been identified based
on the internal organization structure, management of operations and performance evaluation. Corporate and
Unallocated includes corporate expenses determined to be non-allocable to the segments, interest income and expense
and non-operating income and expenses. Segment detail is summarized as follows (thousands of dollars):

Engine
Products

Industrial
Products

Corporate
and

Total
Company

Edgar Filing: DONALDSON CO INC - Form 10-Q

8



Unallocated

Three Months Ended January 31, 2007:
Net sales $ 253,338 $ 210,402 � $ 463,740
Earnings before income taxes 27,725 17,161 (2,861) 42,025
Three Months Ended January 31, 2006:
Net sales $ 226,584 $ 166,331 � $ 392,915
Earnings before income taxes 25,030 13,067 (500) 37,597
Six Months Ended January 31, 2007:
Net sales $ 517,264 $ 392,895 � $ 910,159
Earnings before income taxes 66,544 33,334 (5,520) 94,358
Assets 480,386 498,263 199,164 1,177,813
Six Months Ended January 31, 2006:
Net sales $ 465,008 $ 331,303 � $ 796,311
Earnings before income taxes 56,204 28,151 (2,860) 81,495
Assets 424,100 433,746 195,121 1,052,967
Sales to one customer accounted for 10 percent and 11 percent of net sales for the three months and six months ended
January 31, 2007, respectively, and sales to one customer accounted for 11 percent and 12 percent of net sales for each
of the three and six months ended January 31, 2006. There were no customers over 10 percent of gross accounts
receivable as of January 31, 2007 and 2006.

Note G � Goodwill and Other Intangible Assets

The Company�s most recent annual impairment test for goodwill was completed during the third quarter of fiscal 2006.
The results of this test showed that the fair values of the reporting units to which goodwill is assigned were higher
than the book values of the respective reporting units, resulting in no goodwill impairment. The Company has
allocated goodwill to its Industrial Products and Engine Products segments. Following is a reconciliation of goodwill
for the six months ending January 31, 2007 (thousands of dollars):

Industrial
Products

Engine
Products

Total
Goodwill

Balance as of August 1, 2006 $ 102,927 $ 7,682 $ 110,609
Acquisition activity 266 � 266
Foreign exchange translation 581 132 713

Balance as of January 31, 2007 $ 103,774 $ 7,814 $ 111,588

As of January 31, 2007, other intangible assets were $22.0 million, a $0.1 million decrease from the balance of $22.1
million at July 31, 2006. The decrease in other intangible assets is due to amortization partially offset by foreign
currency translation.

Note H � Guarantees

The Company and its partner, Caterpillar, Inc., in an unconsolidated joint venture, Advanced Filtration Systems Inc.,
guarantee certain debt of the joint venture. As of January 31, 2007, the joint venture had $1.3 million in outstanding
debt.
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The Company estimates warranty costs using standard quantitative measures based on historical warranty claim
experience and evaluation of specific customer warranty issues. Following is a reconciliation of warranty reserves for
the six months ended January 31, 2007 and 2006 (thousands of dollars):

January 31,
2007

January 31,
2006

Beginning balance $ 8,789 $ 7,841
Accruals for warranties (including changes in estimates) 4,469 1,786
Less settlements made during the period (3,754) (2,098)

Ending balance $ 9,504 $ 7,529

At January 31, 2007, the Company had a contingent liability for standby letters of credit totaling $16.5 million that
have been issued and are outstanding. The letters of credit guarantee payment to third parties in the event the
Company is in breach of specified contract terms as detailed in each letter of credit. At January 31, 2007, there were
no amounts drawn upon these letters of credit.

Note I � Employee Benefit Plans

The Company and certain of its subsidiaries have defined benefit pension plans for many of their hourly and salaried
employees. The domestic plans include plans that provide defined benefits as well as a plan for salaried workers that
provides defined benefits pursuant to a cash balance feature whereby a participant accumulates a benefit comprised of
a percentage of current salary that varies with years of service, interest credits and transition credits. The international
plans generally provide pension benefits based on years of service and compensation level.

Net periodic pension costs for the Company�s pension plans include the following components (thousands of dollars):

Three Months Ended
January 31,

Six Months Ended
January 31,

2007 2006 2007 2006

Service cost $ 3,895 $ 3,700 $ 7,673 $ 7,423
Interest cost 3,584 3,567 7,125 7,153
Expected return on assets (5,148) (4,934) (10,272) (9,882)
Transition amount amortization 278 278 458 568
Prior service cost amortization 88 66 176 133
Actuarial loss amortization 286 446 572 895
Settlement and curtailment (gain)/loss (1,949) � (1,949) 686

Total periodic benefit cost $ 1,034 $ 3,123 $ 3,783 $ 6,976

In anticipation of Japanese defined benefit plan law changes, the Company terminated the defined benefit plan offered
to its employees in Japan on December 31, 2006 which resulted in a net settlement gain of $1.9 million. This plan was
replaced with a defined contribution plan as of January 1, 2007. The Company incurred the cost of initial
contributions to the defined contribution plan as well as other costs of converting participants to the new defined
contribution plan resulting in a net pretax gain for the net settlement and transition to the defined contribution plan of
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approximately $0.6 million.

The Company�s general funding policy for its pension plans is to make at least the minimum contributions as required
by applicable regulations. Additionally, the Company may elect to make additional contributions up to the maximum
deductible contribution. For the six months ended January 31, 2007, the Company had made $6.8 million in
contributions to its pension plans. The Company may elect to contribute up to an additional $28.6 million to its U.S.
pension plans and estimates that it will contribute up to an additional $4.0 million to its non-U.S. pension plans during
the remainder of fiscal 2007.

Note J � Commitments and Contingencies

The Company is not currently subject to pending litigation other than litigation which arises out of and is incidental to
the conduct of the Company�s business. All such matters are subject to many
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uncertainties and outcomes that are not predictable with assurance. The Company does not consider that any of such
proceedings that are currently pending to be likely to result in a material adverse effect on the Company�s consolidated
financial position or results of operation.

Note K � Income Taxes

The income tax rate for the three months and six months ended January 31, 2007 was 25.6 percent and 28.7 percent,
respectively. The income tax rate for the three months and six months ended January 31, 2006 was 28.4 percent and
27.5 percent, respectively. The lower tax rate in the quarter as compared to the quarter ended January 31, 2006 is
primarily due to the recent Research and Experimentation Tax Credit passed by Congress which lowered income tax
expense by $1.1 million and the favorable resolution of open tax contingencies which provided $0.8 million of
benefit. The higher tax rate for the six months of fiscal 2007 as compared to the first six months of fiscal 2006 is
primarily a result of the mix of earnings in our various jurisdictions as well as an amended tax return filing in the prior
year which resulted in additional research and development tax credits.

Note L � New Accounting Standards

In September 2006, the Financial Accounting Standards Board (FASB) issued SFAS No. 158, Employers�
Accounting for Defined Benefit Pension and Other Postretirement Plans, an amendment of FASB Statements No. 87,
88, 106, and 132(R) (SFAS 158). This statement requires recognition of the overfunded or underfunded status of
defined benefit postretirement plans as an asset or liability in the statement of financial position and to recognize
changes in that funded status in comprehensive income in the year in which the changes occur. SFAS 158 also
requires measurement of the funded status of a plan as of the date of the statement of financial position. SFAS 158 is
effective for recognition of the funded status of the benefit plans for the Company�s fiscal year 2007 and is effective
for the measurement date provisions for the Company�s fiscal year 2009. Based on the Company�s funded status as of
July 31, 2006, the adoption of SFAS 158 would decrease total assets by approximately $24 million, increase total
liabilities by approximately $2 million, and decrease total stockholders equity by approximately $16 million, net of
deferred tax. The adoption of SFAS 158 will not affect the Company�s results of operations. The ultimate amounts
recorded are dependent on a number of factors, including the discount rate in effect at our next measurement date, the
actual rate of return on pension assets for 2007 and the tax effects of the adjustment upon adoption. Changes in those
factors as well as the 2007 pension funding could increase or decrease the expected impact of implementing SFAS
158 on the Company�s consolidated financial statements at July 31, 2007.
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In June 2006, the FASB issued FASB Interpretation No. 48, Accounting for Uncertainty in Income Taxes, an
Interpretation of FASB Statement No. 109 (FIN 48). This pronouncement prescribes a recognition threshold and
measurement attribute for the financial statement recognition and measurement of tax positions taken or expected to
be taken in a tax return. FIN 48 is effective for fiscal years beginning after December 15, 2006. The Company is
currently evaluating the effect of FIN 48 on its consolidated financial statements.

Note M � Subsequent Event

On February 28, 2007, the Company acquired 100 percent of the common stock of Aerospace Filtration Systems, Inc.
This addition will enhance the Company�s growth into the aeronautics portion of its Engine Products segment.

Item 2.  Management�s Discussion and Analysis of Financial Condition and Results of Operations

The Company is a worldwide manufacturer of filtration systems and replacement parts. The Company�s product mix
includes air and liquid filters and exhaust and emission control products for mobile equipment; in-plant air cleaning
systems; compressed air purification systems; air intake systems for industrial gas turbines; and specialized filters for
such diverse applications as computer disk drives and semiconductor processing. Products are manufactured at more
than 35 plants around the world and through three joint ventures.
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The Company has two reporting segments engaged in the design, manufacture and sale of systems to filter air and
liquid and other complementary products. The two segments are Engine Products and Industrial Products. Products in
the Engine Products segment consist of air intake systems, exhaust and emissions systems, liquid filtration systems
and replacement parts. The Engine Products segment sells to original equipment manufacturers (OEMs) in the
construction, mining, agriculture and transportation markets and to independent distributors, OEM dealer networks,
private label accounts and large equipment fleets. Products in the Industrial Products segment consist of dust, fume
and mist collectors, compressed air purification systems, liquid filters and parts, static and pulse-clean air filter
systems for gas turbines, and specialized air filtration systems for diverse applications including computer disk drives.
The Industrial Products segment sells to various industrial end-users, OEMs of gas-fired turbines and OEMs and
end-users requiring highly purified air.

The following discussion of the Company�s financial condition and results of operations should be read in conjunction
with the Consolidated Financial Statements and Notes thereto and other financial information included elsewhere in
this report.

Overview

The Company reported record diluted net earnings per share of $.38 for the second quarter of fiscal 2007, up from
$.32 in the second quarter of the prior year. Net income for the quarter was $31.3 million, up 16.2 percent from $26.9
million in the second quarter of the prior year. The Company reported record sales in the second quarter of fiscal 2007
of $463.7 million, an increase of 18.0 percent from $392.9 million in the second quarter of the prior year.

Overall, continuing solid sales growth in both the Engine and Industrial Product segments drove the 18.0 percent
increase in net sales. Sales were especially good in Europe and Asia where good economic conditions and a
well-developed market presence combined to deliver growth in excess of 25 percent in both regions. However, as
customer demand ramped up, the Company was increasing distribution capacity which led to higher than expected
distribution costs. Gross margin was also impacted by a higher mix of system sales versus replacement parts during
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the quarter. The operating margin in the quarter was 9.2 percent, a 0.4 percentage point decrease from the prior year
resulting from the margin decrease discussed above, partially offset by operating leverage with the revenue increase.

For the six-month period, the Company reported net sales of $910.2 million, an increase of 14.3 percent from $796.3
million in the prior year. Net income for the six-month period was $67.3 million, up 13.8 percent from $59.1 million
in the prior year. The Company reported diluted net earnings per share of $.81 for the six-month period, up 17.4
percent from $.69 in the prior year.

Results of Operations

Sales in the United States increased $12.1 million or 6.6 percent for the second quarter of fiscal 2007 compared to the
second quarter of the prior year. Total international sales in U.S. dollars increased $58.8 million or 28.0 percent in the
second quarter compared to the prior year. Translated at constant exchange rates, total international sales increased
21.4 percent. For the second quarter of fiscal 2007, Europe, Asia, Mexico and South Africa reported increased sales.
Europe sales increased $33.7 million or 29.2 percent, Asia sales increased $21.9 million or 27.6 percent, Mexico sales
increased $2.0 million or 26.9 percent and South Africa sales increased $1.4 million or 19.5 percent for the second
quarter of fiscal 2007 as compared to the prior year. For the six-month period ended January 31, 2007, sales in the
United States increased $25.2 million or 6.7 percent from the prior year, and total international sales in U.S. dollars
increased $88.7 million or 21.2 percent from the prior year.

The impact of foreign currency translation during the second quarter of fiscal 2007 increased sales by $13.9 million.
This was primarily due to the strengthening of the Euro to the U.S. dollar. The impact of foreign currency translation
year-to-date as of the second quarter of fiscal 2007 increased sales by $18.2 million. Worldwide sales for the second
quarter of fiscal 2007, excluding the impact of foreign currency translation, increased 14.5 percent from the second
quarter of the prior year, and 12.0 percent year-to-date. The impact of foreign currency translation increased net
income by $1.7 million and $2.5 million for the three and six-month periods of fiscal 2007, respectively.
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Although net sales excluding foreign currency translation and net earnings excluding foreign currency translation are
not measures of financial performance under GAAP, the Company believes they are useful in understanding its
financial results. Both measures enable the Company to obtain a more clear understanding of the operating results of
its foreign entities without the varying effects that changes in foreign currency exchange rates may have on those
results. A shortcoming of these financial measures is that they do not reflect the Company�s actual results under
GAAP. Management does not intend these items to be considered in isolation or as a substitute for the related GAAP
measures.

Following is a reconciliation to the most comparable GAAP financial measure of this non-GAAP financial measure
(thousands of dollars):

Three Months Ended
January 31,

Six Months Ended
January 31,

2007 2006 2007 2006

Net sales, excluding foreign currency translation $ 449,823 $ 408,947 $ 891,975 $ 812,426
Foreign currency translation 13,917 (16,032) 18,184 (16,115)
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Three Months Ended
January 31,

Six Months Ended
January 31,

Net sales $ 463,740 $ 392,915 $ 910,159 $ 796,311

Net earnings, excluding foreign currency translation $ 29,539 $ 27,554 $ 64,760 $ 59,559
Foreign currency translation 1,736 (645) 2,520 (452)

Net earnings $ 31,275 $ 26,909 $ 67,280 $ 59,107

Gross margin for the second quarter of fiscal 2007 was 30.5 percent compared to 31.8 percent for the second quarter
in the prior year. Gross margin has been impacted by higher than expected distribution costs from integrating new
distribution capacity while customer demand ramped up beyond expectations. Gross margin was also impacted by a
higher mix of system sales versus replacement parts sales. Plant rationalization and start-up costs totaled $1.3 million
in the second quarter compared to prior quarter plant rationalization and start-up costs of $1.7 million. Year-to-date
plant rationalization and start-up costs totaled $2.2 million compared to prior year plant rationalization and start-up
costs of $3.2 million. Operating expenses during the second quarter of fiscal 2007 were $98.3 million or 21.2 percent
of sales compared to $87.0 million or 22.1 percent of sales in the prior year period. Operating expenses for the quarter
included $2.5 million of stock option expense versus $2.2 million in the second quarter of the prior year. Year-to-date
operating expenses were 20.7 percent of sales, down from 22.0 percent in the prior year.

Other income for the second quarter of fiscal 2007 totaled $2.4 million, up from $2.3 million in the second quarter of
the prior year. Other income for the second quarter of fiscal 2007 consisted of income from unconsolidated affiliates
of $1.5 million, interest income of $0.3 million, foreign exchange gains of $0.3 million and other income of $0.3
million. For the second quarter of fiscal 2007, interest expense was $3.2 million, up from $2.5 million in the second
quarter of the prior year, driven primarily by higher interest rates. Year-to-date, other income totaled $3.9 million
compared to $5.2 million reported in the prior year. Year-to-date interest expense was $6.1 million, up from $4.9
million in the prior year.

The income tax rate for the three months and six months ended January 31, 2007 was 25.6 percent and 28.7 percent,
respectively. The income tax rate for the three months and six months ended January 31, 2006 was 28.4 percent and
27.5 percent, respectively. The lower tax rate in the quarter as compared to the quarter ended January 31, 2006 is
primarily due to the recent Research and Experimentation Tax Credit passed by Congress which lowered income tax
expense by $1.1 million and the favorable resolution of open tax contingencies which provided $0.8 million of
benefit. The higher tax rate for the six months of fiscal 2007 as compared to the first six months of fiscal 2006 is
primarily a result of the mix of earnings in various jurisdictions as well as an amended tax return filing in the prior
year which resulted in additional research and development tax credits. The Company expects its annual tax rate to be
between 28 percent and 30 percent although the rate will vary by quarter due to country earnings mix and discrete
events. Higher tax jurisdictions such as Japan, Germany and the United States are expected to contribute a higher
proportion of the Company�s taxable earnings in the current year.

12

Operations by Segment

Following is financial information for the Company�s Engine and Industrial Products segments. Corporate and
Unallocated includes corporate expenses determined to be non-allocable to the segments, interest income and expense
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and non-operating income and expenses. Segment detail is summarized as follows (thousands of dollars):

Engine
Products

Industrial
Products

Corporate
and

Unallocated
Total

Company

Three Months Ended January 31, 2007:
Net sales $ 253,338 $ 210,402 � $ 463,740
Earnings before income taxes 27,725 17,161 (2,861) 42,025
Three Months Ended January 31, 2006:
Net sales $ 226,584 $ 166,331 � $ 392,915
Earnings before income taxes 25,030 13,067 (500) 37,597
Six Months Ended January 31, 2007:
Net sales $ 517,264 $ 392,895 � $ 910,159
Earnings before income taxes 66,544 33,334 (5,520) 94,358
Assets 480,386 498,263 199,164 1,177,813
Six Months Ended January 31, 2006:
Net sales $ 465,008 $ 331,303 � $ 796,311
Earnings before income taxes 56,204 28,151 (2,860) 81,495
Assets 424,100 433,746 195,121 1,052,967
Following are net sales by product category within the Engine Products and Industrial Products segment (thousands of
dollars):

Three Months Ended
January 31,

Six Months Ended
January 31,

2007 2006 2007 2006

Engine Products segment:
Off-road products $ 80,353 $ 71,660 $ 160,363 $ 141,826
Transportation products 42,766 42,528 93,921 88,738
Aftermarket products 130,219 112,396 262,980 234,444

Total Engine Products Segment $ 253,338 $ 226,584 $ 517,264 $ 465,008

Industrial Products segment:
Industrial filtration solutions products $ 127,045 $ 103,755 $ 245,572 $ 209,643
Gas turbine products 43,463 28,416 69,512 52,779
Special applications products 39,894 34,160 77,811 68,881

Total Industrial Products segment $ 210,402 $ 166,331 $ 392,895 $ 331,303

Total Company $ 463,740 $ 392,915 $ 910,159 $ 796,311

Engine Products Segment    For the second quarter of fiscal 2007, worldwide sales in the Engine Products segment
continued to be strong, reporting year-over-year increases across all product categories within that segment. Engine
Product sales were a record $253.3 million in the second quarter of fiscal 2007, an increase of 11.8 percent from
$226.6 million in the second quarter of the prior year. Total second quarter Engine Product sales in the United States
were up 3.9 percent compared to the same period in the prior year and international sales increased by 22.5 percent.
Year-to-date, worldwide net sales were $517.3 million, an increase of 11.2 percent from $465.0 million in the prior
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year. International En
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