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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

(Mark One)

☒QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF
1934 FOR THE QUARTERLY PERIOD ENDED July 1, 2017

OR
☐ 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:    001-35383

THE EASTERN COMPANY
(Exact name of registrant as specified in its charter)

Connecticut 06-0330020
(State or other jurisdiction of (I.R.S. Employer
incorporation or organization) Identification No.)

112 Bridge Street, Naugatuck, Connecticut 06770
(Address of principal executive offices) (Zip Code)

(203) 729-2255
(Registrant's telephone number, including area code)

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 (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days.

Yes   ☒       No ☐
Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if
any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T (§
232.405 of this chapter) during the preceding 12 months (or for such shorter period that the registrant was required to
submit and post such files).

Yes  ☒        No☐
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Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, a
smaller reporting company, or an emerging growth company. See the definitions of "large accelerated filer,"
"accelerated filer," "smaller reporting company," and "emerging growth company" in Rule 12b-2 of the Exchange
Act.

Large accelerated filer ☐ Accelerated filer☒
Non-accelerated filer ☐ (Do not check if a smaller reporting company) Smaller reporting company ☐

Emerging growth company ☐

If an emerging growth company, indicate by check mark if the registrant has elected not to use the extended transition
period for complying with any new or revised financial accounting standards provided pursuant to Section 13(a) of the
Exchange Act.  ☐

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange
Act). Yes   ☐       No ☒

Indicate the number of shares outstanding of each of the issuer's classes of common stock, as of the latest practicable
date.
Class Outstanding as of July 27, 2017
Common Stock, No par value 6,259,568
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PART I – FINANCIAL INFORMATION

ITEM 1 – FINANCIAL STATEMENTS

THE EASTERN COMPANY AND SUBSIDIARIES
CONDENSED CONSOLIDATED BALANCE SHEETS (UNAUDITED)

ASSETS July 1, 2017
December 31,
2016

Current Assets
Cash and cash equivalents $19,078,802 $22,725,376
Marketable securities 318,039 --
Accounts receivable, less allowances: $480,000 - 2017; $430,000 - 2016 28,928,146 18,135,792
Inventories 44,076,734 34,030,286
Prepaid expenses and other assets 3,544,990 1,858,471
Total Current Assets 95,946,711 76,749,925

Property, Plant and Equipment 69,654,698 64,911,071
Accumulated depreciation (40,360,786 ) (38,745,557 )

29,293,912 26,165,514

Goodwill 32,355,458 14,819,835
Trademarks 3,680,037 166,312
Patents, technology, and other intangibles net of accumulated amortization 9,453,914 1,764,449
Deferred income taxes 1,320,761 4,532,361

46,810,170 21,282,957
TOTAL ASSETS $172,050,793 $124,198,396
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LIABILITIES AND SHAREHOLDERS' EQUITY July 1, 2017
December 31,
2016

Current Liabilities
Accounts payable $14,741,022 $7,048,174
Accrued compensation 2,608,051 3,112,404
Other accrued expenses 5,742,570 1,812,647
Current portion of long-term debt 6,549,830 892,857
Total Current Liabilities 29,641,473 12,866,082

Other long-term liabilities 288,805 288,805
Long-term debt, less current portion 29,450,000 892,857
Accrued postretirement benefits 1,031,444 1,051,700
Accrued pension cost 26,243,605 26,631,438

Shareholders' Equity
 Voting Preferred Stock, no par value:
        Authorized and unissued: 1,000,000 shares
 Nonvoting Preferred Stock, no par value:
        Authorized and unissued: 1,000,000 shares
Common Stock, no par value:
       Authorized: 50,000,000 shares
Issued: 8,954,297 shares in 2017 and 8,950,827 shares in 2016
Outstanding: 6,259,568 shares in 2017 and 6,256,098 shares in 2016 29,228,593 29,146,622
Treasury Stock: 2,694,729 shares in 2017 and 2016 (19,105,723 ) (19,105,723 )
Retained earnings 97,237,844 95,631,216

Accumulated other comprehensive income (loss):
Foreign currency translation (1,281,258 ) (2,165,081 )
Marketable securities, net of tax (57,836 ) --
Unrecognized net pension and postretirement benefit costs, net of tax (20,626,154 ) (21,039,520 )
   Accumulated other comprehensive loss (21,965,248 ) (23,204,601 )
Total Shareholders' Equity 85,395,466 82,467,514
TOTAL LIABILITIES AND SHAREHOLDERS' EQUITY $172,050,793 $124,198,396

See accompanying notes.
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THE EASTERN COMPANY AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS (UNAUDITED)

Six Months Ended Three Months Ended
July 1, 2017 July 2, 2016 July 1, 2017 July 2, 2016

Net sales $94,088,038 $69,984,969 $58,044,743 $36,883,312
Cost of products sold (71,795,204) (54,962,920) (44,040,068) (28,281,709)
Gross margin 22,292,834 15,022,049 14,004,675 8,601,603

Selling and administrative expenses (17,570,171) (10,955,317) (11,518,213) (5,495,735 )
Operating profit 4,722,663 4,066,732 2,486,462 3,105,868

Interest expense (332,678 ) (68,669 ) (311,654 ) (32,384 )
Other income 55,765 26,518 36,112 5,144
Income before income taxes 4,445,750 4,024,581 2,210,920 3,078,628

Income taxes 1,462,207 1,288,671 744,518 990,791
Net income $2,983,543 $2,735,910 $1,466,402 $2,087,837

Earnings per Share:
Basic $.48 $.44 $.23 $.33

Diluted $.47 $.44 $.23 $.33

Cash dividends per share: $.22 $.22 $.11 $.11

See accompanying notes.

THE EASTERN COMPANY AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME (UNAUDITED)

Six Months Ended Three Months Ended
July 1,
2017

July 2,
2016

July 1,
2017 July 2, 2016

Net income $2,983,543 $2,735,910 $1,466,402 $2,087,837
Other comprehensive income/(loss):
Change in foreign currency translation 883,823 (79,866 ) 411,852 (257,653 )
Change in marketable securities, net of
tax benefit of:
2017 – $5,553 and $6,345,
respectively 10,169 — 11,620 —
2016 - $ —
Change in fair value of derivative financial instrument, net of
income tax benefit $41,680 (68,005 ) — (68,005 ) —
Change in pension and postretirement benefit costs, net of
taxes of:
2017 – $225,727 and $112,864 respectively

413,366 (888,656 ) 206,683 1,313,187
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2016 – $488,081 and $721,248, respectively
Total other comprehensive income 1,239,353 (968,522 ) 562,150 (1,570,840)
Comprehensive income $4,222,896 $1,767,388 $2,028,552 $516,997

See accompanying notes.
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THE EASTERN COMPANY AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS (UNAUDITED)

Six Months Ended
July 1, 2017 July 2, 2016

Operating Activities
Net income $2,983,543 $2,735,910
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization 1,536,319 1,849,128
Unrecognized pension and postretirement benefits 231,005 1,454,353
Loss on sale of equipment and other assets 48,618 39,702
Provision for doubtful accounts 24,866 —
Issuance of Common Stock for directors' fees 81,970 74,561
Changes in operating assets and liabilities:
Accounts receivable (4,519,266 ) (2,318,859 )
Inventories 3,249,443 2,864,295
Prepaid expenses and other (1,636,168 ) 461,524
Other assets 970,284 (40,364 )
Accounts payable 956,626 236,787
Accrued compensation (822,861 ) (877,879 )
Other accrued expenses 3,204,161 (399,298 )
Net cash provided by operating activities 6,308,540 6,079,860

Investing Activities
Marketable securities (318,039 ) —
Business Acquisition, net of cash acquired (42,148,000) —
Purchases of property, plant and equipment (708,499 ) (1,084,325 )
Net cash used in investing activities (43,174,538) (1,084,325 )

Financing Activities
Proceeds from issuance of long-term debt 31,000,000 —
Proceeds from short term borrowings 6,614,611 —
Payments on revolving credit note (1,614,611 ) —
Principal payments on long-term debt (1,785,714 ) (1,071,428 )
Dividends paid (1,376,914 ) (1,375,145 )
Net cash provided by (used in) financing activities 32,837,372 (2,446,573 )

Effect of exchange rate changes on cash 382,052 (117,865 )
Net change in cash and cash equivalents (3,646,574 ) 2,431,097

Cash and cash equivalents at beginning of period 22,725,376 17,814,986
Cash and cash equivalents at end of period $19,078,802 $20,246,083

See accompanying notes.
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THE EASTERN COMPANY
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (UNAUDITED)
July 1, 2017

Note A – Basis of Presentation

The accompanying unaudited condensed consolidated financial statements have been prepared in accordance with the
instructions to Form 10-Q and do not include all of the information and footnotes required by generally accepted
accounting principles in the United States for complete financial statements. Refer to the consolidated financial
statements of The Eastern Company (the "Company") and the notes thereto included in the Company's Form 10-K for
the fiscal year ended December 31, 2016 for additional information.

The accompanying condensed consolidated financial statements are unaudited. However, in the opinion of
management, all adjustments (consisting only of normal recurring accruals) necessary for a fair presentation of the
results of operations for interim periods have been reflected therein. All intercompany accounts and transactions are
eliminated. Operating results for interim periods are not necessarily indicative of the results that may be expected for
the full year.

On April 3, 2017, the Company completed a Securities Purchase Agreement (the "Securities Purchase Agreement")
with Velvac Holdings, Inc., a Delaware corporation ("Velvac"), Jeffery R. Porter, W. Greg Bland, John Backovitch,
Dave Otto, Bob Otto, Timothy Rintelman, Robert Brester, Dan Mcgrew, Mark Moeller; and Prospect Partners II, L.P.
(collectively, the "Sellers"). Pursuant to the Securities Purchase Agreement, the Company acquired 100% of the issued
and outstanding stock of Velvac from the Sellers (the "Acquisition") for $39.5 million and an earnout consideration
contingent upon Velvac achieving minimum earnings performance levels and based on sales of Velvac's new
proprietary Road-iQ product line (the "Earnout Consideration"). The Acquisition was financed with a $31 million
term loan from People's United Bank, National Association ("People's"), a $5 million draw down on the Company's
$10 million revolving credit facility with People's and $3.5 million in cash. Please refer to the Form 8-K filed on April
7, 2017 and the amendment thereto filed on June 19, 2017 for further details.

The condensed consolidated balance sheet as of December 31, 2016 has been derived from the audited consolidated
balance sheet as of that date.

Note B – Earnings Per Share

The denominators used in the earnings per share computations are as follows:

Six Months Ended Three Months Ended
July 1,
2017

July 2,
2016

July 1,
2017

July 2,
2016

Basic:
Weighted average shares outstanding 6,257,482 6,249,042 6,258,467 6,250,326

Diluted:
Weighted average shares outstanding 6,257,482 6,249,042 6,258,467 6,250,326
Dilutive stock options 13,436 -- 26,872 --
Denominator for diluted earnings per share 6,270,918 6,249,042 6,285,339 6,250,326
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Note C – Inventories, Net

The components of inventories are as follows:

July 1, 2017
December
31, 2016

Raw material and component parts $11,435,810 $8,829,236
Work in process 9,219,574 7,118,149
Finished goods 23,421,350 18,082,901

$44,076,734 $34,030,286

Note D – Segment Information

Segment financial information are as follows:

Six Months Ended Three Months Ended
July 1, 2017 July 2, 2016 July 1, 2017 July 2, 2016

Revenues:
Sales to unaffiliated customers:
Industrial Hardware $50,541,057 $30,478,161 $35,098,231 $15,886,648
Security Products 30,117,055 30,074,127 16,199,567 15,876,910
Metal Products 13,429,926 9,432,681 6,746,945 5,119,754

$94,088,038 $69,984,969 $58,044,743 $36,883,312

Income before income taxes:
Industrial Hardware $1,064,263 $2,194,472 $497,471 $1,497,277
Security Products 2,685,795 2,920,847 1,691,358 1,792,650
Metal Products 972,605 (1,048,587 ) 297,633 (184,059 )
Operating Profit 4,722,663 4,066,732 2,486,462 3,105,868
Interest expense (332,678 ) (68,669 ) (311,654 ) (32,384 )
Other income 55,765 26,518 36,112 5,144

$4,445,750 $4,024,581 $2,210,920 $3,078,628

Note E – Recent Accounting Pronouncements

In January 2017, the FASB issued ASU No. 2017-01, Business Combinations – Clarifying the Definition of a Business.
ASU 2017-01 provides guidance to assist entities with evaluating whether transactions should be accounted for as
acquisitions or dispositions of assets or businesses. The amendment is effective for fiscal years beginning after
December 15, 2017, including interim periods within those fiscal years.  The amendment should be applied
prospectively with earlier application permitted as of the beginning of an interim or annual reporting period.  The
Company does not expect that the adoption of ASU 2017-01 will have a material impact on the accompanying
financial statements.

In January 2017, the FASB issued ASU No. 2017-04, Intangibles – Goodwill and Other: Simplifying the Test for
Goodwill Impairment. ASU 2017-04 provides guidance to simplify the subsequent measure of goodwill by
eliminating Step 2 from the goodwill impairment test. The amendment is effective for fiscal years beginning after
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December 15, 2019, including interim periods within those fiscal years.  The amendment should be applied
prospectively with earlier application permitted as of the beginning of an interim or annual reporting period after
January 1, 2017.  The Company does not expect that the adoption of ASU 2017-04 will have a material impact on the
accompanying financial statements.
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In February 2017, the FASB issued ASU No. 2017-06, Plan Accounting: Defined Benefit Pension Plans (Topic 960);
Defined Contribution Pension Plans (Topic 962); Health and Welfare Benefit Plans (Topic 965): Employee Benefit
Plan Master Trust Reporting. ASU 2017-06 provides guidance for reporting by an employee benefit plan for its
interest in a master trust. The amendment is effective for fiscal years beginning after December 15, 2019, including
interim periods within those fiscal years. The amendment should be applied retrospectively with earlier application
permitted as of the beginning of an interim or annual reporting period after December 15, 2018.  The Company does
not expect that the adoption of ASU 2017-06 will have a material impact on the accompanying financial statements.

In March 2017, the FASB issued ASU No. 2017-07, Compensation - Retirement Benefits (Topic 715): Improving the
Presentation of Net Periodic Pension Cost and Net Periodic Postretirement Benefit Cost. ASU 2017-07 provides
guidance to improve the presentation of net periodic pension cost and net periodic postretirement benefit cost. The
amendment is effective for fiscal years beginning after December 15, 2017, including interim periods
 within those fiscal years. The amendment should be applied retrospectively with earlier application permitted as of
the beginning of an interim or annual reporting period after December 15, 2017.  The Company does not expect that
the adoption of ASU 2017-07 will have a material impact on the accompanying financial statements.

The Company has implemented all new accounting pronouncements that are in effect and that could impact its
consolidated financial statements and does not believe that there are any other new accounting pronouncements that
have been issued, but are not yet effective, that might have a material impact on the consolidated financial statements
of the Company.

Note F – Debt

On January 29, 2010, the Company signed a secured Loan Agreement (the "Loan Agreement") with People's United
Bank ("People's") which included a $5,000,000 term portion (the "Original Term Loan") and a $10,000,000 revolving
credit portion.  On January 25, 2012, the Company amended the loan agreement by taking an additional $5,000,000
term loan (the "2012 Term Loan").  Interest on the Original Term Loan portion of the Loan Agreement is fixed at
4.98%.  Interest on the 2012 Term Loan is fixed at 3.90%.  The interest rate on the revolving credit portion of the
Loan Agreement varied based on the LIBOR rate or People's Prime rate plus a margin spread of 2.25%, with a floor
rate of 3.25% and a maturity date of January 31, 2014.  On January 23, 2014, the Company signed an amendment to
its secured Loan Agreement with People's which extended the maturity date of the $10,000,000 revolver portion of the
Loan Agreement to July 1, 2016 and changed the interest rate to LIBOR plus 2.25%, eliminating the floor previously
in place.  On June 9, 2016, the Company signed a third amendment to its secured Loan Agreement which extended the
maturity date of the $10,000,000 revolver portion of the Loan Agreement to July 1, 2018.  On April 3, 2017, the
Company signed an amended and restated loan agreement (the "Restated Loan Agreement") with People's United
Bank that included a $31 million term portion and a $10 million revolving credit portion.  Proceeds of the loan were
used to repay the remaining outstanding term loan of the Company (approximately $1,429,000) and to acquire 100%
of the common stock of Velvac Holdings, Inc. (see Note M).  The term portion of the loan requires quarterly principal
payments of $387,500 for a two-year period beginning July 3, 2017.  The repayment amount then increases to
$775,000 per quarter beginning July 1, 2019.  The term loan is a five-year loan with any remaining outstanding
balance due on March 1, 2022.  The revolving credit portion has a quarterly commitment fee ranging from 0.2% to
0.375% based on operating results.  Under the terms of the Restated Loan Agreement, this quarterly commitment fee
will be 0.25% for the first six months.  The revolving credit portion has a maturity date of April 1, 2022.  On April 3,
2017, the Company borrowed approximately $6.6 million on the revolving credit facility. The Company subsequently
paid off $1.6 million on the revolving credit facility leaving a balance on the credit facility of $5 million.

The interest rates on the term and revolving credit portion of the Restated Loan Agreement vary.  The interest rates
may vary based on the LIBOR rate plus a margin spread of 1.75% to 2.50%.  The margin spread is based on operating
results calculated on a rolling-four-quarter basis.  The Company may also borrow funds at the lender's prime rate.  On
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July 1, 2017, the interest rate for one half ($15.5 million) of the term portion was 3.23%, using a 1 month LIBOR rate
and 3.30% on the remaining balance ($15.5 million) of the term loan based on a 3 month LIBOR rate. The interest
rate on the $5 million of the revolving credit portion was 3.23%.
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The Company's loan covenants under the Restated Loan Agreement require the Company to maintain a consolidated
minimum debt service coverage ratio of at least 1.1 to 1 for periods through December 31, 2018 and 1.2 to 1
thereafter, which is to be tested quarterly on a twelve-month trailing basis.  In addition, the Company will be required
to show a maximum total leverage ratio of 4.0x for periods through December 31, 2018, 3.5x for the periods from
January 1, 2019 through December 31, 2019, 3.25x for the periods from January 1, 2020 through December 31, 2020
and 3.0x thereafter.  The Company was in compliance with all covenants for the three month period ended July 1,
2017.

On April 4, 2017, the Company entered into an interest rate swap contract with the lender with an original notional
amount of $15,500,000, which is equal to 50% of the outstanding balance of the term loan on that date.  The notional
amount will decrease on a quarterly basis beginning July 3, 2017 following the principal repayment schedule of the
term loan.  The Company has a fixed interest rate of 1.92% on the swap contract and will pay the difference between
the fixed rate and the LIBOR rate when the LIBOR rate is below 1.92% and will receive interest when the LIBOR rate
exceeds 1.92%.

Note G – Goodwill

The following is a roll-forward of goodwill from year-end 2016 to the end of the second quarter of 2017:

Industrial
Hardware
Segment

Security
Products
Segment

Metal
Products
Segment Total

Beginning balance $1,760,793 $13,059,042 $ — $14,819,835
Investment - Velvac 17,502,024 — — 17,502,024
Foreign exchange 33,599 — — 33,599
Ending balance $19,296,416 $13,059,042 $ — $32,355,458

Note H – Intangibles

The gross carrying amount and accumulated amortization of amortizable intangible assets are as follows:

Industrial
Hardware
Segment

Security
Products
Segment

Metal
Products
Segment Total

Weighted-Average
Amortization
Period (Years)

2017 Gross Amount
Patents and developed technology $6,608,772 $1,047,844 $ -- $7,656,616 12.9
Customer relationships 3,650,000 449,706 -- 4,099,706 9.5
Non-compete agreements -- 407,000 -- 407,000 5.0
Intellectual property -- 307,370 -- 307,370 5.0
Total Gross Intangibles $10,258,772 $2,211,920 $ -- $12,470,692 11.2

2017 Accumulated Amortization
Patents and developed technology $1,704,323 $639,168 $ -- $2,343,491
Customer relationships 91,250 224,853 -- 316,103
Non-compete agreements -- 203,500 -- 203,500
Intellectual property -- 153,684 -- 153,684
Accumulated Amortization $1,795,573 $1,221,205 $ -- $3,016,778

Net July 1, 2017 per Balance Sheet $8,463,199 $990,715 $ -- $9,453,914
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