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Our long-term success depends
upon delivering sustained
superior performance.

About the cover: Whether it’s a hot shower, a relaxing whirlpool bath, or your warm and
inviting home, A. O. Smith products help provide “a world of comfort and convenience.”

L e t t e r t o t h e S h a re h o l d e rs
While ”historic” is a term that tends to be overused, 2006 definitely was a memorable year of accomplishment for A. O. Smith
and its employees. We achieved our financial objectives with record-setting sales, profits, and earnings per share and exceeded
$2 billion in sales for the first time in our history. In April, the company successfully concluded the largest acquisition in its history
with the purchase of GSW Inc. Our water heater operation in China continued its impressive growth, generating sales of
more than $120 million – a 40 percent year-over-year increase – and solidifying A. O. Smith’s position as the number two
water heater brand in that country.

This is not to say that everything went our way in 2006. Our operating units continued to struggle with unrelenting high prices
for raw materials, most notably copper and steel. Freight costs, influenced by record-setting oil prices, also created challenges.
During the third and fourth quarters, the slowdown in the U. S. housing market impacted a number of our electric motor
markets and, to a lesser extent, the residential water heater market segment. While these were certainly issues that consumed
a great deal of time and effort, the positives far out-weighed the negatives in terms of A. O. Smith’s overall 2006 performance.

Water Products. At nearly $1.3 billion in sales, our Water Products unit is now North America’s largest manufacturer
and marketer of residential and commercial water heaters. Our legacy business grew approximately eight percent last year
due to improvements in the commercial and residential markets, and record-setting performance in China; while the
GSW acquisition contributed more than $360 million in sales. Water Products’ operating profit improved 54 percent in 2006.
The GSW acquisition, China, and ongoing improvements in our operations contributed to the record profits. Water Products’
operating margin of 9.7 percent improved over the prior year as well.

Letter to the Shareholders [ c o n t i n u e d ]
China remains an important part of our growth strategy, and

distribution (replacement motor) market segment. Electrical

to meet customer demand, we completed the first phase of

Products also benefited from a full year of sales from the

a major expansion of the Nanjing plant at the end of last year.

Yueyang hermetic motor operation in China. Yueyang, which

With the completion of the second phase, scheduled for the

makes large hermetic motors and high-voltage products for

second quarter of 2007, we will more than double our

commercial air conditioning applications, complements our

capacity in China.

existing commercial hermetic operations in Suzhou and gives
us a sizable presence in the fast-growing Asian market.

The April addition of GSW, which is made up of the American

Operating profit increased $6 million, the result of lower

Water Heater Company in the U. S. and GSW Water Heating

restructuring charges and improved pricing, partially offset by

in Canada, does more than just increase the size of the

lower unit volumes. Operating margin of 5.3 percent, while

business. In residential water heating, our company now

better than the prior year, is still not acceptable and will be

enjoys a better balance between the wholesale and retail

the focus of our attention in 2007.

channels of distribution, and we have gained an important
new retail customer in Lowe’s®, the fastest-growing company

The electric motor industry presents significant challenges

in the home improvement industry. The addition of GSW

due to increased global competition, customer consolidation,

significantly strengthens our presence in the Canadian

and high material and freight costs. We continued to refine

residential water heater market and broadens access to the

our global manufacturing footprint throughout the year,

Canadian commercial market. Our Water Products team has

announcing the transfer of production and closing of the

done an outstanding job of integrating GSW into our

McMinnville, Tennessee, and Taizhou, China, plants and the

business, and we are enthused about the future benefits

transfer of manufacturing from the Tipp City, Ohio facility.

that will result from this combination.

Optimizing the Core. Over the last 10 years, A. O. Smith has
Electrical Products. The Electrical Products unit achieved

concentrated on growing the size and scale of its Water

record sales of $906 million in 2006. We secured new

Products and Electrical Products divisions. Our emphasis this

business from a number of heating and air conditioning

year will be on optimizing the business: reducing cost,

(HAC) customers and continued to see growth in the

streamlining processes, and eliminating waste. When you

Vi s i o n S t a t e m e n t
To be the global leader in applying innovative technology
and energy-efficent solutions that provide comfort and
convenience to life.
• Delivering water solutions for your home and business
• Powering everyday electrical products
• Creating extraordinary value for stakeholders

examine the company’s returns, it becomes clear that we are
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nowhere near our true profit potential, and the best means
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to achieve that potential is by addressing the issues that
prevent us from operating as efficiently as we should.
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upgrading or replacing information systems to promote
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agility and customer service.
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The outlook for 2007 and beyond is positive. As I indicated
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I know I speak for everyone at A. O. Smith when I say that

Sales profile

we are excited about our company and the opportunities
we see in 2007 and beyond.
Electrical products
42%

Paul W. Jones
Chairman and Chief Executive Officer

Water products
58%

Customer satisfaction remains
the overriding objective of
our company.

A t a t i m e w h e n c o n s u m e rs a re b e c o m i n g m o re b ra n d c o n s c i o u s,
A . O. S m i t h e n j o y s s o m e o f t h e b e s t - k n o w n b ra n d s i n o u r i n d u s t r i e s.

T h e p o w e r o f t h e b ra n d
A brand is a promise; it often evokes an emotional

advantage of these trends and provided us with a well-known

response from the customer. A company must constantly

water heater brand, Whirlpool®, to go along with our existing

strive to make good on its promises and deliver the value

Maytag®, Kenmore®, and Reliance® lines. These brands not only

proposition associated with the product. At a time when

enhance our presence in the retail channel, they enable us to

consumers are becoming more brand conscious, A. O. Smith

partner with new customers such as Lowe’s®, one of the

enjoys the competitive advantage of a portfolio of some of

fastest-growing companies in the home improvement industry.

the best-known names in our industries.
Similar trends are taking place in the distribution segment
As our traditional markets evolve, A. O. Smith has taken

of the electric motor market. A. O. Smith is the “national

actions to enhance the power of its brands. Research shows,

brand” in the catalogs of many of the leaders in the

for example, that as consumers invest more time and money

replacement motor market, testimony to our reputation

in their homes, they are beginning to associate the water

with the professionals in those industries. “Powered by A.O.

heater with other “white goods.” Unlike the past, consumers

Smith” is also widely recognized as the leading brand in the

often are buying a new unit before the old heater wears out,

pool and spa industry, and many homeowners are

seeking more features, better efficiency, or the latest

beginning to request the A. O. Smith brand by name, either

technology. Last year’s GSW acquisition has significantly

as a replacement motor or when purchasing a new air

strengthened our position in the retail channel to take

conditioner or furnace.

T h e g ro w i n g m i d d l e c l a s s w o r l d w i d e i s b e g i n n i n g t o d e m a n d p ro d u c t s a n d
s e r v i c e s t h a t w e t a ke f o r g ra n t e d s u c h a s h o t w a t e r, h o m e h e a t i n g a n d c o o l i n g.

C re a t i n g a g l o b a l re p u t a t i o n f o r e x c e l l e n c e
People's desire for comfort and convenience is universal. As

The strategy involved successfully

the number of middle class consumers worldwide grows, they

executing the basics of brand building:

are beginning to demand the products and services that we in

products specifically designed for Chinese consumers;

the U.S. take for granted such as hot water, home heating and

productive manufacturing operations; partnerships with

cooling. The action is taking place in red-hot growth markets

the best customers (including China's version of the “big

such as China and India. In China, for example, demand for

box” retailers); knowledgeable and committed local

residential water heaters has been growing at double-digit

management; and aggressive, targeted marketing.

rates for more than five years. Success in these wide-open
markets is not guaranteed; it takes the ability to “localize”

We continue to leverage the brand, introducing new water

strategies to suit the unique characteristics of each country.

heating products for the residential and commercial market
in China and extending into new in-home durable goods

For A. O. Smith, the template derives from our major

including water-softening and filtration equipment. Our

successes in China. We certainly were not the first U. S.

growing electric motor operations in China are looking at

company to do business in China, but in less than 10 years,

ways to take advantage of the strong A. O. Smith brand.

we have grown from a minimal presence to becoming the
number two residential water heater brand with market

A. O. Smith plans to use this success formula in other

share approaching 20 percent.

emerging markets around the world.

The desire for comfort and
convenience is a global trend.

Continually seeking innovative
ways to serve our customers.

Te c h n o l o g y l e a d e rs h i p i s a g l o b a l i n i t i a t i v e a n d h a v i n g f i rs t - ra t e
e n g i n e e r i n g i s j u s t t h e b e g i n n i n g. S p e e d t o m a r ke t i s e s s e n t i a l t o s u c c e s s.

G re a t i d e a s h a v e p o w e r f u l c o n s e q u e n c e s
The companies that will survive – and thrive – in the 21st

To be the global leader in applying

Century are those that can consistently bring innovative

innovative technology requires more than

products and services to market. Technology leadership is

robust engineering resources; it requires the ability to

rapidly becoming a global initiative. Over the last two years,

anticipate – and act upon – the changing needs of our water

A. O. Smith has opened three engineering centers in Asia to

heater and electric motor markets. One of the compelling

support its global product engineering operations, with a

trends today is energy efficiency. A. O. Smith has more than

fourth scheduled to come on line in 2007. These engineering

30 years of experience in designing high-efficiency products;

centers of excellence are collaborating on a number of water

the original Conservationist® water heater and electric motors

heating and motor projects, with some of their initial work

were first introduced in 1976. Of more recent vintage are the

debuting later this year.

Cyclone®, the first ultra-high-efficiency commercial water
heater, the Vertex™ line of 90 percent efficiency residential

Having first-rate engineering, however, is not enough. Speed to

water heaters, and our extensive line of high-efficiency motors

market is essential. New processes, designed to quickly identify

for heating and cooling applications. Using electronic controls

the best projects from the dozens of new product ideas

and interfaces, our engineers are finding ways to coax greater

formulated each year, will enable us to streamline the time it

efficiency from products and systems, and a number of new

takes to move from the lab to the market. These processes make

high-efficiency motors and water heaters will reach the

the best use of limited resources by allowing engineers to invest

market in 2007.

time and money in the most promising new technologies.

T h e e v o l v i n g d i s t r i b u t i o n c h a n n e l re q u i re s p a r t n e rs h i p a p p ro a c h e s b a s e d
o n a b l e n d o f p ro d u c t s, t e c h n i c a l e x p e r t i s e, a n d c u s t o m e r s u p p o r t .

Pa r t n e rs w h o e x t e n d o u r re a c h
Wholesale distribution remains an important market

analyze market data and identify sales opportunities in

channel for A. O. Smith. It's generally acknowledged that

their regions. We have collaborated with wholesalers to

approximately 80 percent of the demand for residential

optimize inventories and improve logistics to better manage

and commercial water heating is driven by replacement

cost while maintaining high service levels. Utilizing the

applications. A similar percentage of residential heating

resources of our field sales engineers, we provide extensive

and air conditioning sales is the result of replacement

on-site training for distributor sales staff and counter

demand. This makes the plumbers, HVAC contractors,

personnel, not only enhancing their product knowledge

and other professionals who install this equipment critical

but improving their sales capabilities.

channel partners for us.
A. O. Smith is also one of the leaders in offering technical
But as with other markets, wholesale distribution is evolving

support to wholesale customers. Plumbing professionals,

to meet changing customer demands and new competitors.

architects, and specifying engineers take advantage of the

The traditional wholesaler-supplier relationship no longer

water heater installation, maintenance, and trouble-

suffices. A. O. Smith has responded to these needs and,

shooting courses offered at our Customer Care Center,

in the process, has forged strong partnerships with the

the only facility of its kind in the industry. The A. O. Smith

leading companies in the distribution channel.

Professional Contractors Association and State Preferred
Contractor Association are further

The partnership is the result of a unique blend of

evidence of our ongoing

products, technical expertise, and customer support. We

support for the industry.

have developed programs to help our distributor partners

Partnerships created to meet
a rapidly changing market.
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