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OVERVIEW

We are a leading international manufacturer of technologically advanced products in the hearing aid and automotive components markets. We also operate in markets for acoustics and infrared technology products that have high growth potential. Since our company was founded in 1946 by Hugh and Josephine Knowles, we have leveraged our core competency in acoustic technology to build expertise in hearing aid transducer and low voltage integrated circuit design, electronic controls and sensors, infrared technology and precision manufacturing in the United States and other countries. We have operations around the world with our largest facilities in the United States, Germany, Austria, China and Malaysia. Our 2000 revenue, operating income and EBITDA were $238.1 million, $37.4 million and $49.9 million, respectively. Through our three core business units, KE, Emkay and Automotive Components, we manufacture and market products that maintain strong market share positions in several key markets. We believe that we have achieved these positions in our markets as a result of our strong customer base, technological expertise, international low cost manufacturing capability and strong management team. Our principal executive offices are located at 1151 Maplewood Drive, Itasca, Illinois 60143, and our telephone number is (630) 250-5100. 

OUR THREE BUSINESS UNITS

KE

KE, which accounted for approximately 59% of our 2000 revenue, is our most significant business unit. The KE business unit designs, manufactures and markets subminiature acoustic transducers and other components for hearing aids. KE is the world's largest manufacturer of hearing aid transducers, with approximately 80% of the worldwide market, and has held a major share of the transducer market for over 30 years. The transducer is the name given to both the microphone and the receiver in a hearing aid. The microphone is located at the top of the hearing aid and converts surrounding sounds to electronic signals. The circuitry then modifies the signal over the audio frequency spectrum. These signals are transferred to the receiver, which then converts the signals to sounds in the ear. We manufacture transducers for all hearing aid categories, and also produce non-transducer hearing aid components under the brand name Deltek. KE often customizes transducers to meet the specifications of our customers, and in certain cases develops transducer designs in partnership with our customers. KE provides data on the hearing aid market to our customers through the publication MarkeTrak, and is a leader in transducer technology with 39 scientists, engineers and technicians dedicated to research and development. We have consistently and successfully maintained our market share over the years due to our long-standing relationships with a wide range of customers, value-added services and technological leadership. 

EMKAY -- ACOUSTIC AND INFRARED TECHNOLOGY

Emkay, which accounted for approximately 15% of our 2000 revenue, was created in 1994 to explore non-hearing aid applications for our technology. Emkay combines KE's transducer and acoustic expertise with its core competencies in infrared technology and electronics to provide high technology solutions for markets with high growth potential, including computer telephony integration, automotive communications and entertainment systems, and multi-media technology accessing the internet through devices other than a personal computer. Computer telephony applications include speech enabled web browsers, internet telephony, videoconferencing, voice identification, and voice recognition. Emkay produces and is developing a range of microphones, speakers, headsets and infrared remote controls primarily for sale to original equipment manufacturers in these markets. Emkay has significant in-house research and development capabilities, with 28 engineers and technicians operating worldwide. 

AUTOMOTIVE COMPONENTS

Our Automotive Components business unit is comprised of two businesses, SSPI, which produces diesel engine solenoids and electronic governors, and Ruf, a leading producer of automotive position sensors. Automotive Components accounted for approximately 26% (61% from SSPI and 39% from Ruf) of our 2000 revenue. The largest percentage of SSPI's sales consists of solenoids for key start/stop operations of diesel engines used in trucks (in countries outside the United States and Europe),                                                                          

tractors, turf equipment, construction, generators and other industrial equipment. Solenoids are two position linear actuators that are used mainly to start and stop diesel engines by converting electrical energy into mechanical work. Electronic governors, which control engine speed and power by adjusting the engine throttle, represent a small but growing percentage of SSPI's business. 

Ruf, headquartered near Munich, Germany, was founded in 1926 and acquired by Knowles in 1996. Approximately 85% of Ruf's business is based on sales of position sensors for automotive applications, including passenger vehicles and light trucks. Automotive position sensors are commonly used to measure the position of the throttle, headlights, exhaust gas recirculation valve, the level of suspension with respect to the road and the level of fuel in the tank. Other developing applications for position sensors include pedal and throttle position sensors for drive-by-wire systems and suspension height and steering position sensors for suspension control systems for luxury vehicles. Ruf supplies sensors to most major European automobile manufacturers. Over the next six to twelve months, we expect to divest the Ruf position sensor business. 

COMPETITIVE STRENGTHS
Our strong financial record is attributable to the following competitive strengths: 

LEADING INTERNATIONAL MARKET POSITION AND STRONG CUSTOMER BASE 

-- We have been a market leader in hearing aid transducers for more than 30 years, and our worldwide market share is approximately 80%. We protect our leading market share by maintaining strong relationships with all of the key manufacturers in the hearing aid industry. We offer transducers for all hearing aid categories and often customize models to meet the specifications of individual hearing aid manufacturers. 

-- We have also been the market leader in solenoids for diesel engine shutdown devices for over 20 years, and our worldwide market share is approximately 70%. Customers of our Automotive Components group include every major industrial diesel engine manufacturer and most industrial and mobile equipment builders. 

TECHNOLOGICAL EXPERTISE

-- We believe that we are a technological leader in each of our business units. We offer an advanced transducer product line that is the most comprehensive in the hearing aid industry, setting the standard for both miniaturization and performance, and have been a technology leader in the transducer market for over 30 years. We are also at the forefront of the voice technology market as a result of our superior microphones and headsets and our 50 years of experience in acoustics. We believe that we are the only headset manufacturer that also manufactures its own line of low cost high quality microphones. With our Automotive Components unit, we have leveraged our technological expertise to create innovative designs of solenoids, electronic governors and position sensors for our Automotive Components customers. 

-- To enhance our technological expertise, we emphasize research and development investment. Our 2000 research and development expenditures were $10.3 million, or 4.3% of net sales. We have demonstrated leadership in developing new technologies and have the scale to devote substantial resources toward product development. In addition, we have strategically established patent protection for our products while creating manufacturing processes that competitors cannot readily replicate. We believe these factors serve as barriers to entry to the hearing aid and automotive components businesses. 

INTERNATIONAL LOW COST MANUFACTURING CAPABILITY

-- Since our founding more than 50 years ago, we have developed an international network of well equipped manufacturing facilities. We operate 10 manufacturing facilities in the United States, Germany, Austria, Hungary, Malaysia and China. We have a proven capability of moving manufacturing to lower cost environments and are increasing our capacity at our facility in Hungary to reduce labor costs. Our manufacturing facilities are not unionized, with the exception of our facilities in China, Germany and Austria, which are required to be unionized under local law. In March 2000, we announced plans to consolidate our worldwide manufacturing operations. We will outsource some activities performed in Itasca and Rolling Meadows, Illinois. In addition, we have or will cease production at our United Kingdom, Taiwanese and German manufacturing facilities. Production from those operations will be moved to China, Malaysia and Hungary. By September 2001, the Company expects to reduce its global workforce by about 20 percent. 

-- The manufacturing life cycles of some transducers, particularly models for less technologically advanced applications, have been as long as 25 years, reducing our production development costs and allowing us to improve the efficiency of our manufacturing processes. Our KE and Automotive Components business units use automated sub-assembly operations and manual final assembly operations. Emkay's operations are subcontracted in part, providing us with cost structure flexibility and allowing us to change capacity quickly based on product demand. 

GROWTH STRATEGY
Our principal objective is to increase revenues, cash flow and profitability by strengthening our leading market positions in our core businesses and applying our technological expertise to new growth opportunities in related businesses. The primary components of our strategy are to: 

CAPITALIZE ON GROWTH OPPORTUNITIES IN THE HEARING AID MARKET 

Our worldwide share of the hearing aid transducer market is approximately 80% and we have been a market leader in transducer technology for over 30 years. We believe we will increase our sales as the hearing aid industry continues to expand. Hearing aid penetration into the market of potential users has historically been low, ranging from approximately 20% in the United States to less than 1% in some emerging economies. The hearing aid industry is projected to grow based on the following trends: 

--   technological advances and improved customer satisfaction; 

--   improvement in the cosmetic appearance and reduction in stigma; 

--   growth in the elderly population; 

--   increasing use of binaural hearing aids; and 

--   increasing international penetration of hearing aids into developing economies. 

Our strategy is designed to capitalize on these trends and develop products designed to expand the hearing aid and hearing aid component market. For example, we have developed transducers for multiple microphone hearing aids which provide better performance than single microphone hearing aids and require three, rather than two, transducers per hearing aid. To increase hearing aid market growth, we also collect market data that identifies consumer needs and work with industry participants to improve market penetration. 

LEVERAGE CORE ACOUSTIC EXPERTISE TO DEVELOP INNOVATIVE PRODUCTS FOR MARKETS WITH HIGH GROWTH POTENTIAL 

We expect to continue combining our core competency in acoustics with other technologies such as wireless, micro-machining systems and digital signal processing to provide high technology solutions for high growth markets, including voice recognition and Internet-on-television. We are also developing high technology solutions for other markets with high growth potential, such as computer telephony integration and videoconferencing. Some of the new products for markets with high growth potential include the following. 

Emkay has developed several infrared remote control products, including remote controls for Internet-on-television that in some cases also provide controls for a variety of home entertainment equipment. Emkay has also developed several products for the call center market, including a single earset, a two-in-one headset and a computer-telephone headset interface system, and provides microphones for hands-free cellular telephone kits. Emkay is currently developing various devices to enable a headset to be connected to any stationary telephone instrument. 

Our Automotive Components unit is exploring potential applications for our silicon microphone under development, including hands-free cellular telephones, voice command and control systems, parking-aid systems and fuel volume measurement systems. 
STRENGTHEN CUSTOMER RELATIONSHIPS

Our business units have well-established customer relationships. We plan to continue to strengthen our existing relationships and develop new relationships through the following. 

-- KE often customizes its transducer models to design and manufacture transducers that meet the specifications of individual hearing aid manufacturers. KE and Emkay also conduct joint research and product development with some of its customers. Emkay is also involved in developing products with its customers. 

-- We act as a leading source of consumer data for the hearing aid industry. We have conducted more than 30 market studies for our customers and communicate our market data that identifies consumer needs to the hearing aid industry through our MarkeTrak reports, other publications and seminars. 

-- Automotive Components has a strong position in the international solenoid marketplace and supplies over 250 customers. We anticipate that future growth of the Automotive Components unit will come from leveraging our existing relationships internationally. For example, SSPI's purchase agreement with Cummins Engine Company provides a foundation for growth in diesel engine solenoid and electronic governor sales in the North American market. Cummins also has a strong international presence, presenting a significant opportunity for SSPI to contract with Cummins' international divisions and joint ventures. 

MAINTAIN LOW COST AND HIGH QUALITY MANUFACTURING LEADERSHIP 

We believe that we are the lowest cost producer of hearing aid transducers due to our relatively large volume production and market share. KE has more than 25 years of experience operating in both Asia and Europe. During this time, we have developed manufacturing and management systems that allow it to operate low cost offshore facilities without compromising either quality or level of service. To further enhance its competitive position, KE is expanding manufacturing in low cost labor markets near its current and emerging markets in anticipation of future needs. In addition, we believe that the establishment of a low cost production facility in Hungary will help Automotive Components strengthen its European automotive position sensor market position. 

DEVELOP AUTOMOTIVE MICROPHONE BUSINESS

The introduction of hands-free cellular telephones and voice command navigation systems in automobiles will result in increased demand for microphones. We believe that these developments present a significant opportunity for us to expand. 

RESEARCH AND DEVELOPMENT
Our 2000 research and development expenditures were $10.3 million, or 4.3% of net sales. We focus on leveraging our acoustic research for use by all three of our business units. We are carrying out extensive research and development on producing a silicon microphone using the emerging technology of the micro-machining of silicon (also referred to as micro-electro mechanical systems). We believe that we now have a leading position in this application of micro-electro mechanical systems and are continuing development along two paths, one for KE to meet the exacting standards of the hearing aid industry and the other for Emkay and Automotive Components. There is a team of 8 engineers within Emkay that is developing a low-cost silicon microphone in conjunction with a government sponsored laboratory in Singapore. 

KE

KE's research and development group consists of 39 scientists, engineers and technicians located in Itasca, Illinois and focuses on product and process development. KE believes that its ability to develop transducers with improved features is critical to sustaining its market share and margins. Continued transducer miniaturization gives KE a competitive advantage as manufacturers demand smaller systems in order to produce the popular completely in the canal (CIC) hearing aid. Planned new products and improvements include a smaller receiver, an analog/digital (A/D) signal converter, cojoined ultrathin microphones, screenless damping using ferrofluids, automatic volume control, receiver output improvements and microphone improvements with respect to noise reduction, electrostatic discharge thresholds and cellular telephone interference. 

EMKAY

Emkay has developed a significant in-house research and development effort, with 28 engineers and technicians. Over the next five years, Emkay will continue to focus its research and development efforts on acoustics, radio frequency, infrared, video image sensing, micro-electro mechanical systems and digital signal processing products for the voice recognition, Internet-on-television, computer telephony integration and videoconferencing markets. Emkay is also concentrating on the development of a "far field" microphone system which employs an array of microphones that focuses on a particular speaker while canceling other background noise. We have licensed digital sound processing technology to further the development of this microphone system. We expect to leverage this microphone technology for the development of additional products for our KE and Automotive Components units. 

Emkay has decentralized research and development groups located in the United States, Germany and Taiwan in order to coordinate closely with regional sales and marketing teams and more efficiently meet the demands of local markets. Research and development efforts for micro-electro mechanical systems for the production of silicon microphones, digital signal processing technology and far field microphone technology is conducted in the United States, infrared product development is conducted in Germany and radio frequency and video image sensing product development is conducted in Taiwan. 

AUTOMOTIVE COMPONENTS
SSPI. SSPI's DAI group in Lisle Illinois functions as an advanced development group for SSPI products. SSPI currently employs 18 engineers for the development of advanced products and design and development of actuators and solenoids. 

Ruf. Ruf products are developed using high performance work stations that allow products to be transferred to production in a short period of time. Final designs are tested in a complete product verification laboratory to determine product reliability. Ruf employs 37 engineers and technicians at its facility near Munich in the design, development and testing of sensors. Ruf formed a new advanced technology group to design, develop, and test contactless sensor technology and hands-free microphones for automobiles. New designs are being tested on applications at tier-one automotive parts manufacturers. In addition, Ruf is one of the few sensor suppliers that maintains its own chemists to formulate proprietary resistance inks which determine the performance of the product. This allows flexibility and quick response to customer requirements. 

MANUFACTURING
We operate from ten manufacturing facilities in the United States, Germany, Austria, Hungary, Malaysia and China. We believe that our facilities meet our present needs and that our properties are generally well-maintained and suitable for their intended uses. We believe that we generally have sufficient capacity to satisfy the demand for our products in the foreseeable future. To ensure that we have sufficient manufacturing capacity, we have recently expanded our facility in China and our factory in Hungary. We periodically evaluate the composition of our various manufacturing facilities in light of current and expected market conditions and demand. 

In March 2000, we announced plans to consolidate our worldwide manufacturing operations. We will outsource some activities currently performed in Itasca and Rolling Meadows, Illinois. In addition, we have or will cease production at our United Kingdom, Taiwanese and German manufacturing facilities. Production from those operations will be moved to China, Malaysia and Hungary. By September 2001, the Company expects to reduce its global workforce by about 20 percent. 

KE

KE operates manufacturing facilities in Illinois, Malaysia and China. Several sub-assembly processes are automated, but transducer assembly is largely manual. Manual transducer assembly has proven to be a cost-flexible production method and KE's workforce is generally highly stable and semi-skilled. 

In addition, KE uses a small amount of space at the Emkay facility in Austria. The total space available to KE is approximately 85% utilized. Our transducer manufacturing facilities are ISO 9000 certified, with the exception of the Rolling Meadows facility. 

EMKAY

Several of Emkay's assembly processes are automated, although the assembly operations are largely manual and performed by subcontractors in China and Taiwan. Capacity can be increased as demand increases. 

AUTOMOTIVE COMPONENTS
SSPI. Most of SSPI's finished products for the North American and European markets are manufactured in Niles, Illinois. Finished products for the Asian markets are manufactured in Suzhou, China. Components such as coils and stamping are primarily manufactured in Suzhou. All of SSPI's manufacturing facilities are ISO 9000 certified and the Niles facility is QS 9000 certified (the highest quality standard for automotive manufacturing facilities). 

Ruf. Ruf manufactures finished products in Hoehenkirchen, Germany, Ajka, Hungary and Neumarkt, Austria. The Hungarian facility was opened in July 1997 to support European automotive customers and employs more than 130 people. Sensitive sub-assembly manufacturing, such as screen printing of the resistance lacquers, is performed in Germany in "Class 10K" clean rooms to insure high quality. The Ruf facility in Neumarkt is ISO 9000 certified and the facilities in Hoehenkirchen and Ajka are QS 9000 certified. 
COMPETITION

KE

KE has held a major share of the transducer market for over 30 years, and its worldwide market share was approximately 80% in 2000. KE's principal competitor is Microtronic, which we believe had a significant portion of the remaining market share in 2000. Microtronic has tried to build its market share by reducing prices. As a result, the market for transducers has been subject to downward pressures on pricing in recent years. See "Management's Discussion and Analysis of Financial Condition and Results of Operations." 

EMKAY

The voice recognition, Internet-on-television, computer telephony integration and videoconferencing markets are highly competitive and in many cases highly fragmented. Many companies compete with Emkay in its targeted markets, generally on the basis of technological expertise, price, product quality, reliability and on-time delivery. These competitors include large consumer electronics, communications equipment and computer peripheral equipment companies as well as a number of smaller specialized companies. 

AUTOMOTIVE COMPONENTS

SSPI. As the leading producer of key start/stop diesel engine solenoid, SSPI had worldwide market share of approximately 70% in 2000. SSPI also held an estimated 1% share of the worldwide electronic governor market in 2000. SSPI competes with a variety of U.S. and non-U.S. companies in these two markets. 

Ruf. Ruf had an estimated 24% share of the western European automotive position sensor market and less than 1% of the North American market in 2000. Ruf competes with a variety of U.S. and non-U.S. companies including CTS, Bournes, Stoneridge, Novatechnik, and Pierberg. 

EMPLOYEES

We had 2,656 employees as of December 31, 2000. Of these, approximately 63% were production employees and approximately 37% were staff. At that date, 28 employees were employed at our corporate headquarters and our KE, Emkay and Automotive Components business units had 1,609, 363 and 656 employees, respectively. Geographically, 524 of our employees are based in North America, 1,543 employees are based in Asia and 589 employees are based in Europe. With the exception of employees in China, Germany and Austria, who are required to be unionized under local law, none of our employees are members of labor unions. We have good relationships with our employees and turnover is relatively low. 
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