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Item 2.02. Results of Operations and Financial Condition.
On May 2, 2006, Watts Water Technologies, Inc. announced its financial results for the fiscal quarter ended April 2, 2006. The full text of the press release issued in connection with the announcement is attached as Exhibit 99.1 to this Current Report on Form 8-K.
On May 2, 2006, Watts Water Technologies, Inc. held a conference call to discuss its financial results for the fiscal quarter ended April 2, 2006. A full transcript of the conference call is attached as Exhibit 99.2 to this Current Report on Form 8-K.
The information in this Form 8-K and the Exhibits attached hereto shall not be deemed "filed" for purposes of Section 18 of the Securities Exchange Act of 1934 (the "Exchange Act") or otherwise subject to the liabilities of that section, nor shall it be deemed incorporated by reference in any filing under the Securities Act of 1933 or the Exchange Act, except as expressly set forth by specific reference in such a filing.
Item 9.01. Financial Statements and Exhibits

(d) Exhibits.     The following exhibits are being furnished herewith:

Exhibit No.       Title
-----------       -----

99.1              Press release dated May 2, 2006

99.2              Transcript of earnings conference call held on May 2, 2006
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Exhibit 99.1
FOR IMMEDIATE RELEASE Contact: William C. McCartney --------------------- Chief Financial Officer
Telephone: (978) 688-1811 Fax: (978) 688-2976
WATTS WATER TECHNOLOGIES REPORTS FIRST QUARTER 2006 RESULTS
North Andover, MA...May 2, 2006. Watts Water Technologies, Inc. (NYSE:
WTS) today announced results for the first quarter ended April 2, 2006. Sales were $274,950,000, an increase of $55,923,000, or 26%, compared to the first quarter of 2005. Net income for the first quarter of 2006 was $14,963,000, or $0.46 per share, which included a loss from discontinued operations of $124,000, versus net income of $12,358,000, or $0.37 per share, which included a loss from discontinued operations of $39,000, for the first quarter of 2005. Income from continuing operations for the first quarter of 2006 increased by $2,690,000, or 22%, to $15,087,000, or $0.46 per share, compared to income from continuing operations for the first quarter of 2005 of $12,397,000, or $0.37 per share.
The Company adopted Financial Accounting Standards Board Statement No. 123R (FAS 123R) that requires the Company to expense the value of employee stock options and similar awards effective January 1, 2006. This resulted in incremental pre-tax costs in selling, general and administrative expense of approximately $450,000 for the first quarter of 2006 compared to the comparable period last year.
Patrick S. O'Keefe, Chief Executive Officer, commented, "We are pleased with our overall performance in the first quarter of 2006. We achieved record results with all segments contributing to our growth in sales and earnings. The increase in sales was achieved through contributions from acquired companies and internal growth, offset by an adverse change in foreign exchange rates. Acquisitions contributed 17% or $37,126,000; internal growth was 11% and contributed $23,255,000; and a net unfavorable foreign exchange movement, primarily due to the euro devaluation against the dollar, offset these increases by 2%, or $4,458,000. Acquired growth was attributable to the December 2005 acquisitions of Core Industries Inc. (FEBCO, Mueller Steam Specialty and Polyjet Valves product lines) and Dormont Manufacturing Company, the November 2005 acquisition of Flexflow Tubing LLP, the July 2005 acquisitions of the water connecter business of the Donald E. Savard Company and Microflex N.V., the June 2005 acquisition of the water softener business of Alamo Water Refiners, Inc., and the May 2005 acquisition of Electro Controls Ltd."
"Our North American segment sales increased for the first quarter of 2006 by 33% to $196,566,000 compared to $147,477,000 for first quarter of 2005. This increase was achieved through the inclusion of acquired sales totaling
$34,316,000, or 23%, internal sales growth of $13,967,000, or 9%, and favorable foreign exchange rates of $806,000 associated with the strengthening of the Canadian dollar versus the U.S. dollar."
"Internal sales in our North American wholesale market increased 9% over the first quarter of 2005. This increase was led by increased sales of water pressure regulators, relief valves and backflow prevention units, as well as strength in the plumbing and under-floor radiant heating product lines. Internal growth in our North American home improvement retail market was 10% for the first quarter of 2006 over the first quarter of 2005. This increase was led by increased sales of fittings and supply lines and under-floor radiant heating product lines."
"We derived 26% of our total sales for the first quarter of 2006 from our European segment. European sales increased $5,825,000, or 9%, to $72,259,000 compared to the first quarter of 2005. Internal growth of 13%, or $8,450,000, and acquired growth of 4%, or $2,810,000, was offset by an unfavorable foreign exchange movement associated with the weakening of the euro versus the US dollar of $5,435,000. Our internal growth in Europe was broad-based with most markets and channels exhibiting improvement."
"China's segment sales in the first quarter of 2006 increased $1,009,000, or 20%, to $6,125,000 compared to the first quarter of 2005. Internal growth was $838,000, or 17%, and $171,000, or 3%, was due to favorable foreign exchange rates associated with the yuan strengthening against the U.S. dollar. The internal growth in China was due to a 22% increase in the domestic market, as well as, an increase into the export market over the comparable period last year."
"Our operating income for the first quarter of 2006 increased by $5,222,000, or 25%, to $26,532,000 as compared to $21,310,000 in 2005. Internal growth was 12%, or $2,568,000, with positive performances from each segment. Acquisitions provided $2,590,000, or 12%, and reduced quarter-on-quarter restructuring costs contributed to the increase with unfavorable foreign exchange movements offsetting these increases."
O'Keefe concluded, "On April 27, 2006, we restructured our long-term debt. We completed a private placement offering of $225,000,000 of 5.85% senior unsecured notes payable in April 2016. We used the net proceeds from the notes to repay $147,000,000 outstanding under our revolving credit facility. The balance of the net proceeds will be used to finance future acquisitions and for general corporate purposes. Additionally, we amended our revolving credit facility, increasing our borrowing capacity from $300,000,000 to $350,000,000, reducing the interest spread and extending the term to April 2011."
The Company incurred costs, net of tax, of $149,000 and $496,000, respectively, in the first quarters of 2006 and 2005 for its manufacturing restructuring plan. In the first quarter of 2006, the Company recorded a net pre-tax charge of approximately $235,000 primarily for severance costs related to European restructuring efforts. For the first quarter of 2005, the Company
recorded a pre-tax charge of approximately $774,000, which consisted of $412,000 recorded in cost of sales primarily for accelerated depreciation for both the expected closure of a U.S. manufacturing plant and a reduction in the estimated useful lives of certain manufacturing equipment and $362,000 recorded in selling, general and administrative expenses for severance costs related to European restructuring.
The loss from discontinued operations in the first quarters of 2006 and 2005 were for costs associated with the James Jones litigation.
Watts Water Technologies, Inc. will hold a live web cast of its conference call to discuss first quarter results for 2006 on Tuesday, May 2, 2006, at 5:00
p.m. Eastern Time. This press release and the live web cast can be accessed by visiting the Investors section of the Company's website at www.wattswater.com. Following the web cast, an archived version of the call will be available at the same address until May 2, 2007.
Watts Water Technologies, Inc. is a world leader in the manufacture of innovative products to control the efficiency, safety, and quality of water within residential, commercial, and institutional applications. Its expertise in a wide variety of water technologies enables it to be a comprehensive supplier to the water industry.
This Press Release includes statements that are not historical facts and are considered forward-looking within the meaning of the Private Securities Litigation Reform Act of 1995. These forward-looking statements reflect Watts Water Technologies' current views about future results of operations and other forward-looking information. In some cases you can identify these statements by forward-looking words such as "anticipate," "believe," "could," "estimate," "expect," "intend," "may," "should," "will" and "would" or similar words. You should not rely on forward-looking statements because Watts' actual results may differ materially from those indicated by these forward-looking statements as a result of a number of important factors. These factors include, but are not limited to, the following: shortages in and pricing of raw materials and supplies including recent price increases by suppliers of raw materials and the Company's ability to pass these costs on to customers, loss of market share through competition, introduction of competing products by other companies, pressure on prices from competitors, suppliers, and/or customers, changes in variable interest rates on Company borrowings, identification and disclosure of material weaknesses in our internal control over financial reporting, failure to expand our markets through acquisitions, failure or delay in developing new products, lack of acceptance of new products, failure to manufacture products that meet required performance and safety standards, foreign exchange rate fluctuations, cyclicality of industries, such as plumbing and heating wholesalers and home improvement retailers, in which the Company markets certain of its products, economic factors, such as the levels of housing starts and remodeling, affecting the markets where the Company's products are sold, manufactured, or marketed, environmental compliance costs, product liability risks, the results and timing of the Company's manufacturing restructuring plan, changes in the status of current litigation, including the James Jones case, and
other risks and uncertainties discussed under the heading "Item 1A. Risk Factors" in the Watts Water Technologies, Inc. Annual Report on Form 10-K for the year ended December 31, 2005 filed with the Securities Exchange Commission and other reports Watts files from time to time with the Securities and Exchange Commission. Watts does not intend to, and undertakes no duty to, update the information contained in this Press Release.
 
WATTS WATER TECHNOLOGIES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF OPERATIONS
 (Amounts in thousands, except per share information)

(Unaudited)

                                                                                 First Quarter Ended
                                                                              -------------------------
                                                                               April 2,        April 3,
                                                                                 2006            2005
                                                                              ---------       ---------
Net sales ..........................................................          $ 274,950       $ 219,027
Cost of goods sold .................................................            179,132         141,649
                                                                              ---------       ---------
    GROSS PROFIT ...................................................             95,818          77,378
Selling, general & administrative expenses .........................             69,051          55,706
Restructuring ......................................................                235             362
                                                                              ---------       ---------
    OPERATING INCOME ...............................................             26,532          21,310
                                                                              ---------       ---------
Other (income) expense:
    Interest income ................................................               (418)           (309)
    Interest expense ...............................................              4,192           2,521
    Minority interest ..............................................                 84              65
    Other ..........................................................               (400)            (87)
                                                                              ---------       ---------
                                                                                  3,458           2,190
                                                                              ---------       ---------
    INCOME FROM CONTINUING OPERATIONS BEFORE INCOME TAXES ..........             23,074          19,120
Provision for income taxes .........................................              7,987           6,723
                                                                              ---------       ---------
    INCOME FROM CONTINUING OPERATIONS ..............................             15,087          12,397
Loss from discontinued operations, net of taxes ....................               (124)            (39)
                                                                              ---------       ---------
    NET INCOME .....................................................          $  14,963       $  12,358
                                                                              =========       =========

BASIC EPS
Income per share:
    Continuing operations ..........................................          $    0.46       $    0.38
    Discontinued operations ........................................                 --              --
                                                                              ---------       ---------
    NET INCOME .....................................................          $    0.46       $    0.38
                                                                              =========       =========
Weighted average number of shares ..................................             32,591          32,408
                                                                              =========       =========
DILUTED EPS
Income per share:
    Continuing operations ..........................................          $    0.46       $    0.37
    Discontinued operations ........................................                 --              --
                                                                              ---------       ---------
    NET INCOME .....................................................          $    0.46       $    0.37
                                                                              =========       =========
Weighted average number of shares ..................................             32,823          33,032
                                                                              =========       =========

    Dividends per share ............................................          $    0.09       $    0.08
                                                                              =========       =========

 
WATTS WATER TECHNOLOGIES, INC. AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
 (Amounts in thousands, except per share information)

(Unaudited)

                                                         First Quarter Ended
                                                     --------------------------
                                                      April 2,         April 3,
                                                        2006             2005
                                                     ---------        ---------
STATEMENTS OF INCOME

Net sales                                            $ 274,950        $ 219,027

Income from continuing operations                    $  15,087        $  12,397
Loss from discontinued operations                         (124)             (39)
                                                     ---------        ---------
Net income                                           $  14,963        $  12,358
                                                     =========        =========

DILUTED EARNINGS PER SHARE

Weighted Average Number of Common
Shares & Equivalents                                    32,823           33,032

Earnings per Share:
     Continuing operations                           $    0.46        $    0.37
     Discontinued operations                                --               --
                                                     ---------        ---------
     Net income                                      $    0.46        $    0.37
                                                     =========        =========

Cash dividends per share                             $    0.09        $    0.08

 
WATTS WATER TECHNOLOGIES, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS
 (Amounts in thousands, except share information)

(Unaudited)

                                                                                                     April 2,           December 31,
                                                                                                       2006                 2005
                                                                                                   -----------          -----------
ASSETS
CURRENT ASSETS:
    Cash and cash equivalents ............................................................         $    45,677          $    45,758
    Trade accounts receivable, less allowance for doubtful accounts of
       $9,293 at April 2, 2006 and $9,296 at December 31, 2005 ...........................             191,079              177,364
    Inventories, net:
       Raw materials .....................................................................              91,189               84,087
       Work in process ...................................................................              26,205               23,201
       Finished goods ....................................................................             144,350              135,549
                                                                                                   -----------          -----------
          Total Inventories ..............................................................             261,744              242,837
    Prepaid expenses and other assets ....................................................              17,889               25,361
    Deferred income taxes ................................................................              30,620               27,540
    Assets of discontinued operations ....................................................               8,155                9,555
                                                                                                   -----------          -----------
       Total Current Assets ..............................................................             555,164              528,415
                                                                                                   -----------          -----------
PROPERTY, PLANT AND EQUIPMENT:
    Property, plant and equipment, at cost ...............................................             348,187              328,812
    Accumulated depreciation .............................................................            (171,738)            (163,813)
                                                                                                   -----------          -----------
       Property, plant and equipment, net ................................................             176,449              164,999
                                                                                                   -----------          -----------
OTHER ASSETS:
    Goodwill .............................................................................             293,643              296,636
    Other, net ...........................................................................             106,640              110,920
                                                                                                   -----------          -----------
TOTAL ASSETS .............................................................................         $ 1,131,896          $ 1,100,970
                                                                                                   ===========          ===========

LIABILITIES AND STOCKHOLDERS' EQUITY
CURRENT LIABILITIES:
    Accounts payable .....................................................................         $    99,506          $    91,053
    Accrued expenses and other liabilities ...............................................              65,594               67,071
    Accrued compensation and benefits ....................................................              26,269               28,496
    Current portion of long-term debt ....................................................               7,391               13,635
    Liabilities of discontinued operations ...............................................              23,054               23,068
                                                                                                   -----------          -----------
       Total Current Liabilities .........................................................             221,814              223,323
                                                                                                   -----------          -----------
LONG-TERM DEBT, NET OF CURRENT PORTION ...................................................             308,259              293,350
DEFERRED INCOME TAXES ....................................................................              25,355               24,803
OTHER NONCURRENT LIABILITIES .............................................................              30,082               32,187
MINORITY INTEREST ........................................................................               7,976                7,831

STOCKHOLDERS' EQUITY:
    Preferred Stock, $.10 par value; 5,000,000 shares authorized;
       no shares issued or outstanding ...................................................                  --                   --
    Class A Common Stock, $.10 par value; 80,000,000 shares authorized;
       1 vote per share; issued and outstanding: 25,353,181 shares at
       April 2, 2006 and 25,205,210 shares at December 31, 2005 ..........................               2,535                2,521
    Class B Common Stock, $.10 par value; 25,000,000 shares authorized;
       10 votes per share; issued and outstanding: 7,293,880 shares at
       April 2, 2006 and 7,343,880 at December 31, 2005 ..................................                 729                  734
    Additional paid-in capital ...........................................................             145,130              142,694
    Retained earnings ....................................................................             380,142              368,264
    Accumulated other comprehensive income ...............................................               9,874                5,263
                                                                                                   -----------          -----------
       Total Stockholders' Equity ........................................................             538,410              519,476
                                                                                                   -----------          -----------
TOTAL LIABILITIES AND STOCKHOLDERS' EQUITY ...............................................         $ 1,131,896          $ 1,100,970
                                                                                                   ===========          ===========

 
WATTS WATER TECHNOLOGIES, INC. AND SUBSIDIARIES
SEGMENT INFORMATION
 (Amounts in thousands)

(Unaudited)

                                            Net Sales

                                       First Quarter Ended
                                    -------------------------
                                     April 2,        April 3,
                                       2006            2005
                                    ---------       ---------

North America                       $ 196,566       $ 147,477
Europe                                 72,259          66,434
China                                   6,125           5,116
                                    ---------       ---------
Total                               $ 274,950       $ 219,027
                                    =========       =========

                                         Operating Income

                                        First Quarter Ended
                                    -------------------------
                                     April 2,        April 3,
                                       2006            2005
                                    ---------       ---------

North America                       $  22,402       $  18,446
Europe                                  9,570           7,493
China                                   1,015             545
Corporate                              (6,455)         (5,174)
                                    ---------       ---------
Total                               $  26,532       $  21,310
                                    =========       =========

 
Exhibit 99.2
Watts Water Technologies, Inc.
First Quarter 2006 Earnings Conference Call May 2, 2006
Transcript

Operator
Good day, ladies and gentlemen, and welcome to the first quarter 2006 Watts Water Technologies earnings conference call. My name is Anthony, and I will be your coordinator for today.
At this time, all participants are in a listen-only mode. We will be conducting a question-and-answer session towards the end of today's conference. If at any time during the call you require assistance, please press star, followed by zero, and a coordinator will be happy to assist you.
I would now like to turn the presentation over to your host for today's call, Mr. Kenneth Lepage, Assistant General Counsel. Please proceed, sir.

Kenneth Lepage - Watts Water Technologies, Inc. - Assistant General Counsel
Thank you. Before Pat and Bill begin their presentation, I want to inform you that various remarks they may make about the Company's future expectations, plans, and prospects constitute forward-looking statements for purposes of the Safe Harbor Provisions under the Private Securities Litigation Reform Act of 1995.
Actual results may differ materially from those indicated by these forward-looking statements as a result of various important factors, including those discussed under the heading 'risk factors,' in our Annual Report on Form 10-K for the year ended December 31st, 2005 filed with the Securities & Exchange Commission and other reports we file from time to time with the SEC.
In addition, any forward-looking statements represent our views only as of today, and should not be relied upon as representing our views as of any subsequent date. While we may elect to update forward-looking statements at some point in the future we specifically disclaim any obligation to do so.
I will now turn the presentation over to Pat and Bill.
Patrick O'Keefe - Watts Water Technologies, Inc. - Chief Executive Officer
Thank you, Ken.
The first thing I'd like to do is just let you know that the way we will be conducting the call today is I'll make some opening comments, I'll turn the call over to Bill McCartney who will walk you through some of the financial details and help you understand the numbers in a detailed manner, and then we'll open the lines and answer any and all questions you may have.
First thing I want to let you know is we're very pleased with the overall performance for the first quarter of 2006. You can see from the press release that revenue increased 26 percent to 275 million, net income came in at 15 million or $0.46 per share, which compares very favorably to $0.37 per share a year ago.
Most importantly, we achieved our record results with all segments contributing to our growth in both sales and earnings, so this is a broad based improvement across the Company, with all geographical areas and all markets participating in the upswing.
Consolidated revenues grew as a result of essentially 10.6 percent internal growth, 17 percent acquisition growth, offset by 2 percent which is the impact of foreign exchange, a negative 2 percent for foreign exchange.
When you look at the actual consolidated gross margins, they're off just slightly, which is primarily due to the margins realized on the sales from FEBCO, Mueller Steam Specialty and Polyjet product lines, which were acquired. And we told you this, I think, when we acquired the Company, we saw the first couple of months as being sort of a turnaround situation with margins expected to improve throughout the year.
When you look at consolidated earnings, operating earnings, they increased 5.2 million or 24.5 percent, and were essentially in line with the prior year at 9.6 percent of net sales. When you look at that 24.5 percent increase in operating income, it was a result of -- roughly 2.6 million of it was from internal
growth, 2.6 million of it was from acquisition growth, half a million of it was due to lower restructuring costs which was offset by another half a million going in the opposite direction for foreign exchange.
During the quarter we basically saw strong demand from all of the end markets. I would describe the residential construction and remodeling market as it remains strong. The commercial construction and renovation market continues to improve. I think we saw that in the fourth quarter, we saw it here in the second and the first quarter of this year.
North America retail and wholesale markets both showed strong organic growth in the 9 to 10 percent range. Europe wholesale and OEM markets are strong with organic growth rates in the 4 to 5 percent range. China came in with an organic growth rate of 16 percent.
The one concern is the cost of copper and other raw materials which remained an issue for us to manage throughout 2006. So far, we have been able to realize price increases which are necessary to maintain our margins. But it's a big issue going forward, and we'll be discussing that further.
We're working on a number of productivity improvements in cost reduction initiatives which we expect to realize going forward. The integration of our recent acquisitions of Dormont and FEBCO and Mueller Stream Specialty are essentially on plan at this point in time. And our acquisition pipeline remains very strong.
So, in summary, I think this was a really strong quarter. We look at a broad base improvement across all markets, all end markets remained strong.
And, with those opening comments I'll turn it over to Bill who will walk you through some of the details and the numbers.

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
Thanks, Pat.
As Pat mentioned, revenue closed at 275 million, an increase of 25.5 percent. Income from continuing ops at 15.1 million was an increase of 21.7 percent, so a few percentage points less than the revenue growth. The main reason for that disparity was the inclusion of the Mueller, FEBCO product lines, almost $15 million of revenue at essentially a breakeven. In addition to that, we expensed about $450,000 both pre and post tax for stock options, so those two issues caused our growth in earnings to be slightly less than our growth in revenue.
There's a geographic footnote on the press release, so you can look at that, for the segment, sales and segment operating income, but, as Pat mentioned, all segments were up very nicely, and we're pleased with that.
On a consolidated revenue growth to give you the specific figures that Pat referenced, organic growth was 23.3 million, that's 10.6 percent. Foreign exchange was unfavorable 4.5 million, that's negative 2 percent. And acquired revenue, 37.1 million or 17 percent for a total of 55.9 or 25.5 percent.
Looking to the segment information, North America came in at 196 million, that's an increase of 33.3 percent. Organically North America grew at 9.5 percent, that's 14 million, and I'll give you some detail on that in a moment. Foreign exchange was favorable in North America, $800,000 or half a point, and that's the strengthening of the Canadian dollar versus the U.S. dollar. And the acquired revenues with 34 million or 23.3 percent. So, North America grew in total 49 million or 33.3 percent.
The acquired revenue of 34 million was the result of Alamo, Savard, and Flexflow, three smaller acquisitions we did last year, and then Core and Dormont completed in December of 2005.
When we look at the individual markets inside of North America, the total sales for retail were 46 million, that's up from 40 million last year, that's an increase of 14 percent. We do have the inclusion of the Dormont retail in there, so if you back that out we have retail sales organically grew at 9.6 percent, that's 44.3 million. So, the total retail revenue, 46.2.
When we look at the organic growth we had several areas of strength that helped us, we believe we are gaining market share in the Canadian retail market with some new customers. We continue to see growth in our supplier lines as a result of our introduction last year of our flood safe water connector. We continue to
see nice growth in our floor warming products, that's our under floor electrical system. And then our C Tech acquisition continues to gain shelf space this year so far, as well. So, it's a combination of several product lines.
On the wholesale side, the North America total revenue is 150 million, that's an increase of 40 percent. Organically, we grew at 9.4 percent on the wholesale side. The large growth in total was because you see most of the revenue from Dormont and most, almost all of the revenue from Core is contained in the wholesale - actually, all the revenue from Core is contained in the wholesale side.
When we look at the organic growth on the wholesale, as Pat mentioned earlier, it was fairly broad based. We saw increases in both our commercial and residential end markets, back flow and plumbing were very strong. Our under floor radiant heating, the hydronic based product continues to show growth. Water purification products were up, as well.
Dormont, our acquisition for the gas connector market, was right on track with what we expected, and we saw some nice growth in the Canadian market which kind of mirrors the U.S. wholesale market. So, it was very broad based increase.
Looking at the European sales, in total, Europe was up 8.8 percent, that's $72 million in the quarter. Organically, we posted an increase of 12.7 percent, which is the strongest quarter we've seen in many, many years from our European segment. That was partially offset by unfavorable foreign exchange. We had an unfavorable adjustment there of 8.2 percent or 5.4 million, and acquired growth was 2.8 million or 4.2 percent, so it adds up to 8.8 percent in total.
But organically we saw, again, very broad based increases. We've analyzed it and we see basically all countries, all of our markets, and all of the product lines seem to be up fairly evenly across Europe.
We feel we're gaining market share in Europe with selling some of the packages that we developed, the under floor radiant heating packages with manifolds and safety control valves.
The solar market continues to be strong with the higher cost of energy and the tax incentives that are being offered in the Nordic countries and Germany for solar related products, that's very helpful. Eastern Europe was up about 20 percent in the quarter, as well.
We still continue to see the boiler manufacturers as soft, however, and that offsets some of this broad based growth that we've just mentioned.
In terms of the end markets, wholesale and retail, Pat mentioned we're up both about 4.5 percent. If we adjust for the foreign exchange, both of those markets, we show growth between 12 to 13 percent, so Pat's numbers included some foreign exchange in them, as well. So, we had a little bit of a mix towards the wholesale and very broad based growth. And our two acquisitions in Europe,
[Electro Controls] and Microflex at l2.8 million, were on track from what we expected to see.
The revenue in China at 6.1 million is an increase of just under 20 percent. Organically we grew at 16 percent, and foreign exchange was favorable 3.5 percent, and that will give you 19.7 percent.
We also had a significant increase in our inter-company revenue, which you don't see, but it does impact the numbers in terms of our capacity utilization and absorption figures and what-not, and inter-company sales were up about 50 percent versus last year. So the end markets in China continue to be vibrant for us.
Moving on to the gross margin, consolidated we were at 34.9 percent, that's a drop of about four-tenths of a point versus the first quarter of last year. If you exclude the acquisitions the margin would have gone up half a point to 35.8 percent. And this is really the impact of core. Again, as we mentioned, core broke-even. The gross margin is much lower than our Corporate average, so it had an unfavorable impact on the gross margin percentage.
Looking at the margins by segment, the North America, our gross margin was 35 percent, that's down 1.5 points from last year, and this is where we see the impact of core in North American segment. Excluding that, the margins would have been up about two-tenths of a point.
We're looking at nice improvements in the mix where we see some of our commercial products increasing, control valves, drains, and back flow, and what-not, and that was partially offset by some continued softness in the margins as a result of retail pricing in copper. We did achieve price increases during the first and second quarter of 2006 here, but, again, not enough to offset all of the copper issues, so that offset some of the favorable mix that we saw.
We also in the quarter expensed $960,000 against cost for sales associated with Core and Dormont for the amortization of purchase price, in which we are required to write-up our inventory to market. And that is behind us now, and we will not have that amortization as we move forward into the second quarter.
So, all in all, we feel it's a fairly solid performance for gross margin in North America.
Looking at Europe, the gross margin, 33.1 percent, that's up eight-tenths of a point versus last year. Here, the acquisitions actually helped a little bit. Excluding acquisitions the gross margin would have only been up three-tenths of a point. So, the acquisitions there helped us by half a point. We don't have any of those amortization issues in Europe as that is behind us and we expensed that last year.
But the margin from an organic standpoint is up, and what we're really seeing is improved productivity. We've done a lot of restructuring in Europe. We've restructured our instrumentation group. We have some restructuring ongoing in Italy where we have some reduction in our headcount during the first quarter, and with the improved increased sales revenue, particularly into the, out of our Italian factories we have some improved absorption. We also see a little bit of favorable move on the wholesale side, a little favorable mix, if you will, and that helps the margin, as well.
In China the margin is up slightly to 15 percent versus 14.3 percent, and again just a reminder that that margin is heavily impacted by the significant percentage of inter-company sales, so it's not representative of trade sales. However, the margin is up slightly, and that's a result, again, of more volume going through the factories, and some of that transfer pricing being more current with some price increases back to the North American market.
The SG&A, 69 million versus 55.7 million last year, that's an increase of 13 million, and SG&A declined slightly as a percentage of sales to 25.1 percent. In terms of dollars an increase of 13 million.
The main factors here in SG&A is the acquired companies at $8 million of S&GA expense. We had some incremental or variable selling expenses of about $3 million, and then the expensing of stock options is about a half a million, so that's about 12.5 of the 13.3 million.
So, that brings us all the way down to operating earnings, an increase of 24.5 percent over last year. We're 9.6 percent of sales, which is down from 9.7, and this is really the impact of the lower margin due to the amortization issue I mentioned, offset by some lower SG&A.
The tax rate in the quarter, 34.6 percent, that's down from, versus last year 35.2 last year. Two major issues inside the tax rate. One is the rate in China was essentially a break-even versus 9 percent last year, and we had booked some recovery associated with, I would compare it to an investment tax credit where we, because of our investments there we got a portion of that back from the government, so we booked that in the first quarter. That will not be recurring for the rest of the year.
And because of the strong performance in Europe, we had a slight mix, a favorable mix, where the tax rate in Europe is only 32.9 versus the average, so it's a little bit less than the average. So, we would anticipate a rate of about 35 percent for the rest of the year, and that would be barring any unusual acquisition activity that might change the mix.
The net income, up 21.7 percent, at $15.1 million.
And with that, I guess, we can - well, a couple other points, I'm sorry, before we open up for questions. In the quarter our capital expenditures, $7.1 million. Depreciation and amortization is $7.5 million, and so slightly more than the capital expenditures.
So, with that, I guess, we can open it up for questions?
Patrick O'Keefe: Yes.
QUESTION AND ANSWER

Operator
[OPERATOR INSTRUCTIONS.]
Our first question comes from Mike Schneider from Robert Baird. Please proceed.

Mike Schneider - Robert Baird - Analyst
Good afternoon, guys.
Patrick O'Keefe: Hi, Michael.

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
Hi, Michael.

Mike Schneider - Robert Baird - Analyst
I guess first just on pricing, obviously, copper is the hot topic. Can you give us a sense of what magnitude of price increases you've gone out with at least YTD, and then what you think is necessary to cover what we've seen just in the last 30 days?
Patrick O'Keefe: Mike, what we saw in the very beginning of the first quarter, we had a price increase in wholesale of about 5 percent, which are being phased in over Q1 and Q2. Europe we had increases of about 6 to 8 percent.
And we have a price increase which is announced on the wholesale side and actually effective today, that is wholesale in the U.S. of about 5 percent. And the Europeans will be having an increase of, a price increase between 6 to 9 percent that will be effective sometime in early June. And we're continuing to monitor it and, if need be, we'll be doing additional price increases.

Mike Schneider - Robert Baird - Analyst
And retail, where do you stand there, or are you locked in now for the year?
Patrick O'Keefe: Well, we have price increases that I just mentioned, that really represents where copper was, sort of around January 1st, late December, which is about $2.00, so we'll need to address that as time goes on.

Mike Schneider - Robert Baird - Analyst
And last year in the second half, or it was the third quarter, when we were talking about the squeeze that in particular was going on in retail, is the same thing going to unfold this year where you're pretty much behind the curve until you get into the fourth quarter and first quarter again and can reset the bar in retail?
Patrick O'Keefe: Well, it takes a lot longer to get price increases in retail and, you know, right now we still are somewhat behind the curve on retail. So, it's not as easy as it is in the wholesale, so I guess the answer is we will be behind a little bit.

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
Well, we have been and we continue to be. However, when you look at it on an ongoing basis we have other price increases that we're already starting to, you know, communicate with the customers on and try to get into effect.
So I'm not sure, Mike, if you're going to have, if you really look at it, whether we would see the same situation as we did last year. I think we're probably, particularly given the recent run-up in copper, the need for those price increases is much more important earlier. But I will say you're correct in that they push-back pretty hard with regard to their objection to those price increases.

Mike Schneider - Robert Baird - Analyst
Right. And gross margins then for the year in light of copper and the pricing interplay here, do you suspect that the 34.9 this quarter is as good as it gets for the year because this is the least of the pressure for the next four quarters or I guess how are you guys looking at gross margins for the year?

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
Well, I think we're looking for our price increases to just basically cover our copper costs, we're not looking to do anything more than that. And we'll get a little bit of a relief because we won't have that inventory amortization that I mentioned, and that's almost a million dollars, so that'll help the margins a little bit.
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Okay.

--------------------------------------------------------------------------------
Bill McCartney  - Watts Water Technologies, Inc. - CFO and Treasurer

But I mean, you're right, that's the number one challenge we have right now in front of us is this thing, you know, with this copper.

Mike Schneider - Robert Baird - Analyst
Okay, and in the [inaudible], I guess I was impressed with the growth there this quarter, nearly 10 percent organic which is a rebound from last quarter. One, can you just give us a sense of how I presume orders rebounded strongly in February and March, given that you were in the hole in January with Home Depot.
Patrick O'Keefe: That's right.

Mike Schneider - Robert Baird - Analyst
What does that tell you? You sensed or you expressed caution on residential last quarter, what's your latest read, Pat?
Patrick O'Keefe: Yes, I think you did see the big retailers do fairly well in this first quarter, and I think it surprised us in a positive sense, Mike. There's no reason that we don't see that going forward either. I think we see it going forward.
You know, although, one thing you're seeing is it's coming from same-store sales. It's not coming from additional new stores, because you can look at the numbers, Lowe's and Home Depot had significantly fewer stores being brought online this year compared to last year. So, it's really same-store kind of sale increases.

Mike Schneider - Robert Baird - Analyst
And is it also a function of new rollouts? Because I wasn't really aware of any significant rollouts in the first half. But have you commenced some?
Patrick O'Keefe: It's actually a result of rollouts that we had in place, Mike, that are starting to, we're starting to see the volume roll through those stores.

Mike Schneider - Robert Baird - Analyst
Okay, fair enough. And then, finally, just on pricing, I guess, with Home Depot having moved into now the wholesale distribution channel, can you give us an update as to what you've heard in the channel about the pricing implications of that?
Patrick O'Keefe: Yes, we're having conversations with those organizations with regard to how we would go forward in terms of pricing and what kind of programs they would like to see us put in place, but it's very preliminary, Mike, and nothing has been decided at this point in time. But I could tell you that it's their intention to leverage the size of their organization to their advantage with regard to improving the overall programs that they have.

Mike Schneider - Robert Baird - Analyst
Sure, that's natural. Okay. Thanks again, guys.
Patrick O'Keefe: Thank you.

Operator
Our next question comes from Mark Grzymski from Needham & Company. Please proceed.

Mark Grzymski - Needham & Company - Analyst
Good afternoon, guys. Congratulations.
Patrick O'Keefe: Hey, Mark. Thank you.

Mark Grzymski - Needham & Company - Analyst
Just kind of following up on that last question there, I mean with the change at the big box retailers and the pressure that they're putting, I mean I guess a lot of the acquisitions that are made are too diversified, the product lines get more product into those stores so that you guys can leverage yourself a little bit better against them. Can you comment on that in any, in that regard?
Patrick O'Keefe: Well, first of all, if you look at the recent acquisitions, they tend to have a blend of exposure to the retail market as well as OEM market or to the wholesale market, so we tend to stay away from product lines where we can't differentiate ourselves and where they're more commodity oriented, which, to be candid with you, many of the products that are going through the retail channels tend to be the simpler products, the products that have less engineering content in them and, therefore, by definition would be more commodity oriented.
So, as we make acquisitions we're evaluating that exposure. To the extent that it represents an inability to differentiate ourselves, we avoid those type of acquisitions. I would say, quite honestly, our acquisition program is probably moving us away from some of those categories.

Mark Grzymski - Needham & Company - Analyst
Right. So, you're looking for more highly engineered, where you have better, you know, where you'd be the leading provider of that product?
Patrick O'Keefe: Yes, where there's patents, where there's technology that is unique and you can differentiate yourself and, therefore, allow you to, you know, get paid for the engineering content in those products.

Mark Grzymski - Needham & Company - Analyst
Do you think that since a lot of companies are looking to kind of expand in that same fashion that that's putting any pressure on the pricing environment for acquisitions?
Patrick O'Keefe: I think, quite honestly, the biggest pricing pressure that we have seen is the financial buyers who have significant amount of leverage in today's credit market, and they are actually the people who - you know, when we walk away from deals in today's marketplace we're losing them to financial buyers, we're not losing them to strategic.
I really don't have a big issue at the moment with regard to finding acquisitions that are, meet our criteria for acquisitions. I think we're finding plenty of opportunities. We have always been relatively selective in the acquisitions that we actually consummate. We've always been relatively disciplined in terms of being able to say no at any moment on an acquisition, even one that we think from a strategic point of view would make sense if it doesn't make sense from a financial point of view.
So, I don't really think it impacts us that much. The deals that have gone down recently that we've walked away from, and there have been a number, have all been taken by financial buyers.

Mark Grzymski - Needham & Company - Analyst
Okay, great, and thanks for that color. Jumping to the SG&A area and with copper being a thorn in your side, you know, is there any way - can you talk in more detail about how you might be able to lower SG&A? Obviously, the acquisitions there are impacting that. You know, what can that do for you going forward to the operating income line?

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
Well, we have a couple of things that we've been working on here, Mark, in terms of SG&A. You know, we've seen a nice decrease in our SOX expenses, we expect another decrease this year. Some of our insurance and product liability issues, we've seen some very nice decreases, and that's really a result of improved management.
You know, we're looking at how we source our product and move our product from Asia to the States, and we're looking at some consolidating distribution centers and those kind of projects. And there's opportunities there, as well.
So, I mean with Bill Martino coming onboard, he's bringing a lot of experience in terms of how much larger companies manage these issues, and there's a lot of projects that we're working on to address that issues.
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Okay.
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You know, it takes a year or two to implement a lot of these things.
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Sure.
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You just don't turn a switch. Because there's a lot of projects that are actively being worked on today.

Mark Grzymski - Needham & Company - Analyst
Right. But you can't quantify, you know, what...

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
It's a little early to do that right now.

Mark Grzymski - Needham & Company - Analyst
Right, okay, okay.
Patrick O'Keefe: Hey, Mark, the other thing you've got to be careful of is when we make acquisitions.

Mark Grzymski - Needham & Company - Analyst
Right.
Patrick O'Keefe: We're relatively indifferent in terms of - a lot of times if you buy a business that is highly differentiated and has significant engineering content and ability to differentiate yourself from your competitors you'll have high gross margins and simultaneously high SG&A, so the real question is I'm indifferent between buying a business as long as the contribution to operating earnings and the contribution to net earnings is attractive.

Mark Grzymski - Needham & Company - Analyst
Okay. Great. And then, finally, Pat, I mean you guys touched on, or you specifically said that across the board you're seeing strength in the residential markets. You know, geographically are there any, I mean I would just assume that certain areas are slowing down and certain retail areas are also rationalizing their inventories. Is that true, or is it just really continued growth in residential spending?
Patrick O'Keefe: No, I think you're right. You see, if you were take it apart state by state you see some unevenness in those numbers, but you've got to remember we're not significantly influenced by lower end housing starts. We're more, you know, we tend to get the order on the person where a plumber goes in and he's replacing things that have been in a house that's been in existence for four to seven or eight years, something of that nature.
So, we've never done well in the tract housing market, but that's sort of where you're seeing a contraction. There's various states, for example, I was having a conversation earlier today with some salespeople with regard to some changes happening in the Florida market, okay? And the Florida market appears to be seeing some softness in the real estate markets and things of that nature, and the boom market that we've experienced the last couple of years may be sort of softening or slowing down a little bit.
But, you know, when you look at it overall, when you look at our business, even Europe had a very strong performance in Europe across the board, which quite honestly I find was a little bit surprising to use because we know that Europe has traditionally for the last 24 to 36 months been a relatively slow growth environment. It wasn't a single country issue, it was a broad based issue.

Mark Grzymski - Needham & Company - Analyst
Right.
Patrick O'Keefe: So, for the first time we saw, you know, Europe hitting on six cylinders.

Mark Grzymski - Needham & Company - Analyst
All right, guys. Thanks, and good luck.
Patrick O'Keefe: Thank you.

Operator
Our next question comes from Jeff Hammond from Keybanc Capital Markets. Please proceed.

Jeff Hammond - Keybanc Capital Markets - Analyst
Hi, good afternoon, gentlemen.
Patrick O'Keefe: Hi, Jeff.
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Hi, Jeff.
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Hey, a couple of questions on the markets. I guess to follow-on on Europe, you did a pretty good job illustrating what's going on there, but can you give us a sense of visibility going forward? Is that sustainable? Were there any anomalies? What really changed there?
And then, also, separately on the U.S. commercial market, I think, Pat, you used the term last year, 'it's lie watching paint dry.' It seems like there's more conviction, you know, fourth quarter, first quarter, you know, what's the visibility there as well as you look forward for the sustained improvement?
Patrick O'Keefe: Well, first let's talk about Europe. I mean I think I said this to the previous question, I think on the positive side I was surprised a little bit by the strength of Europe. I was particularly surprised by the evenness of the strength, it's not one country.
Bill said earlier that the one area that still concerns us is probably the boiler manufacturers where we make a lot of OEM products for various boiler manufacturers, including the control packages, the pump packages, things of that nature. And they seem to be still a little bit sluggish.
But, you know, when you talk about the other big economies, the French economy, the Italian economy, the wholesale market in Germany, they all showed significant positive improvement across the board. And some of that was offset by the negative foreign exchange that we recorded. So, when you look at it in currency it's even stronger than it is when you look at it in U.S. dollars.
So, I think, quite honestly, we think that there's an up tick happening in Europe. I think if you go back and now that we recognize it I think we probably saw some of that starting to happen in the fourth quarter, as well. So, it's not one quarter, it's probably two quarters at this point, so I feel pretty good going into the second quarter here with regard to the opportunity for us in Europe, and I think if you look at the operating earnings, the operating earnings leveraged very well there.
Now, if you come back and you look at the commercial marketplace I think you were right, I was looking for vindication a year ago in terms of I've been predicting that the commercial marketplace would improve, but unfortunately was slow in coming. But I think now we've seen a couple of quarters here in a row where we've seen some meaningful changes and not lightning fast changes, but smooth and consistent changes in terms of the improvement in that marketplace.
What that results in is a slight shift in our product mix to probably a little bit richer kind of margin. Some of that being offset by the way we did our acquisition accounting and things and other things in this quarter.
So, you know, I feel bullish about Europe. I feel bullish about the commercial marketplace. I'm a little bit cautious with regard to what's happening in the residential marketplace. I think the residential marketplace will probably soften over time, and I think hopefully we will have the offset in the commercial and European market.

Jeff Hammond - Keybanc Capital Markets - Analyst
Okay. And then I guess moving back to the copper issue, can you just talk about what your price realization in the quarter, and then any clarification between what you saw in wholesale versus retail? Was there any retail price realization?
And then, also, as you look forward, you know, what level of these follow-on price increases do you need to realize to cover? I mean do you need 100 percent realization or just partial of those?
Patrick O'Keefe: Well, Jeff, on the retail side, I mean I mentioned 5 percent that's being phased in over Q1 and Q2, and it's probably two-thirds of that will be Q2, one-third in Q1. On the wholesale side I mentioned 5 percent price increases, and we're getting most of that.

Jeff Hammond - Keybanc Capital Markets - Analyst
Okay. And then as far as the follow-ons, do you need 100 percent realization there, or?
Patrick O'Keefe: Well, it's - copper is moving so fast, I mean we - there is - you do need most of that to recover, and the way the markets are right now the customers seem to understand that we're in a very unusual time and price increases are sticking, and we're not the only ones that are going out with price increases. I mean it seems to be, you know, most of the market, most of the competitors are there.

Jeff Hammond - Keybanc Capital Markets - Analyst
And then can you remind us how you're thinking about hedging, if you're doing any at all? I think my recollection was that you were doing little, if any?
And then, also, as we think about your FIFO accounting and inventories on hand, what would be the timing at which $3.00 copper would start to work its way into...?
Patrick O'Keefe: Yes, I mean if you look at copper at December 31st it was about $2.10. I think it closed tonight on London at $3.30. So, it's up $1.20 since December 31st. So, we have about on average now we have five months of material in our inventory, okay? So, it takes five months once we buy a product for it to hit cost of sales, and that really is not changing. Now, is that answering your question?

Jeff Hammond - Keybanc Capital Markets - Analyst
Yes, that's perfect. And then hedging, you're not doing any hedging?
Patrick O'Keefe: We're not hedging at the moment. We continue to wrestle with that topic, to be honest with you. I think that we will start some kind of a hedging program. We're in discussions internally as to what is the right time to enter into our first hedge, and we're thinking that we do need a hedge.

Jeff Hammond - Keybanc Capital Markets - Analyst
Okay. And then just a final I guess housekeeping item, can you quantify what the inventory step-up would have been in the quarter if that goes away?
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9.6 million.

Patrick O'Keefe: 960.
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960,000, excuse me.

Jeff Hammond - Keybanc Capital Markets - Analyst
Okay, thanks, guys.

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
Sorry about that one, Jeff!

Operator
Our next question comes from David Smith from Citigroup. Please proceed.

David Smith - Citigroup - Analyst
Hi, guys.
Patrick O'Keefe: Hi, David.

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
Hi, David.

David Smith - Citigroup - Analyst
Just a question on the gross margin front. I'm a little surprised, I guess, given that it takes five months for copper to flow through that gross margins might not have been up a little more. And maybe you can just explain that metric? It looks like its roughly flat to down. And I think maybe some of this acquisition impact is playing in, but if you could go over that in a little bit more detail?
Patrick O'Keefe: I mean you have two major things coming in from the acquisitions. You have that 960,000 charge that we took, you know, as a result of the acquisition accounting.

David Smith - Citigroup - Analyst
Now, just one second, though. Is that inventory related or is that amortization?
Patrick O'Keefe: Well, what we're doing, a step-up on the inventory value.

David Smith - Citigroup - Analyst
Oh, it is, okay, okay. I got you.
Patrick O'Keefe: And then you also have the fact that we brought in 15 million or so of revenue at roughly 22 percent gross margin with FEBCO, Mueller. You know, if you look - then you have the issues of the retail copper that we talked about, but a lot of that being offset by improvements because of a little bit of a mix towards commercial with drains and control valves, and back flow being up.
And Europe did an outstanding job in their gross margin as a result of all of their restructuring that, you know, the productivity issues that we saw. We talked about some of them last year but we're starting to see the benefit now.

David Smith - Citigroup - Analyst
Okay, so, net net that copper, would you say then that you were getting a positive net benefit, I guess, from the copper, because it would have been bought five months ago, and your price increases went through this quarter I suppose, right?

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
You've got to keep on looking at it as a roll. I mean our objective is to maintain our margins despite the escalation in raw material costs.

David Smith - Citigroup - Analyst
Right.

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
So, every quarter we're making - I can't think of a quarter in the last 12 that we haven't had some type of a price action.

David Smith - Citigroup - Analyst
Right.

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
Right? So, it's really the question is what's the net roll.

David Smith - Citigroup - Analyst
So, net net it's fair to say, you almost sound like you've got at least one quarter headstart on these cost increases then, and as long as you get these continued price increases through we should see improvements in gross margin looking at the rest of the year?
Patrick O'Keefe: Well, we're not going to go out and say we're going to improve gross margin at this point, Dave, but I mean we have been successful in covering copper up to this point in the wholesale channel.

David Smith - Citigroup - Analyst
Yes, I guess so.
Patrick O'Keefe: Just to make sure that the number came across, Dave, you know, excluding the impact of acquisitions, gross margins were up half a point.

David Smith - Citigroup - Analyst
Right.
Patrick O'Keefe: Okay, I just wanted to make sure you heard that.

David Smith - Citigroup - Analyst
So, if I forget about this 960K step up, and then some improvement on the breakeven impact and then the mix in Europe, it sounds like absent the copper side plus the fact that you've got a few months headstart on the pricing it sounds like there's a positive tailwind there. Is that what I'm...
Patrick O'Keefe: I tell you enough tailwind that we think it's achievable to maintain our margin.

David Smith - Citigroup - Analyst
Right. I got you. Okay, thanks.
Patrick O'Keefe: Okay, Dave. Thank you.

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
That's a tricky wicket there, Dave, though. I mean this issue of pricing is probably the trickiest thing we're playing with at the moment, and it's been a continuous challenge for the last, I don't know, I think 30 months.
Patrick O'Keefe: Yes.

Operator
Our next question comes from [Stuart Scarf] from Standard & Poors Equity Group. Please proceed.

Stuart Scarf - Standard & Poors Equity Group - Analyst
Good evening.
Patrick O'Keefe: Hello, Stuart.

Stuart Scarf - Standard & Poors Equity Group - Analyst
How are you doing? Most of my questions have been answered. Just wondering if you could expand a little bit on your overseas production, whether you're looking to expand any further, try to reap some benefits in margins that way, low cost production in Bulgaria, Tunisia, as well as China? Just add any color to that?
Patrick O'Keefe: Yes, let me just start by saying in essence, and this is a continuous process. We have been increasing our capacity in most of the low cost countries that we participate in. As an example, we increased the capacity in our Tunisian operations during the last 12 months. We increased the capacity in our Bulgarian operations over the last 12 months, and we've recently announced an acquisition in China and continue to expand our capacity for procurement of products in our wholly owned subsidiaries in China and our joint venture.
So, Bill, you might have the percentage, but the purchase, if you look at the percentage of purchases that we're buying outside, from low cost countries. Our intention is to increase that percentage over time on a relatively smooth basis, and we've been doing that, because every project takes a considerable amount of manpower and a considerable amount of time to do it correctly.
But, you know, I would say you're seeing the same thing, which is one of the ways that we've maintained our margins is by continuously moving product to low cost countries from higher cost operations.

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
Yes, and I think the other important point there is that one of our factories in China, where we're manufacturing a lot of our bronze and brass plumbing products, we still have a lot of capacity available, and we're continuing to move product into that facility during the course of 2006. So, it's still a very active program, Stuart, we're still continuing to expand and increase the percentage of our sourcing from these low cost areas.
Patrick O'Keefe: Okay, thank you very much.

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
Okay, thank you.

Operator
Once again, ladies and gentlemen, if you wish to ask a question or you have a comment please press star, followed by one.
Our next question comes from Ned Armstrong from FBR & Company. Please proceed.

Ned Armstrong - FBR & Company - Analyst
Good afternoon.
Patrick O'Keefe: Hi, Ned.

Ned Armstrong - FBR & Company - Analyst
You typically said over the past couple of years that your mix between residential and commercial markets is about 50, 50. Given the recent activity you've alluded to in the commercial markets has there been any tip there to where it's noticeably more commercial now, or is it still pretty much even?
Patrick O'Keefe: I'd say it's pretty much even. Don't forget we - I think it's more influence - we'll have to take a look at that, there's more influence on some of the recent acquisitions we've made, for example, when you talk about FEBCO, Mueller, which are substantially commercially oriented product line, you talk about Dormont it's got a significant commercial exposure, as well. But I think we'd have to look at those numbers. I don't have them computed at the moment, but I think because of our acquisition program we're moving toward much heavier mix of commercial products.

Ned Armstrong - FBR & Company - Analyst
Okay, and that could infer from that once the commercial market normalizes, so to speak, that you would be more heavily weighted towards commercial than you've traditionally been?

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
Yes, and I think we can't give you answer because we haven't gone back and crunched the numbers, but I think sometime shortly we'll have to do that and then give everyone an opportunity on another call to hear what our conclusion is.

Ned Armstrong - FBR & Company - Analyst
Okay, and my second question involved inventory levels. If I understand correctly from remarks that the two of you have made earlier, inventory levels will stay at around, stay at the same levels they are or increase some over the course of the year. Did I hear that correctly?
Patrick O'Keefe: The impact is don't forget the raw material costs by themselves are driving up the value of your inventory, on a dollar basis. We have programs underway, though, to manage our inventory more effectively in terms of quantity on hand.

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
In terms of just unit volume that's in the inventory, Ned.
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Yes.
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I think what we talked about on the last call is that we're looking for a slight reduction in inventory this year, and, you know, Pat has explained to folks in the past that one of Bill Martino's major responsibilities coming in as a new COO is to help us improve our working capital management, and some of the programs that I alluded to from an earlier question that are in place and ongoing are also directed at improved working capital management, so it's a big focus area for us.
So, at the end of the day, if copper keeps going our inventory will be higher because of pricing, commodity issues in inventory, but on a unit basis we're trying to be flat to down.

Ned Armstrong - FBR & Company - Analyst
Great, thank you very much.

Operator
Our next question comes from Jim Fong from Gabelli. Please proceed.

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
Hey, Jimmy.

Jim Fong - Gabelli - Analyst
Hi, great quarter, guys. Just on the two recent acquisitions, Dormont and FEBCO, Mueller, now that you've owned them for a quarter, were there any surprises that you saw? Either positive or negative?
Patrick O'Keefe: I think, Jimmy, the best way to explain it is both of those acquisitions are essentially on target in terms of our expectations. You know, there's always some surprises, positive and negative, but I think at this point in time I'd say they sort of even themselves out in terms of impact positively and impact negatively.
One of the things we set as an objective is to make sure that FEBCO broke-even during the year, and we achieved that in the first quarter in that we broke-even, including the cost of capital with FEBCO, Mueller.

Jim Fong - Gabelli - Analyst
So, actually, it was much quicker than you expected, you achieved break-even in the first quarter. And you expect to make profit in the remaining quarters from FEBCO?
Patrick O'Keefe: Well, we expected to break-even for the entire year, and what we did is we broke-even for the first quarter.

Jim Fong -Gabelli - Analyst
Right. And so can I assume it's going to be profitable in the remaining three quarters?
Patrick O'Keefe: You're the forecaster, not me, Jimmy!

Jim Fong - Gabelli - Analyst
Well, it sounds like a good trend there. And anything on Dormont, pretty much you're on track there with your plan?
Patrick O'Keefe: Now, Dormont, as we talked about, I think is pretty much on track. There's a number of opportunities there for us to get synergies between the two organizations. And we're essentially working on the game plan that we put together when we went through our due diligence and immediately after consummating our transaction, we're pretty much right on course there.

Jim Fong - Gabelli- Analyst
Okay. And as I recall, FEBCO, Mueller you can get back to your corporate margin, maybe acquisition over a 12-month period, you were hoping to get back to your corporate margins. Those businesses are still capable of doing that, is that correct?

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
Well, Jimmy, I mean what we're pointing out is that the margins at FEBCO Mueller at 22 percent were much lower than our comparable products that we have. We didn't make a statement that said we'll be hitting those margins to our corporate average or to the comparable margins of products in Watts on any certain timeframe, we were just pointing out that as to why that acquisition was attractive to us because we had that opportunity to improve those margins over time.

Jim Fong - Gabelli - Analyst
Right.
Patrick O'Keefe: It'll take some time, though, Jimmy.

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
It's not a one-year move.

Jim Fong - Gabelli - Analyst
Okay. It provides some up side opportunities.
Patrick O'Keefe: Yes.

Jim Fong - Gabelli - Analyst
Okay. And then just shifting a bit on just going back to copper, again. I guess with the announced price increases that you'll be implementing in North America and Europe, is that enough to get caught-up on today's current copper price? Or are you still behind in terms of getting caught up?

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
Well, we're already planning the next price increase because we're concerned about making sure that we cover completely.

Jim Fong - Gabelli - Analyst
Right.

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
So, we've implemented recent price increases. We're now doing the analysis and preparing to make further price increases if they're necessary.

Jim Fong - Gabelli - Analyst
Okay.

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
So, my gut reaction is that we have been successful and we intend to be successful in maintaining our margins. You know, there's no choice but to pass on those kind of cost increases.
Jim Fong - Gabelli - Analyst
Right.

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
This is an absolute 'must', it's not a 'nice to do' kind of thing.

Jim Fong - Gabelli - Analyst
Right, right. Okay.
Patrick O'Keefe: Jimmy, I think what we've said in the past is that we have this five months of material on hand and it takes about three months to increase the price increase from the time of analysis of stock, and so it's actually effective, and you have to reprint your price list and get them out to the field, et cetera.
So, there's always that time lag and then you have the fact that copper is increasing on a steady rate, so you're, you know, by definition each price increase is covering what's going to be happening from a couple of months ago. So you're always, you know, we have to be in a constant mode of analyzing and adjusting our pricing so copper settles down.

Jim Fong - Gabelli - Analyst
And so I guess the way I can look at this so long as you can get your price increases you can maintain your gross margin?
Patrick O'Keefe: We can get price increases out faster than the copper hits our cost of sales.

Jim Fong - Gabelli - Analyst
Right, because of the five-month lead-time you have.
Patrick O'Keefe: Right.

Jim Fong - Gabelli - Analyst
Okay. Okay, great. A terrific quarter, guys.
Patrick O'Keefe: Thank you.

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
Thank you, Jimmy.

Operator
Our next question comes from Francesca McCann from Sanford Financial. Please proceed.

Francesca McCann - Sanford Financial - Analyst
Yes. Hi, there. Congratulations. Most of my questions have definitely been answered. Just one follow-up question, the DIY channel, the 10 percent growth, I guess how long do you think that's sustainable? And what efforts are you doing to move into other stores if most of it thus far has been same-store sales at one point do you hit saturation there?

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
Well, we - Pat and I have been saying for awhile that we think long-term the DIY has a sustainable growth rate of the high single digits, so we're sort of there right now with 10 percent. And the 10 is a point or two of pricing that's in there, so on a unit basis, you know, we're sort of at that level that we've been talking about.
But we still have the ability to grow at that rate. I mean there's new products that we came out with. You know, we're not necessarily in all of the stores for a given chain. You know, we do acquisitions, we have the ability to introduce those products into the retail segment, as well, so there's a lot - and they still have, even though they're still growing slow they still intend to grow.

Francesca McCann - Sanford Financial - Analyst
Okay. But so the idea is within the same-store sales to expand the product line before or instead of moving to kind of more store expansion?

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
Well, we look at all of the above I think to grow the business but, you know, with the same-store sales it's new product and folding in acquisitions.

Francesca McCann - Sanford Financial - Analyst
Okay. All right. I think that's it then for right now. Thank you.

Operator
Our next question is a follow-up question from Mike Schneider. Please proceed.

Mike Schneider - Robert Baird - Analyst
Guys, on this unit price issue, do you have a rough sense of what pricing contributed to the quarter? You reported 11 percent organic growth, just wondering what units and price?

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
It's tough to come up with that number exactly, Michael, but I would have a guess of 4 to 5.

Mike Schneider - Robert Baird - Analyst
In price?

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer

Yes.

--------------------------------------------------------------------------------
Mike Schneider  - Robert Baird - Analyst

Okay.

--------------------------------------------------------------------------------
Bill McCartney  - Watts Water Technologies, Inc. - CFO and Treasurer

Because so many product lines and, you know, it's very, very difficult to calculate that number precisely.

Mike Schneider - Robert Baird - Analyst
Sure. And when you look now at the retail channel, on this question of sustainable growth there, earlier this year you were talking and then revised down I think your expectations to kind of mid single digits, but, Pat, you sound much more optimistic about retail now.
Is your expectation to continue to grow this now for the balance of the year in this high single digits, or was there some sort of channel fill that when you blend first quarter and second quarter were still that kind of 7, 8 percent?
Patrick O'Keefe: No, we still think we can grow this at high single digits, Mike. I think we might be a little bit higher than we might average for the whole year.

--------------------------------------------------------------------------------
Mike Schneider  - Robert Baird - Analyst

Right.

Patrick O'Keefe: But, you know, we thought that made sense, and we tried to give

you a feel for where we were, you know, high single digits compared to some other years, we were much higher than that.

Mike Schneider - Robert Baird - Analyst
Right. And are there any product rollouts going on in the second half then ?
Patrick O'Keefe: There's - there are some. We have, you know, we bought a company called C Tech which has a number of fitting lines and things like that, that will be rolling out later this year. So, there are a few. I have to go back, Mike, and figure out when the timing of some of those are, but there should be some rollouts throughout the year.

Mike Schneider - Robert Baird - Analyst
And a theoretical question, I guess, when you look at copper and its alternatives, I guess within construction, you guys have any sense of early rumblings of people looking for substitute materials, be it PVC or whatever, to try and dodge what's going on today in the copper market?
Patrick O'Keefe: Yes, there's no doubt, Mike, that people are looking at alternative materials. In some cases you're actually going backwards and making some products out of cast iron that, you know, traditionally were made out of bronze. And you're seeing people, you're seeing the demand for that cast iron version going up because it's, at net basis it's a lower cost.
You're also seeing what's called plastic type products, people looking at and, for example, you know, the classic example is Pecks which is cannibalizing copper in terms of a piping system. And we benefit because of our C Tech fitting in terms of the quick connect fittings. And we're seeing, you know, we're seeing pretty strong growth in that area.
So, I would say the answer is yes. If I were in the copper pipe business I would say that the cannibalization is taking place quite rapidly because of the escalating cost of copper.

Mike Schneider - Robert Baird - Analyst
And do you think you truly come out of it at neutral for this, or on the margin as a link in the growth?

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
I don't think it has immediate margin impact, that's going to be more of a long-term trend, alternative materials, because you have to change the products out and get approvals and do all of your testing. In the short run on the tax side it helps us because we have a lot of extra capacity.

--------------------------------------------------------------------------------
Mike Schneider  - Robert Baird - Analyst

Sure.

Patrick O'Keefe: And, Michael, you have something else which, plumbers and

pipefitters are habitual buyers. They don't switch easily, so that that process of switching at the contractor level takes longer than you think.

Mike Schneider - Robert Baird - Analyst
Right. Thank you.

Operator
Our next question comes from Deborah Coy from Sanford Group. Please proceed.

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
Hey, Deborah.

Deborah Coy - Sanford Group - Analyst
Hey, Bill. What's up?

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
Hi.

Deborah Coy - Sanford Group - Analyst
Actually, Michael basically asked my question on trying to divide out price versus unit growth, and it's also related to the ongoing expectations.
So, I guess the only additional follow-up, it sounds like a pretty similar picture in Europe, your organic growth was up more but your pricing was a bit higher, too. So, are we looking at true underlying organic growth expectations in Europe, as well, kind of in this mid to, hopefully, upper single digits, and is that kind of the expectation across the business?
Patrick O'Keefe: I mean I think so, Deborah. I mean our organic growth in Europe, I mean well, our organic growth in Europe was the best we've seen in four or five years, maybe half of that was...

Deborah Coy - Sanford Group - Analyst
Was price?
Patrick O'Keefe: Pricing. Again, it's difficult to come up with a number exactly, but we know the Europeans got some pricing early in the quarter. And but it's hard to say, but I think it's reasonable to expect based on what we're seeing and what, you know, reading the transcripts from other calls, trying to get a peg on what's happening in Europe from our guys and from other companies, it seems to me that we should be able to have that true unit organic growth.

Deborah Coy - Sanford Group - Analyst
Yes, in fact, your organic growth, even trying to back-out price, it seems I think a little surprisingly high, which is I think why Michael is asking the question is was there any channel sales to speed that up, you know, borrowing from...

Bill McCartney - Watts Water Technologies, Inc. - CFO and Treasurer
Not appreciably, no.
Patrick O'Keefe: No, I mean if you look - the thing that was nice about Europe from our perspective was, you know, our largest customers in Europe still have the boiler manufacturers, and we were down with those guys.
So, it's a lot of the sort of program that we've been trying to work on over the last year or two with addressing some of the more dynamic markets, such as Eastern Europe, the [solo] market, the geo thermal market, the underfloor radiant heating market, trying to move-up the value chain which kind of sounds trite to say that, but, you know, we're selling more packages and more highly engineered product and getting away from the commodity side of the business.
And all of that is coming together and I think giving us some true unit growth, and as opposed - and that's helping us in what still appears to be a soft economy, maybe not as soft as it's been, but we think we're gaining market share and a little bit better than average over there.

Deborah Coy - Sanford Group - Analyst
That's what I was going to say, that has to be the conclusion that you're gaining share.
Patrick O'Keefe: We believe so.

Deborah Coy - Sanford Group - Analyst
Yes, good job. Thanks.
Patrick O'Keefe: And we just want to mention one other point about Europe, you know, one of the projects we're working on there is a restructuring of our Italian operations. And I think we mentioned in the last quarter that we were anticipating about $3 million in restructuring for the entire year, about two from Europe.
And what we have done is we have sold one of our facilities in Europe, and we have done a sale/leaseback of another building. And we're going to consolidate two of our facilities into this new building during the course of 2006.
But the sale of our existing building took place during the month of April, so during the second quarter of 2006 we will book a onetime gain of $0.12 per share associated with the sale of that building. So, when you consider that as a restructuring effort, our restructuring activities, you would expect them to turn positive this year as opposed to a $3 million pretax charge. In total there'll probably be about $0.08 positive for the full year, so we just wanted to inform you folks of that.
We'll move on to the next question.

Operator
Gentlemen, we have no further questions in queue. I'd like to turn the call back over to Mr. Patrick O'Keefe for closing remarks.
Patrick O'Keefe: Well, thank you very much for joining us on our call. I think this was a very robust quarter. We're very happy with the results. I think you can see that it was across the board, widespread improvement. And we look forward to having you on our call in the first week of August. Thank you.

Operator
Thank you for your participation in today's conference. This concludes the presentation, you may now disconnect. Everyone have a wonderful day.


