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The following is a discussion of the Company’s bess, financial results and financial conditionisTieport is part of the
Company’s Annual Report on Form 10-K that has Hded with the Securities and Exchange Commissi@ertain parts of
that filing in this report have been omitted, sashthe cover page and exhibits. A complete cogh@Company’s Annual
Report on Form 10-K is available on the SEC’s webatwww.sec.gowr free of charge on the Company’s website at
www.lufkin.com.The Company will also provide to any shareholdezopy of that report without charge upon written
request. Please mail your requests to InvestortiReta P.O. Box 849, Lufkin, Texas 75902.



PART |

Item 1. Business

Lufkin Industries, Inc. (the “Company”) was incorpted under the laws of the State of Texas on Marcd902, and since
that date has maintained its principal office andnaofacturing facilities in Lufkin, Texas. The Coamy employed
approximately 3,000 people at December 31, 2008uding approximately 2,200 that were paid on amrlyobasis.

Certain of our operations are subject to a uniomtract that expires in October 2008. The Compargivgled into three
operating segments: Oil Field, Power Transmissiuh Erailer.

Oil Field

Products:

The Oil Field segment manufactures and servicaficat reciprocating rod lift equipment, commonhgferred to as
pumping units, and related products.

Pumping Units- Four basic types of pumping units are manufactuas air-balanced unit; a beam-balanced unitaaler
balanced unit; and a Mark Il Unitorque unit. Thesie differences between the four types relatéhéocbunterbalancing
system. The depth of a well and the desired fhrmuction determine the type of counterbalanciogfiguration that is
required. There are numerous sizes and combirsatibbufkin oil field pumping units within the fourasic types.

Service Through a network of service centers, the Compeanysports and repairs pumping units. The servésgers also
refurbish used pumping units.

Automation- The Company designs, manufactures, installs andcgs computer control equipment and analytiealises
for pumping units that lower production costs aptiroize well efficiency.

Foundry Castings As part of the Company’s vertical integratioragdgy, the Oil Field segment operates an iron foutal
produce castings for new pumping units. In ordemseximize utilization of this facility, castingsrfthird parties are also
produced.

Raw Materials & Labor:

Oil Field purchases a variety of raw materials ianufacturing its products. The principal raw matksriare structural and
plate steel, round alloy steel and iron castingmfboth its own foundry and third-party foundri€asting costs are subject
to change from raw material prices on scrap irod pig iron in addition to natural gas and electyigirices. Due to the
many configurations of its products and thus stfaaw material used, Oil Field does not enter iiotay-term contracts for
raw materials but generally does not experiencetapes of raw materials. However, during 2004, fddld experienced
rapid raw material price increases due to increagetdal demand for metal commodities but did nopexience any
material shortages. Raw material prices stabiline205, but are not expected to decline in thetsteom nor are shortages
expected. Certain materials like steel round aratibgs have continued to experience price increasddonger lead times.
Raw material prices may continue to increase amdahility may decrease with little notice.

The nature of the products manufactured and sehgeaerally requires skilled labor. Oil Field's llyito increase capacity
could be limited by its ability to hire and trairualified personnel. Also, the main U.S. manufactgrfacilities are
unionized, so any labor disruption could have aificant impact on Oil Field’s ability to maintajoroduction levels. The
current labor contract expires in October 2008.

Markets:

Demand for pumping unit equipment primarily depeadgshe level of onshore oil well drilling activigs well as the depth
and fluid conditions of that drilling. Drilling aeity is driven by the available cash flow of the@pany’s customers as well
as their long-term perceptions of the level andibta of the price of oil. The recent demand farnpping units has also
been impacted by the use of artificial lift in nalugas and coal bed methane applications as hegtergy prices have made
certain extraction methods more economical. In taadi the availability of used pumping unit equipmempacts the
demand for new pumping units, especially in thethNdmerican market. The higher energy prices exmeed since 2004
have increased the demand for new pumping units@ated service and products from higher drillaggivity, activation
of idle wells and the upgrading of existing well&hile a majority of the segment’s revenues are orttN America,
international opportunities continue to increasen@w drilling increases and existing fields matuwezuiring increased use
of pumping units for artificial lift. In 2006, an iOField customer and its related subsidiaries espnted 11.6% of
consolidated company sales and the loss of thimewes would have a material adverse effect ongbdgnent.



Competition:

The primary global competitor for new pumping urdatel automation equipment is Weatherford, but Gt@maanufacturers
of pumping units are increasingly present in thekaf Used pumping units are also an importantofaat the North
American market, as customers will generally atteitopsatisfy requirements through used equipmefirbepurchasing
new equipment. While the Company believes th& dne of the larger manufacturers of sucker raghging units in the
world, manufacturers of other types of units (sutsiides and hydraulics) have a significant shartheftotal artificial lift
market. While Weatherford is the Company’s singlegést competitor in the service market, small preshelent operators
provide significant competitive pressures.

Because of the competitive nature of the businedstlae relative age of many of the product designisg, delivery time,
product quality and customer service are imporfactors in winning orders. To this end, the Compamintains strategic
levels of inventories in order to ensure delivargets and invests in new capital equipment to maingaality and price
levels.

Power Transmission

Products:

The Power Transmission segment designs, manufacame: services speed increasing and reducing geslior industrial
applications. Speed increasers convert lower spaedhigher torque input to higher speed and lowegue output while
speed reducers convert higher speed and lowerdonguit to lower speed and higher torque outpueé Company produces
numerous sizes and designs of gearboxes dependingeoend use. While there are standard desigesmigority of
gearboxes are customized for each application.

High-Speed GearboxesSingle stage gearboxes with pitch line velociggsial to or greater than 35 meters per second or
rotational speeds greater than 4500 rpm or mudtiesigearboxes with at least one stage having h |pite velocity equal to
or greater than 35 meters per second and otheessta@ving pitch line velocities equal to or gredtean 8 meters per
second. These gearboxes require extremely highspyrananufacturing and testing due to the streseebie gearing. The
ratio of increasers to reducers is fairly even. sehgearboxes more typically service the energyteglanarkets of
petrochemicals, refineries, offshore production aadsmission of oil and gas.

Low-Speed GearboxesGearboxes which do not meet the pitch line oatiohal speed criteria of high-speed gearboxes are
classified as low-speed gearboxes. The majoritipwispeed gearboxes are reducers. While still reguiclose tolerances,
these gearboxes do not require the same precigiomanufacturing and testing. These gearboxes mgnieally service
commodity-related industries like rubber, sugapgrasteel, plastics, mining and cement as wethasne propulsion.

Parts- The Company manufactures capital spares for m&t®in conjunction with the production of new draes as well
as producing parts for after-market service.

Repair & Service- The Company provides on and off-site repair agvise for not only its own products but also those
manufactured by other companies. Repair work idopmed in dedicated facilities due to the high taround times
required.

Raw Materials & Labor:

Power Transmission purchases a variety of raw maddein manufacturing its products. The principalv materials are
steel plate, round alloy steel, iron castings ateklsforgings. Due to the customized nature ofptsducts, Power
Transmission generally does not enter into longiteontracts for raw materials. Though raw mateslabrtages are
infrequent, lead times can be long due to the cwustmture of many of its orders. However, during £0@ower
Transmission experienced rapid raw material pmoedases due to increased global demand for metainodities but did
not experience any material shortages. Raw matprie¢s stabilized in 2005 but are not expectededine in the short-
term and may continue to increase with little neti€ertain materials like steel round and bearimgge continued to
experience price increases and longer lead timaw. fiRaterial and component part shortages are mpeoted in the short-
term, but certain supplier lead-times have grovepgeeially bearing suppliers.

The nature of the products manufactured and satvgenerally requires skilled labor. Power Transmoiss ability to

increase capacity could be limited by its abilibyHire and train qualified personnel. Also, the mgi.S. manufacturing
facilities are unionized, so any labor disrupti@uld have a significant impact on Power Transmissiability to maintain
production levels. The current labor contract eein October 2008.

Markets:

As noted above, Power Transmission services mawgrsé markets, each of which has its own uniqueoketrivers.
Favorable conditions for one market may be unfaverfor another market. Generally, if general gldhdustrial capacity
utilizations are not high, then spending on newigment lags. Also impacting demand are governmegulations
involving safety and environmental issues that esquire capital spending. Power Transmission prdace sold both to
end customers and to intermediate project contradioth within the United States and globally. Reamarket demand
increases have come from energy-related marketh sisc oil and gas production, pipeline transmissimfining,
petrochemical, drilling, coal and power generationesponse to higher global energy prices.
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Competition:

Despite the highly technical nature of this prodtleere are many competitors. While several Nonhefican competitors
have de-emphasized the market, many European caaspaemain in the market. Competitors include FHend
Graffenstaden, BHS, Renk, Kreiter GearTech, Risnti@alk, and Horsburgh & Scott. While price is awportant factor,
proven designs, workmanship and engineering sugpertritical factors. Due to this, the Companysoutces very little of
the design and manufacturing processes.

Trailer

Products:

The Trailer segment manufactures and serviceswahahway trailers for the freight-hauling market.

Vans- General-purpose dry-freight vans. Historicallgsh have been the highest production trailer irséigenent. However,
due to van trailer manufacturing over-capacity t#redentry of additional competitors, van traileicprg reached a level that
did not yield acceptable returns on the capital leyga. In the third quarter of 2006, the Compangamced its decision
not to accept additional orders for new van trailéfter the existing backlog of van trailers waamafactured by the end of
2006, the van trailer manufacturing capacity wadeptoyed for additional flatbed and dump productiapacity as well
providing additional manufacturing capacity for Gield products.

Flatbeds Flat-bed style trailers used in hauling heaveads that do not require protection from outdoenents.

Dumps- Trailers designed to haul bulk materials likevgieor sand.

Parts- Through a network of company-owned branches, bailers produced by the Company and by othersapported
by replacement parts.

Raw Materials & Labor:

Trailer purchases a variety of raw materials in ufacturing its products. The principal raw matevialre aluminum,
structural and plate steel, axles, suspensionss,tiplywood and hardwood flooring. Trailer has aincontracts for
aluminum in order to mitigate price fluctuationsit mlue to the configurable nature of its produ@isiler does not have
long-term purchase contracts on its other raw ratpurchases. Raw material shortages have beesqgingnt. However,
during 2004, Trailer experienced rapid raw matepiate increases due to increased global demanohébal commodities
and experienced periodic material shortages. Ratenmh prices stabilized in 2005, but are not expddo decline in the
short-term nor are shortages expected. Certainriastéke aluminum have continued to experiendegvolatility.

The nature of the products manufactured generalijires skilled labor. Trailer's ability to increasapacity could be
limited by its ability to hire and train qualifiggersonnel. Also, the main U.S. manufacturing ftiesi are unionized, so any
labor disruption could have a significant impactToailer’s ability to maintain production levelsh& current labor contract
expires in October 2008.

Markets:

The Company primarily sells its products in the tddi States to small and medium size fleet freightihg companies
through a dealer network. Demand in this markedirisen by the available cash flow or financing daipties of the
industry, age of the trailer fleets, changes inegoment regulations, availability of quality usedilers and the medium-
term outlook for freight volumes. The profitabilif the freight-hauling market is driven by freigitlumes, fuel prices,
wage levels and insurance costs.

Since 2004, the freight market has improved aglfithauling demand and freight pricing increased aging trailers
required replacement. However, the demand for vaitets has not increased enough to meet indusipgdity, increasing
price competition. Van demand has been impacteftdight haulers focusing purchases of new trachefere new diesel
emission requirements are required on new tradteggnning in 2007. Flatbed and dump trailer demhad increased
significantly from the home and road constructioarkets and the rebuilding effort from the 2005 lwames.

Competition:

The trailer market is highly competitive with relaly low barriers to entry. The majority of thest@f a new trailer comes
from purchased materials of aluminum, steel, tisates and wood flooring. Since there is minimaldarct differentiation in

this market, price is the key driver. The companmigh the highest market share are Great Dane aabash, along with
several other large manufacturers like Utility, (Bjbton, Fontaine, Vanguard and Hyundai. The Compukoas not have a
significant market share in the trailer market.

See Note 18 in Notes to Consolidated FinancialeStahts included in this report for financial infation about the
Company’s business segments and geographic areas.



Federal Regulation and Environmental Matters

The Company’s operations are subject to variousridstate and local laws and regulations, inclgdhose related to air
emissions, wastewater discharges, the handlingobfl sand hazardous wastes and occupational safetly realth.

Environmental laws have, in recent years, becomeeramingent and have generally sought to imposatgr liability on a

larger number of potentially responsible partié§hile the Company is not currently aware of anyadion involving an

environmental claim that would likely have a madkradverse effect on its business, it is alwayssiptes that an

environmental claim with respect to one or morg¢hef Company’s current businesses or a businessopeny that one of
our predecessors owned or used could arise thdtl dmve a material adverse effect. The Companye&rains have
incurred, and will continue to incur, capital angecating expenditures and other costs in complwith these laws and
regulations in both the United States and abroadwdver, the Company does not anticipate the fuosts of

environmental compliance will have a material adeezffect on its business, financial results onlte®f operations.

Available Information

The Company makes available, free of charge, thraug website, www.lufkin.com, its annual reports lBorm 10-K,
quarterly reports on Form 10-Q, current reports=orm 8-K and amendments to those reports fileduori$hed pursuant to
Section 13(a) or 15(d) of the Securities Exchangt & 1934, as amended, as soon as reasonablyicatalet after it
electronically files such material with, or furneshsuch material to, the Securities and Exchangen@ssion.

Item 1A. Risk Factors.

The risks described below are those which the Compalieves are the material risks that it facégiy of the risk factors
described below could significantly and adversdfg& its business, prospects, financial conditimid results of operations.

A decline in domestic and worldwide oil and gas lling activity would adversely affect the Companytesults of
operations.

The Oil Field segment is materially dependent anldvel of oil and gas drilling activity in Northmerica and worldwide,
which in turn depends on the level of capital spegdy major, independent and state-owned explomagind production
companies. This capital spending is driven byenirprices for oil and gas and the perceived stalasihd sustainability of
those prices. Oil and gas prices have been sutgesignificant fluctuation in recent years in respe to changes in the
supply and demand for oil and gas, market uncdytainorld events, governmental actions, and a wareé additional
factors that are beyond the Company’s control uidiclg:

. the level of North American and worldwide oil analsgexploration and production activity;
. worldwide economic conditions, particularly econoraonditions in North America;

. oil and gas production costs;

o weather conditions;

. the expected costs of developing new reserves;

. national government political requirements andgbkcies of OPEC,;

. the price and availability of alternative fuels;

. the effect of worldwide energy conservation measure

. environmental regulation; and

. tax policies.



Item 1A. Risk Factors (continued).

The business of the Trailer segment is highly cgeli, which could adversely affect its business ardults of operations.

The truck trailer manufacturing industry historigahas been and is expected to continue to beajclas well as affected
by overall economic conditions. New trailer prodoic for the trailer industry reached its most Ecgeak of
approximately 306,000 units in 1999, falling to eppmately 140,000 by 2001 and rebounding to apipnakely 280,000
units in 2006. Customers historically have repthtrailers in cycles that run from five to 12 yeadspending on service
and trailer type. Poor economic conditions caneasi¥ly affect demand for new trailers and in thet feve led to an
overall aging of trailer fleets beyond this typicaplacement cycle. Customers’ buying patternsatan reflect regulatory
changes, such as the new federal hours-of-serules and anticipated 2007 federal emissions stdadafrailer’s business
is likely to continue to be highly cyclical basew current and expected economic conditions anda&gy factors.

Increases in the prices of our raw materials cowddversely affect our margins and results of opeoats.

The Company uses large amounts of steel, iron &drieity in the manufacture of its products. Tiéce of these raw
materials has a significant impact on the costrotlpcing products. Steel and electricity pricegehimcreased significantly
since the end of 2003, caused primarily by higmargy prices and increased global demand. Sinet afidthe Company’s
suppliers are not currently parties to long-termtcacts with us, the Company is vulnerable to fiations in prices of such
raw materials. Factors such as supply and denfexight costs and transportation availability, intey levels of brokers
and dealers, the level of imports and general emenconditions may affect the price of cast irom ateel. During 2004,
the Company encountered rapid raw material priceeases. While raw material prices stabilizedd0% the prices may
increase significantly in the future. Certain iesuch as steel round, bearings and aluminum havénoed to experience
price increases, price volatility and longer leigess. If the Company is unable to pass future ratemmal price increases on
to its customers, margins, results of operatioashdlow and financial condition could be adverssfgcted.

Interruption in our supply of raw materials coulddversely affect our results of operations.

The Company relies on various suppliers to sugpdydomponents utilized to manufacture our produgtse availability of

the raw materials is not only a function of the itlality of steel and iron, but also the alloy reaals that are utilized by
our suppliers. To date, these shortages have msedaa material disruption in availability or ouamufacturing operations.
However, there can be no assurance that matesgalpdions could not occur in the future. Raw mateshortages and
allocations may result in inefficient operationsdam build-up of inventory, which can negativelyeaff the Company’s
working capital position. The loss of any of then@any’s suppliers or their inability to meet iticp, quality, quantity and
delivery requirements could have an adverse effec¢he Company’s business and results of operations

The inherent dangers and complexity of the Compasygperations could subject it to substantial liabjl claims that
could adversely affect our results of operations.

The products that the Company manufactures andahaces that it provides are complex, and theifaibf this equipment
to operate properly or to meet specifications maatly increase our customers’ costs. In additioany of these products
are used in inherently hazardous industries, sgctha oil and gas drilling and production industryere an accident or
product failure can cause personal injury or los$ife, damage to property, equipment, or the emwinent, regulatory
investigations and penalties and the suspensidheoénd-user’s operations. If the Company’s pectglor services fail to
meet specifications or are involved in accident$adures, we could face warranty, contract, orestlitigation claims for
which it may be held responsible and its reputatosrproviding quality products may suffer.

The Company’s insurance may not be adequate ircaskrage or policy limits to cover all lossesiabilities that we may
incur or be responsible. Moreover, in the future may not be able to maintain insurance at leveldsk coverage or
policy limits that we deem adequate or at premitdha are reasonable for us, particularly in theené@nvironment of
significant insurance premium increases. Furthey claims made under the Company’s policies vikiély cause its
premiums to increase.



Item 1A. Risk Factors (continued).

Any future damages deemed to be caused by the Gonsparoducts or services that are assessed agaargd that are not
covered by insurance, or that are in excess oftydimits or subject to substantial deductiblesuldohave a material
adverse effect on our results of operations ananfiial condition. Litigation and claims for whigke are not insured can
occur, including employee claims, intellectual prdy claims, breach of contract claims, and wagr&idims.

We may not be able to successfully integrate futacguisitions, which will cause to fail to realiz=xpected returns.

The Company continually explores opportunities tguare related businesses, some of which could btemal to the
Company. The ability to continue to grow, howeveray depend upon identifying and successfully adogiattractive
companies, effectively integrating these comparaehkjeving cost efficiencies and managing thesénbases as part of the
Company. The Company may not be able to effegtiusiegrate the acquired companies and successiulyfement
appropriate operational, financial and managemgstems and controls to achieve the benefits expgeaoteesult from these
acquisitions. The Company’s efforts to integraiese businesses could be affected by a numberctdrgéabeyond its
control, such as regulatory developments, gene@h@mic conditions and increased competition. dditéon, the process
of integrating these businesses could cause tlegruption of, or loss of momentum in, the actistief our existing
business. The diversion of management’s attengioth any delays or difficulties encountered in catioa with the
integration of these businesses could negativelyaoh the Company’s business and results of opesatid-urther, the
benefits that the Company anticipates from thesgiaitions may not develop.

Labor disputes and increasing labor costs could bav material adverse effect on our business.

The Company’s main U.S. manufacturing facilitieg amionized and the current labor contract withpees to those
facilities expires in October 2008. The Compangrzd assure that any disputes, work stoppagesikestvill not arise in
the future. In 2002, a strike involving union emy#es, which continued for approximately 14 conseewdays, resulted in
operating losses for us. In addition, when oustixy collective bargaining agreement expires,Gbenpany cannot assure
that it will be able to reach a new agreement wighemployees or that any new agreement will bawdrstantially similar
terms as the existing agreement. Labor costs mengase significantly as a result of the negotietitor any new labor
agreement. Future disputes with and labor conmesdb the Company’s employees could have a mhtatigerse effect
upon its results of operations and financial positi

The inability to hire and retain qualified employsemay hinder our growth.

The ability to provide high-quality products andwsees depends in part on the Company’s abilithite and retain skilled
personnel in the areas of management, product eagng, servicing and sales. Competition for spefsonnel is intense
and competitors can be expected to attempt totheeCompany’s skilled employees from time to time. particular, the
Company’s business and results of operations cbeldnaterially adversely affected if it is unablerédain the customer
relationships and technical expertise providedigy@ompany’s management team and professionalrpeko

Significant competition in the industries in whiclthe Company operates may result in its competitoffering new or
better products and services or lower prices, whictuld result in a loss of customers and a decreasesvenues.

The industries in which the Company operates agélhicompetitive. The Company competes with otlmanufacturers
and service providers of varying sizes, some ofctvimay have greater financial and technologicaduges than it does.
As an example, barriers to entry in the standardkttrailer manufacturing industry are low. Asesult, it is possible that
additional competitors could enter the trailer nedrlat any time. In the recent past, the manufaguover-capacity and
high leverage of some of our competitors in theldrandustry, along with the bankruptcies and fioml stresses that
affected the industry, contributed to significamicing pressures. This pricing pressure led to @oenpany’s decision in
2006 not to accept additional orders for van traile

If the Company is unable to compete successfullyh wither manufacturers and service providers, ilccéose customers
and its revenues may decline. In addition, contpetipressures in the industry may affect the miagkéces of the
Company’s new and used equipment, which, in turaly adversely affect its sales margins, resultspefations, cash flow
and financial condition.



Item 1A. Risk Factors (continued).

Disruption of our manufacturing operations or managment information systems would have an adversedffor our
financial condition and results of operations.

While the Company owns numerous facilities domeafiicand internationally, its primary manufacturifagilities in and
around Lufkin, Texas accounts for a significantgeetage of its manufacturing output. An unexpedisduption in the
Company’s production at these facilities or inntanagement information systems for any lengthroktiwould have an
adverse effect on our business, financial conditiod results of operations.

The Company has foreign operations that would bevacsely impacted in the event of war, political digtion, civil
disturbance, economic and legal sanctions and chasgn global trade policies.

The Company has operations in certain internatian@s, including parts of the Middle East and Bdunerica, that are
subject to risks of war, political disruption, diwdisturbance, economic and legal sanctions (si&chestrictions against
countries that the U.S. government may deem tosspaterrorism) and changes in global trade polici€ae Company’s
operations may be restricted or prohibited in aoyntry in which these risks occur. In particultie occurrence of any of
these risks could result in the following eventgich in turn, could materially and adversely imptet Company’s results
of operations:

e disruption of oil and natural gas exploration amddaction activities;

e restriction of the movement and exchange of funds;

¢ inhibition of our ability to collect receivables;

e enactment of additional or stricter U.S. governnmrnternational sanctions; and

e limitation of our access to markets for periodsife.
Results of operations could be adversely affectgaibtions under U.S. trade laws.

Although the Company is a U.S.-based manufactuand services company, it does own and operatenatienal
manufacturing operations that support its U.S.-8dmesiness. If actions under U.S. trade laws westtuted that limited
the Company’s access to these products, the abilitgeet its customer specifications and delivexyuirements would be
reduced. Any adverse effects on the Company’stytid import products from its foreign subsidiazieould have a
material adverse effect on our results of operation

The Company is subject to currency exchange ratkriwhich could adversely affect its results of ogt#ons.
The Company is subject to currency exchange rakewith debt denominated in U.S. dollars owed $oUtS. entity by its

Canadian subsidiary. The Company cannot assutdiutume currency exchange rate fluctuations wilt have an adverse
affect on its results of operations.



Item 1A. Risk Factors (continued).

The Company’s common stock has experienced, and g@ytinue to experience, price volatility.

The trading price of the Company’s common stock b@sn and may continue to be subject to large dhtains. The
Company’s common stock price may increase or deergaresponse to a number of events and factaisiding:

. trends in the Company’s industries and the maiket¢hich it operates;

. changes in the market price of the products the fi2om sells;

. the introduction of new technologies or productgtm®y Company or its competitors;

. changes in expectations as to the Company’s fiituaacial performance, including financial estimsatsgy

securities analysts and investors;
. operating results that vary from the expectatidrsecurities analysts and investors;

. announcements by the Company or its competitorssighificant contracts, acquisitions, strategic
partnerships, joint ventures, financings or capitahmitments;

. changes in laws and regulations; and

. general economic and competitive conditions.

Item 1B. Unresolved Staff Comments.

None

Item 2. Properties

The Company's major manufacturing facilities areated in and near Lufkin, Texas are owned in fed mtlude
approximately 150 acres, a foundry, machine shspactural shops, assembly shops and warehoushs. faEilities by
segment are:

Oilfield:

Pumping Unit Manufacturing 240,000 sq. ft.
Foundry Operations 687,000 sq. ft.
Power Transmission:

New Unit Manufacturing 458,000 sq. ft.
Repair Operations 84,000 sq. ft.
Trailer Manufacturing 388,000 sq. ft.
Corporate Facilities 33,000 sq. ft.

Also, the Company has numerous service centersighaut the U.S. to support the Oil Field, PowerrBraission and
Trailer segments. The majority of these locatioesavned in fee, with some leased. None of thessele qualify as capital
leases.



Item 2. Properties (continued)

Internationally, the Company also has facilities tlee production and servicing of pumping units ggver transmission
products. The facilities by segment are:

QOilfield (Pumping unit manufacturing and repair):
Nisku, Alberta, Canada 66,000 sq. ft.
Comodoro Rivadia, Argentina 125,000 sq. ft.

Power Transmission (New unit manufacturing and irgpa
Fougerolles, France 377,000 sq. ft.

Also, the Company has several international servéreers to support the Oil Field segment. The nitgjof these locations
are owned in fee, with some leased. None of thessek qualify as capital leases.

Item 3. Legal Proceedings

A class action complaint was filed in the U.S. BedtCourt for the Eastern District of Texas on klar7, 1997, by an
employee and a former employee which alleged ramichination in employment. Certification hearingsre conducted in
Beaumont, Texas in February 1998 and in Lufkin,aBei August 1998. In April 1999, the District Cbissued a decision
that certified a class for this case, which inchli@#l black employees employed by the Company fikdanch 6, 1994, to the
present. The case was closed from 2001 to 2003ewhé parties unsuccessfully attempted mediatioial Tor this case
began in December 2003, but was postponed by th&idiCourt and was completed in October 2004. ®hly claims

made at trial were those of discrimination in @mlitassignments and promotions.

On January 13, 2005, the District Court entereddesision finding that the Company discriminatedhingt African-
American employees in initial assignments and ptoons. The District Court also concluded that thiecdmination
resulted in a shortfall in income for those empks/and ordered that the Company pay those emplipekspay to remedy
such shortfall, together with pre-judgment interiesthe amount of 5%. On August 29, 2005, the RistCourt determined
that the backpay award for the class of affectedleyees would be $3.4 million (including interestXanuary 1, 2005) and
provided a formula for attorney fees that the Comypastimates will result in a total not to exce@dsdmillion. In addition
to back pay with interest, the District Court (j@ned and ordered the Company to cease and ddbisicially biased
assignment and promotion practices and (ii) ordémedCompany to pay court costs and expenses.

The Company has reviewed this decision with itsiolet counsel and on September 19, 2005, appeatedettision to the
U.S. Court of Appeals for the Fifth Circuit. On diamy 26, 2006, the Court of Appeals notified thetipa that the case had
been docketed. The Company has submitted its baiedlsnow anticipates a decision in this case ins#mond quarter of
2007. The Company believes that after a full andriview of the evidence, the Court of Appealslwitermine that the
plaintiffs have not established their claims ofcdisination by the Company against the plaintiffelavill enter a decision
to that effect and will dismiss the case against@ompany. At this time, the Company has conclutatian unfavorable
ultimate outcome is not probable. If the Distri@utt’s decision is reversed and remanded for a tniedy the Company will
vigorously defend itself on retrial. While the oftite outcome and impact of these claims agains€Ctdmepany cannot be
predicted with certainty, the Company believes that resolutions of these proceedings will not havematerial adverse
effect on its consolidated financial position. Hewg should the Company be unsuccessful in its appbée final
determination could have a material impact on tlen@any’s reported earnings, results of operatiors aash flows in a
future reporting period.

There are various other claims and legal procesdaniging in the ordinary course of business pendiainst or involving
the Company wherein monetary damages are souglg.management’s opinion that the Company’s lighilf any, under
such claims or proceedings would not materiallgetfits consolidated financial position, result®pérations or cash flow.

Item 4. Submission of Matters to a Vote of SecugtHolders

None
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PART Il

Item 5. Market for Registrant's Common Equity, Related Stockholder Matters and Issuer Purchases of Kbty
Securities

Common Stock Information

The Company's common stock is traded on the NAS[3#@gk Market (National Market) under the symbol ‘FEKI” As of
January 31, 2007, there were approximately 447rdebolders of its common stock. This number doesimdude any
beneficial owners for whom shares of common stoely toe held in “nominee” or “street” name. The fallng table sets
forth, for each quarterly period during fiscal 2086d 2005, the high and low sales price per shame Company’s
common stock and the dividends paid per share ®@Ctmpany’s common stock.

2006 2005
Stock Price Stock Price
Quarter High Low Dividend High Low Dividend
First $ 68.670 $ 45560 $ 0.11 $128. $ 17500 $ 0.09
Second 71.470 50.210 0.15 36.230 24.045 0.09
Third 65.210 49.050 0.18 51.900 35.050 0.09
Fourth 61.460 50.660 0.18 56.570 33.960 0.11

The Company has paid cash dividends for 67 consecye¢ars. Total dividend payments were $9.2 omilli$5.5 million
and $4.9 million in 2006, 2005 and 2004, respedtive

Equity Compensation Plan Information

The following table sets forth securities of then@pany authorized for issuance under equity compiemsplans at
December 31, 2006.

Number of securities
remaining available fc

Number of securities future issuance under
to be issued upon Weighted-average equity compensation
exercise of exercise price of plans (excluding
outstanding options, outstanding options, securities reflected in
Plan Category warrants and rights (a) warrants and rights (b) column (a))

Equity compensation plans approved
by security holders 743,761 $29.06 285,531

Equity compensation plans not
approved by security holders -

Total 743,761 $29.06 285,531

2,200,000 shares were authorized for issuance goirso the 1990 Stock Option Plan, 300,000 shasrs authorized for
issuance pursuant to the 1996 Nonemployee DireStock Option Plan and 1,800,000 shares were auagtbrior
issuance pursuant to the Incentive Stock Compems&lian 2000. Awards may be granted pursuant tintentive Stock

Compensation Plan 2000 include options, restristedk, performance awards, phantom shares, borawesshnd other
stock-based awards.
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Item 6. Selected Financial Data

Five Year Summary of Selected Consolidated Finandi®ata

The following table sets forth certain selecteddrisal consolidated financial data and should &adrin conjunction
with “Management’s Discussion and Analysis of Ficiah Condition and Results of Operations” and trensblidated
Financial Statements and Notes thereto includedwdlsre in this annual report on Form 10-K. Theofeing
information may not be indicative of our future oging results.

(In millions, except per share data) 2006 2005 2004 3200 2002
Sales $ 6055 $ 4922 $ 3563 $ 26235 2287
Net earnings 73.0 445 14.4 9.7 8.5
Net earnings per share:

Basic 4.92 3.10 6.0 0.74 0.65

Diluted 4.83 3.03 .04 0.73 0.63
Total assets 429.1 359.8 .300 263.7 248.4
Long-term notes payable, net of current - - - - 0.2
Cash dividends per share 0.62 380. 0.36 0.36 0.36

Item 7. Management's Discussion and Analysis of R&ncial Condition and Results of Operations

Overview
General

Lufkin Industries is a global supplier of oil fielgower transmission and trailer products. Throiigl®il Field segment,
the Company manufactures and services artificigiprecating rod lift equipment and related produetkich are used to
extract crude oil and other fluids from wells. Thgh its Power Transmission segment, the Companyufaatures and
services high-speed and low-speed speed increasidgreducing gearboxes for industrial applicatiofisrough its

Trailer segment, the Company manufactures variagisaay trailers, including van, float and dump teas. While these
markets are price-competitive, technological andlitpdifferences can provide product differentaati

The Company’s strategy is to differentiate its pratd through additional value-added capabilitiesariples of these
capabilities are high-quality engineering, custagdizlesigns, rapid manufacturing response to dentanodigh plant

capacity, inventory and vertical integration, su@equality and customer service, and an intermatimetwork of service
locations. In addition, the Company’s strategyoisnaintain a low debt-to-equity ratio in ordercoickly take advantage
of growth opportunities and pay dividends evenmyitinfavorable business cycles.

In support of the above strategy, the Company lkeas Inaking capital investments in Oil Field to ease manufacturing
capacity and capabilities in its three main manwfaeg facilities in Lufkin, Texas, Canada and Angjea. These
investments should reduce production lead timesimpdove quality. Investments also continue to mmto expand the
Company’s presence in automation products andrateEmal service, as with the recently opened servacility in
Oman.

In Power Transmission, the Company continues t@edpts gear repair network by opening and expanthuilities in

various locations in the US and Canada. The Compmmyaking targeted capital investments to expaaghcity and
reduce manufacturing lead times as well as cedajital investments targeting cost reductions.
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Trends/Outlook

Oilfield

Demand for pumping unit equipment primarily dependsthe level of onshore oil well drilling activilgs well as the
depth and fluid conditions of that drilling. Dritiiy activity is driven by the available cash flow thie Company’s
customers as well as their long-term perceptionsheflevel and stability of the price of oil. Thecent demand for
pumping units has also been impacted by the usatdicial lift in natural gas and coal bed methaagplications as
higher energy prices have made certain extracti@thads more economical. In addition, the availgbibf used

pumping unit equipment impacts the demand for nesmging units, especially in the North American nerkThe

higher energy prices experienced since 2004 hameased the demand for new pumping units and celsgevice and
products from higher drilling activity, activatiaf idle wells and the upgrading of existing wellewer average energy
prices in the latter half of 2006 caused some reduactivity levels in the North American market. Ngha. majority of

the segment’s revenues are in North America, iattional opportunities continue to increase as nellind) increases

and existing fields mature, requiring increased afspumping units for artificial lift. Despite rentelower energy prices,
general demand levels experienced in 2006 are &qgbeéo continue throughout 2007, assuming energgeprstay at
recent levels.

Power Transmission

Power Transmission services many diverse markeit) high-speed gearing for markets such as petrodaas,

refineries, offshore production and transmissioroibfand slow-speed gearing for the gas, rubbegasupaper, steel,
plastics, mining, cement and marine propulsionhezowvhich has its own unique set of drivers. Fabbe conditions for
one market may be unfavorable for another markene@lly, if general global industrial capacityligtitions are not
high, then spending on new equipment lags. Alsoaictipg demand are government regulations invohdafgety and
environmental issues that can require capital SpgndRecent market demand increases have comedrmrgy-related
markets such as refining, petrochemical, drillingal and power generation in response to highdvaglenergy prices.
Despite recent lower energy prices, these markeaty are expected to continue throughout 2007 réegLenergy prices
stay at recent levels.

Trailer

The Company primarily sells its trailer productsthre United States to small and medium size flegight-hauling
companies through a dealer network. Demand inntfsigket is driven by the available cash flow or finag capabilities
of the industry, age of the trailer fleets, changegovernment regulations, availability of qualifged trailers and the
medium-term outlook for freight volumes. The prafility of the freight-hauling market is driven geight volumes,
fuel prices, wage levels and insurance costs. QD04 and 2005, the freight market improved aftareral years of low
volumes and higher operating cost. Freight-haulilegnand and freight pricing increased and agindemsirequired
replacement. However, the recent demand for vatetsahas not increased enough to meet trailer strgucapacity,
increasing price competition. Van demand has begracted by freight haulers focusing purchases entrectors before
new diesel emission requirements are required @ntractors beginning in 2007. In light of these kedrconditions, the
Company decided in the third quarter of 2006 nopddicipate in the van market until market coradis support better
operating margins. The Company plans to redeplayaite personnel and equipment to increase the naatwing
capacity of flatbed and dump trailers. Recent #atland dump trailer demand has increased signtficalue to the
increased activity in the home and road constraati@rkets and the rebuilding effort resulting frém 2005 hurricanes.

Summary of Results

The Company generally monitors its performanceuphoanalysis of sales, gross margin (gross prefé aercentage of
sales) and net earnings, as well as debt/equildeghort-term debt levels, and cash balances.

Overall, sales for the year ended December 31, ,20@6eased to $605.5 million from $492.2 millicor the year ended
December 31, 2005, or 23.0%. Sales for 2004 we&6.83million. This growth in 2006 was primarily dein by
increased sales of new oil field equipment, bub &g growth in Power Transmission sales. Additiosedment data on
sales is provided later in this section.

Gross margin for the year ended December 31, 2d@6zased to 25.8% from 23.0% for the year endecebBer 31,
2005, and 17.4% for year ended December 31, 200i. dverall gross margin improvement from 2004 \pemarily
due to price increases in late 2004 and 2005 topemsate for the increased raw material prices éxpesd by all
segments in 2004 and the benefit of higher prodactblumes on fixed cost coverage. The gross mangmovement in
2006 over 2005 was primarily related to certaint gegluctions related to capital expenditures angrawved margins in
Power Transmission due to increased sales of higiaegin energy-related high-speed units. Additissedment data on
gross margin is provided later in this section.
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The changes in sales and gross margin primarilyaedtbe changes in net earnings, but 2006 net egsradlso benefited
from leverage on selling, general and administeaxpenses and a lower total tax rate. The netatin 2006 was
lowered to 30.3% due to the benefits of R&E taxdidme current and deferred state tax rate adjustsnand other
estimate revisions. The Company reported net egsnifi $73.0 million or $4.83 per share (diluted) floe year ended
December 31, 2005, compared to net earnings ob53&#dlion or $3.03 per share (diluted) for the yeaded December
31, 2005. Net income of $14.4 million or $1.04 phare (diluted) was reported for the year endeceBder 31, 2004.

Debt/equity (long-term debt net of current portia a percentage of total equity) levels were 0.8%feéDecember 31,
2006, December 31, 2005 and December 31, 20041-8rar debt was $0.0 million at December 31, 2afiyn from

$0.3 million at December 31, 2005. Cash balancd3egember 31, 2006, were $57.8 million, up from .82%illion at

December 31, 2005, due to higher net earnings ttifigeincreased capital expenditures, working adpgrowth and
higher dividends.

Other Events

In the fourth quarter of 2006, the Company recordedain expenses related to the previously anredidecision not to
participate in the trailer van market due to curmnerrket conditions. These expenses of approxim&&l0 million pre-
tax relate to equipment idled but not disposedthedestimated loss on disposal of van-related itorgn

Year Ended December 31, 2006 Compared to Year Endédecember 31, 2005:

The following table summarizes the Company’s satesgross profit by operating segment (in thousafdellars):

Increase/ % Increase/
Year Ended December 31 2006 2005 (Decrease) (Decrease)
Sales
Oil Field $ 401,200 $ 307,075 $ 94,125 30.7
Power Transmission 124,922 106,616 18,306 17.2
Trailer 79,370 78,476 894 1.1
Total $ 605,492 $ 492,167 $ 113,325 23.0
Gross Profit
Oil Field $ 109,414 $ 76,578 $ 32,836 42.9
Power Transmission 41,024 32,300 8,724 27.0
Trailer 5,811 4,463 1,348 30.2
Total $ 156,249 $ 113,341 $ 42,908 37.9

Oil Field

Oil Field sales increased to $401.2 million, or73@, for the year ended December 31, 2006, from #36¥llion for
the year ended December 31, 2005. The benefit efsthonger Canadian dollar in 2006 and new serciesters
contributed 1.3 percentage points of this incre&sereased sales of new pumping units accounted fmajority of the
balance of the increase of 29.3 percentage pdiates of new pumping units and related servicaeased from higher
drilling and production primarily in the North Aniea and Middle East markets. Also, sales of aut@na¢quipment
continued to increase due to market share growtin fnew product offerings. Sales growth also wasaicted from price
increases instituted throughout 2005 in respongrdamatic raw material price increases experierice&204 in addition
to price increases instituted in 2006. Oil Fieldacklog remained at $67.1 million as of December2®D6, from $67.5
million at December 31, 2005. Despite higher sadames, backlog levels have not increased duetéogeted effort to
reduce lead times through higher manufacturing citypa

Gross margin (gross profit as a percentage of sdtasthe Oil Field segment increased to 27.3% yar ended
December 31, 2006, compared to 24.9% for the yedeed December 31, 2005, or 2.4 percentage poimtss@nargins
benefited from certain cost reduction related tpited expenditures and the full-year impact of princreases instituted
in 2005. This margin improvement was partially effsy employee training and other expansion-relatesis associated
with manufacturing facility expansions in the U.Sgnada and Argentina and higher inbound freightsco
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Direct selling, general and administrative experfee®il Field increased to $16.0 million, or 30.5%r the year ended
December 31, 2006, from $12.0 million for the yeaded December 31, 2005. This increase is duegteehiemployee-
related expenses in support of increased currethteapected sales volumes, third-party commissioisthe impact of
expensing stock options. Direct selling, genera administrative expenses as a percentage of satesined at 3.9% for
the year ended December 31, 2006, compared to f®fhhe year ended December 31, 2005.

Power Transmission

Sales for the Company’'s Power Transmission segnrereased to $124.9 million, or 17.2%, for the yesrded
December 31, 2006, compared to $106.6 million Far year ended December 31, 2005. This growth wasebult of
increased sales of high-speed units to the enerigyed markets, such as power generation and @igas production and
refining, and from the new gear repair faciliti®ower Transmission backlog at December 31, 20@8eased to $95.6
million from $53.4 million at December 31, 2005irparily from sales of new units for the energy-tethmarkets.

Gross margin for the Power Transmission segmeméased to 31.9% for the year ended December 3%, 2@npared
to 31.5% for the year ended December 31, 2005, ttwnbenefit of price increases and from increasdds of higher-
margin high-speed units, partially offset by higheanufacturing overhead costs.

Direct selling, general and administrative expen®esPower Transmission increased to $15.6 million,15.5%, for
the year ended December 31, 2006, from $13.5 miliar the year ended December 31, 2005. This iserés due to
higher employee-related expenses in support ofeasad sales volumes and the impact of expensiro stptions.
However, direct selling, general and administrattspenses as a percentage of sales decreasedstd 1&. the year
ended December 31, 2006, from 12.7% for the yede@mecember 31, 2005, from leverage on highessalkimes.

Trailer

Trailer sales for the year ended December 31, 20@6eased to $79.4 million, or 1.1%, from $78.8lion for the year
ended December 31, 2005. Higher sales of new flladioel dump trailers was offset by lower sales of man trailers and
used trailers. Sales growth in flatbed and dumpenswas strong due to the introduction of new mlecand demand
from the home and road construction market. New sales were impacted by the Company not bookingstawargin
orders as competitors have lowered prices in resptmindustry manufacturing overcapacity and tinghkndustry issues
such as soft freight demand and driver shortagebght of current conditions in the trailer van rket, the Company has
declined to take additional orders for van trailer®rder to expand manufacturing capacity for pheduction of flatbed
and dump trailers and will be converting part o firailer factory to the production of oil field @igment. Backlog for
the Trailer segment decreased to $18.4 million etebnber 31, 2006, compared to $25.5 million at bewme 31, 2005.
The backlog decrease was primarily from lower vigildr backlog related to the decision to not taklgitional van
trailer orders, partially offset by increased oedfar new flatbed trailers, as described above.

Trailer gross margin increased to 7.3% for the yevated December 31, 2006, from 5.7% for the yede@rDecember
31, 2005, or 1.6 percentage points. Excluding thpaict of the van-related equipment and inventopeases described
above, margins would have improved approximatehadditional 1.2 percentage pints. This increase duesto higher
selling prices for, and the favorable mix impact ligher-margin flatbed and dump trailers, panyiaffset by increases
in aluminum costs for van trailers and plant ingéfncies from flatbed and dump trailer productiamp-up.

Direct selling, general and administrative experfeesTrailer decreased to $2.4 million, or 12.3%r the year ended

December 31, 2006, from $2.8 million for the yeamded December 31, 2005. In 2005, bad debt expense

was increased due to a disputed receivable. Tlsis ehused direct selling, general and adminiseaéi¥xpenses as a
percentage of sales to decrease to 3.1% for thegreded December 31, 2006, from 3.6% for the yeded December
31, 2005.

Corporate/Other

Corporate administrative expenses, which are atéatto the segments primarily based on historiziatitparty revenues,
increased to $19.3 million, or 21.9%, for the yeaded December 31, 2006, from $15.9 million for yhar ended
December 31, 2005, primarily from the impact of exging stock options and higher employee-relatpeeses.

Interest income, interest expense and other incantk expense for the year ended December 31, 2668ed $1.5

million of income compared to income of $0.1 miflidor the year ended December 31, 2005, primarilg tb an
increase in interest income from higher cash baanc
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Pension income, which is reported as a reductiorost of sales, increased to $2.9 million for tearyended December
31, 2006, or 37%, compared to $2.1 million for ylear ended December 31, 2005. This increase isapityndue to
higher expected returns from increased asset bedarRension income in 2007 is expected to increbghetly to $3.2
million.

The net tax rate for the year ended December 316,20as 30.3% compared to 35.7% in the year endsxkmber 31,

2005. This lower net tax rate was the result ofesalvitems. A tax initiative to claim research aperimentation tax

credits for the 2002 through 2005 tax years and¢leent legislation passed to allow a researchexpeérimentation tax

credit for the 2006 tax year produced a signifidaenefit to the tax rate. A lower effective stag tate, and the related
benefit to deferred tax balances, combined withféverable impact on state deferred tax balancestduhe new Texas
margin tax also produced a benefit to the net e rOther items such as the lower internationardases and revisions to
prior period estimates produced additional beneditthe net tax rate. The effective tax rate in2@0expected to return
to an approximate 35% level. See Footnote 7 tcCiesolidated Financial Statements for additionghitle

Year Ended December 31, 2005 Compared to Year Endédecember 31, 2004:

The following table summarizes the Company’s salas gross profit by operating segment (in thousafdiollars):

Increase/ % Increase/
Year Ended December 31 2005 2004 (Decrease) (Decrease)
Sales
Oil Field $ 307,075 $ 216,025 $ 91,050 42.1
Power Transmission 106,616 79,498 27,118 34.1
Trailer 78,476 60,758 17,718 29.2
Total $ 492,167 $ 356,281 $ 135,886 38.1
Gross Profit
Oil Field $ 76,578 $ 41,780 $ 34,798 83.3
Power Transmission 32,300 19,234 13,066 67.9
Trailer 4,463 1,070 3,393 317.1
Total $ 113,341 $ 62,084 $ 51,257 82.6

Oil Field

Oil Field sales increased to $307.1 million, orl42, for the year ended December 31, 2005, from $Rd#llion for the

year ended December 31, 2004. The added sales2d0sh acquisitions and the benefit of the strongamadiian dollar in
2005 contributed 1.8 percentage points of thiséase. Increased sales of new pumping units acdouat majority of

the balance of the increase of 40.3 percentagd9ddales of new pumping units in the U.S., CarmdhArgentina, and
related service, increased from higher drilling gmdduction. Also, sales of automation equipmemttiomied to increase
due to market share growth from new product offgginin addition, sales growth was impacted front@iincreases
instituted throughout 2004 and 2005 in respongsdraonatic raw material price increases experienne&2d0D4. Oil Field's

backlog increased to $67.5 million as of Decemhbker 205, from $61.6 million at December 31, 2004isThacklog

increase was from increased bookings of new pumpinits in the U.S., Canada and Argentina markets.

Gross margin (gross profit as a percentage of meefor the Oil Field segment increased to 24.9%ykar ended
December 31, 2005, compared to 19.3% for the yrdeed December 31, 2004, or 5.6 percentage pointsnd 2004,

higher raw material prices, especially steel, aigthdr fuel prices in the service operations impdeteargins. Throughout
2004 and 2005, sales prices were increased to eedbese higher material costs, contributing to ithproved gross
margin in 2005.

Direct selling, general and administrative experfee®il Field increased to $12.0 million, or 13.8%r the year ended
December 31, 2005, from $10.5 million for the yeaded December 31, 2004, due to higher employegectkexpenses
in support of increased sales volumes. Howevegctliselling, general and administrative expenses psrcentage of
sales decreased to 3.9% for the year ended Dece3iab@005, from 4.9% for the year ended Decembe2804, from
leverage on higher sales volumes.
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Power Transmission

Sales for the Company’'s Power Transmission segnmareased to $106.6 million, or 34.1%, for the yeaded
December 31, 2005, compared to $79.5 million f@ year ended December 31, 2004. This growth wasehat of
increased sales of high-speed units to the enealgyed markets, such as power generation and mgfiind low-speed
unit sales to the steel and sugar markets. Thetgrénem the new gear repair facilities also conitéd to the sales
increase. The Company’s Power Transmission baci&toBecember 31, 2005, increased to $53.3 milliamfr$40.1
million at December 31, 2004, primarily from nevghispeed units and gear repair for the reasonsl raditeve.

Gross margin for the Power Transmission segmemeased to 30.3% for the year ended December 35, 2@npared
to 24.2% for the year ended December 31, 2004,.brpércentage points. This increase resulted frioenfawvorable
impact of higher volumes on plant efficiencies dixéd cost coverage as well as from the benefiinofeased selling
prices. Also, increased inter-segment productiosupport of the Oil Field segment provided addiilomanufacturing
volume that contributed to improved gross margins.

Direct selling, general and administrative experfsesPower Transmission increased $1.0 million 18.$ million, or
8.1%, for the year ended December 31, 2005, froehSbmnillion for the year ended December 31, 2004 tb higher
employee-related expenses in support of increaatss syolumes. However, direct selling, general adthinistrative
expenses as a percentage of sales decreased % fidit.The year ended December 31, 2005, from 15d%he year
ended December 31, 2004, from leverage on highes salumes.

Trailer

Trailer sales for the year ended December 31, 2@@beased to $78.5 million, or 29.2%, from $60.8ion for the year
ended December 31, 2004. This increase resulted fiigher sales of all models of new trailers. Fneigdustry demand
has continued to improve due to replacement traiéggnand and from increases in freight volume lev@&tdes growth in
flatbeds was particularly strong due to the intitéhn of new models and demand from the constroati@rket. Backlog
for the Trailer segment increased to $25.5 millainDecember 31, 2005, compared to $11.5 millioDetember 31,
2004. The backlog increase was primarily from asder new van and flatbed trailers for the reasoesitioned above.

Trailer gross margin increased to 5.7% for the yevaded December 31, 2005, from 1.8% for the yede@rDecember
31, 2004, or 3.9 percentage points. This marginrawement was due to higher selling prices on naietrs and the
favorable mix impact of higher-margin flatbed andhp trailers, partially offset by plant inefficieies from flatbed and
dump trailer production ramp-up and late suppligivries.

Direct selling, general and administrative experfeedrailer increased to $2.8 million for the yearded December 31,
2005, from $2.6 million for the year ended Decembkr2004, from higher bad debt expense associitbdan account
receivable that had been in dispute. In the foquarter of 2005, the dispute was settled and tbeivable was converted
to a note. However, the note has been fully resenrdil the note holder establishes an acceptatglditcstatusDespite
these higher expenses, direct selling, generabdnnistrative expenses as a percentage of satesaded to 3.6% for the year
ended December 31, 2005, from 4.2% for the yeae@imecember 31, 2004, from leverage on higher salesnes.

Corporate/Other

Corporate administrative expenses, which are atéatto the segments primarily based on historiziatitparty revenues,
increased to $15.9 million, or 15.0%, for the yeaded December 31, 2005, from $13.8 million for ytear ended
December 31, 2004, primarily from higher employeksted and audit expenses.

Investment income, interest expense and other iecand expense for the year ended December 31, affafed $0.1
million of income compared to expense of $0.0 millifor the year ended December 31, 2004, due tm@ease in
investment income

Pension income, which is reported as a reductiocost of sales, decreased to $2.1 million for tharyended December
31, 2005, or 38%, compared to $3.4 million for ylear ended December 31, 2004. This decrease idaeer expected
returns on plan assets from lowering the expecttarm rate from 8.5% to 8.0%, from lowering thecdisnt rate from
6.25% to 6.0% for the first nine months of 2005 and.5% for the last three months of 2005 and fiagher benefits
granted to bargaining employees in the new thres-gellective bargaining agreement signed Octohe&0B5.Pension
income in 2006 is expected to decrease to apprasiyn&l.2 million primarily due to the full-year pact of lowering the
discount rate to 5.5% and the higher benefits gdarithe expected long-term rate of return on pkse® and the expected rate
of compensation rate are not projected to charaya 8.0% and 4.25%, respectively.
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The effective tax rate for the year ending Decembgr 2005, was 35.7% compared to 36.5% for the yrmed
December 31, 2004, due primarily to the lower petage impact of permanent differences due to higheitax income.

Liquidity and Capital Resources

The Company has historically relied on cash flovsrf operations and third-party borrowing to finaritseoperations,
including acquisitions, dividend payments and steoepurchases. The Company believes that its cashsflfrom
operations and its available borrowing capacity arnis credit agreements will be sufficient to fuitgl operations,
including planned capital expenditures, dividengrpants and stock repurchases, through Decemb&087Z,

The Company’s cash balance totaled $57.8 millioDetember 31, 2006, compared to $25.8 million atebeber 31,

2005. For the year ended December 31, 2006, netmasided by operating activities was $67.4 millimet cash used
in investing activities totaled $31.7 million andtrcash used in financing activities amounted t& $3illion. Significant

components of cash provided by operating activitteduded net earnings, adjusted for non-cash esggnof $76.7
million and an increase in working capital of $98llion. This working capital increase was primgridlue to higher
inventory balances, which used $10.5 million, prifiyafrom increased Oil Field inventory related Higher sales
volumes compared to the prior year and from higleeeivable balances, which used $9.4 million, dudigher sales
volumes in all segments in the last quarter of 260@pared to the last quarter of 2005. These iseeavere partially
offset by increased other accrued liabilities baém which provided $7.5 million, primarily fromdher customer
installment payments. Net cash used in investiriyides included net capital expenditures totalgfL.0 million and an
increase in other assets of $0.7 million. Capitgdemditures in 2006 were primarily for the expansié manufacturing
capacity and efficiency improvements in the Oill&iand Power Transmission segments. Capital expeedi for 2007

are projected to be approximately $40.0 to $42.0ianj primarily for the expansion of manufacturimgpacity and
efficiency improvements in the Oil Field and Poweansmission segments and will be funded by opsgatash flows.

Significant components of net cash used by finam@ativities included the repayment of short-terates payable of
$0.3 million and dividend payments of $9.2 milliaor, $0.62 per share, partially offset by the impatstock option

exercises, including the excess tax benefit fromal@ains on stock option exercises, of $5.7 omlli

As of December 31, 2006, the Company had no owdsigrdebt associated with the Bank Facility disedsselow. Total
debt decreased by $0.3 million from short-term mefgayments during the year ended December 31,.2006

The Company has a three-year $27.5 million creatitlity with a domestic bank (the “Bank Facilitytpnsisting of an

unsecured revolving line of credit that providestop$17.5 million of committed borrowing along witin additional

$10.0 million discretionary line of credit. This BlaFacility expires on December 31, 2008. Borrowinmgler the Bank
Facility bear interest, at the Company’s optiongdher the greater of (i) the prime rate, (ii) th@se CD rate plus an
applicable margin or (iii) the Federal Funds EffeetRate plus an applicable margin or the Londaerlmank Offered

Rate plus an applicable margin, depending on certtios as defined in the Bank Facility. As of Betber 31, 2006, no
debt was outstanding under the Bank Facility amdGompany was in compliance with all financial coaets under the
terms of the Bank Facility. Deducting outstandiegtdrs of credit of $5.1 million, $22.4 million dbrrowing capacity

was available at December 31, 2006.

The Company currently has a stock repurchase pfeteruwhich the Company was authorized to spendoupl®.l
million for repurchases of its common stock. Purdua this plan, the Company has repurchased & obth, 656,740
shares of its common stock at an aggregate purgbrase of $17.0 million. Repurchased shares areeddd treasury
stock and are available for general corporate mepancluding the funding of the Company’s stockiapplans. No
shares were repurchased in 2006. As of Decembe2@®16, the Company held 395,278 shares of treastogk at an
aggregate cost of approximately $4.1 million. Authations of approximately $2.1 million remained2&¢cember 31,
2006.
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The following table summarizes the Company’s expeéatash outflows from financial contracts and cotmments as of
December 31, 2006. Information on recurring pureBasf materials for use in manufacturing and sereigerations has
not been included. These amounts are not long-temature (less than three months) and are geperatisistent from
year to year.

(In thousands of dollars) Payments due by period
Less than 1-3 3-5 More than
Contractual obligations Total 1 year years years 5 years

Operating lease obligations $ 2,110 $ 673 $ 1,032 $ 405 $ -
Contractual commitments
for capital expenditures 4,053 4,053 - - -

Total $ 6,163 $ 4,726 $ 1,032 $ 405 $ -

Since the Company has no significant tax loss fammwards, the Company expects to make quarterlimased tax
payments in 2007 based on taxable income levetn,Ahe Company has various qualified retiremeangfor which the
Company has committed a certain level of benetite Tompany expects to make contributions to itsijoenplans of
approximately $0.2 million and to its post-retirameéhealth and life plans of approximately $0.7 rail in 2007,
depending on participation levels in these plans.

Recently Issued Accounting Pronouncements

In June 2006, the Financial Accounting Standardsr8oissued Interpretation No. 48 (“FIN 48”), “Acauing for
Uncertainty in Income Taxes- an interpretation 8fSB Statement No. 109.” FIN 48 prescribes a recignithreshold
and measurement attribute for the financial statémecognition and measurement of a tax positiGenaor expected to
be taken in a tax return. FIN 48 also provides goa on derecognition, classification, interest pedalties, accounting
in interim periods, disclosure and transition. bt@dance with FIN 48, the evaluation of a tax posiis a two-step
process. The first step requires determining wireithis more likely than not that a tax positionliwie sustained upon
examination or appeals based on the technical snefithe position. The second step requires thixaposition that
meets the more-likely-than-not recognition thredhisl measured to determine the amount of benefie¢ognize in the
financial statements. The tax position is measwaiethe largest benefit that is greater than 50 qrertikely of being
realized upon ultimate settlement. Differences leefwtax positions taken in a tax return and amorgusgnized in the
financial statements will generally result in acrase in a liability for income taxes payable andh increase in a
deferred tax liability. Tax positions that previbufailed to meet the more-likely-than-not recogprit threshold should be
recognized in the first subsequent financial repgrperiod in which the threshold is met and presig recognized tax
positions that no longer meet the more-likely-tma- recognition threshold should be derecognizedthi@ first
subsequent financial reporting period in which theeshold is no longer met. FIN 48 is effective figcal years
beginning after December 15, 2006, but earlier idogs permitted. The Company is currently evah@the impact, if
any, the adoption of FIN 48 will have on its condated financial position or results of operations.

In September 2006, the Financial Accounting Stasiel@oard issued Statement of Financial Accountitajm&ards No.
158 (“SFAS 158"), “Employers’ Accounting for DefideBenefit Pension and Other Postretirement Plams&naendment
of FASB Statements No. 87, 88, 106 and 132(R).” SF¥58 requires employers to recognize the overfunae
underfunded status of a defined benefit postretr@nplan (other than a multiemployer plan) as aetagr liability in its
statement of financial position and to recognizandes in that funded status in the year in whiehdhanges occur
through comprehensive income. SFAS 158 also regjaineemployer to measure the funded status ofregsaf the date
of its year-end statement of financial positionthwimited exceptions. SFAS 158 defines the fundedus of a benefit
plan as the difference between the fair value effilan assets and the projected benefit obligdtiopension plans or the
accumulated postretirement benefit obligation fibreo postretirement plans. Previously unrecognids such as gains
or losses, prior service credits and transitioretsser liabilities will be recognized in other corapensive income and
will be subsequently recognized through net peddzinefit cost pursuant to the provisions of Statets 87 and 106.
Employers with issued equity securities must recagthe funded status of postretirement plans aseoénd of the fiscal
year ending after December 15, 2006. The requirénoemeasure plan assets and benefit obligations e date of the
employer’s fiscal year-end statement is effectiwefiscal years ending after December 15, 2008D@oember 31, 2006,
the Company adopted SFAS 158. The incremental teffeapplying SFAS 158 on individual line itemsthie balance
sheet is disclosed in Footnote 12.

Management believes the impact of other recensiydd standards, which are not yet effective, woll Imave a material
impact on the Company's consolidated condenseddiabstatements upon adoption.
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Critical Accounting Policies and Estimates

The discussion and analysis of financial conditiom results of operations are based upon the Coytgpaansolidated
financial statements, which have been prepareddoraance with accounting principles generally atee in the United
States of America. The preparation of these firgngtiatements requires the Company to make estinzaie judgments
that affect the reported amounts of assets, ligdsli revenues and expenses and related disclosamntingent assets and
liabilities. The Company evaluates its estimatesaprongoing basis, based on historical experiendeoa various other
assumptions that are believed to be reasonabler uhdecircumstances. Actual results may differ frirase estimates
under different assumptions or conditions. The Canypbelieves the following critical accounting pidis affect its
more significant judgments and estimates usedépgmation of its consolidated statements.

The Company extends credit to customers in the abmourse of business. Management performs ongoirdit
evaluations of our customers and adjusts credittdihased upon payment history and the customersent credit
worthiness. An allowance for doubtful accounts he®n established to provide for estimated losseseorivable
collections. The balance of this allowance is dateed by regular reviews of outstanding receivalded historical
experience. As the financial condition of customehsnge, circumstances develop or additional in&tiom becomes
available, adjustments to the allowance for dodlatbcounts may be required.

Revenue is not recognized until it is realizedealizable and earned. The criteria to meet thidejime are: persuasive
evidence of an arrangement exists, delivery hasroed or services have been rendered, the priteetbuyer is fixed or
determinable and collectibility is reasonably assurln some cases, a customer is not able todalkeery of a
completed product and requests that the Compang gie product for defined period of time. The Campwill process
a Bill-and-Hold invoice and recognize revenue &ttime of the storage request if all of the follogicriteria are met:

e The customer has accepted title and risk of loss;

e The customer has provided a written purchase dodehe product;

The customer, not the Company, requested the prodibe stored and to be invoiced under a Bill-&fudd
arrangement. The customer must also provide thieésspurpose for the storage request;

The customer must provide a storage period anddhipping date;

The Company must not have retained any future paeace obligations on the product;

The Company must segregate the stored product@tmdake it available to use on other orders; and
The product must be completed and ready for shipmen

The Company has made significant investments ientwy to service its customers. On a routine bake Company
uses estimates in determining the level of resemezpiired to state inventory at the lower of costnoarket.
Management's estimates are primarily influenced rbgirket activity levels, production requirementse thhysical
condition of products and technological innovati@hanges in any of these factors may result insigjants to the
carrying value of inventory. Also, the Company aauts for a significant portion of its inventory werdhe LIFO method.
The LIFO reserve can be impacted by changes inilh® layers and by inflation index adjustmen@enerally, annual
increases in the inflation rate or the FIFO value of inventory cause the value of the LIFO reserve to increase.

Long-lived assets held and used by the Companyreveewed for impairment whenever events or chaniges
circumstances indicate that the carrying amountanfasset may not be recoverable. The Company asséss
recoverability of long-lived assets by determinimgnether the carrying value can be recovered thropgijected
undiscounted cash flows, based on expected futoeeating results. Future adverse market condit@nsoor operating
results could result in the inability to recoveethurrent carrying value and thereby possibly néagian impairment
charge in the future.

Goodwill acquired in connection with business comallions represent the excess of consideration theefair value of
net assets acquired. The Company performs impairnests on the carrying value of goodwill at leasnhually or
whenever events or changes in circumstances irdtbat carrying value of goodwill may be greatemntffeir value, such
as significant underperformance relative to histrior projected operating results and significaagative industry or
economic trends. The Company’s fair value is priljadetermined using discounted cash flows, whigguires
management to make judgments about future operagisigts, working capital requirements and cagpeEnding levels.
Changes in cash flow assumptions or other factdiglwnegatively impact the fair value of the opemas would
influence the evaluation and may result in a deteation that goodwill is impaired and a corresporgdimpairment
charge.
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Deferred tax assets and liabilities are recognfpedhe differences between the book basis andémxs of the net assets
of the Company. In providing for deferred taxes,nagement considers current tax regulations, estisnaf future
taxable income and available tax planning stragedhanges in state, federal and foreign tax lawsell as changes in
the financial position of the Company could alsdeetf the carrying value of deferred tax assets batdilities. If
management estimates that some or all of any dafetax assets will expire before realization ort tttee future
deductibility is not probable, a valuation allowangould be recorded.

The Company is subject to claims and legal actiortbe ordinary course of business. The Companytaais insurance
coverage for various aspects of its businessesopadations. The Company retains a portion of ttseiried losses that
occur through the use of deductibles. Managememilaely reviews estimates of reported and unregomesured and
non-insured claims and legal actions and provideddsses through reserves. As circumstances deaid additional
information becomes available, adjustments to teserves may be required.

The Company sells certain of its products to custenwith a product warranty that provides repatrea@cost to the
customer or the issuance of credit to the custoifiee.length of the warranty term depends on theyebbeing sold, but
ranges from one year to five years. The Companyuascits estimated exposure to warranty claimsdapen historical
warranty claim costs as a percentage of sales plietli by prior sales still under warranty at thedesf any period.
Management reviews these estimates on a regul# dad adjusts the warranty provisions as actupeeance differs
from historical estimates or other information b@es available.

The Company offers defined benefit plans and obeerefits upon the retirement of its employees. #ssaad liabilities

associated with these benefits are calculated bg-ffarty actuaries under the rules provided byiows accounting

standards, with certain estimates provided by mamamt. These estimates include the discount rafected rate of
return of assets and the rate of increase of coagtiem and health claims. On a regular basis, memagt reviews these
estimates by comparing them to actual experiendetlaose used by other companies. If a change estimate is made,
the carrying value of these assets and liabilitiesy have to be adjusted. Differences in the distoate and expected
long-term rate of return on plan assets within oeably likely ranges would have had the followirggimated impact on
2006 results:

Pension Other
(Thousands of dollars) Benefits Benefits
Discount rate
Effect of change on net periodic benefit cost (ineone)
.25 percentage point increase $ (106) $ (14)
.25 percentage point decrease 110 13
Effect of change on PBO/APBO
.25 percentage point increase $ 5,278 $ 202
.25 percentage point decrease (5,025) (194)
Long-term rate of return on plan assets
Effect of change on net periodic benefit cost (inene)
.25 percentage point increase $ 514 $ -
.25 percentage point decrease (514) -
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Forward-Looking Statements and Assumptions

This annual report on Form 10-K contains forwardking statements and information, within the megrohthe Private

Securities Litigation Reform Act of 1995, that dvased on management’s beliefs as well as assursptiade by and
information currently available to management. Whised in this report, the words “anticipate,” “leeie,” “estimate,”

“expect,” “plan,” “schedule,” “could,” “may,” “migh” “should,” “project” or similar expressions amgended to identify
forward-looking statements. Similarly, statemeitattdescribe the Company’s future plans, objectivegoals are also
forward-looking statements. Such statements refleetCompany’s current views with respect to cararents and are
subject to certain assumptions, risks and unceigginmany of which are outside the control of @@mpany. Undue
reliance should not be place on forward-lookindesteents. These risks and uncertainties includeataihot limited to:

oil prices;

declines in domestic and worldwide oil and gadidgt

capital spending levels of oil producers;

the cyclicality of the trailer industry;

availability and prices for raw materials;

the inherent dangers and complexities of our opmrat

uninsured judgments or a rise in insurance premjums

the inability to effectively integrate acquisitigns

labor disruptions and increasing labor costs;

the availability of qualified and skilled labor;

disruption of our operating facilities or managemiaformation systems;

the impact on foreign operations of war, politiadisruption, civil disturbance, economic and legal
sanctions and changes in global trade policies;

currency exchange rate fluctuations in the marketghich the Company operates;

. changes in the laws, regulations, policies or othetivities of governments, agencies and similar
organizations where such actions may affect thedytion, licensing, distribution or sale of the

Company’s products, the cost thereof or applictdmerates;

. costs related to legal and administrative procegslimcluding adverse judgments against the Comgfany
the Company fails to prevail in reversing such juégts; and
. general industry, political and economic conditiamshe markets where the Company’s procures nadteri

components and supplies for the production of tben@any’s principal products or where the Company’s
products are produced, distributed or sold.

These and other risks are described in greateil deté&Risk Factors” included elsewhere in this amh report on Form
10-K. All forward-looking statements attributable the Company or persons acting on its behalf apeessly qualified
in their entirety by these factors. Should onemmre of these risks or uncertainties materializestould underlying
assumptions prove incorrect, actual results may waaterially from those anticipated, believed, rstied or expected.
The Company undertakes no obligations to updateewse its forward-looking statements, whether assult of new
information, future events or otherwise.
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ltem 7A. Quantitative and Qualitative DisclosuresAbout Market Risk

The Company’s financial instruments include castcoants receivable, accounts payable, investedsfiar debt
obligations. The book value of accounts receivaldeort-term debt and accounts payable are consideyebe
representative of their fair market value becauiséhe short maturity of these instruments. The Canys accounts
receivable are not concentrated in one customerdoistry and are not viewed as an unusual creskt ri

The Company does not utilize financial or derivatinstruments for trading purposes or to hedge sx@s to interest
rates, foreign currency rates or commodity prid@ge to the lack of current debt, the Company doashave any
significant exposure to interest rate fluctuatiok®wever, if the Company drew on its line of creditder its Bank
Facility, the Company would have exposure since itlierest rate is variable. In addition, the Compamimarily
invoices and purchases in the same currency afutfetional currency of its operations, which minm@$ exposure to
currency rate fluctuations.

The Company is exposed to currency fluctuations viittercompany debt denominated in U.S. dollars e the

Company’s U.S. entity by its Canadian subsidiarg.ck December 31, 2006, this inter-company debt ezasprised of

9.5 million Canadian dollars. As of December 310@0f the U.S. dollar strengthened by 10% over@amadian dollar,
the net income impact would be $0.5 million of empe and if the U.S. dollar weakened by 10% overGheadian

dollar, the net income impact would be $0.5 millioshincome. Also, certain assets and liabilitiesm@rily employee

and tax related in Argentina, denominated in thealaurrency of foreign operations whose functiooalrency is the
U.S. dollar are exposed to fluctuations in curreratgs. As of December 31, 2006, if the U.S. ddtaengthened by 10%
over these currencies, the net income impact wbel&0.0 million of expense and if the U.S. dollagakened by 10%
over these currencies, the net income impact wbeal80.0 million of income.

Item 8. Financial Statements and Supplementary Dat
Management’s Report on Internal Control over Finang¢al Reporting

The management of Lufkin Industries, Inc. (the “Quamy”), is responsible for establishing and mainteg adequate
internal control over financial reporting (as defihin Rule 13a-15(f) and Rule 15d-15(f) promulgatatier the
Securities Exchange Act of 1934, as amended). Tdrepany’s management assessed the effectivenelss @fompany’s
internal control over financial reporting as of Betber 31, 2006. In making this assessment, the @oypmanagement
used the criteria set forth by the Committee of r'§ooing Organizations of the Treadway Commissicd@dSO”) in
“Internal Control- Integrated Framework.”

Based on this assessment, management believesathaff, December 31, 2006, the Company’s internatrob over
financial reporting is effective based on thoseecid.

The Company’s independent registered public acdogriirm, Deloitte & Touche LLP, who has auditeddameported on
the consolidated financial statements of the Compimecluded in this report, has issued an attestatieport on
management’s assessment of the Company’s inteordtat over financial reporting, which report isciaded in this
section.

Index to Financial Statements

Reports of Independent Registered Public Accourfing

Consolidated Balance Sheets

Consolidated Statements of Earnings

Consolidated Statements of Shareholders’ Equityafn@rehensive Income
Consolidated Statements of Cash Flows

Notes to Consolidated Financial Statements
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
To the Board of Directors and Stockholders of Lofkidustries, Inc.

We have audited the accompanying consolidated balaheets of Lufkin Industries, Inc. and subsidmiithe "Company")
as of December 31, 2006 and 2005, and the relaiadotidated statements of earnings, shareholdguétyeand comprehensive
income, and cash flows for each of the three yaatbe period ended December 31, 2006. Our aadis included the financial
statement schedule listed in the Index at Item ¥8e also have audited management's assessmenigiédcin the accompanying
Management’'s Report on Internal Control over Fim@nReporting, that the Company maintained effectinternal control over
financial reporting as of December 31, 2006, bamedriteria established imternal Control—Integrated Framewoiksued by the
Committee of Sponsoring Organizations of the Tread®ommission. The Company's management is regperisr these financial
statements and financial statement schedule, fantenaing effective internal control over financiaporting, and for its assessment
of the effectiveness of internal control over fineh reporting. Our responsibility is to express @pinion on these financial
statements and the financial statement schedulepeaion on management's assessment, and an ominitime effectiveness of the
Company's internal control over financial reportbased on our audits.

We conducted our audits in accordance with thedstals of the Public Company Accounting Oversighamo(United

States). Those standards require that we planpenirm the audit to obtain reasonable assurancetabhether the financial
statements are free of material misstatement aretheh effective internal control over financial ogfing was maintained in all
material respects. Our audit of financial statetmencluded examining, on a test basis, evidenggpaing the amounts and
disclosures in the financial statements, assegbim@ccounting principles used and significantnestes made by management, and
evaluating the overall financial statement predéa Our audit of internal control over financiaporting included obtaining an
understanding of internal control over financigbaging, evaluating management's assessment, demtich evaluating the design and
operating effectiveness of internal control, andfgrening such other procedures as we consideredssecy in the circumstances.
We believe that our audits provide a reasonablisfasour opinions.

A company's internal control over financial repogtiis a process designed by, or under the supervis, the company's
principal executive and principal financial offiseror persons performing similar functions, ance#d by the company's board of
directors, management, and other personnel to georéasonable assurance regarding the reliabilifjnancial reporting and the
preparation of financial statements for externaippses in accordance with generally accepted aticguprinciples. A company's
internal control over financial reporting includé®se policies and procedures that (1) pertaiféomaintenance of records that, in
reasonable detail, accurately and fairly refleet ttansactions and dispositions of the assetseottimpany; (2) provide reasonable
assurance that transactions are recorded as necdespermit preparation of financial statementsatordance with generally
accepted accounting principles and that receipd expenditures of the company are being made omlydcordance with
authorizations of management and directors of tmapany; and (3) provide reasonable assurance riegapdevention or timely
detection of unauthorized acquisition, use, or as#jon of the company's assets that could haveagenial effect on the financial
statements.

Because of the inherent limitations of internal tcohover financial reporting, including the poséty of collusion or
improper management override of controls, matenigistatements due to error or fraud may not begmied or detected on a timely
basis. Also, projections of any evaluation of #ffectiveness of the internal control over finahegporting to future periods are
subject to the risk that the controls may beconaeléguate because of changes in conditions, othbalegree of compliance with
the policies or procedures may deteriorate.

In our opinion, the consolidated financial statetaaeferred to above present fairly, in all materespects, the financial
position of the Company and subsidiaries as of Bz 31, 2006 and 2005, and the results of theeraipns and their cash flows
for each of the three years in the period endeceBeer 31, 2006, in conformity with accounting pijohes generally accepted in the
United States of America. Also, in our opinion,clufinancial statement schedule, when consideredelation to the basic
consolidated financial statements taken as a wippesent fairly, in all material respects, the infation set forth therein. Also, in
our opinion, management's assessment that the Ggnmpaintained effective internal control over fic#l reporting as of December
31, 2006, is fairly stated, in all material respedtased on the criteria establishedniternal Control—Integrated Framewoiksued
by the Committee of Sponsoring Organizations of theadway Commission. Furthermore, in our opinibie, Company maintained,
in all material respects, effective internal cohtreer financial reporting as of December 31, 20fsed on the criteria established in
Internal Control—Integrated Framewoiksued by the Committee of Sponsoring Organizatafrthe Treadway Commission.

As discussed in Note 1 to the consolidated findrat@tements, the Company adopted SFAS 12XRare-Based Payment
on January 1, 2006, and SFAS 1E&ployers’ Accounting for Defined Benefit Pensiod ®ther Postretirement Plamms December
31, 2006.

DELOITTE & TOUCHE LLP

Houston, Texas
March 1, 2007
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LUFKIN INDUSTRIES, INC.
CONSOLIDATED BALANCE SHEETS

December 31, 2006 and 2005
(Thousands of dollars, except share and per stee d

2006 2005
Assets
Current Assets:
Cash and cash equivalents $ 57,797 $ 25,822
Receivables, net 90,585 80,609
Inventories 85,630 74,635
Deferred income tax assets 7,919 4,185
Other current assets 1,521 4,650
Total current assets 243,452 189,901
Property, plant and equipment, net 113,081 92,980
Prepaid pension costs 56,856 62,065
Goodwill, net 11,732 11,495
Other assets, net 3,948 3,354
Total assets $ 429,069 $ 359,795
Liabilities and Shareholders' Equity
Current liabilities:
Short-term notes payable $ - $ 271
Accounts payable 24,375 20,794
Accrued liabilities:

Payroll and benefits 9,810 7,946

Warranty expenses 3,668 3,245

Taxes payable 7,665 14,391

Other 15,977 9,626

Total current liabilities 61,495 56,273
Deferred income tax liabilities 28,022 31,049
Postretirement benefits 8,475 11,394
Other liabilities 2,937 -
Shareholders' equity:
Common stock, $1.00 par value per share; 60,000s086:s authorized:;

15,322,903 and 15,124,644 shares issued and aditsgiamespectively 15,323 15,125
Capital in excess par 38,173 31,705
Retained earnings 280,198 216,427
Treasury stock, 395,278 and 399,278 shares, regplgciat cost (4,083) (4,124)
Accumulated other comprehensive income (1,471) 1,946

Total shareholders' equity 328,140 261,079
Total liabilities and shareholders' equity $ 429,069 $ 359,795

See notes to consolidated financial statements.
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LUFKIN INDUSTRIES, INC.
CONSOLIDATED STATEMENTS OF EARNINGS

Years ended December 31, 2006, 2005 and 2004
(Thousands of dollars, except per share data)

Sales

Cost of Sales

Gross Profit

Selling, general and administrative expenses

Operating income

Interest income
Interest expense
Other income (expense), net

Earnings before income tax provision

Income tax provision

Net earnings

Net earnings per share
Basic

Diluted

See notes to consolidated financial statements.

2006 2005 2004
$ 605492 $ 492,167 $ 356,281
449,243 378,826 294,197
156,249 113,341 62,084
52,094 44,135 39,371
103,255 69,206 22,713
1,893 563 147
(160) (159) (139)
(259) (335) 17)
104,729 69,275 22,704
31,735 24,731 8,287
72,994 44,544 14,417

$ 492 $ 310 $ 1.06
$ 483 $ 3.03 $ 1.04
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LUFKIN INDUSTRIES, INC.

CONSOLIDATED STATEMENTS OF SHAREHOLDERS' EQUITY & COMPREHENSIVE INCOME

Years Ended December 31, 2006,

2005 and 2004

(Thousands of dollars, except share

data)

Balance, Dec. 31, 2003
Comprehensive income:
Net earnings

Other comprehensive income, net of tax:
Foreign currency translation

adjustments

Other comprehensive income

Comprehensive income
Cash dividends

Exercise of stock options
Balance, Dec. 31, 2004

Comprehensive income:
Net earnings

Other comprehensive income, net of tax:
Foreign currency translation

adjustments

Other comprehensive income

Comprehensive income
Cash dividends

Exercise of stock options
Balance, Dec. 31, 2005

Comprehensive income:

Net earnings

Other comprehensive income, net of tax:
Foreign currency translation

adjustments

Total comprehensive income

Initial application of FAS 158:
Defined benefit pension plans
Defined benefit postretirement plans

Total initial application of FAS 158:

Cash dividends

Stock-based compensation

Exercise of stock options
Balance, Dec. 31, 2006

Accumulated

Common Other
Stock Capital Compre- Compre-
Shares, net Commla Excess Retained Treasury hensive hensive
of Treasury Stock of Par Earnings Stock Income Income ITota
13,180,284 $ 13,785 $ 11,588 $ 167,862 $ (6,244) $ 1,206 $ 188,197
14,417 $ 14,417 14,417
1,467 1,467
1,467 1,467
15,884
(4,905) (4,905)
800,396 687 7,900 1,169 9,756
13,980,680 14,472 19,488 177,374 (5,075) 2,673 208,932
44,544 44,544 44,544
(727) (727)
(727) (727)
43,817
(5,491) (5,491)
744,686 653 12,217 951 13,821
14,725,366 15,125 31,705 216,427 (4,124) 1,946 261,079
72,994 72,994 72,994
1,012 1,012 1,012
$ 74,006
(5,758)
1,329
(4,429) (4,429)
(9,223) (9,223)
2,908 2,908
202,259 198 3,560 41 3,799
14,927,625 $ 15,323 $ 38,173 $ 280,198 $ (4,083) $ (1,471)$ 328,140

See notes to consolidated financial statements.
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LUFKIN INDUSTRIES, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS

Years ended December 31, 2006, 2005 and 2004
(Thousands of dollars)

2006 2005 2004

Cash flows form operating activities:
Net earnings $ 72994 $ 44544  $ 14,417
Adjustments to reconcile net earnings to cash
provided by operating activities:

Depreciation and amortization 11,950 11,376 11,823
Deferred income tax provision (4,520) (2,041) 3,146
Excess tax benefit from share-based compensation 5253, - -
Share-based compensation expense 2,908 - -
Pension income (2,901) (2,115) (3,387)
Postretirement benefits (123) 747 4
(Gain) loss on disposition of property, plant and

equipment (123) 92 (59)
Changes in:

Receivables, net (9,440) (19,905) (17,396)

Inventories (10,490) (20,360) (14,308)

Other current assets 3,553 (3,533) (20)

Accounts payable 3,039 (2,367) 9,158

Accrued liabilities 4,044 17,242 2,967
Net cash provided by operating activities 67,366 23,680 6,345

Cash flows from investing activites:

Additions to property, plant and equipment (31,241) (15,803) (11,723)
Proceeds from disposition of property, plant andigmgent 236 187 229
Increase in other assets (680) (833) (380)
Acquisition of other companies - (3) (313)
Net cash used in investing activities (31,685) (16,452) (12,187)

Cash flows from financing activites:

Proceeds from (payments of) short-term notes payabl (288) (1,530) 1,474
Payment of long-term notes payable - - (193)
Dividends paid (9,223) (5,491) (4,905)
Excess tax benefit from share-based compensation 253,5 - -
Proceeds from exercise of stock options 2,192 8,564 7,543
Net cash provided by (used in) financing activities (3,794) 1,543 3,919
Effect of translation on cash and cash equivalents 8 8 (46) (388)
Net increase in cash and cash equivalents 31,975 8,725 (2,311)
Cash and cash equivalents at beginning of period 8225, 17,097 19,408
Cash and cash equivalents at end of period $ 57,79% 25,822 $ 17,097

See notes to consolidated financial statements.
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LUFKIN INDUSTRIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(1) Corporate Organization and Summary of Significat Accounting Policies
Lufkin Industries, Inc. and its consolidated sukmi@és (collectively, the “Company”) manufacturedasell oil field
pumping units, power transmission products andwaghtrailers throughout the world.

Principles of consolidation: The consolidated financial statements includeatteounts of Lufkin Industries, Inc. and its
consolidated subsidiaries after elimination ofsidinificant inter-company accounts and transactions

Use of estimatesThe preparation of financial statements in confoyrwith accounting principles generally acceptad i
the United States of America requires managementake estimates and assumptions that affect thetegpamounts of
assets and liabilities and disclosure of contingessets and liabilities as of the date of the fongnstatements and the
reported amounts of revenues and expenses dugngeplorting periods. Actual results could diffevrh those estimates.

Foreign currencies: Assets and liabilities of foreign operations whéne applicable foreign currency is the functional
currency are translated into U.S. dollars at theharge rate in effect at the end of each accourgergpd, with any
resulting gain or loss shown in accumulated oth@nmrehensive income in the shareholders’ equityice®f the
balance sheet. Income statement accounts ardatechsat the average exchange rates prevailinghglutie period.
Gains and losses resulting from balance sheetlatios of foreign operations where the U.S. doigithe functional
currency are included in the consolidated stateraEatrnings as incurred.

Any gains or losses on transactions denominateshather foreign currency are included in the cadstéd statement of
earnings as incurred.

Cash equivalents:The Company considers all highly liquid investnsentith maturities of three months or less when
purchased to be cash equivalents.

Revenue recognition:Revenue is not recognized until it is realized ealizable and earned. The criteria to meet this
guideline are: persuasive evidence of an arrangemdsts, delivery has occurred or services havenhbendered, the
price to the buyer is fixed or determinable andemtibility is reasonably assured. The Company pribcess a Bill-and-
Hold invoice and recognize revenue at the timenefdtorage request if all of the following critesige met:

e The customer has accepted title and risk of loss;

e The customer has provided a written purchase dodehe product;

The customer, not the Company, requested the prodbe stored and to be invoiced under a Bill-&fudd
arrangement. The customer must also provide thieésspurpose for the storage request;

The customer must provide a storage period anddhipping date;

The Company must not have retained any future peeaoce obligations on the product;

The Company must segregate the stored product@ndake it available to use on other orders; and
The product must be completed and ready for shipmen

Amounts billed for shipping are classified as sales and costs incurred for shipping are classified as cost of sales in the
consolidated income statement.

Accounts & Notes Receivable and Allowance for Doubtful Accounts: Accounts and notes receivable are stated at the
historical carrying amount net of write-offs and allowance for doubtful accounts. The Company establishes an allowance
for doubtful accounts based on historical experience and any specific customer issues that the Company has identified.
Uncollected receivables are generally reserved before being past due over one year or when the Company has
determined that the balance will not be collected.

Inventories: The Company reports its inventories by usingl&s-in, first-out (LIFO) and the first-in, firsted (FIFO)
methods less reserves necessary to report investatithe lower of cost or estimated market. ltwgncosts include
material, labor and factory overhead. On a routiasis, the Company uses estimates in determinidgetrel of reserves
required to state inventory at the lower of costrarket. Management's estimates are primarily srilced by market
activity levels, production requirements, the phgbicondition of products and technological innawat Changes in any
of these factors may result in adjustments to #reying value of inventory.
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(1) Corporate Organization and Summary of Significat Accounting Policies (Continued)

Property, plant and equipment (P. P. & E.): The Company records investments in these assetsaa Improvements
are capitalized, while repair and maintenance castscharged to operations as incurred. Gainessek realized on the
sale or retirement of these assets are reflectéacome. The Company periodically reviews its P&FE. for possible
impairment whenever events or changes in circunsstamight indicate that the carrying amount of asetisnay not be
recoverable. An impairment loss is recognized & ¢tlarrying amount of a long-lived asset is not vecable and exceeds
its fair value. The carrying amount of a long-livasset is not recoverable if it exceeds the sutheindiscounted cash
flows expected to result from the use and everdisgosition of the asseDepreciation for financial reporting purposes is
provided on a straight-line method based upon #tieated useful lives of the assets. Acceleraggatetiation methods
are used for tax purposes. The following is a samynof the Company’s P. P. & E. useful lives:

Useful Life

(in years)
Land -
Land improvements 10.0- 25.0
Buildings 12,5 - 40.0
Machinery and equipment 3.0 15.0
Furniture and fixtures 5.0- 125
Computer equipment and software 30 7.0

Goodwill and other intangible assets:In June 2001, the Financial Accounting Standardar8 issued Statement of
Financial Accounting Standards (“SFAS”) No. 142,0@8will and Other Intangible Assets.” SFAS No. lelininated
the amortization of goodwill and intangible assesish indefinite lives and requires that such asde¢ tested for
impairment at least annually. During the first geaiof 2006, the Company completed its annual immpant evaluation
by comparing the fair value of each reporting unitits carrying amount. Since the fair value of keaeporting unit
exceeded the carrying value, no impairment wasrdstb

The Company amortizes intangible assets with filtes over the years expected to be benefited.

Income taxes: Deferred income tax assets or liabilities are rdedrbased on the difference between the financial
statement and income tax bases of assets andtlegbilsing enacted tax rates. See Note 7 for rdetail.

Financial instruments: The Company’s financial instruments include castgounts receivable, accounts payable and
debt obligations. The book value of accounts ned@e, short-term debt and accounts payable arsidered to be
representative of their fair value because of timtsmaturity of these instruments.

The Company adopted Statement of Financial Accagn8tandards (“SFAS”) No. 133, “Accounting for Dexiive
Instruments and Hedging Activities,” and SFAS N@8.1“Accounting for Certain Derivative Instrumerdad Certain
Hedging Activities,” an amendment of SFAS No. 128, of the quarter ended March 31, 2001. Theserstaits
establish accounting and reporting standards thquire every derivative instrument, including certaerivative
instruments embedded in other contracts, to berdecoon the balance sheet as either an assetiailty measured at
its fair value. As of December 31, 2006, the Conyplaad no reportable derivatives.
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(1) Corporate Organization and Summary of Significat Accounting Policies (Continued)

Stock-based compensation: Beginning January 1, 2006, employee services redeiiv exchange for stock are expensed
in accordance with SFAS 123(R§hare-Based Paymerithe fair value of the employee services receinegikchange for
stock is measured based on the grant-date faievdlbe fair value is determined using the Blackebeh option-pricing
model for the stock option. Awards granted are espd pro-ratably over the vesting period of therdwAs stock based
compensation expense is recognized based on awhitigitely expected to vest, compensation expesiseduced for
estimated forfeitures based on historical forfeituates. SFAS 123(R) requires forfeitures to baneged at the time of
grant and revised, if necessary, in subsequenbgetd reflect actual forfeitures.

Prior to January 1, 2006, the Company had eledddltow the accounting provisions of APB No. 28ctounting for
Stock Issued to Employees,” for stock-based comgt@msand to furnish the pro-forma disclosures nesgiunder SFAS
No. 148, “Accounting for Stock-Based Compensatibransition and Disclosures.” The Company accoufeds stock
option plans under APB Opinion No. 25 under whichcompensation cost was recognized. Had compensagist for
these plans been accounted for consistent with SNAS 123, “Accounting for Stock-Based Compensatiothe

Company’s net earnings and earnings per share wiawd been reduced to the following pro forma anun

(Thousands of dollars, except per share data) 2005 04 20

Net earnings, as reported $ 44,544 $ 14,417

Deduct: Total stock-based employee compensation
expense determined under SFAS 123 for all awards,
net of tax (1,213) (838)

Pro forma net earnings $ 43,331 $ 13,579

Net earnings per share:

As reported $ 3.10 $ 1.06

Pro forma $ 3.02 $ 1.00
Diluted net earnings per share

As reported $ 3.03 $ 2.04

Pro forma $ 2.95 $ 0.98

The fair value of each option grant was estimatedhe date of grant using the Black-Scholes opgidoing model with
the following assumptions:

2005 2004
Expected dividend yield 0.75% - 1.75% 1.95% - 2.35%
Expected stock price volatility 38.62% - 44.14% 3867/838.82%
Risk free interest rate 4.04% - 4.47% 4.10% - 4.57%
Expected life options 5 -8 years 10 years

Product warranties: The Company sells certain of its products to @ustrs with a product warranty that provides
repairs at no cost to the customer or the issuahceedit to the customer. The length of the wattyaarm depends on the
product being sold, but ranges from one year te frears. The Company accrues its estimated exposusarranty
claims based upon historical warranty claim costa percentage of sales multiplied by prior satiésusder warranty at
the end of any period. Management reviews thedenatds on a regular basis and adjusts the warnamtyisions as
actual experience differs from historical estimaiesther information becomes available.
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Recently issued accounting pronouncements:ln June 2006, the Financial Accounting Standardsar&o
issued Interpretation No. 48 (“FIN 48"), “Accoungirfor Uncertainty in Income Taxes- an interpretatiof FASB

Statement No. 109.” FIN 48 prescribes a recognititmeshold and measurement attribute for the firrdrstatement
recognition and measurement of a tax position takerexpected to be taken in a tax return. FIN 4 girovides
guidance on derecognition, classification, inteeesd penalties, accounting in interim periods, I[dsare and transition.
In accordance with FIN 48, the evaluation of a pasition is a two-step process. The first step iregudetermining
whether it is more likely than not that a tax piesitwill be sustained upon examination or appeaseld on the
technical merits of the position. The second steguires that a tax position that meets the moreikhan-not

recognition threshold is measured to determineatneunt of benefit to recognize in the financialtestaents. The tax
position is measured at the largest benefit thagreater than 50 percent likely of being realizggbru ultimate

settlement. Differences between tax positions takea tax return and amounts recognized in thenfifel statements
will generally result in an increase in a liabilityr income taxes payable and/or an increase iafarced tax liability.

Tax positions that previously failed to meet therealikely-than-not recognition threshold shouldieeognized in the
first subsequent financial reporting period in whibe threshold is met and previously recognizedptasitions that no
longer meet the more-likely-than-not recognitiomethold should be derecognized in the first subseigfinancial

reporting period in which the threshold is no longeet. FIN 48 is effective for fiscal years begimpiafter December
15, 2006, but earlier adoption is permitted. Then@any is currently evaluating the impact, if arlyg eadoption of FIN
48 will have on its consolidated financial positionresults of operations.

In September 2006, the Financial Accounting Stasel&@oard issued Statement of Financial Accountitan&@ards No.
158 (“SFAS 158"), “Employers’ Accounting for Defide Benefit Pension and Other Postretirement Plams- a
amendment of FASB Statements No. 87, 88, 106 arR{R)3 SFAS 158 requires employers to recognize the
overfunded or underfunded status of a defined liepeétretirement plan (other than a multiemplogkm) as an asset
or liability in its statement of financial positicand to recognize changes in that funded stattiseiryear in which the
changes occur through comprehensive income. SF&Saldp requires an employer to measure the funtgdssof a
plan as of the date of its year-end statementnainitial position, with limited exceptions. SFAS 1d&fines the funded
status of a benefit plan as the difference betwherfair value of the plan assets and the projels&sfit obligation for
pension plans or the accumulated postretirementeflieobligation for other postretirement plans. \Roesly
unrecognized items such as gains or losses, giwice credits and transition assets or liabilitiéd be recognized in
other comprehensive income and will be subsequerttpgnized through net periodic benefit cost pamsuo the
provisions of Statements 87 and 106. Employers \gslued equity securities must recognize the funstatus of
postretirement plans as of the end of the fiscak ynding after December 15, 2006. The requirerteemeasure plan
assets and benefit obligations as of the date efetlployer’s fiscal year-end statement is effecfimefiscal years
ending after December 15, 2008. On December 316,2th@ Company adopted SFAS 158. The incrementattedf
applying SFAS 158 on individual line items of theldnce sheet is disclosed in Footnote 12.

Management believes the impact of other receniyed standards, which are not yet effective, wall Imave a material
impact on the Company's consolidated condenseddiabstatements upon adoption.

(2) Acquisitions

During the fourth quarter of 2004, the Company clatgal the acquisition on November 1, 2004, of therating assets
and commercial operations of Black Widow Oilfieldr@ices located in Medicine Hat, Alberta, Canadéutther expand
its service presence in Canada. The aggregate gaegirice for this acquisition was $0.3 milliorcash.
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(3) Receivables
The following is a summary of the Company's recelgdalances:

(Thousands of dollars) 2006 2005
Accounts receivable $ 90,508 $ 80,602
Notes receivable 472 516
Other receivables 292 250
Gross receivables 91,272 81,368
Allowance for doubtful accounts receivable (215) (263)
Allowance for doubtful notes receivable (472) (496)
Net receivables $ 90,585 $ 80,609

Bad debt expenseelated to receivables was ($0.2) million, $0.5lioil and $0.3 million in 2006, 2005 and 2004,
respectively.

(4) Other Current Accrued Liabilities
The following is a summary of the Company's otharent accrued liabilities balances:

(Thousands of dollars) 2006 2005
Customer prepayments $ 9,411 $ 3,245
Deferred compensation plans 4,069 4,811
Accrued professional services 1,057 788
Other accrued liabilities 1,440 782
Total other current accrued liabilities $ 15,977 $ 9,626

(5) Property, Plant & Equipment
The following is a summary of the Company’s P. PE&balances:

(Thousands of dollars) 2006 2005
Land $ 3,482 $ 3,219
Land improvements 8,543 7,829
Buildings 75,082 70,752
Machinery and equipment 219,783 195,730
Furniture and fixtures 5,007 4,076
Computer equipment and software 14,027 13,468
Total property, plant and equipment 325,924 295,074
Less accumulated depreciation (212,843) (202,094)
Total property, plant and equipment, net  $ 113,081 $ 92,980

Depreciation expense related to property, plant emqaipment was $11.8 million, $11.3 million and #Lillion in
2006, 2005 and 2004, respectively.
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(6) Earnings per Share

Earnings per share amounts are based on the wdighierage number of shares of common stock and conmstock

equivalents outstanding during the period. The hieid average number of shares used to compute aadidiluted
earnings per share for 2006, 2005 and 2004 igriflted below:

(Thousands of dollars, except share and per slzdag d 2006 2005 2004
Numerator:
Numerator for basic and diluted earnings per

share-net earnings $ 72,994 $ 44,544 $ 14,417

Denominator:
Denominator for basic net earnings per share

weighted-average shares 14,844,514 14,369,934 13,570,340
Effect of dilutive securities: employee stock
options 278,155 315,922 349,770

Denominator for diluted net earnings per share
adjusted weighted-average shares

assumed conversions 15,122,669 14,685,856 13,920,110
Basic net earnings per share $ 4.92 $ 310 $ 1.06
Diluted net earnings per share $ 4.83 $ 3.03 $ 1.04

Options to purchase a total of 134,949, 86,500 ¥8#1796 shares of the Company’s common stock werkiged from

the calculation of fully diluted earnings per shéme 2006, 2005 and 2004, respectively, becausk #iact on fully
diluted earnings per share for the period weredéutive.

(7) Income Taxes

Earnings before income taxés 2006, 2005 and 2004 consisted of the following:

(Thousands of dollars) 2006 2005 2004

Domestic $ 86,536 $ 60,103 $ 19,818
Foreign 18,193 9,172 2,886
Total earnings before income taxes $ 104,729 $ 69,275 $ 22,704

The income tax provision for 2006, 2005 and 200dszied of the following:

(Thousands of dollars) 2006 2005 2004
Current:
U.S. federal and state income taxes $ 32,465 ¢ 23,972 $ 6,811
Foreign 3,919 2,777 1,599
Total current 36,384 26,749 8,410
Deferred:
U.S. federal and state income taxes (4,387) (1,647) 8
Foreign (262) (371) (131)
Total deffered (4,649) (2,018) (123)
Total $ 31,735 $ 24,731 $ 8,287
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(7) Income Taxes (continued)

A reconciliation of the income tax provision as qaorted at the statutory U.S. income tax rate anditlceme tax
provision presented in the consolidated finandialesnents is as follows:

(Thousands of dollars) 2006 2005 2004
Tax provision computed at statutory rate $ 36,655 $ 24,246 % 7,947
Tax effect of:
Expenses for which no benefit was realized 84 237 160
Change in effective state tax rate (742) - -
Tax credit (1,949) - -
State taxes net of federal benefit 1,591 1,663 472
Benefit of export incentives (846) (677) (504)
Benefit of manufacturing deduction (629) (439) -
Other, net (2,429) (299) 212
Total provision for taxes $ 31,735 $ 24731 % 8,287

Cash payments for income taxes totaled $40.5 mil§12.4 million and $6.5 million fd2006, 2005 and 2004espectively.

Net deferred income tax assets and liabilitiescaraprised of the following:

(Thousands of dollars) 2006 2005
Current deffered income tax assets:
Gross assets $ 11,036 $ 4,634
Gross liabilities (3,117) (449)
Total current deferred income tax assets, net 7,919 4,185

Noncurrent deffered income tax liabilities:

Gross assets 4,949 4,311
Gross liabilities (32,971) (35,360)
Total noncurrent deffered income tax liabilitiest n (28,022) (31,049)
Net deferred income tax liabilities $ (20,103) $ (26,864)

The tax effects of significant temporary differeagepresenting deferred income tax assets anditiediare as follows:

(Thousands of dollars) 2006 2005

Inventories $ 5148 $ 1,623
Prepaid pension costs (18,801) (21,975)
Payroll and benefits 825 1,051
Accrued warranty expenses 1,195 906
Postretirement benefits 4,368 4,284
Prepaid expenses (232) (403)
Depreciation (12,701) (11,099)
Accrued liabilities 728 729
Other, net (633) (1,980)
Net deferred income tax liabilities $ (20,103) $ (26,864)
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(8) Inventories

Inventories used in determining cost of sales vesréollows:

(Thousands of dollars)

Gross inventories @ FIFO:
Finished goods
Work in progress

Raw materials & component parts

Total gross inventories @ FIFO
Less reserves:

LIFO

Valuation
Total inventories as reported

Gross inventories on a FIFO basis shown abovewleat¢ accounted for on a LIFO basis were $82.7 omillind $75.6

2006 2005
6,903 $ 5,647
20,977 17,664
88,882 77,039
116,762 100,350
28,888 24,544
2,244 1,171
85,630 $ 74,635

million at December 31, 2006 and 2005, respectively

(9) Goodwill & Acquired Intangible Assets
Balances and related amortization expense for gitlogmd acquired intangible assets are as follows:

Acquired Intangible Assets

(Thousands of dollars)
Amortized intangible assets

Non-compete agreeements:

As of December 31, 2005
As of December 31, 2006

Aggregate amortization expense:

For the year ended 12/31/04
For the year ended 12/31/05
For the year ended 12/31/06

Estimated amortization expense:

For the year ended 12/31/07
For the year ended 12/31/08
For the year ended 12/31/09
For the year ended 12/31/10
For the year ended 12/31/11

The Company also has multi-year non-compete agresmeith certain individuals that are paid and exgesl on an
annual basis and thus are not recorded as pregssets. Expenses related to these non-competensgree were
$75,000, $75,000 and $79,000 for the years 20085 2td 2004, respectively. Estimated expenseshé&setagreements

are $44,000 in 2007.

Gross Carrying
Amount

Accumulated
Amortization

$ 516 $
515

99
106

$ 103
95
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(9) Goodwill & Acquired Intangible Assets (continuel)
Goodwill

The changes in the carrying amount of goodwilltfer year ended December 31, 2006, are as follows:

Power
(Thousands of dollars) Oil Field Transmission Trailer tallo
Balance as of 12/31/05 $ 9,432 $ 2,063 % - $ 11,495
Foreign currency translation - 237 - 237
Balance as of 12/31/06 $ 9,432 $ 2,300 $ - $ 11,732

Goodwill impairment tests were performed in thatfijuarter of 2006 and no impairment losses wearerded.

(10) Debt Obligations

In 2005, the Company renewed its $27.5 million gréatility with a domestic bank (the “Bank Facyfi) consisting of
an unsecured revolving line of credit that provides up to $17.5 million of committed borrowingsoah with an
additional $10.0 million discretionary line of cietbr an additional three years. The Bank Faciégpires on December
31, 2008. Borrowings under the Bank Facility bedeiiest, at the Company’s option, at either thaigreof (i) the prime
rate, (ii) the base CD rate plus an applicable mawog (iii) the Federal Funds Effective Rate plusapplicable margin or
the London Interbank Offered Rate (“LIBOR”) plus applicable margin, depending on certain ratiosefined in the
agreement. The Bank Facility includes customarirrafitive and negative covenants, including a mimimtangible net
worth, a maximum leverage ratio and a minimum aurratio. As of December 31, 2006, no amounts veertstanding
of the $27.5 million of the revolving line of credind all financial covenants were in complianceerrthe terms of the
Bank Facility. Deducting outstanding letters ofditeof $5.1 million, $22.4 million of borrowing capity was available
at December 31, 2006.

The Company’s had no long-term notes payable aeéer 31, 2006 and 2005.

Cash payments for interest totaled $3,000, $37z0(@0$17,000 in 2006, 2005 and 2004, respectively.

(11) Stock Option Plans

On January 1, 2006, the Company adopted SFAS 12B&2004 (“SFAS 123R"), “Share-Based Paymentihigishe

modified prospective method. SFAS 123R is a rewisib SFAS No. 123 “Accounting for Stock-Based Comgzgion,”

and supersedes APB No. 25, “Accounting for Stodudsl to Employees.” This Statement requires thatcdbst of
employee services received in exchange for stocledan the grant-date fair value be measured aatdtlile cost be
recognized over the period during which the empdoigerequired to provide service in exchange ferdlvard. The fair
value will be estimated using an option-pricing bdExcess tax benefits, as defined in SFAS 123R pe recognized
as additional paid-in-capital.

Under the modified prospective method, the Compaggan recognizing expense on January 1, 2006, yumrested
awards granted prior to the adoption date of JgnaR006, expected to vest over the remaininginggteriod of the
awards. New awards granted after the adoptionwlditbe expensed pro-ratably over the vesting pgobthe award.

The Company currently has three stock compensatams that are affected by SFAS 123R. The 1990kSimtion Plan,
the 1996 Nonemployee Director Stock Option Plan #red 2000 Incentive Stock Compensation Plan provadethe
granting of stock options to officers, employeed ann-employee directors at an exercise price efutie fair market
value of the stock at the date of grant. The 20@ehtive Stock Compensation Plan also providesfber forms of
stock-based compensation such as restricted stadckdme have been granted to date. Options grdatethployees vest
over two to four years and are exercisable up toykars from the grant date. Upon retirement, amyested options
become exercisable immediately. Options grantedinectors vest at the grant date and are exer@sablto ten years
from the grant date.
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(11) Stock Option Plans (continued)

The following table is a summary of the stock-basethpensation expense recognized under SFAS 123Rdoydar
ended December 31, 2006, and pro-forma compensaiipanse had expense been recognized under SFAS 1 fo

years ended December 31, 2005 and 2004:

(Thousands of dollars) 2006 2005 2004
Stock-based compensation expense $ 2,908% 1,886 $ 1,321
Tax benefit (1,105) (673) (483)
Stock-based compensation expense, net of tax $ 1,803¢ 1,213 $ 838

The fair value of each option grant during the years ended December 31, 2006, 2005 and 2004 was estimated on the
date of grant using the Black-Scholes option-pricing model with the following assumptions:

2006 2005 2004
Expected dividend yield 0.69% - 1.30% 0.75% - 1.75% 95% - 2.35%
Expected stock price volatility 44.12% - 48.00%  3846244.14%  38.78% - 38.82%
Risk free interest rate 4.52% - 5.03% 4.04% -4.47% 10%. - 4.57%
Expected life options 1-6 years 5 - 8years 10 years
Weighted-average fair value per share at grant date $22.82 $15.16 $7.29

The expected life of options was determined basethe exercise history of employees and directiorsesthe inception
of the plans. The expected volatility is based ufua historical weekly and daily stock price foetprior number of
years equivalent to the expected life of the stopkon. The expected dividend yield was based endikiidend yield of
the Company’s common stock at the date of the graéhe risk free interest rate was based upon te& yof U.S.

Treasuries which terms were equivalent to the etgoklife of the stock option.

A summary of stock option activity under the plahsing year ended December 31, 2006, is presergiedvb

Weighted-
Weighted- Average Aggregate
Average Remaining Intrinsic
Exercise Contractual Value
Options Shares Price Term ($000's)
Outstanding at January 1, 2006 797,720 $18.35
Granted 164,091 61.35
Exercised (218,050) 14.19
Forfeited or expired - -
Outstanding at December 31, 2006 743,761  $29.06 7.4 $22,137
Exercisable at December 31, 2006 414,275  $21.97 6.5 $15,159

As of December 31, 2006, there was $4.0 million of total unrecognized compensation expense related to non-vested
stock options. That cost is expected to be recognized over a weighted-average period of 1.4 years. The intrinsic value of

stock options exercised in 2006 was $10.5 million.
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(12) Incremental Effect of Applying FASB StatemeniNo. 158

The following table illustrates the incremental effect on individual lines of the Consolidated Balance Sheets of applying
FASB Statement No. 158, Employers’ Accounting for Defined Benefit PensiondaOther Postretirement Plans- an
amendment of FASB Statements No. 87, 88, 106 ar2{R)3 on December 31, 2006. See Footnote 1 for tamfil
information on this statement.

Before After

Application of Application of
(Thousands of dollars) Statement 158 Adjustments BEne 158
Prepaid pension costs 64,966 (8,110) 56,856
Total assets 437,179 (8,110) 429,069
Other accrued liabilities 17,414 (1,437) 15,977
Total current liabilities 62,932 (1,437) 61,495
Deferred income tax liabilities 30,407 (2,385) 28,022
Postretirement benefits 11,271 (2,796) 8,475
Other liabilities - 2,937 2,937
Accumulated other comprehensive income 2,958 (4,429) (1,4712)
Total shareholders' equity 332,569 (4,429) 328,140
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(13) Other Comprehensive Income

The following table illustrates the related tax effect allocated to each component of other comprehensive income:

Pre-Tax Tax (Expense)/ Net

(Thousands of dollars) Amount Benefit Amount
Year ended December 31, 2004
Foreign currency translation adjustments  $ 1,467 $ - $ 1,467
Other comprehensive income $ 1,467 $ - $ 1,467
Year ended December 31, 2005
Foreign currency translation adjustments  $ (727) $ - $ (727)
Other comprehensive income $ (727) $ - $ (727)
Year ended December 31, 2006
Foreign currency translation adjustments  $ 1,012 $ - $ 1,012
Initial application of FAS 158:
Defined benefit pension plans:

Net prior service cost (7,294) 2,553 (4,741)

Net loss (3,129) 1,095 (2,034)

Net transition asset 1,565 (548) 1,017
Total defined benefit pension plans (8,858) 3,100 (5,758)
Defined benefit postretirement plans:

Net gain 2,046 (717) 1,329
Total defined benefit postretirement plans 2,046 (717) 1,329
Other comprehensive income $ (5,800) $ 2,383 $ (3,417)

The following table illustrates the balances ofianalated other comprehensive income:

Defined Defined Accumulated

Foreign Benefit Benefit Other

Currency Pension Postretirement Comprehensive
(Thousands of dollars) Translation Plans Plans Income
Balance, Dec. 31, 2004 $ 2,673 $ - $ - $ 2,673
Current-period change (727) - - (727)
Balance, Dec. 31, 2005 1,946 - - 1,946
Current-period change 1,012 - - 1,012
Initial application of FAS 158 - (5,758) 1,329 (4,429)
Balance, Dec. 31, 2006 $ 2,958 $ (5,758) $ 1,329  $ (1,471)
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(14) Stock Repurchase Plan

The Company currently has a stock repurchase phateruwhich the Companwas authorized to spend up to $19.1
million for repurchases of its common stock. In #exrond quarter of 2003, the Board of Directorghef Company
authorized an additional $2.0 million of stock reghases to the plan. Pursuant to this plan, thegaom has repurchased
a total of 1,656,740 shares of its common stockraaggregate purchase price of $17.0 million. Remased shares are
added to treasury stock and are available for g¢remrporate purposes including the funding of @@mpany’s stock
option plans. No shares were repurchased in 20@@8. As of December 31, 2006, the Company hek]238B shares
of treasury stock at an aggregate cost of appraeinegb4.1 million. Authorizations of approximatef§2.1 million
remained at December 31, 2006.

(15) Capital Stock

The Company is authorized to issue 2,000,000 shadrpeeferred stock, the terms and conditions taéermined by the
Board of Directors in creating any particular serids of December 31, 2006, no shares of prefestedk had been
issued.

(16) Retirement Benefits

The Company has a qualified noncontributory pengitan covering substantially all U.S. employeese Tdenefits

provided by these plans are measured by lengtlerefce, compensation and other factors, and anectly funded by
trusts established under the plans. Funding ofemagnt costs for these plans complies with the mmimh funding

requirements specified by the Employee Retiremaobre Security Act, as amended. In addition, thengany has
two unfunded non-qualified deferred compensatiomspns plans for certain U.S. employees. The ParRestoration
Plan provides supplemental retirement benefits. Baeefit is based on the same benefit formula asqimlified

pension plan except that it does not limit the amai a participant's compensation or maximum bién€fie Company
also provides a Supplemental Executive Retireméant that credits an individual with 0.5 years afvéee for each year
of service credited under the qualified plan. Tleadfits calculated under the non-qualified pengtams are offset by
the participant's benefit payable under the quedifplan. The liabilities for the non-qualified defs®l compensation
pensions plans are included in "Other accruedlltsds” on the Consolidated Balance Sheet.

The Company sponsors two defined benefit postragrdg plans that cover both salaried and hourly eygds. One
plan provides medical benefits, and the other geovides life insurance benefits. Both plans aretigbutory, with
retiree contributions adjusted periodically. Then@pany accrues the estimated costs of the planstbeeemployee’s
service periods. The Company's postretirement hheate plan is unfunded. For measurement purptisesubmitted
claims medical trend was assumed to be 9.25% i7.1BBereafter, the Company’s obligation is fixedrst amount of
the Company’s contribution for 1997.

The Company also has qualified defined contributigtirement plans covering substantially all oflsS. and Canadian
employees. For U.S. employees, the Company makasilmations of 75% of employee contributions upatenaximum
employee contribution of 6% of employee earningmpbyees may contribute up to an additional 18% 1®%
increments), which is not subject to match by tleen@any. For Canadian employees, the Company makeshmtions
of 3%-8% of an employee’s salary with no individeahployee match required. All obligations of then@any are
funded through December 31, 2006. In addition, tbempany provides an unfunded non-qualified deferred
compensation defined contribution plan for certdifs. employees. The Company's and individual'srdmuttons are
based on the same formula as the qualified cortoibiplan except that it does not limit the amoaht participant's
compensation or maximum benefit. The contributi@icalated under the non-qualified defined contiifuplan is
offset by the Company's and participant's contidng under the qualified plan. The Company’s expdns these plans
totaled $3.3 million, $2.5 million and $2.5 millian the years ended December 31, 2006, 2005 andl, 268pectively.
The liability for the non-qualified deferred deftheontribution plan is included in "Other accruéabllities” on the
Consolidated Balance Sheet.

On December 8, 2003, the “Medicare PrescriptiongDimprovement and Modernization Act of 2003” (tect”) was
signed into law. The Act introduces a prescriptisng benefit under Medicare as well as a federasisly to sponsors of
retiree health care benefit plans that provide rrefiethat is at least actuarially equivalent todit@re Part D. Measures
of the accumulated postretirement benefit obligatemd net periodic postretirement benefit cost do mneflect any
amount associated with the subsidy because the @umygpplan is not actuarially equivalent to Mediedtart D and is
not expected to receive any subsidy.
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(16) Retirement Benefits (Continued)

Obligations and Funded Status
At December 31

Pension Benefits Other Benefits

(Thousands of dollars) 2006 2005 2006 2005
Changes in benefit obligation

Benefit obligation at beginning of year $ 182,375 $ 157,353 $ 13,087 $ 11,865
Service cost 5,178 4,769 172 280
Interest cost 9,104 9,421 502 704
Plan participants' contributions - - 1,045 1,213
Plan change - 3,653 - -
Actuarial loss (gain) (18,262) 11,562 (3,895) 527
Benefits paid (7,534) (7,247) (1,686) (1,502)
Benefit obligation at end of year 170,861 179,511 9,225 13,087
Change in plan assets

Fair value of plan assets at beginning of year a9,5 200,373 - -
Actual return on plan assets 22,567 16,434 - -
Employer contributions 33 - 641 289
Plan participants' contributions - - 1,045 1,213
Benefits paid (7,534) (7,247) (1,686) (1,502)
Fair value of plan assets at end of year 224,626 209,560 - -
Funded (unfunded) status at end of year $ 53,765 30,049 $ (9,225) (13,087)
Unrecognized net actuarial loss (gain) 26,667 1,693
Unrecognized prior service cost (benefit) 7,840 -
Unrecognized net transition asset (2,491) -
Net amount recognized 62,065 (11,394)
Amounts recognized in the balance sheet consist of:

Pension Benefits Other Benefits

(Thousands of dollars) 2006 2005 2006 2005
Prepaid pension costs $ 56,856 $ 62,065 $ - $ -
Other current accrued liabilities (154) - (750) -
Postretirement benefits - - (8,475) (11,394)
Other non-current liabilities (2,937) - - -

$ 53,765 $ 62065 $ (9225) $ (11,394)
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(16) Retirement Benefits (Continued)

Amounts recognized in accumulated other comprelieriscome consist of:

Pension Benefits Other Benefits
(Thousands of dollars) 2006 2005 2006 2005
Prior service cost $ 4741 $ - $ - $ -
Net loss (gain) 2,034 - (1,329) -
Transition asset (1,017) - - -
$ 5,758 $ - $ (1,329) $ -

The accumulated benefit obligation for all definkednefit pension plans was $158.4 million and $164hifion at
December 31, 2006, and 2005, respectively.

Components of Net Periodic Benefit Cost and Other Wounts Recognized in Other Comprehensive Income

Pension Benefits Other Benefits

(Thousands of dollars) 2006 2005 2006 2005
Net Periodic Benefit Cost

Service cost $ 5,178 $ 4,769 $ 172 $ 280
Interest cost 9,104 9,421 502 704
Expected return on plan assets (16,458) (15,887) - -
Amortization of prior service cost 566 374 - -
Amortization of net (gain) loss 61 134 (156) 52
Amortization of transition asset (926) (926) - -
Net periodic benefit cost (income) (2,475) (2,115) 518 1,036

Other Changes in Plan Assets and Benefit ObligatianRecognized in Other Comprehensive Income

None

The estimated net loss, prior service cost andsitian asset for the defined benefit pension pliias will be amortized from
accumulated other comprehensive income into nebgierbenefit cost over the next fiscal year ar®,$80, $596,000 and

($926,000), respectively. The estimated net gamtlie defined benefit postretirement plans thail & amortized from
accumulated other comprehensive income into névgierbenefit cost over the next fiscal year is§$,000).

Additional Information
Assumptions

Weighted-average assumptions used to determine bditebligations at December 31

Pension Benefits Other Benefits
2006 2005 2006 2005
Discount rate 5.75% 5.50% 5.75% 5.50%
Rate of compensation increase 4.50% 4.25% N/A N/A
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(16) Retirement Benefits (Continued)

Weighted-average assumptions used to determine ng¢riodic benefit cost for years ended December 31

Pension Benefits Other Benefits
2006 2005 2006 2005
Discount rate 5.50% 6.00% 5.50% 5.75%
Expected long-term return on plan assets 8.00% 8.00% /A N N/A
Rate of compensation increase 4.50% 4.25% N/A N/A

For 2006, the Company assumed a long-term assebfaeturn of 8.00%. In developing the 8.00% expddong-term
rate of return assumption, the Company evaluatpdtifrom its third-party pension plan asset manageduding their
review of asset class return expectations and terg-inflation assumptions. The Company also camsid its historical
10-year and 15-year compounded return (period eridecember 31, 2005), which were in-line to highlkart the
Company’s long-term rate of return assumption, amalyzed expected long-term rate of return propectiby asset class.

Assumed health care cost trend rates at
December 31

Since the Company’s costs for the retiree medicad Yixed as of January 1, 1997, no health careinfiation has been
assumed and any change in health care trend ratelsl wot have any impact on the plan’s service ,dos¢rest cost or
benefit obligation.

Plan Assets

The Company’s qualified pension plan weighted-agerasset allocations at December 31, 2006, and, 20%&sset
category are as follows:

Target Plan Assets
Allocation At December 31,
2007 2006 2005
Equity securities 40% - 70% 65% 60%
Debt securities 30% - 60% 26% 28%
Real estate 0% - 15% 9% 12%
Total 100% 100%

The Company invests in a diversified portfolio dsting of an array of assets classes that attetoptsaximize returns
while minimizing volatility. These asset classeslinle U.S. domestic equities, developed markettieguiinternational
equities, fixed income and real estate.

No equity or debt securities of the Company welld bg the plan at December 31, 2006, or 2005.

The unqualified pension plans and the postretirdrhenefit plan of the Company are unfunded and ktiagsno plan assets as
of December 31, 2006, and 2005.
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(16) Retirement Benefits (Continued)
Cash Flows
Contributions

The Company expects to make contributions of $10D10 the pension plans and expects to make caoitiwiis of
$772,000 to the postretirement plan in 2007.

Estimated Future Benefit Payments

The following benefit payments, which reflect exigetfuture service, as appropriate, are expectée foaid during the
fiscal years ending:

Pension Other
(Thousands of dollars) Benefits Benefits
2007 $ 8,331 $ 772
2008 8,900 779
2009 9,436 781
2010 9,974 786
2011 10,578 793
2012 - 2016 61,877 3,963

(17) Commitments and Contingencies

Legal proceedings:A class action complaint was filed in the U.S.tBid Court for the Eastern District of Texas on
March 7, 1997, by an employee and a former emplayleieh alleged race discrimination in employmenert@ication
hearings were conducted in Beaumont, Texas in Bepri©998 and in Lufkin, Texas in August 1998. InrihAi999, the
District Court issued a decision that certifiedlass for this case, which included all black empky employed by the
Company from March 6, 1994, to the present. The aaas closed from 2001 to 2003 while the partiesuaoessfully
attempted mediation. Trial for this case began ec@&nber 2003, but was postponed by the DistrictriCand was
completed in October 2004. The only claims maddriat were those of discrimination in initial assigents and
promotions.

On January 13, 2005, the District Court entereddésision finding that the Company discriminatedhiagt African-
American employees in initial assignments and pitiong. The District Court also concluded that thiscdmination
resulted in a shortfall in income for those emplyand ordered that the Company pay those empldyass pay to
remedy such shortfall, together with pre-judgmenteiiest in the amount of 5%. On August 29, 2008, District Court
determined that the backpay award for the classfetted employees would be $3.4 million (includingerest to January
1, 2005) and provided a formula for attorney feest the Company estimates will result in a total toexceed $2.5
million. In addition to back pay with interest, tRestrict Court (i) enjoined and ordered the Compém cease and desist
all racially biased assignment and promotion pcastiand (ii) ordered the Company to pay court castsexpenses.

The Company has reviewed this decision with itsiolet counsel and on September 19, 2005, appeadedkttision to the

U.S. Court of Appeals for the Fifth Circuit. On Jamy 26, 2006, the Court of Appeals notified thetipa that the case had
been docketed. The Company has submitted its baiefisnow anticipates a decision in this case insgeond quarter of
2007. The Company believes that after a full andréaview of the evidence, the Court of Appealslwitermine that the

plaintiffs have not established their claims ofcdiination by the Company against the plaintiffglavill enter a decision

to that effect and will dismiss the case against@ompany. At this time, the Company has conclutdatian unfavorable

ultimate outcome is not probable. If the Distriaduet’s decision is reversed and remanded for a mily the Company

will vigorously defend itself on retrial. While thdtimate outcome and impact of these claims agaimsCompany cannot
be predicted with certainty, the Company believest tthe resolutions of these proceedings will neteha material

adverse effect on its consolidated financial positHowever, should the Company be unsuccessfits mppeal, the final

determination could have a material impact on tbenany’s reported earnings, results of operationiscash flows in a

future reporting period.

There are various other claims and legal proceedings arising in the ordinary course of business pending against or
involving the Company wherein monetary damages are sought.nlaisagement’s opinion that the Company’s liability,
any, under such claims or proceedings would noenelly affect its consolidated financial positiaesults of operations
or cash flow.
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(17) Commitments and Contingencies (continued)

Product warranties: The change in the aggregate product warrantylifiglior the year ended December 31, 2006, is as
follows:

(Thousands of dollars)

Beginning balance $ 3,245
Claims paid (2,550)
Additional warranties issued 3,192
Revisions in estimates (251)
Currency 32
Ending balance $ 3,668

Operating leases:Future minimum rental payments for operating lsds&ving initial or remaining noncancelable lease
terms in excess of one year are:

(Thousands of dollars)

2007 $ 673
2008 568
2009 464
2010 352
2011 53
All years $ 2,110

Expenditures for rentals and leases, includingtstesm rental contracts, were $2.9 million, $2.3limm and $1.9 million
for the years ended December 31, 2006, 2005 and, 288pectively.

Capital expenditures: As of December 31, 2006, the Company had contaaclmmmitments for capital expenditures of
$4.1 million that are expected to be paid in 2007.
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(18) Business Segment Information

The Company operates with three business segm@iit&ield, Power Transmission and Trailer. Theethioperating
segments are supported by a common corporate grdupe accounting policies of the segments are Hreesas those
described in the summary of major accounting petici Corporate expenses and certain assets acatalll to the operating
segments primarily based upon third party revenBates by geographic region are determined byhippmg destination of
a product or the site of service work. Inter-segtresies and transfers are accounted for as ifdles @nd transfers were to
third parties, that is, at current market pricesaaailable. The following is a summary of key Ingsis segment and product
group information:

(Thousands of dollars) 2006 2005 2004
Sales by segment:
Oil Field $ 401,200 $ 307,075 $ 216,025
Power Transmission 124,922 106,616 79,498
Trailer 79,370 78,476 60,758
Total sales $ 605,492 $ 492,167 $ 356,281
Sales by geographic region:
United States $ 428,211 $ 355,631 $ 262,606
Europe 32,789 28,552 15,278
Canada 40,143 34,140 19,544
Latin America 60,049 51,346 43,349
Other 44,300 22,498 15,504
Total sales $ 605,492 $ 492,167 $ 356,281
Earnings (loss) before income taxes:
Oil Field $ 85,325 $ 57,659 $ 25,089
Power Transmission 19,022 13,492 2,332
Trailer (1,661) (2,454) (5,079)
Corporate 2,043 578 362
Total earnings (loss) before income taxes $ 104,729 $ 69,275 $ 22,704
Assets by segment:
Oil Field $ 213,854 $ 184,330 $ 154,315
Power Transmission 105,013 87,485 75,562
Trailer 27,582 39,433 38,346
Corporate 82,620 48,547 32,046
Total assets $ 429,069 $ 359,795 $ 300,269
Property, plant & equipmet, net, by geographicoagi
United States $ 81,385 $ 70,017 $ 70,290
Europe 10,740 6,948 8,483
Canada 11,612 7,309 5,746
Latin America 8,985 8,582 4,867
Other 359 124 169
Total P, P & E, net $ 113,081 $ 92,980 $ 89,555
Capital expenditures by segment
Oil Field $ 19,554 $ 11,815 $ 9,274
Power Transmission 10,486 2,668 2,095
Trailer 358 523 158
Corporate 843 797 196
Total capital expenditures $ 31,241 $ 15803 $ 11,723
Depreciation/amortization by segment:
Oil Field $ 7,166 $ 6,257 $ 5,627
Power Transmission 3,595 3,662 4,353
Trailer 636 490 481
Corporate 553 968 1,363
Total depreciation/amortization $ 11,950 $ 11,377 $ 11,824
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(18) Business Segment Informatior{Continued)

Additional key segment information is presentecbel

(Thousands of dollars)

Gross sales

Inter-segment sales

Net sales

Operating income (loss)

Other income (expense), net

Earnings (loss) before
income tax provision

(Thousands of dollars)

Gross sales

Inter-segment sales

Net sales

Operating income (loss)

Other income (expense), net

Earnings (loss) before
income tax provision

(Thousands of dollars)

Gross sales

Inter-segment sales

Net sales

Operating income (loss)

Other income (expense), net

Earnings (loss) before
income tax provision

(19) Concentrations of Credit Risk

Year Ended December 31, 2006

Power
Oil Field Transmission Trailer orpbrate Total
$ 404,432 $ 133,674 $ 79,413 - 617,519
(3,232) (8,752) (43) - (12,027)
$ 401,200 $ 124,922 $ 79,370 - 605,492
$ 85,790 $ 19,126 $ (1,661) - 103,255
(465) (104) - 2,043 1,474
$ 85,325 $ 19,022 $ (1,661) 2,043 104,729
Year Ended December 31, 2005
Power
Oil Field Transmission Trailer orpbrate Total
$ 312,803 $ 112,527 $ 78,480 - 503,810
(5,728) (5,911) (4) - (11,643)
$ 307,075 $ 106,616 $ 78,476 - 492,167
$ 58,037 $ 13,621 $ (2,452) - 69,206
(378) (129) (2) 578 69
$ 57,659 $ 13,492 $ (2,454) 578 69,275
Year Ended December 31, 2004
Power
Oil Field Transmission Trailer orpbrate Total
$ 218,056 $ 81,622 $ 60,790 - 360,468
(2,031) (2,124) (32) - (4,187)
$ 216,025 3 79,498 $ 60,758 - 356,281
$ 25545 $ 2,243 $ (5,075) - 22,713
(456) 89 (4) 362 (9)
$ 25,089 $ 2,332 $ (5,079) 362 22,704

The Company’s concentration with respect to tradeoants receivable is limited. The large numberco$tomers and

diversified customer base across the three segnsamgicantly reduces the Company'’s credit riskeTCompany also has
strict policies regarding the granting of creditciasstomers and does not offer credit terms to tleaseomers that do not meet
certain financial criteria and other guidelines.
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(20) Quarterly Financial Data

The following table sets forth unaudited quartdimancial data for 2006 and 2005:

Quarterly Financial Data (Unaudited)

First Second Third Fourth

(Millions of dollars, except per share data) Quarter  Quarter Quarter Quarter
2006

Sales $ 1334 $ 147.7 $ 158.8 $ 165.6
Gross profit 35.4 39.1 38.7 43.0
Net earnings 15.2 17.4 17.4 23.0
Basic earnings per share 1.03 1.18 1.17 1.54
Diluted earnings per share 1.01 1.16 1.15 1.52
2005

Sales $ 1014 $ 1217 $ 1237 $ 1454
Gross profit 22.4 28.0 28.4 34.5
Net earnings 7.4 10.4 11.3 15.4
Basic earnings per share 0.53 0.73 0.78 1.05
Diluted earnings per share 0.52 0.71 0.76 1.03

Item 9. Changes in and Disagreements With Accountds on Accounting and Financial Disclosure

None

Item 9A. Controls and Procedures

Disclosure Controls and Procedures

Based on their evaluation of the Company’'s disalscontrols and procedures as of December 31, 20@5,Chief
Executive Officer of the Company, Douglas V. Smigind the Chief Financial Officer of the Company,R.Leslie, have
concluded that the Company’s disclosure controld procedures (as defined in Rules 13a-15(e) anc: R&H-15(e)
promulgated under the Securities Exchange Act 84)@re effective.

There were no changes in the Company’s internairebaver financial reporting during the quarteded December 31,
2006, that have materially affected, or are reasignbkely to materially affect the Company’s intetl control over
financial reporting.

Management’s Report on Internal Control over Fin@nReporting and the Report of the Independentifteged Public
Accounting Firm thereon are set forth in Parttiénh 8 of this report and are incorporated hereinggrence.

Item 9B. Other Information

None
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PART Il

Iltem 10. Directors and Executive Officers of the BRgistrant

The information required by Item 10 regarding dices is incorporated by reference from the infolioraunder the caption
“Nominees for Director” and under the caption “Infeation About Current and Continuing Directors” tine section
“Company Information” in the Company’s definitived®y Statement for the 2007 Annual Meeting of Stalllers (the
“Proxy Statement”), which will be filed within 1268ays after December 31, 2006. The information meguby Item 10
regarding audit committee financial expert disctesiand the identification of the Company’s auditmeoittee is
incorporated by reference from the information undlee caption “Board Committees” in the section hgmany
Information” in the Proxy Statement. The informaticequired by Item 10 regarding the disclosure elindjuent filers
pursuant to Item 405 of Regulation S-K is incorpedaby reference from the information under theticap“Section 16(a)
Beneficial Ownership Reporting Compliance” in theo® Statement. The information required by Item ré@arding
executive officers is incorporated by referencerfrihie information under the caption “InformationdAlt Current Executive
Officers” in the Proxy Statement.

The Company has adopted a written code of ethiotilexl the “Code of Ethics for Senior Financialfidérs of the
Company.” The Company requires all its senior feiahofficers, including the Company’s principal emutive officer,
principal financial officer and principal accourgimfficer, to adhere to the Code of Ethics for 8eriinancial Officers of
the Company in addressing the legal and ethicaksgncountered in conducting their work. The Carggeas also adopted
a written Corporate Code of Conduct applicable ltcsalaried employees of the Company, including $eaior financial
officers. The Company has made available to stddens the Code of Ethics for Senior Financial Gific of the Company
and the Corporate Code of Conduct on its websitevat.lufkin.com or a copy can be obtained by wiutito the Company
Secretary, P.O. Box 849, Lufkin, Texas 75902. Ameadment to, or waiver from, the Code of Ethics$enior Financial
Officers of the Company and the Corporate Code aifdiict will be disclosed in a current report onrR@-K within four
business days of such amendment or waiver as sshjbir the Marketplace Rules of the Nasdaq Stock®tainc.

ltem 11. Executive Compensation

The information required by Item 11 is incorporatsdreference from the information under the capitCompensation of
Executive Officers”, “Compensation Committee ReéhdiStock Option Plans”, “Compensation Committaedrlocks and
Insider Participation”, “Board Committees” and “Bator Compensation” in the Proxy Statement.

Iltem 12. Security Ownership of Certain BeneficialDwners and Management and Related Stockholder Matts

The information required by Item 12 related to sggwwnership of certain beneficial owners and age@ment and related
stockholder matters is incorporated by referenoenfthe information under the caption “Security Ovadp of Certain

Beneficial Owners and Management” in the Proxy &tent. Information concerning securities authorif@dissuance

under the Company’s equity compensation planstigasth in Item 5 of this report and is incorpordta Iltem 12 of this

report by reference.

Item 13. Certain Relationships and Related Transaabns

During 2006, there were no transactions with mamege and others, no business relationships regardirectors or
nominees for directors and no indebtedness of meanagt required to be disclosed pursuant to this 8. The information
required by Item 13 related to director indepeneéeiscincorporated by reference from the informatiorer the caption
“Information About Current and Continuing Directbis the Proxy Statement.

Iltem 14. Principal Accountant Fees and Services

The information required by Item 14 is incorporatad reference from the information under the captiBeport of the
Audit Committee” and “Independent Public Accountrih the Proxy Statement.
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PART IV

Iltem 15. Exhibits and Financial Statement Scheduge

(@) Documents filed as part of the report
1. Consolidated Financial Statements

Report of Independent Registered Public Accounfimm

Consolidated Balance Sheets

Consolidated Statements of Earnings

Consolidated Statements of Shareholders' Equityogrehensive Income
Consolidated Statements of Cash Flows

Notes to Consolidated Financial Statements

2. Financial Statement Schedules
Schedule 1I- Valuation and Qualifying Accounts

All other financial statement schedules are omitbedause of the absence of conditions under which
they are required or because all material inforamatrequired to be reported is included in the
consolidated financial statements and notes thereto

3. Exhibits

3.1  Fourth Restated Articles of Incorporation, as amendedudterl as Exhibit 4.1 to Lufkin
Industries, Inc.’s (the “Company”) registration statemen Form S-8 filed February 17,
2004 (File No. 333-112890), which exhibit is incorated herein by reference.

3.2 Articles of Amendment to Fourth Restated Articles of Inamngtion, included as Exhibit
3.1 to the Company’s current report on Form 8-K of the registfiled December 10, 1999,
which exhibit is incorporated herein by reference.

3.3  Restated Bylaws, included as Exhibit 3.1 to the Companytseati report on Form 8-K of
the registrant filed February 21, 2006 (File No. 0-02612hjcl exhibit is incorporated
herein by reference.

4.1  Form of Common Stock Certificate, included as Exhibit 4.1ttte Company’s quarterly
report on Form 10-Q of the registrant filed May 9, 2005 (File.[9-02612), which exhibit
is incorporated herein by reference.

*10.1 1990 Stock Option Plan, included as Exhibit 4.3 to the Comgsaregistration statement on
Form S-8 dated August 23, 1995 (File No. 33-62021), whiclm jddncorporated herein by
reference.

*10.2 1996 Nonemployee Director Stock Option Plan, included asilfi4.3 to the Company's
registration statement on Form S-8 dated June 28, 1996NBil&33-07129), which plan is
incorporated herein by reference.

*10.3  Incentive Stock Compensation Plan 2000, included as Eixlibt to the Company's

registration statement on Form S-8 filed February 17, 2@0& (No. 333-112890), which
exhibit is incorporated herein by reference.
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10.4

10.5

10.6

10.7

*10.8

*10.9

*10.1

*10.11

*10.12

Credit Agreement, dated December 30, 2002, between Lufidudtries, Inc., JPMorgan
Chase Bank and the lenders party thereto, included as Exhibl to the Company’s
quarterly report on Form 10-Q of the registrant filed May @02 (File No. 0-02612),
which exhibit is incorporated herein by reference.

Agreement and First Amendment to Credit Agreement, datete RO, 2004, between
Lufkin Industries, Inc. and JPMorgan Chase Bank, includedExhibit 10.2 to the
Company'’s quarterly report on Form 10-Q of the registraetfiMay 9, 2005 (File No. O-
02612), which exhibit is incorporated herein byerefce.

Agreement and Second Amendment to Credit Agreement, daledi&ry 1, 2005, between
Lufkin Industries, Inc. and JPMorgan Chase Bank, includedExhibit to the Company’s
quarterly report on 10.3 Form 10-Q of the registrant filedyMa 2005 (File No. 0-02612),
which exhibit is incorporated herein by reference.

Agreement and Third Amendment to Credit Agreement betweefkilh Industries, Inc.
and JPMorgan Chase Bank, National Association, included as Exhibit 10.3 to the
Company'’s current report on Form 8-K of the registrant fifebruary 21, 2006 (File N@&
02612), which exhibit is incorporated herein byerefice

Form of General Stock Option Agreement for the Company’s018€ck Option Plan,
included as Exhibit 10.4 to the Company’s quarterly reparfForm 10-Q of the registrant
filed May 9, 2005 (File No. 0-02612), which exhilstincorporated herein by reference.

Form of Stock Option Agreement with Chief Executive Offider the Company’s 1990
Stock Option Plan, included as Exhibit 10.5 to the Companyarterly report on Form 10-
Q of the registrant filed May 9, 2005 (File No. 0-02612), whiexhibit is incorporated
herein by reference.

Form of Stock Option Agreement for the Company’s 1996 Nonlegge Director Stock
Option Plan, included as Exhibit 10.6 to the Company’s arirtreport on Form 10-Q of
the registrant filed May 9, 2005 (File No. 0-02612), whicln#bit is incorporated herein by
reference.

Form of General Stock Option Agreement for the Company’s20fcentive Stock
Compensation Plan, included as Exhibit 10.7 to the Comsanyarterly report on Forrh0
Q of the registrant filed May 9, 2005 (File No. 0-02612), whiexhibit is incorporated
herein by reference.

Form of Stock Option Agreement with Chief Executive Offider the 2000 Incentive
Stock Compensation Plan, included as Exhibit 10.8 to the @2om's quarterly report on
Form 10-Q of the registrant filed May 9, 2005 (File No. 0-02B1which exhibit is
incorporated herein by reference.

52



*10.13

*10.14

*10.15

*10.16

*10.17

*10.18

*10.19

*10.20

*10.21

*10.22

*10.23

*10.24

Thrift Plan Restoration Plan for Salaried Employees of liufkndustries, Inc., as
amended

Retirement Plan Restoration Plan for Salaried Employeekudin Industries, In¢ as
amended.

Lufkin Industries, Inc. Supplemental RetirementRkas amended, as amended

Lufkin Industries, Inc. 2007 Variable Compensation Plargluided as Exhibit 10.1 to
Form 8-K filed February 20, 2007F{le No. 0-02612), which exhibit is incorporated
herein by reference.

Severance Agreement, dated November 11, 1999, betweernnLun#tustries, Inc. and
Larry M. Hoes included as Exhibit 10.13 to the Company’s quarterly report dorm 10-
Q of the registranffiled May 9, 2005 (File No. 0-02612), which exhibit is incorporated
herein by reference.

Severance Agreement, dated November 11, 1999, betweernnLun#tustries, Inc. and
John F. Glick included as Exhibit 10.14 to the Company’s quarterly report dtorm 10-Q
of the registrantfiled May 9, 2005 (File No. 0-02612), which exhibit is incorporated
herein by reference.

Severance Agreement, dated November 11, 1999, betweernnLun#tustries, Inc. and
Scott H. Semlingerincluded as Exhibit 10.15 to the Company’s quarterly report Gorm
10-Q of the registrantfiled May 9, 2005 (File No. 0-02612), which exhibit is
incorporated herein by reference.

Severance Agreement, dated May 3, 2000, between Lufkinsiniés, Inc. and Robert D.
Leslie, included as Exhibit 10.16 to the Company’s quarterly report dorm 10-Q of the
registrantfiled May 9, 2005 (File No. 0-02612), which exhibit is incorporated herein by
reference.

Severance Agreement, dated November 11, 1999, betweemluoflustries, Inc. and Paul
G. Perezincluded as Exhibit 10.17 to the Company’s quarterly report dform 10-Q of
the registranfiled May 9, 2005 (File No. 0-02612), which exhibit is incorporated herein
by reference.

Amended and Restated Employment Agreement, dated Janua899, between Lufkin
Industries, Inc. and Douglas V. Smith.

Severance Agreement, dated January 16, 1993, betweennLUikiustries, Inc. and
Douglas V. Smith, included as Exhibit 10.23 to the Compaasisual report on Form 10-
K of the registrant filed Match 16, 2006 (File No. 0-02612)ieh exhibit is incorporated
herein by reference.

Employment Agreement, dated as of August 18, 2006, by anddeet Lufkin Industries,
Inc. and Larry M. Hoes (incorporated by reference to Exhilfitl to Lufkin Industries,
Inc.’s Form 8-K (File No. 0-02612) filed on August, 2006).
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*10.25

*10.26

*10.27

*10.28

21

23

31.1

31.2

32.1

32.2

Employment Agreement, dated as of August 18, 2006, by andeeet Lufkin Industries,
Inc. and John F. Glick (incorporated by reference to ExHiBitl to Lufkin Industries, Inc.’s
Form 8-K (File No. 0-02612) filed on August 24, B)(

Employment Agreement, dated as of August 18, 2006, by andeeet Lufkin Industries,
Inc. and Scott H. Semlinger (incorporated by reference toitktx10.1 to Lufkin Industries,
Inc.’s Form 8-K (File No. 0-02612) filed on August, 2006).

Employment Agreement, dated as of August 18, 2006, by andeeet Lufkin Industries,
Inc. and Paul G. Perez (incorporated by reference to Exhibit to Lufkin Industries, Inc.’s
Form 8-K (File No. 0-02612) filed on August 24, B)C

Employment Agreement, dated as of August 18, 2006, by andeeet Lufkin Industries,
Inc. and Robert D. Leslie (incorporated by reference to BixHi0.1 to Lufkin Industries,
Inc.’s Form 8-K (File No. 0-02612) filed on August, 2006).

Subsidiaries of the registrant

Consent of Independent Registered Public Accouriing

Rule 13a-14(a)/15d-14(a) Certification of the Chief Executive Officer

Rule 13a-14(a)/15d-14(a) Certification of the Chief Financial Officer

Section 1350 Certification of the Chief ExecutivHi€er certification

Section 1350 Certification of the Chief Financidfi€er certification

* Management contract or compensatory plan or arrangement.
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SCHEDULE I

Lufkin Industries, Inc.
Valuation & Qualifying Accounts
(in thousands of dollars)

Additions
Balance at Charged to Balance at
Beginning Charged Other End of
Description of Year to Expense Accounts Deductions Year
Allowance for Doubtful Receivables:
Year Ended December 31, 2006 $ 759 (206) - (134) $ 687
Year Ended December 31, 2005 176 510 - (73) 759
Year Ended December 31, 2004 $ 291 272 - 387 % 176
Inventory: Valuation Reserves:
Year Ended December 31, 2006 $ 1,171 1,466 - 393 $ 2,244
Year Ended December 31, 2005 1,151 207 - 187 1,171
Year Ended December 31, 2004 $ 1,615 (195) - 269 $ 1,151
Inventory: LIFO Reserves:
Year Ended December 31, 2006 $ 24,544 4,344 - - $ 28,888
Year Ended December 31, 2005 20,985 3,559 - - 24,544
Year Ended December 31, 2004 $ 17,778 3,207 - - $ 20,985
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SIGNATURES

Pursuant to the requirements of Section 13 or)1&f(the Securities Exchange Act of 1934, the rtegig has duly
caused this report to be signed on its behalf byutidersigned, thereunto duly authorized.

LUFKIN INDUSTRIES, INC.

BY_/s/R. D. Leslie
R. D. Leslie

Signing on behalf of the registrant and as

Vice President/Treasurer/Chief Financial Officer
(Principal Financial and Accounting Officer)

Date: March 1, 2007

Pursuant to the requirements of the Securitieh&mxge Act of 1934, this report has been signedwblothe following
persons on behalf of the registrant and in the d#ipa and on the dates indicated.

Name Title Date

By_/s/ D. V. Smith President and Chief Executive Officer Matct?2007
D. V. Smith (Reipal Executive Officer)

By_/s/ R. D. Leslie Vice President/Treasurer/Chief Financial Gific March 1, 2007
R. D. Leslie ifRripal Financial and Accounting Officer)

By_/s/ L. M. Hoes Director March 1, 2007
L. M. Hoes (Exéiwe Vice President & Chief Operating Officer)

By_/s/ J. F. Anderson Director March 1, 2007
J.F. Anderson

By _/s/ S. V. Baer Director March 1, 2007
S. V. Baer

By_/s/ S. W. Henderson, i Director March 1, 2007
S. W. Henderson, llI

By_/s/ J. T. Jongebloed Director March 1, 2007
J. T. Jongebloed

By_/s/ J. H. Lollar Director March 1, 2007
J. H. Lollar

By_/s/ B. H. O’'Neal Director March 1, 2007
B. H. O'Neal

By_/s/ H. J. Trout, Jr. Director
March 1, 2007
H. J. Trout, Jr.

By_/s/ T. E. Wiener Director March 1, 2007
T. E. Wiener
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