











Corporate Officers

J. E. Glick
President
Chief Executive O cer

M. E. Crews
Vice President,

General Manager
Qil Field Division

T. L. Orr

Vice President,

General Manager

Power Transmission Division

S. H. Semlinger
Vice President,

General Manager
Manufacturing Technology

P. G. Perez
Vice President,
General Counsel
Corporate Secretary

R. D. Leslie

Vice President,
Treasurer,

Chief Financial O cer

Key Locations

Corporate Offices
P.O. Box 849

Lufkin, TX 75902-0849
936-634-2211

Houston Sales

Qil Field/Power Transmission
450 Gears Road, Suite 550

Houston, TX 77067

281-875-6500

Lufkin Automation

11375 West Sam Houston Parkway
Suite 800

Houston, TX 77031

281-495-1100

Foundry Sales

P. O. Box 849

Lufkin, TX 75902-0849
936-634-2211

Oil Field Domestic Service

Headquarters/Sales
P.O. Box 849

Lufkin, TX 75902-0849
936-634-2211

Gear Repair and Service

Headquarters/Sales
711 Industrial Blvd.
Lufkin, TX 75904
936-634-2211

Lufkin Industries, Inc. —

Singapore Representative Office
83 Clemenceau Avenue, #02-01

Shell House, Suite J

Singapore 239920

65-6887-3807

Lufkin Industries, Inc. —

Sales Office

P.O. Box 667

Worcester, WR4 OXR, United Kingdom
44-1905-616-204

Lufkin Industries Bahrain
O cel,Bldg. 332

Road 1309, Block 413

Tashan, Kingdom of Bahrain

973 36 200 375

Lufkin France, S.A.S.
Avenue des Chavannes
70020 Fougerolles, France
(33) 3-84-49-64-00

Lufkin France, S.A.S.
Aeroparc d Entzheim

Rue Icare  Le Neos

67960 Entzheim, France
(33) 3-90-29-76-20

Lufkin Canada Sales & Services
1050 McDougall Place, 808-4th Ave. S. W.
Calgary, Alberta T2P 3E8, Canada
403-234-7692

Lufkin Argentina Sales & Services
656 Roconquista 6th Floor A
1003 Buenos Aires, Argentina
(54) 297-448-1750

Lufkin Middle East
5 Road 281, Corner of 265
New Maadi

Cairo, Egypt
202-752-488-28

Lufkin & Partners, LLC
Way 3312, BId. 63 Flat 5-D Floor 5
Al-Khuwair

Sultanate of Oman

968 24475 5733

Lufkin Industries Australia
Pty. Ltd.

Level 18, Riverside Centre

123 Eagle Street

Brisbane, QLD 4000, Australia
61731122759

Lufkin Industries, Inc. —

Sales Office

Via Dei Mille 50, Interno 6
56038 Ponsacco, Pisa, Italy
39-0587-734-472

Common Stock Transfer
Agent

Computershare Investor Services,

LLC

2 North LaSalle Street
Chicago, IL 60602
866-781-1368

Auditors

Deloitte & Touche, LLP
333 Clay Street, Suite 2300
Houston, TX 77002-4196
713-982-2000

LUFKIN INDUSTRIES Annual Report 2007 | 16



test



Form 10-K



test



LUFKIN INDUSTRIES, INC.

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.
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ltem 1. Business

Lufkin Industries, Inc. (the “Company”) was incorpted under the laws of the State of Texas on Marc902, and since
that date has maintained its principal office andnaofacturing facilities in Lufkin, Texas. The Coamy employed
approximately 2,700 people at December 31, 200@luding approximately 1,850 that were paid on amrlyobasis.

Certain operations are subject to a union conttedtexpires in October 2008. The Company is dibinigo three operating
segments: Oil Field, Power Transmission and Trailer

In January 2008, the Company announced the decision to suspend its participation in the commercial trailer markets and to
develop a plan to run-out existing inventories, fulfill contractual obligations and close all trailer facilities during 2008. See
the Trailer section below for more information.

Oil Field

Products:

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

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

Service Through a network of service centers, the Compgeanysports 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 ordemsgximize 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 stfesw material used, Oil Field does not enter iiotay-term contracts for
raw materials but generally does not experiencetapes of raw materials. During the period of 2@®ugh 2007, Oll
Field did not experience any significant materiabrsages or rapid price increases. Raw materiakprare not expected to
decline in the short-term nor are shortages exped@ertain materials like steel round and bearingge continued to
experience price increases and longer lead timesv Raterial prices may continue to increase andlabiity may
decrease with little notice.

The nature of the products manufactured and sehgeaerally requires skilled labor. Oil Field's l#lyito 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 depeadghe level of new onshore oil well and workodeitling activity
as well as the depth and fluid conditions of thatlidg. Drilling activity is driven by the availdb cash flow of the
Company’s customers as well as their long-termggtions of the level and stability of the priceodif The higher energy
prices experienced since 2004 have increased tmartk for pumping units and related service and ymtzdfrom higher
drilling activity, activation of idle wells and thepgrading of existing wells. During 2007, demandhe North American
market has been negatively affected, compared@6 Bfvels, by the impact of lower natural gas @ioa coal-bed methane
and other unconventional gas production that udepromps to de-water wells, drilling program del&rgsn M&A activity,
cost control efforts deferring or reducing capgpénding programs and the competitive pressure lioarar-priced pumping
units in areas traditionally served by the used omarket. Traditionally, as pumping unit demandé@ases and availability
of used equipment diminishes, demand for new eqeifinmcreases, as was experienced in 2006. Inagigsn 2007,
lower-priced imported pumping units have enterezl Nlorth American market in place of used equipnaamt reduced the
incremental demand for the Company’s new pumpingsuhlowever, the demand for pumping units, oitfiskervices and
automation equipment continue to increase in itgéonal markets. While a majority of the segmem\senues are in North
America, international opportunities continue tergmse as new drilling increases and existing Siefdhture, requiring
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increased use of pumping units for artificial léspecially in the South American, Russian and Midghstern markets. An
Oilfield customer and its related subsidiaries espnted 14.9%, 11.6% and 8.2% of consolidated coyngales in 2007,
2006 and 2005, respectively. The loss of this costowould have a material adverse effect on trgsneat.

Competition:

The primary global competitor for new pumping urdatel automation equipment is Weatherford, but Gt@maanufacturers
of pumping units are increasingly present in theka@ Used pumping units are also an importantofaat the North
American market, as customers will generally atteimopsatisfy requirements through used equipmefrbepurchasing
new equipment. While the Company believes th& dne of the larger manufacturers of sucker roghing units in the
world, manufacturers of other types of units (sutsiides and hydraulics) have a significant shar¢heftotal 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 speedhigher torque input to higher speed and lowegue output while
speed reducers convert higher speed and lowerdonguit to lower speed and higher torque outpué 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 mudtiestgearboxes 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 mgniedlly service
commodity-related industries like rubber, sugapgrasteel, plastics, mining and cement as wethasne propulsion.

Parts- The Company manufactures capital spares for mest® in conjunction with the production of new deees, as
well as producing parts for aftermarket 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 na¢an manufacturing its products. The principarmaterials are steel
plate, round alloy steel, iron castings and sterjings. Due to the customized nature of its prtgju@ower Transmission
generally does not enter into long-term contractsdw materials. Though raw material shortagesrdrequent, lead times
can be long due to the custom nature of many airdsrs. Raw material prices are not expected ¢traein the short-term
and may continue to increase with little noticert@i@ materials like steel round and bearings hla@inued to experience
price increases and longer lead times. Raw matandlcomponent part shortages are not expectdieishort-term, but
certain supplier lead-times have grown, especladigring suppliers.

The nature of the products manufactured and setvigenerally 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 ee@in October 2008.



Markets:

Power Transmission services many diverse markets,high-speed gearing for markets such as petrogtads, refineries,
offshore production and transmission of oil and-&peed gearing for the gas, rubber, sugar, pafesl, plastics, mining,
cement and marine propulsion, each of which hasvits unique set of drivers. Favorable conditionsdioe market may be
unfavorable for another market. Generally, if gahglobal industrial capacity utilizations are rogh, spending on new
equipment lags. Also impacting demand are govermmegulations involving safety and environmentauiss that can
require capital spending. Recent market demande&sers have come from energy-related markets sudiefiaing,
petrochemical, drilling, coal, marine and power gm@tion in response to higher global energy pridégse market trends
are expected to continue throughout 2008, assugrieggy prices stay at or near recent levels.

Competition:

Despite the highly technical nature of the produaotghis segment, there are many competitors. Whkdeeral North
American competitors have de-emphasized the markatyy European companies remain in the market. @otops
include Flender Graffenstaden, BHS, Renk, KreiteaGech, Rientjes, Falk, and Horsburgh & Scott. [é&/price is an
important factor, proven designs, workmanship andireeering support are critical factors. Due tcstithe Company
outsources very little of the design and manufactuprocesses.

Trailer

Products:

The Trailer segment manufactures various highwaijetis 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 #redentry of additional competitors, van traileicprg reached a level that
did not yield acceptable returns on the capital leygal. In the third quarter of 2006, the Compangamced its decision
not to accept additional orders for new van trailekfter the existing backlog of van trailers waanuafactured by early
2007, the van trailer manufacturing capacity waepboyed for additional flatbed and dump production

Flatbeds Flatbed style trailers used in hauling heaviad®that do not require protection from outdoomalets.

Dumps- Trailers designed to haul bulk materials likevgleor 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 had ainoontracts for
aluminum for van production in order to mitigatdcpr fluctuations, but due to the configurable natof its products,
Trailer does not have long-term purchase contractgs other raw material purchases. Raw matehaitages have been
infrequent. Raw material prices are not expectedktine in the short-term nor are shortages exgect

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 féiesi 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 trailer products tire United States to small and medium size fleeiglit-hauling
companies through a dealer network. Demand inntlaigket is driven by the available cash flow or fic@g capabilities of
the industry, age of the trailer fleets, changeganernment regulations, availability of qualityedstrailers and the medium-
term outlook for freight volumes. The profitabilibf the freight-hauling market is driven by freigitlumes, fuel prices,
wage levels and insurance costs. Due to poor madkeditions, the Company decided in the third qeradf 2006 not to
participate in the van market until market condiiosupport better operating margins. This decigiame Trailer the
capability to expand manufacturing capacity oflfet and dump trailers quickly in response to madeshand. However,
recent flatbed and dump trailer demand has dealahse to the reduced activity in the home and matstruction markets
as well as reduced profitability from higher fueliges. In 2007, industry order rates and backlog ffatbed trailers
decreased over 40% and for dump trailers over 26ftpared to 2006 levels. In the fourth quarter d720ndustry order
rates and backlog for flatbed and dump trailergeesed almost 50% compared to the fourth quart@006. Due to these
market conditions, in January 2008, the Companyanced the decision to suspend its participatiothencommercial
trailer markets and to develop a plan to run-ousteg inventories, fulfill contractual obligatiorsnd close all trailer
facilities during 2008.



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 compami@ the highest market share are Great Dane aabash, along with
several other large manufacturers like Utility, (Btbton, Fontaine, Vanguard and Hyundai. The Compuko®s not have a
significant market share in the trailer market.

See Note 16 in Notes to Consolidated FinancialeStants 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 sasnd hazardous wastes and occupational safetly reealth.

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&raions 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 oulte®f operations.

Available Information

The Company makes available, free of charge, thraug website, www.lufkin.com, its annual reports Borm 10-K,
quarterly reports on Form 10-Q, current reports=orm 8-K and amendments to those reports filediori$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.



ltem 1A. Risk Factors.

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

A decline in domestic and worldwide oil and gas lliing activity would adversely affect the Companyigsults 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 explomatind production
companies. This capital spending is driven byenirprices for oil and gas and the perceived statasihd 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 unceytaimnorld 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 econoradnditions 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.

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 gcgeak of

approximately 306,000 units in 1999, falling to eppmately 140,000 by 2001, rebounding to approxetya280,000 units
in 2006 and falling to approximately 217,000 in 200Customers historically have replaced trailarsyicles that run from
five to 12 years, depending on service and traijpe. Poor economic conditions can adversely affieenand for new
trailers and in the past have led to an overalh@gi trailer fleets beyond this typical replacemneycle. Due to poor market
conditions, the Company decided in the third quaofe2006 not to participate in the van market, ,aimdJanuary 2008,
announced the decision to suspend participatidghéncommercial trailer markets and to develop a pdarun-out existing

inventories, fulfill contractual obligations andsk all trailer facilities in 2008.



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

The Company uses large amounts of steel, iron &wrieity in the manufacture of its products. Tiéce of these raw
materials has a significant impact on the costrotlpcing products. Steel and electricity pricegehimcreased significantly
in the last five years, caused primarily by highaergy prices and increased global demand. Simst of the 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 denfegight costs and transportation availability, intey levels of brokers
and dealers, the level of imports and general enenconditions may affect the price of cast irom ateel. Raw material
prices may increase significantly in the futureert@in items such as steel round, bearings andialumhave continued to
experience price increases, price volatility antgkr lead times. If the Company is unable to passé raw material price
increases on to its customers, margins, resultgerations, cash flow and financial condition cooédadversely affected.

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 iklality 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, material disruptions may occur in the fatu Raw material shortages and allocations mayltr@s inefficient
operations and a build-up of inventory, which cagatively affect the Company’s working capital piasi. The loss of any
of the Company’s suppliers or their inability to enets price, quality, quantity and delivery reeuirents could have an
adverse effect on the Company’s business and sesiuttperations.

The inherent dangers and complexity of the Compagyperations 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 additinany 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$fe, damage to property, equipment, or the emwinent, regulatory
investigations and penalties and the suspensidheoénd-user’s operations. If the Company’s pectglor services fail to
meet specifications or are involved in accident$adures, we could face warranty, contract, oreotlitigation 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 levelssk coverage or
policy limits that we deem adequate or at premitihat 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.

Any future damages deemed to be caused by the Gorisparoducts 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 ananfiral condition. Litigation and claims for whighe are not insured can
occur, including employee claims, intellectual prdy claims, breach of contract claims, and wagr&tdims.

We may not be able to successfully integrate futacguisitions, which will cause us to fail to reak expected returns.

The Company continually explores opportunities tguare related businesses, some of which could beenal to the
Company. The ability to continue to grow, howeveray depend upon identifying and successfully adogliattractive
companies, effectively integrating these comparaehkjeving cost efficiencies and managing thesébases as part of the
Company. The Company may not be able to effegtiuelegrate the acquired companies and successiulbyement
appropriate operational, financial and managemgstems and controls to achieve the benefits expgeaotessult from these
acquisitions. The Company’s efforts to integratese businesses could be affected by a numberctdréabeyond 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 negativelyach the Company’s business and results of opesatid-urther, the
benefits that the Company anticipates from thesgiaitions may not develop.



Labor disputes, increasing labor costs and the eafipn of our current labor contract could have a aterial adverse
effect on our business.

The Company’s main U.S. manufacturing facilitiee amionized and the current labor contract withpees to those
facilities expires in October 2008. The Companyrzd assure that any disputes, work stoppagesikestwvill not arise in
the future. In 2002, a strike involving union emy#es, which continued for approximately 14 conseeways, resulted in
operating losses for us. In addition, when oustéxg collective bargaining agreement expires,Gbenpany cannot assure
that it will be able to reach a new agreement wighemployees or that any new agreement will bewdrstantially similar
terms as the existing agreement. Labor costs mengase significantly as a result of the negotetitor 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 unablerébain the customer
relationships and technical expertise providedigy@ompany’s management team and professionalrpeio

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

The industries in which the Company operates agéljicompetitive. 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 neart 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 trailén January 2008, the Company announced thesidadio suspend its
participation in the commercial trailer markets aoddevelop a plan to run-out existing inventoriggfill contractual
obligations and close all trailer facilities.

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 turay adversely affect its sales margins, resultspefations, cash flow
and financial condition.

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

While the Company owns numerous facilities domeadificand internationally, its primary manufacturifagilities in and
around Lufkin, Texas accounts for a significantceetage of its manufacturing output. An unexpedisduption in the
Company’s production at these facilities or inntanagement information systems for any lengthoetivould have an
adverse effect on our business, financial condisiod 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 B@dunerica, that are
subject to risks of war, political disruption, diwdisturbance, economic and legal sanctions (sichestrictions 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 particuldie occurrence of any of
these risks could result in the following eventsich in turn, could materially and adversely imptet Company’s results
of operations:

e disruption of oil and natural gas exploration andduction activities;

e restriction of the movement and exchange of funds;

e 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 affectgabtions 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.-ddmesiness. If actions under U.S. trade laws westtuted that limited
the Company’s access to these products, the abilitgeet its customer specifications and deliveguirements 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 ratkyiwhich 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 assutdutume currency exchange rate fluctuations wilt have an adverse
affect on its results of operations.

Significant changes in pension fund investment pemfnance or assumptions relating to pension costsymaave a
material effect on the valuation of pension obligans, the funded status of pension plans, and o@ngion cost.

Our funding policy for our pension plan is to acadate plan assets that, over the long-run, willragimate the present
value of projected benefit obligations. Our penstost is materially affected by the discount rageduto measure pension
obligations, the level of plan assets availabléutal those obligations at the measurement datelanéxpected long-term
rate of return on plan assets. Our pension plasupported by pension fund investments that aretil@land subject to
financial market risk, including fixed income, dostie and foreign equity securities, real estate leadbe funds. Significant
changes in investment performance or a change enptirtfolio mix of invested assets could resultcorresponding
increases and decreases in the valuation of pksetsasr in a change of the expected rate of retarplan assets. A change
in the discount rate would result in a significamtrease or decrease in the valuation of pensidigaitons, affecting the
reported funded status of our pension plans as agethe net periodic pension cost in the followfisgal years. Similarly,
changes in the expected return on plan assets aesldt in significant changes in the net periogension cost for
subsequent fiscal years.



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

The trading price of the Company’s common stock basn and may continue to be subject to large datzins. 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 2oy sells;

° the introduction of new technologies or productghm®y Company or its competitors;

° changes in expectations as to the Company’s fiituaacial performance, including financial estimsatgy

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 cagitahmitments;

° changes in laws and regulations; and

° general economic and competitive conditions.

Iltem 1B. Unresolved Staff Comments.

None

Iltem 2. Properties

The Company's major manufacturing facilities areated in and near Lufkin, Texas, are company-owaed include
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 locatiores @mpany-owned, with some leased. None of thessek qualify as
capital leases.
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Item 2. Properties (continued)

Internationally, there are company-owned facilitiesg the production and servicing of pumping unéded power
transmission products. The facilities by segmeet ar

Qilfield (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 servéeers to support the Oil Field segment. The nigjof these locations
are owned by the Company, with some leased. Notieeskt leases qualify as capital leases.

Item 3. Legal Proceedings

A class action complaint was filed in the U.S. BettCourt for the Eastern District of Texas on klar7, 1997, by an
employee and a former employee who alleged raazidimation in employment. Certification hearingsne conducted in
Beaumont, Texas in February 1998 and in Lufkin,aei August 1998. In April 1999, the District Cbissued a decision
that certified a class for this case, which inchlidd black employees employed by the Company fikéanch 6, 1994, to the
present. The case was closed from 2001 to 2003 whé parties unsuccessfully attempted mediatioial Tor this case
began in December 2003, but was postponed by th&i@®iCourt and was completed in October 2004. Ghly claims

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

On January 13, 2005, the District Court entersddiecision finding that the Company discriminategiast African-
American employees in initial assignments and ptoons. The District Court also concluded that thiecdmination
resulted in a shortfall in income for those empkyand ordered that the Company pay those emplipedspay to remedy
such shortfall, together with pre-judgment interiesthe amount of 5%. On August 29, 2005, the QstCourt determined
that the backpay award for the class of affectedleyees would be $3.4 million (including interest¥anuary 1, 2005) and
provided a formula for attorney fees that the Comypastimates will result in a total not to exce@ds$million. In addition
to back pay with interest, the District Court (j@ned and ordered the Company to cease and dabisicially 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 AlpB, 2007, the Company appeared before the agpetlaurt in New
Orleans for oral argument in this case. The thtestiges in this case will now prepare their decisimd the Company
believes that after a full and fair review of thé@dence, the Court of Appeals will determine thiae plaintiffs have not
established their claims of discrimination by thenthbany against the plaintiffs and will enter a dewi to that effect and
will dismiss the case against the Company. At tinie, the Company has concluded that an unfavor@blaate outcome is
not probable. If the District Court’'s decision esversed and remanded for a new trial, the Compakyigorously defend
itself on retrial. While the ultimate outcome andpiact of these claims against the Company canngiréeicted with
certainty, the Company believes that the resolstiohthese proceedings will not have a materialeegbs effect on its
consolidated financial position. However, should tBompany be unsuccessful in its appeal, the fie&rmination could
have a material impact on the Company’s reportediegs, results of operations and cash flows iataré reporting period.

There are various other claims and legal procesdaniging in the ordinary course of business pendigainst 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.

Iltem 4. Submission of Matters to a Vote of SecutHolders

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, 2008, there were approximately 431rdebolders 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 208@d 2006, the high and low sales price per shérmhe Company’s
common stock and the dividends paid per share @Ctdmpany’s common stock.

2007 2006
Stock Price Stock Price
Quarter High Low Dividend High Low Dividend
First $ 63.07 $ 5023 $ 0.21 $8.67 $ 4556 $ 0.11
Second 67.43 55.81 0.21 71.47 50.21 0.15
Third 73.25 50.73 0.23 65.21 49.05 0.18
Fourth 62.90 50.84 0.23 61.46 50.66 0.18

The Company has paid cash dividends for 68 consecyears. Total dividend payments were $13.1iam|l $9.2
million and $5.5 million in 2007, 2006 and 2005spectively.

Equity Compensation Plan Information

The following table sets forth securities of then@many authorized for issuance under equity compgEmsplans at
December 31, 2007.

Number of securities
remaining available fc

Number of securities future issuance under
to be issued upon Weighted-average equity compensation
exercise of outstandit exercise price of plans (excluding
options, warrants and  outstanding options, securities reflected in
Plan Category rights (a) warrants and rights (b) column (a))
Equity compensation plans approved by
security holders 659,143 $30.87 1,158,868

Equity compensation plans  not
approved by security holders -

Total 659,143 $30.87 1,158,868

2,200,000 shares were authorized for issuance guotrsa the 1990 Stock Option Plan, 300,000 shas¥s wuthorized for
issuance pursuant to the 1996 Nonemployee DireStock Option Plan and 2,800,000 shares were aa#ubrior
issuance pursuant to the Incentive Stock Compemsdtian 2000. In May 2007, shareholders approvedatidition of
1,000,000 shares to the 2000 plan. Awards may batgd pursuant to the Incentive Stock Compensdian 2000
include options, restricted stock, performance aagphantom shares, bonus shares and other steeki-bavards.
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Purchases of Equity Securities by the Issuer arfididaéd Purchasers

During the fourth quarter of 2007, the Company repased shares pursuant to a plan approved bydaed®f Directors
in the third quarter of 2007, under which the Compwas authorized to spend up to an aggregate @0%8illion for

repurchases of its common stock. Repurchased shezesmdded to treasury stock and are availablgdaeral corporate
purposes including the funding of the Company’'sistoption plans. During the fourth quarter of 20@@0,000 shares
were repurchased under the above plan at an adgregae of $5.5 million, or an average price oA¥3. As of

December 31, 2007, 500,000 shares had been repectiz an aggregate price of $25.4 million, or $54er share
under the 2007 plan. As of December 31, 2007, th@gany held 895,278 shares of treasury stock aggregate cost of

approximately $31.6 million. At December 31, 20@pproximately $4.6 million of repurchase authoii@as remained
under the 2007 plan.

A summary of the Company’s repurchase activitytf@ three months ended December 31, 2007, is lasviol

Issuers Purchases of Equity Securities

Total Number of Approximate Dollar

Total Number Average Shares Purchased as Value oéShdat

of Shares Price Paid Part of Publicly May Yet Be Pasehl

Period Purchased per Share Announced Plans Underahs PI
October 1 - October 31 - $ - - $ 10,084,369
November 1- November 30 - - - 10,084,369
December 1 - December 31 100,000 54.61 100,000 4,623,918
Total 100,000 $ 54.61 100,000 $ 4,623,918

As of December 31, 2007, 500,000 shares had bgmmafeased at an aggregate price of $25.4 millior$§53.91 per

share under the 2007 plan. As of December 31, 20@7Company held 895,278 shares of treasury sibek aggregate
cost of approximately $31.6 million. At December, 2D07, approximately $4.6 million of repurchasehauzations

remained under the 2007 plan.

Iltem 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 future opengtiresults.

(In millions, except per share data) 2007 2006 2005 4200 2003
Sales $ 597.2 $ 6055 $ 4922 $ 356.3 2%2.3
Net earnings 74.2 73.0 544 14.4 9.7
Net earnings per share:

Basic 4.98 492 3.10 1.06 0.74

Diluted 4.92 4.83 3.03 1.04 0.73
Total assets 500.7 429.1 359.8 300.3 263.7
Cash dividends per share 0.88 0.62 0.38 0.36 0.36
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Iltem 7. Management's Discussion and Analysis of k@ncial Condition and Results of Operations

Overview
General

Lufkin Industries is a global supplier of oil fieldower transmission and trailer products. Throitig®il Field segment,
the Company manufactures and services artificigiprecating rod lift equipment and related produethich are used
to extract crude oil and other fluids from welldardugh its Power Transmission segment, the Compaayufactures
and services high-speed and low-speed speed iegeasd reducing gearboxes for industrial applarati Through its
Trailer segment, the Company manufactures varidgisway trailers, including flatbed and dump traslewhile these
markets are price-competitive, technological andliqdifferences 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, custaediziesigns, rapid manufacturing response to derttanodigh plant
capacity, inventory and vertical integration, su@eiquality and customer service, and an intermationetwork of
service locations. In addition, the Company’stefyg is to maintain a low debt-to-equity ratio irder to quickly take
advantage of growth opportunities and pay dividemdsn during unfavorable business cycles.

In support of the above strategy, the Company hesnbmaking capital investments in Oil Field to ease

manufacturing capacity and capabilities in its ¢hnmain manufacturing facilities in Lufkin, Texasarf@ada and
Argentina. These investments should reduce prooiudéiad times and improve quality. Investments alsatinue to be
made to expand the Company’s presence in automptimfucts and international service, as with theengly opened
service facility in Oman. In Power Transmissiorg tiompany continues to expand its gear repair n&tiwp opening

and expanding facilities in various locations ireth).S. and Canada. The Company is making targeapitat

investments in the U.S. and France to expand cgpand reduce manufacturing lead times as welleaain capital

investments targeting cost reductions. In Traitlere to poor current and forecasted market conditionJanuary 2008,
the Company announced the decision to suspendiitEipation in the commercial trailer markets dodlevelop a plan
to run-out existing inventories, fulfill contraciuabligations and close all trailer facilities dogi 2008.

Trends/Outlook

Oilfield

Demand for pumping unit equipment primarily depewtsthe level of new onshore oil well and workowkilling
activity as well as the depth and fluid conditimfghat drilling. Drilling activity is driven by th available cash flow of
the Company’s customers as well as their long-teemteptions of the level and stability of the prafeoil. The higher
energy prices experienced since 2004 have increth@edemand for pumping units and related servia @roducts
from higher drilling activity, activation of idle @lls and the upgrading of existing wells. Duringd20demand in the
North American market has been negatively affectedypared to 2006 levels, by the impact of lowdursd gas prices
on coal-bed methane and other unconventional gaduption that use rod pumps to de-water wells]idglprogram
delays from M&A activity, cost control efforts defeng or reducing capital spending programs and dbmpetitive
pressure from lower-priced pumping units in are@slitionally served by the used unit market. Tradilly, as
pumping unit demand increases and availability sfduequipment diminishes, demand for new equipimentases, as
was experienced in 2006. Increasingly in 2007, lepriced imported pumping units have entered thetiNAmerican
market in place of used equipment and reduced tecinental demand for the Company’s new pumpindsuni
However, the demand for pumping units, oilfield véees and automation equipment continue to increiase
international markets. While a majority of the semmis revenues are in North America, internatioopportunities
continue to increase as new drilling increases existing fields mature, requiring increased useuwiping units for
artificial lift, especially in the South AmericaRussian and Middle Eastern markets.

Power Transmission

Power Transmission services many diverse markeit) high-speed gearing for markets such as petroatsds,
refineries, offshore production and transmissioroibfand slow-speed gearing for the gas, rubbegasupaper, steel,
plastics, mining, cement and marine propulsionhezavhich has its own unique set of drivers. Fabde conditions for
one market may be unfavorable for another markene@lly, if general global industrial capacityliatitions are not
high, spending on new equipment lags. Also impactiemand are government regulations involving ga#etd
environmental issues that can require capital SpgnéRecent market demand increases have comednargy-related
markets such as refining, petrochemical, drilliagal, marine and power generation in responsegbehiglobal energy
prices. These market trends are expected to canthmoughout 2008, assuming energy prices stagcant levels.
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Trailer

The Company primarily sells its trailer productstive United States to small and medium size flegight-hauling
companies through a dealer network. Demand inntlaigket is driven by the available cash flow or finimg capabilities
of the industry, age of the trailer fleets, changegovernment regulations, availability of qualitged trailers and the
medium-term outlook for freight volumes. The praftlity of the freight-hauling market is driven Iligeight volumes,
fuel prices, wage levels and insurance costs. Dymbr market conditions, the Company decided éntkiird quarter of
2006 not to participate in the van market until kedrconditions support better operating marginceRe flatbed and
dump trailer demand has decreased due to the rédamtévity in the home and road construction masket well as
reduced profitability from higher fuel prices. 0@, industry order rates and backlog for flath@ildrs decreased over
40% and for dump trailers over 25% compared to amagle 2006 levels. In the fourth quarter of 2G@dustry order
rates and backlog for flatbed and dump trailerselesed almost 50% compared to comparable 2006slé¥uajected
market conditions for 2008 do not indicate sigrfic improvement over current market levels, whiobuld cause
Trailer to yield unacceptable returns in these reitperiods Due to these market conditions, in January 2008, th
Company announced the decision to suspend itscjgation in the commercial trailer markets and évelop a plan to
run-out existing inventories, fulfill contractuabligations and close all trailer facilities in 2008

Summary of Results

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

Overall, sales for the year ended December 31, 2D8teased to $597.2 million from $605.5 millian the year ended
December 31, 2006, or 1.4%. Sales for 2005 were2.24illion. This decline in 2007 was primarily den by
decreased sales of van trailers related to thesidecin 2006 to cease production of that produce.liAdditional
segment data on sales is provided later in this®sec

Gross margin for the year ended December 31, 200igased to 27.9% from 25.8% for the year endeckBwer 31,
2006, and 23.0% for year ended December 31, 2005. dverall gross margin improvement from 2006 wemarily
due to the favorable mix effect of decreased lomargin trailer sales being offset by increasedssafehigher-margin
power transmission products. The gross margin ivgareent in 2006 over 2005 was primarily related éotain cost
reductions related to capital expenditures and avgd margins in Power Transmission due to increaaézs of higher-
margin energy-related high-speed units. Additisegment data on gross margin is provided latenigngection.

The improvement in gross margin in 2007 was offigehigher selling, general and administrative exggsrand a higher
net tax rate. The net tax rate in 2006 was 30.3%tduhe benefits of research and experimentasigrciedits, current
and deferred state tax rate adjustments and ostienae revisions. The Company reported net easnifigh74.2 million
or $4.92 per share (diluted) for the year endedeldier 31, 2007, compared to net earnings of $7dldmor $4.83
per share (diluted) for the year ended DecembePB26. Net income of $44.5 million or $3.03 perrgh@iluted) was
reported for the year ended December 31, 2005.

Debt/equity (long-term debt net of current portema percentage of total equity) levels were 0.8%fd@ecember 31,
2007, December 31, 2006 and December 31, 2005. dahces at December 31, 2007, were $95.7 millipnfrom
$57.8 million at December 31, 2006, due to higher @arnings and lower capital expenditures offisgtincreased
treasury stock purchases and higher dividends.
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Year Ended December 31, 2007 Compared to Year Endéecember 31, 2006:

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

Increase/ % Increase/
Year Ended December 31 2007 2006 (Decrease) (Decrease)
Sales
Oil Field $ 397,354 $ 401,200 $ (3,846) (2.0)
Power Transmission 158,452 124,922 33,530 26.8
Trailer 41,381 79,370 (37,989) (47.9)
Total $ 597,187 $ 605,492 $ (8,305) (1.4)
Gross Profit
Oil Field $ 109,091 $ 109,414 $ (323) (0.3)
Power Transmission 52,476 41,024 11,452 27.9
Trailer 4,801 5,811 (1,010) (17.4)
Total $ 166,368 $ 156,249 $ 10,119 6.5

Oil Field

Oil Field sales decreased slightly to $397.4 millior 1.0%, for the year ended December 31, 200w $401.2 million

for the year ended December 31, 2006. Increased sébil field services, automation equipment agad pumping units
in the Middle East and Argentina markets was offgetower sales of new pumping units in the Nortimeican market.
Oil Field's backlog increased to $76.9 million @&December 31, 2007, from $67.1 million at Decem®&r 2006. This
increase is related to increased orders for theedtiga and Middle East markets, partially offsetvgaker demand for
new pumping units in the North American market.

Gross margin (gross profit as a percentage of sédeghe Oil Field segment increased slightly 526 for the year
ended December 31, 2007, compared to 27.3% foygheended December 31, 2006, or 0.2 percentagéspoi

Direct selling, general and administrative experfee®il Field increased to $17.5 million, or 12.1%r the year ended
December 31, 2007, from $15.6 million for the yeaded December 31, 2006. This increase is duegttehiemployee-
related expenses in support of increased salessldbiect selling, general and administrative exges as a percentage
of sales also increased to 4.4% for the year emsm@mber 31, 2007, from 3.9% for the year endecebBder 31, 2006.

Power Transmission

Sales for the Company’'s Power Transmission segnmareased to $158.5 million, or 26.8%, for the yemded
December 31, 2007, compared to $124.9 million fer year ended December 31, 2006. This growth wasesbult of
increased sales of high-speed units to the eneigyed markets, such as power generation and dilgas drilling,
production and refining from both the U.S. and Eemmanufacturing facilities and low-speed marinésufor the
coastal, river and inland-waterway transportaticarket. Power Transmission backlog at December BQ7 2increased
to $122.2 million from $95.6 million at December, 2006, primarily from sales of new units for thenne and oil-
drilling markets.

Gross margin for the Power Transmission segmemnéased to 33.1% for the year ended December 37T, 2@Mnpared
to 32.8% for the year ended December 31, 2006, frameased plant efficiencies and fixed cost cogertom higher
production volumes and the benefit of greater saldsgh-speed units.

Direct selling, general and administrative experfsefower Transmission increased to $18.3 millienl17.4%, for the
year ended December 31, 2007, from $15.6 milliarilie year ended December 31, 2006. This incresadae to higher
employee-related expenses in support of increasled solumes. Direct selling, general and admiaiste expenses as a
percentage of sales, however, decreased to 11.8%héoyear ended December 31, 2007, from 12.5%tHeryear
ended December 31, 2006.
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Trailer

Trailer sales for the year ended December 31, 208dreased to $41.4 million, or 47.9%, from $79illion for the year
ended December 31, 2006. This decrease is primagisited to the decline in new van trailer salepresenting over
78% of the sales decline. New van sales were inepaloy the Company’s decision in 2006 not to takaitamhal orders
for van trailers due to poor market conditions.eSdbr flatbed and dump trailers were also lowes ttuweakness in the
home construction market, low demand in the roadstaction market and reduced Gulf Coast cleanftqrte from
lower hurricane activity. Backlog for the Trailezggnent decreased to $3.4 million at December 327 26ompared to
$18.4 million at December 31, 2006. The backlogrel@se was primarily from lower flatbed and dumpeosdcas well as
from lower van trailer backlog related to the dewmisto not take additional van trailer orders.

Trailer gross margin increased to 11.6% for ther yeamled December 31, 2007, from 7.3% for the yaded September
30, 2006, or 4.3 percentage points. This increas® primarily due to the favorable mix effect of lwan trailer sales,
which traditionally had lower gross margins thaattiled or dump trailers, being partially offset g reconfiguration
costs in the first quarter of 2007 and lower platilization impacting fixed cost coverage.

Direct selling, general and administrative experfeeslrailer decreased to $1.6 million, or 34.6%r the year ended
December 31, 2007, from $2.4 million for the yeaded December 31, 2006, from lower general ligbilégal and
claims expenses. Direct selling, general and adinative expenses as a percentage of sales indréasg.9% for
the year ended December 31, 2007, from 3.1% foyé&lae ended December 31, 2006.

Corporate/Other

Corporate administrative expenses, which are atéatto the segments primarily based on historiuiati{party revenues,
increased to $21.6 million, or 11.8%, for the yeaded December 31, 2007, from $19.3 million for ylear ended
December 31, 2006, primarily from the higher empleyelated expenses and stock option expenses.

Net interest income, interest expense and othemiecand expense for the year ended December 3%, fiflled $5.4
million of income compared to income of $1.5 miflidor the year ended December 31, 2006, primarig tb an
increase in interest income from higher cash basamnd the favorable impact of the stronger Canacliarency on U.S.
dollar-denominated liabilities.

Pension income, which is reported as a reductiocost of sales, increased to $3.3 million for tearyended December
31, 2007, or 12%, compared to $2.9 million for ylear ended December 31, 2006, primarily from exgrbeisset returns
exceeding expected expense increases.

The net tax rate for the year ended December 31, 2007, was 34.2% compared to 30.3% for the year ended December
31, 2006. The lower net tax rate in 2006 was the result of several items. A tax initiative to claim research and
experimentation tax credits for the 2002 through 2005 tax years and the recent legislation passed to allow a research and
experimentation tax credit for the 2006 tax year produced a significant benefit to the tax rate. A lower effective state tax
rate, and the related benefit to deferred tax balances, combined with the favorable impact on state deferred tax balances
due to the new Texas margin tax also produced a benefit to the net tax rate. Other items such as lower international tax
rates and revisions to prior period estimates produced additional benefits to the net tax rate.
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Year Ended December 31, 2006 Compared to Year Endéecember 31, 2005:

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

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 #36vllion 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 accountea fmiajority of the
balance of the increase of 29.3 percentage pdbaties of new pumping units and related serviceeased from higher
drilling and production primarily in the North Aniea and Middle East markets. Also, sales of aut@nag¢quipment
continued to increase due to market share growtin fnew product offerings. Sales growth also wasaicted from price
increases instituted throughout 2005 in respongrdmatic raw material price increases experiemce&04 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 cigpa

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

Direct selling, general and administrative experfee®il Field increased to $15.6 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 curreshteapected sales volumes, third-party commissioisthe impact of
expensing stock options. Direct selling, general administrative expenses as a percentage of satesined at 3.9% for
the year ended December 31, 2006, compared to fOfhe year ended December 31, 2005.

Power Transmission

Sales for the Company’s Power Transmission segnmareased to $124.9 million, or 17.2%, for the yemded
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 eneigyed markets, such as power generation and @igas production and
refining, and from the new gear repair faciliti®awer 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.
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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, tlwnbenefit 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 ofeassd 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 filadioel dump trailers was offset by lower sales of man trailers and
used trailers. Sales growth in flatbed and dumpensawas 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 tingkndustry 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 etddnber 31, 2006, compared to $25.5 million at bem 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 osdfar new flatbed trailers, as described above.

Trailer gross margin increased to 7.3% for the yesated December 31, 2006, from 5.7% for the yede@rDecember
31, 2005, or 1.6 percentage points. This includedimpact of the van-related equipment and invgnéampenses, which
reduced margins by approximately a 1.2 percentaget This increase was due to higher sellinggwifor, and the
favorable mix impact of, higher-margin flatbed ashamp trailers, partially offset by increases inmalnum costs for van
trailers and plant inefficiencies from flatbed ahdnp trailer production ramp-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¥penses 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

Pension income, which is reported as a reductiocost 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 endsxkimber 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 researchexpe@rimentation tax

credit for the 2006 tax year produced a signifidaenefit to the tax rate. A lower effective stadg 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 & rOther items such as the lower internationaldases and revisions to
prior period estimates produced additional benédithe net tax rate.

19



Liquidity and Capital Resources

The Company has historically relied on cash flovsrf operations and third-party borrowing to finariseoperations,
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, dividengmants and stock repurchases, through Decembe2(8B, and the
foreseeable future.

The Company’s cash balance totaled $95.7 millioDetember 31, 2007, compared to $57.8 million atebeber 31,
2006. For the year ended December 31, 2007, netmavided by operating activities was $90.3 millimet cash used
in investing activities totaled $18.1 million, neash used in financing activities amounted to $3#illion and the
unfavorable effect of foreign currency translativas $0.2 million. Significant components of casbvided by operating
activities included net earnings, adjusted for oash expenses, of $89.8 million and an increaseoirking capital of
$3.8 million. This working capital increase wasnpairily due to higher inventory balances, which u$&ds million,
primarily from increased Power Transmission inveyteelated to higher sales volumes compared topticr year. Net
cash used in investing activities included net d@xpenditures totaling $17.9 million. Capitalperditures in 2007
were primarily for the expansion of manufacturirgpacity and efficiency improvements in the Oil Hiend Power
Transmission segments. Capital expenditures foB206 projected to be approximately $50.0 to $53l0on, primarily
for the expansion of manufacturing capacity andcigfiicy improvements in the Oil Field and Power rigmission
segments and will be funded by operating cash fldignificant components of net cash used by firanactivities
included the repurchase of common stock of $275amiand dividend payments of $13.1 million, or.88 per share,
partially offset by the impact of stock option esises, including the excess tax benefit from acgadéhs on stock option
exercises, of $6.5 million.

The Company has a three-year credit facility witll@anestic bank (the “Bank Facility”) consisting af unsecured
revolving line of credit that provides up to $4@n@llion of aggregate borrowing. This Bank Facileéypires on December
31, 2010. Borrowings under the Bank Facility bedeliest, at the Company’s option, at either thatgreof (i) the prime
rate, (ii) the base CD rate plus an applicable maog (iii) the Federal Funds Effective Rate plusapplicable margin or
the London Interbank Offered Rate plus an applieabargin, depending on certain ratios as defingdérBank Facility.
As of December 31, 2007, no debt was outstandirdgiuthe Bank Facility. The Company was in compleamgth all
financial covenants under the terms of the BankiliacDeducting outstanding letters of credit of.$ million, $32.9
million of borrowing capacity was available at Dedger 31, 2007.

During 2007, the Company repurchased shares pursuaeveral plans approved by the Board of Dinegtonder which
the Company was authorized to spend up to an agtged $35.0 million for repurchases of its comnstock, including
(1) an authorization of $3.0 million made in thérdhquarter of 1999, (2) an authorization of $2.0lion made in the
second quarter of 2003 and (3) an authorizatioi3®.0 million made in the third quarter of 2007.pRechased shares
are added to treasury stock and are availabledoel corporate purposes including the fundinthefCompany’s stock
option plans. During 2007, 500,000 shares wererodyased under the above plans at an aggregateghr§2.5 million,
or an average price of $54.99. As of December 80,/2284,678 shares had been repurchased at asgatgprice of
$3.0 million, or $10.54 per share under the 199 pB5,817 shares had been repurchased at an aggpmge of $2.0
million, or $55.84 per share under the 2003 plath 462,131 shares had been repurchased at an aggpeg of $25.4
million, or $54.91 per share under the 2007 planriiy the fourth quarter of 2007, 100,000 sharesewepurchased at
an aggregate price of approximately $5.5 million$64.61 per share under the 2007 plan. As of Déeer@l, 2007, the
Company held 895,278 shares of treasury stock aggnegate cost of approximately $31.6 million. Ddcember 31,
2007, approximately $4.6 million of repurchase auttations remained under the 2007 plan. While teisurchase
authorization has no expiration date, the Compaimgets to spend this remaining authorization in00

The following table summarizes the Company’s expeéatash outflows from financial contracts and cotnments as of
December 31, 2007. Information on recurring pureBasf materials for use in manufacturing and sereipgerations has
not been included. These amounts are not long-temature (less than three months) and are gegeratisistent from
year to year.
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(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 $ 3,020 $ 1,118 $ 1,261 $ 440 $ 201
Contractual commitments
for capital expenditures 10,936 10,414 522 - -

Total $ 13,956 $ 11,532 $ 1,783 $ 440 $ 201

Since the Company has no significant tax loss fammards, the Company expects to make quarterlimased tax
payments in 2008 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 $0.3 million and to its post-retiramehealth and life plans of approximately $0.6 ol in 2008,
depending on participation levels in these plans.

As discussed in Note 6 of the Consolidated Findrigiatements, included in the Lufkin Consolidatealeice Sheet at
December 31, 2007 is approximately $2.7 milliorliabilities associated with uncertain tax positionghe jurisdictions
in which Lufkin conducts business. Due to the utaiarand complex application of tax regulationsmbined with the
difficulty in predicting when tax audits throughatie world may be concluded, Lufkin cannot makélt#é estimates of
the timing of cash outflows relating to these liaigis.

Recently Issued Accounting Pronouncements

In September 2006, the Financial Accounting Stassl@oard issued Statement of Financial Accountitam&ards No.
157 “Fair Value Measurements” (“SFAS 157"). SFAY Idefines fair value, establishes a framework feasuring fair
value in GAAP and expands disclosures about faluevaneasurements. Prior to SFAS 157, there werkerdiit
definitions of fair value and limited and dispergpddance for applying those definitions. SFAS 1&fains the exchange
price notion of fair value and clarifies that theckange price is the price in an orderly transactietween market
participants to sell the asset or transfer theilltghin the market in which the reporting entityowld transact for the asset
or liability. SFAS 157 emphasizes that fair valeeimarket-based measurement, not an entity-specéasurement and
establishes a fair value hierarchy that distingesshetween market participant assumptions develbpedd on market
data obtained from independent sources and thetmege@ntity’s own assumptions. SFAS 157 also filssithat market
participant assumptions should include assumptatimait risk and the effect of a restriction on thke ©r use of an asset.
SFAS 157 expands disclosures about the use of/dédile to measure assets and liabilities in inteaimd annual periods
and the inputs used to measure fair value. SFASd Bifective for financial statements issued iscél years beginning
after November 15, 2007, and interim periods wittiinse fiscal years. The provisions of SFAS 157ukhbe applied
prospectively as of the beginning of the fiscal rygawhich it is initially applied except for ceitatypes of financial
instruments. In February 2008, the Financial Act¢mgnStandards Board issued FASB Staff PositiorSPH No. FAS
157-1 and No. FAS 157-2, which delays the effectilate of SFAS 157 for all nonfinancial assets andfinancial
liabilities, except those that are recognized acldised at fair value in the financial statememtsaaecurring basis (at
least annually), to fiscal years beginning aftev&lmber 15, 2008, and interim periods within thoseal years, and
removes certain leasing transactions from the scdi$AS 157. The Company is currently evaluatimgimpact, if any,
the adoption of SFAS 157 will have on the fair vetneasurement of certain investments in its qealifiension plan, but
does not expect any significant impact on its ctidated financial position or results of operations

In December 2007, the Financial Accounting Stansld&dard issued Statement of Financial Accountiran&rds No.
141 (revised 2007) “Business Combinations” (“SFARR"), replacing Statement of Financial Accounttgndards No.
141 “Business Combinations” (“SFAS 141”). SFAS 14iadens the scope of SFAS 141 by applying theisitipn
method of accounting to all transactions and othamts in which one entity obtains control over ondusinesses and
not just business combinations in which control wh&ined by transferring consideration. SFAS 1419 modifies the
application of the acquisition method. SFAS 141Ruires acquired assets and liabilities to be meakat fair value at
the acquisition date versus the cost-allocatiorcg@se used under SFAS 141. This change will requdpiisition-related
costs and restructuring costs that are expecteadtuegally obligated to be recognized separafi@gn the acquisition.
SFAS 141R also provides revised guidance on acouurfor step acquisitions, assets and liabilitiesiag from
contingencies, measuring goodwill and gains fromgai purchases and contingent consideration aatheisition date.
SFAS 141R applies prospectively to business contibima for which the acquisition date is on or aftee beginning of
the first annual reporting period beginning on fteaDecember 15, 2008.

In December 2007, the Financial Accounting Stansld&dard issued Statement of Financial Accountiran&ards No.
160 “Noncontrolling Interests in Consolidated Fingh Statements” (“SFAS 160"). SFAS 160 amends ARBand
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clarifies that a noncontrolling interest in a sdsiy is an ownership interest in the consolidagetity that should be
reported as equity in the consolidated financiateshents. SFAS 160 also modifies the income statepresentation of
noncontrolling interests, establishes methods a@bacting for changes in ownership interests andiireq expanded
disclosures of noncontrolling interests. SFAS 18Cffective for fiscal years, and interim periodighim those fiscal
years, beginning on or after December 15, 2008,isitalbe applied prospectively as of the beginhthe fiscal year in
which SFAS 160 is initially applied, except for theesentation and disclosure requirements whichretrespective for
all periods. The Company does not expect the aolopif SFAS 160 to have a significant impact onciéesolidated
financial position or results of operations.

Management believes the impact of other recenslydd standards, which are not yet effective, will lmave a material
impact on the Company's consolidated financiakst@&nts upon adoption.

Critical Accounting Policies and Estimates

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

The Company extends credit to customers in the abmourse of business. Management performs ongoirdit

evaluations of our customers and adjusts credittdimhased upon payment history and the customerseint credit
worthiness. An allowance for doubtful accounts heen 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 doulztbecounts may be required.

Revenue is not recognized until it is realized ealizable and earned. The criteria to meet thidejime are: persuasive
evidence of an arrangement exists, delivery hasroed or services have been rendered, the pritteetbuyer is fixed or
determinable and collectibility is reasonably assur In some cases, a customer is not able to dakeery of a
completed product and requests that the Compamg she product for a defined period of time. Thenpany will
process a Bill-and-Hold invoice and recognize resxeat the time of the storage request if all offtiwing criteria are

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 thiedsspurpose for the storage request;

The customer must provide a storage period anddipping date;

The Company must not have retained any future peefnce 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

met:

The Company has made significant investments ieritwry to service its customers. On a routine balke Company
uses estimates in determining the level of resemezpiired to state inventory at the lower of costnoarket.
Management's estimates are primarily influenced rbgrket activity levels, production requirementse tphysical
condition of products and technological innovati@hanges in any of these factors may result insidjants to the
carrying value of inventory. Also, the Company aguts for a significant portion of its inventory werdhe LIFO method.
The LIFO reserve can be impacted by changes inifh® 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 determinimdnether the carrying value can be recovered thropgiected
undiscounted cash flows, based on expected futpeeating results. Future adverse market condit@nsoor operating
results could result in the inability to recoveetburrent carrying value and thereby possibly néggian impairment
charge in the future.
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Goodwill acquired in connection with business comallions represent the excess of consideration theefair value of
net assets acquired. The Company performs impairiests on the carrying value of goodwill at leashually or
whenever events or changes in circumstances irdtbatcarrying value of goodwill may be greatemtfeir value, such
as significant underperformance relative to hist@rior projected operating results and significaegative 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 cagipending levels.
Changes in cash flow assumptions or other factdiglwnegatively impact the fair value of the openas would
influence the evaluation and may result in a deteation that goodwill is impaired and a corresporgdimpairment
charge.

The Company adopted FIN 4&ccounting for Uncertainty in Income Taxes—an iptetation of FASB Statement
No. 109 on January 1, 2007. FIN 48 clarifies the accawynfior uncertainty in income taxes recognized inoadance
with SFAS No. 109Accounting for Income TaxelBy prescribing a recognition threshold and measerg attribute for
the financial statement recognition and measureroattax position taken or expected to be takea tax return. The
application of income tax law is inherently compl&he Company is required to determine if an incdme position
meets the criteria of more-likely-than-not to balized based on the merits of the position underlaas, in order to
recognize an income tax benefit. This requiresGbenpany to make many assumptions and judgmentsdiegamerits
of income tax positions and the application of meotax law. Additionally, if a tax position meetsetrecognition
criteria of more-likely-than-not the Company is uggd to make judgments and assumptions to medalaramount of
the tax benefits to recognize based on the probatf the amount of tax benefits that would belimsd if the tax
position was challenged by the taxing authoritiegerpretations and guidance surrounding income lgaxs and
regulations change over time. As a consequenceagelsain assumptions and judgments can materialgctadmounts
recognized in the consolidated financial statements

Deferred tax assets and liabilities are recognfpedhe differences between the book basis andé&eis 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 laawseldl as changes in
the financial position of the Company could alsdeetf the carrying value of deferred tax assets Eedilities. If
management estimates that some or all of any defetax assets will expire before realization ort ttiee future
deductibility is more-likely-than-not, a valuatiafiowance would be recorded.

The Company is subject to claims and legal actiortee ordinary course of business. The Companytagis insurance
coverage for various aspects of its businessesopatations. 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 deald additional
information becomes available, adjustments to teserves may be required.

The Company sells certain of its products to custenwith a product warranty that provides repairea@cost to the
customer or the issuance of credit to the custoifies.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 piiatli by prior sales still under warranty at thedesf any period.
Management reviews these estimates on a regulés dad adjusts the warranty provisions as actupeeance differs
from historical estimates or other information bees available.

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

associated with these benefits are calculated by-ffarty actuaries under the rules provided byiowes accounting

standards, with certain estimates provided by mamamt. These estimates include the discount rageected rate of
return of assets and the rate of increase of cosgtiem and health claims. On a regular basis, meamagt reviews these
estimates by comparing them to actual experiendetlaosse used by other companies. If a change sstmate is made,
the carrying value of these assets and liabilities/ have to be adjusted. Differences in the distoate and expected
long-term rate of return on plan assets within eeably likely ranges would have had the followirggimated impact on
2007 results:

23



Pension Other
(Thousands of dollars) Benefits Benefits

Discount rate
Effect of change on net periodic benefit cost (imed:

.25 percentage point increase $ (118) $ (6)
.25 percentage point decrease 121 6

Effect of change on PBO/APBO:

.25 percentage point increase $ 5,044 $ 172
.25 percentage point decrease (4,810) (166)

Long-term rate of return on plan assets

Effect of change on net periodic benefit cost (imed:

.25 percentage point increase $ (551) $ -
.25 percentage point decrease 551 -
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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. Wisad in this report, the words “anticipate,” “lee,” “estimate,”

“expect,” “plan,” “schedule,” “could,” “may,” “migh” “should,” “project” or similar expressions amgended to identify
forward-looking statements. Similarly, statemethtattdescribe the Company’s future plans, objectiwvegoals 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 prengiums

the inability to effectively integrate acquisitions

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 thedymtion, licensing, distribution or sale of the
Company’s products, the cost thereof or applictdmterates;

° costs related to legal and administrative procegslimcluding adverse judgments against the Comffany
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 amhreport 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 onermre of these risks or uncertainties materializestmuld underlying
assumptions prove incorrect, actual results may waaterially from those anticipated, believed, restied 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, investedsflar debt
obligations. The book value of accounts receivatdeort-term debt and accounts payable are consideyebe
representative of their fair market value becauséhe 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 afutietional currency of its operations, which minm@$ exposure to
currency rate fluctuations.

The Company is exposed to currency fluctuationshviitercompany debt denominated in U.S. dollars dbwee the

Company’s U.S. entity by its Canadian subsidiarg.ok December 31, 2007, this inter-company debt eeasprised of

8.0 million Canadian dollars. As of December 31020f the U.S. dollar strengthened by 10% over@amadian dollar,
the net income impact would be $0.5 million of expe and if the U.S. dollar weakened by 10% overGheadian

dollar, the net income impact would be $0.5 milliohincome. 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, 2007, if the U.S. ddtaengthened by 10%
over these currencies, the net income impact wbal&0.1 million of expense and if the U.S. dollaakened by 10%
over these currencies, the net income impact wbal@0.1 million of income.

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

The management of Lufkin Industries, Inc. (the “Quamy”), is responsible for establishing and maimteg adequate
internal control over financial reporting (as defihin Rule 13a-15(f) and Rule 15d-15(f) promulgateder the
Securities Exchange Act of 1934, as amended). Tdrepany’s management assessed the effectivenelss Gompany’s
internal control over financial reporting as of Bewber 31, 2007. In making this assessment, the @oypmanagement
used the criteria set forth by the Committee of r'§ooing Organizations of the Treadway CommissidddSO”) in
“Internal Control- Integrated Framework.”

Based on this assessment, management believesathalf, December 31, 2007, the Company’s internatrob over
financial reporting is effective based on thoseecid.

The effectiveness of the Company’s internal contrar financial reporting as of December 31, 20@4& been audited by
Deloitte & Touche LLP, an independent registerecbanting firm, as stated in their report which agseherein.

Index to Financial Statements

Report of Independent Registered Public AccounfEimm

Consolidated Balance Sheets

Consolidated Statements of Earnings

Consolidated Statements of Shareholders’ Equityofn@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 subsidmi(ithe "Company")
as of December 31, 2007 and 2006, and the relaiadotidated statements of earnings, shareholdgestyeand comprehensive
income, and cash flows for each of the three yaatbe period ended December 31, 2007. Our aadis included the financial
statement schedule listed in the Index at Item \Me also have audited the Company’s internal cowiver financial reporting as of
December 31, 2007 based on criteria establishédténnal Control—Integrated Framewoiksued by the Committee of Sponsoring
Organizations of the Treadway Commission. The Camgls management is responsible for these finasta&ments and financial
statement schedule, for maintaining effective ima¢rcontrol over financial reporting, and for itssassment of the effectiveness of
internal control over financial reporting includéd the accompanying Management's Report on Inte@mhtrol over Financial
Reporting. Our responsibility is to express annapi on these financial statements and the finhrst&tement schedule, and an
opinion on the Company's internal control over fiicial reporting based on our audits.

We conducted our audits in accordance with thedstals of the Public Company Accounting Oversighamo(United
States). Those standards require that we planpeni@rm 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 audits of financial stateiméncluded examining, on a test basis, evidengpating 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 financi@porting included obtaining an
understanding of internal control over financigdaging, assessing the risk that a material weakegssts, and testing and evaluating
the design and operating effectiveness of intecoatrol based on the assessed risk. Our auditsimttuded performing such other
procedures as we considered necessary in the gtanoes. We believe that our audits provide aoredsle basis for our 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) pertaiméonaintenance 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 statementsaecordance 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#jion 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 finahcgporting 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 stateteaeferred to above present fairly, in all materespects, the financial
position of the Company and subsidiaries as of Bz 31, 2007 and 2006, and the results of theeraipns and their cash flows
for each of the three years in the period endece®eer 31, 2007, in conformity with accounting pijohes generally accepted in the
United States of America. Also, in our opinion,csufinancial statement schedule, when consideredelation to the basic
consolidated financial statements taken as a wippesent fairly, in all material respects, the imfation set forth therein. Also, in
our opinion, the Company maintained, in all male®spects, effective internal control over finaiaieporting as of December 31,
2007, based on the criteria establishedlnternal Control—Integrated Frameworkissued by the Committee of Sponsoring
Organizations of the Treadway Commission.

As discussed in Note 1 to the consolidated findrsti@ements, the Company adopted Statement ohé&imaAccounting
Standard (“SFAS”) 123(R)Share-Based Paymentn January 1, 2006. In addition, the Companyptatb SFAS 158Employers’
Accounting for Defined Benefit Pension and OthestRagirement Planson December 31, 2006 as discussed in Note 1 to the
consolidated financial statements. Furthermoralissussed in Note 6 to the consolidated finarst@iements, the Company adopted
Financial Interpretation No. 4&ccounting for Uncertainty in Income Taxes- atetpretation of SFAS No. 1@t January 1, 2007.

DELOITTE & TOUCHE LLP

Houston, Texas
February 29, 2008
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LUFKIN INDUSTRIES, INC.
CONSOLIDATED BALANCE SHEETS

December 31, 2007 and 2006
(Thousands of dollars, except share and per stz d

2007 2006
Assets
Current Assets:
Cash and cash equivalents $ 95,748 $ 57,797
Receivables, net 93,634 90,585
Income tax receivable 4,637 -
Inventories 95,821 85,630
Deferred income tax assets 1,615 7,919
Other current assets 1,412 1,521
Total current assets 292,867 243,452
Property, plant and equipment, net 120,129 113,081
Prepaid pension costs 71,571 56,856
Goodwill, net 11,990 11,732
Other assets, net 4,099 3,948
Total assets $ 500,656 $ 429,069
Liabilities and Shareholders' Equity
Current liabilities:
Accounts payable $ 23,977 $ 24,375
Accrued liabilities:

Payroll and benefits 11,444 9,810

Warranty expenses 3,641 3,668

Taxes payable 7,131 7,665

Other 21,941 15,977

Total current liabilities 68,134 61,495
Deferred income tax liabilities 34,600 28,022
Postretirement benefits 7,303 8,475
Other liabilities 5,966 2,937
Commitments and contingencies - -
Shareholders' equity:
Common stock, $1.00 par value per share; 60,0006s08fs authorized,;

15,534,184 and 15,322,903 shares issued and aditganespectively 15,534 15,323
Capital in excess par 48,315 38,173
Retained earnings 341,315 280,198
Treasury stock, 895,278 and 395,278 shares, résplgctat cost (31,580) (4,083)
Accumulated other comprehensive income (loss) 11,069 (1,471)

Total shareholders' equity 384,653 328,140
Total liabilities and shareholders' equity $ 500,656 $ 429,069

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

Years ended December 31, 2007, 2006 and 2005
(Thousands of dollars, except per share data)

2007 2006 2005

Sales $ 597,187 $ 605,492 $ 492,167
Cost of sales 430,819 449,243 378,826

Gross profit 166,368 156,249 113,341
Selling, general and administrative expenses 59,034 52,994 44,135

Operating income 107,334 103,255 69,206
Interest income 3,751 1,893 563
Interest expense (285) (160) (159)
Other income (expense), net 1,926 (259) (335)

Earnings before income tax provision 112,726 104,729 69,275
Income tax provision 38,515 31,735 24,731

Net earnings 74,211 72,994 44,544
Net earnings per share

Basic $ 4.98 $ 492  $ 3.10

Diluted $ 4.92 $ 4.83 $ 3.03

See notes to consolidated financial statements.
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LUFKIN INDUSTRIES, INC.

CONSOLIDATED STATEMENTS OF SHAREHOLDERS' EQUITY & COMPREHENSIVE INCOME

Accumulated

Common Other

Years Ended December 31, 2007, 2006 Stock Capital @omp Compre-

and 2005 Shares, net Common In Excess Retained Treaswnsivh hensive
(Thousands of dollars, except share data) of TrgasuBtock of Par Stock Income Income (Loss) Total
Balance, Jan. 1, 2005 13,980,680 14,472 19,488 (5,075) 2,673 208,932
Comprehensive income:

Net earnings 44,544 44,544

Other comprehensive income, net of tax:

Foreign currency translation
adjustments (727) (727)

Other compr