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Paul Mueller Company and Subsidiaries

Financial Highlights

Operating Results for the Year 2005 2004
Net Sales ......oooovveviiiiciieeceeeee, $138,133,000 $112,928,000
Income (Loss) before Taxes............ $ 7,137,000 $ (6,364,000)
Provision for Income Taxes ............. 520,000 2,241,000
Net Income (LOSS)......ccovveveuveeecnnnne $ 6,617,000 $ (8,605,000) I 51;i1nle|ss
ee
Earnings (Loss) per Common Share: ®
BasiC....coieeeeeie e $ 5.68 $ (7.36) ¢
Diluted .......cooveieiieiieeeee $ 564 $ (7.36)
Dividends Declared per Share.......... $ 240 $ 240 i

Year-End Position

Total ASSEtS...uveeeeeeeeeeeeeeeeeeeeeee. $ 55,171,000 $ 57,083,000
Working Capital..........c.ccccoveeenenen.. $ 7,705,000 $ 5,826,000
Current Ratio......ccceeeeeeeeeieeeeenennnnn.. 1.28 : 1 1.19 : 1
Net Worth ... $ 21,449,000 $ 17,000,000
Book Value per Share...................... $18.46 $14.26
Common Shares Outstanding......... 1,162,249 1,192,410
Backlog ......ocooviiiiiiieeeeee e $ 37,027,000 $ 46,324,000




Paul Mueller Company and Subsidiaries

Dear Shareholder,

We are pleased to report net income in excess of $6,600,000 for 2005 on total sales of more than $138,000,000.
The 22% increase in sales and better operating margins were the key contributors to the improved financial
performance compared to 2004. Additionally, 2005 results were favorably affected by a partial reduction in
the valuation allowance for all of our net deferred tax assets; and this contributed $1,200,000 to our net
income.

We began 2005 with a favorable backlog of $46,324,000 that included a large order for pharmaceutical mod-
ules. This backlog was instrumental in getting us off to a strong start for 2005 and produced very favorable
results for the first quarter. During 2005, we also experienced operational improvements that contributed
significantly to our results. These included a reduction in variances for labor and material, a reduction in war-
ranty costs, and more effective project management. The more favorable cost variances were related to our
execution process that consisted of better scope definition, an increased consistency in the estimating process,
an improvement in "engineering to the estimate," and better communication among sales, engineering, and
manufacturing. During 2005, we experienced a reduction in the value of warranty claims, better manage-
ment of the direct costs associated with satisfying warranty claims, and improved administrative support.
During the fourth quarter of 2005, we centralized our project management department resulting in more
consistency to our order management performance. The increased focus on throughput and managing to
committed ship dates contributed significantly to the $39,512,000 in sales attained during the fourth quarter.
Additionally, fourth quarter sales positively affected our profitability by increasing our total operating income
and reducing our inventory levels, which led to a lower LIFO reserve. The resulting favorable adjustment to
the LIFO reserve increased our net income for the fourth quarter by $1,085,000. In addition to the opera-
tional improvements, our operating expenses were well controlled and favorable to budget for the year; while
at the same time, higher-than-planned sales were achieved.

We were pleased with the performance of all of our segments, as their results during 2005 exceeded both
the 2005 budget and 2004 performance.

Our Dairy Farm Equipment segment generated revenues that were 33% greater than 2004, and new order
entry was 32% greater than budget. Income before tax was $4,513,000 for 2005 compared to $1,882,000
for 2004. The success during 2005 was the result of continuing favorable milk prices, an improvement in
international sales, and the successful completion of the first full year of the OEM agreement announced in
our 2004 annual report.

For our Industrial Equipment segment, overall revenues were 14% higher than 2004. Income before tax
was $550,000 for 2005, while we incurred a loss of $8,969,000 for 2004. During 2005, our biopharmaceutical
product line experienced a significant improvement over 2004 results. Additionally, our success in 2005 was
favorably influenced by strong performances from the process systems and equipment, heat transfer, and com-
mercial refrigeration product lines.

The Field Fabrication segment experienced a considerable increase in sales during 2005 with over $18,000,000
in sales, which represented an 85% increase over 2004. Higher sales led to a major enhancement in profita-
bility, as income before tax increased from $128,000 for 2004 to $1,360,000 for 2005.

Our Transportation segment also experienced better results during 2005, as revenues were up by 29% over
2004 and income before tax increased from $32,000 to $168,000.

Looking forward to 2006, our backlog at December 31, 2005, was $37,027,000 compared to $46,324,000 at the
beginning of 2005. As a result of the lower backlog, we anticipate getting off to a slow start in terms of sales for



the first quarter of 2006. Although our starting backlog is $9,297,000 less than the beginning backlog for 2005, year-
to-date order entry has been encouraging and potential projects have been identified to replenish the backlog.

We believe that the renewable fuels industry will provide excellent opportunities for business during 2006. To
date, we have focused on the ethanol business and so far have entered $5,000,000 in orders for ethanol pro-
jects around the country. We are particularly well suited to serve the developing ethanol business in terms of
supplying factory-built equipment, such as tanks, columns, and heat exchangers. Additionally, we have the
capability in the Field Fabrication segment to supply large tanks that cannot be practicably built in the factory.
We have the engineering capability and the manufacturing capacity to meet the demands of the marketplace.

During 2006, we will place increased emphasis on product and service development focused on improving the
bottom line of our customers. Our marketing efforts will stress the combination of our products and services
into an "integrated process solution." The integrated process solution will include tanks, agitation, refrigeration,
instrumentation, controls, piping, heat exchangers, filtered water, and ongoing equipment maintenance and
repair. In addition, we have the capability of transporting products to the customer's location, as well as com-
pleting the installation for them. We are uniquely positioned to offer one-stop shopping by taking the process
solution from the "process flow" layout stage through equipment design, manufacturing, modularization, inte-
gration among processes, transportation to the site, and complete installation; and if necessary, we can build
the entire plant.

We have excellent experience and capability in our engineering group. In recent years, we have expanded
our resources in the process design area and actively marketed an integrated process solution offering. The
integrated process solution approach leverages our products and services together to solve customers' pro-
cess needs. Although we continue to engineer equipment solutions, we have also developed the process
knowledge to link our various products into an integrated solution for the customer. During 2006, we will
focus on "engineering to the estimate" by ensuring that we are improving our consistency between the equip-
ment sold and the equipment produced for the customer, developing new technical/process capabilities for
markets such as renewable fuels, and organizing so we can quickly flex to the ever-changing needs of the
marketplace.

The outlook for the level of capital expenditures for 2006 is generally favorable, and we expect this to have a
positive effect on our Industrial Equipment segment. We expect that two of our key product lines within the
Industrial Equipment segment (biopharmaceutical and processing equipment) will show improvement during
2006 compared to 2005.

The favorable outlook for capital expenditures should also benefit the Field Fabrication segment during 2006.
Historically, we have focused our field-construction activity primarily on the processing systems and equipment
market. During 2006, we intend to expand our field capability to our other product lines. The field capabilities
of installation, onsite erection, construction management, repair, and startup support can provide growth oppor-
tunities in all of our product lines.

We anticipate the market for Dairy Farm Equipment in 2006 will be more challenging than in 2005. The
domestic market has seen very strong milk prices for the past couple of years, and producers have had the
incentive to enlarge their herds. However, milk production is projected to exceed domestic demand during
2006, which will have the effect of driving down the milk price and slowing the rate of dairy farm expansion.
While the domestic market will be challenging during 2006, we expect to see more activity in the interna-
tional market for dairy farm equipment, primarily in Latin America.

Our ultimate goal is to achieve sustainable profitability. Our strategy to achieve profitable growth is through
attaining top-line sales growth. We plan to expand our sales by a combination of increased market share in



existing markets, the addition of new markets for our core competencies, and the development of new prod-
ucts and services that compliment our process solution marketing approach. The most effective and least
capital-intensive way to increase sales is by marketing our products and services through an integrated
process solution focused on solving the process challenges of our customers. The integrated process solutions
approach moves us away from being a "commodity equipment supplier" by offering solutions that positively
impact our customers' day-to-day operations and improve their bottom line profitability.

In summary, we are excited and confident moving into 2006, while at the same time recognizing the challenges
that the marketplace and our competitors present. Paul Mueller Company has high name recognition, a repu-
tation for quality products, excellent infrastructure, and broader capabilities than any competitor; and the
Company has the best personnel in the industry. We recognize the need for change and welcome the oppor-
tunities that change will bring. The biggest keys in attaining our ultimate goal of sustainable profitability are
the willingness to constantly challenge the business model of the day and the recognition of where tomorrow
is taking us........ and that effort will never be finished.

We are pleased to report improved performance for 2005 as it reflects the culmination of hard work by our
dedicated and loyal employees. Also, we want to thank our shareholders for their steadfast support, which
has served to strengthen the commitment of the management team and all employees of the Company to strive

for future growth and long-term sustainable profitability.
= datid.

Matthew T. Detelich
President and CEO
March 2006



Paul Mueller Company and Subsidiaries

Corporate Profile

Paul Mueller Company, headquartered in Springfield, Missouri, was incorporated in 1946. For over
half a century, we have been building a reputation as an outstanding manufacturer of stainless steel
tanks and industrial processing equipment that make the customer’s process smoother, faster, and
more reliable. Mueller has evolved into a global process-solution provider, offering manufactured
equipment and components, integrated process systems, and expanded-scope construction. Our
philosophy is simple: we are committed to meeting and exceeding our customers’ expectations of
value by providing high-quality equipment, excellent service, and complete process solutions.

Paul Mueller Company has grown to occupy about 950,000 square feet of manufacturing space in
two manufacturing facilities located in Springfield, Missouri, and Osceola, lowa. Mueller products are
used in over 100 countries worldwide on dairy farms and in a wide variety of industrial applications,
including food, dairy, and beverage processing; pharmaceutical, biotechnological, and chemical pro-
cessing; water distillation; heat transfer; HVAC; heat recovery; process cooling; and thermal-energy
storage.

Large field-erected vessels, equipment installation, retrofit and/or repair of process systems, process
piping, and turnkey design and construction of complete processing plants are services provided by
Mueller Field Operations, Inc., a wholly owned subsidiary. Transportation of the Companies’ products
and backhauls of material and components are handled by another wholly owned subsidiary, Mueller
Transportation, Inc. Mueller Montafia de México, S.A. de C.V., a 50%-owned joint venture, provides a
presence for industrial equipment in the Mexican market. Mueller Latin America Limitada, a 99.99%-
owned Chilean LLC, was established to provide sales of products to the South American market.

NMUELLERE

Stainless '
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Paul Mueller Company and Subsidiaries

Consolidated Statements of Income
For the Years Ended December 31, 2005, 2004, and 2003

2005 2004 2003
Net Sales ..o $138,133,454 $ 112,928,442 $ 116,766,018
Cost Of SAlES.......ccooiiiiiiiec e 109,983,037 100,261,804 93,177,115
GrOSS PrOfit...eee e $ 28,150,417 $ 12,666,638 $ 23,588,903
Selling, General and Administrative Expenses................ 21,304,333 19,341,330 21,370,524
Operating income (I0SS) .........coccvvveeeiiiiiiieeeeiciiieee, $ 6,846,084 $ (6,674,692) $ 2,218,379
Other Income (Expense):
Interest iINCOME ......cooiiiiiiii e $ 128,038 $ 88,105 $ 78,148
INtErest EXPENSE ......uviviiiiiieie e (17,831) (34,760) (82,700)
Other, Nt ..o 189,911 341,167 459,770
$ 300,118 $ 394,512 $ 455,218
Income (loss) before provision for income taxes
and equity in income (loss) of joint venture....... $ 7,146,202 $ (6,280,180) $ 2,673,597
Provision for Income Taxes ............ccccocveeeieiiiiiieeeiiieeeen, 520,000 2,241,000 664,000
Income (Loss) before Equity in
Income (Loss) of Joint Venture ... $ 6,626,202 $ (8,521,180) $ 2,009,597
Equity in Income (Loss) of Joint Venture......................... (9,026) (83,703) 8,956
Net INncome (LOSS) .......oooeviiiiiiiciciiee e $ 6,617,176 $ (8,604,883) $ 2,018,553
Earnings (Loss) per Common Share:
BaSIC c.uiieiii e $ 5.68 $ (7.36) $ 1.73
D111 =Y U $ 564 $ (7.36) $ 1.71

The accompanying notes are an integral part of these consolidated statements.



Paul Mueller Company and Subsidiaries

Consolidated Balance Sheets
December 31, 2005 and 2004

Assets
Current Assets:

Cash and cash equIValENtS ...
Accounts receivable, less reserve for doubtful
accounts of $441,297 for 2005 and $713,545 for 2004 ..........cccevveeeeeeeenann.
Income taxes reCeivable ..........oocuviiiiiii i
Costs and estimated earnings in excess of billings ...,
Inventories: Raw materials and components ...
WOTK-IN-PrOCESS ....coiiiitiieie et
FiNIShed goods .........ooiiiiiie e

Prepayments ...

Property, Plant, and Equipment (at cost):

Land and land improVemMENTS. ... .....uu e eiieeiieeiiiieieeeeieeeeeeeeeeeeeeeeeeeeeeeeeeeesenennnnnnnnnnnne
=T 11 o T TSRS
Fabrication eqUIPMENT.........ooiii s
Transportation, office, and other equipment .............ocooi i
CoNSrUCION-IN-PrOGIESS ... ..vtiiiiieee i ittt e et e e e e e e e e e e e e e e e e e e e e ennneees

Less: Accumulated depreciation ...........ccooouviiiiiiiiiiiii e

(O] (Y=Y NT=T= (<R

Liabilities and Shareholders’ Investment
Current Liabilities:

Current maturities of long-term debt ...
ACCOUNES PAYADIE ...t
Accrued expenses: INCOME taxes ........ooovvvviiiiiiiiiii
Payroll and benefits ...
VaCatioNS ......ooiiiiiiiie

AdVaNCe DIllINGS .cooeeieieeieeeeeee s
Billings in excess of costs and estimated earnings .........ccccccoeecviiieiiieiiiciiiieneenn,
Total Current Liabilities ..o

Long-Term Pension Liabilities...............cccccoi i
Other Long-Term Liabilities ...
CONLINGENCIES ...ttt et

Shareholders’ Investment:

Common stock, par value $1 per share — Authorized 20,000,000 shares —
Issued 1,370,475 shares for 2005 and for 2004 ..........cooveeeeieeieeiieeeeeeeeeen,
Preferred stock, par value $1 per share — Authorized 1,000,000 shares —
NO SNAIES ISSUEBA ... e e e e e e eeaas
Paid-in SUIMPIUS ..ottt esenssennnnnnnnnnnnnnen
Retained €arniNgS ........iocuiiiiiiie e

Less: Treasury stock, 208,226 shares for 2005 and
178,065 shares for 2004, at COSt ......oommeieeeeee e,
Deferred compenSation...........ooocuviiiiiiieis e
Accumulated other comprehensive (0SS ...........ooccviiiiiiiiiiiiii e,

2005 2004
$ 3,931,083 $ 4,005,042
22,034,219 19,478,131
286,502 1,166,487
1,145,519 281,109
$ 3,918,091 $ 5,897,232
1,166,655 2,847,559
964,399 1,488,219
$ 6,049,145 $ 10,233,010
1,917,256 947,764
$ 35,363,724 $ 36,111,543
$ 3,796,458 $ 3,754,462
14,948,229 14,804,717
41,069,244 40,051,867
13,297,201 13,101,058
729,182 367,187
$ 73,840,314 $ 72,079,291
55,939,940 53,158,023
$ 17,900,374 $ 18,921,268
1,907,399 2,049,816
$ 55,171,497 $ 57,082,627
$ 137,739 $ 362,750
5,296,618 6,719,074
863,243 599,889
9,760,347 3,567,725
2,900,956 2,879,021
845,797 1,210,593
5,643,030 7,798,779
2,211,099 7,147,696
$ 27,658,829 $ 30,285,527
4,900,734 9,067,851
1,162,621 728,876
$ 1,370,475 $ 1,370,475
5,172,394 5,182,090
23,329,807 19,551,395
$ 29,872,676 $ 26,103,960
3,770,201 2,675,846
150,944 361,066
4,502,218 6,066,675
$ 21,449,313 $ 17,000,373
$ 55,171,497 $ 57,082,627

The accompanying notes are an integral part of these consolidated statements.



Paul Mueller Company and Subsidiaries

Consolidated Statements of Shareholders’ Investment
For the Years Ended December 31, 2005, 2004, and 2003

Accumulated
Deferred Other Com-
Common Paid-in Retained Treasury Compen-  prehensive
Stock Surplus Earnings Stock sation Loss Total

Balance — 12-31-2002.. $ 1,360,775 $ 4,858,290 $31,860,372 $(2,593,447) $ (322,229) $(6,147,013) $29,016,748

Add (Deduct):
Net income.................. — - 2,018,553 - — - 2,018,553

Other comprehensive
income, net of tax:

Foreign currency trans-

lation adjustment.... - - - - - (37,506) (37,506)
Change in minimum
pension liability....... — - — — — 962,794 962,794
Comprehensive income. - - - - - - $ 2,943,841
Dividends, $2.40
percommon share.... - - (2,859,830) - - - (2,859,830)
Restricted stock issued . 8,700 295,800 - - (304,500) - -
Amortization ................ — — 146,737 — 146,737

Balance — 12-31-2003.. $ 1, 369 475 §$ 5, 154 090 $31,019,095 $(2,593,447) $ (479,992) $(5,221,725) $29,247,496
Add (Deduct):

Net (10SS)..cccceveierennen. - - (8,604,883) - - - (8,604,883)
Other comprehensive
loss, net of tax:
Foreign currency trans-
lation adjustment.... - - - - - 8,656 8,656
Change in minimum
pension liability....... - - - - - (853,606) (853,606)
Comprehensive (loss)... - - - - - - $(9,449,833)
Dividends, $2.40
percommon share.... - - (2,862,817) - - - (2,862,817)
Restricted stock issued . 1,000 28,000 - - (29,000) - -
Treasury stock
acquisition................. - - - (82,399) - - (82,399)
Amortization ................ - - - 147,926 - 147,926

Balance — 12-31-2004.. $ 1370 475 $ 5,182,090 $19,551,395 $(2,675,846) $ (361,066) $(6,066,675) $17,000,373
Add (Deduct):

Net income.................. - - 6,617,176 - - - 6,617,176
Other comprehensive
income, net of tax:
Foreign currency trans-
lation adjustment...... - - - - - 32,928 32,928
Change in minimum
pension liability....... — - - - — 1,531,529 1,531,529
Comprehensive income. — - - - — - $ 8,181,633
Dividends, $2.40
percommon share..... - - (2,838,764) - - - (2,838,764)
Restricted stock
forfeiture ...........c...... - (9,696) - (67,860) 77,556 - -
Treasury stock
acquisition................. - - - (1,026,495) - (1,026,495)
Amortization ................ 132 566 - 132,566

Balance — 12-31-2005.. $ 1, 370 475 §$ 5, 172 394 $23, 329 807 $(3, 770 ,201) $ (150,944) $(4,502,218) $21,449,313

The accompanying notes are an integral part of these consolidated statements.
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Paul Mueller Company and Subsidiaries

Consolidated Statements of Cash Flows
For the Years Ended December 31, 2005, 2004, and 2003

Cash Flows from Operating Activities:
Net iINCOME (I0SS)....eeeiiiiiiiieiiii e
Adjustments to reconcile net income (loss) to
net cash provided by operating activities:
Equity in loss (income) of joint venture........................
Bad debt (recovery) eXpense..........ccccoeecuvviveeieeeeeeeenn.
Depreciation and amortization ..............cccccceeeevnnnnn.
Loss (gain) on sales of equipment...........cccccccvveeeennnn.
Valuation allowance — change ..........cccoccoiiiiiiiiininnen.
Changes in assets and liabilities —
(Increase) decrease in accounts and
notes receivable ...
(Increase) decrease in costs in excess
of estimated earnings and billings......................
Decrease (increase) in inventories.............ccceee..
Decrease (increase) in prepayments.....................
(Increase) in other assets.........ccccceeeviiieeeviciiiennn,
Decrease (increase) in deferred taxes ...................
(Decrease) increase in accounts payable .............
Increase (decrease) in accrued expenses ............
(Decrease) increase in advance billings................
(Decrease) increase in billings in excess
of costs and estimated earnings .............ccceee....
(Decrease) increase in other long-term liabilities.....
Net Cash Provided by Operating Activities......

Cash Flows (Requirements) from Investing Activities:
Proceeds from sales of equipment..............cccoovviiiiiiiinnnn.
Additions to property, plant, and equipment.......................
Treasury stock acquisitions ............ceceiiiieieiiiiieeeeeeeeeeeeeeees

Net Cash (Required) by Investing Activities....

Cash Flow (Requirements) Provisions
from Financing Activities:
Repayment of short-term borrowings ..........ccccoeecveveeennnnen.
Long-term debt proceeds ...,
Repayment of long-term debt...........ccccooiiiiii
Dividends paid ..........coooiiiiiiiiiie e
Net Cash (Required) by Financing Activities ....

Net (Decrease) Increase in Cash and Cash Equivalents .....
Cash and Cash Equivalents at Beginning of Year ...............

Cash and Cash Equivalents at End of Year .........................

2005 2004 2003
$ 6,617,176  $(8,604,883)  $ 2,018,553
9,026 83,703 (8,956)
(24,382) (163,540) 246,026
3,102,417 3,548,876 4,037,461
4,763 12,145 (18,514)
(2,980,800) 6,192,969 -
(1,651,721) (3,351,996) 5,602,123
(864,410) 1,895,026 818,797
4,183,865 7,065,842 (4,969,609)
230,508 (198,529) (351,864)
(40,771) (14,139) (181,079)
1,780,800 (1,146,227) (220,891)
(1,422,456) 2,438,759 (2,761,321)
6,113,115 (5,065,195) 3,404,484
(2,155,749) (6,377,690) 6,475,469
(4,936,597) 6,686,726 435,970
(2,089,950) 2,758,280 (2,149,280)
$ 5874,834  $ 5,760,127  $12,377,369
$ 200 $ - $ 42,350
(1,953,921) (1,280,340) (2,774,369)
(1,026,495) (82,399)

$ (2,980,216)

$ (1,362,739)

$(2.732,019)

$ - $ - $ (4,183,155)
200,505 - -
(330,318) (417,000) (417,000)

(2,838,764) (2,862,817) (2,859,830)
$(2,968,577)  $(3,279,817)  § (7,459,985)
$ (73,959) $ 1,117,571 $ 2,185,365

4,005,042 2,887,471 702,106
$ 3,931,083  $ 4,005042  $ 2,887,471

The accompanying notes are an integral part of these consolidated statements.



Paul Mueller Company and Subsidiaries

1)

Notes to Consolidated Financial Statements
December 31, 2005, 2004, and 2003

Summary of Accounting Policies:

Principles of Consolidation and Lines of Business — The financial statements include the accounts
of Paul Mueller Company ("Company") and its wholly owned subsidiaries: Mueller Transportation,
Inc.; Mueller Field Operations, Inc.; and Mueller Latin America Limitada, a 99.99%-owned Chilean LLC
("Companies"). The Company is a global process-solution provider of manufactured equipment and
components and integrated process systems for the food, dairy, beverage, chemical, pharmaceutical,
biotechnological, and other process industries, as well as the dairy farm market. The Companies also
offer expanded-scope construction encompassing large field-erected vessels, equipment installation,
retrofit and/or repair of process systems, process piping, and turnkey design and construction of com-
plete processing plants.

Use of Estimates — The preparation of financial statements, in conformity with generally accepted
accounting principles, requires management to make estimates and assumptions that affect the re-
ported amounts of assets and liabilities, the disclosure of contingent assets and liabilities at the date
of the financial statements, and the reported amounts of revenues and expenses during the reporting
period. Actual results may differ from those estimates.

Joint Venture — The Company has 50% interest in Mueller Montana de México, S.A. de C.V. ("Mueller
Montana"), a Mexican fabricator of industrial equipment. The investment is accounted for under the
equity method and is included in other assets on the Consolidated Balance Sheets.

Revenue Recognition and Retainages — Revenue from sales of fabricated products is recognized
upon passage of title to the customer. Passage of title may occur at the time of shipment from the
Company's dock, at the time of delivery to the customer's location, or when projects are completed
in the field and accepted by the customer. For large multi-unit projects that are fabricated in the plant,
revenue is recognized under the units-of-delivery method, which is a modification of the percentage-
of-completion method of accounting for contracts. The units-of-delivery method recognizes as revenue
the contract price of units completed and shipped or delivered to the customer (as determined by the
contract) or completed and accepted by the customer for field-fabrication projects. The applicable manu-
facturing cost of each unit is identified and charged to cost of sales as revenue is recognized.

Revenues from long-term contracts that involve only a few deliverables and that meet the require-
ments of Statement of Position 81-1 — "Accounting for Performance of Construction-Type and Certain
Production-Type Contracts" are recognized under the percentage-of-completion method of accounting.
For plant-fabricated projects, percentage of completion is determined by comparing total manufactur-
ing hours incurred to date for each project to estimated total manufacturing hours for each project. For
field-fabricated projects, percentage of completion is determined by comparing costs incurred to date
for each contract to the estimated total costs for each contract at completion. Estimates of total manu-
facturing hours and total contract costs for relevant contracts are reviewed continually and, if necessary,
updated to properly state the estimates. Provisions for estimated losses on uncompleted contracts are
made in the period in which such losses are determined. Costs and estimated earnings in excess of
billings on uncompleted contracts arise when costs have been incurred and revenues have been
recorded, but the amounts are not yet billable under the terms of the contracts. Such amounts are
recoverable from customers upon various measures of performance, including achievement of certain
milestones, completion of specified units, or completion of the contracts. Billings in excess of costs and
estimated earnings on uncompleted contracts arise as a result of advance and progress billings on
contracts. Costs and estimated earnings on uncompleted contracts and related amounts billed as of
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December 31, 2005 and 2004, were as follows:

2005 2004
Costs incurred on uncompleted contracts .............cccceeeeecieeeecnnen.n. $ 15,101,859 $ 19,084,672
Estimated €arnings ..........cooooiiiiiiiiee e 3,695,764 7,201,086
$ 18,797,623 $ 26,285,758
Less: Billings to date..........cocveeiiiiiiiceiece e 19,863,203 33,152,345

$ (1,065,580) $ (6,866,587)

Amounts included in the accompanying Consolidated Balance Sheets at December 31, 2005 and
2004, under the following captions were:

2005 2004
Costs and estimated earnings in excess of
billings on uncompleted contracts............cccccceveevieeeiieeeieeee. $ 1,145,519 $ 281,109
Billings in excess of costs and estimated earnings on
uncompleted CoONtractS ...........eeeeeeiiiiiii (2,211,099) (7,147,696)

$ (1,065580) $ (6,866,587)

Costs and estimated earnings in excess of billings and billings in excess of costs and estimated earnings
relate to contracts in progress and are included in the accompanying Consolidated Balance Sheets as
current assets and current liabilities, respectively, as they will be liquidated in the normal course of con-
tract completion, although completion may require more than one year.

Contracts with some customers provide for a portion of the sales amount to be retained by the cus-
tomer for a period of time after completion of the contract. Retainages included in accounts receivable
were $1,178,000 at December 31, 2005, and $558,000 at December 31, 2004.

Inventories — The Company'’s inventories are recorded at the lower of cost on a last-in, first-out ("LIFO")
basis or market. Cost of subsidiary inventories is determined on a first-in, first-out ("FIFO") method; and
they are not significant to the Consolidated Financial Statements. Cost includes material, labor, and manu-
facturing burden required in the production of products. Statement of Financial Accounting Standards
("SFAS") No. 151 — "Inventory Costs," issued November 2004, will be adopted effective for the Com-
pany’s 2006 calendar year. It is not expected to have a material effect on the Company’s financial position
or results of operations.

Under the FIFO method of accounting, which approximates current cost, Company inventories would
have been $9,286,500, $9,964,900, and $7,298,400 higher than those reported at December 31, 2005,
2004, and 2003, respectively. Areduction in inventory quantities during 2005 resulted in liquidation of LIFO
quantities recorded at lower costs prevailing in prior years compared with the cost of 2004 purchases. The
effect was to increase cost of sales, which decreased the net income by $2,200.

Research and Development — Research and development expenses are charged to expense as in-
curred and were $672,900 during 2005, $842,900 during 2004, and $1,024,800 during 2003.

Depreciation Policies — The Companies provide for depreciation expense using principally the double-
declining-balance method for new items and the straight-line method for used items. The economic
useful lives for the more significant items within each property classification are as follows:

Years
BUIIAINGS .eeviieei i 40
Land improvements ........ccuvveevieeiiiiiiiieece e 10-20
Fabrication equipment..........cccccooiiiii, 5-10

Transportation, office, and other equipment................ 3-10
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Maintenance and repairs are charged to expense as incurred. The cost and accumulated deprecia-
tion of assets retired are removed from the accounts, and any resulting gains or losses are reflected in
net income currently.

Impairment of Plant and Equipment — If facts and circumstances indicate that the carrying value of
identifiable plant and equipment may be impaired, the Company would perform an evaluation of recover-
ability. If an evaluation was required, the Company would compare the estimated future undiscounted
cash flows associated with the asset to the asset's carrying amount to determine if a write-down is re-
quired.

Earnings per Common Share — The following table sets forth the computation of basic and diluted earn-
ings per common share:

2005 2004 2003

Net inCome (I0SS) ....cvovevveveeeeeeeeeeeeeeeeee e $ 6,617,176 $ (8,604,883) $ 2,018,553
Shares for basic earnings per common

share — Weighted-average shares

outstanding.........cccceeeiiiiiiii e 1,165,416 1,169,925 1,168,021
Dilutive effect of restricted stock

and stock optionNS ..........eevveviiviiviiiiiiiiieiiieaaes 7,062 — 12,130
Shares for diluted earnings per common

share — Adjusted weighted-average

shares outstanding...........ccccccceiiiiiiiiennnennn, 1,172,478 1,169,925 1,180,151
Earnings (loss) per common share:

BaSIC .eeeeeiiiiee e $ 5.68 $(7.36) $1.73

Diluted ... $5.64 $(7.36) $1.71

Stock-Based Compensation — As of December 31, 2005, the Company had two stock-based compen-
sation plans for employees and non-employee directors, which are described more fully in Note (8).
The Company accounts for those plans under the recognition and measurement principles of Accounting
Principles Board ("APB") Opinion No. 25 — "Accounting for Stock Issued to Employees" and related inter-
pretations. No stock-based compensation cost has been reflected in net income (loss), as all options
granted under those plans had an exercise price equal to or greater than the market value of the under-
lying common stock on the date of the grants. The following table illustrates the effect on net income
(loss) and earnings (loss) per share if the Company had applied the fair value recognition provisions of
Statement of Financial Accounting Standards ("SFAS") No. 123 — "Accounting for Stock-Based Compen-
sation" to stock-based employee and non-employee director compensation.

Year Ended December 31

2005 2004 2003

Net income (loss), as reported...............c.......... $ 6,617,176 $ (8,604,883) $ 2,018,553
Less: Stock-based compensation expense de-

termined under fair-value-based method

for all awards, net of related tax................ 35,056 59,217 66,455
Pro forma net income (10SS)...........cccoeeeveeinnenn. $ 6,582,120 $ (8,664,100) $ 1,952,098
Earnings (loss) per common share:

Basic — as reported ...........ccoceeeeeveeennne. $ 5.68 $(7.36) $1.73

Basic — pro forma ........cccoeviiiiiinnns $ 5.65 $(7.41) $1.67

Diluted — as reported...........c...ccoveeuneee.. $5.64 $(7.36) $1.71

Diluted — pro forma.........c.c.ccoeeeevveeernennne. $ 5.61 $(7.41) $1.65
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Comprehensive Income — The components of comprehensive income (loss) for the years ended
December 31, 2005, 2004, and 2003, were as follows:

2005 2004 2003
Foreign currency translation adjustment.............. $ 32,928 $ 4,480 $  (59,533)
TaX (DENEI)..overeeeeeeeeee oo - (4,176) (22,027)
Foreign currency translation adjustment,

NEL OF TAX <ot $ 32,928 $ 8,656 $ (37,506)
Change in minimum pension liability ................... $ 1,531,529 $ (853,606) $ 1,528,244
TaX PrOVISION ...veeiiieiiiiiiiiiiiee e — — 565,450
Change in minimum pension liability, net of tax..... $ 1,531,529 $ (853,606) $ 962,794
Other comprehensive income (loss).................... $ 1,564,457 $ (844,950) $ 925,288

Statements of Cash Flows — For purposes of the Consolidated Statements of Cash Flows, the Com-
pany considers investments with a maturity of three months or less to be cash equivalents.

Interest and income tax payments for each of the three years during the period ended December 31,
2005, were as follows:

2005 2004 2003
Interest payments...........ccccoeeeveeciecrecciecce e, $ 23,600 $ 34,400 $ 80,000
Income tax payments .........c.ccceeeveeireeireesieenenn, $ 1,538,300 $ 161,000 $ 1,868,000

Shareholders’ Investment — The following table sets forth the analysis of common stock issued and
held as treasury stock:

Shares
Common
Stock Treasury
Issued Stock
Balance, December 31, 2002 .......coooeiiiieeee e 1,360,775 175,704
Restricted stock issued...........ooovvuiiiiiiiiiiiiieeee e, 8,700 —
Balance, December 31, 2003 ..o 1,369,475 175,704
Restricted stock iSSUEA ......cooveieeee e, 1,000 -
Treasury stock acquiSItioN.............ccceiiiiieieiiiie e — 2,361
Balance, December 31, 2004 ........ccooomiiiiieeee e 1,370,475 178,065
Treasury sStock acquiSItioN............oocuiiiiiiiiiiie e - 27,821
Restricted stock forfeiture ..........oo.oeeeeeee oo, — 2,340
Balance, December 31, 2005 .......oooeeiiiiieeeeeeeeeeee e 1,370,475 208,226

Retirement Plans:

The Company has a Profit Sharing and Retirement Savings Plan [401(k) plan] in which substantially all
employees are eligible to participate. The plan provides for a match of employees’ contributions up to
a specified limit. The plan also has a profit-sharing feature whereby an additional match is made if net
income reaches predetermined levels established annually by the Board of Directors. The assets of
the plan are deposited with a trustee and are invested at the employee’s option in one or more invest-
ment funds. Total Company contributions to the plan were $589,400 for 2005, $370,000 for 2004, and
$382,000 for 2003.

The Company has pension plans covering substantially all employees. Benefits under the plans are
based either on final average pay or a flat benefit formula.
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Total pension expense under the plans was $2,960,100 for 2005, $2,874,600 for 2004, and $2,337,900
for 2003. Management’s policy is to fund pension contributions that are currently deductible for tax
purposes. A contribution of $5,388,600 will be made during 2006, and the amount has been included
in accrued expenses on the accompanying Consolidated Balance Sheets. The Company uses a
December 31 measurement date for its plans.

The following table sets forth the required disclosures for the pension plans at December 31:

Change in Benefit Obligation —
Benefit obligation at beginning of year .........ccccooeiiiiveenennn.

2005

2004

$ 59,640,300

$ 53,470,700

SEIVICE COSE ...t 1,635,500 1,896,200
INterest COSt ..., 3,468,400 3,276,600
Actuarial (gain) 10SS ....coeeiieiiiiieee e (496,800) 2,912,500
Benefits paid and eXpenses ........ccccceeeviiiiiiiiie e (2,016,800) (1,915,700)

Benefit obligation at end of year............cccccooviiiiiiii.

Change in Plan Assets —
Fair value of plan assets at beginning of year .....................

$ 62,230,600

$ 59,640,300

$ 43,652,000

$ 38,349,900

Actual return on plan assets.........cccccoeeieeiiiiiiiiiiiic 2,370,700 4,236,800
Employer contribution ... 1,400,200 2,981,000
Benefits paid and exXpenses ..........cccceeriiieiiiie e (2,016,800) (1,915,700)

Fair value of plan assets at end of year..........cccccccvvveeeeennn.

Reconciliation —
Funded StatusS ........cuiiieeieiiie e

$ 45,406,100

$ 43,652,000

$ (16,824,500)

$ (15,988,300)

Unrecognized net actuarial 10SS .......ccoeeeeieeeiiiiiiii 13,935,500 14,445,000
Unrecognized prior Service CoSt..........ccvvuviiieeeeiiiiiiiiiieeeeenns 458,500 672,800
Minimum liability adjustment.............cccoocoieiiiiiieee e, (7,858,900) (9,597,500)

(Accrued) benefit CoSt.......ccciiiiiiiiiiii

$ (10,289,400)

$ (10,468,000)

Amounts recognized in the Consolidated Balance Sheets at December 31 were as follows:

Balance Sheet Reconciliation —
(Accrued) benefit CoSt.......cccuiiiiiiiiii

2005

2004

$ (10,289,400)

$ (10,468,000)

Minimum pension liability.............cccooiiiii (7,858,900) (9,597,500)
Intangible @sSet........ccuvviiiiiieii e 415,200 622,300
Accumulated other comprehensive loss (pretax) .................. 7,443,700 8,975,200

(Accrued) benefit CoSt.......ccciiiiiiiiiii

Components of pension expense for the three years were:

$ (10,289,400)

$ (10,468,000)

2005 2004 2003
SErViCe COSt...iiiiiiiiiee e $ 1,635,500 $ 1,896,200 1,564,600
Interest CoSt.......oiiiiiiiii e 3,468,400 3,276,600 3,123,500
Expected return on plan assets ............ccc........ (3,354,200) (3,226,800) (2,943,200)
Amortization of prior service cost...................... 213,100 214,300 217,000
Recognized net actuarial 10SS ............ccocuvieee. 997,300 714,300 376,000
Pension eXpeNnSe.........ccviiereiiieii e $ 2,960,100 $ 2,874,600 2,337,900

Accumulated benefit obligations of the pension plans exceeded plan assets at December 31 as follows:

Projected benefit obligations ..o
Accumulated benefit obligations ...........cccceeeeeeiiiiiie e
Fair value of plan assets ...

2005

2004

$ 62,230,600
$ 55,612,500
$ 45,406,100

$ 59,640,300
$ 53,995,300
$ 43,652,000



The increase (decrease) in minimum liability included in other comprehensive income/loss for each
year was as follows:

2005 2004
(Decrease) increase in minimum liability .............ccccooeviiiiiiicieeenn.. $ (1,531,500) $ 853,600

Weighted-average assumptions used to determine benefit obligations at December 31 were as follows:

2005 2004
DiSCOUNT rate .o 5.80% 5.75%
Rate of compensation increase...........ccocoeiiiiiiiiiii e 3.00% 3.00%

Weighted-average assumptions used to determine net periodic pension expense for the years ended
December 31 were as follows:

2005 2004 2003
Discount rate .............eevvieiiiiiiiiiiiiiiiiiiiiiiieiiieeeeens 5.75% 6.00% 6.50%
Expected long-term return on plan assets ........ 8.50% 8.50% 8.00%
Rate of compensation increase............cccccuuue. 3.00% 4.25% 4.25%

Pension expense is calculated based upon a number of actuarial assumptions established on January 1
of the applicable year, detailed in the table above, including the weighted-average discount rate, rate of
increase in future compensation levels for the applicable plan, and the expected long-term rate of return
on plan assets. The discount rate used by the Company for valuing pension liabilities is based on review
of high quality corporate bond yields with maturities approximating the remaining life of the projected
benefit obligations. The discount rate used to determine pension expense was reduced from 6.0% for
2004 to 5.75% for 2005. The effect of the rate reduction was to increase pension expense by $268,900
for 2005. In developing the expected long-term rate of return assumption for plan assets (which con-
sist mainly of U.S. equity and fixed income securities), input was considered from the actuaries and the
investment advisors. The rate is intended to reflect the average rate of earnings expected to be earned
on the funds invested or to be invested to provide plan benefits. In determining the rate, appropriate
consideration was given to historical performance of the major asset classes held or anticipated to be held
by the plans and the forecast for future rates of return for those asset classes. The long-term rate of
return assumption was 8.5% for 2004 and 2005.

The weighted-average asset allocations of the pension benefit plans at December 31 were as follows:

2005 2004
Asset Category:
FiXed INCOME ....oooiiiii e 40% 30%
EQUITIES .. 57% 67%
Other ... 3% 3%
100% 100%

The long-term asset allocation on average will approximate 60% in equities, with 40% in fixed income secu-
rities. The objective, on a long-term basis, is to achieve an excess return over the actuarial assumption for
the expected long-term rate of return on plan assets. The investment strategy employed is a long-term
risk control approach using diversified investment options with no exposure to volatile investment
options, such as financial futures, derivatives, etc. The plans use a diversified allocation of equity and
fixed income securities that is customized to each plan’s cash flow benefit needs.
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Pension benefits expected to be paid over the next ten years are as follows:

2006......cccoiiiiiiieis $ 2,150,200
2007 ..o 2,503,800
2008......ccirieiiee 2,747,300
2009, 2,945,700
2010 3,223,000
2011 through 2015............ 19,605,700

$ 33,175,700

Income Taxes:

The provision for taxes on income (loss) from operations included:

2005 2004 2003
Current tax expense (benefit)...........cccccceeenee.. $ 1,720,000 $ (1,880,200) $ 1,415,600
Deferred, Net.........oeeeveeiiiieieee e 1,780,800 (2,071,800) (751,600)
Valuation allowance — change...............cocuvueeen. (2,980,800) 6,193,000 —
$ 520,000 $ 2,241,000 $ 664,000

A non-cash credit of $1,200,000 was recorded during the fourth quarter of 2005 to reduce a portion of the
valuation allowance established during 2004 for all of the Company's net deferred tax assets. The valu-
ation allowance was reduced due to the improved performance of the Company during 2005. The non-
cash credit increased net income for 2005 by $1,200,000 and has been included in the tax provision in
the accompanying Consolidated Statements of Income for the year.

During 2004, the Company determined that a valuation allowance was necessary. A non-cash charge
of $6,193,000 was recorded during 2004 to establish a valuation allowance for all of the Company's net
deferred tax assets. The charge was included in the tax provision in the accompanying Consolidated
Statements of Income for the year. A consolidated cumulative loss before tax was incurred for the three-
year period ended December 31, 2004. A cumulative three-year loss was deemed sufficient objective
evidence to preclude the assertion that the ultimate realization of the net deferred tax assets is more like-
ly than not; and a full valuation allowance was required under the provisions of Statement of Financial
Accounting Standards (SFAS) No. 109 — "Accounting for Income Taxes."

Deferred tax assets and liabilities arise from differences between financial reporting and tax reporting of
assets and liabilities that most often result from differences in the timing of income and expense recog-
nition. As previously mentioned, the Company incurred a cumulative loss before taxes for the past
three years ended December 31, 2004; and a full valuation allowance was required for all net deferred
tax assets. The valuation allowance will be increased or decreased based on future changes in the Com-
pany's net deferred tax assets. The detail of the deferred tax assets and liabilities as of December 31,
2005 and 2004, is shown below.

2005 2004
Deferred Tax Assets:

Workers compensation ...........c..cccoevuveeieiiiieeeecie e $ 219,400 $ 166,700
AV To7= 1 1 o o IR 963,300 1,007,300
AT T =T o] USSR 101,900 197,400
Doubtful @CCOUNTS .......eiiiiiiieicieee e 94,800 273,000
PENSIONS .. 2,872,900 3,715,100
Healthcare benefitS ........oooume oo, 244,300 232,200
INVENTOTY e 179,800 329,200
(O] (o T= SRR 536,600 302,200
Tax credit carryforwards. .........coooiiee e 1,017,000 1,860,500

$ 6,230,000 $ 8,083,600
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2005 2004

Deferred Tax Liabilities:

DEPreCiation ........cceiee e 1,817,800 1,890,600

N s $ 4,412,200 $ 6,193,000

Valuation allowancCe ............cooevuuiieeiiiiicceeee e, 3,212,200 6,193,000
Net Deferred Tax ASSets .......cccceeeeeecccecenn. $ 1,200,000 $ -

As of December 31, 2005, net current deferred tax assets were $2,791,100 and net non-current de-
ferred tax assets were $1,621,100 and were offset by a valuation allowance of $3,212,200. Current
deferred tax assets of $1,200,000 at December 31, 2005, are included in prepayments on the accom-
panying Consolidated Balance Sheets.

At December 31, 2005, the Company had tax credit carryforwards. AMT credit carryforwards total
$123,000 and may be carried forward indefinitely. General business credits total $894,000 and may
be carried forward twenty years. The years of expiration and related amounts are as follows:

2023 .. $ 256,900
2024 ... $ 303,000
2025 .. $ 334,100

A valuation allowance totaling $6,193,000 was established to offset net current deferred tax assets of
$3,847,700 and net non-current deferred tax assets of $2,345,300 as of December 31, 2004.

A reconciliation between the expected income tax expense at the statutory federal income tax rate (34%)
and the reported income tax expense for each of the three years during the period ended December 31,
2005, follows:

2005 2004 2003
Statutory federal income tax expense (benefit) ... $ 2,429,700 $ (2,135,400) $ 909,000
Increase (decrease) in taxes resulting from:
TaxX CreditS .....ooiveeeieieiee e (905,100) (1,167,700) (332,200)
Net operating l0SS ..........cvviiiiiiiiiiiiiieees (468,500) - -
State tax, net of federal benefit..................... 217,900 (632,900) 88,100
Effect of deferred tax assets ...........ccoeeeeenn... 484,900 - -
Other, Net ....oooiieie (38,900) (16,000) (900)
Valuation allowance ..........ccccceevvvvviiieeienenns (1,200,000) 6,193,000 —
$ 520,000 $ 2,241,000 $ 664,000
Borrowings:

The Company has a $3,000,000 bank borrowing facility that expires on May 31, 2006, which manage-
ment intends to renew. Borrowings under the facility incur interest at the 30-day LIBOR Daily Floating
Rate plus 1.75%. At December 31, 2005, there were no outstanding borrowings under the facility. The
Company was in compliance with all borrowing facility covenants at December 31, 2005 and 2004.

At December 31, 2005, the Company had a loan balance due of $88,300. The original loan of $100,000,
dated May 16, 2005, was used for plant expansion in lowa and is interest free and requires equal month-
ly principal payments for five years. Additionally, the Company had a note payable of approximately
$94,600 at December 31, 2005. The original note of $100,505 is secured by transportation equipment
and has a variable interest rate at the Overnight LIBOR Daily Floating Rate plus 1.6% and is repayable
monthly over five years.
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Guarantees:

The Company has a $7,000,000 standby letter-of-credit facility; and as of December 31, 2005, there were
standby letters of credit totaling $1,131,298 issued under the facility and all will expire within one year.

The Company's provisions for warranty expense have historically been a relatively consistent percent-
age of sales. Warranty claims tend to occur shortly after product delivery, as a significant portion of the
Company's sales are custom-fabricated products built to customer specifications. Warranty claims are
reviewed monthly and reserves are adjusted to properly reflect the remaining estimated cost to com-
plete the repair or replacement.

The following is a reconciliation of changes in the warranty reserve for the years ended December 31,
2005 and 2004:

2005 2004
Beginning balancCe ...........cccoooiiiiiiiiiece e $ 901,871 $ 1,326,838
Costs incurred to satisfy warranty claims ..........c.ccoceiiiiiiinienn, (889,108) (1,349,654)
Aggregate warranty reserves made..........ccccooeeiiiiieeeiieiiiiiieeeee e 742,221 639,387
Aggregate changes to warranty reserves.........ccccccceeeeeiiiieeeeeeeenn. (193,996) 285,300
ENding DalanCe ..........cccuviiviiiiie e $ 560,988 $ 901,871

Contingencies:

A lawsuit was filed in May 2002 against the Company alleging breach of contract/breach of express
warranty in connection with the sale of a heat exchanger in October 2000. The plaintiff alleged in the
suit that it had suffered direct, consequential, and incidental damages in excess of $3,100,000. On
March 5, 2004, the parties reached an out-of-court settlement of the lawsuit. Under the settlement, the
plaintiff received $600,000. The Company paid $300,000 of the settlement, and the balance was cov-
ered by the Company's product liability carrier. The Company's liability of $300,000 was reflected in
the results for 2003. The effect on 2003 results was to reduce net income by $189,000, or $0.16 per
share on a diluted basis.

The Company and its subsidiaries are involved in other legal proceedings incident to the conduct of
their business. It is management’s opinion that none of these matters will have a material adverse
effect on the consolidated financial position, results of operations, or cash flows.

The Company has operating leases with total aggregate future minimum payments of $485,700 and
terms exceeding one year. It is expected that leases will be renewed or replaced as they expire. The
future minimum lease payments for each of the years subsequent to December 31, 2005, will be:

2006 ..o $ 243,900
2007 .. 148,800
2008 ... 69,500
2009 .. 23,500

$ 485,700

Segment Data:

The Company has four reportable segments: Industrial Equipment, Dairy Farm Equipment, Field Fabri-
cation, and Transportation. The Industrial Equipment segment includes sales of the following products

18



directly to industrial customers: food, beverage, chemical, and industrial processing equipment; industrial
heat transfer equipment; biopharmaceutical equipment; pure-water equipment; thermal-energy storage
equipment; and commercial refrigeration equipment. Dairy Farm Equipment segment sales are made to
independent dealers for resale and include milk-cooling and storage equipment and accessories, refriger-
ation units, and heat-recovery equipment for use on dairy farms. The Field Fabrication segment includes
sales of very large, field-fabricated tanks and vessels that cannot be built and shipped from the plant.
Typical projects are large stainless steel storage tanks for sanitary and industrial process applications. The
Transportation segment delivers products to customers and backhauls materials and components. The
segment also transports components for the Field Fabrication segment and performs contract carriage for
third parties.

Management evaluates performance and allocates resources based on income or loss before income
taxes. The accounting policies of the reportable segments are the same as those described in Sum-
mary of Accounting Policies [Note (1)] to these Consolidated Financial Statements.

Reportable segments are managed separately because they offer different products and serve different
markets. Industrial Equipment products have been aggregated because they are designed and built to a
customer’s specifications and they use common processes and resources in the Springfield, Missouri,
manufacturing facility. Similar economic conditions affect the long-term financial performance of the
product lines included in the Industrial Equipment segment. The Dairy Farm Equipment segment in-
cludes standard products that are built to stock in the Osceola, lowa, manufacturing facility and are
available for sale from inventory. The demand for Dairy Farm Equipment products is affected by the
economic factors that influence the profitability of dairy farmers. The Field Fabrication segment uses
different skills and fabrication methods and requires different technology and expertise than other seg-
ments. The Transportation segment is a trucking operation.

Net sales include revenues from sales to unaffiliated and affiliated customers before elimination of
intersegment sales. Intersegment eliminations are primarily sales from the Industrial Equipment seg-
ment and Transportation segment to the Field Fabrication segment.

The Other/Corporate classification includes other revenues, unallocated corporate assets and expenses,
and corporate other income (expense).

2005
Dairy Farm Industrial Field Transpor- Other / Intersegment
Equipment  Equipment  Fabrication tation Corporate  Eliminations  Consolidated
Net sales................. $27,246,888 $92,423,561 $18,462,042 $ 4,081,699 $ 1,684,759 $ (5,765,495) $138,133,454
Depreciation &
amortization
expense .............. $ 239877 $ 1955619 $ 396,153 $ 220,965 $ 289,803 $ - $ 3,102,417
Income before
income tax.......... $ 4513292 $§ 550,247 $ 1,359,546 $ 168,009 $ 555108 $ - $ 7,146,202
Assets......cccceveeenne. $ 9,087,342 $31,046,042 $ 3,977,779 $ 2,455,537 $ 8,604,797 $ - $ 55,171,497
Additions to
property, plant
& equipment........ $ 401,188 $ 1,270,926 $ 68599 $§ 118516 $ 94,692 $ - $ 1,953,921
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2004

Dairy Farm Industrial Field Transpor- Other / Intersegment
Equipment  Equipment  Fabrication tation Corporate  Eliminations  Consolidated
Net sales................. $20,548,996 $81,154,456 $ 9,975,683 $ 3,154,814 $ 1,045,293 $ (2,950,800) $112,928,442
Depreciation &
amortization
expense .............. $ 266,847 $ 2,194,000 $ 536,526 $§ 170,520 $ 380,983 $ - $ 3,548,876
Income (loss)
before income
[£=) T $ 1,881,911 $(8,968,734) $ 128273 $ 31,500 $§ 646,870 $ - $ (6,280,180)
Assets......cccccveennen. $ 8,316,704 $34,269,880 $ 3,191,340 $ 2,511,756 $ 8,792,947 $ - $ 57,082,627
Additions to
property, plant
& equipment ....... $ 231,314 $ 1,012,697 $ 18,402 $ 15,151 $ 2,776 $ - $ 1,280,340
2003
Dairy Farm Industrial Field Transpor- Other / Intersegment
Equipment Equipment  Fabrication tation Corporate  Eliminations Consolidated
Net sales................. $14,306,860 $91,379,067 $ 8,299,941 $ 3918474 $ 594,564 $ (1,732,888) $116,766,018
Depreciation &
amortization
expense............... $ 298,145 $ 2,373,233 $ 754,283 $ 1522232 $ 459,568 $ - $ 4,037,461
Income (loss)
before income
L£=) QR $ 435469 $ 1,347,191 $ (2251163) $ 454,419 $ 661,681 $ - $ 2,673,597
Assets......ccccveueenen. $ 7,610,101 $42,742,818 $ 3,569,769 $ 2,639,220 $11,092,952 $ - $ 67,654,860
Additions to
property, plant
& equipment........ $ 9,599 §$ 2,038,914 $ 89,670 $ 289,340 $ 346,846 $ - $ 2,774,369

Revenues from external customers by product category for the three years ended December 31, 2005,
were:

2005 2004 2003
Milk-cooling and storage equipment ................. $ 24,849,312 $ 18,915,382 $ 12,950,878
Process vessels and tanks............cccoeevvevvvnnnnnn. 60,928,234 47,830,835 45,314,532
Other industrial equipment...........cccccoeeeviinnnneen. 52,355,908 46,182,225 58,500,608
$138,133,454 $112,928,442 $116,766,018

Revenues from external customers by geographic location are attributed to countries based on the
location of the customer and for the three years ended December 31, 2005, were:

2005 2004 2003
United States........ccceeviiiiiiee e $105,902,082 $ 93,593,998 $103,650,529
North America (excluding the U.S.).................. 12,894,644 9,913,248 7,183,100
Asia and the Far East ..........cccoooiiiiiiinine 4,364,850 4,180,296 3,378,499
BUIOPE ... 11,984,453 3,993,742 1,474,634
Other areas .......ccceevieeieeiiii e 2,987,425 1,247,158 1,079,256
$138,133,454 $112,928,442 $116,766,018
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During the years presented, export sales to any one country were not in excess of 10% of consolidated
sales.

All long-lived assets owned by the Company and its subsidiaries are located in the United States.

During 2005 and 2004, sales to any one customer were not in excess of 10% of consolidated sales.
During 2003, sales of $13,045,000 for Industrial Equipment to an individual U.S. customer exceeded
10% of consolidated sales.

Long-Term Incentive Plans:

The Company has two stock compensation plans: the 1999 Long-Term Incentive Plan (the "Employee
Plan") and the Non-Employee Director Stock Option and Restricted Stock Plan (the "Director Plan").

The Employee Plan provides for two types of awards for executives and key employees: restricted stock
and non-qualified stock options. An aggregate of 180,000 shares of common stock can be issued under
the Employee Plan, with 55,000 shares being the aggregate maximum number of shares that may be
granted as restricted stock.

Under the Director Plan, non-employee directors can receive restricted stock and non-qualified stock
options. An aggregate of 60,000 shares can be issued under the Director Plan in either restricted stock
or non-qualified options.

The exercise price of each option under both Plans must equal or exceed the closing market price of
the Company's common stock on the day before the effective date of grant. The options vest and are
exercisable five years after the date of grant, and they must be exercised no later than ten years from
the date of grant.

Under the Plans, restricted shares of stock vest five years after the effective date of grant. Compen-
sation expense was computed by multiplying the number of shares granted by the fair market value
of the common stock on the date of grant. The expense is being recognized ratably over the vesting
period. Compensation expense recognized for the restricted shares was $132,566, $147,926, and
$146,737 for the years ended December 31, 2005, 2004, and 2003, respectively. At December 31,
2005, 13,750 shares of restricted stock were outstanding under the Plans.

A summary of activity in the Company's stock option plans is as follows:

Weighted
Number Average
of Exercise

Shares Price
Outstanding at December 31, 2002.......... 58,200 $ 35.76
Granted........oouoeeeeeee e, 23,300 35.00
Outstanding at December 31, 2003.......... 81,500 $ 35.54
Granted......ccooeeeiiiiiiiiieee e 2,800 29.13
Outstanding at December 31, 2004.......... 84,300 $ 35.33
Forfeited......ooooeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeee, (28,000) 35.75
Outstanding at December 31, 2005.......... 56,300 $ 35.12
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The following table summarizes information about stock options outstanding as of December 31, 2005:

Options Outstanding
Number Weighted-Average Average

Range of of Remaining Exercise
Exercise Prices Shares Contractual Years Price
$29.13 — $36.00 56,300 5.97 $ 35.12

Options outstanding as of December 31, 2005, included 13,700 shares exercisable at $36.00 per share
and 2,000 shares exercisable at $35.00 per share.

The Company applies APB No. 25 — "Accounting for Stock Issued to Employees" to account for em-
ployee stock options. Accordingly, no compensation expense has been recognized for non-qualified
stock options.

Pro forma net income and earnings-per-share information (as required by SFAS No. 123 — "Accounting
for Stock-Based Compensation") has been determined as if the Company had accounted for all stock
options under the fair-value method described by SFAS No. 123.

The fair values for options were estimated at the date of grant using the Black-Scholes Option Pricing
Model, with the following weighted-average assumptions:

Stock Option Grants
October 1, May 16, July 25, May 20, March 1, May 13,

2004 2003 2002 2002 2001 1999
Interest rate.........cccoeeneene 3.70% 3.40% 4.80% 4.80% 4.90% 5.80%
Expected life in years........ 7.5 7.5 7.5 7.5 7.5 7.5
Expected volatility ............. 27.40% 30.20% 36.10% 38.80% 64.20% 53.40%
Expected dividend yield .... 8.24% 8.17% 8.00% 7.50% 9.00% 7.40%
Value per option................ $2.88 $4.94 $5.05 $6.35 $ 8.58 $ 8.60

The Black-Scholes Option Pricing Model was developed for use in estimating the fair value of traded
options that have no vesting restrictions and that are fully transferable. In addition, option pricing mod-
els require the input of subjective assumptions, including the expected stock price volatility. Because
the Company's options have characteristics different from those of traded options, the model, in the
opinion of management, does not necessarily provide a reliable single measure of the fair value of its
options.

For purposes of pro forma disclosures, the estimated fair value of the options is being amortized to
expense ratably over the vesting period. The pro forma disclosures required by SFAS No. 123 are not
likely to be representative of the effects on reported net income or losses for future years. The pro forma
information follows:

2005 2004 2003
Pro forma net income (I0SS) .......cc..coevveeeuveeennenne.. $ 6,582,120 $ (8,664,100) $ 1,952,098
Pro forma earnings (loss) per common share:
BaSiC ....eeeiiiieee $5.65 $(7.41) $1.67
Diluted.....cveieie e $5.61 $(7.41) $1.65
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Statement of Financial Accounting Standards ("SFAS") No. 123 (revised 2004) — "Accounting for Share-
Based Payment,” issued December 2004, will be adopted effective for the Company’s 2006 calendar year.
It is not expected to have a material effect on the Company’s financial position or results of operations.

Shareholder Rights Plan:

On January 26, 2001, the Board of Directors of the Company adopted an Amended and Restated Rights
Agreement ("Rights Agreement") and declared a dividend distribution of one Common Share Purchase
Right ("Right") for each share of the Company's common stock outstanding on February 15, 2001.

The Rights will be exercisable only if a person or group acquires 15% or more of the Company's com-
mon stock (an "Acquiring Person") or announces a tender offer that would result in ownership of 15% or
more of the Company's common stock. Initially, each Right will entitle shareholders to buy one share of
the Company's common stock at an exercise price of $117.25.

If the Company is acquired in a merger or other business combination and its common stock is changed
or exchanged, or if 50% or more of its consolidated assets or earning power is sold, each Right will
entitle its holder to purchase, at the Right's then-current exercise price, shares of the acquiring com-
pany's common stock having a market value of twice the exercise price. Also, if an Acquiring Person
acquires 15% or more of the Company's outstanding common stock, each Right will entitle its holder to
purchase, at the Right's then-current exercise price, common stock of the Company having a market
value of twice the exercise price. Under either situation, Rights owned by an Acquiring Person will
become null and void.

Prior to acquisition by an Acquiring Person of 15% or more of the Company's common stock, the Rights
are redeemable at the option of the independent members (as defined in the Rights Agreement) of the
Board of Directors at $0.01 per Right. The Rights will expire on January 29, 2011.

Until a Right is exercised, the holder thereof, as such, has no rights as a shareholder of the Company,

including the right to vote or to receive dividends. The issuance of the Rights alone has no dilutive
effect and does not affect reported earnings per share.
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Independent Auditors' Report

Board of Directors
Paul Mueller Company
Springfield, Missouri

We have audited the accompanying consolidated balance sheet of PAUL MUELLER COMPANY (a Missouri cor-
poration) AND SUBSIDIARIES as of December 31, 2005, and the related statements of income, shareholders’
investment, and cash flows for the year then ended. These financial statements are the responsibility of the
Company's management. Our responsibility is to express an opinion on these financial statements based on
our audit. The financial statements of Paul Mueller Company and Subsidiaries as of December 31, 2004, and
for the years ended December 31, 2004 and 2003, were audited by other accountants whose report dated
February 11, 2005, expressed an unqualified opinion on those statements.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as eval-
uating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

In our opinion, the 2005 financial statements referred to above present fairly, in all material respects, the

financial position of Paul Mueller Company and Subsidiaries as of December 31, 2005, and the results of its
operations and its cash flows for the year then ended in conformity with accounting principles generally

accepted in the United States of America.
6/( D Lor
February 17, 2006 2
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Paul Mueller Company and Subsidiaries

Selected Financial Data — Five-Year Summary and
Market and Dividend Information by Quarter

Selected Financial Data — Five-Year Summary

For the Years 2005 and 2004

2005 2004 2003 2002 2001
Net sales .......ccccccevveeeveeeennn.. $138,133,454 $112,928,442 $116,766,018 $ 114,149,434 $ 94,288,219
Net income (l0SS) ......cccceuee.. $ 6,617,176 $ (8,604,883) $ 2,018553 $ 1,889,158 $ (1,359,840)
Earnings (loss) per
common share:
BasiC......cccccoveeiiiiie, $ 568 $ (7.36) $ 173 $ 162 $ (1.16)
Diluted ......ccvveviieeiies $ 564 $ (7.36) $ 1.7 $ 1.61 $ (1.16)
Common shares outstanding ... 1,162,249 1,192,410 1,193,771 1,185,071 1,179,721
Dividends declared
per common share.............. $ 2.40 $ 240 $ 240 $ 240 $ 240
Total assets ......ccccveeviieeeiinns $ 55,171,497 §$ 57,082,627 $ 67,654,860 $ 68,330,756 $ 55,910,473
Long-term obligation, net
of current maturities ........... $ 708,420 $ 728,876 $ 992,208 $ 1,604,566 $ 947,189
Shareholders’ investment........ $ 21,449,313 $ 17,000,373 $ 29,247,496 $ 29,016,748 $ 35,963,324
Working capital........................ $ 7,704,895 $ 5,826,016 $ 10,723,341 $ 13,304,896 $ 13,910,555
Book value per
common share ................... $ 18.46 $14.26 $24.50 $24.49 $30.48
Average number
of employees..........cccoue. 816 843 1,007 968 876
Market and Dividend Information by Quarter
2005 2004
Quarter Ended Quarter Ended
Mar.31 June 30 Sept.30 Dec. 31 Mar.31 June 30 Sept.30 Dec. 31
Market Price of Stock
High ..o $2800 $3190 $3470 $3200 $41.79 $4158 $31.70 $31.23
LOW .o $2150 $2500 $2850 $27.00 $40.00 $31.00 $26.83 $29.00
Cash Dividends
Declared per share.... $0.60 $0.60 $0.60 $0.60 $0.60 $0.60 $0.60 $0.60

The Company’s common stock is traded over-the-counter based on quotes obtained by mar-
ket makers from the pink sheets. The market price data was obtained from Pink Sheets LLC.
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Paul Mueller Company and Subsidiaries

Financial Highlights by Quarter (Unaudited)
For the Years 2005 and 2004

(In Thousands, Except Per Share Data)

Quarter Ended

March 31 June 30 September 30 December 31
2005 2004 2005 2004 2005 2004 2005 2004
(c) (a)(b) (d)(e)
Net sales ............... $ 32,783 $ 18,311 $ 34516 $ 25390 $ 31,322 §$ 33,948 $ 39,512 $ 35,279
Gross profit............ $ 7630 $ 1465 $ 6545 $ 2171 $ 5469 $ 3813 $ 8506 $ 5,218

Netincome (loss)... $ 2,025 $ (2371) $ 345 $ (1,725) $ 418 §$ (5324) $ 3,829 $ 815

Earnings (loss) per
common share:

BasiC.............. $ 173 $(203) $ 029 $(148 $ 036 $(455 $ 333 $ 070
Diluted............ $ 172 $(203) $ 029 $(1.48 $ 036 $(455 $ 331 $ 069

(a) Fourth quarter 2005 results were favorably affected by an adjustment to the LIFO reserve, which increased net
income by $1,085,000, or $0.94 per share on a basic and diluted basis.

(b) A non-cash credit of $1,200,000 was recorded during the fourth quarter of 2005 to reduce a portion of the valuation
allowance established during 2004 for all of the Company's net deferred tax assets. The non-cash credit increased
net income by $1,200,000 for the fourth quarter of 2005.

(c) Anon-cash charge of $5,047,000 was recorded during the third quarter of 2004 to establish a valuation allowance for
all of the Company's net deferred tax assets. As of September 30, 2004, the Company was in a cumulative loss-before-
tax position for the prior three years; and this was sufficient objective evidence to preclude the assertion that the
ultimate realization of the net deferred tax assets is more likely than not, and a full valuation allowance is required
under the provisions of Statement of Financial Accounting Standards No. 109 — "Accounting for Income Taxes."

(d) Fourth quarter 2004 results were unfavorably affected by an adjustment to the LIFO reserve, which decreased net
income by $192,000, or $0.16 per share on a basic and diluted basis.

(e) An additional $1,146,000 was recorded as a valuation allowance for the increase in net deferred tax assets during
the fourth quarter of 2004.
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Paul Mueller Company and Subsidiaries
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