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5215 N. O Connor Blvd., Suite 2300
Irving, Texas 75039
April 13, 2007

NOTICE OF 2007 ANNUAL MEETING
OF SHAREHOLDERS

The 2007 Annual Meeting of Shareholders of Flowserve Corporation (the Company ) will be held on May 17, 2007 at
11:00 a.m., local time, at the Flowserve Corporation Learning Center, 4343 West Royal Lane, Irving, Texas 75063. If
you were a shareholder of record of the Company s common stock at the close of business on March 30, 2007, you are
entitled to notice of and to vote at the annual meeting.
At this meeting the Company will ask you to:

elect three directors, each to serve a term expiring at the 2010 annual meeting of shareholders;

approve the Company s 2007 Annual Incentive Plan, a performance-based cash incentive plan;

approve the Company s 2007 Long-Term Incentive Plan, a performance-based stock incentive plan; and

attend to other business properly presented at the meeting.

Approval of these performance-based incentive plans will enable the Company to effectively continue its annual cash
and equity long-term incentive programs for management, but with previously unavailable federal tax benefits.

No new shares of common stock will be authorized if the Long-Term Incentive Plan is approved. This plan will use
shares previously authorized by shareholders who approved the Company s 2004 Stock Compensation Plan.

The enclosed proxy statement contains other important information which you should read and consider before you
vote.

Your vote is important. Whether or not you plan to attend the meeting in person, the Company requests your vote.
Please vote by completing and mailing the proxy card in the enclosed envelope or using the telephone or Internet.
Thank you in advance for voting.

By Order of the Board of Directors,

Tara D. Mackey
Vice President, Assistant Secretary and Compliance Counsel
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FLOWSERVE CORPORATION
5215 N. O Connor Blvd., Suite 2300 Irving, Texas 75039

2007 ANNUAL MEETING OF SHAREHOLDERS PROXY STATEMENT
SOLICITATION

We are providing these proxy materials in connection with the solicitation by the Board of Directors (the Board ) of
Flowserve Corporation, a New York corporation (the Company ), of proxies to be voted at the 2007 annual meeting of
shareholders, which is being held on May 17, 2007 and at any adjournment or postponement. This proxy statement

and form of proxy are first being mailed to shareholders on or about April 20, 2007.

This proxy statement and the enclosed proxy card contain information about the election of directors that you may
vote on at the annual meeting. It also contains information about the proposed shareholder approval of the Company s
Annual Incentive Plan and Long-Term Incentive Plan, which is more fully described beginning on page 59.

VOTING
Who May Vote and Number of Votes

If you are a shareholder of record at the close of business on March 30, 2007, you may vote on the matters discussed
herein. You have one vote for each share you own.

How to Vote

Voting by Proxy Holders for Shares Registered in the Name of a Brokerage Firm or Bank. If your shares are held by
a broker, bank or other nominee (i.e., in street name ), you will receive instructions from your nominee, which you
must follow in order to have your shares voted.

Voting by Proxy Holder for Shares Registered Directly in the Name of Shareholder. 1f you hold your shares in your
own name as a holder of record, you must instruct the proxy holders named in the enclosed proxy card how to vote
your shares by using the toll-free telephone number or the Internet website set forth below or by signing, dating and
mailing the enclosed proxy card to National City Bank in the enclosed envelope. Each of these voting methods is
described below:

Vote by Telephone. 1f you hold your shares in your name as a holder of record, you may vote by telephone by calling
toll-free to 1-888-693-8683 from the United States and Canada and following the series of voice instructions that will
direct you how to vote your shares. Have your proxy card available when you place your telephone call. Telephone
voting is available 24 hours a day, 7 days a week until 6:00 a.m., Eastern Time, on May 17, 2007. IF YOU VOTE BY
TELEPHONE, YOU DO NOT NEED TO RETURN YOUR PROXY CARD.

Vote by Internet. You have the option to vote via the Internet at the following address: www.cesvote.com by
following the on-screen instructions that will direct you how to vote your shares. Internet voting is available 24 hours
a day, 7 days a week until 6:00 a.m., Eastern Time, on May 17, 2007. Have your proxy card available when you
access the Internet website. [IF YOU VOTE BY INTERNET, YOU DO NOT NEED TO RETURN YOUR PROXY
CARD.

Vote by Mail. If you would like to vote by mail, mark the enclosed proxy card, sign and date it and return it to
National City Bank in the enclosed envelope.

Table of Contents 8
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Vote in Person. If you are a registered shareholder and attend the annual meeting, you may deliver your completed
proxy card in person. street name shareholders who wish to vote at the meeting will need to obtain a proxy from the
broker, bank or other nominee that holds their shares.
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Changing Your Vote
You may revoke your proxy at any time before it has been exercised by:

mailing in a revised proxy dated later than the prior proxy submitted,

notifying the Corporate Secretary in writing that you are revoking your proxy,

casting a new vote by telephone or the Internet, or

appearing in person and voting by ballot at the annual meeting.
Quorum for the Meeting
A majority of the outstanding shares, present or represented by proxy, constitutes a quorum. A quorum is necessary to
conduct business at the annual meeting. You are part of the quorum if you have voted by proxy. Shares that the holder
abstains from voting on a particular proposal count at the meeting for purposes of determining a quorum.

Broker non-votes are counted as present and entitled to vote for purposes of determining a quorum. A broker non-vote
occurs when a broker holding shares in street name for a beneficial owner is represented in person or by proxy at the
meeting but does not vote on a particular proposal because the broker does not have discretionary voting power for
that particular proposal and has not received instructions from the beneficial owner.

Counting of Votes

Only votes cast count in the voting results and withheld votes are not considered votes cast. Directors are elected by a
plurality of votes cast. Under the rules of the New York Stock Exchange ( NYSE ), brokers may, at their discretion

with respect to certain routine matters, vote shares they hold in street name on behalf of beneficial owners who have

not returned voting instructions to the brokers. Routine matters include the election of directors. Broker non-votes on a

particular proposal will not constitute votes cast with respect to such proposal.

At the close of business on March 30, 2007, the record date for the annual meeting, the Company had
57,046,483 shares of common stock issued and outstanding (excluding treasury shares) which may be voted.

Cost of Proxy Solicitation

The Company pays the cost of soliciting proxies. Brokerage firms and other custodians, nominees and fiduciaries are
reimbursed by the Company for the reasonable out-of-pocket expenses that they incur to send proxy materials to
shareholders and solicit their votes.

Shareholder Proposals

The Company s 2008 annual meeting of shareholders is tentatively scheduled to be held on May 15, 2008. If the
meeting is held on that date, advance notice of any nominations for directors sought to be presented at that meeting
must be given by March 26, 2008. Notice of all other proposals sought to be presented at the Company s 2008 annual
meeting must be given by March 6, 2008. If proper notice is not timely given, the proxy statement with respect to the
2008 annual meeting may grant discretionary authority to the proxies named therein to vote on such proposals.
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In order to be considered for inclusion in the proxy material for that meeting, shareholder proposals must comply with
the requirements of Rule 14a-8 under the Securities Exchange Act of 1934, as amended (the Exchange Act ), and must
be received by the Assistant Corporate Secretary no later than December 22, 2007. All shareholder proposals

(including director nominations) submitted to the Assistant Corporate Secretary must be in accordance with the
Company s By-
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Laws and delivered to the Company s address noted below:

Flowserve Corporation

5215 N. O Connor Blvd., Suite 2300
Irving, Texas 75039

Attention: Assistant Corporate Secretary

See the discussion on page 11 of this proxy statement titled Shareholder Nominations for Director for information
regarding nominating a person to serve on the Board.

Voting by Participants in the Flowserve Corporation Retirement Savings Plan

If you are a participant in the Flowserve Corporation Retirement Savings Plan, the proxy card serves as a voting
instruction to the trustee for the plan. The proxy card indicates the number of shares of common stock credited to your
account under the plan as of the record date for voting at the meeting.

If you sign and return your proxy card on time, the trustee will vote the shares as you have directed.

If you do not return your proxy card, or if you return your proxy card late, the trustee will vote your shares in
the same proportion as the shares voted by participants who timely return their cards to the trustee.

Vote Tabulations

Votes are counted by National City Bank, the Company s independent transfer agent and registrar. National City Bank
is the inspector of elections for the annual meeting.

PROPOSAL NUMBER ONE: ELECTION OF DIRECTORS

The Board has nominated for re-election Christopher A. Bartlett and William C. Rusnack, two members of the class of
directors whose terms of offices are expiring. The Board also nominated Rick J. Mills for election to the Board for the
same term. Each individual is nominated to serve for a new term that will end at the 2010 annual meeting of
shareholders.

The individuals named as proxies on the enclosed proxy card will vote your proxy for the election of these nominees
unless you withhold authority to vote for any one or more of them. If any director is unable to stand for re-election,
the Board may reduce the number of directors or choose a substitute.

Hugh K. Coble and George T. Haymaker, Jr., current members of our Board whose terms expire at the upcoming
annual meeting, having reached the ages of 72 and 69, respectively, are not standing for re-election at the annual
meeting. Instead, they will retire from the Board upon expiration of their terms, pursuant to Board policy. We thank
Messrs. Coble and Haymaker for their years of exemplary service on the Board.

Recommendation

THE BOARD RECOMMENDS THAT YOU VOTE FOR THE ELECTION OF EACH OF THE NOMINEES
LISTED ON THE FOLLOWING PAGE.

Table of Contents 12
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Nominees to Serve a Term Expiring at the 2010 Annual Meeting of Shareholders

Christopher A. Bartlett, age 63, has served as a director since 2002 and serves as Chairman of the Organization and
Compensation Committee and as a member of the Corporate Governance and Nominating Committee. He also served
as director of the Company from 1988 to 1993. Dr. Bartlett is an Emeritus Professor of Business Administration at
Harvard University. Prior to his academic career, he was a general manager of Baxter Travenol s French subsidiary
and a consultant at McKinsey & Co. Currently, Dr. Bartlett serves as a Chief Executive Officer advisor and
management consultant on international strategic and organizational issues to several major corporations.

William C. Rusnack, age 62, has served as a director since 1997 and serves as a member of the Audit Committee. He
is currently a private investor and independent corporate director. Mr. Rusnack was President, Chief Executive
Officer, Chief Operating Officer and director of Premcor Inc. at various times from 1998 to 2002. Before joining
Premcor, Mr. Rusnack served for 31 years with Atlantic Richfield Company, ( ARCO ), an integrated petroleum
company, most recently as Senior Vice President of ARCO from 1990 to 1998 and President of ARCO Products
Company from 1993 to 1998. He is also a director and member of the Audit and Executive Committees, as well as
Chairman of the Compensation Committee of Sempra Energy, an energy services company and a director and member
of the Executive Committee, as well as Chairman of the Audit Committee of Peabody Energy, a coal mining
company.

Rick J. Mills, age 59, is currently a Vice President of Cummins Inc., a manufacturer of large diesel engines and
President of the Components Group at Cummins Inc. He was Vice President and President  Filtration Business from
2000 to 2005 and held other key management positions from 1970 to 2000. Mr. Mills is also a director and member of
the Audit Committee and Nominating and Governance Committee of Rohm and Haas, a global company producing
specialty polymers and biologically active compounds.
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Directors Serving a Term Expiring at the 2009 Annual Meeting of Shareholders

Roger L. Fix, age 53, was elected as director in April 2006 and serves as a member of the Organization and
Compensation Committee. Mr. Fix is the Chief Executive Officer of Standex International Corporation ( Standex ), a
publicly traded diversified manufacturing and marketing company. He has been its Chief Executive Officer since
2003, President since 2001 and director since 2001. He was its Chief Operating Officer from 2001 to 2002. He is also
a member of Standex s Executive Committee since 2003. Before joining Standex, he was employed by Outboard
Marine Corporation, a marine manufacturing company, as Chief Executive Officer and President from 2000 to 2001
and Chief Operating Officer and President during 2000. He served as its director from 2000 to 2001. He served as
Chief Executive of John Crane Inc., a global manufacturer of mechanical seals for pump and compressor applications
in the process industry, from 1998 to 2000 and as its President North America from 1996 to 1998. He was President
of Xomox Corporation, a manufacturer of process control valves and actuators, from 1993 to 1996. He was also
employed by Reda Pump Company, a manufacturer of electrical submersible pumping systems for oil production,
from 1981 to 1993, most recently as Vice President and General Manager/Eastern Division. He was also employed by
Fisher Controls Company, a manufacturer of process control valves and pneumatic and electronic instrumentation,
from 1976 to 1981.

Diane C. Harris, age 64, has served as a director since 1993 and serves as a member of the Finance Committee. She is
President of Hypotenuse Enterprises, Inc., a mergers and acquisitions service and corporate development outsourcing
company. Ms. Harris was Vice President of Corporate Development of Bausch & Lomb Incorporated, an optics and
health care products company, from 1981 to 1996, when she left to form Hypotenuse Enterprises, Inc. as its President.
She was a director of the Association for Corporate Growth from 1993 to 1998 and its elected President from 1997 to
1998. Ms. Harris is also a director of the Monroe Fund, an investment company.

Lewis M. Kling, age 62, has served as President, Chief Executive Officer and as a director since 2005. He served as
Chief Operating Officer from 2004 to 2005. Before joining the Company, he served as Group President and Corporate
Vice President of SPX Corporation from 1999 to 2004 and as a member of the Board of Directors of Inrange
Technologies Corporation from 2000 to 2003. Mr. Kling also served as President of Dielectric Communications, a
division of General Signal Corporation, which was purchased by SPX Corporation, from 1997 to 1999. He is also a
director of Eastman Chemical Company, a manufacturer of chemicals, fibers and plastics.

James O. Rollans, age 64, has served as a director since 1997. He serves as the Chairman of the Audit Committee and
as a member of the Corporate Governance and Nominating Committee. He is an independent Corporate Director and
Corporate Financial Advisor. Mr. Rollans was President and Chief Executive Officer of Fluor Signature Services, a
subsidiary of Fluor Corporation, a major engineering, procurement and construction firm, from 1999 to 2001. He
served as Senior Vice President of Fluor Corporation from 1992 to 1999, as its Chief Financial Officer from 1998 to
1999 and from 1992 to 1994, as its Chief Administrative Officer from 1994 to 1998 and as its Vice President of
Corporate Communications from 1982 to 1992. Mr. Rollans is also a director of Encore Credit Corporation, a
mortgage finance company and a director of Advanced Medical Optics, Inc., a developer and manufacturer of
ophthalmic surgical and contact lens care products.
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Directors Serving a Term Expiring at the 2008 Annual Meeting of Shareholders

Michael F. Johnston, age 59, has served as a director since 1997. He serves as Chairman of the Finance Committee
and as a member of the Corporate Governance and Nominating Committee. Mr. Johnston is the Chief Executive
Officer and Chairman of the Board of Visteon Corporation ( Visteon ), an automotive components supplier and has
served as Visteon s President, Chief Executive Officer and Chief Operating Officer at various times since 2000. Before
joining Visteon, Mr. Johnston was employed by Johnson Controls, Inc., a company serving the automotive and
building services industry, as President of North America/Asia Pacific, Automotive Systems Group, from 1999 to
2000, President of Americas Automotive Group from 1997 to 1999 and in other senior management positions since
1991. He is also a director of Visteon and a director of Whirlpool Corporation, an appliance manufacturer.

Charles M. Rampacek, age 63, has served as a director since 1998. He serves as the Chairman of the Corporate
Governance and Nominating Committee and as a member of the Audit Committee. Mr. Rampacek is currently a
business and management consultant in the energy industry. Mr. Rampacek served as the Chairman of the Board,
President and Chief Executive Officer of Probex Corporation ( Probex ), an energy technology company providing
proprietary oil recovery services, from 2000 to 2003. From 1996 to 2000, Mr. Rampacek served as President and
Chief Executive Officer of Lyondell-Citgo Refining, L.P., a manufacturer of petroleum products. From 1982 to 1995,
he held various executive positions with Tenneco Inc. and its energy related subsidiaries, including President of
Tenneco Gas Transportation Company, Executive Vice President of Tenneco Gas Operations and Senior Vice
President of Refining. In 2005, two complaints seeking recovery of certain alleged losses were filed against former
officers and directors of Probex, including Mr. Rampacek, as a result of the bankruptcy of Probex in 2003. These
complaints were defended under Probex s director and officer insurance by AIG and settlement was reached and paid
by AIG with bankruptcy court approval in the first half of 2006. An additional complaint was filed in 2005 against
noteholders of certain Probex debt, of which Mr. Rampacek was one. A settlement of $2,000 was reached and
similarly approved in the first half of 2006. Mr. Rampacek is also a member of the Board of Directors of Enterprise
Products GP, LLC and serves on its Audit, Conflicts and Governance Committee.

Kevin E. Sheehan, age 61, has served as a director since 1990. He serves as non-executive Chairman of the Board of
Directors and also serves as a member of the Finance Committee. He also serves as an alternate director of all other
committees for any committee member not in attendance at a committee meeting. He served as the Company s Interim
Chairman, President and Chief Executive Officer from April 2005 to August 2005. He is a partner in Cambridge
Ventures, a venture capital firm focused on investments in early stage growth companies. He is on the Board of two
private companies, neither connected to Cambridge Ventures, Contour Hardening and CIK Enterprises, where he also
serves as Board Chairman. Prior to joining Cambridge Ventures, he was Managing Director of CID Capital for

12 years. He is also a director of Tecumseh Corporation, a manufacturer of compressors, gasoline engines and power
train components. Before joining CID Capital in 1994, Mr. Sheehan was employed by Cummins Engine Company, a
manufacturer of diesel engines and related components, for 22 years. He served at Cummins Engine Company as Vice
President, Components Group, from 1986 to 1993, Vice President, Worldwide Parts and Service from 1983 to 1986
and Vice President, Computer Systems and Telecommunications from 1980 to 1983.
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Directors Serving a Term Expiring at the 2007 Annual Meeting of Shareholders

Hugh K. Coble, age 72, has served as a director since 1994 and serves as a member of the Organization and
Compensation Committee. He is Vice Chairman, Emeritus, of Fluor Corporation, a major engineering, procurement
and construction firm. Mr. Coble was a director of Fluor Corporation from 1984 and Vice Chairman from 1994 until
his retirement in 1997. He joined Fluor Corporation in 1966 and was Group President of Fluor Daniel, Inc., a
subsidiary of Fluor Corporation, from 1986 to 1994.

George T. Haymaker, Jr., age 69, has served as a director since 1997. He serves as a member of the Organization and
Compensation Committee. Mr. Haymaker has been non-executive Chairman of the Board of Safelite Auto Glass, a
provider of automobile replacement glass, since 2000. Mr. Haymaker was non-executive Chairman of the Board of
Kaiser Aluminum Corporation, a company that is now principally a producer of semi-fabricated aluminum products,
from 2001 to 2006, Chairman of the Board from 1994 until 2001 (non-executive Chairman after January 2000) and its
Chief Executive Officer from 1994 to 1999. Before joining Kaiser Aluminum in 1993 as its President and Chief
Operating Officer, Mr. Haymaker worked with a private partner in the acquisition and redirection of several metal
fabricating companies. He was Executive Vice President of Alumax, Inc. from 1984 to 1986 and was Vice President,
International Operations for Alcoa, Inc. from 1982 to 1984. Mr. Haymaker is also a director of CII Carbon, L.L.C., a
supplier of calcined coke for aluminum smelters, a director of Mid-America Holdings, Ltd., an aluminum extruder, a
director of 360 Networks Corporation, a provider of telecommunication services, a lead director and member of the
Audit Committee of the Board of Hayes Lemmerz International, Inc., a global supplier of automotive and commercial
wheels, brakes and other auto suspension components and a director and Chairman of the Compensation Committee
of the Board of SCP Pool Corp., a distributor of swimming pool and related products.
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MEETINGS AND COMMITTEES OF THE BOARD
Meetings of the Board

The Board held 5 regular meetings and 8 special meetings in 2006. Executive sessions of non-management directors
are normally held at each regular Board meeting. Any non-management director may request additional executive
sessions to be scheduled. Shareholders may communicate with the Company s non-management directors by following
the instructions set forth in Shareholder Communications with the Board below.

Board members customarily have attended the Company s annual meetings of shareholders. Each Board member
attended the Company s 2005 and 2006 annual meetings of shareholders. In 2006, each director attended over 75% of
the meetings of the Board held during the period for which he or she has been a director and the meetings of the Board
committees on which he or she served.

Non-Executive Chairman of the Board

Kevin E. Sheehan, as non-executive Chairman of the Board, presides over meetings of the Board, including executive
sessions of the Board where only non-employee directors are present. He approves the agendas for Board meetings in
advance. He also serves as a member of the Finance Committee and as an alternate member of all other Board
committees. Mr. Sheehan generally attends all committee meetings, where possible.

Committees of the Board

The Board maintains an Audit Committee, a Finance Committee, a Corporate Governance and Nominating
Committee and an Organization and Compensation Committee. Only independent directors are eligible to serve on
Board committees.

Each committee is governed by a written charter. The charters of the Audit Committee, Finance Committee, Corporate
Governance and Nominating Committee and Organization and Compensation Committee are available on the

Company s website at www.flowserve.com under the Investor Relations Governance caption. These documents are
also available in print to any shareholder who submits a written request to Zac Nagle, Vice President, Investor

Relations, Flowserve Corporation, 5215 N. O Connor Blvd., Suite 2300, Irving, Texas 75039.

Audit Committee

The Audit Committee is composed of three directors, Charles M. Rampacek, James O. Rollans (Chairman) and

William C. Rusnack. The Board has determined that Mr. Rollans, former Chief Financial Officer of Fluor

Corporation, is a qualified audit committee financial expert under the Securities and Exchange Commission (the SEC )
rules and has accounting or related financial management expertise for purposes of the NYSE listing requirements.

The Board also determined that all members of the Audit Committee are financially literate, within the meaning of the
NYSE corporate governance listing standards and meet the independence standards set forth in the SEC rules and the
NYSE corporate governance listing standards.

The Audit Committee directly engages the Company s independent auditors, preapproves the scope of the annual
external audit and preapproves all audit and non-audit services to be provided by the independent auditor. The Audit
Committee further approves and directly reviews the results of the internal audit plan. The Audit Committee also
meets with management and the independent auditors to review the quality and accuracy of the annual and quarterly
financial statements and considers the reports and recommendations of independent internal and external auditors
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pertaining to audit results, accounting practices, policies and procedures and overall internal controls.

The Audit Committee meets regularly with the external and internal auditors in executive session to discuss their
reports on a confidential basis. In addition, the Audit Committee prepares and issues
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the Report of the Audit Committee located on page 57 of this proxy statement. The Audit Committee met 12 times in
2006.

Finance Committee

The current members of the Finance Committee are Diane C. Harris, Michael F. Johnston (Chairman) and Kevin E.
Sheehan. The Board determined that all members of the Finance Committee meet the independence standards set forth
in the NYSE corporate governance listing standards.

The Finance Committee advises the Board on all corporate financing and related treasury matters regarding capital
structure and major corporate transactions. The Finance Committee monitors corporate risk management programs.
The Finance Committee approves major capital expenditures made by the Company. The Finance Committee also
advises the Board on the Company s pension fund performance. The Finance Committee met 6 times in 2006.

Corporate Governance and Nominating Committee

The Corporate Governance and Nominating Committee ( Corporate Governance Committee ) is composed of four
directors, Christopher A. Bartlett, Michael F. Johnston, Charles M. Rampacek (Chairman) and James O. Rollans. The
Board determined that all members of the Corporate Governance Committee meet the independence standards set
forth in the SEC rules and the NYSE corporate governance listing standards.

The Corporate Governance Committee is responsible for making recommendations to the Board for the positions of
Chairman of the Board, President and Chief Executive Officer and candidates for director. The Corporate Governance
Committee utilizes a variety of methods for identifying and evaluating nominee director candidates. The Corporate
Governance Committee assesses the appropriateness of the Board s size and whether any vacancies on the Board are
expected due to retirement or other factors. In the event that vacancies are anticipated, or otherwise arise, the
Corporate Governance Committee considers various potential candidates for director who may come to the attention
of the Corporate Governance Committee through current Board members, professional search firms, shareholders or
other persons. The Corporate Governance Committee generally retains a national executive recruiting firm to research,
screen and contact potential candidates regarding their interest in serving on the Board, although the Corporate
Governance Committee may also use less formal recruiting methods.

All identified candidates, including shareholder-proposed nominees, as applicable, are evaluated by the Corporate
Governance Committee using generally the same methods and criteria, although those methods and criteria may vary
from time to time depending on the Corporate Governance Committee s assessment of the Company s needs and
situation.

The Company s director nomination process for nominating shareholders and our policy regarding the consideration of
such nominations is discussed under Shareholder Nominations for Director below.

The Board s Corporate Governance Guidelines contain Board membership criteria. Generally, the Board believes that
its members should have the highest professional and personal ethics and a diversity of backgrounds. All existing and
prospective new members should have a broad strategic view, possess a global business perspective and demonstrate
relevant and successful career experience. Their service on other boards of public companies should be limited to a
number that permits them, given their individual circumstances, to responsibly perform all director duties. Each
director must represent the interests of all shareholders.

The Corporate Governance Committee is also responsible for preparing materials for the annual Chief Executive
Officer s performance review
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conducted by the Board. Further, the Corporate Governance Committee reviews and recommends, as deemed
appropriate, changes to corporate governance matters consistent with SEC rules and the NYSE corporate governance
listing standards. The Corporate Governance Committee met 6 times in 2006.

Organization and Compensation Committee

The Organization and Compensation Committee ( Compensation Committee ) is composed of four directors,
Christopher A. Bartlett (Chairman), Hugh K. Coble, Roger L. Fix and George T. Haymaker, Jr. The Board determined
that all members of the Compensation Committee meet the independence standards set forth in the SEC rules and the
NYSE corporate governance listing standards.

The Compensation Committee is responsible for establishing executive compensation for officers, including the Chief
Executive Officer and key management personnel. Decisions regarding compensation are made by the Compensation
Committee in a manner that is intended to be internally equitable, externally competitive and an incentive for effective
performance in the best interests of shareholders. The Compensation Committee administers the Company s stock
option plans, restricted stock plans and incentive compensation plans for key employees, including considering the
recommendations of the Chief Executive Officer in granting awards to other Named Executives under those plans.
The Compensation Committee may, under certain circumstances, delegate routine or ministerial activities under these
plans to management. The Compensation Committee also reviews the recommendations of the Chief Executive
Officer and the Vice President-Human Resources regarding adjustment to the Company s executive compensation
programs. The Compensation Committee has retained and regularly meets with its directly retained independent
executive compensation consultant, Lyons, Benenson & Co., who assists the Compensation Committee in evaluating
how well the Company s compensation programs adhere to the philosophies and principles stated below under

Compensation Discussion and Analysis. The Compensation Committee is also responsible for reviewing the
management succession plan and for recommending changes in director compensation to the Board. The
Compensation Committee periodically reviews the organizational design, management development plans and
managerial capabilities of the Company. The Compensation Committee also prepares and issues the Report of the
Compensation Committee as presented on page 32 of this proxy statement. The Compensation Committee met 8 times
in 2006.

CORPORATE GOVERNANCE

The Corporate Governance Guidelines contain a formal set of qualification standards with respect to the determination
of director independence, which either meet or exceed the independence requirements of the NYSE. Under the
Corporate Governance Guidelines, only those directors who have no material relationship with the Company (except
as a director) are deemed independent. The Corporate Governance Guidelines specify the criteria by which the
independence of our directors will be determined, including strict guidelines for directors and their immediate families
with respect to past employment or affiliation with the Company or its independent registered public accounting firm.
See Corporate Governance Guidelines below for more information on these guidelines.

The Board has determined that, other than Lewis M. Kling, each member of the Board, including all persons
nominated for election or re-election meet the independence standards set forth in the applicable SEC rules and the
NYSE corporate governance listing standards. Mr. Kling is not considered independent, as he serves as President and
Chief Executive Officer of the Company.

Corporate Governance Guidelines

In addition to the corporate governance duties noted for each above, the Board monitors and
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updates, as deemed appropriate, internal guidelines designed to promote effective oversight of the Company s material
business affairs. The guidelines set parameters for the director recruiting process and the composition of Board
committees. They also determine the formal process for Board review and evaluation of the Chief Executive Officer,
individual directors and Board performance. The guidelines also establish targets for director stock ownership.

These guidelines require a director to offer his or her resignation when such director s principal occupation changes
during a term of office. Under such circumstances, the Corporate Governance Committee will review whether it is
appropriate for the director to continue serving on the Board. Finally, these guidelines establish maximum term and
age limits for directors, which may be waived by the Board if deemed appropriate.

The Board s Corporate Governance Guidelines, as well as the Company s Code of Ethics and Code of Business
Conduct, are available on the Company s website at www.flowserve.com under the Investor Relations Governance
caption. These documents are also available in print to any shareholder who submits a written request to Zac Nagle,
Vice President, Investor Relations, Flowserve Corporation, 5215 N. O Connor Blvd., Suite 2300, Irving, Texas 75039.

Shareholder Nominations for Director

In accordance with the Company s By-Laws, if you are a shareholder entitled to vote at an annual meeting, you may
nominate one or more persons for election as a director of the Company at that meeting. You may do this by sending a
written notice to the Assistant Corporate Secretary, Flowserve Corporation, 5215 N. O Connor Blvd., Suite 2300,
Irving, Texas 75039. The Company must receive your notice not less than 50 days before the annual meeting date
(provided, however, that in the event that less than 60 days notice or prior public disclosure of the date of the meeting
is given or made to shareholders, the notice by the shareholder in order to be considered timely must be so received
not later than the close of business on the 10th day following the day on which such notice of the date of the annual
meeting is mailed or such public disclosure of the date of the annual meeting is made). The shareholder s notice must
set forth:

(a) as to each shareholder-proposed nominee (i) the name, age, business address and residence address of such
person, (ii) the principal occupation of such person, (iii) the class and number of any shares of the Company or any
subsidiary of the Company which are beneficially owned by such person and (iv) any other information relating to
such person that is required to be disclosed in solicitations for proxies for election of directors pursuant to the rules
and regulations promulgated under the Exchange Act; and

(b) as to the shareholder giving the notice (i) the name and record address of such shareholder and (ii) the class and
number of Company shares beneficially owned by such shareholder.

After submission, in accordance with the Company s policy on considering director nominations by shareholders, the
notice will be referred to the Corporate Governance Committee for further consideration. The Corporate Governance
Committee may require any shareholder-proposed nominee to furnish such other information as may reasonably be
required to determine the eligibility of such proposed nominee or to assist in evaluating the proposed nominee. The
Corporate Governance Committee may require the submission of a fully completed and signed Questionnaire for
Directors and Executive Officers on the Company s standard form and a written consent by the shareholder-proposed
nominee to serve as a director if so elected. Shareholder nominations that comply with these procedures and that meet
the criteria outlined above will receive the same consideration that the Corporate Governance Committee s other
proposed nominees receive.

11

Table of Contents 23



Edgar Filing: FLOWSERVE CORP - Form DEF 14A

Table of Contents

Shareholder Communications with the Board

Shareholders and other interested parties may communicate with the Board by writing to Kevin E. Sheehan, Chairman
of the Board, c/o Flowserve s Assistant Corporate Secretary, Flowserve Corporation, 5215 N. O Connor Blvd.,
Suite 2300, Irving, Texas 75039. All such communications are delivered to Mr. Sheehan.

Compensation Committee Interlocks and Insider Participation

During 2006, the members of the Compensation Committee were Christopher A. Bartlett, Hugh H. Coble, Roger L.
Fix, (who joined the Board and this committee in April 2006,) and George T. Haymaker, Jr. None of the members of
the Compensation Committee was at any time during 2006 an officer or employee of the Company. None of our
executive officers serve as a member of the board of directors or compensation committee of any entity that has one or
more executive officers serving as a member of our Board or Compensation Committee.

12
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EXECUTIVE OFFICERS AND OTHER CORPORATE OFFICERS

The following information presents names, ages, positions and background summaries of the Company s executive
officers and certain other corporate officers.

Andrew J. Beall, age 50, has served as Senior Vice President since December 2006 and President of Flow Solutions
Division since 2003. He served as Vice President from 2003 to December 2006. From 1994 to 2003, Mr. Beall served
in a number of key United States and international management positions with the Company including as Vice
President of Flowserve Pump Division, Flow Solutions Division and Flow Control Division in Latin America from
1999 to 2003.

Deborah K. Bethune, age 48, has served as Vice President, Tax since 2004. Prior to that, she served with Electronic
Data Systems Corporation for 17 years, where she held several tax management positions, most recently as the
Director of International Taxes for the Americas and Asia Pacific regions.

Mark A. Blinn, age 45, has served as Senior Vice President since December 2006 and Chief Financial Officer since
2004. He served as Vice President from 2004 to December 2006. Prior to that, he served as Chief Financial Officer of
FedEx Kinko s Office and Print Services, Inc. from 2003 to 2004 and as Vice President and Treasurer of Kinko s, Inc.
from 2002 to 2003. Mr. Blinn also served as Vice President and Chief Accounting Officer of Centex Corporation from
2000 to 2002 and as Managing Director of Corporate Finance since 1999.

Mark D. Dailey, age 48, has served as Senior Vice President, Human Resources since November 2006 and Chief
Compliance Officer since May 2005. He served as Vice President, Supply Chain and Continuous Improvement, from
1999 until 2005. Mr. Dailey was Vice President, Supply Chain and held other supply chain management positions
from 1992 to 1999 for the North American Power Tools Division of The Black and Decker Corporation.

Paul W. Fehlman, age 43, has served as Vice President and Corporate Treasurer since 2005. He served as Director of
Financial Services and Assistant Treasurer from 2000 to 2005.

Thomas E. Ferguson, age 50, has served as Senior Vice President since December 2006 and as President of
Flowserve Pump Division since 2003. He served as Vice President from 2003 to December 2006. He was President of
Flow Solutions Division from 2000 to 2002, Vice President and General Manager of Flow Solutions Division North
America from 1999 to 2000 and Vice President of Marketing and Technology for Flow Solutions Division from 1997
to 1999.

Richard J. Guiltinan, Jr., age 53, has served as Vice President, Controller and Chief Accounting Officer since 2004.
Prior to that, he served as a consultant to Chevron on three multinational restructuring and merger integration projects
in 2003 and 2002. From 1985 to 2001, Mr. Guiltinan served in accounting, financial management and operating
positions at Caltex Corporation, a joint venture of Chevron and Texaco, including as Chief Financial Officer from
2000 to 2001. He is also a director of North American Technologies Group, Inc., ( NATK ) a company that
manufactures and markets composite railroad crossties to the railroad industry. He serves as Chairman of the Audit
Committee of NATK.

Linda P. Jojo, age 41, has served as Senior Vice President and Chief Information Officer since December 2006. She
served as Vice President from June 2004 to December 2006. Prior to that, she served as Chief Information Officer of
GE Silicones Division of General Electric Corporation from 2000 to 2004 and held other management positions at
General Electric Corporation from 1991 to 2000.

Table of Contents 25



Edgar Filing: FLOWSERVE CORP - Form DEF 14A

Lewis M. Kling, age 62, has served as President, Chief Executive Officer and as a director since 2005. He served as
Chief Operating Officer from 2004 to 2005. Before joining the Company, he served as Group President and Corporate
Vice President of SPX Corporation from 1999 to 2004
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and as a member of the Board of Directors of Inrange Technologies Corporation from 2000 to 2003. Mr. Kling also
served as President of Dielectric Communications, a division of General Signal Corporation, which was purchased by
SPX Corporation, from 1997 to 1999. Mr. Kling is also a director of Eastman Chemical Company, a manufacturer of
chemicals, fibers and plastics.

Thomas L. Pajonas, age 51, has served as Senior Vice President since December 2006 and President of Flow Control
Division since 2004. He served as Vice President from 2004 to December 2006. Prior to joining the Company, he
served as Managing Director of Alstom Transport from 2003 to 2004 and Senior Vice President from 1999 to 2003 of
the Worldwide Power Boiler Business of Alstom, Inc. From 1996 to 1999 he served in various capacities as Senior
Vice President and General Manager International Operations and subsequently Senior Vice President and General
Manager Standard Boilers Worldwide of Asea Brown Boveri.

Jerry L. Rockstroh, age 51, has served as Senior Vice President of Supply Chain and Continuous Improvement
Process since December 2006. He served as Vice President of Supply Chain and Continuous Improvement Process
since late 2005 to December 2006 and as Vice President of Supply Chain during 2005. From September 1983 to
February 2005, he served in various executive level positions within different business units of
AlliedSignal/Honeywell, including as World Wide Vice President of Operations and Integrated Supply Chain.

Ronald F. Shuff, age 54, has served as Senior Vice President since December 2006, Secretary since 1989 and General
Counsel since 1988. He served as Vice President from 1990 to December 2006.

EXECUTIVE COMPENSATION

COMPENSATION DISCUSSION AND ANALYSIS
In the paragraphs that follow, we will give an overview and analysis of our executive compensation program and
policies, the material compensation decisions we have made under our program and policies and the material factors
that we considered in making those decisions. Following this section you will find a series of tables containing
specific information about the compensation earned or paid in 2006 to the following individuals, whom we
collectively refer to as our Named Executive Officers :

President and Chief Executive Officer, Lewis M. Kling;

Senior Vice President and Chief Financial Officer, Mark A. Blinn;

Senior Vice President and President of Flowserve Pump Division, Thomas E. Ferguson;

Senior Vice President and President of Flowserve Control Division, Thomas L. Pajonas; and

Senior Vice President, General Counsel and Secretary, Ronald F. Shuff.

The discussion below is intended to help you understand the detailed information provided in those tables and put that
information into context within our overall compensation program.

Objectives of Our Compensation Program
Our key compensation objectives are to attract and retain key leaders, reward current performance, drive future

performance and align the long-term interests of the Company s executives with those of its shareholders. We have
several different compensation elements to achieve these objectives, including base salary, annual incentives and
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element of the executive compensation program is consistent with our employee compensation program for all of our
employees generally. In addition, we believe our executive compensation program creates an environment of goals,
expectations and rewards for all of our employees.

Oversight of the Executive Compensation Program

Our executive compensation program is administered by the Compensation Committee of our Board. Consistent with
the listing requirements of the NYSE, the Compensation Committee is composed entirely of independent,
non-employee members of the Board. In addition, the Chairman of the Board of Directors generally attends the
meetings of the Compensation Committee.

As reflected in its charter, the Compensation Committee has overall responsibility for setting the compensation for the
Chief Executive Officer ( CEO ) of the Company and for approving the compensation of its other executive officers,
including the Chief Financial Officer ( CFO ) and its three most highly-compensated executive officers other than the
CEO and CFO (Named Executive Officers). The Compensation Committee also oversees the alignment of
organizational design and management development in support of achieving our operational objectives and strategic
plans; and monitoring the policies, practices and processes designed to develop our core organizational capabilities

and managerial competencies.

To assist the Compensation Committee with its responsibilities, it has directly retained the services of Lyons,
Benenson & Co., an independent outside compensation consulting firm. Additional information regarding the
Compensation Committee and its processes and procedures is described in  Meetings and Committees of the Board
Organization and Compensation Committee.

Our Executive Compensation Principles

The Compensation Committee is responsible for establishing the principles that underlie the Company s executive
compensation program and that guide the design and administration of specific plans, agreements and arrangements
for its executives, including the Named Executive Officers. Our Compensation principles are intended to motivate our
executives to improve our financial position and to be personally accountable for the performance of the business
units, divisions, or functions for which they are responsible. These principles are also used to retain the services of
valuable executives and to motivate them to make and implement decisions about the Company s business that will
enhance the value of shareholders investments. The Company s executive compensation principles, which are
established and refined from time to time by the Compensation Committee, are described below:

Compensation Should Reinforce Our Business Objectives and Values. Our overarching business objective is to
profitably grow our position as a product and integrated solutions provider in the flow control industry. Six strategies
for achieving this objective are communicated to all our employees. These strategies include: organic growth,
globalization, process excellence, portfolio management, organizational capability and technology/innovation. The
Compensation Committee considers these strategies when identifying the appropriate incentive measures and
assigning of individual goals and objectives to the Named Executive Officers and are referred to herein as our six
strategies.

Compensation Should be Performance-Related. The Compensation Committee believes that a significant portion of
our executives total compensation should be tied not only to how well they perform, but also to how well their
divisions and the Company perform in accordance with applicable financial and non-financial objectives. Thus, the
Compensation Committee uses a variety of performance-based compensation vehicles in our executive compensation
program that are
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designed to incorporate performance criteria that promote our annual operating plan and long-term business strategy.

The Compensation Committee believes that there should be a strong link between executive pay and our performance.
Accordingly, the Compensation Committee feels that in years when our performance exceeds objectives established
for the relevant performance period, executive officers should be paid more than the established target award (which is
typically set at the competitive median of general industry companies similar in size). When performance does not
meet key objectives, incentive award payments should be less than the target level.

The Compensation Committee also emphasizes and measures the Company s performance relative to the organizations
in the Company s peer group as a means to evaluate and compare how well we deliver results that enhance the value of
shareholders investments. During the past three years, the organizations comprising this peer group consisted of:
America Standard Cos. Inc., CIRCOR International Inc., Crane Co., Danaher Co., Dover Corp., Emerson Electric Co.,
Graco Inc., IDEX Corp, ITT Industrial Inc., Illinois Tool Works Inc., Robbins & Myers Inc., Roper Industries Inc.,
Tyco International Ltd., Watts Water Technology Inc., United Technology Corp. and Weir Group PLC. The
Compensation Committee chose this peer group from Companies in the Industrial Goods Durable sector. They had
multinational operations, operated in the oil and gas industry, produced flow control products and/or had overlapping
customer bases.

Incentive Compensation Should Represent the Majority of Total Compensation. The Compensation Committee
believes that the proportion of an executive s total compensation that varies with individual, division, function and/or
corporate performance should increase as the scope and level of the individual s business responsibilities increase.
Accordingly, for 2006, approximately 80% of the total target-direct compensation (the sum of base salary, target
annual incentive opportunity and target long-term incentive compensation) of the CEO at the time of award was tied
to our stock price or our performance. Generally, for 2006, the amount of the total target direct compensation at risk
for the CFO and the other Named Executive Officers ranged from approximately 60% to 70%.

Compensation Levels are Reviewed for Competitiveness. To further the principles described above, at least once each
year, the Compensation Committee reviews compensation survey data compiled and prepared by management and its
consultant, as reviewed by the Compensation Committee s consultant, to evaluate how and whether our executive
compensation program is competitive. The Compensation Committee uses this survey data to benchmark our
executive base salary, annual bonus opportunities, total cash compensation, long-term incentive compensation and
total direct compensation. The Compensation Committee uses the survey data to evaluate how for each executive
position, the Compensation Committee s compensation actions are appropriate, reasonable and consistent with the
Company s philosophy, considering the various labor markets in which the Company competes for executives. The
survey data, which is gathered from the Towers Perrin Executive Compensation Database, consists of general industry
data representing companies similar in size to the Company and available data from our peer group, as identified
above. The Compensation Committee does not limit its analysis to survey data relating to the organizations in our peer
group due to the limited scope of available compensation data and the fact that our competitors for qualified
executives are not necessarily limited to companies in our industry sectors. Similarly, for some executive positions,
we may require skills and/or experience from a more varied set of backgrounds than apparently contained in the peer

group.
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Incentive Compensation Should be Balanced Between Short- and Long-Term Performance. In selecting the specific
elements of our executive compensation program, the Compensation Committee seeks to structure a balance between
achieving strong short-term or annual results and furthering our long-term viability and success. Therefore, to
reinforce the importance of balancing these perspectives, the executives participate in both short and long-term
incentive programs. As an executive attains higher levels of responsibility in our organization, an increasing amount
of that individual s compensation is contingent upon our attaining target performance levels.

Our Executives Interests Should be Fully Aligned with the Shareholders Interests. The Compensation Committee
believes that it is in our shareholders best interests for our Company s executives to have a financial interest in our
long-term results. Consequently, we have established required stock ownership levels for our executives with
associated penalties that apply when our executives do not adhere to their stockholders retention requirements. In
2006, executives obtained stock through stock option grants, restricted stock awards and a non-qualified deferred
compensation plan that encourages our executives to invest, on a voluntary basis their salary and cash incentive
awards, in shares of the Company s common stock.

Executive Compensation Policies

To implement the principles described above, the Compensation Committee has adopted several policies that govern
the design and structure of the Company s executive compensation program. The Compensation Committee
established these policies to work to ensure that the specific elements of this program influence executive behavior to
manage our business in a manner that enhances the value of our shareholders investments.

Executive Compensation Program is Reviewed Annually for Competitiveness. Our executive compensation program
is comprised of base salary, annual incentive opportunities, long-term incentive compensation, perquisites and other
personal benefits and company-sponsored retirement plans. Each year, the Compensation Committee reviews our
overall executive compensation program, with the input of its directly retained consultant, in light of evolving market
practices in the general industry, external regulatory requirements, the competitive market for executives and our
executive compensation philosophy. The Compensation Committee also periodically reviews the potential expense
associated with the Company s change-in-control program for executives. If necessary, the Compensation Committee
makes changes in our compensation program to better achieve competitive market positioning.

The target total direct compensation (base salary, target annual incentive opportunity and target long-term incentive
compensation) of our executives, including the Named Executive Officers, is generally set at the competitive median
for executives with similar responsibilities at multi-national industrial companies similar in size to our Company. The
Compensation Committee believes that median performance merits median pay. The Compensation Committee thus
establishes objectives for both absolute and relative Company performance, as well as division or function value
drivers (that is, objectives that drive business growth and profitability), so that performance and pay can be objectively
determined at the end of the performance period. Actual total direct compensation, which may be above, below, or at
the competitive median, is determined by performance against these pre-established measures and objectives.

Current Versus Long-Term Compensation. The Compensation Committee believes that executive compensation
should be linked to enhancing the value of the Company s shareholders investments. Thus, consistent with the
principles described above, the Compensation Committee structures the compensation of the Named Executive
Officers to emphasize the long-term success of the Company. In 2006, our executive compensation program included
long-term incentives, through the grant of equity-based awards, such as stock
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options, restricted stock and performance share units, which are tied to the long-term performance of the Company s
common stock.

The Compensation Committee also recognizes, however, that while stock prices may reflect corporate performance
over the long term, other factors, such as general economic conditions, industry business cycles and varying attitudes
among investors toward the stock market in general and specific industries and/or companies in particular, may
significantly affect stock prices at any point in time. Accordingly, the annual cash components of the executive
compensation program, consisting of base salary and annual incentive opportunities, emphasize current or short-term
corporate performance and the realization of defined business objectives, which are independent of fluctuations in the
stock price.

The proportion of annual compensation (that is, base salary and annual incentive opportunity) to long-term pay (that
is, long-term incentive compensation) at target has been approximately two to three for the CEO and one to one for all
other Named Executive Officers over the past several years. The Compensation Committee believes that this ratio is
appropriate, as it provides each Named Executive Officer a competitive amount of cash compensation each year (with
the opportunity to increase that amount if he or she exceeds his or her annual incentive objectives) complemented by a
significant opportunity to earn a substantial amount of additional compensation if our Company and the executive are
successful in achieving the Company s long-term objectives. Accordingly, this approach meets our objective of
aligning the executives compensation with the Company s short- and long-term performance.

Cash Versus Non-Cash Compensation. Consistent with the principles described above, the Compensation Committee
believes that the Named Executive Officers interests are more closely aligned with the interests of the Company s
shareholders when portions of total direct compensation are provided in the form of equity or equity-based incentives.
Accordingly, as discussed below, a majority of the Company s 2006 long-term incentive program was structured with
equity and equity-based compensation: stock options and restricted stock awards. Under the long-term incentive
program, the proportion of cash compensation to non-cash compensation has been approximately one to two over the
past several years.

Fixed Versus At-Risk Compensation. The Compensation Committee believes that the ratio of a Named Executive

Officer s compensation that is at-risk rather than fixed should increase as the scope and level of the executive s business
responsibilities increase. Accordingly, the Compensation Committee targets a ratio of fixed to at-risk compensation of
one to four for the CEO and one to two for all other Named Executive Officers.

Fixed pay is comprised of base salary, while at-risk pay is comprised of the annual incentive awards and long-term
incentive awards. The calculation of annual incentive award payments and cash long-term incentive payments for
executives is determined based on the Company s and applicable division s actual performance measured against
objective performance criteria that are approved by the Compensation Committee in advance. Time-vested stock
options and time-vested restricted stock awards are also granted to the Named Executive Officers, effectively tying a
significant amount of an executive s compensation to the Company s long-term stock price performance.

Mix of Long-Term Incentives. In 2006, our long-term incentive awards for the Named Executive Officers took the
form of a mix of stock option grants, restricted stock awards and cash awards. Our target long-term incentive
compensation award was then split equally between these three components. The Compensation Committee has
determined that the long-term incentive mix was appropriate because it aligns the interests of the Named Executive
Officers with those of shareholders, encourages equity ownership and promotes a balance between stock-based and
financial-based achievements.
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For 2006, the Compensation Committee approved the guidelines for determining the value of long-term incentive
awards. The Compensation Committee may in the future make adjustments to this mix of award types or approve
different award types, such as performance shares, as part of its overall long-term incentive program.

Changes in the Company s Executive Compensation Program. In 2006, the Compensation Committee made the
following changes to the executive compensation program as a result of the Company s growth and to maintain
competitive market positioning based on absolute and relative performance:

Target annual incentive opportunities and target long-term incentive opportunities were increased to
reflect our growth and to maintain alignment with the median compensation levels of general industry
companies similar in size; and

Stock ownership requirements were reduced in 2006 to improve the alignment with the prevailing
ownership guidelines among general industry companies. Beginning in 2007, the structure of the
guidelines will change from multiples of target annual stock grant based on job level to multiples of
base salary also based on job level. These revised guidelines remain substantial and create a
significant direct and long-term link between the interest of our executives and shareholders.

Changes approved for 2007 include:

The Long-Term Incentive program will be updated. A combination of restricted stock and
performance-based restricted stock units will replace the current program, which is made up of
restricted stock, stock options and a performance-based cash plan.

Our peer group will be replaced with a group of high performing industrial companies that have
recently performed at a level that we aspire to achieve. Awards under the new performance-based
restricted stock unit plan will be based on how we perform relative to this group.

The Compensation Committee believes these changes will further strengthen the performance and retention objectives
of our executive compensation program.

Review and Assessment of Compensation Under Termination Scenarios. The Compensation Committee also reviews
each Named Executive Officer s total compensation under several scenarios including a change-in-control of the
Company, termination of employment by management and resignation or retirement by the executive. Tally sheets
setting forth all of the listed scenarios are prepared by our Company and reviewed by the Compensation Committee
with input from its independent consultant. Based on the Compensation Committee s review of the tally sheets, the
Compensation Committee determined that the potential payments that would be provided to the Named Executive
Officers are appropriate.

Elements of the Executive Compensation Program

The primary elements of the Company s executive compensation program in 2006 were:

base salary;

an annual incentive opportunity, which is paid in cash;
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long-term incentives (including a cash incentive plan, stock option, restricted stock and stock
ownership requirements);

defined benefit pension plan;
change-in-control plan; and
perquisites and other benefits.

At the beginning of each year, typically in February, the Compensation Committee reviews each Named Executive
Officer s total compensation. The Compensation Committee
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members also meet regularly with the Named Executive Officers at various times during the year, which allows the
Compensation Committee to form its own assessment of their performance. In addition, each year, the CEO presents
to the Compensation Committee his evaluation of each other Named Executive Officer, which includes a review of
each officer s contributions and performance over the past year, strengths, weaknesses, development plans and
succession potential. The CEO also presents compensation recommendations for the Compensation Committee s
consideration. Following this presentation and a review of the competitive market for pay, the Compensation
Committee makes its own assessments and formulates compensation amounts for each Named Executive Officer with
respect to each of the elements in the Company s executive compensation program as described in more detail below.
The Compensation Committee also solicits input from all non-employee members of the Board as to the CEO s
performance during the year. The Compensation Committee considers collective appraisal forms, completed by all
Board members, setting forth the overall Board s annual performance assessment of the CEO, which is used in
considering the compensation for the CEO.

Base Salary. As described above, at the beginning of each year, the Compensation Committee reviews and
determines the base salaries of the Named Executive Officers. The Compensation Committee has established and
maintains base salary ranges for the Company s various executive positions within market ranges indicated by the
compensation survey data compiled and prepared by management and independently reviewed by the Compensation
Committee s consultant. For each executive, the Compensation Committee takes into account the scope of his or her
responsibilities and experience and the executive s performance. The Compensation Committee balances these factors
against competitive salary practices. In determining each Named Executive Officer s base salary, the Compensation
Committee also considers internal equity within the Company with respect to the other executives referencing external
benchmarks provided by the Compensation Committee s consultant. Because we are committed to a
pay-for-performance philosophy, the Compensation Committee generally manages base salary levels to the market
median of general industry companies similar in size.

Based on the factors discussed above, for 2006, Mr. Kling s base salary was increased by 5% and the base salary
increases for the Named Executive Officers ranged from 5% to 11%. The base salaries the Company paid to the
Named Executive Officers during 2006 are shown in the 2006 Summary Compensation Table on page 33.

Annual Incentive Opportunity. At the beginning of each year, the Compensation Committee establishes an annual
incentive opportunity for each Named Executive Officer, under the Company s Annual Incentive Plan. At that time,
the Compensation Committee (i) sets the overall Company performance objectives for the year, (ii) sets divisional
performance measures for the year and (iii) approves a target annual incentive opportunity for each Named Executive
Officer.

In addition, we pay, where applicable, annual incentive awards in March for the prior year s performance, based upon
the Compensation Committee s assessment of actual performance during the prior year as the pre-established
Company performance objectives. For 2006, the performance measures for annual incentive awards were based on
internally defined metrics based on operating income and cash flow. In addition, divisional operating margin sales
growth and cash flow targets are applied to those Named Executive Officers with divisional management
responsibility. The Compensation Committee selected these measures, with input from management, because these
performance metrics support the six strategies that we believe drive sustainable and profitable Company growth (as
discussed under The Company s Executive Compensation Principles above). A more in-depth description of the
Compensation Committee s decisions with
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respect to the annual incentive awards paid to each Named Executive Officer for 2006 follows.
Setting Company Performance Measures. The Compensation Committee, working with the CEO and the

Compensation Committee s consultant, set the performance measures for the Company for 2006. The measures
established for 2006 were as follows:

2006 Target
2006 Measures (in millions)
Flowserve Operating Income $250
Cash Flow $214
Flowserve Pump Division Operating Margin 10.7%
Cash Flow $132
Revenue $1,519
Flow Control Division Operating Margin 11.1%
Cash Flow $93
Revenue $966
Flow Solutions Division Operating Margin 20.0%
Cash Flow $59
Revenue $485

The metrics presented in the table above were evaluated using internal criteria which do not necessarily correlate with
the Company s reported results.

One hundred percent of the preliminary annual incentive award determination for each Named Executive Officer was
based upon his or her performance against these objectives, as applicable based on the Named Executive Officer s
individual position.

Setting a Target Incentive Opportunity. The Compensation Committee then established a target annual incentive
opportunity for each such Named Executive Officer.

The Compensation Committee established a payout range around the target annual incentive allocation. The payout
range determines the percentage of the target incentive to be paid, based on a percentage of goal achievement, with a
minimum below which no payment will be made and an established upper limitation.

The payout range, as a percent of target award, that was established for 2006 for each such Named Executive Officer
was 0% to 225%.

Measuring Performance. After the end of 2006, the Compensation Committee reviewed the Company s actual
performance against each of the performance objectives established at the beginning of the year. The Compensation
Committee noted that the Company s performance was substantially improved over 2005 including a 13.6% increase
in sales and a 20.5% increase in operating income. Strong operating cash flow facilitated funding of $101 million
repayment of debt and other financing obligations, $36 million of optional U.S. pension contributions and the
repurchase of 1.3 million shares ($63 million). Consistent with the goal of aligning awards with performance, the
Compensation Committee adjusted the target annual incentive award amount for each Named Executive Officer in
accordance with the actual achievement of Company and division performance measures. In determining the extent to
which these performance objectives were met for 2006, the Compensation Committee exercised its judgment, within
pre-established parameters set by the Compensation Committee, whether to reflect or exclude the impact of certain
specified developments that may have occurred during the year, such as unanticipated changes in accounting
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other unplanned events that have been reported in the Company s public filings. Accordingly, in 2006 the
Compensation Committee excluded the impact of unplanned realignment costs, acquisitions and recognition of certain
stock option modification expense under Statement of Financial Accounting Standards ( SFAS ) No. 123(R),
Share-Based Payment, when determining the amount for annual incentive awards. Additionally, the change in
accounting for the U.S. inventories from last-in, first-out method (LIFO) to the first-in, first-out method FIFO had no
impact on annual incentive awards. The resulting preliminary annual incentive award for the Chief Executive Officer
was 118% of his target award. The preliminary awards for the other Named Executive Officers ranged from 118% to
134% of their target awards. The preliminary awards would have ranged from 100% to 120% had the Compensation
Committee included the unplanned realignment, acquisitions and stock modification expenses.

While one hundred percent of the preliminary annual incentive award determination was based on the Compensation
Committee s assessment of performance against our Company s and divisions performance measures, the
Compensation Committee may increase or decrease a Named Executive Officer s award by up to 25% based on an
assessment of individual contribution to our performance as well as his or her performance in relation to any
extraordinary events or transactions. The Compensation Committee considers the CEO s assessments and
recommendations as to other Named Executive Officers when determining these adjustments. In 2006, the
Compensation Committee increased the preliminary annual incentive award payouts for each of the Named Executive
Officers from 10% to 15%, based on its assessment of each such executive s performance against specific objectives
that supported our six strategies (as discussed in The Company s Executive Compensation Principles ).

The annual incentive awards the Company paid to the Named Executive Officers for 2006 are reported in the 2006
Summary Compensation Table on page 33.

The Compensation Committee believes that the 2006 annual incentive awards are consistent with our Company s
strategy of rewarding its executives for the achievement of important, challenging business goals. In view of the
Company s results for the year, the Compensation Committee feels the annual incentive award calculations resulted in
performance-related bonus annual payments to the Named Executive Officers, which the Compensation Committee
deemed earned and reasonable.

Long-Term Incentives. Our long-term incentive program rewards the Named Executive Officers for our Company
performance over a period of more than one fiscal year. Since 2004 and prior to 2007, the long-term incentive
program has consisted of three components: performance-based cash awards, time-vested stock options and
time-vested restricted stock awards.

As previously discussed, the Compensation Committee believes that long-term incentive compensation is essential to
retaining and motivating executives. The Compensation Committee further believes that, by providing our executives
with long-term incentives, their decisions affecting the operation of our business will be aimed at enhancing the
long-term value of shareholders investments.

Each February, the Compensation Committee determines the aggregate dollar value, if any, of the long-term incentive
award for each Named Executive Officer, then makes annual grants of stock options and restricted stock and
establishes target long-term cash incentive opportunities, accordingly. The equity awards are made after the end of the
year when the Compensation Committee has had an opportunity to evaluate the Company s operating results for the
prior year and at the same time that the Company is making all of its compensation decisions for the current fiscal

year. The Compensation Committee may increase or decrease a Named Executive Officer s stock option and restricted
stock awards based on an assessment of his or her individual contribution to the Company s results after considering
the recommendations of the CEO. Beginning with
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2007 long-term incentive compensation, the Compensation Committee has determined that only the restricted stock
component may be adjusted. The Compensation Committee also decided that any such adjustments must be based on
individual performance relative to the Company s six strategic initiatives and cannot increase the Company s total
target pool of shares by more than 10%.

In determining the aggregate dollar value of individual long-term incentive awards, as well as the amount of total
awards to our executives as a group, the Compensation Committee considers two factors: the target dollar value of the
long-term incentive package and the package s potential dilutive effect.

In setting the target dollar value of the long-term incentive package for each Named Executive Officer, the
Compensation Committee considers general industry survey data on total compensation packages and the value of
long-term incentive awards at organizations within the Company s peer group as previously identified. We generally
provide long-term incentive awards at target level that approximate the 50th percentile of competitive practice, based
on the Compensation Committee s review of peer group and general industry data provided by the Compensation
Committee s consultant.

As part of its decision-making process, the Compensation Committee also considers the potential dilutive effect on the
Company s shareholders of awards of the general magnitude contemplated as a result of completing the first step
described above. The Compensation Committee evaluates shareholder dilution based on the equity compensation burn
rates (that is, the rate at which shares are used by our Company) of the companies in the Company s peer group,
guidelines used by certain institutional advisory services and the advice of the Compensation Committee s consultant.
Generally, the Company targets a maximum Company-wide burn rate of 1.0% of the Company s outstanding common
stock for the annual grant of long-term incentive awards for all Company employees

Based on these considerations, the Compensation Committee determined for 2006, a combination consisting of
approximately one-third in value of stock options, one-third in value of restricted stock and one-third in value of
cash-based long-term incentives would best serve the goals the Compensation Committee sought to achieve.

In addition, the Compensation Committee considered the total awards to be made to the Named Executive Officers in

the context of the Company s overall equity compensation program. Based on projections of equity awards to be made

to employees during the balance of 2006, the Compensation Committee determined that it could make the proposed

awards to the Named Executive Officers and the projected additional awards to employees and still remain

comfortably within the Company s guideline of a burn rate on the order of 1.0% of the Company s outstanding common
stock.

For the past two years, the Compensation Committee has established the practice of annually approving and granting
equity awards to long-term incentive plan participants at the Compensation Committee s February meeting.
Accordingly, the Compensation Committee met on February 15, 2006 and approved the number and value of
long-term incentive awards for the Named Executive Officers and stock options and restricted stock. The exercise
price of the stock option awards is equal to the closing price of the common stock as reported by the NYSE on the
date the grant is approved by the Compensation Committee. The equity awards were granted on the same day. This
practice was continued through equity awards in February 2007.

The material terms and conditions of these equity awards are determined under the provisions of the equity
compensation plans. These plans are contained in and were fixed pursuant to our existing exhibits to the Company s
Annual Report on Form 10-K, which can be found on the Company s website at www.flowserve.com under the

Investors Relations SEC Filings caption. The 2006 stock options are effective as of the date that the Compensation
Committee authorizes or
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approves such awards and, as provided in the 2004 Stock Compensation Plan, have exercise prices equal to the
closing market price of the Company s common stock on the date of grant.

Cash Long-Term Incentive Opportunity. Named Executive Officers participated in the Company s Long-Term Cash
Incentive Plan in 2006 in order to link their interests to the Company s financial performance over an extended period.
These awards have a three-year performance period and are paid based on achievement of pre-determined financial
metrics. The Compensation Committee intends that these awards are to provide a strong incentive to our executives to
achieve specific performance goals over the performance period that advance our business strategy, increase the value
of shareholders investments and encourage executive retention, as these awards are subject to forfeiture if the
executive s employment terminates for any reason other than death, disability, or retirement before the end of the
performance period. Each of the Named Executive Officer s 2006 target opportunity is subject to a multiplier ranging
from zero to 300%, depending on the Company s performance relative to the pre-determined financial goals.

In 2006, the Compensation Committee approved cash long-term incentive opportunities that will be payable in March
2009 if the Company achieves, on an overall basis for the three-year performance period from 2006 through 2008,
specified objectives based on internally defined metrics for the following three performance measures:

average return on net assets ( RONA ),
average operating margin and
average revenue growth.

Because the Compensation Committee believes that disclosure of the specific targets for each of these performance
measures would result in competitive harm to the Company, it has decided not to disclose these specific performance
targets for these awards. However, the Compensation Committee believes that the specific performance targets for
these awards are at least as challenging as the performance targets established for prior performance periods and
represent a substantial improvement over current counterpart performances.

The target opportunities for the CEO, the CFO and the other Named Executive Officers during 2006 are shown in the
2006 Summary Compensation Table under Non-Equity Incentive Plan Compensation on page 33.

Stock Options. Stock options comprised one-third of the long-term incentive opportunity for the Named Executive
Officers in 2006. A stock option rewards an executive only if the market value of the Company s common stock
increases above the exercise price of the option and the individual remains employed with our Company for the period
required for the option to vest. In addition, stock options link a portion of the executive s compensation to the interests
of the Company s shareholders by providing an incentive to increase our stock price, thereby simultaneously
enhancing the value of shareholders investments.

Target stock option grants for the Named Executive Officers represented approximately one-third of the executive s
total long-term incentive opportunity for 2006. Target grants were determined by dividing this portion of the

executive s long-term incentive opportunity by the stock option value. Management s compensation consultant, based
on the consulting firm s established valuation methodology, determined the stock option value. The value was
established in 2004 and was approved as the value used to determine the number of stock options granted annually for
a three-year period (2004 through 2006) as a means of stabilizing target annual grants. All stock options are granted
with an exercise price that is equal to 100% of fair market value of the Company s stock on the date of grant.

The expense under SFAS No. 123(R) of the stock options earned by the Named Executive Officers during 2006 is
shown in the Summary Compensation Table on page 33. Following the approval by the Company s shareholders on
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options granted to employees, and certain of our directors and executive officers (including one Named Executive
Officer), which were scheduled to expire in 2005 and 2006, were extended as follows: (i) the regular term of options
otherwise expiring in 2005 expired on October 29, 2006, and (ii) the regular term of options otherwise expiring in
2006 expires on the later of: (A) 75 days after the regular term of the option as originally granted expires, or

(B) December 31, 2006.

For financial reporting purposes the approval of these amendments is considered a stock option modification subject
to the recognition of a non-cash compensation charge in accordance with SFAS No. 123(R). For further discussion
regarding the incremental accounting expense of the grants calculated as of the extension date in accordance with
SFAS No. 123(R), see the 2006 Summary Compensation Table on page 33 and the 2006 Director Compensation
Table on page 52.

Additional information on the awards granted in 2006, including the number of shares subject to each award and its
full grant date fair value, is shown in the 2006 Grants of Plan-Based Awards Table on page 34.

Restricted Stock Awards. Starting in 2004, the Compensation Committee began granting time-vested restricted stock
awards to replace a portion of the annual cash long-term incentive opportunities and stock option awards on a basis
intended to provide comparable value to the Company s executives. The Compensation Committee believes that
introducing the restricted stock component provides a better balance for executives between risk and potential reward,
thus serving as a more effective incentive for our superior executive performers to remain with the Company and
continue such performance.

Restricted stock awards are for shares of the Company s common stock and will only be earned by a Named Executive
Officer if the individual continues to be employed by the Company until at least the applicable vesting date of the
awards.

During the restriction periods, the Named Executive Officers holding unvested restricted shares are entitled to vote the
shares and to receive dividends on the shares, if and when declared by the Board, in each case on the same basis as the
Company s shareholders holding unrestricted shares.

Target restricted stock grants to the Named Executive Officers in 2006 represented approximately one-third of the
executive s total long-term incentive opportunity. Target grants were determined by dividing this portion of the
executive s long-term incentive opportunity by the restricted stock value. Management s compensation consultant,
based on the consulting firm s established valuation methodology, recommended this restricted stock value, which was
subsequently incorporated by the Compensation Committee into its award analysis. The Compensation Committee
began using this per share value in 2004 as a fixed value for a three-year period (2004 through 2006) as a means of
stabilizing target annual grants.

The expense under SFAS No. 123(R) of the restricted stock awards earned by the Named Executive Officers during
2006 are shown in the 2006 Summary Compensation Table on page 33. Additional information on the awards granted
in 2006, including the number of shares subject to each award and its full grant date fair value, is shown in the 2006
Grants of Plan-Based Awards Table on page 34.

Stock Ownership Requirements. The executive compensation program includes stock ownership requirements for the
Company s executives. The Compensation Committee believes that this ownership policy encourages the executives to
act like owners by requiring them to acquire and maintain a meaningful stake in the Company and thereby promotes
our objective of enhancing the value of shareholders investments.
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conducted by the Committee s compensation consultant that indicated that the Company s stock ownership guidelines
exceeded competitive levels. The stock ownership requirements are designed to satisfy an individual executive s
prudent needs for personal asset diversification, while maintaining management stock ownership at levels high enough
to clearly confirm to our shareholders management s commitment to share value appreciation. Under these
requirements, our executives are expected, over time, to acquire and hold shares of the Company s common stock
equal in value to a multiple of their target annual equity grant (including target stock option grants and target restricted
stock grants). The Company s current stock ownership requirement for Named Executive Officers in 2006 was three
times the executive s target annual stock grant. Named Executive Officers are expected to achieve the level of required
stock ownership within five years from the date the guidelines are applicable or from when the executive joins the
Company.

The Compensation Committee reviews the requirements on a regular basis and monitors the executives progress
toward meeting their target ownerships levels. Shares held directly by an executive count toward satisfying the
requirements. The share equivalent of vested, unexercised stock options and shares held in our Company
Non-Qualified Deferred Compensation Plan also count toward satisfying the requirements.

Defined Benefit Pension Plan. The Named Executive Officers participate in our Company s tax-qualified defined
benefit pension plan on the same terms as the rest of the Company s U.S. salaried employees. Because the Internal
Revenue Code of 1986, as amended (the Code ), limits the pension benefits (based on an annual compensation limit)
that can be accrued under a tax-qualified defined benefit pension plan, our Company has established and maintains a
partially funded, non-qualified defined benefit restoration pension plan for our executives, including the Named
Executive Officers, to compensate these individuals for the reduction in their pension benefit resulting from this
limitation. This executive retirement plan is purely a restoration plan to provide comparable level retirement benefits
to those provided to other U.S. employees. Our Company has also established and maintains a second partially
funded, supplemental defined benefit pension plan for its U.S. executives, including the Named Executive Officers, to
maintain a total retirement benefit level that is competitive with general industry companies similar in size. These
programs are designed to provide U.S. executives with income following retirement that was commensurate with their
pay at the Company and to ensure that we are able to attract and retain executive talent by providing comprehensive
retirement benefits.

We accrue pension plan benefits based on a percentage, as determined by the executive s age and years of service, of
the executive s earnings, with earnings comprised of base salary and target annual incentive award. The actuarial
present value of the accumulated pension benefits of the Named Executive Officers as of the end of 2006, as well as
other information about the Company s defined benefit pension plans, are shown in the 2006 Pension Benefits Table
on page 40.

Change-in-Control Plan. To ensure that the Named Executive Officers receive financial protection in the event of the
loss of their positions following a transaction that involves a change in the ownership or control of the Company and
to fulfill their expectations with respect to their long-term incentive compensation arrangements, the Company s
Executive Officer Change-in-Control Severance Plan provides certain specified severance benefits to the Named
Executive Officers. These benefits are triggered if, within two years following a change-in-control of the Company (as
defined in the plan), the employment of the Named Executive Officer is terminated involuntarily other than for cause,
death or disability, or for reasons constituting a constructive termination. In addition, benefits are triggered when a
Named Executive Officer is terminated prior to a change-in-control if such termination (i) occurs after the initiation of
discussions leading to such change-in-control, but prior to the
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change-in-control and (ii) can be demonstrated to have occurred at the request or initiation of parties to such
change-in-control. These severance benefits include:

A lump sum cash payment equal to three times the executive s then-current annual base salary and annual
incentive award target;

Continuation of participation in the medical, dental, life and accident benefit plans for a period of up to three
years following employment termination;

Upon change-in-control without termination, accelerated vesting of all then outstanding unvested equity
awards (including stock options and restricted stock awards and non-qualified pension benefits);

Full vesting, at target, of the awards under Our Company s Long-Term Cash Incentive Plan.

Calculation of benefits under the Company s defined benefit pension plan including supplemental retirement
plan benefits with three years added to the executive s years of service and age for retirement purposes;

Atax gross-up payment sufficient to compensate the executive for the amount of any excise tax imposed by
Section 4999 of the Code and for any taxes imposed on such additional payment; and

Additional information regarding the Executive Officer Change-In-Control Severance Plan can be found in
Potential Payments Upon Termination or Change-In-Control.

The Compensation Committee believes that it is in the best interests of the Company and its shareholders to offer such
a plan to its executives, including the Named Executive Officers. The Company competes for executives in a highly
competitive market in which companies routinely offer similar benefits to senior employees. The Compensation
Committee views these amounts as reasonable and appropriate for the Named Executive Officers, who may not be in a
position to obtain comparable employment. The Compensation Committee also believes that these benefits are
important so that they should not be discouraged from supporting a change-in-control transaction, which the Board
may deem in the best interest of shareholders, although the Board currently believes that the shareholders best future
interests are best served by the Company remaining independent.

In the Compensation Committee s view, the accelerated vesting of all outstanding equity awards in connection with a
change-in-control of the Company is currently a customary and reasonable component of a comprehensive
change-in-control benefits program plan, but the Compensation Committee will continue to review this matter. The
Compensation Committee believes that the equity awards granted to our executives have been reasonable in amount
and a substantial part of the value that would be received by them in the event of a change-in-control of the Company
would have resulted from the likely future increase in the price of the Company s common stock over the years. The
Compensation Committee believes that this is an appropriate result and the current executive team s performance
would have been responsible for this anticipated share price increase, which likewise benefited the long-term
shareholders increase.

Our defined benefit pension plan also confers competitive post-employment benefits on the executives. The additional
years of credited service and additional age credit for purposes of determining an individual s benefits under the plan
compensate that individual for his or her early termination from the plan.

The potential tax gross-up payment, while potentially substantial, is only applicable in the event of a

change-in-control of the Company and, in the Compensation Committee s view, is an appropriate method for the
Company to offset the
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effects of a 20% excise tax levied by federal income tax laws on certain income paid to executives in such
circumstances. The potential tax gross-up payment will change from time to time based on several factors, including
the executive s W-2 earnings, unvested equity value and our stock price.

The Compensation Committee reviews the plan periodically to evaluate both its effectiveness and competitiveness and
to determine the value of potential awards. This analysis and assessment of competitiveness is reviewed by the
Compensation Committee s independent consultant.

The amount of the estimated payments and benefits payable to the Named Executive Officers, assuming a
change-in-control of the Company and a qualifying termination of employment as of the last day of 2006 and other
information about the plan, is shown in the discussion of Potential Payments Upon Termination or Change-in-Control
on page 42.

Perquisites and Other Benefits. We maintain medical and dental insurance, accidental death insurance and disability
insurance programs for all of its U.S. employees, as well as customary vacation, leave of absence and other similar
policies. U.S. executives, including the Named Executive Officers, are eligible to participate in these programs on the
same basis as the rest of the Company s U.S. salaried employees.

In addition, the Named Executive Officers are also eligible to receive reimbursement for certain financial counseling,
health and country club dues, automobile allowances and medical examination expenses and are eligible to participate
in an executive life insurance plan and an executive disability plan. In addition, we own a minority interest in a
corporate jet, via a time-share program. The corporate jet has been used primarily for business purposes. Other
benefits available to the Named Executive Officers are as follows:

Non-Qualified Deferred Compensation Plan. Executives, including the Named Executive Officers, may participate in
our Non-Qualified Deferred Compensation Plan, which is available to all U.S. employees who meet the Internal
Revenue Service definition of a highly compensated employee. The Non-Qualified Deferred Compensation Plan
allows eligible participants to elect, at their discretion, to defer payment of a portion of their salary and all or a portion
of their annual incentive award as part of their personal retirement or financial planning. We do not make any
contributions to the plan.

Deferred amounts may be invested in a number of investment alternatives, including a fund that provides for the
purchase of shares of our common stock. Each year, the amount of a participant s deferred compensation account
changes based on the appreciation and/or depreciation in the value of the investment alternatives selected by the
participant and any additional contributions made to the Deferred Compensation Account. Generally, there are no
vesting requirements on deferred amounts or earnings on deferred amounts.

In past years and on an ongoing basis, executives may have deferred significant amounts of their salary and annual
incentive awards, which minimized the reduction in the federal income tax deduction available to our Company,
because the compensation deferred was not subject to Section 162(m) of the Code limitation until the year paid.

In addition, as a result of the requirements applicable to non-qualified deferred compensation arrangements included
in the American Jobs Creation Act of 2004 and regulations issued under Section 409A of the Code, during 2005 the
Compensation Committee approved changes to the Non-Qualified Deferred Compensation Plan to ensure compliance
with the new law and to minimize any adverse income tax consequences to plan participants.

A description of the Non-Qualified Compensation Plan and individual contributions to that plan for each Named
Executive Officer during 2006 and total account balances, if applicable in either case,
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as of the end of the fiscal year, are shown in the 2006 Non-Qualified Deferred Compensation Table on page 41. Only
Mr. Ferguson elected to contribute to this plan in 2006.

Perquisites and Other Personal Benefits. In addition to the perquisites and benefits discussed above, we provide our
Named Executive Officers with an automobile allowance. The CEO receives a monthly allowance of $1,300 and the
other Named Executive Officers receive a monthly allowance of $1,100. Neither the CEO, nor the other Named
Executive Officers receive any additional cash compensation to reimburse them for any income tax liability that may
arise and become due and payable as a result of their receipt of this item.

The CEO and the Named Executive Officers are also eligible for an annual financial planning fee reimbursement
benefit of up to $8,000 and monthly club dues reimbursement benefit of up to $500. The Company also pays the cost
of an annual physical for these executives.

The aggregate incremental cost to the Company of providing these personal benefits to the Named Executive Officers
during 2006 are shown in the 2006 Summary Compensation Table on page 33.

Employment Agreements

Consistent with its compensation philosophy, in general, the Company does not enter into employment agreements
with its executives. As a result, these individuals serve at the will of the Board. The only exceptions to this policy are
the individual employment agreement with the CEO, Mr. Lewis M. Kling and the pending employment agreement
with the CFO, Mark A. Blinn.

Employment Agreement with Lewis M. Kling. The Company entered into an employment agreement with Mr. Kling
in connection with his promotion to President and Chief Executive Officer of the Company on July 28, 2005. The
agreement is for a minimum of three years with automatic renewal for one year periods. The employment agreement
with Mr. Kling provides for a base salary, an annual target bonus, participation in the Company s long-term incentive
program, benefits and perquisites on the same level as other executives, retirement plan benefits and severance
benefits in the event of his termination (as described in greater detail below). The employment agreement also
incorporates non-compete and non-solicitation provisions, which are in effect for a period of one year following a
termination of employment for any reason.

Pursuant to Mr. Kling s employment agreement, in the event Mr. Kling is terminated by the Company without Cause
or if he terminates employment for good reason, as defined in the agreement, Mr. Kling will be provided the following
severance benefits: (i) a lump-sum payout equal to the sum of his annual base salary and the annual bonus that he
earned in the year prior to the year of termination, (ii) a pro-rated annual bonus award, based on his target bonus
award percentage, (iii) immediate vesting on all unvested stock-based awards, (iv) a target payout of all cash-based
performance plan awards and (v) full vesting of his non-qualified pension benefit.

Pending Employment Agreement with Mark A. Blinn. The Company provided special retention arrangements to

Mr. Blinn on December 14, 2006. Pursuant to the pending employment agreement, Mr. Blinn received an award of

stock options and restricted stock that vest three years from the date of grant, provided Mr. Blinn remains employed

by the Company. In addition, if Mr. Blinn is not promoted to CEO upon the departure of Mr. Kling from the

Company, or if another individual is appointed as Chief Operating Officer ( COO ) prior to Mr. Kling s departure from
the Company, Mr. Blinn: (i) will receive immediate vesting on all unvested stock options and restricted stock grants

that were awarded and (ii) may elect to resign and receive severance benefits pursuant to the Officer Severance Plan
(equal to two years of base salary continuation and a target annual incentive award).

Transitional Executive Security Plan
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former President and CEO, not to renew Mr. Greer s employment agreement with the Company upon expiration on
June 30, 2005. The Board adopted a Transitional Executive Security Plan effective as of March 14, 2005 (the TES
Plan ), to promote continuity in management during this transition period. The Board concluded that the TES Plan was
appropriate and desirable to promote management stability while the Company was experiencing increased bookings
and stronger business conditions in many of its markets. The Board was optimistic about the Company s business
prospects and decided to adopt the TES Plan as a special incentive to retain and motivate the senior management staff
during the CEO search period.

The TES Plan provided for two mutually exclusive benefits. First, the Company agreed to pay a cash lump sum equal
to 12 months base pay to participants who remained employed by the Company through the first anniversary of the
date as of which a new Chief Executive Officer commenced employment with the Company. Mr. Kling, the President
and CEO of the Company, was appointed on August 1, 2005. Second, the Company agreed to pay a cash lump sum
equal to 18 months base pay to any participant whose employment was terminated by the Company without cause (as
defined in the TES Plan) before such date (unless such participant was entitled to benefits under a change-in-control
severance plan maintained by the Company). In addition, for any participant who was eligible for such a severance
payment under the TES Plan, the Company agreed to provide continued welfare benefits for 9 months (reduced by
benefits from any subsequent employer) and agreed that all outstanding equity awards granted to the participant would
immediately vest in full and generally remain exercisable (if applicable) for a period of 180 days following
termination of employment. In either case, the payment of benefits was conditioned upon a customary release of
claims by the participant.

The following executive officers of the Company participated in the TES Plan: Andrew J. Beall, Mark A. Blinn, Mark
D. Dailey, Thomas E. Ferguson, John H. Jacko (who resigned in February 2007), Linda P. Jojo, Thomas L. Pajonas
and Ronald F. Shuff. Certain other corporate officers also participated in the TES Plan. Mr. Kling s participation in the
TES Plan ended when he entered into his employment agreement on July 28, 2005 to become President and CEO and
he received a $520,000 lump-sum payment in settlement of his plan participation rights. The TES Plan was terminated
upon pay out on August 1, 2006.

Severance Plan for Officers

In December, 2006, the Board of Directors and the Compensation Committee approved and the Company adopted a
revised severance plan for Flowserve s senior executive officers and other corporate officers ( Officer Severance Plan ).
Under the Officer Severance Plan, Flowserve s Officers are provided benefits for a termination of employment as a
result of a reduction in force or if the executive is terminated without cause: (i) two years of the executive s current
base salary, paid on a bi-weekly basis in accordance with the Company s regular salary payments and (ii) a lump sum
payment, payable at the time annual incentive awards are paid to executives still employed by the Company,
substantially equivalent to the annual incentive plan payment, at target, the officer would have otherwise received
under the Company s annual incentive plan if the officer had been employed at the end of the applicable performance
period and was otherwise eligible for a payment under the annual incentive plan. In addition, in order to receive such
payments, the executive must execute a release and covenant not to sue and must continue to comply with a one-year
non-competition and non-solicitation agreement following his or her termination of employment.

The Officer Severance Plan replaced the Company s practice of each executive negotiating his or her severance
package upon a termination of employment. The Compensation Committee believes that the Officer Severance Plan is
far superior to individual negotiations in the event of a termination of employment and adopted the Plan for that
reason. The Compensation Committee
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determined that the Company s former practice of not maintaining this type of formal severance program was not
competitive in the current executive labor market.

In addition, to protect the Company s competitive position, each executive is required to sign an agreement with the
Company that requires them to forfeit the proceeds from some or all of their long-term incentive awards if they
engage in conduct that is detrimental to the Company. Detrimental conduct includes working for certain competitors,
soliciting customers or employees after employment ends and disclosure of confidential information in a manner
which may result in competitive harm to the Company.

Tax Implications of Executive Compensation

Section 162(m) of the Code limits to $1 million per year the federal income tax deduction to public corporations for
compensation paid for any fiscal year to the corporation s CEO and the four other most highly-compensated executive
officers as of the end of the fiscal year included in the 2006 Summary Compensation Table in our Company s proxy
statement, unless such compensation meets certain requirements. Approximately $3.1 million, base compensation,
cash bonuses and stock awards paid to executive officers for 2006 were within the $1 million Section 162(m)
threshold and should, therefore, be deductible by our Company for federal income tax purposes.

The cash-based Annual Incentive Plan has not been approved by shareholders and, therefore, does not currently
comply with the rules under Section 162(m). The plan will be presented to shareholders for approval in our proxy
statement for our 2007 Annual Meeting of Shareholders. If approved, we should be allowed to deduct
performance-based compensation beginning in 2007. Further information about this proposal is set forth beginning on
page 63.

Stock options under our existing plans are intended to comply with the rules under Section 162(m) for treatment as
performance-based compensation. Therefore, we should be allowed to deduct compensation related to options granted
under each of these plans.

The Compensation Committee also instructed that the stock-based long-term incentive program will be updated to
comply with the rules under Section 162(m) and be presented to the shareholders for approval in our proxy statement
for our 2007 Annual Meeting of Shareholders. If approved, we should be allowed to deduct performance-based
compensation granted under the 2007 Long-Term Incentive Plan, including the new performance-based restricted
share unit awards, beginning with the grants awarded in 2007.

The Compensation Committee has considered and will continue to consider tax deductibility in structuring
compensation arrangements. However, the Compensation Committee retains discretion to establish executive
compensation arrangements that it believes are consistent with its principles described earlier and in the best interests
of our Company and its stockholders, even if those arrangements are not fully deductible under Section 162(m).

Accounting Implications of Executive Compensation

Effective January 1, 2006, we recognize compensation expense for all equity based awards pursuant to the principles
set forth in SFAS No. 123(R) in our financial statements. The Compensation Committee considered the accounting
implications of the awards in setting the long-term incentive mix and determined that the mix of time-vested stock

options, time-vested restricted stock and a cash-based long-term incentive plan was appropriate for 2006.

CEO Compensation in 2006
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While the compensation of the CEO was set in a manner consistent with the general compensation principles and
policies discussed earlier, in the interests of providing shareholders with a better
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understanding of his compensation for 2006, we are providing the following discussion.

In February 2006, the Compensation Committee identified specific criteria for evaluating the CEO s performance
during 2006. These criteria included stock performance, financial performance, strategic vision and leadership,
including the development of human capital. In evaluating the CEO s performance in 2006, the Compensation
Committee Chairman gathered input from individual Board members during the Board s special executive session.
During this session, the Compensation Committee reviewed detailed compensation market data prepared by our
Company s compensation consultant. The Compensation Committee discussed and determined the following CEO
compensation changes and awards in executive session with only Compensation Committee members and the
Compensation Committee s independent consultant present. The Compensation Committee also followed the
principles and practices earlier discussed during the Board s special executive session to conduct the CEO performance
review.

Base Salary. The CEO s base salary was increased from $850,000 to $890,000 during 2006.

Annual Incentive Opportunity. To recognize the CEO s performance during 2006, the Compensation Committee
approved an annual incentive award for him of $1,147,232. This amount was paid in cash. This award reflected the
Company s financial performance as measured by the performance metrics discussed above plus a 10% increase made
by the Compensation Committee in recognition of Mr. Kling s leadership in developing and implementing the
Company s six strategic initiatives earlier discussed.

Long-Term Incentives. Following the principles and practices set forth earlier, the Company approved a grant of stock
options covering 90,000 shares to the CEO during 2006 at the same time and at the same fair market value exercise
price that awards were made to other executives and on a broad basis to other management employees. In addition, the
CEO received a restricted stock award covering 55,000 shares, at the same time 2006 restricted stock grants were
made to key managers including the Named Executive Officers, pursuant to the principles and processes discussed
earlier.

The Compensation Committee reviews the CEO s total compensation package on an annual basis and analyzes it in
view of competitive data provided by the Compensation Committee s consultant and the Company s performance for
the fiscal year. The Compensation Committee plans to continue to annually disclose its CEO and Named Executive
Officers compensation adjustments and awards, plus the rationale for these actions, in future proxy statements.

COMPENSATION COMMITTEE REPORT

The Organization and Compensation Committee of the Board of Directors of the Company (the Compensation
Committee ) is currently comprised of four independent directors, Christopher A. Bartlett, Hugh K. Coble, Roger L.
Fix and George T. Haymaker, Jr.

The Compensation Committee has reviewed and discussed the Compensation Discussion and Analysis with
management. Based on this review and discussion, the Compensation Committee recommended to the Board that the
Compensation Discussion and Analysis be included in this Proxy Statement and incorporated by reference in the
Company s Annual Report on Form 10-K filed with the Securities and Exchange Commission for the fiscal year ended
December 31, 2006.

Christopher A. Bartlett, Chairman
Hugh K. Coble

Roger L. Fix

George T. Haymaker, Jr.
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2006 SUMMARY COMPENSATION TABLE

The following table sets forth compensation information for the year 2006 for the individual who served as CEO of
the Company during 2006, the individual who served as CFO of the Company during 2006 and three other individuals
who served as the most highly compensated executive officers of the Company during 2006 (Named Executive

Officer).
Change
in
Pension
Value
and Non-
Qualified
Non-Equity Deferred
Incentive
Stock Option Plan Compensation All Other
Salary Bonus Awards Awards Compensation Earnings Compensati
al position Year $D ($)D@ $)® $ ($)DD ($)® ($)©
(b) (© (d) (e ® (28) (h) (@)
2006 883,846 2,207,679 2,197,394 1,147,232 313,407 101,281
fficer
2006 443,308 450,250 632,933 341,895 360,941 108,404 38,443
ent and
ficer
on 2006 364,226 368,000 461,678 389,606 388,735 207,931 37,009
ent and
erve Pump
S 2006 390,087 393,000 440,991 322,799 419,505 96,688 41,838
ent and
erve Flow
2006 335,461 340,000 400,991 592,070¢7 274,790 132,712 40,277
ent,

nd Secretary

(1) Salary, annual bonus and long-term incentive plan cash payouts may be deferred at the election of the Named
Executive Officer until retirement. Annual bonus and long-term incentive plan cash payouts may also be
received in the form of Company common stock held in a Rabbi Trust.

(2) The amounts reported in column (d) represent bonuses paid out to executive officers under the Company s
Transitional Executive Security Plan, which is discussed on page 36.

3)
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The amounts in columns (e) and (f) reflect the expense of equity-based awards recognized in our 2006 financial
statement reporting of awards pursuant to the equity compensation plans, in accordance with SFAS No. 123(R),
and may include amounts from awards granted in and prior to 2006. Assumptions used in the calculation of
these amounts are discussed in Note 7 to the Company s audited financial statements for the fiscal year ended
December 31, 2006, included in the Company s Annual Report on Form 10-K for the year ended December 31,
2006, filed with the SEC on March 1, 2007.

(4) The amounts in column (g) represent cash bonuses that were earned in the year 2006 and then paid in March
2007 pursuant to the Company s 2006 Annual Incentive Plan. The amounts also include cash bonuses earned
during the 2004 through 2006 Long-Term Cash Incentive Plan cycle for Mr. Ferguson, Mr. Pajonas and
Mr. Shuff. Mr. Kling and Mr. Blinn were not eligible to participate in the 2004 through 2006 Long-Term Cash
Incentive Plan cycle, since they joined the Company after the plan term began.

(5) There were no above-market or preferential earnings with respect to any deferred compensation balances.

(6) These amounts represent the sum of the Company s 401(k) Plan matching and discretionary contributions,
annual premiums paid for group term life insurance (such premiums were less than $10,000 for all of the Named
Executive Officers, except Mr. Kling, whose premium was $10,875), the Company s portion of annual premiums
for medical, dental, vision and prescription benefits ($10,185 for each of Messrs. Shuff, Blinn and Pajonas and
$6,324 for each of Messrs. Kling and Ferguson), and the Company s portion of disability plan premiums. These
amounts also include the cost to the Company of certain perquisites received by the Named Executive Officers,
including annual car allowances (of $16,320 for Mr. Kling and $13,200 for all other Named Executive Officers),
financial planning, personal security and spousal travel. The value of each such perquisite did not exceed the
greater of $25,000 or 10% of the aggregate value of all perquisites received by a Named Executive Officer,
except for $28,496 for travel expenses for Mr. Kling s spouse who accompanied Mr. Kling on business trips and
attended various business functions with him.

(7) Effective upon the approval by the Company s shareholders on August 24, 2006, the terms of certain options
granted to Mr. Shuff in 1995 and 1996 were extended beyond their original expiration date to allow him to
exercise these options in 2006. The incremental accounting expense for this approved extension was calculated
in accordance SFAS No. 123(R) and was $317,688.
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2006 GRANTS OF PLAN-BASED AWARDS

The following table sets forth certain information with respect to 2006 plan-based awards granted to the Named

Executive Officers for the year ended December 31, 2006.

All Other
Option
Estimated Future Payouts Under All Other  Awards; Grant D:
Stock Number  Exercise
Non-Equity Awards; of or Fair Val
Number Base
Incentive Plan Awards of Securities Price of Stoc]
of
Shares of Underlying Option and Opti
Stock or
Threshold Target Maximum Units Options Awards Award
e Grant Date ($) ($) ($) #® #H® ($/Sh)® $®
is M. Kling 02/15/06(1) 530,308 883,846 1,988,654
02/15/06(2) 222,500 890,000 2,670,000
02/15/06 90,000 48.17 2,180,70
02/15/06 55,000 2,649,35
k A. Blinn 02/15/06(1) 159,951 265,985 598,466
02/15/06(2) 61,875 247,500 742,500
02/15/06 10,000 481,70
12/14/06 30,000 1,567,50
12/14/06 30,000 52.25 730,20
mnas E. Ferguson 02/15/06¢1) 109,268 218,536 491,706
02/15/06(2) 50,600 202,400 607,200
02/15/06 10,800 520,23
02/15/06 17,600 48.17 426,44
mas L. Pajonas 02/15/06¢1) 117,026 234,052 526,617
02/15/06(2) 54,050 216,200 648,600
ald F. Shuff 02/15/06(1) 100,639 167,731 377,395
02/15/06(2) 34,000 136,000 408,000
02/15/06 12,000 578,04
02/15/06 13,000 48.17 314,99

(1) Under the Annual Incentive Plan, the primary performance measures are internally defined metrics based on

operating income and cash flow. In addition, divisional operating margin sales growth and cash flow targets are
applied to those Named Executive Officers with divisional management responsibility. Actual amounts payable
under the Annual Incentive Plan can range from 60% (Threshold) to 225% (Maximum) of the target amounts for
the Named Executive Officers with corporate management responsibility and 50% (Threshold) to 225%
(Maximum) of the target amounts for the Named Executive Officers with divisional management responsibility,
based upon the extent to which performance under the foregoing criteria meets, exceeds or is below the target.
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Target awards under the Long-Term Incentive Cash Plan represent one-third of the executive s long-term
incentive opportunity. Any bonuses under the Long-Term Incentive Cash Plan will be earned during the current
performance period commencing in 2006 and continuing through 2008. Any bonuses earned under the
Long-Term Incentive Cash Plan during the current performance period will be paid out in 2009. Under the
Long-Term Incentive Cash Plan, the primary performance measures are return on net assets, sales growth and
consolidated operating margin over a three-year performance period. The return on net assets, sales growth and
consolidated operating margin targets will be set at the beginning of each three-year performance period based
on benchmark data. Actual amounts payable under the Long-Term Incentive Cash Plan can range from 25%
(Threshold) to 300% (Maximum) of the target amounts, based upon the extent to which performance under the
foregoing criteria meets, exceeds or is below the target.

The amounts shown reflect the numbers of shares of restricted stock or options granted to each Named
Executive Officer pursuant to the Flowserve Corporation 2004 Stock Compensation Plan.

The exercise price of the option awards was determined by the closing price as reported by the NYSE on the
date of grant.

These amounts represent the fair value, as determined under SFAS No. 123(R), of the stock awards and option
awards based on the grant date fair value estimated by the Company for financial reporting purposes.

Effective upon the approval by the Company s shareholders on August 24, 2006, the terms of certain options
granted to Mr. Shuff in 1995 and 1996 were extended beyond their original expiration date to allow him to
exercise these options in 2006. The incremental accounting expense for this approved extension was calculated
in accordance SFAS No. 123(R) and was $317,688 which is not included in the grant date fair value of stock
and option awards in the table above.
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Employment Agreements

Lewis M. Kling. The Company entered into an employment agreement with Lewis M. Kling as of July 28, 2005,
whereby Mr. Kling agreed to serve as President and CEO beginning on August 1, 2005 and ending on July 31, 2008,
with automatic renewal for one-year periods (the Employment Agreement ). Prior to his appointment as President and
CEO, Mr. Kling served as the Company s COO after joining the Company in July 2004. Pursuant to terms of the
Employment Agreement, Mr. Kling receives an initial annual base salary of $850,000, subject to increase based on
annual reviews. He is eligible to receive an annual bonus, based on the attainment of certain performance targets
established by the Compensation Committee, ranging from 0% to 200% of his base salary. He is also eligible to
participate in other benefit and incentive plans of the Company on terms no less favorable than those applicable to
other senior executives. Additionally, he is entitled to the vesting of 20% of any non-qualified pension benefit that is
not yet then vested, provided that he remains employed through July 31, 2008. Under the Employment Agreement,
Mr. Kling s participation in the Company s Transitional Executive Security Plan (described on page 36), was
terminated and no payments are due to him under that plan. In lieu of his participation in that plan, the Company made
a special one-time lump-sum payment to Mr. Kling of $520,000 in August 2005.

Additionally, the Employment Agreement included a grant of an option to purchase 69,748 shares of the Company s
common stock at an exercise price of $33.86, the fair market value of the shares on the grant date, July 28, 2005. The
options vest in three equal annual installments, with vesting to occur upon the first anniversary of the grant date.

Mr. Kling was also granted 40,800 shares of restricted stock which vest on July 28, 2008.

The Employment Agreement provides that if the Company terminates Mr. Kling s employment other than for cause,
death or disability or Mr. Kling terminates his employment for good reason (as these terms are defined in the
Employment Agreement) and Mr. Kling has executed and not revoked a release of claims against the Company: (i) the
Company will pay to Mr. Kling within 30 days after his employment terminates a lump-sum cash amount equal to the
sum of (A) (I) the sum of his annual base salary at the time of termination and (II) the annual bonus earned by him for
the bonus year preceding the year in which his employment terminates and (B) a pro-rata portion of the target bonus
based on the number of days of service during the bonus year occurring prior to termination of employment; (ii) all
stock-based awards held by Mr. Kling that have not yet vested or otherwise become unrestricted shall immediately
vest or become unrestricted in full; (iii) the target payment under all dollar-denominated, performance-based
long-term incentive compensation programs shall be paid to Mr. Kling in a lump sum in cash within 30 days; and

(iv) Mr. Kling shall become fully vested in any non-qualified pension benefit that is not yet vested. Also, Mr. Kling
shall be entitled to purchase health benefit coverage for Mr. Kling and his current spouse substantially similar to that
available under the Company s U.S. health benefit programs at the cost to the Company of providing such coverage to
its actively employed senior executives through, respectively, the period of Mr. Kling s and his current spouse s
eligibility for coverage under Medicare. Following any such termination, Mr. Kling will also receive any Accrued
Compensation (as described below).

If Mr. Kling s employment is terminated for cause or Mr. Kling terminates his employment without good reason, the
Employment Agreement will terminate without further obligations to Mr. Kling other than the Company s
indemnification obligation to Mr. Kling and the payment to Mr. Kling of the sum of (i) his annual base salary through
the date his employment terminates, (ii) any payments that have become vested or that are otherwise due in

accordance with the terms of any employee benefit, incentive or compensation plan and (iii) any reimbursable
expenses incurred by Mr. Kling, in each case to the extent theretofore unpaid (collectively, Accrued Compensation ).
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If Mr. Kling s employment is terminated by reason of his death or disability, the Employment Agreement will
terminate without further obligations to Mr. Kling other than (i) the Company s indemnification obligation to

Mr. Kling, (ii) the payment of Accrued Compensation, (iii) all stock-based awards that have not yet vested or
otherwise become unrestricted shall immediately become vested or otherwise unrestricted in full, (iv) the target
payment under all dollar-denominated, performance-based long-term incentive compensation programs will be paid to
Mr. Kling (or his estate or beneficiary, as applicable) and (v) Mr. Kling shall become fully vested in any non-qualified
pension benefit that is not yet vested.

Mark A. Blinn. The Compensation Committee approved special retention equity grants for Mr. Blinn, the Company s
Senior Vice President and CFO, consisting of 30,000 shares of restricted stock and options to purchase 30,000 shares
of common stock with an exercise price of $52.25 per share, which was the fair market value on December 14, 2006,
the date of grant. Both the restricted stock and the options will fully vest on December 14, 2009 if not earlier forfeited
by a termination of Mr. Blinn s employment with the Company, except to the limited extent noted hereafter.

In addition, the Compensation Committee reached a pending agreement in principle with Mr. Blinn, subject to the
finalization of a mutually agreeable written contract, on the following related terms. If Mr. Blinn is not promoted to
CEO upon the departure of Lewis M. Kling, the Company s current President and CEQ, or if another person is
appointed COOQ prior to Mr. Kling s departure, then (i) all of Mr. Blinn s then unvested stock options and restricted
stock grants from the Company will immediately vest and (ii) he may elect, within 30 days of receiving notification
from the Company that he will not be so promoted, to resign and receive severance benefits as if he was terminated
without cause under the Officer Severance Plan described below under Potential Payments Upon Termination or
Change-in-Control. Upon such resignation, all unvested restricted stock and stock options granted to Mr. Blinn will
automatically vest and any unvested performance shares or restricted stock units which are contingent upon specified
levels of financial performance by the Company will expire. However, Mr. Blinn is obligated, if he elects to so resign,
to continue to furnish up to an additional 120 days of transitional support to the Company, in his then current job
function and at his then current salary, if requested by the Company.

Transitional Executive Security Plan

A search for a new CEO was conducted by a transition committee of the Board following the agreement between the
Board and C. Scott Greer, former President and CEO, not to renew Mr. Greer s employment agreement with the
Company upon expiration on June 30, 2005. The Board adopted a Transitional Executive Security Plan effective as of
March 14, 2005 (the TES Plan ), to promote continuity in management during this transition period. The Board
concluded that the TES Plan was appropriate and desirable to promote management stability while the Company was
experiencing increased bookings and stronger business conditions in many of its markets. The Board was optimistic
about the Company s business prospects and decided to adopt the TES Plan as a special incentive to retain and
motivate the senior management staff during the CEO search period.

The TES Plan provided for two mutually exclusive benefits. First, the Company agreed to pay a cash lump sum equal
to 12 months base pay to participants who remained employed by the Company through the first anniversary of the
date as of which a new Chief Executive Officer commenced employment with the Company. Mr. Kling, the President
and CEO of the Company, was appointed on August 1, 2005. Second, the Company agreed to pay a cash lump sum
equal to 18 months base pay to any participant whose employment was terminated by the Company without cause (as
defined in the TES Plan) before such date (unless such participant was entitled to benefits under a change-in-control
severance plan maintained by the Company). In addition, for any
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participant who was eligible for such a severance payment under the TES Plan, the Company agreed to provide
continued welfare benefits for 9 months (reduced by benefits from any subsequent employer) and agreed that all
outstanding equity awards granted to the participant would immediately vest in full and generally remain exercisable
(if applicable) for a period of 180 days following termination of employment. In either case, the payment of benefits
was conditioned upon a customary release of claims by the participant.

The following executive officers of the Company participated in the TES Plan in 2006 Andrew J. Beall, Mark A.
Blinn, Mark D. Dailey, Thomas E. Ferguson, John H. Jacko (who resigned in February 2007), Linda P. Jojo, Thomas
L. Pajonas and Ronald F. Shuff. Certain other corporate officers also participated in the TES Plan. Mr. Kling s
participation in the TES Plan ended when he entered into his employment agreement on July 28, 2005 to become
President and CEO and he received a $520,000 lump-sum payment in settlement of his plan participation rights. The
TES Plan was terminated upon pay out on August 1, 2006.

In 2006, the Named Executive Officers received compensation under the TES Plan as reported in the bonus column of
the preceding 2006 Summary Compensation Table on page 33. No participant in the TES Plan received or will receive

further payments under this plan.
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OUTSTANDING EQUITY AWARDS AT YEAR-END 2006

The following table sets forth certain information with respect to outstanding equity awards at December 31, 2006
with respect to the Named Executive Officers.

Option Awards Stock Awards
Equ
Incer
Equity PI:
Incentivewa
Equity PlarMark
Incentive AwardsPay
Plan Val
Awards: Market Number of o
Number
Number of of Number of Value of Unearrédea
Securities Number of Securities Shares or Shares or ShaMdsares
o
Underlying Securities Underlying Units of Units of  Units orOtl
Rig
Unexercised Underlying/nexercisedOption Stock that Stock thatOther Righth
that
Options Options UnearnedExercise Option Have Not Have Not  HaveHave
Not
#) # Options Price Expiration Vested Vested Vested Ves
ame Exercisable Unexercisable #) 6)) Date #) ®$) # (%
) (b) (c) (d) (e) ® (g (h) ®» g
>wis M. Kling 75,000(1) 23.27 07/09/14 152,9662) 7,720,194
7,000 14,000¢3) 24.90 02/16/15
3,667 7,3334) 30.95 07/13/15
23,250 46,498 (s) 33.86 07/28/15
90,000¢) 48.17 02/15/16
ark A. Blinn 4,667 9,333(7) 24.90 02/16/15 78,666(8) 3,970,273
5,000 10,000¢9) 27.97 04/20/15
9,500 19,000(10) 30.95 07/13/15
30,000¢11) 52.25 12/14/16
1omas E. Ferguson 3,900(12) 30.00 10/23/07 26,033(13) 1,313,886
3,16712) 17.00 08/03/09
3,000(12) 17.81 08/22/10
4,000(12) 27.12 07/18/11
3,200(12) 24.84 07/17/12
15,000(12) 19.15 07/17/13
6,000(12) 3,000¢14) 22.90 07/15/14
4,000(12) 8,000(15) 24.90 02/16/15
4,000(12) 8,000(16) 30.95 07/13/15
17,600(17) 48.17 02/15/16
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10mas L. Pajonas 7,333
3,667
5,000
8,334
onald F. Shuff
2,833

(1) 75,000 Option shares vest on July 19, 2007.
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3,667(18)
7,33320
10,000¢21)
16,666(22)
2,833(23)
5,666(25)
4,333(26)
13,00027)

22.90
24.90
27.97
30.95
22.90
24.90
30.95
48.17

07/15/14
02/16/15
04/20/15
07/13/15
07/15/14
02/16/15
07/13/15
02/15/16

34,666(19)

21,000024)

1,749,594

1,059,870

(2) Subsequent to December 31, 2006, 22,667 shares of restricted stock vested on February 16, 2007. Mr. Kling s
shares of restricted stock vest on the following dates: 42,000 shares on July 9, 2007; 22,666 shares on
February 16, 2008; 6,500 shares on July 14, 2008; 40,800 shares on July 28, 2008 and 18,333 shares on

February 16, 2009.

(3) 14,000 Option shares vest on February 16, 2008.

(4) 3,666 Option shares vest on July 14, 2007 and the remaining 3,667 option shares vest on July 14, 2008.

(5) 23,249 Option shares vest on July 28, 2007 and the remaining 23,249 option shares vest on July 28, 2008.

(6) 30,000 Option shares vested on February 16, 2007, 30,000 shares vest on February 16, 2008 and the remaining

30,000 shares vest on February 16, 2009.
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(7) 4,666 Option shares vested on February 16, 2007 and the remaining 4,667 shares vest on February 16, 2008.

(8) Subsequent to December 31, 2006, 2,833 shares of restricted stock vested on February 16, 2007. Mr. Blinn s
shares of restricted stock vest on the following dates: 5,000 shares on April 20, 2007; 6,000 shares on
November 10, 2007; 2,833 shares on February 16, 2008; 5,000 shares on April 20, 2008; 17,000 shares on
July 14, 2008; 10,000 shares on February 15, 2009; and 30,000 shares on December 14, 2009.

(9) 5,000 Option shares vest on April 20, 2007 and the remaining 5,000 shares vest on April 20, 2008.

(10) 9,500 Option shares vest on July 14, 2007 and the remaining 9,500 shares vest on July 14, 2008.

(11) 30,000 Option shares vest on December 14, 2009.

(12) Mr. Ferguson exercised and sold these option shares in March 2007.

(13) Subsequent to December 31, 2006, 6,266 shares of restricted stock vested on February 16, 2007. Mr. Ferguson s
shares of restricted stock vest on the following dates: 2,400 shares on July 15, 2007; 6,267 shares on
February 16, 2008; 7,500 shares on July 14, 2008; and 3,600 shares on February 16, 2009.

(14) 3,000 Option shares vest on July 15, 2007.

(15) 4,000 Option shares vested on February 16, 2007 and the remaining 4,000 shares vest on February 16, 2008.

(16) 4,000 Option shares vest on July 14, 2007 and the remaining 4,000 shares vest on July 14, 2008.

(17) 5,867 Option shares vested on February 16, 2007, 5,866 shares vest on February 16, 2008 and the remaining
5,867 shares vest on February 16, 2009.

(18) 3,667 Option shares vest on July 15, 2007.

(19) Subsequent to December 31, 2006, 2,666 shares of restricted stock vested on February 16, 2007. Mr. Pajonas
shares of restricted stock vests on the following dates: 5,000 shares on April 20, 2007; 2,000 shares on May 3,
2007; 2,333 shares on July 15, 2007; 2,667 shares on February 16, 2008; 5,000 shares on April 20, 2008; and
15,000 shares on July 14, 2008.

(20) 3,666 Option shares vested on February 16, 2007 and the remaining 3,667 shares on February 16, 2008.

(21) 5,000 Option shares vest on April 20, 2007 and the remaining 5,000 shares vest on April 20, 2008.

(22) 8,333 Option shares vest on July 14, 2007 and the remaining 8,333 shares vest on July 14, 2008.

(23) 2,833 Option shares vest on July 15, 2007.

(24) Subsequent to December 31, 2006, 5,666 shares of restricted stock vested on February 16, 2007. Mr. Shuff s
shares of restricted stock vest on the following dates: 1,667 shares on July 15, 2007; 5,667 shares on

February 16, 2008; 4,000 shares on July 14, 2008; and 4,000 shares on February 16, 2009.

(25) 2,833 Option shares vested on February 16, 2007 and the remaining shares 2,833 vest on February 16, 2008.
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(26) 2,166 Option shares vest on July 14, 2007 and the remaining 2,167 shares vest on July 14, 2008.

(27) 4,334 Option shares vested on February 16, 2007; 4,333 shares vest on February 16, 2008; and 4,333 shares on
February 16, 2009.

2006 OPTION EXERCISES AND STOCK VESTED

The following table sets forth certain information with respect to stock option award exercises and restricted stock
award vesting during the fiscal year ended December 31, 2006 with respect to the Named Executive Officers.

Option Awards Stock Awards
Number of Shares Number of Shares
Acquired on Value Realized Acquired on Value Realized
Exercise on Exercise Vesting on Vesting
Name (#) $) (#) ($)
Lewis M. Kling 6,334 323,023
Mark A. Blinn 7,834 420,388
Thomas E. Ferguson 10,067 522,856
Thomas L. Pajonas 12,000 654,355
Ronald F. Shuff 82,408 2,531,175 3,333 169,964
39
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2006 PENSION BENEFITS(

The following table sets forth certain information as of December 31, 2006 with respect to potential payments under
our Pension Plans®), described below, for each Named Executive Officer.

Present Value of

Number of Payments
Years Accumulated During
Last Fiscal
Credited Service Benefit Year

Name Plan Name #) €)) €))
Lewis M. Kling Qualified Cash Balance 2.4 53,688

Non-Qualified SMRP 2.4 311,971

Non-Qualified SERP 2.4 190,166
Mark A. Blinn Qualified Cash Balance 2.1 26,138

Non-Qualified SMRP 2.1 64,435

Non-Qualified SERP 2.1 69,564
Thomas E. Ferguson Qualified Cash Balance 19.1 259,800

Non-Qualified SMRP 19.1 165,260

Non-Qualified SERP 19.13® 478,028
Thomas L. Pajonas Qualified Cash Balance 2.7 42,992

Non-Qualified SMRP 2.7 69,184

Non-Qualified SERP 2.7 78,240
Ronald F. Shuff Qualified Cash Balance 18.5 298,407

Non-Qualified SMRP 18.5 246,870

Non-Qualified SERP 75 ® 172,759

(1)

2)

The Company sponsors cash balance designed pension plans for eligible employees. Each executive
accumulates a notional amount derived from the plan provisions; each Named Executive Officer s account
balances as of December 31, 2006 are presented above. We believe that this is the best estimate of the present
value of accumulated benefits.

The Company provides pension benefits to executive officers under the Flowserve Corporation Pension Plan
(the Qualified Plan ) and its two non-qualified supplemental retirement plans (the Non-Qualified Plans ). The first
Non-Qualified Plan, the Senior Manager Retirement Plan (the SMRP ), provides benefits that plan participants
cannot receive under the Qualified Plan due to the Code limits. The second Non-Qualified Plan, the
Supplemental Executive Retirement Plan (the SERP ), provides an additional supplemental benefit to certain
executive officers, including the Named Executive Officers listed above. On July 1, 1999, the Company s
pension plans were converted to a cash balance design. Since then, participants in the Qualified Plan and the
SMRP accrue contribution credits based on age and years of service at the rate of 3% to 7% for eligible earnings
up to the Social Security wage base and at the rate of 6% to 12% for eligible earnings in excess of the Social
Security wage base. Participants in the SERP accrue contribution credits at the rate of 5% of all eligible
earnings. Eligible earnings include salary and annual incentive payments. Plan participants also earn interest on
the accrued cash balance based on the rate of return on 10-year Treasury bills with the exception of

Mr. Ferguson and Mr. Shuff, who because of their age and service as of July 1, 1999 were provided a
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guaranteed interest rate.

(3) Mr. Ferguson became an executive officer and eligible to participate in the SERP as of July 18, 2002. At the
time he became eligible for the SERP, he was provided with a special plan enhancement, per plan provisions,
crediting him with enhanced SERP benefits based on his company service prior to becoming an executive
officer.

(4) Mr. Shuff has been an executive officer since May 5, 1990. However, the SERP became effective July 1, 1999
and Mr. Shuff has been accruing benefits under the SERP since July 1, 1999. Application of the special plan
enhancement, which would credit Mr. Shuff with enhanced SERP benefits based on his Company service prior
to July 1, 1999, is currently under review.

Pension Plans. The Company provides pension benefits to executive officers under the Qualified Plan and its two
Non-Qualified Plans. The Qualified Plan is subject to the funding requirements, vesting rules and maximum benefit
limitations of ERISA. The Non-Qualified Plans are not subject to ERISA rules and are not funded. The first
Non-Qualified Plan, the SMRP, provides benefits that plan participants cannot receive under the Qualified Plan, due
to the Code limits, although the Qualified Plan s benefit formula would otherwise provide these benefits. The second
Non-Qualified Plan, the SERP, provides an additional supplemental benefit to certain executive officers, including the
Named Executive Officers listed below. On July 1, 1999, the Company s pension plans were converted to a cash
balance design. Since then, participants in the Qualified Plan and
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the SMRP accrue contribution credits based on age and years of service at the rate of 3% to 7% for eligible earnings
up to the Social Security wage base and at the rate of 6% to 12% for eligible earnings in excess of the Social Security
wage base. Participants in the SERP accrue contribution credits at the rate of 5% of all eligible earnings. Eligible
earnings include salary and annual incentive payments. Plan participants also earn interest on the accrued cash balance
based on the rate of return on 10-year Treasury bills with the exception of Thomas Ferguson and Ronald Shuff, who
because of their age and service as of July 1, 1999, were provided a guaranteed interest rate under a grandfather
provision applicable to similarly situated U.S. salaried employees. For the discussion regarding the valuation method
and assumptions used in quantifying the present value of the current accrued pension benefits, see Item 7
Management s Discussion and Analysis of Financial Condition and Results of Operations Pension and Postretirement
Benefits Obligations  Accrual Accounting and Significant Assumptions in the Company s Annual Report on
Form 10-K, for the fiscal year ended December 31, 2006, filed with the SEC on March 1, 2007.

2006 NON-QUALIFIED DEFERRED COMPENSATION

The following table sets forth certain information concerning the non-qualified deferred compensation plans during
the fiscal year ( FY ) ended December 31, 2006 with respect to the Named Executive Officers.

Executive Registrant Aggregate Aggregate Aggregate
Contributions  Contributions Earnings Withdrawals/ Balance at
in Last FY in Last FY in Last FY Distribution Last FYE
Name % ) O %) $)
Lewis M. Kling
Mark A. Blinn
Thomas E. Ferguson 99,684 2) 48,684 512,3703)
Thomas L. Pajonas
Ronald F. Shuff 328,642(4) 1,520,3085)

(1) The aggregate earnings in last fiscal year represent the amount the non-qualified plans balances have changed in
the past fiscal year, net of the executive s and the Company s contributions. There were no above-market or
preferential earnings with respect to any deferred compensation balance.

(2) Mr. Ferguson s contribution reflects deferral of a portion of both his 2006 bonus and salary.

(3) Mr. Ferguson s aggregate balance represents deferred amounts from several years, including 2006, and accrued
interest.

(4) Aggregate earnings reflect the increases in the Company s stock price during 2006 as 100% of Mr. Shuff s
deferred compensation balance is held in shares Company stock.

(5) Mr. Shuff s aggregate balance represents deferred compensation of 30,123 shares of Company stock valued at
$50.47 per share on December 29, 2006. Mr. Shuff s reported balance above does not include any deferred cash
compensation.

Deferred Compensation Plan

The Flowserve Corporation Deferred Compensation Plan provides a select group of management and highly
compensated employees of the Company the opportunity to elect to defer receipt of specified portions of
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compensation and to have these deferred amounts treated as if invested in specified hypothetical investment
benchmarks. Participants are entitled to direct the manner in which their deferral accounts will be deemed to be
invested by selecting among hypothetical investment benchmarks chosen by the Pension and Investment Committee,
the administrators of this plan. Only Mr. Ferguson elected to defer under this plan in 2006.

Each participant s participation in the Flowserve Corporation Deferred Compensation Plan is governed by an
individual Participation Agreement which sets forth: (i) the amount of base salary and incentive compensation that is

to be deferred under the plan, at a minimum, $2,000; (ii) the period after which payment of the deferred amount
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is to be made, which shall be the earlier of (A) a number of full years, not less than three and (B) the period ending
upon the retirement or prior termination of employment of the participant; and the form in which payments are to be
made, which may be a lump sum or in substantially equal annual installments not to exceed ten years. There is no
limitation on the amount of base salary and incentive compensation a participant may defer.

With respect to amounts deferred and vested prior to December 31, 2004, participants may voluntarily elect to
withdraw all of the balance in their accounts. If a participant elects to withdraw such amounts, the Company will pay
an amount equal to 90% of the balance in the participant s deferral account in a lump sum in cash and the participant
will forfeit the remainder of such deferral account. Following a withdrawal, such a participant shall not be entitled to
file any Participation Agreements under the plan with respect to the first calendar year that begins after such election
is made. With respect to amounts deferred and vested after December 31, 2004, participants may not voluntarily elect
to withdraw any portion of the balance in their accounts.

POTENTIAL PAYMENTS UPON TERMINATION OR CHANGE-IN-CONTROL

The information below describes certain compensation that would be paid under existing plans and contractual
arrangements to the Named Executive Officers in the event of a termination of such executive s employment with the
Company and/or change-in-control of the Company. The amounts shown in the table below assume that such a
termination of employment and/or change-in-control occurred on December 31, 2006 and thus includes amounts
earned through such time and are estimates of the amounts which would be paid out to the executives upon their
termination and/or a change-in-control (based upon the executive s compensation and service levels as of such date and
the closing price of the Company s common stock on December 29, 2006 of $50.47). The actual amounts to be paid
out can only be determined at the time of a change-in-control and/or such executive s termination of employment with
the Company. In addition to the benefits described below, upon any termination of employment, each of the Named
Executive Officers would also be entitled to the amount shown in the Pension Benefits for the 2006 fiscal year and
Non-Qualified Deferred Compensation for the 2006 fiscal year tables on pages 40-41.

The Company has entered into an employment agreement with Mr. Kling. The Company also sponsors an Officer
Severance Plan in which the Named Executive Officers other than Mr. Kling participate and an Executive Officer
Change-in-Control Severance Plan, in which each of the Named Executive Officers (including Mr. Kling) participates.
In addition, the Company sponsors several non-qualified pension plans and equity and non-equity incentive
compensation plans that provide the Named Executive Officers with additional compensation in connection with a
change-in-control or termination of employment under certain circumstances. The following is a description of the
compensation payable to the Named Executive Officers in connection with a termination of employment and/or
change-in-control under these arrangements and a table summarizing the estimated payouts assuming that a
termination of employment and/or change-in-control occurred on December 31, 2006.

Lewis M. Kling Employment Agreement Special Termination Benefits

The employment agreement with Mr. Kling provides the following severance benefits in the event the executive s
employment with the Company is terminated either by the Company without cause or by the executive for good
reason : (i) a lump sum payment within 30 days following the date of termination equal to the sum of: (A) his annual
base salary at the time of termination, (B) the annual bonus earned by him for the year preceding the year in which his
employment terminates and (C) a pro-rata portion of his target bonus for the year of termination
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based on the number of days of service during such year occurring prior to termination of employment; (ii) full

vesting acceleration with respect to all stock-based awards held by the executive as of the date of termination; (iii) a
lump sum payment within 30 days following the date of termination equal to the executive s target payout under all
cash-based long-term incentive compensation programs in which the executive participates at the time of termination;
and (iv) full vesting of the executive s non-qualified pension benefits. The employment agreement with Mr. Kling also
provides the following benefits in the event that Mr. Kling s employment is terminated by reason of his death or
disability: (i) full vesting acceleration with respect to all stock-based awards held by the executive as of the date of
termination; (ii) a lump sum payment equal to the executive s target payout under all cash-based long-term incentive
compensation programs in which the executive participates at the time of termination; and (iii) full vesting of the
executive s non-qualified pension benefits. Mr. Kling s employment agreement does not provide for any additional
payments or benefits upon a termination of employment by the Company for cause or upon the executive s resignation
other than for good reason.

For purposes of Mr. Kling s employment agreement, the term cause means: (i) the executive s continuing substantial
failure to perform his duties for the Company (other than as a result of incapacity due to mental or physical illness)

after a written demand is delivered to the executive by the Board of Directors; (ii) the executive s willful engaging in
illegal conduct or gross misconduct that is materially and demonstrably injurious to the Companys; (iii) the executive s
conviction of a felony or his plea of guilty or nolo contendere to a felony, or (iv) the executive s willful and material
breach of the confidentiality covenant contained in the employment agreement.

For purposes of Mr. Kling s employment agreement, the term good reason means: (i) the involuntary removal of the
executive from his position as President and Chief Executive Officer of the Company without cause; (ii) the

Company s (A) assignment of duties to the executive that are materially inconsistent with his positions with the
Company or (B) actions resulting in a material diminution of the executive s position or duties; (iii) the Company s
material failure to comply with any provision of the employment agreement; or (iv) the Company s termination of the
executive s employment, other than as permitted by the employment agreement.

The receipt of benefits following termination under Mr. Kling s employment agreement is contingent upon the
executive (i) executing and not revoking a general release in favor of the Company, (ii) complying with the perpetual
confidentiality and non-disparagement covenants contained in the employment agreement and (iii) refraining from
engaging in any direct or indirect competition with the Company for a period of one year following his termination of
employment.

Mark A. Blinn Pending Employment Agreement Special Termination Benefits

In the event Mr. Blinn s employment with the Company is terminated either by the Company without cause , or by
Mr. Blinn for good reason , the employment agreement provides for severance benefits under the Officer Severance
Plan and for automatic vesting of all unvested restricted stock and stock options granted to Mr. Blinn from the
Company, but any unvested performance shares or restricted stock units which are contingent upon specified levels of
financial performance by the Company will then expire. Mr. Blinn s employment agreement does not provide for any
additional payments or benefits upon a termination of employment by the Company for cause or upon Mr. Blinn s
resignation other than for good reason.

For purposes of Mr. Blinn s pending employment agreement, the term cause means: (i) Mr. Blinn s continuing
substantial failure to perform his duties for the Company (other than as a result of incapacity due to mental or physical
illness) after a written demand is delivered to him by the Board of Directors; (ii) Mr. Blinn s willful engaging in illegal
conduct or gross misconduct that is materially and
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demonstrably injurious to the Company; (iii) Mr. Blinn s conviction of a felony or his plea of guilty or nolo contendere
to a felony, or (iv) Mr. Blinn s willful and material breach of the confidentiality covenant contained in the employment
agreement.

For purposes of Mr. Blinn s pending employment agreement, the term good reason means: (i) the Company materially
breached the employment agreement and failed to cure the breach after Mr. Blinn provided the Company at least thirty
(30) days written notice of the alleged breach, (ii) Mr. Blinn is not promoted to the Company s CEO position
immediately following the date Mr. Kling terminates his employment with the Company for any reason, or (iii) an
individual, other than Mr. Blinn, is appointed as the Chief Operations Officer of the Company prior to the date that

Mr. Kling s employment with the Company s terminates for any reason. In order for Mr. Blinn s resignation to be
treated as with good reason, he must resign his employment with the Company and its Affiliated Companies within

thirty (30) days following the date he becomes aware of any of these events.

The receipt of benefits following termination under Mr. Blinn s pending employment agreement is contingent upon his
agreement to not in any way disparage, libel or defame the Companys, its business or business practices, its products or
services, or its current or past employees. In addition, he must adhere to his obligations set forth in any agreements
between the Company and Mr. Blinn which impose restrictions on the executive s use of the Company s confidential
information and/or restrictions on his ability to work for a competitor of the Company, solicit the Company s
employees to leave the Company and/or solicit business from the Company s customers, as those agreements may be
amended from time to time.

Officer Severance Plan

All of the Named Executive Officers other than Mr. Kling participate in the Company s Officer Severance Plan. The
Officer Severance Plan provides for the following benefits upon a termination of a covered executive s employment
with the Company by the Company without cause : (i) continued payment of the affected executive s base salary in
accordance with the Company s normal payroll practice for a period of two years following the date of termination and
(i1) a lump sum payment equal to the affected executive s target annual bonus payment under the Company s Annual
Incentive Plan for the year of termination, payable at the same time as bonus payments are generally paid to

executives for the year of termination. The Officer Severance Plan does not provide for any additional payments or
benefits upon a termination of employment by the Company for cause, upon the executive s resignation for any reason
(including good reason or constructive termination ) or upon the executive s death or disability.

For purposes of the Officers Severance Plan, the term cause means the covered executive s willful and continued
failure to perform basic job duties after written warning or material violation of the Company s Code of Business
Conduct.

The receipt of benefits following termination under the Officers Severance Plan is contingent upon the affected
executive (i) executing and not revoking a general release in favor of the Company and (ii) refraining from engaging
in any direct or indirect competition with the Company for a period of one year following his or her termination of
employment.

Executive Officer Change-in-Control Severance Plan

Each of the Named Executive Officers (including Mr. Kling) participates in the Company s Executive Officer
Change-in-Control Severance Plan. The benefits under the Executive Officer Change-in-Control Severance Plan, if
payable, are in lieu of severance benefits payable under Mr. Kling s Employment Agreement and the Officers
Severance Plan. The Executive Officer Change-in-Control Severance Plan provides for the following benefits upon a
termination of a covered executive s employment with the Company either by the Company without cause during the
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to a change-in-control at the request or initiation of the parties to the change-in-control, or by the covered executive
during the two-year period following a change-in-control for reasons constituting a constructive termination : (i) a
lump sum payment within 30 days following the date of termination of equal to three times the sum of: the affected
executive s annual base salary at the time of termination (or if higher, at the time of the change-in-control or any other
time during the 12 months prior to termination) and the affected executive s target annual bonus or other annual
incentive compensation in effect at the time of termination (or if higher, at the time of the change-in-control); (ii) full
vesting acceleration with respect to all stock-based awards held by the executive as of the date of termination; (iii) a
lump sum payment within 30 days following the date of termination equal to the executive s target payout under all
cash-based long-term incentive compensation programs in which the executive participates at the time of termination;
(iv) continued participation for the affected executive and his or her covered dependents (at the Company s expense) in
the life insurance, medical, health and accident programs in which the affected executive (and his or her covered
dependents) participates at the time of termination for a period of three years following the date of termination; and

(v) a supplemental pension payment equal to the amount by which the affected executive s pension benefits would
have increased had the executive remained employed by the Company for a period of three years following his or her
termination. The Executive Officer Change-in-Control Severance Plan also provides that each covered executive will
be entitled to reimbursement for any excise taxes imposed under Sections 280G and 4999 of the Code as well as a
gross-up payment equal to any income and excise taxes payable by the executive as a result of the reimbursement for
the excise taxes. The Executive Officer Change-in-Control Severance Plan does not provide for any additional
payments or benefits upon a termination of employment by the Company for cause or upon a covered executive s
death or disability.

For purposes of the Executive Officer Change-in-Control Severance Plan, change-in-control generally means the
occurrence of any of the following events:

any person acquires more than 20% of the Company s then outstanding shares of common stock and/or the
total voting power represented by the Company s then outstanding voting securities;

more than one-third of the members of Board are replaced in any two-year period other than in specific
circumstances;

the consummation of a merger or consolidation of the Company with any other corporation, other than a
merger or consolidation in which either (i) the holders of the Company s outstanding shares of common stock
and outstanding voting securities immediately prior to such merger or consolidation receive securities
possessing at least 50% of the total voting power represented by the outstanding voting securities of the
surviving entity (or parent thereof) immediately after such merger or consolidation or the officers of the
Company immediately prior to such merger or consolidation constitute at least three-quarters of the officers of
the surviving entity (or parent thereof) immediately after such merger or consolidation, (ii) the elected
members of the Board immediately prior to such merger or consolidation constitute at least three-quarters of
the board of directors of the surviving entity (or parent thereof) immediately after such merger or
consolidation and (iii) the positions of Chairman of the Board, CEO and President of the corporation resulting
from merger or consolidation are held by individuals with the same positions at the Company as of
immediately prior to such merger or consolidation;

the consummation of the sale, lease, exchange or other disposition by the
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Company of all or substantially all the Company s assets other than in specific circumstances;

any other transaction of a nature that would be required to be reported in response to Item 6(e) of
Schedule 14A under the Securities Exchange Act of 1934, as amended; or

any other transaction that two-thirds of the Board determines constitutes a change-in-control.

For purposes of the Executive Officer Change-in-Control Severance Plan, the term cause means: (i) the willful and
continued failure by an executive to substantially perform his duties with the Company (other than any such failure
resulting from incapacity due to physical or mental illness), after a written demand for substantial performance is
delivered to the executive by the Board that specifically identifies the manner in which the Board believes that he has
not substantially performed his duties, or (ii) the willful engaging by the executive in conduct materially and
demonstrably injurious to the Company, monetarily or otherwise. Notwithstanding the forgoing, with respect to

Mr. Kling, the term cause for purposes of the Executive Officer Change-in-Control Severance Plan has the same
meaning as such term under his employment agreement.

For purposes of the Executive Officer Change-in-Control Severance Plan, the term constructive termination generally
means the occurrence of any one of the following events without the express written consent of the affected executive:

the Company s assignment to the executive of any duties inconsistent with his position, duties, responsibilities
and status with the Company immediately prior to a change-in-control, or a change in the executive s reporting
responsibilities, titles or offices as in effect immediately prior to a change-in-control, or any removal of the
executive from or any failure to re-elect the executive to any of such positions;

a reduction by the Company of the executive s base salary rate or the target bonus opportunity;

the relocation (without the executive s consent) of the executive s principal place of employment by more than
35 miles from its location immediately prior to a change-in-control or the failure to provide for the
reimbursement of moving expenses in connection with any such relocation to which the executive consents;

the Company s failure to continue in effect or the material reduction of the benefits provided to the executive
under any benefit or compensation plan or program in which the executive is participating at the time of a
change-in-control (or plans providing substantially similar benefits);

any failure by the Company to obtain the assumption of, or the agreement to perform, the Executive Officer
Change-in-Control Severance Plan by any successor; or

any other material failure of the Company to honor all the terms and provisions of the Executive Officer
Change-in-Control Severance Plan.

The receipt of benefits following termination under the Executive Officer Change-in-Control Severance Plan is
contingent upon the affected executive executing a confidentiality and non-competition agreement in favor of the

Company.

The Company s supplemental pension and incentive plans for senior management contain provisions that serve to
implement the provisions of the Executive Officer Change-in-Control Severance Plan.
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Qualification of Potential Payments Upon Termination or Change-in-Control
(Estimated Valuation as December 31, 2006)

The tables below set forth the estimated value of the potential payments to each of the Named Executive Officers,
assuming the executive s employment had terminated on December 31, 2006 and that a change-in-control of the
Company also occurred on that date.

Lewis M. Kling

Triggering Event
Death

Disability

Termination Without Cause
by the Company or For Good
Reason by the Employee

Change-in-Control
Employment Continues

Change-in-Control
Termination Without Cause by
the Company or Constructive
Termination

Table of Contents

Compensation Component

Life insurance benefit

Target award for the 2005-2007 and 2006-2008
cash-based long-term incentive plans

Immediate vesting of stock options())

Immediate vesting of restricted stock®

Immediate vesting of non-qualified pension benefits
Total

Short-term and Long-term disability benefit for

54 months

Target award for the 2005-2007 and 2006-2008
cash-based long-term incentive plans

Immediate vesting of stock options())

Immediate vesting of restricted stock®

Immediate vesting of non-qualified pension benefits
Total

One time annual base salary

Prorated target annual incentive award

Amount equal to the prior year actual annual incentive

award

Target award for the 2005-2007 and 2006-2008
cash-based long-term incentive plans

Immediate vesting of stock options())

Immediate vesting of restricted stock®

Immediate vesting of non-qualified pension benefits
Total

Immediate vesting of stock options())

Immediate vesting of restricted stock®

Immediate vesting of non-qualified pension benefits
Total

Three times annual base salary

Three times target annual incentive award

Target award for the 2005-2007 and 2006-2008
cash-based long-term incentive plans

Immediate vesting of stock options())

Immediate vesting of restricted stock®

Payout($)
4,000,000

1,162,000
3,520,452
7,720,194
301,282
16,703,928

1,131,000

1,162,000
3,520,452
7,720,194
301,282
13,834,928
890,000
890,000

1,092,280

1,162,000
3,520,452
7,720,194
301,282
15,576,208
3,520,452
7,720,194
301,282
11,541,928
2,670,000
2,670,000

1,162,000
3,520,452
7,720,194
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Immediate vesting of non-qualified pension benefits
Supplemental pension benefit equivalent to three years
of continued participation in the qualified and
non-qualified pension plan

Continuation of health and welfare benefits for three
years

Gross-up payment for any excise taxes®

Total

47

301,282

963,689

51,372
4.001.722
23,060,711
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Mark A. Blinn

Triggering Event

Death

Disability

Termination Without Cause by
the Company or For Good
Reason by the Employee

Change-in-Control
Employment Continues

Change-in-Control
Termination Without Cause by
the Company or Constructive
Termination

Compensation Component

Life insurance benefit

Short-term and Long-term disability benefit to age 65
Two times annual base salary

One time target annual incentive award

Immediate vesting of stock options(!)

Immediate vesting of restricted stock®

Total

Immediate vesting of stock options(!)

Immediate vesting of restricted stock®

Immediate vesting of non-qualified pension benefits
Total

Three times annual base salary

Three times target annual incentive award

Target award for the 2005-2007 and 2006-2008
cash-based long-term incentive plans

Immediate vesting of stock options()

Immediate vesting of restricted stock®

Immediate vesting of non-qualified pension benefits

Supplemental pension benefit equivalent to three years of
continued participation in the qualified and non-qualified

pension plan

Continuation of health and welfare benefits for three
years

Gross-up payment for any excise taxes®)

Total

48

Payout($)
2,454,000
3,651,530

900,000
270,000
834,525
3.970.273
5,974,798
834,525
3,970,273
80.399
4,885,197
1,350,000
810,000

423,400
834,525
3,970,273
80,399

312,004
33,437

1.872.132
9,686,170
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Thomas E. Ferguson

Triggering Event

Death

Disability

Termination Without Cause by
the Company

Change-in-Control
Employment Continues

Change-in-Control
Termination Without Cause by
the Company or Constructive
Termination

Thomas L. Pajonas

Triggering Event

Death

Disability

Termination Without Cause by
the Company

Change-in-Control
Employment Continues

Change-in-Control
Termination Without Cause by
the Company or Constructive
Termination

Table of Contents

Compensation Component

Life insurance benefit

Short-term and Long-term disability benefit to age 65
Two times annual base salary

One time target annual incentive award

Total

Immediate vesting of stock options()

Immediate vesting of restricted stock®

Immediate vesting of non-qualified pension benefits
Total

Three times annual base salary

Three times target annual incentive award

Target award for the 2005-2007 and 2006-2008
cash-based long-term incentive plans

Immediate vesting of stock options(!)

Immediate vesting of restricted stock®

Immediate vesting of non-qualified pension benefits

Supplemental pension benefit equivalent to three years of
continued participation in the qualified and non-qualified

pension plan

Continuation of health and welfare benefits for three
years

Gross-up payment for any excise taxes®)

Total

Compensation Component
Life insurance benefit
Short-term and Long-term disability benefit to age 65
Two time annual base salary
One times target annual incentive award
Total
Immediate vesting of stock options(!)
Immediate vesting of restricted stock®
Immediate vesting of non-qualified pension benefits
Total
Three times annual base salary
Three times target annual incentive award
Target award for the 2005-2007 and 2006-2008
cash-based long-term incentive plans
Immediate vesting of stock options()
Immediate vesting of restricted stock®
Immediate vesting of non-qualified pension benefits

Payout($)
1,632,800
3,186,611

736,000
220.800
956,800
483,910
1,313,886
95.606
1,893,402
1,104,000
662,400

398,700
483,910
1,313,886
95,606

490,857

23,306
1.227.547
5,800,212

Payout($)
2,333,160
3,028,108

786,000
235.800
1,021,800
838,924
1,749,594
88.454
2,676,972
1,179,000
707,400

359,000
838,924
1,749,594
88,454
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Supplemental pension benefit equivalent to three years of
continued participation in the qualified and non-qualified
pension plan

Continuation of health and welfare benefits for three
years

Gross-up payment for any excise taxes®)

Total

49

302,406

37,643
1.187.269
6,449,690
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Ronald F. Shuff

Triggering Event

Death

Disability

Termination Without Cause by
the Company

Change-in-Control
Employment Continues

Change-in-Control
Termination Without Cause by
the Company or Constructive
Termination

Compensation Component

Life insurance benefit

Short-term and Long-term disability benefit to age 65
Two times annual base salary

One time target annual incentive award

Total

Immediate vesting of stock options()

Immediate vesting of restricted stock®

Immediate vesting of non-qualified pension benefits
Total

Three times annual base salary

Three times target annual incentive award

Target award for the 2005-2007 and 2006-2008
cash-based long-term incentive plans

Immediate vesting of stock options(!)

Immediate vesting of restricted stock®

Immediate vesting of non-qualified pension benefits

Supplemental pension benefit equivalent to three years of
continued participation in the qualified and non-qualified

pension plan

Continuation of health and welfare benefits for three
years

Gross-up payment for any excise taxes®)

Total

Payout($)
1,653,800
2,218,312

680,000
170.000
850,000
337,466
1,059,870
— 0
1,397,336
1,020,000
510,000

262,500
337,466
1,059,870
0

419,955
36,433

867.879
4,514,103

(1) These amounts are calculated assuming that the market price per share of the Company s common stock on the
date of termination of employment was equal to the closing price of the Company s common stock on
December 29, 2006 ($50.47) and are based upon the difference between $50.47 and the applicable exercise price
of the stock options held by the Named Executive Officer.

(2) These amounts are calculated assuming that the market price per share of the Company s common stock on the
date of termination of employment was equal to the closing price of the Company s common stock on

December 29, 2006 ($50.47).

(3) For purposes of computing the excise tax and gross-up payments, base amount calculations are based on taxable
wages for the years 2002 through 2006 and annualized for the year in which the executive commenced
employment with the Company (if after 2001).
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CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

The Company has adopted a written policy for approval of transactions between the Company and its directors,
director nominees, executive officers, greater-than-5% beneficial owners and their respective immediate family
members, where the amount involved in the transaction exceeds or is expected to exceed $100,000 in a single calendar
year.

The policy provides that the Corporate Governance Committee reviews transactions subject to the policy and
determines whether or not to approve or ratify those transactions. In doing so, the Corporate Governance Committee
takes into account, among other factors it deems appropriate, whether the transaction is on terms that are no less
favorable to the Company than terms generally available to an unaffiliated third-party under the same or similar
circumstances and the extent of the related person s interest in the transaction. In addition, the Board has delegated
authority to the Chairman of the Corporate Governance Committee to pre-approve or ratify transactions where the
aggregate amount involved is expected to be less than $1 million. A summary of any new transactions pre-approved
by the Chairman is provided to the full Corporate Governance Committee for its review in connection with each
regularly scheduled Corporate Governance Committee meeting.

The Corporate Governance Committee has considered and adopted standing pre-approvals under the policy for limited
transactions with related persons. Pre-approved transactions include:

business transactions with other companies in which a related person s only relationship is as an employee,
director or less-than-10% beneficial owner if the amount of business falls below the thresholds in the NYSE s
listing standards and the Company s director independence standards; and

charitable contributions, grants or endowments to a charitable organization where a related person is an
employee if the aggregate amount involved does not exceed the greater of $1 million or 2% of the
organization s total annual receipts.

The Corporate Governance Committee was not requested to, and did not, approve any such transactions in 2006.
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2006 DIRECTOR COMPENSATION

The following table sets forth certain information with respect to our non-employee director compensation for the
fiscal year ended December 31, 2006.

Change
in
Pension
Value
Fees and
Earned Non-eNuityqualified
Incentive All

or Paid Stock Option Pl@lempensatio®ther

in Cash Awards Awards Compensdtaomingompensation Total
Name $) $)D $) ® GO $O $)
Christopher A. Bartlett 69,9394) 66,660 1,418 138,017
Hugh K. Coble 50,810 66,660 2,345 119,815
Roger L. Fix 45,5984) 33,330¢5) 78,928
Diane C. Harris 50,810 66,660 117,470
George T. Haymaker, Jr. 62,2524) 66,660 1,618 130,530
Michael F. Johnston 73,7604) 66,660 83,3586) 223,778
Charles M. Rampacek 74,715@4) 66,660 189 141,564
James O. Rollans 75,670@4) 66,660 102,093 2,067 246,490
William C. Rusnack 51,640 66,660 61,754) 180,054
Kevin E. Sheehan 173,431 47 66,660 929 241,020

(1) Since the Company held both of its 2005 and 2006 annual meetings of shareholders on August 24, 2006, the
eligible directors received both of their annual equity grants on August 24, 2006. The amounts shown in this
column reflect the fair value of equity-based compensation recognized in our financial statements in 2006 in
accordance with SFAS No. 123(R) and may include amounts from awards granted in and prior to 2006. As of
December 31, 2006 the following directors had deferred shares accumulated in their deferral accounts for all
years of service as a Director: Mr. Bartlett 14,381; Mr. Coble 23,950; Mr. Fix = 2,868; Ms. Harris  29,739;
Mr. Haymaker 28,939; Mr. Johnston  27,334; Mr. Rampacek 29,062; Mr. Rollans  27,579; Mr. Rusnack 13,153
and Mr. Sheehan 33,076. At December 31, 2006, the aggregate number of stock and option awards outstanding
was: Mr. Bartlett 4,040 and 1,500 shares; Mr. Coble 4,040 and 6,500 shares; Mr. Fix 0 and 2,020 shares;
Ms. Harris 7,100 and 4,040 shares; Mr. Haymaker 4,040 and O shares; Mr. Johnston 4040 and 6,500 shares;
Mr. Rampacek 4,040 and 6,500 shares; Mr. Rollans 4,040 and 6,500 shares; Mr. Rusnack 4,040 and
6,700 shares; and Mr. Sheehan 4,040 and 7,300 shares. The grant date value for stock awards during 2006, as
calculated in accordance with SFAS No. 123(R) was $99,990 for Mr. Fix and $199,980 for each other director.

(2) There were no above-market or preferential earnings with respect to any deferred compensation balances.

(3) All other compensation includes spousal travel expenses associated with attendance at a Company Board meeting.
)
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Amount reported includes 15% premium to actual fees because the directors elected to defer cash-retained
payments in form of Company stock which triggered this premium.

(5) Mr. Fix joined the Board on April 1, 2007, therefore he received stock awards only for 2006.

(6) Effective upon the approval by the Company s shareholders on August 24, 2006, the terms of certain options
granted to Messrs. Johnston, Rollans and Rusnack in 1995 and 1996 were extended beyond their original
expiration dates to allow them to exercise these options in 2006. The incremental accounting expense for each of
these approved extensions was calculated in accordance with SFAS No. 123(R) and was $83,358, $102,093 and
$61,754 for each of Mr. Johnston, Mr. Rollans and Mr. Rusnack, respectively.

(7) Includes $100,000 annual retainer for Mr. Sheehan s service as the non-executive Chairman of the Board.
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Non-Executive Chairman of the Board Compensation

Kevin E. Sheehan receives $100,000 annually for his service as non-executive Chairman of the Board. This payment
is in addition to Mr. Sheehan s basic annual retainer and committee service fee compensation that he receives for
serving as a Board member and a committee member. Mr. Sheehan receives this additional compensation on a
quarterly basis, in accordance with the pre-established director compensation cycles.

2006 Director Compensation

On April 27, 2006, the Board approved a recommendation from the Compensation Committee and the Corporate
Governance Committee to adjust annual non-employee director compensation. In setting the total value and structure
of non-employee director compensation, the Compensation Committee considered peer group and general industry
data provided by the Compensation Committee s consultant. Effective May 1, 2006, non-employee directors received:
(a) an annual cash retainer of $50,000; (b) equity compensation with a target value of $100,000 per year; (c) an annual
cash committee service fee of $5,000 and (d) an annual cash committee chairman service fee of $10,000. The
non-executive Chairman of the Board continued to receive an additional $100,000 in cash annually. Directors may
elect to defer all or a portion of their annual retainer compensation. Interest that is paid on cash deferrals does not
accrue above market rates or preferential earnings. Directors who elect to defer the cash portion of their annual
retainer compensation and to receive it in the form of Company stock at a later date will receive a 15% premium on
such deferred amounts.

The equity portion of non-employee director compensation is provided in the form of restricted common stock of the
Company having a $100,000 fair market valuation at the time of grant, which established on the date of the annual
meeting of shareholders of the applicable year. Voting rights accompany such restricted stock, which fully vest after
one year. This restricted stock is also subject to a holding period prohibiting resale of the stock for the lessor of five
years from the date of grant or one year after the director ceases service on the Board. Since we did not hold our 2005
annual meeting of shareholders in 2005 and we held both our 2005 and 2006 annual meetings of shareholders on
August 24, 2006, eligible directors received two such equity grants in 2006. No shares were granted in 2005.

Prior to May 1, 2006, non-employee directors received the quarterly portion of the compensation paid to
non-employee directors consisting of (a) an annual cash retainer of $35,000; (b) an equity grant with a target value of
$50,000 per year; (c) a cash committee service fee of $10,000 for service on the Audit Committee, $7,500 for service
on the Finance Committee, $7,500 for service on the Compensation Committee and $2,500 for service on the
Corporate Governance Committee; and (d) a cash committee chairman service fee of $10,000 for service on the Audit
Committee, $7,500 for service on the Finance Committee, $7,500 for service on the Compensation Committee and
$7,500 for service on the Corporate Governance Committee.
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COMPANY STOCK OWNERSHIP
STOCK OWNERSHIP OF DIRECTORS AND CERTAIN EXECUTIVE OFFICERS
The following table sets forth common stock ownership of members of the Board and each Named Executive Officer

of the Company listed in the 2006 Summary Compensation Table on page 33 individually and all members of the
Board and executive officers as a group, as of March 30, 2007.

Option Shares
Currently
Exercisable or Percent of
Exercisable Number of Company
Shares Common
Name Within 60 Days") Owned®3®) Stock®)
Christopher A. Bartlett 1500 20,418 *
Mark A. Blinn 28,833 122,816 *
Hugh K. Coble 6,500 35,790 *
Thomas E. Ferguson 9,867 70,344 *
Roger L. Fix 0 3,143 *
Diane C. Harris 7,100 40,927 *
George T. Haymaker, Jr. 0 29,214 *
Michael F. Johnston 6,500 35,168 *
Lewis M. Kling 70,917 6) 237,414 *
Thomas L. Pajonas 33,000 84,315 *
Charles M. Rampacek 6,500 44,562 *
James O. Rollans 7,893 35,822 *
William C. Rusnack 8,093 28,146 *
Kevin E. Sheehan 7,300 47,376 *
Ronald F. Shuff 7,167 66,394 *
All current Directors and executive
officers as a group
(19 individuals) 263,366 1,093,105 1.91%

* Less than 1%

(1) Represents shares that the directors and executive officers had the right to acquire within 60 days of the date of
determination through the exercise of stock options under certain Company stock option and incentive plans;
these shares are also included in the number of shares owned reported in the column to the right.

(2) For non-employee directors, the figures above include deferred director compensation to be received in the form
of shares at a later date under the Director Deferral Plan and/or a Company stock plan as follows: Mr. Bartlett

14,731; Mr. Coble  23,950; Mr. Fix  3,143; Ms. Harris  29,739; Mr. Haymaker 29,214; Mr. Johnston = 27,684;
Mr. Rampacek  29,062; Mr. Rollans  27,929; Mr. Rusnack  13,153; and Mr. Sheehan  33,076.

3)
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For executive officers, the aggregate figures above include deferred compensation to be received in the form of

shares at a later date under either an Executive Compensation Plan and/or a Flowserve Restricted Stock Plan over
which they have no voting power as follows: Mr. Blinn  0; Mr. Pajonas  0; Mr. Ferguson 4,116; Mr. Kling 0; and
Mr. Shuff  30,123.

(4) The number of shares owned includes exercisable stock options, subject to the exercise restriction discussed in
note (1) above.

(5) Based on the number of outstanding shares on March 30, 2007 (57,046,483 shares).
(6) Number reported above includes shares held by the Lewis Mark Kling Trust.
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BENEFICIAL OWNERS OF MORE THAN 5% OF COMPANY STOCK

The following shareholders reported to the SEC that they beneficially own more than 5% of the Company s common
stock. We know of no other shareholder holding 5% or more of the Company s common stock.

Percent of

Number of Company
Name and Address of Beneficial Owner Shares Owned Common Stock®
Hotchkis and Wiley Capital Management, LLC® 8,140,700 14.27%
725 South Figueroa Street, 39th Floor
Los Angeles, CA 90017-5439
FMR Corporation® 8,026,434 14.07%
82 Devonshire Street
Boston, MA 02109
GAMCO Investors, Inc.» 4,413,885 7.74%

One Corporate Center
Rye, NY 10580-1435

(1)
2)

3)

4

Based solely on the number of outstanding shares on March 30, 2007 (57,046,483 shares).

This amount is based solely on information contained in a Schedule 13G/A filed by Hotchkis and Wiley Capital
Management, LL.C on February 14, 2007. Hotchkis and Wiley Capital Management, LL.C reported then sole
voting power as to 5,462,100 and sole dispositive power as to 8,140,700 shares, but disclaims beneficial
ownership of such securities.

This amount is based solely on information contained in a Schedule 13G/A filed by FMR Corporation on
February 14, 2007. FMR Corporation reported then sole voting power as to 1,191,398 shares and has sole
dispositive power as to 8,026,434.

This amount is based solely on information contained in a Schedule 13D/A filed by GAMCO Investors, Inc. and
other reporting persons on May 11, 2006. Gabelli Funds, LLC reported then sole voting and dispositive power
as to 991,000 shares. GAMCO Asset Management Inc. reported then sole voting power as to 3,235,285 shares
sole dispositive power as to 3,417,885 shares. MJG Associates, Inc. reported then voting and dispositive power
as to 4,000 shares. Gabelli Securities, Inc. reported then sole voting and dispositive power as to 1,000 shares.
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EQUITY COMPENSATION PLAN INFORMATION

Number of
Securities
Remaining Available
Number of
Securities for Future Issuance
to Be Issued Upon Weighted-Averaged Under Equity
Exercise of Exercise Price of Compensation Plans
(Excluding
Outstanding Outstanding Securities
Options, Warrants Option, Warrants Reflected in the
Plan Category and Rights and Rights First Column)
Equity compensation plan approved by
securities holders 1,462,032 30.27 1,989,837
Equity compensation plans not
approved by securities holders -0- -0- -0-
Total 1,462,032 30.27 1,989,837

SECTION 16(A) BENEFICIAL OWNERSHIP REPORTING COMPLIANCE

Section 16(a) of the Securities and Exchange Act of 1934, as amended, requires the Company s directors, executive
officers and any person beneficially owning more than 10% of the Company s common stock to file reports of
ownership and any changes in ownership with the SEC. To our knowledge and based solely on the Company s review
of reports furnished to the Company, the Company s directors, executive officers and greater than ten percent
beneficial owners timely complied with their Section 16(a) filing requirements in 2006.
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REPORT OF THE AUDIT COMMITTEE

The Audit Committee of the Board of Directors of the Company is comprised of three independent directors, Charles
M. Rampacek, James O. Rollans and William C. Rusnack. The Audit Committee operates under a written charter
adopted by the Board. The Audit Committee met 12 times in 2006.

Management has primary responsibility for the Company s internal controls and the financial reporting process. The
independent auditors are responsible for performing an independent audit of the Company s consolidated financial
statements in accordance with generally accepted auditing standards and issuing a report on this audit. The Audit
Committee s responsibility is to monitor and oversee this process, including the engagement of the independent
auditors, the pre-approval of their annual audit plan and the review of their annual audit report.

In this context, the Audit Committee has met and held detailed discussions with management on the Company s
consolidated financial statements. Management represented to the Audit Committee that the Company s consolidated
financial statements were prepared in accordance with accounting principles generally accepted in the United States

and that these statements fairly present the financial condition and results of operations of the Company for the period
described. The Audit Committee has relied upon this representation without any independent verification, except for

the work of PricewaterhouseCoopers LLP ( PwC ), the Company s independent registered public accounting firm. The
Audit Committee also discussed these statements with PwC, both with and without management present and has relied
upon their reported opinion on these financial statements.

The Audit Committee further discussed with PwC matters required to be discussed by Statement on Auditing
Standards No. 61 ( Communication with Audit Committees ), as amended, as adopted by the Public Company
Accounting Oversight Board ( PCAOB ) in Rule 3200T. In addition, the Audit Committee received from PwC the
written disclosures and letter required by Independence Standards Board Standard No. 1 ( Independence Discussions
with Audit Committees ), as adopted by the PCAOB in Rule 3600T and discussed with PwC their independence from
the Company and its management.

Based on these reviews and discussions, including the Audit Committee s specific review with management of the
Company s Annual Report on Form 10-K for the year ended December 31, 2006 and based upon the representations of
management and the report of the independent auditors to the Audit Committee, the Audit Committee recommended

to the Board that the audited consolidated financial statements be included in the Company s Annual Report on

Form 10-K for the year ended December 31, 2006 filed with the SEC.

James O. Rollans, Chairman
Charles M. Rampacek
William C. Rusnack
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OTHER AUDIT INFORMATION
Relationship with Independent Registered Public Accounting Firm

The Audit Committee appointed PricewaterhouseCoopers LLP ( PwC ) to serve as the Company s independent
registered public accounting firm for the fiscal year ending December 31, 2006. In this role, PwC audits the financial
statements of the Company.

Representatives from PwC are expected to be present at the annual meeting of shareholders and to be available to
respond to appropriate questions from shareholders. They will have the opportunity to make a statement if they desire
to do so.

Audit and Non-Audit Fees and Services

The table below summarizes the aggregate fees (excluding value added taxes) for professional services incurred by the
Company for the audits of its 2006 and 2005 financial statements and other fees billed to the Company by PwC in
2006 and 2005. In general, the Company retains PwC for services that are logically related to or natural extensions of
the Company s annual audit.

2006 2005
AUDIT FEES $ 14,400,000 $ 19,300,000
AUDIT RELATED FEES 506,000 196,000
Benefit Plan Audits
Sarbanes-Oxley Readiness
TOTAL AUDIT RELATED FEES 14,906,000 19,496,000
TAX FEES
Compliance 101,000 193,000
Consulting/Advisory 33,000 18,000
TOTAL TAX FEES 134,000 211,000
ALL OTHER FEES 47,000 15,000
TOTAL FEES $ 15,087,000 $ 19,722,000

The Audit Committee pre-approved all of the audit and non-audit fees described above for the year ended
December 31, 2006 and December 31, 2005 in accordance with its pre-approval policy discussed below.

Audit Committee Approval Policy

The Audit Committee approves all proposed services and related fees to be rendered by the Company s registered
public accounting firm prior to their engagement. Services to be provided by the Company s registered public
accounting firm generally include audit services, audit-related services and certain tax services. All fees for the annual
audit or audit-related services to be performed by the Company s registered public accounting firm are itemized for the
purposes of approval. The Audit Committee approves the scope and timing of the external audit plan for the Company
and focuses on any matters that may affect the scope of the audit or the independence of the Company s registered
public accounting firm. In that regard, the Audit Committee receives certain representations from the Company s
registered public accounting firm regarding their independence and permissibility under the applicable laws and
regulations of any services
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provided to the Company outside the scope of those otherwise allowed. The Audit Committee also approves the
internal audit plan for the Company.

The Audit Committee may delegate its approval authority to the Chairman of the Audit Committee to the extent
allowed by law. In the case of any delegation, the Chairman must disclose all approval determinations to the full Audit
Committee as soon as possible after such determinations have been made.

PROPOSAL NUMBER TWO: APPROVE THE 2007 FLOWSERVE CORPORATION LONG-TERM INCENTIVE
PLAN

The Organization and Compensation Committee (the Committee ) of the Board of Directors has adopted the 2007
Flowserve Corporation Long-Term Incentive Plan (the LTI Plan ), a performance-based stock plan, subject to
shareholder approval. The LTI Plan provides for the grant of restricted stock, restricted stock units and
performance-based restricted stock units under the Company s 2004 Stock Compensation Plan (the Stock Plan ). In
2004, the shareholders approved the Stock Plan. The current number of shares of common stock authorized and
available for issuance under the Stock Plan is 3,500,000. The approval of the LTI Plan will not increase the number of
shares of common stock authorized and available for issuance. Any awards granted pursuant to the LTI Plan will
decrease the number of shares available for issuance under the Stock Plan, except to the extent awarded shares do not
subsequently vest in favor of recipients and are forfeited back to the Stock Plan.

The Company may not deduct compensation of more than $1,000,000 that is paid to an individual who, on the last day
of the taxable year, is either the Company s Chief Executive Officer or is one of the four other most
highly-compensated officers for that taxable year as reported in the Company s proxy statement. The limitation on
deductions does not apply to certain types of compensation, including qualified performance-based compensation
under Section 162(m) of the Code. The Company intends that benefits offered pursuant to the LTI Plan as
performance shares will constitute qualified performance-based compensation and, as such, will be exempt from the
$1,000,000 limitation on deductible compensation. Prior to the LTI Plan, the Company maintained long-term stock
incentive plans which were not designed to qualify under Section 162(m) of the Code.

The purpose of the LTI Plan is to help the Company attract, retain, motivate and reward the employees needed to plan,
implement and direct the Company s strategy and operations; to motivate participants to achieve the corporate,
division and subsidiary long-term goals and objectives; and to align the interests of plan participants directly with
those of the Company s shareholders.

The following is a brief description of the LTI Plan and is intended to satisfy the disclosure requirements for
shareholder approval under Section 162(m) of the Code. This section is qualified in its entirety by the full text of the
LTI Plan, which is attached as Appendix A to this proxy statement.

It is the judgment of the Board that the LTI Plan is in the best interest of the Company and its shareholders.

Key Features of the LTI Plan

All awards under the LTI Plan will be granted out of the Stock Plan and will be subject to all of the terms and
conditions set forth in the Stock Plan. A participant may receive awards of restricted stock or restricted stock units,
described as Service Units, that are payable after the participant remains employed by the Company for a set time

period ( Required Service Period ).

In addition, a participant may receive awards of restricted stock units, described as Performance Shares , that are
payable in the form of shares of the Company s common stock ( Shares ) or cash so long as the Company and its
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business objectives ( Performance Goals ) over a period of time ( Performance Cycle or Cycle ). The number of
Shares that are earned and payable at the end of each Performance Cycle will be based on the Company s performance
in relation to the established Performance Goals.

Description of the LTI Plan

Effective Date and Expiration. The Company established the LTI Plan effective as of January 1, 2007, subject to
shareholder approval and the LTI Plan will remain in effect until it is terminated by the Board.

Administration. The Committee, a fully independent committee of our Board, is responsible for the administration of
this LTI Plan. The Committee is comprised of outside directors within the meaning of Section 162(m) of the Code and
shall be composed entirely of independent directors as required by the New York Stock Exchange (NYSE) rules. The
Committee will have the authority to determine the eligible employees who will become participants; the number of
Performance Shares and/or Service Units each participant will receive; the duration of the Required Service Period;

and the form of the award.

Eligibility. Full-time salaried employees of the company and its subsidiaries who are in a position to contribute, in a
substantial measure, to the long-term strategies, performance and profitability of the Company and its divisions and
subsidiaries are eligible to participate in the LTI Plan. Generally, only employees who are at the Executive Officer,
Officer, Vice President or key manager level will be eligible for participation. The LTI Plan does not permit grants to
the Committee members during the period or fiscal year in which such persons were Committee members.

Restricted Stock and Restricted Stock Units Available for Awards. The Committee may award restricted stock and
restricted stock units only from the Stock Plan.

Maximum Annual Grants. In no event may a participant receive during any calendar year awards of restricted stock
and restricted stock units that relate to more than 200,000 Shares.

Terms and Conditions of LTI Awards. The Committee may establish the applicable restrictions, including any
limitation on voting rights or dividends. The Committee may decide to include dividends or dividend equivalents as
part of an award of restricted stock or restricted stock units and may accrue dividends, with or without interest, until
the award is paid. If employment is terminated during the applicable vesting period, shares of restricted stock and
restricted stock units not yet vested, will be forfeited, however the Committee may, but is not obligated to, make
whole or partial payments of restricted stock and restricted stock units at its discretion.

Performance Shares. The Committee may award restricted stock units from the Stock Plan, which are payable in the
form of Shares or cash (the amount of which shall be determined based upon the Current Market Value of the Shares
vested upon achievement of the Performance Goals), subject to the attainment of Performance Goals (i.e.,
Performance Shares as described above). The Committee may establish the applicable restrictions, including any
limitation on voting rights or dividends. The Committee may decide to include dividend equivalents as part of an
award of Performance Shares and may accrue dividends, with or without interest, until the award is paid. If
employment is terminated during the applicable vesting period, for reasons other than death, disability or retirement,
all Shares not yet earned and payable will be forfeited, however the Committee may, but is not obligated to, make
whole or partial payments of Shares at its discretion. If employment is terminated due to retirement, death or disability
during the applicable vesting period, the award will be prorated by thirds, based upon the number of whole plan years
to the date of retirement, death or disability, however the Committee may, but is not obligated to, make whole or
partial payments of Shares at its discretion.
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Determination of Performance Goals. No later than the ninetieth (90th) day of the Performance Cycle, the Committee
will establish the Performance Goals for such Cycle (and in the case of a Performance Cycle that is less than twelve
(12) months, such determinations will be made no later than the date on which twenty-five percent (25%) of the
Performance Cycle has elapsed).

Categories of Performance Goals. Performance criteria with respect to Performance Goals will be related to the
achievement of financial and operating objectives of the Company or its subsidiaries applicable business unit,
including such factors (or combination of factors) as: income measures (including, but not limited to, gross profit,
operating income, income before or after taxes, economic profit or earnings per share); return measures (including, but
not limited to, return on assets, return on investment, return on equity, return on sales, or total return to shareholders);
cash flow measures (including, but not limited to, operating cash flow, free cash flow and cash flow return on
investments); ratio measures (including, but not limited to, debt to equity, debt to debt plus equity, operating earnings
to capital spending); sales measures (including, but not limited to, sales, sales growth, market share); economic value
added; share price (including, but not limited to, growth measures and total shareholder return); inventory turnover;
and on-time delivery measures (the Performance Criteria ).

Adjustment of Performance Goals. With respect to an award of Performance Shares intended to satisfy the
requirements of Section 162(m) of the Code, during any Performance Cycle, the Committee may reduce the
Performance Goals for such Cycle to take into account the negative effect on the attained levels of the Performance
Goals which result from specified corporate transactions, extraordinary events, accounting changes and other similar
occurrences, so long as those transactions, events, changes and occurrences were not certain at the time the
Performance Goal was initially established and the number of Performance Shares is not increased, unless the
reduction in the Performance Goals would reduce or eliminate the number of Performance Shares and the Committee
determines not to make such reduction; additionally, in establishing the Performance Goals, the Committee may
provide for the manner in which the Performance Goals will be measured in light of specified corporate transactions,
extraordinary events, accounting changes and other similar occurrences, to the extent those transactions, events,
changes and occurrences have a positive effect on the attained levels of the Performance Goals. With respect to any
Performance Shares that are intended to satisfy the requirements of Section 162(m) of the Code, the Committee may
not increase the amount payable to a participant upon the attainment of the Performance Goals.

With respect to an award of Performance Shares that are not intended to satisfy the requirements of Section 162(m) of
the Code, if the Committee determines, in its sole discretion, that the established performance measures or objectives
are no longer suitable because of a change in the Company s business, operations, corporate structure, or for other
reasons that the Committee deemed satisfactory, the Committee may modify the performance measures or objectives
and/or the performance period.

Determination of Achievement of Performance Goals and Payment of Shares. As soon as practicable following the
close of a Performance Cycle, the Committee will determine and certify in writing the extent to which Performance
Goals have been achieved for the Performance Cycle. In addition, with respect to each award of Performance Shares
for such Performance Cycle the Committee will determine that number of Shares that are payable to a participant. The
number of Shares that are payable with respect to an award of Performance Shares depends on the extent to which the
Company has achieved its Performance Goals for the Performance Cycle. A participant s award agreement will specify
the amount of Shares that are payable if the Company achieves, falls short or exceeds its Performance Goals. If the
Company s performance falls short of such goals, the amount of Shares that are payable
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to the participant may be less than the number of Performance Shares that were awarded to such participant. If the
Company s performance exceeds such goals, the amount of Shares that are payable to the participant may exceed the
number of Performance Shares that were awarded to such participant, but in no event will the number of such Shares
exceed 200% of the Performance Shares awarded (or, 200,000 Shares).

Payment of Shares. With respect to each award of Performance Shares, payment of Shares will be made as soon as
practicable following (i) the completion of the Performance Cycle in which the Shares were earned and, if applicable,
(i1) the determination of the value of a Share, which will be based on the current market value of the Shares on the
February 1 immediately following the end of the applicable Performance Cycle, or such other date as the Committee
may select in its discretion. Notwithstanding the foregoing, the Committee must conclusively determine the extent to
which any applicable Performance Goals have been achieved prior to the payment of any Shares. No Shares will be
paid later than 21/2 months following the close of the taxable year in which such Shares became vested in accordance
with a participant s applicable award agreement.

Limitations on Transfer. An award agreement may provide that restricted stock and restricted stock units cannot be
transferred, assigned, pledged or hypothecated by operation of law or otherwise and is not otherwise subject to
execution, attachment, garnishment or similar process and in the event of such occurrence that the award will
terminate and become null and void.

Amendment or Discontinuance of the LTI Plan. The Committee may amend the LTI Plan, provided that such
amendment does not retroactively affect the benefits rights or other entitlement of any award granted to or earned by a
participant.

In addition to the Committee s power to amend the LTI Plan, the Board may at any time amend, suspend or terminate
the LTI Plan; provided, however, that no amendment, suspension or termination will affect the rights of participants to
receive distribution of awards already vested but not paid nor retroactively eliminate or reduce any award granted to or
earned by any participant. For purposes of the foregoing, an award of Performance Shares is considered to be vested
upon the certification of accomplishment of Performance Goals and an award of Service Units is considered to be
vested upon the participant s satisfaction of the Required Service Period.

Federal Income Tax Consequences

The following is a brief summary of certain federal income tax consequences relating to the awards under the LTI
Plan as set forth below. This summary does not purport to address all aspects of federal income taxation and does not
describe state, local or foreign tax consequences. This discussion is based upon provisions of the Code and the
treasury regulations issued thereunder and judicial and administrative interpretations under the Code and treasury
regulations, all as in effect as of the date hereof and all of which are subject to change (possibly on a retroactive basis)
or different interpretation.

New Law Affecting Deferred Compensation. In 2004, a new Section 409A was added to the Code to regulate all types
of deferred compensation. If the requirements of Section 409A of the Code are not satisfied, deferred compensation
and earnings thereon will be subject to tax as it vests, plus an interest charge at the underpayment rate plus one percent
(1%) and a twenty percent (20%) penalty tax.

Restricted Stock. A participant who receives restricted stock generally will recognize as ordinary income the excess,
if any, of the fair market value of the Shares granted as restricted stock at such time as the Shares are no longer subject
to forfeiture or restrictions, over the amount paid, if any, by the participant for such Shares. However, a participant
who receives restricted stock may make an election under Section 83(b) of the Code within 30 days of the date of
transfer of the Shares to recognize ordinary income on the date of transfer of the Shares equal to the excess of the fair
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regard to the restrictions on such Shares) over the purchase price, if any, of such shares. If a participant does not make
an election under Section 83(b) of the Code, then the participant will recognize as ordinary income any dividends
received with respect to Shares. At the time of sale of such shares, any gain or loss realized by the participant will be
treated as either short-term or long-term capital gain (or loss) depending on the holding period. For purposes of
determining any gain or loss realized, the participant s tax basis will be the amount previously taxable as ordinary
income plus the purchase price paid by the participant, if any, for such shares.

Restricted Stock Units or Performance Shares. In the case of an award of restricted stock units or performance shares,
the recipient will generally recognize ordinary income in an amount equal to any cash received and the fair market
value of any shares received on the date of payment or delivery, provided that the award is exempt from or complies
with Section 409A of the Code. In that taxable year, the Company will receive a federal income tax deduction in an
amount equal to the ordinary income which the participant has recognized.

Federal Tax Withholding. Any ordinary income realized by a participant upon receipt of shares is subject to
withholding of federal, state and local income tax and to withholding of the participant s share of tax under the Federal
Insurance Contribution Act. Deferred compensation that is subject to Section 409A of the Code will be subject to
certain federal income tax withholding and reporting requirements.

Tax Consequences to the Company. To the extent that a participant recognizes ordinary income in the circumstances
described above, the Company will be entitled to a corresponding deduction; provided that, among other things, the
income meets the test of reasonableness and is an ordinary and necessary business expense.

Recommendation

THE BOARD RECOMMENDS THAT YOU VOTE FOR THE PROPOSAL TO APPROVE THE 2007
FLOWSERVE CORPORATION LONG-TERM INCENTIVE PLAN.

PROPOSAL NUMBER THREE: APPROVE THE 2007 FLOWSERVE CORPORATION ANNUAL INCENTIVE
PLAN

Introduction

The Organization and Compensation Committee (the Committee ) adopted the 2007 Flowserve Corporation Annual
Incentive Plan (the AIP ), a performance-based cash incentive plan subject to shareholder approval. The AIP is
available to most employees at different job levels throughout the Company. The purposes of the AIP are to:

(1) motivate participants towards achieving annual financial and operating goals that are within corporate, divisional,
group and/or local facility control and are key to the Company s success; (2) encourage teamwork among participants
in various segments of the Company; and (3) reward positive performance with pay that varies in relation to the extent
to which the pre-established goals are achieved.

The Company may not deduct compensation of more than $1,000,000 that is paid to an individual who, on the last day
of the taxable year, is either the Company s chief executive officer or is one of the four other most highly-compensated
officers for that taxable year as reported in the Company s proxy statement. The limitation on deductions does not

apply to certain types of compensation, including qualified performance-based compensation under Section 162(m) of
the Code. The Company intends that payments made pursuant to the AIP will constitute qualified performance-based
compensation and, as such, will be exempt from the $1,000,000 limitation on deductible compensation. While the
Company maintained similar annual incentive programs for management and employees, none was
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specifically designed like the AIP to qualify under Section 162(m) of the Code.

The following is a brief description of the AIP and is intended to satisfy the disclosure requirements for shareholder
approval under Section 162(m) of the Code. This section is qualified in its entirety by the full text of the AIP, which is
attached as Appendix B to this proxy statement.

Key Features of the AIP

Participants may receive incentive compensation awards that are payable in the form of cash so long as the Company
and its divisions and subsidiaries achieve certain pre-established business objectives ( Performance Goals ) over a
twelve-month (12-month) period ( Performance Period or Period ). The amount of incentive compensation that is
payable to participants at the end of each Performance Period will be based on the established Performance Goals.

Description of the AIP

Effective Date and Expiration. The Company established the AIP effective as of January 1, 2007, subject to
shareholder approval and the AIP will remain in effect until it is terminated by the Board or such committee as
designated by the Board to administer the AIP.

Administration. The Committee is responsible for the administration of the AIP. The Committee is comprised of two

or more outside directors within the meaning of Section 162(m) of the Code. The Committee will have the authority to
designate which employees are eligible to participate in the AIP; establish the Performance Goals and achievement

levels for each participant; and establish and certify whether the Company achieves the Performance Goals.

Eligibility. Most employees are eligible to participate in the AIP; the Committee will invite certain employees to
participate and will determine to whom incentive compensation awards may be provided.

Determination of Performance Goals and Measures. No later than the ninetieth (90th) day of the Performance Period,
the Committee will select and certify in writing the performance measures and goals for such Period (and in the case
of a Performance Period that is less than twelve (12) months, such determinations will be made no later than the date
on which twenty-five percent (25%) of the Performance Period has elapsed). Prior to the beginning of a Performance
Period or as soon as practicable thereafter, the Committee will establish (i) each participants threshold, target and
maximum achievement levels for the Performance Goals that relate to a participant s incentive compensation award
and (ii) the incentive compensation, as a percentage of the participant s eligible earnings, that is payable upon
attainment of the threshold, target and maximum achievement levels.

Categories of Performance Goals. Performance criteria with respect to Performance Goals will be related to the
achievement of financial and operating objectives of the Company or applicable business unit, including such factors
(or combination of factors) as: income measures (including, but not limited to, gross profit, operating income, income
before or after taxes, or earnings per share); return measures (including, but not limited to, return on assets,
investment, equity, or sales); cash flow measures (including, but not limited to, operating cash flow and cash flow
return on investments); sales; economic value created; share price (including, but not limited to, growth measures and
total shareholder return); inventory turnover; on-time delivery measures; and individual performance criteria. Such
Performance Goals may be based on any combination of corporate, divisional, group and/or local facility performance
measures.

Adjustment of Performance Goals. Once established, Performance Goals normally will not be changed during the

Performance Period. However, if the Committee determines that external changes or other unanticipated business
conditions have materially affected the fairness of the goals, then the Committee may make appropriate adjustments to
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(either up or down) during the Performance Period. In addition, the Committee may reduce or eliminate the incentive
compensation that is otherwise payable to a participant, based upon any objective or subjective criteria it deems
appropriate. In no event will the Committee increase the incentive compensation that is otherwise payable to a
participant who is an executive officer beyond the maximum achievement level set forth below, if such incentive
compensation is intended to satisfy the requirements of Section 162(m) of the Code.

Certification and Level of Achievement. At the end of each Performance Period, the Committee will determine and
certify in writing the extent to which Performance Goals have been achieved for the Performance Period. In addition,
the Committee will determine that amount of incentive compensation that is payable under the AIP for such
Performance Period. This amount of incentive compensation may vary depending on whether such incentive
compensation is payable upon the participant s attainment of the threshold, target and maximum achievement levels.
Each individual s incentive compensation is calculated based upon a percentage, as established by the Committee for
each Performance Period (but in no event greater than 225%), of the individual s target incentive award . Each
individual s targetincentive award is based upon a percentage, which is selected by the Committee, of the individual s
total annual base salary for the Performance Period. Final award means the actual award earned during a Performance
Period by a participant, as determined by the Committee following the end of the Performance Period. In no event,
however, may an individual employee receive incentive compensation for any Performance Period that exceeds
$4,000,000.

Payment, Termination and Forfeiture of Incentive Compensation. If a participant is entitled to receive incentive
compensation for a particular Performance Period, such incentive compensation generally will be paid to the

participant between March 17 and April 17 of the calendar year following the end of such Performance Period.
Notwithstanding the foregoing, the Committee must conclusively determine the extent to which any applicable
Performance Goals have been achieved prior to the payment of any incentive compensation. If a participant fails to

attain at least a satisfactory or meets objectives rating on an annual performance review for a Performance Period, the
Participant will forfeit the incentive compensation for the Performance Period, unless the Committee or its delegate, in
their sole and absolute discretion, elects to pay all or a portion of the incentive compensation.

If a participant s employment is terminated during a Performance Period and such employment termination was due to
the participant s death, disability or retirement, the participant will remain eligible to receive a portion of the incentive
compensation for the portion of the Performance Period that the participant was employed by the Company.

If a participant s employment is terminated during a Performance Period and such employment termination was due to
reasons other than the participant s death, disability or retirement (or in connection with a change-in-control of the
Company, as determined by the Committee), the participant will forfeit all rights to receive incentive compensation

for such Performance Period. However, except in the event of an involuntary employment termination for cause, the
Committee, in its sole discretion, may permit a portion of the incentive compensation to be paid to the participant for
the portion of the Performance Period that the participant was employed by the Company.

If a change-in-control occurs, all participants, except those receiving benefits under a Company change-in-control
plan, will be entitled to a pro rata payment of their target incentive compensation for the Performance Period during
which such change-in-control occurs. The pro rata payment amount is based on the number of months of a
Performance Period that elapsed prior to the effective date of the change-in-control (the AIP includes rules on
determining whether or not a month is considered to have elapsed for purposes of this calculation). Such amount will
be paid to
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participants within forty-five (45) days after the effective date of the change-in-control and such payment will be
made in lieu of any other payment under the AIP for the Performance Period.

Limitations on Transfer. No right or interest of any participant in the AIP is assignable or transferable, or subject to
any lien, directly, by operation of law or otherwise, including, but not limited to, execution, levy, garnishment,
attachment, pledge and bankruptcy.

Adjustments. In the event of any change in corporate capitalization, such as a stock split, or a corporate transaction,
such as any merger, consolidation, separation, including a spin-off, or other distribution of stock or property of the
Company, any reorganization, or any partial or complete liquidation of the Company that affects the fair value of an
incentive compensation award, the Committee will adjust any or all of the following so that the fair value of the
incentive compensation award immediately after the transaction or event is equal to the fair value of the incentive
compensation award immediately prior to the transaction or event, provided that such adjustment will not cause
adverse tax consequences to any participant under Section 409A of the Code: (i) the performance measures or
Performance Goals related to the then-current Performance Periods or (ii) the amounts payable pursuant to the
incentive compensation award for the then-current Performance Periods.

Amendment or Discontinuance of the AIP. The Board or the Committee may amend or terminate the AIP in whole or
in part and from time to time; provided, however that any action that would otherwise be adverse to a participant shall
be made on a prospective basis only.

Federal Income Tax Consequences

The following is a brief summary of certain federal income tax consequences relating to the awards under the AIP.
This summary does not purport to address all aspects of federal income taxation and does not describe state, local or
foreign tax consequences. This discussion is based upon the Code and the treasury regulations issued thereunder and
judicial and administrative interpretations under the Code and treasury regulations, all as in effect as of the date hereof
and all of which are subject to change (possibly on a retroactive basis) or different interpretation.

New Law Affecting Deferred Compensation. In 2004, a new Section 409A was added to the Code to regulate all types
of deferred compensation. If the requirements of Section 409A of the Code are not satisfied, deferred compensation
and earnings thereon will be subject to tax, plus an interest charge at the underpayment rate plus one percent (1%) and
a twenty percent (20%) penalty tax.

Tax Consequences to Participants. Incentive compensation issued to U.S. participants will be subject to ordinary
income rates on the date of payment or delivery, unless the award otherwise becomes subject to taxation under the
Code, including Section 409A of the Code. Incentive compensation issued to participants outside the U.S. will be
subject to local tax laws.

Federal Tax Withholding. Any ordinary income realized by a U.S. participant upon receipt of cash is subject to
withholding of federal, state and local income tax and to withholding of the participant s share of tax under the Federal
Insurance Contribution Act. Deferred compensation that is subject to Section 409A of the Code will be subject to
certain federal income tax withholding and reporting requirements.

Tax Consequences to the Company. To the extent that a U.S. participant recognizes ordinary income in the

circumstances described above, the Company will be entitled to a corresponding deduction; provided that, among

other things, the income meets the test of reasonableness, is an ordinary and necessary business expense and is not an
excess parachute payment within the meaning of Section 280G of the Code.
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disqualified individual under Section 280G of the Code, the value of any such accelerated rights received by such
participant may be included in determining whether such participant has received an excess parachute payment under
Section 280G of the Code, which could result in (i) the imposition of a twenty percent (20%) federal excise tax (in
addition to federal income tax) payable by the participant on the value of such accelerated rights and (ii) the loss by
the Company of its compensation deduction.

Recommendation

THE BOARD RECOMMENDS THAT YOU VOTE FOR THE PROPOSAL TO APPROVE THE 2007
FLOWSERVE CORPORATION ANNUAL INCENTIVE PLAN.
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APPENDIX A
2007 FLOWSERVE CORPORATION
LONG-TERM INCENTIVE PLAN
Effective Date: January 1, 2007
I. PURPOSE
The purpose of the 2007 Flowserve Corporation Long-Term Stock Incentive Plan (hereinafter referred to as he LTI
Plan ) is (i) to help the Company attract, retain, motivate and reward employees needed to plan, implement, and direct
the Company s strategy and operations; (ii) to motivate participants to achieve the corporate, divisional and subsidiary
long-term goals and objectives; and (iii) to align the interests of Participants directly with those of the Company s
shareholders. These purposes will be accomplished through the granting of Restricted Stock and/or Restricted Stock
Units, whether granted singly, in combination, in accordance with, and pursuant to the terms of the Flowserve
Corporation 2004 Stock Compensation Plan (the Stock Plan ), as it may be amended from time to time.
II. DEFINITIONS
A. Award  Restricted Stock and/or Restricted Stock Units awarded under the LTI Plan.

B. Board  The Company s Board of Directors.

C. Code The Internal Revenue Code of 1986, as amended.

D. Committee  The Organization & Compensation Committee of the Board.
E. Company Flowserve Corporation, a New York Corporation, and its successors in interest.
F. Division  An unincorporated business unit of the Company.

G. Executive Officer ~ An officer of the Company or its Subsidiaries who is a covered employee , as defined
in Section 162(m) of the Code.

H. Fiscal Year = The Company s fiscal year ending December 31.

I LTIPlan  This 2007 Flowserve Corporation Long-Term Stock Incentive Plan.

J. Participant  An employee who is selected by the Committee to receive an Award under the LTI Plan.

K. Performance Cycle or Cycle The period during which the performance of the Company and its
Divisions and Subsidiaries is measured for the purpose of determining the extent to which an award has

been earned.

L. Performance Goals  Any of the objectives for the Company and its Divisions and Subsidiaries
established by the Committee in accordance with the provisions of Section V.B. below for the purpose of
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become earned by the Participant.

M.  Performance Shares = An award of Restricted Stock Units payable in Shares or cash upon the
achievement of certain pre-established Performance Goals for a Cycle, and subject to total or partial

forfeiture in the event such Performance Goals are not achieved. Performance Shares
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become earned by the Participant upon the Company s satisfaction of the established Performance Goals.
N. PlanYear  The calendar year.

O. Required Service Period  The
time period during which a
Participant must remain
employed by the Company, its
Divisions and/or Subsidiaries in
order to earn a nonforfeitable
right to an Award of Service
Units.

P. Restricted Stock Restricted
Stock as defined in the Stock
Plan.

Q. Restricted Stock Unit
Restricted Stock Unit as defined
in the Stock Plan.

R. Retirement or Retires The
termination of a Participant s
employment for any reason other
than for cause, on or after the
earlier of (i) the Participant s
early retirement date (as such
term is defined within the
retirement plan in effect and in
which such Participant
participates on the date of the
Participant s termination);

(ii) retirement set by local law or
the Participant s employment
agreement; or (iii) the
Participant attaining sixty-five
(65) years of age.

S.  Service Units = An Award in the
form of Restricted Stock and/or
Restricted Stock Units that
becomes nonforfeitable upon the
Participant s satisfaction of the
Required Service Period.

T. Shares Shares of common stock
of the Company.
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Stock Plan The Flowserve
Corporation 2004 Stock
Compensation Plan, as amended
from time to time.

V. 772 516 - 1,288
Commercial 49 4,867 414 4,502
SBA 159 438 43 554
HELOC - 228 29 199
Single family real
estate 117 79 11 185
Total $ 15,320 $11,662 $1,597 $25,385
The following schedule summarizes impaired loans by loan class as of December 31, 2012:
Without With
Specific Specific
Valuation Valuation Valuation Impaired
Allowance  Allowance  Allowance  Loans, net
(in thousands)
Manufactured housing $4,687 $5,748 $1,103 $9,332
Commercial real estate:
Commercial real estate 10,615 - - 10,615
SBA 504 1st 774 519 4 1,289
Commercial 49 5,044 569 4,524
SBA 1,238 503 58 1,683
Consumer 121 349 60 410
Total $17,484 $12,163 $1,794 $27,853
The following schedule summarizes the average investment in impaired loans by loan class and the interest income
recognized:
20
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Three Months Ended Three Months Ended
March 31, 2013 March 31, 2012
Average Average
Investment Interest Investment Interest
in Impaired Income in Impaired Income
Loans Recognized Loans Recognized
(in thousands)
Manufactured housing $10,007 $33 $4,559 $46
Commercial real estate:
Commercial real estate 10,250 6 20,971 193
SBA 504 1st 1,281 12 6,615 95
Construction - - 8,286 108
Commercial 4,969 54 5,567 87
SBA 1,161 10 1,835 34
HELOC 247 - -
Single family real estate 197 1 431 1
Consumer - - 11 -
Total $28,112 $116 $48,275 $564

The following schedule reflects recorded investment at the dates indicated in certain types of loans:

December
March 31, 31,

2013 2012

(dollars in thousands)
Nonaccrual loans $24,129 $29,643
SBA guaranteed portion of loans included above (4,422 ) (7,218 )
Nonaccrual loans, net $19,707 $22.425
Troubled debt restructured loans, gross $18,371 $19,931
Loans 30 through 89 days past due with interest accruing $464 $521
Allowance for loan losses to gross loans held for investment 3.54 % 3.66 %

CWB generally repurchases the guaranteed portion of SBA loans from investors when those loans become past due
120 days. After the foreclosure and collection process is complete, the SBA reimburses CWB for this principal
balance. Although these balances do not earn interest during this period, they generally do not result in a loss of
principal to CWB; therefore a repurchase reserve has not been established related to these loans.

The composition of the Company’s net nonaccrual loans is as follows:

March 31, December 31,

2013 2012
(in thousands)

Manufactured housing $6,643 $ 7,542
Commercial real estate:
Commercial real estate 10,034 10,615
504 1st 490 490
Construction - -
Commercial 1,847 1,945

Table of Contents 117



SBA

HELOC

Single family real estate
Consumer

Nonaccrual loans, net

21

Edgar Filing: FLOWSERVE CORP - Form DEF 14A

348
228
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$19,707

$

1,442
269
121

22,425
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The accrual of interest is discontinued when substantial doubt exists as to collectibility of the loan; generally at the
time the loan is 90 days delinquent. Any unpaid but accrued interest is reversed at that time. Thereafter, interest
income is no longer recognized on the loan. Interest income may be recognized on impaired loans to the extent they
are not past due by 90 days. Interest on nonaccrual loans is accounted for on the cash-basis or cost-recovery method,
until qualifying for return to accrual. Loans are returned to accrual status when all of the principal and interest

amounts contractually due are brought current and future payments are reasonably assured.

At March 31, 2013, the recorded investment in loans by rating is as follows:

Special
Pass Mention Substandard ~ Doubtful
(in thousands)
Manufactured housing $162,358 $- $12,565 $-
Commercial real estate:
Commercial real estate 63,793 8,794 13,736 -
SBA 504 1st 31,161 1,443 1,967 -
Land 3,583 823 - -
Construction 6,708 - - -
Commercial 26,869 1,417 3,434 49
SBA 16,259 168 2,478 33
HELOC 9,205 245 7,868 -
Single family real estate 8,780 - 312 -
Consumer 194 - - -
Total $328,910 $12,890 $42,360 $82
SBA guarantee - 8,177 2,529
Total $328,910 $12,890 $50,537 $2,611

At December 31, 2012, the recorded investment in loans by rating is as follows:

Special
Pass Mention Substandard ~ Doubtful
(in thousands)
Manufactured housing $164,269 $- $13,122 $-
Commercial real estate:
Commercial real estate 63,793 6,478 12,241 -
SBA 504 1st 31,385 1,461 1,656 -
Land 3,333 300 923 -
Construction 5,107 - - -
Commercial 27,015 997 4,413 71
SBA 16,302 1,514 2,504 54
HELOC 9,432 245 8,175 -
Single family real estate 9,622 - 317 -
Consumer 231 - 1 -
Total $330,489 $10,995 $43,352 $125
SBA guarantee - - 7,551 2,763
Total $330,489 $10,995 $50,903 $2,888
22
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Total
$174,923

86,323
34,571
4,406
6,708
31,769
18,938
17,318
9,092
194
$384,242
10,706
$394,948

Total
$177,391

82,512
34,502
4,556
5,107
32,496
20,374
17,852
9,939
232
$384,961
10,314
$395,275
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The following table reflects troubled debt restructurings (TDR) that occurred in the three months ended March 31,
2013:

Book Book
Effect on Balance of Balance of
Allowance Loans with  Average  Loans with
Book for Loan Rate Rate Term Average
Balance Loss Reduction  Reduction  Extension Extension
(thousands) (thousands) (thousands) (bps) (thousands)  (months)
Manufactured Housing $453 $24 $117 100 $453 133
RE Commercial 286 20 - - 286 8
Commercial 216 4 - - 216 60
Total $955 $48 $117 100 $955 111

The following table reflects TDR’s that occurred in the past twelve months and experienced a payment default during
the three months ended March 31, 2013:

Effect on
Allowance
Book for Loan
Balance Loss Number of
(thousands) (thousands) Loans
Manufactured Housing $ 375 $ 9 5
Total $ 375 $ 9 5

The five Manufactured Housing troubled debt restructures received extensions of 16 months, 19 months, 33 months,
120 months and 352 months all during the nine months ended December 31, 2012. All of the five loans were
transferred to repossessed assets during the first quarter of 2013.

A loan is considered a TDR when concessions have been made to the borrower and the borrower is in financial
difficulty. These concessions include but are not limited to term extensions, rate reductions and principal
reductions. Forgiveness of principal is rarely granted and modifications for all classes of loans are predominantly
term extensions. TDR loans are also considered impaired. A loan is considered impaired when, based on current
information, it is probable that the Company will be unable to collect the scheduled payments of principal and/or
interest under the contractual terms of the loan agreement. Factors considered by management in determining
impairment include payment status, collateral value and the probability of collecting scheduled principal and/or
interest payments. Loans that experience insignificant payment delays or payment shortfalls generally are not
classified as impaired. Management determines the significance of payment delays or payment shortfalls on a
case-by-case basis. When determining the possibility of impairment, management considers the circumstances
surrounding the loan and the borrower, including the length of the delay, the reasons for the delay, the borrower's prior
payment record and the amount of the shortfall in relation to the principal and interest owed. For collateral-dependent
loans, the Company uses the fair value of collateral method to measure impairment. The collateral-dependent loans
that recognize impairment are charged down to the fair value less costs to sell. All other loans are measured for
impairment either based on the present value of future cash flows or the loan’s observable market price.
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5. FAIR VALUE MEASUREMENT

Fair value is the exchange price that would be received for an asset or the price that would be paid to transfer a
liability (an exit price) in the principal or most advantageous market for the asset or liability in an orderly transaction
between market participants on the measurement date. U. S. GAAP establishes a fair value hierarchy which requires
an entity to maximize the use of observable inputs and minimize the use of unobservable inputs when measuring fair
value. Three levels of inputs may be used to measure fair value:

Level 1 — Inputs to the valuation methodology are quoted prices, unadjusted, for identical assets or liabilities in active
markets. A quoted price in an active market provides the most reliable evidence of fair value and shall be used to
measure fair value whenever available. A contractually binding sales price also provides reliable evidence of fair
value.

Level 2 — Inputs to the valuation methodology include quoted prices for similar assets or liabilities in active markets;
inputs to the valuation methodology include quoted prices for identical or similar assets or liabilities in markets that
are not active; or inputs to the valuation methodology that utilize model-based techniques for which all significant
assumptions are observable in the market.

Level 3 — Inputs to the valuation methodology are unobservable and significant to the fair value measurement; inputs to
the valuation methodology that utilize model-based techniques for which significant assumptions are not observable in
the market; or inputs to the valuation methodology that requires significant management judgment or estimation, some
of which may be internally developed.

The following summarizes the fair value measurements of assets measured on a recurring basis as of March 31, 2013
and December 31, 2012 and the relative levels of inputs from which such amounts were derived:

Fair value measurements at March 31, 2013 using

Quoted
prices in
active Significant
markets for other Significant
identical observable unobservable
assets inputs inputs
Description Total (Level 1) (Level 2) (Level 3)
(in thousands)
Investment securities available-for-sale $12,251 $62 $12,189 $ -
Interest only strips (included in other assets) 415 415
Servicing asset (included in other assets) 344 - - 344
Total $13,010 $62 $12,189 $ 759

Fair value measurements at December 31, 2012 using

Quoted
prices in
active Significant
markets for other Significant
identical observable unobservable
assets inputs inputs
Description Total (Level 1) (Level 2) (Level 3)

(in thousands)
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Investment securities available-for-sale $12,004 $- $12,004 $ -

Interest only strips (included in other assets) 426 - - 426
Servicing asset (included in other assets) 348 - - 348
Total $12,778 $- $12,004 $ 774

Market valuations of our investment securities which are classified as level 2 are provided by an independent third
party. The fair values are determined by using several sources for valuing fixed income securities. Their techniques
include pricing models that vary based on the type of asset being valued and incorporate available trade, bid and other
market information. In accordance with the fair value hierarchy, the market valuation sources include observable
market inputs and are therefore considered Level 2 inputs for purposes of determining the fair values.

24

Table of Contents 123



Edgar Filing: FLOWSERVE CORP - Form DEF 14A

Table of Contents

On certain SBA loan sales that occurred prior to 2003, the Company retained interest only strips (“I/O strips”), which
represent the present value of excess net cash flows generated by the difference between (a) interest at the stated rate
paid by borrowers and (b) the sum of (i) pass-through interest paid to third-party investors and (ii) contractual
servicing fees. 1/O strips are classified as level 3 in the fair value hierarchy. The fair value is determined on a
quarterly basis through a discounted cash flow analysis prepared by an independent third party using industry
prepayment speeds. The I/O strips were valued at $426,000 as of December 31, 2012 and a valuation adjustment of
$11,000 was recorded in expense during the first three months of 2013. No other changes in the balance have
occurred related to the I/O strips and such valuation adjustments are included as additions or offsets to loan servicing
income.

Historically, the Company has elected to use the amortizing method for the treatment of servicing assets and has
measured for impairment on a quarterly basis through a discounted cash flow analysis prepared by an independent
third party using industry prepayment speeds. In connection with the sale of $10.1 million in SBA loans during the
first quarter of 2012 and the sale of $2.5 million in USDA loans during the third quarter, the Company recorded
servicing assets of $276,000 and $72,000, respectively, and has elected to measure those assets at fair value in
accordance with ASC 825-10. Significant assumptions in the valuation of servicing rights include estimated loan
repayment rates, the discount rate, and servicing costs, among others. Servicing rights are classified as Level 3
measurements due to the use of significant unobservable inputs, as well as significant management judgment and
estimation.

The Company also has assets that under certain conditions are subject to measurement at fair value on a non-recurring

basis. These assets include loans held for sale, foreclosed real estate and repossessed assets and loans that are
considered impaired per generally accepted accounting principles.

The following summarizes the fair value measurements of assets measured on a non-recurring basis as of March 31,
2013 and December 31, 2012 and the relative levels of inputs from which such amounts were derived:

Fair value measurements at March 31, 2013 using

Quoted
prices in
active Significant
markets for other Significant
identical observable unobservable
assets inputs inputs
Description Total (Level 1) (Level 2) (Level 3)
(in thousands)
Impaired loans $25,385 $- $15,320 $ 10,065
Loans held for sale 65,589 - 65,589 -
Foreclosed real estate and repossessed assets 4,389 - 4,389 -
Total $95,363 $- $85,298 $ 10,065
Fair value measurements at December 31, 2012 using
Quoted
prices in
active Significant
markets for other Significant
identical observable unobservable
assets inputs inputs
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Description Total (Level 1) (Level 2) (Level 3)
(in thousands)
Impaired loans $27,853 $- $17,430 $ 10,423
Loans held for sale 72,514 - 72,514 -
Foreclosed real estate and repossessed assets 1,889 - 1,889 -
Total $102,256 $- $91,833 $ 10,423
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Loans held for sale are carried at the lower of cost or fair value. The fair value of loans held for sale is based on what
secondary markets are currently offering for portfolios with similar characteristics or based on the agreed-upon sale
price. As such, the Company classifies the fair value of loans held for sale as a non-recurring valuation within Level 2
of the fair value hierarchy. At March 31, 2013 and December 31, 2012, the Company had loans held for sale with an
aggregate carrying value of $61.8 million and $68.7 million respectively.

Foreclosed real estate and repossessed assets are carried at the lower of book value or fair value less estimated costs to
sell. Fair value is based upon independent market prices obtained from certified appraisers or the current listing price,
if lower. When the fair value of the collateral is based on a current appraised value, the Company reports the fair
value of the foreclosed collateral as non-recurring Level 2. When a current appraised value is not available or if
management determines the fair value of the collateral is further impaired, the Company reports the foreclosed
collateral as non-recurring Level 3.

The Company records certain loans at fair value on a non-recurring basis. When a loan is considered impaired, an

allowance for a loan loss is established. The fair value measurement and disclosure requirement applies to loans

measured for impairment using the practical expedients method permitted by accounting guidance for impaired

loans. Impaired loans are measured at an observable market price, if available or at the fair value of the loans

collateral, if the loan is collateral dependent. The fair value of the loan’s collateral is determined by appraisals or
independent valuation. When the fair value of the loan’s collateral is based on an observable market price or current
appraised value, given the current real estate markets, the appraisals may contain a wide range of values and

accordingly, the Company classifies the fair value of the impaired loans as a non-recurring valuation within Level 2 of

the valuation hierarchy. For loans in which impairment is determined based on the net present value of cash flows,

the Company classifies these as a non-recurring valuation within Level 3 of the valuation hierarchy.

6. BORROWINGS

Federal Home Loan Bank Advances — CWB has a blanket lien credit line with the Federal Home Loan Bank
(FHLB). Advances are collateralized in the aggregate by CWB’s eligible loans and securities. Total FHLB advances
were $34.0 million at March 31, 2013 and December 31, 2012, borrowed at fixed rates. In March and April 2012, the
Bank prepaid $5.0 million and $17.0 million, respectively, of FHLB advances. At March 31, 2013, CWB had pledged
to the FHLB, securities $23.9 million at carrying value and loans of $24.5 million, and had $64.8 million available for
additional borrowing. At December 31, 2012, CWB had pledged to the FHLB, securities $24.0 million at carrying
value and loans of $25.5 million, and had $65.8 million available for additional borrowing. Total FHLB interest
expense for the three months ended March 31, 2013 and 2012 was $245,000 and $352,000, respectively.

Federal Reserve Bank — CWB has established a credit line with the Federal Reserve Bank (“FRB”). Advances are
collateralized in the aggregate by eligible loans for up to 28 days. There were no outstanding FRB advances as of
March 31, 2013 and December 31, 2012. CWB had $111.1 million in borrowing capacity as of March 31, 2013.

Convertible Debentures - On August 9, 2010, the Company completed an offering of $8,085,000 convertible
subordinated debentures. The debentures are a general unsecured obligation and are subordinated in right of payment
to all present and future senior indebtedness. The debentures pay interest at 9% until conversion, redemption or
maturity and will mature on August 9, 2020. The debentures may be redeemed by the Company after January 1,
2014. Prior to maturity or redemption, the debentures can be converted into common stock at the election of the
holder at $3.50 per share if converted on or prior to July 1, 2013, $4.50 per share between July 2, 2013 and July 1,
2016 and $6.00 per share from July 2, 2016 until maturity or redemption. At March 31, 2013 and December 31, 2012,
the balance of the convertible debentures was $7,735,000 and $7,852,000, respectively.
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7. STOCKHOLDERS’ EQUITY

The following summarizes the changes in the unrealized gains and losses on the available-for-sale securities
component of accumulated other comprehensive income:

Three Months Ended
(in thousands) March 31,
2013 2012

Beginning balance $35 $139

Other comprehensive income before reclassifications 23 ) (49 )
Amounts reclassified from accumulated other comprehensive income - (99 )
Net current-period other comprehensive income 23 ) (148 )
Ending balance $12 $09 )

In the first quarter of 2012, the Company received $4.0 million in gross proceeds from the sale of seven
available-for-sale securities for a gain of $121,000. The cost basis of the securities sold was determined by specific
identification. As a result, $99,000 (net of tax) in unrealized gain was reclassified out of accumulated other
comprehensive income.

Preferred Stock

On December 19, 2008, as part of the United States Department of the Treasury’s (“Treasury”) Troubled Asset Relief
Program - Capital Purchase Program (“TARP Program”), the Company entered into a Letter Agreement with the
Treasury, pursuant to which the Company issued to the Treasury, in exchange for an aggregate purchase price of
$15.6 million in cash: (i) 15,600 shares of the Company's Fixed Rate Cumulative Perpetual Preferred Stock, Series A,

no par value, having a liquidation preference of $1,000 per share (the “Series A Preferred Stock™), and (ii) a warrant (the
“Warrant”) to purchase up to 521,158 shares of the Company's common stock, no par value (“Common Stock™), at an
exercise price of $4.49 per share.

Series A Preferred Stock pays cumulative dividends at a rate of 5% per year for the first five years and at a rate of 9%
per year thereafter, but will be paid only if, as and when declared by the Company's Board of Directors. The Series A
Preferred Stock has no maturity date and ranks senior to the Common Stock with respect to the payment of dividends
and distributions and amounts payable upon liquidation, dissolution and winding up of the Company. The Series A
Preferred Stock is generally non-voting, other than class voting on certain matters that could adversely affect the
Series A Preferred Stock. In the event that dividends payable on the Series A Preferred Stock have not been paid for
the equivalent of six or more quarters, whether or not consecutive, the Company's authorized number of Directors will
be automatically increased by two and the holders of the Series A Preferred Stock, voting together with holders of any
then outstanding voting parity stock, will have the right to elect those Directors at the Company's next annual meeting
of shareholders or at a special meeting of shareholders called for that purpose. These Directors will be elected
annually and will serve until all accrued and unpaid dividends on the Series A Preferred Stock have been
paid. Notwithstanding the terms of the Series A Preferred Stock, the Treasury has issued guidance that permits
institutions that participated in the TARP Program, such as the Company, to redeem the Series A Preferred Stock and
to repurchase the warrants issued to the Treasury subject to prior consultation with the institutions primary federal
banking regulator.

On December 11, 2012, Treasury sold all 15,600 shares of Series A Preferred Stock. The Treasury continues to hold
the Warrant to purchase up to 521,158 shares of common stock at an exercise price of $4.49 per share. Treasury sold
the shares in a non-public offering as part of a modified “Dutch Auction” process. The Company did not bid on any of
the shares, which were all sold to third party purchasers unaffiliated with the Company. The Company did not receive
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any proceeds from this auction, nor were any of the terms modified in connection with the sales.

In the year ended December 31, 2012, the Company recorded $779,000 of dividends and $267,000 in accretion of the
discount on preferred stock, for a total of $1,046,000 in Series A Preferred Stock dividends and accretion on preferred
stock. In the three months ended March 31, 2013, the Company recorded $195,000 of dividends and $67,000 in
accretion of the discount on preferred stock, for a total of $262,000 in Series A Preferred Stock dividends and
accretion on preferred stock.
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The Company has paid all the quarterly dividends on such Series A Preferred Stock through February 15, 2012. While

the Company declared and accrued for its May 15, 2012, August 15, 2012, November 15, 2012 and February 15, 2013

dividends, the Company’s request to the FRB, pursuant to the requirements under a written agreement with the FRB, to
pay the dividends was denied by the FRB and, as such, the Company has not paid the dividends. The aggregate

amount of the dividends that would have been paid on May 15, 2012, August 15, 2012, November 15, 2012 and

February 15, 2013 on the Series A Preferred Stock was $779,000. The deferral of the dividends on the Series A

Preferred Stock is permitted under its terms and does not constitute an event of default.

Common Stock Warrant

The Warrant issued as part of the TARP provide for the purchase of up to 521,158 shares of the common stock, at an
exercise price of $4.49 per share (“Warrant Shares”). The Warrant is immediately exercisable and has a 10-year
term. The exercise price and the ultimate number of shares of common stock that may be issued under the Warrant
are subject to certain anti-dilution adjustments, such as upon stock splits or distributions of securities or other assets to
holders of the common stock, and upon certain issuances of the common stock at or below a specified price relative to
the then current market price of the common stock. Pursuant to the Securities Purchase Agreement, the Treasury has
agreed not to exercise voting power with respect to any Warrant Shares.

8. EARNINGS PER SHARE
The following table presents a reconciliation of basic earnings per share and diluted earnings per share:

Three Months Ended
March 31,
2013 2012
(dollars in thousands,
except per share data)

Net income $1,089 $819
Less: Preferred stock dividends 262 262
Net income available to common stockholders $827 $557
Add: Debenture interest expense and costs, net of income taxes 105 107
Net income for diluted calculation of earnings per common share $932 $664
Basic weighted average number of common shares outstanding 6,011 5,990
Dilutive weighted average number of common shares outstanding 8,301 8,233
Earnings per common share:

Basic $0.14 $0.09
Diluted $0.11 $0.08
28
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9. FAIR VALUES OF FINANCIAL INSTRUMENTS

The estimated fair values of financial instruments have been determined by the Company using available market
information and appropriate valuation methodologies. However, considerable judgment is required to interpret market
data to develop estimates of fair value. Accordingly, the estimates presented herein are not necessarily indicative of
the amounts the Company could realize in a current market exchange. The use of different market assumptions and/or
estimation methodologies may have a material effect on the estimated fair value amounts.

The following table represents the estimated fair values:

March 31, 2013 December 31, 2012
Carrying Estimated Carrying Estimated
Amount Fair Value Amount Fair Value
(in thousands)
Assets:
Cash and cash equivalents $ 35,689 $ 35,689 $ 27,891 $ 27,891
Time and interest bearing deposits in other
financial institutions 3,537 3,537 3,653 3,653
Federal Reserve and Federal Home Loan
Bank stock 4,326 4,326 4,656 4,656
Investment securities 23,902 24,598 24,040 24,769
Loans 442,406 459,807 449,201 467,622
Liabilities:
Deposits (other than time deposits) 329,585 329,585 339,422 339,422
Time deposits 104,434 105,775 94,798 96,404
Other borrowings 41,735 42,905 41,852 43,238

The methods and assumptions used to estimate the fair value of each class of financial instruments for which it is
practicable to estimate that value are explained below:

Cash and cash equivalents - The carrying amounts approximate fair value because of the short-term nature of these
instruments.

Time deposits in other financial institutions - The carrying amounts approximate fair value because of the relative
short-term nature of these instruments.

Federal Reserve Stock - The carrying value approximates the fair value because the stock can be sold back to the
Federal Reserve at any time at par.

Federal Home Loan Bank Stock - The carrying value approximates the fair value.

Investment securities — Market valuations of our investment securities are provided by an independent third party. The
fair values are determined by using several sources for valuing fixed income securities. Their techniques include
pricing models that vary based on the type of asset being valued and incorporate available trade, bid and other market
information. In accordance with the fair value hierarchy, the market valuation sources include observable market
inputs and are therefore considered Level 2 inputs for purposes of determining the fair values.

Loans — For most loan categories, the fair value is estimated using discounted cash flows utilizing an appropriate
discount rate and historical prepayment speeds. For certain adjustable loans that reprice on a frequent basis carrying
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value approximates fair value.

Deposits — The amount payable at demand at report date is used to estimate the fair value of demand and savings
deposits. The estimated fair values of fixed-rate time deposits are determined by discounting the cash flows of
segments of deposits that have similar maturities and rates, utilizing a discount rate that approximates the prevailing
rates offered to depositors as of the measurement date.

Other borrowings — The fair value is estimated using a discounted cash flow analysis based on rates for similar types of

borrowing arrangements. The carrying value of FRB advances approximates the fair value due to the short term
nature of these borrowings.
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Commitments to Extend Credit, Commercial and Standby Letters of Credit — Due to the proximity of the pricing of
these commitments to the period end, the fair values of commitments are immaterial to the financial statements.

The fair value estimates presented herein are based on pertinent information available to management as of March 31,
2013 and December 31, 2012. Although management is not aware of any factors that would significantly affect the
estimated fair value amounts, such amounts have not been comprehensively revalued for purposes of these financial
statements since those dates and, therefore, current estimates of fair value may differ significantly from the amounts
presented herein.
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ITEM MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
2. OPERATIONS

This discussion is designed to provide insight into management’s assessment of significant trends related to the
Company's consolidated financial condition, results of operations, liquidity, capital resources and interest rate

sensitivity. It should be read in conjunction with the Company’s unaudited interim consolidated financial statements
and notes thereto included herein and the audited consolidated financial statements and notes thereto included in the

Company’s Annual Report on Form 10-K for the year ended December 31, 2012, and the other financial information
appearing elsewhere in this report.

The following discussion should be read in conjunction with the Company’s financial statements and the related notes
provided under "Item 1—Financial Statements" above.

Overview of Earnings Performance

Net income available to common shareholders of the Company was $827,000 million, or $0.14 per basic common
share and $0.11 per diluted common share for 1Q13 compared to $557,000 or $.09 per basic common share and $0.08
per diluted common share for 1Q12. The Company’s 1Q13 earnings performance was impacted by:

The provision for loan losses decreased from $2.0 million for 1Q12 to $(196,000) for 1Q13, resulting from net
charge-offs decreasing from $2.5 million for 1Q12 to $318,000 for 1Q13 and improvement in the loss factors of the
allowance for loan losses (ALLL) in 1Q13 compared to 1Q12. The ratio of the ALLL to loans held for investment
increased from 3.19% at March 31, 2012 to 3.54% at March 31, 2013.

A decrease in net interest income of $730,000, or 11.2%, from $6.5 million for 1Q12 to $5.7 million for 1Q13,
primarily due to a decrease in both average interest-earning assets.

Interest income declined by $1.4 million, or 16.3%, from $8.3 million for 1Q12 to $7.0 million for 1Q13, primarily
due to lower average interest-earning assets of $492.3 million for 1Q13 compared to $586.4 million for 1Q12. The
average yield on loans decreased by 0.03% from 6.01% in 1Q12 to 5.98% in 1Q13.

Interest expense declined $627,000, or 35.0%, from $1.8 million for 1Q12 to $1.2 million for 1Q13, resulting from
a combination of lower average interest-bearing liabilities of $416.0 million for 1Q13 compared to $527.5 million
for 1Q12, and lower yields on interest-bearing liabilities of 1.14% for 1Q13 compared to 1.37% for 1Q12. The
average yield on deposits decreased by 0.28% from 1.10% in 1Q12 to 0.82% in 1Q13.

The combination of the decline in rates paid on deposits partially offset by a slight decline in yields on loans
resulted in a margin improvement of 0.30% from 4.48% for 1Q12 to 4.78% for 1Q13.

Total non-interest income decreased by $1.1 million, or 59.4%, from $1.9 million for 1Q12 to $767,000 for 1Q13,
primarily due to the sale of $10.1 million in SBA loans with the resulting gain of $973,000 and the sale of $4.0
million of investment securities resulting in a gain of $121,000, both of which occurred in 1Q12.

Recent Regulatory Actions

Office of the Comptroller of the Currency

On January 26, 2012, the Bank entered into a consent agreement (the “OCC Agreement”) with the Comptroller of the
Currency (the “OCC”), the Bank’s primary banking regulator, which requires the Bank to take certain corrective actions
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to address certain deficiencies in the operations of the Bank, as identified by the OCC In accordance with the terms of
the OCC Agreement, the Bank took the following actions:

Article I of the OCC Agreement requires the formation of a compliance committee. The Bank established a Board
Regulatory Compliance Committee (“Compliance Committee”) on January 26, 2012. The Compliance Committee
meets and reports to the Bank’s Board of Directors on a monthly basis. The Compliance Committee’s reports to the
Bank’s Board of Directors include information concerning the status of actions taken or needed to be taken to achieve
full compliance with the OCC Agreement, the personnel of the Bank primarily responsible for implementing such
action and the expected timing of such actions.
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Article II of the OCC Agreement requires an updated strategic plan covering at least a three-year period. The Bank
has adopted, submitted and received approval from the OCC for the three-year strategic plan, and updates on an
annual basis, which includes, among other things, strategic goals, objectives, key financial performance indicators and
risk tolerances, identification and prioritization of initiatives and opportunities including timeframes, a management
employment and succession program, assignment of responsibilities and accountability for the strategic planning
process, and a description of systems designed to monitor the Bank's progress in meeting the goals set forth in the
strategic plan.

Article III of the OCC Agreement requires a capital plan and requires that the Bank achieve and maintain a Tier 1
Leverage Capital ratio of 9% and a Total Risk-Based Capital ratio of 12% on or before May 25, 2012. The Bank’s
Board of Directors has incorporated a three-year capital plan into the Bank’s strategic plan. The Bank successfully met
the minimum capital requirements as of May 25, 2012 and has continued to exceed such requirements since
then. Notwithstanding that the Bank has achieved the required minimum capital ratios required by the OCC
Agreement, the existence of a requirement to maintain a specific capital level in the OCC Agreement means that the
Bank may not be deemed "well capitalized" under applicable banking regulations. As of March 31, 2013, the Bank’s
Tier 1 Leverage Capital ratio was 11.34% and the Total Risk-Based Capital ratio was 15.63%.

The Bank’s Board of Directors prepares a written evaluation of the Bank's performance against the capital plan on a
quarterly basis, including a description of actions the Bank will take to address any shortcomings, which is
documented in Board meeting minutes.

Article IV of the OCC Agreement requires the Bank to take steps to improve the management and oversight of the

Bank. In that regard, the Bank has appointed several key officers, including the Bank’s appointment of its President
and Chief Executive Officer, the appointment of a new Chief Credit Officer; and several other officers in key areas of

the Bank. The Bank believes that these management changes have facilitated clearer lines of responsibility and

authority. At its monthly meetings, the Compliance Committee reviews the Bank’s processes, personnel and control
systems to ensure they are adequate.

Article V of the OCC Agreement requires the Bank to have a written program designed to ensure that the risks
associated with the Bank’s loan portfolio are properly reflected and accounted for on the Bank’s books and
records. The Bank’s Board of Directors has adopted such a written program, including with respect to risk grading and
valuation of loans, that losses are charged off, as appropriate, and that current information is gathered and maintained
regarding loans and collateral. The Bank has submitted written information regarding the foregoing to the OCC. The
Bank’s Board of Directors and Management will continue to review this program and take steps, as appropriate, to
ensure the Bank complies with the requirements of the OCC Agreement.

Article VI of the OCC Agreement requires the Bank to have a written program to ensure compliance with applicable
financial accounting standards. The Bank’s Board of Directors has adopted such a program, which includes specific
measures for monitoring of loans, and identification of, and accounting for, loan impairment, loss recognition and
troubled debt restructurings.

Article VII of the OCC Agreement requires that the Bank employ an external firm, acceptable to the OCC, to perform

a semi-annual review of the Bank’s loan portfolio. The Bank has done so, and a review for all quarters of 2012 and
2013 has been performed, and the findings from those reviews were considered by the Bank in performing an

assessment of the Bank’s loan portfolio and related allowance for loan losses.

Article VIII of the OCC Agreement requires the Bank to have a program to monitor assets which have been criticized
by internal or external loan reviews or by the OCC. As so required, the Bank maintains a Criticized Assets Report,

which reports the status of assets that have been identified by the Bank as evidencing a higher degree of risk of
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loss. The report is updated at least monthly.

Article IX of the OCC Agreement requires the Bank to have a program for the maintenance of an appropriate
allowance for loan and lease losses. The Bank’s Board of Directors has adopted such a written plan, which is designed
to ensure that the Bank’s allowance for loan and lease losses is consistent with all regulatory and financial accounting
requirements. An external review is performed quarterly prior to the timely quarterly filing of the Bank’s Consolidated
Report of Condition and Income (“Call Report”).
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Article X of the OCC Agreement requires the Bank to review and revise the Bank’s other real estate owned (“OREQO”)
section of the Bank’s loan policy. The Bank’s Board of Directors has adopted an updated policy concerning OREO,
which has been incorporated into the Bank’s three-year strategic plan. The OREO policy reflects updates to ensure
compliance with applicable regulatory and financial accounting requirements, including procedures to ensure that
periodic, appropriate appraisals and valuations are performed.

Article XI of the OCC Agreement requires the Bank to adhere to and implement the Bank’s liquidity risk management
program. The Bank has adopted and implemented a liquidity risk management program, which is designed to address
current and projected funding needs, ensure the Bank has sufficient liquidity to meet such needs, reduce reliance on
high cost and wholesale funding sources, and comply with applicable restrictions on brokered deposits. The Bank’s
Board of Directors reviews its compliance with this policy on a monthly basis, and provides quarterly reports to the
OCC, as required by the OCC Agreement.

Article XII of the OCC Agreement requires that the Bank take steps to correct all violations of law, rules or
regulations identified by the OCC. The Bank’s Board of Directors and Compliance Committee monitor the Bank’s
progress on a monthly basis.

The OCC Agreement requires that the Bank furnish periodic written progress reports to the OCC detailing the form
and manner of any actions taken to secure compliance with the OCC Agreement. The Bank has submitted such
progress reports on a monthly basis, as required by the OCC Agreement.

While the Bank believes that it is in substantial compliance with the OCC Agreement, no assurance can be given that

the OCC will concur with the Bank’s assessment. Failure to comply with the provisions of the OCC Agreement may
subject the Bank to further regulatory action, including but not limited to, being deemed undercapitalized for purposes

of the OCC Agreement, and the imposition by the OCC of prompt corrective action measures or civil money penalties

which may have a material adverse impact on the Company’s financial condition and results of operations.

Actions required of the Bank in response to the OCC Agreement have prompted the Bank to reassess future financial
results and financial forecasts. In addition, financial results are subject to many external factors, including the interest
rate environment, loan demand, deposit pricing and the economy as a whole, both locally and nationally. The Bank
does not currently expect future financial results to be significantly impacted by specific responses to, or actions taken
pursuant to, the OCC Agreement. However, the Bank is implementing a number of measures to mitigate any potential
impact that such external factors could have on the Bank’s future financial results, which measures have been
incorporated into the Bank’s ongoing risk management and strategic planning processes. No assurances can be
provided that these measures will be successful in mitigating any such potential impact. In that regard, the Bank does
not currently expect credit quality trends to be significantly impacted by the actions required of the Bank pursuant to
the OCC Agreement. However, in connection with the Bank’s risk management process, the allowance for loan losses
requires continuous oversight to ensure its adequacy and responsiveness to changes in risk within the Bank’s credit
portfolio. The Bank has not made changes to its methodology for calculating the allowance for loan losses in specific
response to the OCC Agreement. However, from time to time, in connection with the Bank’s periodic evaluation of
the credit portfolio and related allowance for loan losses methodology, the Bank may make changes as the Bank
deems appropriate. Any significant changes to the Bank’s allowance for loan losses methodology will be appropriately
disclosed, including any material impact to CWBC'’s financial statements.

Federal Reserve Bank of San Francisco
On April 23, 2012, the Company entered into a written agreement (the “FRB Agreement”) with the Federal Reserve
Board (the “FRB”). Without admitting or denying any of the alleged charges of unsafe or unsound banking practices

and any violations of law, the Company has agreed to take the following corrective actions to address certain alleged

Table of Contents 138



Edgar Filing: FLOWSERVE CORP - Form DEF 14A

violations of law and/or regulation:

Take appropriate steps to fully utilize the Company’s financial and managerial resources to serve as a source of
strength to the Bank, including taking steps to ensure the Bank’s compliance with the OCC Agreement and any
other supervisory action taken by the Bank’s federal and state regulators;

Refrain from declaring or paying dividends absent prior regulatory approval;
Refrain from taking dividends or any form of payment from the Bank representing a reduction in the Bank’s capital
absent prior regulatory approval;
Refrain from incurring, increasing or guaranteeing any debt or repurchasing or redeeming any shares of its stock
absent prior regulatory approval;
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Develop and submit for regulatory approval a written capital plan to maintain sufficient capital on a consolidated
basis, which capital plan should, at a minimum, address, consider and include current and future capital
requirements on a consolidated basis and compliance with federal regulations and guidelines; the adequacy of the
Bank’s capital, the sources and timing of funds necessary to fulfill future capital requirements; and the requirements
of federal law that the Company serve as a source of strength to the Bank. The FRB accepted the capital plan on
July 10, 2012;

Develop and submit for regulatory approval a cash flow projection of the Company’s planned sources and uses of
cash for debt service, operating expenses and other purposes. The FRB accepted the cash flow projection on July
10, 2012;

Comply with appropriate regulatory notice and approval requirements when appointing any new directors or senior
executive officers or changing the responsibilities of any senior executive officer and comply with the limitations
on indemnification and severance payments set forth in Section 18(k) of the Federal Deposit Insurance Act (12
USC 1828(i)) and Part 359 of the FDIC’s implementing regulations; and

Furnish written progress reports to the FRB detailing the form and manner of any actions taken to secure
compliance with the Regulatory Agreement.

In accordance with the FRB Agreement, the Company requested the FRB’s approval to pay the dividend due on May
15, 2012, August 15, 2012, November 15, 2012 and February 15, 2013 on the Company’s Series A Preferred
Stock. Those requests were denied. Consequently, the Company did not pay the dividends and the dividends remain
accrued as of, and subsequent to, March 31, 2013. As indicated in the FRB Agreement, all future dividends are
subject to regulatory approval.

Since the appointment of a new Chief Executive Officer in November 2011 and Chief Credit Officer in July 2011, the
Bank has maintained a focus on addressing the areas of concern that have been raised by the regulators. As a result,
all of the prudent actions required in the OCC Agreement and FRB Agreement have been addressed, and either have
been or will be completed in the near future. No assurances can be provided that CWBC and CWB will achieve full
compliance with the regulatory agreements and the regulatory response in the event of any non-compliance.

The Board and Management will continue to work closely with the OCC and FRB to achieve compliance with the
terms of both agreements and improve the Company’s and Bank’s strength, security and performance.

Critical Accounting Policies

A number of critical accounting policies are used in the preparation of the Company’s consolidated financial
statements. These policies relate to areas of the financial statements that involve estimates and judgments made by
management. These include provision and allowance for loan losses and servicing rights. These critical accounting
policies are discussed in the Company’s Annual Report on Form 10-K for the fiscal year ended December 31, 2012
with a description of how the estimates are determined and an indication of the consequences of an over or under
estimate.
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Results of Operations - First Quarter Comparison

The following table sets forth for the periods indicated, certain items in the consolidated income statements of the
Company and the related changes between those periods:

Three Months Ended
March 31,
Increase
2013 2012 (Decrease)
(dollars in thousands, except per share
amounts)
Interest income $6,964 $8,321 $(1,357 )
Interest expense 1,166 1,793 (627 )
Net interest income 5,798 6,528 (730 )
Provision for (recovery of) loan losses (196 ) 1,983 2,179
Net interest income after provision for (recovery of) loan losses 5,994 4,545 1,449
Non-interest income 767 1,888 (1,121 )
Non-interest expenses 5,672 5,614 58
Income before provision for income taxes 1,089 819 270
Provision for income taxes - - -
Net income $1,089 $819 $270
Dividends and accretion on preferred stock 262 262 -
Net income available to common shareholders $827 $557 $270
Earnings per common share:
Basic $0.14 $0.09 $0.05
Diluted $0.11 $0.08 $0.03
Dividends per common share $- $- $-
Comprehensive income $1,066 $671 $395

The following table sets forth the changes in interest income and expense attributable to changes in rate and volume:

Three Months Ended
March 31,
2013 versus 2012
Total Change due to
change Rate Volume
(in thousands)
Loans, net $(1,288 ) $(75 ) $(1,213 )
Investment securities and other (69 ) 20 (89 )
Total interest-earning assets (1,357 ) (55 ) (1,302 )
Deposits (506 ) (239 ) (267 )
Other borrowings (121 ) 116 (237 )
Total interest-bearing liabilities (627 ) (123 ) (504 )
Net interest income $(730 ) $68 $(798 )

Net Interest Income
Net interest income declined by $730,000 for 1Q13 compared to 1Q12. Total interest income declined by $1.4
million for 1Q13 compared to 1Q12. Of this decline, $1.3 million was due to the decline in average earning assets
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from $586.4 million for 1Q12 to $492.3 million for 1Q13. The yield on interest earning assets increased slightly from
5.71% for 1Q12 to 5.74% for 1Q13.

The decline in interest expense of $627,000 resulted from both lower rates paid on interest-bearing liabilities, 1.14%
for 1Q13 compared to 1.37% for 1Q12, and a decline in the average balance of interest-bearing liabilities from $527.5
million for 1Q12 to $416.0 million for 1Q13. The net impact of the increase in yields on interest earning assets and
the decline in rates on interest-bearing liabilities was an increase in the margin from 4.48% for 1Q12 to 4.78% for
1Q13.
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Provision for Loan Losses

The provision for loan losses decreased from $2.0 million for 1Q12 to a recovery of $(196,000) for 1Q13, resulting
from net charge-offs decreasing from $2.5 million for 1Q12 to $318,000 for 1Q13 and improvement in ALLL loss
factors in 1Q13 compared to 1Q12. The ratio of Allowance for loan losses to loans held for investment increased from
3.19% at March 31, 2012 to 3.54% at March 31, 2013 due primarily to a decline in loans held for investment.

The following schedule summarizes the provision, charge-offs and recoveries by loan category for the three months
ended March 31, 2013:

Net
Allowance Charge-offs  Allowance
12/31/12 Provision = Charge-offs Recoveries (Recoveries) 3/31/13
(in

thousands)
Manufactured housing $5,945 $238 $(427 ) $115 $ (312 ) $5,871
Commercial real estate 2,627 65 4 ) 14 10 2,702
Commercial 2,325 (401 ) (16 ) 61 45 1,969
SBA 2,733 39 (115 )y 177 62 2,834
HELOC 634 (213 ) (39 ) - 39 ) 382
Single family real estate 198 48 (57 ) 2 (55 ) 191
Consumer 2 28 29 ) - (29 ) 1
Total $14,464 $(196 ) $(687 ) $369 $ (318 ) $13,950

The following schedule summarizes the provision, charge-offs and recoveries by loan category for the three months
ended March 31, 2012:

Net
Allowance Charge-offs  Allowance
12/31/11 Provision  Charge-offs Recoveries (Recoveries) 3/31/12
(in

thousands)
Manufactured housing $4,629 $1,205 $(998 ) $1 $ (997 ) $4,837
Commercial real estate 3,528 162 (822 ) - (822 ) 2,868
Commercial 2,734 433 (629 ) 17 (612 ) 2,555
SBA 3,877 (261 ) (379 ) 340 (39 ) 3,577
HELOC 349 312 2 ) 50 48 709
Single family real estate 150 133 (128 ) 2 (126 ) 157
Consumer 3 (1 ) - - - 2
Total $15,270 $1,983 $(2,958 ) $410 $ (2,548 ) $14,705
Credit Quality

The overall credit quality of the loan portfolio has improved as reflected in the decline in past due loans of $4.2
million or 46.4%, from $9.0 million at December 31, 2012 to $4.8 million at March 31, 2013. Past due loans in the
SBA portfolio decreased $3.7 million, from $6.8 million at December 31, 2012 to $3.1 million at March 31, 2013.

Nonaccrual loans decreased $2.7 million or 12.1%, from $22.4 million at December 31, 2012 to $19.7 million at
March 31, 2013. The percentage of net non-accrual loans to the total loan portfolio has decreased to 4.32% as of

March 31, 2013 from 7.37% at March 31, 2012.
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The manufactured housing portfolio, representing 44.3% of gross loans held for investment, has experienced net
charge-offs due to borrowers that filed Chapter 7 bankruptcy and received credit discharges from the bankruptcy
court. These borrowers were individually evaluated for new loans which required charge-offs based on the value of
the underlying collateral. However, the net loan charge-offs in this portfolio have decreased from $997,000 in 1Q12 to
$312,000 in 1Q13. As of March 31, 2013, $1.1 million was past due in this portfolio and the allowance for loan losses
was $5.9 million on the $174.9 million portfolio. The balance of troubled debt restructurings for this portfolio at
March 31, 2013 was $5.8 million. The Company monitors this portfolio to ensure adequate support for the collateral.
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The allowance for loan losses compared to net non-accrual loans has increased to 70.8% as of March 31, 2013 from
38.4% as of March 31, 2012.

See “ITEM 8. FINANCIAL STATEMENTS, NOTE 4. LOANS HELD FOR INVESTMENT.”

Non-Interest Income
The following table summarizes the Company's non-interest income for the periods indicated:

Three Months
Ended March 31,
Percent
March March 31, Increase Increase
31,2013 2012 (Decrease) (Decrease)
Other loan fees $230 $250 $(20 ) (8.0 )%
Gains from loan sales, net 161 1,097 (936 ) (85.3 )%
Document processing fees 110 92 18 19.6 %
Loan servicing, net 75 151 (76 ) (50.3 )%
Service charges 85 120 (35 ) (29.2 )%
Gains from sale of available-for-sale securities - 121 (121 ) (1000 )%
Other 106 57 49 86.0 %
Total non-interest income $767 $1,888 $(1,121 ) (594 )%

Total non-interest income decreased by $1.1 million, or 59.4%, for 1Q13 compared to 1Q12, primarily due to the sale
of $10.1 million in SBA loans with the resulting gain of $973,000 and the sale of $4.0 million of investment securities
resulting in a gain of $121,000, both of which occurred in 1Q12.

Non-Interest Expenses

The following table summarizes the Company's non-interest expense for the periods indicated:

Three Months
Ended March 31,
Percent
March March 31, Increase Increase
31, 2013 2012 (Decrease) (Decrease)

Salaries and employee benefits $3,514 $2,885 $629 21.8 %
Occupancy and equipment expenses 455 495 (40 ) (8.1 )%
FDIC assessment 265 426 (161 ) ((37.8 )%
Professional services 315 325 (10 ) (3.1 )%
Advertising and marketing 93 57 36 63.2 %
Depreciation and amortization 74 77 €] ) (3.9 )%
Loss on sale and write-down of foreclosed real estate and
repossessed assets 84 409 (325 ) (79.5 )%
Data processing 150 135 15 11.1 %
Other operating expenses 722 805 (83 ) (10.3 )%
Total non-interest expenses $5,672 $5,614 $58 1.0 %

Non-interest expenses increased $58,000, or 1.0%, for 1Q13 compared to 1Q12 primarily due to a $629,000 increase
in salaries and employee benefits from increases in staff, primarily lenders and credit administration, and the
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reinstatement of the 6.2% FICA tax from 4.2% in 1Q12. Partially offsetting the increases in expense was decreases in
the FDIC assessment, loss on sale and write-down of foreclosed real estate and repossessed assets and other operating
expenses.
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Interest Rates and Differentials

The following table illustrates average yields on interest-earning assets and average rates on interest-bearing liabilities

for the periods indicated:

Interest-earning assets:

Federal funds sold and interest-earning deposits:

Average balance
Interest income
Average yield
Investment securities:
Average balance
Interest income
Average yield

Gross loans:

Average balance (includes non-accrual loans)

Interest income

Average yield

Total interest-earning assets:
Average balance

Interest income

Average yield
Interest-bearing liabilities:

Interest-bearing demand deposits:

Average balance
Interest expense
Average cost of funds
Savings deposits:
Average balance
Interest expense
Average cost of funds
Time certificates of deposit:
Average balance
Interest expense
Average cost of funds
Convertible debentures:
Average balance
Interest expense
Average cost of funds
Other borrowings:
Average balance
Interest expense
Average cost of funds

Total interest-bearing liabilities:

Average balance
Interest expense
Average cost of funds
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Three Months
Ended March 31,

2013

2012

(dollars in thousands)

$3,592

1
0.15

$27,971

169
2.44

$460,741

6,794
5.98

$492,304

6,964
5.74

$262,024
301
0.47

$16,387
79
1.95

$95,797
379
1.61

$7,800
162
8.43

$34,000
245
2.92

$416,008
1,166
1.14

%

%

%

%

%

%

%

%

%

%

$3,039
2
0.25 %

$42,597
237
2.23 %

$540,763
8,082
6.01 %

$586,399
8,321
5.71 %

$290,484
627
0.87 %

$19,398
83
1.71 %

$151,454
555
1.47 %

$7,852
176
9.00 %

$58,308
352
243 %

$527,496
1,793
1.37 %
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Net interest income $5,798 $6,528

Net interest spread 4.60 % 4.34 %
Average net margin 4.78 % 4.48 %
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In calculating interest rates and differentials:

Average yields and rates are derived by dividing interest income by the average balances of interest-earning assets
and by dividing interest expense by the average balances of interest-bearing liabilities for the periods
indicated. Amounts outstanding are averages of daily balances during the applicable periods.

Nonaccrual loans are included in the average balance of loans outstanding.

Net interest income is the difference between the interest and fees earned on loans and investments and the interest
expense paid on deposits and other liabilities. The amount by which interest income will exceed interest expense
depends on the volume or balance of earning assets compared to the volume or balance of interest-bearing deposits
and liabilities and the interest rate earned on those interest-earning assets compared to the interest rate paid on those
interest-bearing liabilities.

Net interest margin is net interest income expressed as a percentage of average earning assets. It is used to measure
the difference between the average rate of interest earned on assets and the average rate of interest that must be paid
on liabilities used to fund those assets. To maintain its net interest margin, the Company must manage the
relationship between interest earned and paid.

Financial Condition

Average total assets decreased by $107.0 million, or 16.9%, to $524.6 million at March 31, 2013 compared to $631.5
million at March 31, 2012. Average total equity increased by 4.2% to $53.4 million at March 31, 2013 from $51.2
million at March 31, 2012. Average total gross loans at March 31, 2013 decreased by $80.0 million, or 14.8%, to
$460.7 million from $540.8 million at March 31, 2012. Average deposits also decreased from $511.6 million at

March 31, 2012 to $426.4 million as of March 31, 2013.

The book value per common share was $6.41 at March 31, 2013 and $6.29 at December 31, 2012.

Percent
Selected balance sheet accounts March December Increase Increase
(dollars in thousands) 31,2013 31,2012 (Decrease) (Decrease)
Cash and cash equivalents $35,689 $27,891 $7,798 28.0 %
Investment securities available-for-sale 12,251 12,004 247 2.1 %
Investment securities held-to-maturity 11,651 12,036 (385 ) (3.2 )%
Loans - held for sale 61,753 68,694 (6,941 ) (10.1 )%
Loans - held for investment, net 380,653 380,507 146 0.0 %
Total assets 533,123 532,101 1,022 0.2 %
Total deposits 434,019 434,220 (201 ) 0.0 %
Other borrowings and convertible debentures 41,735 41,852 (117 ) (0.3 )%
Total stockholders' equity 54,070 53,049 1,021 1.9 %
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The following schedule shows the balance and percentage change in the various deposits:

December Percent
March 31, 31, Increase Increase
2013 2012 (Decrease) (Decrease)
(dollars in thousands)
Non-interest-bearing deposits $48,920 $53,605 $4,685 ) (8.7 )%
Interest-bearing deposits 264,044 269,466 5,422 ) (2.0 )%
Savings 16,621 16,351 270 1.7 %
Time deposits of $100,000 or more 90,708 80,710 9,998 12.4 %
Other time deposits 13,726 14,088 (362 ) (2.6 )%
Total deposits $434,019 $434,220 $(201 ) 0.0 %

Nonaccrual, Past Due and Restructured Loans

A loan is considered impaired when, based on current information, it is probable that the Company will be unable to
collect the scheduled payments of principal and/or interest under the contractual terms of the loan agreement. Factors
considered by management in determining impairment include payment status, collateral value and the probability of
collecting scheduled principal and/or interest payments. Loans that experience insignificant payment delays or
payment shortfalls generally are not classified as impaired. Management determines the significance of payment
delays or payment shortfalls on a case-by-case basis. When determining the possibility of impairment, management
considers the circumstances surrounding the loan and the borrower, including the length of the delay, the reasons for
the delay, the borrower's prior payment record and the amount of the shortfall in relation to the principal and interest
owed. For collateral-dependent loans, the Company uses the fair value of collateral method to measure
impairment. All other loans are measured for impairment based on the present value of future cash
flows. Impairment is measured on a loan-by-loan basis for all loans in the portfolio.

The following schedule summarizes impaired loans by loan class as of March 31, 2013:

Without With
Specific Specific
Valuation Valuation Valuation Impaired

Allowance  Allowance Allowance  Loans, net
(in thousands)

Manufactured housing $4,190 $5,534 $1,096 $8,628
Commercial real estate:

Commercial real estate 10,033 - - 10,033
SBA 504 1st 772 516 4 1,284
Commercial 49 4,867 414 4,502
SBA 159 438 43 554
HELOC - 228 29 199
Single family real estate 117 79 11 185
Total $15,320 $11,662 $1,597 $25,385

The following schedule summarizes impaired loans by loan class as of December 31, 2012:
Without With Valuation Impaired

Specific Specific Allowance  Loans, net
Valuation Valuation
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Allowance  Allowance
(in thousands)

Manufactured housing $4,687 $5,748 $1,103 $9,332
Commercial real estate:
Commercial real estate 10,615 - - 10,615
SBA 504 1st 774 519 4 1,289
Commercial 49 5,044 569 4,524
SBA 1,238 503 58 1,683
Consumer 121 349 60 410
Total $17,484 $12,163 $1,794 $27,853
40
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The following schedule summarizes the average investment in impaired loans by loan class and the interest income
recognized:

Three Months Ended Three Months Ended
March 31, 2013 March 31, 2012
Average Average
Investment Interest Investment Interest
in Impaired Income in Impaired Income
Loans Recognized Loans Recognized
(in thousands)
Manufactured housing $10,007 $33 $4,559 $46
Commercial real estate:
Commercial real estate 10,250 6 20,971 193
SBA 504 1st 1,281 12 6,615 95
Construction - - 8,286 108
Commercial 4,969 54 5,567 87
SBA 1,161 10 1,835 34
HELOC 247
Single family real estate 197 1 431 1
Consumer - - 11 -
Total $28,112 $116 $48,275 $564

The following schedule reflects recorded investment at the dates indicated in certain types of loans:

December
March 31, 31,

2013 2012

(dollars in thousands)
Nonaccrual loans $24,129 $29,643
SBA guaranteed portion of loans included above (4,422 ) (7,218 )
Nonaccrual loans, net $19,707 $22.425
Troubled debt restructured loans, gross $18,371 $19,931
Loans 30 through 89 days past due with interest accruing $464 $521
Allowance for loan losses to gross loans held for investment 3.54 % 3.66 %

The accrual of interest is discontinued when substantial doubt exists as to collectability of the loan; generally at the
time the loan is 90 days delinquent. Any unpaid but accrued interest is reversed at that time. Thereafter, interest
income is usually no longer recognized on the loan. Interest income may be recognized on impaired loans to the
extent they are not past due by 90 days. Interest on nonaccrual loans is accounted for on the cash-basis or
cost-recovery method, until qualifying for return to accrual. Loans are returned to accrual status when all of the
principal and interest amounts contractually due are brought current and future payments are reasonably assured.

CWB generally repurchases the guaranteed portion of SBA loans from investors when those loans become past due
120 days. After the foreclosure and collection process is complete, the SBA reimburses CWB for this principal
balance. Therefore, although these balances do not earn interest during this period, they generally do not result in a
loss of principal to CWB.

Liquidity and Capital Resources
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Liquidity Management

The Company has established policies as well as analytical tools to manage liquidity. Proper liquidity management

ensures that sufficient funds are available to meet normal operating demands in addition to unexpected customer

demand for funds, such as high levels of deposit withdrawals or increased loan demand, in a timely and cost effective

manner. The most important factor in the preservation of liquidity is maintaining public confidence that facilitates the

retention and growth of core deposits. Ultimately, public confidence is gained through profitable operations, sound

credit quality and a strong capital position. The Company’s liquidity management is viewed from a long-term and
short-term perspective, as well as from an asset and liability perspective. Management monitors liquidity through

regular reviews of maturity profiles, funding sources and loan and deposit forecasts to minimize funding risk. The

Company has asset/liability committees (ALCO) at the Board and Bank management level to review asset/liability

management and liquidity issues.

CWB has a blanket lien credit line with the Federal Home Loan Bank (FHLB). Advances are collateralized in the
aggregate by CWB’s eligible loans and securities. Total FHLB advances were $34.0 million at March 31, 2013 and
December 31, 2012, borrowed at fixed rates. At March 31, 2013, CWB had pledged to the FHLB, securities of $23.8
million and loans of $24.5 million, and had $64.8 million available for additional borrowing. At December 31, 2012,
CWB had pledged to the FHLB, securities of $24.0 million and loans of $25.5 million, and had $65.8 million
available for additional borrowing.

CWRB has established a credit line with the Federal Reserve Bank (“FRB”). There were no outstanding FRB advances as
of March 31, 2013 and December 31, 2012. CWB had $111.1 million in borrowing capacity as of March 31, 2013.

CWRB also maintains four federal funds purchased lines for a total borrowing capacity of $23.5 million. Of the $23.5
million in borrowing capacity, two of the lines for $10.0 million require the Company to furnish acceptable collateral.
There was no amount outstanding as of March 31, 2013 and December 31, 2012.

The Company has not experienced disintermediation and does not believe this is a likely occurrence, although there is

significant competition for core deposits. The liquidity ratio of the Company was 20% at March 31, 2013 and

December 31, 2012. The Company’s liquidity ratio fluctuates in conjunction with loan funding demands. The
liquidity ratio consists of the sum of cash and due from banks, deposits in other financial institutions, available for sale

investments, federal funds sold and loans held for sale, divided by total assets.

CWBC'’s routine funding requirements primarily consist of certain operating expenses, preferred dividends and interest
payments on the convertible debentures. Normally, CWBC obtains funding to meet its obligations from dividends
collected from the Bank and has the capability to issue debt securities. Federal banking laws regulate the amount of
dividends that may be paid by banking subsidiaries without prior approval. Further, under the terms of the FRB
Agreement, CWBC has agreed that, absent prior regulatory approval, CWBC will refrain from taking dividends or any
form of payment from the Bank representing a reduction in the Bank’s capital. CWBC anticipates that for the
foreseeable future, it will fund its expenses, including preferred dividends, to the extent declared and paid, and interest
payments on the debenture from its own funds and will not receive dividends from the Bank. See “DEFAULTS UPON
SENIOR SECURITIES’ herein.

Capital Resources

The Company (on a consolidated basis) and CWB are subject to various regulatory capital requirements administered
by the Federal banking agencies. Failure to meet minimum capital requirements can initiate certain mandatory - and
possibly additional discretionary - actions by regulators that, if undertaken, could have a direct material effect on the

Company’s and CWB’s financial statements. Under capital adequacy guidelines and the regulatory framework for
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prompt corrective action, the Company and CWB must meet specific capital guidelines that involve quantitative
measures of the Company’s and CWB’s assets, liabilities and certain off-balance-sheet items as calculated under
regulatory accounting practices. The Company’s and CWB’s capital amounts and classification are also subject to
qualitative judgments by the regulators about components, risk weightings and other factors. Prompt corrective action
provisions are not applicable to bank holding companies.

The Federal Deposit Insurance Corporation Improvement Act (“FDICIA”) contains rules as to the legal and regulatory
environment for insured depository institutions, including increased supervision by the federal regulatory agencies,
increased reporting requirements for insured institutions and regulations concerning internal controls, accounting and
operations. The prompt corrective action regulations of FDICIA define specific capital categories based on the
institutions’ capital ratios. The capital categories, in declining order, are “well capitalized”, “adequately capitalized”,
“undercapitalized”, “significantly undercapitalized” and “critically undercapitalized”. To be considered “well capitalized”, ai
institution must have a core or leverage capital ratio of at least 5%, a Tier I risk-based capital ratio of at least 6%, and

a total risk-based capital ratio of at least 10%. Tier I risk-based capital is, primarily, common stock and retained
earnings, net of goodwill and other intangible assets.
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Quantitative measures established by regulation to ensure capital adequacy require the Company and CWB to
maintain minimum amounts and ratios (set forth in the following table) of total and Tier 1 capital (as defined in the
regulations) to risk-weighted assets (as defined) and of Tier 1 leverage capital (as defined) to adjusted average assets
(as defined).

The Company’s and CWB’s actual capital amounts and ratios as of March 31, 2013 and December 31, 2012 are
presented in the table below:

Total Tier 1
Adjusted Risk-Based Risk-Based Tier 1
Total Tier 1  Risk-Weighted Average Capital Capital Leverage
Capital Capital Assets Assets Ratio Ratio Ratio

(dollars in thousands)
March 31, 2013
CWBC
(Consolidated)  $66,978 $53,988 $ 411,559 $524,572 1627 % 1312 % 1029 %
Capital in excess
of well
capitalized $25,822 $29,295 $27,760
CWB $64,298 $59,045 $ 411,386 $520,901 1563 % 1435 % 1134 %
Capital in excess

of well
capitalized $23,159 $34,362 $33,000

December 31,

2012

CWBC

(Consolidated) $66,076 $52,941 $ 413,378 $544,778 15.98 % 12.81 % 9.72 %

Capital in excess

of well

capitalized $24.738 $28,138 $25,702
CWB $63,089 $57,808 $ 413,199 $540,985 15.27 % 13.99 % 10.69 %
Capital in excess

of well

capitalized $21,769 $33,016 $30,759

Minimum capital
ratios required for

CWRB by the

OCC Agreement 1200 % nl/a 9.00 %
Well capitalized

ratios 10.00 % 6.00 % 5.00 %
Adequately capitalized ratios 8.00 % 4.00 % 4.00 %

The OCC Agreement specified that the Bank shall achieve within 120 days and thereafter maintain the following
minimum capital ratios:

Tier 1 capital at least equal to 9.00% of adjusted total assets, and
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Total risk-based capital at least equal to 12.00% of risk weighted assets

Despite the Bank meeting both the capital requirements to be deemed “well capitalized” and the capital requirements of
the OCC Agreement at March 31, 2013, the Bank is nevertheless deemed to be “adequately capitalized” as a result of
the OCC Agreement’s requirement to achieve and maintain specific capital levels.

A bank, based upon its capital levels, that is classified as “well capitalized,” “adequately capitalized” or “‘undercapitalized”
may be treated as though it were in the next lower capital category if the appropriate federal banking agency, after
notice and opportunity for a hearing, determines that an unsafe or unsound condition, or an unsafe or unsound
practice, warrants such treatment. Therefore, pursuant to the OCC Agreement, the Bank is considered adequately
capitalized. At each successive lower capital category, an insured bank is subject to more restrictions. The federal
banking agencies, however, may not treat an institution as “critically undercapitalized” unless its capital ratios actually
warrant such treatment.
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Supervision and Regulation

Banking is a complex, highly regulated industry. The banking regulatory system is designed to maintain a safe and
sound banking system, to protect depositors and the FDIC insurance fund, and to facilitate the conduct of sound
monetary policy. In addition of these goals, Congress and the states have created several largely autonomous
regulatory agencies and enacted numerous laws that govern banks, bank holding companies and the banking
industry. Consequently, the Company's growth and earnings performance, as well as that of CWB, may be affected
not only by management decisions and general economic conditions, but also by the requirements of applicable state
and federal statutes and regulations and the policies of various governmental regulatory authorities, including the
FRB, FDIC and the OCC. For a detailed discussion of the regulatory scheme governing the Company and CWB,
please see the discussion in the Company's Annual Report on Form 10-K for the fiscal year ended December 31, 2012
under the caption "Management's Discussion and Analysis of Financial Condition and Results of Operation —
Supervision and Regulation."

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK
Not applicable.
ITEM 4. CONTROLS AND PROCEDURES

The Company’s management, with the participation of the Company’s Chief Executive Officer and Chief Financial
Officer, carried out an evaluation of the effectiveness of disclosure controls and procedures pursuant to Exchange Act
Rule 13a-15(e). Based upon that evaluation, the Company’s management, which includes the Company's Chief
Executive Officer and the Chief Financial Officer, has concluded that, as of the end of the period covered by this
report, disclosure controls and procedures are effective in ensuring that information relating to the Company
(including its consolidated subsidiary) required to be disclosed by the Company in reports that it files or submits under
the Exchange Act is recorded, processed, summarized and reported within the time periods specified in Securities and
Exchange Commission rules and forms.

Disclosure controls and procedures, no matter how well designed and implemented, can provide only reasonable

assurance of achieving an entity’s disclosure objectives. The likelihood of achieving such objections is affected by
limitations inherent in disclosure controls and procedures. These include the fact that human judgment in

decision-making can be faulty and that breakdowns in internal control can occur because of human failures such as

simple errors or mistakes or intentional circumvention of the established process.

The Company’s management, with the participation of the Company’s Chief Executive Officer and Chief Financial
Officer, has evaluated whether there was any change in internal control over financial reporting that occurred during
the quarter ended March 31, 2013 and determined that there was no change in internal control over financial reporting
that occurred during the quarter ended March 31, 2013 that has materially affected, or is reasonably likely to
materially affect, the Company’s internal control over financial reporting.
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PART II - OTHER INFORMATION
ITEM 1. LEGAL PROCEEDINGS

The Company is involved in various litigation of a routine nature that is being handled and defended in the ordinary
course of business. In the opinion of management, based in part on consultation with legal counsel, the resolution of
these litigation matters is not likely to have a material adverse impact on the Company’s financial condition or results
of operations.

ITEM 1A. RISK FACTORS

Investing in our common stock involves various risks which are particular to our Company, our industry and our

market area. Several risk factors that may have a material adverse impact on our business, operating results and

financial condition are discussed in Item 1A of Part I of the Company’s Annual Report on Form 10-K for the year
ended December 31, 2012. There has been no material change in the Company’s risk factors as previously disclosed in
the Company’s Form 10-K, with the exception of an update to our risk factor relating to recent regulatory action, as
described below.

Recent Regulatory Action

On January 26, 2012, the Bank, entered into the OCC Agreement. The OCC Agreement requires the Bank to take
certain corrective actions to address certain deficiencies in the operations of the Bank, as identified by the OCC. The
requirements of the OCC Agreement are detailed in “ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS
OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS,” and include, among other items, the following:

Achieving on or before May 25, 2012, and maintaining a Tier 1 Leverage Capital ratio of 9% and Total Risk-Based
Capital ratio of 12%.

Writing a 3-year strategic plan, which incorporates the capital component.

Continuing to improve the Bank’s credit quality and administration thereof, including the monitoring of and proper
accounting for problem assets and the allowance for loan losses.

Continuing to adhere to and implement the Bank’s liquidity risk management program.

Organizing a compliance committee to monitor and coordinate the Bank’s compliance with and adherence to the
provisions of the Agreement.

On April 23, 2012, the Company entered into the FRB Agreement with the Reserve Bank. The FRB Agreement
requires the Company to take certain actions than ensure compliance with the OCC Agreement and that the Company
remains a source of financial strength for the Bank. In addition to other provisions which are detailed herein under
“ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS," the FRB Agreement prohibits the Company from paying any dividends without prior regulatory
approval. As required by the FRB Agreement, the Company requested the Reserve Bank’s approval to pay the
dividends due on May 15, 2012, August 15, 2012, November 15, 2012 and February 15, 2013 on the Company’s Series
A Preferred Stock. These requests were denied by the FRB and, consequently, the Company did not pay those
dividends. As indicated in the FRB Agreement, all future dividends are subject to regulatory approval. As discussed
in “ITEM 3. DEFAULTS UPON SENIOR SECURITIES,” while the deferral of the dividends does not constitute an
event of default under the Series A Preferred Stock, in the event the dividends payable on the Series A Preferred Stock
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have not been paid for the equivalent of six or more quarters, whether or not consecutive, the number of Directors of
the Company will automatically be increased by two and the holders of the Series A Preferred Stock, together with
any then outstanding parity stock, will have the right to elect those Directors.

45

Table of Contents 160



Edgar Filing: FLOWSERVE CORP - Form DEF 14A

Table of Contents

Failure to comply with the provisions of the OCC Agreement and/or the FRB Agreement may subject the Bank to
further regulatory action including but not limited to, being deemed undercapitalized for regulatory
purposes. Additional risks associated with compliance with the Agreements include, but are not limited to:

a reduction in our ability to generate or originate revenue-producing assets as a result of compliance with heightened
capital standards;

an increase in the cost of operations due to greater regulatory oversight, supervision and examination of banks and
bank holding companies, and higher deposit insurance premiums;

a limitation on our ability to expand consumer product and service offerings due to anticipated stricter consumer
protection laws and regulations.

Accordingly, failure to comply with the provisions of the OCC Agreement and/or the FRB Agreement could have a
material adverse effect on the Company.

Forward Looking Statements

This Quarterly Report on Form 10-Q (“Form 10-Q”) contains certain forward-looking statements about the financial
condition, results of operations and business of the Company. These statements may include statements regarding the
projected performance of the Company for the period following the completion of this form 10-Q. You can find many

of these statements by looking for words such as “believes,” “expects,” “anticipates,” “estimates,” “intends,” “will,” “pl
similar words or expressions. These forward-looking statements involve substantial risks and uncertainties.

99 ¢ 9

Because such statements are subject to risks and uncertainties, actual results may differ materially from those
expressed or implied by such statements. You are cautioned not to place undue reliance on such statements, which
speak only as of the date of this Form 10-Q. Forward-looking statements are not guarantees of performance. They
involve risks, uncertainties and assumptions. The future results and shareholder values of the Company following this
Form 10-Q may differ materially from those expressed in these forward-looking statements. Many of the factors that
will determine these results and values are beyond our ability to control or predict. Accordingly, we claim the
protection of the safe harbor for forward-looking statements contained in the Private Securities Litigation Reform Act
of 1995.

All subsequent written and oral forward-looking statements attributable to us or any person acting on our behalf are
expressly qualified in their entirety by the cautionary statements contained or referred to in this section. We do not
undertake any obligation to release publicly any revisions to such forward-looking statements to reflect events or
circumstances after the date of this Form 10-Q or to reflect the occurrence of unanticipated events.

Examples of forward-looking statements include, but are not limited to, estimates with respect to the Company’s
financial condition, results of operations and business that are subject to various factors which could cause actual
results to differ materially from these estimates. These factors include but are not limited to the following:

general economic conditions, either nationally or locally in some or all areas in which business is conducted,
or conditions in the real estate or securities markets or the banking industry which could affect liquidity in
the capital markets, the volume of loan origination, deposit flows, real estate values, the levels of

non-interest income and the amount of loan losses;

changes in existing loan portfolio composition and credit quality, and changes in loan loss requirements;
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legislative or regulatory changes which may adversely affect the Company’s business, including but not limited to the
impact of the Dodd-Frank Wall Street Reform and Consumer Protection Act and the regulations required to be
promulgated thereunder;

the Company’s success in implementing its new business initiatives, including expanding its product line, adding new
branches and ATM centers and successfully building its brand image;

changes in interest rates which may reduce net interest margin and net interest income;
increases in competitive pressure among financial institutions or non-financial institutions;
technological changes which may be more difficult to implement or expensive than anticipated;

changes in deposit flows, loan demand, real estate values, borrowing facilities, capital markets and investment
opportunities which may adversely affect the business;

changes in accounting principles, policies or guidelines which may cause conditions to be perceived differently;

litigation or other matters before regulatory agencies, whether currently existing or commencing in the future, which
may delay the occurrence or non-occurrence of events longer than anticipated;

the ability to originate and purchase loans with attractive terms and acceptable credit quality;
the ability to utilize deferred tax assets;
the ability to attract and retain key members of management; and
the ability to realize cost efficiencies.

All of the forward-looking statements, whether written or oral, are expressly qualified by these cautionary statements
and any other cautionary statements that may accompany such forward-looking statements or that are otherwise
included in or incorporated by reference into this Form 10-Q. The forward-looking statements contained in this Form
10-Q are made as of the date hereof, and the Company assumes no obligation to, and expressly disclaims any
obligation to, update these forward-looking statements to reflect actual results, events or circumstances after the date
of this Form 10-Q, changes in assumptions or changes in other factors affecting such forward-looking statements or to
update the reasons why actual results could differ from those projected in the forward-looking statements, except as
legally required. For a discussion of additional factors that could adversely affect the Company’s future performance,
see “RISK FACTORS in the Company’s Annual Report on Form 10-K for the year ended December 31, 2012.

ITEM 3. DEFAULTS UPON SENIOR SECURITIES

On December 17, 2008, the Company issued 15,600 shares of the Company’s Series A Preferred Stock. The terms of
the Series A Preferred Stock provides for the payment of quarterly cumulative dividends at the rate of 5% per year for
the first five years and then at the rate of 9% thereafter. Under the terms of the FRB Agreement by and between the
Company and the Reserve Bank, the Company may not pay dividends without the prior approval of the Reserve
Bank. The Company has paid all the quarterly dividends on such Series A Preferred Stock through February 15,
2012; therefore, the Company is not in arrears on any such prior dividends. While the Company declared and accrued
for its May 15, 2012, August 15, 2012, November 15, 2012 and February 15, 2013 dividends, the Company’s request
to the FRB, pursuant to the requirements under a written agreement with the FRB, to pay the dividends was denied by
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the FRB and, as such, the Company has not paid the dividends. The aggregate amount of the dividends that would
have been paid on May 15, 2012, August 15, 2012, November 15, 2012 and February 15, 2013 on the Series A
Preferred Stock was $779,000. The deferral of the dividends on the Series A Preferred Stock is permitted under its
terms and does not constitute an event of default. In the event that dividends payable on the Series A Preferred Stock
have not been paid for the equivalent of six or more quarters, whether or not consecutive, the Company's authorized
number of Directors will be automatically increased by two and the holders of the Series A Preferred Stock, voting
together with holders of any then outstanding voting parity stock, will have the right to elect those Directors at the
Company's next annual meeting of shareholders or at a special meeting of shareholders called for that purpose.
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ITEM 6. EXHIBITS

Exhibits.

31.1 Certification of Chief Executive Officer of the Registrant pursuant to Rule 13a-14(a) or Rule 15d-14(a),
promulgated under the Securities Exchange Act of 1934, as amended.

31.2 Certification of Chief Financial Officer of the Registrant pursuant to Rule 13a-14(a) or Rule 15d-14(a),
promulgated under the Securities Exchange Act of 1934, as amended.

32.1*% Certification of Chief Executive Officer and Chief Financial Officer of the Registrant pursuant to Rule

13a-14(b) or Rule 15d-14(b), promulgated under the Securities Exchange Act of 1934, as Amended, and 18
U.S.C. 1350.

101** The following materials from the Company’s Quarterly Report on Form 10-Q for the quarter ended March 31,
2013, formatted in XBRL (Extensible Business Reporting Language): (i) the Consolidated Balance Sheets; (ii)
the Consolidated Income Statements; (iii) the Consolidated Statement of Stockholders’ Equity; (iv) the
Consolidated Statements of Cash Flows; and (v) the Notes to the Consolidated Financial Statements.

*This certification is furnished to, but shall not be deemed filed, with the Commission. This certification shall not be
deemed to be incorporated by reference into any filing under the Securities Act of 1933 or the Securities
Exchange Act of 1934, except to the extent that the Registrant specifically incorporates it by reference.

**Furnished. Pursuant to Rule 406T of Regulation S-T, the Interactive Data Files on Exhibit 101 hereto are deemed
not filed or part of a registration statement or prospectus for purposes of Sections 11 or 12 of the Securities Act of
1933, as amended, are deemed not filed for purposes of Section 18 of the Securities Exchange Act of 1934, as
amended, and otherwise are not subject to liability under those sections.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the Registrant has duly caused this report to be
signed on its behalf by the undersigned thereunto duly authorized.

(Registrant)

Date: May 13, 2013 /s/ Charles G. Baltuskonis
Charles G. Baltuskonis
Executive Vice President and
Chief Financial Officer

On Behalf of Registrant and as

Principal Financial and Accounting
Officer

49

Table of Contents 166



Edgar Filing: FLOWSERVE CORP - Form DEF 14A

Table of Contents
EXHIBIT INDEX

Exhibit
Number Description of Document

31.1 Certification of Chief Executive Officer of the Registrant pursuant to Rule 13a-14(a) or Rule 15d-14(a),
promulgated under the Securities Exchange Act of 1934, as amended.

O8]

1.2 Certification of Chief Financial Officer of the Registrant pursuant to Rule 13a-14(a) or Rule 15d-14(a),
promulgated under the Securities Exchange Act of 1934, as amended.

32.1*% Certification of Chief Executive Officer and Chief Financial Officer of the Registrant pursuant to Rule
13a-14(b) or Rule 15d-14(b), promulgated under the Securities Exchange Act of 1934, as amended, and 18
U.S.C. 1350.

101** The following materials from the Company’s Quarterly Report on Form 10-Q for the quarter ended March 31,
2013, formatted in XBRL (Extensible Business Reporting Language): (i) the Consolidated Balance Sheets;
(i1) the Consolidated Income Statements; (iii) the Consolidated Statement of Stockholders’ Equity; (iv) the
Consolidated Statements of Cash Flows; and (v) the Notes to the Consolidated Financial Statements.

*This certification is furnished to, but shall not be deemed filed, with the Commission. This certification shall not be
deemed to be incorporated by reference into any filing under the Securities Act of 1933 or the Securities

Exchange Act of 1934, except to the extent that the Registrant specifically incorporates it by reference.

*k Furnished, not filed.
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