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About the cover:

The Liwa all-wheel-drive
wildfire-fighting vehicle
represents a demanding
new application for

Twin Disc’s rugged, proven
1175 Series Automatic
Transmission System.

Twin Disc, Incorporated is an international manufacturer and distributor of heavy-duty off-highway power transmission

equipment. Company engineers work hand-in-hand with customers and engine manufacturers to design products with

characteristics unique to their specific applications. P Twin Disc supplies the commercial, pleasure craft and military

segments of the marine market with transmissions, surface and waterjet drives and electronic controls. Its off-highway

transmission products are used in agricultural, all-terrain specialty vehicle and military applications. Twin Disc also

sells industrial products such as power take-offs, mechanical, hydraulic, and modulating clutches and control systems

to the agricultural, environmental and energy and natural resources markets. P The Corporation, which is a multi-

national organization headquartered in Racine, Wisconsin, currently has a diverse shareholder base with approximately

one-third of the outstanding shares held by management, active and retired employees and other long-term investors.

Lanier Racing is turning heads on the Super Boat Association offshore racing circuit
with its 41" super unlimited catamaran hulls powered by twin Eickert 960 hp engines
driving Arneson ASD 8 Surface Drives to speeds of 130 mph.

This new Ziegler 6x6 ARFF (Aircraft Rescue Fire Fighting) vehicle is ready to move into action at
Minster Osnabriick Airport, equipped with a Mercedes 1025 hp engine driving through a Twin Disc
TD-61-2619 Fully Automatic Transmission featuring an 8-MLW-1856 Torque Converter.
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Basic Earnings Per Share ........ .48
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Dividends Per Share .. .......... .19
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Basic Earnings Per Share ........ 41
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Based on average shares outstanding for the period.
In thousands of dollars except per share and stock price range statistics.
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We are pleased that fiscal 1998 was an outstanding year for Twin Disc.
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Net earnings rose 21 percent resulting in a five year compound growth rate of 29 percent. Fiscal 1998

earnings increased to $9.4 million, or $3.30 per share, from $7.7 million, or $2.78 per share, a year earlier.

Net sales surpassed the $200 million mark two years ahead of the goals set forth in our Growth Challenge.

Net sales for the year totaled $202.6 million, an increase of 7 percent from $189.9 million for the prior year.
' Return On Net Assets Employed (RONAE) improved 4.5 percentage points to 16.1 percent and is on track with

our challenge to exceed our cost of capital consistently which, in terms of RONAE, now stands at 18 percent.
' As a result of the Company’s strong operating performance, the Board of Directors on July 31, 1998,

raised the dividend 11% to an annual rate of $.84 per share.

The growth strategies and operational initiatives we have implemented in the last several years have

produced a trend of improved financial results that is expected to continue in the years ahead.

Operations Review

DOMESTIC

Our domestic business was excellent as net sales increased
12 percent to $147.8 million from $131.8 million last year.
We experienced strong demand for pleasure boat trans-
missions and industrial products that more than offset the
midyear completion of a transmission contract.

Pre-tax earnings of our domestic operations advanced
32 percent to $7.9 million from $6.0 million the previous
year. While the increase in earnings is partly the result
of higher sales, the better performance also reflects
improved margins through greater productivity.

OVERSEAS

Net sales of our overseas operations, however, declined
6 percent to $54.8 million from $58.1 million last year.
The downturn was related primarily to softer demand in
Asian commercial marine markets, while European sales
remained steady.

Pre-tax earnings of our overseas operations increased
21 percent to $8.1 million from $6.7 million a year ago.
Although sales in our overseas markets were down,
production volume at our Belgian subsidiary was up
significantly due to robust demand for smaller pleasure

craft marine transmissions in North America.

CASH FLOW AND FINANCIAL CONDITION

Our cash from operating activities totaled $7.0 million,
down from $20.5 million last year, largely because of
the prepayment of a pension obligation. We expect to
continue to generate positive operating cash flow in
fiscal 1999 and beyond.

Capital expenditures were $7.2 million in fiscal 1998, up
from $4.7 million last year. We expect capital expend-
itures to exceed depreciation in the next few years as
manufacturing cell configurations are refined. Also
during the year we invested $1.0 million in a new sub-
sidiary. Finally, dividends totaling $2.2 million were

paid compared with $1.9 million a year ago.

At June 30, 1998, long-term debt totaled $19.9 million equal
to 24 percent of equity and 20 percent of capitalization.
Our financial condition remains strong and ample to

finance future growth opportunities.

Strategic Initiatives

GROWTH

As previously mentioned, we are pleased to report that
our first Growth Challenge—to achieve revenues of
$200 million by fiscal year 2000—was attained two years
ahead of schedule. This accomplishment was reached
primarily by internal product development and
improving market demand.

Looking ahead, we have established a new Growth
Challenge to attain revenues of $300 million by fiscal
year 2003. To achieve the incremental volume, we are
presently working on growth initiatives totaling over
$200 million; of course not all projects will materialize
nor maintain their expected timetables. These initiatives
include internal product development programs as well
as acquisitions. We are actively pursuing acquisitions that
will complement our industrial products, marine and
off-highway transmission businesses. In addition, we are
seeking opportunities that will add a fourth major oper-
ating unit related to our core businesses.

PEOPLE

By far our most important resource is people. To succeed
in today’s fast-paced and highly competitive world
economy, Twin Disc needs well-trained and flexible
employees—from the corporate office to the shop floor—
that can respond effectively to changing customer and
market needs. We believe that we have excellent
employees who will provide the capability to carry
us forward successfully into the next millennium.

Our salaried staff worldwide benchmarks well against
updated job standards and participates in a Performance
and Competency Measurement Program. A variety
of training programs have been developed to update
employees on the latest techniques and technologies
as well as reach required competencies.
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Our domestic hourly employees also participate in annual
performance reviews as a part of their pay-for-skills com-
pensation program. This incentive for cross-training has

directly improved productivity.

QUALITY

Our commitment to quality is more than just ensuring that
we are manufacturing a world-class product. Twin Disc
and its employees are striving to achieve complete cus-
tomer satisfaction.

Twin Disc is recognized around the world for our durable
designs and quality manufacturing. Our engineers utilize
the latest techniques and technologies as well as rigorous
laboratory and field testing before our products are intro-
duced to the marketplace. Our manufacturing facilities
have been certified 1SO 9001 and our cellular manu-
facturing process ensures consistent quality. In addition,
most of our marketing subsidiaries have qualified for
1SO 9002 status.

Yet to achieve total customer satisfaction, we must still pro-
vide predictable and timely delivery. Our challenge has
been to achieve 95 percent on-time delivery by fiscal year
1998. While this challenge was not attained on schedule,
significant improvement was made during the year. We

expect to make further strides in the year ahead.

PERFORMANCE

Our primary focus is to enhance shareholder value. To
accomplish this objective, we seek to increase market
share and provide consistently improved earnings as well
as returns in excess of our cost of capital. Specifically,
we seek to grow earnings per share by a minimum of 10
percent annually over a three-year period and to generate
a minimum return on net assets employed (RONAE)
equivalent to our cost of capital of 18 percent.

Over the past three years, basic earnings per share increased
at a 28 percent compound rate. Attention is being focused
on growing volume as well as increasing operating effi-
ciency and productivity.

RONAE increased to 16.1 percent from 11.6 percent during
the last year. While not yet at our target rate, the
improving trend is the result of better margins and better
working capital management. We remain optimistic about
our prospects to achieve consistent returns in excess of

our cost of capital.
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DIRECTOR RETIREMENT AND NOMINATION

Pursuant to the terms of our corporate policy, Stuart W.
Tisdale will retire from the Board at the 1998 Annual
Meeting. First elected as a director in 1980, Stu has been
a solid and consistent contributor to the Company’s
growth and welfare over the past 18 years. His business
acumen and constructive advice will be missed by his
fellow directors and management.

To fill the vacancy created by the retirement, the Board
has nominated Mr. John A. Mellowes, Chairman and
Chief Executive Officer of Charter Manufacturing, to a
three-year term. Charter Manufacturing is an integrated
producer of steel and fastener products for the automotive
industry. John brings to Twin Disc a successful career of
growing manufacturing operations in a highly competitive

environment.

OUTLOOK

Near-term our backlog of orders to be shipped within the
next six months totaled $54 million at June 30, 1998,
down 29 percent from June 1997. The decline from a year
ago reflects the completion of a transmission contract as
well as a recent softening in demand in the Pacific Rim.
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With the absence of the transmission contract
and slower orders, the first six months of the
new fiscal year will return to more historical
levels. However, we anticipate sales to pick up
in the second half as the result of more new
business.

Longer-term, the outlook for Twin Disc is opti-
mistic. As indicated previously, we are working
on projects totaling over $200 million that
should add $100 million in incremental volume
over the next five years. The combination of
internal product development and acquisitions
should keep the Company on a growth curve
that will outpace our markets.

We are very pleased with our financial results for
fiscal 1998, and while we expect slower
demand for the first six months of fiscal 1999,
we anticipate higher sales and earnings in the
longer term as a result of product demand and
our strategies to achieve our Growth
Challenges. In closing, we would like to thank
our shareholders, customers, suppliers and
employees for their support—without whom our
continued growth would not be possible.

Michael E. Batten
Chairman, Chief Executive Officer

President, Chief Operating Officer
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*Excludes the impact of the adoption of FASB Statements 106 and 109.



In a sophisticated automatic power transmission system
helping to propel a 1000 horsepower fire truck weighing 30
tons up to 50 miles per hour in 30 seconds, one thing leads
to another. Thousands of parts interact in precise sequences,
electronically actuated, to transmit power under optimum
traction to the wheels.

As a company, Twin Disc is an intricately designed, sturdily
built machine performing a sequence of events that ulti-
mately makes possibilities of performance into realities
of productivity. With our proven design, engineering and
manufacturing components, we focus our energies on spe-
cific markets and customers requiring unique transmission
solutions. Many of the challenges today involve program-
mable transmission systems that electronically adapt to
changing terrain or work environments, such as experi-

enced by off-road transporters.

Our extensive knowledge of

power transmission expands
with each application. Though
the physics remain basically
the same, the implementation
of those physics requires
specialized engineering skills
combined with proven trans-
mission technology. We have
the building blocks to deliver
successful new products faster
than ever before. The remark-
able 3600 off-road transporter
transmission system was
designed in just seven months.
And a combined Twin Disc/
NICO team delivered the initial
six models of the MG-6000
series marine transmission in

less than sixteen months.

Through our ability to design,

engineer, manufacture and

sell and support to varied
installations across the world,
Twin Disc is recognized globally
as a resource for proprietary
transmission knowledge.

This expanding engineering
expertise combined with our
evolving product line is our

leverage to future growth.

The only question is, what will

we think of next?



personnel. We instituted a pay-for-skills compensation plan our operations. These measures

to encourage shop floor personnel to increase their flexibility have taken positive effect. Lead

through cross-training to develop and learn new skills. And times have been reduced. Quality

our Operations Planning System has streamlined all inter- has been improved. Costs have

departmental activities. The success of these commitments been contained. While these remain

. . . . . i hall h
is amply evident in our Racine manufacturing plant, where ongoing challenges, the Company

. is in better condition than ever to
we’'ve doubled sales per employee in the last four years.
deliver its goods.

About two years ago the company completed 1SO 9001 certi-
We’ve proven to ourselves and our

Our products are complex and require sophisti- o ) ) o
) o ) fication for its U.S. and European manufacturing facilities.
cated manufacturing capabilities and a skilled, customers that we have evolved

. . Then we deployed our global business system to advance
motivated workforce. The last five years, el g y to a world-class manufac-

Twin Disc has engaged in a number of rigorous consistent training and performance standards throughout turing entity. The success
programs to improve its manufacturing abilities. of this past year reflects it.
The world market expects world-class manu- The challenges of tomorrow
facturing quality and delivery. 1 | will demand it.

We’ve made significant investments in new manu- '
facturing equipment, updating plants in the
United States and Europe, and training and

expanding the flexibility of our manufacturing

il man
. Wi gl




Twin Disc has the engineering expertise to anti-
cipate the power transmission challenges a
vehicle or machine will face, and the resources
to develop a specific product or system solution
to meet those challenges.

Using disciplines such as computerized systems
modeling, torsional vibration analysis and finite
element analysis, we can design a system for
optimum efficiency.

We then can show proof of concept in our fully
automated test facility, where we run acceler-
ated endurance tests around the clock, speeding
development and customer response time.

Many of our transmission systems, both vehicular
and marine, incorporate electronic controls.
Many more will, as control of power differen-
tiates transmission systems more than the gear
boxes. Twin Disc designs, develops and supplies
electronic components for its products.

When a product reaches the manufacturing
stage, Twin Disc’s cell-based manufacturing
facilities and skilled personnel can adapt
quickly to production level requirements.

Evidence of the effectiveness of Twin Disc’s

unigue combination of core competencies

is the 3600 Series electronically controlled,
modulated hydraulic clutch systems for

vehicles, and the new MG-6000 marine

; B R AT
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Sea Ray continues its tradition of-offering its customers imaginative, LL L.jl
elegant layouts and top-of-the-line performance with its new 560 Sedan
Bridge, powered by twin Caterpillar engines through Twin Disc Marine
Transmissions and Twin Disc EC-200 Electronic Controls.

braimware 1o maehmes, we have wnat it taes. -

transmissions incorporating special
valve systems for the new generation
of electronic engines. Only total
design through manufacturing could
so quickly and efficiently advance
such products.

Beyond the physical development of

a product, the sales and aftermarket

support are critical, because of the

essential nature of our products to a

vehicle or machine’s performance.

Twin Disc’s regional sales offices and

vast worldwide distribution network

put Twin Disc products

and support services on-

site virtually anywhere in | L

the world they’re needed.




The Ft. Morgan Ferry makes the 4-mile trip across the mouth of
Mobile Bay between Dolphin Island and Ft. Morgan, Alabama, sixteen
times a day. It uses two Detroit Diesel 12V71 360 hp engines and
two Twin Disc MG-514 Marine Transmissions, one set each mounted
fore and aft, to push and pull the boat simultaneously.

Radar Blue, a 62" Salthouse charter game-
fish yacht built in Auckland, New Zealand,
is a marvel of luxury and technology. It’s
powered by twin 660 hp Caterpillar engines
driving through Twin Disc MG-5114A
Marine Transmissions via Twin Disc EC-200
with three-station electronic controls.

These catamarans built by Stingray Marine in Durbanville, South Africa,

achieve 40-plus knots via dual 435 hp Caterpillar engines driving Arneson
ASD 10 Surface Drives through Twin Disc MG-5085A Marine Transmissions
to help the Israeli Navy patrol and protect coastal waters.

Produet Actmiy

Marine Propulsion Products

MARINE TRANSMISSIONS

Twin Disc Marine Transmission sales were

up in both Europe and the United States,
with the aggressive market for large and
mid-size pleasure boats. Good momentum
was established with initial shipments
early in the year of the 6000 Series
world-class transmission for high per-
formance pleasure craft and high speed
military and commercial applications.
These transmissions can be assembled

at multiple Twin Disc manufacturing
facilities around the world thus providing

Sub Sea Systems Nautilus 100, powered by two

Caterpillar V-8 engines working through Twin Disc
' MG-5062V Marine Transmissions, gives visitors to

Grand Cayman an upfront and personal look at
—_ the Caribbean underwater world.

13

To fully demonstrate the speed,
maneuverability and safety of a
waterjet, the Twin Disc Propulsion
Group equipped this nimble

28" hull with a Twin Disc TDJ110
Waterjet driven by a Yanmar

350 hp engine driving through an
MG-507-1 Marine Transmission controlled
by an EC-200WJ Electronic Control.

Azimut combines substance and flair in its
new 58’ cruiser equipped with Twin Disc

MG-5114V Marine Transmissions. . . . -
consistent quality and product availability.

Our Belgian subsidiary, Twin Disc International
S.A., also saw significantly increased orders for
lower horsepower pleasure boat transmissions
in Europe as well as shipments to the U.S.
Pacific Rim boat building was down from last

year because of the declining Asian economy.

Midstream Fuel Service’s 60" tug Annie Jeanne, with
Caterpillar 3412s driving through Twin Disc MG-5202
Marine Transmissions, pushes petroleum barges along the
Intercoastal from the Mississippi River to St. Marks, Florida.

Tasmanian Bluefin Pty Ltd has brought high-concept,
impressive speed and amazing fuel efficiency to long
line fishing with its original design 85’ Ocean Dawn,
powered by Detroit Diesel engines driving
' through Twin Disc MG-514M
Marine Transmissions.
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The 176" container ship Coastal Sea, equipped with a Caterpillar
3512 generating 1500 horsepower through a Twin Disc MG-5600
Marine Transmission, picks up and delivers a variety of cargo
from Seattle to the Aleutian Islands.

Pershing Boats offer their
customers unparalleled
performance with Arneson
Surface Drives and Twin Disc
Marine Electronic Controls.

ELECTRONIC CONTROLS

Twin Disc electronic controls continue to show
acceptance in pleasure craft and commercial
applications. The EC-200’s newly designed
streamlined control head and waterproof housing
introduced at the Miami International Boat Show
in February have garnered a lot of attention
throughout the boating industry.

The first installation of the new handheld remote
controlled unit was completed on a Seattle area
luxury yacht. This remarkable extension of the
EC-200 allows a boat operator to literally walk
around his boat or even on the dock while maneu-
vering it into its berth. This is especially handy

when docking a large boat in a tight spot.
The superior technology, aesthetics, weather resistance

Commercial marine transmissions experi- and installation ease of Twin Disc electronic

Twin Disc’s new EC-200 Electronic Controls

enced moderately improved sales over featuring an additional remote hand-held station controls should prove attractive to all types of
. o give Price’s Waterhouse 71" cruiser precise control
last year with transmission orders for whether underway or pulling into the dock. boat builders, from large luxury boats to sport

inland waterway tugs, pushboats and tow- fishermen to houseboats to runabouts.
boats remaining fairly constant, especially

in repowering applications. There was

Tarrab Yachts, built in Buenos Aires, Argentina, brings luxury and
performance to the American market with its 90" cockpit motor yacht,
powered by twin Caterpillar 3412 engines each generating 1350 horse-
power through Twin Disc MG-6557A Down-Angle Marine Transmissions.

modest building activity in fishing boats

as well as a mix of small orders for lift
boats, small crew boats, passenger boats,
and patrol boats. Gulf Coast offshore
supply vessel construction business has
diminished because of low oil import
costs. Fishing and workboat activity in

the northwest remained stable.
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Equipped with two Twin Disc Marine Control Drives powered by
Deutz engines, firefighting tug Costante Neri protects shipping
activity in Livorno harbor.

ARNESON SURFACE DRIVES

Arneson Drives are being well received by boat builders in
Italy and the United Kingdom as well as in the U.S. Our
Belgian subsidiary showed very strong sales of Arneson
drives. These surface piercing propeller systems offer
superior speed and handling as well as improved fuel
economy. Their racing heritage was exemplified in major
offshore races in the U.S. during the year. This cutting-
edge performance reinforces “consumer” sales and
applications in high speed patrol and interdiction boats

around the world. MARINE CONTROL DRIVES (MCDs)

Twin Disc International showed strong sales of these unique variable

WATERJETS speed drives to tugboat builders in Europe. MCDs provide the
Twin Disc believes the performance and safety benefits of EIIJET.III::IHE HERL ; - boat operator with the capability to split and control engine power
waterjets will lead them to inevitably become a major LIvbRe0 between propulsion and other critical activities—bow thrusters, fire

propulsion consideration in both pleasure craft and pumps, winches. This makes the boat more responsive and pro-

commercial vessels. This year Twin Disc underscored ductive while using a single engine, thus saving construction costs.
its commitment to waterjet potential. The company
equipped a demonstration boat to show boat builders

and customers how efficient, practical and safe water

jets are over conventional prop systems.

Honker Cut Marine out of San Diego is showing
some decisive wins on the American Power Boat
Association circuit with its specially prepared
38" offshore boat equipped with twin 920 hp,
510 cubic inch Oldsmobile engines driving

ASD 8 Arneson Surface Drives.

The Ulu, a 32" all-aluminum Bristol Bay Gillnetter made by Stambaugh has the
advantage of speed, maneuverability, precise control and no propeller to snag
nets, thanks to a Twin Disc TDJ130 Waterjet powered by a Luger 425 diesel and
controlled by a two-station Twin Disc EC-200 Marine Electronic Control System.
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Aircraft Rescue Fire Fighting (ARFF) vehicles

represent high-ticket opportunities for the
Company. While individual orders may range
from five to fifty units, the total dollar volume
for these valuable suspension systems can be

Thomas-Sides, French very Slgmflcant'

b 2 e Ll d 1
manufacturer of airport d ' l_.-__-_ C NEW':-I(()@”Z\?\/dD
fire trucks shipped all ’ ersatile tractor

over Europe, continues brings productivity

its use of Twin Disc NEW DEVELOPMENTS down to earth using
Automatic Transmission . . ) i a C'ummlns .310 hp
Systems with this In July, Twin Disc hosted a major demonstration engine working through

_ _ Twin Disc TD-122-1402
new vehicle equipped A . . . Wi X a - S
with a TD-61-1090. of a new wildfire fighting vehicle. The demon- 3 : Power-Shift Transmission.

The Tatra RV20 Recovery Vehicle
depends on the proven TD-61-1175
Fully Automatic Transmission System
to provide the power and traction

to extract disabled military vehicles
and mobile weapons from rugged
terrain and battlefield conditions.

stration, held at the Nevada Automotive Test
Center, invited brush and forest fire fighters FARM TRACTORS

from across the country to see this 8x8 33-ton Twin Disc enjoyed a successful year in farm tractor transmission

vehicle in action. This new off-road fire truck sales in the U.S. Power-shift transmissions shipped for large

has raised the standard for a rugged, agile, fast 4-wheel-drive tractors were up over last year, which showed

and capable firefighting vehicle.

respectable improvement from the previous year. The growth

Off-Highway Vehicle Transmissions

reflects pent-up demand and large capital investments in bigger,

more productive tractors for larger farms here and in Europe.

Twin Disc Power-Shift Transmissions are easily integrated into
Twin Disc power-shift and fully automatic transmission systems continue to attract major . . .
these tractor geometries and provide extraordinary power, dura-
specialty vehicle OEMs in the U.S. and Europe. As in most marketing arenas, there are a - - L .
bility and control—all resulting in more productivity. While the
handful of major manufacturers here and abroad. In the all-wheel drive specialty vehicle

This Holmer Maschinenbau backlog of orders currently is subsiding, Twin Disc continues to

market, Twin Disc is either already working with the leading players or in the process of 4x4 agricultural tractor put . . .
s S y g g Py P Mercedes 400 horsepower power cultivate its strong reputation in the global large tractor market.
establishing relationships. to work through a Twin Disc

. .. . . . TD-124-1402 Automatic
This year the Company made significant penetration into new North American customers Transmission System.

-

with confirmed projects in development. In addition, a loyal customer base of fire truck
manufacturers in Europe continued to order Twin Disc transmission systems.

Such customers have found that Twin Disc automatic transmission systems not only offer
superior performance in terms of propulsion and pump and roll capability, they are
uniquely integrated into the driveline architectures of these vehicles.

The exotic suspension systems of these critical vehicles must accommodate difficult on- and
off-road situations while protecting the driver and equipment. The transmission system
becomes a major consideration in terms of placement and fit relative to the suspension
system. Twin Disc is recognized as having the engineering expertise and product line to

meet difficult design criteria.

Emergency One’s Titan HPE™ 8x8 with its
1000 hp Detroit Diesel engine and Twin Disc
TD-61-2619 Automatic Transmission System - . . |
can carry up to 4,227 gallons of water and - - i : " . i ﬂ
405 gallons of foam concentrate and still go - F
from 0 to 50 mph in under 30 seconds.

= '-'" ~ Tatra HET (Heavy Equipment ransport)
E ‘e;gylpped with TD-101-3600 Automatic

5 ws@imn stem -

-I'Ir -,




Tatra Liwa wildfire-fighting vehicle with its
536 horsepower driving and pumping through
a Twin Disc Fully Automatic Tre}_nsmfssion System

THE TRANSMISSION
MAKES THE DIFFERENCE. ; ] ' v : takes impressive fi’refighting capabilities to fires
N : other vehicles can’t even reach.

The Liwa firefighting vehicle is built on a : . : _' | o, Pl Ve e, T ey S R s i i‘-"‘.-’_ R

T o e e e T
. . et i by, F-1-!.“‘-'1'"- el :l_—""'-'ﬂ'-'.—“— e - "1#
earned an incomparable reputation for : ke - A ke s TR 2 T Y ey | T

Twin Disc transmission system that’s

durability, driver efficiency and equip-
ment effectiveness in all-terrain military , The transmission can precisely control power so the truck.can track

. ) ) . cautiously through a ‘heulder.field while providing full pumping power.
vehicles. This all-wheel drive, fully automatic
transmission with engine-mounted modulated clutch
torque converter, PTO and electronic control makes

possible unparalleled off-road performance. Tried

and proven on military vehicles for more than three
years, the Twin Disc 1175 Transmission System is But the catalyst is the Twin Disc automatic transmis-

[T 1N RS LA AR

standard issue on certain heavy equipment trans- sion system. It manages the power of this vehicle
ports destined for rugged desert operations. for propulsion and firefighting duties, permitting
This firefighting vehicle has the power to carry large a single-operator to control both.
fire extinguishing payloads through, around and Such performance characteristics of the transmission
over obstacles that would stop most vehicles, let are only relevant if the transmission system can
alone fire trucks. It can do this, in part, because of fit into the unique suspension architecture of
its four drive axles providing eight-wheel traction, a the truck. The transmission system has to be
unique suspension system that affords the vehicle a both streamlined and strong. It must adhere to
strong, rigid drive train and high ground clearance, the ground clearance criteria, nestle compactly
and independently sprung axles that can negotiate in the chassis, yet transfer power smoothly
torturous terrain. and reliably under demanding conditions. To

system is literally built into the suspension It can do this because it doesn’t require a drop box and

accomplish all this, the Twin Disc transmission

system. In fact, it's a load-bearing component the versatile configuration allows it to fit within chassis

of the system. space limitations.

Fully loaded with nearly 3,000 gallons
of water, the 30-plus ton vehicle can climb
a 40% grade in soft dirt.

So, Twin Disc has produced a transmission system that

has spawned a new breed of heavy-duty off-road
vehicle. One that can take heavy payloads where no
other vehicles have previously gone, then with a single
engine put that payload to work pumping, drilling,
spraying—whatever requires propulsion and auxiliary
power. Without the Twin Disc transmission, such a

vehicle would not be possible.

Because the automatic transmission
transmission along with the integral PTO provides precise power to the wheels
allows high pressure spraying on the move for optimum traction the vehicle can
to douse crown fires in treetops. step axle-by-axle over a two meter

wide, one meter deep trench without
grounding out or getting hung up.

The power splitting capability of the




NLB Corporation’s Ultra-Clean 36® ultra
high pressure pumping unit uses a Twin Disc
SP211HP3 PTO to apply 36,000 psi
of water pressure to cleaning operations.

Stationary Equipment

POWER TAKE-OFFS

Power Take-Off sales increased thanks to a variety of applications such as irrigation
pumps, recycling machines, high pressure sprayers and oil field mud pumps and
workover rigs. To meet equipment manufacturers’ continually changing demands
for size, power and machine configurations, Twin Disc continues to develop new
products to expand its already extensive line of clutches and PTOs.

The Indian Queens Power Station in

County Cornwall in southwest England helps
the national grid meet peak electric power
demands by generating 140,000 kW using
a General Electric Gas Turbine with a frame
9E starting system featuring a Twin Disc
4-LUGP-2620 Torque Converter.

Pool Energy Services facilitates drilling California

oil wells with this portable high pressure mud pump
driven by a General Engine power package consisting
of a Detroit Diesel 700 hp 1292 DDEC engine work-
ing through a Twin Disc TD-51-2000 Transmission
with Type-8 18" Torque Converter.

This R.E. Clancy Verticle Shaft
Impactor uses a rugged Twin Disc
Inline SP318IL PTO to crush lime-

stone in a northern Michigan quarry.

GAS TURBINE STARTING DRIVES

Our torque converters are designed, assem-
bled and packaged in starting drives and
shipped to gas turbine electric generator
customers all over the world. Twin Disc
torque converters play an integral role
in the startup of the generator by over-
coming the immense torque required to
spin the massive turbine up to firing
speed. This reduces wear on the equip-
ment and allows faster and more reliable

turbine ignition.

MANAGEMENT’S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS

RESULTS OF OPERATIONS

NET SALES, NEw ORDERS AND BACKLOG

Revenues increased in both fiscal 1997 and 1998; fis-
cal 1998 represented the sixth consecutive year

of higher sales. Greater demand for our traditional
products, which was relatively stable during fiscal
1997, provided most of the improvement in the
recently completed year. Order rates softened in
selected markets as the year progressed, and this
trend, combined with the completion of a major
truck transmission contract, led to a 29 percent
decline in backlog by year-end.

Net sales for fiscal 1998 were $203 million, an
increase of 7 percent over the $190 million reported
in fiscal 1997, and 14 percent above the $177 million
for fiscal 1996. Most of the fiscal 1997 improvement
resulted from a new business opportunity with the
initial shipments of automatic transmissions for a
major vehicle contract. Though some softness in
demand for the lower horsepower marine transmis-
sions occurred at the middle of fiscal 1997, ship-
ments to our principal markets for the twelve
months generally were good and provided a solid
base of sales comparable with the previous year.
The transmission contract was completed in January,
but growth in other product markets provided the
bridge to another year of sales improvement in fiscal
1998. The markets providing most of the growth
were the pleasure craft marine market, supplied pri-
marily from our Belgian operation, and a variety of
applications for power take-offs and clutches such as
irrigation, recycling, and oil field.

The changes in shipping levels of our distribution

companies, marketing and service subsidiaries
around the world, varied by region; in most cases fis-
cal 1998 differed from 1997. Domestic distribution
sales, which were off in fiscal 1997, recovered in fis-
cal 1998 as a result of greater demand for marine
transmissions, general industrial products, and ser-
vice work. European distribution shipments
increased between 15 and 20 percent each year,
with Arneson surface drives representing the major
component of the improvement. Elsewhere in the
world, primarily the Pacific Basin, the fiscal 1997
sales increase, spurred by boat building activity,
was reversed in fiscal 1998 because of the declining
Asian economy and the strong U.S. dollar.

The U.S. dollar, after a year of relative stability
in 1996, strengthened in 1997 and 1998. The curren-
cies of the countries in which Twin Disc operates on
average were off approximately
6 percent in fiscal 1997 and an additional 10 percent
in fiscal 1998. Overall, the impact of currency trans-
lation on revenues was a relatively minor reduction
of 2 percent and 3 percent in fiscal
1997 and fiscal 1998, respectively. Price increases,
implemented selectively in each year, raised rev-
enues by approximately the rate of inflation.

At the beginning of fiscal 1997, the backlog of
orders scheduled for shipment during the next six
months was $66 million, 10 percent of which was
attributable to the automatic truck transmission con-
tract that extended through the first half of fiscal
1998. Order rates improved early in fiscal 1997
and, although modest softening was experienced in
selected markets by mid-year, the backlog at June 30,

1997, was up 16 percent from the prior year.



MARGINS, COSTS AND EXPENSES

Manufacturing operations have been cellularized and
improvements in process time, machine capability,
and utilization continue to be provided by evolutionary
refinements to the cells. In 1996, we also initiated
a pay-for-skills program in our domestic plant that
motivated manufacturing associates to learn new
machine operating skills and increase production
flexibility and efficiency. Delivery times were reduced,
particularly during the latter half of fiscal 1998, as
the Company has more fully utilized the scheduling
capabilities of recently installed computer systems.
The steady improvement in gross margin that
began in fiscal 1991 was maintained in fiscal 1997
with a minimal increase. Solid year-to-year increases
in domestic gross margins through each of the quarters
were countered by lower profitability at the Belgian
operation in the second half of the year. That decline
in Europe was caused by a temporary drop in orders,
leading to short workweeks and reduced productivity.
In fiscal 1998, improved productivity at our
domestic plant, coupled with greater volume in the
first half of the year, provided for higher domestic
margins. Production volume at our Belgian subsidiary
rose during the second quarter with the increased
demand for marine transmissions, favorably impacting
productivity and margins. Additionally, with sales
denominated in the strong U.S. dollar, the Belgian
margin showed a significant increase for the year.
Marketing, engineering, and administrative (MEA)
expense in terms of dollars increased by almost
9 percent for fiscal 1997 but rose only slightly as a
percentage of sales. The increase occurred at the
Company’s domestic operations and consisted mainly
of salary expense for an added number of marketing
and engineering personnel, a one-time expense
associated with an accelerated product development
program, and a salaried associate bonus payment not
made in the previous year.
A propulsion products marketing group also was
established in 1997 to focus on development of
markets for a full line of marine propulsion products

transmissions, Arneson drives, water jets, and
electronic controls.

In fiscal 1998, MEA rose 9 percent, again
slightly outpacing the sales increase. The principal
components of the increase were the write-off of a loss
on the bankruptcy restructuring of a customer in
South Africa, marketing and domestic engineering
personnel additions, and the expenses associated with
a mid-year acquisition.

INTEREST, TAXES AND NET EARNINGS

Virtually all of the short-term debt required to finance
working capital needs in fiscal 1996 was repaid by the
end of fiscal 1997, and interest expense declined by
about 8 percent in that year. Short-term borrowings
remained very low in fiscal 1998 and, as a result,
interest expense declined about 15 percent from the
prior year.

The effective income tax rates have remained
relatively consistent throughout the three-year period
with minor variations between years caused by a
fluctuation in the proportion of foreign earnings which
are generally taxed at a higher rate. Also, in fiscal
1998, an additional accrual of taxes for prior years
added to the effective rate.

LIQUIDITY AND CAPITAL RESOURCES

The net cash provided by operating activities in fiscal
1997 was a record $20.5 million. Higher earnings and
depreciation were supplemented by reductions in
accounts receivable and inventory as receivable days
outstanding (DSO) and inventory turnover ended
fiscal 1997 at their best levels since 1990. After
lowering the rate on most of the Company’s debt
through a private placement in 1996, the Company
focused on improving cash flow in fiscal 1997 and
reduced short-term borrowing, primarily domestic, by
$7 million. In fiscal 1998, the positive cash flows from
earnings, depreciation, and a further reduction in
accounts receivable DSO were partially offset by
inventory increases necessary to satisfy the level of

demand at our Belgian subsidiary and by the
prepayment of the current year domestic pension
contribution. The result was a $7 million operating
cash flow after the $8 million reduction for prepaid
pension expense.

For several years prior to fiscal 1998, fixed asset
purchases were less than depreciation as manufac-
turing cells were established and existing machinery
was rearranged. Expenditures for capital equipment
exceeded depreciation by about $2 million in fiscal
1998 as experience helped identify the equipment
needed to further improve cell performance. We
expect capital spending will continue to exceed
depreciation as individual cell structures are refined.

Working capital and the current ratio declined
in fiscal 1998 after increasing during both of the
preceding two years. In fiscal 1997 working capital
increased $5.7 million, reflecting higher balances of
cash and short-term investments and reduced short-
term borrowings. The decline in working capital of
$4.3 million at the end of fiscal 1998 was nearly
equivalent to the reduction in accounts receivable,
as the inventory increase was offset by a decline in
cash. The current ratio of 3.2 at June 30, 1998, was
down slightly from the 3.3 reported at the previous
year-end.

The Company believes the capital resources
available in the form of existing cash, lines of credit
(described in Footnote F to the consolidated financial
statements) and funds provided by operations will be
adequate to meet anticipated capital expenditures and
other foreseeable business requirements in the future.

OTHER MATTERS
YEAR 2000 READINESS

The Company has assessed the potential impact of
the Year 2000 date change on its business systems and
operations. With the change to a new information
system for domestic operations in late 1995 and a
similar update currently being implemented at its
Belgian manufacturing subsidiary, the Company’s
systems will be prepared to handle the century date

change. Testing of these systems will occur in fiscal
year 1999. Network systems and other affected
equipment throughout the Company and its
subsidiaries either are already capable of handling the
date change or will be as updates are completed
during the next six months. In addition, suppliers and
service providers are being contacted to ensure they
are actively involved in a program to address the

Year 2000 issue and provide uninterrupted service to
Twin Disc. The remaining costs of complying with the
Year 2000 requirements are not expected to be
significant. The Company believes, based on currently
available information, that it will be able to manage its
Year 2000 transition without material adverse effect on
the Company’s future consolidated results of
operations, liquidity and capital resources.

ENVIRONMENTAL MATTERS

The Company is involved in various stages of
investigation relative to hazardous waste sites on the
United States EPA National Priorities List. It is not
possible at this time to determine the ultimate outcome
of those matters; but, as discussed further in Footnote N
to the consolidated financial statements, they are not
expected to affect materially the Company’s
operations, financial position or cash flows.

RECENT FINANCIAL REPORTING PRONOUNCEMENTS

The Financial Accounting Standards Board recently
issued Statement of Financial Accounting Standards
(FAS) 130, “Comprehensive Income,” FAS 131,
“Disclosures about Segments of an Enterprise

and Related Information,” FAS 132, “Employers’
Disclosure about Pensions and Other Postretirement
Benefits,” and FAS 133, “Accounting for Derivative
Instruments and Hedging Activities,” which are
addressed in Footnote A to the consolidated
financial statements.



TWIN DISC, INCORPORATED AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS

JUNE 30, 1998 AND 1997

ASSETS
Current assets:

Cash and cash equivalents..........c.cc.coeeevennnn.
Trade accounts receivable, net....................
INVENTOTIES ...eevviiiie ettt

Total current assets.........ceeveeeieevieieeieennns
Property, plant and equipment, net.................
Investments in affiliates ..........ccccccoeeeiiieieenenn.
Deferred inCOmMe taxes..........cccccceveeeeieevecreennene.
Intangible pension asset ..........c.ccooceeeiieiiieine.
(@ 1 Lo 1] £ S

LIABILITIES AND SHAREHOLDERS’ EQUITY
Current liabilities:

Notes payable.......cccooiiiiiiiiiiieieee
Accounts payable..........cccoovveiiiiiiiiiiis
Accrued liabilities..........ccccoovoiiiiiiiiicen,

Total current liabilities.............cccceevviveennn.
Long-term debt........cccoviiiineiiiiniieisese e
Accrued retirement benefitS..........cccceevevveeenennne.

Shareholders’ equity:

Common shares authorized: 15,000,000;
issued: 3,643,630; no par value ...............
Retained €arnings .........cccoceveveveeiesesenienanns

Foreign currency translation adjustment

Minimum pension liability adjustment........

Less treasury stock, at COSt.........c..cccoervernnnen.

Total shareholders’ equity .........ccccccceeeee.

(Dollars in thousands) 1998

.......................................... 15,967

$160,954

.......................................... $ 276
.......................................... 9,917
.......................................... 19,360

.......................................... 29,553
.......................................... 19,949
.......................................... 29,457

78,959

.......................................... 11,653
.......................................... 84,738
.......................................... 3,418
.......................................... (661)

99,148

.......................................... 17,153
.......................................... 81,995

$160,954

The notes to consolidated financial statements are an integral part of these statements.

1997

$ 8,983
32,428
47,844

3,491

5,216

97,962
34,249
10,880
4,559
4,779
6,326

$158,755

$ 169
12,834

16,618

29,621
19,944

35,393

84,958

11,653
77,424
6,060

(3,708)

91,429

17,632

73,797

$158,755

TWIN DISC, INCORPORATED AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS

FOR THE YEARS END

Net sales.......

ED JUNE 30, 1998, 1997 AND 1996

(In thousands, except per share data)

Cost 0f gOOdS SOIA ......cveviieiiiiiiieeece s

Gross

PrOFit oo

Marketing, engineering and
administrative eXPENSES .......covevveerveriereeresieriereaaasanns

Earnings from operations........ccccoeevevevannn.

Other income (expense):
INtErest INCOME .....ccoviiiieiiisictcee e
INTEreSt EXPENSE ......coveiiiieiiiecieie e

Equity in e
Other, net

arnings of affiliates.........cccoceevvveiiicenns

Earnings before income taxes............ccccevvevennn.

Income taxes

NEet  arnNINGS ......ccvvieerieeeee e

Earnings per
Basic earni

share data:
NQS PEI SNATE ...oovvviiiiiieieiese e

Diluted earnings per share ...........ccocevviviieieiininnnens

Shares outstanding data:

Average sh

ares outstanding ........ccocevevveviieierieninenns

Dilutive Stock OPLIONS.......ccccoviiiiiriiiiieieieiee e

Diluted shares outstanding ..........ccccooevveieiiererianinens

1998

$202,643

152,515

50,128

34,092

16,036

550

(1,505)
651
313

9

16,045

6,682

$ 9,363

$ 330
3.24

2,834
52

2,886

1997

$189,942

$

$

The notes to consolidated financial statements are an integral part of these statements.

146,123

43,819

31,219

12,600

1,335

(1,781)

307
219

80

12,680

4,951

7,729

2.78
2.75

2,781
27

2,808

1996

$176,657

135,780

40,877

28,706

12,171

121

(1,942)
45
512

(1,264)

10,907
4,348

$ 6,559

$ 236
2.34

2,777
28

2,805



TWIN DISC, INCORPORATED AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

FOR THE YEARS ENDED JUNE 30, 1998, 1997 AND 1996

(In thousands)
Cash flows from operating activities:
NEt AIMINGS .oveverieriieiieieiee e
Adjustments to reconcile to net cash
provided (used) by operating activities:
Depreciation and amortization ............c.cccceevevenne.
Gain on sale of plant assets........ccccococevvieerininnen.
Equity in earnings of affiliates...........cc.c.cccvvennn.
Provision for deferred income taxes ...................
Dividends received from affiliate..............c.c.......
Changes in operating assets and liabilities:
Trade accounts receivable, net........................
INVENTOTIES ..o
Other aSSEtS......ceviueuiriiieiiieie et
Accounts payable ..........ccccoeviiiiiiiiiiiies
Accrued liabilities..........coevvviiereriiiieieriaianens
Deferred retirement plan..........ccoceevveieiinnnn.

Net cash provided (used) by operating activities ...

Cash flows from investing activities:
Proceeds from sale of plant assets...........ccccocervivenne.
Acquisitions of plant assets..........ccoceevvveveriereiiienen.
Investment in subsidiary...........ccccoceveievieienciiinins
Payment for license agreement ...........c.ccccovveervnenne.

Net cash used by investing activities.......................

Cash flows from financing activities:
Increases (decreases) in notes payable, net.............
Proceeds from long-term debt..........c.cccocovvieennne.
Principal payments on long-term debt....................
Acquisition of treasury Stock ..........cccoeeiviniiinine.
Proceeds from exercise of stock options.................
Dividends Paid .......cccooeiiriiiiiiinese e

Net cash provided (used) by financing activities ...
Effect of exchange rate changes on cash ...................

Net change in cash and cash equivalents....................
Cash and cash equivalents:
Beginning Of Year..........cccoccovieiniciieiiecneeees

ENd Of YA ..ot

Supplemental cash flow information:
Cash paid during the year for:
INTEIEST...c.iiiiic e
INCOME TAXES ...

The notes to consolidated financial statements are an integral part of these statements.

1998

$ 9,363

5,607
(402)
(651)

2,873

495

3,361
(5,673)
(7,842)
(2,695)
2,777
(244)

6,969

8,983
$ 5,087

$ 1,505
4,698

1997

$ 7,729

5,489
(127)
(307)

1,481

300

1,267

2,882
(954)

3,463
(391)
(345)

20,487

501
(4,734)

(4,233)

(7,182)

188
(1,947)

(8,937)
(377)
6,940

2,043
$ 8,983

$ 1,822
3,318

1996

$ 6,559

5,076
19,914
(14,000)

35
(1,943)
9,082

(123)
(1,698)

3,741
$ 2,043

$ 1,802
4,946

TWIN DISC, INCORPORATED AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CHANGES IN SHAREHOLDERS’ EQUITY

FOR THE YEARS ENDED JUNE 30, 1998, 1997 AND 1996

(In thousands) 1998

Common stock

Balance, JUNE 30 ......cooiieiiee et eeee e $ 11,653
Retained earnings

Balance, July 1 ..o 77,424

NEt ArMINGS ..vevevieieieiieceiee e 9,363

Cash diVIdends.........ccoovivviiiiiiiiiieiecesese e (2,160)

Stock options exercised..........c.ccovvierreiiisenenciens 111

Balance, JUNE 30 .....ooooeeeeeee et 84,738
Foreign currency translation adjustment

Balance, July 1 ..o 6,060

Current adjustment........cccoeoeerenneienneeeeeeee e (2,642)

Balance, JUNE 30 .....ooooeeeeieeeeeee et 3,418

Minimum pension liability adjustment, net
Balance, July 1 ..o (3,708)
Current adjustment, net of related income
taxes ($1,948 in 1998, $1,975 in 1997

and $215 iN 1996) .......ccooveeiieiieei e 3,047
Balance, JuNe 30 ......c.cocovieiriieieiceeeeeee e (661)
Treasury stock, at cost
Balance, JUly 1 ... (17,632)
Shares acquired.............ccooeoiriiiiciiincee e (1,314)
Stock options EXErCISEd........cocvvvrververieiriesieieisieaiens 1,793
Balance, JUNE 30 ......coviiiiiiieciie e (17,153)
Shareholders’ equity balance, June 30 ............cccc.o.e.. $ 81,995

The notes to consolidated financial statements are an integral part of these statements.

1997

$ 11,653

71,658
7,729
(1,947)

(16)

77,424

10,326
(4,266)

6,060

(620)

(3,088)
(3,708)

1996

$ 11,653

67,054
6,559
(1,943)

(12)

71,658

14,081
(3,755)

10,326

(284)

(336)
(620)

(17,882)

46
(17,836)
$ 75,181




TWIN DISC, INCORPORATED AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

A. SIGNIFICANT ACCOUNTING POLICIES

The following is a summary of the significant accounting policies followed in the preparation of these
financial statements:

CONSOLIDATION PRINCIPLES—The consolidated financial statements include the accounts of
Twin Disc, Incorporated and its subsidiaries, all of which are wholly owned. Certain foreign subsidiaries
are included based on fiscal years ending May 31, to facilitate prompt reporting of consolidated accounts.
All significant intercompany transactions have been eliminated.

TRANSLATION OF FOREIGN CURRENCIES—Substantially all foreign currency balance sheet
accounts are translated into United States dollars at the rates of exchange prevailing at year-end. Revenues
and expenses are translated at average rates of exchange in effect during the year. Foreign currency
translation adjustments are recorded as a component of shareholders’ equity. Gains and losses from foreign
currency transactions are included in earnings.

CASH EQUIVALENTS—The Company considers all highly liquid marketable securities purchased
with a maturity date of three months or less to be cash equivalents.

RECEIVABLES—Trade accounts receivable are stated net of an allowance for doubtful accounts of
$647,000 and $538,000 at June 30, 1998 and 1997, respectively.

FAIR VALUE OF FINANCIAL INSTRUMENTS—The carrying amount reported in the
consolidated balance sheets for cash and cash equivalents, accounts receivable, accounts payable and short-
term debt approximates fair value because of the immediate short-term maturity of these financial
instruments. The carrying amount reported for long-term debt approximates fair value because the
underlying instrument bears interest at a current market rate.

DERIVATIVE FINANCIAL INSTRUMENTS—Derivative financial instruments (primarily forward
foreign exchange contracts) may be utilized by the Company to hedge foreign exchange rate risk. The
Company has established policies and procedures for risk assessment and the approval, reporting and
monitoring of derivative financial instrument activities. The Company does not enter into financial
instruments for trading or speculative purposes. For financial reporting purposes, forward foreign exchange
contracts used to hedge the currency fluctuations on transactions denominated in foreign currencies are
marked-to-market and the resulting gains and losses, together with the offsetting losses and gains on
hedged transactions, are recorded in the “Other income (expense)” caption in the statement of operations.
At June 30, 1998 and 1997, the Company had outstanding forward foreign exchange contracts to purchase
$5,000,000 and $3,000,000, respectively, of Belgian francs with a weighted average maturity of 56 days and
34 days, respectively.

INVENTORIES—Inventories are valued at the lower of cost or market. Cost has been determined by
the last-in, first-out (LIFO) method for parent company inventories, and by the first-in, first-out (FIFO)
method for other inventories.

PROPERTY, PLANT AND EQUIPMENT AND DEPRECIATION-—ASssets are stated at cost.
Expenditures for maintenance, repairs and minor renewals are charged against earnings as incurred.
Expenditures for major renewals and betterments are capitalized and amortized by depreciation charges.
Depreciation is provided on the straight-line method over the estimated useful lives of the assets for
financial reporting and on accelerated methods for income tax purposes. The lives assigned to buildings
and related improvements range from 10 to 40 years, and the lives assigned to machinery and equipment
range from 5 to 15 years. Upon disposal of property, plant and equipment, the cost of the asset and the
related accumulated depreciation are removed from the accounts and the resulting gain or loss is reflected
in earnings. Fully depreciated assets are not removed from the accounts until physical disposition.

INVESTMENTS IN AFFILIATES—The Company’s 25% investments in affiliates are stated at cost,
adjusted for equity in undistributed earnings since acquisition.

REVENUE RECOGNITION—Revenues are recognized when products are shipped.

INCOME TAXES—The Company recognizes deferred tax liabilities and assets for the expected future
income tax consequences of events that have been recognized in the Company’s financial statements.
Under this method, deferred tax liabilities and assets are determined based on the temporary differences
between the financial statement carrying amounts and the tax bases of assets and liabilities using enacted
tax rates in effect in the years in which the temporary differences are expected to reverse.

The Company does not provide for taxes which would be payable if undistributed earnings of its
foreign subsidiaries or its foreign affiliate were remitted because the Company either considers these
earnings to be invested for an indefinite period or anticipates that if such earnings were distributed, the
U.S.income taxes payable would be substantially offset by foreign tax credits.

MANAGEMENT ESTIMATES—The preparation of financial statements in conformity with generally
accepted accounting principles requires management to make estimates and assumptions that affect the
reported amounts of assets and liabilities and disclosure of contingent liabilities at the dates of the financial
statements and the reported amounts of revenues and expenses during the reporting periods. Actual
amounts could differ from those estimates.

RECENTLY ISSUED ACCOUNTING STANDARDS—During the second quarter of 1998, the
Company adopted Statement of Financial Accounting Standards (FAS) 128 “Earnings Per Share,” which
establishes new standards for reporting earnings per share. The earnings per share computations for prior
periods have been restated to conform with the provisions of FAS 128.

During 1997, the Financial Accounting Standards Board (FASB) issued FAS 130 “Comprehensive
Income” and FAS 131 “Disclosures about Segments of an Enterprise and Related Information,” and during
1998 the FASB issued FAS 132 “Employers’ Disclosure about Pensions and Other Postretirement Benefits”
and FAS 133 “Accounting for Derivative Instruments and Hedging Activities.” FAS 130, 131, and 132 are
effective for the Company’s 1999 fiscal year and FAS 133 is effective for the Company’s 2000 fiscal year.

A brief description of each standard and the potential effect on the Company’s financial statements follows:

FAS 130 establishes standards for reporting and display of comprehensive income and its components
in the financial statements. FAS 130 requires financial statement disclosures for prior periods to be restated.
The Company is in the process of determining its preferred disclosure format.

FAS 131 establishes new standards for the way that public companies report information about
operating segments in annual financial statements. FAS 131 also establishes standards for related disclosures
about products and services, geographic areas, and major customers and requires financial statement
disclosure for prior periods to be restated. The Company’s reporting under FAS 131 will disclose required
information about two operating segments, Manufacturing and Distribution.

FAS 132 establishes standards for disclosing information about pensions and other postretirement
benefits in the financial statements and requires disclosure for prior periods to be restated. The Company
is evaluating the extent to which its disclosures may be affected by FAS 132.

FAS 133 establishes standards for accounting for derivatives and hedging activities. The Company
is evaluating the extent to which its accounting for derivative and hedging activities may be affected by
FAS 133.



B. INVENTORIES Combined condensed financial data of the above-listed affiliates are summarized as follows:

The major classes of inventories at June 30 were as follows: (In thousands) 1998 1997
CUITEINE @SSEES ...t veetteete et et et eeeeee et e eeeeee et e eee et et eeeeeee et eeeeaenesteateeneereeaneens $ 78,214 $ 87,375

(In thousands) 1998 1997 (@ 1 T 1] £ OSSR SS S 40,171 43,582

FInISh('E‘d PAIES ..ottt ettt ettt ettt a ettt s $ 43,848 $ 38,713 $118.385 $130,957
Work-ln-process ............................................................................................ 5,524 5,997 ] —_—
RAW MALEIIAIS ...ttt e ettt e st e e et e e steeesereeesseeereneesanes 3,908 3,134 CUITENt IADIITIES.....viiiiiieicce ettt s e e $ 83,066 $ 85,479
$ 53.280 $ 47,844 Other I|ab|I|t|es...._. ........................................................................................ 412 8,479

-_— e Sharenolders’ BQUILY .......ooeiiiieieiesee e 34,907 36,999

. . . : . $118,385 $130,957
Inventories stated on a LIFO basis represent approximately 33% and 42% of total inventories at _ _

June 30, 1998 and 1997, respectively. The approximate current cost of the LIFO inventories exceeded
the LIFO cost by $18,252,000 and $17,526,000 at June 30, 1998 and 1997, respectively.

1998 1997 1996
NET SAIES ... $152,558 $166,171 $183,487
C. PROPERTY, PLANT AND EQUIPMENT LT TO N S i1 ST 20,897 19,011 23,436
) NEt  AMMINGS ..e.vevvevieiiiieieice e 2,606 1,228 181
Property, plant and equipment at June 30 were as follows:
(In thousands) 1908 1997 E. ACCRUED LIABILITIES
7 T SRS $ 1,295 $ 1,335 d liabiliti foll ;
BUIIGINGS v erreereeerseersesesesesesessserseese s seses s seseeene s 19,065 18,708 ez ELLES Eltline Sl 12T ES Lel ol
Machinery and eqUIPMENT..........ccooiiiieiiieeiee s 92,309 87,832
—_— —_— (In thousands) 1998 1997
112,669 107,875 SAlAMIES ANT WAGES ... eseeeseeseseee e $ 6,871 $ 5,983
Less accumulated depreciation.............c..rvvnnrriseni, 76,941 73,626 REtIreMENt DENEFILS .............cvvveoeeeeeeeecee e 2,930 2,150
$ 35,728 $ 34,249 OBNET L. 9,559 8,485
$ 19,360 $ 16,618
D. INVESTMENTS IN AFFILIATES
F. DEBT
The Company’s investments in affiliates consists of 25% interests in Niigata Converter Company, Ltd.,
Japan (a manufacturer of power transmission equipment), and Palmer Johnson Distributors, LLC Short-term notes payable consists of amounts borrowed under unsecured line of credit agreements.
(a domestic distributor of Twin Disc products). _ _ _ _ _ Unused lines of credit total $18,370,000 at June 30, 1998. These lines of credit are available predominately
Undistributed earnings of the affiliates included in consolidated retained earnings approximated at the LIBOR interest rate and may be withdrawn at the option of the banks. The weighted average interest
$3,283,000 and $3,127,000 at June 30, 1998 and 1997, respectively. rate of short-term lines outstanding at June 30, 1998 and 1997, was 6.8% and 7.3%, respectively.

Included in long-term debt is $20 million of 7.37% ten-year unsecured notes, net of $69,000
unamortized debt issuance costs at June 30, 1998. These notes contain certain covenants, including the
maintenance of a current ratio of not less than 1.5. Principal payments of $2,857,000 are due in the years
2000 through 2005, with the remaining balance due on June 1, 2006. Also included in long-term debt is
$18,000 of debt related to a foreign subsidiary.



G. LEASE COMMITMENTS

Approximate future minimum rental commitments under noncancellable operating leases are as follows
(in thousands):

Fiscal Year
1999 ...ttt e et eteeae et e eteereene e $ 2414
2000, ettt ettt e eaa et et e eaaeaa et e eaeaae et e araereeneeans 1,736
200ttt et e et e ae et e te e et e ereeaeeteareennenean 1,260
2002ttt et e re e et e eteeneeteareeanentens 925
200 1 TR 596
Bl LT =T 1= TSRO P PR 241

$ 7172

Total rent expense for operating leases approximated $2,571,000, $2,254,000 and $2,109,000 in 1998,
1997 and 1996, respectively.

H. SHAREHOLDERS’ EQUITY

At June 30, 1998 and 1997, treasury stock consisted of 810,646 and 856,456 shares of common stock,
respectively. The Company issued 86,850 and 9,900 shares of treasury stock in 1998 and 1997, respectively,
to fulfill its obligations under the stock option plans. The difference between the cost of treasury shares
issued and the option price is credited to retained earnings. The Company acquired 41,040 shares of
treasury stock in 1998.

Cash dividends per share were $.76 in 1998 and $.70 in 1997 and 1996.

In 1998, the Company’s Board of Directors established a Shareholder Rights Plan and distributed to
shareholders, one preferred stock purchase right for each outstanding share of common stock. Under

certain circumstances, a right may be exercised to purchase one one-hundredth of a share of Series A Junior

Preferred Stock at an exercise price of $160, subject to certain anti-dilution adjustments. The rights become
exercisable ten (10) days after a public announcement that a party or group has either acquired at least
15% (or at least 25% in the case of existing holders who currently own 15% or more of the common stock),
or commenced a tender offer for at least 25%, of the Company’s common stock. Generally, after the rights
become exercisable, if the Company is a party to certain merger or business combination transactions, or
transfers 50% or more of its assets or earnings power, or certain other events occur, each right will entitle
its holders, other than the acquiring person, to buy a number of shares of common stock of the Company,
or of the other party to the transaction, having a value of twice the exercise price of the right. The rights
expire June 30, 2008, and may be redeemed by the Company for $.05 per right at any time until ten (10)
days following the stock acquisition date. The Company is authorized to issue 200,000 shares of preferred
stock, none of which have been issued. The Company has designated 50,000 shares of the preferred stock
for the purpose of the Shareholder Rights Plan.

I. BUSINESS SEGMENTS AND FOREIGN OPERATIONS

The Company and its subsidiaries are engaged in one line of business, the manufacture and sale of
power transmission equipment. Transfers among geographic areas are made at established intercompany
selling prices. Principal products include industrial clutches, hydraulic torque converters, fluid couplings,
power-shift transmissions, marine transmissions, universal joints, power take-offs, and reduction gears.
The Company sells to both domestic and foreign customers in a variety of market areas, principally
construction, industrial, government, marine, energy and natural resources and agricultural.

Two customers each accounted for approximately 11%, 11% and 10% of consolidated net sales in 1998,
1997 and 1996, respectively.

Information about the Company’s operations in different geographic areas is summarized as follows:

1998 1997 1996
Sales to unaffiliated customers:
UnNited STateS .......covevviiieiieieie e $147,819 $131,844 $120,137
Foreign:
BUFOPE ... 35,418 34,332 34,206
OLNEI ..o 19,406 23,766 22,314
TOLAD .o $202,643 $189,942 $176,657
Transfers between geographic areas:
UNIted STALES ....cvovevieiicieieecie e $ 28,994 $ 28,716 $ 30,230
Foreign:
T ] o= P 21,778 16,398 23,130
(@ 1 T S 378 415 322
TOLAL 1. $ 51,150 $ 45,529 $ 53,682
Net sales:
UNIted StALES ....c.oveviiiiiiieicieei e $ 176,813 $160,560 $150,367
Foreign:
BUFOPE ... 57,196 50,730 57,336
OLNEI . 19,784 24,181 22,636
ElmMINations ........ccccoiiieiiieiiieice e (51,150) (45,529) (53,682)
TOTAD .o $202,643 $189,942 $176,657
Earnings before income taxes:
UNIEA STALES ...t $ 7,944 $ 6,009 $ 2,821
Foreign:
BUFOPE ..o 7,000 4,378 6,126
(O 1 =1 PSS 1,101 2,293 1,960
TOLAL 1.t $ 16,045 $ 12,680 $ 10,907
Identifiable assets at June 30:
UNIted SEALES ....cvoveviiiiiiieieie e $117,024 $115,973 $117,552
Foreign:
BUFOPE ... 37,125 33,329 36,356
(@ 1 T ST 11,438 12,947 12,794
ElmMINations ........ccoocoiiiiiiieieieicesesee e (4,633) (3,494) (4,003)

TOtAl ..o $160,954 $158,755 $162,699



Net earnings of the foreign subsidiaries were $4,428,000, $3,840,000 and $4,758,000 in 1998, 1997 and
1996, respectively. The net assets of the foreign subsidiaries were $31,515,000 and $31,517,000 at June 30,
1998 and 1997, respectively. Undistributed earnings of foreign subsidiaries, on which no provisions for
United States income taxes have been made, aggregated approximately $21,335,000 (including $54,000
translation component) at June 30, 1998. Included in earnings are foreign currency transaction gains (losses)
of $(343,000), $334,000 and $409,000 in 1998, 1997 and 1996, respectively.

J. STOCK OPTION PLANS

The Company has a non-qualified stock option plan for officers, key employees and directors to purchase
up to 125,000 shares of common stock, and an incentive stock option plan for officers and key employees
to purchase up to 225,000 shares of common stock. The plans are administered by the Executive Selection
and Compensation Committee of the Board of Directors which has the authority to determine which
officers and key employees will be granted options. The grant of options to non-employee directors is fixed
and based on such directors’ seniority. Except as described in the following sentence, all options allow for
exercise prices not less than the grant date fair market value, immediate vesting and expire ten years after
the date of grant. For options under the incentive stock option plan, if the optionee owns more than 10%
of the total combined voting power of all classes of the Company’s stock, the price will be not less than
110% of the grant date fair market value and the options expire five years after the grant date.

Shares available for future options as of June 30 were as follows:

1998 1997
Non-qualified stock option Plan ..o 10,850 23,950
Incentive Stock OPLION PIAN.......c.coiiiiiiiiiiei e 30,550 53,400

Stock option transactions under the plans during 1998 and 1997 were as follows:

Weighted Weighted Weighted
Average Average Average
1998 Price 1997 Price 1996 Price
Non-qualified stock option plan:
Options outstanding
at beginning of year 94,150 $21.71 95,350 $21.69 81,450 $21.21
Granted 13,100 28.75 15,100 21.88 13,900 24,50
Cancelled — — (10,400) 23.32 — —
Exercised ($14.00—$29.63
per share) (26,750) 22.81 (5,900) 19.03 — —
Options outstanding
at June 30 80,500 $22.50 94,150 $21.71 95,350 $21.69
Options price range
($14.00-$20.00)
Number of shares 34,300
Weighted average price $19.06
Weighted average remaining life 5.91 years

Options price range
($20.01-$29.63)
Number of shares
Weighted average price

Weighted average remaining life

Incentive stock option plan:
Options outstanding
at beginning of year
Granted
Cancelled
Exercised ($14.00—$19.50
per share)

Options outstanding
at June 30

Options price range
($14.00-%$20.00)
Number of shares
Weighted average price

Weighted average remaining life

Options price range
($20.01-$29.63)
Number of shares
Weighted average price

46,200

$25.05

6.33 years
Weighted Weighted Weighted
Average Average Average
1998 Price 1997 Price 1996 Price
161,550 $21.60 151,450 $21.52 132,050 $20.78
29,900 29.18 24,250 22.05 25,050 24.89
(7,050) 20.15 (10,150) 22.57 (3,400) 23.60
(60,100) 21.53 (4,000) 18.81 (2,250) 15.29
124,300 $23.57 161,550 $21.60 151,450 $21.52

36,600

$18.71

5.63 years

87,700

$25.59

6.18 years

Weighted average remaining life

The Company accounts for its stock option plans under the guidelines of Accounting Principles Board
Opinion No. 25. Accordingly, no compensation cost has been recognized in the statement of operations.
Had the Company recognized compensation expense based on the fair value at the grant date for awards
under the plans, consistent with the method prescribed by FAS 123, the net earnings and earnings per share
would have been as follows (in thousands, except per share amounts):

Net earnings

YN =] 0 [0 4 C=Te [ USSR
Pro forma......cccoveiiiieic e

Basic earnings per share

F AN ] oo (=T RSP
Pro forma.. ...

Diluted earnings per share

AS TEPOIET. ...
Pro forma.........cocoviiiiiiiiccc e

1998

$9,363
9,125

$ 3.30
3.22

$ 324
3.16

1997

$7,729
7,554

$ 2.78
2.72

$ 2.75
2.69

1996

$6,559
6,365

$ 2.36
2.29

$ 234
2.27



The above pro forma net earnings and earnings per share were computed using the fair value of options

at the date of grant (for options granted after June 1995) as calculated by the Black-Scholes option-pricing
method and the following assumptions: 20% volatility, 3% annual dividend yield, interest rates based on
expected terms and grant dates, a 5-year term and an exercise price equal to the fair market value on the
date of grant except for incentive options granted to greater than 10% shareholders which are calculated
using a 3-year term and an exercise price equal to 110% of the fair market value on the date of grant. For
those options granted during 1998, 1997 and 1996 with exercise prices equal to the grant date fair market
value, the exercise prices and weighted average fair values of the options were $28.75 and $5.81 in 1998,
$21.88 and $4.61 in 1997 and $24.50 and $5.23 in 1996, respectively. For those options granted with
exercise prices greater than the grant date fair market value, the exercise prices and weighted average fair
values of the options were $31.63 and $3.26 in 1998, $24.06 and $2.69 in 1997 and $26.95 and $3.04 in
1996, respectively.

K. ENGINEERING AND DEVELOPMENT COSTS

Engineering and development costs include research and development expenses for new products,
development and major improvements to existing products, and other charges for ongoing efforts to refine
existing products. Research and development costs charged to operations totaled $3,104,000, $3,050,000
and $2,457,000 in 1998, 1997 and 1996, respectively. Total engineering and development costs were
$8,833,000, $8,288,000 and $6,998,000 in 1998, 1997 and 1996, respectively.

L. RETIREMENT PLANS

The Company has noncontributory, qualified defined benefit pension plans covering substantially all
domestic employees and plans covering certain foreign employees. Domestic plan benefits are based on
years of service, and for salaried employees on average compensation for benefits earned prior to January 1,
1997, and on a cash balance plan for benefits earned after January 1, 1997. The Company’s funding policy
for the plans covering domestic employees is to contribute an actuarially determined amount which falls
between the minimum and maximum amount that can be contributed for federal income tax purposes.
Domestic plan assets consist principally of listed equity and fixed income securities.

In addition, the Company has unfunded, non-qualified retirement plans for certain management
employees and directors. Benefits are based on final average compensation and vest at retirement from
the Company.

Net pension expense for the Company’s domestic defined benefit plans consists of the following
components:

(In thousands) 1998 1997 1996
Service cost-benefits earned during the year .............. $ 1,248 $ 1,636 $ 1,529
Interest cost on projected benefit obligation .............. 7,056 7,056 6,823
Actual return on plan assets........ccocovvvviviieierieeienenas (20,405) (5,198) (9,956)
Net amortization and deferral ...........ocovevevveevieeiiineenns 14,548 (188) 5,304
NEt PENSION COSL......cocvrvvveieiiieeeececeeeeeeies e eseeeesaesenas $ 2,447 $ 3,306 $ 3,700

The following table sets forth the Company’s domestic defined benefit plans’ funded status and the
amounts recognized in the Company’s balance sheets as of June 30:

(In thousands) 1998 1998 1997
Plan Assets Obligations Obligations
Exceed Exceed Plan Exceed Plan
Obligations Assets Assets
Actuarial present value of benefit obligations:
\ested benefit obligation.............cccooeveiiiiccccenn, $49,932 $ 37,940 $ 76,030
Non-vested benefit obligation ...........ccccocevvviiiiiiinns 3,048 7,592 12,451
Accumulated benefit obligation ...........c.ccccoeviiiiiine 52,980 45,532 88,481
Effect of projected future compensation levels....... — 2,963 552
Projected benefit obligation...........c.ccocevvviiieiiiiinnn, 52,980 48,495 89,033
Plan assets at fair Value ..........ccocooveeveniieiienenieiiiiens (55,845) (42,477) (76,097)
Plan assets (less than) in excess of projected
benefit obligations ..o (2,865) 6,018 12,936
Unrecognized Net 10SS ......coovierieiiiieneieesesieieeaienes (3,094) (955) (7,012)
Unrecognized prior SErviCe COSt........cccevveviierierueriaennns 1,007 (4,846) (3,427)
Unrecognized transitional net asset (liability)............. 73 (476) (535)
Adjustment required to recognize additional
minimum lability ..o - 5,165 10,858
(Prepaid) accrued retirement cost at June 30.............. $ (4,879) $ 4,906 $ 12,820

Assumptions used in accounting for the retirement plans are as follows:

1998 1997
DISCOUNT FALE ...ttt 7.25% 8.00%
Rate of increase in compensation levels..........c..ccocovviineieiie e, 4.50% 4.50%
Expected long-term rate of return on plan assets.........ccocevvvveveierieivinnns 9.00% 9.00%
Total accrued (prepaid) retirement costs at June 30 are summarized as follows:
(In thousands) 1998 1997
Current:
Domestic defined benefit Plans ..o $ 179 $ (493)
Foreign benefit Plans ..o gils 446
494 47)
Long-term:
Domestic defined benefit plans:
Prepaid COSES. ....iuiiiiiiiiiiiiieist ittt (8,030) —
ACCIUBH COSES ...ttt 7,878 13,313
(152) 13,313

$ 342 $13,266



Effective as of January 1, 1997, the Twin Disc, Incorporated Retirement Plan for Salaried Employees
was amended to freeze the benefit formula in effect prior to January 1, 1997, and to change the formula for
benefit accruals to a cash balance pension plan. The effect of this change was to decrease the unrecognized
prior service cost by $4.2 million.

Retirement plan expense for the Company’s foreign plans was $661,000, $667,000 and $837,000 in
1998, 1997 and 1996, respectively.

The Company sponsors defined contribution plans covering substantially all domestic employees.
These plans provide for employer contributions based primarily on employee participation. The total
expense under the plans was $1,227,000, $1,023,000 and $903,000 in 1998, 1997 and 1996, respectively.

In addition to providing pension benefits, the Company provides health care and life insurance benefits
for certain domestic retirees. All employees retiring after December 31, 1992, and electing to continue
coverage through the Company’s group plan, are required to pay 100% of the premium cost.

The Company recognized $2,379,000, $2,293,000 and $2,680,000 in non-pension postretirement benefit
expense in 1998, 1997 and 1996, respectively, which consists primarily of interest cost.

The following table sets forth the status of the postretirement benefit programs (other than pensions)
and amounts recognized in the Company’s consolidated balance sheet at June 30:

(In thousands) 1998 1997
Accumulated postretirement benefit obligation:

RETITEES. ...ttt ettt e et e et e et eeat e s teebeeetessaeseressnteereeanreeas $27,813 $25,998
Fully eligible active plan participants ............ccccoooeereivnnieincieineeenns 423 440
Other active PartiCiPantS..........cccoovveiiriiinei e 383 504
28,619 26,942

Unamortized net amount resulting from changes in
plan experience and actuarial assUMPLioNS .........cccocerereieiieierierinennes (4,397) (2,665)
Accrued postretirement benefit obligation............cccccoovviiiiiiiiiciin $24,222 $24,277

The current portion of the accumulated postretirement benefit obligation of $2,643,000 and $2,197,000
is included in accrued liabilities at June 30, 1998 and 1997, respectively.

The assumed weighted average discount rate used in determining the actuarial present value of the
accumulated postretirement benefit obligation was 7.25% and 8.00% at June 30, 1998 and 1997, respectively.
The assumed weighted average health care cost trend rate was 7% in fiscal year 1998 and will decrease to
6% in fiscal year 1999 and remain constant thereafter. A 1% increase in the assumed health care trend
would increase the accumulated postretirement benefit obligation by approximately $1.9 million and the
interest cost by approximately $133,000.

M. INCOME TAXES

United States and foreign earnings before income taxes were as follows:

(In thousands) 1998 1997 1996
UNiIted STALES ....c.cvviveveieieeciceciceeee e $ 7,944 $ 6,009 $ 2,821
FOT@IGN ..t e 8,101 6,671 8,086

$16,045 $12,680 $10,907

The provision (credit) for income taxes is comprised of the following:

(In thousands) 1998 1997 1996

Currently payable:
FEAEral .......cocueiieiiiieicee e $ 154 $ 913 $ 829
SHALE. et 114 100 78
FOIEIGN .o 3,541 2,457 1,925
3,809 3,470 2,832

Deferred:

Federal ..o 2,582 1,559 388
SEALE. .. 183 (51) (54)
FOIIGN .ot 108 (27) 1,182
2,873 1,481 1,516
$ 6,682 $ 4,951 $ 4,348

The components of the net deferred tax asset as of June 30, were as follows:

(In thousands) 1998 1997
Deferred tax assets:

Retirement plans and employee benefits .........cccovvvvvreericiciineiriiinns $ 8,074 $ 11,605
(@ 1 1= 3,039 3,078
Alternative minimum tax credit carryforwards............cocvveveneiininins 143 1,143
Foreign tax credit carryfOrwards..........ccocooviieieinenesese e 250 —
11,506 15,826

Deferred tax liabilities:
Property, plant and eqUIPMENT..........ccoviiiiiiiiiiiiieeeee e 5,488 5,634
(@11 0 T=Y ST 2,790 2,142
8,278 7,776
Total Net deferred taX ASSELS........cceviieeeeeiee e eiee et eee e eeeeeeeeeeareaeeas $ 3,228 $ 8,050

Following is a reconciliation of the applicable U.S. federal income tax rate to the effective tax rates
reflected in the statements of operations:

1998 1997 1996

U.S. federal income tax rate..........ccocevviereieneinisinnnns 34.0% 34.0% 34.0%
Increases (reductions) in tax rate resulting from:

Foreign tax iteMS ......cooeveiiiieieiie e 12 2 4.2

Accrual for prior Years..........ccocvevvieienerisesennnns 4.4 3.7 —

Other, NEt........ccooi i 2.0 11 17

41.6% 39.0% 39.9%




N. CONTINGENCIES

The Company is involved in various stages of investigation relative to hazardous waste sites, two of
which are on the United States EPA National Priorities List (Superfund sites). The Company’s assigned
responsibility at each of the Superfund sites is less than 2%. The Company has also been requested to
provide administrative information related to two other potential Superfund sites but has not yet been
identified as a potentially responsible party. Additionally, the Company is subject to certain product
liability matters.

At June 30, 1998, the Company has accrued approximately $1,350,000, which represents management’s
best estimate available for possible losses related to these contingencies. This amount has been provided
over the past several years. Based on the information available, the Company does not expect that any
unrecorded liability related to these matters would materially affect the consolidated financial position,
results of operations or cash flows.

REPORT OF INDEPENDENT ACCOUNTANTS

To the Shareholders
Twin Disc, Incorporated
Racine, Wisconsin

In our opinion, the accompanying consolidated balance sheets and the related consolidated statements
of operations, changes in shareholders’ equity and cash flows present fairly, in all material respects, the
financial position of Twin Disc, Incorporated and Subsidiaries at June 30, 1998 and 1997, and the results
of their operations and their cash flows for each of the three years in the period ended June 30, 1998, in
conformity with generally accepted accounting principles. These financial statements are the responsibility
of the Company’s management; our responsibility is to express an opinion on these financial statements
based on our audits. We conducted our audits of these statements in accordance with generally accepted
auditing standards which require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. An audit includes examining,
on a test basis, evidence supporting the amounts and disclosures in the financial statements, assessing the
accounting principles used and significant estimates made by management, and evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for the opinion
expressed above.

PricewaterhouseCoopers LLP
Milwaukee, Wisconsin
July 24, 1998



TWIN DISC, INCORPORATED AND SUBSIDIARIES

TEN YEAR FINANCIAL SUMMARY

(In thousands of dollars, except where noted) 1998 1997 1996 1995 1994 1993 1992 1991 1990 1989

STATEMENT OF OPERATIONS
INEE SAIES ...ttt ettt ettt ene s $202,643 $189,942 $176,657 $164,232 $141,193 $139,403 $136,255 $152,990 $163,021 $187,347
Costs and expenses, including marketing, engineering

and adMINISTrATIVE ........eiieiiieeeee e 186,607 177,342 164,486 154,347 136,244 135,284 134,242 155,395 159,178 172,014
Earnings (10SS) from OPErations...........ccouiiiieiiiie e 16,036 12,600 12,171 9,885 4,949 4119 2,013 (2,405) 3,843 15,333
Other INCOME (EXPENSE) ...vvveverieririeiiesieiariaiesiesiare st b sease b sbeseesessessesseseens 9 80 (1,264) (1,301) 18 (95) (162) (721) 511 1,868
Earnings (10ss) before iNCOME taXES ........covvieiiiiieienieieesie e 16,045 12,680 10,907 8,584 4,967 4,024 1,851 (3,126) 4,354 17,201
INCOME tAXES (CFEAILS) ...ttt 6,682 4,951 4,348 2,912 578 1,362 810 (711) 1,679 6,574
Net €arniNgS (I0SS) .....eviveuirieeiriee it 9,363 7,729 6,559 5,672 4,389 2,662 1,041 (2,415) 2,675 10,627
Overseas operations

L= T =TSSP 54,824 58,098 56,520 55,625 45,862 44,766 45,668 54,200 52,814 53,904

Net €arniNgs (I0SS) ....c.voveirriiirirriisieirisiei et 4,428 3,840 4,758 2,480 2,365 1,673 (478) (1,514) 2,248 5,574
BALANCE SHEET
Assets
Cash and cash eqUIVAIENTS...........coiieiiireiee s 5,087 8,983 2,043 3,741 4,166 2,903 2,987 2,288 4,159 1,614
RECEIVADIES, NET......eciiici e 28,320 32,428 34,917 29,247 25,682 25,106 26,026 24,567 27,107 31,288
Y=Y ) (o] =TSSR 53,280 47,844 51,083 47,157 41,569 42,562 36,686 40,913 38,268 44,030
OThEr CUITENT BSSETS ....vvvverieieeiiiereisiei sttt 6,893 8,707 8,597 10,345 8,993 6,961 4,521 5,886 3,662 2,765
TOLAl CUMTENT ASSELS ...ttt 93,580 97,962 96,640 90,490 80,410 77,532 70,220 73,654 73,196 79,697
Investments and OtNer @SSELS..........cuouiiireiieiiiiei e 31,646 26,544 30,344 30,463 26,830 21,813 10,554 9,648 10,142 9,318
Fixed assets less accumulated depreciation ...........cccccoeveeienerisiesesenianns 35,728 34,249 35,715 37,348 36,676 37,560 38,724 42,877 40,119 32,946
TOEAL BSSEES ...ttt ettt 160,954 158,755 162,699 158,301 143,916 136,905 119,498 126,179 123,457 121,961
[N [ RIS eY S 0V =] ] =T L 31,515 31,517 30,671 32,368 29,580 28,059 30,477 32,063 36,104 28,246
Liabilities and Shareholders’ Equity
Current HADIITIES ... 29,553 29,621 34,002 36,852 32,710 31,252 35,694 38,785 28,188 32,342
LONG-TErM AEDT ..o s 19,949 19,944 19,938 14,000 11,500 13,000 — 4,309 5,251 —
Deferred Habilities .........covieeiiiei e 29,457 35,393 33,578 32,827 34,309 31,244 7,365 8,463 10,137 8,377
ShareNOolders’ EQUILY .......coviueiiieciee e 81,995 73,797 75,181 74,622 65,397 61,409 76,439 74,622 79,881 81,242
Total liabilities and shareholders’ eQUILY ........cc..ocervreieriiererieieieieeseeeas 160,954 158,755 162,699 158,301 143,916 136,905 119,498 126,179 123,457 121,961

Comparative Financial Information
Per share statistics:

BaSIC €arNINGS (I0SS).....vveuereeueriaieieriaieesieiesisieesieesesie e sesse et seere e eneseenenenes 3.30 2.78 2.36 2.03 157 .95 .37 (.85) .93 3.57
Diluted €arnings (I0SS).... .. .eevreeriereerieerisieresieeseeieseseeseseesesesseseseeseseseesenes 3.24 2.75 2.34 2.02 1.56 .95 .37 (.85) .93 3.57
[ 1Yo (=TT SR .76 .70 .70 .70 .70 .70 .70 .85 .90 .80
Sharenolders’ EQUILY .......ccoiiiiiieiiiiesees e 28.94 26.48 27.07 26.75 23.36 21.93 2710 26.42 27.89 27.32
RELUMN ON BQUILY . .cvveviieieieit sttt sasaesneaena s 11.4% 10.5% 8.7% 7.6% 6.7% 4.3% 1.4% (3.2)% 3.3% 13.1%
RELUIMN ON @SSEES ... cuvcviieieeieiietesteeee ettt e st sessesne e esestesnesaeneas 5.8% 4.9% 4.0% 3.6% 3.0% 1.9% 9% (1.9)% 2.2% 8.7%
RELUIN ON SAIES ...t 4.6% 41% 3.7% 3.5% 3.1% 1.9% .8% (1.6)% 1.6% 5.7%
Average shares OUSTANAING .....cvvvivieieieriii it 2,833,663 2,781,174 2,776,805 2,790,111 2,799,390 2,799,603 2,820,513 2,824,815 2,864,526 2,973,950
Diluted shares oUSTANAING ........ccoeeiriiiririeieeeie e 2,886,209 2,808,226 2,805,123 2,812,703 2,809,390 2,806,603 2,823,885 2,826,123 2,864,526 2,973,950
Number of shareNolder aCCOUNTES.........cviieeeeeieie et eee e aee e 774 845 913 996 1,058 1,139 1,214 1,271 1,349 1,441
Number of EMPIOYEES .......cviiiiiiiiciiec e 1,078 1,081 1,080 1,097 1,099 1,114 1,221 1,483 1,676 1,651
Additions to plant and equUIPMENT........ccccooiiiiiiieiei s 7,154 4,734 4,140 4,290 4,216 4,684 4,390 8,218 7,084 9,440
DEPIECIALION ...ttt 5,205 5,141 5,071 4,792 4,670 4,958 5,452 5,568 5,207 4,628
NEet WOrKing CaPItal .......c.vovivririiieieiiiiiiiisise e 64,027 68,341 62,638 53,638 47,700 46,280 34,526 34,869 45,008 47,355

1993 Net Earnings data and Return percentages reflect operating earnings before the effect of adopting Financial Accounting
Standards 106 and 109. The cumulative effect of their adoption was a net loss of $14.44 million or $5.16 per share.
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