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MESSAGE TO SHAREHOLDERS

During 2006, NL had ownership interests in two major operating companies: Kronos Worldwide
and CompX International. Over the last five years:

» Kronos and CompX generated an aggregate of $6.4 billion in sates and $757 million in segment profit.

- Kronos and CompX invested an aggregate $277 million in capital expenditures for production capacity
enhancements and other improvements.

- The total return on an investment in NL's common stock (including dividends and other distributions)
has been 80% from December 31, 2001 to December 31, 2006.

Additional information about the Company is included in the accompanying Annual Report on Form 10-K.

Wil olinson)

Harold C. Simmons
Chairman and Chief Executive Officer
ABOUT THE COMPANY

We are a multinational company serving customers in over 100 countries from facilities in North America, Europe and
Asia. We have ownership interests in the component products and chemicals industries.

Component Products CompX is a leading manufacturer of security products, precision ball bearing slides
CompX International Inc. and ergonomic computer support systems for use in office furniture and other indus-
tries. Compx has recently entered the performance marine components industry
through the acquisition of two manufacturers. Compx has production facilities in North

America and Asia.
Chemicals

Kronos Worldwide, Inc. Kronos is a leading global producer and marketer of vatue-added titanium dioxide pig-
ments ("TiO2"), which are used for imparting whiteness, brightness and opacity to a
diverse range of customer applications including: plastics, paints, paper and other
industries. Kronos has production facilities in Europe and North America. TiO2 sales

represented about 90% of Kronos’ total sales in 2006.
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ITEM 1. BUSINESS

The Company

NL Industries, Inc. was organized as a New Jersey corporation in 1891.
Our common stock trades on the New York Stock Exchange, or the NYSE, under the
symbol NL. References to “NL Industries,” “NL,” the “Company,” the
“Registrant,” “we,” “our,” “"us” and similar terms mean NL Industries, Inc. and
its subsidiaries and affiliates, unless the context otherwise requires.

Our principal executive offices are located at Three Lincoln Center,
5430 LBJ Freeway, Suite 1700, Dallas, TX 75240. Our telephone number is (972)
233-1700. We maintain a website at www.nl-ind.com.

Buginess Summary

We are primarily a holding company. We operate in the component
products industry through our majority-owned subsidiary, CompX International
Inc. (NYSE: CIX). We operate in the chemicals industry through our non-

controlling interest in Kronos Worldwide, Inc.
Organization

We are majority-owned by Valhi, Inc. (NYSE: VHI) . At December 31,
2006, Valhi owned approximately 83% of our outstanding common stock. Contran
Corporation, directly or through its subsidiaries, owned approximately 92% of
Valhi's outstanding common stock at December 31, 2006. Substantially all of
Contran's outstanding voting stock is held by trusts (for which Mr. Simmons is
sole trustee) established for the benefit of certain children and
grandchildren of Harold C. Simmens, or is held by Mr. Simmons or other persons
or companies related to Mr. Simmons. Conseqguently, Mr. Simmons may be deemed
to control Contran, Valhi, Kronos and us.

On September 24, 2004, we completed the acquisition of 10,374,000 shares
‘of CompX common stock, representing approximately 68% of the outstanding
shares of CompX common stock. The CompX common stock was purchased from Valhi
and Valcor, a wholly-cowned subsidiary of Valhi, at a purchase price of $16.25

per share, or an aggregate of approximately $168.6 million. We paid the
purchase price by our transfer to Valhi and Valcor of $168.6 million of our
$200 million long-term note receivable from Kronos. The acquisition was

approved by a special committee of our bhoard of directors, comprising
directors who were not affiliated with WValhi, and such special committee
retained their own legal and financial advisors who rendered an opinion to the
special committee that the purchase price was fair, from a financial point of
view, to us. The acquisition was accounted for under accounting principles
generally accepted in the United States of America (“GAAP”) as a transfer of
net assets among entities under common control, and accordingly resulted in a
change in reporting entity. We have retroactively adjusted our consolidated
financial statements to reflect the consolidation of CompX for all periods
presented. See Note 2 to the Consclidated Financial Statements.

Prior to July 2004, we owned a majority of Kronos’ outstanding common
stock, and we accounted for our ownership interest in Kronos as a consolidated
subsidiary. Following a July 2004 dividend in the form of shares of Kronos
commen stock distributed to our shareholders, our ownership of Kronos was
reduced to less than 50%. Consequently, effective July 1, 2004 we ceased to
consclidate Kronos' financial position, results of operations and cash flows,
and commenced accounting for our interest in Kroneos by the equity method. We
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continue to report Kronos as a consolidated subsidiary through June 30, 2004,
including the consolidation of Kronos’ results of operations and cash flows
for the first two quarters of 2004. See Note 2 to the Consolidated Financial
Statements.

CompX and Kronos each file periodic reports with the Securities and
Exchange Commission ("SEC”). The information set forth below with respect to
such companies has been derived from such reports.

Forward-looking Btatements

This Annual Report on Form 10-K contains forward-loocking statements
within the meaning of the Private Securities Litigation Reform Act of 1955, as
amended. Statements in this Annual Report that are not historical facts are
forward-looking in nature and represent management’'s beliefs and assumptions
based on currently available informatiomn. In some cases, you can identify
forward-looking statements by the use of words such as "believes," "intends,"
“may," "should," "could," “anticipates," '"expects" or comparable terminology,
or by discussions of strategies or trends. Although we Dbelieve that the
expectations reflected in such forward-loocking statements are reasonable, we do
not know if these expectations will be correct. Such statements by their
nature involve substantial risks and uncertainties that could significantly
impact expected results. Actual future results could differ materially from
those predicted. The factors that could cause actual future results to differ
materially from those described herein are the risks and uncertainties
discussed in this Annual Report and those described from time to time in our
other filings with the SEC include, but are not limited to, the following:

¢ Future supply and demand for our products,

¢ The extent of the dependence of certain of our businesses on certain
market sectors,

* The cyclicality of our businesses (such as Kronos’' TiO, operations),

*+ The impact of certain long-term contracts on certain of our businesses
(such ag the impact of Kronos’ long-term contracts with certain of its
customers and such customers’ current inventory regquirements and the
impact of such relationship on their purchases from Kronos)

e (Customer inventory levels (guch as the extent to which Kronos’ customers
may, from time to time, accelerate purchases of TiO; in advance of
anticipated price increases or defer purchases of TiQ; in advance of
anticipated price decreases),

¢ Changes in raw material and other operating costs (such as energy and
steel costs),

¢+ The possibility of labor disruptions,

¢ General global economic and political conditions (such as changes in the
level of gross domestic product in varicus regions of the world and the
impact of such changes on demand E£or, among other things, Ti0, and
component products),

¢ Competitive products and substitute products, including increased

competition from low-cost manufacturing sources (such as China}l,

Customer and competitor strategies,

Pocential consolidation of ocur competitors,

The impact of pricing and production decisions,

Competitive technology positions,

The introduction of trade barriers,

Service industry employment levels,

Fluctuations in currency exchange rates (such as changes in the exchange

rate between the U.S. dollar and each of the euro, the Norwegian kroner,

the New Taiwan dollar and the Canadian dollar},
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¢ Operating interruptions (including, but not limited to, labor disputes,
leaks, natural disasters, fires, explosions, unscheduled or unplanned
downtime and transportation interruptions),

¢ The timing and amounts of insurance recoveries,

© Our ability to renew or refinance credit facilities,

* The ultimate outcome of income tax audits, tax settlement initiatives or
other tax matters,

» Potential difficulties in integrating completed or future acquisitions,

o Decisions to sell operating assets other than in the ordinary course of
business,

¢ The extent to which our subsidiaries were to become unable to pay us
dividends,

e Uncertainties agssociated with new product development,

+ Our ultimate ability to utilize income tax attributes, the benefits of
which have been recognized under the “more-likely-than-not" recognition
criteria (such as Kronos' ability te utilize its German net operating
loss carryforwards),

» Environmental matters ({such as those requiring compliance with emission
and discharge standards for existing and new facilities as well as
adjustments to environmental remediation at sites related to our former
operations),

¢ Government laws and regulations and possible changes therein ({such as
changes in government regulations which might impose various cobligations
on present and former wmanufacturers of lead pigment and lead-based
paint, including us, with respect to asserted health concerns associated
with the use of such products),

¢ The ultimate resolution of pending litigation {(such as our lead pigment
litigation and litigation surrounding environmental matters), and

¢ Possible future litigation.

Should one or more of these risks materialize or if the consequences of
such a development worsen, or should the wunderlying assumptions prove
incorrect, actual results could differ materially from those currently
forecasted or expected. We disclaim any intention or obligaticn to update or
revise any forward-loocking statement whether as a result of changes in
_information, future events or otherwise.

Segments and equity investment

Information regarding our business segments and the companies conducting
such businesses is set forth below. Business and geographic segment financial
information is included in Note 3 to the Consolidated Financial Statements,
which is incorporated herein by reference.




Component Products
CompX International Inc. - 70%
owned at December 31, 2006

Chemicals
Kronos Worldwide, Inc. - 36%
owned at December 31, 2006

transportation, postal, tool
-industries.

critical to CompX‘s customers.

product sales are for use
. recreational transportation,

high-end product applications,

leading manufacturer of

CompX 1is a
security products, precision ball bearing
slides, and ergeonomic computer support
systems used in the office furniture,
transportation, postal, tool storage and

a variety of other industries. CompX
recently entered the performance marine
components industry through the

acquisition of two performance marine
components manufacturers in August 2005
and in April 2006. CompX has production
facilities in North America and Asia.

Kronos is a leading global producer and
marketer of value-added titanium
dioxide pigments ("TiO;*)}, which are
used for imparting whiteness,
brightness and opacity to a diverse
range of customer applications and end-
use markets, including coatings,
plastics, paper and other industrial
and consumer "quality-cf-life"
products. Kronos has production
facilities in Europe and North America.
Sales of TiQC,; represent about 9%0% of
Kronos’ total sales in 2006, with sales
of other products that are
complementary to Kronos' TiO, business
comprising the remainder.

COMPONENT PRODUCTS - COMPX INTERNATIONAL INC.

Business Overview - Through our majority-owned subsidiary, CompX, we are
a leading manufacturer of security products,
and ergonomic computer support
storage,
CompX’'s preoducts are principally designed for use in medium- to
where design,
We bhelieve that CompX is among the world's
largest producers of security products, precision ball bearing slides, and
ergoncmic computer support systems.
total product sales were to the office furniture manufacturing industry, which
decreased considerably from 43% in 2005 and S51% in 2004,
strategy to increase the diversity of its customer base.
other
mailboxes, tool boxes,
equipment, vending equipment, and computers and related equipment.

precision ball bearing slides,

systems used 1in the office furniture,

appliance and a wvariety of other

gquality and durability are

In 2006, approximately 36% of CompX's

as a result of CompX’'s
CompX's remaining
products and industries, such as
appliances, banking
We believe

that CompX'’s emphasis on new product development and sales of products to non-
office furniture markets has resulted in our potential for higher rates of

growth and diversification of risk.

Manufacturing, Operations,
business, with manufacturing facilities

and Products - CompX's Security Products

in South Careclina and Illinois,

manufactures locking mechanisms and other security products for sale to the

postal, transportation, furniture,

banking, vending, and other industries. We

believe that CompX is a North American market leader in the manufacture and

sale of cabinet locks and other locking mechanisms.
are used in a variety of applications including ignition systems,
parking meters, electrical circuit panels,

vending and gaming machines,

CompX‘s security products
mailboxes,
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storage compartments, office furniture, and medical cabinet security. These
products include:

s disc tumbler locks which provide moderate security and generally
represent the lowest cost lock to produce;

¢ pin tumbler locking mechanisms which are more costly to produce and are
used in applications requiring higher levels of security, including the
KeSet high security system, which allows the user to change the keying
on a single lock 64 times without removing the lock from its enclosure;
and

¢ innovative eLock electronic locks, which provide stand-alone sgecurity
and audit trail capability for drug storage and other valuables through
the use of a proximity card, magnetic stripe or keypad credentials.

A substantial portion of CompX's Security Products sgales consist of
products with specialized adaptations to individual manufacturer’s
specifications. CompX, however, also has a standardized product line suitable
for many customers which is offered through a North American distribution
network through our STOCK LOCKS distribution program to lock distributors and
to large OEMs.

CompX’s Furniture Components business, with manufacturing facilities in
Michigan, Canada and Taiwan, manufactures a complete line of precision ball
bearing slides and ergonomic computer support systems for use in applications
such as computer-related equipment, tool storage cabinets, imaging equipment,
file cabinets, desk drawers, automated teller machines, appliances and other
applications. These products include:

o the patented Integrated §lide Lock, which allows a £file cabinet
manufacturer to reduce the possibility of multiple drawers being opened
at the same time;

* the patented adjustable Ball Lock, which reduces the risk of heavily-
filled drawers, such as auto mechanic tool boxes, from cpening while in
movement ;

* the Self-Closing Slide, which is designed to assist in closing a drawer
and is used in applications such as bottom-mount freezers;

s articulating computer keyboard support arms (designed tec attach to desks
in the workplace and home office environments to alleviate possible
strains and stress and maximize usable workspace), along with the
patented LeverLock keyboard arm, which is designed to make the
adjustment of an ergonomic keyboard arm easier;

* CPU storage devices, which minimize adverse effects of dust and
moisture; and

* complementary accessories, such as ergonomic wrist rest aidsg, mouse pad
supports and flat screen computer monitor support arms.

CompX’s Marine Components business, with manufacturing facilities in
Wisconsin and Illinois, manufactures and distributes marine instruments,
hardware and accessories for performance boats. The specialty marine
component products are high performance components designed to operate in the
highly corrosive marine environment. These products include:

¢ original equipment and aftermarket stainless steel exhaust headers,
exhaust pipes, mufflers, other exhaust components and billet
accessories; and

* high performance gauges and related components such as GPS speedometers,
throttles, controls, tachometers and panels.




CompX operated eight manufacturing facilities at December 31, 2006. The
following table sets forth the 1location, size, business line and general
product types produced for each of CompX's operating facilities.

Size
Buginass {square

FPacility Name Line Location feet) Products Produced
Qwned Facilities:

Waterloo FC Kicchener, Ontario 276,000 Slides/ergonomic products

Durislide FC Byron Center, MI 143,000 Slides

National sp Mauldin, SC 198,000 Security products

Fort sSP River Grove, 1L 100,000 Security products

Dynaslide FC Taipei, Taiwan 45,500 Slides

Custom MC Neenah, WI 95,000 Specialty marine products

Livorsi MC Grayslake, 1L 16,000 Specialty marine products
Leaged Facilitcies:

Dynaslide FC Taipei, Taiwan 36,000 Slides

Dynasglide FC Taipei, Taiwan 45,500 Slides

Distribution Center sp/FC Rancho Cucamonga, CA 12,000 Product distribution

Timberline SP Lake Bluff, IL 16,000 Security products

FC - Purniture Components business line
SP - Security Products business line
MC - Marine Components business line

Raw Materials - CompX's primary raw materials are:

e zinc ({(used in the Security Products business for the manufacture of
locking mechanisms) ;

*» c¢oiled steel ({used in the Furniture Components business for the
manufacture of precision ball bearing slides and ergonomic computer
support systems);

+ stainless steel (used in the Marine Components business for the
manufacture of exhaust headers and pipes and other components); and

¢ plastic resins (also used in the Furniture Components business for
injection molded plastics in the manufacture of ergonomic computer
support systems}).

These raw materials are purchased from several suppliers and are readily
availakle from numerous sources.

CompX occasionally enters into raw material arrangements to mitigate the
short-term impact of £future increases in raw material costs. While these
arrangements do not necessarily commit us to a minimum volume of purchases,
they generally provide for stated wunit prices based upon achievement of
specified purchase volumes. We utilize purchase arrangements to stabilize our
raw material prices provided we wmeet the specified minimum monthly purchase
guantities. Raw materials purchased cutside of these arrangements are sometimes
subject to unanticipated and sudden price increases. Due to the competitiwve
nature of the markets served by our products, it is often difficult to recover
all increases in raw material costs through increased product selling prices or
raw material surcharges. Consequently, overall operating margins can be
affected by such raw material c¢ost pressures. Steel and zinc prices are
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cyclical, reflecting overall economic trends and specific developments in
consuming industries and are currently at historically high levels,

Patents and Trademarks - CompX holds a number of patents relating to
component products, certain of which are believed to be important to its
continuing business activity. Patents generally have a term of 20 years, and
CompX’'s patents have remaining terms ranging from less than one year to 16
years at December 31, 2006. CompX's major trademarks and brand names, include:

Furniture Components Security Products Marine Components
CompX Precision Slides® CompX Security Products® Custom Marine®
CompX Waterloo® KeSet® Livorsi Marine®
CompX ErgonomX® Fort Lock@® CMI Industrial Muffiers™
CompX DurISLide® Timberline® Custom Marine Stainless
Dynaslide® Chicage Lock® Bxhaust™
Waterloo Furniture ACE I1I° The #1 Choice in
Components Limited® TuBar® Performance Boating®
STOCK LOCKS® Mega Rim™
National Cabinet Lock® Race Rim™

CompX Marine™

Sales, marketing and distribution - CompX sells components directly to
large OEM customers through factory-based sales and marketing professionals
and engineers working in concert with field salespeople and independent
manufacturers' representatives. CompX selects manufacturers' representatives
based on special skills in certain markets or relationships with current or
potential customers.

A significant portion of our sales is also made through distributors.
CompX has a significant market share of cabinet lock sales as a result of the
locksmith distribution channel. CompX supports distributor sales with a line
of standardized products used by the largest segments of the marketplace.
These products are packaged and merchandised for easy availability and
handling by distributors and end users. Due to CompX’'s success with the STOCK
LOCKS inventory program within the Security Products business, we have
implemented similar programs for distributor sales of ergonomic computer
support systems within the Furniture Components business.

In 2006, our ten largest customers accounted for approximately 38% of
our total sales (11% from Security Products’ customers and 27% from Furniture
Components’ customers). Overall, our customer base is diverse and the loss of
a single customer would not have a material adverse effect on our operations.

Competition - CompX operates in highly competitive markets, and competes
primarily on the basis of product design, including ergonomic and aesthetic
factors, product quality and durability, price, on-time delivery, service and
technical support. CompX focuses efforts on the middle- and high-end segments
of the market, where product design, quality, durability and service are
placed at a premium.

CompX’'s Marine Components business competes with small domestic
manufacturers and is minimally affected by foreign competitors. The Security
Products and Furniture Components businesses compete against a number of

domestic and foreign manufacturers. Suppliers, particularly the foreign
Furniture Compenents suppliers, have put intense price pressure on our
products. In some cases, we have lost sales to these lower-cost foreign

manufacturers. We have responded by shifting the manufacture of some products
to our lower-cost facilities, working to reduce costs and gain operational
efficiencies through workforce reductions and process improvements in all of
our facilities and by working with our customers to be their value-added
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supplier of choice by offering customer support services which foreign
suppliers are generally unable to provide.

International Operatioms - CompX has substantial operations and assets
located outside the United States, principally Furniture Component operations
in Canada and Taiwan. The majority of our 2006 non-U.S. sales are to custcmers
located in Canada. Foreign operations are subject to, among other things,
currency exchange rate fluctuaticns. our results of operations have in the
past been both favorably and unfavorably affected by fluctuations in currency
exchange rates. Political and economic uncertainties in certain of the
countries in which we operate may expose us to risk of loss. We do not believe
that there is currently any likelihood of material loss through political or

economic instability, seizure, nationalization or similar event. We cannot
predict, however, whether events of this type in the future could have a
material effect on our operations. See Item 7 - "Management's Discussion and
Analysis of Financial Condition and Results of Operations," Item 7A -

nQuantitative and Qualitative Disclosures About Market Risk" and Note 1 to our
Consolidated Financial Statements.

Regulatory and Environmental Matters - CompX’'s operations are subject to
federal, state, local and foreign laws and regulaticns relating to the use,
storage, handling, generationm, transportation, treatment, emission, discharge,
disposal, remediation of and exposure to hazardous and non-hazardous
substances, materials and wastes ("Environmental Laws"). Our operations also
are subject to federal, state, local and foreign laws and regulations relating
to worker health and safety. We believe that we are in substantial compliance

with all such laws and regulations. To date, the costs of maintaining
compliance with such laws and regulations have not significantly impacted our
results. We currently do not anticipate any significant costs or expenses

relating to such matters; however, it is possible that future laws and
regulations may require us to incur significant additional expenditures.

Employees - As of December 31, 2006, CompX employed 1,137 people as
follows:

United States 711
canada 'V 278
Taiwan 148

Total 1,137

' Approximately 73% of our Canadian employees are represented by a
labor union covered by a collective bargaining agreement that expires
in January 2009 and provides for annual wage increases from 1% to
2.5% over the texrm of the contract. We believe that CompX's labor
relations are good.

CHEMICALS - KRONOS WORLDWIDE, INC.

Business Overview - Kronos is a leading global producer and
marketer of value-added titanium dioxide pigments. Kronos, along with its
distributors and agents, sells and provides technical services for its
products to over 4,000 customers in over 100 countries with the majority of
sales in Europe and North America. We believe that Xronecs has developed
considerable expertise and efficiency in the manufacture, sale, shipment and
service of its products in domestic and internaticonal markets.

Ti0, is an inorganic pigment used to impart whiteness, brightness and
opacity for products such as coatings, plastics, paper, fibers, food, ceramics
and cosmetics. TiQO, is considered a “guality-of-life” product with demand and
growth affected by groes domestic product and overall economic conditions in
markets in various parts of the world. Ti0, derives its value from its
whitening properties and hiding power (opacity), which is the ability to cover
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or mask other materials effectively and efficiently. TiQ, is the largest
commercially-used whitening pigment because it has a high refractive rating
giving it more hiding power than any other commercially produced white
pigment. In addition, TiO, has excellent resistance to interaction with other
chemicals, good thermal stability and resistance to ultraviolet degradation.
Kronos ships TiO; to customers in either a powder or slurry form via rail,
truck or ocean carrier. Kronos, including its predecessors, has produced and
marketed TiC; in North America and Europe for over B0 years.

We believe that Kronos is the second-largest producer of TiQ; in Europe
with an estimated 20% share of Buropean TiO, sales volume. Approximately half
of Kronos’ 2006 sales volumes were attributable to markets in Europe. Kronos
has an estimated 15% share of North BAmerican TiO, sales volume. Per capita
utilization of TiQ, in the United States and Western Europe far exceeds that
cof other areas in the world. We expect these markets will continue to be the
largest consumers of TiQ, for the foreseeable future. It is probable that
significant markets for TiO, could emerge in Bastern Europe or the Far East as
the economies in these regions develop to the point that quality-of-life
products, including TiQ,, experience greater demand. In addition, China has
developed into a significant market, and as its economy continues to develop
it is possible that quality-of-life products, including TiQ,, will experience
greater demand in that country. Sales of Ti0; were about 90% of Xronos' net
sales in 2006.

In addition to TiO, sales, Kronos also has sales from three other
product 1lines that are complementary to its TiO, business. These other
products are described as follows:

¢ Kronos owns and operates an ilmenite mine in Norway pursuant to a
governmental concession with an unlimited term. Ilmenite is a raw
material wused directly as a feedstock by some sulfate-process TiO,
plants, including all of Kronos’ European sulfate-process plants.
Kronos also sells ilmenite ore to third-parties, some of which are its
competitors. The mine has estimated reserves that are expected to last
at least 50 years.

¢ Kronos manufactures and sells iron-based chemicals that are co-products
and processed co-products of the TiO; pigment production process. These
co-product chemicals are marketed through Kronos’ Ecochem division, and
are used primarily as treatment and conditioning agents for industrial
effluents and municipal wastewater as well as in the manufacture of iron
pigments, cement and agricultural products.

* Kronos manufactures and sells titanium oxychloride and titanyl sulfate
that are side-stream products from the production of TiO,. Titanium
oxychleoride is used in specialty applications in the formulation of
pearlescent pigments and in the production of electroceramic capacitors
for cell phones and other electronic devices. Titanyl sulfate products
are used primarily in pearleacent pigments.

Manufacturing and operations - Kronos currently produces over 40
different TiO, grades under the Kronos™ trademark which provide a variety of
performance properties to meet cugtomers’ specific requirements. Kronos’

major customers include domestic and international paint, plastics and paper
manufacturers.

Extenders, such as kaolin clays, calcium carbonate and polymeric

opacifiers, are used in a number of the same end-use markets as white pigments.
However, the opacity in these preducts is not able to duplicate the performance
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characteristics of Ti0O,, and so we believe these products are not effective
substitutes for Ti0,.

Kronos produces TiQ, in two crystalline forms: rutile and anatase.
Rutile TiO, is manufactured using both a chloride production process and a
sulfate production process, whereas anatase TiO; is only produced using a
sulfate production process. Chloride process rutile is preferred for the
majority cf customer applications. From a technical standpoint, chloride
process rutile has a bluer undertone and higher durability than sulfate
process rutile. Although many end-use applications can use either form,
chloride process rutile is the preferred form for use in coatings and
plastics, the two largest end-use markets. Sulfate process anatase represents
a much smaller percentage of annual global TiO; production and is preferred
for use in selected paper, ceramics, rubber tires, man-made fibers, food and
cosmetics.

Chloride production process - Approximately three-fourths of Kronos’
current production capacity is based on the chloride process. The chloride
process is a continuous process in which chlorine is used te¢ extract rutile
Ti0,. The chloride process typically has lower manufacturing costs than the
sulfate process due to newer technology, higher yield, less waste, lower
energy requirements and lower labor costs. The chloride process produces less
waste than the sulfate process because much of the chlorine is recycled and
feedstock bearing a higher titanium content is used.

sulfate production process - The sulfate process is a batch chemical
process that uses sulfuric acid to extract both rutile and anatase TiO;.

Once an intermediate TiO, pigment has been produced by either the
chloride or sulfate process, it is “finished” into products with specific
performance characteristics for particular end-use applications through
proprietary processes involving various chemical surface treatments and
intensive micronizing {milling). Due to environmental factors and customer
considerations, the proportion of TiQ, industry sales represented by chloride
process pigments has increased relative to sulfate process pigments and, in
2006, chloride process production facilities represented over 60% of industry
capacity.

Kronos produced a new company record of 516,000 metric tons of TiO; inm
2006, compared to its prior record of 492,000 metric tons in 2005. Such
production amounts include Kronos’ 50% interest in the TiO, manufacturing
joint-venture discussed below. Kronos' average production capacity
utilization rates were near-full capacity in 2004, 2005 and 2006. Kronos’
production capacity has increased by approximately 30% over the past ten years
due to debottlenecking programs, with only moderate capital expenditures. We
believe that Kronos’ annual attainable production capacity for 2007 is
approximately 525,000 metric tons, with some slight additional capacity
available in 2008 through continued debottlenecking efforts.

Raw materials - The primary raw materials used in chloride process TiO;
are titanium-containing feedstock (natural rutile ore or purchased slag),
chlorine and coke. Chlorine and coke are available from a number of
suppliers. Titanium-containing feedstock suitable for use in the chloride
process is available from a limited but increasing number of suppliers
principally in Australia, South Africa, Canada, India and the United States.
Kronos purchases chloride process grade slag from Rio Tinto Iron and Titanium
under a long-term supply contract that expires at the end of 2019. Kronos
purchases natural rutile ore primarily from Iluka Resources, Limited under a
long-term supply contract that expires at the end of 2009. Kronos expects to
be successful in obtaining long-term extensions to these and other existing
supply contracts prior to their expiration. We expect that the raw materials
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purchased under these contracts will meet Kronos' chloride process feedstock
requirements over the next several years.

The primary raw materials used in sulfate process TiO, are titanium-
containing feedstock (primarily ilmenite from cur Norwegian mine or purchased
slag}) and sulfuric acid. Sulfuric acid is available from a number of
suppliers. Titanium-containing feedstock suitable for use in the sulfate
process is available from a limited number of suppliers principally in Norway,
Canada, Australia, India and South Africa. As one of the few vertically-
integrated producers of sulfate process TiO;, Kronos owng and operates a rock
ilmenite mine in Norway, which provided all of the feedstock for its European
sulfate process TiQ; plants in 2006. We expect that ilmenite production from
the mine will meet Kronos’ European sulfate process feedstock requirements for
the feoreseeable future. For Kronos' Canadian sulfate process plant, Kronos
also purchases sulfate grade slag primarily from Q.I.T. Fer et Titane Inc.
(also a subsidiary of Ric Tinto Iron and Titanium) under a long-term supply
contract that expires at the end of 2009 and Tinfos Titan and Iron K& under
supply contract that expires in 2010. We expect that the raw materials
purchased under these contracts will meet Kronos’ sulfate process feedstock
requirements over the next several years,

Many of Kronos’ raw material contracts contain fixed quantities they are
required to purchase, although these contracts allow for an upward or downward
adjustment in the quantity purchased. Kronos is not required to purchase
feedstock in excess of amounts that they would reasonably consume in any given
year. The pricing under these agreements is generally negotiated annually.

The following table summarizes raw materials Kronos purchased or mined
in 2006.

Production Process/Raw Material Raw Materials Procured or Mined

{(In thousands of metric tons)

Chloride process plants:

Purchased slag or natural rutile ore 472
Sulfate process plants:
Raw ilmenite ore mined & used internally 319
Purchased slag 25
Ti0, manufacturing joint venture - Kronos holds a 50% interest in a

manufacturing joint venture with Huntsman Holding LLC. The joint venture owns
and operates a chloride process 7Ti0, facility located in Lake Charles,
Louisiana. Kronos shares production from the plant equally with Huntsman
pursuant to separate offtake agreements.

A supervisory committee directs the business and affairs of the joint

venture, including production and output decisions. This committee is
composed of four members, two of whom Kronos appoints and two of whom Huntsman
appoints. Two general managers manage the operations of the joint venture

acting under the direction of the supervisory committee. Kronos appoints one
general manager, and Huntsman appeoints the other.

Kronos is required to purchase one-half of the Ti0, produced by the

joint wventure. The joint venture is not consolidated in Kronos’ financial
statements because Kronos does not control it. Kronos accounts for its
interest in the joint venture by the egquity method. The joint wventure
operates on a break-even basis, and therefore Kronos does not have any eguity
in earnings of the joint wventure. Kronos shares all costs and capital
expenditures of the joint venture equally with Huntsman with the exception of
raw material and packaging costs for the pigment grades produced. Kronos'
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share of the net costs is reported as cost of sgales as the related TiO; is
sold.

Competition - The TiO; industry is highly competitive. Kronos'’
principal competitors are E.I. du Pont de Nemours & Co.; Millennium Inorganic
Chemicals, Inc. {a -subsidiary of Lyondell <Chemical Cempany); Tronox
Incorporated; Huntsman Corporation; and Ishihara Sangye Kaisha, Ltd. These

competitors have estimated individual shares of the worldwide TiO; production
capacity ranging from 4% (for Ishihara) to 24% (for DuPont), and an estimated
aggregate share of the worldwide TiO, production volume in excess of 60%.
DuPont has about cne-half of the total North American TiO, production capacity
and is Kronos’ principal North American competitor. Lyondell has announced
that it intends to sell Millennium Inorganic Chemicals to National Titanium
Dioxide Company Ltd. in the first half of 2007.

Kronos competes - primarily on the basis of price, product quality,
technical service and the availability of high performance pigment grades.
Although certain TiQO, grades are considered specialty pigments, the majority
of Kronos' grades and substantially all of Kronos’ production are considered
commodity pigments with price generally being the most significant competitive
factor. We believe that Kronos is the leading seller of TiQ, in several
countries, including Germany, with an estimated 11% share of worldwide TiO;
sales volume in 2006. Overall, Kronos is the world’s fifth-largest producer
of Tio: .

Worldwide capacity additions in the TiQ; market resulting from
construction of greenfield plants require significant capital expenditures and
substantial lead time (typically three to five years in our experience). We
are not aware of any TiQ, plants currently under construction. DuPont has
announced its intention to build a Ti0, facility in China, but it is not clear
when construction will begin and it is not likely that any production from such
facility would be available until 2010, at the earliest,.

We expect that industry capacity will increase as Kronos and its
competitors continue to debottleneck existing facilities. We expect that the
average annual increase in industry capacity from announced debottlenecking
projects will be less than the average annual demand growth for TiQ, during the
next three to five years. However, we cannot assure you that future increases
-in the Ti0, industry production capacity and future average annual demand
growth rates for TiO, will conform to Kronos’' expectations. If actual
developments differ from our expectations, Kronos’ and the Ti0O; industry's
performances could be unfavorably affected.

Research and development - Kronos’ research and development activities
are directed primarily on improving the chloride and sulfate production
processes, improving product guality and strengthening Kronos‘ competitive
position by developing new pigment applications. Kronos primarily conducts
research and development activities at its Leverkusen, Germany facility.
Kronos' expenditures for research and development and certain technical
support programs were approximately $8 millieon in 2004, $9 million in 2005 and
$11 million in 2006.

Kronos continually seeks to improve the quality of its grades and has
been successful at developing new grades for existing and new applications to
meet the needs of customers and increase product life cycle. Since 2002,
Kronos has added eleven new grades for plastics, coatings, fibers and paper
laminate applications.

Patents and trademarks - We believe that Kronos' patents held for
products and production processes are important to us and Kronos' continuing
business activities. Kronos seeks patent protection for technical

developments, principally in the United States, Canada and Europe, and from
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time to time enters into licensing arrangements with third parties. Kronos’
existing patents generally have terms of 20 years from the date of Ffiling, and
have remaining terms ranging from one to 19 years. Kronos seeks to protect
its intellectual property rights, including its patent rights, and from time
to time Kronos engages in disputes relating to the protection and use of
intellectual property relating to its products.

Kronos‘ trademarks, including Kronos™, are protected by registration in
the United States and elsewhere with respect to those products Kronos
manufactures and sells. Kronos also relies on unpatented proprietary know-how
and continuing technological innovation, and other trade secrets to develop and
maintain competitive position. Kronos' proprietary chloride production process
is an important part of its technology, and Kronos’ business could be harmed if
it failed to maintain confidentiality of trade secrets used in this technology.

Customer base and seasonality - Kronos sells to a diverse customer base,
and no single customer makes up more than 10% of sales for 2006. Krenos’
largest ten customers accounted for approximately 28% of sales in 2006.

Kronos' business as a whole is not seasonal, nor is any principal
product group to any significant extent. However, TiO, sales are generally
higher in the first half of the year. This is due in part to the increase in
paint production in the spring to meet demand during the spring and summer
painting season.

Employees - As of December 31, 2006, Kronos employed approximately 2,450
persons {(excluding employees of the Louisiana joint venture), with 55 employees
in the United States, 435 employees in Canada and 1,960 employees in Europe.

Kronos hourly employees in production facilities worldwide, including the
Ti0; joint wventure, are represented by a variety of labor unions under labor
agreements with various expiration dates. Kronos’' European union employees are
covered by master collective bargaining agreements in the chemicals industry
that are renewed annually. Kronos’ Canadian union employees are covered by a
collective bargaining agreement that expires in June 2007. Kronos has begun
negotiations for a new collective bargaining agreement in Canada and expects to
have a new agreement in place before the current agreement expires. We believe
that Kronos' labor relations are good.

Regulatory and environmental matters - Kronos’' operations are governed
by various environmental laws and regulations. Certain of Kronos' operations
are, or have been, engaged in the handling, manufacture or use of substances
or compcunds that may be considered toxic or hazardous within the meaning of
applicable environmental laws and regulations. As with other companies
engaged in similar businesses, certain past and current operations and
products of Kronos have the potential to cause environmental or other damage.
Kronos has implemented and continues to implement various policies and
programs in an effort to minimize these risks. Kronos’' policy is to maintain
compliance with applicable environmental laws and regulations at all of its
facilities and to strive to improve our environmental performance. It is
possible that future developments, such as stricter requirements in
environmental laws and enforcement policies, could adversely affect Kronos'
production, handling, use, storage, transportation, sale or disposal of such
gubstances and could adversely effect Kronos' consolidated financial position
and results of operations or ligquidity.

Kronos’ U.S. manufacturing operations are governed by federal
environmental and worker health and safety laws and regulations. These
primarily consist of the Resource Conservation and Recovery Act (“RCRA*}, the
Occupational Safety and Health Act, the Clean Air Act, the Clean Water Aact,
the Safe Drinking Water AaAct, the Toxic Substances Control Act and the
Comprehensive Environmental Response, Compensation and Liability Act, as
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amended by the Superfund Amendments and Reauthorization Act (“CERCLA"}, as
well as the state counterparts of these statutes. We believe the Tig, plant
owned by the joint venture and a TiO, slurry facility Kronos owns in Lake
Charles, Louisiana are in substantial compliance with applicable requirements
of these laws or compliance orders issued thereunder. These are Kronos’ only
U.s. manufacturing facilities.

While the laws regulating operations of industrial facilities in Europe
vary from country to country, a common regulatory framework is provided by the

European Union. Germany and Belgium are members of the Eurcpean Union and
follow its initiatives. Norway is not a member but generally patterns its
environmental regulatory actions after the European Union. We believe that

Kronos has obtained all required permits and is in substantial compliance with
applicable environmental reguirements for its European and Canadian
facilities.

At Kronos’ sulfate plant facilities in Germany, Kronos recycles weak
sulfuric acid either through contracts with third parties or at its own
facilities. At Xronos' Nerwegian plant, Kronos ships spent acid to a third
party location where it is treated and disposed. At its German locations,
Kronos has a contract with a third party to treat certain sulfate-process
effluents. This contract may be terminated by either party after giving three
or four years advance notice, depending on the contract,

From time to time, Kronos’' facilities may be subject to environmental
reqgulatory enforcement under U.S. and foreign statutes. Typically Kronos
establishes compliance programs to resolve these matters. Occasionally,
Kronos may pay penalties. To date such penalties have not involved amounts
having a material adverse effect on Kronos' consolidated financial position,
results of operations or liquidity. We believe that all of Kronos’ facilities
are in substantial compliance with applicable environmental laws.

Kronos' capital expenditures in 2006 related to ongoing environmental
compliance, protection and improvement programs were $4.4 million, and are
currently expected to be approximately $5 million in 2007.

OTHER

NL Industries, Inc., - In addition to our 70% ownership of CompX and our

‘36% ownership of Kronos at December 31, 2006, we also own 100% of EWI Re.

Ine., an insurance brokerage and risk management services company. We also
hold certain marketable securities and other investments. See Notes 4 and 17
to the Consolidated Financial Statements.

Regulatory and environmental matters - We have discussed regulatory and
environmental matters in the respective business sections contained elsewhere
herein and in Item 3 - '"Legal Proceedings." In addition, the information
included in Note 19 to the Consolidated Financial Statements under the captions
"Legal proceedings -- lead pigment litigation" and - "Environmental matters and
litigation" is incorporated herein by reference.

Insurance — We maintain insurance for our businesses and operations, with
customary levels of coverage, deductibles and limits. See also Item 3 - “Legal
Proceedings - Insurance coverage claims” and Note 17 to our Consolidated
Financial Statements.

Business Strategy - We routinely compare our liquidity requirements and
alternative uses of capital against the estimated future cash flows we expect
to receive from our subsidiaries and affiliates. As a result of this process,
we have in the past and may in the future seek to raise additional capital,
incur debt, repurchase indebtedness in the market or otherwise, modify our
dividend policies, consider the sale of our interests in our subsidiaries,
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affiliates, business units, marketable securities or other assets, or take a
combination of these and other steps, to increase liquidity, reduce
indebtedness and fund future activities. Such activities have in the past and
may in the future involve related companies. From time to time, we also
evaluate the restructuring of ownership interests among our respective
subsidiaries and related companies.

We and other entities that may be deemed to be controlled by or that are
affiliated with Mr. Hareld C. Simmons routinely evaluate acquisitions of
interests in, or combinations with, companies, including related companies,
perceived by management to be undervalued in the marketplace. These companies
may or may not be engaged in businesses related to our current businesses. 1In
some instances, we have actively managed the businesses acquired with a focus
on maximizing return-on-investment through cost reductiong, capital
expenditures, improved operating efficiencies, selective marketing to address
market niches, dispoaition of marginal operations, use of leverage and
redeployment of capital to more productive assets. In other instances, we
have disposed of the acquired interest in a company prior to gaining control.
We intend to consider such activities in the future and may, in connection
with such activities, consider issuing additional equity securities and
increasing our indebtedness.

Available ipformation - Our fiscal year ends December 31. We furnish
our stockholders with annual reports containing audited financial statements.
In addition, we file annual, quarterly and current reports, proxy and
information statements and other information with the SEC. CQur consolidated
subsidiary (CompX) and our significant equity method investee (Kronos) also
file annual, quarterly, and current reports, proxy and information statements
and other information with the SEC. We also make our annual report on Form
10-K, guarterly reports on Feorm 10-0, current reports on Form B8-K and
amendments thereto, availlable free of charge through our website at www.nl-
ind.com as soon as reasonably practicable after they have been filed with the
SEC. We also provide to anycne, without charge, copies of such documents upon
written request. Such requests should be directed to the attention of the
Corporate Secretary at our address on the cover page of this Form 10-X.

Additional information, including our Audit Committee charter, our Code
of Business Conduct and Ethics and our Corporate Governance Guidelines can be
"found on our website. Information contained on our website is not part of
this Annual Report.

The general public may read and copy any materials we file with the SEC
at the SEC’'s Public Reference Room at 100 F Street, NE, Washington, DC 20549.
The public may ocbtain information on the operation of the Public Reference
Room by calling the SEC at 1-B00-SEC-0330. We are an electronic filer. The
SEC maintains an Internet website at www.,sec.gov that contains reports, proxy
and information statements and other information regarding issuers that file
electronically with the SEC, including us.

ITEM 1A, RISK FACTORS

Listed below are certain risk factors associated with us and our
businesses. In addition to the potential effect of these risk factors
discussed below, any risk factor which eould result in reduced earnings or
operating losses, or reduced ligquidity, could in turn adversely affect our
ability te service cur liabilities or pay dividends on our commen stock or
adversely affect the quoted market prices for our securities.

We could incur significant costs related to legal and environmental matters.

We formerly manufactured lead pigments for use in paint. We and others
have been named as defendants in various legal proceedings seeking damages for
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personal injury, property damage and governmental expenditures allegedly
caused by the use of lead-based paints. These lawsuits seek recovery under a
variety of theories, including public and private nuisance, negligent product
design, negligent failure to warn, strict liability, breach of warranty,
conspiracy/concert of action, aiding and abetting, enterprise liability,
market share or risk. contribution 1liability, intentional tort, fraud and
misrepresentation, violaticns of state consumer protection statutes, supplier
negligence and similar claims. The plaintiffs in these actions generally seek
to impose on the defendants responsibility for lead paint abatement and health
concerns associated with the use of lead-based paints, including damages for
personal injury, contribution and/or indemnification for medical expenses,
medical momitoring expenses and costs for educational programs. As with all
legal proceedings, the outcome is uncertain. Any liability we might incur in
the future could be material. See also Item 3 - “Legal Proceedings - Lead
pigment litigation.”

Certain properties and facilities used in our former operations are the
subject of litigation, administrative proceedings or investigations arising
under various environmental laws. These proceedings seek cleanup costs,
personal injury or property damages and/or damages for injury to natural
resources. Some of these proceedings involve claims for substantial amounts.
Environmental obligations are difficult to assess and estimate for numerous
reasons, and we may incuxr costs for environmental remediation in the future in
excess of amounts currently estimated. Any liability we might incur in the
future could be material. See also Item 3 - *Legal Proceedings -
Environmental matters and litigation.”

Our assets consist primarily of investments in our operating subsidiaries and
affiliates, and we are dependent upon distributions from our subsidiaries and
affiliates.

A majority of our cash flows are generated by our operating
subsidiaries, and our ability to service liabilities and to pay dividends on
our common stock depends to a large extent upon the cash dividends or other
distributions we receive from our subsidiaries and affiliates. Our
subsidiaries and affiliates are separate and distinct legal entities and they
have no obligation, contingent or otherwise, to pay such cash dividends or
other distributions to us. In addition, the payment of dividends or other
-distributions from our subsidiaries could be subject to restrictions on or
taxation of dividends or repatriation of earnings under applicable law,
monetary transfer restrictions, foreign currency exchange regulations in
jurisdictions in which our subsidiaries operate, any other restrictions
imposed by current or future agreements to which our subsidiaries may be a
party, including debt instruments. Events beyond our control, including
changes in general business and economic conditions, could adversely impact
the ability of our subsidiaries to pay dividends or make other distributions
to us. If our subsidiaries were to become unable to make sufficient cash
dividends or other distributions to us, our ability to service our liabilities
and to pay dividends on our common stock could be adversely affected. In
addition, a significant portion of our assets consist of ownership interests
in our subsidiaries and affiliates. If we were required to liquidate any of
such securities in order to generate funds to satisfy our liabilities, we may
be required to sell such securities at a time or times at which we would not
be able to realize what we believe to be the actual value of such assets.

Demand for, and prices of, certain of our products are cyclical and we may
experience prolonged depressed market conditions for our productas, which may
result in reduced earnings or operating losses.

A significant portion of our net income is attributable to sales of TiO,
by Kronos. Approximately 90% of Kronos' revenues are attributable to sales of
TiO;. Pricing within the global Ti0, industry over the long term is cyclical,
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and changes in economic conditions, especially in Western industrialized
nations, can significantly impact our earnings and operating cash flows. This
may result in reduced earnings.

Historically, the markets for many of Kronos’ products have experienced
alternating periods of . increasing and decreasing demand. Relative changes in
the selling prices for Kronos®’ products are one of the main factors that
affect the level of our profitability. In periods of increasing demand,
Kronos' selling prices and profit margins generally will tend to increase,
while in periods of decreasing demand Kronos' selling prices and profit
margins generally tend to decrease. Future growth in demand for TiO; may not
be sufficient to alleviate any future conditions of excess industry capacity,
and such conditions may not be sustained or may be further aggravated by
anticipated or unanticipated capacity additions or other events.

The demand for TiQ; during a given year is also subject to seasonal
fluctuations. TiO; sales are generally higher in the first half of the year.
This is due in part to the increase in paint production in the spring to meet
demand during the spring and summer painting season.

We sell several of our products in mature and highly competitive industries
and face price pressures in the markets in which we operate, which may result
in reduced earnings or operating losses.

The global markets in which Kronos and CompX operate their businesses
are highly competitive. Competition is based on a number of factors, such as

price, product guality and service. Some of our competitors may be able to
drive down prices for our products because their costs are lower than our
costs, especially CompX's competitors in Asia. In addition, som