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1934
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(Former name, former address and former fiscal year, if changed since last report)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days.    Yes  ☒     No  ☐

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if
any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T
(§232.405 of this chapter) during the preceding 12 months (or for such shorter period that the registrant was required
to submit and post such files).    Yes  ☒    No  ☐

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer,
smaller reporting company, or an emerging growth company. See the definitions of “large accelerated filer,” “accelerated
filer,” “smaller reporting company,” and “emerging growth company in Rule 12b-2 of the Exchange Act. (Check one):

Large accelerated filer ☐ Accelerated filer ☒

Non-accelerated filer ☐ (Do not check if a smaller reporting company) Smaller reporting company ☐

Emerging growth company ☐
If an emerging growth company, indicate by check mark if the registrant has elected not to use the extended transition
period for complying with any new or revised financial accounting standards provided pursuant to Section 13(a) of the
Exchange Act. ☐

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange
Act).    Yes  ☐     No  ☒

As of December 6, 2017, there were 15,372,349 shares of the registrant’s common stock outstanding.
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PART I — FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS
KMG CHEMICALS, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED BALANCE SHEETS

(In thousands, except for share and per share amounts)

October 31, July 31,
2017 2017
(Unaudited)

Assets
Current assets
Cash and cash equivalents $ 29,863 $20,708
Accounts receivable
Trade, net of allowances of $214 at October 31, 2017 and $263

   at July 31, 2017 51,946 51,168
Other 4,271 6,168
Inventories, net 46,174 46,482
Prepaid expenses and other 8,216 8,617
Total current assets 140,470 133,143
Property, plant and equipment, net 106,747 105,435
Goodwill 229,746 224,391
Intangible assets, net 310,834 320,401
Other assets, net 7,017 9,061
Total assets $ 794,814 $792,431
Liabilities and stockholders’ equity
Current liabilities
Accounts payable $ 32,064 $29,570
Accrued liabilities 12,689 12,456
Employee incentive accrual 4,283 7,713
Current portion of long-term debt — 3,167
Total current liabilities 49,036 52,906
Long-term debt, net 352,867 523,102
Deferred tax liabilities 32,934 37,944
Other long-term liabilities 4,964 4,763
Total liabilities 439,801 618,715
Commitments and contingencies
Stockholders’ equity
Preferred stock, $0.01 par value, 10,000,000 shares authorized, none issued — —
Common stock, $0.01 par value, 40,000,000 shares authorized, 15,365,646 shares issued and
outstanding at October 31, 2017 and 11,889,649 shares issued and outstanding at July 31,
2017 154 119
Additional paid-in capital 218,927 42,535
Accumulated other comprehensive loss (10,334 ) (9,712 )
Retained earnings 146,266 140,774
Total stockholders’ equity 355,013 173,716
Total liabilities and stockholders’ equity $ 794,814 $792,431
See accompanying notes to condensed consolidated financial statements.
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KMG CHEMICALS, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF INCOME

(UNAUDITED)

(In thousands, except for per share amounts)

Three Months
Ended
October 31,

2017 2016
Net sales $110,664 $76,495
Cost of sales 64,183 46,811
Gross profit 46,481 29,684
Distribution expenses 9,442 9,102
Selling, general and administrative expenses 13,339 11,366
Amortization of intangible assets 3,511 535
Restructuring charges 109 —
Operating income 20,080 8,681
Other (expense) income
Interest expense, net (8,094 ) (177 )
Loss on the extinguishment of debt (4,175 ) —
Derivative fair value gain 849 —
Other, net (181 ) 230
Total other (expense) income, net (11,601 ) 53
Income before income taxes 8,479 8,734
Provision for income taxes (2,629 ) (2,992 )
Net income $5,850 $5,742
Earnings per share
Net income per common share basic $0.47 $0.48
Net income per common share diluted $0.46 $0.47
Weighted average shares outstanding
Basic 12,410 11,880
Diluted 12,727 12,152

See accompanying notes to condensed consolidated financial statements.
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KMG CHEMICALS, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME

(UNAUDITED)

(In thousands)

Three Months
Ended
October 31,
2017 2016

Net income $5,850 $5,742
Other comprehensive income
Foreign currency translation loss (622 ) (2,311)
Total comprehensive income $5,228 $3,431

See accompanying notes to condensed consolidated financial statements.
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KMG CHEMICALS, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(UNAUDITED)

(In thousands)

Three Months Ended
October 31,

2017 2016
Cash flows from operating activities
Net income $5,850 $5,742
Adjustments to reconcile net income to net cash provided by operating activities
Depreciation and amortization 7,109 3,552
Loss on extinguishment of debt 4,175 —
Stock-based compensation expense 1,608 1,425
Amortization of debt discounts and financing costs included in interest expense 493 —
Deferred income tax benefit (1,185 ) 188
Other (195 ) 182
Changes in operating assets and liabilities
Accounts receivable — trade (292 ) (1,657 )
Accounts receivable — other 2,013 1,240
Inventories 150 2,092
Other current and noncurrent assets 276 (153 )
Accounts payable 3,247 1,359
Accrued liabilities and other (2,711 ) (3,064 )
Net cash provided by operating activities 20,538 10,906
Cash flows from investing activities
Additions to property, plant and equipment (5,803 ) (2,634 )
Other investing activities (898 ) —
Proceeds — insurance claim — 250
Net cash used in investing activities (6,701 ) (2,384 )
Cash flows from financing activities
Proceeds from sale of common stock, net of issuance costs 175,669 —
Payments under credit facility — (2,500 )
Principal payments on borrowings on term loan (178,000) —
Derivative fair value gain (849 ) —
Excess tax benefit from stock-based awards — (57 )
Payment of dividends (357 ) (353 )
Cash payments related to tax withholdings from stock-based awards (850 ) —
Net cash used in financing activities (4,387 ) (2,910 )
Effect of exchange rate changes on cash (295 ) (434 )
Net increase in cash, cash equivalents and restricted cash 9,155 5,178
Cash, cash equivalents and restricted cash at beginning of period 20,708 13,428
Cash, cash equivalents and restricted cash at end of period $29,863 $18,606
Supplemental disclosures of cash flow information
Cash paid for interest $7,344 $128
Cash paid for income taxes, net $1,212 $2,230
Supplemental disclosure of non-cash investing activities
Purchase of property, plant and equipment through accounts payable $710 $482
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(Unaudited)

1. Basis of Presentation

The condensed consolidated balance sheet as of July 31, 2017, which has been derived from audited consolidated
financial statements, and the unaudited condensed consolidated financial statements included herein have been
prepared pursuant to the rules and regulations of the Securities and Exchange Commission for interim reporting. As
permitted under those requirements, certain footnotes or other financial information that are normally required by
generally accepted accounting principles in the United States of America (“GAAP”) have been condensed or omitted.
The Company believes that the disclosures made are adequate to make the information not misleading and in the
opinion of management reflect all adjustments, including those of a normal recurring nature, that are necessary for a
fair presentation of financial position and results of operations for the interim periods presented. The results of
operations for the interim periods are not necessarily indicative of results of operations to be expected for the full year.
The unaudited condensed consolidated financial statements included herein should be read in conjunction with the
consolidated financial statements and notes thereto included in the Company’s Annual Report on Form 10-K for the
year ended July 31, 2017.

These condensed consolidated financial statements are prepared using certain estimates by management and include
the accounts of KMG Chemicals, Inc. and its subsidiaries (collectively, the “Company”). All significant intercompany
balances and transactions have been eliminated in consolidation.

The following table provides a brief description of recent Accounting Standard Updates (“ASU”) issued by the Financial
Accounting Standards Board (“FASB”):

Standard Description
Effective
Date

Effect on the Financial
Statements or Other Significant
Matters

In August 2017, the FASB
issued ASU 2017-12,
Targeted Improvements to
Accounting for Hedging
Activities.

The new guidance improves the
financial reporting of hedging
relationships to better portray the
economic results of an entity's risk
management activities in its financial
statements through changes to both the
designation and measurement guidance
for qualifying hedging relationships and
the presentation of hedge results.

August 1,
2019. Early
adoption is
permitted.

The Company is currently
evaluating the impact of
adoption on its financial
statements and related
disclosures, but does not expect
adoption will have a material
impact as the Company does not
currently utilize hedge
accounting for derivative
instruments.

In January 2017, the FASB
issued ASU 2017-04,
Intangibles: Goodwill and
Other: Simplifying the Test
for Goodwill Impairment.

The new guidance simplifies
subsequent measurement of goodwill by
eliminating Step 2 from the goodwill
impairment test.

August 1,
2020. Early
adoption is
permitted.

The Company adopted the new
guidance as of August 1, 2017,
as part of the FASB's
simplification initiative. The
adoption of the new guidance
did not have a material impact to
the Company.

In June 2016, the FASB
issued ASU 2016-13,

The new guidance changes the
impairment model for most financial

August 1,
2020. Early

The Company does not expect
adoption will have a material
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Financial Instruments—Credit
Losses (Topic 326),
Measurement of Credit
Losses on Financial
Instruments

assets and certain other instruments,
including trade and other receivables,
held-to-maturity debt securities and
loans, and requires entities to use a new
forward-looking expected loss model
that will result in the earlier recognition
of allowance for losses.

adoption is
permitted.

impact on its financial
statements and related
disclosures.
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In February 2016, the
FASB issued ASU
2016-02, Leases.

The new guidance supersedes the
lease guidance under FASB
Accounting Standards Codification
("ASC") Topic 840, Leases, resulting
in the creation of FASB ASC Topic
842, Leases. The guidance requires a
lessee to recognize in the statement of
financial position a liability to make
lease payments and a right-of-use
asset representing its right to use the
underlying asset for the lease term for
both finance and operating leases.

August 1,
2019. Early
adoption is
permitted.

The Company is currently evaluating its
population of leases, and is continuing to
assess all potential impacts of the standard,
but currently believes the most significant
impact relates to its accounting for
manufacturing and logistics equipment,
and real estate operating leases. The
Company anticipates recognition of
additional assets and corresponding
liabilities related to leases upon adoption,
but cannot quantify these at this time. The
Company plans to adopt the standard
effective August 1, 2019.

In May 2014, the
FASB issued ASU
2014-09, Revenue
from Contracts with
Customers. Since that
date, the FASB has
issued additional
ASUs clarifying
certain aspects of
ASU 2014-09.

The new guidance requires entities to
recognize revenue in a way that
depicts the transfer of promised
goods or services to customers in an
amount that reflects the consideration
to which the entity expects to be
entitled to in exchange for those
goods or services. The new guidance
provides alternative methods of
adoption. Subsequent guidance
issued after May 2014 did not change
the core principle of ASU 2014-09.

August 1,
2018.

The Company is currently reviewing its
revenue contracts to assess the potential
impact on its condensed consolidated
financial statements. The Company plans
to adopt the revenue guidance effective
August 1, 2018, and expects to utilize the
modified retrospective method of
adoption.

2. Acquisitions

On June 15, 2017, the Company completed the acquisition of Flowchem Holdings LLC (“Flowchem”). The
consideration paid on the closing date was the purchase price of $495.0 million plus $11.4 million for cash acquired.
Based in Waller, Texas, Flowchem is a global provider of drag-reducing agents, related support services and
equipment to midstream crude oil and refined fuel pipeline operators. To finance the acquisition the Company entered
into a new credit agreement providing for a seven year syndicated term loan of $550.0 million. See Note 11 for further
discussion of the Company’s credit agreement. The Company expensed transaction and acquisition-related costs of
approximately $0.4 million in the three months ended October 31, 2017, which is included in selling, general and
administrative expenses on the Company’s consolidated statement of income.

The Company has accounted for the purchase using the acquisition method of accounting for business combinations.
Accordingly, the purchase price has been allocated to the underlying assets and liabilities in proportion to their
respective fair values. The following table summarizes the acquired assets and assumed liabilities and the preliminary
acquisition accounting for the fair value of the assets and liabilities recognized in the condensed consolidated balance
sheet at October 31, 2017 (in thousands):

Cash $11,445
Accounts receivable 11,280
Inventory 9,310
Other assets 499
Property, plant and equipment, net 19,665
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Intangible assets
Customer relationships 205,467
Trade names and trademark 32,353
Proprietary manufacturing process 39,323
Total assets $329,342
Current liabilities 3,132
Deferred tax liability 24,484
Net identifiable assets acquired 301,726
Goodwill 204,717
Fair value of net assets acquired $506,443

8
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This purchase price allocation is preliminary and is pending the finalization of the third-party valuation analysis. The
fair value of the accounts receivable acquired was $11.3 million, equivalent to the amount the Company expects to be
collected. The $204.7 million of goodwill was assigned to the performance materials segment, and the Company
expects $155.9 million of goodwill to be tax deductible. The goodwill is primarily attributable to the assembled
workforce of Flowchem and the allocation of proceeds in excess of the fair value of net identifiable assets acquired.
Final accounting is incomplete for the customer relationships, trade names and trademark, proprietary manufacturing
process, inventories, deferred taxes and goodwill acquired June 15, 2017, as the Company has not yet finalized the
detailed valuation analyses as of October 31, 2017.

During the fiscal quarter ended October 31, 2017, measurement period adjustments were made to the preliminary
purchase price allocation recorded in the consolidated financial statements for the fiscal year ended July 31, 2017. The
acquired intangible assets, deferred tax liabilities and goodwill were adjusted as a result of additional analyses
performed on the estimates used in the calculation of the fair value of the assets acquired and liabilities assumed. The
measurement period adjustments to the amortizable intangible assets resulted in an immaterial reduction in the
amortization expense recognized in the Company’s condensed consolidated statements of income for the three months
ended October 31, 2017, and a reduction in the estimated amortization expense going forward.

October
31, 2017

Measurement
Period
Adjustment

July 31,
2017

Customer relationships $205,467 $ (9,415 ) $214,882
Trade names and trademark 32,353 3,402 28,951
Proprietary manufacturing process 39,323 78 39,245
Deferred tax liability 24,484 (562 ) 25,046
Goodwill 204,717 5,371 199,346

On February 1, 2017, the Company completed the acquisition of the assets of Sealweld Corporation (“Sealweld”), a
privately held corporation organized under the laws of the Province of Alberta, Canada, for CAD$22.3 million in cash
(or approximately US$17.2 million, at an exchange rate of 0.77 CAD$ to US$ at February 1, 2017), which included
CAD$5.5 million (or approximately US$4.2 million, at an exchange rate of 0.77 CAD$ to US$ at February 1, 2017)
for estimated working capital. Sealweld is based in Calgary, Alberta, Canada, with additional facilities in the United
States and the United Arab Emirates. Sealweld is a global supplier of high-performance products and services for
industrial valve and actuator maintenance, including lubricants, sealants, cleaners, valve fittings, tools and equipment.
Additionally, Sealweld provides routine and emergency valve maintenance services and technician training for many
of the world’s largest pipeline operators. The Company completed the acquisition by borrowing $17.0 million on the
revolving loan under its revolving credit facility. See Note 11 for further discussion of the Company’s revolving credit
facility. Sealweld is included in the performance materials segment. The Company expensed transaction and
acquisition-related costs of approximately twelve thousand dollars in the three months ended October 31, 2017, which
is included in selling, general and administrative expenses on the Company’s condensed consolidated statement of
income.

The following table summarizes the acquired assets and assumed liabilities and the preliminary acquisition accounting
for the fair value of the assets and liabilities recognized in the condensed consolidated balance sheet at October 31,
2017 (in thousands):

Cash $69
Accounts receivable 2,937
Inventory 2,350
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Other assets 38
Property, plant and equipment, net 4,192
Intangible assets —
Trade name/trademark 2,185
Non-compete agreements 2,254
Customer relationships 2,348
Total assets acquired $16,373
Current liabilities 1,172
Deferred taxes 681
Net identifiable assets acquired 14,520
Goodwill 2,671
Fair value of net assets acquired $17,191

9
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This purchase price allocation is preliminary and is pending the finalization of the third party valuation analysis. The
fair value of the accounts receivable acquired was $2.9 million, equivalent to the contractual amount acquired. The
Company expects all acquired accounts receivable to be collected. The $2.6 million of goodwill was assigned to the
performance materials segment, and the Company expects $0.1 million of goodwill to be tax deductible. The goodwill
is primarily attributable to the assembled workforce of Sealweld.

3. Cash, Cash Equivalents and Restricted Cash

The following table provides a reconciliation of cash, cash equivalents and restricted cash reported within the
unaudited condensed consolidated balance sheets that sum to the total of the same amounts shown in the unaudited
condensed consolidated statements of cash flows:

October
31,

October
31,

Current Presentation 2017 2016
Cash and cash equivalents $29,863 $17,606
Restricted cash — 1,000
Total cash, cash equivalents and restricted cash $29,863 $18,606

The Company’s restricted cash includes cash balances which are legally or contractually restricted to use. The
Company’s restricted cash was included in other long term assets as of October 31, 2016 and included proceeds that
were placed in escrow in connection with the sale of the animal health business in fiscal year 2013. These proceeds
were released from escrow in February 2017.

4. Earnings Per Share

Basic earnings per share have been computed by dividing net income by the weighted average shares outstanding.
Diluted earnings per share have been computed by dividing net income by the weighted average shares outstanding
plus potentially dilutive common shares. There were approximately 317,000 and 272,000 dilutive shares related to
stock-based awards for the three months ended October 31, 2017 and 2016, respectively.

Outstanding stock-based awards are not included in the computation of diluted earnings per share under the treasury
stock method if the effect of including them would be anti-dilutive. There were no potentially dilutive securities that
were not included for the three months ended October 31, 2017, and 11,160 potentially diluted securities that were not
included for the three months ended October 31, 2016.

On October 23, 2017, the Company completed an underwritten public offering of 3,450,000 shares of its common
stock, including 450,000 shares issued pursuant to the underwriters’ exercise of their option to purchase additional
shares, at a public offering price of $54 per share, resulting in estimated net proceeds of approximately $175.7 million
after deducting underwriting commissions and estimated offering expenses.

5. Inventories, net

Inventories, net are summarized in the following table (in thousands):

October
31, July 31,
2017 2017

Raw materials $9,856 $9,124
Work in process 3,644 3,763
Supplies 906 884
Finished products 32,357 33,341
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Less: reserve for inventory obsolescence (589 ) (630 )
Inventories, net $46,174 $46,482

10

Edgar Filing: KMG CHEMICALS INC - Form 10-Q

18



6. Property, Plant and Equipment

Property, plant and equipment and related accumulated depreciation and amortization are summarized as follows (in
thousands):

October
31, July 31,
2017 2017

Land $12,546 $12,632
Buildings and improvements 51,788 50,973
Equipment 108,131 106,379
Leasehold improvements 2,755 2,755

175,220 172,739
Less: accumulated depreciation and amortization (80,404 ) (76,974 )

94,816 95,765
Construction-in-progress 11,931 9,670
Property, plant and equipment, net(1) $106,747 $105,435

(1)In fiscal year 2016, as part of the Company’s ongoing review of its Milan production facilities, the Company
determined that certain other facilities had excess capacity sufficient to absorb the manufacturing operations of one
of its Milan plants. As a result, the Company committed to sell properties with a total estimated fair value, less
costs to sell, of approximately $4.3 million at July 31, 2016. Assets held for sale are included in Prepaid expenses
and other in Current assets. The Company obtained an updated third party market analysis on the property and has
increased marketing and advertising efforts and expects the sale of the property to be completed during fiscal year
2018.

7. Stock-Based Compensation

The Company has stock-based incentive plans which are described in more detail in the consolidated financial
statements in the Company’s Annual Report on Form 10-K for fiscal year 2017. The Company recognized stock-based
compensation costs of approximately $1.6 million and $1.4 million for the three months ended October 31, 2017 and
2016, respectively. The Company also recognized the related tax benefits of $0.6 million and $0.5 million for the
three months ended October 31, 2017 and 2016, respectively. Stock‑based compensation costs are recorded under
selling, general and administrative expenses in the condensed consolidated statements of income.

As of October 31, 2017, the unrecognized compensation costs related to stock-based awards was approximately $7.1
million, which is expected to be recognized over a weighted-average period of 1.6 years.

11
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Performance-Based Stock Awards

There were 382,910 and 373,798 non-vested performance-based restricted stock unit (“RSU”) awards outstanding at
October 31, 2017 and August 1, 2017, respectively, which reflected the number of RSUs granted under outstanding
awards that were expected to vest as of such dates. There were no performance-based RSU awards that vested during
the three months ended October 31, 2017. As of October 31, 2017, the non-vested performance-based RSU awards
consisted of Series 1, Series 3 and Series 4 awards granted to certain executives and employees in fiscal years 2017
and 2016 as summarized below reflecting the target number of RSUs under the awards. Upon vesting, each RSU is
converted to one share of common stock.

Target Expected Shares

Series Award
Grant
Date Measurement Percentage of Expected

Date of Grant Award Shares
Fair
Value Period Ending Vesting(1) to Vest

Fiscal Year 2017 Awards
      12/8/2016 Series 1 10,531

Forfeitures(2) (654 )
Total Series 1 9,877 $34.95 7/31/2019 184 % 18,201

      4/28/2017 Series 4, Tranche 1 4,545 $52.55 7/31/2019
      10/21/2016 Series 4, Tranche 1 44,337 $29.11 7/31/2019

Forfeitures(2) (4,957 )
Total Series 4, Tranche 1 43,925 100 % 43,925

      4/28/2017 Series 4, Tranche 2 4,546 $52.55 7/31/2019
      10/21/2016 Series 4, Tranche 2 44,337 $29.11 7/31/2019

Forfeitures(2) (4,957 )
Total Series 4, Tranche 2 43,926 184 % 80,944

Fiscal Year 2016 Awards
      3/10/2016 Series 1 14,625 $21.89 10/31/2018
1/29/2016 Series 1 57,163 $21.80 10/31/2018

Forfeitures(2) (12,983)
Total Series 1 58,805 196 % 115,433

1/19/2016 Series 3 82,938 $20.89 7/31/2020 150 % 124,407

(1)The percentage vesting for performance-based RSU awards is currently estimated at 184% and 196% of the target
award for Series 1 awards granted in fiscal years 2017 and 2016 awards, respectively, 150% of the target award for
Series 3 awards granted in fiscal year 2016, and 100% and 184% of the target award for the first and second
tranches, respectively, of the Series 4 awards granted in fiscal year 2017.

(2)Forfeitures include Series 1 and Series 4 awards that were granted to certain employees in fiscal years 2017 and
2016 but that were forfeited at the termination of their employment.

Series 1: For the fiscal year 2017 and 2016 awards, vesting is subject to performance requirements composed of
certain objectives including average annual return on invested capital and annual compound growth rate in the
Company’s diluted earnings per share. These objectives are assessed quarterly using the Company’s budget, actual
results and long-term projections. For each of the Series 1 awards, the expected percentage of vesting is evaluated
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through October 31, 2017, and reflects the percentage of RSUs projected to vest for the respective awards at the end of
their measurement periods. For the fiscal year 2017 and 2016 awards, RSUs vested may increase to a maximum of
200% of the target award on achievement of maximum performance objectives.

Series 3: In fiscal year 2016 Mr. Fraser was awarded a performance-based Series 3 award for 82,938 shares of
common stock (at target) having performance requirements related to cumulative revenue and total stockholder return.
The measurement period for the fiscal year 2016 award begins on November 1, 2015 and the award vests one-third
(1/3) at July 31, 2018, 2019 and 2020. The shares vested may increase to a maximum of 200% of the target award on
achievement of maximum performance objectives. These awards are expected to vest at 150% of the target award.

Series 4: For the fiscal year 2017 awards, each award includes two tranches. For the first tranche, vesting is subject to
the achievement of an adjusted earnings before interest, taxes and depreciation and amortization (“EBITDA”) metric.
For the second tranche, vesting is subject to performance requirements for average annual return on invested capital
and annual compound growth

12
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rate in the Company’s diluted earnings per share. These objectives are assessed quarterly using the Company’s budget,
actual results and long-term projections. For each of the Series 4 awards, the expected percentage vesting is evaluated
through October 31, 2017, and reflects the percentage of RSUs projected to vest at the end of the measurement period.
For the fiscal year 2017 awards, the RSUs vested in the second tranche may increase to a maximum of 200% of the
target award on achievement of maximum performance objectives.

The weighted-average per share grant-date fair value of the target award RSUs for performance-based awards
outstanding was $25.60 and $25.49 at October 31, 2017 and August 1, 2017, respectively.

The weighted-average per share grant-date fair value of the target award RSUs for performance-based awards granted
during the three months ended October 31, 2016 was $29.11.  No performance-based RSU awards were granted
during the three months ended October 31, 2017.

The weighted-average per share grant-date fair value of performance-based awards forfeited during the three months
ended October 31, 2017 and 2016 was $27.47 and $19.63, respectively.

Time-Based Stock Awards

A summary of activity for time-based stock awards for the three months ended October 31, 2017 is presented below:

Shares

Weighted-Average
Grant-Date

Fair Value
Non-vested on August 1, 2017 173,603 $ 24.37
Granted (1) 2,220 55.13
Vested(2) (8,970 ) 30.00
Forfeited (385 ) 27.47
Non-vested on October 31, 2017 166,468 24.46

(1)Includes 2,220 shares granted to non-employee directors for service during the three months ended October 31,
2017.

(2)Includes 2,220 shares granted to non-employee directors for service for the three months ended October 31, 2017.
The shares vest on the date of grant, and the Company recognizes compensation expense on such date. Includes
6,750 time-based RSU awards granted to certain employees and executives, and the Company recognizes
compensation expense related to the awards over the respective service periods in accordance with GAAP. Upon
vesting, each RSU was converted to one share of common stock.

The total fair value of time-based stock awards vested during the three months ended October 31, 2017 and 2016 was
approximately $0.3 million and $0.3 million, respectively.  
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8. Intangible Assets

Intangible assets are summarized as follows (in thousands):

Number of YearsOctober 31, 2017
Weighted Foreign
Average Currency
Amortization Original Accumulated Translation Carrying
Period Cost Amortization Adjustment Amount

Intangible assets subject to amortization (range of

   useful life):
Electronic chemicals-value of product
qualifications

   (5-15 years) 14.1 $14,100 $ (5,694 ) $ (806 ) $7,600
Performance materials-customer relationships

   (15-20 years) 19.7 218,106 (5,685 ) 11 212,432
Performance materials-proprietary manufacturing
process

   (15 years) 15.0 39,323 (983 ) — 38,340
Electronic chemicals-other (1-15 years) 7.4 2,649 (1,816 ) (121 ) 712
Performance materials-other (5-15 years) 6.2 3,160 (426 ) 10 2,744
Total intangible assets subject to amortization 18.5 $277,338 $ (14,604 ) $ (906 ) $261,828
Intangible assets not subject to amortization:
Performance materials-penta product registrations 8,765
Performance materials-related trade name and
trademark 37,433
Performance materials-proprietary manufacturing
process 2,808
Total intangible assets not subject to amortization 49,006
Total intangible assets, net $310,834

Number of YearsJuly 31, 2017
Weighted Foreign
Average Currency
Amortization Original Accumulated Translation Carrying
Period Cost Amortization Adjustment Amount

Intangible assets subject to amortization (range of

   useful life):
Electronic chemicals-value of product
qualifications

   (5-15 years) 14.1 $14,100 $ (5,479 ) $ (841 ) $7,780
Performance materials-customer relationships 19.7 227,521 (3,244 ) 54 224,331
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   (15-20 years)
Performance materials-proprietary manufacturing
process

   (15 years) 15.0 39,245 (322 ) — 38,923
Electronic chemicals-other (1-15 years) 7.4 2,649 (1,740 ) (114 ) 795
Performance materials-other (5-15 years) 6.2 3,160 (289 ) 54 2,925
Total intangible assets subject to amortization 13.6 $286,675 $ (11,074 ) $ (847 ) $274,754
Intangible assets not subject to amortization:
Performance materials-penta product registrations 8,765
Performance materials-related trade name and
trademark 34,074
Performance materials-proprietary manufacturing
process 2,808
Total intangible assets not subject to amortization 45,647
Total intangible assets, net $320,401

Intangible assets subject to amortization are amortized over their estimated useful lives. Amortization expense was
approximately $3.5 million and $0.5 million for the three months ended October 31, 2017 and 2016, respectively.
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9. Dividends

Dividends of approximately $0.4 million ($0.03 per share) and $0.4 million ($0.03 per share) were declared and paid
in the first quarter of fiscal years 2018 and 2017, respectively. A dividend of $0.03 per share was approved by the
Company’s board of directors on December 5, 2017 to be paid on January 5, 2018 to shareholders of record on
December 22, 2017.

10. Segment Information

The Company has two reportable segments — electronic chemicals and performance materials. In the fiscal quarter
ended October 31, 2017, the Company’s management, including the chief executive officer, who is the chief operating
decision maker, determined that the Company’s operations should be reported as the electronic chemicals segment and
the performance materials segment. Previously the Company had two reportable segments – electronic chemicals and
other chemicals. As of October 31, 2017, the performance materials segment includes the Company’s pipeline
performance business platform and wood treating chemicals business platform that were previously referred to as the
other chemicals segment. The Flowchem business acquired in June 2017 is included in the performance materials
segment.

Three Months
Ended
October 31,
2017 2016
(Amounts in
thousands)

Net sales
Electronic chemicals $73,808 $66,921
Performance materials 36,856 9,574
Other activities — —
Total consolidated net sales $110,664 $76,495
Depreciation and amortization
Electronic chemicals $2,794 $2,852
Performance materials 3,881 287
Other activities 434 413
Total consolidated depreciation and amortization $7,109 $3,552
Operating income(1)

Electronic chemicals $11,258 $8,062
Performance materials 11,584 3,681
Other activities (2,762 ) (3,062 )
Total consolidated operating income 20,080 8,681
Total other (expense) income, net (11,601 ) 53
Income before income taxes $8,479 $8,734

(1)Segment income from operations includes allocated corporate overhead expenses, but excludes restructuring and
realignment charges, which are included in other activities.

11. Long-Term Debt

The Company’s debt as of October 31, 2017 and July 31, 2017 consisted of the following:

July 31,
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October
31,
2017 2017
(Amounts in
thousands)

Senior secured debt:
Term loan, maturing on June 15, 2024, variable interest rates based on LIBOR plus 4.25%, at
October 31, 2017 $362,000 $540,000
Total debt 362,000 540,000
Current maturities of long-term debt — (3,167 )
Unamortized debt issuance costs and original issue discount (9,133 ) (13,731 )
Long-term debt, net of current maturities $352,867 $523,102

On June 15, 2017, the Company entered into a credit agreement (the “Credit Agreement”) with KeyBank National
Association, as agent, KeyBanc Capital Markets, Inc., HSBC Securities (USA) Inc., and JPMorgan Chase Bank, N.A.,
as joint lead arrangers and
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joint bookrunners, and ING Capital LLC, as documentation agent. The Credit Agreement provides for a seven year
syndicated senior secured term loan of $550.0 million (the “Term Loan”) and a five year senior secured revolving credit
facility of $50.0 million (the “Revolving Loan”). During the three months ended October 31, 2017, the Company made
payments totaling $178.0 million on the Term Loan, including $175.7 million paid using the net proceeds from the
public offering of the Company’s common stock that closed on October 23, 2017. In conjunction with the payments on
the Term Loan, the Company recorded an accelerated amortization of deferred financing costs and original issue
discount of $4.2 million as a loss on extinguishment of debt in the Company’s condensed consolidated statements of
income. At October 31, 2017, the Company had $362.0 million outstanding under the Term Loan, with up to $47.0
million of additional borrowing capacity under the Revolving Loan after giving effect to a reduction of $3.0 million
for outstanding letters of credit.

The Term Loan under the Credit Agreement bears interest at a varying rate of LIBOR plus a margin based on net
funded debt to adjusted EBITDA, as described in the table below.

Ratio of Funded Debt to Adjusted EBITDA Margin
Greater than 4.25 to 1.0 4.25 %
Less than or equal to 4.25 to 1.0 4.00 %

The Revolving Loan under the Credit Agreement bears interest at a varying rate of LIBOR plus a margin based on net
funded debt to adjusted EBITDA, as described in the table below.

Ratio of Funded Debt to Adjusted EBITDA Margin
Greater than 4.25 to 1.0 3.50 %
Greater than 3.75 to 1.0, but less than or equal to 4.25 to 1.0 3.25 %
Less than 3.75 to 1.0 3.00 %

Advances under the revolving loan bore interest at 4.735% as of October 31, 2017. There were no outstanding
borrowings under the Revolving Loan as of October 31, 2017. The Company also incurs an unused commitment fee
on the unused amount of commitments under the Revolving Loan of 0.5%.

Loans under the Credit Agreement are secured by the Company’s assets, including stock in subsidiaries, inventory,
accounts receivable, equipment, intangible assets, and real property. The Credit Agreement has restrictive covenants,
including a covenant that the Company must maintain a consolidated net leverage ratio between 6.0 to 1.0 through the
fiscal quarter ended April 30, 2018, which ratio is reduced each year thereafter by an amount set forth in the Credit
Agreement, until the twelve months ended April 30, 2022, following which the Company must maintain a
consolidated net leverage ratio below 4.00 to 1.0. As of October 31, 2017, the Company was in compliance with all
covenants of the Credit Agreement.

12. Fair Value Measurements

Fair Value Hierarchy

Fair value is the price that would be received to sell an asset or paid to transfer a liability in an orderly transaction
between market participants at the measurement date. There are three approaches for measuring the fair value of assets
and liabilities: the market approach, the income approach and the cost approach, each of which includes multiple
valuation techniques.

The fair value accounting standards do not prescribe which valuation technique should be used when measuring fair
value and do not prioritize among the techniques. These standards establish a fair value hierarchy that prioritizes the
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inputs used in applying the various valuation techniques. Inputs broadly refer to the assumptions that market
participants use to make pricing decisions, including assumptions about risk. Level 1 inputs are given the highest
priority in the fair value hierarchy while Level 3 inputs are given the lowest priority. The three levels of the fair value
hierarchy are as follows:

•Level 1 – Observable inputs that reflect unadjusted quoted prices for identical assets or liabilities in active markets as
of the reporting date. Active markets are those in which transactions for the asset or liability occur in sufficient
frequency and volume to provide pricing information on an ongoing basis.
•Level 2 – Observable market-based inputs or unobservable inputs that are corroborated by market data. These are
inputs other than quoted prices in active markets included in Level 1, which are either directly or indirectly
observable as of the reporting date.
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•Level 3 – Unobservable inputs for which there is little, if any, market activity for the asset or liability being measured.
These inputs reflect management’s best estimates of the assumptions market participants would use in determining
fair value. The level 3 measurements consist of instruments using standard pricing models and other valuation
methods that utilize unobservable pricing inputs that are significant to the overall fair value.

Valuation techniques that maximize the use of observable inputs are favored. Assets and liabilities are classified in
their entirety based on the lowest priority level of input that is significant to the fair value measurement. The
assessment of the significance of a particular input to the fair value measurement requires judgment and may affect the
placement of assets and liabilities within the levels of the fair value hierarchy.

Significant uses of fair value measurements include:

•impairment assessments of long-lived assets;
•impairment assessments of goodwill;
•recorded value of derivative instruments; and
•assets acquired and liabilities assumed in business combinations.

Fair Values – Recurring

The derivative instrument transactions occurred on August 14, 2017, and as of October 31, 2017 are included within
Level 2 other assets, net in the Company’s condensed consolidated balance sheet. The following tables present the fair
value hierarchy table for assets and liabilities measured at fair value, on a recurring basis (in thousands):

Fair Value
Measurements

at October 31,
2017, Using:

Description
Level
1

Level
2

Level
3 Total

Assets
Derivatives – interest rate swaps $ — $ 849 $ — $849
Total $ — $ 849 $ — $849

Derivative assets consist of interest rate swaps entered into to mitigate the risk relating to possible adverse changes in
interest rates for the Company’s floating rate borrowings. The fair value of the interest rate swaps is estimated as the
net present value of projected cash flows based upon forward interest rates at the balance sheet date. The models used
to value the interest rate swaps are based primarily on readily observable market data, such as LIBOR forward rates,
for all substantial terms of the interest rate swap contracts and the credit risk of the counterparties. As such, these
derivative instruments are included in Level 2 inputs. See Note 13, Derivative Financial Instruments.

Fair Values – Non-Recurring

In addition to the financial assets and liabilities included in the above table, certain nonfinancial assets and liabilities
are to be measured at fair value on a nonrecurring basis in accordance with applicable GAAP. In general, nonfinancial
assets including goodwill, other intangible assets and property and equipment are measured at fair value when there is
an indication of impairment and are recorded at fair value only when any impairment is recognized. As of October 31,
2017, the Company had not recorded any impairment related to such assets and had no other material nonfinancial
assets or liabilities requiring adjustments or write-downs to their current fair value.

As allowed by applicable FASB guidance, the Company has elected not to apply the fair value option for financial
assets and liabilities to any of its currently eligible financial assets or liabilities. As of October 31, 2017 and July 31,
2017, the Company’s material financial assets and liabilities not carried at fair value included cash and cash
equivalents, accounts receivable, accounts payable and accrued expenses. These financial instruments are recorded at
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their carrying values which are deemed to approximate fair value, generally due to their short periods to maturity.
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13. Derivative Financial Instruments

The Company held certain derivative instruments that were accounted for pursuant to ASC 815, Derivatives and
Hedging (ASC 815). The Company entered into certain interest rate swaps with notional amounts totaling
$243.0 million, to limit its exposure to variability of the one-month LIBOR floating interest rate on a significant
portion of the outstanding balance of its Term Loans. See Note 11, Long-Term Debt. The interest rate swap
agreements are in place with two U.S.-based counterparties, with expected termination dates of June 15, 2024.

Every derivative instrument is required to be recorded on the balance sheet as either an asset or a liability measured at
its fair value. If the derivative does not qualify as a hedge or is not designated as a hedge, changes in fair value of
these non-hedge derivatives are recognized in earnings in derivative fair value income or loss.

None of the derivative instruments are used for trading purposes. The effects of the derivative instruments on the
condensed consolidated financial statements were as follows as of or for each of the period presented below (amounts
presented exclude any income tax effects):

The combined fair value of derivatives not designated as hedging instruments included in the accompanying
condensed consolidated balance sheet as of October 31, 2017 is summarized below (in thousands). 

Fair
Value
as of

Description Location

October
31,
2017

Derivative instruments – interest rate swaps Other assets, net $ 849
The effects of derivatives not designated as hedging instruments on the condensed consolidated statement of income
for the three months ended October 31, 2017 are summarized below (in thousands).

Three
Months
Ended

Description Location

October
31,
2017

Derivative instruments – interest rate swaps Derivative fair value gain $ 849

14. Income Taxes

Income tax expense for the interim periods was computed using an estimated annual effective income tax rate applied
to year-to-date income before income tax expense. In determining the estimated annual effective income tax rate, the
Company analyzes various factors, including forecasts of projected annual earnings and the ability to use tax credits
and net operating loss carry forwards. The overall effective income tax rate for the three months ended
October 31, 2017 and 2016 was 31.0% and 34.3%, respectively. The decrease in the effective tax rate from the prior
fiscal year was due to stock compensation tax benefits realized as a result of the adoption of ASU 2016-09 in the
second quarter of fiscal year 2017 and favorable mix of operational results across the various jurisdictions in which
the Company operates.

15. Litigation and Other Contingencies
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The Company is subject to contingencies, including litigation relating to environmental laws and regulations,
commercial disputes and other matters. Certain of these contingencies are discussed below. The ultimate resolution of
these contingencies is subject to significant uncertainty, and should the Company fail to prevail in any of them or
should several of them be resolved against the Company in the same reporting period, these matters could,
individually or in the aggregate, be material to the condensed consolidated financial statements. The ultimate outcome
of these matters, however, cannot be determined at this time, nor can the amount of any potential loss or range of loss
be reasonably estimated, and as a result except where indicated no amounts have been recorded in the Company’s
condensed consolidated financial statements.

The Company records legal costs associated with loss contingencies as expenses in the period in which they are
incurred.

The EPA has listed the Star Lake Canal Superfund Site near Beaumont, Texas on the National Priorities List. The
Company’s subsidiary, KMG-Bernuth, was notified in October 2014 that the EPA considered it to have potential
liability under the Comprehensive Environmental Response, Compensation and Liability Act of 1980, as amended,
also known as “CERCLA,” in connection with this site by virtue of its relationship with certain alleged predecessor
companies, including Idacon, Inc. (f/k/a Sonford Chemical Company). The EPA has estimated that the remediation
will cost approximately $22.0 million. The Company and approximately seven other parties entered into an agreement
with the EPA in September 2016 to complete a remedial design phase of the remediation of the site. The remediation
work will be performed under a separate future agreement. Although the Company has
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not conceded liability, the Company established a liability of $1.3 million in the third quarter of fiscal year 2015 in
connection with this matter. As of October 31, 2017, the liability remaining was $1.1 million.

The Company is subject to federal, state, local and foreign laws and regulations and potential liabilities relating to the
protection of the environment and human health and safety including, among other things, the cleanup of
contaminated sites, the treatment, storage and disposal of wastes, the emission of substances into the air or waterways,
and various health and safety matters. The Company expects to incur substantial costs for ongoing compliance with
such laws and regulations. The Company may also face governmental or third-party claims, or otherwise incur costs,
relating to cleanup of, or for injuries resulting from, contamination at sites associated with past and present operations.
The Company accrues for environmental liabilities when a determination can be made that they are probable and
reasonably estimable.

16. Restructuring and Realignment Events

In April, 2017, the Company began implementation of a plan of restructuring of its electronic chemicals segment in
Asia. As a result, the Company incurred approximately $0.1 million of employee related severance costs during the
three months ended October 31, 2017.

As part of the Company’s global restructuring of its electronic chemicals operations, the Company closed one of its
facilities in Milan, Italy in December 2015, and shifted some production to facilities in France and the United
Kingdom. Accelerated depreciation with respect to the closed facilities has been completed.

At October 31, 2017, the accrued liability associated with restructuring and other related charges consisted of the
following (in thousands):

Decommissioning
and Environmental Total

Accrued liability at August 1, 2017 $ 77 $ 77
Payments (29 ) (29 )
Adjustments (1 ) (1 )
Accrued liability at October 31, 2017 $ 47 $ 47
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ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS

We manufacture, formulate and globally distribute specialty chemicals and performance materials for the
semiconductor, industrial wood preservation and pipeline and energy markets. We operate three business platforms:
electronic chemicals, pipeline performance and wood treating chemicals. In our electronic chemicals platform, we
formulate, purify and blend acids, solvents and other wet chemicals used to etch and clean silicon wafers in the
production of semiconductors, photovoltaics (solar cells) and flat panel displays. In our pipeline performance
platform, we provide products, services and solutions for optimizing pipeline throughput and maximizing performance
and safety. Our pipeline performance products include drag-reducing agents, valve lubricants, cleaners and sealants,
and related equipment. We also provide routine and emergency maintenance services and training for pipeline
operators worldwide. Our wood treating chemicals, based on pentachlorophenol, or penta, are sold to industrial
customers who use these products to extend the useful life of wood utility poles and crossarms.

Common Stock Offering

On October 23, 2017, we completed an underwritten public offering of 3,450,000 shares of our common stock,
including 450,000 shares issued pursuant to the underwriters’ exercise of their option to purchase additional shares, at a
public offering price of $54 per share, resulting in estimated net proceeds of approximately $175.7 million after
deducting underwriting commissions and estimated offering expenses. We used all of the net proceeds of the offering,
and cash on hand, to pay down $178.0 million on our outstanding term loan during the first quarter of fiscal year
2018, reducing the total amount outstanding under the term loan from $540.0 million to $362.0 million. See Notes 4
and 11 to the condensed consolidated financial statements included in this report.

Acquisition of Flowchem

On June 15, 2017, we completed the acquisition of Flowchem Holdings LLC, the parent company of Flowchem LLC
(“Flowchem”). Based in Waller, Texas, Flowchem is a global provider of drag-reducing agents, related support services
and equipment to midstream crude oil and refined fuel pipeline operators. The consideration paid for the acquisition
was $495.0 million plus $11.4 million for cash acquired. The purchase price is subject to adjustment following closing
for reconciliation of net working capital. See Note 2 to the condensed consolidated financial statements included in
this report.

In connection with the acquisition, on June 15, 2017, we entered into a new credit agreement (the “Credit Agreement”),
by and among, us, KeyBank National Association, as agent, KeyBanc Capital Markets Inc., HSBC Securities (USA)
Inc., and JPMorgan Chase Bank, N.A., as joint lead arrangers and joint bookrunners and ING Capital LLC, as
documentation agent. The Credit Agreement provides for (i) a seven year syndicated senior secured term loan of
$550.0 million (the “Term Loan”) and (ii) a five year senior secured revolving credit facility of $50.0 million (the
“Revolving Loan”). The proceeds from the term loan under the Credit Agreement were used to finance the acquisition of
Flowchem, pay the costs and expenses related to the acquisition, and to repay in full the $31.0 million outstanding
indebtedness under our prior credit facility.

Acquisition of Sealweld

On February 1, 2017, we completed the acquisition of the assets of Sealweld Corporation (“Sealweld”), a privately held
corporation organized under the laws of the Province of Alberta, Canada, for CAD$22.3 million in cash (or
approximately US$17.2 million, at an exchange rate of 0.77 CAD$ to US$ at February 1, 2017), which includes
CAD$5.5 million (or approximately US$4.2 million, at an exchange rate of 0.77 CAD$ to US$ at February 1, 2017)
for estimated net working capital. Sealweld is based in Calgary, Alberta, Canada, with additional facilities in the
United States and the United Arab Emirates. Sealweld is a leading global supplier of high-performance products and
services for industrial valve and actuator maintenance, including lubricants, sealants, cleaners, valve fittings, tools and
equipment. Additionally, Sealweld provides routine and emergency valve maintenance services and technician
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training for many of the world’s largest pipeline operators. See Note 2 to the condensed consolidated financial
statements included in this report.  

Results of Operations

Three Months Ended October 31, 2017 compared with the Three Months Ended October 31, 2016

Segment Net Sales 

Segment data is presented for our two reportable segments for the three months ended October 31, 2017 and 2016.
The segment data should be read in conjunction with our condensed consolidated financial statements and related
notes thereto included elsewhere in this report. The information presented for the performance materials segment for
the three months ended October 31, 2016 represents information that was previously reported in our other chemicals
segment. In the fiscal quarter ended April 30, 2017, the Company’s management, including the chief executive officer,
who is the chief operating decision maker, determined that the
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Company’s operations should be reported as the electronic chemicals segment and the performance materials segment,
as discussed in Note 10 to our consolidated financial statements included in this report.  

Three Months
Ended
October 31,
2017 2016
(Amounts in
thousands)

Sales
Electronic chemicals $73,808 $66,921
Performance materials 36,856 9,574
Total sales for reportable segments $110,664 $76,495

Net Sales

Net sales for reportable segments increased by $34.2 million, or 44.7%, to $110.7 million in the first quarter of fiscal
year 2018, from $76.5 million in the same period of the prior year. The increase in net sales was primarily due to
contributions from the acquisitions within the performance materials segment in the second half of fiscal year 2017, as
well as volume growth globally within our other businesses in both reportable segments.

Net sales in the electronic chemicals segment increased by $6.9 million, or 10.3%, to $73.8 million in the first quarter
of fiscal year 2018, from $66.9 million in the same period of the prior year. Net sales increased compared to the prior
year primarily due to global volume growth, with the largest increase attributable to North America.

Net sales of performance materials increased by $27.3 million, or 284.4%, to $36.9 million in the first quarter of fiscal
year 2018, from $9.6 million in the same period of the prior year. The increase in net sales was primarily due to the
acquisitions of Sealweld and Flowchem in the second half of fiscal year 2017, as well as volume growth in our
existing pipeline performance and wood treating chemicals business platforms.

Gross Profit

Gross profit increased by $16.8 million, or 56.6%, to $46.5 million in the first quarter of fiscal year 2018, from $29.7
million in the same period of the prior year. The increase in gross profit was primarily due to contributions from the
acquisitions of Sealweld and Flowchem, and volume growth within our other businesses. Gross profit as a percentage
of net sales increased to 42.0% in the first quarter of fiscal year 2018, from 38.8% in the same period of the prior year.
The improvement in gross profit as a percentage of sales was primarily due to the recent acquisition of Flowchem.

Other companies may include certain costs that we record in cost of sales as distribution expenses or selling, general
and administrative expenses, and may include certain of the costs that we record in distribution expenses or selling,
general and administrative expenses as a component of cost of sales, resulting in a lack of comparability between our
gross profit and that reported by other companies.

Distribution Expenses

Distribution expenses increased by $0.3 million, or 3.3%, to $9.4 million in the first quarter of fiscal year 2018, from
$9.1 million in the same period of the prior year. The increase in distribution expenses was due to increased global
volume within the electronic chemicals segment. Distribution expenses as a percentage of net sales decreased to 8.5%
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in the first quarter of fiscal year 2018, from 11.9% in the same period of the prior year. The reduction as a percentage
of net sales was primarily due to increased net sales within the performance materials segment, which has lower
distribution expense as a percentage of net sales than the electronic chemicals segment. In addition, distribution
expenses as percentage of net sales within the electronic chemicals segment decreased to 12.1% in the first quarter of
fiscal year 2018, from 13.4% in same period in the prior year due to product mix. The electronic chemicals segment
represented approximately 95% and 99% of distribution expenses in the three months ended October 31, 2017 and
2016, respectively.

Selling, General and Administrative Expenses

Selling, general and administrative expenses increased $1.9 million, or 16.7%, to $13.3 million in the first quarter of
fiscal year 2018, from $11.4 million in the same period of the prior year. The increase from the prior year was
primarily due to a $1.5 million increase in selling, general and administrative expenses attributable to the acquisitions
of Sealweld and Flowchem, with the remainder comprised primarily of employee compensation related expenses.
Selling, general and administrative expenses as a percentage of net
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sales decreased to 12.1% in the first quarter of fiscal year 2018, from 14.9% in the same period of the prior year.
Selling, general and administrative expenses as a percentage of net sales at the businesses acquired in the second half
of fiscal year 2017 were lower than our other businesses, resulting in a reduction in selling, general and administrative
expenses as a percentage of net sales in the three months ended October 31, 2017, as compared to the prior period.

Segment Income from Operations

Operating income in the electronic chemicals segment increased by $3.2 million, or 39.5%, to $11.3 million, from
$8.1 million in the same period of the prior year. The improvement was primarily driven by the growth in global
volume within the segment.

Operating income in the performance materials segment increased by $7.9 million, or 213.5%, to $11.6 million in the
first quarter of fiscal year 2018, from $3.7 million in the same period of the prior year. Operating income in
performance materials increased due to contributions from the acquisitions of Sealweld and Flowchem, and volume
growth in our existing pipeline performance and wood treating chemicals business platforms.

Other corporate expenses are not allocated to segments when calculating a segment’s income from operations. Other
corporate expenses primarily represent employee stock-based compensation expenses and public entity expenses, such
as board compensation, audit expense and fees related to the listing of our common stock. In the first quarter of fiscal
year 2018, other corporate expenses decreased by $0.3 million to $2.8 million, from $3.1 million in the same period of
the prior year.

Net Income, Adjusted EBITDA, Adjusted Net Income and Adjusted Diluted Earnings Per Share

Net income increased by $0.2 million, or 3.5%, to $5.9 million in the first quarter of fiscal year 2018, from $5.7
million in the same period of the prior year. Diluted earnings per share was $0.46 and $0.47 in the first quarter of
fiscal years 2018 and 2017, respectively. Net income and diluted earnings per share were both positively affected by
the acquisitions of Flowchem and Sealweld, but those contributions were largely offset by increases in interest
expense and intangible asset amortization, and a $4.2 million loss on the extinguishment of debt.

Adjusted EBITDA (as defined below under Non-GAAP Financial Measures) excludes costs associated with the loss
on the extinguishment of debt, acquisition and integration expenses related to the acquisitions of Flowchem and
Sealweld, and charges related to restructuring activities in our electronic chemicals segment in Asia. Adjusted
EBITDA increased by $14.9 million, or 118.3%, to $27.5 million in the first quarter of fiscal year 2018, from $12.6
million in the same period of the prior year. The increase in adjusted EBITDA was primarily the result of our
acquisitions of Sealweld and Flowchem in the second half of fiscal year 2017, with additional positive contributions
from each of our other businesses across both reportable segments.

In the first quarter of fiscal year 2018 adjusted diluted earnings per share (as defined below under Non-GAAP
Financial Measures) was $0.83, compared to $0.48 in the first quarter of fiscal year 2017. The increase in adjusted
diluted earnings per share was primarily the result of our acquisitions of Sealweld and Flowchem in the second half of
fiscal year 2017, with additional positive contributions from each of our other businesses across both reportable
segments.

Non-GAAP Financial Measures

We provide non-GAAP financial information to complement reported GAAP results including adjusted EBITDA,
adjusted net income and adjusted diluted earnings per share. We believe that analysis of our financial performance is
enhanced by an understanding of these non-GAAP financial measures. We believe that these measures aid in
evaluating the underlying operational performance of our business and facilitate comparisons between periods.
Non-GAAP financial information, such as adjusted EBITDA adjusted net income and adjusted diluted earnings per
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share, are used externally by users of our condensed consolidated financial statements, such as analysts and investors.
A similar calculation of adjusted EBITDA is utilized internally for executives’ compensation and by our lenders for a
key debt compliance ratio.

We define adjusted EBITDA as earnings from continuing operations before interest, taxes, depreciation, amortization,
acquisition and integration expenses, restructuring and realignment charges and other designated items. For the fiscal
quarter ended October 31, 2017, other designated items include, among other items, significant recurring non-cash
expenses, such as the amortization of Flowchem intangible assets and the amortization of deferred financing costs, the
adjustments for which aid in the evaluation of our operating performance. Adjusted EBITDA is a primary
measurement of cash flow from operations and a measure of our ability to invest in our operations and provide
shareholder returns. Adjusted EBITDA is not intended to represent U.S. GAAP definitions of cash flow from
operations or net income/(loss). Adjusted net income adjusts net income for acquisition and integration expenses,
restructuring and realignment charges and other designated items, while adjusted diluted earnings per share is adjusted
net income divided by diluted weighted average shares outstanding.
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Adjusted EBITDA, adjusted net income and adjusted diluted earnings per share should be viewed as supplements to,
and not substitutes for, U.S. GAAP measures of performance.

The table below provides a reconciliation of net income to adjusted EBITDA.

Three Months
Ended
October 31,
2017 2016
(Amounts in
thousands)

Net income $5,850 $5,742
Interest expense, net 8,094 177
Income taxes 2,629 2,992
Depreciation and amortization 7,109 3,552
EBITDA 23,682 12,463
Loss on the extinguishment of debt 4,175 —
Derivative fair value gain (849 ) —
Acquisition and integration expenses 411 83
Corporate relocation expense — 50
Restructuring charges, excluding

   accelerated depreciation 109 —
Adjusted EBITDA $27,528 $12,596

The table below provides a reconciliation of net income to adjusted net income and adjusted diluted earnings per
share.

Three Months
Ended
October 31,
2017 2016
(Amounts in
thousands)

Net income $5,850 $5,742
Items impacting pre-tax income:
Acquisition and integration expenses 411 83
Corporate relocation expense — 50
Restructuring charges 109 —
Derivative fair value gain (849 ) —
Amortization of Flowchem intangible assets 2,891 —
Loss on the extinguishment of debt 4,175 —
Amortization of debt discounts and financing costs 493 —
Income taxes(1) (2,531 ) (47 )
Adjusted net income $10,549 $5,828

GAAP diluted earnings per share $0.46 $0.47
Adjusted diluted earnings per share $0.83 $0.48
Weighted average diluted shares outstanding 12,727 12,152
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(1)Represents the aggregate tax-effect assuming a 35% tax rate of the items impacting pre-tax income.
Interest Expense, net

Interest expense, net was $8.1 million and $0.2 million in the first quarter of fiscal years 2018 and 2017, respectively.
Interest expense was higher compared to the prior year due to the increase in long-term debt outstanding.

Income Taxes

The overall effective income tax rate for the three months ended October 31, 2017 and 2016 was 31.0% and 34.3%,
respectively. The decrease in the effective tax rate from the prior fiscal year was due to stock compensation tax
benefits realized as a result of the adoption of ASU 2016-09 in the second quarter of fiscal year 2017 and favorable
mix of operational results across the various jurisdictions in which we conduct business.
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Liquidity and Capital Resources

Cash Flows

Net cash provided by operating activities was $20.5 million and $10.9 million for the three months ended October 31,
2017 and 2016, respectively. Operating cash flows were favorably impacted by the acquisitions of Flowchem and
Sealweld.

Net cash used in investing activities was $6.7 million and $2.4 million for the three months ended October 31, 2017
and 2016, respectively. During the three months ended October 31, 2017, we invested approximated $5.8 million in
capital investments, the majority of which was within the electronic chemicals segment, including investments in
technology, supply chain and the expansion of our manufacturing facility in Singapore.

Net cash used in financing activities was $4.4 million and $2.9 million for the three months ended October 31, 2017
and 2016, respectively. During the three months ended October 31, 2017, we made payments totaling $178.0 million
on our outstanding term loan, of which $175.7 million was paid using proceeds from the sale of our common stock
that occurred on October 23, 2017.

Working Capital

On June 15, 2017, we entered into a credit agreement (the “Credit Agreement”) providing for a seven year syndicated
senior secured term loan of $550.0 million (the “Term Loan”) and a five year senior secured revolving credit facility of
$50.0 million (the “Revolving Loan”). At October 31, 2017, we had $362.0 million outstanding under the Term Loan,
with up to $47.0 million of additional borrowing capacity under the Revolving Loan after giving effect to a reduction
of $3.0 million for outstanding letters of credit.

Management believes that the Credit Agreement, combined with cash flows from operations, will adequately provide
for our working capital needs for current operations for the next twelve months.

Long Term Obligations

The Credit Agreement is with KeyBank National Association, as agent, KeyBanc Capital Markets, Inc., HSBC
Securities (USA) Inc., and JPMorgan Chase Bank, N.A., as joint lead arrangers and joint bookrunners, and ING
Capital LLC, as documentation agent.
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The Term Loan under the Credit Agreement bears interest at a varying rate of LIBOR plus a margin based on net
funded debt to adjusted EBITDA, as described in the table below.

Ratio of Funded Debt to Adjusted EBITDA Margin
Greater than 4.25 to 1.0 4.25 %
Less than or equal to 4.25 to 1.0 4.00 %

The Revolving Loan under the Credit Agreement bears interest at a varying rate of LIBOR plus a margin based on net
funded debt to adjusted EBITDA, as described in the table below.

Ratio of Funded Debt to Adjusted EBITDA Margin
Greater than 4.25 to 1.0 3.50 %
Greater than 3.75 to 1.0, but less than or equal to 4.25 to 1.0 3.25 %
Less than 3.75 to 1.0 3.00 %

Advances under the revolving loan bore interest at 4.735% as of October 31, 2017. There were no outstanding
borrowings under the Revolving Loan as of October 31, 2017. We also incur an unused commitment fee on the
unused amount of commitments under the Second Restated Credit Facility of 0.5%.

Loans under the Credit Agreement are secured by our assets, including stock in subsidiaries, inventory, accounts
receivable, equipment, intangible assets, and real property. The Credit Agreement has restrictive covenants, including
a covenant that the Company must maintain a consolidated net leverage ratio between 6.0 to 1.0 through the fiscal
quarter ended April 30, 2018, which ratio is reduced each year thereafter by an amount set forth in the Credit
Agreement, until the twelve months ended April 30, 2022, following which the Company must maintain a
consolidated net leverage ratio below 4.00 to 1.0. As of October 31, 2017, the we were in compliance with all
covenants of the Credit Agreement. 

Off-Balance Sheet Arrangements

We have no off-balance sheet arrangements, such as financing or unconsolidated variable interest entities, other than
operating leases.

Disclosure Regarding Forward Looking Statements

This report includes “forward-looking statements” within the meaning of Section 27A of the Securities Act of 1933, as
amended, and Section 21E of the Securities Exchange Act of 1934, as amended. These forward-looking statements
include information about possible or assumed future results of our operations. All statements, other than statements
of historical facts, included or incorporated by reference in this report that address activities, events or developments
that we expect or anticipate may occur in the future, including such things as future capital expenditures, business
strategy, competitive strengths, goals, growth of our business and operations, plans and references to future successes
may be considered forward-looking statements. Also, when we use words such as “anticipate,” “believe,” “estimate,” “intend,”
“plan,” “project,” “forecast,” “may,” “should,” “budget,” “goal,” “expect,” “probably” or similar expressions, we are making
forward-looking statements. Many risks and uncertainties may impact the matters addressed in these forward-looking
statements. Our forward-looking statements speak only as of the date made and we will not update forward-looking
statements unless the securities laws require us to do so.
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Some of the key factors which could cause our future financial results and performance to vary from those expected
include:

•the loss or significant reduction in business from primary customers;
•our ability to realize the anticipated benefits of business acquisitions and to successfully integrate previous or future
business acquisitions, including the integration of Flowchem;
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•the loss of key suppliers, particularly for sulfuric acid;
•our level of indebtedness, which could diminish our ability to raise additional capital to fund operations or limit our
ability to react to changes in the economy or the chemicals industry;
•the implementation of our strategy with respect to the expansion of operations in Singapore taking longer or being
more costly than currently believed, and the failure to achieve all the planned benefits of that effort;
•the implementation of a new enterprise resource planning system taking longer or being more costly than currently
believed;
•our ability to implement productivity improvements, cost reduction initiatives or facilities expansions;
•market developments affecting, and other changes in, the demand for our products and the entry of new competitors
or the introduction of new competing products;
•volatility in oil and natural gas prices, which may impact customers’ activity levels and spending for our products and
services and which could impact goodwill impairment testing for our pipeline performance platform;
•increases in the price of energy, affecting our primary raw materials and active ingredients;
•the timing of planned capital expenditures;
•our ability to identify, develop or acquire, and market additional product lines and businesses necessary to implement
our business strategy and our ability to finance such acquisitions and development;
•the condition of the capital markets generally, which will be affected by interest rates, foreign currency fluctuations
and general economic conditions;

• cost and other effects of legal and administrative proceedings, settlements, investigations and claims,
including environmental liabilities which may not be covered by indemnity or insurance;

•the effects of weather, earthquakes, other natural disasters and terrorist attacks;
•the impact of penta or any of our other products being or being proposed to be banned or restricted as a persistent
organic pollutant or otherwise under the Stockholm Convention Treaty, REACH or other applicable laws or
regulations, and the ability to obtain registration and re-registration of our products under applicable law;
•exposure to movements in foreign currency exchange rates as a result of the geographic diversity of our operations;
•the political and economic climate in the foreign or domestic jurisdictions in which we conduct business; and
•other United States or foreign regulatory or legislative developments which affect the demand for our products
generally or increase the environmental compliance cost for our products or operations or impose liabilities on the
manufacturers and distributors of such products.

The information contained in this report, including the information set forth under the heading “Risk Factors” contained
herein and in our Annual Report on Form 10-K for the fiscal year ended July 31, 2017, identifies additional factors
that could cause our results or performance to differ materially from those we express in our forward-looking
statements. Although we believe that the assumptions underlying our forward-looking statements are reasonable, any
of these assumptions and, therefore, the forward-looking statements based on these assumptions, could themselves
prove to be inaccurate. In light of the significant uncertainties inherent in the forward-looking statements which are
included in this report and the exhibits and other documents incorporated herein by reference, our inclusion of this
information is not a representation by us or any other person that our objectives and plans will be achieved.

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURE ABOUT MARKET RISK
We are exposed to certain market risks in the ordinary course of our business, arising primarily from changes in
interest rates and to a lesser extent foreign currency exchange rate fluctuations. Our exposure to interest rate risk and
foreign currency risk is discussed in our Annual Report on Form 10-K for the fiscal year ended July 31, 2017. On
August 11, 2017, we entered into an interest rate swap agreements (“Swap Transaction”) to manage our exposure to
fluctuations in variable interest rates. The Swap Transaction effectively exchanges the interest rate on 45% of the debt
projected to be outstanding under the Credit Agreement from (i) variable LIBOR plus margin to (ii) a fixed rate of
1.925% per annum plus margin. The Swap Transaction has an effective date of August 31, 2017 and a termination
date of June 15, 2024.
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ITEM 4. CONTROLS AND PROCEDURES
The term “disclosure controls and procedures” is defined in Rules 13a-15(e) and 15d-15(e) of the Securities Exchange
Act of 1934. This term refers to the controls and procedures of a company that are designed to provide reasonable
assurance that information required to be disclosed by a company in the reports that it files or submits under the
Exchange Act is recorded, processed, summarized and reported within the time periods specified by the Securities and
Exchange Commission. Our management, including our Chief Executive Officer and Chief Financial Officer, has
evaluated the effectiveness of our disclosure controls and procedures as of the end of the period covered by this report.
Based upon that evaluation, our Chief Executive Officer and Chief Financial Officer have concluded that our
disclosure controls and procedures were effective as of the end of the period covered by this report.

There were no changes to our internal control over financial reporting during the quarterly period covered by this
Report on Form 10-Q that have materially affected, or are reasonably likely to materially affect, our internal control
over financial reporting.    

PART II — OTHER INFORMATION

ITEM 1. LEGAL PROCEEDINGS
The information set forth in Note 15 to the condensed consolidated financial statements is incorporated herein by
reference.

ITEM 1A. RISK FACTORS
There have been no material changes to the risk factors contained in our Annual Report on Form 10-K for the fiscal
year ended July 31, 2017, as filed with the SEC.

ITEM 6. EXHIBITS
The financial statements are filed as part of this report in Part 1, Item 1. The following documents are filed as exhibits.
Documents marked with an asterisk (*) are management contracts or compensatory plans, and portions of documents
marked with a dagger (†) have been granted confidential treatment.

31.1
Certificate under Section 302 the Sarbanes-Oxley Act of 2002 of the Chief Executive
Officer.

31.2
Certificate under Section 302 the Sarbanes-Oxley Act of 2002 of the Chief Financial
Officer.

32.1
Certificate under Section 906 of the Sarbanes-Oxley Act of 2002 of the Chief Executive
Officer.

32.2
Certificate under Section 906 of the Sarbanes-Oxley Act of 2002 of the Chief Financial
Officer.
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101.INS XBRL Instance Document

101.SCH XBRL Schema Document

101.CAL XBRL Calculation Linkbase Document

101.DEF XBRL Definition Linkbase Document

101.LAB XBRL Label Linkbase Document

101.PRE XBRL Presentation Linkbase Document
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the Company has duly caused this report to be
signed on its behalf by the undersigned, thereunto duly authorized.

KMG Chemicals, Inc.

By:/s/ Christopher T. Fraser Date:December 11, 2017
Christopher T. Fraser
President and Chief
Executive Officer

By:/s/ Marcelino Rodriguez Date:December 11, 2017
Marcelino Rodriguez
Chief Financial Officer
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