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PART I. FINANCIAL INFORMATION

 
 

Item 1. Financial Statements
 

QUANEX CORPORATION
CONSOLIDATED BALANCE SHEETS

(In thousands)
(Unaudited)

 

 
 

July 31,
2002  

October 31,
2001  

ASSETS
     

      
Current assets:

     

Cash and equivalents
 

$ 1,340
 

$ 29,573
 

Accounts and notes receivable, net
 

110,684
 

109,706
 

Other receivables
 

26,041
 

—
 

Inventories
 

93,229
 

83,109
 

Deferred income taxes
 

11,783
 

10,907
 

Other current assets
 

3,461
 

3,583
 

Total current assets
 

246,538
 

236,878
 

      
Property, plant and equipment

 

769,764
 

736,952
 

Less accumulated depreciation and amortization
 

(413,010 ) (379,317 )
Property, plant and equipment, net

 

356,754
 

357,635
 

      
Goodwill, net

 

66,436
 

59,226
 

Intangible assets
 

2,899
 

—
 

Other assets
 

27,970
 

43,892
 

      
 

 

$ 700,597
 

$ 697,631
 

      
LIABILITIES AND STOCKHOLDERS’ EQUITY

     

      
Current liabilities:

     

Accounts payable
 

$ 81,123
 

$ 76,831
 

Accrued expenses
 

51,931
 

50,659
 

Income taxes payable
 

3,544
 

1,087
 

Other current liabilities
 

4,945
 

5,593
 

Current maturities of long-term debt
 

81,434
 

420
 

Total current liabilities
 

222,977
 

134,590
 

      
Long-term debt

 

10,203
 

219,608
 

Deferred pension credits
 

6,281
 

7,962
 

Deferred postretirement welfare benefits
 

7,848
 

7,777
 

Deferred income taxes
 

32,595
 

29,282
 

Other liabilities
 

15,820
 

18,435
 

Total liabilities
 

295,724
 

417,654
 

      
Stockholders’ equity:

     

Preferred stock, no par value
 

—
 

—
 

Common stock, $.50 par value
 

8,198
 

7,043
 

Additional paid-in capital
 

182,742
 

108,314
 

Retained earnings
 

219,646
 

186,274
 

Unearned compensation
 

(533 ) (897 )
Accumulated other comprehensive income

 

(4,226 ) (7,212 )
 

 

405,827
 

293,522
 

Less:  Common stock held by rabbi trust
 

(954 ) (873 )
Less:  Cost of shares of common stock in treasury

 

—
 

(12,672 )
Total stockholders’ equity

 

404,873
 

279,977
 

      
 

 

$ 700,597
 

$ 697,631
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QUANEX CORPORATION



CONSOLIDATED STATEMENTS OF INCOME
(In thousands, except per share amounts)

(Unaudited)
 

  
Three Months Ended

July 31,
 

Nine Months Ended
July 31,  

  
2002

 
2001

 
2002

 
2001

 

Net sales
 

$ 266,891
 

$ 248,121
 

$ 720,634
 

$ 668,320
 

Cost and expenses:
         

Cost of sales
 

216,469
 

205,581
 

591,882
 

560,625
 

Selling, general and administrative expense
 

14,099
 

13,492
 

39,960
 

38,188
 

Depreciation and amortization
 

11,292
 

10,695
 

33,884
 

33,116
 

Operating income
 

25,031
 

18,353
 

54,908
 

36,391
 

Other income (expense):
         

Interest expense
 

(1,070 ) (4,129 ) (9,179 ) (12,412 )
Capitalized interest

 

346
 

349
 

1,879
 

1,095
 

Retired executive life insurance benefit
 

9,020
 

—
 

9,020
 

—
 

Other, net
 

(375 ) 208
 

1,469
 

2,547
 

Income before income taxes
 

32,952
 

14,781
 

58,097
 

27,621
 

Income tax expense
 

(8,615 ) (5,173 ) (17,668 ) (9,667 )
Net income

 

$ 24,337
 

$ 9,608
 

$ 40,429
 

$ 17,954
 

          
Earnings per common share:

         

Basic net income per share
 

$ 1.56
 

$ 0.72
 

$ 2.83
 

$ 1.34
 

Diluted net income per share
 

$ 1.42
 

$ 0.67
 

$ 2.55
 

$ 1.30
 

          
Weighted average shares outstanding:

         

Basic
 

15,560
 

13,377
 

14,303
 

13,397
 

Diluted
 

16,557
 

15,428
 

16,093
 

15,420
 

          
Common stock dividends per share

 

$ 0.16
 

$ 0.16
 

$ 0.48
 

$ 0.48
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QUANEX CORPORATION

CONSOLIDATED STATEMENTS OF CASH FLOW
(In thousands)
(Unaudited)

 
  

Nine Months Ended
July 31,  

  
2002

 
2001

 

Operating activities:
     

Net income
 

$ 40,429
 

$ 17,954
 

Adjustments to reconcile net income to cash provided by operating activities:      
Loss (gain) on early extinguishment of debt

 

922
 

(573 )
Retired executive life insurance benefit

 

(9,020 ) —
 

Depreciation and amortization
 

34,107
 

33,454
 

Deferred income taxes
 

2,437
 

(2,395 )
Deferred pension and postretirement benefits

 

(1,610 ) (1,784 )
      

Changes in assets and liabilities net of effects from acquisitions and dispositions:      
Decrease in accounts and notes receivable

 

293
 

3,790
 

Decrease (increase) in inventory
 

(7,722 ) 12,494
 

Increase (decrease) in accounts payable
 

3,678
 

(2,111 )
Decrease in accrued expenses

 

(697 ) (3,348 )
Other, net (including income tax refund)

 

2,718
 

(1,394 )
Cash provided by operating activities

 

65,535
 

56,087
 

      
Investment activities:

     

Acquisition of Colonial Craft, net of cash acquired
 

(17,283 ) —
 

Acquisition of Temroc Metals, Inc., net of cash acquired
 

—
 

(17,922 )
Capital expenditures, net of retirements

 

(28,100 ) (42,998 )
Other, net

 

(1,143 ) (3,523 )
Cash used by investment activities

 

(46,526 ) (64,443 )
Cash provided (used) by operating and investment activities

 

19,009
 

(8,356 )
      
Financing activities:

     

Bank (repayments) borrowings, net
 

(59,000 ) 47,000
 

Repayment of borrowings against insurance policies
 

—
 

(17,273 )
Prepayment of note payable

 

(7,029 ) —
 

Redemption and purchase of subordinated debentures
 

(1,314 ) (3,942 )
Purchase of Quanex common stock

 

—
 

(1,990 )
Common dividends paid

 

(7,012 ) (6,469 )
Issuance of common stock, net

 

30,716
 

1,813
 

Other, net
 

(3,603 ) (1,387 )
Cash provided (used) by financing activities

 

(47,242 ) 17,752
 

  



Increase (decrease) in cash and equivalents (28,233 ) 9,396
Cash and equivalents at beginning of period

 

29,573
 

22,409
 

Cash and equivalents at end of period
 

$ 1,340
 

$ 31,805
 

      
Supplemental disclosure of cash flow information:

     

Cash paid during the period for interest
 

$ 11,312
 

$ 12,823
 

Cash paid during the period for income taxes
 

$ 9,406
 

$ 10,030
 

Cash received during the period for income tax refunds
 

$ (126 ) $ (210 )
      
Supplemental disclosures of non-cash financing activity:

     

The Company converted $57.4 million aggregate principal amount of its subordinated debentures to 1.8 million
shares of common stock during the nine month period ended July 31, 2002.  (See Note 9 to the Financial
Statements.)
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QUANEX CORPORATION

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

 
1. Significant Accounting Policies and New Accounting Pronouncements
 
The interim consolidated financial statements of Quanex Corporation and its subsidiaries (“Quanex” or the “Company”) are unaudited, but include all adjustments
which the Company deems necessary for a fair presentation of its financial position and results of operations.  All such adjustments are of a normal recurring
nature.  These financial statements have been prepared in accordance with accounting principles generally accepted in the United States for interim financial
information and with the instructions to Form 10-Q and Rule 10-01 of Regulation S-X.  Results of operations for interim periods are not necessarily indicative of
results to be expected for the full year.  Certain amounts for prior periods have been reclassified in the accompanying consolidated financial statements to conform
to 2002 classifications.
 
          The preparation of these financial statements requires management to make estimates and assumptions that affect the amounts reported in the financial
statements and accompanying footnotes.  Estimates and assumptions about future events and their effects cannot be perceived with certainty.  Estimates may change
as new events occur, as more experience is acquired, as additional information becomes available and as the Company’s operating environment changes.  Actual
results could differ from estimates.
 

The Company believes the following are the most critical accounting policies used in the preparation of the Company’s consolidated financial statements as
well as the significant judgments and uncertainties affecting the application of these policies.
 
Revenue Recognition and Allowance for Doubtful Accounts
 
The Company recognizes revenue when the products are shipped and the title and risk of ownership pass to the customer.  Selling prices are fixed based on
purchase orders or contractual agreements.  Inherent in the Company’s revenue recognition policy is the determination of collectibility.  This requires management
to make frequent judgments and estimates in order to determine the appropriate amount of allowance needed for doubtful accounts.  The Company’s allowance for
doubtful accounts is estimated to cover the risk of loss related to accounts receivable.  This allowance is maintained at a level the Company considers appropriate
based on historical and other factors that affect collectibility.  These factors include historical trends of write-offs, recoveries and credit losses, the careful
monitoring of portfolio credit quality, and projected economic and market conditions.  Different assumptions or changes in economic circumstances could result in
changes to the allowance.
 
Inventory
 
The Company records inventory valued at the lower of cost or market value.  Inventory quantities are regularly reviewed and provisions for excess or obsolete
inventory are recorded primarily based on the Company’s forecast of future demand and market conditions.  Significant unanticipated changes to the Company’s
forecasts could require a change in the provision for excess or obsolete inventory.
 
Risk Management and Derivative Instruments
 
The Company’s current risk management strategies include the use of derivative instruments to reduce certain risks.  The critical strategies include: (1) the use of
commodity futures and options to fix the price of a portion of anticipated future purchases of certain raw materials and energy to offset the effect of fluctuations in
the costs of those commodities, and (2) the use of interest rate swaps to fix the rate of interest on a portion of floating rate debt.  These hedges have been designated
as cash flow hedges.  The effective portion of gains and losses is recorded in the accumulated other comprehensive income (loss) component of stockholders’
equity in accordance with SFAS No. 133.  The Company
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evaluates all derivative instruments each quarter to determine if they are highly effective.  Any ineffectiveness is recorded in the statement of income.  If the
anticipated future transactions are no longer expected to occur, the unrealized gains and losses on the related hedge are reclassified to the consolidated statement of
income.  (See Note 12 to the financial statements for further explanation.)
 
Long-Lived Assets
 
Long-lived assets, which include property, plant and equipment, goodwill and other intangibles, and other assets, comprise a significant amount of the Company’s
total assets.  The Company makes judgments and estimates in conjunction with the carrying value of these assets, including amounts to be capitalized, depreciation
and amortization methods and useful lives.  Additionally, carrying values of these assets are periodically reviewed for impairment and further reviewed whenever
events or changes in circumstances indicate that carrying value may be impaired.  The carrying values are compared with the fair value of such assets calculated
based on the anticipated future cash flows related to those assets.  If the carrying value of a long-lived asset exceeds its fair value, an impairment charge is recorded



in the period in which such review is performed.  This requires the Company to make long-term forecasts of its future revenues and costs related to the assets
subject to review.  Forecasts require assumptions about demand for the Company’s products and future market conditions.  Significant and unanticipated changes to
assumptions could require a provision for impairment in a future period.
 
        Property, plant and equipment is stated at cost and is depreciated using the straight-line method over the estimated useful lives of the assets.  The estimated
useful lives of certain categories are as follows:
 

  
Years

 

Land improvements
 

10 to 25
 

Buildings
 

10 to 40
 

Machinery and equipment
 

3 to 20
 

 
Income Taxes
 
The Company records the estimated future tax effects of temporary differences between the tax basis of assets and liabilities and the amounts reported in the
Company’s consolidated balance sheet, as well as operating loss and tax credit carry forwards.  The carrying value of the net deferred tax liability reflects the
Company’s assumption that the Company will be able to generate sufficient future taxable income in certain jurisdictions to realize its deferred tax assets.  If the
estimates and assumptions change in the future, the Company may be required to record a valuation allowance against a portion of its deferred tax assets.   This
could result in additional income tax expense in a future period in the consolidated statement of income.
 
Retirement and Pension Plans
 
The Company sponsors a number of defined benefit pension plans and an unfunded postretirement plan that provides health care and life insurance benefits for
eligible retirees and dependents.  The measurement of liabilities related to these plans is based on management’s assumptions related to future events, including
expected return on plan assets, rate of compensation increases and health care cost trend rates.  The discount rate, which is determined using a model that matches
corporate bond securities, is applied against the projected pension and postretirement disbursements.  Actual pension plan asset investment performance will either
reduce or increase unamortized pension losses at the end of fiscal year 2002, which ultimately would affect future pension costs.
 
Principles of Consolidation
 
The consolidated financial statements include the accounts of Quanex Corporation and its subsidiaries, all of which are wholly owned.  All significant intercompany
balances and transactions have been eliminated in consolidation.
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Earnings Per Share Data
 
Basic earnings per share excludes dilution and is computed by dividing net income available to common stockholders by the weighted average number of common
shares outstanding for the period.  Diluted earnings per share reflects the potential dilution that could occur if securities or other contracts to issue common stock
were exercised or converted into common stock or resulted in the issuance of common stock that then shared in the earnings of the entity.
 
New Accounting Pronouncements
 
In June 2001, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 142, “Goodwill and Other Intangible Assets.”  This statement addresses
financial accounting and reporting for acquired goodwill and other intangible assets.  It addresses how intangible assets that are acquired individually or with a
group of other assets (but not those acquired in a business combination) should be accounted for in financial statements upon their acquisition.  This statement also
addresses how goodwill and other intangible assets should be accounted for after they have been initially recognized in the financial statements.  Under SFAS No.
142, goodwill is no longer amortized, but reviewed for impairment annually, or more frequently if certain indicators arise.  The Company adopted this statement on
November 1, 2001 for its fiscal year ended October 31, 2002.  In accordance with SFAS 142, the Company completed the transitional impairment test of goodwill
during the second quarter ended April 30, 2002, which indicated that goodwill was not impaired.  The assessment was based on assumptions regarding estimated
future cash flows and other factors, including the discount rate.  If these estimates or their related assumptions change in the future, because of change in events and
circumstances, the Company may be required to record impairment charge in a future period.
 
        In August 2001, the FASB issued SFAS No. 143, “Accounting for Asset Retirement Obligations.”  SFAS No. 143 addresses financial accounting and reporting
for obligations associated with the retirement of tangible, long-lived assets and the associated asset retirement costs.  This Statement requires that the fair value of a
liability for an asset retirement obligation be recognized in the period in which it is incurred by capitalizing it as part of the carrying amount of the long-lived
assets.  The provisions of this statement are required to be applied starting with fiscal years beginning after June 15, 2002 (Quanex’s fiscal year beginning
November 1, 2002).  The Company is currently evaluating the effects of adopting this pronouncement.
 
        In October 2001, the FASB issued SFAS No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets.”  This Statement establishes a single
accounting model for the impairment or disposal of long-lived assets.  The provisions of this Statement are effective for financial statements issued for fiscal years
beginning after December 15, 2001 (Quanex’s fiscal year beginning November 1, 2002).  The Company is currently evaluating the effects of adopting this
pronouncement.
 
        In April 2002, the FASB issued SFAS No. 145 “Rescission of FASB Statements No. 4, 44 and 64, Amendment of FASB Statement No. 13, and Technical
Corrections.  The rescission of Statement 4 is the only portion of this SFAS which currently has an impact on the Company.  Under Statement 4, all gains and losses
from extinguishment of debt were required to be aggregated and, if material, classified as an extraordinary item, net of related income tax effect.  SFAS No. 145
eliminates Statement 4.  As a result, gains and losses from extinguishment of debt should be classified as extraordinary items only if they meet the criteria in
Opinion 30.  The provisions of SFAS No. 145 related to the rescission of Statement 4 shall be applied in fiscal years beginning after May 15, 2002.  Any gain or
loss on extinguishment of debt that was classified as an extraordinary item in prior periods presented that does not meet the criteria in Opinion 30 for classification
as an extraordinary item shall be reclassified.  Early application of the provisions of this Statement related to the rescission of Statement 4 was encouraged.  The
Company adopted this pronouncement effective the third quarter ended July 31, 2002 and restated prior periods.  See Note 8 to the financial statements regarding
the impact of adoption.
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        In June 2002, the FASB issued SFAS No. 146 “Accounting for Costs Associated with Exit or Disposal Activities”.  SFAS No. 146 address financial accounting
and reporting for costs associated with exit or disposal activities and nullifies Emerging Issues Task Force (“EITF”) Issue No. 94-3 “Liability Recognition for
Certain Employee Termination Benefits and Other Costs to Exit an Activity (including Certain Costs Incurred in a Restructuring).”  The provision of this Statement
are effective for exit or disposal activities that are initiated after December 31, 2002, with early application encouraged.  The Company is currently evaluating the
effects of adopting this pronouncement.
 
2. Acquisition 

 
On February 12, 2002, Quanex completed the purchase of certain assets and assumption of certain liabilities of Ekamar, Inc., formerly known as Colonial Craft,
Inc., a Minnesota corporation, through its wholly owned subsidiary, Quanex Windows, Inc., for approximately $17 million in cash.  Approximately $1.5 million of
this purchase price was set aside in an escrow fund for environmental and certain other issues that may arise.  To date, no claims have been made against this
escrow fund, and as such, $500 thousand is planned to be released in August of 2002.
 
     The acquired business is operating as a wholly owned subsidiary of the Company and has been renamed Colonial Craft, Inc. (“Colonial”).  Colonial’s financial
results since February 12, 2002 have been included in the consolidated financials of Quanex.
 
        Colonial is a manufacturer of value-added wood products based in Roseville, Minnesota.  Colonial manufactures custom wood window accessories with two
primary product lines: wood window grilles and hardwood architectural moldings.  Colonial has become part of the Company’s engineered products business within
the building products business segment.  Colonial provides direct synergy with one of the Company’s two core businesses, sharing a similar customer base with the
engineered products businesses.
 
        Within the terms of the purchase agreement, both selling and purchasing parties acknowledged that environmental reports showed evidence of minimal soil
contamination at the Luck, Wisconsin facility, one of three Colonial facilities.  During the fiscal quarter ended July 31, 2002, the Company received notification
from the Wisconsin Department of Commerce which stated that the residual soil and groundwater contamination was at levels below state regulatory limits and that
they had determined that this site does not pose a significant threat to the environment or human health.  They went on to state that no further investigation or
remediation action is necessary other than the proper closure of the three monitoring wells.  The cost for closure of the three monitoring wells is expected to be
immaterial.  The Company, however, is entitled to be reimbursed for such costs from the escrow fund.
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        Below is a condensed balance sheet of the acquired entity disclosing the amounts preliminarily assigned to each major asset and liability at the acquisition date
(dollars in thousands):
 

Condensed Balance Sheet
 

February 12,
2002

 

Current assets
 

$ 3,806
 

Property plant and equipment
 

4,775
 

Goodwill
 

7,210
 

Tradename
 

2,200
 

Patents
 

443
 

Other intangibles
 

313
 

Other non-current assets
 

29
 

Total assets
 

$ 18,776
 

    
Current liabilities

 

$ 1,265
 

Non-current liabilities
 

30
 

Total liabilities
 

1,295
 

Investment
 

17,481
 

Total liabilities and equity
 

$ 18,776
 

 
        The patents which were valued at $443 thousand will be amortized over a weighted average period of approximately 11 years.  The tradename and goodwill
are not subject to amortization, but will be evaluated periodically in accordance with SFAS 142.
 
        Goodwill for Colonial is deductible for tax purposes.  The tax basis of goodwill for Colonial is approximately $12 million.
 
3. Executive life insurance benefit / Other receivables
 
During the fiscal quarter ended July 31, 2002, one of the Company’s former executives, on whose life it held life insurance policies, died.  As a result, the Company
is entitled to receive life insurance proceeds totaling $26.0 million.  Estimates of the cash surrender value of these life insurance policies amounting to $15.9 million
were previously recognized in “Other assets” on the financial statements.  The Company has recorded the $26 million proceeds as “Other receivables” on the
financial statements and reduced “Other assets” by $15.9 million.  In addition, the Company has set up a current liability for the death benefits due to the
executive’s beneficiaries.  The excess of the proceeds over the previously recorded cash surrender value and the liability to the beneficiaries of the executive
amounting to $9.0 million was recognized as a non-taxable benefit on the income statement during the period ended July 31, 2002.  The impact to the fiscal third
quarter earnings per share of this benefit was $0.58 basic and $0.54 diluted.
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4. Goodwill — Adoption of SFAS 142
 
As of November 1, 2001, the Company adopted SFAS No. 142 “Goodwill and Other Intangible Assets”.  Under SFAS 142, goodwill is no longer amortized, but is
reviewed for impairment annually or more frequently if certain indicators arise.  In accordance with SFAS 142, the Company completed the transitional impairment
test of goodwill during the second quarter ended April 30, 2002, which indicated that goodwill was not impaired.
 
The changes in the carrying amount of goodwill for the nine months ended July 31, 2002 are as follows:



 

  

Vehicular
Segment

 

Building
Products
Segment

 
Total

 

Balance as of October 31, 2001
 

$ 13,496
 

$ 45,730
 

$ 59,226
 

Goodwill acquired during year
 

—
 

7,210
 

7,210
 

Balance as of July 31, 2002
 

$ 13,496
 

$ 52,940
 

$ 66,436
 

 
Below is a presentation of the prior period’s results excluding goodwill amortization:
 

  

For the three
months

ended July 31,
 

For the nine
months

ended July 31,
 

  
2002

 
2001

 
2002

 
2001

 

Reported Net income
 

$ 24,337
 

$ 9,608
 

$ 40,429
 

$ 17,954
 

Add back:  Goodwill amortization (net of taxes)
 

—
 

380
 

—
 

1,111
 

Adjusted Net income
 

$ 24,337
 

$ 9,988
 

$ 40,429
 

$ 19,065
 

          
Basic earnings per share:

         

Reported Net income
 

$ 1.56
 

$ 0.72
 

$ 2.83
 

$ 1.34
 

Goodwill amortization (net of taxes)
 

—
 

0.03
 

—
 

0.08
 

Adjusted Net income
 

$ 1.56
 

$ 0.75
 

$ 2.83
 

$ 1.42
 

          
Diluted earnings per share:

         

Reported Net income
 

$ 1.42
 

$ 0.67
 

$ 2.55
 

$ 1.30
 

Goodwill amortization (net of taxes)
 

—
 

0.02
 

—
 

0.07
 

Adjusted Net income
 

$ 1.42
 

$ 0.69
 

$ 2.55
 

$ 1.37
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5. Inventories

Inventories consist of the following:
 

  

July 31,
2002

 

October 31,
2001

 

  
(In thousands)

 

Raw materials
 

$ 25,184
 

$ 20,097
 

Finished goods and work in process
 

60,131
 

55,757
 

 

 

85,315
 

75,854
 

Other
 

7,914
 

7,255
 

 

 

$ 93,229
 

$ 83,109
 

 
        The values of inventories in the consolidated balance sheets are based on the following accounting methods:
 

LIFO
 

$ 67,344
 

$ 56,691
 

FIFO
 

25,885
 

26,418
 

 

 

$ 93,229
 

$ 83,109
 

 
        With respect to inventories valued using the LIFO method, replacement cost exceeded the LIFO value by approximately $6.7 million as of July 31, 2002 and
$5.4 million as of October 31, 2001.
 
6. Acquired Intangible Assets
 
Intangible assets consist of the following (dollars in thousands):
 

  
As of July 31, 2002

 

  

Gross Carrying
Amount

 

Accumulated
Amortization

 

Amortized intangible assets:
     

Non-compete Agreements
 

$ 313
 

$ 34
 

Patents
 

443
 

23
 

Total
 

$ 756
 

$ 57
 

      
Unamortized intangible assets:

     

Tradename
 

$ 2,200
   

 
The aggregate amortization expense for the three and nine month periods ended July 31, 2002 is $12 thousand and $57 thousand, respectively.  Estimated
amortization expense for the next five years follows (dollars in thousands):
 

Fiscal years ending
October 31,

 

Estimated
Amortization

 

2002
 

$ 86
 

2003
 

$ 115
 

2004
 

$ 115
 

2005
 

$ 94
 

2006
 

$ 86
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7. Earnings Per Share
The computational components of basic and diluted earnings per share are as follows (shares and dollars in thousands except per share amounts):
 

  

For the Three Months Ended
July 31, 2002

 

For the Three Months Ended
July 31, 2001

 

  

Income
(Numerator)

 

Shares
(Denominator)

 

Per-
Share

Amount
 

Income
(Numerator)

 

Shares
(Denominator)

 

Per-
Share

Amount
 

Basic EPS
             

Total basic net earnings
 

$ 24,337
 

15,560
 

$ 1.56
 

$ 9,608
 

13,377
 

$ 0.72
 

              
Effect of Dilutive Securities

             

Effect of common stock equiv. arising from stock
options

 

—
 

296
   

—
 

140
   

Effect of common stock held by rabbi trust
 

—
 

42
   

—
 

46
   

Effect of conversion of subordinated debentures
 

(826 ) 659
   

691
 

1,865
   

              
Diluted EPS

             

Total diluted net earnings
 

$ 23,511
 

16,557
 

$ 1.42
 

$ 10,299
 

15,428
 

$ 0.67
 

 

  

For the Nine Months Ended
July 31, 2002

 

For the Nine Months Ended
July 31, 2001

 

  

Income
(Numerator)

 

Shares
(Denominator)

 

Per-
Share

Amount
 

Income
(Numerator)

 

Shares
(Denominator)

 

Per-
Share

Amount
 

Basic EPS
             

Total basic net earnings
 

$ 40,429
 

14,303
 

$ 2.83
 

$ 17,954
 

13,397
 

$ 1.34
 

              
Effect of Dilutive Securities

             

Effect of common stock equiv. arising from stock
options

 

—
 

293
 

—
   

32
   

Effect of common stock held by rabbi trust
 

—
 

39
 

—
   

86
   

Effect of conversion of subordinated debentures
 

534
 

1,458
   

2,119
 

1,905
   

              
Diluted EPS

             

Total diluted net earnings
 

$ 40,963
 

16,093
 

$ 2.55
 

$ 20,073
 

15,420
 

$ 1.30
 

 
8. Comprehensive Income ($ in thousands)
 
Total comprehensive income for the three and nine months ended July 31, 2002 is $24,746 and $43,415, respectively.  Total comprehensive income for the three and
nine months ended July 31, 2001 is $8,900 and $14,354, respectively.  Included in comprehensive income is net income and the effective portion of the gains and
losses on derivative instruments designated as cash flow hedges.
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9. Long-term Debt
 
Long-term debt consists of the following:
 

(In thousands)
 

July 31,
2002

 

October 31,
2001

 

Bank Agreement Revolver
 

$ 81,000
 

$ 140,000
 

Convertible subordinated debentures
 

—
 

58,727
 

Temroc Industrial Development Revenue Bonds
 

2,496
 

2,608
 

Industrial Revenue and Economic Development Bonds
 

1,665
 

3,275
 

State of Alabama Industrial Development Bonds
 

3,800
 

4,500
 

Scott County, Iowa Indus. Waste Recycling Revenue Bonds
 

2,400
 

2,600
 

Other
 

276
 

8,318
 

 

 

$ 91,637
 

$ 220,028
 

      
Less maturities due within one year included in current liabilities

 

81,434
 

420
 

 

 

$ 10,203
 

$ 219,608
 

 
During the nine month prior year period ended July 31, 2001, the Company accepted unsolicited block offers to buy back $4.6 million principal amount of the

6.88% Convertible Subordinated Debentures for $3.9 million in cash. A gain of $573 thousand was recognized on this transaction.  This gain was originally
reflected in the financial statements as an extraordinary item, net of taxes, pursuant to FASB Statement 4.  In April of 2002, the FASB issued SFAS No. 145, which
rescinds Statement 4 and calls for the restatement of prior periods.  As such, the Company has restated the prior period’s financials to reflect the adoption of SFAS
145.
 
        On May 9, 2002, the Company announced that it would redeem the remaining $58.7 million principal amount of its 6.88% Convertible subordinated
debentures.  The Company set a redemption date of June 12, 2002 for all debentures outstanding.  Notice of the redemption was mailed on May 10, 2002 to the
current holders.  The redemption price was 100.688% of the principal amount plus accrued interest to the redemption date.  Holders of the debentures had the right,
as an alternative to redemption, to convert the debentures into shares of common stock of Quanex Corporation at a conversion price of $31.50 per share of common
stock.  The right to convert the debentures expired at the close of business on June 5, 2002.  As of June 5, 2002, $57.4 million aggregate principal amount of the
subordinated debentures were converted to 1.8 million shares of Company stock and $1.3 million of the subordinated debentures were redeemed on June 12, 2002.
 
        As a result of the redemption of the subordinated debentures, a loss of $930 thousand was recognized due to the early extinguishment of debt.  This loss
resulted from the write-off of the remaining debt issuance costs associated with the subordinated debentures, as well as the .688% premium paid on the $1.3 million



of debentures which were redeemed.  In accordance with SFAS 145, which was early adopted by the Company in the period ended July 31, 2002, this loss was
classified as ordinary instead of an extraordinary item, net of tax.
 
        During the nine month period ended July 31, 2002, the Company made an early payment in the amount of $7.0 million on a contingent note classified in
“Other” above as well as an early retirement in the amount of $1.6 million for one of the industrial revenue and economic development bonds.
 
10. Industry Segment Information ($ in thousands)
 
During the latter portion of the fiscal year ended October 31, 2001, the Company completed a strategic review of its business, which resulted in a shift of strategy
away from primarily a “process” oriented enterprise to a more “market focused” enterprise.  The chief executive officer, who is the chief operating decision maker
of Quanex, believes the focus on customers will provide a more
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effective corporate strategy to help drive growth and unlock shareholder value.  The review underscored a high concentration of sales in two market segments —
vehicular products and building products.  The Company has made organizational and reporting changes aligned to this new strategy beginning in fiscal 2002. 
Since then, the chief executive officer evaluates performance and allocates the Company’s resources under this new segment structure.
 
            Beginning in fiscal 2002, Quanex is reporting under these two market focused segments.  The vehicular products segment is comprised of the former
“engineered steel bar” segment (MACSTEEL), Piper Impact (US operations only) and Temroc.  The new building products segment is comprised of the former
aluminum mill sheet products segment (Nichols Aluminum) as well as the divisions comprising the former engineered products segment, excluding Temroc.  Also
included in the building products segment are Colonial’s results, which was acquired February 12, 2002.
 
Below is a presentation of segment disclosure information under the new corporate organizational structure:
 

  

Three Months Ended
July 31,

 

Nine Months Ended
July 31,

 

  
2002

 
2001

 
2002

 
2001

 

Net Sales
         

Vehicular Products(1)
 

$ 117,416
 

$ 114,127
 

$ 337,489
 

$ 318,327
 

Building Products(3)
 

149,475
 

133,994
 

383,145
 

349,993
 

Consolidated
 

$ 266,891
 

$ 248,121
 

$ 720,634
 

$ 668,320
 

          
Operating Income (Loss):

         

Vehicular Products
 

$ 14,709
 

$ 13,717
 

$ 41,807
 

$ 32,092
 

Building Products(3)
 

14,330
 

8,680
 

24,347
 

14,801
 

Corporate & Other(2)
 

(4,008 ) (4,044 ) (11,246 ) (10,502 )
Consolidated

 

$ 25,031
 

$ 18,353
 

$ 54,908
 

$ 36,391
 

          
 

     
For the period ended

 
 

     

July 31,
2002

 

October 31,
2001

 

Identifiable Assets:
         

Vehicular Products
     

$ 364,318
 

$ 362,442
 

Building Products(3)
     

288,061
 

269,387
 

Corporate & Other(2)
     

48,218
 

65,802
 

Consolidated
     

$ 700,597
 

$ 697,631
 

          
Goodwill(Net):

         

Vehicular Products
     

$ 13,496
 

$ 13,496
 

Building Products(3)
     

52,940
 

45,730
 

Consolidated
     

$ 66,436
 

$ 59,226
 

 

(1)     Fiscal 2001 results include Temroc operations acquired November 30, 2000.
(2)     Included in “Corporate and Other” are inter-segment eliminations, consolidated inventory LIFO/obsolescence adjustments and corporate expenses and assets.
(3)     Fiscal 2002 includes Colonial operations acquired February, 2002.
 
11. Treasury Stock and Stock Option Exercises
 
In December 1999, Quanex announced that its board of directors approved a program to repurchase up to 2 million shares of the Company’s common stock in the
open market or in privately negotiated transactions.  During the nine months ended July 31, 2002, the Company did not repurchase any common stock.  During the
nine months ended July 31, 2001, the Company repurchased 107,800 shares at a cost of approximately $2.0 million.  These shares were not canceled, but instead
were treated as treasury stock of the Company.
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During the nine months ended July 31, 2002, the Company issued 1,107,769 shares for stock option exercises.  The balance of the shares held in treasury

stock were used for the exercise of some of these options and therefore as of July 31, 2002, there were no treasury shares.
 
The Company has various restricted stock and stock option plans for key employees and directors as described in its Annual Report on Form 10-K for the

fiscal year ended October 31, 2001.  Below is a table summarizing the stock option activity in all plans since October 31, 2001.
 

  
Shares

Exercisable  
Shares Under

Option  
Average Price

Per Share  
Balance at October 31, 2001 1,470,795 2,095,304 $ 23



Granted
   

15,000
 

36
 

Exercised
   

(1,107,769 ) 23
 

Cancelled / Lapsed
   

(634 ) 21
 

Balance at July 31, 2002
 

417,692
 

1,001,901
 

$ 22
 

 
STOCK BASED COMPENSATION
 
In accordance with SFAS No. 123, “Accounting for Stock-Based Compensation”, the Company continues to apply the rules for stock-based compensation
contained in Accounting Principles Board Opinion No. 25, “Accounting for Stock Issued to Employees” and discloses the required pro forma effect on net income
and earnings per share of the fair value based method of accounting for stock-based compensation as required by SFAS No. 123.
 
          The following pro forma summary of the Company’s consolidated results of operations have been prepared as if the fair value based method of accounting
for stock based compensation as required by SFAS No. 123 had been applied:
 

  

Three Months Ended
July 31,

 

Nine Months Ended
July 31,

 

  
2002

 
2001

 
2002

 
2001

 

  
(In thousands)

 

Net income
 

$ 24,337
 

$ 9,608
 

$ 40,429
 

$ 17,954
 

SFAS No. 123 adjustment
 

(347 ) (293 ) (1,049 ) (831 )
Pro forma net income

 

$ 23,990
 

$ 9,315
 

$ 39,380
 

$ 17,123
 

          
Earnings per common share:

         

Basic as reported
 

$ 1.56
 

$ 0.72
 

$ 2.83
 

$ 1.34
 

Basic pro forma
 

$ 1.54
 

$ 0.70
 

$ 2.75
 

$ 1.28
 

Diluted as reported
 

$ 1.42
 

$ 0.67
 

$ 2.55
 

$ 1.30
 

Diluted pro forma
 

$ 1.40
 

$ 0.65
 

$ 2.48
 

$ 1.25
 

 
Fair value of the options was estimated at the date of grant using a Black-Scholes option pricing model with the following weighted average assumptions.

 
  

2001
 

2000
 

1999
 

Risk-free interest rate
 

4.28 % 5.75 % 5.93 %
Dividend yield

 

3.10 % 3.33 % 2.80 %
Volatility factor

 

42.87 % 42.89 % 40.21 %
Weighted average expected life

 

5 years
 

5 years
 

5 years
 

 
12. Financial Instruments and Risk Management
 
Metal Exchange Forward Contracts

 
The Company’s Nichols Aluminum business uses various grades of aluminum scrap as well as prime aluminum ingot as a raw material for its manufacturing

process.  The price of this aluminum raw material is subject to fluctuations due to many factors in the aluminum market.  In the normal course of business, Nichols
 

14

 
Aluminum enters into firm price sales commitments with its customers.  In an effort to reduce the risk of fluctuating raw material prices, the Company enters into
firm price raw material purchase commitments (which are designated as “normal purchases” under SFAS No. 133) as well as forward contracts on the London
Metal Exchange (“LME”).
 

As of July 31, 2002, open LME forward contracts have maturity dates extending through December 2003.  At July 31, 2002, these contracts covered notional
volumes of approximately 3.3 million pounds.  These contracts had fair value gains of approximately $4 thousand, which are recorded as part of “Other current
assets” and “Other assets” in the financial statements, and fair value losses of approximately $32 thousand, which were recorded as “Other current liabilities” and
“Other liabilities” in the financial statements.  These open LME contracts were not designated as hedges and therefore the entire change in fair market value was
recognized in earnings as “Cost of sales” during the period.
 

The effective portion of the gains and losses related to forward LME contracts which were designated as hedges (but were closed as of July 31, 2002) were
reported in other comprehensive income. These gains and losses are reclassified into earnings in the periods in which the related inventory is sold (not when the
contracts are closed).  As of July 31, 2002, losses of approximately $820 thousand ($500 thousand net of taxes) are expected to be reclassified from other
comprehensive income into earnings over the next twelve months. Gains and losses on these contracts, including amounts related to hedge ineffectiveness, are
reflected in “Cost of sales” in the income statement. For the three months ended July 31, 2002, no gain or loss was recognized in “Cost of sales” representing the
hedges’ ineffectiveness.  For the nine month period ended July 31, 2002, a net gain of $136 thousand was recognized in “Cost of sales” representing the amount of
the hedges’ ineffectiveness. (No components of these gains and losses were excluded from the assessment of hedge effectiveness.  Additionally, no hedge contracts
were discontinued due to the determination that the original forecasted transaction would not occur. Therefore, there was no income statement impact related to that
action.)
 
Interest Rate Swap Agreements
 
In fiscal 1996, the Company entered into interest rate swap agreements, which effectively converted $100 million of its variable rate debt under the Bank
Agreement Revolver to fixed rate.  The Company’s risk management policy related to these swap agreements is to hedge the exposure to interest rate movements on
a portion of its long-term debt.  Under the swap agreements, payments are made based on a fixed rate ($50 million at 7.025% and $50 million at 6.755%) and
received on a LIBOR based variable rate (1.83 % at July 31, 2002).  Differentials to be paid or received under the agreements are recognized as interest expense. 
The agreements mature in July 2003. The Company has designated the interest rate swap agreements as cash flow hedges of future interest payments on its variable
rate long-term debt.
 
          The fair value of the swaps as of July 31, 2002 was a loss of $5.0 million, which is recorded as part of other current liabilities.  Gains and losses related to the
swap agreements will be reclassified into earnings in the periods in which the related hedged interest payments are made.  As of July 31, 2002, losses of
approximately $3.1 million ($1.9 million net of taxes) are expected to be reclassified into earnings over the next twelve months.  Gains and losses on these
agreements, including amounts recorded related to hedge ineffectiveness, are reflected in “Interest expense” in the income statement.  A net loss of $246 thousand



and $258 thousand was recorded in interest expense in the three and nine month periods ended July 31, 2002, respectively, representing the amount of the hedge’s
ineffectiveness.  (No components of the swap instruments’ losses were excluded from the assessment of hedge effectiveness.)
 
          Based on future cash flow projections that were prepared during the second fiscal quarter ended April 30, 2002, it was determined that it is probable that the
Company will pay down it’s variable rate debt under the Bank Agreement Revolver to approximately $65 million by the end of this fiscal year.  Based on these
projections, a portion of the future projected cash flow being hedged (interest payments) will not occur.  Therefore, during the fiscal quarter ended
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April 30, 2002, the Company discontinued hedge accounting under SFAS 133 for $35 million of the interest swap agreement and reclassified the related portion of
other comprehensive income ($1.3 million) to interest expense.  The Company however has not terminated or closed any of the $100 million swap agreement and
therefore the entire swap agreement’s fair market value is reflected on the balance sheet as indicated in the previous paragraph.
 
13. Contingencies
 
During the second quarter of fiscal 2001, some of Nichols Aluminum Casting’s aluminum reroll product was damaged in a fire at a third-party offsite warehouse
storage facility.  The loss was covered under the Company’s property insurance policy.  As of October 31, 2001, only the Company’s cost in the material had been
recovered.  The Company also filed a claim under the business interruption provisions of the policy to recover additional costs, as well as lost profit sustained due to
the fire.  The Company received $858 thousand in the first fiscal quarter ended January 31, 2002 and a final settlement of $1.6 million in the third fiscal quarter
ended July 31, 2002 against the business interruption claim.  These proceeds were recorded as a reduction of cost of sales.
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Item 2 - Management’s Discussion and Analysis of Results of Operations and Financial Condition
 
General
 
The discussion and analysis of Quanex Corporation and its subsidiaries’ (the “Company”’s) financial condition and results of operations should be read in
conjunction with the July 31, 2002 and October 31, 2001 Consolidated Financial Statements of the Company and the accompanying notes.
 
Private Securities Litigation Reform Act
 
Certain of the statements contained in this document and in documents incorporated by reference herein, including those made under the caption “Management’s
Discussion and Analysis of Results of Operations and Financial Condition” are “forward-looking” statements as defined under the Private Securities Litigation
Reform Act of 1995.  Generally, the words “believe,” “expect,” “intend,” “estimate,” “anticipate,” “project,” “will” and similar expressions identify forward-
looking statements, which generally are not historical in nature.  All statements which address future operating performance, events or developments that we expect
or anticipate will occur in the future, including statements relating to volume, sales, operating income and earnings per share, and statements expressing general
optimism about future operating results, are forward-looking statements.  Forward-looking statements are subject to certain risks and uncertainties that could cause
actual results to differ materially from our Company’s historical experience and our present expectations or projections.  As and when made, management believes
that these forward-looking statements are reasonable.  However, caution should be taken not to place undue reliance on any such forward-looking statements since
such statements speak only as of the date when made and there can be no assurance that such forward-looking statements will occur.  The Company undertakes no
obligation to publicly update or revise any forward-looking statements, whether as a result of new information, future events or otherwise.
 

Factors exist that could cause the Company’s actual results to differ materially from the expected results described in or underlying our Company’s forward-
looking statements.  Such factors include domestic and international economic activity, prevailing prices of steel and aluminum scrap and other raw material costs,
energy costs, interest rates, construction delays, market conditions for the Company’s customers, any material changes in purchases by the Company’s principal
customers, environmental regulations, changes in estimates of costs for known environmental remediation projects and situations, world-wide political stability and
economic growth, the Company’s successful implementation of its internal operating plans, performance issues with key customers, suppliers and subcontractors,
and regulatory changes and legal proceedings.  Accordingly, there can be no assurance that the forward-looking statements contained herein will occur or that
objectives will be achieved.  All written and verbal forward-looking statements attributable to the Company or persons acting on its behalf are expressly qualified in
their entirety by such factors.
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Results of Operations
Summary Information as % of Sales:  (Dollars in millions)
 

  
Three Months Ended July 31,

 
Nine Months Ended July 31,

 

  
2002

 
2001

 
2002

 
2001

 

  

Dollar
Amount

 

% of
Sales

 

Dollar
Amount

 

% of
Sales

 

Dollar
Amount

 

% of
Sales

 

Dollar
Amount

 

% of
Sales

 

Net Sales
 

$ 266.9
 

100
 

$ 248.1
 

100 % $ 720.6
 

100 % $ 668.3
 

100 %
Cost of Sales

 

216.5
 

81
 

205.5
 

83
 

591.9
 

82
 

560.6
 

84
 

Sell., gen. and admin.
 

14.1
 

5
 

13.5
 

6
 

40.0
 

5
 

38.2
 

6
 

Deprec. and amort.
 

11.3
 

5
 

10.7
 

4
 

33.8
 

5
 

33.1
 

5
 

Operating Income
 

25.0
 

9 % 18.4
 

7 % 54.9
 

8 % 36.4
 

5 %
Interest Expense

 

(1.1 ) —
 

(4.1 ) (1 ) (9.2 ) (1 ) (12.4 ) (1 )
Capitalized Interest

 

.3
 

—
 

.3
 

—
 

1.9
 

—
 

1.1
 

—
 

Retired Exec. Life Ins. Benefit
 

9.0
 

3
 

—
 

—
 

9.0
 

1
 

—
 

—
 

Other, net
 

(.3 ) —
 

.2
 

—
 

1.5
 

—
 

2.5
 

—
 

Income tax expense
 

(8.6 ) (3 ) (5.2 ) (2 ) (17.7 ) (2 ) (9.6 ) (1 )
Net income

 

$ 24.3
 

9 % $ 9.6
 

4 % $ 40.4
 

6 % $ 18.0
 

3 %
 
Overview



 
Quanex had an excellent quarter reporting record third quarter earnings, even after excluding the $9.0 million gain from a retired executive life insurance benefit. 
These record results were driven by strong demand in the Company’s two primary markets, vehicular and building products.  Results also benefited from a
combination of other factors, including the results of Colonial, acquired in February, 2002, new customer programs, improved market share, more value-added
products and “lean” manufacturing initiatives, which were implemented to improve operating efficiency.
 
Business Segments

 
During the latter portion of the fiscal year ending October 31, 2001, the Company completed a strategic review of its business, which resulted in a shift of strategy
away from primarily a “process” oriented enterprise to a more “market focused” enterprise.  The chief executive officer, who is the chief operating decision maker
of Quanex, believes the focus on customers will provide a more effective corporate strategy to drive growth and unlock shareholder value.  The review underscored
a high concentration of sales in two market segments — vehicular products and building products.  The Company has made organizational and reporting changes
aligned to this new strategy.  The chief executive officer evaluates performance and allocates the Company’s resources under this new segment structure.

 
The new vehicular products segment is comprised of the former “engineered steel bar” segment (MACSTEEL), Piper Impact (US operations only) and

Temroc.  That segment’s main driver is North American light vehicle builds.
 
The new building products segment is comprised of the former aluminum mill sheet products segment (Nichols Aluminum) as well as the divisions

comprising the former engineered products segment, AMSCO, HOMESHIELD and IMPERIAL PRODUCTS, but excluding Temroc.  Also included in the building
products segment are the results of Colonial.  The main drivers of the segment are residential housing starts and remodeling expenditures.
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          The following table sets forth selected operating data for the Company’s two business segments:
 

  

Three Months Ended
July 31,

 

Nine Months Ended
July 31,

 

  
2002

 
2001

 
2002

 
2001

 

  
(In thousands)

 

Vehicular Products:(1)
         

Net sales
 

$ 117,416
 

$ 114,127
 

$ 337,489
 

$ 318,327
 

Operating income
 

14,709
 

13,717
 

41,807
 

32,092
 

Deprec. and amort.(3)
 

7,136
 

6,470
 

21,387
 

19,452
 

Identifiable assets
 

$ 364,318
 

$ 351,467
 

$ 364,318
 

$ 351,467
 

          
Building Products:(2)

         

Net sales
 

$ 149,475
 

$ 133,994
 

$ 383,145
 

$ 349,993
 

Operating income
 

14,330
 

8,680
 

24,347
 

14,801
 

Deprec. and amort.(3)
 

4,025
 

4,079
 

12,108
 

13,237
 

Identifiable assets
 

$ 288,061
 

$ 283,252
 

$ 288,061
 

$ 283,252
 

(1)               Fiscal 2001 results include Temroc operations acquired November 30, 2000.
(2)               Fiscal 2002 results include Colonial operations acquired February 12, 2002.
(3)               Fiscal 2001 results include goodwill amortization.  Fiscal 2002 does not include goodwill amortization, pursuant to the adoption of SFAS 142.  (See Note 4 to

the financial statements.)
 
Acquisition
 
On February 12, 2002, Quanex completed the purchase of certain assets and assumption of certain liabilities of Ekamar, Inc., formerly known as Colonial Craft,
Inc., a Minnesota corporation, through its wholly owned subsidiary, Quanex Windows, Inc., for approximately $17 million in cash.  Approximately $1.5 million of
this purchase price was set aside in an escrow fund for environmental and certain other issues that may arise.  To date, no claims have been made against this
escrow fund, and as such, $500 thousand is planned to be released in August of 2002.
 

The acquired business is operating as a wholly owned subsidiary of the Company and has been renamed Colonial Craft, Inc. (“Colonial”).  Colonial is a
manufacturer of value-added wood products based in Roseville, Minnesota.  Colonial manufactures custom wood window accessories with two primary product
lines: wood window grilles and hardwood architectural moldings.  Colonial has become part of the Company’s engineered products businesses that are reported
within the building products business segment.  Colonial provides direct synergy with one of the Company’s two core businesses, sharing a similar customer base
with the engineered products business.
 
          Quanex believes that Colonial exemplifies the success attributes that the Company looks for in an acquisition, which include customer focus, superior
manufacturing processes, and engineered-type products.  The Company will continue to pursue acquisitions of this type, which add to or protect its core businesses.
 
Vehicular Products
 
Within the vehicular products business, MACSTEEL, had a good third quarter.  Robust North American light vehicle sales continue to drive the demand for
MACSTEEL’s engineered steel bar products.  The outlook for auto and light vehicle builds this fiscal year continues to be robust.  Both steel mills were down eight
days for their regularly scheduled annual maintenance during July, but returned to service on schedule and are back running six days per week.  Lean initiatives
continue to contribute to MACSTEEL’s success as well.  Both facilities reported record productivity and improved yields for the quarter.

 
MACSTEEL’s new MACPLUS turned bar operation at its Jackson facility is currently operating at full capacity.  The bar cutting facility at Jackson is fully

operational and contributed to the results during the quarter.  The new MACPLUS line at Fort Smith became operational during the quarter and we look for
operating benefits during the fourth quarter.  Management expects to have the additional capacity from the Fort Smith MACPLUS project sold out by the end of
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the calendar year.



 
The other businesses within the segment each reported positive operating income for the quarter on lower sales.  Piper Impact, the largest of these businesses,

faces a greater than anticipated decline in aluminum air bags sales and they are accelerating efforts to offset this decline with new business.
 
Building Products
 
Engineered Products’ results for net sales and operating income were best ever third quarter results.  In fact, results each quarter this year for Engineered Products
have been record-setting for that respective quarter.  Housing starts have remained robust all year.  New products and programs continue to bolster results.  On-
going productivity improvements throughout the division also contributed to Engineered Products’ performance.  Excluding the results of Colonial Craft, “same
store” operating income for the group was up 13%.  Also, Colonial Craft is delivering on the Company’s expectation that results will be accretive this year.
 
        Nichols Aluminum continues to show good improvement in sequential quarterly results for this year and compared to results a year ago.  Volume for the group
was up almost 10% versus a year ago while operating income was up about 150%.  Included in its operating income is a $1.6 million business interruption
insurance recovery collected in the third fiscal quarter (See Note 13 to the financial statements).  As noted, demand in their primary building and construction
market has remained strong, and the pickup in demand from other aluminum markets has helped sheet pricing recover.
 
Fiscal Quarter and Nine Months ended July 31, 2002 vs. 2001
 
Net Sales - Consolidated net sales for the three and nine months ended July 31, 2002 were $266.9 million and $720.6 million, respectively, representing an increase
of $18.8 million, or 8%, and $52.3 million, or 8%, when compared to consolidated net sales for the same periods in 2001.  Both the vehicular and building products
segments experienced increased net sales.
 
        Net sales from the Company’s vehicular products business for the three and nine month periods ended July 31, 2002, were $117.4 million and $337.5 million,
respectively, representing an increase of $3.3 million, or 3%, and $19.2 million, or 6%, when compared to the same periods last year.  MACSTEEL had increased
net sales for both the three and nine month periods as compared to the same prior year periods.  In the three months ended July 31, 2002, MACSTEEL experienced
a 7% increase in volume when compared to the prior year, as well as a slight increase in average selling price.  For the nine months ended July 31, 2002,
MACSTEEL experienced a 15% increase in volume, which more than offset lower selling prices.  Over half of MACSTEEL’s business is based on fixed contracts,
so their ability to change pricing is limited on a near term basis.
 
        Piper experienced lower net sales as aluminum airbag component sales declined from its prior year levels.  This decline was partially offset by increased sales
of new products.
 
        Net sales from the Company’s building products business for the three and nine month period ended July 31, 2002, was $149.5 million and $383.1 million,
respectively, representing an increase of $15.5 million, or 12%, and $33.2 million, or 9%, when compared to the same periods last year.  Engineered Products’ net
sales increases are due largely to the acquisition of Colonial in February.  Nichols Aluminum’s net sales also increased from the same prior year period due to
increased volume resulting from continuing strength in the building construction markets, despite lower selling prices.
 
        Operating income - Consolidated operating income for the three and nine months ended July 31, 2002 was $25.0 million and $54.9 million, respectively,
representing an increase of $6.7 million, or 36%, and $18.5 million, or 51%, when compared to the same periods last year. Both the vehicular and building products
segments experienced increased operating income.
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        Operating income from the Company’s vehicular products segment for the three and nine months ended July 31, 2002, was $14.7 million and $41.8 million,
respectively, representing an increase of $1.0 million, or 7%, and $9.7 million, or 30%, when compared to the same periods last year. This increase was due to
higher net sales and operating income at MACSTEEL compared to the prior year’s results.  Productivity gains and lower conversion costs at MACSTEEL more
than offset the impact of lower spreads between selling prices and scrap prices.  Piper and Temroc had lower operating income for the periods due largely to lower
net sales and volume.  Depreciation expense for the vehicular products segment was higher with the completion of MACSTEEL capital projects.
 
          Operating income from the Company’s building products segment for the three and nine months ended July 31, 2002, was $14.3 million and $24.3 million,
respectively, representing an increase of $5.7 million, or 65%, and $9.5 million, or 64%, when compared to the same periods last year.  This increase was a result of
record operating income at the Engineered Products business, as well as improved results at the segment’s Nichols Aluminum business.  Engineered Products
benefited from the acquisition of Colonial in February 2002, however it achieved record operating income levels without Colonial’s contribution due largely to
productivity improvements, as well as strong housing starts and remodeling levels, new product development and cost reduction efforts.  Nichols Aluminum also
had increased operating income. This increase was largely a result of increased volume, cost reduction initiatives as well as a $1.6 million business interruption
insurance recovery collected in the third fiscal quarter (See Note 13 to the financial statements).  Although spreads between selling price and raw material costs
improved during the three months ended July 31, 2002 as compared to the same prior year period, for the nine months ended July 31, 2002, spreads were lower as
scrap prices rose more quickly than Nichol’s ability to raise selling prices during the first half.
 
          Also contributing to the improvement in the building products segment is the elimination of goodwill amortization in accordance with the adoption of
Statement of Financial Accounting Standards (“SFAS”) No. 142, “Goodwill and Other Intangible Assets” effective the beginning of the current fiscal year.  The
building products segment had goodwill amortization of approximately $450 thousand and $1.4 million for the three and nine month periods, respectively, in the
prior year ending July 31, 2001.
 
          In addition to the two operating segments mentioned above, corporate level operating expenses for the three months ended July 31, 2002, remained flat at
$4.0 million.  For the nine months ended July 31, 2002, operating expenses were $11.2 million compared to $10.5 million for the same period last year.  Corporate
expenses as of July 31, 2001 contained a gain of approximately $1 million for intercompany derivative transactions.  Included in corporate and other are the
consolidated inventory LIFO/obsolescence adjustments, corporate office expenses and inter-segment eliminations. (See Note 5 to the financial statements regarding
LIFO valuation method of inventory accounting.)
 
        Selling, general and administrative expense was $14.1 million and $40.0 million, for the three and nine months ended July 31, 2002 representing an increase
of $607 thousand, or 4%, and $1.8 million, or 5%, when compared to the same periods last year.  This increase results primarily from the acquisition of Colonial in
February 2002.
 

Depreciation and amortization - Depreciation and amortization expense (excluding goodwill amortization) increased $1.2 million and $2.5 million,
respectively, for the three and nine month periods ended July 31, 2002 as compared to the same prior year periods.  Most of the increase came from the vehicular
products segment due largely to recently completed capital projects at MACSTEEL.



 
Effective November 1, 2001, the Company adopted SFAS No. 142, “Goodwill and Other Intangible Assets”. Under SFAS No. 142, goodwill is no longer

amortized.  Goodwill amortization, on a consolidated basis, for the three and nine month periods ended July 31, 2001, was $593 thousand and $1.7 million,
respectively.  (See Note 4 to the financial statements for further information.)
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        Interest expense for the three and nine months ended July 31, 2002 was $1.1 million and $9.2 million, respectively, compared to $4.1 million and $12.4
million, respectively, from the same periods last year.  The decrease in interest expense is due largely to the Company’s outstanding debt balance substantially
decreasing year over year as 1) the 6.88% convertible subordinated debentures were converted to Company stock and/or redeemed and 2) the Company paid down
its bank revolver and other interest bearing debt and notes.  Approximately 98% of the outstanding debentures ($57.4 million aggregate principal amount)
converted to the Company’s common stock before the June 5, 2002 deadline.  This conversion deadline was prior to the scheduled semi-annual interest payment
due date for the debentures.  As such, the interest expense that had been accrued on these debentures since December 31, 2001 was not payable on those debentures
which converted and therefore, approximately $1.3 million, the amount previously accrued was reversed in the third fiscal quarter of the year.
 
        Another factor affecting interest expense was the discontinuance of hedge accounting under SFAS 133 for $35 million of the interest swap agreements during
the second fiscal quarter ended April 30, 2002.  During that period, the Company reclassified the related portion of other comprehensive income ($1.3 million
pretax loss) to interest expense. Hedge accounting was discontinued based on the fact that future cash flow projections that were prepared during the period ended
April 30, 2002, indicated that it is probable that the Company will pay down its variable rate debt Bank Agreement Revolver to approximately $65 million by the
end of this fiscal year.  Based on these projections, a portion of the future projected cash flows being hedged (the interest payments) will not occur and therefore do
not qualify for hedge accounting under SFAS 133.  (See Note 12 to the financial statements for further explanation.)
 
        Capitalized interest remained flat for the three months ended July 31, 2002 as compared to the same prior year period, however increased by $784 thousand
for the nine months ended July 31, 2002, as compared to the same period of 2001.  The entire amount of capitalized interest is due to the long-term capital
expansion programs underway at MACSTEEL.
 
        Net income was $24.3 million and $40.4 million, respectively for the three and nine month periods ended July 31, 2002, compared to $9.6 million and $18.0
million for the same periods of 2001. In addition to the items mentioned above, the three and nine month periods ended July 31, 2002 included a non-taxable $9.0
million retired executive life insurance benefit.  (See Note 3 the Financial Statements.)  Also, as a result of the redemption of the subordinated debentures, a loss of
$930 thousand was recognized due to the early extinguishment of debt.  This loss resulted from the write-off of the remaining debt issuance costs associated with
the subordinated debentures, as well as the .688% premium paid on the $1.3 million of debentures which were redeemed.  In accordance with SFAS 145, which was
early adopted by the Company in the period ended July 31, 2002, this loss was classified as ordinary instead of an extraordinary item, net of tax.
 
Outlook

 
The Company’s primary market demand drivers — vehicle builds, home construction and remodeling expenditures - are expected to remain at high levels for the
remainder of the fiscal year.  In the Company's vehicular segment, the outlook for 2002 North American light vehicle builds continues to improve.  Today, the
industry expects to build more than 16.5 million units, which would be 8% higher than last year.  While MACSTEEL looks for scrap prices to be up modestly this
quarter over the third quarter, higher volumes and productivity improvements should allow them to keep spreads even to last quarter.
 

For the building products segment, the Company is cautiously optimistic for the remainder of the year for both housing starts as well as home remodeling to
remain strong.  Nichols scrap availability improved throughout the third quarter compared to the first half of fiscal 2002, so spreads and operating results improved
as well.  Nichol’s strong backlog combined with the expectation of a modest improvement in spreads should result in a fairly strong fiscal  2002 fourth quarter
compared to last year.  Engineered Products also has a strong order backlog.
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Along with strong underlying demand in its core markets, earnings growth for 2002 is being driven by new customer programs, increased market share,

improved operating leverage and lean initiatives.  Based on this outlook, Quanex continues to expect diluted earnings per share for fiscal 2002 (excluding the
retired executive life insurance benefit) to be up about 40% over fiscal 2001 diluted earnings of $2.07.
 
Liquidity and Capital Resources

The Company’s principal sources of funds are cash on hand, cash flow from operations, and borrowings under its $250 million unsecured Revolving Credit and
Term Loan Agreement (“Bank Agreement”). At July 31, 2002, the Company had $81 million borrowed under the Bank Agreement.  This represents a $59 million
decrease from October 31, 2001 borrowing levels.  Additionally, during the period ended July 31, 2002, the Company made an early payment in the amount of $7.0
million on a contingent note payable as well as an early retirement in the amount of $1.6 million for one of the industrial revenue and economic development
bonds.  Quanex was able to reduce the debt level as a result of cash provided from operations as well as cash received from the exercise of stock options.  (See Note
11 to the financial statements.)
 

Moody’s Investor Services announced on May 10, 2002, that it upgraded its ratings for Quanex.  The following ratings were upgraded:  $250 million
unsecured revolving credit facility to Ba1 from Ba2, the $58.7 million of 6.88% convertible subordinated debentures due 2007 to Ba3 from B1(these debentures
have subsequently been converted/redeemed), its senior implied rating to Ba1 from Ba2, and senior unsecured issuer rating to Ba1 from Ba2.  In support of the
upgrade, Moody’s cited the Company’s strong performance in a difficult industry and its prospects for further improved financial performance.
 

On May 9, 2002, the Company announced that it would redeem the remaining $58.7 million principal amount of its 6.88% Convertible subordinated
debentures.  The Company set a redemption date of June 12, 2002 for all debentures outstanding.  Notice of the redemption was mailed on May 10, 2002 to the
current holders.  The redemption price was 100.688% of the principal amount plus accrued interest to the redemption date.  Holders of the debentures had the right,
as an alternative to redemption, to convert the debentures into shares of common stock of Quanex Corporation at a conversion price of $31.50 per share of common
stock.  The right to convert the debentures expired at the close of business on June 5, 2002.  As of June 5, 2002, $57.4 million aggregate principal amount of the
subordinated debentures were converted to 1.8 million shares of Company stock and $1.3 million aggregate principal amount of the subordinated debentures was
redeemed on June 12, 2002.
 

Other than the items mentioned above, there have been no significant changes to the terms of the Company’s debt structure during the three and nine month
periods ended July 31, 2002.  The Company has started negotiations with a group of banks to replace the existing Bank Agreement, which expires July 2003, with a



new credit facility to be executed during the fourth fiscal quarter ending October 31, 2002.  As a result of the expiration of this agreement being within one year of
the date of these financial statements, the entire outstanding balance of the revolver has been classified as current in the financial statements.  The Company
anticipates no problems with replacing the current Bank Agreement with a new credit facility.  (See Note 9 to the financial statements for detail regarding the
outstanding borrowings under the Company’s various facilities.)

 
At July 31, 2002, the Company had commitments of approximately $10 million for the purchase or construction of capital assets.  The Company plans to fund

these capital expenditures through cash flow from operations.
 

The Company believes that it has sufficient funds and adequate financial sources available to meet its anticipated liquidity needs.  The Company also believes
that cash flow from operations, cash balances and available borrowings will be sufficient for the foreseeable future to finance anticipated working capital
requirements, capital expenditures, debt service requirements, environmental expenditures and common stock dividends.
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Operating Activities
 
          Cash provided by operating activities during the nine months ended July 31, 2002 was $65.5 million compared to $56.1 million for the same nine month
period of 2001.  Net income, adjusted for non-cash items, in fiscal 2002 provided approximately $67 million compared to approximately $47 million of cash for the
same nine month period of 2001.  Additionally, the period ended July 31, 2002 had an increase in working capital and other operating requirements as compared to
a decrease in the same prior year period.
 
Investment Activities
 
        Net cash used by investment activities during the nine months ended July 31, 2002 was $46.5 million compared to $64.4 million for the same period of 2001. 
Fiscal 2002 cash used by investment activities included cash paid for the acquisition of Colonial totaling approximately $17 million.  Fiscal 2001 cash used by
investment activities included cash paid for the acquisition of Temroc of approximately $18 million, net of cash acquired.  Capital expenditures and other
investment activities decreased $17 million in the nine month period ended July 31, 2002 as compared to the same period of 2001. The Company estimates that
fiscal 2002 capital expenditures will be between $35 and $40 million.
 
Financing Activities
 

Net cash used by financing activities for the nine months ended July 31, 2002 was $47.2 million compared to $17.8 million provided during the same prior
year period.  The Company made total debt repayments totaling approximately $70 million during the nine months of fiscal 2002, compared to net borrowings of
approximately $42 million during the same period last year.  Additionally, Quanex received $30.7 million in the nine months ended July 31, 2002 for the issuance
of common stock, largely from stock option exercises, compared to $1.8 million in the same prior year period.  Also, during the nine months ended July 31, 2001,
the Company paid $2.0 million to repurchase shares of its own common stock.
 
Critical Accounting Policies
 
The preparation of these financial statements requires management to make estimates and assumptions that affect the amounts reported in the financial statements
and accompanying footnotes.  Estimates and assumptions about future events and their effects cannot be perceived with certainty.  Estimates may change as new
events occur, as more experience is acquired, as additional information becomes available and as the Company’s operating environment changes.  Actual results
could differ from estimates.

 
The Company believes the following are the most critical accounting policies used in the preparation of the Company’s consolidated financial statements as

well as the significant judgments and uncertainties affecting the application of these policies.
 
Revenue Recognition and Allowance for Doubtful Accounts
 
The Company recognizes revenue when the products are shipped and the title and risk of ownership pass to the customer.  Selling prices are fixed based on
purchase orders or contractual agreements.  Inherent in the Company’s revenue recognition policy is the determination of collectibility.  This requires management
to make frequent judgments and estimates in order to determine appropriate amount of allowance needed for doubtful accounts.  The Company’s allowance for
doubtful accounts is estimated to cover the risk of loss related to accounts receivable.  This allowance is maintained at a level the Company considers appropriate
based on historical and other factors that affect collectibility.  These factors include historical trends of write-offs, recoveries and credit losses, the careful
monitoring of portfolio credit quality, and projected economic and market conditions.  Different assumptions or changes in economic circumstances could result in
changes to the allowance.
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Inventory
 
The Company records inventory valued at the lower of cost or market value.  Inventory quantities are regularly reviewed and provisions for excess or obsolete
inventory are recorded primarily based on the Company’s forecast of future demand and market conditions.  Significant unanticipated changes to the Company’s
forecasts could require a change in the provision for excess or obsolete inventory.
 
Risk Management and Derivative Instruments
 
The Company’s current risk management strategies include the use of derivative instruments to reduce certain risks.  The critical strategies include: (1) the use of
commodity futures and options to fix the price of a portion of anticipated future purchases of certain raw materials and energy to offset the effect of fluctuations in
the costs of those commodities, and (2) the use of interest rate swaps to fix the rate of interest on a portion of floating rate debt.  These hedges have been designated
as cash flow hedges. The effective portion of gains and losses is recorded in the accumulated other comprehensive income (loss) component of stockholders’ equity
in accordance with SFAS No. 133.  The Company evaluates all derivative instruments each quarter to determine if they are highly effective.  Any ineffectiveness is
recorded in the statement of income.  If the anticipated future transactions are no longer expected to occur, the unrealized gains and losses on the related hedge are
reclassified to the consolidated statement of income.  (See Note 12 to the financial statements for further explanation.)
 



Long-Lived Assets
 
Long-lived assets, which include property, plant and equipment, goodwill and other intangibles, and other assets, comprise a significant amount of the Company’s
total assets.  The Company makes judgments and estimates in conjunction with the carrying value of these assets, including amounts to be capitalized, depreciation
and amortization methods and useful lives.  Additionally, carrying values of these assets are periodically reviewed for impairment and further reviewed whenever
events or changes in circumstances indicate that carrying value may be impaired.  The carrying values are compared with the fair value of such assets calculated
based on the anticipated future cash flows related to those assets.  If the carrying value of a long-lived asset exceeds its fair value, an impairment charge is recorded
in the period in which such review is performed.  This requires the Company to make long-term forecasts of its future revenues and costs related to the assets
subject to review.  Forecasts require assumptions about demand for the Company’s products and future market conditions.  Significant and unanticipated changes to
assumptions could require a provision for impairment in a future period.
 
Income Taxes
 
The Company records the estimated future tax effects of temporary differences between the tax basis of assets and liabilities and the amounts reported in the
Company’s consolidated balance sheet, as well as operating loss and tax credit carry forwards.  The carrying value of the net deferred tax liability reflects the
Company’s assumption that the Company will be able to generate sufficient future taxable income in certain jurisdictions to realize its deferred tax assets.  If the
estimates and assumptions change in the future, the Company may be required to record a valuation allowance against a portion of its deferred tax assets.   This
could result in additional income tax expense in a future period in the consolidated statement of income.
 
Retirement and Pension Plans
 
The Company sponsors a number of defined benefit pension plans and an unfunded postretirement plan that provides health care and life insurance benefits for
eligible retirees and dependents.  The measurement of liabilities related to these plans is based on management’s assumptions related to future events, including
expected return on plan assets, rate of compensation increases and
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health care cost trend rates.  The discount rate, which is determined using a model that matches corporate bond securities, is applied against the projected pension
and postretirement disbursements.  Actual pension plan asset investment performance will either reduce or increase unamortized pension losses at the end of fiscal
year 2002, which ultimately would affect future pension costs.
 
New Accounting Pronouncements
 
In June 2001, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 142, “Goodwill and Other Intangible Assets.”  This statement addresses
financial accounting and reporting for acquired goodwill and other intangible assets.  It addresses how intangible assets that are acquired individually or with a
group of other assets (but not those acquired in a business combination) should be accounted for in financial statements upon their acquisition.  This statement also
addresses how goodwill and other intangible assets should be accounted for after they have been initially recognized in the financial statements.  Under SFAS No.
142, goodwill is no longer amortized, but reviewed for impairment annually, or more frequently if certain indicators arise.  The Company adopted this statement on
November 1, 2001 for its fiscal year ended October 31, 2002.  In accordance with SFAS 142, the Company completed the transitional impairment test of goodwill
during the second quarter ended April 30, 2002, which indicated that goodwill was not impaired.  The assessment was based on assumptions regarding estimated
future cash flows and other factors, including the discount rate.  If these estimates or their related assumptions change in the future, because of change in events and
circumstances, the Company may be required to record impairment charge in a future period.
 
        In August 2001, the FASB issued SFAS No. 143, “Accounting for Asset Retirement Obligations.”  SFAS No. 143 addresses financial accounting and reporting
for obligations associated with the retirement of tangible, long-lived assets and the associated asset retirement costs.  This Statement requires that the fair value of a
liability for an asset retirement obligation be recognized in the period in which it is incurred by capitalizing it as part of the carrying amount of the long-lived
assets.  The provisions of this statement are required to be applied starting with fiscal years beginning after June 15, 2002 (Quanex’s fiscal year beginning
November 1, 2002).  The Company is currently evaluating the effects of adopting this pronouncement.
 
        In October 2001, the FASB issued SFAS No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets.”  This Statement establishes a single
accounting model for the impairment or disposal of long-lived assets.  The provisions of this Statement are effective for financial statements issued for fiscal years
beginning after December 15, 2001 (Quanex’s fiscal year beginning November 1, 2002).  The Company is currently evaluating the effects of adopting this
pronouncement.
 
        In April 2002, the FASB issued SFAS No. 145 “Rescission of FASB Statements No. 4, 44 and 64, Amendment of FASB Statement No. 13, and Technical
Corrections.  The rescission of Statement 4 is the only portion of this SFAS which currently has an impact on the Company.  Under Statement 4, all gains and losses
from extinguishment of debt were required to be aggregated and, if material, classified as an extraordinary item, net of related income tax effect.  SFAS No. 145
eliminates Statement 4.  As a result, gains and losses from extinguishment of debt should be classified as extraordinary items only if they meet the criteria in
Opinion 30.  The provisions of SFAS No. 145 related to the rescission of Statement 4 shall be applied in fiscal years beginning after May 15, 2002.  Any gain or
loss on extinguishment of debt that was classified as an extraordinary item in prior periods presented that does not meet the criteria in Opinion 30 for classification
as an extraordinary item shall be reclassified.  Early application of the provisions of this Statement related to the rescission of Statement 4 is encouraged.  The
Company adopted this pronouncement effective the third quarter ended July 31, 2002 and restated prior periods.  See Note 9 to the financial statements regarding
the impact of adoption.
 
        In June 2002, the FASB issued SFAS No. 146 “Accounting for Costs Associated with Exit or Disposal Activities”.  SFAS No. 146 address financial accounting
and reporting for costs associated with exit or disposal activities and nullifies

 
26

 
Emerging Issues Task Force (“EITF”) Issue No. 94-3 “Liability Recognition for Certain Employee Termination Benefits and Other Costs to Exit an Activity
(including Certain Costs Incurred in a Restructuring).”  The provision of this Statement are effective for exit or disposal activities that are initiated after December
31, 2002, with early application encouraged.  The Company is currently evaluating the effects of adopting this pronouncement.
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Item 3. Quantitative and Qualitative Disclosures about Market Risk
 
The following discussion of the Company and its subsidiaries’ exposure to various market risks contains “forward-looking statements” that involve risks and
uncertainties.  These projected results have been prepared utilizing certain assumptions considered reasonable in light of information currently available to the
Company.  Nevertheless, because of the inherent unpredictability of interest rates and metal commodity prices as well as other factors, actual results could differ
materially from those projected in such forward-looking information.
 
Interest Rate Risk
 
The Company holds certain floating-rate obligations.  The exposure of these obligations to increases in short-term interest rates is limited for $100 million of this
variable rate debt by interest rate swap agreements entered into by the Company.  These swap agreements effectively fix the interest rate, thus limiting the potential
impact that increasing interest rates would have on earnings.  Under these swap agreements, payments are made based on a fixed rate ($50 million at 7.025%, and
$50 million at 6.755%) and received on a LIBOR based variable rate (1.83% at July 31, 2002).  At July 31, 2002 and October 31, 2001, the fair market value related
to the interest rate swap agreements was a loss of $5.0 million and $7.3 million, respectively.  If the floating rates were to change by 10% from July 31,2002 levels,
the fair market value of these swaps would change by approximately $150 thousand.  However, it should be noted that any change in value of these contracts, real
or hypothetical, would be substantially offset by an inverse change in the value of the underlying hedged item.
 
Commodity Price Risk
 
The Company’s Nichols Aluminum business uses futures contracts to hedge a portion of its exposure to price fluctuations of aluminum.  The exposure is related to
the Company’s backlog of aluminum sales orders with committed prices as well as future aluminum sales for which a sales price increase would lag a raw material
cost increase.

 
          As of October 31, 2001, open London Metal Exchange (“LME”) forward contracts had maturity dates extending through October 2003.  At October 31,
2001, these contracts covered notional volumes of approximately 45.4 million pounds and had a fair value net loss of approximately $1.8 million, which was
recorded as part of other current and non-current assets and liabilities in the financial statements.  As of July 31, 2002, open LME forward contracts have maturity
dates extending through December 2003.  At July 31, 2002, these contracts covered notional volumes of approximately 3.3 million pounds.  These contracts had
fair value gains of approximately $4 thousand, which are recorded as part of “Other current assets” and “Other assets” in the financial statements, and fair value
losses of approximately $32 thousand, which were recorded as “Other current liabilities” and “Other liabilities” in the financial statements.  A hypothetical 10%
change from the July 31, 2002 average London Metal Exchange (“LME”) ingot price on these contracts of $.616 per pound would increase or decrease the
unrealized pretax gains/losses related to these contracts by approximately $204 thousand.  However, it should be noted that any change in the value of these
contracts, real or hypothetical, would be substantially offset by an inverse change in the cost of purchased aluminum scrap.

 
Other than the items mentioned above, there were no other material quantitative or qualitative changes during the nine months of fiscal 2002 in the Company’s

market risk sensitive instruments.
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PART II.  OTHER INFORMATION

 
Item 5 — Other Information
 
On June 14, 2002, the Company announced the retirement of Robert V. Kelly, Jr., President of the Vehicular Products Group, after 25 years of service.  In tandem
with Kelly’s retirement, Mark A. Marcucci, former Vice President and General Manager of MACSTEEL was promoted to President of MACSTEEL, effective June
1, 2002.  Marcucci joined Quanex in 1991 as Melting Superintendent for the MACSTEEL Jackson, Michigan plant.  In November 2001, he was promoted to Vice
President and General Manager of MACSTEEL.  Prior to joining Quanex, Marcucci was employed in various manufacturing management positions with
Copperweld Steel Company.  He was awarded a bachelor’s degree in Material Science Engineering from Youngstown State University.
 
        On July 29, 2002, Quanex announced that Robert C. Ballou, 49, joined the Company as President — Vehicular Products Group.  He will report directly to
Raymond A. Jean, Chairman and Chief Executive Officer of Quanex.  Ballou brings to Quanex more than twenty-five years of experience in leadership positions in
the automotive and heavy-duty truck industries.  Before joining Quanex, he was President of the Components Group of Hendrickson International, a manufacturer
of heavy-duty truck suspensions and components from 1999 to 2001.  From 1995 to 1999 Bob was Group Vice President of Newcore, Inc., a manufacturer of
components and machine tools for the automotive and off-highway markets.  His automotive career began as a Co-Op student with General Motors and progressed
through increasingly responsible positions within GM as well as with Coltec Industries and MascoTech.  Bob graduated from General Motors Institute in Flint,
Michigan with a Bachelor of Science degree in Mechanical Engineering.  He has also earned a Masters of Engineering degree from Cornell University in Ithaca,
New York.
 
        In announcing Ballou’s assignment, Ray Jean said, “Bob’s strategic acumen coupled with his in-depth operational and lean manufacturing experience will
strengthen our corporate leadership team.  We look forward to the application of Bob’s expertise to accelerate implementation of our key success factors and to
identify paths for growth.”
 
Item 6 - Exhibits and Reports on Form 8-K.
 
a)              Exhibits
 

3.1
 

Restated Certificate of Incorporation of the Registrant dated as of November 10, 1995, filed as Exhibit 3.1 of the Registrant’s Annual
Report on Form 10-K (Reg. No. 001-05725) for the fiscal year ended October 31, 1995 and incorporated herein by reference.

   
3.2

 

Certificate of Amendment to Restated Certificate of Incorporation of the Registrant dated as of February 27, 1997, filed as Exhibit 3.2 of
the Registrant’s Annual Report on Form 10-K (Reg. No. 001-05725) for the fiscal year ended October 31, 1999 and incorporated herein by
reference.

   
3.3

 

Amendment to Certificate of Designation, Preferences and Rights of Series A Junior Participating Preferred Stock of the Registrant dated
as of April 15, 1999, filed as Exhibit 3.3 of the Registrant’s Annual Report on Form 10-K (Reg. No. 001-05725) for the fiscal year ended
October 31, 1999 and incorporated herein by reference.



   
3.4

 

Certificate of Correction of Amendment to Certificate of Designation, Preferences and Rights of Series A Junior Participating Preferred
Stock dated as of April 16, 1999, filed as Exhibit 3.4 of the Registrant’s Annual Report on Form 10-K (Reg. No. 001-05725) for the fiscal
year ended October 31, 1999 and incorporated herein by reference.
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3.5

 

Amended and Restated Bylaws of the Registrant, as amended through August 26, 1999 filed as Exhibit 3 to the Registrant’s Quarterly
Report on Form 10-Q (Reg. No. 001-05725) for the fiscal quarter ended July 31, 1999, and incorporated herein by reference.

   
4.1

 

Form of Registrant’s Common Stock certificate, filed as Exhibit 4.1 of the Registrant’s Quarterly Report on Form 10-Q (Reg. No. 001-
05725) for the quarter ended April 30, 1987, and incorporated herein by reference.

   
4.2

 

Second Amended and Restated Rights agreement dated as of April 15, 1999, between the Registrant and American Stock Transfer & Trust
Co. as Rights Agent, filed as Exhibit 4.1 to the Registrant’s Current Report on Form 8-K (Reg. No. 001-05725) dated April 15, 1999, and
incorporated herein by reference.

   
4.3

 

Form of Indenture relating to the Registrant’s 6.88% Convertible Subordinated Exhibit Debentures due 2007 between the Registrant and
Chemical Bank, as Trustee, filed as 19.2 to the Registrant’s Quarterly Report on Form 10-Q (Reg. No. 001-05725) for the quarter ended
April 30, 1992, and incorporated herein by reference.

   
4.4

 

$250,000,000 Revolving Credit and Term Loan Agreement dated as of July 23, 1996, among the Company, Comerica Bank, as Agent, and
Harris Trust and Savings Bank and Wells Fargo Bank (Texas), NA as Co-Agents, filed as Exhibit 4.1 of the Company’s Report on Form 8-
K, (Reg. No. 001-05725) dated August 9, 1996, and incorporated herein by reference.

   
99.1

 

Certification by chief financial officer pursuant to 18 U.S.C. Section 1350 as adopted pursuant to Section 906 of the Sarbanes-Oxley Act
of 2002.

   
99.2

 

Certification by chief executive officer pursuant to 18 U.S.C. Section 1350 as adopted pursuant to Section 906 of the Sarbanes-Oxley Act
of 2002.

 
As permitted by Item 601(b)(4)(iii)(A) of Regulation S-K, the Registrant has not filed with this Quarterly Report on Form 10-Q certain instruments defining the
rights of holders of long-term debt of the Registrant and its subsidiaries because the total amount of securities authorized under any of such instruments does not
exceed 10% of the total assets of the Registrants and its subsidiaries on a consolidated basis.  The Registrant agrees to furnish a copy of any such agreements to the
Securities and Exchange Commission upon request.
 
b)             Reports on Form 8-K
 
No reports on Form 8-K were filed by the Company during the quarter for which this report is being filed.
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Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by the undersigned
thereunto duly authorized.
 
 

QUANEX CORPORATION
 

 

 

/s/ Viren M. Parikh
 

 

Viren M. Parikh
Date:  August 29, 2002

 

Controller (Chief Accounting Officer)
   
   
 

 

/s/ Terry M. Murphy
 

 

Terry M. Murphy
Date:  August 29, 2002

 

Vice President — Finance and Chief Financial Officer
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INDEX TO EXHIBITS

 
 
3.1

 

Restated Certificate of Incorporation of the Registrant dated as of November 10, 1995, filed as Exhibit 3.1 of the Registrant’s Annual Report on
Form 10-K (Reg. No. 001-05725) for the fiscal year ended October 31, 1995 and incorporated herein by reference.

   
3.2

 

Certificate of Amendment to Restated Certificate of Incorporation of the Registrant dated as of February 27, 1997, filed as Exhibit 3.2 of the
Registrant’s Annual Report on Form 10-K (Reg. No. 001-05725) for the fiscal year ended October 31, 1999 and incorporated herein by reference.

   
3.3

 

Amendment to Certificate of Designation, Preferences and Rights of Series A Junior Participating Preferred Stock of the Registrant dated as of
April 15, 1999, filed as Exhibit 3.3 of the Registrant’s Annual Report on Form 10-K (Reg. No. 001-05725) for the fiscal year ended October 31,



1999 and incorporated herein by reference.
   
3.4

 

Certificate of Correction of Amendment to Certificate of Designation, Preferences and Rights of Series A Junior Participating Preferred Stock
dated as of April 16, 1999, filed as Exhibit 3.4 of the Registrant’s Annual Report on Form 10-K (Reg. No. 001-05725) for the fiscal year ended
October 31, 1999 and incorporated herein by reference.

   
3.5

 

Amended and Restated Bylaws of the Registrant, as amended through August 26, 1999 filed as Exhibit 3 to the Registrant’s Quarterly Report on
Form 10-Q (Reg. No. 001-05725) for the fiscal quarter ended July 31, 1999, and incorporated herein by reference.

   
4.1

 

Form of Registrant’s Common Stock certificate, filed as Exhibit 4.1 of the Registrant’s Quarterly Report on Form 10-Q (Reg. No. 001-05725) for
the quarter ended April 30, 1987, and incorporated herein by reference.

   
4.2

 

Second Amended and Restated Rights agreement dated as of April 15, 1999, between the Registrant and American Stock Transfer & Trust Co. as
Rights Agent, filed as Exhibit 4.1 to the Registrant’s Current Report on Form 8-K (Reg. No. 001-05725) dated April 15, 1999, and incorporated
herein by reference.

   
4.3

 

Form of Indenture relating to the Registrant’s 6.88% Convertible Subordinated Exhibit Debentures due 2007 between the Registrant and Chemical
Bank, as Trustee, filed as 19.2 to the Registrant’s Quarterly Report on Form 10-Q (Reg. No. 001-05725) for the quarter ended April 30, 1992, and
incorporated herein by reference.

   
4.4

 

$250,000,000 Revolving Credit and Term Loan Agreement dated as of July 23, 1996, among the Company, Comerica Bank, as Agent, and Harris
Trust and Savings Bank and Wells Fargo Bank (Texas), NA as Co-Agents, filed as Exhibit 4.1 of the Company’s Report on Form 8-K, (Reg. No.
001-05725) dated August 9, 1996, and incorporated herein by reference.

   
99.1

 

Certification by chief financial officer pursuant to 18 U.S.C. Section 1350 as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.
   
99.2

 

Certification by chief executive officer pursuant to 18 U.S.C. Section 1350 as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.
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Exhibit 99.1

 
CERTIFICATION PURSUANT TO

18 U.S.C. SECTION 1350
AS ADOPTED PUSUANT TO

SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
 

NOT FILED PURSUANT TO THE SECURITIES EXCHANGE ACT OF 1934
 
                In connection with the Quarterly Report of Quanex Corporation (the “Company”) on Form 10-Q for the period ended July 31, 2002 as filed with the
Securities and Exchange Commission on the date hereof (the “Report”), I, Terry M. Murphy, Chief Financial Officer of the Company, certify, pursuant to 18  U.S.
C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that:
 

1.               The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934; and
2.               The information contained in the Report fairly presents, in all material respects, the financial condition and results of operations of the Company.

 
 
/s/  Terry M. Murphy
Terry M. Murphy
Chief Financial Officer
August 29, 2002
 
 



 
Exhibit 99.2

 
CERTIFICATION PURSUANT TO

18 U.S.C. SECTION 1350
AS ADOPTED PUSUANT TO

SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
 

NOT FILED PURSUANT TO THE SECURITIES EXCHANGE ACT OF 1934
 
                In connection with the Quarterly Report of Quanex Corporation (the “Company”) on Form 10-Q for the period ended July 31, 2002 as filed with the
Securities and Exchange Commission on the date hereof (the “Report”), I, Raymond A. Jean, Chief Executive Officer of the Company, certify, pursuant to 18  U.S.
C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that:
 

1.               The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934; and
2.               The information contained in the Report fairly presents, in all material respects, the financial condition and results of operations of the Company.

 
 
/s/  Raymond A. Jean
Raymond A. Jean
Chief Executive Officer
August 29, 2002
 
 


