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DEAR FELLOW SHAREHOLDERS: Fiscal year
2006 was a successful year for KMG in many
respects. We continued to execute on our
acquisition strategy, while deliv‘er'\ng strong
operating performance and fuqding the Company
for future growth. Our talented management
team has driven this growth, and positioned
KMG for the continued growth|we foresee.
STRONG OPERATING PERFOR‘MANCE

As compared to fiscal year 2005, net sales
for 2006 increased 20% to $71.0 million.
Net income before a $2.4 million non-cash
impairment charge associated with the
Company's MSMA agricultural product increased
73% to $5.3 million or $0.56 [‘)er diluted share.
Net income after the impairme‘nt charge still
increased 24% to $3.8 million‘er $0.40 per
diluted share, We expect to deliver double-digit
growth in diluted earnings per share in fiscal
2007 as compared to the pre-impairment charge
level of $0.56 per share.

COMPLETED SIXTH ACQUISITION
IN LAST FIVE YEARS

During 2006, we continued to successfully
execute on our acquisition strategy by acquiring
the animal health insecticide line of Boehringer
Ingleheim in February. The ach‘Jisition
includes products used by cattle, poultry and
swine growers, along with a manufacturing
and warehouse facility in Elwood, Kansas.
The products consist of insecticidal ear tags,
sprays, pour-on formulations, and powders.

The information in this document includes certain forward-looking statements that are based upon assumptions that in the future may prove nat 1o have been accurate and are subject g

We have also received approval from the EPA
to introduce an exciting new insectici(::lal ear tag
for cattle acquired in this transaction that uses

a navel and highly effective active ingredient for
contralling flies on cattle. According 10 our esti-
mates, we now have approximately 29% market
share in this segment. We expect our total Animal
Health business segment to grow sub;stantially
over the next few years, both organically and
through acquisitions. As we have stated in the
past, we expect this fatest acquisition!io be

significantly accretive to earnings in fiscal 2007.
i

PROFITING FROM OUR INVESTMENTS
IN EXPERIENCED MANAGEMENT

The strong operating performance and business
developments achieved in 2006 is a direct result of
our strategic dedsion in fiscal 2002 to expand KMG's
management. That investment in experienced
people established a team with both talent and
depth, and has fed to the success we are realizing
now, and expect to continue to realize.

More recently, KMG's employee base grew by
13 with the acquisition of the Boehringer facility,
and we further augmented the Animal Health
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it can give no assurance that such expeciations or any of its fom:ard-lnoking statements will prove to be correct. Factors that could cause results to differ include, tl
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KMG CHEMICALS, INC.

10611 Harwin Drive, Suite 402
Houston, Texas 77036

Ndvember 3, 2006

Dear Shareholder:

The Board of Directors of KMG Chemicals, Inc. invites you to this year’s annual meeting of the shareholders 10 be
held at the Marriott Houston Westchase at 2900 Briarpark Drive, Houston, Texas 77042, on November 28, 2006 at
10:00 a.m. The Board of Directors is also soliciting your proxies and your votes and is recommending the approval of the
proposals described in the enclosed Proxy Statement. :

We appreciate your continued confidence in the company and look forward to seeing you at the annual meeting.

Sincerely,

| o Dudy

David L. Hatcher
Chair of the Board and CEO




KMG CHEMICALS, INC.

10611 Harwin Drive, Suite 402
Houston, Texas 77036

. NOTICE OF ANNUAL MEETING
OF SHAREHOLDERS

The Annual Meeting of the Shareholders of KMG Chemicals, Inc., a Texas corporation (the “Company”}, will be
held at the Marriott Houston Westchase at 2900 Briarpark Drive, Houston, Texas 77042, on November 28, 2006 at 10:00

am.:

1. To elect six (6} directors to hold office until the next annual meeting of shareholders or until their
respectlive successors_have been duly elected and qualified;

2. To ratify the appointment of UHY LLP as the independent registered publlc accounting firm and auditors
for the Company for fiscal year 2007; and

3. To transact such other business as may properly come before the meeting or any adjournment or
postponement thereof.

Shareholders of record at the close of business on October 17, 2006 are entitled to notice of and to vote at this
Annual Meeting of Shareholders or any adjournment or postponement thereof.

All sharcholders are cordially invited and urged to attend the Annual Meeting of Shareholders in person. Even if
you plan to attend the meeting, you are requested to complete, sign, date and return your proxy in the enclosed
addressed envelope. A return of a blank proxy will be deemed a vote in favor of the proposals contained in the Proxy
Statement. [f you attend, you may vote in person if you wish, even though you have sent in your proxy.

By Order of the Board of Directors,

Roger C. Jackson
Secretary
November 3, 2006




KMG CHEMICALS INC.
S . , _ 10611 Harwm Drive, Suite 402
. e e s ¢ Houston, Texas 77036 .

PROXY STATEMENT _ “#-" = -
GENERAL INFORMATION -

This Proxy Statement and the accompanymg form of proxy are bemg fumlshed to the shareholders of KMG
Chemicals, Inc., a Texas corporauon (the “Company™), in connectlon with the sohcntatlon of proxies by the Board of
Directors of the Company for use at the Annual Meeting of Shareholders (the “Annual "Meeting”) to be held on
November 28, 2006, at 10:00 a.m/, at the Marriott Houston Westchase at 2900 Bnarpark Drive, Houston Texas 77042, and
any adjournment ¢ or postponement thereof . _ ‘ L

This Proxy Statement and the related form of proxy accompanymg thls proxy ‘statement are being malled on or
about November 3, 2006 to all sharcholders of record as of October 17, 2006 (the “Record Date™). )

Unless otherwise indicated, shares of the Company’s Common Stock, par value $.01 per share (the “Common
Stock™), represented by proxies will be voted in favor of (i) the election of the six director nominees to the Board of Directors
named in the Proxy Statement and (ii} the ratification of the approval of UHY LLP as the Company’s independent registered
public accounting firm for fiscal year 2007. With respect to the election of directors, a shareholder may, by checking the
appropnate box on the proxy: (i) vote for all director nominees as a group; (i), wnhhold aulhonty to vote for all director
nominees as a group; or (iii) vote for all director nominees as a group except those nommees identified by the shareholder in
the appropriate aréa.” With respect to the other proposals contained in this Proxy Statement,’ a sharcholder may, by checking
the appropriate box on the proxy: (1) vote for the proposal; (ii) vote agamsl the proposal; or (iii) abstain from voting on the
proposal. .

Any shareholder who executes and delivers a proxy may revoke it at any time prior to its use by (i) giving written
notice of revocation to the Secretary of the Company, (ii) executing and delivering a proxy bearing a later date or (iii)
appearing at the Annual Meeting and voting in person.

If the proxy in the accompanying form is properly executed and not revoked, the shares represented by the proxy
will be voted in accordance with the instructions thereon. 1f no instructions are given on the matters to be acted upon, the
shares represented by the proxy will be voted; (i) for election of the directors nominated herein; (ii) to ratify the appointment
of UHY LLP as independent registered public accounting firm and auditors for the Company for fiscal year 2007, and (iii) in
the discretion of the proxy holders as to any business that may properly come before the Annual Meeting or any adjournment
or postponement thereof.

! . K R \ \

WHO MAY VOTE

"
S
. . N ] . i3 . . R . 7 - o » : K
Only holders of record of outstanding shares of Common Stock at the close of business on the Record Date are
entitled to one vote for each share held on all matters coming before the Annuai Meeting or any adjoumment or -

postponement thereof. There were 10,532,856 shares of Common Stock outstanding and entitled to vote on the Record Date.
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VOTING REQUIREMENTS TO ELECT DIRECTORS AND APPROVE AUDITORS
The holders of & majority of the total shares of Common Stock issued and ouistanding on the Record Date, whether

present in person or representcd by Proxy, will constitute a quorum for the transaction of business at the Annual Meeting. For
purposes of determining whethér a quorum is present under Texas law, broker non-votes and abstentions count towards the
establishment of a quorum. A broker “non-vote” occurs when a nominee holding shares for a beneficial owner does not vote
on a particular proposal because the nominee does not. have discretionary voting power with respect to that item, and the
broker has not received voting instructions from the beneficial owner. Votes cast at the meeting will be counted by the
inspector of election.

r

The election df directors requires the favorable vote of the holders of a plurality of shares of Common Stock present

and voting, in person or by proxy, at the Annual Meetmg Abstentions and broker non-votes have no effect on determinations
of plurality except to the extent that they affect the total votes received by any particular candidate. A majority of the votes |
represented by the shareho]ders present at the Annual Meeting, in person or by proxy, is necessary for approval of the
ratification of the appomtmenl of the Company’s independent registered public accounting firm. Abstaining shares will be
considered present at the Annual Meeting for this matter so that the effect of abstentions will be the equivalent of a “no” vote.
With respect to broker non-votes, the shares will not be considered present at the Annual Meeting for this matter so that
broker non-votes will have the practical effect of reducing the number of affirmative votes requu’ed to achieve a majority vote
by reducing the total m'lmber of shares from which the majority is calculated.

b ,  PROPOSALI:
[ ' |, ELECTION OF DIRECTORS '

The Board of Directors has nominated six persons to serve as directors until the next annual meeting of shareholders
or until his successor is elected and qualified. Each of the nominees is a current director. The following table sets forth
certain information w1th respect to each of our directors as of October 3I 2006. Also set forth below is a descrlptlon of the
backgrounds of each of the nommecs for dlrcclor ‘

Name { Age ‘ Position
David L. Hatcher ............... 63 Chief Executive Officer and Chair
George W. Gi]man.....!....... 64 Director

Fred C. Leonard I11....L...... 61 Director *

Charles L. Mears... !_ 66 Director

Charles M. Neff, Jr 60 Director

Richard L Urbanowsk1 ...... 70 Director - -

' ]The Beard of Directors recommends a vote FOR all nominees for director.’

| . LN . . s

Nominees for Director T T : -

David L. Hatcher has served as a dircctor and Chief Executive Officer of the Company since its acquisition of
KMG-Bernuth, Inc. (“KMG Bernuth”) in October 1996, and as President from then unti! March 2005. Mr. Hatcher has also
served as a director ang President of KMG-Bernuth since 1985. Mr. Hatcher has worked in the wood treating mdustry since
1980 for predecessors and affiliates of KMG-Bernuth in various capacities, including as an engineer, general manager and
_ President. He also current[y Serves as a dlreclor of Sterling Bancshares, Inc., a pub[lcly -held banking and financial services’

company.- : 1- i

George W. Gilman has served as a director of the Company since its acquisition of KMG-Bemuth in October 1996
and also served as a director of KMG-Bernuth from 1995 until 1997. Mr. Gilman has served as the Chicf Executive Officer,
President and as a d:rector of Commerce Securities Corporation, a National Association of Securities Dealers, Inc. member
firm, since 1982. He pracuced law with the law firm of George Gilman, P.C. from 1986 to 1998 and since 1998 has
practiced with the Iaw firm of Gilman & Gilman, P.C, Mr. Gilman is a certified public accountant.

Fred C. Leonard 11l has served as a director of the Company since its acquisition of KMG-Bernuth in October
1996. Mr. Leonard also served as a director of KMG-Bernuth from 1992 until 1997 and served as the Secretary of KMG-

Bernuth from 1993 urgtll 2001. Since 1972, Mr. Leonard has served as the Chair of the Board, Chief Executive Officer and

1
I
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President of Valves Incorporated of Texas, Inc., a manufacturing company located in Houston, Texas. Mr. Leonard also .- -
currently serves as a board member of Falrway Medlcal chhno]ogles Inc., an integrated medical device development
company.. .

Charles L. Mears has served as a director of the Company since November 2001. In 2000, Mr. Mears retired from
his position as Executive Vice President of the chlor-alkali business of Occidental Chemical Company. While:at Occidental,-
he served in various management positions since 1987, including serving as Senior Vice President of the Industrial
Chemicals Division from 1991 untit 1995. Mr. Mears began his career with Diamond Shamrock Corporation in 1965 and
held various management positions, Mr, Mears also currently serves as a director of Ploneer Companies,Inc., a
publicly-held chemical company. . : oo o o

Charles M. Neff, Jr. has served as a director of the Company since its acquisition of KMG-Bernuth in October
1996. Mr. Neff also served as a director of KMG-Bernuth fram 1991 until 1997 and served as Treasurer of KMG-Bernuth
from 1993 until 1997. Mr. NefT served as the Chief Executive Officer and President of Houston National Bank, N.A. from
1988 10 1998, and then as Chief Executive Officer of Sterling Bank- Bayou Bend untll early 2004. He is currently Executive
" Vice President of Bank of Texas. . . .

Richard L. Urbanowski has served as a director of the-Company since August 2000. Mr. Urbanowski-retired in
1998 as President and Chief Operating Officer of ISK Biosciences Corporation, a specialty chemicals company selling crop
protection chemicals and wood preservative products. Mr. Urbanowski began his career with Diamond Alkali Company
where he held various positions in research and development, engineering, operations, production and sales. He is currently a
director of the CropLife of America Foundation, Mr. Urbanowski also currently serves as a director of Pioneer Companies,
Inc., a publicly-held chemical company.

BOARD OF DIRECTORS AND COMMITTEES
Communication with the Board

In order to provide the Company’s sharcholders and other interested parties with a direct and open line of
communication to the Board of Directors, the Board of Directors has adopted the following procedures for communications
to directors. Shareholders and other interested persons may communicate with the Chairman of the Company’s Audit
Committee or with the non-management directors of the Company as a group by written communications addressed in care
of Corporate Secretary, 10611 Harwin Drive, Suite 402, Houston, Texas 77036.

All comniunications received in accordance with these procedures will be reviewed initially by senior management
of the Company. Senior management will relay all such communications to the appropriate director or directors unless it is
determined that the communication (a) does not relate to the business or affairs of the Company or the functioning or
constitution of the Board of Directors or any of its committees; (b) relates to routine or insignificant matters that do not
warrant the attention of the Board of Directors; (c) is an advertisement or other commercial solicitation or communication;
(d) is frivolous or offensive; or (e) is otherwise not appropriate for delivery to directors.

The director or directors who receive any such communication will have discretion to determine whether the subject
matter of the communication should be brought to the attention of the full- Board of Directors or one or more of its
committees and whether any response to the person sending the communication is appropriate. Any such response will be
made only in accordance with applicable law and regulations relating to the disclosure of information.

The Corporate Secretary will retain copies of all communications received pursuant to these procedures for a period
of at least one year. The Board of Directors will reviéw the effectiveness of these procedures from time to time and, if
appropriate, recommend changes. As of the Record Date, no communications have been received.

¥




Board/-Meetings - . . TR S : : - U
; . Lo N Ve e e . . : . . .
' "
The Board of Directors held seven meetings in fiscal year 2006. All Board members are expected to attend the
Annual Meeting and las{t year they all did attend.

- N . : Coeare
Director Independence ». . - Coe .

The Board of Directors is composed of five non-employee directors and one employee director. By Company .
guidelines and the listing requirements ‘of The Nasdaq Global Market, at least a majority of the Company’s Board of
Directors must be mdependent The Board of Directors has determined that all five of its non-employee directors meet the: -
requirement of mdependenee The only non- mdependenl director is Mr. Haicher, the Company’s Chlef Executive Officer.

Board Committee Membershlp N : .
vy : l . S Lot
- The Board of Dlrectors has. three standing.comittees, an Audit Committee, a Nommatmg and Corporate’ ' ‘
Governance Committee (“Governance Committee™) and a Compensation Committee. The Audit Committee, the Governance
Committee and the Compensatlon Committee are composed entirely of non-employee directors whom the Board has
determmed are mdependem The table below prov1des fiscal year 2006, membership for the three standing committees.

I

! B . - Nominating &

| . ‘ o . Governance ... Compensation

- T S - e M - . Audit Committee Committee Committee

George W. Gilman..... oo . L e X* ) et
Fred C. Leonard..........icvvoieeevenrmre e e eisisesisissiessess s sranassssesssnens X X*
Charles M. Neff, Jr. ... s s X X X
Charles L. Mears P RCTIRRT e o X

Richard L. Urbanowski ........................................................................ X* X

*  Chair

Commlttee Charters d the Code of Business Conduct - . . S

The Audit, Govemance and Compensatlon Committees have each adopted charters that have been approved by the
Board of Directors. The Board of Directors has also adopted a Code of Business Conduct applicable to all employees,
including the Chief Executive Officer, the Chief Financial Officer and other senior management. The Code of Business
Conduct covers such toplcs as financial reporting, conflicts of interest, compliance with laws, fair dealing and use of
Company assets. The Code of Business Conduct satisfies the requirements of a *code of ethics” under Section 406(c) of the
Sarbanes-Oxley. Act of 2002, and requires that any waiver of those provisions by executive officers or directors may be made
only by the Board of Directors and must be promptly disclosed to shareholders along with the reason for the waiver.

The charters of the Audit, Compensatlon and Govemance Commitiees and the Code of Business Conduct and are
available on the Company s website at kmgchemicals.com or by writing to Corporate Secretary, KMG Chemicals, Inc. 10611
Harwin, Suite 402, Houston Texas 77036. These documents will be provided free of charge. Material contained on our
website is not mcorporated by reference in, or considered to be part of, this Proxy Statement

N [

b

Audit Committee !4

The Audit Commlttee met four times durmg fi scal year 2006 The Audit Committee advises the Board and
management from tlme to time with respect to internal controls, systems and procedures, accounting policies and other . -
significant aspects of lhe accounting, auditing and financial reporting practices of the Company. The Audit Committee also
monitors the preparanon of the Company’s quarterly and annual reports and supervises the relationship between the
Company and its external auditors.

The Audit Committee operates under a charter approved by the Board of Directors. The Audit Committee’s
function under its written charter is to appoint the independent registered public accounting firm and auditors to audit the
Company’s financial statements and perform other services related to the audit; review the scope and results of the audit with

4




the independent accountants; review with management and the independent accountants the Company’s interim and.year-énd
operating results; oversee the external reporting by the Company; consider the adequacy of the internal accounting and
auditing procedures of the Company; evaluate the independence of the internal and external auditors; and approve and review

any non-audit services to be performed by the independent accountants. The charter of the Audit Committee is available on -

the Company’s website at kmgchemicals.com. O v s 1 ' . e

The Audit Committee consists currently of three non-employee directors, George W. Gilman, Charles M. Neff and
Fred C. Leonard. 'Mr. Gilman is the current chair. The Board has determined that all of the members of the Audit Committee
are independent and.financially sophisticated within the meaning of the listing standards of The Nasdaq Giobal Market. The
Board of Directors has also determined that Mr. Gilman is an “audit committee financial expert” within the meaning of that
term under the rules of the SEC. He has served on the Company’s Board of Directors since 1996, and he is a certified public
accountant. In the course of his career, Mr. Gilman has acquired (i) an understanding of generally accepted accounting
principles and financial statements, (ii) the ability to assess the gerieral application of such principles in connection with the
accounting for estimates, accruals and reserves, (iii) experience preparing, auditing, analyzing or evaluating financial
statements that present a breadth and level of complexity of accounting issues that are generally comparable to the breadth
and complexity of issues that-can reasonably be expected to be raised by the Company’s financial statements, (iv) an» -
understanding of intemal contrel over financial reporting, and (v) an understanding of audit committee functions. - -

Nominating and Corporate Governance Committee
ST . . 4

During fiscal year 2006, the Governance Committee held four meetings. The committee is responsible for
developing and implementing policies and practices relating to corporate governance, including establishing and monitoring’
implementation of corporate governance guidelines. The committee also plans for the succession of the Chief Executive
Officer and other executives. The commitiee is responsible for identifying and assessing candidates for the Board of
Directors, including making recommcndatlons to the Board regarding candidates. In fulfilling its duties, the Govemance
Committee, among other thmgs : _

* identifies individuals qualified to be Board members consistent with criteria established by the committee;

e recommends to the Board nominees for the next annual meeting of shareholders; and
S . : { R . . o, : -
e evaluates individuals suggested by shareholders.

, '

In recommundmg director candldates to. the Board, the, Governance Commmee charter reqmres the Lommattce to select
:ndlv:duals who possess the highest personal angd professional integrity. . . . i e .
3 o i L s : ' , ot
The Govemance Commiltee is comprised solely of non—employee directors who are independent within the meaning
of listing standards of The Nasdaq Global Market. Members of the Governance Committee are Messrs. Urbanowski, Neff
and Mears., Mr. Urbanowski is the chair. The charter of the Governance Committee is available on our website at
kmgchemicals.com. e e o G e
The Govemance Commltlee w:ll eonsxder rccommendatlons for director made by shareholders for ﬁscal year 2008,
if such recommendatlons are received in writing, addressed to the chair of the committee, Mr. Urbanowski, in care of the
Company, at 10611 Harwin, Suite 402, Houston, Texas 77036 by July 31, 2007. Recommendations by shareholders that are
made in accordance with these procedures will receive equal consideration by the Governance Committee. Directors and
members of management may also suggest candidates for director, In some cases, the commitiee may engage, for a fee, the

services of a third party. executive search firm to assist it in identifying and eva]uatmg candldates for director.




Compensatio.n Commi:ttee. : “ e e

~ During fiscal y:ear 2006, the Compensation Committee held three meetings. The Compensation Committee
_establishes compensatio'n for the Company’s Chief Executive, Officer and other executive officers, and makes

recommendations to the Board of Directors regarding compensation of directors. The committee also administers the:
Company’s incentive compensatlon stock option and other equity based compensation plans, including the Company’s 1996
Stock Option. Plan and the Company’s 2004 Long-Term Incentive Plan. The Compensation Committee is composed
currently of three non-employee director, Fred C. Leonard, Charles M. Neff, and Richard L. Urbanowski. Mr. Leonard is the
current chair. The Board has determined that each of the members of the committee is independent within the meaning of the
listing standards of The'Nasdaq Global Market. The charter of the Compensatlon Committee is avallable on the Company 5
website at kmgchemlcals com. -

L

GOMPENSATION OF.NON-EMPLOYEE DIRECTORS IN FISCAL YEAR 2006

The annual corpensation of non-employee directors for fiscal year 2006 was compnsed of the following
components: cash compensat:on .consisting of Board and committee retainer fees, Board, committee and business meeting : .
fees; and equity compensation. Each of these components is described in more detail in the following table.

i .

Common Stock Grant

| Annual Board/ Board, Committee and :

! Committee Business Meeting Fees
Director s Retainer Fees (8) . . . 5 Shares () - Award ($)()
George W. Gl]man*...:! ., 17,250 . 14,000 4,000 oL 30,640 .
Fred C. Leonard*......... 15,750 -, 15,500 . 4,000 30,640
Charles L. Mears........., | 13,750 « 15,000 . 4,000 30,640
Charles M. Neff........... :13,750 . 16,000 . . 4,000 : 30,640

| Richard L. ' . . ’ . .
: Urbanowski*........... : 15,750 17,500 4,000 30,640

*  Chair of committeé

1 . .
(1) Calculated on the number of shares multiplied by the closing price for Common Stock on the date of grant.

Each director was patd a fee of $1,500 for each regular or special meeting of the Board of Directors attended in
fiscal year 2006. Begmnmg in thé second quarter of fiscal year 2006, the retainer paid to non-employee directors increased
~ from $10,000 per year to $15,000 per year. Beginning in that same quarter, the chair of each committee was paid a retainer
of $2,000 per year, except for the charr of the Audit Commtttee who was paid a retainer of 34,000 per year. Annual retainers
are paid quarterly S
+
Members of committeés were paid $500 for each committee meeting attended and non-employee directors who attended
additional business meetings at the request of the Company were paid $500 for each day attended. Effective *
August 22, 2006, the amount paid for attending business meetings was increased to $1,000 per day. Directors are reimbursed
for ouit-of-pocket expenses incurred in attending meetings and for other expenses mcurred in performmg in their capacity as
directors. - 1 -
, .
" In fiscal year 2006 each of the five non-employee directors was granted 4,000 shares of Common Stock (20 000
shares total) under the Company s 2004 Long -Term Incentlve Plan.

- R [
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'NAMED EXECUTIVE OFFICERS AND EMPLOYEES WHO ARE NOT DIRECTORS

The following table sets forth certain information with respect to our named executive officers and employees who

are not directors. 'Also set forth below isa descrlptlon of their backgrounds. » ~ + w4 L.l e
. T . . R : \ . . oo
Name , ok Age . + - Pasition- , , : ' .
J. Neal Butler....—-. ................ T Presndem and Chlef Operating Officer ; ) et
Roger C. Jackson ............... 55 Vice President, General Counsel and Secretary
Thomas H. Mitcheli........... 62 Vice President—Sales (KMG-Bernuth, Inc.)
John V. Sobchak .......... e 46 Chief Financial Officer

J. Neal Butler is the Company’s President and Chief‘Operatiog Officer. He joined the Company in 2004 as its Chief
Operating officer and became President in March, 2005. Mr. Butler has worked in various capacities for agricultural
chemical companies since 1976. From 1976 to 1998 he worked for ISK Biosciences, Inc. in various sales and operations
capacities, becoming Vice President and General Manager/Americas in the specialty chemical division. From:1998 to.2001,
he was Vice President and team leader for Horticulture for Zeneca Agrichemicals, Inc., a leading agncultura] products
chemical company. In 2001, Mr. Butler became President and Chief Executive Ofﬁcer of Naturize Biosciences, Inc., a.
company providing blologlcal products’ for agrlculture

Roger C. J’ackson was elected Secretary of the Company in 2001 and became Vlce Pres1dent and Gencral Counsel
of the Company in 2002. Prior to joining thé company, Mr. Jackson had been a partner since. 1995 in Woods & Jackson,
L.L.P. and had been a partner in the Houston law firm Brown, Parker & Leahy L.L.P. beginning in. 1985, ~- -

Thomas H. Mitchell is KMG-Beriuth’s Vice President-Sales. He has served as KMG-Bernuth ‘s Vice President
since 1994. He has been employed by KMG Bemuth since 1988 in various capacities, lncludmg general sales manager and
general manager. . A . S L

John V. Sobchak was employed in 2001 as the Chief Financial Officer of the Coimpariy. - Before he joined the
Company, Mr. Sobchak had been the CFO of Novistar, Inc.a joint venture between Torch Energy Advisors, Inc. and Oracle
Corporation and prior to that he had been the Treasurer of Torch Energy Advisors, Inc. He was employed ﬁ‘om ]988 to 1997
by Mesa, Inc, a publicly traded oif and gas company, most recently as its Treasurer. SotenT,

.
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SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS, DIRECTORSAND NAMED
EXECUTIVE OFFICERS
The followmg table sets forth certam mformatlon as of October 31, 2006 wnth regard to the beneficial OwnBl'Shlp of
Common Stock by (i) each person known to the Company to be the beneﬁc1al owner of 5% or more of its outstanding
Common Stock, (ii) the hamed executive officers and the directors of the Company individually and (iii) thé officers and
directors of the Company as a group. All addresses are m care of the Company, 10611 Harwin Drive, Suite 402 Houslon

Texas 77036. 1 ,
| : o - . Stock Optiens Shares Including
| } Common Stock Exercisable . Options Percent of Total
- . Be_neﬁciully Ow.'ned Within 60_ ) Exorcisable . Beneficial Shares
| Name 1. Excluding Opt'lons : Days Wlt‘hm 60 Days (%)
5 Directors and Named SRR
| Executive Officers ! ‘
David L. Hatcher .......... vt eiberenenes + 4,118,568 : — 4,118,568 39.1
J. Neal Butler............... f ................... e C = S 030,000 30000 . *
Roger C. Jackson .......c.loeecivinnicneecne, L - — 150,000 - 150,000 1.4
Johnt V. Sobchak .....ccoceiieensive i fonensresssiessnenens o — 37,500 37,500 : *
George W. Gilman (1} ... ; T . 76,452 . .52,100.. - 128,552 : N
Fred C. Leonard (2)........ et e ereseee e . 806,585 - v 52,100 . 858,685 . 8.1
Charles L. Mears...........;| .................................... 4,000 40,000 44,000 *
Charles M. Neft, Jr. ..ot . . 35950 - 52,100 . - 88,050 . . *
Richard L. Urbanowskl'......-........:.....................;-.-- v, 150000 0 - 40,000 55,000 *
Thomas H. Mitchell .. 37,038 138,250 175,288 1.6
Dlrectors and Named Executlve Ofﬁcers L o .o )
as a Group .............. ’. .................................... - -+ 5,093,593 - 592,050 5,685,643, - 511
Five Percent Shareholders o e R ;
Tontine Capital Partners L.P.(3)
55 Railroad Avenue,’ 3“1 Floor
Greenwich, Connectlicut 06830, 1,030,035 — 1,030,035 9.8
Valves Incorporated of Texas (4)
10600 Falistone Road

Houston, Texas 77099 .......ccccccreeccrsermmsencee 802,585 — 802,585 7.6

[
i

* Less than 1%, ThlS table is calculated pursuant to Rule 13d-3(d) of the Secuntles Exchange Act of 1934. Under Rule
13d-3(d), and shares not outstanding which are subject to options, warrants, rights, or conversion privileges exercisable
within 60 days are 'deemed outstanding for the purpose of calculating the number and percentage owned by a person, but
not deemed outstanding for the purpose of calculating the number and percentage owned by any other person listed. As
of October 31, 2006, the Company had 10,532,856 shares of Common Stock outstanding.

(1) Includes shares held by Mr. Gitman indirectly as a beneficiary of a trust.

(2) Includes shares held by Valves Incorporated of Texas, Inc., a company in which Mr. Leonard is an officer and a principal
shareholder. i

(3) Based on the Schedule 13G filed W|th the SEC on April 25, 2005 by Tontine Capital Partners, L.P., Tontine Capital
Management, L.L. C and Jeffrey L. Gendell, the reporting persons share dispositive and voting power over the indicated
number of shares. l

{(4) Based on the Scheduie 13G filed with the SEC on July 25, 2006 by Valves Incorporated of Texas, Valves Incorporated
of Texas and Fred C. Leonard share dispositive and voting power over the indicated number of shares.

|
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PROPOSAL 2:
TO RATIFY THE APPOINTMENT OF INDEPENDENT AUDITORS

The Board of Dlrectors has appomted UHY LLP as mdepenclem reglstered pubhc accoummg firm and auditors to
conduct the annual audit of the Company’s accounts for fiscal year 2007. Although action by the shareholders in this matter
is not required, the Board of Directors belicves that it is appropriate to seek shareholder ratification of this appointment in
light of the important role played by the independent auditors in maintaining the integrity of the Company’s financial controls
and reporting, [If ratification of the appointment is not approved, the Board of Directors will-reconsider the appointment. A
representative of UHY LLP will be present at the-Annual Meeting and will have the opponumty, if he so desires, to respond
to approprmle questmns : . . :

Management recommends that the Sharehulders vote to ratlfy the appointment of UHY LLP as lndependent
registered public accounting firm of the Company for the fiscal year 2007. Unless otherwise indicated, all properly
executed proxies received by the Company will be voted “FOR” such ratification at the Annual Meeting.

REPORT OF THE AUDIT COMMITTEE - -

The Audit Committee reviewed the audited financial statements of the Company for the fiscal year ended
July 31, 2006, with the independent auditors. Management has the responsibility for the preparation, presentation and
integrity of the Company’s financial statements, and the independent registered public accounting firm and auditors have the
responsibility for auditing the Company’s financial statements and expressing an opinion as to their conformity with
accounting principles generally accepted in the United States of America. + .. - "

"The Audit Committee discussed and reviewed with the independent auditors all communications required by
accounting principles generally accepted in the United States of America, -including those described in Statement on Auditing
Standards No. 613 as amended, “Communication with Audit Committees” and discussed and reviewed the results of the audit
by the independent auditors of thc financial statements. ’ ST e .

In dlschargmg its overmght respon51b1l|ty with respect to the audit process, the Audlt Commmee obtained from the
independent auditors a formal written statement describing all relationships between the auditors and the Company that might
bear on the auditors’ independence consistent with Independence Standards Board Standard No. 1, “Independence
Discussions with Audit Commiitiees.” The Audit Committee also discussed with the auditors any relationship that may
impact their objectivity and independence and satisfied itself as to the auditors’ independence. The Audit Committee also
discussed with management and the independent auditors the quality and adequacy of the Company’s responsibilities, budgét
and staffing.

Based on the above-mentioned review and discussions with management and the independent auditors, the -
Commitiee recommended to the Board that the Company’s audited financial statements be included in its report on Form 10-.
K for the fiscal year ended July 31, 2006, for filing with the Securities and Exchange Commission. : S

Audit Committee:
George W. Gilman, Chair
S . ‘ Fred C. Leonard I11 ot
! . Charles M. Neff, Jr.
) L N N . -
This report by the Audit Committee shall not be deemed incorporated by reference by any general statement
incorporating by reference this Proxy Statement into any filing under the Securities Act of 1933 or the Securities Exchange
Act of 1934 except to the extent that the Company specifically incorporates this information by reference, and shall not
otherwise be deemed filed under such acts.
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; PRINCIPAL ACCOUNTING FIRM FEES

e H .
} i [ »

On June 1, 2006 the partners of the Company s lndependent registered pub]lc accounting firm and auditors, UHY
Mann Frankfurt Stein & Lipp CPAs, LLP, announced that they were joining UHY LLP, a New -York limited liability
partnership. UHY LLP is the independent registered public accounting firm with which UHY Mann Frankfort Stein & Lipp
CPAs, LLP has an affiliation, although UHY ‘LLP is a legal entity that is separate from UHY Mann Frankfort Stein & Lipp
CPAs, LLP. On June 9 2006, UHY Mann. Frankfort Stein & Lipp.CPAs, LLP notified the Company that it had ceased to
provide audit services to the Company, and accordingly, resigned as the independent registered public accountants of the -
Company on that date On June 9; 2006, the. Audit Committee of the Company engaged UHY LLP as the Company’s
independent reglstered public accountant for the Company’s fiscal year ending July 31, 2006. The aggregate fees bilted by
the Company’s independent reglstered public accounting firm and auditors, UHY Mann Frankfort Stein & Lipp CPAs, LLP

! and UHY LLP, for profess:onal services rendered to the Company,for the two fi scal years ended July 31, 2006 were as

follows: A ) ' . b ) . . .
g o " 2006 2005
Audit Fees ...uveoiennnnn. T OO $108,351 § 19,310
TaX FEES ...onec et — -
.. Al Other Fees....ccoccvvveeenene ceverenenn: SO O o 89,647 . —
Total...ccoveeune JR— ettt ettt et e re e rens R $l97,998 $ 19310 .

TS - K ' ) oo A
The pohcy 011" the Audit Commlttee is to pre-approve all audlt and non-audit services conducted by the Company’s
independent reglstered public accounting firm and auditors. Under. the policy, pre-approval is required before the .
independent accountaiits are engaged for the particular services. The amount set forth in the above table for “Tax Fees” was
for tax return preparatlon and consulting. The amount described as “All Other Fees™ was for services rendered in connection
with the Company’s acqu:smon efforts, including certain due diligence assistance, to respond to comments from the SEC on
a-prior.report, and to aSS|st the Company in connection with other filings with the SEC. UHY LLP became the Company’s -
independent reglstered accountmg firm in fiscal year 2005, and the above table does not include fees billed in fiscal year
2005 by the Company’s previous independent reglstered accounting firm. The Audit Committee has considered whether the
provision,of the services included in other fees is compatible with maintaining the.independence of the Company’s

independent registered accounting firm'and auditors: - “
R i

COMPENSATION COMMITTEE REPORT AND EXECUTIVE COMPENSATION

L B

Overview of Compensation Phiiosophy.and Program .

The Compensation Committee establishes the compensation of the Chief Executive Officer (“CEQ™) and the other
named executives idefmified in the Summary Compensation Table. Under the direction of the Committee, the Company has
developed and implemented performance-based compensation policies that are intended to enhance profitability and
shareholder value by :aligning closely the financial interests of the Company’s executives with its shareholders.

Compensation Consultant

.

The Compensation Committee has the authority in its charter to engage the services of outside advisors and
consultants. In accordance with this authority, the Compensation Committee engaged Stone Partners, Inc. to advise the
Compensation Comnj'littee on all matters related to the CEQ and other executive compensation.

10




General Compensation Philosophy BT

The Compensation Committee believes that the Company serves the shareholders best when the compensation
structure for executives focuses them on building long-term shareholder value while not neglectmgtcurrent eammgs The
design of the Company 5 compensation program strives to meet the following.objectives: ,
oy 4 Wi - .

- reward executives for long-term strategic management and the enhancement of shareholder value; - .-
» integrate the compensation program with short-term and long-term strategic plans of the Company;
s . motivate, reward, retain and attract the key employees and executive talent requ1red to achleve corporate '
strategic plans; and Lo o

+ align the interests of executives with the long-term interests of stockholders.

Compensation for the executives of the Company is comprised of four components;

. vk . v " ) N N '-.
e * hase salary; ) "o o BRIV
e " annual short-term cash incentive;
s long-term equity-based mcennves and

e certain other benefits.

The Compensation Committee, with the assistance of the outside consultant, reviews each year the compensation of
the named executives in comparison with the salaries and the short-term and long-term incentives programs established for
executives in comparable positions at selected peer companies and in general industry surveys. In conducting its annual
review, the Compensation Committee also obtains recommendations from the CEQ respecting the compensation and
performance of named executives other than himself, and input from other directors of Board. Compensation may be -
adjusted to reflect individual performance, increased responsibilities, and the Company’s performance. When establishing
annual compensation, including long-term compensation, the Compensation Committee currently does not consider the fair
markKet value of amounts realizable from prior grants of long-term compensation. The companies that comprised our peer
group for fiscal year 2006 were American Pacific Corporation, American Vanguard Corporation, Balchem Corporation, CFC
International Inc., Chase Corporation, SurModics Inc., Strategic Diagnostics, Inc., Synthetechs, Inc. and Technology and
Flavors, Inc. The composition of the peer group is re-evaluated on an annual basis. : : ‘

The Compensatiori Committee intends to refine its approach to éstablishing compensation for the named executives
beginning in fiscal year 2007, and expects to phased-in this approach OVer two years. When the refined approach is fully
phased-in, base salary will be established at a level of approxnmately ninety percent (90%) of the median base salary of a
revised peer group and of appropriately adjusted market survey data. Setting base salaries below-median level is consistent:
with the Company’s philosophy that the arinual cash bonus incentive and long-term compensation should constitute a larger
portion of total compensation than base salary. Annual incentive compensation will continue to be contingent on achieving
performance goals, but when phased-in it will be set approximately at the median for comparable positions from the peer -
group and survey data. Under this approach, the Compensatlon Committee ‘intends for long-term compensation to be above
the median long-term compensation for comparable positions in the revised peer group and the adjusted survey data, and
intends that the long-term component of total compensation will be emphasized for the named executives. Long-term
incentive compensgation will be dependent on achieving performance metrics that reflect the importance of reahzmg v
shareholder value. !

e ' '
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Tax Deductibility

" Section’ 162(m) of the'Internal Reveniue-Code of 1986 (“Tax Code”);imposes a limit of $1,000, 000 that the
Company may deduct i m any'one year with respect to each of its five most-highly compensated executive officers. There is an

exception to the $1, 000 000 limit for- performance-based compensation meeting

certain requirements.. None of the ':

Company’s executive off icers currently receives compensation exceeding the limits imposed by the Tax Code. While the
Compensation Comm:ttee cannot.predict with certainty how the Company’srexecutive compensationimight be-affected in the

future by the Tax Code; the Compensation Committee-intends to try to preserve,

the tax deductibility of all executive

compensation while maintainingian executive compensatlon program consistent with the Compensation Committee’s general

[

compensation phllosophy

4
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Total Executive Compensation
1
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The following Itable sets forch the cash and non- Cash compensatlon paid to the Company s Chief Executlve Officer,
its Chief Financial Officer and three other highly compensated executive officers or employees, including two executive

officers and one employee of a subsidiary, for the fiscal years ended July 31, 20
table are referred to as the named executives.

06, 2005,and 2004. The persons listed in thlS

I LR AT
i . -
' ! Summary Compensation Table o
: i Cpe e ’ Annu.s‘i:llclor'n‘pén'satit_;n'm" L ! ]
ST s Pt S B I R O s . . : o
-, . i . FE ) R . © pp ... Shares , -, All Gther
L e - e R . .. e o Ve e - Underlymg . Compensat
Name and - ¢ SRR ©reted Fiseal v vt T * Options' ) ion
Principal Position- * o t ¢ e Year 4 i Salary ) . . ‘Bonus .- - Granted!] «. o (B3
Executive Officers™ ., . .. . S T NI B o o
David L. Hatcher I - ‘2006,‘. 273 237 175 500 ™ PRI SRR 6 275
Chair al‘ld,CEO.....z:"...'...l.‘....‘.......:..:.‘.:.::;. | ©2005 5 . ‘“_273,052(\ 1 185 200 L eb, 6,207 -,
L : N T ,2(}(}4 DURTY 279,907'., --,37,000 . ., RN 106,020
' noo . At L el R TR T A VAR I AT Pt -
J. Neal Butler ..ot 2006:. . « 203,045, -, 104,000- Y ’ -7 6,039 .
| President and Chief......ccoeeeieeeeeene 2005 202,509 93,400 ' 4,732
l Operatmg Officer......... .......... ahe 2004 99,948 . ., - 20,000.q-; .. 150,000... —
| LT I LI vt e T 2 W R LA
i Roger C~. Jackson. ..... et iebeneetee e oo a2006: o 126,965 . 51917 s . v 3,756 ..
Vice President and ... reeeirereeaionees P «;, : 2005 W 122,063 0 v c48.920, s v ur co..3,026 . -
General Counsel ........... Drvverere e e R 2004-__ C 122,055 o - 30,0000 e A 3,412 ; .
: - : e oy R T P U A AR SRR
- Joth Sobchak ....... J ....... TR e, e 2006\ ;. 143,646 o 13,710 r- Ca o w4257,
. Vice President and CFO evbeviireee a0 0 2008 136,877 . - 62;'[20‘ o U TR - 4,069 ¢ -
| o 'i R L TR 2004 g 137,184 o 67,5007, -y g, L. e 3829
[T Tt e o o, T AR L SEN AT -
| Thomas H. Mitchell ..... s £ 20060 -, 142 117 .., « 46,961 - o 4240
E Vice President..........".... 2005 140, 593 54,743 4,208
i (KMG—Bemuth 4] 1137 IR 2004 137,184 2,500 3,885

(N Salary includes fees pald to Mr. Hatcher for serving as director of the Company of $1,500 and $7,500 in fiscal years

2005 and 2004, respectlvely

t

r
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(2) Consists of matching payments made by the Company under its 401(k) Profit Sharing Plan.
| .




Salaries S ey : S

Aniual salary is the base compensation paid to an.executive for performingispecific job résponsibilities. It’
représents the minimum income an executive might receive in any given year. The salary established for each executive -
officer takes into account the executive’s experience, level of resp0n51b|llty, and general mdustry surveys and peer group
information, . © a0 SR AU R B . R TR TS PN

Annual Cash Incentive Bonus
. Lt N T SO

Annual cash incentive bonuses are pald to executives consistent with the Company s philosophy that this vartable
pay component should be a substartial percentage of executive compensation. Annual cash bonuses are designed-to provide
incentives based on the achievement of the Company’s annual goals, and each executive’s achievement of his personal
objectives., Weights are assigned by the Compensation. Committee to the Company’s anntial.goals and the personat .. i - -
objectives for. each executive. Achievement of goals is measured against percentage ranges established annually by the
Compensation Committee, and from management recommendations. The range of achievement is measured against a
threshold level below which no award is payable, a target level and a maximum level. The executive will receive an
incentive bonus represented by the percentage of the goal that is achieved and the weight of the particular goal. - In its
discretion, the Compensation Committee may make adjustments to goals, weights or.the award to take into account special or
unforeseen factors. In fiscal year 2006 it'made no-such. ad]ustmems S Vel e e - v,

. [ g oL PR e e | P
Performance objectives for executlves generally mclude goals tied to financial results and lhe strategic plan of the
Company, as well as personal objectives for each executive. Objectives for financial results may include return on equity,
assets, capital or investments, revenue growth, earnings per share growth, and operating cash flow and-cash flow from
operating activities. Examples of strategic objectives include developing a five-year plan, completing an equity raise and
closing an acquisition. Performance goals tied to financial results and the strategic plan may be identical, for all executives or
may differ to reflect more appropriate measures of individual performance. Personal objectives differ among executives and ¢
may include such items as attaining better visibility in the investing community, enhancing professional skills through |
continuing education and developmg successor planning.
The followmg table detalls the welght gwen in ﬁscal year 2006 to performance ObJGCthCS for each named executive.,
Weightings Asslgned in Fiscal Year 2006 to Each Performance Objective for the Named Executives
4 . L1 -
Objective Hatcher Sobchak Butler Jackson Mitchell
Financial Results. ... sasseseaneeee s 40% 60% 60% 60% 60%
Strategic Plan Goals 40% . 20% 20% 20% —

Personal Objectlves 209% C 20% 20% 20% 40%

In fiscal year 2006, the named executives were eligible to earn bonuses ranging from 30% to 65% pf their base .
salaries. The following table provides detail on each named executive’s targeted cash bonus and the actual bonus received.

t W .
¥ . ' . -t Y

» - Executive Annual Cash Incentive Bonus -

]

e ;I'a'rget'Payt;dt' Payout Range - “ ) s Actual Award

T as a % of Base as a % of " Target Maximum Actual as a % of Base

Salary » ¢ Base Salary Award ($) Award (5) Award ($) . Salary
Hatcher............... - +50% . 15%-65% <7 135,000 175,500 175,500 65%
Sobchak ..........c........ 40% 12%-52% 56,700 73,7110 73,710 32%
Butler.......ocoviiinnnee 40% 12%-52% 80,000 104,000 104,000 52%
Jackson......ivvenee, 40% 12%-52% 49,920 64,806 . 51917 - 42%
Mitchell.......coovnnne. 30% 9%-39% 41,929 54,509 46,961 34%
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Long-Term Incentive Compensation

The Compensatlon Committee believes that long-term incentive compensation'is important efement in aligning

" closely the financial mterests of the Company’s executives with those of its shareholders. Long-term incentive grants will

vary from year to year fo reflect current year performance of the Company or the executive. Currently long-term incentives®
are below that of the pe'er group for all executives. As a result, the Compensation Committee is consrdenng targeting future,
long-term incentive awellrds at or near the medians of the Company’s peer group.

Per;formance-:Based Share Awards )

' - ' LA . o . . X Lo t . . -

* Performance based stock awards were granted to each of the named executives other than Mr. Hatcher on September
2,2005 under-,Compan)'/’s 2004 Long Term Incentive Plan (“LTI Pian™). The awards were granted as a Series'l award and a-
Series 2 award of sharels of Common Stock, subject to performance requirements. Performance under the awards is measured
over a three year measurement period beginning August 1 2004 and vest basecl on sausfacnon of performance requrrements
at the end of the three years o . ‘

N . . . . L L ' o .o . . . 1) . -

The Series 1 award gramed up to an aggregate of 27,480 shares of Common Stock; sub_lect to a performance
requirement composed'of certain revenue growth objectives and average annual return on eqmty objectives. The revenue
growth objectives and average annual return on equity objectives are estimated quarterly using the Company’s budget, actual
results and long term pl’O_jeCtIOI'lS The Series 1 award for the named executives was estimated to have an aggregate fair value
of $137,674 as of.luly 31;2006. : i -

The Series 2 award granted up to an aggregate of 18,320 shares of Common Stock, subject to a performance
requirement that the a»ierage annual total shareholder return equal or exceed 10% over the three year measurement petiod.
Total shareholder retum is calculated using both stock price appreciation and dividends paid. Based in part on the closing
price of $8.35 for Company Common Stock on September 2, 2005, the aggregate falr value of the Series 2" awards for the
named executives was|estimated to be approximately $104,021. Ce X

The Series | and Series 2 awards to the named executives are described in the following table:

o

l
i Long-Term Incentive Plan Awards in Fiscal Year 2006

'

: y .
Current Perform‘ancie Period

l : : Series 1 Award Series 2 Award
Performance Estimated Performance . Estimated
L . Measurement Maximum Fair Value Measurement Maximum Fair Value
Name ) Period Shares (3) (1) Period Shares ()
Hatcher.....oovevivevereedecee None None
SOBCHAK vttt . * August 1,2004 — August 1,2004 — :
v July 31, 2007 - 6,780 33,968 - July 31,2007 4,520 25,665
Butler ... e August |, 2004 — August 1, 2004 —
July 31, 2007 11,820 ° 59,218 July 31, 2007 7,880 44,743
Jackson.....coodininns August 1, 2004 — August 1, 2004 -
o !, ‘ July 31, 2007 6,180 30,962 July 31, 2007 4,120 23,393
Mltchell ................... I SR Augist 1, 2004 - . August 1, 2004 -

July 31, 2007 2,700 13,526 July 31, 2007 1,800 10,220

(1) Estimated as of July 31, 2006.




Stock Options

No stock options were granted during fiscal year 2006 to the named executives. The following table sets forth the
number and dollar value of options outstanding at July 31, 2006 of the named execmives :

Aggregate Option Exerclses In Fiscal Year 2006 And Flscal Year-End Values

No. of Shares- - . Number of Unexercised Optmns Value of Unexerﬂsed in the
Acquired on Value at the end of Fiscal Year 2006 Maney Options (5}
Name Exercise Reslized Exercisable Unexercisable * - Exercisable = - Unexercisable
Hatcher.............. _ ' : S "~ None None '
Sobchak ............ ‘ . 37,500 12,500 - 165,750 55,250
Butler............ A : o 30,000 120,000 108,900 490,050
Jackson............. . 150,000 - = 300,000 —

Mitchell............ . ‘ © 136,250 © 4,000 593,594 20,500

OtIhEI‘" Beheﬁts

~ The Company offers benefits to all employees, mcludmg executives, which include: medical, dental, life, accidental
death, short and long-term disability, and long -term care coverage. Executives make the same contributions for the same
type of coverage as other employees. The Company also provides vacation and paid holidays to all employees, including the
named executives, which are comparable to other large companies.

The Company has a defined contribution 401(k) plan covering substantially all of its employees in the United States,
including the named executives. Participants may contribute from their compensation up to $15,000 per'year (or $20,000 for
employees over age 50), and the Company makes matching contributions under this plan up to 3% of the participant’s
compensation.

In July 2001, the Company adopted a supplemental executive retirement plan. Only persons specifically designated
by the company may be participants in the plan. The plan is unfunded and amounts payable to participants are general
obligations of the company. The plan provides that a participant will be paid a supplemental retirement benefit for 10 years
equaltoa percentage of the participant’s three-year average base salary at normal retirement. The benefit payable to
participants is reduced by the equivalent actuarial value of the Company’s other pension p]an payments to the participant, if
any, the Company s 401(k) plan and one-half social security benefits. Normal retirement is the earlier of age 65 and
completion of 10 years credited service or age 60 with 30 years credited service.

' Only one executive, Mr. Mitchell, was designated as a participant in August 2001. His benefit percentage was
established under the plan to pay 56% of his three-year average base salary at normal retirement prior to reductions. The
annual benefit payable under the plan to Mr. Mitchell at normal retirement has been estimated to be approximately $75,000.

Compensation of Chief Executive Officer

The same criteria used to evaluate the salary and cash bonus of the .other named executives are also used to determine
the compensation of David L. Hatcher, the Company’s Chairman and Chief Executive Officer. Mr, Hatcher’s base salary is
set below the median compared to the salaries of Chief Executive Officers of the Company’s peer group. Based on
Mr. Hatcher’s leadership in attaining the corporate goals for fiscal year 2006, particularly the accomplishment of an equity
raise for the Company, Mr. Hatcher was awarded 65% of his annual salary as a cash bonus, In addition, as Mr, Hatcher is a
major shareholder of the Company, the Compensation Committee did not believe that it was necessary to award Mr. Hatcher
long-term incentive compensation in order to align his interest with those of the sharecholders, As a result, no long-term
incentive compensation was awarded to Mr. Hatcher in fiscal year 2006,

L ]
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Change-in-Control Bepeﬁts K

' The Company entered into employment agreements with Thomnas H. Mitchell and John V. Sobchak in fiscal year
2001 Roger C. Jackson in fiscal year 2003 and Neal Butler in fiscal year 2004, Mr. Mitchell’s and Mr. Jackson’s agreements
have an initial three- year term and Mr. Sobchak and Mr. Butler’s agreements have an initial one-year term. Each agreement
automatically extends for additional one-year periods at the end of the initial-term or any renewal termsunless the Company
gives at least 60 days plnor notice of non-renewal. Each agreement has been automatically renewed. If the Company
terminates the executive’s employment (other than for cause or due to death or disability} or if the executive voluntarily
terminates his employrnent for good reason, the Company must pay the executive a termination payment equal to a multiple
of his then annual base‘salary For Mr. Mitchell and Mr. Jackson the multiple is three times his then annual base salary and ,
for Mr, Sobchak and Mr Butler it is two times. 1n addition, Mr. Mitchell also would be paid the benefit provided under the _
Company’s supplemental executive retirement plan. Based on the annual base salary at July 31, 2006 of the four named
executives having emp]oyment agreements with severance provisions, the severance payment is $419,298 for Mr. Mitchell,
$283,500 for Mr. Sobchak, $374,400 for Mr. Jackson and $400,000 for Mr. Butler. If the termination by the Company or the
voluntary resignation for good reason was within one year of a change of control, options to acquire Common Stock held by
each executive fully vest and the benefit payable to Mr. Mitchell under the supplemental executive retirement plan would be
paid in a lump sum, If;Mr. Mitchell dies while employed by the Company, his beneficiary will be paid a lump sum payment
of $500,000. A “good reason” includes demotion, relocation or an uncured breach of the employment agreement by the

* Company and a “change of control” mc[udes the acquisition by any individual or group of beneﬁcnal 0wnersh1p of more than

50% of the then outstandmg Common Stock or certam busmess combmanon transactlons

. Por o o
1 e ’ .' . +

Stock Ownership Requirements for Named Executives

. Currently, the Company does not have any share ownershlp requlrement for 1ls named executwes Mr, Hateher
current]y OWNS 4 118, 568 shares of Common Stock and Mr. Mitchell owns 37, 038 shares

4 Equity Compensation Plan Information
|
W | B . . . . ' .o R o * ) .: -
This table provides information as of July 31, 2006 with respect to the Company’s eqdlty compensation plans.
1 L. i H - a e f . ) . .

] . . . N L,

| (¢) Number of securities remaining  ~

i e (a) Number of securities to - (b) Weighted-average available for future issuance under .o
| - beissued upon exercise of , - exercise price of . equity compensation plans -
] | ' outstanding options, . outstanding options, (excludmg securities reflected in
Plan Category . - warrants and rights’ - warrants and rights - i cclumn a) R
Equity compensation plans : o S S
approved by security
ho]ders..:...'.-.:........} ...... Devdenien © - - 638,450 - . - $4.16 v oo - 530,512 '
Equity compensationjplans not ~ * e e b e : '
approved by security ‘
holders ' .................. None '
I
1

Total.... i, Y ST ‘ 638450 RER R . 530,512

_ : , r . o C _

The Company adopted Ihe 1996 Stock Option Plan (the *1996 Plan”) and the LTI Plan The 1996 Plan is. 1nlended
to encourage owners}tnp of the Common Stock of the Company by the Company’s and its subsndlary s directors, consultants
and key employees, to create an increased interest in and a greater concern for the welfare of the Company. The-Company -
has reserved 1;070, 000 shares for issuance upon exercise’of options under the 1996 Plan. Unless extended or earlier-
terminated, the 1996, Plan will terminate on August 31, 2007. The 1996 Plan is intended to ‘qualify for favorable treatment
under Section 16 of the Exchange Act, as amended, pursiant to Rule16b-3 promulgated thereunder (“Rule 16b-3"). The
1996 Plan provides for the grant of “incentive stock options,” as defined in Section 422 of the Internal Revenue Code
(*Code™) and nonquahﬁed stock options. The Board has designated the Compensation Committee as the administrator of the
1996 Plan. The committee has the authority to grant options under the 1996 Plan, to amend, construe and interpret it, and to
make all other delermmatlons and take any and all actions necessary or appropriate for its administration. The directors,
consultants and key employees of the Company or any subsidiary are eligible to receive options under the 1996 Plan, but
only salaried employees of the Company or its subsidiaries or parent are eligible to receive incentive stock options.

16




The LTI Plan permits the granting of incentive stock options, non-qualified stock options, stock appreciation rights,
restricted stock, restricted stock units, performance awards, dividend equivalent rights, and other awards to the Company’s
and subsidiary’s directors, officers and employees., The Board has designated the Compensation Committee as the
administrator of the LTI Plan. The committee has the sole discretion to select the persons eligible to receive awards under
the LTI Plan, the type and amount of incentives to be awarded, the terms and conditions of awards and amend regulations
necessary or appropriate for its administration. The maximum number of shares of the Company’s common stock that may
be delivered pursuant to awards granted under the LTI Plan is 375,000 shares. No executive officer may in any calendar year
receive stock options or stock appreciation rights relating to more than 250,000 shares of common stock, or awards that are
subject to the attainment of performance goals relating to more than 100,000 shares of common stock.

Compensation Committee:
Fred C. Leonard IlI, Chair
Richard L. Urbanowski
Charles M. Neff, Ir.

This report by the Compensation Committee shall not be deemed incorporated by reference by any general
statement incorporating by reference this Proxy Statement into any filing under the Securities Act of 1933 or the Securities
Exchange Act of 1934 except to the extent that the Company specifically incorporates this information by reference, and shall
not otherwise be deemed filed under such acts. ' '

SECTION 16(A) BENEFICIAL OWNERSHIP REPORTING COMPLIANCE
Based solely on a review of Forms 3, 4 and 5 and amendments thereto furnished to the Corﬁpany, the Company

knows of no failure in Section 16(a) beneficial ownership reporting compliance except that through inadvertence certain
executives and directors filed late.

SHAREHOLDER PROPOSALS FOR 2007 ANNUAL MEETING
Any shareholder who intends to present a proposal at the 2007 Annual Meeting of Shareholders must file such
proposal with the Company by July 31, 2007, for possible inclusion in the Company’s proxy statement and form of proxy
relating.to that meeting.
OTHER MATTERS
The Board of Directors knows of no matters other than those stated above which are to be brought before the Annual

Meeting. However, if any such other matters should be presented for consideration and voting, the persons named in the
proxy to vote thereon will do so in accordance with their judgment.

By Order of the Board of Directors,

Roger C. Jackson
Secretary
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PART 1
ITEM 1. BUSINESS
Company Overview '

We manufacture, formulate-and globally distribute specialty chemicals. We grow by purehasmg product lmes and
businesses that operate in segments of the specialty ehemlca! mdustry that o - L .

.,;. v * - . "

‘e & provrde an opportunity to obtam a srgniﬁcant share of the markét segment through ﬁ,irther acquisitions and

: orgamc growth : . -
K o . A . "y s S . X S,
g". : f are of a size that larger industry participants gen'erally find too smal‘l to be attractive; : ‘
: .' . 'L have niche products v with well established" and pi’oven.eommercial uses;
. - offer products that have moved well beyond their diseovery phase and into their consohdation phase and

requ1re little or no on-going researeh and development expenditures; and .

. b have sign_lﬁeant barne‘rs to en_try. T

[ ) .
» + ] L oder b . .. . 4 B Y .

‘We have acquired and currently operate businesses engaged in the industrial \jv'ood preserving and agrochemical
segments. We are a leading seller of the wood preserving chemicals pentachlorophenol, or penta, and creosote to industrial
customers who use these preservatives primarily to extend the usefut life of utility poles and railroad crossties. We are the
only supplier of penta in North America, and we believe we are the only major supplier of creosote in the United States to
wood treaters who do not produce créosote for their internal use. We are also developing a growing presence as a seller of
agrochemicals, Wthh include animal health pesticides and agricultural chemicals. Our animal health pesticides are iised on
cattle, swine and‘poultry to protect thése animals from flies and other pests. Our agricuitural ehemleals include an herbrelde
used pnmarrly for weed control in cotton and sugarcane fields and along highways -

'
- ‘ v

For the twe]ve months ended July 31, 2006, we generated revenues of $71.0 million and net income'of $3.8 million,
which includes a'non-cash impairment charge of $2.4 million. On July 31, 2006, we had total long-term debt, including the
current portlon of $17.6 mrllron cash and cash equwa[ents of $l 1.2 million and total stockholders equity of $46:9 mrlhon

Business Strateg’y

Our goal'is to continue to proﬁtab‘ry Srow in a manner that j Increases sharehoider value Our business straiegies to
achleve this are: © - . '

. ‘Ac“quire When we identify market segments exhibiting the characteristics described above, we
: systematreally approach participants and offer to acquire product lines and businesses that we believe
prov1de us the opportumty to’ capture a s1gmﬁeant share of the market

e | Opnmrze We seek to increase thé profitability of ¢ our busrnesses by focusing on customer satisfaction,
' prrcmg pohc1es conso]rdatmg operatrons managmg raw materlal purehases and reducing overhead.

. _Grow. Once we have entered a new market segment, we grow both organically and through additional
strategic acquisitions, Qur organic growth results primarily from expanding into new geographic markets,
* increasing the penetration of our products wrthm the markets we serve, and extending our product lines
.. through new and altemative offermgs :
" We' mamtam a conservatlve balance sheet and adequate cash reserves, whrch we believe provides us an opportunity to
execute our busmess strategy through all business and economic cyeles

it 4 . ! i ° - A . . . . :




Business Segments ‘
Y. e ' T

Wood Preserving Chemtcals—Penta and Creosote Segments.  We supply penta and creosote to industrial customers
who use these products tp extend the useful life of wood, primarily utility poles and railroad crossties. BN N

Our. penta products include penta blocks, flakes,.solutions, sodium penta and hydrochloric acid, abyproduct of penta '
production. Penta is used pnmanly to treat electric and telephone utility poles, protecting them from insect damage and,
decay. We estimate that approxrmately two million treated utility poles are purchased each year by utility companies in the
United States,and that approxrmately 45% are treated with penta. We manufacture both solid penta blocks and penta flakes at
our facrltty in Matamoros Mexico. We sell solid penta to our customers, or make it into a liquid solution of penta concentrate
at our Matamoros, Mexico and Tuscaloosa, Alabama facilities. In the United States, we sell penta prlmarlly in Alabama,
Arkansas, Georgia, Lout"s:ana Mississippi and Missouri. In addition, flaked penta is used to produce sodium penta. We sell
sodium penta, which is not registered for use in the United States, to customers in Latin America who treat freshly cut
lumber. The hydrochloric acid we produce as a byproduct of penta production is sold in Mexico for use in the steel and oil
well service industries. Qur penta segment constituted 39% of our het sales in fiscal year 2006, 35%in fiscal year 2005 and
36% in f'scal year, 2004, f ) ) , . Co .

TR P EEPT I . o .t et : L F T . " ) \J.l"\} 3:».

Creosote is a woodipreservativc used 16 treat utility poles and railroad crossties. Creosote is produced by the distillation
of coal tar, a by- product lof the transformation of coal into coke. We believe that since January 2001, average annual
purchases of wood crosstles by United States and Canadian railroads have ranged from approximately 14.0 million to
19.0 million. Almost all |wood crossties are treated with creosote. We believe that less than 10% of utility poles are treated
with creosote annually. We sell creosote to, wood treaters throughout the United States. Our creosote segment constituted
43% of our net sales n fi" iscal year, 2006, 50% in fiscal year 2005 and 48% in ﬁscal year 2004,

L

ot r .. ' [

A grochemrcals—A nimal Health Pesncades and A grrcuhura! Chemrca!s Segmems We sell ammal health pest1c1des to
protect « cattle swine and poultry from flies and other pests. These ammal health pesticides include oral Iarv1c1des ear tags,
sprays and dust products We manufacture these products at our E]wood Kansas facility or under’ agreements with third- party
formulators. These products are sold under the trade names Rabon, Ravap, Patriot and Annihilator, among others We
purchased the Rabon anld Ravap product lines in fiscal years 2003 and 2004, respectwely The Rabon and Ravap products
contain tetrachlorvinphos and include orai larvicides, insecticidal powders and liquid sprays. We sell these products in the
United States and Canada. In February, 2006, we expanded our presence in animal health pesticides by, purchasing ; additional
product lines, mcludmg ear tags for, catile, along with several liquid and dust formulatlons for.livestock and their premises,
These producls are sold in the Umted States, Canada, Australta Mexico and several other countries in Latin Amenca Our
animal health pestrcrdes segment comprlsed 12% of our net sales in fiscal year 2006 and 8% in each of fiscal years 2005 "and’
2004 | e

Our agricultural ¢ chemtcals consist of an organic arsenical herbicide, known as MSMA, which we acquired.in fiscal year
2000 and which we manufacture at our Matamoros, Mexico facility. OQur MSMA herbicides are used pnmarlly for weed .
control in cotton fields and along highways. MSMA is also used in Latin America to protect cotton and sugarcane fields.
MSMA product prices and volumes improved in fiscal year 2005 over the prior year, but in fiscal year 2006, net sales
revenue for MSMA.- product declined, pnmarrly in the fourth quarter, on both lower prices and volumes. In addition, in
August 2006 the United States Environmental Protectlon Agency (“EPA”) publlshed its prelmnnary dec1510n not to
re-register MSMA and lother organic arsenical herb1c1des and said that unless it changed that decision after a comment
peried, it would seek to, 'cancel the registrations that allow these products to be sold in the United States. We believe that the
scientific data Supports ;the resregistration of MSMA, but EPA’s action is expected to add, srgmﬁcantly to the cost of
maintaining the regtstranon in the United States. Our agricultural chemicals segment constituted 6% of our net sales in fiscal
year 2006, 7% in_ fiscal ryear 2005 and 8% in fiscal year 2004.

1) .‘ i o N . I r N L
f
We depend on outlstde suppliers for all of the raw matertals needed to produce our penta products ‘and are subject to
fluctuations in the price, of those materials, The principal | raw materials used for our penta products are chlorine, phenol and
cosolvent, each of Wh]Ch we purchase from a limited number of supphers We purchase almost all of the creosote we sell |
under long term contracts from two suppliers, Koppers Inc. and VFT Belgium N.V. Our creosote supply agreement with
VFT Belgivm provndes'thal we purchase an agreed minimum volume of creosote in each calendar year at a mutually agreed
price. Our other creosote supplier has been Reilly Industries, Inc. On April 28, 2006, Koppers acquired certain assets of
Reilly’s coal tar busmess including our creosote supply agreement. We purchase approximately one-half of our creosote
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under that contract.’ Although Koppers did not purchase Reilly’s production facilities, Koppers has assumed our creosote
supply agreement. In calendar year 2006, we expect to receive a comparable volume of product from Koppers™ existing
facilities as we had received previously from Rellly at the agreed 2006 pr1ce For subsequent years pnces and volumes W1ll
be determined by mutual agreement oo A St

E We generally have more than one source for.raw materials for our animal health-pesticides and agricultural chemicals: .
However, we have only one major supplier of thé tetrachlorvinphos active ingredient used in our Rabon and.Ravap products;.
from whom we buy under a supply agreement, and one minor supplier for that ingredient. Our major supplier for the active
ingredient in.our Rabon products had provided us quantities at an agreed price under a contract that expired in July 2006. We
expect to be able to renew the agreement on acceptable terms.-We aiso have only one supplier for two other animal-health .
active ingredients, dichlorvos and endosulfan, but we have supply agreements for.each of them. We believe that where we do
not have supply contracts, the necessary raw materials are available from a variety of sources.

Customers
We sell our wood treating chemicals and our agrochemicals to approximately 135 customers. No customer accounted
for 10% or more of our.revenues in fiscal year 2006, bit one customer-for our wood preserving chemicals, Koppers,
accounted for approximately 10% of our revenues in fiscal year 2005 and 14% of our revenues in fiscal year 2004. No other-.
customer accounted for 10% or more of our revenues in fiscal years 2005 and 2004. Assuming that the level of overall
demand for wood preserving chemicals remains the same, we do not believe that the loss of any major customer, inciuding
Koppers, would have a material adverse effect on sales of our wood preserving chemicals.

Marketmg

In fiscal year 2006 we marketed our wood preserving chemlcals and ammal health pesticides in the Umted States.
through five employees and one indeépendent sales agent. : In fiscal year 2004, we began selling our MSMA products , ,
exclusively through Drexel Chemical Company in the.United: States, and began producing MSMA for sale under their

_ registration. In general, under our MSMA agreement with Drexel Chemical Company, we each cover our costs of production

or sales and share equally in the profits. Outside the United States, we sell our products directly and through sales agents.
Pursuant to a transition agreement that ended in July 2006, the animal health pesticides we purchased from Boehringer
Ingelheim in February 2006 were marketed and sold by Boehringer Ingelheim as our sole United States distributor. Upon
expiration of thls transition agreement we. began directly marketing these pesticides. . - -

[T 1 i s 1

Geographlcal lnformatmn

Sales made to customers in the United States were 97% of total revenues in fiscal year 2006, 98% in fiscal year 2005
and 97% in-fiscal year 2004. The balance of our sales in each of those fiscal years was made to foreign customers, primarily:
in Latin America. As of the end of fiscal year 2006,-our property; plant and equipment were. allocated based on.book value, -
66% in the United States and 34% in Mexico where our peiita manufacturing facnhty 15 located :

- - v ¥ ' .
oy . - . B . . 3 L

Competition ¢ ‘ o S S . . S

. There are only a few firms competing with us in the sale of our wood preserving chemicals and our other products. We..
compete by selling our products at competitive prices and. mamtammg a strong commitment to product quallty and customer
service. - - ¢, ) . . ; 1 ' . .

. The principal wood preserving chemicals for industrial users-are.penta, creosote and chromated copper arsenate,.or
CCA. We supply United States industrial users with both penta and creosote, but not CCA. We are the only manufacturer of |
penta in North America. Penta is used primarily to treat electric telephone and utility poles, to protect them from insect
damage and decay. We estimate that approximately two million treated utility poles are purchased each year by utility
companies in the United States. Of that amount; we estimate approximately 45%, or 900,000 utility,poles, are treated with
penta and that 5%, or 100,000 utility poles, are treated with creosote. The remaining poles are treated primarily with CCA.
We believe that we have provided and will continue to provide the wood lreatmg mdustry in the United States with most_ of
its annual consumption of creosote not produced for internal use. ' e CL L L

In the anirnal health peslicides segment, we com'pete with several companies, panieularly in the prdduction and
marketing of ear tags. Two firms, Albaugh, Inc. and Luxembourg-Pamol, Inc., compete with us in the sale of MSMA. In




|

addition, we compete for product sales in weed control in cotton fields with the g]yphosate ‘herbicides sold by several
companies, mcludmg Monsanto Co. : .ot
. , . e .

Our wood preservmg chemlcals and our agrochemlcals must be reglstered prior to sale under Umted States law.
See “—Environmental and Safety Matters—Licenses, Permits and Product Registrations”. As a condition to registration,.any
company wishing to manufacture and sell these products must provide to the EPA substantial scientific research and testing
data regarding the chemlstry and toxicology of the products. This data must be generated by the applicant, or the applicant-
must purchase the information from other data providers. We believe that the cost of satisfying the data submission -
requirement serves as anw impediment to the entry of new compemors particularly those with lesser financial resources. While
we have no reason to believe that the product registration requirement will be discontinued or materially modified, we cannot
make any assurances as to-the effect of such a dlscontmuat:on or modification on our competitive position. :

A ' . . . 1

Employees i

As of the end of ﬁscal year 2006, we had a ) total of 110 full-time employees Fifteen of these employees worked at our
corporate offices in Houston Texas, 71 at the Matamoros facility, nine in Alabama and one in each in Louisiana, Missouri
and North Carolina. Twelve employees worked in Elwood, Kansas at the animal health operating facility we purchased in
fiscal year 2006. None 0|f our employees in the United States are represented by a labor union. Approximately 50% of our
employees in Mexico are represented under a labor contract which was renewed in May 2006. We beheve that we have good

|
relations with our employees. 1 . : - _ o

Environmental and Saiiety Matters

Our operations are éubject to extensive federal, state and local laws, regulations and ordinances in the United States and
abroad relating to the geﬁeration storage, handling, emission, disposal, transportation and discharge of certain materials,
substances and waste mlo the environment, and various other health and safety matters. Governmental authorities have the .
power to enforce comphance with their regulations, and violators may be subject to civil, criminal and administrative
penalties, injunctions or both We must devote substantial financial resources to ensure compllance and we beheve that we
are in substantial compllance with all the applicable Iaws and regulanons '

We anticipate that tpe regulation of our business operauons under federal state and local envnronmental regulations in
the United States and ab:"oad will increase and become more stringent over time: We cannot estimate the impact of increased
and more stringent regulation on our operations, future capital expenditure requirements or the cost of compliance.

United States Regulation. The Comprehensive Environmental Response, Compensation and Liability Act of 1980 as
amended, also known as “CERCLA” and the “Superfund” law, and comparable state laws generally impose joint and several
liability for costs of i mvestlgatlon and remediation and for natural resource damages, without regard to fault or the legality of
the original conduct, on certam classes of persons with respect 1o the release into the environment of substances designated
under CERCLA as hazardous substances. These persons include the owner or operator of the site where the release occurred
and companies that dlspdsed or arranged for the disposal of the hazardous substance at the site. These liabilities can arise in
association with the propertres where operations were conducted, as well as in association with the disposal facilities where
wastes were sent. Under CERCLA such persons may be liable for the costs of cleaning up the hazardous substances that
have been released into the environment, for damages to natural resources and for the costs of certain health studies. Many
states have adopted comparable or more stringent state statutes. In the course of our operations, we may have generated and
may generate materials that fall within CERCLA’s definition of hazardous substances, We may be the owner or operator of.
sites on which hazardous substances have been released and may have generated hazardous substances that have been
transported to or 0therw1'se released upon offsite facilities. We may be responsrble under CERCLA for all or part of the costs
to clean up facilities at Wthh such substances have been réleased by previous owners or operators and offsne facrlmes to
which our wastes weré transported and for associated damages to natural resources.

The Federal Resource Conservation and Recovery Act, as amended (“RCRA”) and comparable state laws, regulate the
treatment, storage, dlsposal, remediation and transportation of wastes including those designated as “hazardous wastes”. The
EPA and various state ag'encies’ have limited the disposal options for these wastes and impose numerous regulations upon the
treatment, storage, drsposal remediation and transpertation of those wastes. It is possible that our operations may generate
wastes that are subject to RCRA and comparable state statutes. Furthermore, wastes generated by our operations that are
currently exempt from treatment as hazardous wastes may be designated in the future as hazardous wastes under RCRA or
other applicable statutes and, therefore, may be subject to more rigorous and costly treatment, storage and disposal
requirements.




The Clean Water Act imposes restrictions and strict controls regarding the discharge of wastes into waters of the United
States. The Clean Water Act, and comparable state laws, provide for ¢ivil, crininal and administrative penalties for
unauthorized discharges of hazardous substances and of other pollutants. In the event of an unauthorlzed discharge of wastes,
we may be llablc for penalties and-could be subject to mjunctwe relief. T

+ i
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Our operatlons are also governed by taws and regulattons relating to workplace safety and worker health, prmc:paily the
Occupational Safety and Health Act and its regulations. The Occupational Safety and Health Act hazard communication
standard, the EPA’s community right-to-know regulations and similar state programs may require us to organize and/or
disclose information about hazardous materials used or produced in our operations. We believe that we are in substantial
compllance with these applicable requnrements

v . N - o . .

Mexico Regulation. Our Matamoros facility. and its operations in Mex1co are subject to various env1ronmental laws,
regulations and ordinances promulgated by governmental authorities in Mexico. The Ministry of the Environment and _
Natural Resources ( Secretariate de Medio Ambiente Y Recursos Naturales ) is given overall responsibility for environmental
regulation in Mexico. Secrefariate de Medio Ambiente Y Recursos Naturales’ responsibilities include enforcement of
Mexico’s laws and regulations concerning air and water emissions and hazardous waste treatment, ‘storage and disposal. -
Secretariate de Medio Ambiénte Y Recursos Naturales is given broad authorityto enforce compliance with enwronmental
laws and regulations and can requiré that operatlons be suspended pendmg complenon'of requ1red remedial action.

Iy
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Licenses, Permits and Product Regrsrranons. Certain llcenses permlts and product reglstratlons are required for our
products and operations in the United States, Mexico and other countries in which we do business, The licenises, permits and
product registrations are subject to revocation, modification and renewal by governmental authorities. In the United States in
particular, producers and distributors of chemicals such as penta, creosote, tetrachlorvinphos and MSMA are subject to
registration and notification requirements under federal law (including under the Federal Insecticide, Fungicide and I
Rodenticide Act (“FIFRA™) and the Toxic Substances Control Act, and comparable state law) in order to sell those products
. in the United States. Compliance with these requirements has had, and in the future will continue to have, a material effect on
our business, finaricial condition and results of operations. Under FIFRA, the registration system requires an ongoing
submission to the EPA of substantial scientific research and testing data régarding the chemistry and toxicology of pesticide
products by manufacturers. Under agreements with other industry participants, we share most research and testing costs
pertaining to our chemical products. We incurred expenses of approximately $1.2 million in fiscal year 2006, $990,000 in -
fiscal year 2005 and $861,000 in fiscal yvear 2004 in connectton with the research, testmg and other expenses related to our
participation in several industry task forces. - : . : d

Environmental Regulatory Proceedings.  The Florida Department of Environmental Protection, or FDEP, is cleaning
up a Florida site known as the Seminole Refinery/St. Marks Refinery Site. In October 2003, we received corréspondence
from the FDEP regarding past operations of Idacon, Inc. on this site. One of our subsidiaries purchased substantially all of
Idacon’s assets in 1988. This site is alleged to be contaminated with dioxins, pentachlorophenol and other contaminants. The
FDEP alleged in its October 2003 letter-that we may be responsible for violations at the site. We have recéived no further
correspondence or demands from the FDEP ‘We cannot assure You that the FDEP w111 not de51gnate us asa potenually
respon51ble party. - ’ AT . : cod X

0
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The EPA has‘Wlisted the Star Lake Canal Superfund Site in Port Neches and Groves, Texas on the National Priorities List.
In December 2002; we received a letter from the EPA addressed to Idacon, Inc. {f/k/a Sonford Chemical Company) notifying
Idacon of potential liability under CERCLA in connection with this site. The letter requested reimbursement from Idacon for
costs incurred by the EPA in respondmg to releases at the sites, equal to approximately $500,000 as of July 31, 2002. 1dacon
sold substantially. all of its assets {0 ornie, of our sibsidiaries in 1988. We responded to a request for information from the'EPA
on the corporate history and relationship between us and Sonford Chemical Company in April 2003. We have received no *
additional correspondence from the EPA. However, on December 22, 2005, the EPA and certain potentially résponsible
parties entered an administrative order'on consent which requires the implementation of d several year long'remedial ' -
investigation and feasibility snidy. A remedy; if any, will hot be selected until stidies are complete, a proposed remiedy plan
is released for public comment, and the EPA issues a record of decision documenting the basis for selecting its remedy or
decision that no further actlon lS requtred We'cannot assure you that the EPA w1ll not de51gnate us as a potentlaily
responstble party. : _ v :
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You should carefully consider the risks described below, together with all of the.other information included in this '
report. We believe the risks and uncertainties described below are the most-significant we,face. The occurrence.of any of the
following risks could materially harm our business, financial condition or results of operations. In that case, the trading
price of our common stock could decline, and you may lose all or part of your investment. Additional risks and uncertainties
not presently known to us or that we currently deem immaterial may also impair our operations.'. . 1 1 - o
Risks Relating to Our Business -+ - . . . P 2 P '
We may experience a rfeduced demand for our wood preserving chemicals if the d mand for the wood products on which
those chemicals are used decreases, which may adversely affect our business, results-of operations, cash flow and
financial condition:- o, e N e R - :
T e TR T - - : ! . T
Curwood preservilng chemicals;;penta and creosote, which represented-82% of our total revenues in fiscal year 2006,
are sold into mature markets. The principal consumers of our wood preserving chemicals are industrial wood treating ¢ - .
companies who use our products:to protect wood utility poles-and railroad crossties from,insect damage and decay. Although
these products are sold into relatively stable markets, the demand for treated wood generally.increases or decreases with the
financial strength and maintenance budgets of electric utilities and railroad companies.
! 4 tr T : : o ' Y . .
_Penta is used primarily to treat-utility- poles in the United States. In recent years, utility pole demand has generally .
declined, as we believe electric utilities in the United States have reduced their maintenance spending due to competitive
pressures arising from deregulation. Although utility pole demand has recently increased, deregulation may continue to

negatively affect the utility pole market. _ . . C N

g
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, The preservation of wood railroad crossties represents the largest.market for.cregsote in the.United States. We believe, .
that since January 2001 average annual purchases of wood crossties by United States and Canadian railroads have ranged
from approximately 14:0 mitlion to 19.0 million. In fiscal year 2006, purchases were near the high end of this range. If the
current purchase rate déclines, or if railroads shift significantly to a greater use of non-wood ties; such as those made with .
concrete or plastic, we ‘will experience a decline in our creosote sales. G

A decline in eitheli' utility pole or wood crosstie sales could have a material adverse effect on our business, financial .
condition and results of operations. -
-, B " . LF ’ ' ,"‘ ' ' ,,';" i o . :
Increases in the price é)f our primary, raw materials may decrease our, profitability and adversely affect our liquidity and
cash flow.. o o e, e ey, . o, "
- . ) r

o e 0

Chlorine is a key tf:omponel_lt in the manufacture of penta. The price we pay for chlorine has more than quadrupled since
fiscal year 2002, Although we have been able to achieve significant price increases for penta since July 2002, these increases
have not been sufficient to maintain the previous profitability of that product. High energy prices have increased the )
competition for creosote, since it can be burned as a fuel in certain markets. Creosote is produced by our suppliers from the
distillation of coal-tar. iCoal tar supplies, particularly in the United States, are,in short supply, a situation which we expect
will continue indefinitely: Historically, the cost of our creosote has increased each year, and we believe that it will continue -
to increase. |, .- S o i I - ‘ O

(T N - . R o [ Y I f. M o

The prices we pay for our raw materials have increased significantly, in the last;several years,.and we have not always -
been able to fully and timely pass those increases through to our customers. In thelfutﬁge, we may be unable.to fully and
timely pass on increases in our raw materjal costs, and raw material price increases may, erode the profitability of our
products by reducing our gross margins. Price increases for raw. materials may also increase our working capital needs, which
could-adversely affect our liquidity and cash flow, For these reasons, we cannot assure you that raw material cost-increases -
will not have a material adverse effect on our financial condition and results of operations.: .~ e T

P . Lo, - C e 1t e L - ) :

If our products are no1t re-registered by the EPA or are re-registered subject to .newi restrictions, our ability to sell our
products may be curtailed or significantly limited. '

Our creosote, penta and MSMA products, and many of our animal health products, are presently undergoing re-
registration review by the EPA under FIFRA. We have submitted and will submit a wide range of scientific data to support
our U.S. registrations. In order to be re-registered, we are required to demonstrate, among other things, that our products will




not cause unreasonable adverse effects on human health or the environment when used according to approved label
directions. The EPA has 1ssued its preliminary risk assessments for creosote and penta, and has identified certain risks to
human health and the environment. In August 2006, the EPA issued a preliminary re-registration eligibility decision and
concluded that MSMA is not eligible for re-registration. Alone and with other registrants of these products, we have
provided and will provide comments and data on the preliminary risk assessment for creesote and penta, and on the re-
registration eligibility decision for MSMA, to show to the EPA that our products do not pose unreasonable risk to human
health and the environment-when used in accordance with approved label directions. We cannot assure you as to when or if
the EPA will issue a final decision concluding that our creosote and penta-products, and our animal health pésticides and
agricultural chemicals, do not pose an unreasonable risk to human health or the environment when used in accordance with
approved label directions. We also cannot assure you as to when or if those products will be re-registered by the EPA, or if
re-registered, what use or labeling restrictions might be required to obviate or mitigate risks identified by the EPA. Even if
our products are re-registered by the EPA, we cannot assure you that our products will not be subject.to further data N
submission requirements, or subject to use or labeling restrictions, that have an adverse effect on our financial position and
results of operations. The failure of our current or future-acquired products to be re-registered by the EPA or the imposition
of new use, labeling or other restrictions in connection with re-regxstrauon would have a matena! adverse effect on our
financial condition and results of operations. o

Cur products may be rendered obsolete or less attractive by changes in regulatory, legislative, and industry requirements
or by supply-chain driven pressures to shift to environmentally preferable alternatives.

Changes in regulatory, legislative and industry requirements, or changes driven by supply-chain pressures; may shift
current customers away from products using penta, creosote or certain of our other products and toward alternative products
that are believed to have fewer environmental effects. The EPA, foreign and state regulators, local governments, private
environmental advocacy organizations and a number of large industrial companies have proposed or adopted policies
designed to decrease the use of a variety of chemicals, including penta, creosote and others included in certain of our
products. Our ability to anticipate changes in regulatory, legislative, and industry requirements, or changes driven by supply-
chain pressures, will be a significant factor in our ability to remain competitive. Further,.we may not be able in the future to -
comply with changed or new regulatory or industrial standards that may be necessary for us to remain competitive.

We cannot assure you that the EPA, foreign and state regulators and local governments will not restrict the uses of
penta, creosote or certairi of our other products or ban the use of one or more of these products, or that the companies who .
use our products may decide to significantly reduce or cease the use of our products voluntarily. As a result, our products.
may become obsolete or less attractive to our customers.
We are dependent on a limited number of suppliers for cosolvent, creosote and one of our animal health pesticides, the -
loss of any one of which could have a material adverse effect on our financial condition and results of operations..

X : , . . . ,

We depend on two major suppliers for the cosolvent needed to produce the liquid formulation of dur penta product. Both
of these suppliers produce cosolvent as a byproduct of a process intended to manufacture a higher value product. Changes in
that process or in market conditions affecting the higher value product could materiaily affect the availability or price of
cosolvent. @ . creosote is supplied primarily by two suppliers. There are no other significant.suppliers of creosote for the -
North American market, We have one major supplier and one minor supplier of the tetrachlorvinphos active ingredient for .
our Rabon and Ravap products, and only-one supplier for each of two-other active ingredients-in our animal health pestlc:des
dichlorvos and endosulfan.

If we were to lose any of these suppliers, we might have difficulty securing a replacement supplier at reasonable cost,
and no assurance can be given that such loss would not have a material adverse effect on our financial conditlon and results
of operations. . . : : . W e '
Weather may adversely tmpacr our ability to conduct busmess.

' 1 : Y

The supplier of approxnmalely one-half of our creosote is based in Europe As sueh we are dependent on termma!s
located in coastal areas for the importation of a substantial portion of the creosote we use. These terminals are vulnerable to
hurricanes and other adverse weather conditions that have the potential to cause substantial damage to terminal facilities and
interrupt our importation of creosote. For example, in 2005 Hurricane Katrina forced us to temporarily close our terminal in
New Orleans, Louisiana and locate an interim substitute terminal. We cannot assure you that adverse weather conditions will-
not affect our importation of creosote in the future, the occurrence of which could have a material adverse effect on our
financial condition and results of operations.
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If we are unable to ldennf} ﬁmd’ and execute new acquisitions, we will not be able to execute a key element of our

business stmtegv v

t . . : . .
Our strategy is to grow primarily by acquiring additional businesses and product lines. We cannot assure you that we .

will be able to identify, dcquire or profitably manage additional businesses and product lines, or successfully integrate any

acquired business or product line without substantial expenses, delays or other operational or financial difficulties. Financing
. for acquisitions may notibe available, or may be available only at a cost or on terms and conditions that are unacceptable to
us. Further, acquisitions.may involve a number of special risks or effects, including diversion of management’s attention,
failure to retain key acqu:red personnel, unanticipated events or circumstances, legal liabilities, impairment of acquired
intangible assets and’ other one-lime or ongoing acquisition-related expenses. Some or all of these special risks or effects
could have a material adverse effect on our financial and operating results. In addition, we cannot assure you that acquired
businesses or product lmes if any, will achleve anticipated revenues and earnings.

J
The consideration we pay in connection with an acquisition also may affect our financial results. If we were to proceed

with one or more significant acquisitions in which the consideration included cash, we could be required to use a substantial
portion of our available cash or obtain debt or equity financing. To the extent that we issue shares of our capital stock or other
rights to purchase shares of our common stock as consideration for an acquisition or in connection with the financing of an
acquisition, including optlons or other rights, our ex1stmg common shareholders may be diluted, and our earnings per share :
may decrease. ' Coe

If we are unable to successfully position ourselves in smaller niche markets, our business may be adversely affected.

. X R . i . e ' . ‘ ) .

We are positioned in smatler niche markets that have been or are being abandoned by larger chemical companies.

These markets tend notlto attract larger chemical companies due to lower volume demand. As a result, larger chemical -
companies have been divesting themselves of products and businesses that fall into these smaller markets where our
acquisition efforts are focused. Larger companies sometimes market and sell newer competing products using other
technologies or containing different active ingredients, and their sales efforts may shift demand to these newer-products and
depress sales of the older products. Thus We cannot assure you that we will be successful or continue to be successful in-
niche markets.

The specialty chem:cal industry is Iughly competitive, and we may not he able to compete effecmre{v w:rh our compemors,
which could adverse{plrmpact our results of operations. . .

The specialty 'Ichemical industry is highly competitive. Competition in specialty chemicals is based upon a number of
considerations, such as the size of our competitors, competition for raw materials, product innovation, product range and .
quality, relationships with customers, reliability of delivery, technical support and distribution capability, and price. Among
the participants in the specialty chemical industry are some of the world’s largest chemical companies and major integrated
petroleum companies that have their own raw material resources. Some of these companies may be able to produce products
more economically than we can. In addition, some of our competitors have greater financial resources, which may enable
them to invest sngmﬁc?nt capital into their businesses, including expenditures for research and development. 1f any of our
current or future competitors develops proprietary technotogy that enables them to produce products at a significantly lower.
cost, our technology could be rendered uneconomical or obsolete. Increased competition in any of our business segments
could compel us to reduce the price we receive for our products, which could result in reduced profit margms anhd/or loss of
market share. : :

Restrrcnom in our debr agreements conld lumr our growth and our ab:hry to respond to changmg conditions.

Our revolvmg, credit facility’ and the senior credit facility with Wachovia Bank, N.A. contain a number of significant
covenants which affect our ability to take certain actions and restrict our ability to incur additional debt. These include
covenants that prohibit acquisitions that are not approved by Wachovia Bank. In addition, our revolving credit facility
requires us to maintain certain financial ratios and satisfy certain financial condition tests, which may require us to take
action to reduce our debt or take some.other action to comply with them S

. . .

These restrictions could limit our ability to obtain future financings, make needed capital expendltures withstand a
future downturn in our business or the economy in general or otherwise conduct necessary corporate activities. We may also
be prevented from takmg advantage of business opportunities that arise because of the limitations that these restrictive
covenants impose on us. ; Y : S




A breach of any of these covenants would result in a default under the applicable debt agreement. A default, if not
waived, could result in acceleration of the debt outstanding under the agreement and in a default with respect to, and
acceleration of, the debt outstanding under our other debt agreements. The accelerated debt would become immediately due
and payable. If that should occur, we may not be able to pay all such debt or to borrow sufficient funds to refinance it. Even if
new financing were then available, it may not be on terms that are acceptable to us.

The distribution and s‘ale af our products is subject to prior governmental approvals and thereafter rmgomg gavemmemal
regulation. .
i

Our products are subject to laws administered by federal, state and foreign governments, including regulations
requiring registration, approval and labeling of our products. The labeling requirements restrict the use and type of
application for our products. More stringent restrictions could make our products less desirable which would adversely affect
our sales and profitability. All of our products are subject to the EPA’s registration and re-registration requirements, and are
conditionally registered in accordance with FIFRA. Those registration requirements are based, among other things, on data
demonstrating that the product will not cause unreasonable adverse effects on human health or the environment when used
according to approved label directions. All states where our products are used also reqUIre registration before they can be
marketed or used'in that state. - - .

: Governmental regulatory authorities have required, and may require in the future, that certain scientific testing and
data production be provided on our products. We have and are currently furnishing certain required data relative to our
products. Under FIFRA, the federal government requires registrants to submit a wide range of scientific data to support U.S,
registrations. This requirement significantly increases our operating expenses, and we expect those expenses will continug in
the future, Because scientific analyses are constantly improving, we cannot determine with certainty whether or not new or
additional tests may be required by regulatory authorities. While Good Laboratory Practice standards specify the minimum
practices and procedures which must be followed in order to ensure the quality and integrity of data related to these tests
submitted to the EPA, there can be no assurance that the EPA will not request certain tests or studies be repeated. In addition,
more stringent legislation or requirements may be imposed in the future, We can provide no assurance that our resources will
be adequate to meet the costs of regulatory compliance, or that the cost of such compliance w1Il not adverse!y affect our
profitability.

We are subject to extensive environmental laws and reguiations and may incur costs that have a material adverse effect on
otr financial condition as a result of violations of or liabilities under environmental laws and regulations.

Like other companies involved in environmentally sensitive businesses, our operations and properties are subject to
extensive and stringent federal, state, local and foreign environmental laws and regulanons including those concerning,
among other things:

. e

. the treatment, storage and disposal of wastes; '

. the investigation and remediation of contaminated S‘Oi] and grouudwa‘ter;. | .
. " ithe discharge of effluents into waterways; . '
. the emission of substances into the air; and )

. other matters relating to environmental prdtectioﬁ and various health and safet); matters.

“The EPA and other federal and state agencies, as well as comparable agencies in Mexico and in other countries
where we sell our products, have the authority to promulgate reéulations that could have a material adverse impact on our
operations. These environmental laws and regulations may require permlts for certain types of Operatlons requires the
installation of expensive polluuon control equipment,-place réstrictions upon operations or impose substantial liability for
pollution resulting from our operations. We expend substantial funds to minimize the dis¢harge of hazardous materials in the
environment and to comply with governmental regulations relating to protection of the environment. Compliance with
environmental and health and safety laws and regulations has resulted in ongoing costs for us, and could restrict our ability to
modify or expand our facilities or continue production, or require us to install costly pollution control equipment or incur
significant expensés, including remediation costs. We havé incurred, and expect to continue to ificur, significant costs to
comply with environmental and health and safety laws. Federal, state and foreign governmental authorities may seek fines
and penalties, as well as injunctive reli'ef, for violation of the various laws and governmental regulations, and could, among
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other things, impose llablllty on us for cleaning up the damage resultmg from a release of pesticides, hazardous matenals or
other cheimicals into the envnronment : =

'

Our use of hazardous mlarerials exposes us to potential liabilities.

Our manufactur:ing and distribution of chemical products involve the controlled use of hazardous materials. Qur
operations, therefore, are subject to various associated risks, including chemical spills, discharges or releases of toxic or
hazardous substances or gases, fires, mechanical failure, storage facility leaks and similar events. Our suppliers are subject to
similar risks which may adversely impact the availability of raw materials. While we adapt our manufacturing and
distribution processes tolthe environmental control standards of regulatory authorities, we cannot completely eliminate the
risk of accidental contamination or injury from hazardous or regulated materials, including injury of our employees,
individuals who handle our products or goods treated with our products, or others who claim to have been exposed to our
products, nor can we completely eliminate the unanticipated interruption or suspension of operations at our facilities due to
such events, We may befheld liable for significant damages or fines in the event of contamination or injury, and such
assessed damages or fines could have a material adverse effect on our financial performance and results of operations.

' '

QOur business success depends significantly on the reliability and sufficiency of our manufacturing facilities.

Our revenues d,lepend significantly on the continued operation of our manufacturing facilities. The operation of our
facilities involves risks, including the breakdown, failure, or substandard operation or performance of equipment, power.
outages, explosions, ﬁrels natural disasters and other unscheduled downtime. The occurrence of material operational
problems or the loss or shutdown of our facilities over an extended period of time due to these or other events could have a
material adverse effect on our financial performance and operating results. :

Our business is subject|to many operational risks for wh;ch we may not be adequately insured.

We cannot assure you that we will not incur losses beyond the limits of, or outside the coverage of, our insurance
policies. From time to tlme various types of insurance for companies in the chemical industry have not been available on
commercially acceptable terms or, in some cases, have been unavailable. In addition, we cannot assure you that in the future
we will be able to maintain existing coverage or that premiums will not increase substantially.

l .o .

We maintain hmlted insurance coverage for sudden and accndental env1r0nmemal damages. We do not belleve that
insurance coverage for enwronmental damages that occur over time is available at a reasonable cost. Also, we do not believe
that insurance coverage 'for the full potential liability that could be caused by sudden and accidental incidences is available at
a reasonable cost. Accordmgly, we may be subject to an uninsured or under-insured loss in such cases.:

! .
We may experience a reduction in demand for creosate if our customers dilute creosote with fuel oil prior to treating.
l ) H . -

If creosote beéins selling at a premium to fuel oil, it is likely that some of our customers would dilute creosote with
fuel oil. The potential for dilution with fuel oil is a limiting factor on our ability to price creosote. If dilution were to occur on
a widespread basis, we could see a significant decline in our creosote sales. A decline in creosote sales could have a material
adverse effect on our results of operations.

+ L. . . '
Our business may be adversely affected by cyclical and seasonal effects.
. : ' Tk

In general, the chemical industry is cyclical and product demand for certain products is seasonal. Many of our
products are used in industries that are cyclical in nature. Changes affecting these industries can adversely affect our revenues
and margins. Seasonal usage of our chemical products follows varying.agricultural seasonal patterns, weather conditions and
weather-related pressure from pests, as well as customer marketing programs and requirements. Weather patterns can have an
impact on our sales, particularly sales of our agricultural chemicals. The end users of some of our products may, because of
weather patterns, delay or intermittently suspend field work during the planting season which may result in a reduction in the
use of some products apd therefore reduce our.revenues and profitability. There can be no assurance that we will adequately
address any adverse seasonal .effects. . i
We dépend on our'_senior managc;mem'leam and Ihe loss of any member could adversely affect our operations.

Our, success is dependent on the management and leadersh|p skills of our senior management team, including David
L. Hatcher, our Chamnan and Chief Executive Officer, J Neal Butler, our President and Chief Operating Officer, John V.




Sobchak, our Chief Financial Officer, and Roger C. Jackson, our General Counsel. The loss of any member of our senior
management team or an inability to atiract, retain and maintain additional qualified personnel could prevent us from
implementing our business strategy. We cannot assure you that we will be able to retain our existing senior management
personnel or attract additional qualified personnel when needed.

If we are unbbl_e'tq successfully negotiate with the Ia;ﬁnr unions representing our employees, we may experience a ntalgrial’
work stoppage. ’

More than half of our full-time employees who work at our facility in Matamoros Mexlco where penta and certain
other products are produced, are represented under a labor contract that is negotiated annually We cannot assure you that a
new agreement will be reached each year without union action, or that a new agreement will be reached on terms satisfactory
to us. An extended work stoppage, slowdown or other action by our employees could mgmﬁcantly disrupt our business.
‘Future labor contracts may be on terms that result in higher labor costs to us, which also could adversely affect our results of
operations.

T ¥ - ) f i ' T - r

We are subject to possible risk of terrorist attacks which could adversely affect our business.

Since Sleplcmber 11, 2001, there have been | mcreasmg concernthhat chemical mdnulaclurmg facilities and railcars
carrymg hazardous’ chemlcals may be at an mcreased risk of future terrorist attacks. Addlttonally, federal, state and local
govemments have begun a regulatory process ‘that could lead to new regulatlons impacting the security of chem:cal mdustry
facilities and the transportation of hazafdous chemicals. Our busmcss could be adversely impacted 1f a terronst incident were
to occur at any chemical facility or while a railcar or ‘tank truck was transporting chemicals. In addltlon our business could be
affected due to the cost of complying with new regulations. We are not insured agamst terrorist attacks, and there can be no
assurance that losses that could result from a terrorist attack on one of our fac:lmes failcars or tank trucks would not have a
material adyerse effect on our busmess results of operatmns and financial condmon ) )

Additi()nally, our business depends o'n'the free flow of pfoducts and services through the channels of commerce.
Recently, in response to terrorist activities and threats aimed at the United States, transportation, mail, financial and other
services have been slowed ot stopped altogether, Further delays or stoppages in'transportation, mail, financial or other %
services could have a material adverse effect on our business, results of operations and financial condition. Furthermore, we
may experience an increase in operating costs, such as costs for transportation, -insurance and security as a result of the
activities and potential activities: We may also experience delays in receiving payments from payers that have been affected
by the terrorist:activities and potential activities. The United States economy in general is being adversely affected by the
threat of terrorist activities and any economic downturn could adversely impact our'results of operations, impair our ability to
raise capital or otherwise adversely atfect our ablllty to grow our busmess

"I.- _“o— -,. ,

We are subject to rrsks inherent i in foreign operations, including changes in s‘oc:al political and eccnomic conditipns.
. [ P :;‘||,"' . Lot E .o oo

We have lacnlmes in the Umted States and Mexico, and generate a pomon of our sales in foreign countries; -,
primarily in Latin America. In fiscal year 2006, our production facilities in Matamoros, Mexico comprised approximately
34% of our property, plant and equipment, and approximately 3% of our net sales were in foreign countries. Like other
companies with foreign operations and sales, we are exposed.to market risks relating to fluctuations in interest rates and:
foreign currency exchange rates. We are also exposed to risks associated with changes in the laws and policies governing
foreign investments in Mexico and, to a lesser extent, changes in United States laws and regulations relating to foreign trade
and investment. While such changes in laws, regulatlons and conditionshave not had a material adverse effect on our

business or ﬁnanc:al condition, we canriot assure you as to the future effect of any such changes ) -
| e ) s 1
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ITEM2. . PROPERTIES oo oo i

- l . . . ¥
We own or lease the following properties.

| Owned/ Lease Expi'ration
Location ; Primary Use Appcoximate Size Leased Date 7
Houston, Texas...... ' . Corporate Office 8,000 square " Leased "March 31, 2009

. feet Y
Elwood, Kansas ..... : Manufacture and Warehouse: ' 14.9 acres Owned N/A

' .Animal Health Pesticides '
Matamoros . _ l
Mexlco ........ R " Marufacture and Warehouse: Penta 13.0 acres " Owned . NA
' - jand MSMA '

Tuscaloosa, _
Alabama........cee..e. :Formulation and Distribution: Penta 2.0 acres Owned N/A o

' . .. .

We manufacture and warehouse certain of our animal health pesticides at our Elwood, Kansas facility. We
manufacture and warehguse penta products and MSMA products at our Matamoros, Mexico facility, and formulate and
dlsmbute penta solutions at our Tuscaloosa, Alabama facility. We believe that all of these properties are adequately msured
in good condmon and suitable for their anticipated future use. We believe that if the lease for our corporate office is not
renewed or is terminated, we can obtain other suitable facilities.

We aIso have one long-term tank storagé agreement with a commercnal terminal facility where we store creosote for
distribution, and have several storage agreements with commercial warehouses from'which we distribute our agrochemlcals
Our bulk storage terminal is on the Mississippi River in Avondale, Louisiana and is used primarily for creosote imported by
us from Europe. If our ta.nk storage agreement is not renewed or is terminated, we believe we can obtain other suitable
facilities.

ITEM3. - LEGAL PROCEEDINGS

. In thé ordinary course of business, we are periodically a party to lawsuits. We do not believe that any resulting
liability from existing legal proceedings, individually or in the aggregate, will have a material adverse effect on our business,
financial condition and operating results. However, future costs associated with legal proceedings could have a matenal
adverse effect on our business, financial condition and operatmg results.

ITEM 4. SUBMISS]ON OF MATTERS TO A VOTE OF SECURITY HOLDERS
No matter was submmed during the fourth quarter of fiscal 2006 to a vote of security holders through the solicitation

of proxxes or otherwise.
. “
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PART 11

ITEM 5, MARKET FOR REGISTRANT’S COMMON EQUITY AND RELATED SHAREHOLDER
MATTERS

~ Since May 2006 our common stock, par value $.01 per share has traded on, The Nasdaq Global Market {trading
symbol KMGB), and prior to that date our common stock has been quoted on the Nasdaq Capital Market under the same
symbol. As of October 20, 2006, there were 10,677,119 shares of Common Stock issued (including 144,263 treasury shares)
and 10,532,856 shares outslandmg held by approximately 560 sharcholders of record, and more than 300 round lot holders.
The following table represents

. the hith and low sale prices for our common stock as reported by the Nasdaq National Market during the
period'from May 1, 2006 through July 31, 2006,

. the high and low sale prices for our common stock as reported by the Nasdaq Capital Market for each
quartef in fiscal year 2005 and for the first, secqnd and third quarters of fiscal year 2006; and

. the serhi-annual dividends we declared and paid during fiscal years 2005 and 2006.
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Common Stock Prices Dividends Declared
oo High Low Per Share Amount
Fiscal 2006 _
f First Quarter..........ocovnee v £ 9 870 $ 6270 $ 0.0375 . '$329,47.9.'
Second Quarter..........c..oeene .8.650 . 6.250 ’
Third Quarter ..........ccceeeeenne Y. 9964 8.130 0.0375 330,642
Fourth Quarter........ccouveeveeneen 9.670 7.040 .
Fiscal 2005 .
* First QUaRer vy - $ 4180 § 2910 § 0350 $264,251
Second Quarter..........c.c.ouvne.. 9.800 3260 '
Third Quarter .........ccccooveeenns 10.320 5.280 0350 265,125

Fourth Quarter......... e '8.950 6.460

We intend (o pay out a reasonable share of net cash provided by operations as dividends, consistent on average with
the payout record of past years. We declared and paid a dividend in the first quarter of fiscal 2007.0f $.0375 per.share of
approximately $395,000. The future payment of dividends, however, will be within the discretion of the Board of Directors
and depends on our profitability, capital requirements, financial condition, growth, business opportunities and other factors
which our Board of Directors may deem relevant. -

We repurchased no shares in fiscal 2006.

On July 6, 2006, we seld shares of common stock in a public offering underwritten by Boenning & Scattergood, Inc.
and Sterne, Agee & Leach, Inc. In the offering we sold 1,710,000 shares of common stock and selling shareholders sold
1,510,000 shares of common stock. The shares were sold at a price per share of $7.00 ($6 51 net of underwriting discounts
and commissions of $.49 per share). After offering expenses, we received $10.5 miltion in net proceeds from the sale of
1,71 O 000 shares of common slock .-

On April 21, 2005, we'sold 1,200,000 shares of common stock in a private placement. Tontine Capital Partnérs,
L.P. purchased 1,000,000 shares, and Terrier Partners, L.P. purchased 200,000 shares. The shares were purchased at a price
of $5.00 per share for an aggregate price of $6,000,000. We paid a fee of $275,000 and issued 10,000 treasury shares to
Boenning & Scattergood, Inc., for acting as placement agent in connection with the offering. The securities sold in the
offering were sold in reliance on the exemption from registration in Rule 506 of Regulanon D under the Securities Act of
1933, as amended and pursuant to the exemption under Section 4(2) of that act.

~ The following table presents securities authorized for issuance pursuant to options granted under equity
compensation plans (see note 14 to the notes to the consolidated financial stateménts included in this report):

Weighted- : : ) ’ Weighted-
, Average Weighted- , Average
Range of ' Shares Remaining Average Shares Exercise
Exercise Price 7 Qutstanding Contractual Life Exercise Price Exercisable Price
$2.48-%8.00..ooviiiiinin, 774,950 7.83 years § 4.17 638,450 $ 4.16

The following tablte presents unvested, performance-based restricted stock awarded under equity compensation plans
(see note 14 10 the notes to consolidated financial statements included in this report):

Maximum Grants

Series T AWEEdS .ovvecivinrerirrrveereeens ....... R C 29,040
Series 2 Awards ................. - L 19,360




In December 2003 we purchased certain penta dlStl’lbl.lllOI‘l assets of Wood Protection Products, Inc. On
December 5, 2003 in connectlon with our acquisition of these assets, we issued to an affiliate of Wood Protection Products an
option to acquire 175,000 shares of our common stock at an exercise price of $2.50 per share. The option was vested when
granted, and is exercisable for five years. The issuance of the option was'exempt pursuant to Sectlon 4(2) of the Securities
Actof 1933, In Januaryi2005 the option holder exercised 25,000 shares for a total of $62, 500

ITEM 6. SELEFTED FINANCIAL DATA .

The following table shows selected historical consolidated financial data for the five ﬁscal years ended July 31,
2006. The financial data for gach of the three fiscal years ended Ju]y 31, 2006 has been derived from our audited
consolidated financial stétemems included elsewhere in this report.” The financial data for each of the two fiscal years ended
July 31, 2003 has been denved from our audited consolidated financial statements. The data should be read in conjunction
with our consolidated ﬁnlancm] statements and notes o consolidated financial statements.

!
i s Year Ended July 31, -
| 2006 2005 2004 2003 2002

R : : . K . gL © + -{Amounts in thousands, except per share data)
Statement ﬂfOperatlonSAData (l) : . Lt SRR 2 .
Net: sales..............—...........1 ............................ Sl et $71,016 $59,168 . $43,610 $35536. $34,438

* Cost of sales! AR : : 47,158 . 41,102. 30,839 24.245 22,397 .
GrOSS PrOfIL.ceeeeciccnee s 23,858 18,066 12,751 11,291 12,041
Selling, general & admin:istrative EXPEINSES .vveeererrereeesresaemeermeees 14,802 12,664 9,636 8,149 7,910
Impairment charge......... L ettt erenreteer et et s e e e b b sa bt ete b bt eabarantas 2,368. - . — - —
Operating income........... i ............................................................... 6,688 5,402 3,115 3,142 4,131

o b . o UL TR ; : ‘ '

Interest expense (1,044) (620) 364) . (162) (122)
Other income (expense)...........-...............- .......................... PRTNN . 246 - 38 . -.93 2 - 321
Total other income (expense) (798) ... (582) 271) (160) .. 199
Income before income tafces .......................................................... " 5,890 4,820 2,844 . 2982 4,330
Provision fOr iNCOME TAXES «...o..eeeveeereerereesrerscoeerereesseeeseeeeeenes (2,114)  (1,768) (1,081) {1,065) (1,645)
Net income:.......ccoerevenne. SRR SR A eeeereeneree $ 3776 . § 3,052 % 1,763 $ 1917 . § 2,685
Eammgs pershare—bas:c rrrrsneesnennnonenna.. 50 0428 039 0§ 023 % 026 § 036
Earnings per share—diluted _ e, 30400 8 037 8 0. 23 § 025 § 036,
Weighted average shares' outslandmg—basxc ................... S 8,914 7,901 7,543 7,513 7,512,
Weighted average shares outstanding—diluted..................... eeens .. 9447 - 8236 7,631 . 7,550 7,549
Cash Flow Data (1): - | v S ‘

Net cash prowded by (usled m) operating acuvmes ...... rvenegpeivenenes . §7,08 § 753 $ 3735 $ 3095 § (417)
Net cash used in mvestmg ACHVIES ..vvevvives e it (10,967} (13,442) (11,816) (4,424) (1,379)
Net cash provided by (used in) financing actlwtles..........., ........... . 6,269 13,685 7,565 1,585 (96)
Depreciation and amortlzatlon S S , 3,889 2,204 1,643 1,423 A 391
Impairment charge.........'.....'.'. ......................... eevsrseae s ranaas 2,368 — — N —
Additions to property, plant and equ1pment...............................:... © 2,085 445 972 276 1,361
Balance Sheet Data (1):!

Total assets I ............................................................... $72,702  $61,103 543240 $32,337 $28,862
Long-term ‘debt; net of currenl portion ' : el 13,981 - 17,644 11,235 4,250 1,716
Total stockholders’ equ1ty e eereeneesreeesreeneee b - 46,918 7 32 888 24,590 23,029 21,521

l
(1) Ouwr historical results! are not heceséarily indicative of results to be expected for any future period. The comparability of
the data is affected by our acquisitions in fiscal 2006, 2005, 2004 and 2003, and by the adoption of SFAS 142 in fiscal 2003,

the adoption of SFAS 12%(R) in fiscal year 2006, and the impairment of MSMA assets in fiscal year 2006, See, “ltem 7,

- Management’s Discussion and Analysis of Financial Conditions and Results of Operations.”
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ITEM 7..r. '+ ~MANAGEMENT’S: DISCUSSION AND ANALYSIS OF FINANCIAL CONDIT]ON AND .
RESULTSOFOPERATION' AR SR . P T S N N TE IS ERTRED
PRI A A g T T TP R A A VX
Ty T e R T L : ' oL e, h ' Pt . P .o
" . The following discussion and cma!ys:s af our financial condition and results.of. operanons should be iead ins ey
conjunction with the “Selected Financial Data" section of this report and our consolidated finaricial statements and the . *,
related notes and other financial information included elsewhere in this report. In addition to historical financial
information,'the following discussion and analysis contains forward-looking statements that involve risks, uncertainties ahd
assumptions. Cur actual results and timing of selected events may differ materially from.those anticipated.in these for’ward— :
looking statements as a result of many factors mc!udmg those d:scussed under the section entitled “stk Factors " and .
else'Whereln this report. : . - o A T W
: . . AR O e S
lntroduction."- P L I TP T S
| R DR EERYSRN . o o ' Ty oot . A .
We manufacture, formulate and globally distribute spe(:la]ty chemlcals We operate busmesses engaged in mdustnal
wood preservation and agrochemicals, including animal health pesticides and agriculiural chemicals. Our wood preserving
chemicals, penta and creosote, are used by our industrial customers primarily to extend the useful lifetof utility poles and
railroad crossties. Our animal health pesticides are used on cattle, swine and poultry:to protect these animals from flies and -
other pests: Our agricultural chemicals include an herbicide used prlmarlly for weed control in cotton and sugaruane fields -
andalongh:ghways o : S A L S R U A R B P

b . T v ke o

. 1 A b r R ! ‘! " " “

Approxlmately 82% of our ﬁscal year 2006 revenues resulled from mdusmal wood preservatlon chemlcals w1th
approximately 43% of those revenues attributable to creosote and 39% attributable to penta. Agrochemicals accounted for the
remaining 18% of our-fiscal year 2006 revenues, with-12% attributable to amma] health.pesticides and 6% attributable to our

agricultural chemlcals'u aode o e R L S A B TR TR
L B P | e o e L . Taoae b e o . P S0
3+ -QOur results.of. operatlons are 1mpacled by various compeutwe and other faclors including: . . -, WRTL L
.. i P [ o e, LT T S KR -, y by,
i e, ﬂuctuatlons in sa!es'volumes T L S Dt
Tt 17 T T O T T N T AR L SRR I A MY
. raw material pricing and availability; : L SR
. our ability to acquire and integrate new products and businesses; and

. the difference between prices received by us for our specialty chemical products and the costs to
“produce those products. :

Raw material prices have increased over the past several years, including the cost of our primary raw materials,
chlorine, phenol, creosote and cosolvent. We have not always been able to pass these price increases on to our customers. As
a result, the margins for some of our products have been reduced.

Our sales volumes, especially those of our wood preserving chemicals, have increased as we have consolidated our
market position and due to the continued strong demand for utility poles and raiiroad crossties.

We experience large fluctuations in the quarterly sales volumes of our agricultural products due to seasonal
agricultural'patterns. As a result, our sales and earnings are typically higher in the second half of the fiscal year than in the
first half. '

Acquisitions

A key element of our business strategy is to acquire businesses and assets that operate in segments of the specialty
chemical industry exhibiting those characteristics we believe provide us with opportunities to grow our company in a manner
that increases shareholder value. The acquisitions we have completed since 2003 are summarized below.

In February 2006, we purchased certain assets of the animal health pesticides business of Boehringer Ingelheim. The
assets we purchased included pesticide registrations for pesticides used on cattle, swine, poultry and livestock premises, a
manufacturing and warehouse facility in Elwood, Kansas and related equipment. We also purchased the insecticides finished
goods, raw materials and packaging inventory on hand at closing. The pesticides registrations acquired in the transaction are




|

for the United States; Canada, Australia, Mexico and several other countries in Latin America, and they complement our
existing animal health pdsticides registrations. The new pesticides include a leading brand of insecticidal ear tags for cattle *
and several liquid and dust formulations for livestock and their premises. Through the end of fiscal year 2006, Bochringer
Ingelheim continued to n'1arket the purchased pesticides as our sole distributor in the United States pursuant to a transition
agreement with us. The purchase price was approximately $8.9 million, mcludmg $2 7 million of inventory. We financed the
acquisition entlrely with available cash.-

In June 2005, we purchased certain penta assets from Basic Chemicals Company, LLC, a wholly-owned sub51d1ary
of Occidental Chemical. lT he assets we purchased included product registrations and data, manufacturing equipment and
certain other assets. The product registrations we acquired in the transaction are for the United States and Canada. Following
this acquisition, we became the sole producer of penta in North America. Basic Chemicals Company acquired the penta .*
assets from Vulcan Materials Company immediately prlor to our purchase as part of a larger purchase of the chemicals
business of Vulcan Matetials Company. The purchase pr1ce was $13.4 million, payable with $3.4 million from available cash
at closing, and a $10.0 miltion promissory note. The promissory note is payable in five equal annual prmerpal installments of
$£2.0 mllll()l‘l plus mterest: at 4% per annum. . i : : :

~ In fiscal year 2004 we- made three acquisitions with an apgregate purchase price of approximately $11.6 million. In
December 2003, we purchased certain penta distribution assets of Wood Protection Products. As part of the purchase, we also
granted an option to acquire 175,000 shares of our common stock, exercisable at $2.50 per share. The acquisition included
distribution and plant equipment, inventory, penta product registrations and a consulting and non-compete agreement with
the principal shareholder’of Wood Protection Products We primarily financed the cash portion of the purchase price with a
$6.0 mllhon term loan. - | o - . . .

In June 2004, we purchased creosote product registrations from Trenton Sates In connection with our purchase, we -
entered into a long term supply agreement with Lufkin Creosoting Co., an affiliate of Trenton Sales, under which we sell
Lufkin Creosoting its crepsote requirements for its wood treating operations. We also assumed Trenton Sales’ long term
creosote supply agreement with a Mexican producer of creosoté. Although we had been purchasing creosote from the same
Mexican creosote producler prior to the acquisition, the acquisition increased our purchases of that lower cost creosote supply.
We also purchased the Ravap trade name and inventory from Boehringer Ingelheim in June 2004: The creosote distribution
and Ravap acquisitions were completed using available cash, borrowings under our revolving loan and by increasing one of
our senior term loans by $3 0 million. . o R




Results of Operations .- - . -
T T e7 fose .- LN . . . . . . ‘ .
Segment Data . - ' : - : : L L
b : . Ve o - . - : . ‘
Segment data is presented for our four segments for the three fiscal years ended July 31, 2006, 2005 and 2004. You
should read the foregoing segment data in conjunction with our consolidated financial statements and related notes thereto
included elsewhere in this report. —

; ) . o o ' S C Year Ended July 31,

. 2006 2005 2004
] ) ) ' (Amounts in thousands) R

Revenues: . e - B T o
PENta ...t i e, RTINS - - $27,862 © 520,806 $15,539
CIEOSOE .e.ulvv ettt SRS . 30,674 29,199 20,929
Animal health pesticides............. 0o e eererereens - 8664 -5. - 5059 3,463
Agricultural chemicals............ococvvvieinne rerereeihierreeneeeas ieeeenens : : < 3816 « " ~ 4104 L 3679
B - o T ' $71,016 -~ $59,168 - $43,610
Depreciation and amortization: ‘ _ R ,
PONEA .o Y8334 . 8886 $438,
CIEOSOLE ....cooeecceeceece st a et s st as s s ssaas ‘ 293 298 - 271
Animal health pesticides...........cooviniiiciie, 409 - 150 60
Agricultural chemicals.......c.cevririeeeeererrrsnnr e ses e eennenes 821 17 807
) | . $3,857 $2.151 51,576

Income (loss) from operations: ; F U ST ST - . R
Penta............. e eesiene S D, 99,145 o $6,102° $4,955
Creosote......... et e b sttt s en e grovanent L, 4048, L 02933, .. ... 1,453.
Animal health pesticides.......c...cccoeu.e.. e 1537 W LOs e 867
Agricultural chemicals (1) ........... TR (3, 235) c ., (368) . . (716)
b et ey e o, . . 811,495, . -, $9,682 . 56,559

- ; T B T S C L, T B S : Coe
(1) Includes a non-cash impairment charge of approximately $2.4.million in fiscal 2006." ,

Segment Revenue - Do ' , e ' '

The net sales revenués of the penta segment increased by $7.1 million, to §27. 9 mllllon in ﬁscal year:2006, from =

$20.8 million in fiscal year 2005, or a 34% increase: Approximately $1.7 million of the increase cameé from additional sales
of penta blocks to customers of Vulcan Materials Company, certain of whose assets we acquired from Basic Chemicals -

_ Company late in fiscal year 2005, The balance of the penta revenue increase came primarily from increased demand for
penta-treated poles from utilities. Creosote segment revenues increased by $1.5 million in’ ﬁscal year 2006 from

$29.2 miillion in fiscal year 2005, a 5% incréase. Our creosoté revenues expanded in fiscal year 2006 on price increases as
volume was down about 4% as'compared with fiscal year 2005. Creosote volume decreased significantly early in the fiscal
year because of the disruption in operations caused by Hurricanes Katrina and Rita. Although-volume reboundéd strongly
toward the end of the first quarter, a restricted supply of creosote from Europe toward the end of fiscal year 2006 kept volume
from keeping pace with- strong demand for creosote We: belleve that strong demand from maJ or rallroads for crosstles treated
w1th creosote will continug m thé néar tenn ' . . . Qe

. . \ Py

” " ! ot Y i ik o Fe ' O LR LR

* 'Animal hedlth pesticides ségment sales revenues incredsed by $3.6 million in fiscal year 2006 from $5.1 mllhon in ﬁscal
year 2005, or'a 71% increase. Approx1mately $3.0 million of the increase was attributable to our purchase in February 2006
of certain assets of the animal health pestlclde business of Boehrmger Ingelheim and the balance cariie from increased
voluime in our other animal health products. Sales reveiiue ini-agticultural chemicals decreased by $288 000 to $3.8 million in
fiscal year 2006 from $4.1 million in ﬁscal year 2005, or a 7% decrease, on both lower volume and prices. Sales of our
animal health and* agncultural products are seasonal, and occur primarily in the second half of our fiscal year. Seasonal usage

follows varying agricultural‘§easonal patterns, wéather conditions and weather related pressure from pests, and customer -
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marketing programs and requirements. Weather patterns can have an impact on our sales, particularly sales of agricultural
chemicals. The end users of some of our products may, because of weather patterns, delay or intermittently disrupt field work
during the planting season, which may result in a reduction of the use of some products and reduce our revenues and
profitability. The combmed revenues from products subject to seasonal variations represented less than 20% of our total -
annual revenues. Their peak selling season is durmg the last two quarters of the ﬁscal year and revenue and proﬁt are

v

concentrated in these pe1|'10ds . T Lo -
N . ) . ) "."-' T 2 Noter LF T e . ]
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Segment Income (Loss) j?‘om Operations
|

Income from operatlons of the penta segment increased by $3.1 million to $9.2 million in fiscal year 2006 from
$6.1 million in fiscal ye:'ir 2005, or an increase of 50%, primarily because of higher revenue. In fiscal year 2006, creosote
segment income from operatrons increased by $1.1 million to $4.0 million from $2.9 million in fiscal year 2005, or an
increase of 38% because of creosote price increases. Animal health pesticides segment income from operations increased by
$545,000 10 51.6 mrlhon: in fiscal year 2005 from $1.0 million in fiscal year 2005, or an increase of 54%. Animal health
pesticides segment volume increased, particularly from products acquired from Boehringer Ingelheim in February 2006. The
interim marketing arrangement with the seller under a transition agreement and the increased amortization of purchased
animal health mtanglbles held down this segment’s income from operations. The transitional agreement expired at the end of
July 2006, and in fiscal year 2007 we expect that operating margins will approximate segment historical levels. The
agricultural chemicals segment had a loss of $867,000, not including the impairment charge, due to lesser volume and prices.

Fiscal Year 2006 compared with Fiscal Year,2005 and
Fiscal Year 2005 compared with Fiscal Year 2004

Net Sales Revenue and Gross Profit

I

Fiscal Year 2006 vs. Fiscal Year 2005. Net sales revenue increased from $59.2 million in fiscal year 2005 to
$71.0 thillion in fiscal year 2006, an increase "of 20%. -For fiscal year 2006, 60% of the increase in net sales came from our
penta segment. Penta volume increased significantly in fiscal year 2005 due to the penta assets acqursmon from Basic
Chemicals Company lat'e in fiscal year 2005. Approxrmately 12% of our increase in net sales revenue-in fiscal year 2006
came from the creosote segment principally die to creosote price increases. Approximately 30% of the increase in net sales
revenue came from the ammal health segment where we experienced increased volume, most of which was because of the’
effect of sales of the products acquired from Boehrmger Ingelhe1m in February 2006. Agncultural chemlcal sales decreased
2% on decreased volume and price. ‘- N

Gross profit mcreased by $5.8 million; or:32.1%, t0.$23.9 million in fiscal year 2006. Gross profit as a percent of sales
increased to 33.6% of sales in fiscal year 2006 as compared to 30.5% of sales i in fiscal year 2005: The margin improvement
in fiscal year 2006 camel primarily from increased volume of sales of Higher margin penta products and from increased

animal health sales volume on products acquired in fiscal year 2006. Because other companies may include certain of the
costs that we record in cost of sales in selling, general and administrative expenses, and may include certain of the costs that
we récord in selling, ger'teral and administrative expenses as cost of sales, our gross profit may, not be.comparable to that
reported by other companies. Margins will continue to be impacted in fiscal year 2007 by the high costs of raw materials used
to produce penta. Penta raw material costs for.chlorine and pphenot remained at high levels in fiscal year 2006 as compared to
average prices paid over the previous five years, increasing costs by approximately $2.7 million. In fiscal year 2006, our cost
for the solvent needed to make penta solutions increased approximately 45% over fiscal year, 2005. We expect that penta raw
material costs will continue at high levels throughout fiscal year 2007, mamtammg pressure on our margins. We also-expect
that our creosote raw materlal costs will be under increased upward pressure in fiscal year 2007 and beyond, because the
supply of creosote has begun to tighten. iR Lo "y oL C

T
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. MSMA product pr1ces and volumes improved in- ﬁscal year 2005 over the prror year but m ﬁscal year 2006, net sales
revenue for MSMA product declined, primarily in the fourth quarter, on both lower prices and‘volumes For the first time we
experienced an operalmg loss in the fourth quarter, and also for the first time, our operating loss for the fiscal year exceeded
depreciation and amort1zat10n for the segment. In addition, in August 2006 the EPA published its preliminary decision not to
re-register MSMA and other organic arsenical herbicides, and said that uniess.it changed that decision after a comment
period, it would seek to\cancel the registrations that allow these products to be sold, in the United States. . We believe that the
scientific data supports the re-registration of MSMA. We intend to provide sc1ent1f'1c information to the EPA and defend the.
re-registration of our MSMA products. Because EPA’s decision is not a final action, farmers, turf managers and olhers may
‘continue to use MSMA'products for all currently, registered uses and crops. The EPA’s preliminary decision is expected to
add 51gn1ﬁcantly to the cost of maintaining the registration in the United States. As,a result.of the deterioration in MSMA
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market conditions at the end of fiscal year 2006 and the EPA’s action, we concluded that assets related to MSMA are
impaired, and that an impairment charge of $2.4 million in fiscal year 2006 is required based on diminished future expected
cash flows and a shorter expected useful life. The net value of the long-lived MSMA assets on our balance sheet is $175,000
after the impairment charge. The impaired assets consist of registrations and property, plant and equipment related to the
production of MSMA products at Matamoros, Mexico. In fiscal year 2006, the depreciation and amortization expense
associated with the impaired assets was $789,000. The depreciation and amortization expense associated with the impaired
assets is anticipated to be approximately $58,000 in each of fiscal years 2007, 2008 and 2009, their expected remaining
useful life. The impairment charge in fiscal year 2006 and resulting reductions in depreciation and ameortization expense are
all non-cash items. See note 5 to the consolidated financial statements.

Fiscal Year 2005 vs. Fiscal Year 2004.  Net sales revenue increased from $43.6 million in fiscal year 2004 to
$59.2 million in fiscal year 2005, an increase of 36%. Increased net penta sales accounted for approximately one-third of the
increase. Penta volume increased significantly in fiscal year 2005 due to the penta acquisitions from Basic Chemicals
Company laté in'fiscal year 2005 and from Wood Protection Products in Decerber 2003, which together had a positive
impact of approximately $3.6 million on our net sales revenue. Approximately one-half of our increase in net sales revenue
came from increased creosote sales, principally due to increased volume, which resulted from increased demand for wood
crossties from railroads. We also benefited from the acquisition of creosote distribution assets from Trenton Sales. Because
we completed that acquisition in June 2004, it did not have a significant impact on our net sales until fiscal year 2005. Net
sales revenue from animal health pesticides and agricultural chemicals also increased in fiscal year 2005 as compared with
fiscal year 2004. We experienced increased volume in animal health pesnmdes sales, due to 1mproved Rabon sales and the
Ravap product we acquired in the fourth quarter of fiscal year 2004.

Gross profit increased from $12.8 million, or 29.2% of sales in fiscal year 2004, to $18.0 million, or 30.5% of sales in
fiscal year 2005, The margm 1mprovement in fi scal year 2005 resulted from mcreased volume of sales of higher margin penta
products and from creosole price mcrcases

[

Selling, General and Admamstra!we Expenses e ’ .
L ' R L B
Fiscal Year 2006 vs. Fiscal Year 20035. ~ Selling, 'general and administrative expenses increased from $12.7 million in
fiscal year 2005 t&' $14.8 million in fiscal year 2006, an increase of $2.1 illion, or 18.2%, excluding the impairment charge
pertaining to MSMA assets. In fiscal year 2006, our selling, general and administrative expenses included $4.7 million in
distribution expense, as compared to $5.2 million in fiscal year 2005. In January 2006, we transitioned sales of creosote and
penta from a delivered basis to an'FOB plant basis, thereby reducing our distribution expense. Distribution expense in the
first half of fiscal year 2006, which ended on January 31, 2006, was $3.1 million, but fell to $1.6 million in the second half of
fiscal year 2006. Wealso experlenced increased expense for amortization of perita intangibles acquired in fiscal year 2005;
and increased expense for supply chain disruptions caused by Hurricanes Katrina and Rita. Approximately $1.5 miltion of the
increase in selling, general and administrative expense category was due to increased amortization expense. We temporarily
lost the use of our creosote terminal near New Orleans due to Hurricane Katrina and incurred additional expense for a
substitute interim terminal. W¢ incurred additional expense in fiscal year 2006 of approximately $359,000 over the prior
fiscal yéar for pérformance stock awards to employees, shares issued to directors and, with the adoption of Statement of
Financial Accountmg Standards No 123 (rev1sed 2004), “Share-Based Payment,” (“FAS 123(R)"), we began expensing
previously issued options. ‘See note 1 to the consolidated financial statements. Our produict permit feés increased
approx1malely $238,000 in fiscal year 2006, primarily asa result of the acquisition of additional animal health products
" registrations and our product regulatory expense. ' Our expenses for testing, data submission and other costs associated with
our participation in product task forces increased to approxlmately $1.2 million in fiscal year 2006 from $990,000 in fiscal
year 2005, because of our purchase of penta reglstratlons in June 2005 and increased costs to support our MSMA products
registrations.

Fiscal Year 2005 vs. Fiscal Year 2004. Selling, general and administrative expenses increased from $9.6 million in
fiscal year 2004 to $12.7 million in fiscal year 2005, an increase of 31%; attributable to greater penta and creosote sales
volume from acqmsmons Performance- based incentive compensatlon and the addition of J. Neal Butler, our President and °
Chief Operatmg Officer, increased éxécutive compensatlon expenses relative to fiscal year 2004 by approxlmately $700,000,
amortization of mtanglb]es associated with our recent acquisitions contributed approximately $656,000to selling, general and
administrative expenses in fiscal year 2005 . and product task force expense mcreased by $129,000, from $861, 000 in fiscal
year 2004 to $990 000 in fiscal year 2005, an increase of 15%
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lnterest expense was $1.0 mllllClI'l in ﬁscal year 2006 compared with $620,000 in ﬁscal year 2005 and $364, 000 in ﬁscal
year 2004. The'increases have been due.to increases. in term loan borrowings to complete our acqursmons in wood preserving
chemicals and. ammal health pesucndes . . P

GamonSaleofSecurmes':_ e e . Lo Lo :

We sold marketable securities for a gain of $115 00(} in ﬁscal year 2004
B RV I B . o . co T e .
Income Jaxes, | i -« RS T CL e o
I S A PR, - :

Our effectlve tax ratfe was 36% in: ﬁscal year 2006 as compared io 37% in f'scal year 2005 and 38% in ﬁsca] year 2004.

ln May 2006 the State of Texas enacted a new law that substannally changed 1ts tax system The law replaced the
taxable-capital and eamed surplus components of the current franchise tax with a new tax that is based on modified gross
revenue. . This new tax :s[referred to as the “Margm Tax and is effectlve January 1, 2007. We have assessed the impact of |
the change in tax_ law and do not belleve it witl, have a material effect on our financial statements

vy, .
[y

P ' - ' . ; . . N . it

Liquidlty,.and Capital,Resources L . L

Cash Flows ; SO , e o o o

Net cash from opere;tmg actlvmes was $7 1 m1lllon in ﬁscal year 2006. Net | 1ncome , the adjustment for deprec1a‘uon and
amortization and the impairment charge accounted for $10.0 million of cash from operations in fiscal year.2006. Accounts
receivable increased by $787,000 from $8.3 million in fiscal year 2005, an increase of 8.7%. The increase was primarily a
result of higher sales revenue, but we also reduced the ending balance of cur bad debt allowance by $115,000. Inventories
increased by.$5.1 mlll1on from $4.9 million in fiscal year 2005, an increase of 105%, due to animal health inventory
assomated w1th the an1mal health products acquisition from Boehrmger Ingelheim in February, 20(}6 and due to an effort to
bu1ld penta mventory n advance of the hurricane season., - .. . - ., e C e

Net cash used in mvestmg activities was $l 1. 0 mllll()l'l in fiscal year 2006 and $]3 4 mllllon i ﬁscal year 2005 We
used net cash to complete .acquisitions in our animal health segment in fiscal year 2006 and in the penta segment in fiscal
year 2005, Our acqu1s1nons totaled $8.6 mllll()l‘l in 2006 and $13 million in fiscal year 2005 We also used approx1mately
$2.1, million.in fiscal year 2006, pnmartly to. |mprove penta producnon capacrty and operanons at our Matamoros Mex1co
and Tuscaloosa Alabama fac1]|t|es T . L

We added $6. 3 mnlhon in net cash from fi nancmg act1vmes in fiscal year 2006 and $13.7 mllllon in ‘fiscal year 2005 In
fiscal year 2006, we sold 4 10, 000.shares,and selling shareholders sold 1,510, 000 shares of our common stock at a price of
£6.51 pers shar’e (net of discounts and commissions). The net proceeds from the sale were $10.5 million. In ﬁscal year, 2005
we sold 1,200,000 shares'of our, common stock at'a prlce 'of $5.00 per share The net proceeds from that Sale were . .
$5.7 million. Prmclpal repayments on mdebtedness were $3.6 million in, ﬁscal year 2006 and $1.5 million in fiscal year 2(}05.
To ﬁnance our acqu1s1tlon of the penta busmess from Basic Chemicals Company, we incurred $l0 0 million in seller:
ﬁnanced mdebtedness in ﬁscal year 2005. The first principal payment of $2.0 m1l11on was pald in June 2006. We also pa1d
cash d1v1dends of $660 090 m fiscal’ year 2006 and $529 000 in fiscal year : 2005 . Ce e
Workmg Cap:ral l : : '

RO e

We have a worklng capttal line of credlt under a revolvmg credlt facﬂ:ty with Wachowa Bank (whlch acqurred our
former. lender SouthTrust Bank) At the end of fiscal year 2006, we “had .no borrowmgs under that facility. Under that credit
fae:llty, we may borrow up to the lesser of $5.0 mllllon or the sum of 80% of eligible aecounts receivable plus a pornon ‘of
our 1nventory The’ amount available under the fac1llty at the end of fiscal year 2006 was $5.0 million. The revolvmg credit
facrllty contams representanons and warranties and affirmative and negative covenants, including a limitation that without
consent our equrty investments or loans cannot éxceed $250,000. The revolving credit facility also requires that we satlsfy the
same financial covenants as our two term loans. The revolving credit facility expires on December 31, 2007. We anticipate
no difficulties in renewmg this facility.

l

!
i
|
1
: 20




Long Term Obligations _ RITES S S

. Qur.purchaseé of the other. supplier’s penta business. in fiscal year2005 was financed in part by a $10.0 millién
promissory note payable to the seller. The promissory note is payable in five equal annual principal installments of.-: -+ ¢ .
$2.0 million plus interest at 4% per annum. The first installment was paid on June 7, 2006, and subsequent installments are
paj(ab'le on the sa'me date each year thereafter until the. promissory riote is paid in full. The principal balance of the
prormssory note was $8.0 m1ll|on at the end of ﬁscal year 2006

.
. . . . S

Our purchase of the Rabon animal’ health pesticides busmess in ﬁscal year 2003 and our acqulsmons in ﬁscal year 2004
were financed in’part by two term loans under a senior credit facility with Wachovia Bank. The aggregaté prmcrpal ‘balance't
of the two term loans was $9.6 mllhon at the end of fiscal year 2006 One term loan is belng amortized monthly ovérten -+
years but the maturity date is December 20, 2007. The loan carriés interest at a varying rate equal to'LIBOR plus I'8%;
however, in February 2003, we entered into an interest rate swap transaction with our lender which'effectively fixed-the
interest rate at 5.0% for the remainder of the term. The principal balance outstanding on that loan was $3. 2 million at the end
of fiscal year 2006. Our second term loan was in the original principal amount of $6.0 million, but it was refinanced in
June 2004 to reﬂect an additional $3:0 million advance to fund acquisitions. The principal amount of that loan is being repaid
monthly OVer seven years at varying installment amounts, but the maturity date is June 1, 2009, The second termloan-carries
interest at a varying rate initially equal to LIBOR plus 1.75%. The margin over, LIBOR is dependent upon a financial
leverage ratio and can vary between 1.75% and 2.25%. For fiscal year 2007, the margin over LIBOR for this term loatiis -/
expected to be between 1.75% and 2.00%. The principal balance outstanding on the loan was $6 4 mllllon at the-end of fiscal
year 2006. : AEUREEE wh Bl

The twd tenn loans requtre us to'satisfy’ certain’ ﬁnancral covenants, but those covenants- were ‘amended in Juiie’ 2005 ‘
The- amendment ehmmated mirifum tanglble net Worth: and liabilities to tangrble net worth requlrernents and reviséd ‘our -
requrred coverage ratio of debt to earrungs before intérest, taxés, and depreéiatiOn The révised requiremient is that our  *~
coverage ratio of fiinded'debt to earnlngs beforé‘interest, taxés, and deprematton be hot: greater than 30to I, .0as of" July31;
2005 and October 31, 2005 and nét gréater than 2:75't0 1.0¢ as cf January 31, ‘2006 and at all times thereafter.- - * RARER

MRS I 13 P Tl o LR L i-_' ¢ eyt R ‘..'l,‘lll; ST O Y N T

We believe that our workmg capital, the seller—ﬁnanced indebtediess, our tefm-loans and revolving credit fa(:lllty and
A the nét proceeds of our Junie 2006 stock offermg adequately provide for our antrcrpated need for hqu1d1ty and eapltal
resourcesthroughf‘scalyear2007‘ S Wt b g g D e o e
Capital Expenditures .
o hentr Penbteoo.l s e ,,:" L ’ "’lé"ﬂ-‘ O R A 3 T LIRS PR

In fiscal year 2006, our capltal expendltures eéxcluding‘acquisitions, were appr0x1mately $2:1 mllhon of whlch $1.4
million was'incufred to expand our penta:production’ capacity in Matatmoros, Mexico and in Tuscaloosa; Alabama. In ﬁscal
year 2005, our capital expenditures, excluding acquisitions, were approximately $445 000 ‘of which'$111,000 was recovered
through an insurance policy claim.

e ” . e r Y -,':. S a - _).n

Our capital expendltures and operating expenses for environmental matters, excluding testmg, data submission and other
costs associated with our product task force participation, were approximately $643,000 in-fidcal year 2006; $531,000 in
fiscal year 2005, and $514,000 in fiscal year 2004, . '

- i
o, 'r1
e

We expensed approximately $1.2 million for testing, data submission and other costs assoerated with our partlclpatlon in
product task forces in fiscal year- 2006, and approximately $990,000 and $861,000 in fiscal years 2005 and 2004, !
respectively. The'increasing expense was due to increased activity, in"the. prodiict reauthorization process being conductediby-
the EPA and the acquisition of additional: product registrations.\We believe that total testing; data submission and other costs®
will be approximately $1.3 million’in-fiscal year 2007. Since environmental: laws'have tradrtlonally become increasingly’
stringent, costs and expenses relatlng to environmental control and compliance may increase in the future. While we do not’
believe that the mcremental cost of compliance with existing or futuré environmental laws and regulatlons will havea- =~ -
material adverse effect on our business, ﬁnancral condition or results of operations, we cannot assure that costs of cornphance
w1llnotexceedcurrentestlmates B T T T T I I
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Contracrual Oblzganons R LR TR T . SR

|
l
QOur obligations'to: make future paymen'ts'unde‘r:contract's‘,as of July:31; 2006-are.summarized in the following table:(in
thousands)?c, svo-itiidzeti Tonpunorey inarns 10059 ¢ b e ST EE ST Lnen Tt Cgaat Gl s o S ek
a1, -ttt aent st e A005L T an‘. RN AT AETPRN i 5%1s LLUAPIIVIE R o R e T (R ‘-sq‘ SFBon e g oneinn 2 T
Al 1L 'J'Jflﬁl.llfll femigarea T dut A, G g o ghooTotal gy 220070 G 202008 -y, 02009, gy, 2010y, 2000
T N : p A i et ‘:fl.- IR a‘mll i 0 P LR SO N IO
Long-term debt ...l - $17,644 53663 § 5 94 $ 6,017 $2000 $§ —
Operating leages........;...: gt w2578 10370 e 634 im0 2508 g0y, 139940 Y —
Other long—term hablllt}es (1) T HPTRF N 288 I Do o SN UL T Ral VT3 1ot 288 sl e 10 it TR
Purchase, obligations .....y.iz:; , a1 00 04T 1 L1766 v s 1356 18, 1 A28, ezt 801 0wt 5 20,
Estlmated 1nterest<paymentskon debt (2) et 2051 »rnl ,,957-;“,r 11,6460 007 380, {'nu B850 jun i
Estlmated payments (rece1pts),under INFETESt 1ALE 1) | Jurfmiit, B % b5 ol T 778 O3 Btng s oA TaRh S st
,}swap,(Z), ' O N T N e symelee (93) 0 r."(67r)[-)1 TV R T | I fz
A: LSLHL TR .'ml‘l s eraiiion AR Srnarng b nkag e vl s nod peod ol Dot el aull 1y wagl: 10
b;i"n!‘ﬂ '-u_._(i ] f‘lb"]' K’fl.’ RN WA i“ﬁ}t “d -m fq[“ r ,r,n,, $27 IISU ‘$ 9 356 ' $tt7 5740 ? l$ 7 618 ‘ll$ 2 5471| ¢ t$| t.20
R 2= SHOC L arar a0 18D pnta b v o e el patih ok g s v ns g o o
(l) Post rettrement beneﬁt obltgauons are. 1ncluded merer wl¥ U el A0S T tap ',7,.,..4] ADTGIE L T
(2) Estlmated payments are based on, forecast mterest Tates as of September 2006 g pnr Wl p S e il L
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Outlook for, Fiscal Year 2007.. P . . T N T T
l g ‘
,Demand for uttllty poles treated with penta and rallroad ties treatediwuh creosote wasstrong.in. fiscal year.2006, FER

favorablyr)mpactlng ourl sales for our, wood treatmg chemlcals ;We expect tl that strong demand will contmue through fiscal,;
year 2007, Average.prices for the chlorlne and,phenol we need to produce penta eased in, recent rnonths Although those, Taw
materlals are still S1g111ﬁbantly above ayerage prices for the prev1ous five years, we. expect prices may. ease further on, some{ -
raw materials i in, ﬁscal year 2007 |The supplyiof creosote tlghtened in ﬁscal ‘year,2006. Creosote is. akbyproduct of the coaltar
distillation process, and in some parts of the world coal tar distiliate is now being used for fuel because of high energy. prices.

Coal1tar distillate is alsol sold,into, the.carbon black market. . ;Consequently, creosote supply is expected to continue being tight
in fiscal year- 2007 and the  average.price, we.pay, for. our, supply. is expected ftol be hrgher We will attempt to pass through the
increasing cost of creosote to our customers although no assurance can be given that we wrll be completely.successful in that

effort.

DTN LARCUC A U P
We have successfully integrated the animal health insecticide business that we purchased in February 200‘6 We
continue to believe;that. themewlyepurehased business will generate,over.$8 millionin;sales m‘;ﬁscal,year 2007,.and,be
51gn1ﬁcantly accretlve to ;earnings., We expect;, however that our agrlcultural chemlcals  segment vw111 not matenally affect:;.;
Qner_attr_;g,m_corne;tr.l:ﬂsca!.ysaerQQ? 3 TR AR GO L T S S TURN LS RO T MU NG T H1 vt v T MRS TS SN
: o l - - ' S0Rb TGRNG 2L EE -‘.f; AN
Off-Balance Sheet Arrangements . -
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[
We,do not have anyxoff zbalance sheet arrangements such as ﬁnancmg or unconsolldated varlable Jnterest entities.., s1z00
- . p oL Cr C g0 @ el se BURERT D v ey faedd
New Accountmg Standards Ry . :
RTRT RN L T 1“»'lhalr[-ur.9a preya ol heas goderirnsdea B e g0 e TR 2EREIT AU by ot Y

In February 2006, the FASB issued SFAS No:; 155,,“Accountmg for Certaln Hybrid F1nanc1al Instruments,?’ which:q-,
amends SFAS No.133; and SFAS No.140: SFAS:No. 155 permits hybrid financial instruments that contain an’ embeddedh
denvatwe that would otherwnse require bifurcation; to,lrrevocablykbe accounted for at fairvalue, with: ‘changes.in fair value. ,;:
recognized inithe statement ‘of income. The:fair value:election may be- applled onan mstrument-by-mst:rument basis;SFAS;
No:v155,also eliminates ‘a restriction-on the passive derivative.instruments that a quallfylng special. purpose entity.may:hold.;,,
SFAS No. 1551is, effectlve for those financial 1nstrumentsmequ1red or issued after, September 15,-2006., At adoption,any; ;i
difference between.the. total .carrying. amount of the individual components.of.the existingsbifurcated hybrid financial i5. 14151
instrument and the fair value of the combined hybnd financia! instrument will be recognized as a cumulative-effectrs, v, 111w
adjustment to begmnmg retained earnings. We do not expect the new standard to have any material impact on our ﬁnancral
position and results of operations. .

In March 2006 the FASB issued SFAS No 156, “Accountlng for Servicing of Fmanc1al Assets, an amendment of
FASB Statement No. 140.” SFAS No. 156 requires all separately recognized servicing assets and servicing liabilities to be
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initially measured at fair value, if practicable. The standard permits anentity to Subsequently measure each class of servicing»
assets or servicing liabilities at fair value and report changes in fair: value in'the statement of.income in-the-period in which. |

the changes occur.. SFAS No. 156°is effective for the Company-as of December-1, 2006. We do not expect.the new standard -
to have any material impact on our financial position and results of operations..iv- .t se ¢ s e s i bas Lo

- In September 2006, the FASB issued SFAS No. 157, “Accounting for FairValue Measurements.” SFAS No:'157+
defines fair value, and establishes a framework for measuring fair value.in generally-accepted accounting principles (GAAP),.
and expands disclosure about fair value'measurements:-SFAS No.:157.is effective for the Company for finaficial statements: .
issued subsequent to November:15, 2007..+We.do not expect the new standard to have any:material impact on our financial -,
position and results of operations. B R R R R AR R N

In July 2006, the FASB issued FIN No. 48, “Accounting for Uncertainty.in‘Income Taxes - an-interpretation.of. FASB;i "
Statement No.109.” This interpretation clarifies the accounting for uncertainty in income taxes recognized in an entity’s
financial statements in accordance with SFAS No: 109, ¢Accounting for Income: Taxes.! It prescribes'a recognition threshold
and measurement attribute for financial statement disclosure of tax positions.taken or expeéted to.be taken:on a tax rétumn. . i
This interpretation is effective for fiscal years beginning after December. 15, 2006." Ttié Company will be required to‘adopt:~,
this mterpretatton in'the:first quarter-of fiscal.year 2008;, Management is.cusrently evaluating the requtrernents of FIN No-.l
48, R et T Tpn v Shergr ot boppaep e e syl o e e m L L
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In September 2006 the FASB issued FASB-Statement-No.158,“Employers’-Accounting for. Deﬂned Benefit Penswn
and Other Postretirement Plans.” This Statement requires an employer to recognize the over funded or under funded status of
a defined benefit post retirement plan (other than a multlemployer plan) as an:asset or liability:iniits. statement; of financial+,.
position, and to recognize changes in that funded status in the year in which the changes. occur through comprehensive ., ;.1 -
income.. We.do not expect that the 1mplementatton of SFAS:No. 158 will have a material 1mpact on our financial posmon and
results‘of operations.. >t wobitoi doutlt 0Lt Svwaang e b i okb e e
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Critical Accounting Policies ’
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Our consolidated financial statements are prepared in conformity wnth accounting principles generally accepted in the -
United States of America. The preparation of these financial statements requires the use of estimates, judgments, and
assumptions that affect the reported amounts of assets and liabilities at the date of the financial statements-and the reported
amounts of revenues and expenses during the periods presented. The significant aecountmg pnncnples that we believe are the
most important to aid in fully understanding our financial results are the following: .« ¢rroui0

R thf 4
r Revenue Recognition: ,-In general; we recognize revenue of our chemical products sold in the open market when risk of
loss and title to the products transfers to our customers, which usually occurs at the time .a shlpment is made.

Cost of Sales.  Cost.of sales includes.inbound freight charges, purchasing and receiving cqsts, inspection costs and
internal transfer costs. In the case of products we manufacture, direct and indirect manufactunng costs and associated plant
administrative expenses are included as well as laid-in cost of raw. materials consumed in the manufacturing process.

Allowance for, Doubtful Accounts. We provide an allowance for accounts receivable we believe we may not collect in
full.' A provision ; for bad debt expense recorded to sellmg, general and admtmstrattve expenses mcreases the allowance.
Accounts recewable ‘that are written off our books decrease the allowance. The amount of bad debt expense recorded each
period and the resulting adequacy of the allowance at the end of each penod are determined using a customer-by-customer
analyses of our accounts receivable balances each penod and subjectwe assessments of' our future bad debt  exposure. Write-
offs of accounts receivable balances have hlstoncally been msngmﬁcant

o e ar, e beve | A ety o RETARRLL T Il SETHS

Inventories. Inventones gonsist prlmanly of raw matenals and ﬁmshed goods that we, hold for sale jn the orclmary
course of business. We use the ﬁrst-m first-out method to valué inventories at the lower ‘of cost or ‘market. Management
believes we have not incurred |mpa|rments in the carrying value of our mventones b e U a

Gooa‘wdl and Other Intangible Assets The initial recordmg of goodwﬂl and other 1ntangtbles requtres estimation of the
fair valte of assets and liabilities using 'fiir valie' measurements “which'inclide quoted 'miarket’ prlce present value techmques
(estimate of future Cash flows), and other valuation techniques. Additionally, FASB Statement No. 142 requires goodwill and
other intangible assets to be reviewed for possible impairment on an annual basis, or if circumstances indicate that
impairment may exist. Determining fair value and implied fair value is subjective and often involves the use of estimates and
assumptions. These estimates and assumptions could have a significant impact on the recording of intangible assets, whether
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! or not an impairment.loss is recoghized and also the magnitude of the impairment loss.Our estimates of fair value are - . -,
| primarily determined using p'resent value techniques of projected future cash flows. This approach usés significant - .

, assumptions-such as multi- -year sales projections with associated expenses.iWe'have performed impairment analyses on our -

| goodwill and intangible assets of indefinite life, which indicated as of July 31, 2006 an impairment loss was not appropriate,

M e St U S

Impairment of Long-hveld Assets.. We réview periodically the carrying value of our long-lived assets.held and used and
assets to be disposed-of at least annually or more frequently when events and cifcumstances warrant such a review. The
carrying value of long-lived. assets is évaluated for potential impairment on a product line basis. We have concluded on.the
basis of our evaluation that our long:lived assets are not impaired, except for certain assets related to our MSMA products. .
See note 5 to the consolidated financial statements. KT DA N ,

P

Disclosure Regarding Forward Looking Statements: . ' - . 1 A o ¢
TR AR Y P AT R LSO R o .~ ey IO T HPUR A S (T N :
We are including the. followmg discussion to inform our existing and potential security holders generally of some of the-
nsks and uncertainties that can affect us and to take advantage of the “safe harbor?”iprotection.for.forward-looking statements
that applicable federal secuntlcs law affords» From time to time,; our management or persons acting on'our behalf make. .
forward-locking statements to inform existing and.potential security holders about.our company. . These forward-looking -
statements include mformatton about possible or assumed future results of our operations. All statements, other than
statements of historical facts, included or lncorporated by reference in this report that address activities, events or
developments that we expect or' ‘anticipate may occur in the future, including such things as'future capital expenditures,
business strategy, competitive strengths, goals, growth of our business and operations; plans and references to future-
successes may be considered. forward -looking statements.”, Also, when we use words such as “anticipate,” “believe;” .. . . .
“estimate,” “intend;” #*plan,” “pmJect ” “forecast,” “may," “should,”-“budget,” *“goal,” “expect,” “probably”.or similar
expressions; we-are making forward-looking statements. Many risks and uncertainties may impact the matters addressed in
these forward-looking statements Qur forward-looking statements speak only as of the date made and we will not update

forward-looking statements unless the securities laws require us to do so.

B
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Some of the key factors which could cause our future ﬁnanc1al results and performance to vary from those expected
include: : P i .‘ . LA A . N T v 1
' '.: PRERRUSL R LIPOE R AENTERN) o ' R Ll e i oL v . F
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. our ability to implement productlwty improvements, cost reductlon initiatives or facrhtlcs expansions; '
e market developments affectmg, ‘and other changes in, the demand for our products and the 1ntroductlon of
newcompetmgproducts R AL ST L T T
' ™ availability or mcreases in the price of our prlmary raw materlals or-active-ingredients;
. RS £ N R E Wl T T Y PPN
L] . Ty e gt

' the'timing olf planned capital'expenditures; Sl e

cel  gur ablllty to ldenufy develop or acqutre and market additional product lines and businesses necessary to
SR lrnplement qur busmess strategy and our ablllty to f'mance such vaUISltIOnS and’ development e
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SR _“ the condmon of thé capltal markets generally, whlch will be affected by interest’ ratcs forelgn currency '
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. . cost and othcr effects of legal and administrative proceedmgs seftlements, mvestlgatlons and clalms

) mcludmg edvnronmental habll:tles whtch may not bé covered by 1ndemmty or msurance
4 . i ‘ »

. the ability to obtain registratioh‘ and re-registration of our products under ajaplicablc' law:’
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. other United States or foreign regulatory or legislative developments which affect the demand for our
products generally or increase the environmental compliance cost for our products or impose habllmes on -
the manufacturers and dlsmbutors of such products.

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

ITEM 7A QUANTITATIVE AND QUALITATIVE DlSCLOSURES ABOUT MARKET RISK

We are exposed to certain market risks arising from transactions that are entered into tn the ordmary course of business,
primarily from changes in foreign exchange rates. We generally do not utilize derivative financial instruments or hedging -
transactions to manage that risk; however, we did enter into an interest rate swap transaction in February 2003 that effectively
fixed the interest rate on one of our term loans at 5.0% for the remainder of the loan’s term. An increase or decrease in
interest rates would not affect our earnings or cash flow over the life of the term loan because the interest rate swap serves to

* fix the interest rate at 5.0%. Should the financial market’s expectations for interest rates in the future increase, then the value

of the swap, recorded as an asset on the consolidated balance sheets, would increase. Conversely, a drop in the financial -
market’s eﬁpectations for future interest rates would cause a drop in the value of that recorded asset. . It is possible that the: .
future expectations for interest rates could decline enough to cause the swap to be recorded no longer as an asset; but as a

liability, untll the swap expires in December 2007. At July 31,2006 the' market value of the swap was an asset of $86,000.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
To the Boa;d of Directors and Stockholder; of KMG Chemicals, Inc.:

We have audited the accompanying consolidated balance sheet of KMG Chemicals, Inc. (“the Company™) as of July 31,
2006, and the related consolidated statements of income, stockholders® equity, and cash flows for the year then ended. Our
audit also included the financial statement schedule listed in the Index at ltem 15 for the year ended July 31, 2006. These
consolidated financial statements are the responsibility of the Company’s management. Our responsibility is to express an
opinion on these consolidated financial statements and schedule based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the
consclidated financial statements and schedule are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the consolidated financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as evaluating the overall
consolidated financial statement presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred {0 above present fairly, in all material respects, the consolidated
financial position of KMG Chemicals, Inc., as of July 31, 2006, and the consolidated results of their operations and their cash
flows for the year then ended in conformity with accounting principles generally accepted in the United States of America.
Also, in our opinion such financtial statement schedule, when considered in relation to the basic consolidated financial
statements taken as a whole; presents fairly in all material respects the information set forth therein.

UHY LLP

Houston, Texas
October 20,2006 At g |
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REPORT OF INDEPENDENT REGISTERED PUBLIC.ACCOUNTING FIRM
To the Board of Directors and Stockholders of KMG Chemicals, Inc.:

We have audited the accompanying consolidated balance sheet of KMG Chemicals, Inc. (the “Company™) as of July 31,
2005, and the related consolidated statements of income, stockholders’ equity, and cash flows for the year then ended. Our
audit also included the financial statement schedule listed in the Index at Item 15, for the year ended July 31, 2005. These
consolidated financial statements are the responsibility of the Company’s management, Qur responsibility is to express an
opinion on these consolidated financial statements based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the
consolidated financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall consolldated financial
staterent presentation. We believe that our audit provides a reasonable basis for our opinion,

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the consolidated
financial position of KMG Chemicals, Inc. as of July 31, 2005, and the consolidated results of their operations and their cash
flows for the year then ended, in conformity with accounting principles generally accepted in the United States of America.
Also, in our opinion such financial statement schedule, when considered in relation to the basic consolidated financial
statements taken as a whole, presents fairly in all material respects the information set forth therein.

UHY Mann, :Frankfort, Stein & Lipp CPAs, LLP

Houston, Texas
October 14, 2005
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
To the Board of Directors and Stockholders of KMG Chemicals, Inc.:

We have audited the accompanying consolidated statements of income, stockholders’ equity, and cash flows of
KMG Chemicals, Inc. and subsidiaries {the “Company”) for the year ended July 31, 2004, Our audit also included the
financial statement schedule listed in the Index at Item 15 for the year ended July 31, 2004. These financiai statements and
financial statement schedule are the responsibility of the Company’s management. Our responsibility is to express an opinion
on the financial statements and financial staiement schedule based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall financial statement presentation. We believe that
our audits provide a reasonable basis for our opinion.

In our opinion, such 204 financial statements present fairly, in all material respects, the consolidated results of
operations and cash flows of the Company for year in the ended July 31, 2004 in conformity with accounting principles
generally accepted in the United States of America. Also, in our opinion, such financial statement schedule, when considered
in relation to the basic consclidated financial statements taken as a whole, presents fairly in all material respects the :
information set forth therein.

Deloitte & Touche LLP

Houston, Texas
October 13, 2004
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KMG CHEMICALS, INC. AND SUBSIDIARIES - . .
CONSOLIDATED BALANCE SHEETS e T R
AS OF JULY 31, 2006 AND 2005 (in thousands, except for share data) o :

ASSETS

CURRENT ASSETS:
Cash and cash BOUIVAIEILS ..ottt ettt et e e e e st et st bbb e et e e seemeeseenesrsensesranses
Accounts receivable:

Current deferred [ax aSSEt.......oooiiiiiiei e e ereeeeeneas rrereenae e
Prepaid expenses and other CLITENT ASS8IS ...t smes st eeae s e esenes
TOtal CUTENE ASSELS ... s sa e e bbbt b st b sr e e snere e

PROPERTY, PLANT AND EQUIPMENT

Property, plant and equipmeEnt ...........ccoevevreirnnnnns. SOOI OORR. SO e

Accumulated depreciation and AMOMIZALION. .......cooccooeeevv i e et sba s e seneaes
Net property,plant and EQUIPITIEIIL.. ... ..ottt seene s sesase e e e e ens

DEFERRED TAX ASSET .oovioe i e ettt e eearerraeee s br e neenbas
GOODWILL..ooveeeeeen ettt ettt et et et et e R et et et ea e e e ee e ee et ten et aemeene et e s e s e nan e
INTANGIBLE ASSETS, net of accumulated amoOrtiZatioN. . .....cvvecceeeeeivernessesirerresesesesessssessssnsesssssnsens

OTHER ASSETS ..ot sgsesssssessssssssssend S e, et

LIABILITIES & STOCKHOLDERS’ EQUITY =
CURRENT LIABILITIES: ‘

ACCOUNLS PAYADIE ...\ oiiniiiii st e SRR
Accrued liabilities .......oovvveeeee.e.. Leseases et e e s e st Aottt s e e R AR s Aot Rt ek on s s Ren s s en s et At b A et Raes
Current deferred 1ax Hability oo e e e
Current portion of long-term debt el : s
Current portion of deferred rent.... ... s
Total current liabilities............c.ccoeeivierererennnn. e e eereat st et n et bt e e e e e eaeaniee
DEFERRED TAX LIABILITY"........ OO S PP U USSR UU
LONG-TERM DEBT, N6t 0F CUFTEN POFHION.......oo.oooioeoeeeeeeeesieosrasseees oo eeeeeeeserese s eseeeseen e
‘DEFERRED RENT, net OF CUITENE POTLION L..ovovierecreciieeccaetesaecesesrnressesesererassstassseeneeseestesessessasesns
OTHER LONG TERM LIABILITIES ...ocoovviriiii s s
oAl B IIES Lo e e
COMMITMENTS AND CONTINGENCIES .....cooeeeeuevs oo seeesseeeeseeresssosesssseessesssssssessbaessess s
r o -
STOCKHOLDERS® EQUITY
Preferred stock, $.01 par value, _ . o ;
10,000,000 shares authorized, NONE ISSUSH ..eoviiiiini ettt st emee e
Common stock, $.01 par value, 40,000,000 shares authorized.
10,677,119 shares issued and 10,532,856 shares outstanding at
July 31, 2006 and 8,956,119 shares issued and 8,786,119
shares outstanding at July 31, 2005 .....ccoooviimmiirireiiie s sse s e ss s sneas b ssas b er e ssesnraennes
Additional paid-in Capital ........ccocicicc bbb e e res
Treasury stock, at cost (144,263 shares at July 31, 2006 and 170,000 at July 31, 2005) .....ccceene
Accumulated other cCOmprehensive iNCOME ... ..o
Retained aminES. ......coviiiiiiiieiiiei ettt ettt ese et b b es s bbb abesnsnnes
Total StockhOlAeTs” EQUILY....ivi.c. ittt ns s et st e i
TOT AL ottt s o2 ba b et e vs s e et et et e n e m e oAt an et et s s d e st r s enn s

See notes to consolidated financial statements.
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2006 2005

$11,168 § 8,780
8,832 7,967
264 342,
9,971 4,854
57 81

712 296
31,004 22,320
© 13,463 11,453
(4,314) _ (5,990)
9,149 *5,463
656, —
3,778 3,778
26,448, 28,175
1,667 1,367
$72,702 $61,103
$ 5950 $ 5,088
1,649 1,368
.. 33 —
3,663 3,591
86 L —
11381 10,047
— 305
13,981 17,644
134 —
288 219
25,784 28215
107 90
20,117 9,353
(721)  .(850)
53 49
27,362 24,246
46,918 32888
$72,702 $61,103
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KMG CHEMICALS, INCi AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF INCOME
FOR THE YEARS ENDED JULY 31, 2006, 2005 AND 2004 (in thousands, except per share and share data)
i
:j 2006 2005 2004
NETSALES ..., ; ................................................................................................. $71,016 $59,168 $43,610
COST OF SALES........... I e eses e e e eeenesesesesend e . 47,158 41,102 - 30,859
GHOSS PROfIL...re st ettt 23858 18,066 12,75
OPERATING COSTS : . :
Selling, general and admlmstratwe EXPENSES < ooeveeemeecrrisestersisnsrnie st e e snssaniasnnaniens e, 148020 12,664 9,636
Impairment charge - MISMA assets .. 2,368 — —
." 171707 12,664 _9.636
Operating IICOMMIC 1 oo feeeeeeeesFar s iaiansasssesssas st e bbb - 6,688 5402 3,115
OTHER INCOME (EXP]F.NSE) : . .
Interest & dividend INCOME......cocerrrverrerernanes SRR ettt et : 281 73025
-Interest expense ST OO OO OO OO (1,044) (620) (364)
Gain on sale ofsecurmes ................ o — — 15
OHNET oo eeeeee e v es e eeese e eeassassas s s as s s an s s s as s s A e b8 4 4S8 ee s bt rt et erirerenr et s CHr(35) (35) (47)
| | :
Total other income (€Xpense).........coovvnans USROS POUPOY PP PP (798) (582) (271}
i ’ ’ . T
INCOME BEFORE [NC:OME TAXES ..ottt sresesrseseeese e sraeerasaes S (5,890 4,820 2,844
Provision for incom_'e LBXES. v evrevererreereesessesesesessesesssssss s ssseessssssss s @ l14)  (1,768)  (1,081)
| : -
NET [NCOME..............; .................................................................................................... $3,776  § 3,052 §$ 1,763,
EARNINGS PER SHARE : ' 3 S
BASiC c..ovvenvrereineienens et eb et b s aeaae e e Rt £ b b bt bR % 042 % 039§ 023
DIUIE oo e $ 040 $ 037 '% 023

WEIGHTED AVERAGE SHARES OUTSTANDING:
8914 1,901 7,543

Basic I' .....................................................................................................
[0 3] 1T L=y« T OO PO OO UP RPN w9447 8256 - 7,631
See notes to consolidated financial statements. s Lt
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KMG CHEMICALS, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF STOCKHOLDERS® EQUITY .

FOR THE YEARS ENDED JULY 31, 2006, 2005, AND 2004 (in thousands) . .7 ;.
i _ )
- i ++  Accumulated . !
I . ; Common Stock  Additional Other Total
¥ ' “Shares  Par  Paid-In  Tressury Comprehensive Retained  Stockholders’
- Issued  Value' ~ Capital - Stock "' Income Earnings ' ' Equity
. f . .- T : 4 -
BALANCE AT JULY 31, 2003 .................. 7,693 § 77 § 3366 $ (500)'S 74 320412 § 23029
Cash dividends........... eerete et e e e . . . . L < (452) - (452)
Employee stock options exercised............ 37 1 7 . S ‘ 8
Value of optlons issued for A
WPP adquisition {......Lcocoeveeniivneenns 298 o v 298
' Comprehensive income: ‘ o ‘ '
Net inCome ... 1,763 1,763
Change in unrealized gain on available :
" for sale securities due to sale of -
stock during first quarter (net of 1 ! '
“taxes of $64) ....... A O (70) (70)
* Change in unrealized gain on interest - T
rate swap (net of taxes of $19) ............ 14 14
- Total comprehensive income ......... ... . ‘ - o 1,707
BALANCE AT JULY 31 22004 ..o L300 - 78 3,671 (9?0) - - 18 251,723 24,590
Cash dividends......... S SR R (529) - (529)
Employee stock options exercised........... 26 67 67
Shares issued in stock placement............. 1,200 12 56657 oot Bl 5,677
Treasury shares 111 PSS . (50) 50 " i —
" Comprehensive income: v
Net income:. . © 3,052 ‘3,052
Change in unreahzed gam on mterest . v :
rate swap (net of taxes of $6) .....ce....... 31 31
* Total comprehenswe INCOME ....ocvveerenen, . - : PO e 3083
BALANCE AT JULY 31, 2005 ..o 8,956 90 9,353 (850) 49 24246 32,888
Cash dividends..........cccocommnvrennninnn, (660) (660)
Employee stock options exercised........... 11 38 : C 38
25,737 tréasury ‘shares issued.................. . . (129) 129 oo —
Shares is’s‘l_le;d in stock placement............. L7100 -17 - 10,891 - . ' o 10,908
_Direct costs of stock placement ............... . - (426) BRI (426)
Stock-based compensation...........c..inins - 359 S v 359
. Tax benefit - nonquallﬁed stock : - - :
“*. options exercised .. 31 31
Comprehenswe incomne:
Net income!.:............. L SRR . 3,776 3,776
Change in unreahzed gain on interest
- rate swap'(net of taxes 6f $3) ..o ! ARE 4 -4
Total comprehensive income................. 3,780
BALANCE AT JULY 31, 2006 ..................- 10,677 $107 § 20,1178 {(721)'§ - 53 $27362 § 46918
See notes to consolidated financial statements. ¢ ' BERE N R v
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b

CONSOLIDATED STAT:EMENTS OF CASHFLOWS. . ‘eln it ML ol s
FOR THE YEARS ENDED JULY 31, 2006, 2005 AND,2004.(in .thousands) .} L

sefia O]

TS N A A 1R

o

SRR S WAL

A

! 2006 2005 2004
CASH FLOWS FROM OPERATING ACTIVITIES:
INEL INCOMIE .eoeeeeiiiierc hesrereseseseese sz e rernrasasasanesesssssesesestsanencas .“.if.‘....’.‘.'...‘.‘;i...f .................. $ 3,776 $ 3,052 3 1,763
Adjustments to reconc:le net, mcome to net cash pr0v1ded by. operatmg activities: ......
Depreciation and amortization .. S 3,889 2,204 1,643
‘Amortization of Ioan'costs mcIuded in mterest expense ..... T et e vetverhee e e e et eeabeste e Tau 22 ¢, = 1A,
.Impairment charge - MSMA ASSEES 1uvvvvverreereeereeereeseesrerss e bessaensnesneseesinentearre s gesre e | 2,368 0 o/ ¢ ota—
Stock-based compensatlon ................................................... TR SRR oroaa 359 — et
Tax effect of cxermse of nonqualified stock optmns .................................................. w431 . = e
", Bad debt expense (recovery) .......... L (115) e ,70 by 93
Loss on disposal of equ1pment .................................................................................... S 4ol 1
“Gain N SAle.Of SECUTTLES ..cvviiv e ieer e eeee e rres s r e e s s cnimsssbs s bs s sa st a s b man s e nrasgonns = (115)
Deferred FENTAl INCOMIE «.vvereeereeeeeeeeesssrresereeesseseneeeserssssssesssssssmeesmnseesesssssssssssssnssesiestd i 00 80 s B3TY 0 b0 soimp oot e
DETETTE INCOME LAXES .vvvvverrrrerseeereesesssiseseersesssesecsseseresssesssssessasssssasssasesssssanssssnns it (905), -+, 681, .., 84
Changes in operating’assets and liabilities: HENARTEE IR AT E s
Accounts recelvable EEAAE v eeeeeeeevse s eeeeeeeessssassasesaes s bs s sresasesasesssssanassnase | (750), . (1,220), .- -, 1593
ACCOUNES TECEIVADIE = OIET <. vvvveeveeee e seeseseseseeesssasssesaessssessssresessssssesnssess Ty ey P8y 047 5y . (140)
Inventories ............ e (2,406 - ,;-717,838 oo (1,406)
;. Prepaid expenses and other current assets Cp(816) e (B, L (112)
- /AGcOUNtS Payable. L. . T T T S862 L 12y, 1,687
Accrued liabilities, deferred rent and other Iiabilities ...............ooeeeeuerrrirarmsivnseneeens 325 783 (356)
- Net cash- prov1de|d by Operating activities ...y 7,086  7.563.,- 3,735
' g ! B Tas el L s 1
CASH FLOWS FROM INVESTING ACTIVITIES:-.,3 - AN g L ey e e L
Additions to property, plant and eqUIPMENL.........cuvriir s (2 085). . (445).....(972)
Product 1ine PUFCRASES ..l i esceieicrerrssaisseisnnsn e (8,603) (13,019.);;-(10,795)
* Proceeds from sale of eq'uipment .................................................................................... . — 3,.-,114
Proceeds from Sale Of SECUTIHIES . i iererereieierrrririssseseesceeerccsssessssasessississss s s sssssasssasaree B T T ,rl?O
_Proceeds from insurance,claim TR N A .-..,111 Vg —
Collection of notes receivable g 14 .45
- Additions to otherassets ..................... 0 (297) . (106) ;(378)
Net cash used in mvestmg ACHVIEIES wev e reoseveeemeseeesererereeeeeesssesssssesasesssmsnessessensns (10,967) (13 ,442) (I 1,816)
' . . et e}
CASH FLOWS FROM FINANCING ACTIVIT[ES ' AT e e L
Principal borrowings... . e e eaaeiin e - oo T 10 000 41 8 895
‘Principal payments on bé)rrowmgs........................:....z..\.: ..................... AETO SO POR PP L(3 591) . (1,530) - (885)
. Proceeds from stock placement (net of expenses of $426) L. .10,482 ., 5,677 ., . u—
Proceeds from exercise of stock options.............. s ereeraeeneenneereere s aen s e e s bt . 38 . e 0 6070n, .,3 7
Payment of dividends........cociimiiii s « (660): . .. (529)., ... .(452)
Net cash provnded by financing activities .; 6 269 1, 13, 685a o1 1,565
NET.INCREASE'IN CASI;I AND CASH EQUIVALENTS ......cvevereecrmececsnsisnsnininis . 2, 388 7 806 2 (516)
; T ".;I SR TR
CASH AND CASH EQUI\I/ALENTS AT BEGINNING OF YEAR........ccocoooniiiiiiiins i 8 780 pae 0974, 1,490
...... ARIFURPITR1 () B
CASH AND CASH EQUITALENTS AT END OF YEAR .......................... rereasiesarsngerns $11 168 -$ 8,780 $ 974
SUPPLEMENTAL DISCLPSURES OF CASH FLOW INFORMATION: “ . " et e g
Cash paid during the year fOr iNterest ....ccoiiiiminnisinsrs s $ 63 "$ 549§ 229
Cash paid during the yea%' fOr INCOME LAXES ..vvvvvrerererrinrernieveereenerer e es s bs st s srn s $ 2853 §$ 1,103 § 1,231

See notes to consolidated financial statements.
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KMG CHEMICALS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

General —KMG Chemicals, Inc. (the “Company™) is involved principally, in the manufacture and sale of specialty
chemicals in niche markets through its wholly-owned subsidiary, KMG-Bermuth, Inc. The Company sells three wood
preserving chemicals—pentachlorophenol (“penta”), creosote and sodium pentachlorophenate (“sodium penta™). The
Company also sells tetrachlorvinphos products, a pesticide sold to domestic livestock and poultry growers under the Rabon
and Ravap trade names to protect animals from flies and other pests, insecticidal ear tags for cattle, and other insecticidal
products for use on livestock and their premises, as well as an herbicide product consisting of monosodium and disodium
methanearsonic acids (“MSMA™)..The herbicide product is sold by the Company in the United States as Bueno 6 to protect ‘
cotton crops from weed growth, and sold as Ansar 6.6 for highway weed control.

. The Company manufactures penta, sodium penta and MSMA at its plam.in Matamoros, Mexico through KMG de
Mexico (YKMEX"), a Mexican corporation which is a 99.98% owned subsidiary of KMG-Bernuth. The Company has three .-
main suppliers of creosote, which it selts throughout the United States. The Company contracts with third pames for the-
supp]y ofthe. tetrachlorvmphos and other animal health active ingredients. - . .

- The Company ] 51gn1f' cant accountmg p0I|c1es are as follows:. ..
. Principles of Consohdanon —The consolidated financial statements include the accounts of KMG Chemicals, KMG-
Bernuth, and- KMEX. All significant inter-company accounts and transactions have been eliminated in consolidation. ,;

. Use of Estimates —The preparation of financial statements in conformity with accounting.principles generally accepted
in the United States of America requires management to make estimates and assumptions that affect the reported amounts of .
assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and the reported
amounts of revenues and expenses during the reporting period, Actual results could differ from these estimates.

o
Cash and Cash Eqmvalems —The Company con51ders all mvestmcnts with orlgma] maturities of three months or less
when purchased to be cash equivalents. .. ‘ ! S

Fair Value of Financial Instruments —The carrying value of financial instruments, including cash and cash
equivalents, accounts receivable, and accounts payable approximate fair value because of the relatively short maturity of
these, mstrumems The fair value of the Company’s debt at July 31, 2006 and 2005 was estimated to be the same as its
carrying value since | the debt obilganons bear interest.at a rate consistent with cuitent market rates.

In February 2003, the Company entered into an interest rate swap to fix the interest rate on the Company’s term loan at
5.0% through December 20, 2007 (see note 9). In accordance with SFAS No. 133, “Accounting for Derivative and Hedging
Activities” T.h]S "derivative instrument is accounted for as a cash flow hedge The swap is reported on the consolidated
balance sheet at fair value as either an asset or a liability. The interest rate swap was recorded on the consolidated balance
sheets as an asset of approximately $86,000, and $79,000 as of July 31, 2006 and 2005, respectlvely The unrealized gain or
loss on the swap is included in,accumulated other comprehensive income on the consolidated balance sheet. For the years
ended July 31; 2006, 2005 and 2004, respectively, the, Company recorded gains of approximately $4,000, $31,000 and
$14,000 for other comprehenswe income associated with this interest rate swap. The effectiveness of the hedge was evaluated
for the year ending July.31, 2006. it was determmed that the hedge was successful at fixing the effective interest rate on the
Company’sterm loan at 5.0%. « + ... .. _ - . . Co . Ca .

‘r

In accordance with SFAS No. 133 cenam criteria must be met before an interest rate swap or other derivative |
instrument is accounted for as a hedge. This mcludes documentauon at hedge 1ncept1on of (i) the hedging relationship and the
Company’s nsk management objective and strategy for putting the hedge in place and (ii) an indication that the hedging .
relationship is expected to be highly effective in hedging the desngnated risk during the term of the hedge. "The effectiveness
of the hedge is tested periedically and at least quarterly. The Company’s hedging policy requires that only risks
(i} determined to have:a potentially material impact on the financial performance of.the Company and (n) for which there
exists a perfect hedge employmg ﬁnanCIaI mstruments in a mature market, be considered for hedging. .

4':‘ e e <, oo L - . ’
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Inventories —lnven;tories are valued at the lower of cost or market. Cost is determined using the first-in first-out
(“FIFO”) method. ;

Property, Plant, and Equipment —Property, plant, and equipment is stated at cost less accumulated depreciation and
amortization. Major renewals and betterments are capitalized. Repairs and maintenance costs are expensed as incurred.

Revenue Recognition —In general, the Company has only one revenue recognition transaction in which our chemical

- i . . .

products sold in the open Imarkel are recognized as revenue-when risk of loss and title to-the products transfers to customers,
which usually occurs at the time a shipment is made. ‘

Cost of Sales —Cost of sales includes inbound freight charges, purchasing and receiving costs, inspection costs and
internal transfer costs. In l'he case of products manufactured by the Company, direct and indirect manufacturing costs and
associated plant administrative expenses are included as well as laid-in cost of raw materials consumed in the manufacturing
process. i . : S

Allowance for Doubtful Accounts —The Company provides an allowance for accounts receivable that it believes may
not be collected in full. A provision for bad debt expense recorded to selling, general and administrative expenses increases
the allowance. Accounts receivable that are written off decrease the allowance. The amount of bad debt expense recorded
each period and the resulti'ng adequacy of the allowance at the end of each period are determined using a customer-by- -
customer analyses of accounts receivable balances each period and subjective assessments of future bad debt exposure. Write
offs of accounts receivable balances have been insignificant historicaily. The allowance was $35,000 and $150,000 at -
July 31, 2006 and 2005, réspectively.

» ! R ¥ N s

Selling, General and Administrative Expenses —These expenses include selling expenses, product storage and
handling costs and the cost {primarily common carrier freight) of distributing products to the Company’s customers.
Corporate headquarters’ expenses, amortization of intangible assets and environmental regulatory support expenses are also
included. C o .

Shipping and Handling Costs —Shipping and handling costs are included as both a cost of sales and as selling, general
and administrative expensés. Inbound freight charges and internal transfer costs are included in cost of sales. Product
storage and handling costsTand the cost of distributing products to the Company’s customers (distribution expense) are
included in selling, general and administrative expenses. Other companies may record more of their shipping and handling
costs in cost of sales, or iniselling, general and administrative expenses.

‘ A hiniies
i <

Income Taxes —Deferred income tax assets and liabilities are determined using the asset and liability méthod in
accordance with SFAS No, 109, “Accounting for Income Taxes.” Under this method, deferred tax assets and liabilities are
established for future 1ax consequences of temporary differences between the financial statement carrying amounts of assets’
and liabilities and their taxjbasis.

Earnings Per Share -——Basic earnings per common share amounts are calculated using the average number of common
shares outstanding during each period. Diluted earnings per share assume the exercise of all stock options having exercise
prices less than the averagcI market price of the common stock using the treasury stock method. t :

Foreign Currency Tr:anslation —The U.S. dollar is the functional currency for the Company’s foreign operations. For *
those operations, re-measurements to' U.S. dollars from currency translations are included in the'statement of income,

Stock-Based Compen:mtion - The Company has adopted Statement of Financial Accounting Standards No. 123
(revised 2004), “Share-Based Payment,” (“FAS 123(RY") which requires the measurement and recognition of compensation
_ expense for all share-based payment awards made to employees and directors; including employee stock options based on
estimated fair values. FAS} 123(R) supersedes the Company’s previous accounting under Accounting Principles Board
Opinion No. 25, “Accounting for Stock Issued 1o Employees™ (“*APB 25) for periods beginning in fiscal 2006. In March
2005, the SEC issued Staff*Accounting Bulletin No. 107 (“SAB 107”) relating t0 FAS 123(R). The Company has applied the

1

provisions of SAB 107 in its adoption of FAS 123(R).

The Company adopted FAS 123(R) using the mddified prospective transition method, which requires the application of
the accounting standard as of August 1, 2005, the first day of the Company’s fiscal year2006. The Company’s Consolidated
Financial Statements as of and for the fiscal year ended July 31, 2006 reflects the impact of FAS 123(R). In accordance with

. |
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the modified prospective transition method; the Company’s Consolidated Financial Statements for prior periods have not
been restated to. reﬂect and do not include, the lmpact of FAS 123(R).

No options weré granted in fiscal year 2006. A descnptlon of options that were granted in fiscal years 2004 and 2005 are
included in note 14 to the consolidated financial statements. The fair value of each option award was estimated using the
Black-Scholes option pricing model. The fair value of optiens granted under equity compensation plans during fiscal years
2005 and 2004 was approxamately $279 000 and $540,000 respectwely The followmg assumptmns were used in esumatmg
the fair value: - . -

2005 2004

VORRIIEY ettt sttt s s sesereresesesesesesesesereresesesereeesere 63% 59%
Dividend yield ..o B preeieneens 9% 1.3-1L5%
EXpected termm (YEArS) oo oo etie et be e s v nan st ee e 94 10.0-154

RUSK f1e8 FALE. ..o vvevireeeee ettt enean! eere s S 42%  44-45%

Volatility is calculated from the historical volatility of the Company’s stock. The Company has a history of no ,. .’
forfeitures or expirations, so none were assumed. All options have a 10-year contractual term upon vesting. The risk free
rate is based on interest vates for Treasury notes of comparable term.

A summary of option acuwty assoc1ated wnh employee compensation for the fiscal year ended July 31 2006 is .
presented below: .

Weighted Average Aggregate

Weighted Average Remaining Centractual Intrinsic Value

Options ' : Shares . _Exercise Price ' Life (vears) - ($.000)
Cutstanding at 8/1/2005............ . 796,950 $ 416 - S . : ‘
Granted
Exercised ....ccccccoemrennienenncinne, (22,000 3 3.78
Forfeited/Expired.... - — —
Outstanding at 7/3 1/2006 .......... . 774,950 % 4.17 7.83 2,965

5 4.16 6.52 2,454

Exercisable at 7/31/2006........... . 638,450

The weighted average grant-date fair value per share of options granted in fiscal years 2005 and 2004 was $5.59 and
$2.70 respectlvely The total intrinsic value of options exercised during ﬁscal years 2006, 2005 and 2004 was apprommately
$84,000, $4,000 and $95,000 respectively.

A summary of the status of the Company’s non-vested shares as of July 31, 2006 is presented below:

Weighted Average

Non-vested Shares Fair Value per Share

Non-vested at 8fl/2005 ...... VT S 181,000 . : . . 246
Granted i....covvvivicnniienien Tevrrens S : — C —
VEsted oot R : ; (44,500) . ¢ : o 2.26
Forfeited/Expired.....c..cccocverennne. — : .—
Non-vested at 7/31/2006.............. 136,500 2.52

" As of July 31, 2006 there was approximately $187,000 of total unrecognized compensation cost related to noni-vested
employee stock options. That cost is expected to be recognized over a weighted average period of 2.9 vears. The total fair-
value of shares vested during fiscal years 2006, 2005 and 2004 was approximately $101,000, $384,000’ and $237,000
respectively. )

" Performance based stock awards were granted to five executives on September 2, 2005 under the Company’s 2004 Long
Term Incentive Plan. The awards were granted as-a Series | award and a Series 2 award, The Series 2 award was fora
maximum of 19,360 shares subject to a performance requirement that the average annual total shareholder return equal or.
exceed 10% over the three year measurement period. Total shareholder return is calculated using.both siock price
appteciation and d|v1dends paid. . . . . s

The three year measurement period for the award begins August 1, 2004, and the shares vest on July 31, 2007. The
closing price for Company common stock on September 2, 2005 was $8.35. The fair value for the maximum number of
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Series 2 shares was $162, 000 Using a binomial model, it was determined that there was a 32% probability that the average .
annual total shareholder return would not exceed 10%. .Therefore, the fair, value of the Series 2-award was discounted by
32% to approximately $110,000 to be recognized over the 23 month vesting period from September 2, 2005 to July 31, 2007.
The risk free interest rate used in the binomial mode! was based on Treasury note interest rates and was 4 0%. The volatllny
used in the model was 56% The time to maturrly was 1.9 years. ‘

1

The Serles 1 award was for a maximum of 29,040 shares subject to a performance requirement COmpOSed of certain’
revenue growth ob_lectlves and average annual return on eqmty objectives. The revenue growth objectives and average
annual return on equity objecuves are estimated quarterly using the Company’s budget, actual results and long term
projections. Based'on performance through July 31, 2006 and the Company’s budget for fiscal year 2007, 60% vesting was
projected to be the probable vesting at the end of the measurement period for the Series 1 Award. Therefore, the Series 1
award was prOJected to have a fair value of approximately $145,000-to be recogmzed over 23 months.

To date no shares h4ve been vested from either series. As of August 1, 2006 there was a projected total unrecogmzed
compensation cost related to non-vested share grants of approxrmalely $133, 000 ThlS cost is expecled to be recogmzed
during ﬁscal year 2007. ; .

In fiscal year 2006, 'the Company recognized $84,000 in compensation cost relating to the vesting of stock opuons that

| were granted in prior ﬁscal years. In fiscal year 2006, the Company also recognized $69,000 in compensation cost relating to
the vesting of Series 1 stock awards and $53,000 relating to the vesting of Series 2 awards. In November 2005, 20,000 fully
vested shares were granted to the five non-employee directors. The fair value was determined to be approximately $] 53,000,

and was recogmzed in ﬁscal year 2006,

The effect on net earnmgs and eammgs per share of the Company before and after application of the fair value -
recognition provision of FAS 123(R) to stock-based employee compensation for the fiscal year ended July 31,2006is -
illustrated below: i -

! o ' Year Ended July 31,2006 ¢ -
‘ Net Earnings Effect of Stock .+ I

| . L Before Based )
. Application of = Compensation Net Earnings
! ‘ : FAS123R . Expense as Reported .
(Amounts in thousands, except per share data)
Eammgs before i income taxes. . . . % 6,249 % (359}, S 5,890
Provision for income LAXES wovrrsvvrerrsrree s R . * '(2,243) ) 129 " (2,114)
NEE EIMINES ..coooveneensivrvrasnsemsermmmisi s sssssssssriesesssesseeneee et $ 4,006 $ 230y $. 3,776
Earnings per share: 1+ . |
Basic .....ovoveveeeeneees L e eees s s o $ 0.45 . ($0.03) 8 0.42
Diluted ............... 7...:, ................................................................................. b} 0.42 (30.02) % 0.40

| .
i . R .
The pro forma effect on net earnings and earnings per share as if the Company had apphed the fair valué recogmuon
proviston of Statemenll of Financial Accounting Standards “Accounting for Stock-based compensation” (“FAS ]23”) to
Stock-based employee compensation for the fiscal years ended July 31, 2005 and 2004 is illustrated below, amounts in
thousands except per share data: .

1 . 2005 2004

Net earnings, as reported ........................................................................................... o 3 . 3,052 & . . 1,763
Add: Total stock- based employee compensation, expense ‘included in reported net S .
earnings under intrinsic value based method for all awards, net of related tax .
effectS s e er e e enveseae et e e et et se st s b bbb —_— —
Deduct: Total stock—based employee compensation expense determined under :
fair value based method for all awards, net of related tax effects......ccoverriien. .y (254) .- (159)
T Y T st S 2,798 . $ 1,604
Earnings per share: ' ' : e C . ; : . o
Basic, as reponed]. ................................................................................................... $ 03 § . .+023
Basic, pro FOTITIA. Lo eeees s eeee e ees e eess b os s s ans st st by 035 § 0.21 ;.
Diluted, as reponed ................................................................................................. $ 037 § 0.23
ool 034 §

D]luted pro forma .................................................................... e s 0.21

|

!
f
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1o ;rlmangrble ‘Assers —For,the purpose: -of the consolidated financial-statements, identifiable. 1ntang|ble assets with a-
defined life’are bemg amortized using the straight-line method overthe useful lives of the assets. Identifiable intangible- :
assets of an indefinite:life are not amortized in accordance, wrth SFAS No. 142,;i{Goodwill and-Other Intanglble Assets.” ., .-
These assets.are requlred to.be tested for impairment at least annually See note, 8.to the consolzdated financial statements
. R 3 108 LRI XL MR
Concentrations of Credit Risks —Financial instruments that potentially subject the Company to slgmﬁcant
concentrations of:credit risk consist principally of cash and. cash_equrvalent_s and accounts receivable, Although the:amount of
credit exposure to any one institution may exceed federally insured amounts, the Company limits its cash investments to,
high-quality financial institutions in order to minimize its credit risk. With respect to accounts receivable, such receivables
are primarily. from wood-treating manufacturers located worldwide and agricultire chemicals distributors in.the United,
States. The Company extends credit based on an: evaluation of the.customer’s, financial condition; generally without requiring
collateral. Exposure to losses on receivables is dependent on each customer’s financial condition. At July 31, 2006, one
customer represented 15% and another customer represented 1 1% of the Company’s accounts receivable.. At July 31, 2005, .
one customer represented 15% of the Company s accounts receivable. '
wers TRAn A0 seniend L e L land e Seineas oL 0w sl e s oo ot et L e
Concentratwn of Suppliers —The ‘Company purchases:.creosote primarily from two supplrers +In fiscal year 2006 and-.
fiscal year 2005 creosotefrepresented 43% and 49%rof total net sales; respectlvely Wi e i ke, 0y
P T L T T T L T e.l: T L
€9 Concemrauon of Opemnons in Other, VIS : DN
Matamoros; Mexico: Property, plant-and equipment __on_the;Co_mpany%s;consolidated»balance-sheet of approximately ..+ iy
$3,112,000 in.2006 and.$4,559,000.in-2005.are assignable to;the' Company’s plant:in Mexico.iThis concentration of . . *
operations outsrde of the.Company’s; home country,exposes-the. Company to the risk that; jits operatrons maybe d1srupted in-
the future:s, it 2y ; 'llh vivspa Domioe ™ asve st 5 o8 U dvnny-d B0 naillhm Tl waiu e e e D0 e

- Tl
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In February 2006 the FASB issued SFAS No: 155, “Accounting for Certain Hybrld Fmancnal Instruments “which, ;
amends SFAS No..133. .and SFAS No: 140.,SFAS No. 155 permits hybrld fmancral instruments that contain: an embedded:
derivative that- would otherwise require b1furcat10n to 1rrev0cablytbe agcounted for at fair, value; with changes in fair value
recognized in-the statement:of income. The fair,value election. .may,be applied on an;instrument- by—lnstrument basis. SFAS:,
No. 155 also eliminates a restriction on the passive derivative instruments that a qualifying specral purpose entity may hotd.
SFAS No. 155 is effective for those financial instruments acquired or issued after September 15, 2006. At adoption, any
difference between the total carrying amount of the individual components of the existing bifurcated hybrid financial’. -
instrument and the fair value of the combined hybrid financial instrument will be recognized as a cumulative-effect. . ... .
adjustment to beginning retained eamings. We do not expect the new standard to have any material impact.on our fi nancral: v
position and results of operatrons

4 .
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In March 2006, the FASB issued SFAS No. 156, “Accounting for Servicing of Financial Assets, an amendment of
FASB Statement No. 140.” SFAS No 156 requtres all separately recogmzed servrcmg assets andﬁserwcmg liabilities to,be
initially measured at farr value 1{ practlcable The standard permlts an entlty o subsequently [neasure each class of servrcmg
assets or serv1c1ng ‘liabilitids at fair valte and © Feport changes in fair Valu€ in the Statemen “of i income in the. perlod in Wthh X
the changes occur. SFAS No. 156 is effective for the Company as of December 1, 2006, “The Company daoes not expect the ™
new standard to have any material impact on our financial position and results of operations.

In September 2006 the FASH issued SFAS No. 157, “Accounting for Fair Valué Measireménts.” SFAS No. 157
defines fair value, and-establishes a framework for méasiring fiir valiié in geénerally accépted accouinting principles (GAAP)
and expands disclosure, aﬁl?out fair value measurements. SFAS No. 157 is effective for the Company for financiaj | statements
issued subsequent to’ November 15, 2007. The Company does not expect the new standard to have any material lmpact on
our financial posmon and results of operatrons b i et et

In July 2006, the FASB 1ssued FIN No; 48, “Accountmg for'Uncertainty in Income Taxes - an mterpretanon of FASB
Statement No. 109.”" ThlS mterpretatmn clarifies the accounting for uncertainty in income taxes recognized'in an entity’s -
financial statements in accordance with SFAS No. 109, “Accounting for Income Taxes.” It prescribes a recogmtlon threshold
and measurement attribute for financial statement disclosure of tax positions taken'or expected to be takén on a tax return.’ ©
This 1nterpretatron is effectrve for fiscal years beginning after December 15, 2006. The Company will be requ1red to adopt .
this mterpretatlon in’the first quarter of fiscal year 2008 Management is'currently evaluating the requirémerits'of FIN No."”
48.
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In September 2006, the FASB issued FASB Statement No. 158, “Employers’ Accounting for Defined Benefit Pension
and Other Postretirement Il’lans.” This Statement requires an employer to recognize the over funded or under funded status of
a defined benefit post retirement plan (other than a multiemployer plan) as an asset or liability in.its statement of financial .
position, and to recognize changes in that funded status in the year in which-the changes occur through comprehensive
income. The Company does not expect that the implementation of SFAS No. 158 will have any material impact on-its
financial position and results of operations.
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* Reclassifications L—(i:enain reclassifications of prior year amounts have been made to conform to.current year

presentation. i ot ST '
; T . - . 1 : ' e TR
Segment Reporting lTFor purposes of financial disclosure, the Company’s four business segment operations'is - i
organized around its four product lines. See note 15 to the notes to consolidated financial statements. -~ .~ ..+ ' '
2. .+ ACQUISITIONS ‘ - - Lo O ' S
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In February 2006, the Company purchased certain assets of the animal health pesticides business of Boehringer
Ingeiheim Vetmedica, Inc: The assets we purchased included pesticide registrations for pesticides used on cattle, swine,
poultry and livestock premises, a manufacturing and warehouse facility in Elwood, Kansas and related equipment. The: .
Company also purchased %he insecticides finished goods, raw materials and packaging inventory on hand at closing. The
pesticides registrations-accl:luired in the transaction are for the United Statés, Canada, Mexico, Australia and several countries
in Latin America. The new pesticides include insecticidal ear tags-for cattle and several liquid and dust formulations for . "
livestock and their premises. Through the end of fiscal year 2006, Bochringer Ingelheim marketed the purchased pesticides as
the Company’s sole distributor in the United States pursuant under a transition agreement. The purchase price was :
approximately $8.9 millio:n, including $2.7 million of inventory. The acquisition was financed entirely with available cash.

In June 2005, the Co'mpany purchased certain penta assets from Basic Chemicals Company, LLC, a wholly-owned
subsidiary of Occidental Chemical Company. The penta assets were acquired by Basic Chemicals Company from Vulcan
Materials Company i'mmefdiately prior to the Company’s purchase as part of a latger transaction to acquire'the‘entire + ~
chemicals business of Vuican Materials. The consideration that was paid Basic Chenmicals for the assets was $13,431,000 and
included a $10,000,000 pfomissory note. The promissory rote is payable in five equal annual principal installments of* + ~ -
$2,000,000 plus interest at 4% per annum: The table below summarizes the total amount paid for the acquisition:’ .

. o P . E : . oL . .

e 1 1 . A *
- ! . .
e ! ! G . o B oo . n b
Cash paid at Closing ...l bt eceercnnsansiss TS creeived NIRRT $ 3,430,780 - - -
Promissory note i ; ' ; X L0 10,000,000 L
Other costs of ACqUISIHON ovve.iverieeeiiivnessisienssnnenre s FT e . - 18934 . e
Total conSideration Paid..h........cocuierrerrmiiisreeeme s s $13,449,714 W

! .
1 P S . . . . VT e T T e e
. J' ' L) " " ) R a R - o LR
The purchaéef:l'éssets incliided product registrations and related data, manufacturing equipment, a non-compete
agreement with the seller] and the seller’s inventory of finished product. Thé table below summai'izes'.’_the allocation of the
purchase price to the acquired assets C o T H

T4

i o oo

TVEIOTY crrcrtrsrspesosos ooty 8 430,780
BQUIPENL. .o cecerrerr e s . .579,782 °
Total tanglbleassets Dot o0562 "

.‘ N ] . E d . - - o Fa . lI. AN .,,,-_ -.i L ]
NON-COMPELE AZTCEIMENE te.eorertsssereneecresmsssarinssssssssssssssrsssssssssssssssssssssssasesistnsses A i/ B
Penta supply agreement...... . , N 5,948,058 .,
PrOAUCt FEISITALONS ovyereeirrorerrrrrroe vt 6:405,324
Total intangible hséet‘s_....!........“...' ..... e ..... : ) 12;439,i52
Total acquired _ééééts . . . , : 13,;49,7. 14 ‘.

44




In December 2003, the Company purchased certain penta distribution assets of Wood Protection Products, Inc. As part
of the purchase, the Company also granted an option to acquire 175,000 shares of its common stock, exercisable at $2.50 per
share. The acquisition included distribution and plant equipment, inventory, penta product registrations and a consulting and
non-compete agreement with the seller’s principal shareholder. The cash purchase price was primarily financed with a
$6,000,000 term loan from SouthTrust Bank. The table summarizes the total amount paid for the acquisition.

Cash PaId 8L CIOSINE ........oovvvrveeeeeeoeeeeeeeeesesseacerresseeeeees st seeessse e $ T 6;194,600
Payment commitments over the subsequent 6 months ........... rereereeeaaarrs v S 610,000
Total cash paid in fiscal year 2004 ..o 6,804,600
Estimated value of stock options Sranted ......c.cccceccrereciormrrnrirerinncneneesseres s ersesssenes 298,200
Other costs Of ACAUISILION ........oovvvrsereninitini s sanes 53,341
Total consideration Pait..........coveiereicecicinieeseee e cee ettt res e s s se st e e g 7,156,141

The acquisition included Wood Protection Product’s distribution and plant equipment along with its invéntory and
product registrations. It also included a consulting agreement and a non-compete agreement with the seller’s principal
shareholder. The table summarizes the purchase price allocation for the acquisition.

Equipment : _ _ , _ $ 297,000
Inventory......... e S e e s 204,600
Total tangible assets......o.ooovrreverervreienna) SRUTRUUOURR, STOUURR, e a 501,600
Product registrations, consulting and non-compete égreehents 3,614,060
GOOAWILL ..ottt et e e e e ee e et e e es e sens s e sene ennentsnsennn 3,040,542
Total intangible assets, including 200dWill............c.oovivvvimicnineeec et 6,654,542
Total ACQUITE BSSELS... .t ireirecccrrrrinesrenererrsesene e sre s ssr e sesaanssasesessessreseesensasasesson b 7,156,142. .

The pro forma effect of this acquisition and the associated financing on the Company’s h:smncal results for the year 7

ended July 31,2004 is presented in the followmg table:

. e , C 2004
REVETIUES. ..ot cveeiieesnnein sttt e e e e s st vbt et sebase et se e e s esaab s ss s s smn e e seansabesbsetmsmsesaeanaan $ 46,069,259
OPETALING INCOIMIC. ...eireereiiiieietereereererrestet e reesestesee s srestssa et eassessannasasbe st sreensesessensrbore 3,532,843
INEL IIICOINI ..o eevieceesieesee st e e et e et e sabesaava e s seesseesserereasstaeesnessaeasnsanterntetseereesntesnensntes 1,979,558
Basic eamings per share ........... ' ......... e et %0 0.26
Hho. 4 RN , o A T e, o s r

In June 2004, the Company purchased creosote product registrations from Trenton Sales, Inc. In connéction with that
purchase, the Company entered into a supply agreement with Lutkin Creosoting Co., an affiliate of the seller, by which the
Company will sell Lufkin Creosoting its creosote requirements for its wood treating operations. The Company also obtained
the seller’s creosote supply agreement with a Mexican producer of creosote. Although the Company had been purchasmg
creosote from the Mexican creosote producer prior to the acquisition, the acquisition will have the effect of i increasing the
Company’s purchases of \hat lower cost creosote supply. The Company also purchased the Ravap trade name and inventory
from Boehringer Ingelheim Vetmedica, Inc. in June 2004. That trade name is for a product that contains Rabon, the animal
health product registration line we acquired for $3,856,000 in fiscal year 2003 from Boehringer. This acqmsmon extends our
available Rabon product category. The creosote distribution and Ravap acquisitions were completed using available cash,
borrowings under our revolving loan with SouthTrust Bank, now Wachovia Bank, and by increasing one of our senior term
loans with that bank by $2,954,000. Based on the size of these two acquisitions, pro forma information is not presented.

f . . . -

45




3. INVENTORIES : o : = . R
lnven!tories are SLllmmarized aS‘follo';vs ot I dly 31, 2.006 and 2005 (ln thous'an'c_ls):.‘
! o ) - e -'2'0'06 . 2005
Chelnical raw materials ar?u:l SUPPHIES..cerreeisirervee i e s $§ 3500 $ 1,264
Finished chemicalproducls..........:.; .................. et s e Lo 6471 3,590
| - : ' §° 9971 § 4854

4. PROPERTY, PLANT AND EQUIPMENT

Property, plant, and equipment and related accumulated depreciation and amortization are summarized as follows at
July 31, 2006 and 2005 (m thousands)

[ 2005
e T NSO OO SR 1 S SR %
Buildings................. EOTS AT oot eeeeeeeeeeeein i 4,902 1,893
PN oo LA DO VOO SO SRR e = 776 S 1,761
EQUIPIMEN v revereeeresen e S SOOI 6,274 6,749
Leasehold improvements ! ...... T IR 125 125
Construction-in-progress i ........ SO UOUUTTRT Lerrerrensinsin e e 720 - 384
) B . R r

i 13,463 11453,
Less accumulated depre(:lauon ANd AMOrLIZAON 1vvreiieii e . ' (4,314) {5,990)
Net property, plant and equ1pment .............. N eveegeree i eaeas PSSR SO -3 9,149 $ 5,463

Approximately 34% of the Company’s property, plant and equlpment is located in Matamoros Mex1co Most of the
remaining property, plant| and equnpment is located at the Company’s formulation and dlstr1but1on facilities in Elwood,
Kansas and Tuscaloosa, Alabama . - :

l
‘|
Depreciation is. cromputed pr1marlly using a stralght-lme method over the estlmated useful Iwes ol the assets.
Depreciation expense was approximately $1,308,000, $1,081, 000 and $1,009,000 in 2006, 2005 and 2004, respectwely The

estimated.useful lives of classes of assets are as follows: N

r
Asset Description ' B ' ' _ o - ' Life (Years) T
8 Bmldmg....'....ﬁ..‘._.'._....l ..... RTER S, ORI S S TR e 15100307
A Plant‘-..'....E...........: ....... ST OSSOSO ‘ 10 to ‘18"
e Equipment....oo../ooeeeeeereeoeee e e e s e el 3wl '
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5. IMPAIRMENT CHARGE e

' Leasehold 1mprovements )

oot

MSMA product prlces and volumes had improved in fi scal year 2005 over the prior yéar, but in fiscal year 2006, net
sales revenue for MSMA|product declined, primarily in the fourth quarter, on both lower prices and volumes. For the first
time we experienced an operatmg loss in the fourth quarter, and also for the first time, our operating loss for the fiscal year
exceeded depreciation and amortization for the business. In addition, in August 2006 the EPA published its preliminary
decision not to re—reg1ster MSMA and other organic arsenical herbicides, and said that unless it changed that decision after a
‘comment period, it would seek to cancel the registrations that allow these products to be sold in the United States. We
believe that the sc:emlfic'data supports the re-registration of MSMA, and we intend to provide scientific information to the
EPA and defend the re- reglstratlon of our MSMA products. Because EPA’s decision is not a final action, farmers, turf
managers and others may| continue to use MSMA products for all currently registered uses and crops. The EPA’s preliminary

L
|
|
1
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decision, is expected to'add-significantly to the cost of maintaining the registration in the United States. As a resuli.of the
deterioration-in MSMA market conditions at the end of fiscal year 2006 and the EPA’s action; we concluded that assets
related to MSMA are impaired, and that an impairment charge of $2.4 million in the fourth quarter of fiscal year 2006 is
required based on diminished future expected cash flows and a shorter expected useful life. The net value of the long-lived
MSMA assets on the Company’s balance sheet is $175,000 afier the impairment charge. The impaired assets consist of
registrations and property, plant and equipment related to the production of MSMA products at Matamoros, Mexico. This
impairment charge is included in selling, general and administrative expenses. The impairment charge appears solely in the
agricuitural chemtcals business segment. Co S

The fair value of the long-lived MSMA assets, for purposes of determining the impairment charge, was calculated
using an expected present value technigue that assumed multiple cash flow scenarios reflecting the range of possible future
outcomes.. A risk free rate consisting of the interest rate earned by Treasury notes was employed to determine the present
value of the future cash flow streams.

6. FOREIGN CURRENCY REMEASUREMENT

Monetary assets and liabilities and income items for KMEX are re-measured to U.S. doHars at current rates, and -
certain assets (notably plant and production equipment) are re-measured at historical rates. Expense items for KMEX are re-
measured at average monthly rates of exchange except for depreciation and amortization expense. All gains and losses from
currency re-measurement for KMEX are included in operations. Foreign currency re-measurement resulted in an aggregate
exchange loss of approx1mately $9,000, $12,000 and $15,000 in fiscal years 2006, 2005 and 2004, respecuvely

7. INCOME TAXES

The geographical sources of income before income taxes for each of the three years ended at July 31 (in thousands):

; 2006 - 2005 2004
UHEA SEALES 1rrvvvove eveerearerareseesssnnaresssesssessnserssessssssssesssssasssssssssesssesssssesennsenen -$ 6366 $ 3934 § 2,525
FOr@IgN ot et res (476) 886 319
Income before INCOME tAXES ....ocvveuiierece e eeeeencessnie et er e rese e $ 5,800 % 4,820 § 2,844
' 1 .| o . *
¢+ The provision for income taxes at July 31 consisted of the following: , co, K
‘ 2006 2005 2004
Current , Pt et S S
Federal .........ccceeeee. PO U S Ly 2,438 % 793§ 788
reign...... v s Lo .26, 191 109
State ...\ S e e s b 297" o122 7. .. 100
1,’ . ! ' . ., ll Lo T " . e 1
, woeo , , 1 3,021 1,106 . 997
oo PR ‘ ] ; oot ' " Y b e e T - -‘1 ‘a ‘ o ' ’
Deferred: R T - s P U e
Federal...oivrereeeriiieiececeeereresr e et (410) 564 77
Foreignt it S PO S P P . e S T e (461) 4. . .48 —_
SEALE covvveerrer e e e e s st s sae s rarrerend Frrrrrreeda i s s e e s e ,:; . (36) o 50 v 7
(907) 662 84
Total......coooviveccererrirenns ST OOV OURTT b 2,114 § 1,768 § 1,081
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Deferred income Lfixes are provided on all temporary differences between financial and taxable income. The *
following table presents the components of the Company’s deferred tax assets and liabilities at July 31, 2006 and 2005 (in .

thousands): ' : ‘f = '

, | R L . 2006 .. 2008
t, B . .
Deferred tax-.ass‘etszl .
Current deferred tax assets: .
Bad debt expense......... e $ 13 8 56
Inventory......ovveeevcceenas et resresarerneraeers e reeeeas TR TSP OISt . - 76 . 5
ACCIUEE HADIIIHES 1-ovv. e verees oo eeeetesesssssesssssssenss s sr e sss s sesbssssbebene e o 15 50
Other......oocivierereennnias ;‘. ............... e fesveseeeneenenneens reveenteernriresaead et eereetetearasater e et st nernan e beas 94 _ 74
Total current deferred ta}( BISBEES 1reeeeeieeeseerseereresacearsesante st aeaseeenntrasbeteabsaaaseern st serasssnnesesseeint s b .198 b 185

Non-current deferred tax assets

Difference in dep'reci"able basis of property .....lviiiinnn v OIS 3 - 903 - §- 351

Deferred compensation ..o — e et . 183 8
Total non-current defe;fred tax assetS......... R RS- reememeneas ::.'..'.......;... ....... R 1,086 § 432
Deferred tax liabilities L
Current deferred tax liabilities: ' T

Prepaid assets........ ,‘ ................................ s 8 (174) . § {104)
Non-current deferred tax liabilities: '

TOIVENTOTY 1ovucervsere ity (173) (220)

Difference in amortization basis of Intangibles ... (225} (488)

Other; ........................................................................................ ) 32y . - (29
Total NON-CUITENt deferred (X HADIHHES ...t . (430) - (737)
Net current deferred tax asset ......... I SOOI $ 24§ 8l
Net non-current deferred tax asset (liability) ........... SUSIOSUUTORRRR SO $ “656 '8 (305)

: i
No valuat{ion allowance has been provided for as the Company expects to fully realize its deferred tax assets in
future years. \ '

- ]

L Undistributed earnings of the Company’s foreign subsidiary amounted to approximately $1.7 million at July 31,
2006. Those earnifigs are considered to be permanently reinvested; accordingly, no provision for United States federal and/or
state income taxes has been provided thereon. Upon repatriation of those earnings, in the form of dividends or otherwise, the
Company will bessubject to both United States income taxes (subject to an adjustment for foreign tax credits) and potentially
withholding taxes payable to the foreign country. Determination of the amount of unrecognized deferred United States
income tax liability is not practicable due to the complexities associated with its hypothetical calculation. ’

3

) Duringfcalendar 2004, 'a new income tax law became effective in Mexico. The corporate income tax rate became -
33% for calendar 2004, 30% for 2005, 29% for 2006 and 28% for 2007 and thereafter. . -
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.. The following table accounts for.the differences between the actual tax provision, and the amounts obtained by
applymg the applicable statutory U.S. federal income tax rate.of 34%, to-earnings before i income: taxes for the years. ended
July 31, 2006, 2005, and 2004 (in thousands) o S LTI LV L

P T TP R T T L A £
- IR \ 5 . o TN T O 2006 ¢ . r 2008 .- 2004 )

Income taxes at the federal statutory rate of 34% v rreeerae s s aarere st et ans e aree 3 2,003 § 1:639 $ 967
Effect offorelgn OPETALIONS teveevrialnnegeeeee e Bevcranareegse s sessns vreearies i v 0 (1) o (62 —
State income taxes, net of federal i 1ncome tax effect.. . SRIRIO .
OHHET e i e g e ST aveesios  {36) .73 ... 14

Totahommmn. ettt eeeee et csetmeeeeeerenen e $ 2114 § 1768 $' 1,081

e
RE

8. - INTANGIBLEANDOTHERASSETS e n e e e

t 2t N r
Intangible and other dssets at .Iuly 31, 2006 and 2005 are summarrzed as follows
N R R N . T R I A L N A R . C
" T, T T C v 1. 2006 ) 2005 _
’ . ’ . {Amounts in thousands)
,Intanglble assetsiot “subject to amortlzatlon Qe b f Tt o .
S T PR P T I [ STt RS

Creosote product reg1strat1ons AN et AL e T 8 6,518 8 - 6,518
Othér creosote Telated assets’.....0. ... DR : T o787 78-
Penta product registrations.......... e RRTR765 8,765
Rabon product reglstranons and related'assets ..o i e, e e e 3587
Ravap product TEEISITAION. .....covvvcvrvieeeeceeen s onseesisessensserseresessen o te et e o — - 938

T { LT R S A
: o v ! » oo . 15,361 19,856
SO T T L P i S T B U bt L B e barrar ey SR g
. T N T A L T U P R N s T
Intangtble assets subject to amortization). . .

f - -
Creosote supp]y contract....'..._....‘.....:f ..... SO . ..... e 4,000 4,000
Other creosote Felated aSSEtS . . . i rrrrerssssmsnrerereseinmasnnseress e et o131 131
Other penta related assets .............. e bereraresarasaststr e eenastensreratstenensnensnsnirns 7,388 ' 7,288
MSMA product reg:stranons and related assets O RS SO 48 1,298
Sodium penta licensing agreement ' ‘ : : ‘ v : o320 7 320

Animal health trademarks...'..:.:.,;.... e . e Cor 364 o317,

Otherammalhealthre]atedassets . 5,16_5 . _"204‘
Loancosts....L._..':_.,.....,.._.....................‘.....'.’_f ...... e et 124, 121

T P TTARAM0 13619
Total1ntang1bleassets....,.:.f ..... ’ JJ' ..... J.l ....... . ;33,8()‘1 X 33,535

Less accumulated AMOTHIZATION ......oeeceeeeceer st e e B (7:,353)' (5,360)

. " . . e B ", '.’:" Lt , rop e L “||’V L .
e e T s, 26448 TS 28T

Otherassetsconsistedofthefollowing--, 0T LTV ZE C ol ' e g

P N L' SOV e

Cash surrender value on key man life insurance pol1c1es........_..,..,....:.........;.. ..... e S 1,5015 : 1,265:

(0] 171 PO ROUUR SR RPRRUPUP N o 152 102
g $ 1,667 § 1,367
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“~ Amortization:expense was approximately $2,600,000, $1;123,000 and.$630,000 for fiscal years.2006, 2005 and
2004.: The acquisition of.a:nimal.health.assetsfrom'Boehrihg'efelngelheim-in fiscal year 2006 added approximately $54,000 to
amortization expense in fiscal year 2006. The acquisition of the penta assets formerly owned:by Vulcan:Materials Company:
added approximately $1,667,000 to amortization expense in fiscal year 2006. The estimated amortization expense is
projected to be approximately $2,749,000, $2,693,000, $1,457,000, $634,000, and $613,000 for fiscal years 2007 through
2011, respectively, and $4',223,0(‘)50 to be amortized thereafter. .

L O O A L ’ D, B SO TR PLA S VR TOC R L R T AP
The Comipany pe'rfonne& its annual impairment-analysis of goodwill and intangible assets niot Subject tg v T
amortization as of July 31! 2006 and 2005 and concluded that an impairment charge Was niot appropriate.’ The Company -
incurred an impairment on MSMA product registrations, which is an intangible asset subject to amortization: See note 5to’ "
the consolidated financial statements.
oo e i il o e e e Co . e e T

9. " LONG-TERMDEBT.

As of July 31, 2006 the Company had three term loans with outstanding balances of approximatély $3'340,000,

$6,404,000 and $8,000,00i0, aswellasa _re\{olvi'ng credit facility with no outstanding borrowings. .
T T B B L P A P R LA N V) STV IR S LA

The Company entered into a revolving credit facility with Wachovia Bank National Association (which acquired its
former lender, 'S‘olrlltty"l:‘t'u'st:rBank) that provides for borrowings of up to $5,000,000. The borrowing base under this facility is
limited by a formula based on the amount of the amount of receivables and inventory., Interest under the reyolving note is due
monthly at LIBOR plus a 'margin on outstanding batances. The margin over LIBOR is dependent on a financial leverage
ratio, and can vary, bq;weén 1.75% and 2.25%. The revolving note is secured by the Company’s receivables, inventory,.and, y
general intangible assets. The financial covenants applicable to the Wachovia Bank te_r_f'n loans, discussed below, also apply ;
to the revolving credit facility. The ngpa_ny.“}gs in compliance with the revolving loan financial covenants as of July.31, .
2006. There were no amojnts outstanding under the revolving credit facility at July 31, 2006 and 2005. The termination date
of the revolving credit fa(j'ility agreement 1sJanuary 31, 2'00_7..': o ' . . ’

R .
..... e I I T A R B .|'..‘

+.v . The Company’s :ﬁscal year 2003 purchase of the Rabon products category was financed by a senior credit facility
from Wachovia Bank that also refinanced the Company’s then existing term loan facility. As refinanced, the principal
balance outstanding as of July 31, 2006 was approximately $3,240,000 while the pringipal balance .\qu_gpprpxi;natqu..! e,
$3,745,000 at July 31, 2005. The loan carries interest at a varying rate equal to LIBOR plus 1:8%. In February 2003, the
Company entered into an linterest rate swap transaction that effectively fixed the interest rate at 5.0% for the remainder of the,

térm. This indebicdness matures at the raté of approxinfately $505,000 per yéar through Decémber 20, 2007, at which timé
$2,567,000 will be due and payable. =~ " ° 7 - T L e

4 ¥ Yag P 8

creosote distribution assets and thé Ravap trade namé and inventory in June 2004, were finianded in pat by 4 second tel‘l‘}l‘ o
loan.from Wachovia Bank. The origindl principal amount of the second térm loan with Wachiovia Bank was, $6,000,000 on”
December 5, 2003. In Junie 2004, after five itionthis of @mortization, the loari'was inciéased by ‘an‘additional advande of *
$2,954,000 for tl{q“purc_:ha:tse-of the creosoté Busiricss of Trefiton Sales, Ii¢. and the Ravap trade name. The prinicipal amount
is being amortized ﬁ'ib't'}thlly-over seven years, but the maturity date is June 1, 2009. This term loan carries interest at a varying
rate initially equal to LIBOR plus 1.75%. The margin over LIBOR is dependent on a financial leverage ratio, and can vary
between 1.75% and 2.25%. The interest rate on the term loan was 7.4% at July 31,2006'and 5.51% at July 31, 2005." Thé'

principal amount of tl\le [0an was $6,404,000 on July 31, 2006.
A e My . . vam e w .

L e e e e e R N N T L S Lt A N
The acquisition of the Wood Protéttiofi Prodicts assets in December 2003 and the acquisition of the Trent.(_)fn rﬁal?s_,

T e LR PO

. The term loans with Wachovia Bank require the Company to satisfy certain financial covenants, but those covenants
were amended in‘Juné2005., The amendment eliminated minimum tangible net worth and liabilities to tangible net worth
requirements, and revised the required coverage ratio of debt to earnings before interest, taxes, and depreciation. The revised
requirement is that the coverage ratio of funded debt to earnings before interest, taxes, and‘depréciation be not greater thari*'*
3.0 to 1.0 as of July 31, 2|005 and October 31, 2005, and not greater than 2.75 to 1.0 as of January 31, 2006 and at all times
thereafter. As of July 31,2006, the Company was-in compliance with its various'debt covenants: 4 c el L T

Vot H -
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The Company’s purchase of penta registrations and data, manufacturing equipment, and certain other assets from
Basic Chemicals Company, LLC, a who]ly-owned subsidiary of Occidental Chemical Company, in fiscal year 2005 was -
financed in part by a $10,000,000 promissory note payable to the seller. The promissory note is payable in five equal annual -
principal installments of $2,000,000 plus interest at 4% per annum. The first installment was paid on June 7, 2006, and
subsequent installments are payable on the same date each year thereafter until the promissory note is paid. The principal
balance of the promissory note was $8,000,300 on July 31, 2006 . S .

Prmcapal payments due under long-term debt agreements for the years ended July 31 are as follows (in thousands)

Total 2007 2008 2009 “2000

Long-termdebt...._...........'....‘.......'-. ....... N $.,17,644 $ 3663 5 594 S 6017 $ 2,000

i - EA .o

0. COMMITMEN.TS AND CONTINGENCIES

F] e L

and certain lransportatlon equlpment Its other long-term Ilabllltles consist of obligations under a supplememal executive
retlremem plan. See note 12 to the notes to the consolidated financial statements. For the years ended July 31 (in thousands):

.
- s

Total . - 2007 2008 " 2009 R |

Long-term debt ......ccoecenrnnene. $ 17644 5§ 3663 5 . 5964 § 6,017 § 2000 3§ —
Operating leases.........ccccovennn. 2,578 1,037 634 -, 508 . 399 - =
Other long-term. , . ... .. . . . o .
-liabilities (1).voiiniinsninies, 288 . — Lo, . 288 ., o= —
Purchase obligations............ , 4,647 o 3,766 .36 - . 425 .. 80 : 20,
Estimated interest
+payments on debt {2) ......... . 2,051 957 - w646 . 380. 68 —
Estimated payments . . - : : - g .
(receipts) under interest . - oot . , o DL -
rate swap (2) U SO L (93) _{67): . - (26) . — = s

e ... $ 270115 $.. 9356 8 7574 $ 7618 § 2547 $. . 20

(1) Post retirement benef' t obligations are mcluded ‘ | B L
)] Estimated payments are¢ based on forecast interest rates as of September 2006

Rent expense relating to the operating leases was approximately $1,053,000, $948,000 and $424,000 in fiscal year
2006, 2005 and 2004, respectively. .

Enwronme:vrtal —The Company’s operations are subject to extensive federal, state and local laws, regulations and
ordinances in the United States and abroad relating to the generation, storage, handlmg, emission, transportation and,
discharge of certain materials, substances and waste into the environment, and various other health and safety matters.
Governmental authortties have the power to enforce compliance with their regulations, and,violators may be subject to fines,
mjunctrons or both. The Company must devote substantial financial resources to ensure comphanee and it believes that it is
in substantial compliance with all the applicable laws and regulations. . . . , '

Certain licenses pennits and product registrations are required for the Company’s products and operations in the
United States, Mex1co and other countries in which it does business. The licenses, permits and product registrations are
subject to revocation, modification and renewal by governmental authorities. In the United States in particular, producers and
distributors of chemicals such as penta, creosote, tetrachlorvinphos and MSMA are subject 1o registration and notification
requirements under federal law (including under. FIFRA, and comparable state law) in order to sell those products in the
United States. Compiiance with these requirements has had, and in the future will continue to have, a-material effect on our ,
business, financial condition and results of operations. -
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"The Company in'(l:urred expenses in connection with FIFRA research and testing programs of épproximately
$1,200,000, $990,000 and'$861,000 in fiscal year 2006, 2005 and 2004, respectively. These costs are included in selling,
general, and administrative expenses. The Company has expensed such costs as incurred. ! - .

'

Litigation —Thg Company is and may become a party in routine legal actions or proceedings in the ordinary course
of its business. Managemfznt does.not believe that the outcome of any of these routine matters will have a material adverse
effect on the Company’s consolidated financial position or results of operations.

1. RELATED PARTY TRANSACTIONS

During 1991, the Company entered into “split-dollar insurance” plans with two officers/stockholders. Each of those
arrangements has now been terminated, but the Company has advanced funds in prior years for insurance premiums and
recorded the advances as a non-current asset. While the plans were in effect, the Company had a security interest in the
insurance policies to the extent of the advances. In fiscal year 1998, the arrangement with one such officer was terminated ~
under the provisions of a five-year employment agreement and converted to a non-interest-bearing promissory note. Since
that time, the employee has ceased serving as an officer of the Company, but continued as an employee until retiring in
February 2005. As a potftion of the employee’s compensation under the employment agreement, the Company amortized the
note to compensation expense over a five-year period beginning January 1, 2000. The amortization was $14,000 and $34,000
in fiscal years 2005 and|2004, respectively. In fiscal year 2004, the Company terminated the split dollar insurance plan with
the other officer/stockholder. He transferred his interest in the insurance policy on his life to the Company for $91,000, the
difference between the Cash value of the policy and the premiums paid by the Company under the terminated plan.

12. EMPLOYEE BENEFIT PLANS . ‘

The Cc-mpan);I has a defined contribution 401(k) plan covering substantially all of its U.S. employees. The !
participants may contribute from their compensation up to $15,000 per year (of $20,000 for employees over age 50), and the
Company makes matching contributions under this plan up to 3% of the participant’s compensation. Company contributions
to the plan totaled app%oximately $63,000, $48,000 and $38,000 in fiscal years 2006, 2005 and 2004, respectively.

In July 2001 [the Company adopted a supplemental executive retirement plan. Only persons specifically designated
by the company may be participants in the plan. The plan is unfunded and amounts payable to participants are general
obligations of the com'pany. The plan provides that a participant will be paid a supplemental retirement benefit for 10 years
equal to a percentage fof the participant’s three-year average base salary at normal retirement. The benefit payable to
participants is reduced by the equivalent actuarial value of the Company’s other pension plan payments to the participant, if
any, the Company’s 401(k) plan and one-half social security benefits. Normal retirement is the earlier of age 65 and
completion of 10 years credited service or age 60 with 30 years credited service. One executive was designated as a
participant in AugustTZOOl, which resulted in $69,000, $63,000 and $57,000 of expenses for fiscal years 2006, 2005 and
2004, respectively. A:s of July 31, 2006, and 2005, the liability under this plan was $288,000 and $219,000, respectively.

|
13. SIGNIFICAN‘TCUSTOMERS ‘ e ' : ‘ '

The Compa:ny had no customer to whom sales as a pericentage of total sales was 10% or more in fiscal year 2006,
and had only oné culsto'mer to whom sales a$ a percentage of total sales was 10% or more in fiscal years 2005 and 2004. Sales
to one customer were 10% of total sales in fiscal year 2005, and 14% of total sales in fiscal year 2004. - ‘

[ f

14. STOCKHOLDERS EQUITY SR . S

N

+

Cr .
On July 6,2006, the Company sold shares of common stock in a public offering underwritten by Boehning &
Scattergood, Inc. and Sterne, Agee & Leach, Inc. In the offering the Company sold 1,710,000 shares of common stock. The

shares were sold at:a price per share of $7.00 ($6.51 net of underwriting discounts and commissions of $.49 per share). After
offering expenses, the Company received $10.5 million in net proceeds from the sale of 1,710,000 shares of common stock.
- . | i . . . . )

On April 21, 2005, we sold 1,200,000 shares of comimon stock in a private placement. Tontine-Capital Partners,’

L.P. purchased ]-’OPO’OOO shares, and Terrier Partners,' L.P. purchased 200,000 shares. The shares were purchased at a'price

of $5.00 per share for an aggregate price of $6,000,000. The Company paid a fee of $275,000 and issued 10,000 treasury

shares to Boenning & Scattergood, Inc., for acting as placement agent in connection with the offering. The securities sold in

l
|
!
l 52
{
|




the offering were sold in reliance on the exemption from registration in Rule 506 of Regulation D under the Securities Act of
1933, as amended and pursuant to the exemption under Section 4(2) of that act. )

The Company adopted the 1996 Stock Option Plan (the “1996 Stock Pian™} on October 15, 1996, and reserved
700,000 shares of its common stock for issuance under that plan. The 1996 Stock Plan was amended in August 2003, and the
maximum number of common shares that may be granted under it was increased to 1,070,000 shares. The 1996 Stock Plan
provides for the grant of “incentive stock options,” as defined in Section 422 of the Internal Revenue Code of 1986, as
amended, 4nd nonqualified stock options. The 1996 Stock Plan is administered either by the Company’s Board of Directors
or by a committee of two or more non-employee directors. Subject to the terms of the 1996 Stock Plan, the Board of
Directors or the committee has the authority to grant options, to amend, construe, and interpret the plan, and 10 make all other
determinations and take any and atl actions necessary or advisable for its administration. The directors, consultants, and key
employees of the Company or any subsidiary are eligible to receive nonqualified options under the 1996 Stock Plan, but only
salaned employees of the Company or its subsidiaries are eligible to receive incentive stock options.

Options are exercisable during the period specified in each option agreement and in accordance with a vesting -
schedule designated by the Board of Directors or the committee. Any option agreement may provide'that options becomé -
1mmed1ately exercisable in the event ofa change or threatened changeé in control of the Company and in the event of certain
mergers and reorganizations of the Company. Optlons may be subject to early termination within a designated period
following the opnon ho]der s cessation of service w1th the Company

0 A

The Company adopted a 2004 Long-Term Incentive Plan in October 2004 which was approved by the shareholders
at the Company’s annual meeting in November 2005. The 2004 Long-Term Incentive Plan permits the granting of incentive
stock options, non-qualified stock options, stock appreciation rights, restricted stock, restricted stock units, performance
awards, dividend equivalent rights, and other awards. It s administered by the Board of Directors or a committee appointed
by the Board of-Directors. The Board has designated the Compensation Committee as the administrator of the 2004 Long-
Term Incentive Plan. Subject 1o the terms of the 2004 Long-Term [ncentive Plan, the committee has the sole discretion' to
select the persons eligible to receive awards under the 2004 Long-Term Incentive Plan, the type and amount of incentives to
be awarded, and the terms and conditions of awards. The commitiee also has the authority to interpret the 2004 Long-Term
Incentive Plan, and establish and amend regulations necessary or appropriate for its administration. Any employee of the
Company or a subsulrary of the Company or a director, of the Company whose judgment, initiative, and efforts contributed or
may be expecled 16 contribute to the successful performance of the Company is eligible to participate. The maximum numbet
of shares of the Company’s common stock that may be delivered pursuant to awards granted under the Plan is 375 000 -
shares. No executive officer may receive in any calendar year stock options or stock appreciation rights relating to more than
250,000 shares of common stock, or awards that are subject to the attainment of performance goals relating to more than
100,000 shares of commeon stock. .o

Performance based stock awards were granted to five executives on September 2, 2005 under Company’s 2004 .
Long Term Incentive Plan, The awards were granted as a Series | award and a Series 2 award. The Series 2 award was for a
maximum of 19,360 shares subject to a performance requirement that the average annuai total shareholder return equal or
exceed 10% over the three year measurement penod Total shareholder return is calculated usmg both stock price
apprecsatlon and dwrdends pard :

" W' The thrée yéar measurement period for the award begins August 1, 2004, and the shares vest on July 31, 2007:+ The
closing price for Company common stock on September 2, 2005 was $8.35. The fair value for the maximum number of
Series 2 shares was $162,000. Using a binomial model, it was determined that there was a 32% probability that the average
annual total shareholder return would not exceed 10%. Therefore, the fair value of the Series 2 award was discounted by
32% to approximatély $110,000 to be recognized over the 23 month vesting period from September 2, 2005 ta July 31, 2007,
The risk free interest rate used in the binomial model was based on Treasury note interest rates and was 4.0%. The volatility
used in the model was 56%. The time to maturity was 1.9 years.

The Series 1 award was for a maximum of 29,040 shares subject to a performance requirement composed of certain’
reventie growth objéctives and dverage annual réturn On'equity objectives. The revenue growth objectives and avefage
annual return on equity objectives are estimated quarterly using the Company’s budget, actual results and long term :
projections. Based on performance through July 31, 2006 and the Company’s budget for fiscal year 2007, 60% vesting was
projected to be the probable vestmg at the end of the measurement period for the Series‘] Award. Therefore, the Series 1
award was-projected 16 have a fair value of $145,000 1o be recognized over 23 months. B




No options were issued in fiscal year 2006 under the Company’s 1996 Stock Plan, and options issued under that -
plan in fiscal years 2005 and 2004 were as follows. - - ' . : ; :

S ' Weighted " Weighted - | .~ Weighted

, . l o , . Average . Average . Average |
’ Number of Exercise Number of Exercise Number of  Exercise
Shares +_Price Shares Price_’ Shares Price .’
\ 2006 . 2005 2004
Stock thiorfs and warrants outstanding, : o ‘ A .
beginning of Year........ivcinnonmni 796,950 $ 416 748,050 $§ 417 585088. 3  3.96
Granted: , ) . B S N
Non-employee directors......coveermerarrerencnns . . — — . 50,000 - 3.84 50,000 3.16.
(0] 51712 o PO U UU UV PO 150,000 4,37
Exercised ....oovveccccncsiiins (22,000} 378 . (1,100y .. 2.57. _ (37,038) 0.02
Stock options and warrants outstanding, end : . \ '
of year............. 774950 $ 417 796950 $§ . 4.16 748,050 §$. .4.17

Options and warrants outstanding as of July 31, 2006 under the Co:ﬁpany’s equity compen'sation plans are as

follows: . ) . . ‘ P
! E . ' A S
: Weighted- Weighted- . . . Weighted-
! Average ' Average ! Average
) r ’ T Shares . Remaining Contractual . Exercise Shares Exercise
Range of Exercise Price Outstanding « Life ._Price Exercisable Price
$2.48 - $8.00........ S VPSR 774950 7.83years § 417 638450 3§ 416

.

Unvested perfor’maﬁce based stock awards outstanding as of July 31, 2006 under the Company’s equity '
compensation plans are as follows: ' ' '

.rl

! ‘Maximum
Grants
Series 1 AWArdS ..ovveeeeeeviioireeerereerersrrenesenesssanes . T 29,040

Series 2 AWATAS .oeeeeceeveercrr e saranaa 19;360

. . . - -

In fiscal year 2006, the Company recogn‘ized $84,000 in compensation cost related to the vesting of stock options
that were granted in prior fiscal years. In fiscal year 2006, the Company also recognized $69,000 in compensation cost
relating to the vesting of Series 1 stock awards and $53,000 relating to the vesting of Series 2 awards. In November 2003,
20,000 fully.vested shares were granted to the five non-employee directors. The fair.value was determined to be
approximately $153,000, and was recognized in fiscal year 2006. '

At Juty 31, 2006, there were approximatély 531,000 shares available for future grants under equity icompé;ns'atrion :
plans (the 1996 Stock Option Plan and the 2004 Long-Term Incentive Plan). o P . .-

In fiscal year 2000, the Company granted a warrant for the purchase of 25,000 shares of the Company’s common '
stock to Gilman Financial Corporation, a company that employs a Director of the Company, for assistance in developing,
studying, and evaluating merger and acquisition proposals. The warrant was immediately exercisable at a price of $5.00 per
share of common stock through March 6, 2009. In December 2003, the Company purchased certain penta distribution assets
of Wood Protection Products, Inc. As part of the purchase, the Company also granted an option to acquire 175,000 shares of
our common stock, exercisable through December 5, 2008 at $2.50 per share. The option holder.partially exercised his option
in fiscal year 2005, and-purchased 25,000 shares. At July 31, 2006, 150,000 shares of commen stock may be acquired under

the option.
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_ The following is a reconciliation of the numerators and denominators of basic and diluted earnings per share
computations, taking into account vested andiunvested stock optmns whose strlke prlce is less than the market pnce in

accordance with SFAS No. 128 - _- | . | S LS . c
oy - t'.'.; 5 o , ' e e ey . o ! ° 1
Year Ended July 31, 2006
3 v Income Shares Earnings
. E ol {Numerator)  (Demominator) Per Share
BASIC ..cvviieirre e e e et e $ 3,776 3 $ C042
Effect of dilutive securities - common $tock options............cccvevveneiiivne 533 (0 02)
Dilutcd.................. ................ ST . e b 3,776 3 3. 0.40
. Year Ended July 31, 2005
b ot T ’ " Income " Shares Earnings
' e o _(Numerator)  (Denominator) Per Share
Basic .. $ 3,052 3, § .. 039
Effect of dtlutwe secuntles common stock options...............1..:......,.: ........... . 355 (0.02)
Diluted ............ ot eteitee et e et bbb ne bt et SO UU STV | 3,052 $ 5 .. 037
4 D ’ . - . - P TN ] ‘_, !
e s ' o L Year Ended July 31, 2004
- S - s , Income Shares Earnings
’ T oo {(Numerator)  (Denominator) Per Share
Basic .. o 3 1,763 .- £ v 80 023
Effect of dllutlve securmes cOommon stock opttons , . .88 (0.00)
Dlluted 5. 1,763. 3 $.-.. 023

c e

Co Y , ' e e . : Ve S o

15. BUS[NESS SEGMENT INFORMATION

The Company operates in four business segments organized around its four product lines: pentachlorophenol (penta)
products, creosote, animal health products (Rabon and Ravap) and our herbicide product (MSMA). The accounting pohc:es
of the segments are the same as those described in the summary of sngmﬁcant accountmg policies,

.

The penta segment ‘manufactires and sells its penta products line, including pénta blocks, ﬂakes solul:ons sodlum
pentachlorophenate (sodmm penta), and a byproduct of pénta production. Penta is used primarily to treat electric and
telephone utility poles, protecting them from mold, mildew, fungus and insects. The creosote segment sells creosote products
as a wood preservative for ratlroad crossties and utility poles. Our creosote suppliers distill coal tar, and creosote is a by-
product of that process. The Company supplies industrial users with both penta products and creosote. The animal health: -
segment sells pest:mdes products under the trade names Rabon, Ravap, Patriot and Annihilator. These pesticide products are
used by domestic ]lvestock and poultry growers to protect animals from flies and other pests. The Company’s agncu}tural
chemicals Segmﬂ;lt sells products containing monosodium methanearsonic-acids (MSMA). These herbicides are sold to
protect cotton crops, primarily in the United States’ southern cotton: -growing states and in California, and to state agencies to
control highway weed growth. MSMA products are also used elsewhere in the world to protect cotton and sugarcane.

B (M ] TR AN Y LMV ST (R 5 AL A T B L R R
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Non-domestic net sales revenues in the penta segment were approximately $1,005,000, $1,013,000 and $921,000 in
fiscal years 2006, 2005 and 2004. Non-domestic net sales in the creosote segment and the animal health segment were

and $497,000 in fiscal yea

negligible in all years. Non-domestic net sales in the agricultural chemicals segment were approximately $779,000, $518,000

frs 2006, 2005 and 2004, respectively. The following table sets forth segment information for fiscal

years 2006, 2005 and 200?.

! . 2006 2005 2004
1o {Amounts in thousands)
Revenues s - A
Penta .....vveoeeereecersrn, oo e oo s seseeseeeeeer e seeer e ee AR R R $27,862  $20,806 $15,539
CEOSOE oo et eeee s enen st 30,674 - 29,199 20,929
Animal Health............. : .................................................................................................. 8,664 5059 3,463
3.816 4,104 3,679

Agricultural Chemicals

2

H
i
i

Penta ....ooveeeeeeeecns
Creosote ...ovvvvereeee-

i

!

Capital expenditures i
Penta.....coocvvnneiniinnnids

Depreciation and amorlizialion
B O RV ST SOV OU U TV U ORI P ST OTTRORPO- FTSTSOT TSI

I

Income (loss) from operations .
i

Animal Health............ '
Agricuitural Chemicals

$71,016 $59,168 $43,610

$ 2334 § 886 § 438

CrOSOLE oo OIS 293 298 271
ATIMELHEAMN oo ossenssresiseceessees s s s st 409 150 60
821 817 807

$ 3,857 $ 2,151 § 1576

$ 9,145 $ 6,102. S 4955
4048 2,933 . 1453
1,537 1,015 867

(1) ereeeoeer oo ssesseesssssoee s s snsene (3,235) __ (368) __ (716)

e $11495 $ 9,682 $ 6,559

................................................................................................... $ 1,437 $13,363 ' $ 7,312
S — 2,887

6,343 — 1,254

338 62 21

; ~ §8I18 $13425 $11,474
- | i
Total,assets . o . _ ) .. o - .

T ORI R e e S ' $25,641 $24,805 $12,015
CTEOSOLE ..ovrrvveveorrereemssssassssesseceesesesansessarmssannsses s sossssssssssssses S C1L115 42,180 12,380
Animal Health.......... ]esessssnansessnesens SO OOV OR e 174997 6969 8,084
Agricultural Chemlcals .......... covsneseasenss " 3,564 6,132 7,118

' [ . 857819 $50,086 $39.597

(1) Includes non-cash in;’lpairmem charge of approximately $2,400,000. See note 5 to consolidated financial statements.
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A retonciliation of total segment to consolidated amounts for fiscal years 2006, 2005 and 2004 is set forth in the

table below. . T L
2006 2005 ., 2004
. ! ; (Amounts in thousands)
Revenues: | ' e mee S . -
Total revenues for reportable SEEMENts .......ccoovvveceeccveviveeie i cvens e i $71,016 $359,168 $43,610
Other revenues................................. ...... . . — — —
Total consolldated revenues - gz el $71,016” $59,168 * $43,610
Jf . . -""- L SR S N I T
ProﬁtorLoss o L o e e ‘
“Total prof" it or loss for reportable segments - _ R, : 11,495 $.9,682 % ,6,559,
 Interest mcome......coooov e ,,:,.:'_...,.;._.._.:._.; ...... SR o ; . 281. .73 .25
Interest expense ' .......... s eevrisreeneens SRS . -G ()44) o (620). (364)
Other profit or loss... ranmre S (3% L (35 J68.
Other corporate expense .................................... SO TR S (4.807)  (4,280) §3 444 )
Incomerbefore INCOME LAXES 1.ovvvvvvpsnerpsinenssbensinssnsees s, 35,890 8 4,820 - B 2,844
" ;';u B T S T Y R T S T R
Assets: _ . .
Total assets for reportable segments.............. et e 00 901,819 1 $50,086  $39,597.
Cash and cash equivalents 11,168 8,780 974
Prepaid and other CUITENt @SSELS.....u e everrisseeeeserenececmcreereeneeens ettt eaas . 1,108 722 . 815
Deferred 1ax a8Sets ...l et 713 8l 457
Other assets...........ccooreerervrinicsvnrinsenas erennerees IO e er et e e eennaen 1,894 1,434 1,397
Consolidated total .......cooioiiiene, e rate e et eeeeeiaene $72,702  $61,103  $43,240
<t »7'"',.-"‘6,4 ot -,:;-..' . S T X . !
16. SELECTED QUARTERLY FINANCIAL DATA (UNAUDITED) SN e e
Tt i e -4 s il v < st Sedond | Third Y Fourth
B ’ Quarter Quarter .. Quarter Quarter.
i s : . (Amounts in thousands, except per share data)
Year Ended July.31,2006.. T S e e ;
S S, 14573 s15544 $21,0i6° "$30,083
,Gross proﬁt : 3,055 ., 5,528 6,874 ;6,401
Operatmg income.. ‘ 1,270 ) 332 . 3 234 '_ 852
Income-before i mcome taxes " . e e 1,088 L 164 3 003, "33
© Net mcome.‘...:.i.l.‘f' ......... ettt et 3y 686 o 719., 1,854 ’ 5]7
Per share data?’ " * T T et Bt LT e " '_'t " ],,r
Earnings per share - basic .................. BSOSO - 0.08  0.08 021 - Q.05
EAmings per. Share - AHULed ..o vttt e v 007 0.08 020  0.05
N L yo [T A LAY P oLt e
Year Endedfuly 31,2005 . . ) T s
s . ‘." * .
NEUSAIES......boevrrereseercmveveresses e scerens e . 813,595 $12,477 $15354 - $17,743
Gross proﬁt ................................................................................................... - 4,236 4,175 -4,683 4,972
Operating income.................. e e et bbb e e s 1,211 849 1820 - 1,522
Income before income taxes .. " _ . : 1,084 716 Y 1,687 - 1,333
NETINCOME ...ttt e s e ra s en e rarsens T 672 444 - 1,046 - 890
Per share data: _
Earnings per share - basic........cocooiinncenns S RTRI 0.09 006 - 014 %010
Earnings per share - diluted ...............eeveorrrvovernron eeerssmesies s 009 0.6 013 - 0.10
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ITEM9. . . CHANGES IN.AND DISAGREEMENTS.WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DlSCLOSUlRE e e

None‘ R

ITEM9A. = CONTROLS AND PROCEDURES ‘ e

N \The‘te_rm,“,disc!psdre controls and procedures” is defined in Rules 132-15(¢) and 15d-15(¢) of thé"SEESEj'ties
Exchange Act of 1934, This term refers to the controls and procedures of a company that are designed to ensure that
information required to be disclosed by a company in the reports that it files or submits under the Exchange Act is recorded,
processed, summarized and reported within the time periods specified by the Securities and Exchange Commissidn, Our

manageinent, including our. Chief Executive Officer and Chief Financial Officer; has ‘evaluated the effectiveness of our
g g ou )

disclosure controls and progedures as of the end of the period covered by this annual report. Based upon'that gﬁ'ailiatiép,’ our
Chief Executive Officer and Chief Financial Officer have concluded that our disclosure controls and procedures were

effég:tive as of the end of th;e period covered by this annual report. =
P

"+, There'were no changes to our internal control over financial reporting during our last fiscal quarter that has '
materially affected, or is reasonable likely to materially affect, our internal control over financial reporting.

0. 1

ey

ITEM'QB. OTHER}INFORMATION R ‘o

- None:

vel

PARTIIL- -~ - . o . . ot

~

[ “*',:*A . PN L g e e .
L I A S
Pursuant to instruction G(3) to Form 10-K, the information required by Items 10-11, a portion of Item 12 and Items
13-14 of Part Il is incorpojrated by reference from our definitive proxy statemént relatifig to odr annual meetingof ** '
shareholders on November 28, 2006, which will be filed with the Securities and Exchange Commission within 120 days of

the end of fiscal year 2006!. .

i

ITEM 12. SECURIITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND' MANAGEMENT" AND
RELATED STOCKHOLDER MATTERS §

The Company’s 1996 Stock Option Plan was édopted and approved by its shareholders in 1996, and has béen filed
previously as Exhibit 10.4|to the Company’s report on Form 10-QSB12G filed on December 6, 1996. The 2004 Long-Term
Incentive Plan was adopted and approvéd by the shareholders in 2004, and has been filed préviously as Exhibit 10.21 to the
Company’s report on Forrfl 10-Q filed on December 15, 2004." The 1996 Stock Option Plan and the 2004 Long-Term
Incentive Plan are the Company’s only equity compensation plans, and the following information is provided as of
July 31, 2006. : : -

L vt Al . . .- P . . . . oot .t

Number of securities

i
: iy iy Number of securitiesto . . .Weighted-average . s available for. !
be issued upon exercise exercise price of future issuance under equity
] of eutstanding options, outstanding options, compensation plans (excluding
; warrants and rights warrants and rights securities reflected in column (8))
r (a) (b) (c}
Plan Category, - j . .
s . ' ‘ . Tai, {
Equity compensation ... . t oo
plans approved by | . G e ‘ R
security holders...........i.... - . 638450 5 . 416 . 530,512
Equity compensation | e
plans not approved by I :
security holders..........L.. - None . _ L "
i
Total............ ST . . 638450 L., 530512
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ITEM15.  EXHIBITS, FINANCIAL STATEMENT SCHEDULES, AND'REPORTS ON FORM 8.K

(@) .

g

The financial statements fited as part of this report in Item 8 are listed in the Index to Financial Statements contained
in that item. The following documents are filed as exhibits. Documents marked with an asterisk (*) are

. management contracts or compensatory plans and portlons of documents marked w:th a dagger () have been
granted conﬁdentlal treatment -

231 Restated and Amended Articles of Incorporation filed as Exhibit 3(i) to the company’s filed as
Y - .Exhibit 3{i) to the company’s Form 10-QSB12G filed December 6, 1996, incorporated in this report.
3.2: + - Bylaws filed as Exhibit 3(ii) to the company ’s Form 10-QSB12G fited December 6, 1996,
B -incorporated in this report. . SR .
L33 . Articles of Amendmiént to Restated andAAmended Articles of Incorporation, filed December {1, 1997

- . - ‘filed as Exhibit 3 to the company’s second quarter 1998 report on Form.10-QSB filed
December 12, 1997 incorporated in thlS report

PRI . .

41 - Form of Common Stock Certificate f“ led as Exhibit 4.1 to the company ] Form 10- QSBI2G filed
December 6, 1996 mcorporated n thls report.

10.1 . Revolvmg Loan Agreement dated Augustnl 1996"with SouthTrust Bank filed as Exhibit 10.2 to the

- company’s Form 10-QSBI2G ﬁ]ed December 6 1996 incorporated in this report.

10.2 Second Amendment to Revolving Loan Agreemem filed as Exhibit 10.10 to the company’s first
quarter 1998 report on Form 10-QSB filed December 12, 1997, incorporated in this report.

10.3 . Third Amendment to Revolving Loan Agreement filed as Exhibit 10.11 to the company’s second
quarter 1999 report on Form 10-QSB filed March 12, 1999, incorporated in this report.

104 Fourth Amendment to Revolving Loan Agreement filed as Exbiblit 10.19 to the company’s report on

: Form 8K filed July 10, 1999, mcorporated in this report.-
10.5 " Tetm Loan ‘Agreement dated June 26, 1998 with SouthTrust Bank filéd as Exhibit 10.16 to the

. company’s report on Form 8K filed July 10, 1998, incorporated in this repori.

10.6 Second Amendment to Term Loan Agreement with SouthTrust Bank filed as Exhibit 10.32 to the
company’s report on Form 8K filed December 19, 2003, mcorporated in this report.

10.7 " Third Amendment to Term Loan Agreement wrth SouthTrust Bank dated June 8, 2004 filed as
' "Exhibit 10.7 to the company’s 2004 report on Form'10- K filed October 15, 2004, and incorporated
herein by reference;’

108~  Fourth Amendment to Term Loan Agreement with SouthTrust Bank dated July 31, 2004 filed as
. Exhibit 10.8 to the company’s 2004 report on Form l() K filed October 15 2004, and mcorporated
,herem by . reference _

109 Guaranty of Payment to SouthTrust Bank by the company ﬁled as Exhlblt 10.18 to the company’s
report on Form 8K filed July 10, 1998, incorporated in this report.

" 10.10% Sales Agreement dated January 1, 2002:between Reilly Industries, Inc and the company filed as

Exhibit 10.28 to the company’s third quarter 2002 report on Form 10-Q filed June 14, 2002,
mcorporated in this report,

10.11 1'.‘ .- Creosote Supply Agreement dated November 1, 1998 between Rutgers VFT and the company filed
S as Exhibit 10.20 to the company’s second quarter 1999 report on Form 10-QSB filed
March 12, 1999, incorporated in this report.

10. 1-2*...' -+ 1996 Stock Option Plan filed as Exhibit 10.4 to the company’s Form IO-QSBIZG filed
December 6 1996, mcorporated in this report,

10.13* Stock Optlon Agreement dated October 17, 1996 with Thomas H Mltchell filed as Exhibit 10.5 10
the company’s Form 10-QSB12G filed December 6, 1996, incorporated in this report.
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10.14 Wa.‘rrant for the Purchase of 25,000 Shaijes of Common Stock dated as of March 6, 2000 between the
» . company and JGIS, Ltd., an assignee of Gilman Financial Corporation, filed as Exhibit 10.24 to the |
company’s 2000 report on Form 10-KSB filed October 25, 2000, incorporated in this report. ~

10.15% * * * Employment Agreement with Thomas H. Mitchell dated July 11,.2001 filed as Exhibit-10.25 to the
company’s 2001 report on Form 10-K filed October 24, 2001, incorporated in this report.

10.16* " Employment Agreement with John V. Sobchak dated Junc 26, 2001 filed'as Exhibii 10.26 to the
company’s 2001 report on Form 10-K filed October 24, 2001, incorpotated in this report.

10.17* .  Employment Agreement with Roger C. Jackson dated August 1, 2002 filed as Exhibit 10.31 to the
_company’s 2003 report on Form 10-K filed October 23, 2003, incorporated in this report.
10.18% - Employment Agreement with I. Neal Butler dated March.8, 2004 filed as Exhibit 10.18 to the
company’s 2004 report on Form 10-K filed October 15, 2004, and incorporated herein by reference
10:19*% Supplemental Executive Retirement Plan dated effective August 1, 2001 filed as Exhibit 10.27 to the
: ‘éoﬁnpany’s 2001 report on Form 10-K filed October 24, 2001, incorporated in this report.
10.20 Di}ect Stock Purchase Plan filed as Exhibit 99.1 to the cémpé'nS/’s :"epori on Form 8 K filed
February14, 2002, incorporated in this report. - \ .
10.21* 2004 Long-Term Incentive Compensatioﬁ Plan filed as Exhibit 10.21 to the company’s report on
Form 10-Q filed December 15, 2004, incorporated in this report. - .. '
10.22 Sel:urities Purchase Agreement dated'Ap}i'l 21, 2005 between the company and Tontine Capital
: Partners, L.P: and Terrier Partners, L.P. filed as Exhibit 10.22 to the company’s report on Form 8-K-
" filed April 22, 2005. PR . ' .
o 1023 Régislration Rights Agreement dated April 21, 2005 between the’company and Tontine Capital

Pa;rtners, L.P. and Terrier Partners, L.P. filed as Exhibit 10.23to the company’s report on Form 8-K
filed April 22, 2005. .

10.24 Fifth Amendment to Term Loan Agreement with Wachovia Bank, National Association dated

. June 7, 2005 filed as Exhibit 10.24 to the company’s report on Form 8-K filed June 13, 2005.

10.25 Tenth Amendment to Revolving Loan Agreement with Wachovia Bank, National Association dated
June 7, 2005 filed as Exhibit 10.25 to the company’s report on Form 8-K filed June 13, 2005,

10.26 Asset Purchase Agreement dated June 7, 2005 between.the company and Basic Chemicals Company,
LFC filed as Exhibit 10.26 to the company’s report on Form §-K filed June 13, 2005.

-10.27 Promissory Note dated June 7, 2005 between the company and Basic Chemicals Company, LLC.

filed as Exhibit 10.27 to the company’s report on Form 8-K filed June 13, 2005.

10.28* . Performance-Based Restricted Stock Agreement, Series | dated September 2, 2005 filed as Exhibit

- 10.28 to the company’s report on Form 8-K filed September 7, 2005. '
10.29* Performance-Based Restricted Stock Agreement, Series 2 dated September 2, 2005 filed as Exhibit

10.29 to the company’s report on Form 8-K filed September 7, 2005. -
10.30 Asset Purchase Agréement dated February 22, 2006 between the company and Bochringer Ingelheim

. Vetmedica, Inc., filed as Exhibit 10.30 to the company’s report on Form 8-K filed February 27, 2006,

and incorporated herein by reference. .1 : |

I ‘ ! P
10.31% Asset Purchase Agreement by and among Wood Protection Products, Inc., KMG-Bemuth, nc. and

James R. Forshaw filed as Exhibit 2.1(v) to the company’s report on Form 8-K filed December 19,
2003, and incorporated herein by reference. S '

10.32 Sixth Amendment to Term Loan Agreement with Wachovia Bank, National Association dated
June 5; 2006 filed as Exhibit 10.32 to the company’s report on Form 8-K filed June 8; 2006,

10.33 Eleventh Amendment to Revolving Loan Agréement with Wachovia Bank, National Association
dated June 5, 2006 filed as Exhibit 10.33 to the company’s report on Form 8-K filed June 8, 2006.

21.1 " Subsidiaries of the company.
I
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23.‘| Consent of UHY LLP.
232 Consent of UHY Mann Frankfort Stein & Lipp CPAs, LLP
233 Consent of Deloitte & Touche LLP.

31 Certificates under Section 302 the Sarbanes-Oxley Act of 2002 of the Chief Executive Officer and

the Chief Financial Officer.

32 .. Certificates under Section 906 of the Sarbanes- Oxley Act of 2002 of the Chief Executive Officer and

the Chief Financial Officer.

Schedule Il — Valuation and Qualifying Accounts

Allowance for ) \
Doubtfut -
Accounts : "Addifions
Balance at Charged 1o Charged to Balance at
. - beginning costs and other end of
Reserves of period expenses accounts Deductions . period
Fiscal year -
JULY 31,2006 ceoorniveceeeeneeeernseeerceceseeeeeer e $ 150,000 $ © — S (115000)1)$. 35,000
Fiscal year ' o :
July 31, 2005 ..o . $ BOO0C- 0§ 70,000 3 — % — § 150,000
Fiscal year
$ 90,000 $ (135,000)(2)S 80,000

July 31,2004 o, $ 125,000

(1} Reduction in valuation on review of allowance at July 31, 2006.

(2) Uncollectible amounts written off against the reserve,
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Pursuant to the requirements of Section 13 or 15(d) 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. . - : . :

oy

KMG CHEMICALS, INC. T S T
By "¢/ David L. Hatcher’ i Date: Oélober23,'200'6';' - wol )
David L. Hatcher, Chairman )

and Chief Executive Officer ) e e SRR T

Pursuant to the Securities Exchange Act of 1934, this report has been signed below by the foliowing persons-on- -
behalf of the registrant and'_in the capacities and on the dates indicated. fote

S A | I

.

T ) a0t

By J4/ Johin V: Sobchak ‘ Date: October 23, 2006
“John V. Sobchak, Vice President
. and Chief Financial Officer -~ : S _ . o

! _ : N
By: . /s/ George W. Gilman Y Date: October 23, 2006 - Lo
George W. Gilman, Director

By: /s Fred C. Leonard Date: October 23, 2006

Fred C. Leonard 111, Director

By: /s/Charles L. Medrs Date: October 23,2006 . . : o
Charles L. Mears, Director

By:  /s/ Charles M. Neff - Date: October 23, 2006
Charles M. NefT, Jr.| Director

By: /s/ Richard L. Urbanowski Date: October 23, 2006
Richard L. Urbanowski, Director
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segment with the addition of three
experienced Animal Health business
development and sales personnel. Thus,
we have the facility and personnel in
place to grow this segment significantly,
and plan to accomplish this growth.

- SHARING PROFITS WITH STOCKHOLDERS
Our track record of sharing the

Company's success with stockholders
continues, KMG distributed cash dividends
totaling $0.075 per share during fiscal
2006. We continue to believe that
shareholders should benefit from the
Company's growth through both dividends
and potential growth in share vafue.

COMPLETED FIRST PUBLIC OFFERING;
FINANCIALLY STRONG AND POSITIONED
FOR CONTINUED GROWTH

In June, we completed KMG's first public
offering, raising $10.5 million, significantly
expanding the Company's public float, and
substantially increasing our institutional holders,
including some well-regarded names. This has
lead to higher irading volume in the Company's
stock, which is beneficial for alt shareholders,
Further improvement to KMG's trading liquidity
will continue to be a priority.

As a result of the public offering, we have
ample liquidity to fund a significant future
acquisition. We closed the year with $11.2 million
in cash and working capital of $19.6 million,
Our lang-term debt, including the curcent pariian,
was just $17.6 million at July 31, 2006, versus
shareholders’ equity of $46.9 million.

We are hard at work looking for attractive
acquisition opportunities in which to invest
this new capital, and have an active pipeline of
opportunities that we continue to evaluate.
As in the past, we remain disciplined in our
acquisition efforts, and will not stray from our
commitment to invest our shareholders’ money
only if we can achieve an appropriate return on
invested capital. Such oppertunities certainly
exist, but identifying and vetting them requires
patience. In this regard, we do not expect any
future acquisitions to drive aur earnings growth
in fiscal "07. We are, however, striving to identify
and close an attractive acquisition during this
time frame,
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ENHANCING SYSTEM CAPABILITIES
TO SUPPORT OUR GROWTH

In 2006, in response to KMG's growth in
recent years, we significantly upgraded our
accounting anc operations systems, and are
continually seeking ways to manage the Company
more effectively. This systems upgrade was directly
related to the Boehringer acquisition, which
included a production facility. We do not believe
in technology for the sake of technology, but rather
as a tool 1o run our businesses more cost efficiently.

MSMA AGRICULTURAL PRODUCT

We acquired MSMA, our only agricultural
chemical, in 2000, which accounted for 5.4%
of our 2006 sales. MSMA generated operating
losses during these years, although it contributed
towards KMG's EBITDA in all but 2006. After
making significant progress through 2005 in the
MSMA market, the fourth quarter of fiscal 2006
was the worst in our history with this product.
At the same time, EPA made a preliminary
determination that MSMA may not be eligible for
re-registration. While we believe the agency has
not considered all of the science on the product,
it is likely that the costs to defend the product
will increase in the future,

All this led us to reevaluate KMG's assets
associated with MSMA, and recognize a non-cash
impairmént charge of $2.4 miltion. In the final
analysis, the MSMA business accounts for only
a small percentage of our sales, and has been a
drag on earnings. Recognizing the impairment
ioss clears the deck for our management team

to move the Company forward in the most
profitable manner.

OUTLOOK

We are optimistic about our ability to continue
to execute on KMG's strategy and deliver growth
to our shareholders. In this regard, as | have
stated, in 2007 we expect our existing business
to generate double-digit EPS growth as compared
ta the pre-impairment 2006 base of $0.56 per
fully diluted share, despite the greater share
count. Additionally, we continue to look for
acwretive acquisitions of mature, profitable chemical
product lines, and have an active pipeline of
prospects. We are interested in growing our
Animal Health business, and expanding into
industrial chemicals, and we continue to look at
Agricuttural chemicals on an opportunistic basis.
With our recent public ofiering, we have sufficient
cash, combined with our under-levered balance
sheet, to fund a significant acquisition. We
continue to approach the acquisition process wiih
the same discipline and diligence that has grown
KMG's net worth from $35,000 at its founding
21 years ago to $46.9 million at 2006 year-end.
I am confident that we have the management
team, systems and financial capacity to continue
the Company’s track record of growth.

Sincerely,

Dud—

David L. Hatcher
Chairman and CEQ

ties, including statements as to the future performance of the company. Althcugh the company believes that the expectations reflected in its forward-looking statements are reasonable,
ssful performance of internal plans, product development acceptance, the impact of competitive services and pricing and general ecanomic risk and uncertainties.




Shareholder Information

TRANSFER AGENT AND REGISTRAR
Communications concerning the ttansfer of shares, lost certificates, or changes
of address for registered shared sho:uld be directed to the transfer agent:
Securities Transfer Corporation
2591, oana's Parkway, Suite 102
Frrsco Texas 75034
Voice: 469.633. 0101 Fax: 469.633.0088
Email: |nfo@5tctrarrsfer.cc;m Website: www.stctransfer.com

DIRECT STOCK PURCHASE PLAN

The Company has a Direct Stock Purchase Plan (DSPP) for registered shareholders.

Participants may invest in KMG common stock at current market prices without
service fees or brokerage commissio'ns and automatically reinvest KMG
dividends into additional common shares Participants may also use the plan
to make gifts of KMG common stuck deposit exrstrng stock certificates for
safekeeping and sell KMG shares. ‘

Securities Transfer Corporation (STC) is the plan administrator. The DSPP prospectus
can he obtained from KMG's websrte www.kmgchemicals.com, at STC's website,
www.stctransfer.com, or by calling ?13 6C0.3814. This is not an offer to sell or
a solicitation to buy securities, which are only offered by prospectus.

SHAREHOLDER SERVICES

KMG maintains an internal financial mailing list and can email you when news
releases are distributed. To sign up, Visit the website at www.kmgchemicals.com
and click on Investor Relations. You can also request that certain financial information
be mailed to you on a one-time basis, by contacting the corporate office.

CODE OF BUSINESS CONDUCT

KMG's Code of Business Conduq can be viewed and downloaded from the
home page of the Company's website at www.kmgchemicals.com. Copies
are also available at no charge by c!ontacting John V. Sobchak, Chief Financial
Officer, at the address below by emlail, phone, fax or letter.

INVESTOR INQUIRIES ON COMPANY ACTIVITIES
Inquiries about KMG are welcome by email, phone, fax or letter.
Please Idirect them to:
John V. Sebchak, Chief Frnancral Officer, at the corporate offices.
Voice: 713.600. 3814 Fax: 713.600,3850
Email: Jsobchak@kmgchem|ca15 com

OFFICERS

David L. Hatcher J. Neal Butler

Chairman, President,
Chief Executive Officer Chief Qperating Officer

FORM 10-K

Additional C{ipiES of the KMG Chemicals, Inc. Form 10-K, as filed with the
Securities and IExchange Commission, can be downloaded from the Company
website and are also available upon written request to the corporate offices.

NASDAQ PRICES FOR KMG COMMON STOCK ($ PER SHARE)

High Low
Q1 ending Octpber 31, 2005 $9.870 $6.270
Q2 ending January 31, 2006 $8.650 $6.250
Q3 ending April 30, 2006 $9.964  $8.130
Q4 ending Julyi 31, 2006 $9.670 $7.040

As of October 20 2006, there were 10,532,856 shares of comman stock
outstanding, held hy approximately 56¢ shareholders of recard.

INDEPENDENT ACCOUNTANTS
UHY LLP - Hou;ston, Texas

RECONCILIATIION OF NON-GAAP MEASURE TO GAAP
Net income before the impairment charge is a measure not recagnized in
accordance wrth generally accepted accounting principles (*GAAP") and should
not be considered an alternative to, or more meaningful than GAAP measures
of performance Net income before the impairment charge has been presented
asa supplemental disclosure because the impairment charge is a non-cash
expense of a sufficient size that management believes ils impact on net income
is material infc::rmation for investors.

|

Roger Jackson
Vice President,
General Counsel and Secretary

John'V. Sobchak
Vice President,
Chief Financial Officer

KMG Chemicals, Inc. * 10611 Harwin Drive, Suite 402 = Houston Texas 77036-1534
Main:.713.600.3800 e Fax: 713.600.3850 e Website: wwwkrlngchemrcals .com * Nasdaq: KMGB




