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Part I. FINANCIAL INFORMATION

Item 1. Financial Statements

Olympic Steel, Inc.
Consolidated Balance Sheets

(in thousands)

As of
June 30, December
2018 31,2017
(unaudited)
Assets
Cash and cash equivalents $5,501 $3,009
Accounts receivable, net 205,245 132,737

Inventories, net (includes LIFO debit of $3,337 as of June 30, 2018 and $5,337 as of

December 31, 2017) 363,595 275,307

Prepaid expenses and other 5,273 8,333
Assets held for sale 750 750
Total current assets 580,364 420,136
Property and equipment, at cost 394,470 376,710
Accumulated depreciation (236,962) (229,062)
Net property and equipment 157,508 147,648
Intangible assets, net 27,766 22,980
Other long-term assets 13,318 13,394
Total assets $778,956 $604,158
Liabilities

Current portion of long-term debt $- $930
Accounts payable 127,113 84,034
Accrued payroll 15,378 11,999
Other accrued liabilities 15,543 14,184
Total current liabilities 158,034 111,147
Credit facility revolver 297,674 196,235
Other long-term liabilities 11,898 12,048
Deferred income taxes 14,562 12,145
Total liabilities 482,168 331,575

Shareholders' Equity
Preferred stock - -
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Common stock 130,417 129,453
Treasury stock (132 ) (337 )
Retained earnings 166,503 143,467
Total shareholders' equity 296,788 272,583
Total liabilities and shareholders' equity $778,956 $604,158

The accompanying notes are an integral part of these consolidated statements.
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Olympic Steel, Inc.
Consolidated Statements of Comprehensive Income

(in thousands, except per share data)

Net sales

Costs and expenses

Cost of materials sold (excludes items shown separately below)
Warehouse and processing

Administrative and general

Distribution

Selling

Occupancy

Depreciation

Amortization

Total costs and expenses

Operating income

Other loss, net

Income before interest and income taxes
Interest and other expense on debt

Income before income taxes

Income tax provision

Net income and total comprehensive income

Earnings per share:

Net income per share - basic

Weighted average shares outstanding - basic
Net income per share - diluted

Weighted average shares outstanding - diluted

Dividends declared per share of common stock

Three months

ended
June 30,
2018
(unaudited)

2017

Six months ended

June 30,
2018

2017

$452,917 $356,195 $828,515 $691,088

356,061
23,813
21,523
13,386
7,107
2,297
4,164
247
428,598
24,319
93 )
24,226
2,670
21,556
5,708
$15,848

$1.39
11,435

$1.39
11,435

$0.02

283,041
21,838
17,887
10,568
6,496
2,191
4,319
222
346,562
9,633
28 )
9,605
1,788
7,817
3,020
$4,797

$0.42
11,383

$0.42
11,390

$0.02

The accompanying notes are an integral part of these consolidated statements.

650,838
47,249
40,396
25,525
14,335
4,852
8,187
469
791,851
36,664
139 )
36,525
4,656
31,869
8,392
$23,477

$2.06
11,419

$2.06
11,419

$0.04

541,495
45,339
36,052
20,933
13,007
4,501
8,633
444
670,404
20,684
(54
20,630
3,414
17,216
4,720

$12,496

$1.10
11,382

$1.10
11,387

$0.04
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Olympic Steel, Inc.
Consolidated Statements of Cash Flows
For the Six Months Ended June 30,

(in thousands)

2018 2017
(unaudited)
Cash flows from (used for) operating activities:
Net income $23.477  $12,496
Adjustments to reconcile net income to net cash from (used for) operating activities -
Depreciation and amortization 8,885 9,537
Loss on disposition of property and equipment 5 6
Stock-based compensation 1,168 804
Other long-term assets (68 ) (760 )
Other long-term liabilities 2,195 (672 )

35,662 21,411
Changes in working capital:

Accounts receivable (65,899 ) (56,300 )
Inventories (73,519 ) (8,214 )
Prepaid expenses and other 3,391 (90 )
Accounts payable 41,184 4,935
Change in outstanding checks (5,318 ) (559 )
Accrued payroll and other accrued liabilities 2,616 334
(97,545 ) (59,894 )
Net cash used for operating activities (61,883 ) (38,483 )
Cash flows from (used for) investing activities:
Acquisition of net assets (21,907 ) -
Capital expenditures (13,775 ) (4,469 )
Proceeds from disposition of property and equipment 60 85
Net cash used for investing activities (35,622 ) (4,384 )
Cash flows from (used for) financing activities:
Credit facility revolver borrowings 285,167 221,374
Credit facility revolver repayments (183,728) (175,246)
Principal payment under capital lease obligation 2 ) -
Industrial revenue bond repayments (930 ) (895 )
Credit facility fees and expenses (70 ) (125 )
Proceeds from exercise of stock options (including tax benefits) and employee stock i 9
purchases
Dividends paid (440 ) (439 )
Net cash from financing activities 99,997 44,678
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Cash and cash equivalents:

Net change 2,492
Beginning balance 3,009
Ending balance $5,501

The accompanying notes are an integral part of these consolidated statements.

1,811
2,315
$4,126
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Olympic Steel, Inc.
Supplemental Disclosures of Cash Flow Information
For the Six Months Ended June 30,

(in thousands)

2018 2017
(unaudited)

Interest paid $4,306 $2,955
Income taxes paid $2,055 $4,944

The accompanying notes are an integral part of these consolidated statements.
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Olympic Steel, Inc.
Notes to Unaudited Consolidated Financial Statements

June 30, 2018

1. Basis of Presentation:

The accompanying consolidated financial statements have been prepared from the financial records of Olympic Steel,
Inc. and its wholly-owned subsidiaries (collectively, Olympic or the Company), without audit and reflect all normal
and recurring adjustments which are, in the opinion of management, necessary to fairly state the results of the interim
periods covered by this report. Year-to-date results are not necessarily indicative of 2018 annual results and these
financial statements should be read in conjunction with the Company’s Annual Report on Form 10-K for the year
ended December 31, 2017. All intercompany transactions and balances have been eliminated in consolidation.

The Company operates in three reportable segments; carbon flat products, specialty metals flat products, and tubular
and pipe products. The carbon flat products segment and the specialty metals flat products segments are at times
consolidated and referred to as the flat products segments. Certain of the flat products segments’ assets and resources
are shared by the carbon and specialty metals segments and both segments’ products are stored in the shared facilities
and, in some locations, processed on shared equipment. Due to the shared assets and resources, certain of the flat
products segment expenses are allocated between the carbon flat products segment and the specialty metals flat
products segment based upon an established allocation methodology. Through its carbon flat products segment, the
Company sells and distributes large volumes of processed carbon and coated flat-rolled sheet, coil and plate products,
and fabricated parts. Through its specialty metals flat products segment, the Company sells and distributes processed
aluminum and stainless flat-rolled sheet and coil products, flat bar products and fabricated parts. Through its
acquisition of Berlin Metals, LLC (Berlin Metals) on April 2, 2018, the specialty metals flat products segment
expanded its product offerings to include differing types of stainless flat-rolled sheet and coil and prime tin mill
products. Through its tubular and pipe products segment, which consists of the Chicago Tube and Iron subsidiary
(CTD), the Company distributes metal tubing, pipe, bar, valves and fittings and fabricate pressure parts supplied to
various industrial markets.

Corporate expenses are reported as a separate line item for segment reporting purposes. Corporate expenses include
the unallocated expenses related to managing the entire Company (i.e., all three segments), including payroll expenses
for certain personnel, expenses related to being a publicly traded entity such as board of directors’ expenses, audit
expenses, and various other professional fees.

11
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Impact of Recently Issued Accounting Pronouncements

In August 2017, the Financial Accounting Standards Board (FASB) issued Accounting Standards Update (ASU) No
2017-12, “Derivatives and Hedging”. This ASU aligns an entity’s risk management activities and financial reporting for
hedging relationships through changes to both the designation and measurement guidance for qualifying hedging
relationships and the presentation of hedge results. To meet that objective, the ASU expands and refines hedge
accounting for both nonfinancial and financial risk components and align the recognition and presentation of the
effects of the hedging instrument and the hedged item in the financial statements. This ASU also makes certain
targeted improvements to simplify the application of hedge accounting guidance and ease the administrative burden of
hedge documentation requirements and assessing hedge effectiveness. This ASU is the final version of proposed ASU
2016-310, “Derivatives and Hedging (Topic 815): Targeted Improvements to Accounting for Hedging Activities”,
which has been deleted. For public business entities, this ASU is effective for fiscal years beginning after December
15, 2018, and interim periods within those fiscal years. For all other entities, the amendments are effective for fiscal
years beginning after December 15, 2019, and interim periods within fiscal years beginning after December 15, 2020.
Early application is permitted in any interim period after issuance of the ASU. All transition requirements and
elections should be applied to hedging relationships existing (that is, hedging relationships in which the hedging
instrument has not expired, been sold, terminated, or exercised or the entity has not removed the designation of the
hedging relationship) on the date of adoption. The effect of adoption should be reflected as of the beginning of the
fiscal year of adoption. The adoption of this ASU is not expected to materially impact the Company’s consolidated
financial statements.

In May 2017, the FASB issued ASU No 2017-09, “Compensation — Stock Compensation (Topic 718)”. This ASU

provides clarity and reduces both (1) diversity in practice and (2) cost and complexity when applying the guidance in

Topic 718, Compensation — Stock Compensation, to a change to the terms or conditions of a share-based payment

award. The ASU provides guidance about which changes to the terms or conditions of a share-based payment award

require an entity to apply modification accounting in Topic 718. This ASU is the final version of proposed ASU

2016-360, “Compensation—Stock Compensation (Topic 718)—Scope of Modification Accounting,” which has been deleted.
The amendments in this ASU are effective for all entities for annual periods, and interim periods within those annual

periods, beginning after December 15, 2017. The amendments in this ASU should be applied prospectively to an

award modified on or after the adoption date. The adoption of this ASU did not materially impact the Company’s
consolidated financial statements.

12
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In August 2016, the FASB issued ASU No 2016-15, “Classification of certain cash receipts and cash payments”. This
ASU addresses the following eight specific cash flow issues: debt prepayment or debt extinguishment costs;
settlement of zero-coupon debt instruments or other debt instruments with coupon interest rates that are insignificant
in relation to the effective interest rate of the borrowing; contingent consideration payments made after a business
combination; proceeds from the settlement of insurance claims; proceeds from the settlement of corporate-owned life
insurance policies (COLIs) (including bank-owned life insurance policies (BOLIs)); distributions received from equity
method investees; beneficial interests in securitization transactions; and separately identifiable cash flows and
application of the predominance principle. The guidance will be effective for annual reporting periods beginning after
December 15, 2017, and interim periods within those fiscal years with early adoption permitted. The adoption of this
ASU did not materially impact the Company’s consolidated financial statements.

In February 2016, the FASB issued ASU No. 2016-02, “Leases,” which specifies the accounting for leases. The
objective is to establish the principles that lessees and lessors shall apply to report useful information to users of
financial statements about the amount, timing and uncertainty of cash flows arising from a lease. This ASU introduces
the recognition of lease assets and lease liabilities by lessees for those leases classified as operating leases under
previous guidance. The guidance will be effective for annual reporting periods beginning after December 15, 2018 and
interim periods within those fiscal years with early adoption permitted. The Company is in the process of evaluating
the impact of the future adoption of this standard on the Company’s consolidated financial statements.

In August 2015, the FASB issued ASU 2015-14, “Revenue from Contracts with Customers (Topic 606): Deferral of the
Effective Date,” which deferred the effective date of ASU 2014-09 for all entities by one year. This update is effective
for public business entities for annual reporting periods beginning after December 15, 2017, including interim periods
within those reporting periods. Earlier application was permitted only as of annual reporting periods beginning after
December 15, 2016, including interim reporting periods within that reporting period. ASU 2014-09 was to become
effective for us beginning January 2017; however, ASU 2015-14 deferred our effective date until January 2018, which
is when we adopted this standard. The ASU permits two methods of adoption: retrospectively to each prior reporting
period presented (full retrospective method), or retrospectively with the cumulative effect of initially applying the
guidance recognized at the date of initial application (the modified retrospective method). The ASU also requires
expanded disclosures relating to the nature, amount, timing, and uncertainty of revenue and cash flows arising from
contracts with customers. Additionally, qualitative and quantitative disclosures are required for customer contracts,
significant judgments and changes in judgments, and assets recognized from the costs to obtain or fulfill a contract.
The Company completed the process of evaluating the effect of the adoption and determined there were no material
changes required to the reported revenues as a result of the adoption. Substantially all of the revenue arrangements
consist of a single performance obligation to transfer goods. Based on the evaluation process and review of the
contracts with customers, the timing and amount of revenue recognized based on ASU 2015-14 is consistent with the
revenue recognition policy under previous guidance. The adoption of this ASU on January 1, 2018 using the modified
retrospective approach applied to those contracts which were not completed as of January 1, 2018 did not have a
material impact on the Company’s consolidated financial statements. Comparative information has not been restated
and continues to be reported under the accounting standard in effect for those periods. The impact of adopting ASU
606 was not material to the Company’s consolidated financial statements as of and for the three and six months ended
June 30, 2018. See note 3.

13
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2. Acquisitions:

On April 2, 2018, the Company acquired substantially all of the net assets of Berlin Metals, based in Hammond,
Indiana, for $21.9 million. Berlin Metals was founded in 1967 and is one of the largest North American service
centers processing and distributing prime tin mill products and stainless steel strip in slit coil form. Berlin Metals is
also a supplier of galvanized, light gauge cold rolled sheet and strip and other coated metals in coil forms, to
customers in the building products, automotive and specialized industrial markets.

14



Edgar Filing: OLYMPIC STEEL INC - Form 10-Q

The acquisition is not considered significant and thus pro-forma information has not been provided. The acquisition
was accounted for as a business combination and the assets were valued at fair market value. The table below
summarizes the purchase price allocation of the fair market values of the assets acquired and liabilities assumed.

As of

June 30,
Details of Acquisition (in thousands) 2018
Assets acquired

Accounts receivable 6,609
Inventories 14,769
Property and equipment 2,898
Prepaid expenses and other 345
Intangible assets 5,255
Total assets acquired 29,876
Total liabilities assumed (7,969 )
Cash paid $21,907

As of the effective date of the acquisition, Berlin Metals’ results are included in the Company’s specialty metals flat
products segment in the Company’s second quarter of 2018 financial results. Upon the acquisition, the Company
entered into an amendment to its asset-based credit facility to include the eligible assets of Berlin Metals.

3. Revenue Recognition:

The Company provides metals processing, distribution and delivery of large volumes of processed carbon, coated flat
rolled sheet, coil and plate products, aluminum, and stainless flat rolled products, prime tin mill products, flat bar
products, metal tubing, pipe, bar, valves, fittings, and fabricated parts. The Company's contracts with customers are
comprised of purchase orders with standard terms and conditions. Occasionally the Company may also have
longer-term agreements with customers. Substantially all of the contracts with customers require the delivery of
metals which represent single performance obligations that are satisfied upon transfer of control of the product to the
customer.

Transfer of control is assessed based on the use of the product distributed and rights to payment for performance under
the contract terms. Transfer of control and revenue recognition for substantially all of the Company’s sales occur upon
shipment or delivery of the product, which is when title, ownership and risk of loss pass to the customer and is based
on the applicable shipping terms. The shipping terms depend on the customer contract. An invoice for payment is
issued at time of shipment and terms are generally net 30 days. The Company has certain fabrication contracts in one
business unit for which revenue is recognized over time as performance obligations are achieved. This fabrication

15
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business is not material to the Company's consolidated results.

Within the metals industry, revenue is frequently disaggregated by products sold. The table below disaggregates the
Company’s revenues by segment and products sold.

Disaggregated Revenue by Products

Sold
For the Three Months Ended June 30,
2018
Specialty Tubular
Carbon
and
flat metals Total
flat pipe
productspmducts products
Hot Rolled  35.0% - - 35.0%
Plate 123% - - 12.3%
Cold Rolled 5.7% - - 5.7%
Coated 7.5% - - 7.5%
Specialty - 19.5% - 19.5%
Pipe & Tube - - 16.8% 16.8%
Other 1.2% 2.0% - 3.2%
Total 61.7% 21.5% 16.8% 100.0%




Edgar Filing: OLYMPIC STEEL INC - Form 10-Q

Disaggregated Revenue by Products

Sold
For the Six Months Ended June 30,
2018
Specialty Tubular
Carbon
and
flat metals Total
flat pipe
productspmducts products
Hot Rolled  35.8% - - 35.8%
Plate 124% - - 12.4%
Cold Rolled 5.4% - - 5.4%
Coated 7.8% - - 7.8%
Specialty - 18.6% - 18.6%
Pipe & Tube - - 17.6% 17.6%
Other 1.3% 1.1% - 2.4%
Total 62.7% 19.7% 17.6% 100.0%

4. Accounts Receivable:

Accounts receivable are presented net of allowances for doubtful accounts and unissued credits of $3.5 million and
$2.8 million as of June 30, 2018 and December 31, 2017, respectively. The allowance for doubtful accounts is
maintained at a level considered appropriate based on historical experience and specific customer collection issues
that have been identified. Estimations are based upon a calculated percentage of accounts receivable, which remains
fairly level from year to year, and judgments about the probable effects of economic conditions on certain customers,
which can fluctuate significantly from year to year. The Company cannot guarantee that the rate of future credit losses
will be similar to past experience. The Company considers all available information when assessing the adequacy of
its allowance for doubtful accounts and unissued credits each quarter.

5. Inventories:

Inventories consisted of the following:

Inventory as of

17
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June 30, December

(in thousands) 2018 31,2017

Unprocessed $300,237 $225,187
Processed and finished 63,358 50,120
Totals $363,595 $275,307

The Company values certain of its tubular and pipe products inventory at the last-in, first-out (LIFO) method. At June
30, 2018 and December 31, 2017, approximately $55.5 million, or 15.3% of consolidated inventory, and $48.1
million, or 17.5% of consolidated inventory, respectively, was reported under the LIFO method of accounting. The
cost of the remainder of the tubular and pipe products inventory is determined using a weighted average rolling
first-in, first-out (FIFO) method.

During the three and six months ended June 30, 2018, the Company recorded $1.5 million and $2.0 million of LIFO
expense, respectively, as the current projections anticipate increased pricing and volume of LIFO inventory for the
remainder of the year. During the three and six months ended June 30, 2017, the Company recorded $0.4 million and
$0.8 million of LIFO expense, respectively.

If the FIFO method had been in use, inventories would have been $3.3 million and $5.3 million lower than reported at
June 30, 2018 and December 31, 2017, respectively.

6. Goodwill and Intangible Assets:

The Company’s intangible assets were recorded in connection with its April 2, 2018 acquisition of Berlin Metals and
its July 1, 2011 acquisition of CTI. The intangible assets were evaluated on the premise of highest and best use to a
market participant, primarily utilizing the income approach valuation methodology. The useful life of the customer
relationships were determined to be fifteen years, based primarily on the consistent and predictable revenue source
associated with the existing customer base, the present value of which extends through the fifteen year amortization
period. The useful life of the trade names were determined to be indefinite primarily due to its history and reputation
in the marketplace, the Company’s expectation that the trade names will continue to be used, and the conclusion that
there are currently no other factors identified that would limit its useful life. The Company will continue to evaluate
the useful life assigned to our amortizable customer relationships in future periods.

10
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Goodwill, by reportable segment, was as follows as of June 30, 2018 and December 31, 2017, respectively. The
goodwill is deductible for tax purposes.

Specialty Tubular

gﬁ:t bon Metals and
(in thousands) Total
Products Flat Pipe

Products Products

Balance as of December 31,2017 $§ - $ - $ - $-
Acquisitions - 2,358 - 2,358
Impairments - - - -
Balance as of June 30, 2018 $ - $2,358 $ - $2,358

Intangible assets, net, consisted of the following as of June 30, 2018 and December 31, 2017, respectively:

As of June 30, 2018
. Gross. o Accumulated Intangible
(in thousands) Carrying Acquisitions L Assets,
Amortization

Amount Net
Customer relationships - subject to amortization $13,332 $ 640 $ (6,232 ) $7,740
Covenant not to compete - subject to amortization - 157 (14 ) 143
Trade name - not subject to amortization 15,425 2,100 - 17,525

$28,757 $ 2,897 $ (6,246 ) $25,408

As of December 31, 2017
. Gross. . Accumulated Intangible
(in thousands) Carrying Acquisitions . Assets,
Amortization

Amount Net
Customer relationships - subject to amortization $13,332 $ - $ (5,777 ) $7,555
Trade name - not subject to amortization 15,425 - - 15,425

$28,757 $ - $ (5,777 ) $22,980

The Company estimates that amortization expense for its intangible assets subject to amortization will be
approximately $1.0 million per year in each of the next five years.

19
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The Company’s debt is comprised of the following components:

As of
December

June 30, 31,
(in thousands) 2018 2017
Asset-based revolving credit facility due December 8, 2022  $297,674 $196,235
Industrial revenue bond due April 1, 2018 - 930
Total debt 297,674 197,165
Less current amount - (930 )
Total long-term debt $297.674 $196,235

11
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The Company’s asset-based credit facility (the ABL Credit Facility) is collateralized by the Company’s accounts
receivable inventory and personal property. The ABL Credit Facility consists of (i) a revolving credit facility of $370
million, including a $20 million sub-limit for letters of credit and (ii) a first in, last out revolving credit facility of up
to $30 million. Under the terms of the ABL Credit Facility, the Company may request additional commitments in the
aggregate principal amount of up to $200 million to the extent that existing or new lenders agree to provide such
additional commitments. Revolver borrowings are limited to the lesser of a borrowing base, comprised of eligible
receivables and inventories, or $400 million in the aggregate. The ABL Credit Facility matures on December 8, 2022.

The ABL Credit Facility contains customary representations and warranties and certain covenants that limit the ability
of the Company to, among other things: (i) incur or guarantee additional indebtedness (ii) pay distributions on, redeem
or repurchase capital stock or redeem or repurchase subordinated debt (iii) make investments (iv) sell assets (v) enter
into agreements that restrict distributions or other payments from restricted subsidiaries to the Company (vi) incur
liens securing indebtedness (vii) consolidate, merge or transfer all or substantially all of their assets and (viii) engage
in transactions with affiliates. In addition, the ABL Credit Facility contains a financial covenant which requires (i) if
any commitments or obligations are outstanding and the Company’s availability is less than the greater of $30 million
or 10.0% of the aggregate amount of revolver commitments ($40.0 million at June 30, 2018) or 10.0% of the

aggregate borrowing base ($40.0 million at June 30, 2018), then the Company must maintain a ratio of Earnings

before Interest, Taxes, Depreciation and Amortization (EBITDA) minus certain capital expenditures and cash taxes
paid to fixed charges of at least 1.00 to 1.00 for the most recent twelve fiscal month period.

The Company has the option to borrow under its revolver based on the agent’s base rate plus a premium ranging from
0.00% to 1.50% or the London Interbank Offered Rate (LIBOR) plus a premium ranging from 1.25% to 2.75%.

As of June 30, 2018, the Company was in compliance with its covenants and had approximately $99 million of
availability under the ABL Credit Facility.

As of June 30, 2018, $1.7 million of bank financing fees were included in “Prepaid expenses and other”” and “Other
long-term assets” on the accompanying Consolidated Balance Sheets. The financing fees are being amortized over the
five-year term of the ABL Credit Facility and are included in “Interest and other expense on debt” on the accompanying
Consolidated Statements of Comprehensive Income.

8. Derivative Instruments:

Metals swaps and embedded customer derivatives
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During 2018 and 2017, the Company entered into nickel swaps indexed to the London Metal Exchange (LME) price
of nickel with third-party brokers. The nickel swaps are accounted for as derivatives for accounting purposes. The
Company entered into them to mitigate its customers’ risk of volatility in the price of metals. The outstanding nickel
swaps mature in 2018. The swaps are settled with the brokers at maturity. The economic benefit or loss arising from
the changes in fair value of the swaps is contractually passed through to the customer. The primary risk associated
with the metals swaps is the ability of customers or third-party brokers to honor their agreements with the Company
related to derivative instruments. If the customer or third-party brokers are unable to honor their agreements, the
Company’s risk of loss is the fair value of the metals swaps.

These derivatives have not been designated as hedging instruments. The periodic changes in fair value of the metals
and embedded customer derivative instruments are included in “Cost of materials sold” in the Consolidated Statements
of Comprehensive Income. The Company recognizes derivative positions with both the customer and the third party
for the derivatives and classifies cash settlement amounts associated with them as part of “Cost of materials sold” in the
Consolidated Statements of Comprehensive Income. The cumulative change in fair value of the metals swaps that

have not yet been settled are included in “Accounts receivable,” and the embedded customer derivatives are included in
“Other accrued liabilities” on the Consolidated Balance Sheets at June 30, 2018 and December 31, 2017.

Interest rate swap

CTI entered into an interest rate swap to reduce the impact of changes in interest rates on its Industrial Revenue Bond
(IRB). The swap agreement was terminated in March 2018 upon repayment of the IRB. The periodic changes in fair
value of the interest rate swap and cash settlement amounts associated with the interest rate swap are included in
“Interest and other expense on debt” in the Consolidated Statements of Comprehensive Income.

12
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There was no net impact from the nickel swaps or embedded customer derivative agreements to the Company’s
Consolidated Statements of Comprehensive Income for the three and six months ended June 30, 2018 and 2017. The
table below shows the total impact to the Company’s Consolidated Statements of Comprehensive Income through net
income of the derivatives for the three and six months ended June 30, 2018 and 2017.

Net Gain (Loss)
Recognized
For the For the Six
Three Months
Months
Ended June g(l; ded June
30, ’
(in thousands) 2018 2017 2018 2017
Interest rate swap (CTI) $- $G5 )86 ) $3Uy)
Metals swaps 101 91) 207 77)
Embedded customer derivatives (101) 91 207) 77
Total loss $- $G5 ) $G ) $318)

9. Fair Value of Financial Instruments:

During the three months ended June 30, 2018, there were no transfers of financial assets between Levels 1, 2 or 3 fair
value measurements. There have been no changes in the methodologies used at June 30, 2018 since December 31,
2017. Following is a description of the valuation methodologies used for assets and liabilities measured at fair value as
of June 30, 2018 and December 31, 2017:

Metals swaps and embedded customer derivatives — Determined by using Level 2 inputs that include the price of nickel
indexed to the LME. The fair value is determined based on quoted market prices and reflects the estimated amounts
the Company would pay or receive to terminate the nickel swaps.

Interest rate swaps — Based on the present value of the expected future cash flows, considering the risks involved, and
using discount rates appropriate for the maturity date. Market observable Level 2 inputs are used to determine the
present value of future cash flows.
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The following table presents information about the Company’s assets and liabilities that were measured at fair value on
a recurring basis and indicates the fair value hierarchy of the valuation techniques utilized by the Company:

Value of Items

Recorded at Fair Value
As of June 30, 2018
(in thousands) Levdlevel Level Total
1 2 3
Assets:
Embedded customer derivative $- $155 $ - $155
Total assets at fair value $- $155 $ - $155
Liabilities:
Metals swaps $- $155 $ - $155
Total liabilities recorded at fair value $- $155 $ - $155

Value of Items Not Recorded
at Fair Value

As of June 30, 2018
(in thousands) %evﬂevel 2 :I;evel Total
Liabilities:
Revolver - 297,674 - 297,674

Total liabilities not recorded at fair value $- $297,674 $ - $297,674

The value of the items not recorded at fair value represent the carrying value of the liabilities.

13
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Value of Items

Recorded at Fair Value
As of December 31,
2017

(in thousands) Levdlevel Level Total
1 2 3

Assets:

Metals swaps $- $382 $ - $382

Total assets at fair value $- $382 $ - $382

Liabilities:

Embedded customer derivatives $- $382 $ - $382

Interest rate swap (CTI) -5 - 5

Total liabilities recorded at fair value $- $387 $ $387

Value of Items Not Recorded at

Fair Value

As of December 31, 2017
(in thousands) iJevel Level 2 :I;evel Total
Liabilities:
IRB $930 $- $ - $930
Revolver - 196,235 - 196,235

Total liabilities not recorded at fair value $930 $196,235 $ - $197,165

The value of the items not recorded at fair value represent the carrying value of the liabilities.

The fair value of the IRB was determined using Level 1 inputs. The carrying value and the fair value of the IRB that
qualified as financial instruments were $0.9 million at December 31, 2017.

The fair value of the revolver is determined using Level 2 inputs. The Level 2 fair value of the Company's long-term
debt was estimated using prevailing market interest rates on debt with similar credit worthiness, terms and maturities.

10. Equity Plans:

Restricted Stock Units and Performance Share Units
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Pursuant to the Amended and Restated Olympic Steel 2007 Omnibus Incentive Plan (the Incentive Plan), the
Company may grant stock options, stock appreciation rights, restricted shares, restricted share units, performance
shares, and other stock- and cash-based awards to employees and Directors of, and consultants to, the Company and
its affiliates. Since adoption of the Incentive Plan, 1,000,000 shares of common stock have been authorized for equity
grants.

On an annual basis, the Compensation Committee of the Company’s Board of Directors awards restricted stock units
(RSUs), to each non-employee Director as part of their annual compensation. The annual awards for 2018 and 2017
were $80,000 and $70,000, respectively. Subject to the terms of the Plan and the RSU agreement, the RSUs vest after
one year of service (from the date of grant). The RSUs are not converted into shares of common stock until the
director either resigns or is terminated from the Board of Directors.

On July 1, 2016, the Company created a new Senior Management Stock Incentive Program (the Plan) for certain
participants that operates under the Plan. Under the Plan, each participant is awarded RSUs with a dollar value equal
to 10% of the participant’s base salary, up to an annual maximum of $17,500. The RSUs have a five-year vesting
period and the RSUs will convert into the right to receive shares of common stock upon a participant’s retirement, or
earlier upon the participant’s death or disability or upon a change in control of the Company. The carbon and specialty
metals flat products segments adopted the Plan on July 1, 2016 and the tubular and pipe products segment adopted the
Plan on January 1, 2017.

14
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Stock-based compensation expense recognized on RSUs for the three months ended June 30, 2018 and 2017,
respectively, is summarized in the following table:

For the For the Six
Three

Months
Months Ended
Ended

June 30, June 30,
(in thousands, except per share data) 2018 2017 2018 2017
RSU expense before taxes $144 $147 $282 $267
RSU expense after taxes $106 $91 $208 $194

All pre-tax charges related to RSUs were included in the caption “Administrative and general” on the accompanying

Consolidated Statements of Comprehensive Income.

The following table summarizes the activity related to RSUs for the three months ended June 30, 2018:

Number Weighted

of Average
Shares Gr.anted
Price

Outstanding at December 31, 2017 469,068 $ 20.11
Granted 55,532 22.88
Converted into shares (19,097) 16.99
Forfeited (6,709 ) 1698
Outstanding at June 30, 2018 498,794 $ 20.62
Vested at June 30, 2018 465,234 $ 20.68

11.Income Taxes:

For the three months ended June 30, 2018, the Company recorded an income tax provision of $5.7 million, or 26.5%
of pre-tax income, compared to $3.0 million, or 38.6% of pre-tax income, for the three months ended June 30, 2017.
On December 22, 2017, the President of the United States signed into law the Tax Cuts and Jobs Act (Tax Act). The
Tax Act, among other things, lowered the U.S. corporate income tax rate from 35% to 21% effective January 1, 2018.
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While the Company has substantially completed its analysis of the income tax effects of the Tax Act and recorded a
reasonable estimate of such effects, certain items related to the Tax Act may differ, possibly materially, due to further
refinement of the calculations, changes in interpretations and assumptions made, additional guidance that may be
issued by the U.S. government, and actions related to accounting policy decisions the Company may make as a result
of the Tax Act. The Company will complete its analysis of these items over a one-year measurement period ending
December 22, 2018, and any adjustment provided by the SEC under Staff Accounting Bulletin 118 during this
measurement period will be included in net earnings from continuing operations as an adjustment to income tax
expense (benefit) in the reporting period when such adjustments are determined.

For the six months ended June 30, 2018, the Company recorded an income tax provision of $8.4 million, or 26.3% of
pre-tax income, compared to $4.7 million, or 27.4%, for the six months ended June 30, 2017. In the first quarter of
2017, the Company made an out-of-period adjustment to correct and record previously unrecognized deferred tax
assets, and the associated tax benefit, related to a portion of the Supplemental Executive Retirement Plan (SERP) that
had previously been considered non-deductible under Section 162(m) limitations in prior years. Due to the mandatory
waiting period of six months prior to any SERP payment distribution, in 2017 the Company determined that the
Section 162(m) non-deductibility limitations did not apply. The adjustment, which had accumulated since the
inception of the SERP in 2005, resulted in an increase to after-tax income of $1.9 million in 2017. The Company
determined that this adjustment was not material to its current or prior period consolidated financial statements.

The tax provision or benefit for interim periods is determined using an estimate of the Company’s annual effective tax
rate, adjusted for discrete items that are taken into account in the relevant period. Each quarter the Company updates
the estimate of the annual effective tax rate, and if the estimated tax rate changes, the Company makes a cumulative
adjustment.

The quarterly tax provision and the quarterly estimate of the annual effective tax rate is subject to significant volatility
due to several factors, including variability in accurately predicting the Company’s pre-tax and taxable income and loss
and the mix of jurisdictions to which they relate, changes in law and relative changes of expenses or losses for which
tax benefits are not recognized. Additionally, the effective tax rate can be more or less volatile based on the amount of
pre-tax income. For example, the impact of discrete items and non-deductible expenses on the effective tax rate is
greater when the pre-tax income is lower.

15

28



Edgar Filing: OLYMPIC STEEL INC - Form 10-Q

12. Shares Qutstanding and Earnings Per Share:

Earnings per share have been calculated based on the weighted average number of shares outstanding as set forth
below:

For the Three For the Six
Months Ended Months Ended

June 30, June 30,
(in thousands, except per share data) 2018 2017 2018 2017
Weighted average basic shares outstanding 11,435 11,383 11,419 11,382
Assumed exercise of stock options and issuance of stock awards - 7 - 5
Weighted average diluted shares outstanding 11,435 11,390 11,419 11,387
Net income $15,848 $4,797 $23,477 $12,496
Basic earnings per share $1.39 $042 $2.06 $1.10
Diluted earnings per share $1.39 $042 $2.06 $1.10
Anti-dilutive securities outstanding 63 43 63 43

13. Segment Information:

The Company follows the accounting guidance that requires the utilization of a “management approach” to define and
report the financial results of operating segments. The management approach defines operating segments along the
lines used by the Company’s chief operating decision maker (CODM) to assess performance and make operating and
resource allocation decisions. Our CODM evaluates performance and allocates resources based primarily on operating
income (loss). Our operating segments are based primarily on internal management reporting.

The Company operates in three reportable segments; carbon flat products, specialty metals flat products, and tubular
and pipe products. The flat products segments’ assets and resources are shared by the carbon and specialty metals
segments and both segments’ products are stored in the shared facilities and, in some locations, processed on shared
equipment. As such, total assets and capital expenditures are reported in the aggregate for the flat products segments.
Due to the shared assets and resources, certain of the flat products segment expenses are allocated between the carbon
flat products segment and the specialty metals flat products segment based upon an established allocation
methodology. Through its carbon flat products segment, the Company sells and distributes large volumes of processed
carbon and coated flat-rolled sheet, coil and plate products. Through its specialty metals flat products segment, the
Company sells and distributes processed aluminum and stainless flat-rolled sheet and coil products, flat bar products
and fabricated parts. Through its acquisition of Berlin Metals on April 2, 2018, the specialty metals flat products
segment expanded its product offerings to include prime tin mill products. Through its tubular and pipe products
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segment, the Company distributes metal tubing, pipe, bar, valve and fittings and fabricates pressure parts supplied to
various industrial markets.

Corporate expenses are reported as a separate line item for segment reporting purposes. Corporate expenses include
the unallocated expenses related to managing the entire Company (i.e., all three segments), including compensation
for certain personnel, expenses related to being a publicly traded entity such as board of directors’ expenses, audit
expenses, and various other professional fees.
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The following table provides financial information by segment and reconciles the Company’s operating income by

segment to the consolidated income before income taxes for the three and six months ended June 30, 2017 and 2016.

(in thousands)

Net sales

Carbon flat products
Specialty metals flat products
Tubular and pipe products
Total net sales

Depreciation and amortization
Carbon flat products

Specialty metals flat products
Tubular and pipe products
Corporate

Total depreciation and amortization

Operating income

Carbon flat products
Specialty metals flat products
Tubular and pipe products
Corporate expenses

For the Three
Months Ended
June 30,

2018 2017
$279,292 $237,058
97,354 58,280
76,271 60,857
$452,917 $356,195
$2,580 $2,905
335 198

1,469 1,412
25 26
$4,409 $4,541
$18,304 $7,239
5,524 2,859
4,550 2,344

(4,059 ) (2,809 ) (7,098 )

Total operating income $24,319 $9,633

Other loss, net (93 ) (28

Income before interest and income taxes 24,226 9,605

Interest and other expense on debt 2,670 1,788

Income before income taxes $21,556 $7,817
For the Three For the Six
Months Ended Months Ended
June 30, June 30,

(in thousands) 2018 2018 2017

Capital expenditures
Flat products segments
Tubular and pipe products 383
Corporate 283
Total capital expenditures $6,031

$5,365 $1,777

$2,403

$10,309 $3,182

3,093 1,287

373

$13,775 $4,469

For the Six Months
Ended
June 30,
2018 2017
$520,185 $453,974
162,884 116,235
145,446 120,879
$828,515 $691,088
$5,140 $5,794
540 424
2,925 2,808
51 51
$8,656 $9,077
$26,409 $14,614
8,537 6,844
8,816 4,831
(5,605
$36,664 $20,684
) (139 ) (54
36,525 20,630
4,656 3,414
$31,869 $17,216

)
)
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As of

June 30,
(in thousands) 2018
Total assets
Flat products segments $569,775
Tubular and pipe products 208,605
Corporate 576
Total assets $778,956

December
31,
2017

$409,116
194,787
255

$604,158

There were no material revenue transactions between the carbon flat products, specialty metals products, and tubular

and pipe products segments.

The Company sells certain products internationally, primarily in Canada and Mexico. International sales are
immaterial to the consolidated financial results and to the individual segments’ results.
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Item 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion and analysis should be read in conjunction with our unaudited consolidated financial
statements and accompanying notes contained herein and our consolidated financial statements, accompanying notes
and Management’s Discussion and Analysis of Financial Condition and Results of Operations contained in our Annual
Report on Form 10-K for the year ended December 31, 2017. The following Management’s Discussion and Analysis of
Financial Condition and Results of Operations contain forward-looking statements that involve risks and uncertainties.
Our actual results may differ materially from the results discussed in the forward-looking statements. Factors that
might cause a difference include, but are not limited to, those discussed under Item 1A (Risk Factors) in our Annual
Report on Form 10-K for the year ended December 31, 2017. The following section is qualified in its entirety by the
more detailed information, including our financial statements and the notes thereto, which appear elsewhere in this
Quarterly Report on Form 10-Q.

Forward-Looking Information

This Quarterly Report on Form 10-Q and other documents we file with the SEC contain various forward-looking
statements that are based on current expectations, estimates, forecasts and projections about our future performance,
business, our beliefs and management’s assumptions. In addition, we, or others on our behalf, may make

forward-looking statements in press releases or written statements, or in our communications and discussions with
investors and analysts in the normal course of business through meetings, conferences, webcasts, phone calls and
conference calls. Words such as “may,” “will,” “anticipate,” “should,” “intend,” “expect,” “believe,” “estimate,” “project,
and “continue,” as well as the negative of these terms or similar expressions, are intended to identify forward-looking
statements, which are made pursuant to the safe harbor provisions of the Private Securities Litigation Reform Act of
1995. Such forward-looking statements are subject to certain risks and uncertainties that could cause our actual results

to differ materially from those implied by such statements including, but not limited to:

LR T3 99 ¢

pl

the recent inflation in metals pricing provides risks of falling metals prices and inventory devaluation;
general and global business, economic, financial and political conditions;
competitive factors such as the availability, global production levels and pricing of metals, industry shipping and
inventory levels and rapid fluctuations in customer demand and metals pricing;
cyclicality and volatility within the metals industry;
fluctuations in the value of the U.S. dollar, as well as the related impact on foreign steel pricing, U.S. exports, and
foreign imports to the United States;
the levels of imported steel in the United States and the tariffs initiated by the U.S. government in 2018 under Section
232 of the Trade Expansion Act of 1962 (Section 232 tariffs) and newly imposed tariffs and duties on exported steel;
the availability and rising costs of transportation and logistical services;
the successes of our efforts and initiatives to increase sales and earnings, maintain or improve working capital
turnover and free cash flows, improve our customer service, and achieve cost savings;
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our ability to generate free cash flow through operations and repay debt within anticipated time frames;

events or circumstances that could impair or adversely impact the carrying value of any of our assets;

risks and uncertainties associated with intangible assets, including impairment charges related to indefinite lived
intangible assets;

events or circumstances that could adversely impact the successful operation of our processing equipment and
operations;

the amounts, successes and our ability to continue our capital investments and strategic growth initiatives, including
acquisitions and our business information system implementations;

our ability to successfully integrate Berlin Metals, LLC, or Berlin Metals, into our business and risks inherent with
the Berlin Metals acquisition in the achievement of expected results, including whether the acquisition will be
accretive and within the expected timeframe;

the success of our operational initiatives to improve our operating, cultural and management systems and reduce our
Ccosts;

the ability to comply with the terms of our asset-based credit facility;

the ability of our customers and third parties to honor their agreements related to derivative instruments;

customer, supplier and competitor consolidation, bankruptcy or insolvency;

increased labor costs and tighter employment markets related to tighter employment markets;

reduced production schedules, layoffs or work stoppages by our own, our suppliers’ or customers’ personnel;

the impacts of union organizing activities and the success of union contract renewals;

the timing and outcomes of inventory lower of cost or market adjustments and last-in, first-out, or LIFO, income or
expense;
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the ability of our customers (especially those that may be highly leveraged, and those with inadequate liquidity) to
maintain their credit availability;

the inflation or deflation existing within the metals industry, as well as product mix and inventory levels on hand,
which can impact our cost of materials sold as a result of the fluctuations in the LIFO inventory valuation;

the adequacy of our existing information technology and business system software, including duplication and
security processes;

the adequacy of our efforts to mitigate cyber security risks and threats;

access to capital and global credit markets;

our ability to pay regular quarterly cash dividends and the amounts and timing of any future dividends;

our ability to repurchase shares of our common stock and the amounts and timing of repurchases, if any;
unanticipated developments that could occur with respect to contingencies such as litigation, arbitration and
environmental matters, including any developments that would require any increase in our costs for such
contingencies; and

changes in laws or regulations or the manner of their interpretation or enforcement could impact our financial
performance and restrict our ability to operate our business or execute our strategies.

Should one or more of these or other risks or uncertainties materialize, or should underlying assumptions prove
incorrect, actual results may vary materially from those anticipated, intended, expected, believed, estimated, projected
or planned. You are cautioned not to place undue reliance on these forward-looking statements, which speak only as
of the date hereof. We undertake no obligation to republish revised forward-looking statements to reflect the
occurrence of unanticipated events or circumstances after the date hereof, except as otherwise required by law.

Overview

We are a leading metals service center that operates in three reportable segments; carbon flat products, specialty
metals flat products, and tubular and pipe products. We provide metals processing and distribution services for a wide
range of customers. Our carbon flat products segment’s focus is on the direct sale and distribution of large volumes of
processed carbon and coated flat-rolled sheet, coil and plate products and fabricated parts. Our specialty metals flat
products segment’s focus is on the direct sale and distribution of processed aluminum and stainless flat-rolled sheet and
coil products, flat bar products and fabricated parts. Through the acquisition of Berlin Metals on April 2, 2018, the
specialty metals flat products segment expanded its product offerings to include differing types of stainless flat-rolled
sheet and coil and prime tin mill products. In addition, we distribute metal tubing, pipe, bar, valves and fittings and
fabricate pressure parts supplied to various industrial markets. Products that require more value-added processing
generally have a higher gross profit. Accordingly, our overall gross profit is affected by, among other things, product
mix, the amount of processing performed, the demand for and availability of metals, and volatility in selling prices
and material purchase costs. We also perform toll processing of customer-owned metals. We sell certain products
internationally, primarily in Canada and Mexico. International sales are immaterial to our consolidated financial
results and to the individual segments’ results.

Our results of operations are affected by numerous external factors including, but not limited to: general and global
business, economic, financial, banking and political conditions; fluctuations in the value of the U.S. dollar to foreign

35



Edgar Filing: OLYMPIC STEEL INC - Form 10-Q

currencies, competition; metals pricing, demand and availability; transportation and energy costs; pricing and
availability of raw materials used in the production of metals; global supply, the level of metals imported into the
United States, and inventory held in the supply chain; customers’ ability to manage their credit line availability; and
layoffs or work stoppages by our own, our suppliers’ or our customers’ personnel. The metals industry also continues to
be affected by the global consolidation of our suppliers, competitors and end-use customers.

Like other metals service centers, we maintain substantial inventories of metals to accommodate the short lead times
and just-in-time delivery requirements of our customers. Accordingly, we purchase metals in an effort to maintain our
inventory at levels that we believe to be appropriate to satisfy the anticipated needs of our customers based upon
customer forecasts, historic buying practices, supply agreements with customers and market conditions. Our
commitments to purchase metals are generally at prevailing market prices in effect at the time we place our orders.
We have entered into nickel and carbon swaps at the request of our customers in order to mitigate our customers’ risk
of volatility in the price of metals, and we have entered into metals hedges to mitigate our risk of volatility in the price
of metals. We have no long-term, fixed-price metals purchase contracts. When metals prices decline, customer
demands for lower prices and our competitors’ responses to those demands could result in lower sale prices and,
consequently, lower gross profits and earnings as we use existing metals inventory. When metals prices increase,
competitive conditions will influence how much of the price increase we can pass on to our customers. To the extent
we are unable to pass on future price increases in our raw materials to our customers, the net sales and gross profits of
our business could be adversely affected.
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At June 30, 2018, we employed approximately 1,780 people. Approximately 325 of the hourly plant personnel at the
facilities listed below are represented by ten separate collective bargaining units. The table below shows the
expiration dates of the collective bargaining agreements.

Facility Expiration date
Milan, Illinois August 12, 2018
Hammond, Indiana November 30, 2019
Locust, North Carolina March 4, 2020
Romeoville, Illinois May 31, 2020
Minneapolis coil, Minnesota September 30, 2020
Duluth, Minnesota December 22, 2020
Indianapolis, Indiana January 29, 2021
St. Paul, Minnesota May 25, 2021
Minneapolis plate, Minnesota March 31, 2022
Detroit, Michigan August 31, 2022

We have never experienced a work stoppage and we believe that our relationship with employees is good. However,
any prolonged work stoppages by our personnel represented by collective bargaining units could have a material
adverse impact on our business, financial condition, results of operations and cash flows.

On April 2, 2018, we acquired all of the net assets of Berlin Metals, based in Hammond, Indiana. Berlin Metals was
founded in 1967 and is one of the largest North American service centers processing and distributing prime tin mill
products and stainless steel strip in slit coil form. Berlin Metals is also a supplier of galvanized, light gauge cold rolled
sheet and strip and other coated metals in coil forms, to customers in the building products, automotive and
specialized industrial markets.

The acquisition was accounted for as a business combination and the assets were valued at fair market value. The
acquisition is not considered significant and Berlin Metals’ results are included in our specialty metals flat products
segment in our second quarter of 2018 financial results. The acquisition is expected to be accretive to 2018 earnings.

Reportable Segments

We operate in three reportable segments; carbon flat products, specialty metals flat products and tubular and pipe
products. The carbon flat products segment and the specialty metals flat products segment are at times consolidated
and referred to as the flat products segment. Some of the flat products segments’ assets and resources are shared by the
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carbon and specialty metals segments and both segments’ products are stored in the shared facilities and, in some
locations, processed on shared equipment. As such, total assets and capital expenditures are reported in the aggregate
for the flat products segments. Due to the shared assets and resources, certain of the flat products segment expenses
are allocated between the carbon flat products segment and the specialty metals flat products segment based upon an
established allocation methodology.

We follow the accounting guidance that requires the utilization of a “management approach” to define and report the
financial results of operating segments. The management approach defines operating segments along the lines used by
the chief operating decision maker, or CODM, to assess performance and make operating and resource allocation
decisions. Our CODM evaluates performance and allocates resources based primarily on operating income. Our
operating segments are based primarily on internal management reporting.

Due to the nature of the products sold in each segment, there are significant differences in the segments’ average
selling price and the cost of materials sold. The tubular and pipe products segment generally has the highest average
selling price among the three segments followed by the specialty metals flat products and carbon flat products
segments. Due to the nature of the tubular and pipe products, we do not report tons sold or per ton information. Gross
profit per ton is generally higher in the specialty metals flat products segment than the carbon flat products segment.
Gross profit as a percentage of net sales is generally highest in the tubular and pipe products segment, followed by the
carbon and specialty metals flat products segments.

Due to the differences in average selling prices, gross profit and gross profit percentage among the segments, a change
in the mix of sales could impact total net sales, gross profit, and gross profit percentage. In addition, certain inventory
in the tubular and pipe products segment is valued under the LIFO method. Adjustments to the LIFO inventory value
are recorded to cost of materials sold and may impact the gross margin and gross margin percentage at the
consolidated Company and tubular and pipe products segment levels.

20

38



Edgar Filing: OLYMPIC STEEL INC - Form 10-Q

Carbon flat products

The primary focus of our carbon flat products segment is on the direct sale and distribution of large volumes of
processed carbon and coated flat-rolled sheet, coil and plate products and fabricated parts. We act as an intermediary
between metals producers and manufacturers that require processed metals for their operations. We serve customers in
most metals consuming industries, including manufacturers and fabricators of transportation and material handling
equipment, construction and farm machinery, storage tanks, environmental and energy generation equipment,
automobiles, military vehicles and equipment, as well as general and plate fabricators and metals service centers. We
distribute these products primarily through a direct sales force.

Specialty metals flat products

The primary focus of our specialty metals flat products segment is on the direct sale and distribution of processed
stainless and aluminum flat-rolled sheet and coil products, flat bar products and fabricated parts. Through its
acquisition of Berlin Metals on April 2, 2018, our specialty metals flat products segment expanded its product
offerings to include differing types of stainless flat-rolled sheet and coil and prime tin mill products. We act as an
intermediary between metals producers and manufacturers that require processed metals for their operations. We serve
customers in various industries, including manufacturers of food service and commercial appliances, agriculture
equipment, transportation and automotive equipment. We distribute these products primarily through a direct sales
force.

Combined, the carbon and specialty metals flat products segments have 21 strategically-located processing and
distribution facilities in the United States and one in Monterrey, Mexico. Many of our facilities service both the
carbon and the specialty metals flat products segments, and certain assets and resources are shared by the segments.
Our geographic footprint allows us to focus on regional customers and larger national and multi-national accounts,
primarily located throughout the midwestern, eastern and southern United States.

Tubular and pipe products

The tubular and pipe products segment consists of the Chicago Tube and Iron, or CTI, business, acquired in 2011.
Through our tubular and pipe products segment, we distribute metal tubing, pipe, bar, valve and fittings and fabricate
pressure parts supplied to various industrial markets. Founded in 1914, CTI operates from nine locations in the
midwestern and southeastern United States. The tubular and pipe products segment distributes its products primarily
through a direct sales force.
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Corporate expenses

Corporate expenses are reported as a separate line item for segment reporting purposes. Corporate expenses include
the unallocated expenses related to managing the entire Company (i.e., all three segments), including compensation
for certain personnel, expenses related to being a publicly traded entity such as board of directors’ expenses, audit
expenses, and various other professional fees.

Results of Operations

Our results of operations are impacted by the market price of metals. During the first half of 2018, metals prices
increased significantly and changes to our net sales, cost of materials sold, gross profit, cost of inventory and
profitability, are all impacted by industry metals pricing. The pricing increases continued through the first half of 2018
resulting in metals pricing reaching its highest point in 10 years. The increases are driven by both the tariffs initiated
by the U.S. government in 2018 under Section 232 of the Trade Expansion Act (section 232 tariffs) of and strong
customer demand.

Transactional or “spot” selling prices generally move in tandem with market price changes, while fixed selling prices
typically lag and reset quarterly. Similarly, inventory costs (and, therefore, cost of materials sold) tend to move slower
than market selling price changes due to mill lead times and inventory turnover impacting the rate of change in
average cost. When average selling prices increase, and net sales increase, gross profit and operating expenses as a
percentage of net sales will generally decrease. Our net sales and earnings were positively impacted by the price
increases and increased customer demand during the first half of 2018, and we expect this trend to continue into the
third quarter of 2018. As price increases continue, the gross margins we earn on each sale will lower as higher priced
inventory is applied to sales.

Operating results for the second quarter of 2018 include the additional revenues and operating expenses resulting from
the acquisition of Berlin Metals on April 2, 2018. Distribution expenses increased in the first half of 2018 across all
segments as anticipated. The increase accounted for 37.9% of the consolidated operating expense increase. The
increase is related to a shortage of drivers due to the stronger economy and more products moved via truck and limited
driver hours per day resulting from the Electronic Log Device mandate by the Federal Motor Carrier Safety
Administration issued in 2017.
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During the second quarter of 2017, we announced the permanent closure of our carbon flat products segment’s Siler
City, North Carolina operation. The facility ceased operations in the third quarter of 2017. The land and building
associated with the operation is classified as Assets held for sale on the accompanying Consolidated Balance Sheets,
and was subsequently sold in July 2018 at net book value. The operating loss related to the Siler City, North Carolina
operation was immaterial in the first half of 2018 compared to $938 thousand for the first half of 2017.

Consolidated Operations

The following table presents consolidated operating results for the periods indicated (dollars are shown in thousands):

For the Three Months Ended June For the Six Months Ended June 30,

30,
2018 2017 2018 2017
% of % of % of % of
net net net net
sales sales sales sales
Net sales $452,917 100.0 $356,195 100.0 $828,515 100.0 $691,088 100.0
Cost of materials sold (a) 356,061 78.6 283,041 79.5 650,838 178.6 541,495 78.4
Gross profit (b) 96,856 21.4 73,154  20.5 177,677 21.4 149,593 21.6
Operating expenses (c) 72,537 16.0 63,521 17.8 141,013 17.0 128,909 18.6
Operating income $24319 54  $9,633 27  $36,664 44  $20,684 3.0
Other loss, net 93 0.0 28 0.0 139 0.0 54 0.0
Interest and other expense on debt 2,670 0.6 1,788 0.5 4,656 0.6 3,414 0.5
Income before income taxes 21,556 4.8 7,817 2.2 31,869 3.8 17,216 2.5
Income taxes 5,708 1.3 3,020 0.8 8,392 1.0 4,720 0.7
Net income 15,848 3.5 4,797 1.4 23477 2.8 12,496 1.8

(a) Includes $1,500 and $2,000 of LIFO expense for the three and six months ended June 30, 2018, respectively.
Includes $400 and $775 of LIFO expense for the three and six months ended June 30, 2017, respectively.

(b) Gross profit is calculated as net sales less the cost of materials sold.

(c) Operating expenses are calculated as total costs and expenses less the cost of materials sold.

Net sales increased $96.7 million, or 27.2%, to $452.9 million in the second quarter of 2018 from $356.2 million in
the second quarter of 2017. The increase in net sales was due to a 21.3% increase in average selling prices and a 4.8%
increase in sales volume during the second quarter of 2018 compared to the second quarter of 2017. Average selling
prices increased sequentially from the first quarter of 2018 by approximately 13.0%. The average selling prices
increased in the carbon flat products and tubular and pipe products segments during the second quarter of 2018
compared to the second quarter of 2017 due to the increased market prices discussed above. Sales volumes increased
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in the specialty metals flat products segment due to the acquisition of Berlin Metals and increased customer demand,
and in the tubular and pipe products segment due to increased customer demand. Carbon flat products net sales were
61.7% of total net sales in the second quarter of 2018 compared to 66.6% of total net sales in the second quarter of
2017. Specialty metals flat products net sales were 21.5% of total net sales in the second quarter of 2018 compared to
16.4% of total net sales in the second quarter of 2017. Tubular and pipe products net sales were 16.8% of total net
sales in the second quarter of 2018 compared to 17.1% of total net sales in the second quarter of 2017.

Net sales increased $137.4 million, or 19.9%, to $828.5 million during the six months ended June 30, 2018 from
$691.1 million during the six months ended June 30, 2017. The increase in net sales was due to a 17.2% increase in
average selling prices and a 2.3% increase in sales volume during the six months ended June 30, 2018 compared to the
six months ended June 30, 2017. Average selling prices increased in all three operating segments during the first six
months of 2018 compared to the first six months of 2017. Sales volumes increased in the specialty metals flat products
segment due to the acquisition of Berlin Metals and increased customer demand, and in the tubular and pipe products
segment due to increased customer demand. Carbon flat products net sales were 62.7% of total net sales in the first six
months of 2018 compared to 65.7% of total net sales in the first six months of 2017. Specialty metals flat products net
sales were 19.7% of total net sales in the first six months of 2018 compared to 16.8% of total net sales in the first six
months of 2017. Tubular and pipe products net sales were 17.6% of total net sales in the first six months of 2018
compared to 17.5% of total net sales in the first six months of 2017.
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Cost of materials sold increased $73.0 million, or 25.8%, to $356.0 million in the second quarter of 2018 from $283.0
million in the second quarter of 2017. Cost of materials sold increased $109.3 million, or 20.2%, to $650.8 million
during the six months ended June 30, 2018 from $541.5 million during the six months ended June 30, 2017. The
increase in cost of materials sold in the second quarter and first six months of 2018 is related to increased market
metals pricing discussed above and increased sales volume.

As a percentage of net sales, gross profit (as defined in footnote (b) in the table above) increased to 21.4% in the
second quarter of 2018 compared to 20.5% in the second quarter of 2017. As a percentage of net sales, gross profit
decreased to 21.4% in the six months ended June 30, 2018 compared to 21.6% in the six months ended June 30, 2017.
The decrease in the gross profit as a percentage of net sales is due to the impact of higher average selling prices, as the
average gross profit per ton increased in the first half of 2018 compared to the first half of 2017.

Operating expenses in the second quarter of 2018 increased $9.0 million, or 14.2%, to $72.5 million from $63.5
million in the second quarter of 2017. As a percentage of net sales, operating expenses decreased to 16.0% for the
second quarter of 2018 from 17.8% in the comparable 2017 period. Operating expenses in the carbon flat products
segment increased $3.7 million, operating expenses in the specialty metals flat products segment increased $3.8
million, operating expenses in the tubular and pipe products segment increased $0.3 million, and Corporate expenses
increased $1.3 million. Operating expenses increased in all categories, except for depreciation expense, as reported on
the Company’s Consolidated Statements of Comprehensive Income. Operating expenses related to the newly acquired
Berlin Metals on April 2, 2018 accounted for $2.3 million, or 25.7%, of the operating expense increase. In addition,
distribution expenses increased $2.8 million, or 26.7%, and accounted for 31.3% of the total operating expense
increase as discussed above. Selling and administrative and general expenses increased $4.2 million, or 17.4%,
primarily as a result of labor expenses and increased variable based incentive compensation.

Operating expenses in the first six months of 2018 increased $12.1 million, or 9.4%, to $141.0 million from $128.9
million in the first six months of 2017. As a percentage of net sales, operating expenses decreased to 17.0% in the first
six months of 2018 from 18.6% for the first six months of 2017. Operating expenses in the carbon flat products
segment increased $6.3 million, operating expenses in the specialty metals flat products segment increased $4.5
million, operating expenses in the tubular and pipe products segment decreased $0.2 million, and Corporate expenses
increased $1.5 million. Operating expenses increased in all categories, except for depreciation expense, as reported on
the Company’s Consolidated Statements of Comprehensive Income. Operating expenses related to the newly acquired
Berlin Metals on April 2, 2018 accounted for $2.3 million, or 19.1%, of the operating expense increase. In addition,
distribution expenses increased $4.6 million, or 21.9%, and accounted for 37.9% of the total operating expense
increase as discussed above. Selling and administrative and general expenses increased $5.7 million, or 11.6%,
primarily as a result of labor expenses and increased variable based incentive compensation.

Interest and other expense on debt totaled $2.7 million, 0.6% of net sales, for the second quarter of 2018 compared to
$1.8 million, or 0.5% of net sales, for the second quarter of 2017. Interest and other expense on debt totaled $4.6
million, or 0.6% of net sales, for the first six months of 2018 compared to $3.4 million, or 0.5% of net sales, for the
first six months of 2017. Our effective borrowing rate, exclusive of deferred financing fees and commitment fees, was
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3.4% for the first six months of 2018 compared to 2.9% for the first six months of 2017 due to the increase in LIBOR
rates since the first half of 2017. Total average borrowings increased $64 million, or 33.4%, from $190.8 million in
the first six months of 2017 to $254.6 million in the first six months of 2018, primarily related to increased working
capital needs in 2018.

For the second quarter of 2018, income before income taxes totaled $21.6 million compared to $7.8 million in the
second quarter of 2017. For the first half of 2018, income before income taxes totaled $31.8 million compared to
$17.2 million in the first half of 2017.

An income tax provision of 26.5% was recorded for the second quarter of 2018, compared to 38.6% for the second
quarter of 2017. An income tax provision of 26.3% was recorded for the first half of 2018, compared to 27.4% for the
first half of 2017. During the quarter ended March 31, 2017, we made an out-of-period adjustment to correct and
record previously unrecognized deferred tax assets, and the associated tax benefit, related to the SERP. The
adjustment, which accumulated since the inception of the plan in 2005, resulted in an increase to after-tax income of
$1.9 million in the first quarter of 2017.

Our tax provision or benefit for interim periods is determined using an estimate of our annual effective tax rate,
adjusted for discrete items that are considered in the relevant period. Each quarter, we update our estimate of the
annual effective tax rate, and if our estimated tax rate changes, we make a cumulative adjustment. We expect our
operational effective tax rate to approximate 26% to 28% on an annual basis in 2018, which is a decrease from the
2017 operational effective tax rate as a result of the Tax Cuts and Jobs Act signed into law in the fourth quarter of
2017.
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Net income for the second quarter of 2018 totaled $15.8 million or $1.39 per basic and diluted share, compared to
$4.8 million, or $0.42 per basic and diluted share for the second quarter of 2017. Net income for the first half of 2018
totaled $23.5 million or $2.06 per basic and diluted share, compared to $12.5 million, or $1.10 per basic and diluted
share for the first half of 2017.

Segment Operations

Carbon flat products

The following table presents selected operating results for our carbon flat products segment for the periods indicated
(dollars are shown in thousands, except for per ton information):

For the Three Months Ended June For the Six Months Ended June 30,

30,
2018 2017 2018 2017
% of % of % of % of
net net net net
sales sales sales sales
Direct tons sold 283,639 284,552 558,148 565,780
Toll tons sold 20,722 23,906 43,817 46,470
Total tons sold 304,361 308,458 601,965 612,250
Net sales $279,292 100.0 $237,058 100.0 $520,185 100.0 $453,974 100.0
Average selling price per ton 918 769 864 741
Cost of materials sold 217,143  77.7 189,650 80.0 406,917 78.2 358,823 79.0
Gross profit (a) 62,149 223 47,408  20.0 113,268 21.8 95,151 21.0
Operating expenses (b) 43,845 15.7 40,169 16.9 86,859 16.7 80,537 17.8
Operating income $18304 6.6 $7,239 3.1 $26,409 5.1 $14614 32

(a) Gross profit is calculated as net sales less the cost of materials sold.
(b) Operating expenses are calculated as total costs and expenses less the cost of materials sold.

Tons sold by our carbon flat products segment decreased 4 thousand tons, or 1.3%, to 304 thousand in the second
quarter of 2018 from 308 thousand in the second quarter of 2017. Tons sold by our carbon flat products segment
decreased 10 thousand tons, or 1.7% to 602 thousand in the first half of 2018 from 612 thousand in the first half of
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2017. The decrease in tons sold is due to the strategic decision to eliminate low margin international trading sales and
the closure of our North Carolina operation in the third quarter of 2017, which accounted for a decrease
year-over-year of approximately 28 thousand tons. Excluding these strategic decisions, the carbon flat products
segment experienced tonnage increases in 2018 compared to 2017. Customer demand was strong in the first half of
2018, and we expect similar year-over-year growth it to continue into the third quarter of 2018.

Net sales in our carbon flat products segment increased $42.2 million, or 17.8%, to $279.3 million in the second
quarter of 2018 from $237.1 million in the second quarter of 2017. The increase in sales was due to a 19.4% increase
in average selling prices during the second quarter of 2018 compared to the second quarter of 2017. Average selling
prices in the second quarter of 2018 were $918 per ton, compared with $769 per ton in the second quarter of 2017, and
$809 per ton in the first quarter of 2018.

Net sales in our carbon flat products segment increased $66.2 million, or 14.6%, to $520.2 million in the first half of
2018 from $454.0 million in the first half of 2017. The increase in sales was due to a 16.5% increase in average selling
prices. Average selling prices in the first half of 2018 were $864 per ton, compared with $741 per ton in the first half
of 2017.

Cost of materials sold increased $27.4 million, or 14.5%, to $217.1 million in the second quarter of 2018 from $189.7
million in the second quarter of 2017. Cost of materials sold increased $48.1 million, or 13.4%, to $406.9 million in
the first half of 2018 from $358.8 million in the first half of 2017. The increase was due to the increased market price
for metals discussed above.

As a percentage of net sales, gross profit (as defined in footnote (a) in the table above) increased to 22.3% in the
second quarter of 2018 compared to 20.0% in the second quarter of 2017. Gross profit increased $50 per ton to $204
per ton in the second quarter of 2018 from $154 per ton in the second quarter of 2017 and $172 per ton in the first
quarter of 2018.

As a percentage of net sales, gross profit increased to 21.8% in the six months ended June 30, 2018 compared to
21.0% in the six months ended June 30, 2017. Gross profit increased $33 per ton to $188 per ton in the six months
ended June 30, 2018 from $155 per ton in the six months ended June 30, 2017.
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Operating expenses in the second quarter of 2018 increased $3.6 million, or 9.2%, to $43.8 million from $40.2 million
in the second quarter of 2017. As a percentage of net sales, operating expenses decreased to 15.7% for the second
quarter of 2018 from 16.9% in the comparable 2017 period. Operating expenses in the first half of 2018 increased
$6.4 million, or 7.8%, to $86.9 million from $80.5 million in the first half of 2017. As a percentage of net sales,
operating expenses decreased to 16.7% for the first half of 2018 from 17.8% in the comparable 2017 period. Variable
operating expenses, such as warehouse and processing, increased as a result of increased sales volume at our current
operating facilities. Other operating expenses increased as a result of increased distribution expense discussed above,
labor expenses and increased variable performance based incentive compensation.

Operating income for the second quarter of 2018 totaled $18.3 million, or 6.6% of net sales, compared to $7.2 million,
or 3.1% of net sales for the second quarter of 2017. Operating income for the six months ended June 30, 2018 totaled
$26.4 million, or 5.1% of net sales, compared to $14.6 million, or 3.2% of net sales for the six months ended June 30,
2017.

Specialty metals flat products

The following table presents selected operating results for our specialty metals flat products for the periods indicated
(dollars are shown in thousands, except for per ton information):

For the Three Months Ended For the Six Months Ended June 30,

June 30,
2018 2017 2018 2017
% of % of % of % of
net net net net
sales sales sales sales
Direct tons sold 37,555 22,529 62,403 45,678
Toll tons sold 1,251 10 1,266 54
Total tons sold 38,806 22,539 63,669 45,732
Net sales $97,354 100.0 $58,280 100.0 $162,884 100.0 $116,235 100.0
Average selling price per ton 2,509 2,586 2,558 2,542
Cost of materials sold 82,667 84.9 50,046 85.9 138,799 85.2 98,330 84.6
Gross profit (a) 14,687 15.1 8,234 14.1 24,085 14.8 17,905 154
Operating expenses (b) 9,163 94 5,375 9.2 15,548 9.6 11,061 9.5
Operating income $5,524 57  $2.859 49  $8,537 52  $6,844 5.9

(a) Gross profit is calculated as net sales less the cost of materials sold.
(b) Operating expenses are calculated as total costs and expenses less the cost of materials sold.
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Tons sold by our specialty metals flat products segment increased 16 thousand tons, or 72.2%, to 39 thousand in the
second quarter of 2018 from 23 thousand in the second quarter of 2017. Tons sold by our specialty metals flat
products segment increased 18 thousand tons, or 39.2%, to 64 thousand in the six months ended June 30, 2018 from
46 thousand in the six months ended June 30, 2017. The increase in tons sold is due to the acquisition of Berlin Metals
on April 2, 2018 and improved customer demand in the markets we serve during the second quarter and first six
months of 2018. The specialty metals flat products segment increased its market share for stainless and aluminum
products in the first half of 2018.

Net sales in our specialty metals flat products segment increased $39.1 million, or 67.0%, to $97.4 million in the
second quarter of 2018 from $58.3 million in the second quarter of 2017. The increase in sales was due to the 72.2%
volume increase discussed above offset by a 3.0% decrease in the average selling prices during the second quarter of
2018 compared to the second quarter of 2017. Average selling prices in the second quarter of 2018 were $2,509 per
ton compared to $2,586 per ton in the second quarter of 2017 and $2,636 per ton in the first quarter of 2018. Some of
the products sold by Berlin Metals have a lower average selling price than products historically sold by the specialty
metals flat products segment.

Net sales in our specialty metals flat products segment increased $46.6 million, or 40.1%, to $162.9 million in the first
half of 2018 from $116.2 million in the first half of 2017. The increase in sales was due to the 39.2% increase in sales
volume as discussed above as the average selling prices remained unchanged between the periods. Average selling
prices in the first half of 2018 were $2,558 per ton, compared with $2,542 per ton in the first half of 2017.
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Cost of materials sold increased $32.7 million, or 65.2%, to $82.7 million in the second quarter of 2018 from $50.0
million in the second quarter of 2017. The increase was due to a 72.2% increase in sales volume, offset by a 4.1%
decrease in market metals cost in the second quarter of 2018 compared to the second quarter in 2017.

Cost of materials sold increased $40.5 million, or 41.2%, to $138.8 million in the first half of 2018 from $98.3 million
in the first half of 2017. The increase in cost of materials sold was due to a 39.2% increase in sales volume and a 1.4%
increase in market metals cost during the six months ended June 30, 2018 compared to the six months ended June 30,
2017.

As a percentage of net sales, gross profit (as defined in footnote (a) in the table above) increased to 15.1% in the
second quarter of 2018 from 14.1% in the second quarter of 2017. As a percentage of net sales, gross profit decreased
to 14.8% in the six months ended June 30, 2018 from 15.4% in the six months ended June 30, 2017.

Operating expenses in the second quarter of 2018 increased $3.8 million, or 70.5%, to $9.2 million from $5.4 million
in the second quarter of 2017. As a percentage of net sales, operating expenses increased to 9.4% of net sales for the
second quarter of 2018 compared to 9.2% of net sales for the second quarter of 2017.

Operating expenses in the first six months of 2018 increased $4.4 million, or 40.6%, to $15.5 million from $11.1
million in the first six months of 2017. As a percentage of net sales, operating expenses increased to 9.6% of net sales
for the six months ended June 30, 2018 compared to 9.5% for the six months ended June 30, 2017. Operating
expenses increased due to the acquisition of Berlin Metals on April 2, 2018. Variable operating expenses, such as
distribution and warehouse and processing increased as a result of higher sales volumes. Selling and administrative
and general expenses increased primarily as a result of increased variable based incentive compensation related to the
increased sales volume, gross profit and operating income.

Operating income for the second quarter of 2018 totaled $5.5 million, or 5.7% of net sales, compared to $2.9 million,
or 4.9% of net sales, for the second quarter of 2017. Operating income for the six months ended June 30, 2018 totaled
$8.5 million, or 5.2% of net sales, compared to operating income of $6.8 million, or 5.9% of net sales, for the six
months ended June 30, 2017.

Tubular and pipe products

The following table presents selected operating results for our tubular and pipe products segment for the periods
indicated (dollars are shown in thousands):
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For the Three Months Ended For the Six Months Ended June 30,

June 30,
2018 2017 2018 2017
% of % of % of % of
net net net net
sales sales sales sales
Net sales $76,271 100.0 $60,857 100.0 $145,446 100.0 $120,879 100.0
Cost of materials sold (a) 56,251 73.8 43345 71.2 105,122 72.3 84,342  69.8
Gross profit (b) 20,020 26.2 17,512 28.8 40,324  27.7 36,537  30.2
Operating expenses (c) 15,470 20.3 15,168 24.9 31,508 21.7 31,706 26.2
Operating income $4,550 6.0 $2344 39  $83816 6.1 $4,831 4.0

(a) Includes $1,500 and $2,000 of LIFO expense for the three and six months ended June 30, 2018, respectively.
Includes $400 and $775 of LIFO expense for the three and six months ended June 30, 2017, respectively.

(b) Gross profit is calculated as net sales less the cost of materials sold.

(c) Operating expenses are calculated as total costs and expenses less the cost of materials sold.

Net sales increased $15.4 million, or 25.3%, to $76.3 million in the second quarter of 2018 from $60.9 million in the
second quarter of 2017. The increase is a result of a 22.4% increase in sales volume and a 2.4% increase in average
selling prices during the second quarter of 2018 compared to the second quarter of 2017.

Net sales increased $24.5 million, or 20.3% to $145.4 million in the six months ended June 30, 2018 from $120.9
million in the six months ended June 30, 2017. The increase in net sales is a result of a 19.5% increase in sales volume
as the average selling price remained unchanged between the periods.

Cost of materials sold increased $13.0 million, or 29.8%, to $56.3 million in the second quarter of 2018 from $43.3
million in the second quarter of 2017. During the second quarter of 2018, we recorded LIFO expense of $1.5 million
compared to $0.4 million in the second quarter of 2017.
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Cost of materials sold increased $20.8 million, or 24.6% to $105.1 million in the first six months of 2018 from $84.3
million in the first six months of 2017. During the first six months of 2018, we recorded $2.0 million of LIFO expense
compared to $0.8 million in the first six months of 2017. The increase in cost of materials sold is a result of increased
sales volumes, increased market metals cost and increased LIFO expense in 2018 compared to 2017.

As a percentage of net sales, gross profit (as defined in footnote (b) in the table above) decreased to 26.2% in the
second quarter of 2018 from 28.8% in the second quarter of 2017. As a percentage of net sales, the $1.5 million LIFO
expense decreased gross profit by 2.0% in 2018 compared to the $0.4 million LIFO expense in 2017 that decreased
gross profit by 0.7%. As a percentage of net sales, gross profit decreased to 27.7% in the first six months of 2018
compared to 30.2% in the first six months of 2017. As a percentage of net sales, the $2.0 million LIFO expense
recorded in the six months ended June 30, 2018 decreased gross profit by 1.4%, compared to the $0.8 million LIFO
expense recorded in the six months ended June 30, 2017 that decreased gross profit by 0.6%.

Operating expenses in the second quarter of 2018 increased $0.3 million, or 2.0%, to $15.5 million from $15.2 million
in the second quarter of 2017. As a percentage of net sales, operating expenses decreased to 20.3% for the second
quarter of 2018 compared to 24.9% for the second quarter of 2017. Operating expenses increased in the second quarter
primarily as a result of increased distribution expense discussed above and increased variable incentive compensation
related to increased gross profit and operating income.

Operating expenses in the six months ended June 30, 2018 decreased $0.2 million, or 0.6%, to $31.5 million from
$31.7 million in the first half of 2017. As a percentage of net sales, operating expenses decreased to 21.7% in the first
half of 2018 compared to 26.2% in the first half of 2017. Operating expenses decreased in the first half of 2018
primarily as a result of more labor and overhead capitalization into inventory offset by increased distribution expense.

Operating income for the second quarter of 2018 totaled $4.6 million, or 6.0% of net sales, compared to $2.3 million,
or 3.9% of net sales, for the second quarter of 2017. Operating income for the six months ended June 30, 2018 totaled
$8.8 million, or 6.1% of net sales, compared to $4.8 million, or 4.0% of net sales, for the six months ended June 30,
2017.

Corporate expenses

Corporate expenses increased $1.3 million to $4.1 million in the second quarter of 2018 compared to $2.8 million in
the second quarter of 2017. Corporate expenses increased $1.5 million to $7.1 million in the first half of 2018
compared to $5.6 million in the first half of 2017. The increase in corporate expenses is primarily attributable to
increased variable incentive compensation related to increased operating income and the professional fees incurred in
connection with the Berlin Metals acquisition on April 2, 2018.
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Liquidity, Capital Resources and Cash Flows

Our principal capital requirements include funding working capital needs, purchasing, upgrading and acquiring
processing equipment and facilities, making acquisitions and paying dividends. We use cash generated from
operations, leasing transactions and borrowings under our credit facility to fund these requirements.

We believe that funds available under our existing asset-based credit facility (the ABL Credit Facility), lease
arrangement proceeds and the sale of equity or debt securities, together with funds generated from operations, will be
sufficient to provide us with the liquidity necessary to fund anticipated working capital requirements, capital
expenditure requirements, our dividend payments and any business acquisitions over at least the next 12 months. In
the future, we may, as part of our business strategy, acquire and dispose of assets or other companies in the same or
complementary lines of business, or enter into or exit strategic alliances and joint ventures. Accordingly, the timing
and size of our capital requirements are subject to change as business conditions warrant and opportunities arise.

Operating Activities

For the six months ended June 30, 2018, we used $61.9 million of net cash for operations, of which $35.7 million was
generated from operating activities and $98.6 million was used for working capital investments. Net cash from
operations during the six months ended June 30, 2018 consisted primarily of net income of $23.5 million. For the six
months ended June 30, 2017, we used $38.5 million of net cash from operations, of which $21.4 million was
generated from operating activities and $59.9 million was used for working capital investments. Net cash from
operations during the six months ended June 30, 2017 consisted primarily of net income of $12.5 million.
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Working capital at June 30, 2018 totaled $422.3 million, a $113.3 million increase from December 31, 2017. The
increase was primarily attributable to a $65.9 million, or 49.6%, increase in accounts receivable (resulting from higher
sales prices and higher sales volumes experienced in the second quarter compared to the fourth quarter) and a $73.5
million, or 27.1%, increase in inventories (resulting from higher inventory levels and higher average inventory costs in
the second quarter of 2018 compared to the fourth quarter of 2017) offset by a $35.9 million increase in accounts
payable and outstanding checks (related to the increased inventory purchases discussed above).

Investing Activities

Net cash used for investing activities was $35.6 million during the six months ended June 30, 2018, compared to $4.3
million during the six months ended June 30, 2017. Investment activities in 2018 includes the acquisition of Berlin
Metals for $21.9 million and $13.8 million of capital expenditures were primarily attributable to a building expansion
and additional processing equipment at our existing facilities. During 2018, we expect our capital spending to
approximate $25 million primarily related to a building expansion and new processing equipment at our existing
facilities.

Financing Activities

During the six months ended June 30, 2018, $100.0 million of cash was generated from financing activities, which
primarily consisted of $101.4 million of net borrowings under our ABL Credit Facility due to the continued rising
metals prices and working capital needs and the acquisition of Berlin Metals on April 2, 2018 offset by the final
Industrial Revenue Bond (IRB) payment of $0.9 million and $0.4 million of dividends paid. During the six months
ended June 30, 2017, $44.7 million of cash was generated from financing activities, which primarily consisted of
$46.1 million of net borrowings under our ABL Credit Facility offset by a $0.9 million IRB repayment.

Dividends paid were $0.4 million for both the six months ended June 30, 2018 and June 30, 2017. In August 2018, our
Board of Directors approved a regular quarterly dividend of $0.02 per share, which will be paid on September 17,
2018 to shareholders of record as of September 4, 2018. Regular dividend distributions in the future are subject to the
availability of cash, the $5.0 million annual limitation on cash dividends and common stock repurchases under our
ABL Credit Facility and continuing determination by our Board of Directors that the payment of dividends remains in
the best interest of our shareholders.

Stock Repurchase Program
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In 2015, our Board of Directors authorized a stock repurchase program of up to 550,000 shares of our issued and
outstanding common stock, which could include open market repurchases, negotiated block transactions, accelerated
stock repurchases or open market solicitations for shares, all or some of which may be effected through Rule 10b5-1
plans. Repurchased shares will be held in our treasury, or canceled and retired as our Board may determine from time
to time. Any repurchases of common stock are subject to the covenants contained in the ABL Credit Facility. Under
the ABL Credit Facility, we may repurchase common stock and pay dividends up to $5.0 million in the aggregate
during any trailing twelve months without restrictions. Purchases in excess of $5.0 million require us to (i) maintain
availability in excess of 20% of the aggregate revolver commitments ($80.0 million at June 30, 2018) or (ii) to
maintain availability equal to or greater than 15% of the aggregate revolver commitments ($60.0 million at June 30,
2018) and we must maintain a pro-forma ratio of EBITDA, minus certain capital expenditures and cash taxes paid to
fixed charges of at least 1.00 to 1.00. The timing and amount of any repurchases under the stock repurchase program
will depend upon several factors, including market and business conditions, and limitations under the ABL Credit
Facility, and repurchases may be discontinued at any time.

No share repurchases were made during the six months ended June 30, 2018.

Debt Arrangements

Our ABL Credit Facility is collateralized by our accounts receivable, inventory and personal property. The ABL
Credit Facility consists of (i) a revolving credit facility of $370 million, including a $20 million sub-limit for letters of
credit and (ii) a first in, last out revolving credit facility of up to $30 million. Under the terms of the ABL Credit
Facility, we may request additional commitments in the aggregate principal amount of up to $200 million to the extent
that existing or new lenders agree to provide such additional commitments. Revolver borrowings are limited to the
lesser of a borrowing base, comprised of eligible receivables, inventories and personal property, or $400 million in the
aggregate. The ABL Credit Facility matures on December 8, 2022.
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The ABL Credit Facility contains customary representations and warranties and certain covenants that limit our ability
to, among other things: (i) incur or guarantee additional indebtedness (ii) pay distributions on, redeem or repurchase
capital stock or redeem or repurchase subordinated debt (iii) make investments (iv) sell assets (v) enter into
agreements that restrict distributions or other payments from restricted subsidiaries to us (vi) incur liens securing
indebtedness (vii) consolidate, merge or transfer all or substantially all of our assets and (viii) engage in transactions
with affiliates. In addition, the ABL Credit Facility contains a financial covenant which requires: (i) if any
commitments or obligations are outstanding and our availability is less than the greater of $30 million or 10.0% of the
aggregate amount of revolver commitments ($40.0 million at June 30, 2018), or 10.0% of the aggregate borrowing
base ($40.0 million at June 30, 2018) then we must maintain a ratio of EBITDA minus certain capital expenditures

and cash taxes paid to fixed charges of at least 1.00 to 1.00 for the most recent twelve fiscal month period.

We have the option to borrow under our revolver based on the agent’s base rate plus a premium ranging from 0.00% to
1.50% or the London Interbank Offered Rate, or LIBOR, plus a premium ranging from 1.25% to 2.75%.

As of June 30, 2018, we were in compliance with our covenants and had approximately $99 million of availability
under the ABL Credit Facility.

As of June 30, 2018, $1.7 million of bank financing fees were included in “Prepaid expenses and other”” and “Other
long-term assets” on the accompanying Consolidated Balance Sheets. The financing fees are being amortized over the
five-year term of the ABL Credit Facility and are included in “Interest and other expense on debt” on the accompanying
Consolidated Statements of Comprehensive Income.

On March 1, 2018, we made the final $0.9 million payment on our IRB and the letter of credit and fixed interest rate
swap associated with the IRB were terminated.

Critical Accounting Policies

This Management’s Discussion and Analysis of Financial Condition and Results of Operations is based on the
consolidated financial statements included in this Quarterly Report on Form 10-Q, which have been prepared in
conformity with accounting principles generally accepted in the United States. The preparation of these financial
statements requires management to make estimates and assumptions that affect the amounts reported in the financial
statements. We monitor and evaluate our estimates and assumptions, based on historical experience and various other
factors that are believed to be reasonable under the circumstances. Actual results could differ from these estimates
under different assumptions or conditions.
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We review our financial reporting and disclosure practices and accounting practices quarterly to ensure they provide
accurate and transparent information relative to the current economic and business environment. For further
information regarding the accounting policies that we believe to be critical accounting policies that affect our more
significant judgments and estimates used in preparing our consolidated financial statements, see Management’s
Discussion and Analysis of Financial Condition and Results of Operations contained in our Annual Report on Form
10-K for the year ended December 31, 2017.

Item 3. Quantitative and Qualitative Disclosures About Market Risk

Our principal raw materials are carbon, coated and stainless steel, and aluminum, prime tin mill, pipe and tube, flat
rolled coil, sheet and plate that we typically purchase from multiple primary metals producers. The metals industry as
a whole is cyclical and, at times, pricing and availability of metals can be volatile due to numerous factors beyond our
control, including general domestic and international economic conditions, the levels of metals imported into the
United States, labor costs, sales levels, competition, levels of inventory held by other metals service centers,
consolidation of metals producers, new global capacity by metals producers, higher raw material costs for the
producers of metals, import duties and tariffs, including the Section 232 tariffs initiated by the U.S. government in
2018, and currency exchange rates. This volatility can significantly affect the availability and cost of raw materials for
us.

We, like many other metals service centers, maintain substantial inventories of metals to accommodate the short lead
times and just-in-time delivery requirements of our customers. Accordingly, we purchase metals in an effort to
maintain our inventory at levels that we believe to be appropriate to satisfy the anticipated needs of our customers
based upon historic buying practices, supply agreements with customers and market conditions. Our commitments to
purchase metals are generally at prevailing market prices in effect at the time we place our orders. We have no
long-term, fixed-price metals purchase contracts. When metals prices increase, competitive conditions will influence
how much of the price increase we can pass on to our customers. To the extent we are unable to pass on future price
increases in our raw materials to our customers, the net sales and profitability of our business could be adversely
affected. When metals prices decline, customer demands for lower prices and our competitors’ responses to those
demands could result in lower sale prices and, consequently, lower gross profits and inventory lower of cost or market
adjustments as we sell existing inventory. Significant or rapid declines in metals prices or reductions in sales volumes
could adversely impact our ability to remain in compliance with certain financial covenants in our credit facility, as
well as result in us incurring inventory or intangible asset impairment charges. Changing metals prices therefore could
significantly impact our net sales, gross profits, operating income and net income.
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Rising metals prices, like we are experiencing in 2018, result in higher working capital requirements for us and our
customers. Some customers may not have sufficient credit lines or liquidity to absorb significant increases in the price
of metals. While we have generally been successful in the past in passing on producers’ price increases and surcharges
to our customers, there is no guarantee that we will be able to pass on price increases to our customers in the future.
Declining metals prices have generally adversely affected our net sales and net income, while increasing metals prices
have generally favorably affected our net sales and net income.

Approximately 48% and 46% of our consolidated net sales during the first six months of 2018 and 2017, respectively,
were directly related to industrial machinery and equipment manufacturers and their fabricators.

Inflation generally affects us by increasing the cost of employee wages and benefits, transportation services,
processing equipment, energy and borrowings under our credit facility. General inflation, excluding increases in the
price of metals and increased distribution expense, has not had a material effect on our financial results during the past
two years. We expect transportation expenses to increase significantly in excess of general inflation in 2018 due to a
shortage of truck drivers and the Electronic Log Device mandate by the Federal Motor Carrier Safety Administration
issued in 2017.

We are exposed to the impact of fluctuating metals prices and interest rate changes. During 2018 and 2017, we entered
into metals swaps at the request of customers. These derivatives have not been designated as hedging instruments. For
certain customers, we enter into contractual relationships that entitle us to pass-through the economic effect of trading

positions that we take with other third parties on our customers’ behalf.

Our primary interest rate risk exposure results from variable rate debt. We have the option to enter into 30- to 180-day
fixed base rate LIBOR loans under the ABL Credit Facility.

Item 4. Controls and Procedures

The evaluation required by Rule 13a-15(e) of the Securities Exchange Act of 1934 of the effectiveness of our
disclosure controls and procedures (as defined in Rule 13a-15(e) under the Securities Exchange Act of 1934) as of the
end of the period covered by this Quarterly Report on Form 10-Q has been carried out under the supervision and with
the participation of management, including our Chief Executive Officer and Chief Financial Officer. These disclosure
controls and procedures are designed to provide reasonable assurance that information required to be disclosed in
reports that are filed with or submitted to the SEC is: (i) accumulated and communicated to management, including
the Chief Executive Officer and Chief Financial Officer, to allow timely decisions regarding required disclosures and
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(ii) recorded, processed, summarized and reported within the time periods specified in the rules and forms of the SEC.
Based on this evaluation, the Chief Executive Officer and Chief Financial Officer concluded that, as of June 30, 2018,
our disclosure controls and procedures were effective.

There were no changes in our internal control over financial reporting that occurred during the first quarter of 2018
that have materially affected, or are reasonably likely to materially affect, our internal control over financial
reporting.
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Part II. OTHER INFORMATION

Items 1, 1A, 2, 3, 4 and 5 of this Part II are either inapplicable or are answered in the negative and are omitted
pursuant to the instructions to Part II.

Item 6. Exhibits

Exhibit Description of Document Reference

Joinder and First Amendment to Bank Agreement. dated as of April 4.
2018. to Third Amended and Restated [.oan and Security Agreement.
i . . . .
4.25 —__y—g_g—_Qated ?S (?f D.e Ce.m buor 8 20.1 Z.b a.nd among the Registrant, the ) 10-Q filed with the Commission on
financial institutions from time to time party thereto. Bank of America. L. ;
.. . . . May 3, 2018 (Commission File No.
N.A.. as administrative agent. and the other agents from time to time 0-23320)
party thereto.’ ’

Incorporated by reference to
Exhibit 4.25 to Registrant’s Form

311 Certification of the Principal Executive Officer pursuant to Section 302

of the Sarbanes-Oxley Act of 2002 Filed herewith

Certification of the Principal Financial Officer pursuant to Section 302 of the Sarbanes-Oxley . )
31.2 Filed herewith

Act of 2002
3 Certification of the Principal Executive Officer pursuant to Section 906 of the Furnished
" Sarbanes-Oxley Act of 2002 herewith

322 Certification of the Principal Financial Officer pursuant to Section 906 of the Sarbanes-Oxley Furnished
“ Act of 2002 herewith

101.INS XBRL Instance Document
101.SCH XBRL Taxonomy Extension Schema Document
101.CALXBRL Taxonomy Extension Calculation Linkbase Document

101.DEF XBRL Taxonomy Extension Definition
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101.LAB XBRL Taxonomy Extension Label Linkbase Document

101.PRE XBRL Taxonomy Extension Presentation Linkbase Document
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SIGNATURES

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

OLYMPIC STEEL, INC.
(Registrant)

Date: August 2, 2018 By: [s/ Michael D. Siegal
Michael D. Siegal
Chairman of the Board and Chief
Executive Officer

By: [s/ Richard T. Marabito
Richard T. Marabito

Chief Financial Officer

(Principal Financial and Accounting Officer)
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