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PART I — FINANCIAL INFORMATION
Item 1 — Financial Statements (unaudited)

ENERGY RECOVERY, INC.
CONDENSED CONSOLIDATED BALANCE SHEETS

ASSETS

Current assets:

Cash and cash equivalents

Restricted cash

Short-term investments

Accounts receivable, net of allowance for doubtful accounts of $384 and $103 at September
30, 2018 and December 31, 2017, respectively
Contract assets

Inventories

Income Tax Receivable

Prepaid expenses and other current assets
Total current assets

Restricted cash, non-current

Contract assets, non-current

Long-term investments

Deferred tax assets, non-current

Property and equipment, net

Operating lease, right of use asset

Goodwill

Other intangible assets, net

Other assets, non-current

Total assets

LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:

Accounts payable

Accrued expenses and other current liabilities
Lease liabilities

Income taxes payable

Accrued warranty reserve

Contract liabilities

Current portion of long-term debt

Total current liabilities

Long-term debt, less current portion

Lease liabilities, non-current

Contract liabilities, non-current

Other non-current liabilities

Total liabilities

Commitments and Contingencies (Note 9)
Stockholders’ equity:

September IDecember 31,

2018

2017

(In thousands, except
share data and par value)

$33,394
509
65,446

7,666

3,237
6,275
205
2,329
119,061
86

108
2,341
18,082
15,634
12,428
12,790
796

287
$181,613

$4,515
6,646
764
409
15,899
12
28,245
7
12,797
30,727
242
72,018

$27,780
2,664
70,020

12,465

6,278
5,514
1,342
126,063
182

7,933
13,393
2,843
12,790
1,269

12

$ 164,485

$ 4,091
7,948
1,603
432
366
15,909
11
30,360
16
1,698
40,517

72,591
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Preferred stock, $0.001 par value; 10,000,000 shares authorized; no shares issued or
outstanding at September 30, 2018 and December 31, 2017
Common stock, $0.001 par value; 200,000,000 shares authorized; 59,230,828 shares issued

and 53,774,893 shares outstanding at September 30, 2018 and 58,168,433 shares issued and 59 58
53,905,600 shares outstanding at December 31, 2017

Additional paid-in capital 157,008 149,006
Accumulated comprehensive loss (101 ) (125 )

Treasury stock, at cost, 5,455,935 shares repurchased at September 30, 2018 and 4,262,833

shares repurchased at December 31, 2017 (30,486 ) (20,486 )

Accumulated deficit (16,885 ) (36,559 )
Total stockholders’ equity 109,595 91,894
Total liabilities and stockholders’ equity $181,613 $ 164,485

See Accompanying Notes to Condensed Consolidated Financial Statements

_3_
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ENERGY RECOVERY, INC.

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

Three Months Nine Months
Ended September  Ended September
30, 30,

2018 2017 2018 2017
(In thousands, except per share data)

Product revenue $18,578 $13,860 $47,042 $36,969
Product cost of revenue 5,022 4,217 14,312 12,401
Product gross profit 13,556 9,643 32,730 24,568
License and development revenue 3,661 3,197 9,768 8,495
Operating expenses:

General and administrative 5,266 4,034 16,030 12,369
Sales and marketing 1,873 2,061 5,643 6,688
Research and development 4,270 3,038 11,792 8,624
Amortization of intangible assets 158 157 474 473
Total operating expenses 11,567 9,290 33,939 28,154
Income from operations 5,650 3,550 8,559 4,909
Other income (expense):

Interest income 369 243 1,043 612
Interest expense — (1 ) (1 ) (2 )
Other non-operating expense, net (22 ) (10 ) (66 ) (150 )
Total other income, net 347 232 976 460
Income before income taxes 5,997 3,782 9,535 5,369
(Benefit from) provision for income taxes 1,339 310 (10,140 ) 546

Net income $4,658 $3,472 $19,675 $4,823
Income per share:

Basic $0.09 $0.06 $0.37 $0.09
Diluted $0.08 $0.06 $0.36 $0.09

Number of shares used in per share calculations:
Basic 53,665 53,580 53,719 53,717
Diluted 55,295 55,140 55,382 55,571

See Accompanying Notes to Condensed Consolidated Financial Statements
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ENERGY RECOVERY, INC.

CONDENSED CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME
Three Months  Nine Months
Ended Ended September
September 30, 30,
2018 2017 2018 2017
(In thousands)

Net income $4,658 $3,472 $19,675 $4,823
Other comprehensive income, net of tax:

Foreign currency translation adjustments 5 13 @ ) 48
Unrealized gain (loss) on investments 88 €] ) 31 (7 )
Other comprehensive income, net of tax 93 10 24 41
Comprehensive income $4,751 $3,482 $19,699 $4.,864

See Accompanying Notes to Condensed Consolidated Financial Statements
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ENERGY RECOVERY, INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

Cash Flows From Operating Activities:

Net income

Adjustments to reconcile net income to net cash provided by (used in) operating activities:
Stock-based compensation

Depreciation and amortization

Amortization of premiums on investments

Provision for warranty claims

Reversal of accruals related to expired warranties
Unrealized loss on foreign currency translation
Provision for doubtful accounts

Adjustments for excess or obsolete inventory

Deferred income taxes

Loss on disposal of fixed assets

Other non-cash adjustments

Changes in operating assets and liabilities:

Accounts receivable

Contract assets

Inventories

Prepaid and other assets

Accounts payable

Accrued expenses and other liabilities

Income taxes

Contract liabilities

Net cash provided by (used in) operating activities

Cash Flows From Investing Activities:

Maturities of marketable securities

Purchases of marketable securities

Capital expenditures

Net cash used in investing activities

Cash Flows From Financing Activities:

Net proceeds from issuance of common stock

Tax payment for employee shares withheld

Repayment of long-term debt

Repurchase of common stock

Net cash used in financing activities

Effect of exchange rate differences on cash and cash equivalents
Net change in cash, cash equivalents and restricted cash
Cash, cash equivalents and restricted cash, beginning of year
Cash, cash equivalents and restricted cash, end of period

See Accompanying Notes to Condensed Consolidated Financial Statements

Nine Months
Ended September
30,

2018 2017
(In thousands)

$19,675 $4,823

4,226 3,136
2,898 2,704
380 379

213 145

azr ) @37 )
— 69

336 16

132 (230 )
(10,150 ) (244 )
58 —

— (145 )
4,463 (186 )
2,934 (2,956 )
8% ) (1,503 )
445 ) 350 )

(2,198 ) 1,831
(1,270 ) (2,232 )
(638 ) 718
(9,800 ) (7,910 )
9,749 (2,172 )

62,213 30,977

(60,334 ) (64,530 )
(2,029 ) (6,843 )
(150 ) (40,396 )

3,873 3,722

a1s ) 228 )
@8 ) (8 )
(10,000 ) (4,276 )
(6,250 ) (790 )
14 (55 )
3,363 (43,413)
30,626 65,748

$33,989 $22,335
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ENERGY RECOVERY, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Note 1 — Description of Business and Significant Accounting Policies

Energy Recovery, Inc. and its wholly-owned subsidiaries (the “Company,” “Energy Recovery,” “our,” “us,” or “we”) is an
energy solutions provider to industrial fluid flow markets worldwide. The Company’s core competencies are fluid
dynamics and advanced material science. The Company’s solutions convert wasted pressure energy into a reusable
asset and preserve or eliminate pumping technology in hostile processing environments. The Company’s solutions are
marketed and sold in fluid flow markets, such as water, oil & gas, and chemical processing, under the trademarks
ERI®, PX®, Pressure Exchanger®, PX Pressure Exchanger®, VorTeq, MTeq; TsoBoost®, IsoGen®, AT, *and AquaBold™
The Company owns, manufactures, and/or develops its solutions, in whole or in part, in the United States of America
(“U.S.”) and the Republic of Ireland (“Ireland”).

Basis of Presentation

The Company’s Condensed Consolidated Financial Statements include the accounts of Energy Recovery, Inc. and its
wholly-owned subsidiaries. All significant intercompany accounts and transactions have been eliminated in
consolidation.

The accompanying Condensed Consolidated Financial Statements have been prepared by the Company, pursuant to
the rules and regulations of the Securities and Exchange Commission (“SEC”). Certain information and footnote
disclosures normally included in the financial statements prepared in accordance with U.S. generally accepted
accounting principles (“GAAP”) have been condensed or omitted pursuant to such rules and regulations. The
December 31, 2017 Condensed Consolidated Balance Sheet was derived from audited financial statements, and may
not include all disclosures required by GAAP; however, the Company believes that the disclosures are adequate to
make the information presented not misleading. The September 30, 2018 unaudited Condensed Consolidated
Financial Statements should be read in conjunction with the audited Consolidated Financial Statements and the notes
thereto for the fiscal year ended December 31, 2017 included in the Company’s Annual Report on Form 10-K filed
with the SEC on March 8, 2018.

In the opinion of management, all adjustments, consisting of normal recurring adjustments that are necessary to
present fairly the financial position, results of operations, and cash flows for the interim periods, have been made. The
results of operations for the interim periods are not necessarily indicative of the operating results for the full fiscal
year or any future periods.

Use of Estimates

The preparation of the Condensed Consolidated Financial Statements in conformity with GAAP requires the
Company’s management to make judgments, assumptions, and estimates that affect the amounts reported in the
Condensed Consolidated Financial Statements and accompanying Notes to Condensed Consolidated Financial
Statements. The accounting policies that reflect the Company’s more significant estimates and judgments and that the
Company believes are the most critical to aid in fully understanding and evaluating the Company’s reported financial
results are revenue recognition; capitalization of research and development assets; allowance for doubtful accounts;
valuation of right of use asset and lease liability; allowance for product warranty; valuation of stock options; valuation
and impairment of goodwill and acquired intangible assets; useful lives for depreciation and amortization; valuation
adjustments for excess and obsolete inventory; deferred taxes and valuation allowances on deferred tax assets; and
evaluation and measurement of contingencies. Those estimates could change, and as a result, actual results could

10
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differ materially from those estimates.

11
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ENERGY RECOVERY, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
Note 2 — Recent Accounting Pronouncements

Recently Adopted Accounting Pronouncements

In May 2014, the Financial Accounting Standards Board (“FASB”) issued Accounting Standards Update (“ASU”)
No. 2014-09 (“ASU 2014-09”), Revenue from Contracts with Customers (Topic 606), referred to as Accounting
Standards Codification (“ASC”) 606 (“ASC 606”) or the “New Revenue Standard.” ASC 606 supersedes the revenue
recognition requirements of ASC 605, Revenue Recognition, and requires entities to recognize revenue when control
of promised goods or services is transferred to customers at an amount that reflects the consideration to which the
entity expects to be entitled to in exchange for those goods and services.

The update also requires more detailed disclosures to enable readers of financial statements to understand the nature,
amount, timing, and uncertainty of revenue and cash flows arising from contracts with customers. ASC 606 permits
the use of either the full retrospective or cumulative effect transition (modified retrospective) method upon adoption.

In March and April 2016, the FASB issued ASU No. 2016-08 (“ASU 2016-08”), Revenue from Contracts with
Customers (Topic 606): Principal versus Agent Considerations (Reporting Revenue Gross versus Net) and ASU

No. 2016-10 (“ASU 2016-10"), Revenue from Contracts with Customers (Topic 606) Identifying Performance
Obligations and Licensing, respectively. The amendments in these updates are intended to improve the operability and
understandability of the implementation guidance on principal versus agent considerations and to clarify two aspects
of ASC 606: identifying performance obligations and the licensing implementation guidance, while retaining the
related principles for those areas. The effective date and transition requirements for both ASU 2016-08 and

ASU 2016-10 are the same as those for ASU 2014-09, as referred.

The Company adopted “ASU 2014-09”, “ASU 2016-08” and “ASU 2016-10” (the combination is also known as “ASC 606" o
“New Revenue Standard”) as of January 1, 2018 using the full retrospective transition method. To assess the impact of

and to implement ASC 606, the Company formed a project team, which has operated since 2014, to evaluate internal
processes. The Company has implemented changes to its current policies and practices, and internal controls over

financial reporting to address the requirements of the standard.

Water Segment Revenue. Performance obligations identified under ASC 606, are consistent with deliverables
identified under ASC 605. Revenue recognition for performance obligations accounted for under ASC 606 is
consistent with ASC 605 given the transfer of control of the promised goods or services follows the same pattern.
Adoption of ASC 606 did not have a material impact on the timing of revenue and expense recognition.

Oil & Gas Segment - Cost-to-Total Cost (“CTC”) Revenue. Performance obligations identified under ASC 606, are
consistent with deliverables identified under ASC 605. Revenue recognition for performance obligations accounted
for under ASC 606 is consistent with ASC 605 given the transfer of control of the promised goods or services follows
the same pattern. Adoption of ASC 606 did not have a material impact on the timing of revenue and expense
recognition.

Oil & Gas Segment - License and Development Revenue. License and development revenue associated with the
up-front non-refundable $75.0 million exclusivity payment received in connection with the VorTeq license agreement
(the “VorTeq License Agreement”) that the Company entered into with Schlumberger Technology Corporation (the
“VorTeq Licensee”) under ASC 605 was recognized on a straight-line basis over the fifteen-year term of the license,
while the two subsequent milestone payments of $25.0 million each that could be earned under the VorTeq License

12
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Agreement were to be recognized in full when achieved under milestone accounting.

License and development revenue under ASC 606, which includes both the upfront non-refundable $75.0 million

exclusivity payment and the two milestone payments of $25.0 million each, when determined probable, is comprised
of:

revenue recognition over time based on an input measure of progress based on a cost driver, which management has
determined is the best estimate of the progress made on the project during the period from inception until full
commercialization, for the amount allocated to the exclusive Missile (as defined in Note 14, “VorTeq Partnership and
License Agreement”) license, and research and development services, and

_8_
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ENERGY RECOVERY, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

revenue recognition related to stand-ready, when and if available, upgrades subsequent to full commercialization,
recognized over time ratably over the period, which matches the transfer of benefit to the customer on a daily basis,
commencing after full commercial launch until the expiration of the contract.

The changes in license and development revenue due to the adoption of ASC 606 are as follows.
Years Ended December
31,
2017 2016 2015
(In thousands)

License and development revenue, as previously reported $5,000 $5,000 $1,042
Increase in revenue due to adoption of the New Revenue Standard 6,106 3,069 290
License and development revenue, as adjusted $11,106 $8,069 $1,332

The changes in the contract liability balance related to license and development revenue due to the adoption of
ASC 606 are as follows.
Decembebecember
31, 31,
2017 2016
(In thousands)
License and development contract liability, as previously reported $63,958 $ 68,958
Decrease in contract liability due to adoption of the New Revenue Standard 9,465 3,359
License and development contract liability, as adjusted $54,493 $ 65,599

For license and development revenue, performance obligations identified under ASC 606 differs somewhat from
contingent and non-contingent deliverables identified under ASC 605 due to transfer of control considerations.

Under ASC 606, the Company concluded that the Missile license represents functional intellectual property and that
the license is not distinct from the research and development services to be provided prior to product
commercialization. The transaction price allocated to this combined performance obligation of a continually evolving
license will be recognized over the estimated period required to result in full commercial launch using an input
measure of progress of the cost of salaries and wages and travel expenses related to the project prior to full
commercial launch.

The milestone method of accounting has been eliminated under ASC 606. Instead of recognizing the full amount of
each milestone payment as revenue in the period in which it is achieved, the Company will revise its estimate of the
transaction price to include development milestone payments only when they become probable of achievement and
revenue will be recognized consistent with the input measure of progress.

The Company has concluded that its obligation to provide when and if available updates to its technology in the
period subsequent to full commercial launch represents a performance obligation. The transaction price allocated to
this stand-ready performance obligation will be recognized ratably over the period commencing after full commercial
launch until the expiration of the contract.

See Note 14, “VorTeq Partnership and License Agreement” for additional discussion on the VorTeq License Agreement,
and Note 3, “Revenues,” for further discussion of revenue recognition.

14
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In February 2016, the FASB issued ASU No. 2016-02 (“ASU 2016-02”), Leases (Topic 842), also referred to as
“ASC 842” or “New Lease Standard,” which supersedes ASC 840, Leases (Topic 840), and provides principles for the
recognition, measurement, presentation and disclosure of leases for both lessees and lessors. The FASB has continued
to clarify this guidance through the issuance of additional ASUs. The new standard requires lessees to apply a dual
approach, classifying leases as either finance or operating leases based on the principle of whether or not the lease is
effectively a financed purchase by the lessee. This classification determines whether lease expense is recognized based
on an effective interest method or on a straight-line basis over the term of the lease, respectively. A lessee is also
required to record a right-of-use asset and a lease liability for all leases with a term of greater than twelve months
regardless of classification. Leases with a term of twelve months or less will be accounted for similar to existing
guidance for operating leases.

—9_
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ENERGY RECOVERY, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

The Company early adopted ASU 2016-02 on January 1, 2018 concurrent with the Company’s adoption of the New
Revenue Standard and elected the available practical expedients. The adoption of ASU 2016-02 had no impact on the
Company’s Condensed Consolidated Statements of Operations. The most significant impact was the recognition of
right of use assets and liabilities for operating leases. Adoption of the standard required the Company to restate certain
previously reported results, including the recognition of additional operating lease right of use assets and liabilities.

In November 2016, the FASB issued ASU 2016-18 (“ASU 2016-18”), Statement of Cash Flows (Topic 230): Restricted
Cash, also referred to as “New Cash Flow Presentation Standard.” ASU 2016-18 is intended to reduce diversity in
practice in the classification and presentation of changes in restricted cash on the Consolidated Statement of Cash
Flows. ASU 2016-18 requires that the Consolidated Statement of Cash Flows explain the change in total cash and
equivalents and amounts generally described as restricted cash or restricted cash equivalents when reconciling the
beginning-of-period and end-of-period total amounts. The standard also requires reconciliation between the total cash
and equivalents and restricted cash presented on the Consolidated Statement of Cash Flows and the cash and cash
equivalents balance presented on the Consolidated Balance Sheet. ASU 2016-18 is effective retrospectively on
January 1, 2018. The Company adopted ASU 2016-18 on January 1, 2018. The Company recast its Condensed
Consolidated Statements of Cash Flows for the prior period presented based on the restricted cash balance on the
balance sheet date and has provided a reconciliation of cash, cash equivalents and restricted cash in Note 5, “Other
Financial Information.”

In January 2016, the FASB issued ASU No. 2016-01 (“ASU 2016-01"), Financial Instruments - Overall

(Subtopic 825-10): Recognition and Measurement of Financial Assets and Financial Liabilities. ASU 2016-01
modifies certain aspects of the recognition, measurement, presentation, and disclosure of financial instruments. For
public entities, ASU 2016-01 is effective for fiscal years, and interim periods within those years, beginning after
December 15, 2017. The Company adopted ASU 2016-01 on January 1, 2018. The adoption ASU 2016-01 did not
have a material impact on the Company’s financial position or results of operations.

In August 2016, the FASB issued ASU No. 2016-15 (“ASU 2016-15”), Statement of Cash Flows (Topic 230):
Classification of Certain Cash Receipts and Cash Payments. ASU 2016-15 impacts all entities that are required to
present a statement of cash flows under ASC 230, Statement of Cash Flows. The amendment provides guidance on
eight specific cash flow issues. For public entities, ASU 2016-15 is effective for fiscal periods beginning after
December 15, 2017 and interim periods within those years. Adoption should be applied using a retrospective
transition method to each period presented. The Company adopted ASU 2016-15 on January 1, 2018. The adoption of
ASU 2016-15 did not have a material impact on the Company’s financial position or results of operations.

In October 2016, the FASB issued ASU 2016-16 (“ASU 2016-16”), Income Taxes (Topic 740): Intra-Entity Transfers
of Assets Other Than Inventory. ASU 2016-16 requires recognition of the current and deferred income tax effects of
an intra-entity asset transfer, other than inventory, when the transfer occurs, as opposed to legacy GAAP, which
requires companies to defer the income tax effects of intra-entity asset transfers until the asset has been sold to an
outside party. The income tax effects of intra-entity inventory transfers will continue to be deferred until the inventory
is sold. ASU 2016-16 is effective on January 1, 2018, with early adoption permitted. The update is required to be
adopted on a modified retrospective basis with the cumulative-effect adjustment recorded to retained earnings as of
the beginning of the period of adoption. The Company adopted ASU 2016-16 on January 1, 2018. The adoption of
ASU 2016-16 did not have a material impact on the Company’s financial position or results of operations.

In May 2017, the FASB issued ASU No. 2017-09, Compensation — Stock Compensation (Topic 718): Scope of
Modification Accounting. ASU 2017-09 provides guidance about which changes to the terms or conditions of a

16
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share-base payment award require an entity to apply modification accounting under ASC 718, Compensation — Stock
Compensation. ASU 2017-09 is effective for annual periods and interim periods within those annual periods,
beginning after December 15, 2017. The Company adopted ASU 2017-09 on January 1, 2018. The adoption of

ASU 2017-09 did not have an impact on the Company’s financial position or results of operations.

— 10—

17



Edgar Filing: Energy Recovery, Inc. - Form 10-Q

ENERGY RECOVERY, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Impact of Recently Adopted Accounting Pronouncements

The following table illustrates changes in the Condensed Consolidated Balance Sheets as previously reported prior to,
and as adjusted subsequent to, the adoption of the New Revenue Standard and New Lease Standard at January 1,

2018.

Assets

Current assets:

Contract assets

Total current assets

Non-current assets

Deferred tax assets, non-current
Operating lease, right of use asset
Total assets

Liabilities and Stockholders’ Equity
Current liabilities:

Accrued expenses and other current liabilities

Lease liabilities

Contract liabilities

Total current liabilities
Non-current liabilities

Lease liabilities, non-current
Contract liabilities, non-current
Other non-current liabilities
Total liabilities

Stockholders’ equity:
Accumulated deficit

Total stockholders’ equity
Total liabilities and stockholders’ equity

—11-=

December 31, 2017

As

Adoption Adoption
of New

of New

Previous]ﬁ
evenue Lease

Reported

Standard Standard

(In thousands)

$6,411 $(133 ) $
126,196 (133

7,902

161,744 (102

8,517
6,416
19,833

59,006
358
79,213

) —
31 —
— 2,843
) 2,843
469 ) (100 )
— 1,603
9,493 —
9,024 1,503
— 1,698
(18,489) —
— (358 )

(9,465 ) 2,843

(45,922 9,363 —

82,531

161,744 (102

9,363 —
) 2,843

As
Adjusted

$6,278
126,063

7,933
2,843
164,485

7,948
1,603
15,909
30,360

1,698
40,517

72,591

(36,559 )
91,894
164,485
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ENERGY RECOVERY, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

The following table illustrates changes in the Condensed Consolidated Statement of Operations as previously reported
prior to, and as adjusted subsequent to, the adoption of the New Revenue Standard effective January 1, 2018.

Product revenue
Product cost of revenue
Product gross profit

License and development revenue

Income from operations

Income before income taxes

(Benefit from) provision for income taxes
Net income

Income per share:
Basic
Diluted

Number of shares used in per share calculations:

Basic
Diluted

- 12 -

Nine Months Ended
September 30, 2017
As Adoption
Prev10usly of New AS.
orted Revenue Adjusted
Standard

$37,017 $(48 ) $36,969
12,394 7 12,401
$24,623 $(55 ) $24,568

$3,750 $4,745 $8,495
219 4,690 4,909
679 4,690 5,369

(46 ) 592 546
725 4,098 4,823

$0.01 $0.08  $0.09
$0.01 $0.08  $0.09

53,717 — 53,717

Three Months Ended
September 30, 2017
As Adoption
Previously of New — As
Renorte dﬁ venue Adjusted
p Standard
(In thousands, except for per share data)
$13,834 $26 $13,860
4,254 (37 ) 4,217
$9,580 $63 $9,643
$1,250 $1,947 $3,197
1,540 2,010 3,550
1,772 2,010 3,782
66 244 310
1,706 1,766 3,472
$0.03 $0.03 $0.06
$0.03 $0.03 $0.06
53,580 — 53,580
55,140 — 55,140

55,5711 — 55,571
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ENERGY RECOVERY, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

The following table illustrates changes in the Company’s segment activities as previously reported prior to, and as
adjusted subsequent to, the adoption of the New Revenue Standard effective January 1, 2018.

Three Months Ended Nine Months Ended
September 30, 2017 September 30, 2017
As Adoption As Adoption
Previousl of New  As Previousl of New — As
Reported YRevenue Adjusted Reported YRevenue Adjusted
p Standard p Standard
(In thousands)
Water
Product revenue $13,227 $— $13,227 $33,707 $— $33,707
Product cost of revenue 3,818 (44 ) 3,774 10,003 — 10,003
Product gross profit $9,409 $44 $9.453 $23,704 $— $23,704
Income from operations $7,306 $44 $7,350 $17417 $— $17,417
Oil & Gas
Product revenue $607 $26 $633 $3,310 $(48 ) $3,262
Product cost of revenue 436 7 443 2,391 7 2,398
Product gross profit $171 $19 $190 $919 $(55 ) $864
License and development revenue $1,250 $1,947 $3,197 $3,750 $4,745 $8,495

Income (loss) from operations (2,040 ) 1,966 (74 ) (5,785 ) 4,690 (1,095 )
The following table illustrates changes in the Condensed Consolidated Statement of Comprehensive Income as
previously reported prior to, and as adjusted subsequent to, the adoption of the New Revenue Standard effective

January 1, 2018.

Three Months Ended Nine Months Ended
September 30, 2017 September 30, 2017
Adoption Adoption
As
Previou fNew — As Prev10 S ew  As
Re Orte%yevenue Adjusted ﬁ 3/ enue Adjusted
P tandard t§tanda1rd

(In thousands)
Net income $1,706 $ 1,766 $3,472 $725 $4,098 $ 4,823
Comprehensive income 1,716 1,766 3,482 766 4,098 4,864

— 13—
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ENERGY RECOVERY, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

The following table illustrates changes in the Condensed Consolidated Statement of Cash Flows as previously
reported prior to, and as adjusted subsequent to, the adoption of the New Revenue Standard and New Cash Flow
Presentation Standard effective January 1, 2018.

Nine Months Ended September 30, 2017

Adoption Adoption of
As New Cash
. of New As
Previo Ly Flow .
:5 venue . Adjusted
Report Presentation
tandard
Standard

(In thousands)
Net income $725 $4,098 $ — $4,823
Changes in operating assets and liabilities:
Accounts receivable (186 ) — — (186 )
Contract assets (3,01) 55 — (2,956 )
Inventories (1,503 — — (1,503 )
Prepaid and other assets (350) — — 350 )
Accounts payable 1,831 1,831
Accrued expenses and other liabilities (1,728 (504 ) — (2,232 )
Income taxes 126 592 — 718
Contract liabilities (3,669 (4241 ) — (7,910 )
Net cash used in operating activities 2,17} — — 2,172 )
Restricted cash 1,294 — (1,294 ) —
Net cash used in investing activities (39,102— (1,294 ) (40,396 )
Net change in cash, cash equivalents and restricted cash 42,1)9— (1,294 ) (43,413 )
Cash, cash equivalents and restricted cash, beginning of year 61,364 — 4,384 65,748
Cash, cash equivalents and restricted cash, end of period 19,245 — 3,090 22,335

Recently issued accounting pronouncement not yet adopted

In June 2016, the FASB issued ASU 2016-13 (“ASU 2016-13”), “Financial Instruments - Credit Losses” (Topic 326). The
FASB issued this update to provide financial statement users with more decision-useful information about the

expected credit losses on financial instruments and other commitments to extend credit held by a reporting entity at

each reporting date. The amendments in this update replace the existing guidance of incurred loss impairment
methodology with an approach that reflects expected credit losses and requires consideration of a broader range of
reasonable and supportable information to inform credit loss estimates. The updated guidance is effective for annual
periods beginning after December 15, 2019, including interim periods within those fiscal years. Early adoption of the
update is permitted in fiscal years beginning after December 15, 2018, including interim periods within those fiscal

years. We are currently evaluating the impact of this guidance on our consolidated financial statements and related
disclosures.

In January 2017, the FASB issued ASU No. 2017-04 (“ASU 2017-04"), Goodwill and Other (Topic 350): Simplifying
the Test for Goodwill Impairment. ASU 2017-04 eliminates Step 2 of the goodwill impairment quantitative test and
allows for the determination of impairment by comparing the fair value of the reporting unit with its carrying amount.
The amendments in this update should be applied on a prospective basis. For public entities which are SEC filers, this
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amendment is effective for annual or any interim goodwill impairment tests in fiscal years beginning after

December 15, 2019. Early adoption is permitted for testing dates after January 1, 2017. The Company expects to
adopt this standard on January 1, 2020 and does not expect the adoption of ASU 2017-04 to have a material impact on
its financial statements.

_ 14—
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ENERGY RECOVERY, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
Note 3 — Revenues

Adoption of ASC 606, Revenue from Contracts with Customers

On January 1, 2018, the Company adopted ASC 606 using the full retrospective transition method. The Company
recorded a net reduction to opening retained earnings of $0.3 million as of January 1, 2016, due to the cumulative
impact of adopting ASC 606. The impact to revenues as a result of applying ASC 606 was an increase of $2.0 million
and $4.7 million for the three and nine months ended September 30, 2017, respectively.

Revenue Recognition

Revenues are recognized when control of the promised goods or services is transferred to the Company’s customers, in
an amount that reflects the consideration the Company expects to be entitled to in exchange for those goods or
services. At the inception of each contract, performance obligations are identified and the total transaction price is
allocated to the performance obligations.

The Company’s payment terms vary based on the credit risk of its customer. For certain customer types, the Company
requires payment before the products or services are delivered to the customer. The Company performs an evaluation
of customer credit worthiness on an individual contract basis to assess whether collectability is reasonably assured at
the inception of the contract. As part of this evaluation, the Company considers many factors about the individual
customer, including the underlying financial strength of the customer and/or partnership consortium and the
Company’s prior history or industry-specific knowledge about the customer and its supplier relationships. For smaller
projects, the Company requires the customer to remit payment generally within 30 to 60 days after product delivery.
In some cases, if credit worthiness cannot be determined, prepayment or other security is required.

Sales commissions are expensed as incurred when product revenue is earned. These costs are recorded within sales
and marketing expenses.

The following table presents the Company’s revenues disaggregated by geography, based on the shipped to addresses
of the Company’s customers and revenue source. Sales and usage-based taxes are excluded from revenues.
Three Months Ended Nine Months Ended

September 30, 2018 September 30, 2018
Oil )

Water and Total Water Oil and Total
Gas Gas

(In thousands)
Primary geographical market

Middle East and Africa $12,170 $114 $12,284 $27,561 $414 $27,975
Americas 1,197 3,661 4,858 3,902 9,768 13,670
Asia 2,711  — 2,711 10,041 — 10,041
Europe 2,386 — 2,386 5,124 — 5,124
Total $18,464 $3,775 $22,239 $46,628 $10,182 $56,810
Major product/service line

PX, pumps and turbo devices $18,464 $—  $18,464 $46,628 $— $46,628
License and development — 3,661 3,661 — 9,768 9,768
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Oil & gas products
Total
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— 14 114  — 414 414
$18,464 $3,775 $22,239 $46,628 $10,182 $56,810
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ENERGY RECOVERY, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Three Months Ended Nine Months Ended

September 30, 2017 September 30, 2017
Oil )

Water and Total Water Oil and Total
Gas Gas

(In thousands)
Primary geographical market

Middle East and Africa $5,137 $618 $5,755 $15,485 $3,247 $18,732
Americas 2,671 3212 5883 4959 8,510 13,469
Asia 3,117 — 3,117 8255 — 8,255
Europe 2,302 — 2,302 5,008 — 5,008
Total $13,227 $3,830 $17,057 $33,707 $11,757 $45,464

Major product/service line
PX, pumps and turbo devices $13,227 $15 $13,242 $33,707 $15 $33,722

License and development — 3,197 3,197 — 8,495 8,495
Oil & gas products — 618 618 — 3,247 3,247
Total $13,227 $3,830 $17,057 $33,707 $11,757 $45,464

Arrangements with Multiple Performance Obligations and Termination for Convenience

The Company’s contracts with customers may include multiple performance obligations. For such arrangements, the
Company allocates revenue to each performance obligation based on its relative stand-alone selling price. The
Company generally determines standalone selling prices based on the prices charged to customers.

With respect to termination, the Company does not have the ability to cancel the contract for convenience. In general,
customers can cancel for convenience upon the payment of a termination fee that covers costs and profit. It is rare for
customers to cancel contracts.

Practical Expedients and Exemptions
In the Water segment, the time period between when the Company transfers control of products to the customer and
the payment for the products is, in general, less than one year and, therefore, the practical expedient with respect to a

financing component has been adopted by the Company.

With respect to taxes, the Company has made the policy election to exclude taxes from the measurement of the
transaction price.

The Company does not disclose the value of unsatisfied performance obligations for (i) contracts with an original
expected length of one year or less and (ii) contracts for which the Company recognizes revenue at the amount to

which the Company has the right to invoice for services performed.

—-16 —
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ENERGY RECOVERY, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Contract Balances

Contract balances by category are presented in the following table. Prior year amounts have been adjusted for the
adoption of ASC 606 on January 1, 2018. See Note 2, “Recent Accounting Pronouncements,” for reconciliation of prior
year “As Previously Reported” and “As Adjusted” amounts.

Septembdpdember 31,

2018 2017

(In thousands)
Trade Receivable $7,666 $ 12,465
Contract assets:
Current contract assets 3,237 6,278
Non-current contract assets 108 —
Total contract assets $3,345 $ 6,278
Current contract liabilities:
Customer deposits $897 § 414
Deferred revenue:
Cost and estimated earnings in excess of billings 264 805
License and development 14,039 14,024
Product 469 550
Service 230 116
Total current contract liability 15,899 15,909
Non-current contract liabilities, deferred revenue
License and development 30,686 40,469
Product 41 48
Total non-current contract liability 30,727 40,517
Total contract liability $46,626 $ 56,426

The Company records unbilled receivables as contract assets. Significant changes in contract assets during the period
were as follows.
Septembdd&ttmber 31,
2018 2017
(In thousands)
Balance, beginning of year $6,278 $ 2,015
Transferred to receivables (6,402 ) (2,909 )
Additional unbilled receivables 3,469 7,172
Balance, end of period $3,345 $ 6,278

The Company records contract liabilities when cash payments are received or due in advance of the Company’s
performance. Significant changes in contract liabilities during the period were as follows.
September3¢cember 31,
2018 2017
(In thousands)
Balance, beginning of year $56,426 $ 62,232
Revenue recognized (9,828 ) (5,892 )
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Cash received
Balance, end of period
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$46,626 $ 56,426
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ENERGY RECOVERY, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
Transaction Price Allocated to the Remaining Performance Obligation

The following table includes estimated revenue expected to be recognized in the future related to performance
obligations that are unsatisfied or partially unsatisfied.

September 30,
2018
(In thousands)
Year:
2018 (remaining three months) $ 3,814
2019 13,667
2020 14,484
2021 7,231
2022 and thereafter 5,677
Total $ 44,873

The Company applies the practical expedient in ASC 606, paragraph 10-50-14, and does not disclose information
about remaining performance obligations that have original expected durations of one year or less.

The Company applies the practical expedient in ASC 606 paragraph 10-65-1(f)(3), and does not disclose the amount
of the transaction price allocated to the remaining performance obligations and an explanation of when the Company
expects to recognize that amount of revenue for the comparative period ended September 30, 2017.

Contract Costs

The Company recognizes the incremental cost of obtaining contracts as an expense when incurred if the amortization
period of the assets that the Company otherwise would have recognized in one year or less. The costs of obtaining
contracts are included in sales and marketing expenses.

Product and Service Revenue Recognition - Water Segment

In the Water segment, a contract is established by a written agreement (executed sales order, executed purchase order
or stand-alone contract) with the customer with fixed pricing, and a credit risk assessment is completed prior to the
signing of the agreement to ensure that collectability is reasonably assured.

The Company does not bundle performance obligations in the Water segment. The Company identifies each
performance obligation separately along with its associated relative standalone selling price based on the prices and
discounts that the Company would sell a promised good or service separately to a customer.

Generally, performance obligations consist of delivery of products, such as PX energy recovery devices,
turbochargers, pumps, and spare parts. These service amounts are deferred as contract liabilities until the services are
performed.

The transfer of control for the Company’s products follows transfer of title which typically occurs upon shipment of
the equipment in accordance with International Commercial Terms (commonly referred to as “Incoterms”). The
specified product performance criteria for the Company’s products pertain to the ability of the Company’s product to
meet its published performance specifications and warranty provisions, which the Company’s products have
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demonstrated on a consistent basis. This factor, combined with historical performance metrics, provides the
Company’s management with a reasonable basis to conclude that the products will perform satisfactorily upon
commissioning of the plant. Installation is relatively simple, requires no customization, and is performed by the
customer under the supervision of the Company’s personnel. Based on these factors, the Company concluded that
performance has been completed upon shipment when title transfers based on the shipping terms, and that product
revenue is recognized at a point in time.

— 18 -
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

The Company does not provide its customers with a right of product return; however, the Company will accept returns
of products that are deemed to be damaged or defective when delivered that are covered by the terms and conditions
of the product warranty. Product warranty is provided consistent with the industry and is considered to be an
assurance warranty, not a separate performance obligation. Product returns and warranty charges have not been
significant.

Revenue allocable to the Company’s product is limited to the amount that is not contingent upon the delivery of
additional items or meeting specified performance conditions. The Company adheres to consistent pricing in the
stand-alone sale of products and services.

For large projects, stand-alone contracts are utilized. For these contracts, consistent with industry practice, the
Company’s customers typically require their suppliers, including the Company, to accept contractual holdback
provisions (also referred to as a retention payment) whereby the final amounts due under the sales contract are
remitted over extended periods of time or alternatively, stand-by letters of credit are issued. These retention payments
are generally 10% or less of the total contract amount and are due and payable upon the passage of time, generally up
to 24 to 36 months from the date of product delivery. These retention payments are generally replaced by bank
guarantees which have had no history of being exercised, and they align with the product warranty period. Given that
they are not material in the context of the contract, they are not considered to be a financing component. The
Company has no performance obligation and they are recorded as contract assets.

Shipping and handling charges billed to customers is a pass-through from the freight forwarder and is included in
product revenue. The cost of shipping to customers is included in cost of revenue.

Cost-to-Total Cost (“CTC”) Revenue Recognition - Oil & Gas Segment

IsoBoost and IsoGen systems are highly engineered, customized solutions that are designed and manufactured over an
extended period of time and are built specifically to meet a customer’s specifications. Given the facts and
circumstances of these projects, the Company concluded that the CTC method of accounting is appropriate for
IsoBoost and IsoGen systems. In the event that a purchase order for an IsoBoost or IsoGen system does not meet these
facts and circumstances, then the CTC method of accounting does not apply. The Company had one CTC contract for
IsoBoost turbochargers in fiscal years 2016 through 2018, which is expected to be completed and shipped in the fourth
quarter of 2018. A standard assurance type warranty was provided.

Revenue from fixed price contracts is recognized with progress measured in the ratio of costs incurred to estimated
final costs. Contract costs include all direct material and labor costs related to contract performance. Pre-contract costs
with no future benefit were expensed in the period in which they were incurred. Since the financial reporting of these
contracts depends on estimates, which are assessed continually during the term of the contract, recognized revenues
and profit are subject to revisions as the contract progresses to completion. Revisions in profit estimates are reflected
in the period in which the facts that give rise to the revisions become known, using the cumulative catchup method. If
material, the effects of any changes in estimates are disclosed in the notes to the consolidated financial statements.
When estimates indicate that a loss will be incurred on a contract, a provision for the expected loss is recorded in the
period in which the loss becomes evident. No loss has been incurred to date. Revenue is recognized only to the extent
costs have been recognized in the same period.

—-19 —
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
Cost and estimated earnings on uncompleted contracts is presented in the following table.

December 31, 2017
Adoption

Septembek$0, of New lérseviously
2018  AdjustedRevenue Reported
Standard

(In thousands)
Estimated earnings to date $6,270 $5,867 $ (133 ) $ 6,000
Estimated costs to date (5,118 ) (4,525 ) — 4,525 )
Subtotal 1,152 1,342 (133 ) 1,475
Net billings to date 558 2,718 — 2,718
Total $1,710 $4,060 $ (133 ) $4,193
Included in accompanying balance sheets:
Unbilled project costs $1974 $4,865 $ (133 ) $ 4,998
Cost and estimated earnings in excess of billings (264 ) (805 ) — (805 )
Total $1,710 $4,060 $ (133 ) $4,193

Unbilled project costs and Cost and estimated earnings in excess of billings are included in Contract assets and
Contract liabilities on the Condensed Consolidated Balance Sheets, respectively.

License and Development, and Lease Revenue Recognition - Oil & Gas Segment

License and development revenue is comprised of revenue recognition over time of the upfront non-refundable

$75.0 million exclusivity fee received in connection with the VorTeq License Agreement, as well as the revenue
recognition over time of the two milestone payments of $25.0 million each when uncertainty of receipt is resolved and
receipt of each milestone payment is considered probable.

The VorTeq License Agreement is comprised of a fifteen-year exclusive license for the Company’s VorTeq technology
(“VorTeq”). In performing the obligations under the license, the Company provides research and development services
to commercialize the technology in accordance with the Key Performance Indicators (“KPIs”), defined in the VorTeq
License Agreement. After commercialization is achieved, payments will be received for the supply and servicing of
certain components of the VorTeq. All payments are non-refundable. See Note 14, “VorTeq Partnership and License
Agreement.”

The Company recognizes license and development revenue in accordance with ASC 606. Revenue is recognized when
control of the promised goods or services is transferred to customers. Stand-alone selling price was established at the
inception of the VorTeq License Agreement by taking the transaction to market on a non-exclusive basis, and pricing
in an exclusivity premium. Since the VorTeq License Agreement included an up-front non-refundable payment at the
inception of the VorTeq License Agreement and future products and services are provided after initial
commercialization, the Company completed an analysis and concluded that there was no material right included in the
pricing of the VorTeq License Agreement.

Performance obligations, such as the exclusive license to the Missile technology and upgrades prior to and subsequent
to the date of full commercial launch, have been identified. Value has been allocated to the performance obligations
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and revenue is recognized over time based on the input measure of progress of the cost of salaries and wages related to
the project prior to full commercialization, and ratably for the unspecified upgrades for the period subsequent to full
commercialization until the expiration of the VorTeq License Agreement.

Once commercial launch is achieved and cartridges are provided under the contract, revenue from those royalty

payments will be recognized in accordance with ASC 842, with the Company as the lessor. It is expected that the
cartridge leases will be classified as operating leases, and lease revenue will be recognized as earned.

-20 -
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ENERGY RECOVERY, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
Note 4 — Income Per Share

Net income is divided by the weighted average number of common shares outstanding during the year to calculate
basic net income per common share. Basic earnings per share exclude any dilutive effects of stock options and
restricted stock units (“RSUs”).

Diluted net income per common share reflects the potential dilution that would occur if outstanding stock options to
purchase common stock were exercised for shares of common stock, using the treasury stock method, and the shares
of common stock underlying each outstanding RSU were issued. Diluted earnings per share for the three and nine
months ended September 30, 2018 and 2017, includes the dilutive effects of stock options and RSUs. Certain shares of
common stock issuable under stock options and RSUs have been omitted from the three and nine months ended
September 30, 2018 and 2017 diluted net income per share calculations because their inclusion is considered
anti-dilutive.

The computation of basic and diluted net income per share is presented in the following table. Prior year amounts
have been adjusted for the adoption of ASC 606 in the first quarter of 2018. See Note 2, Recent Accounting
Pronouncements, for reconciliation of prior year “As Previously Reported” and “As Adjusted” amounts.

Three Months Nine Months

Ended Ended

September 30, September 30,

2018 2017 2018 2017

(In thousands, except per share

amounts)
Numerator:
Net income $4,658 $3,472 $19,675 $4,823
Denominator:

Basic weighted average common shares outstanding 53,665 53,580 53,719 53,717
Weighted average effect of dilutive stock awards 1,630 1,560 1,663 1,854
Diluted weighted average common shares outstanding 55,295 55,140 55,382 55,571

Net income per share:
Basic $0.09 $0.06 $0.37 $0.09
Diluted $0.08 $0.06 $0.36 $0.09

The potential common shares were excluded from the computation of diluted net income per share as their effect
would have been anti-dilutive is presented in the following table.

Three Nine
Months Months
Ended Ended
September  September
30, 30,

2018 2017 2018 2017
(In thousands)
Anti-dilutive shares excluded from net income per share calculation 2,382 4,144 2,429 3,850
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ENERGY RECOVERY, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Note 5 — Other Financial Information

Cash, Cash Equivalents and Restricted Cash

The Company’s Condensed Consolidated Statement of Cash Flows explains the change in the total of cash, cash
equivalents, and restricted cash. The following table provides a reconciliation of cash and cash equivalents, and

restricted cash reported within the Condensed Consolidated Balance Sheets that sum to the total of such amounts in
the Condensed Consolidated Statements of Cash Flows.

SeptembeDdmber 31,
2018 2017
(In thousands)
Cash and cash equivalents $33,394 $ 27,780
Restricted cash 595 2,846

Total cash, cash equivalents, and restricted cash $33,989 $ 30,626

The Company pledged cash in connection with certain stand-by letters of credit and company credit cards. The
Company deposited corresponding amounts into accounts at several financial institutions. See Note 8, “Long-term Debt
and Lines of Credit,” for additional discussion related to the Company’s stand-by letters of credit and restricted cash
requirements.

Accounts Receivable, net

Septembdd&tmber 31,

2018 2017

(In thousands)
Accounts receivable $8,050 $ 12,568
Less: Allowance for doubtful accounts (384 ) (103 )
Accounts receivable, net $7,666 $ 12,465

Inventories

Inventories are stated at the lower of cost (using the first-in, first-out method) or net realizable value and are presented
by category in the following table.
SeptemHdedéinber 31,
2018 2017
(In thousands)
Raw materials $2,266 $ 1,899
Work in process 2,483 2,191
Finished goods 1,526 1,424
Inventories, net $6,275 $ 5,514

Valuation adjustments for excess and obsolete inventory, reflected as a reduction of inventory at September 30, 2018
and December 31, 2017 was $0.6 million and $0.7 million, respectively.

—-22 _
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ENERGY RECOVERY, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Prepaid and Other Current Assets

Prepaid expenses and other current assets by category are presented in the following table.

SeptemHdedéinber 31,
2018 2017
(In thousands)
Insurance $412 $ 256
Interest receivable 575 439
Supplier advances 197 124
Software license 260 193

Other prepaid expenses and current assets 885 330
Total prepaid and other current assets $2,320 $ 1,342

Property and Equipment
September3¢;ember 31,
2018 2017
(In thousands)
Property and equipment $41,807 $ 37,535
Less: Accumulated depreciation and amortization (26,173 ) (24,142 )
Property and equipment, net $15,634 $ 13,393

Accrued Expenses and Other Current Liabilities

Accrued expenses and other current liabilities by category are presented in the following table.

SeptemHdedéinber 31,

2018 2017

(In thousands)
Payroll and commissions payable $4,782 $ 6,071
Other accrued expenses and current liabilities 1,864 1,877

Total accrued expenses and other current liabilities $6,646 $ 7,948
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Lease Liabilities

Lease liabilities are presented in the following table.

Septembe?lgf)e,mber
2018 ;
2017
(In thousands)
Lease liabilities $764  $ 1,603
Lease liabilities, non-current 12,797 1,698
Total lease liabilities $13,561 $ 3,301

Accumulated Other Comprehensive Loss

Changes in accumulated other comprehensive loss by component are presented in the following table.

ForeigilUnrealized Total
. Accumulated
CurrenGains
Other
Transldfii@sses) on Comprehensive
Adjustimmtstments Gain (Loss)
(In thousands)
Balance, December 31, 2017 $(33)% 92 ) $ (125 )
Other comprehensive gain (loss), net (7 ) 31 24
Balance, September 30, 2018 $40)$ 61 ) $ (101 )

There were no reclassifications of amounts out of accumulated other comprehensive loss, as there have been no sales

of securities or translation adjustments that impacted other comprehensive loss during the years presented. The tax
impact of the changes in accumulated other comprehensive loss was not material.
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ENERGY RECOVERY, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
Note 6 — Investments and Fair Value Measurements

The Company’s cash, cash equivalents, short-term & long-term investments are presented in the following table.

SeptemberDécember 31,

2018 2017

(In thousands)
Cash and cash equivalents $33,394 $ 27,780
Short-term investments 65,446 70,020
Long-term investments 2,341 —

Total cash, cash equivalents and marketable securities $101,181 $ 97,800

As of September 30, 2018, there were no available-for-sale investments reported in Cash and cash equivalents on the
Condensed Consolidated Balance Sheets. As of December 31, 2017, available-for-sale investments of $0.3 million
were reported in Cash and cash equivalents on the Condensed Consolidated Balance Sheets.

Available-for-Sale Investments
The Company’s investments are all classified as available-for-sale. As of September 30, 2018 and December 31, 2017,
all available-for-sale investments were classified as short-term, with maturities less than 12 months, and long-term

with maturities over 12 months. There were no sales of available-for-sale investments during the three and nine
months ended September 30, 2018 and 2017.

—-25—
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Available-for-sale investments as of September 30, 2018 and December 31, 2017 are presented in the following
tables.

September 30, 2018

Gross Gross
Amortizelnrealized Unrealized Fair
Cost Holding Holding  Value

Gains Losses
(In thousands)

U.S. Treasury securities $4.660 $ — $ ) $4,657
Corporate notes and bonds 60,844 5 (60 ) 60,789
Total short-term investments 65,504 5 (63 ) 65,446
Long-term investments

U.S. Treasury Securities 2,343 — @ ) 2,341
Total long-term investments 2,343 — @ ) 2,341

Total available-for-sale investments $67,847 $ 5 $ 65 ) $67,787

December 31, 2017

Gross Gross
Amortizellnrealized Unrealized Fair
Cost Holding Holding  Value

Gains Losses
(In thousands)
U.S. Treasury securities $16,755 $ —3$ (14 ) $16,741
Corporate notes and bonds 53,367 — (77 ) 53,290
Municipal notes and bonds 247 — — 247
Total available-for-sale investments $70,369 $ —$ 91 ) $70,278

The Company monitors investments for other-than-temporary impairment. It was determined that unrealized gains and
losses at September 30, 2018 and December 31, 2017, are temporary in nature because the changes in market value for
these securities resulted from fluctuating interest rates rather than a deterioration of the credit worthiness of the
issuers. In the event that the Company disposes of these securities before maturity, it is expected that the realized
gains or losses, if any, will be immaterial.

Expected maturities can differ from contractual maturities because borrowers may have the right to prepay obligations
without prepayment penalties. The amortized cost and fair value of available-for-sale securities that had stated
maturities are shown by contractual maturity in the following table.

September 30,

2018

AmortizeHair

Cost Value

(In thousands)
Due in one year or less $65,504 $65,446
Due in greater than one year $2,343 $2,341
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Fair Value of Financial Instruments

Financial assets and liabilities that are remeasured and reported at fair value at each reporting period are classified and
disclosed in one of the following three levels:

Level 1 — Quoted prices (unadjusted) in active markets for identical assets or liabilities;

Level 2 — Inputs other than quoted prices included within Level 1 that are either directly or indirectly observable; and
Level 3 — Unobservable inputs in which little or no market activity exists, therefore requiring an entity to develop its
own assumptions that market participants would use in pricing.

—-26 —
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ENERGY RECOVERY, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

For the Company’s investments in available-for-sale securities, if quoted prices in active markets for identical
investments are not available to determine fair value (Level 1), then the Company uses quoted prices for similar assets
or inputs other than quoted prices that are observable either directly or indirectly (Level 2). The investments included
in Level 2 consist of corporate notes and bonds, municipal notes and bonds and U.S. Treasury securities.

Financial Assets and Liabilities Measured at Fair Value on a Recurring Basis

The fair value of financial assets and liabilities measured on a recurring basis is presented in the following tables.
September 30, 2018

Level Level
Total 1 };:;ftlsz
Inputs Inputs
(In thousands)
Assets:
Cash equivalents
Money market securities $12940 $§ —$12940% —
Total cash equivalents $12940 $§ —$12940% —
Short-term investments
U.S. Treasury securities $4,657 $ —$4,657 $§ «—
Corporate notes and bonds 60,789 — 60,789 —
Municipal notes and bonds — — —
Total short-term investments 65,446 — 65,446 —

Long-term investments

U.S. Treasury securities 2,341 — 2,341 —
Total long-term investments 2,341 2,341
Total assets $80,727 $ —$80,727$ —

December 31, 2017

Level Level
Total 1 ilevlilsz
Inputs p Inputs

(In thousands)
Assets:

Cash equivalents
Corporate notes and bonds $258 $§ —$258 § —

Total cash equivalents 258 — 258 —
Short-term investments

U.S. Treasury securities 16,741 — 16,741 —
Corporate notes and bonds 53,032 — 53,032 —
Municipal notes and bonds 247 — 247 —
Total short-term investments 70,020 — 70,020 —
Total assets $70,278 $ —$70,278 $ —
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During the three and nine months ended September 30, 2018, the Company had no transfers of financial assets and
liabilities between Level 1 and Level 2.

—-27 —
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ENERGY RECOVERY, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

The fair value and gross unrealized losses on the available-for-sale securities that have been in a continuous unrealized
loss position, aggregated by type of investment instrument as of September 30, 2018 and December 31, 2017 are
summarized in the following table. The Company’s available-for-sale investments consists of short-term with
maturities less than 12 months and long-term with maturities over 12 months. Available-for-sale investments that
were in an unrealized gain position have been excluded from the following table.
September 30, 2018 December 31, 2017
Gross . Gross

Fair Unrealized ar Unrealized
Value Value
Losses Losses
(In thousands)
U.S. Treasury securities $6,996 (5 ) $10,162 $ (14 )
Corporate notes and bonds $56,955 (60 ) $53,222 (77 )
Municipal notes and bonds $— — $247 —

Total available-for-sale investments $63,951 $ (65 ) $63,631 $ (91 )

—28 —
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ENERGY RECOVERY, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
Note 7 — Goodwill and Intangible Assets

Goodwill

The net carrying amount of goodwill as of September 30, 2018 and December 31, 2017 was $12.8 million. As of
September 30, 2018 and December 31, 2017, no impairment of goodwill was recorded in the accompanying
Condensed Consolidated Financial Statements.

Other Intangible Assets

The components of identifiable intangible assets, all of which are finite-lived, as of the date indicated were as follows
in the table below. All intangible assets are amortized on a straight-line basis over their useful life.
Septembdd&tgmber 31,
2018 2017
(In thousands)
Finite-lived intangible assets $6,643 $ 6,643
Accumulated amortization (5,847 ) (5,374 )
Intangible assets, net $796 $ 1,269

—-29 _
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ENERGY RECOVERY, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
Note 8 — Long-term Debt and Lines of Credit

Loans and Stand-by Letters of Credit

Loan and Pledge Agreement

On January 27, 2017, the Company entered into a loan and pledge agreement (the “Loan and Pledge Agreement”) with a
financial institution (“Financial Institution 2”). The Loan and Pledge Agreement provides for a committed revolving
credit line of $16.0 million and an uncommitted revolving credit line of $4.0 million. The Loan and Pledge Agreement
was amended on March 30, 2018 to extend the termination date of the Loan and Pledge Agreement from March 31,
2018 to March 31, 2020, in connection with which the Company paid closing fees of $16 thousand. No other
provisions of the Loan and Pledge Agreement were amended at that time. The Loan and Pledge Agreement was
further amended on August 24, 2018 to permit the Company to incur indebtedness owed to a foreign subsidiary in an
aggregate amount not to exceed $66.0 million, which amount is subordinated to any amounts outstanding under the
Loan and Pledge Agreement. As of September 30, 2018, no debt was outstanding under the Loan and Pledge
Agreement, however, the standby letters of credit outstanding with Financial Institution 2 are deducted from the total
revolving credit line.

Stand-by Letters of Credit

The financial institutions where the outstanding amounts of stand-by letters of credit are collateralized by pledged
U.S. investments or restricted cash are presented in the following table.
SeptemHoedtinber 31,
2018 2017
(In thousands)
Financial Institution 1 $484 $ 1,687
Financial Institution 2 8,452 7,745
Financial Institution 3 — 990
Total $8,936 $ 10,422

The Company’s total restricted cash balances by financial institution are presented in the following table. Financial
Institution 2 requires pledged U.S. investments in lieu of restricted cash balances.

Septenibecéiiber 31,
2018 2017
(In thousands)
Financial Institution 1 $509 $ 1,771
Financial Institution 3 — 990
Financial Institution 4 86 85
Total $595 $ 2,846

—-30-
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ENERGY RECOVERY, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Note 9 — Commitments and Contingencies

Operating Lease Obligations

The Company leases office facilities and equipment under operating leases that expire on various dates through 2028.

In April 2018, the Company renegotiated the lease of approximately of 170,000 square feet of space in San Leandro,
California, with the lessor (“New Doolittle Lease’). The New Doolittle Lease is effective from April 2018 through
December 2028 and has a renewal term of one additional period of five years. The initial monthly rent is
approximately $135 thousand with an annual increase of 3% and a total of nine months of rent abatement. Under the
new lease standard, ASC 842, which was early-adopted by the company in 2018, the New Doolittle Lease was
accounted for as a modification with changes in lease term and consideration. As a result, the Company re-measured
the lease liability using the updated discount rate using secured borrowing discount rate and revised lease payments
and recognized the amount of $10.4 million as an increase to the lease liability, with a corresponding adjustment to the
right-of-use asset.

The components of lease expense are presented in the following table.
Three Nine
Monthﬁ/lonths
Ende
Septe gred
3 Op II§eptember
2018 30,2018

(In thousands)
Operating lease cost $472 $ 1,324

Other information related to the operating leases are presented in the following table.
Three, ..

Septe (elzfr:
P gleptember

2018 30, 2018

(In thousands)
Cash payments $36 $ 647

The weighted average remaining lease term and discount rate as of September 30, 2018 related to the operating leases
are presented in the following table.

Weighted average remaining lease term 10.0 years

Weighted average discount rate 6.95 %

Maturities of lease liabilities as of September 30, 2018 are presented in the following table.
Lease
Amounts
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(In

thousands)
Year:
2018 (remaining three months) $ 312
2019 1,824
2020 1,855
2021 1,653
2022 1,812
Thereafter 11,758
Total 19,214
Less imputed lease interest (5,653 )
Total lease liabilities $ 13,561
_31—
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ENERGY RECOVERY, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
Warranty

Changes in the Company’s accrued product warranty reserve are presented in the following table.
Three

Nine Months
Months

Ended
Ended

September
September
30 30,

2018 2017 2018 2017
(In thousands)

Balance, beginning of period $389 $374 $366 $406
Warranty costs charged to cost of revenue 78 54 213 145
Utilization charges against reserve @® )Ya9 ) @goe ) K7 )
Release of accrual related to expired warranties (50 ) (94 ) (134) (179 )
Balance, end of period $409 $315 $409 $315

Purchase Obligations

The Company has purchase order arrangements with its vendors for which the Company has not received the related
goods or services as of September 30, 2018. These arrangements are subject to change based on the Company’s sales
demand forecasts, and the Company has the right to cancel the arrangements prior to the date of delivery. The
majority of these purchase order arrangements were related to various raw materials and components parts. As of
September 30, 2018, the Company had approximately $7.4 million of open cancellable purchase order arrangements
related primarily to materials and parts.

Guarantees

The Company enters into indemnification provisions under its agreements with other companies in the ordinary course
of business, typically with customers. Under these provisions, the Company generally indemnifies and holds harmless
the indemnified party for losses suffered or incurred by the indemnified party as a result of the Company’s activities,
generally limited to personal injury and property damage caused by the Company’s employees at a customer’s
desalination plant in proportion to the employee’s percentage of fault for the accident. Damages incurred for these
indemnifications would be covered by the Company’s general liability insurance to the extent provided by the policy
limitations. The Company has not incurred material costs to defend lawsuits or settle claims related to these
indemnification agreements. As a result, the estimated fair value of these agreements is not material. Accordingly, the
Company had no liabilities recorded for these agreements as of September 30, 2018 and December 31, 2017.

In certain cases, the Company issues warranty and product performance guarantees to its customers for amounts
generally equal to 10% or less of the total sales agreement to endorse the execution of product delivery and the
warranty of design work, fabrication, and operating performance of our devices. These guarantees are generally
stand-by letters of credit that typically remain in place in general for periods of 24 to 36 months, and in some cases up
to 68 months. All stand-by letters of credit at September 30, 2018 and December 31, 2017, were in the aggregate for
amounts of $8.9 million and $10.4 million, respectively. See Note 8, “Long-term Debt and Lines of Credit,” for
additional information about the Company’s stand-by letters of credit arrangements.
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ENERGY RECOVERY, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
Litigation

The Company is named in and subject to various proceedings and claims in connection with our business. The
Company is contesting the allegations in these claims, and the Company believes that there are meritorious defenses
in each of these matters. The outcome of matters the Company has been, and currently are, involved in cannot be
determined at this time, and the results cannot be predicted with certainty. There can be no assurance that these
matters will not have a material adverse effect on our results of operations in any future period and a significant
judgment could have a material adverse impact on the Company’s financial condition, results of operations and cash
flows. The Company may in the future become involved in additional litigation in the ordinary course of its business,
including litigation that could be material to its business.

The Company considers all claims on a quarterly basis and based on known facts assesses whether potential losses are
considered reasonably possible, probable and estimable. Based upon this assessment, the Company then evaluates
disclosure requirements and whether to accrue for such claims in its consolidated financial statements. The Company
records a provision for a liability when it is both probable that a liability has been incurred and the amount of the loss
can be reasonably estimated. These provisions are reviewed at least quarterly and adjusted to reflect the impacts of
negotiations, settlements, rulings, advice of legal counsel and other information and events pertaining to a particular
case.

On September 10, 2014, the Company terminated the employment of its Senior Vice President, Sales, Borja Blanco,
on the basis of breach of duty of trust and conduct leading to conflict of interest. On October 24, 2014, Mr. Blanco
filed a labor claim against ERI Iberia in Madrid, Spain, challenging the fairness of his dismissal and seeking
compensation (“Case 17). A hearing was held on November 13, 2015, after which the labor court ruled that it did not
have jurisdiction over the matter. Mr. Blanco appealed and the appeals court reversed the labor court’s finding and
instructed the labor court to make a ruling on the merits on November 21, 2017. On February 14, 2018, the Company
received notice that the labor court issued a ruling in favor of Mr. Blanco declaring the termination an unjustified
dismissal and ordered the Company to pay a dismissed severance. The Company appealed the decision on February
21, 2018. The Company denies any allegations of wrongdoing and intends to continue to vigorously defend against
this lawsuit. Based on currently available information and review with outside counsel, the Company has estimated
and accrued a potential loss.

On November 24, 2014, Mr. Blanco filed a second action based on breach of contract theories in the same court as
Case 1 (“Case 2”), but the cases are separate. In Case 2, Mr. Blanco seeks payment of an unpaid bonus, stock options,
and non-compete compensation. The court ruled that this case is stayed until a final ruling is issued in Case 1. The
Company denies any allegations of wrongdoing and intends to continue to vigorously defend against this lawsuit.
Based on currently available information and review with outside counsel, the Company has determined that an award
to Mr. Blanco is not probable. While a loss may be reasonably possible, an estimate of loss, if any, cannot reasonably
be determined at this time.

The previously reported consolidated derivative action - In Re Energy Recovery, Inc. Derivative Litigation,

HG16804359 - was dismissed with prejudice by the Superior Court for the State of California, County of Alameda on
October 17, 2018.

—-33_
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ENERGY RECOVERY, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
Note 10 — Income Taxes

For the nine months ended September 30, 2018, the Company recognized an income tax benefit of $10.1 million,
which included a $11.8 million discrete tax benefit. This discrete tax benefit includes a $11.6 million tax benefit
related to the income tax effects of a tax election related to a change to the Company’s international tax structure in
Ireland that was effective in the second quarter of 2018. This resulted in a deferred tax asset related to tax expense
recorded on earnings and profits under the US Tax Cut and Jobs Act (“Tax Act”) on deferred revenue not yet recognized
under US GAAP. The $10.1 million tax benefit for the nine months ended September 30, 2018 also included a $610
thousand discrete tax benefit related to tax deductions from stock-based compensation. For the nine months ended
September 30, 2017, the Company recognized income tax expense of approximately $0.5 million, which included a
$0.07 million discrete tax benefit related to tax deductions from stock-based compensation.

The effective tax rate for the nine months ended September 30, 2018 and 2017 was (106.3)% and 10.1%, respectively.
Excluding the discrete tax income tax items, the effective tax rate for the nine months ended September 30, 2018 and
2017 was 24.0% and 11.4%, respectively.

The Company will continue to reinvest the earnings of our Spanish and Canadian subsidiaries indefinitely outside the
U.S. to fund these operations. Beginning in the third quarter of 2018, we will no longer indefinitely reinvest the
earnings of our Irish and Cayman subsidiaries. Due to provisions of the Tax Act which caused all of the Company’s
earnings and profits of its foreign subsidiaries to be subject to U.S. federal tax along with an election that was
effective in the second quarter of 2018 that changed the U.S. federal and state income tax treatment of the Company’s
international tax structure, all of the earnings of the Irish and Cayman subsidiaries have already been subject to U.S.
federal and state income tax. Furthermore, it is expected that there will be no international tax expense associated
with this change in assertion. Accordingly, there is no income tax impact to the Company as a result the decision to
discontinue indefinitely reinvesting the earnings of the Irish and Cayman subsidiaries.

— 34—
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ENERGY RECOVERY, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
Note 11 — Stockholder’s Equity

Stock Repurchase Program

On March 7, 2018, the Board of Directors authorized a stock repurchase program under which the Company, at the
discretion of management, may repurchase up to $10.0 million in aggregate cost of the Company’s outstanding
common stock (the “March 2018 Authorization”). Under the March 2018 Authorization, purchases of shares of common
stock may be made through September 30, 2018, from time to time in the open market, or in privately negotiated
transactions, in compliance with applicable state and federal securities laws. The timing and amounts of any purchases
will be based on market conditions and other factors including price, regulatory requirements, and capital availability.
The March 2018 Authorization does not obligate the Company to acquire any specific number of shares in any period,
and may be expanded, extended, modified or discontinued at any time without prior notice. Under the March 2018
Authorization, as of September 30, 2018, the Company repurchased 1,193,102 shares at an aggregate cost of $10.0
million. The March 2018 Authorization expired in September 2018. The Company accounts for stock repurchases
using the cost method. The aggregate cost includes fees charged in connection with acquiring the outstanding common
stock.

—-35—
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
Note 12 — Stock-based Compensation

Stock-based Compensation Expense

Stock-based compensation expense related to the fair value measurement of awards granted to employees by financial
line and by type of award is presented in the following table.

Three Months Nine Months

Ended Ended

September 30, September 30,

2018 2017 2018 2017

(In thousands)
Stock-based compensation expense by financial line:

Cost of revenue $24  $41 $64  $117
General and administrative (D 564 580 2,695 1,698
Sales and marketing 156 191 575 628
Research and development 298 204 892 693
Total stock-based compensation expense $1,042 $1,016 $4,226 $3,136
Stock-based compensation expense by type of award:

Options (D $778 $839 $3,122 $2,555
RSUs (D 264 177 1,104 581
Total stock-based compensation expense $1,042 $1,016 $4,226 $3,136

() First nine months of 2018 amounts include modifications of equity awards.

The Company estimates forfeitures at the time of grant and revise those estimates periodically in subsequent periods if
actual forfeitures differ from those estimates. The Company uses historical data to estimate pre-vesting option
forfeitures and record stock-based compensation expense only for those awards that are expected to vest. All
stock-based payment awards are amortized on a straight-line basis over the requisite service periods of the awards,
which are generally the vesting periods. If the Company’s actual forfeiture rate is materially different from its estimate,
the stock-based compensation expense could be significantly different from what the Company has recorded in the
current period.

Modifications of Equity Awards

In the first quarter of 2018, the Company recorded additional stock-based compensation expense of $0.9 million due
to an equity award modification charge chiefly related to the modification of certain equity awards held by the
Company’s former President and Chief Executive Officer, who resigned on February 24, 2018, in consideration for his
entering into a Settlement Agreement and Release.

Unamortized Stock-based Compensation Costs

Stock-based compensation cost related to unvested stock options and RSUs will generally be amortized on a
straight-line basis over the remaining average service period of each award. The following table presents the
unamortized compensation cost and weighted average service period of all unvested outstanding awards as

of September 30, 2018.
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Unamortized
Compensation Weighted Average Service Period
Costs
(In thousands) (In years)
Stock options $ 6,749 2.68
RSUs 2,802 2.4
Total $ 9,551
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Vested Stock Options and RSUs

The total grant date fair value of stock options and RSUs vested during the period are presented in the following table.

Three Months Ended September 30, Nine Months Ended September 30,
2018 2017 2018 2017
(In thousands)
Stock $ 554 $ 510 $ 3,071 $ 2,899
options
RSUs 108 108 733 675
Total grant
date fair
value of
stock
options and $ 662 $ 618 $ 3,804 $ 3,574
RSUs
vested
during the
period

Stock Option Activities

The following table summarizes the stock option activities under the Company’s 2016 Incentive Plan (2016 Plan”) and
Amended and Restated 2008 Equity Incentive Plan.

Weighted Weighted
Average Aggregate
Average e .
Shares -~ Remaining Intrinsic
Exercise

Contractual ~ Value (D
Life (in Years)
(In thousands, except for weighted average
exercise price and weighted average
remaining contractual life)

Price

Balance, December 31, 2017 5,092 $543 6.6 $17,735
Granted 1,199 7.94

Exercised (1,003) 3.90 4,735
Forfeited (164 ) 7.91

Balance, September 30, 2018 5,124 $ 624 6.7 $ 14,623
Vested and exercisable as of September 30, 2018 3,187 $529 56 $11,968
Vested and exercisable as of September 30, 2018 and expected to vest 4859 $613 66 $ 14,367
thereafter

(1) The aggregate intrinsic value is calculated as the difference between the exercise price of the underlying options
and the fair value of the Company’s common stock at the time of exercise. The aggregate intrinsic value at
September 30, 2018 is calculated as the difference between the exercise price of the underlying options and the fair
value of the Company’s common stock as of September 30, 2018 or the last trading day prior to September 30,
2018. The aggregate intrinsic value at December 31, 2017 is calculated as the difference between the exercise price
of the underlying options and the fair value of the Company’s common stock as of December 31, 2017 or the last
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trading day prior to December 31, 2017.

Restricted Stock Unit Activities

The following table summarizes the RSU activities under the 2016 Plan.
Weighted
eAverage
Grant-Date
Fair Value
(In thousands,
except for
weighted
average
grant-date fair
value)
Balance, December 31, 2017 274 $ 9.54
Awarded 280 7.74
Vested (78 ) 9.43
Forfeited — —
Balance, Septemb