Edgar Filing: Heritage-Crystal Clean, Inc. - Form 10-Q

Heritage-Crystal Clean, Inc.
Form 10-Q
August 01, 2011

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

(Mark One)
QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
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OR
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EXCHANGE ACT OF 1934
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Delaware 26-0351454
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Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yes x No o

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if
any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T
(§232.405 of this chapter) during the preceding 12 months (or for such shorter period that the registrant was required
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1




Edgar Filing: Heritage-Crystal Clean, Inc. - Form 10-Q

Table of Contents
PART I - FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS
ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK
ITEM 4. CONTROL AND PROCEDURES

PART II - OTHER INFORMATION
ITEM 1. LEGAL PROCEEDINGS
ITEM 6. EXHIBITS
SIGNATURES

NS I O]
n

(oo il

BRI R




Edgar Filing: Heritage-Crystal Clean, Inc. - Form 10-Q

PART I - FINANCIAL INFORMATION
ITEM 1. FINANCIAL STATEMENTS

Heritage-Crystal Clean, Inc.

Consolidated Balance Sheets

(In Thousands, Except Share and Par Value Amounts)
(Unaudited)

ASSETS

Current Assets:

Cash and cash equivalents
Accounts receivable - net

Income tax receivables

Inventory - net

Deferred income taxes

Other current assets

Total Current Assets

Property, plant and equipment - net
Goodwill

Software and intangible assets - net
Total Assets

LIABILITIES AND STOCKHOLDERS' EQUITY
Current Liabilities:
Accounts payable
Accrued salaries, wages, and benefits
Taxes payable
Current maturities of long-term debt
Other accrued expenses
Total Current Liabilities

Term Loan

Long-term debt, less current maturities
Deferred income taxes
Total Liabilities

STOCKHOLDERS' EQUITY:

Common stock - 18,000,000 shares authorized at $0.01 par value, 14,322,053 and
14,220,321 shares issued and outstanding at June 18, 2011 and January 1, 2011,

respectively

Additional paid-in capital

Retained earnings

Total Stockholders' Equity

Total Liabilities and Stockholders' Equity

See accompanying notes to financial statements.

June 18,
2011

$7,423
17,017
23
17,682
604
2,590
45,339
57,852
1,137
3,509
$107,837

$12,718
2,511
1,136
553
1,333
18,251
10,000
1,591
1,952
31,794

143

70,973
4,927
76,043
$107,837

January 1,
2011

$21,757
13,478
27
11,647
731
2,154
49,794
37,051
2,727
$89,572

$10,058
2,242
913
1,139
14,352

1,676
16,028

142

69,532
3,870
73,544
$89,572
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Heritage-Crystal Clean, Inc.
Consolidated Statements of Operations
(In Thousands, Except per Share Amounts)

(Unaudited)
Second Quarter Ended, First Half Ended,
June 18, June 19, June 18, June 19,
2011 2010 2011 2010
Sales $31,968 $25,338 $60,707 $49,343
Operating expenses -
Operating costs 24,729 18,323 47,241 35,941
Selling, general, and administrative expenses 4,815 4,285 9,356 8,503
Depreciation and amortization 1,215 1,055 2,325 2,084
Loss (gain) on disposal of fixed assets — net (12 ) 39 (12 ) 39
Operating income 1,221 1,636 1,797 2,776
Interest expense — net 10 — 14 —
Income before income taxes 1,211 1,636 1,783 2,776
Provision for income taxes 492 705 726 1,183
Net income $719 $931 $1,057 $1,593
Net income per share: basic $0.05 $0.09 $0.07 $0.15
Net income per share: diluted $0.05 $0.08 $0.07 $0.15
Number of weighted average shares outstanding: basic 14,306 10,909 14,277 10,811
Number of weighted average shares outstanding: diluted 14,750 10,973 14,583 10,871

See accompanying notes to financial statements.
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Heritage-Crystal Clean, Inc.
Consolidated Statement of Stockholders’ Equity
(In Thousands, Except Share Amounts)

(Unaudited)
Par L .
Shares Value Pa@—m Retal.ned Total
Capital Earnings
Common
Balance, January 1, 2011 14,220,321 $142 $69,532 $3,870 $73,544
Net income — — — 1,057 1,057
Issuance of common stock — Warrior acquisition 64,516 1 799 — 800
Issuance of common stock — ESPP 9,513 — 114 — 114
Conversion of restricted shares to 26.492 . 166 . 166
common stock
Exercise of stock options 1,211 — 16 — 16
Share-based compensation — — 346 — 346
Balance, June 18, 2011 14,322,053 $143 $70,973 $4,927 $76,043

See accompanying notes to financial statements.
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Heritage-Crystal Clean, Inc.
Consolidated Statements of Cash Flows
(In Thousands)

(Unaudited)

Cash flows from Operating Activities:
Net income

Adjustments to reconcile net income to net cash provided by operating activities:

Depreciation and amortization

Bad debt provision

Share-based compensation

Deferred rent

Non-cash interest expense

Deferred taxes

Changes in operating assets and liabilities:
Decrease (increase) in accounts receivable
Decrease (increase) in income tax receivables
Decrease (increase) in inventory

Decrease (increase) in prepaid and other current assets
Increase (decrease) in accounts payable
Increase (decrease) in accrued expenses

Cash provided by (used in) operating activities

Cash flows from Investing Activities:
Capital expenditures

Software and intangible asset expenditures
Business acquisitions, net of cash acquired
Cash used in investing activities

Cash flows from Financing Activities:
Proceeds from issuance of common stock
Proceeds from the exercise of stock options
Tax benefit from the exercise of stock options
Proceeds from term loan

Repayments of note payable - affiliates

Cash provided by financing activities

Net increase (decrease) in cash and cash equivalents
Cash and cash equivalents, beginning of period
Cash and cash equivalents, end of period

Supplemental disclosure of cash flow information:
Income taxes paid

Supplemental disclosure of non-cash information:
Payables for construction in process

Business acquisitions, liabilities assumed

First Half Ended,

June 18, June 19,
2011 2010
$1,057 $1,593
2,325 2,084
268 418
511 264
22 24

14 —
403 (111
(3,729 ) (2,016
4 350
(6,035 ) (1,465
437 ) (298
1,144 1,994
676 229
(3,777 ) 3,066
(19,197 ) (3,465
316 ) (40
(921 ) —
(20,434 ) (3,505
114 22,076
13 —

4 _
10,000 —
(254 ) —
9,877 22,076
(14,334 ) 21,637
21,757 1,090
$7,423 $22,727
201 954
4910 759

15 —
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Business acquisitions, notes issued 2,384
Issuance of common stock — Warrior acquisition 800

See accompanying notes to financial statements.
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HERITAGE-CRYSTAL CLEAN, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

June 18, 2011
(Unaudited)

(1) BASIS OF PRESENTATION

The Company conducts its primary business operations through Heritage-Crystal Clean, LLC, its wholly owned
subsidiary, and all intercompany balances have been eliminated in consolidation.

The unaudited interim financial statements included herein have been prepared by the Company in accordance with
U.S. generally accepted accounting principles (“GAAP”) for interim financial information and in accordance with Rule
10-01 of Regulation S-X of the Securities Exchange Act of 1934, as amended. Accordingly, they do not include all of
the information and footnotes required by GAAP for complete financial statements. Operating results for interim
periods are not necessarily indicative of results that may be expected for the year as a whole. In the opinion of the
Company’s management, all adjustments (consisting of normal recurring adjustments) considered necessary for a fair
presentation have been included. These financial statements and notes thereto should be read in conjunction with the
Company’s audited financial statements for the fiscal year ended January 1, 2011 included in the Company’s Annual
Report on Form 10-K for fiscal year 2010 filed with the Unites States Securities and Exchange Commission on

March 4, 2011. The balance sheet data at January 1, 2011 included in this Form 10-Q was derived from the
Company’s audited financial statements, but does not include all disclosures required by GAAP.

The Company’s fiscal year ends on the Saturday closest to December 31. The most recent fiscal year ended on

January 1, 2011. Each of our first three fiscal quarters consists of twelve weeks while our last fiscal quarter consists

of sixteen or seventeen weeks. Interim results are presented for the twelve-week and twenty-four week periods ended
June 18, 2011 and June 19, 2010, each referred to as “second quarter ended” or “second fiscal quarter of 2011” or “second
fiscal quarter of 2010” and “first half of fiscal 2011” and “first half of fiscal 2010, respectively.

The Company, in the first quarter of fiscal 2011, began reporting its operations as two reportable segments:
“Environmental Services” and “Oil Business”. The Company began segment reporting during the first fiscal quarter of
2011 as the projected results included in the fiscal 2011 budget presented to the board of directors and the chief
operating decision maker were divided into these segments (see Note 12 on Segment Information for further details).

Reclassifications

The Company, in the first quarter of fiscal 2011, began reporting its consolidated statements of operations in a
different format. The Company has combined cost of sales and operating costs into a single category named operating
costs within the heading of operating expenses. Additionally, depreciation and amortization expenses are now
removed from the previously presented operating costs and selling, general and administrative expenses categories
and presented separately within the operating expenses group. The Company has decided to make these changes so
that the Company's presentation is consistent with that of its peers and believes that the new presentation, along with
segment reporting, will provide a better understanding of the Company's operating results.

(2) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Use of Estimates

10
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The preparation of financial statements in conformity with GAAP requires the use of certain estimates by
management in determining the reported amounts of assets and liabilities and disclosures of contingent assets and
liabilities at the date of the financial statements and the reported amounts of sales and expenses during the reporting
period. Significant items subject to such estimates and assumptions are the allowance for doubtful accounts
receivable and valuation of inventory at lower of cost or market. Actual results could differ from those estimates.

Operating Costs
Within operating costs are cost of sales. Cost of sales includes the costs of the materials the Company sells and
provides in its services, such as solvent and other chemicals, depreciation on the parts cleaning machines the

Company owns and provides

7
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to customers, cleaning machines sold to customers, transportation of solvents and waste, and payments to other parties
to recycle or dispose of the waste materials that the Company collects. The Company’s used solvent that it retrieves
from customers in its product reuse program is accounted for as a reduction in net cost of solvent under cost of sales,
whether placed in inventory or sold to a purchaser for reuse. If the used solvent is placed in inventory it is recorded at
its net realizable value.

Operating costs include the Company's costs of operating its branch system and hubs, including personnel costs
(including commissions), facility rent, and truck leases, fuel and maintenance.

Fair Value of Financial Instruments

The Company uses a three-tier fair value hierarchy to classify and disclose all assets and liabilities measured at fair
value on a recurring basis, as well as assets and liabilities measured at fair value on a non-recurring basis, in periods
subsequent to their initial measurement. These tiers include: Level 1, defined as quoted market prices in active
markets for identical assets or liabilities; Level 2, defined as inputs other than Level 1 that are observable, either
directly or indirectly, such as quoted prices for similar assets or liabilities, quoted prices in markets that are not active,
model-based valuation techniques for which all significant assumptions are observable in the market, or other inputs
that are observable or can be corroborated by observable market data for substantially the full term of the assets or
liabilities; and Level 3, defined as unobservable inputs that are not corroborated by market data.

The Company’s financial instruments consist primarily of cash, trade receivables, trade payables and notes
payable. As of June 18, 2011 and January 1, 2011, the carrying values of cash, trade receivables, trade payables, and
notes payable are considered to be representative of their respective fair values.

Acquisitions

The Company accounts for acquired businesses using the purchase method of accounting, which requires that the
assets acquired, liabilities assumed, contractual contingencies and contingent consideration be recorded at the date of
acquisition at their respective fair values. It further requires that acquisition-related costs be recognized separately
from the acquisition and expensed as incurred, and restructuring costs to be expensed in periods subsequent to the
acquisition date. The Company has recorded a preliminary purchase price allocation for its acquisition. The Company
will finalize the purchase price allocation as additional information, relative to the fair values of the assets acquired
becomes known.

Identifiable Intangible Assets

The fair value of identifiable intangible assets are based on significant judgments made by management. The
Company may engage third party valuation appraisal firms to assist the Company in determining the fair values and
useful lives of the assets acquired. Such valuations and useful life determinations require the Company to make
significant estimates and assumptions. These estimates and assumptions are based on historical experience and
information obtained from the management of the acquired companies, and also include, but are not limited to, future
expected cash flows to be earned from the continued operation of the acquired business and discount rates applied in
determining the present value of those cash flows. Unanticipated events and circumstances may occur that could affect
the accuracy or validity of such assumptions, estimates or actual results. Acquisition-related finite lived intangible
assets are amortized on a straight-line basis over their estimated economic lives. The Company evaluates the estimated
benefit periods and recoverability of its intangible assets when facts and circumstances indicate that the lives may not
be appropriate and/or the carrying value of the asset may not be recoverable. If the carrying value is not recoverable,
impairment is measured as the amount by which the carrying value exceeds its estimated fair value.

12
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Goodwill

Goodwill is measured as a residual amount as of the acquisition date, which in most cases results in measuring
goodwill as an excess of the purchase consideration transferred plus the fair value of any noncontrolling interest in the
acquiree over the fair value of the net assets acquired, including any contingent consideration. The Company will test
goodwill for impairment annually and in interim periods if changes in circumstances indicate that the carrying amount
of goodwill may not be recoverable.

8
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New Accounting Pronouncements
Business Combinations: Disclosure of Supplementary Pro Forma Information

In December 2010, the FASB issued ASU No. 2010-29, “Business Combinations (Topic 805): Disclosure of
Supplementary Pro Forma Information for Business Combinations (a consensus of the FASB Emerging Issues Task
Force),” which amends authoritative guidance on business combinations regarding how public entities disclose
supplemental pro forma information for business combinations that occur during the year. Entities that present
comparative financial statements for business combinations must disclose the revenue and earnings of the combined
entity as though the business combination that occurred during the current year had occurred as of the beginning of the
prior annual reporting period. The authoritative guidance also expanded the disclosures for entities to provide the
nature and amount of material, nonrecurring pro forma adjustments directly related to the business combination that is
included in the reported pro forma revenue and earnings. The authoritative guidance is effective for business
combinations completed in the periods beginning after December 15, 2010 and is applied prospectively as of the date
of adoption. The Company adopted the authoritative guidance on January 2, 2011. The Company has determined that
the asset purchase as described in Note 3 Business Combination was immaterial from a financial statement
perspective and therefore has not presented pro forma financial information.

Fair Value Measurements and Disclosures

In May 2011, the FASB issued Accounting Standards Update No. 2011-04 ("ASU 2011-04"), Fair Value
Measurement (Topic 820): Amendments to Achieve Common Fair Value Measurement and Disclosure Requirements
in U.S. GAAP and IFRS. This update provides guidance that is expected to result in common fair value measurement
and disclosure requirements between U.S. GAAP and IFRS, and changes the wording used to describe many of the
requirements in U.S. GAAP for measuring fair value and for disclosing information about fair value measurements.
This update is not intended to result in a change in the application of the requirements in Topic 820. The amendments
in this update include those that clarify the FASB's intent about the application of existing fair value measurement
requirements and those that change a particular principle or requirement for measuring fair value or for disclosing
information about fair value measurements. The amendments in this update are effective for interim and annual
periods beginning after December 15, 2011, and are to be applied prospectively. The Company does not expect the
adoption of ASU 2011-04 to have a material effect on its consolidated financial results.

(3) BUSINESS COMBINATION

On February 23, 2011, the Company acquired certain assets and liabilities of Warrior Oil Service, Inc., JBS Oil, Inc.,
C&lJ Recovery, LLC, and affiliates, a group of related companies (collectively, “Warrior Group”) in exchange for $0.9
million in cash, $0.8 million of the Company's common stock, and $2.6 million in subordinated notes. The
preliminary purchase price allocation resulted in allocating $2.1 million to property, plant and equipment, $1.1 million
to goodwill, $0.8 million to intangible assets, and $0.1 million to inventory for a total of $4.1 million. The difference
between the consideration of $4.3 million and the allocation of $4.1 million is due to the non-interest bearing
promissory notes being recorded at their net present value which is $0.2 million less than the face value of the notes.
The Company has recorded expense of less than $0.1 million in transaction costs related to this acquisition.

The Company is continuing to evaluate the initial purchase price allocations for the acquisition and will adjust the
allocations if additional information, relative to the fair values of the assets and liabilities becomes known. The
Company acquired the Warrior Group to add used oil collection volume primarily in the states of Indiana, Illinois, and
Kentucky. The operating results of the Warrior Group acquisition are included in the Company's consolidated results
of operations and also in the Oil Business segment from the date of acquisition. In addition, the Company has
allocated the assets acquired, including goodwill, to the Oil Business segment.

14
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In the second fiscal quarter and first half of 2011, the Company also acquired small tuck-in acquisitions that have been
immaterial to the financial statements.

15
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(4) ACCOUNTS RECEIVABLE

Accounts receivable consisted of the following (in thousands):

June 18, January 1,
2011 2011

Trade $17,319 $13,914

Less allowance for doubtful accounts (641 ) (647 )

Trade - net 16,678 13,267

Trade - affiliates 174 102

Other 165 109

Total accounts receivable - net $17,017 $13,478

The following table provides the changes in the Company’s allowance for doubtful accounts for the first half ended
June 18, 2011 and the fiscal year ended January 1, 2011 (in thousands):

June 18, January 1,
2011 2011
Balance at beginning of period $647 $601
Provision for bad debts 268 767
Accounts written off, net of recoveries 274 ) (721 )
Balance at end of period $641 $647

11
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(5) INVENTORY

The carrying value of inventory consisted of the following (in thousands):

June 18,

2011
Machines $2,362
Solvents 8,111
Oil 4,877
Drums 1,146
Accessories 1,356
Total inventory 17,852
Less reserves (170
Total inventory - net $17,682

January 1,

2011

$2,502

5,622

1,175

1,350

1,183

11,832

(185 )
$11,647

Inventory consists primarily of new and used solvents and used oil, new and refurbished parts cleaning machines,
drums, accessories and absorbents and repair parts. Inventories are valued at the lower of first-in, first-out (FIFO) cost
or market, net of any reserves for excess, obsolete or unsalable inventory. The Company continually monitors its
inventory levels at each of its locations and evaluates inventories for excess or slow-moving items. If circumstances
indicate the cost of inventories exceed their recoverable value, inventories are reduced to net realizable value.

12
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(6) OTHER ASSETS

Other current assets consisted of the following (in thousands):

June 18,

2011
Prepaid and other current assets $2,590
Prepaid income taxes —
Total other current assets $2,590
13

January 1,
2011
$1,798
356
$2,154

19
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(7) PROPERTY, PLANT AND EQUIPMENT

Property, plant and equipment consisted of the following (in thousands):

June 18, January 1,

2011 2011
Land ® $414 $183
Buildings and storage tanks @ 4,168 3,602
Leasehold improvements @ 632 600
In-service equipment 34,438 32,213
Machinery, vehicles and equipment @ 13,922 12,553
Construction in progress 30,329 12,010
Total property, plant and equipment 83,903 61,161
Less accumulated depreciation (26,051 ) (24,110
Property, plant and equipment - net $57,852 $37,051

@ Includes preliminary fair values of assets acquired in the acquisition described in Note 3 that may be adjusted as
additional information becomes known.

(8) SOFTWARE AND OTHER INTANGIBLE ASSETS

Following is a summary of software and other intangible assets (in thousands):

June 18, 2011 January 1, 2011

Gross Net Gross Net

Carrying Accumulated ~ Carrying Carrying Accumulated Carrying

Amount Amortization Amount Amount Amortization Amount
Software $ 3,527 $ 2225 $ 1,302 $ 3,345 $ 2,071 $ 1,274
Patents 1,048 158 890 1,007 109 898
Non-competes @ 617 311 306 455 269 186
Other @ 1,115 104 1,011 440 71 369
Total software and ¢ ¢ 37 $ 2,798 $ 3,509 $ 5247 0§ 2520 $ 2727

intangible assets

@ Includes preliminary fair values of assets acquired in the acquisition described in Note 3 that may be adjusted as
additional information becomes known.

Amortization expense was $0.3 million for the first half ended June 18, 2011 and $0.5 million for fiscal year ended
January 1, 2011. The weighted average useful lives of software, patents, non-competes and other intangibles was

9 years, 15 years, 5 years and 8 years, respectively. The expected amortization expense for fiscal years 2011, 2012,
2013, 2014 and 2015 is $0.6 million, $0.5 million, $0.4 million, $0.3 million, and $0.3 million, respectively. The
preceding expected amortization expense is an estimate. Actual amounts of amortization expense may differ from
estimated amounts due to additional intangible asset acquisitions, disposal of intangible assets, accelerated
amortization of intangible assets and other events.

14
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(9) ACCOUNTS PAYABLE

Accounts payable consisted of the following (in thousands):

June 18,

2011
Accounts payable $12,698
Accounts payable - affiliates 20
Total accounts payable $12,718

15

January 1,
2011
$9,886
172
$10,058
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(10) OTHER ACCRUED EXPENSES

Other accrued expenses consisted of the following (in thousands):

June 18,

2011
Workers compensation $474
Other 859
Total other accrued expenses $1,333

16

January 1,
2011
$381

758
$1,139
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(11) DEBT AND FINANCING ARRANGEMENTS
Bank Credit Facility

In March 2011, the Company amended its secured bank credit facility to allow for up to $40 million in borrowings, of
which $20 million is available as a term loan having a maturity date of March 15, 2016. The remaining $20 million is
available as a revolving loan which expires on December 14, 2012. On June 9, 2011, the Company borrowed $10
million under the term loan. The Company did not have any amounts outstanding under the credit facility during fiscal
year 2010. Under the terms of the credit facility, interest is payable monthly at the prime rate plus 25 basis points,
unless the total leverage ratio is greater than or equal to 2.75 to 1. The allowed total leverage ratio is on a graduated
scale that allows for maximum total leverage ratios from 3.25 to 1 to 4.0 to 1. The credit facility also includes an
excess cash flow provision that requires additional principal payments on the term loan if the excess earnings before
interest, taxes, depreciation and amortization ("EBITDA") for the fiscal year exceeds the formula rate set forth in the
credit facility. Amounts borrowed under the credit facility are secured by substantially all of the Company’s tangible
and intangible assets. As of June 18, 2011, and January 1, 2011, we were in compliance with all covenants under the
credit facility. As of June 18, 2011, and January 1, 2011, the Company had $0.3 million and $0.2 million of standby
letters of credit issued, respectively, and $29.7 million and $29.8 million was available for borrowing under the bank
credit facility, respectively.

Notes Payable

On February 23, 2011, the Company executed promissory notes with each of the three entities of the Warrior Group
with a combined face value of $2.6 million in conjunction with the acquisition of the Warrior Group. The three
principals of the Warrior Group are currently employees of the Company. Each of the promissory notes are
non-interest bearing and are subordinated to the Company's secured bank credit facility. The promissory notes require
quarterly principal payments and have maturity dates of February 1, 2014 and November 1, 2015. The promissory
notes are recorded at the net present value of the notes of approximately $2.1 million as of June 18, 2011 of which
$0.6 million is recorded as current maturities of long-term debt. In the first half of 2011, the Company made principal
payments of $0.3 million on the notes. In the second quarter and first half of 2011, the Company accrued imputed
interest expense on these notes of $10,078 and $13,798, respectively.

(12) SEGMENT INFORMATION

Beginning in the first quarter of fiscal 2011, the Company began reporting its operations as two reportable segments:
“Environmental Services” and “Oil Business”. The Company began segment reporting during the first quarter of fiscal
2011 as the projected results included in the fiscal 2011 budget presented to the board of directors and the chief
operating decision maker were divided into these segments. The Company’s chief operating decision maker uses profit
before corporate selling, general and administrative expenses ("SG&A") as a key measure of segment profitability.
The Company defines profit before SG&A as sales less operating costs and depreciation and amortization.

The Environmental Services segment consists of the Company's parts cleaning, containerized waste management and
vacuum truck service activities. The Oil Business segment consists of the Company's used oil collection and used oil

re-refining activities. All of the Company's operations are derived domestically in the United States. There were no
intersegment sales and no single customer accounted for more than 10% of the Company's consolidated sales.

17
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Operating segment results for the second quarter and first half ended June 18, 2011 and June 19, 2010 were as follows

(in thousands):

Second Quarter Ended,
June 18, 2011

Sales
Operating expenses
Operating costs
Operating depreciation
and amortization
Profit (loss) before
corporate selling, general,
and administrative
expenses
Selling, general, and
administrative expenses
Depreciation and
amortization from SG&A
Total selling, general, and
administrative expenses
Loss (gain) from disposal
of fixed assets
Operating income
Interest expense - net
Income before income
taxes
Provision for income taxes
Net income

Second Quarter Ended,
June 19, 2010

Sales

Operating expenses
Operating costs
Operating depreciation
and amortization

Profit (loss) before

corporate selling, general,

and administrative

expenses

Selling, general, and

administrative expenses

Environmental
Services

$27,641

20,051
959

6,631

Environmental
Services

$24,132

16,609
896

6,627

Oil Business

$4,327

4,678
&9

(440

Oil Business

$1,206

1,714
9

(517

Corporate and
Eliminations

$—

4,815
167
4,982

(12

10

492

Corporate and
Eliminations

$—

4,285

Consolidated

$31,968

24,729
1,048

6,191

4,815
167
4,982

) (12 )

1,221
10

1,211

492
$719

Consolidated

$25,338

18,323
905

6,110

4,285
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Depreciation and
amortization from SG&A
Total selling, general, and
administrative expenses
Loss (gain) from disposal
of fixed assets

Operating income
Interest expense - net
Income before income
taxes

Provision for income taxes
Net income
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— 150 150
4,435 4,435
— — 39 39
1,636
1,636
— — 705 705
$931
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First Half Ended,
June 18, 2011

Corporate and

Environmental Oil Business L. Consolidated
. Eliminations
Services
Sales $53,753 $6,954 $— $60,707
Operating expenses
Operating costs 39,197 8,044 — 47,241
Operatlng‘depreaatlon 1.894 127 L 2.021
and amortization
Profit (loss) before
corporate selling, general, -, ¢, (1,217 ) 11,445
and administrative
expenses
Selhpg, gegeral, and . . 9.356 9.356
administrative expenses
Depreciation and
amortization from SG&A o 304 304
Tota} s'elhn.g, general, and 9.660 9.660
administrative expenses
Loss (gain) from disposal
of fixed assets o o (12 ) (12
Operating income 1,797
Interest expense - net — — — 14
Income before income 1783
taxes
Provision for income taxes — — 726 726
Net income $1,057
First Half Ended,
June 19, 2010
. . . Corporate and .
Environmental Oil Business L. Consolidated
. Eliminations
Services
Sales $46,896 $2,447 $— $49,343
Operating expenses
Operating costs 32,731 3,210 — 35,941
Operatlng‘depreaatlon 1771 17 o 1788
and amortization
Profit (loss) before
corporate; s.elhnfg, general, 12,394 (780 ) 11,614
and administrative
expenses
Selhpg, gegeral, and . o 8.503 8.503
administrative expenses
Depreciation and o 296 296

amortization from SG&A



Total selling, general, and
administrative expenses
Loss (gain) from disposal
of fixed assets

Operating income

Interest expense - net
Income before income
taxes

Provision for income taxes
Net income
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8,799

— — 39

— — 1,183

8,799

39
2,776

2,776

1,183
$1,593
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Total assets by segment as of June 18, 2011 and January 1, 2011 were as follows (in thousands):

June 18, 2011 January 1, 2011
Total Assets:
Environmental Services $29,681 $26,498
Oil Business 39,468 13,261
Unallocated corporate assets 38,688 49,813
Total” $107,837 $89,572

“Allocations of assets between segments at January 1, 2011 have been adjusted from those previously reported to
reflect the Company's increased investment in the used oil re-refinery. Total assets reported as of January 1, 2011 have
not changed.

Segment assets for the Environmental Services and Oil Business segments consist of property, plant, and equipment,
intangible assets, and inventories allocated to each segment. Oil Business assets include the preliminary fair values of
assets acquired from the Warrior Group, including goodwill. Assets for the Corporate unallocated amounts consist of
property, plant, and equipment used at the Corporate headquarters, as well as cash, accounts receivable, and tax assets.

(13) COMMITMENTS AND CONTINGENCIES

The Company may enter into purchase obligations with certain vendors. These purchase obligations are generally
cancelable without notice, without penalty, although certain vendor agreements provide for cancellation fees or
penalties depending on the terms of the contract.

The Company has purchase obligations in the form of open purchase orders of $14.2 million as of June 18, 2011, of
which $6.1 million is related to the construction of the Company’s used oil re-refinery. The remaining $8.1 million is
primarily for solvent and machine purchases as well as disposal expense.

The Company may be subject to investigations, claims or lawsuits as a result of operating its business, including
matters governed by environmental laws and regulations. When claims are asserted, the Company evaluates the
likelihood that a loss will occur and records a liability for those instances when the likelihood is deemed probable and
the exposure is reasonably estimable. The Company carries insurance at levels it believes are adequate to cover loss
contingencies based on historical claims activity. When the potential loss exposure is limited to the insurance
deductible and the likelihood of loss is determined to be probable, the Company accrues for the amount of the
required deductible, unless a lower amount of exposure is estimated. As of June 18, 2011 and January 1, 2011, the
Company had accrued $0.2 million and $0.2 million related to loss contingencies, respectively.

On October 1, 2010, Ecological Services, Inc. (“ESI”), a non-hazardous wastewater treatment facility in Indiana, filed a
Chapter 7 Bankruptcy proceeding. The U.S. Environmental Protection Agency (“EPA”) has determined that the
Company was the third largest Potential Responsible Party ("PRP") of waste to the site over the last six years of ESI's
operation and assigned the Company the proportional share of 9.5% of the costs related to the clean up of the ESI site.

On March 30, 2011, the Company signed an Administrative Consent Agreement with the EPA and the other
significant PRPs to manage storm water at the site and clean the process residues from tanks (the “Consent
Agreement”). Under the Consent Agreement, the PRPs are responsible for the EPA's past and future costs and the cost
of removing all waste and chemicals remaining at the ESI site.

The EPA's cost estimate for waste removal and other remediation at the site is $2.4 million. The Company's best

estimate of its proportional share of the total exposure is $162,000. As of June 18, 2011, the Company had paid
$154,000 in remediation costs to the fund, of which $95,000 related to costs already incurred, before consideration for
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any insurance reimbursement the Company may receive. The Company filed a claim with its insurance carrier for
coverage under an existing policy. The Company has also filed a claim under ESI's environmental insurance policy
under which it is listed as an additional insured. The Company received $5,000 from its insurance carrier in the

second quarter for its obligation, but the Company's insurance provider has declined to make subsequent payments.

The Company intends to challenge its insurance carrier's position regarding coverage and to also pursue insurance
coverage under ESI's environmental insurance policy.
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(14) INCOME TAXES

The Company’s effective tax rate for the second fiscal quarter of 2011 was 40.6% compared to 43.1% in the second
fiscal quarter of 2010. The Company's effective tax rate for the first half of 2011 was 40.7% compared to 42.6% in
the first half of 2010. The reduction in the tax rate is due to the Company's non-deductible expenses for income taxes
being at a lower percentage of income in the first half of 2011 when compared to the first half of 2010.

The Company has not provided for any valuation allowance as it believes the realization of its deferred tax assets is
more likely than not based on the expectation of future taxable income.

(15) SHARE-BASED COMPENSATION
The aggregate number of shares of common stock which may be issued under the Company’s 2008 Omnibus Plan

(“Plan”) is 1,902,077 plus any common stock that becomes available for issuance pursuant to the reusage provision of
the Plan. As of June 18, 2011, the number of shares available for issuance under the Plan was 869,942 shares.

Stock Option Awards
A summary of stock option activity under this Plan is as follows:
Weighted
Number of Weighted Avergge? Aggregate
Stock Options Obtions Average Remaining Intrinsic Value as
p Oﬁtstan din Exercise Contractual  of Date Listed
& Price Term (in thousands)
(in years)
Outstanding at January 1, 2011 889,654 $10.76 7.39 $430
Granted —
Exercised (1,211 ) 7.33
Options outstanding at June 18, 2011 888,443 10.77 6.93 5,441
Unvested stock options at June 18, 2011 78,805 7.33 7.77 753
Vested stock options at June 18, 2011 809,638 11.10 6.85 4,687
Options exercisable at June 18, 2011 809,638 11.10 6.85 4,687
Weighted Average
Stock Options Number of Options Grant-Date Fair Value Per
Option
Nonvested stock options outstanding at 118.219 $3.04
January 1, 2011
Granted — —
Vested 39,414 $3.24
Expired — —
Forfeited — —
Nonvested stock options outstanding at 78.805 $3.04

June 18, 2011

The Company estimates the fair value of stock options granted using the Black-Scholes-Merton option-pricing
model. This fair value is then amortized on a straight-line basis over the requisite service periods of the awards,
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which is generally the vesting period.
At June 18, 2011, there was approximately $0.2 million of unrecognized compensation expense for stock options

which will be recorded through 2014. In the first half of fiscal 2011 and 2010, less than $0.1 million was recorded as
expense related to these stock options, respectively.
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Restricted Stock Compensation/Awards

In May 2011, the Company granted 8,346 restricted shares to its Board of Directors which vest fully after one year of
service from their grant date. The fair value of each restricted stock grant is based on the closing price of the
Company's stock on the date of grant and the expense is amortized over the vesting period. At June 18, 2011, there
was less than $0.1 million of unrecognized compensation expense related to these awards which will be recorded
through the second quarter of fiscal 2012.

In March 2011, the Company granted 92,909 restricted shares to certain officers as a result of the Company's fiscal
2010 financial performance exceeding the 2010 LTIP net income and revenue targets. These restricted shares are
subject to a graded vesting schedule over a three year period starting January 1, 2012. In addition to the shares
awarded in March, and as part of the 2010 LTIP, 14,091 shares were reserved to be awarded to officers and other
employees significantly involved in the construction of the used oil re-refinery project. Based on the relevant
guidance, the Company determined that the service inception date for these awards was prior to the grant date and
therefore the Company began accruing compensation expense in fiscal 2010. As of June 18, 2011, there was
approximately $0.9 million of unrecognized compensation expense related to the March 2011 awards. Compensation
expense will continue to be recorded through the vesting period of these awards. In the first half of fiscal 2011 and
fiscal 2010, approximately $0.2 million and $0.1 million were recorded as expense related to these awards,
respectively.

In the first half of fiscal 2011, the Company approved future restricted stock grants as part of management’s annual
compensation for fiscal 2011. These awards will be based on the Company’s financial results for fiscal 2011. These
restricted shares are expected to be granted in the first fiscal quarter of 2012. Once granted, the restricted shares will
be subject to a graded vesting schedule over a three year period. Based on the relevant guidance, the Company has
determined that the service inception date is prior to the grant date and therefore the Company has accrued
compensation expense related to these awards. If the service inception date precedes the grant date, accrual for the
compensation expense for periods prior to the grant date is based on the fair value of the award at each reporting date
if the performance criteria are deemed probable. As of June 18, 2011, the Company has evaluated and believes that the
performance criteria are probable. As of June 18, 2011, there was approximately $1.3 million of unrecognized
compensation expense related to these awards which will be recorded so long as the performance criteria are probable.
The final determination will only take place in the first fiscal quarter of 2012 once the performance criteria are known
and finalized. Once the restricted shares have been granted, compensation expense will continue to be recorded
through the vesting period. In the first half of fiscal 2011, $0.2 million compensation expense was recorded related to
these awards.

The following table summarizes information about restricted stock awards for the first half ended June 18, 2011:

Weighted Average

Restricted Stock (Nonvested Shares) Number of Shares Grant-Date Fair Value Per
Share

Nonvested shares outstanding at January 15,492 $9.68

1,2011

Granted — March 2011 92,909 $11.85

Granted — May 2011 8,346 $17.96

Vested 15,492 $9.68

Expired — —

Forfeited — —

12\1(;)lnlvested shares outstanding at June 18, 101,255 $12.35
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Performance Restricted Stock Awards

In February 2007, the Company granted to certain key employees in one of the Company’s operating divisions 120
common units that subsequently converted to 60,000 restricted common shares in connection with the Company’s
initial public offering in March 2008. These restricted shares were subject to forfeiture if certain performance goals
were not achieved by fiscal year end 2011. In the third quarter of fiscal 2009, 5,000 restricted common shares were
canceled due to the retirement of one of the recipients of these restricted common shares.

On May 17, 2010, these awards were modified as follows:
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The performance condition was eliminated;
40% of the 55,000 restricted shares or 22,000 shares became fully vested on the date of modification;
Portions of the remaining 33,000 restricted shares will vest using the following schedule:

May 17, 2011 (One-third)
May 17, 2012 (One-third)
May 17, 2013 (One-third)

In accordance with FASB guidance, these changes were considered to be modifications, the fair market value of the
new awards was compared to the original awards fair market value and since the value was less, no incremental
expense was recognized at the time of modification.

On May 17, 2011, 11,000 shares vested, leaving 22,000 unvested shares. As of June 18, 2011, there was
approximately $0.1 million of unrecognized compensation expense related to these awards which will be recorded
through May 2013. In the first half of fiscal 2011 and fiscal 2010, less than $0.1 million was recorded as expense
related to these awards, respectively.

Employee Stock Purchase Plan

As of June 18, 2011, the Company had reserved 43,290 shares of common stock available for purchase under the
Employee Stock Purchase Plan of 2008. In the first half of fiscal 2011, employees purchased 9,513 shares of the
Company’s common stock with a weighted average fair market value of $12.27 per share.

Warrior Acquisition

On February 23, 2011, the Company acquired certain assets of Warrior Oil Service, Inc., JBS Oil, Inc., C&J
Recovery, LLC, and affiliates, a group of related companies engaged in the used oil collection business (collectively,
“Warrior Group”). The Company acquired these assets for approximately $4.3 million, comprised of $0.9 million in
cash, $2.6 million in subordinated notes and 64,516 shares of common stock that were issued in a private placement
valued at $0.8 million.
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(16) EARNINGS PER SHARE

Basic net income per share is computed by dividing net income by the weighted average number of shares outstanding
for the period. Diluted net income per share is computed by dividing net income by the sum of the weighted average
number of shares outstanding and any dilutive potential equivalents for the period.

The following table reconciles the number of shares outstanding for the second fiscal quarters ended and first halves
ended, June 18, 2011 and June 19, 2010, respectively, to the number of weighted average basic shares outstanding and
the number of weighted average diluted shares outstanding for the purposes of calculating basic and diluted earnings
per share. The table also provides the number of shares of common stock potentially issuable and the number of
potentially issuable shares excluded from the diluted earnings per share computation for each period (in thousands,
except per share data):

Second Quarter Ended, First Half Ended,

June 18, June 19, June 18,  June 19,

2011 2010 2011 2010
Net income $719 $931 $1,057 $1,593
Number of shares outstanding at quarter end 14,322 13,757 14,322 13,757
Effect of using weighted average shares outstanding (16 ) (2,848 ) (45 ) (2,946 )
Weighted average basic shares outstanding 14,306 10,909 14,277 10,811
Dilutive shares for share—based compensation plans 444 64 306 60
Weighted average diluted shares outstanding 14,750 10,973 14,583 10,871
Potentially issuable shares 919 939 919 939
Number of anti—dilutive potentially issuable shares excluded from

. ) — 732 — 732

diluted shares outstanding
Net income per share: basic $0.05 $0.09 $0.07 $0.15
Net income per share: diluted $0.05 $0.08 $0.07 $0.15

24

36



Edgar Filing: Heritage-Crystal Clean, Inc. - Form 10-Q

ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS
Disclosure Regarding Forward-Looking Statements

You should read the following discussion in conjunction with our consolidated financial statements and related notes

in our Annual Report on Form 10-K filed with the SEC on March 4, 2011. In addition to historical information, this
discussion contains forward-looking statements that involve risks, uncertainties and assumptions that could cause

actual results to differ materially from our expectations. These statements can be identified by the fact that they do

not relate strictly to historical or current facts. They use words such as “aim,” “anticipate,” “believe,” “could,” “estimate,”
“expect,” “intend,” “may,” “plan,” “project,” “should,” “will be,” “will continue,” “will likely result,” “would” and other word
similar meaning in conjunction with a discussion of future or estimated operating or financial performance. You

should read statements that contain these words carefully, because they discuss our future expectations, contain

projections of our future results of operations or of our financial position or state other “forward-looking”

information. Forward-looking statements speak only as of the date of this quarterly report. Factors that could cause

such differences include those described in the section titled “Risk Factors” in our Annual Report on Form 10-K for

fiscal 2010 filed with the SEC on March 4, 2011. Except as required under federal securities laws and the rules and
regulations of the SEC, we do not have any intention, and do not undertake, to update any forward-looking

statements. As a result of these risks and uncertainties, readers are cautioned not to place undue reliance on the
forward-looking statements included in this quarterly report or that may be made elsewhere from time to time by, or

on behalf of, us. All forward-looking statements attributable to us are expressly qualified by these cautionary

statements. Certain tabular information may not foot due to rounding. Our fiscal year ends on the Saturday closest to
December 31. Interim results are presented for the twelve week periods and twenty-four week periods ended June 18,

2011 and June 19, 2010, each referred to as “second quarter ended” or “second fiscal quarter” and “first half", respectively.

99 ¢

99 ¢ LT3 LT3

Overview

We are a leading provider of industrial and hazardous waste services to small and mid-sized customers who are
engaged in vehicle maintenance or manufacturing activities. Our service programs include parts cleaning,
containerized waste management, used oil collection, and vacuum truck services. These services help our customers
manage their used chemicals and liquid and solid wastes, while also helping to minimize their regulatory burdens. We
operate from a network of 67 branch facilities providing service to customers in 41 states. We conduct business
through two principal operating segments: Environmental Services and Oil Business. We began reporting our
operations in these segments in the first quarter of fiscal 2011.

Our Environmental Services segment consists of our parts cleaning, containerized waste management and vacuum
truck services. Our Oil Business segment consists of our used oil collection and used oil re-refining activities. All of
our operations are derived domestically in the United States. Intersegment sales are fully eliminated in consolidation
and no single customer accounted for more than 10% of consolidated sales.

We use profit before corporate selling, general and administrative expenses or ("SG&A") as a key measure of segment
profitability. We define profit before SG&A as sales less operating costs and depreciation and amortization.

We are currently constructing a used oil re-refinery in Indiana. The construction continues to be on schedule and we
expect production of intermediate products in the third quarter of this year and lube oil near the end of this fiscal year,
although we expect that it will take additional time before we regularly operate at full capacity. The re-refinery is
designed to process up to 50 million gallons per year of used oil feedstock and produce up to 30 million gallons per
year of lubricating base oil. The estimated capital cost of the project is expected to be between $45 and $50 million,
and we expect that operation of the re-refinery will increase our working capital requirements by approximately $5 to
$10 million. During the construction period, we plan to continue to roll out additional used oil collection routes to

37



Edgar Filing: Heritage-Crystal Clean, Inc. - Form 10-Q

increase the volume of used oil that we collect and we estimate that during fiscal 2011 we will incur net expenses of
roughly $2.0 million related to this roll out.

On February 23, 2011, we acquired certain assets and liabilities of Warrior Oil Service, Inc., JBS Oil, Inc., C&J
Recovery, LLC, and affiliates, a group of related companies (collectively, “Warrior Group”) in exchange for $0.9
million in cash, $0.8 million of the Company's common stock, and $2.6 million in subordinated notes. The
preliminary purchase price allocation resulted in $2.1 million allocated to property, plant and equipment, $1.1 million
to goodwill, $0.8 million to intangible assets, and $0.1 million to inventory for a total of $4.1 million. The difference
between the consideration of $4.3 million and the allocation of $4.1 million is due to the non-interest bearing
promissory notes being recorded at their net present value which is $0.2 million less than the face value of the notes.
We are continuing to evaluate the initial purchase price allocations for this acquisition and will adjust the allocations if
additional information relative to the fair values of the assets and liabilities becomes known. We acquired the Warrior
Group to add used oil collection volume of approximately 6.5 million gallons per
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year, primarily in the states of Indiana, Illinois, and Kentucky. The operating results of the Warrior Group acquisition
are included in the Company's consolidated results of operations from the date of acquisition.

Critical Accounting Policies

Critical accounting policies are those that both are important to the accurate portrayal of a company’s financial
condition and results, and require subjective or complex judgments, often as a result of the need to make estimates
about the effect of matters that are inherently uncertain.

In order to prepare financial statements that conform to accounting principles generally accepted in the United States,
commonly referred to as GAAP, we make estimates and assumptions that affect the amounts reported in our financial
statements and accompanying notes. Certain estimates are particularly sensitive due to their significance to the
financial statements and the possibility that future events may be significantly different from our expectations.

Management believes that there have been no significant changes during the first half of 2011 to the items that we
disclosed as our critical accounting policies and estimates in the section entitled "Management’s Discussion and
Analysis of Financial Condition and Results of Operations" in our Annual Report on Form 10-K for the fiscal year
ended January 1, 2011 filed with the SEC on March 4, 2011.

Acquisitions

We account for acquired businesses using the purchase method of accounting, which requires that the assets acquired,
liabilities assumed, contractual contingencies and contingent consideration be recorded at the date of acquisition at
their respective fair values. It further requires acquisition-related costs to be recognized separately from the acquisition
and expensed as incurred, restructuring costs to be expensed in periods subsequent to the acquisition date.

Identifiable Intangible Assets

The fair value of identifiable intangible assets may be based on significant judgments made by management. We
sometimes engage third party valuation appraisal firms to assist us in determining the fair values and useful lives of
the assets acquired. Such valuations and useful life determinations require us to make significant estimates and
assumptions. These estimates and assumptions are based on historical experience and information obtained from the
management of the acquired companies, and also include, but are not limited to, future expected cash flows to be
earned from the continued operation of the acquired business and discount rates applied in determining the present
value of those cash flows. Unanticipated events and circumstances may occur that could affect the accuracy or validity
of such assumptions, estimates or actual results. Acquisition-related finite lived intangible assets are amortized on a
straight-line basis over their estimated economic lives.

Goodwill

Goodwill is measured as a residual amount as of the acquisition date, which in most cases results in measuring
goodwill as an excess of the purchase consideration transferred plus the fair value of any noncontrolling interest in the
acquiree over the fair value of the net assets acquired, including any contingent consideration. We will test goodwill
for impairment annually and in interim periods if changes in circumstances indicate that the carrying amount of
goodwill may not be recoverable.

New Accounting Pronouncements
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Business Combinations: Disclosure of Supplementary Pro Forma Information

In December 2010, the FASB issued ASU No. 2010-29, “Business Combinations (Topic 805): Disclosure of
Supplementary Pro Forma Information for Business Combinations (a consensus of the FASB Emerging Issues Task
Force),” which amends authoritative guidance on business combinations regarding how public entities disclose
supplemental pro forma information for business combinations that occur during the year. Entities that present
comparative financial statements for business combinations must disclose the revenue and earnings of the combined
entity as though the business combination that occurred during the current year had occurred as of the beginning of the
prior annual reporting period. The authoritative guidance also expanded the disclosures for entities to provide the
nature and amount of material, nonrecurring pro forma adjustments directly related to the business combination that is
included in the reported pro forma revenue and earnings. The authoritative guidance is effective for business
combinations completed in the periods beginning after December 15, 2010 and is applied prospectively as of the date
of adoption. We have adopted the authoritative guidance on January 2, 2011. We believe
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that the asset purchase of the Warrior Group was immaterial from a financial statement perspective and therefore we
have not presented pro forma financial information.

Fair Value Measurements and Disclosures

In May 2011, the FASB issued Accounting Standards Update No. 2011-04 ("ASU 2011-04"), Fair Value
Measurement (Topic 820): Amendments to Achieve Common Fair Value Measurement and Disclosure Requirements
in U.S. GAAP and IFRS. This update provides guidance that is expected to result in common fair value measurement
and disclosure requirements between U.S. GAAP and IFRS, and changes the wording used to describe many of the
requirements in U.S. GAAP for measuring fair value and for disclosing information about fair value measurements.
This update is not intended to result in a change in the application of the requirements in Topic 820. The amendments
in this update include those that clarify the FASB's intent about the application of existing fair value measurement
requirements and those that change a particular principle or requirement for measuring fair value or for disclosing
information about fair value measurements. The amendments in this update are effective for interim and annual
periods beginning after December 15, 2011, and are to be applied prospectively. We do not expect the adoption of
ASU 2011-04 to have a material effect on our consolidated financial results.

RESULTS OF OPERATIONS
General

The following table sets forth certain operating data as a percentage of sales for the periods indicated (dollars in
thousands):

Second Quarter Ended, First Half Ended,

June 18, June 19,

2011 2010 June 18, 2011 June 19, 2010
Sales $31,968 1000 % $25,338 100.0 % $60,707 100.0 % $49,343 100.0 %
Operating expenses -
Operating costs 24,729 774 % 18,323 723 % 47241 77.8 % 35941 728 %

Selling, general and
administrative expenses
Depreciation and

4,815 151 % 4,285 169 % 9,356 154 % 8,503 172 %

1,215 3.8 % 1,055 4.2 % 2,325 3.8 % 2,084 4.2 %

amortization

Loss (gain) on disposal of 1, ) g 5 02 % (12 )— % 39 0.1 %
fixed assets - net

Operating income 1,221 3.8 % 1,636 6.5 % 1,797 3.0 % 2,776 5.6 %
Interest expense — net 10 — % — — % 14 — % — — %
{:}fgflebeforemcome 1211 38 % 1,636 65 % 178 29 % 2776 56 %
Provision for income taxes 492 1.5 % 705 2.8 % 726 1.2 % 1,183 2.4 %
Net income $719 2.2 % $931 3.7 % $1,057 1.7 % $1,593 3.2 %

Second Quarter Ended and First Half Ended June 18, 2011 compared to Second Quarter Ended and First Half Ended
June 19, 2010

Sales
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For the second fiscal quarter of 2011, sales increased $6.7 million, or 26.5%, to $32.0 million from $25.3 million for
the second fiscal quarter of 2010. For the first half of 2011, sales increased $11.4 million, or 23.1%, to $60.7 million
from $49.3 million in the first half of 2010. Sales grew for all service types in the second fiscal quarter and in the first
half of 2011 compared to the second fiscal quarter and first half of 2010 as we continued to add customers.

At the end of the second fiscal quarter of 2011, we were operating 67 branch locations compared with 62 at the end of
the second fiscal quarter of 2010. There were 62 branches that were in operation during both the second fiscal quarter
of 2011 and second fiscal quarter of 2010, which collectively experienced an increase of $5.2 million, or 20.6% in
same-branch sales during
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the second fiscal quarter of 2011 compared to the same period in 2010. Excluding the three branches in this group
that gave up customers to new branch openings, the remaining 59 branches experienced a collective increase in sales
of $5.3 million, or 22.0% during the second fiscal quarter of 2011 compared to the same period in 2010. On a
year-to-date basis, same-branch sales increased $9.3 million, or 18.9%, for these same 62 branches. Excluding the
three branches in this group that gave up customers to new branch openings, the remaining 59 branches experienced
and increase of $9.5 million, or 20.3%.

Operating expenses
Operating costs

Operating costs increased $6.4 million, or 35.0%, to $24.7 million for the second fiscal quarter of 2011 from $18.3
million in the second fiscal quarter of 2010. Operating costs as a percentage of sales increased to 77.4% in the second
fiscal quarter of 2011 compared to 72.3% in the second fiscal quarter of 2010. For the first half of 2011, operating
costs increased $11.3 million, or 31.5%, to $47.2 million from $35.9 million in the first half of 2010. The increase in
operating costs as a percentage of sales is primarily a result of rising energy prices which have a direct impact on our
operating cost structure. Higher cost of petroleum based products negatively affected our operating costs. Primarily,
the increase in the price of diesel fuel impacted the cost of operating our service and collection fleet and caused our
transportation costs of our overall branch and hub network to increase due to higher freight rates due to higher fuel
surcharges. Additionally, we continued to increase our used oil collection efforts in anticipation of completion of our
used oil re-refinery, scheduled for later this year, and we continue to incur start-up costs as we increase the number of
used oil collection trucks in service. In addition, higher petroleum product prices increased the prices we paid for
solvent used to service our customers and the prices paid for used oil collected. The higher prices were partially offset
by higher selling prices for our products. The higher prices were offset partially by the benefit we received by selling
our reuse solvent at prices higher than our carrying value and the increased inventory value of these products. Reuse
solvent sales had a positive impact on operating costs during the second fiscal quarter of 2011 of $0.5 million
compared to $0.3 million in the second quarter of fiscal 2010 and a positive impact on operating costs during the first
half of 2011 of $0.8 million compared to $0.6 million in the first half of 2010.

Selling, general and administrative expenses

Selling, general and administrative expenses increased $0.5 million or 11.6%, to $4.8 million in the second fiscal
quarter of 2011 from $4.3 million in the second fiscal quarter of 2010. For the first half of 2011, selling, general and
administrative expenses increased $0.9 million, or 10.6%, to $9.4 million from $8.5 million in the first half of 2010.
Overall, selling, general and administrative expenses as a percentage of sales declined to 15.1% in the second fiscal
quarter of 2011 from 16.9% in the second fiscal quarter of 2010. The decline as a percentage of sales is primarily the
result of our ability to hold overall selling, general and administrative costs relatively steady while we grew revenue
26.5% during the quarter and 23.1% on a year-to-date basis.

Interest expense

We incurred $10,078 in interest expense in the second fiscal quarter of 2011, compared to no interest expense in the
second fiscal quarter of 2010. Interest expense for the first half of 2011 was $13,798, compared to no interest expense
in the first half of 2010. The increase in interest expense was the result of imputing interest on the notes issued as a

portion of the payment for the Warrior Acquisition.

Provision for income taxes
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Our effective tax rate in the second fiscal quarter of 2011 was 40.6% compared to 43.1% in the second fiscal quarter
of 2010. Our effective tax rate in the first half of 2011 was 40.7% compared to 42.6% in the first half of 2010. The
reduction in the tax rate is due to non-deductible expenses for income taxes being at a lower percentage of income in
the first half of 2011 when compared to the first half of 2010.

Segment Information
The following table presents sales by operating segment (dollars in thousands):
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Second Quarter Ended, Increase
June 18, 2011 June 19, 2010 $ %
Sales:
Environmental Services $27,641 $24,132 $3,509 14.5 %
Oil Business 4,327 1,206 3,121 258.8 %
Total $31,968 $25,338 $6,630 26.2 %
First Half Ended, Increase
June 18, 2011 June 19, 2010 $ %
Sales:
Environmental Services 53,753 46,896 6,857 14.6 %
Oil Business 6,954 2,447 4,507 184.2 %
Total 60,707 49,343 11,364 23.0 %

Environmental Services sales increased $3.5 million for the second fiscal quarter of 2011 or 14.5%, to $27.6 million
from $24.1 million for the second fiscal quarter of 2010. For the first half of fiscal 2011, Environmental Services sales
increased $6.9 million, or 14.6%, to $53.8 million from $46.9 million in the first half of fiscal 2010. Sales grew in all
Environmental Services product lines which includes parts cleaning, containerized waste and vacuum truck services in
the first half of 2011. We continued to add customers through the expansion of our branch network.

Oil Business sales increased in the second fiscal quarter and in the first half of 2011 as compared to the second fiscal
quarter and first half of 2010 due to growth in our used oil collection efforts as we continue to expand our collection
network, which includes the addition of customers acquired from the purchase of the Warrior Group. Increased cost
of crude oil also contributed to higher sales as we sold the used oil we collected at higher prices. We continue to sell
the used oil that we collect into the fuel market, which we expect to continue until our used oil re-refinery is in
operation. Once the used oil re-refinery is in operation, we expect to produce intermediate products and eventually sell
lubricating base oil which generally is sold at higher margins compared to selling used oil into the fuel market.

Segment Profit Before Selling, General and Administrative Expenses ("SG&A")

The following table presents profit before SG&A by operating segment (dollars in thousands):

Second Quarter Ended, Increase
June 18, 2011 June 19, 2010 $ %
Profit before SG&A*
Environmental Services $6,631 $6,627 $4 0.1 %
Oil Business (440 ) (517 ) 77 14.9 %
Total $6,191 $6,110 $81 1.3 %
First Half Ended, Increase (Decrease)
June 18, 2011 June 19, 2010 $ %
Profit before SG&A*
Environmental Services 12,662 12,394 268 2.2 %
Oil Business (1,217 ) (780 ) (437 ) (56.0 )%
Total 11,445 11,614 (169 ) (1.5 )%

*Includes depreciation and amortization related to operating activity but not depreciation and amortization related to
corporate
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selling, general and administrative activity. For further discussion see Note 12 in our financial statements included
elsewhere in this document.
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Environmental Services profit before SG&A increased 2.2% in the first half of 2011 as compared to the first half of
2010 due to the increase in sales. Higher petroleum prices negatively affected the prices we paid for solvents that we
use to service our customers. Also, higher diesel fuel prices negatively affected our costs of our service fleet and the
transportation costs of operating our branch and hub system. Higher solvent costs were partially mitigated by the
benefit we received by selling our reuse solvent at prices higher than our carrying value and the increased inventory
value of the solvent returned from customers held in inventory for reuse.

Oil Business losses before SG&A for the second fiscal quarter of 2011 decreased compared to the second fiscal
quarter of 2010. The decrease was the result of increased margins compared to the same quarter in 2010, which
lessened the impact of the additional costs associated with the expansion of the business. Oil Business loss before
SG&A increased 56% in the first half of 2011 compared to the first half of 2010 due to start-up costs as we increased
the number of used oil collection trucks and the number of branches that collect used oil. The expansion of oil
collection trucks and branches during the quarter included the trucks and facilities acquired from the Warrior Group as
well as the addition of oil services and trucks to existing branches within our network. Higher cost of diesel and
transportation surcharges also increased the losses before SG&A in this segment. Higher prices paid for used oil due
to rising crude oil prices, were offset by the higher selling prices of the used oil sold into the fuel market. Oil Business
margins will continue to be under pressure as we sell the used oil we collect into the fuel market at lower selling
prices, as compared to lube oil that we expect to produce with the re-refinery and that is expected to be sold at higher
margins in the future.

FINANCIAL CONDITION
Liquidity and Capital Resources
Cash and Cash Equivalents

As of June 18, 2011 and January 1, 2011, cash and cash equivalents were $7.4 million and $21.8 million,
respectively. Our primary sources of liquidity are cash flows from operations and funds available to borrow under our
bank credit facility.

In March 2011, we amended our secured bank credit facility to allow for up to $40 million of borrowings of which
$20 million is available as a term loan having a maturity date of March 15, 2016. The remaining $20 million is
available as a revolving loan which expires on December 14, 2012. Under the terms of our credit facility, borrowings
will bear interest at the prime rate plus 25 basis points, unless the total leverage ratio is greater than or equal to 2.75 to
1. The allowed total leverage ratio is on a graduated scale that allows for maximum total leverage ratios from 3.25 to
1 to 4.0 to 1. The credit facility also includes an excess cash flow provision that requires additional principal payments
on the term loan if the excess EBITDA for the fiscal year exceeds the formula rate set forth in the credit facility. On
June 9, 2011, we borrowed $10 million on the term loan. We had $0.3 million and $0.2 million of standby letters of
credit issued at June 18, 2011 and January 1, 2011, respectively. Therefore $29.7 million and $29.8 million were
available for borrowing under the bank credit facility at June 18, 2011 and January 1, 2011, respectively.

On February 23, 2011, we executed promissory notes with a combined face value of $2.6 million in conjunction with
the purchase of the Warrior Group's assets. The three principals of the Warrior Group are employed by us. The
promissory notes are non-interest bearing and are subordinated to our secured bank credit facility. The promissory
notes were recorded at the net present value of the notes of approximately $2.1 million as of June 18, 2011 of which
$0.6 million is recorded as current maturities of long-term debt. During the second quarter ended June 18, 2011, we
made $0.3 million in payments on these notes. In the second quarter and first half of 2011, we accrued imputed
interest expense on these notes of $10,078 and $13,798, respectively.
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We believe that our existing cash, cash equivalents, available borrowings and other sources of financings will be
sufficient to meet our anticipated cash needs for working capital and capital expenditures for at least the next 12
months. We cannot assure you that this will be the case or that our assumptions regarding sales and expenses
underlying this belief will be accurate, especially given the current economic conditions. If, in the future, we require
more liquidity than is available to us under our credit facility, we may need to raise additional funds through debt or
equity offerings. Adequate funds may not be available when needed or may not be available on terms favorable to us,
especially given the current condition of the financial credit markets. If additional funds are raised by issuing equity
securities, dilution to existing stockholders may result. If we raise additional funds by obtaining loans from third
parties, the terms of those financing arrangements may include negative covenants or other restrictions on our
business that could impair our operational flexibility, and would also require us to fund additional interest expense. If
funding is insufficient at any time in the future, we may be unable to develop or enhance our products or services, take
advantage of business opportunities or respond to competitive pressures, any of which could have a material adverse
effect on our business, financial condition and results of operations.
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We are currently constructing a used oil re-refinery in Indianapolis, Indiana at the site of our largest hub and our
solvent recycling facility. The re-refinery is being constructed to process up to 50 million gallons per year of used oil
feedstock and produce up to 30 million gallons per year of lubricating base oil. The estimated capital cost of the
project is expected to be between $45 and $50 million, and we expect that the operation of the re-refinery will increase
our working capital requirements by $5 to $10 million. The used oil re-refinery is expected to produce intermediate
products in the third quarter of this year and lube oil near the end of this fiscal year, although we expect it will take
additional time before we regularly operate at full capacity. As of June 18, 2011, $30.0 million has been capitalized
relating to the used oil re-refinery. An additional $6.1 million has been committed for orders for significant
equipment related to the used oil re-refinery as of the end of the second fiscal quarter of 2011. We intend to spend
approximately $17 million for the remainder of fiscal 2011 related to the anticipated completion of the used oil
re-refining project. During fiscal 2011, we plan to roll out additional used oil collection routes to increase the volume
of used oil that we collect and we estimate that we will incur roughly $2.0 million of net expense related to the roll
out. We anticipate that we will use existing cash, cash equivalents and available borrowings to fund the expenditures
for the used oil re-refining project during this time frame.

Summary of Cash Flow Activity
First Half Ended, (Dollars in

thousands)

June 18, June 19,

2011 2010
Net cash provided by (used in):
Operating activities $(3,777 ) $3,066
Investing activities (20,434 ) (3,505 )
Financing activities 9,877 22,076
Net increase (decrease) in cash and cash equivalents $(14,334 ) $21,637

Net Cash Provided by (Used in) Operating Activities — The most significant items affecting the comparison of our
operating activities for the periods presented are summarized below:

Earnings decline — Our net income for the first half of 2011 negatively impacted our net cash provided by operating
activities by $0.5 million compared to the first half of 2010.

Accounts Receivable — The increase of accounts receivable negatively affected cash flows from operations by $1.7
million in the first half of 2011 compared to first half of 2010. During the first half of 2011, we experienced an
improvement in sales compared to the first half of 2010. This acceleration of sales led to a higher accounts receivable
balance at the end of the first half of 2011.

Inventory — The increase in inventory negatively affected cash flows from operations by $4.6 million in the first half of
2011 compared to the first half of 2010. The change mostly reflects the increasing value of our inventories due to the
increase of crude oil prices along with the increase of our used oil inventories associated with the ramp up of used oil
collection efforts associated with the used oil re-refining project.

Net Cash Used in Investing Activities — The most significant items affecting the comparison of our investing activities
for the periods presented are summarized below:

Capital expenditures and software and intangible assets— We used $20.4 million and $3.5 million for capital

expenditures during the first half of 2011 and the first half of 2010, respectively. During the first half of 2011, we
spent $17.0 million dollars on the used oil re-refining project compared to $1.1 million in the first half of 2010. In the
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first half of 2011, we acquired the assets of the Warrior Group, net of cash for approximately $0.9 million. The
remaining $0.3 million in the first half of 2011 was for other items including office equipment, leasehold
improvements, software and intangible assets compared to $0.6 million in the first half of 2010. Additionally, in the
first half of 2011, approximately $2.2 million of the capital expenditures were for purchases of parts cleaning
machines compared to $1.8 million in the first half of 2010.

Net Cash Provided by Financing Activities — The most significant items affecting the comparison of our financing
activities for the periods presented are summarized below:
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.Proceeds from the issuance of common stock, net of offering costs — During the first half of 2010, we received
approximately $22 million in net proceeds in conjunction with a secondary public offering of common stock.

Proceeds from note payable - bank — During the first half of 2011, we borrowed $10.0 million on our term loan. We did
not have any borrowings in the first half of 2010.
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ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

We are exposed to interest rate risks primarily through borrowings under our bank credit facility. Interest on these
borrowings is based upon variable interest rates. Our weighted average borrowings under our bank credit facility
during the first half ended June 18, 2011 was $10.0 million and the annual effective interest rate for the first half
ended June 18, 2011 was 2.25%. We currently do not hedge against interest rate risk. Based on the foregoing, a
hypothetical 1% increase or decrease in interest rates would have resulted in a less than $5,000 change to our interest
expense in the first half of 2011. We anticipate that our borrowings will increase as we continue the construction of
our used oil re-refinery.

ITEM 4. CONTROLS AND PROCEDURES

The Company's Chief Executive Officer and Chief Financial Officer have concluded, based on their evaluation as of
the end of the period covered by this report, that the Company's disclosure controls and procedures (as defined in the
Securities Exchange Act of 1934 Rules 13a-15(e) and 15d-15(e)) are effective to ensure that information required to
be disclosed in the reports that the Company files or submits under the Securities Exchange Act of 1934 is recorded,
processed, summarized and reported within the time periods specified in the Securities and Exchange Commission's
rules and forms, and that such information is accumulated and communicated to our management, including our Chief
Executive Officer and Chief Financial Officer, as appropriate, to allow timely decisions regarding financial
disclosures.

There was no change in the Company's internal control over financial reporting that occurred during the second fiscal

quarter of 2011 that has materially affected or is reasonably likely to materially affect, the Company's internal control
over financial reporting.
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PART II - OTHER INFORMATION

ITEM 1. LEGAL PROCEEDINGS

We are not currently party to any legal proceedings that we expect, either individually or in the aggregate, to have a
material adverse effect on our business, financial condition, results of operations and cash flows. From time to time,

we are involved in lawsuits that are brought against us in the normal course of business.

On October 1, 2010, Ecological Services, Inc. (“ESI”), a non-hazardous wastewater treatment facility in Indiana, filed a
Chapter 7 Bankruptcy proceeding. The U.S. Environmental Protection Agency (“EPA”) has determined that we were the
third largest Potential Responsible Party ("PRP") of waste to the site over the last six years of ESI's operation and
assigned us the proportional share of 9.5% of the costs related to the clean up of the ESI site.

On March 30, 2011, we signed an Administrative Consent Agreement with the EPA and the other significant PRPs to
manage storm water at the site and clean the process residues from tanks (the “Consent Agreement”). Under the Consent
Agreement, the PRPs are responsible for the EPA's past and future costs and the cost of removing all waste and
chemicals remaining at the ESI site.

The EPA's cost estimate for waste removal and other remediation at the site is $2.4 million. Our best estimate of our
proportional share of the total exposure is $162,000. As of June 18, 2011, we had paid $154,000 in remediation costs
to the fund, of which $95,000 related to costs already incurred, before consideration for any insurance reimbursement
we may receive. We filed a claim with our insurance carrier for coverage under an existing policy. We have also filed
a claim under ESI's environmental insurance policy under which we are listed as an additional insured. We received
$5,000 from our insurance carrier in the second quarter for our obligation, but our insurance provider has declined to
make subsequent payments. We intend to challenge our insurance carrier's position regarding coverage and to also
pursue insurance coverage under ESI's environmental insurance policy.

ITEM 6. EXHIBITS

31.1 Certification of Chief Executive Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

31.2 Certification of Chief Financial Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

31 Cert?fication of Chief Executive Officer pursuant to 18 U.S.C. Section 1350 as adopted pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002

329 Certification of Chief Financial Officer pursuant to 18 U.S.C. Section 1350 as adopted pursuant to

Section 906 of the Sarbanes-Oxley Act of 2002
101.INS*  XBRL Instance Document
101.SCH* XBRL Taxomony Extension Schema Document
101.CAL* XBRL Taxonomy Extension Calculation Linkbase Document
101.LAB* XBRL Taxonomy Extension Label Linkbase Document
101.PRE* XBRL Taxonomy Extension Presentation Linkbase Document
101.DEF* XBRL Taxonomy Extension Definition Linkbase Document
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*In accordance with Regulation S-T, the XBRL-related information in Exhibit 101 to this Quarterly Report on Form
10-Q shall be deemed to be “furnished” and not “filed.”
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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.

HERITAGE-CRYSTAL CLEAN, INC.

Date: August 1, 2011 By: /s/ Gregory Ray
Gregory Ray

Chief Financial Officer, Vice President, Business
Management and Secretary

55



35

Edgar Filing: Heritage-Crystal Clean, Inc. - Form 10-Q

56



