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Dear Shareholders:

We are pleased to report 2017 was yet another record year
for Energy Recovery, one which built upon previous success.
We demonstrated both execution and growth in our core
Water business as well as the expansion of applications of our
revolutionary PX® Pressure Exchanger® technology within Oil
& Gas, specifically with the announcement of the MTeqg™ mud
pumping system in May. In 2017, we produced our strongest
ever top-line performance with $63.2 million in revenue. In
addition, through the team’s focus on maximizing manufacturing
efficiencies and value to the customer, the Company achieved
new highs in both product gross margin and total gross margin’'.
Furthermore, the Company delivered $12.4 million in Net Income
or 22 cents per diluted share.

The recent CEO transition was swift and seamless, and the
company’s long-term strategy is largely unchanged. Management
remains committed to delivering results to our Shareholders;
to generating positive earnings per share as we did in 2017 as
well as executing against strategic growth initiatives. We will
continue to build upon our global leadership position in our core
Water business while also focusing on new applications of our
PX technology to include the commercialization of VorTegq™,
the further development of MTeq, and the broader continuous
innovation within Oil & Gas and beyond.

Driving Growth in Our Core Water Business

The exceptional quality and innovative design of our PX
technology, coupled with the dedicated leadership and singular
drive of our Water team forms the foundation of Energy
Recovery’s market leadership in global desalination energy
recovery solutions. In 2017, we captured 100 percent of Mega
Project? awards, a clear reflection of the health of our core
Water business and the continuation of the PX technology as
the industry energy benchmark for excellence.

Looking forward, we see strong demand for our suite of Water
products throughout 2018 and have already announced over
$20 million in awards this year, including several in Saudi
Arabia which remains a key indicator of the strength of the
global desalination market at large. Despite our record results in
2017, we are not satisfied with the status quo and instead seek
to reinvest in our Water business to drive growth. Our Water
team will aggressively pursue opportunities to maximize value

through innovation of existing solutions, development of new
product offerings, increased customer access, and expansion
of partnerships with other technology leaders.

Energy Recovery was founded as a Water business and it has
grown over the past several decades to become a global leader
in desalination with an installed base of over 18,000 devices
across all seven continents, a global sales force, and a state of
the art manufacturing facility. Water currently is and will remain
a key component of our Company’s future success. We will
continue to innovate, broaden and strengthen our customer base,
and maximize growth opportunities across this business line.

Commercialization of VorTeq a Top Priority

Throughout 2018, our near-term strategic objective is clear:
ensure our Oil & Gas team is laser-focused on progress toward
the successful commercialization of VorTeq. Execution against
this objective is in the best interest of our licensing partners,
our Company and ultimately, our Shareholders.

Following analysis of data from private in-house and field
testing, we worked closely with key industry partners to execute
a comprehensive redesign of the VorTeq system, which was
completed in the second half of 2017. In the fourth quarter of
2017, the company deployed the second generation VorTeq
system and executed a battery of tests at rates of flow and
pressures emblematic of real-world hydraulic fracturing
conditions. We are currently sourcing harder grade materials
for the PX components contained in the VorTeq system as
well as exploring system design enhancements critical to
commercialization, and upon completion expect to resume
testing related to the achievement of Milestone 1.

We are confident in the talent of our engineering and operations
teams and believe firmly the VorTeq is a viable, disruptive
and transformative technology which we will successfully
commercialize in the future.

MTeq Development
While much of our Oil & Gas team’s near-term effort will be

focused on VorTeg, we are committed to the further development
of the MTeq system, our PX solution targeted at reducing

1. “Total gross margin” is a non-GAAP financial measure. Please refer to the discussion under headings “Use of Non-GAAP Financial Measures” and “Reconciliations of Non-GAAP Financial Measures.”

2. Mega Projects represent those plants with capacity greater than 50,000 cubic meters per day.




the cost and footprint of mud pumping in upstream oil and
gas operations.

In May 2017 we announced the launch of our next PX derivative,
the MTeq system. During the remainder of the year, we built our
first prototype unit and began extensive yard testing, yielding
promising results. In short, the prototype produced repeatedly
successful exchanges of pressure energy from clean fluid to
17-pound drilling mud, at rates and pressures typical of modern
shale drilling operations. We are currently implementing design
enhancements to the MTeq system with the expectation of
securing a location for further in-field testing during 2018.

Overall, 2017 was a great year for Energy Recovery, and we are
even more excited about the opportunities which lie ahead.
Record results, a strong balance sheet, and continued strength
in our Water business provide a launching platform for growth,
not only with expansion into new applications but also with
reinvestment in our core business. In the coming year, we
will focus on executing against those objectives to maximize
Shareholder value. The long-term growth opportunities for our
Company are vast, and we believe that our world-class team
and ubiquitous PX technology positions us well to take full
advantage of these exciting opportunities over the coming years.

On behalf of Energy Recovery’s Board of Directors and our entire
team, thank you for your continued investment in our company.

Sincerely,

0 hdbld )/

Chris Gannon Hans Peter Michelet
President and CEO Chairman of the
Board of Directors

energy
recovery’



USE OF NON-GAAP FINANCIAL MEASURES

This letter includes certain non-GAAP financial measures, including total gross margin. Generally, a non-GAAP financial
measure is a numerical measure of a company’s performance, financial position, or cash flows that either exclude or include
amounts that are not normally excluded or included in the most directly comparable measure calculated and presented in
accordance with generally accepted accounting principles in the United States of America, or GAAP. These non-GAAP financial
measures do not reflect a comprehensive system of accounting, differ from GAAP measures with the same captions, and may
differ from non-GAAP financial measures with the same or similar captions that are used by other companies. As such, these
non-GAAP measures should be considered as a supplement to, and not as a substitute for, or superior to, financial measures
calculated in accordance with GAAP. We use these non-GAAP financial measures to analyze our operating performance and
future prospects, develop internal budgets and financial goals, and to facilitate period-to-period comparisons. We believe these
non-GAAP financial measures reflect an additional way of viewing aspects of our operations that, when viewed with our GAAP
results, provide a more complete understanding of factors and trends affecting our business.

ENERGY RECOVERY, INC.
RECONCILIATION OF NON-GAAP TO GAAP FINANCIAL MEASURES

(In thousands, except per share data)

(Unaudited)
Years Ended
December 31,
2017 2016
Product revenue $ 58,156 $ 49,715
License and development revenue 5,000 5,000
Total revenue $ 63,156 $ 54,715
Product gross profit $ 39,095 $ 31,866
License and development revenue 5,000 5,000
Total gross profit (non-GAAP) $ 44,095 § 36,866
Product gross margin 67.2% 64.1%
Total gross margin (non-GAAP) 69.8% 67.4%
Net income $ 12,350 $ 1,034
Reversal of non-recurring expense (benefit) (8,394) 1,008
Adjusted net income (non-GAAP) $ 3956 3 2,042
Income per share:
Diluted $ 022 $ 0.02
Diluted (non-GAAP) $ 007 § 0.04

Number of diluted shares used in per share calculations 55,612 55,451
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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington D.C. 20549

Form 10-K

(Mark One)
M  ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934
For the fiscal year ended December 31, 2017
or

| TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934

For the transition period from to
Commission File Number: 001-34112

y ™
& energy recovery

Energy Recovery, Inc.

(Exact Name of Registrant as Specified in Its Charter)
Delaware 01-0616867
(State or Other Jurisdiction of Incorporation or Organization) (I.R.S. Employer Identification No.)

1717 Doolittle Drive, San Leandro, CA 94577
(Address of Principal Executive Offices)

Registrant’s telephone number, including area code: (510) 483-7370

Securities registered pursuant to Section 12(b) of the Securities Exchange Act of 1934:

Title of Each Class Name of Exchange on Which Registered
Common stock, $0.001 par value The NASDAQ Stock Market LLC

Securities registered pursuant to Section 12(g) of the Act: None

Indicate by check mark whether the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act. (O Yes M No
Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Act. 00 Yes M No
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.

M Yes O No
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
to submit and post such files). M Yes O No
Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K (§ 229.405 of this chapter) is not contained herein, and will not be contained,

to the best of registrant’s knowledge, in definitive proxy or information statements incorporated by reference in Part III of this Form 10-K or any amendment to this
Form 10-K. ™M

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, or a smaller reporting company. See the definitions of

< ”

“large accelerated filer,” “accelerated filer,” “smaller reporting company,” and “emerging growth company” in Rule 12b-2 of the Exchange Act:

Large accelerated filer O Accelerated filer M Non-accelerated filer (I Smaller reporting company O Emerging growth company [J
(Do not check if a smaller reporting company)

If an emerging growth company, indicate by check mark if the registrant has elected not to use the extended transition period for complying with any new or revised
financial accounting standards provided pursuant to Section 13(a) of the Exchange Act.

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Act). O Yes M No

The aggregate market value of the voting stock held by non-affiliates amounted to approximately $278.9 million on June 30, 2017.

The number of shares of the registrant’s common stock outstanding as of February 28, 2018 was 53,985,515 shares.
DOCUMENTS INCORPORATED BY REFERENCE

As noted herein, the information called for by Part III is incorporated by reference to specified portions of the registrant’s definitive proxy statement to be filed in conjunction
with the registrant’s 2018 Annual Meeting of Stockholders, which is expected to be filed not later than 120 days after the registrant’s fiscal year ended December 31, 2017.
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FORWARD-LOOKING INFORMATION

This Annual Report on Form 10-K for the year ended December 31, 2017, including “Item 7 — Management’s
Discussion and Analysis of Financial Condition and Results of Operations” and certain information incorporated by
reference, contain forward-looking statements within the “safe harbor” provisions of the Private Securities Litigation Reform
Act of 1995. Forward-looking statements in this report include, but are not limited to, statements about our expectations,
objectives, anticipations, plans, hopes, beliefs, intentions, or strategies regarding the future.

Forward-looking statements represent our current expectations about future events, are based on assumptions, and
involve risks and uncertainties. If the risks or uncertainties occur or the assumptions prove incorrect, then our results may
differ materially from those set forth or implied by the forward-looking statements. Our forward-looking statements are not
guarantees of future performance or events.

EEANT] EIRYs EIRYs

‘projects,

EEANT] o«

intends,” “plans,

2 EET] FEANT]

Words such as “expects,” “anticipates,” “aims, believes,” “estimates,” “seeks,”
variations of such words, and similar expressions are also intended to identify such forward-looking statements. These
forward-looking statements are subject to risks, uncertainties, and assumptions that are difficult to predict; therefore, actual
results may differ materially and adversely from those expressed in any forward-looking statements. Readers are directed to
risks and uncertainties identified under “Item 1A — Risk Factors” and elsewhere in this report for factors that may cause
actual results to be different from those expressed in these forward-looking statements. Except as required by law, we

undertake no obligation to revise or update publicly any forward-looking statements for any reason.
Forward-looking statements in this report include, without limitation, statements about the following:

» our belief that levels of gross profit margin are sustainable to the extent that volume grows, we experience a
favorable product mix, pricing remains stable, and we continue to realize cost savings through production
efficiencies and enhanced yields,

* our plan to improve our existing energy recovery devices and to develop and manufacture new and enhanced
versions of these devices;

* our belief that our PX® energy recovery devices are the most cost-effective energy recovery devices over time and
will result in low life-cycle costs;

* our belief that our turbocharger devices have long operating lives;

* our objective of finding new applications for our technology and developing new products for use outside of
desalination, including oil & gas applications;

* our expectation that our expenses for research and development and sales and marketing may increase as a result
of diversification into markets outside of desalination;

* our expectation that we will continue to rely on sales of our energy recovery devices in the desalination market for
a substantial portion of our revenue and that new desalination markets, including the United States, will provide
revenue opportunities to us;

* our ability to meet projected new product development dates, anticipated cost reduction targets, or revenue growth
objectives for new products;

* our belief that we can commercialize the VorTeq" hydraulic fracturing system;

» our belief that the VorTeq enables OFS companies to migrate to more efficient pumping technology,

* our belief that we will be able to enter into a long-term licensing agreement to bring the MTeq solution to market;
* our belief that customers will accept and adopt our new products;

» our belief that our current facilities will be adequate for the foreseeable future;
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* our expectation that sales outside of the United States will remain a significant portion of our revenue,
* the timing of our receipt of payment for products or services from our customers;

» our belief that our existing cash balances and cash generated from our operations will be sufficient to meet our
anticipated liquidity needs for the foreseeable future, with the exception of a decision to enter into an acquisition
and/or fund investments in our latest technology arising from rapid market adoption that could require us to seek
additional equity or debt financing;

* our expectation that, as we expand our international sales, a portion of our revenue could be denominated in foreign

currencies;
* our expectations of the impact of the Tax Cuts and Jobs Act of 2017;
* our belief that new markets will grow in the water desalination market;
* our expectation that we will be able to enforce our intellectual property rights; and

* other factors disclosed under Item 1 — Business, Item 14 — Risk Factors, Item 2 — Properties, Item 7 — Management’s
Discussion and Analysis of Financial Condition and Results of Operation, Item 74 — Quantitative and Qualitative
Disclosures about Market Risks and elsewhere in this Form 10-K.

You should not place undue reliance on these forward-looking statements, which reflect management’s opinions only
as of the date of the filing of this Annual Report on Form 10-K. All forward-looking statements included in this document are
subject to additional risks and uncertainties further discussed under “Item 14 — Risk Factors” and are based on information
available to us as of March 8, 2018. We assume no obligation to update any such forward-looking statements. It is important
to note that our actual results could differ materially from the results set forth or implied by our forward-looking statements.
The factors that could cause our actual results to differ from those included in such forward-looking statements are set forth
under the heading “Item 1A — Risk Factors” and our results disclosed from time to time in our reports on Forms 10-Q and
8-K and our Annual Reports to Stockholders.



PART I

ITEM 1 — BUSINESS

Overview
Energy Recovery, Inc. and its wholly-owned subsidiaries (the “Company,” “Energy Recovery,” “our,” “us,” and “we”

is an energy solutions provider to industrial fluid flow markets worldwide. Our core competencies are fluid dynamics and
advanced material science. Our products make industrial processes more operational and capital expenditure efficient. Our
solutions convert wasted pressure energy into a reusable asset and preserve or eliminate pumping technology in hostile
processing environments. Our solutions are marketed and sold in fluid flow markets, such as water desalination, oil & gas,
and chemical processing, under the trademarks ERI®, PX®, Pressure Exchanger®, PX Pressure Exchanger®, AT™, AquaBold™,
VorTeq™, MTeq™, IsoBoost®, and IsoGen®. Our solutions are owned, manufactured, and/or developed, in whole or in part, in
the United States of America (“U.S.”) and the Republic of Ireland (“Ireland”). Energy Recovery was incorporated in Virginia
in 1992, reincorporated in Delaware in 2001, and became a public company in July 2008.

Markets

Our primary industrial fluid flow markets are water and oil & gas. We are a technology leader for energy recovery
devices (“ERDs”) in the water market with our proprietary Pressure Exchanger (“PX”) and turbocharger technologies. We
also manufacture high-performance and high-efficiency pumps to provide a packaged solution for our water market
customers. Building on our technology, we have expanded our technology solutions offerings into fluid flow applications in
the oil & gas market, and are exploring other end markets for which our solutions may be applicable. In the oil & gas market,
we offer our VorTeq hydraulic fracturing system (“VorTeq”), and our MTeq mud pumping system (“MTeq”), each of which
utilizes our PX technology, as well as our IsoBoost and IsoGen systems, which utilize our turbocharger technology.

Water

Population and economic growth in regions such as the Middle East, Africa, and Asia are driving water demand for
human, agricultural, and industrial use. Apart from seasonal variations, the supply of fresh water remains fixed and cannot
keep pace with this growing demand. Desalination of seawater, brackish and wastewater into freshwater offers a solution to
water needs around the world. In many parts of the world, desalination contributes significantly to the freshwater supply.
However, highly pressurized fluid flows are generally required in the desalination process to generate fresh water. These
pressurized fluid flows are both a necessity and liability to the water industry. High rates of flow and high-pressure
differentials lead to pressure energy becoming a waste product thereby driving excessive energy usage and cost. Water
desalination operators seek ways to reduce these costs and improve overall productivity.

Seawater, brackish, and wastewater reverse osmosis desalination have been our core markets for revenue generation
to date. Because of the geographical location of many significant water desalination projects, geopolitical and economic
events can influence the timing of expected projects. We anticipate that markets traditionally not associated with desalination,
including the U.S., will inevitably develop and provide further revenue growth opportunities. The water market ranges from
small desalination plants such as those used in cruise ships and resorts, to mega-project desalination plant deployments
globally.

Energy Recovery Devices, PX and turbocharger ERD solutions for desalination application: The costs to desalinate
and purify water are high, as plants are expensive to build and operate, with energy costs being a major expense driver. Plant
operators strive to design and build the most cost-efficient plants possible. As a result, plant operators implement technologies
to reduce the energy required to produce desalinated water while maximizing plant reliability and uptime.



High Efficiency Pumps, High-pressure feed and high-pressure circulation pumps: In addition to ERD solutions,
the desalination of water requires specialized high pressure feed and circulation pumps. These devices in combination with
ERDs must efficiently pressurize and circulate feedwater to the membranes to purify water. Plant operators require specialized
pumps with performance matched to the requirements of the membranes and ERDs. To minimize plant costs these pumps
must provide high energy efficiency and reliability with low maintenance requirements.

Greenfield

The greenfield market typically represents newly constructed seawater reverse osmosis desalination projects. These
facilities vary in size, scope and geography. Typically, greenfield projects are public in nature and involve a formal tendering
process. Prior to project award, we work directly with the project bidders and upon award our normal sales process ensues.
The greenfield market has been the key market for our water business. This market is highly competitive and the tendering
process pays close attention to the cost to desalinate water (i.e., dollars per cubic meter of water produced).

Retrofit

The retrofit market represents existing water facilities that are currently in operation utilizing legacy technologies.
These facilities and their owners not only encounter issues with low-efficiency legacy technologies, but also encounter capital
expenditure and “know-how” issues that may prevent them from retrofitting plants. Typical retrofits include improvements
to existing operations and equipment upgrades. We leverage our best-in-class solutions to unseat existing technology by
implementing water production efficiency measures to reduce overall power consumed, repairs and maintenance costs and
avoid costly capital upgrades, as well as increase throughput or enhance revenue. These retrofit opportunities may or may not
have a formal tendering process. We typically approach the owners and / or end-users of these facilities to present our value-
proposition.

Service & Aftermarket

The service & aftermarket market is comprised of existing water facilities that have our solutions installed and/or in
operation. We provide spare and repaired components, field services and various commissioning activities to our customer
base. We leverage our water expertise in supporting our existing installed base to ensure that our solutions are being operated
effectively. Readily available aftermarket products and services are required by our industry partners and customers in order
maximize plant availability and profits.

Oil & Gas

Across oil & gas markets, highly pressurized fluid flows are required to extract and process hydrocarbons. These
pressurized fluid flows are both a necessity and liability to the oil & gas industry. High rates of flow, high pressure
differentials and hostile (e.g., corrosive, erosive or abrasive) fluids lead to rapid degradation of expensive pressure pumping
equipment. In addition, pressure energy becomes a waste product at various stages of oil and gas processing thereby driving
excessive energy usage and cost. Oil & gas operators seek ways to reduce these costs and improve overall productivity.

Upstream Sector

In the upstream sector, high rates of flow, high pressure differentials and hostile (e.g., corrosive, erosive or abrasive)
fluids lead to rapid degradation of expensive pressure pumping equipment, as well as costly repairs and maintenance,
excessive downtime and significant excess capacity requirements. We offer a solution to minimize these costs by pressurizing
hostile fluids in our proprietary PX technology, thereby only running clean fluids through the pumping equipment.

VorTeq, a PX solution for hydraulic fracturing applications: Hydraulic fracturing is a well-stimulation technique in
which pressurized liquid containing a highly abrasive, proppant-laden fluid is injected into a wellbore. Oilfield service

-5-



(“OFS”) providers utilize high-pressure hydraulic fracturing pumps (commonly referred to as “frac-pumps”) to pressurize
fracturing fluid (commonly referred to as “frac-fluid”) at treating pressures up to 15,000 pounds per square inch (“psi”). This
frac-fluid is sent from the frac-pumps through traditional missile manifolds into the wellbore to create cracks in the deep-
rock formations thereby permitting oil and gas extraction. These frac-pumps are routinely destroyed by the abrasive frac-
fluids used during the hydraulic fracturing process causing significant OFS operator costs associated with excessive
downtime, repairs, maintenance, and capital equipment redundancy. OFS operators have long sought ways to ruggedize or
extend the life of pumps thereby reducing costs. Further, many OFS operators have long sought the means to isolate their
high-pressure frac-pumps from abrasive frac-fluid thereby enabling OFS operators to realize immediate and long-term
savings in the form of reduced downtime, repairs and maintenance costs and capital equipment redundancy.

MTeq, a PX solution for mud pumping applications: During mud pumping, a drilling fluid (commonly referred to as
“drilling mud”) is circulated from a mud pit through the wellbore utilizing high-pressure mud pumps, which pressure the
drilling mud at treating pressures up to 7,500 psi, to remove cuttings, control formation pressures, and lubricate the drill bit.
Although the mud pumping process removes most of the solids from the drilling mud, debris and sand remain. This drilling
mud subjects the pumps circulating the fluid to extreme wear, resulting in burdensome repair and maintenance costs. These
mud pumps are routinely destroyed by the hostile drilling mud used during the mud pumping process causing OFS operators
significant costs associated with excessive downtime, repairs, maintenance, capital equipment redundancy, safety, and rig
mobilization. OFS operators have long sought ways to ruggedize or extend the life of these mud pumps thereby reducing
costs, as well as isolate high-pressure mud pumps to bypass corrosive “mud” from the mud pumping system in drilling rigs,
an integral piece of the well control system during drilling.

Midstream and Downstream Sectors

IsoBoost & IsoGen, turbocharger solutions, for gas processing & pipeline applications: Within the oil & gas
midstream and downstream sectors, pressure energy becomes a waste product at various stages of oil & gas processing thereby
driving excessive energy usage and cost. In addition, these midstream and downstream sectors incur very steep expenses as
a result of the ongoing maintenance and repair of the high-pressure pumps required to run the acid gas removal process. Our
target markets consist of gas processing plants, pipeline substations and ammonia plants worldwide.

Solutions

Energy, repairs, maintenance, and capital costs are major cost drivers in the water and oil & gas markets. We have
developed the following proprietary technology solutions to address these major cost drivers:

Water

In the water market, our energy recovery solutions reduce plant operating costs by capturing and reusing otherwise
lost pressure energy from the reject stream of the water desalination process. Our water ERDs are categorized into two
technology groups: PX Pressure Exchangers and turbochargers. Complementing these products are our high-performance,
high-efficiency pumps.

OPX and PX Prime, high efficiency ERD solutions for water applications: Our patented PX ERD technology consists
of a ceramic rotor operating on highly efficient hydrodynamic bearings. Our PX ERDs enable water desalination plant
operators to recover wasted hydraulic pressure energy from a high-pressure fluid flow and transfer the energy to a low-
pressure fluid flow. Our PX ERDs perform with up to 98% efficiency and unmatched uptime in the desalination industry,
and can reduce a desalination plant’s energy costs by up to 60%.

Turbochargers, high efficiency centrifugal ERD solutions for water applications: Our hydraulic turbochargers
(“Turbochargers”) are designed for low-pressure brackish, high-pressure seawater reverse osmosis systems and various other
water treatment applications. Our Turbochargers provide high efficiency with state-of-the-art engineering and configuration.
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Designed for maximum durability, reliability and optimum efficiency, our turbochargers offer substantial savings, and the
custom-designed hydraulics and 3-dimensional (“3D”’) geometry allow for optimum performance.

Pumps, high efficiency pumps for water applications: Our high-pressure feed and circulation pumps are designed
for low and high-pressure reverse osmosis systems. Specifically designed for the reverse osmosis industry, our pumps utilize
our material science and hydraulic design expertise. Designed for maximum durability, reliability, and optimum efficiency,
our pumping systems offer users savings, while the investment cast components and optimized fluid pathways ensure
maximum performance.

0il & Gas

In the oil & gas market, our technology solutions preserve or eliminate pumping technology in hostile processing
environments or convert wasted pressure energy into a reusable asset. Our core oil & gas solutions based upon PX technology,
the VorTeq and MTeq, which isolate high cost pumping equipment from hostile processing fluids. Our centrifugal line of
solutions based upon turbocharger technology the IsoBoost and IsoGen, recycle otherwise lost pressure energy.

Upstream Sector

VorTeq, a PX solution for hydraulic fracturing applications: The VorTeq technology for use by OFS companies
isolates and preserves costly frac-pumps by re-routing hostile frac-fluid away from the frac-pumps, and ultimately enables a
more efficient pumping model. Using VorTeq, the frac-pumps will process only clean fluid, which leads to reduced repairs
and maintenance costs, reduced capital costs by extending frac-pump life expectancy, and the elimination of redundant capital
equipment. Furthermore, VorTeq enables the migration to more efficient pumping technology. Specifically, when frac-pumps
are no longer required to process hostile frac-fluid, OFS companies are able to utilize fewer, larger and more efficient
centrifugal pumps, which is not currently possible as such pumps cannot successfully process hostile frac-fluid. When
implemented by OFS companies, this new centrifugal pump model has the potential to revolutionize the equipment (and cost)
required to produce hydrocarbons through hydraulic fracturing. Our VorTeq is currently in the research and development
(“R&D”) stage and we are actively working towards commercialization. We completed a substantial re-design of the VorTeq
during 2017. We are focused on commercializing this technology.

MTeq, a PX solution for mud pumping applications: Our MTeq technology for use by OFS companies isolate and
preserves costly mud pumps by re-routing hostile drilling mud away from these critical pumps, and ultimately enables a more
efficient pumping model. These mud pumps will then process only clean fluid, which leads to reduced repairs and
maintenance costs and reduced capital costs by extending pump life expectancy and eliminating redundant capital equipment.
Furthermore, by processing only clean fluid, our MTeq enables the migration by the OFS companies to increasingly efficient
pumping technology which cannot otherwise handle the hostile processing fluid. This more efficient pumping model further
reduces capital expenditures and offers increased safety and reliability, as well as lower mobilization and logistics complexity
and associated cost. Our MTeq is currently in the R&D stage and we are actively working towards commercialization. We
designed the MTeq during late 2016 and early 2017 and completed building the first prototype in December 2017.

Midstream and Downstream Sectors

IsoBoost & IsoGen, turbocharger solutions, for gas processing & pipeline applications: Within the gas processing
and pipeline pressure down cycle, the IsoBoost and IsoGen technology enables the recovery of pressure energy in the fluid
flow either through the exchange of pressure within the application or by converting it to electricity. Our technology enables
gas processing plant and pipeline owners and operators to achieve immediate and long-term energy savings with little or no
operational disruption. Our IsoBoost is comprised of hydraulic turbochargers and related controls and automation systems.
The IsoBoost solution enables oil & gas operators to capture and use wasted hydraulic pressure energy within the acid gas
removal process, acting like a pump that is powered by hydraulic pressure that would otherwise be discarded through a control
valve. Our IsoGen is comprised of hydraulic turbines, generators, and related controls and automation systems. The IsoGen
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enables oil & gas operators to generate electricity from the hydraulic energy in high-pressure fluid flows, either within the
acid gas removal process in gas processing or at pipeline choke stations.

Customers

Water

We sell our ERD solutions to major international engineering, procurement, and construction (“EPC”) firms that can
design, build, own and operate large-scale desalination plants; original equipment manufacturers (“OEM”) which are
companies that supply equipment and packaged solutions for small- to medium-sized desalination plants; national, state and
local municipalities worldwide; and plant owners who can utilize our technology to upgrade or keep their plant running, or
retrofit their existing plant equipment with various efficiency measures to optimize operations by reducing overall power
consumed and reduce other operating costs in the desalination process.

Large Engineering, Procurement and Construction Firms

A significant portion of our revenue has historically come from sales of our ERD solutions to large EPC firms
worldwide which have the required desalination expertise to engineer, undertake procurement for, construct, and sometimes
own and operate, large desalination plants or mega-projects (“MPD”’). We work with these firms to specify our ERD solutions
for their plants. The time between project tender and shipment can range from sixteen to thirty-six months, or more. Each
MPD project typically represents revenue opportunities ranging from $1 million to $6 million, and sometimes more.

Original Equipment Manufacturers

Our packaged solutions to OEMs include PXs, turbochargers, high-pressure pumps, and circulation “booster” pumps.
Our sale of solutions and services to OEM suppliers are for integration and use in small- to medium-sized desalination plants
located in small municipalities, hotels and resorts, power plants, cruise ships, farm operations, and other desalination facilities.
In addition, these OEMs purchase our solutions for “quick water” or emergency water solutions. The time from project tender
and shipment can range from one to 12 months. OEM projects typically represent revenue opportunities of up to $1 million.

End-users and Service Providers

Our existing and expanding installed base of ERD and pump products in water plants has created a growing customer
base comprised of plant operators and service providers. These customers purchase spare parts, replacement parts, and service
contracts, as well as utilize our field service managers to perform maintenance and repairs. Owners and operators of older
plants without effective ERDs and newer plants with ERDs manufactured by our competitors purchase our equipment to
retrofit plants to realize operational expense reductions or expansions in plant capacity. In addition, these customers may
retrofit their plants to harvest operational efficiencies through our Energy Service Agreements (“ESA”).

0il & Gas

We license, lease or sell our oil and gas products to OFS companies, international oil companies (“IOC”), national oil
companies (“NOC”), exploration and production companies (“E&P”’), OEMs and EPC firms.

Oilfield Service Companies

OFS companies provide the infrastructure, equipment, intellectual property, and services needed by the oil & gas
industry to explore for, extract, and transport crude oil and natural gas. OFS hydraulic fracturing and mud pumping operators
face significant pressure to reduce costs as oil & gas companies curtail capital expenditures and seek operational efficiencies
in response to lower commodity prices.
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Our VorTeq enables OFS hydraulic fracturing operators to isolate their frac-pumps from frac-fluid thereby reducing
operating and capital costs. In 2014, we entered into a strategic partnership with Liberty Oil Field Services (“Liberty”) to
pilot and conduct field trials with the VorTeq. Through this agreement, Liberty has the rights to lease up to twenty VorTeq
missiles for a period of up to five years following commercialization. In 2015, we entered into a 15-year license agreement
with Schlumberger Technology Corporation (the “VorTeq Licensee”) for the exclusive, worldwide right to use the VorTeq
for hydraulic fracturing onshore operations. The license agreement provides a carve out for Liberty’s contractual rights to
utilize the VorTeq. We are currently working with the VorTeq Licensee and Liberty to commercialize the VorTeq technology.

Our MTeq enables OFS mud pumping operators drilling oil and gas wells to isolate their mud pumps from harsh
drilling mud thereby reducing operating and capital costs. In the second quarter of 2017, we entered into a strategic early-
stage testing agreement with Sidewinder Drilling to conduct testing of the MTeq solution at their yard facility. As with
VorTeq, following product validation, we intend to enter into a long-term licensing agreement to bring the MTeq solution to
market. These long-term licensing partners could be OFS companies that specialize in drilling wells or OEMs that supply or
lease equipment to market participants. We are currently in the process of evaluating potential partners for the MTeq solution.

Gas Processing & Pipeline Operators

We have contracted and delivered oil & gas solutions to customers in North America, Asia, and the Middle East for
use in gas processing applications. Our target market consists of gas processing plants, pipeline substations and ammonia
plants worldwide. Our IsoGen solution has been installed in a major gas processing plant in the Middle East. Our IsoBoost
solution has been purchased for integration into a major gas processing plant to be constructed in the Middle East.

In 2016, we received our first major purchase order for multiple units of our IsoBoost solution for integration into a
major gas processing plant under construction in the Middle East. We expect to complete and ship the units to the Middle
East in the first half of 2018. In April 2017, we entered into a 10-year licensing agreement with Alderley FZE for our IsoBoost
& IsoGen technologies in gas processing and pipeline applications within the countries of the Gulf Cooperation Council
(“GCC”), as well as Iraq and Iran to the extent international sanctions and laws permit.

Competition
Water

The market for ERDs and pumps in the water treatment market is competitive. As the demand for fresh water increases
and the market expands, we expect competition to persist and intensify.

We have three main competitors for our ERDs: Flowserve Corporation (“Flowserve”), Fluid Equipment Development
Company (“FEDCO”), and Danfoss Group (“Danfoss”). Although these companies may offer competing solutions at lower
initial prices, our solutions offer a competitive advantage because we believe that they provide the lowest life-cycle cost and
are therefore the most cost-effective ERDs for the reverse osmosis desalination industry over time.

In the market for large desalination projects, our PX ERDs compete primarily with Flowserve’s DWEER product. We
believe that our PX ERDs have a competitive advantage over DWEER devices because our devices are made with highly
durable and corrosion-resistant ceramic parts that are designed for a life of more than 25 years, are warranted for high
efficiencies, cause minimal unplanned downtime, and offer lower lifecycle costs. Additionally, the PX ERDs offer optimum
scalability with a quick startup as well as minimal maintenance. We believe that our large AT turbocharger solutions also
have a competitive advantage over Flowserve’s Pelton Turbine product, particularly in countries where energy costs are low
and upfront capital costs are a critical factor in purchase decisions, because our AT turbocharger solutions have higher net
transfer efficiencies, lower upfront capital costs, a simple design with one rotating assembly, a small physical footprint, and
a long operating life that leads to low total lifecycle costs.



In the market for small-to-medium-sized desalination plants, our solutions compete with FEDCO’s turbochargers and
Danfoss’s ERDs. We believe that our PX ERDs have a competitive advantage over these solutions because our devices
provide up to 98% energy efficiency, have lower lifecycle maintenance costs, and are made of highly durable and corrosion-
resistant ceramic parts. We also believe that our turbochargers compete favorably with FEDCO’s turbochargers on the basis
of efficiency and price and because our turbochargers have design advantages that enhance efficiency, operational flexibility,
and serviceability.

In the market for high-pressure pumps, our solutions compete with pumps manufactured by Clyde Union Ltd.;
FEDCO; Flowserve; KSB Aktiengesellschaft; Torishima Pump Mfg. Co., Ltd.; Sulzer Pumps, Ltd.; and other companies.
We believe that our pump solutions are competitive with these solutions because our pumps are developed specifically for
reverse osmosis desalination, are highly efficient, and feature product-lubricated bearings.

Oil & Gas

The landscape for our technology within the oil & gas market is competitive as the industry is continuously seeking
ways to reduce costs and extend the life of assets used in the production or transportation of hydrocarbons. As demand for
our products increase, we expect competition to intensify.

We believe our VorTeq technology represents a competitive advantage over existing missile manifold technology
because our solution re-routes abrasive proppant away from high-pressure pumps, thereby extending pump lifespan, reducing
repairs and maintenance costs, and decreasing the need for redundant capital equipment. In addition, because our VorTeq
technology isolates the high-pressure frac-pumps from abrasive proppant, OFS fracing operators will have the option to
transition to more robust, longer lived, centrifugal pumps thereby further decreasing operating and capital costs. While our
VorTeq replaces a traditional manifold, the competitors to our VorTeq are the high-pressure frac pump manufacturers. There
are a multitude of these pump manufacturers, including FMC Technologies, the Weir Group, Stewart & Stevenson and Forum
Energy Technologies.

Our latest technology offering, the MTeq, enhances the useful life of mud pumps and consumable pump components
used in land drilling by re-routing the abrasive drilling mud away from the high-pressure pumps, thereby isolating them.
Because our MTeq isolates the mud pumps from abrasive fluid, OFS operators have the option to transition to more robust,
longer life, centrifugal pumps thereby further decreasing operating and capital costs. Like the VorTeq (described in the
preceding paragraph), the competition to the MTeq is a more robust mud pump or more durable mud pump components. The
primary manufacturers of mud pumps are National Oilwell Varco, Inc., Gardner Denver, Inc. and Cameron International
Corporation.

Our IsoBoost and IsoGen technologies integrate into acid gas removal systems to reduce energy consumption and
increase the reliability and uptime of the amine circulation system. Several companies manufacture competitive technology
to the IsoGen, which primarily consist of reverse running pumps (also called hydraulic power recovery turbines or HPRTs)
and perform a basic form of energy recovery. Manufacturers of reverse running pumps include, but are not limited to,
Flowserve, Sulzer Pumps, Ltd., and Shin Nippon Machinery. Several companies manufacture hydraulic turbochargers, which
could eventually develop into competitive technology to the IsoBoost. However, none of these companies that manufacture
turbochargers have significant experience within gas processing. In order to utilize a turbocharger in gas processing, expertise
is required to validate the system level design and integration within a gas processing application.
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Sales and Marketing
Water

In the water market, our strategically located direct sales force offers our products through capital sale, ESAs, and
financing procurement vehicles. MPD opportunities are for desalination projects exceeding 50,000 cubic meters per day.
OEM opportunities include sales of PX ERDs, turbochargers, and pumps for plants typically designed to produce less than
50,000 cubic meters per day. Aftermarket opportunities include new and replacement parts and products, as well as technical
support, training, product installation, and plant commissioning.

0il & Gas

In the oil & gas market, we target OFSs, IOCs, NOCs, E&Ps, OEMs or EPCs on behalf of oil producers and chemical
producers who have applications for our solutions and services. We endeavor to limit capital sales into the oil & gas market,
thereby minimizing installation and distribution costs, as well as associated sales and marketing expenses. As a result, our
primary go-to-market strategy in the oil & gas market is through technology licensing.

We have two agreements in place for the use of our VorTeq technology. In 2014, we entered into a strategic partnership
with Liberty Oil Field Services (“Liberty”) to pilot and conduct field trials with the VorTeq and in 2015, we entered into a
15-year license agreement with our VorTeq Licensee for the exclusive, worldwide right to use the VorTeq for hydraulic
fracturing onshore operations. The license agreement provides a carveout for Liberty’s contractual rights to utilize the VorTeq
based on a 2014 early-stage strategic partnership agreement.

We are currently evaluating potential long-term licensing partners for our MTeq technology, with the goal to license
the technology in the future.

In April 2017, we entered into a 10-year licensing agreement with Alderley FZE for our IsoBoost and IsoGen
technologies in gas processing and pipeline applications within the countries of the GCC, as well as Iraq and Iran to the extent
international sanctions and laws permit.

A significant portion of our revenue is from outside of the U.S. Additional segment and geographical information
regarding our product revenue is included in Note 13, “Geographical Information and Concentrations” of the Notes to
Consolidated Financial Statements in Part II, Item 8, “Financial Statements and Supplementary Data,” of this Annual Report
on Form 10-K.

Operations
Water

Our water products are manufactured at our facility located in San Leandro, California, where our PXs, turbochargers
and pumps are produced, assembled, and tested. We produce the majority of our ceramic components for our PX solutions
in our advanced ceramics manufacturing facility, where we also complete machining, assembly and performance-testing of
our PX devices. In addition, many components of our ERDs and pumps are also manufactured in San Leandro to protect the
proprietary nature of our manufacturing methods and product designs and to maintain premium quality standards.

We obtain raw, processed and certain pre-machined materials from various suppliers to support our manufacturing

operations. A limited number of these suppliers are near sole-source to maintain material consistency and support new product
development. A qualified redundant material source exists in all cases.
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Our production facility operates under the principles of Lean Manufacturing and continuously seeks ways to improve
product and process performance. Our quality management system is certified to the ISO9001 standards.

Water field activities are conducted by our aftermarket and field service organization onsite at customer locations.
Oil & Gas

Our oil & gas product manufacturing, assembly, and testing is managed through our operations in Ireland. To produce
our oil & gas products, we utilize multiple supply chain partners, in addition to our San Leandro manufacturing facility. We
complete critical machining, assembly, and testing operations in-house to protect the proprietary nature of our manufacturing
methods and product designs and to maintain premium quality standards. Our Ireland operations are also responsible for
overseeing the commercialization of the VorTeq and expanding our manufacturing activities.

Oil & gas field activities are conducted by our field operations organization, which also provides support to R&D
activities leading to VorTeq and MTeq commercialization.

Research and Development

We maintain a robust, multi-year product development road map which guides our R&D resource allocation. Specific
to new product development, our focus is overwhelmingly on our proprietary PX technology given its prohibitive nature,
broad technical aperture, and use across a broad array of markets and applications. Our corporate objective is to achieve proof
of concept of one new derivative of the pressure exchanger annually, on a 24 month cycle. Our immediate R&D efforts are
principally focused on developing new technologies for use within the oil & gas markets.

When developing products and ultimately markets for our products, we seek four distinct process criteria: (1) high
rates of fluid flow; (2) large pressure differentials; (3) hostile fluids; and (4) high degrees of capital intensity, specifically in
the form of pumping assets. Based on these criteria, our product development strategy is to identify fluid flow applications
where pumps are being destroyed and/or where pressure energy is being wasted. Our technologies isolate pumping assets
from hostile process fluids, or recover otherwise wasted pressure energy. Our R&D efforts are therefore focused on: (1)
advancing new products in markets beyond desalination, with a specific and immediate emphasis on oil & gas, where our
technology is utilized to preserve pumping assets; and (2) enhancing our existing energy recovery devices and pumps for the
water desalination market.

To support our product strategy, we invest in engineering talent with expertise in fluid physics and advanced material
science. In addition, to enable increasingly complex and shorter-cycle product development, we invest in advanced numerical
modeling and analysis infrastructure allowing for 3D, multi-phase, multi-physics, and computational fluid dynamics. These
models coupled with our existing structural interaction analytical capabilities supports our objective of achieving the proof
of concept of one new derivative of the pressure exchanger each year.

Our product development process evaluates potential technology applications across a set of criteria to determine the
allocation of finite internal resources and prioritize target applications. Once a target application is identified and we
determine conceptually how our technology can solve a problem, our product development steps start with evaluating the
concept through analytical methods. This is followed by validating the analysis experimentally at sub-scale, then full-scale
and finally as a system. Each of these stages follow a rigorous review process (business as well as technical) in order to steer
the development towards a successful new technology.

Within our Water segment, R&D investments have produced the latest and most efficient energy recovery device, the

PX Prime. In addition, we continue to advance our turbocharger and pump technologies to better service our water end
markets.
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Within our Oil & Gas segment, R&D investments are primarily focused on commercializing the VorTeq and MTeq,
as well as developing new products for applications where pumping assets are compromised due to hostile process fluids.
Our foremost priority remains the commercialization of VorTeq.

Seasonality

In our Water segment, we often experience substantial fluctuations in product revenue from quarter-to-quarter and
from year-to-year because a single order for our ERDs by a large EPC firm for a particular plant may represent significant
revenue. In addition, historically our EPC customers tend to order a significant amount of equipment for delivery in the fourth
quarter, and as a consequence, a significant portion of our annual sales typically occur during the fourth quarter.

In our Oil & Gas segment, we do not currently have enough history to determine seasonal revenue patterns.
Intellectual Property

We seek patent protection for new technologies, inventions, and improvements that are likely to be incorporated into
our solutions. We rely on patents, trade secret laws, and contractual safeguards to protect the proprietary tooling, processing
techniques, and other know-how used in the production of our solutions. We have a robust intellectual property portfolio
consisting of U.S. and International issued patents as well as pending patent applications.

We have registered the following trademarks with the United States Patent and Trademark office: “ERI,” “PX,” “PX
Pressure Exchanger,” “Pressure Exchanger,” the Energy Recovery logo, “Making Desalination Affordable,” “IsoBoost,” and
“IsoGen.” Applications are pending for “VorTeq” and “MTeq.” We have also applied for and received registrations in
international trademark offices.

Employees

As of December 31, 2017, we had 133 employees: 47 in manufacturing; 25 in engineering, research and development;
34 in corporate services and management; and 27 in sales, service, and marketing. Fourteen of these employees were located
outside of the United States. We also engage a relatively small number of independent contractors, primarily as sales agents
worldwide. We have not experienced any work stoppages, and our employees are not unionized.

Additional Information

The Energy Recovery website is www.energyrecovery.com. We use the Investor Relations section of our website as a
routine channel for distribution of important information, including news releases, presentations, and financial statements.
We intend to use the Investor Relations section of our website as a means of complying with our disclosure obligations under
Regulation FD. Accordingly, investors should monitor our Investor Relations website in addition to press releases, Securities
and Exchange Commission (“SEC”) filings, and public conference calls and webcasts. Our Annual Report on Form 10-K,
quarterly reports on Form 10-Q, current reports on Form 8-K, all amendments to those reports, and the Proxy Statement for
our Annual Meeting of Stockholders are made available, free of charge, in the Investor Relations section of our website, as
soon as reasonably practicable after the reports have been filed with or furnished to the SEC. The information contained on
our website or any other website is not part of this report nor is it considered to be incorporated by reference herein or with
any other filing we make with the SEC. Our headquarters and primary manufacturing center is located at 1717 Doolittle
Drive, San Leandro, California 94577, and our main telephone number is (510) 483-7370.
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Item 1A — Risk Factors

The following discussion sets forth what management currently believes could be the most significant risks and
uncertainties that could impact our businesses, results of operations, and financial condition. Other risks and uncertainties,
including those not currently known to the Company or its management, could also negatively impact our businesses, results
of operations, and financial conditions. Accordingly, the following should not be considered a complete discussion of all of
the risks and uncertainties the Company may face. We may amend or supplement these risk factors from time to time in other
reports we file with the SEC.

Risk Related to our Water Segment

*  QOur Water Segment depends on the construction of new desalination plants for revenue, and as a result, our
operating results have experienced, and may continue to experience, significant variability due to volatility in
capital spending, availability of project financing, and other factors affecting the water desalination industry.

We currently derive the majority of our revenue from sales of products and services used in desalination plants for
municipalities, hotels, mobile containerized desalination solutions, resorts, and agricultural operations in dry or drought-
ridden regions of the world. The demand for our Water segment products may decrease if the construction of desalination
plants declines for political, economic, or other factors, especially in these dry or drought-ridden regions. Other factors that
could affect the number and capacity of desalination plants built or the timing of their completion include the availability of
required engineering and design resources; a weak global economy; shortage in the supply of credit and other forms of
financing; changes in government regulation, permitting requirements, or priorities; and reduced capital spending for
desalination. Each of these factors could result in reduced or uneven demand for our Water segment products. Pronounced
variability or delays in the construction of desalination plants or reductions in spending for desalination, could negatively
impact our Water segment sales and revenue, which in turn could have an adverse effect on our entire business, financial
condition, or results of operations and make it difficult for us to accurately forecast our future sales and revenue.

*  Our Water segment faces competition from a number of companies that offer competing energy recovery and pump
solutions. If any one of these companies produces superior technology or offers more cost-effective products, our
competitive position in the market could be harmed and our profits may decline.

The market for ERD and pumps for desalination plants is competitive and evolving. We expect competition, especially
competition on price, to persist and intensify as the desalination market grows and new competitors enter the market. Some
of our current and potential competitors may have significantly greater financial, technical, marketing, and other resources;
longer operating histories; or greater name recognition. They may also have more extensive products and product lines that
would enable them to offer multi-product or packaged solutions as well as competing products at lower prices or with other
more favorable terms and conditions. As a result, our ability to sustain our market share may be adversely impacted, which
would affect our business, operating results, and financial condition. In addition, if one of our competitors were to merge or
partner with another company, the change in the competitive landscape could adversely affect our continuing ability to
compete effectively.

* If we are unable to collect unbilled receivables, which are caused in part by holdback provisions, our operating
results could be adversely affected.

Our contracts with large engineering, procurement, and construction firms generally contain holdback provisions that
typically delay final installment payments for our products by up to 24 months, after the product has been shipped and revenue
has been recognized. Generally 10% or less of the revenue we recognize pursuant to our customer contracts is subject to such
holdback provisions and is accounted for as unbilled receivables. Such holdbacks may result in relatively high unbilled
receivables. If we are unable to collect these performance holdbacks, our results of operations would be adversely affected.
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e We depend on a limited number of suppliers for some of our components. If our suppliers are not able to meet our
demand and/or requirements, our business could be harmed.

We rely on a limited number of suppliers for vessel housings, stainless steel ports, alumina powder, and tungsten
carbide for our portfolio of PX ERDs and stainless steel castings and components for our turbochargers and pumps. Our
reliance on a limited number of manufacturers for these supplies involves a number of risks, including reduced control over
delivery schedules, quality assurance, manufacturing yields, production costs, and lack of guaranteed production capacity or
product supply. We do not have long-term supply agreements with these suppliers but secure these supplies on a purchase
order basis. Our suppliers have no obligation to supply products to us for any specific period, in any specific quantity, or at
any specific price, except as set forth in a particular purchase order. Our requirements may represent a small portion of the
total production capacities of these suppliers, and our suppliers may reallocate capacity to other customers, even during
periods of high demand for our products. We have in the past experienced, and may in the future experience, product quality
issues and delivery delays with our suppliers due to factors such as high industry demand or the inability of our vendors to
consistently meet our quality or delivery requirements. If our suppliers were to cancel or materially change their commitments
to us or fail to meet quality or delivery requirements needed to satisfy customer orders for our products, we could lose time-
sensitive customer orders, be unable to develop or sell our products cost-effectively or on a timely basis, if at all, and have
significantly decreased revenue, which could harm our business, operating results, and financial condition. We may qualify
additional suppliers in the future, which would require time and resources. If we do not qualify additional suppliers, we may
be exposed to increased risk of capacity shortages due to our dependence on current suppliers.

Risk Related to our Oil & Gas Segment
*  We may not be able to successfully commercialize the VorTeq.

In October 2015, we entered into the VorTeq License Agreement with the VorTeq Licensee which provides the VorTeq
Licensee with exclusive worldwide rights to our VorTeq technology for hydraulic fracturing onshore applications. Once the
VorTeq is commercialized, the VorTeq Licensee will begin paying ongoing recurring royalty fees to us for the VorTeq
technology. In order to commercialize the VorTeq, the VorTeq License Agreement provides, among other things, that we
successfully meet certain specified milestones against key performance indicators set forth in the license agreement. The
VorTeq is a relatively new technology and the hydraulic fracturing process is extremely complex which presents a wide range
of technological challenges for us. If we are unable to successfully solve these challenges and, as a result, fail to meet the
milestones, we may not be able to successfully commercialize the VorTeq. In that circumstance, we will not receive any
royalty payments from the VorTeq Licensee, which could have an adverse effect on our entire business, financial condition,
or results of operation.

e Ifthe VorTeq Licensee fails to adopt the VorTeq, for any reason, we may not receive royalty payments or be able to
successfully commercialize the VorTeq.

The successful commercialization of the VorTeq depends heavily on the VorTeq Licensee’s support and ultimate
adoption of the technology. If the VorTeq Licensee fails to adopt the VorTeq, for any reason, we may not be able to
successfully commercialize the VorTeq with the VorTeq Licensee and consequently, we may not receive any royalties under
the VorTeq License Agreement. In addition, we may not be able to find a suitable replacement for the VorTeq Licensee or
be able to negotiate royalties similar to those contained in the VorTeq License Agreement or to commercialize the VorTeq at
all. Failure to commercialize the VorTeq could have an adverse effect on our entire business, financial condition, or results
of operation.

*  We may not meet the key performance indicators necessary to meet the two milestones in the VorTeq License
Agreement.

The VorTeq License Agreement calls for certain milestone key performance indicators that if met will result in
payments to the Company of $25 million for each of two milestones. Achievement of these milestones is uncertain, and while
we believe we can meet the milestones, if we are unable to do so, the milestone payments will be delayed until such time as
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the milestones are met or not earned and received at all. Failure to meet said milestones may also jeopardize
commercialization and the rate of adoption of our VorTeq.

*  We may not be able to successfully complete early stage testing of the MTeq, enter into a long term licensing
agreement for the MTeq or fail to commercialize the MTeq.

We introduced the MTeq in 2017 and entered into a strategic early stage testing agreement in the second quarter of
2017. Like the VorTeq, we intend to find a long-term licensing partner for the MTeq and to ultimately commercialize the
MTeq. The early stage testing agreement with Sidewinder Drilling is intended to validate the MTeq system through yard
testing. However, the MTeq is a relatively new technology and those tests may prove unsuccessful. Even if early stage testing
proves to be successful, we may not be able to identify a licensing partner for the technology to assist us in bringing the MTeq
solution to the market. If we were able to enter into such a licensing agreement, we may still fail to produce a viable
commercialized solution given the complex and extreme conditions found in mud pumping, which present a wide range of
technological challenges for us. If we are unable to successfully complete early stage testing, or fail to locate and successfully
negotiate a licensing or similar agreement with a long term partner, or fail to solve any of the technological challenges, we
may not be able to successfully commercialize the MTeq, which could have an adverse effect on our entire business, financial
condition, or results of operation.

*  Our Oil & Gas segment may be impacted by prolonged deflation in global oil prices which may cause delays or
cancellations of projects by Oil & Gas segment customers, negatively affecting the rate of our market penetration
and consequently our revenue and profitability.

A deflationary oil environment such as the one experienced over the last few years may delay and even stall adoption
and deployment of our products within our Oil & Gas segment including but not limited to the VorTeq as licensed for onshore
applications by the VorTeq Licensee. Emerging market economies, those dependent on commodity exports, and especially
those for whom oil exports make up a significant percent of total exports, may be unable to retrofit or expand their oil
exploration, production, and gas processing infrastructure thus negatively impacting our addressable market and future
revenue. Additionally, oil price deflation may continue to lead to widespread liquidity and insolvency issues for exploration,
production, and processing customers, which may negatively affect our addressable markets and therefore our financial
performance.

*  Within our Oil & Gas segment, the use of the percentage-of-completion method of accounting for the IsoBoost and
IsoGen products requires us to make estimates and judgments, which are subject to an inherent degree of
uncertainty and which may differ from actual results.

The 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. It is the Company’s position
that the percentage-of-completion method of accounting is appropriate for the IsoBoost and IsoGen systems given the facts
and circumstances of these projects. This methodology requires the application of significant judgment by management in
selecting the appropriate assumptions for calculating revenue and costs. Revenue and profits are recognized over the life of
a project based on costs incurred to date compared to total estimated project costs. Revisions to revenues and profits are made
once amounts are known and can be reasonably estimated. In addition, percentage-of-completion revenue may vary from
quarter to quarter while a project is being completed due to accounting requirements. Given the uncertainties in accurately
estimating the costs of projects, as well as providing reliable estimates to completion, it is possible for actual amounts to vary
significantly from estimates previously made, which may result in the reversal of revenues and gross profit previously
recognized and publicly reported.
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Risk Related to our Entire Business
*  Our diversification into new fluid flow markets, such as oil & gas, may not be successful

We have made a substantial investment in research, development, and sales to execute on our diversification strategy
into fluid flow markets such as oil & gas and chemical processing. While we see diversification as core to our growth strategy,
there is no guarantee that we will be successful in our efforts. Our model for growth is based on our ability to initiate and
embrace disruptive technology trends, to enter new markets, both in terms of geographies and product areas, and to drive
broad adoption of the products and services that we develop and market. Any inability to execute this model for growth could
damage our reputation, limit our growth, and negatively affect our operation results. For example, while we believe that our
products will enable gas processing plant operators to operate at a high level of energy efficiency with minimal downtime,
we may be subject to warranty claims if customers of these offerings experience significant downtimes or failures for which
our warranty reserves may be inadequate given the lack of historical failure rates associated with new product introductions.
We also could be subject to damage claims based on our products against which we may not be able to properly insure. In
addition, profitability, if any, in new industrial verticals may be lower than in our Water Segment, and we may not be
sufficiently successful in our diversification efforts to recoup investments.

*  Our operating results may fluctuate significantly, making our future operating results difficult to predict and
causing our operating results to fall below expectations.

Our operating results may fluctuate due to a variety of factors, many of which are outside of our control.

We have experienced significant fluctuations in revenue from quarter-to-quarter and year-to-year, and we expect such
fluctuations to continue. In addition, in the past, customer buying patterns led to a significant portion of our sales occurring
in the fourth quarter. This presents the risk that delays, cancellations, or other adverse events in the fourth quarter could have
a substantial negative impact on annual results. As a result, comparing our operating results on a period-to-period basis may
not be meaningful. Since it is difficult for us to anticipate our future results, in the event our revenue or operating results fall
below the expectations of investors or securities analysts, our stock price may decline.

*  Qur sales cycles can be long and unpredictable, and our sales efforts require considerable time and expense. As a
result, our sales are difficult to predict and may vary substantially from quarter to quarter, which may cause our
operating results to fluctuate.

Our sales efforts involve substantial education of our current and prospective customers about the use and benefits of
our energy recovery products. This education process can be time-consuming and typically involves a significant product
evaluation process which is particularly pronounced when dealing with product introduction into new fluid flow industrial
verticals. In our Water segment, the sales cycle for our OEM customers, which are involved with smaller desalination plants,
averages one to 12 months. The Water segment sales cycle for our international engineering, procurement, and construction
firm customers, which are involved with larger desalination plants, ranges from 16 to 36 months. In our Oil & Gas segment,
experience indicates that sales efforts are prolonged due in part to customers’ reluctance to accept new technology,
procurement processes, plant turnaround dates, and budgetary constraints. The sales cycle for our Oil & Gas segment
customers ranges from 16 to 36 months. These long sales cycles make quarter-by-quarter revenue predictions difficult and
results in our expending significant resources well in advance of orders for our products.

*  Qur business entails significant costs that are fixed or difficult to reduce in the short term while demand for our
products is variable and subject to fluctuation, which may adversely affect our operating results.

Our business requires investments in facilities, equipment, research and development, and training that are either fixed
or difficult to reduce or scale in the short term. At the same time, the market for our products is variable and has experienced
downturns due to factors such as economic recessions, increased precipitation, uncertain global financial markets, and
political changes, many of which are outside of our control. During periods of reduced product demand, we may experience
higher relative costs and excess manufacturing capacity, resulting in high overhead and lower gross profit margins while
causing cash flow and profitability to decline. Similarly, although we believe that our existing manufacturing facilities are
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capable of meeting current demand and demand for the foreseeable future, the continued success of our business depends on
our ability to expand our manufacturing, research and development, and testing facilities to meet market needs. If we are
unable to respond timely to an increase in demand, our revenue, gross profit margin, net income, and cash flow may be
adversely affected.

*  Parts of our inventory may become excess or obsolete, which would increase our cost of revenues.

Inventory of raw materials, parts, components, work in-process, or finished products may accumulate, and we may
encounter losses due to a variety of factors, including technological change in the water desalination and oil & gas industries
that result in product changes; long delays in shipment of our products or order cancellations; our need to order raw materials
that have long lead times and our inability to estimate exact amounts and types of items needed, especially with regard to the
configuration of our high-efficiency pumps and IsoBoost and IsoGen systems; and cost reduction initiatives resulting in
component changes within the products.

In addition, we may from time to time purchase more inventory than is immediately required in order to shorten our
delivery time in case of an anticipated increase in demand for our products. If we are unable to forecast demand for our
products with a reasonable degree of certainty and our actual orders from our customers are lower than these forecasts, we
may accumulate excess inventory that we may be required to write off, and our business, financial condition, and results of
operations could be adversely affected.

e We may not generate positive returns on our research and development strategy.

Developing our products is expensive and the investment in product development may involve a long payback cycle.
For the years ended December 31, 2017, 2016 and 2015, our R&D expenses were $13.4 million, or approximately 21% of
our total revenue, $10.1 million, or approximately 19% of our total revenue, and $7.7 million, or approximately 17% of our
total revenue, respectively. We expect to continue to invest heavily in R&D in order to introduce new products and achieve
proof of concept of at least one new derivative of the pressure exchanger every year. We believe one of our greatest strengths
lies in our innovation and our product development efforts. By investing in R&D, we believe we are well positioned to
continue to execute on our product strategy, take into consideration our customers’ cost and efficiency sensitivities and take
advantage of other market opportunities. We expect that our results of operations may be impacted by the timing and size of
these investments. In addition, these investments may take several years to generate positive returns, if ever.

o We are subject to risks related to product defects, which could lead to warranty claims in excess of our warranty
provision or result in a significant or a large number of warranty or other claims in any given year.

We provide a warranty for certain products for a period of 18 to 30 months and provide up to a 5-year warranty for the
ceramic components of our PX-branded products. We test our products in our manufacturing facilities through a variety of
means; however, there can be no assurance that our testing will reveal latent defects in our products, which may not become
apparent until after the products have been sold into the market. The testing may not replicate the harsh, corrosive, and varied
conditions of the desalination and other plants in which they are installed. It is also possible that components purchased from
our suppliers could break down under those conditions. Certain components of our turbochargers and pumps are custom-
made and may not scale or perform as required in production environments. Accordingly, there is a risk that we may have
significant warranty claims or breach supply agreements due to product defects. We may incur additional cost of revenue if
our warranty provisions are not sufficient to cover the actual cost of resolving issues related to defects in our products. If
these additional expenses are significant, they could adversely affect our business, financial condition, and results of
operations.

* Business interruptions may damage our facilities or those of our suppliers.

Our operations and those of our suppliers may be vulnerable to interruption by fire, earthquake, flood, and other natural
disasters, as well as power loss, telecommunications failure, and other events beyond our control. Our facilities in California
are located near major earthquake faults and have experienced earthquakes in the past. If a natural disaster occurs, our ability
to conduct our operations could be seriously impaired, which could harm our business, financial condition, results of
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operations, and cash flows. We cannot be sure that the insurance we maintain against general business interruptions will be
adequate to cover all of our losses.

o Ifwe are unable to protect our technology or enforce our intellectual property rights, our competitive position could
be harmed, and we could be required to incur significant expenses to enforce our rights.

Our competitive position depends on our ability to establish and maintain proprietary rights in our technology and to
protect our technology from copying by others. We rely on trade secret, patent, copyright, and trademark laws, as well as
confidentiality agreements with employees and third parties, all of which may offer only limited protection. We hold a number
of U.S. and counterpart international patents, and when their terms expire, we could become more vulnerable to increased
competition. The protection of our intellectual property in some countries may be limited. While we have expanded our
portfolio of patent applications, we do not know whether any of our pending patent applications will result in the issuance of
patents or whether the examination process will require us to narrow our claims, and even if patents are issued, they may be
contested, circumvented, or invalidated. Moreover, while we believe our issued patents and patent pending applications are
essential to the protection of our technology, the rights granted under any of our issued patents or patents that may be issued
in the future may not provide us with proprietary protection or competitive advantages, and as with any technology,
competitors may be able to develop similar or superior technologies now or in the future. In addition, our granted patents
may not prevent misappropriation of our technology, particularly in foreign countries where intellectual property laws may
not protect our proprietary rights as fully as those in the United States. This may render our patents impaired or useless and
ultimately expose us to currently unanticipated competition. Protecting against the unauthorized use of our products,
trademarks, and other proprietary rights is expensive, difficult, and in some cases, impossible. Litigation may be necessary
in the future to enforce or defend our intellectual property rights or to determine the validity and scope of the proprietary
rights of others. Intellectual property litigation could result in substantial costs and diversion of management resources, either
of which could harm our business.

*  Claims by others that we infringe their proprietary rights could harm our business.

Third parties could claim that our technology infringes their intellectual property rights. In addition, we or our
customers may be contacted by third parties suggesting that we obtain a license to certain of their intellectual property rights
that they may believe we are infringing. We expect that infringement claims against us may increase as the number of products
and competitors in our market increases and overlaps occur. In addition, to the extent that we gain greater visibility, we
believe that we will face a higher risk of being the subject of intellectual property infringement claims. Any claim of
infringement by a third party, even those without merit, could cause us to incur substantial costs defending against the claim
and could distract management from our business. Furthermore, a party making such a claim, if successful, could secure a
judgment that requires us to pay substantial damages. A judgment against us could also include an injunction or other court
order that could prevent us from offering our products. In addition, we might be required to seek a license for the use of such
intellectual property, which may not be available on commercially reasonable terms, or at all. Alternatively, we may be
required to develop non-infringing technology, which could require significant effort and expense and may ultimately not be
successful. Any of these events could seriously harm our business. Third parties may also assert infringement claims against
our customers. Because we generally indemnify our customers if our products infringe the proprietary rights of third parties,
any such claims would require us to initiate or defend protracted and costly litigation on their behalf in one or more
jurisdictions, regardless of the merits of these claims. If any of these claims succeed, we may be forced to pay damages on
behalf of our customers.

o We are currently involved in legal proceedings, and may be subject to additional future legal proceedings, that may
result in material adverse outcomes.

In addition to intellectual property litigation risks discussed above, we are presently involved, and may become
involved in the future, in various commercial and other disputes as well as related claims and legal proceedings that arise
from time to time in the course of our business. See Note 16, “Litigation,” of the Notes to Consolidated Financial Statements
in Part II, Item 8, “Financial Statements and Supplementary Data,” of this Annual Report on Form 10-K for information
about certain legal proceedings in which we are involved. Our current legal proceedings and any future lawsuits to which we
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may become a party are and will likely be expensive and time consuming to investigate, defend and resolve, and will divert
our management’s attention. Any litigation to which we are a party may result in an onerous or unfavorable judgment that
may not be reversed upon appeal or in payments of substantial monetary damages or fines, or we may decide to settle lawsuits
on similarly unfavorable terms, which could have an adverse effect on our business, financial condition, or results of
operations.

*  Our global operations expose us to risks and challenges associated with conducting business internationally, and
our results of operations may be adversely affected by our efforts to comply with the laws of other countries, as well
as U.S. laws which apply to international operations, such as the Foreign Corrupt Practices Act (FCPA) and U.S.
export control laws.

We operate on a global basis with offices or activities in Europe, Africa, Asia, South America, and North America.
We face risks inherent in conducting business internationally, including compliance with international and U.S. laws and
regulations that apply to our international operations. These laws and regulations include tax laws, anti-competition
regulations, import and trade restrictions, export control laws, and laws which prohibit corrupt payments to governmental
officials or certain payments or remunerations to customers, including the U.S. Foreign Corrupt Practices Act (“FCPA”) or
other anti-corruption laws that have recently been the subject of a substantial increase in global enforcement. Many of our
products are subject to U.S. export law restrictions that limit the destinations and types of customers to which our products
may be sold, or require an export license in connection with sales outside the United States. Given the high level of complexity
of these laws, there is a risk that some provisions may be inadvertently or intentionally breached, for example through
fraudulent or negligent behavior of individual employees, our failure to comply with certain formal documentation
requirements, or otherwise. Also, we may be held liable for actions taken by our local dealers and partners. Violations of
these laws and regulations could result in fines, criminal sanctions against us, our officers or our employees, and prohibitions
or conditions on the conduct of our business. Any such violations could include prohibitions or conditions on our ability to
offer our products in one or more countries and could materially damage our reputation, our brand, our business, and our
operating results. In addition, we operate in many parts of the world that have experienced significant governmental
corruption to some degree and, in certain circumstances, strict compliance with anti-bribery laws may conflict with local
customs and practices. We may be subject to competitive disadvantages to the extent that our competitors are able to secure
business, licenses, or other preferential treatment by making payments to government officials and others in positions of
influence or through other methods that relevant law and regulations prohibit us from using. Our success depends, in part, on
our ability to anticipate these risks and manage these difficulties. These factors or any combination of these factors may
adversely affect our revenue or our overall financial performance.

e The U.S. Congress and Trump Administration may make substantial changes to fiscal, political, regulation and
other federal policies that may adversely affect our business, financial condition, operating results and cash flows.

Changes in general economic or political conditions in the United States or other regions could adversely affect our
business. For example, the administration under President Donald Trump has indicated that it may propose significant
changes with respect to a variety of issues, including international trade agreements, import and export regulations, tariffs
and customs duties, foreign relations, immigration laws, tax laws, corporate governance laws and corporate fuel economy
standards, that could have a positive or negative impact on our business. Proposals espoused by the Trump Administration
may result in changes to social, political, regulatory, and economic conditions in the United States or in laws and policies
affecting the development and investment in countries where we currently conduct business, sell our products, or procure our
raw materials. In addition, these changes could result in negative sentiments towards the United States among non-U.S.
customers. We cannot predict the impact, if any, of these changes to our business. However, it is possible that these changes
could adversely affect our business due to the substantial exposure we have to international markets which could have an
adverse effect on our business, financial condition, or results of operations.
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* Regulations related to conflict minerals could adversely impact our business.

The Dodd-Frank Wall Street Reform and Consumer Protection Act contains provisions to improve transparency and
accountability concerning the supply of certain minerals, known as conflict minerals, originating from the Democratic
Republic of Congo (“DRC”) and adjoining countries. As a result, in August 2012, the SEC adopted annual disclosure and
reporting requirements for those companies who use conflict minerals mined from the DRC and adjoining countries in their
products. Based on our purchasing policy and supplier selection, it is considered unlikely that any conflict minerals are used
in the manufacturing of our products. Nevertheless, we are continuing reasonable country of origin inquiry and have
implemented a program of due diligence on the source and chain of custody for conflict minerals. There are costs associated
with complying with these disclosure requirements, including loss of customers and potential changes to products, processes,
or sources of supply as a consequence of our verification activities. The implementation of these rules could adversely affect
the sourcing, supply, and pricing of materials used in our products. As there may be only a limited number of suppliers
offering “conflict free” minerals, we cannot be sure that we will be able to obtain necessary materials from such suppliers in
sufficient quantities or at competitive prices. Also, we may face reputational challenges if we determine that certain of our
products contain minerals not determined to be conflict-free or if we are unable to sufficiently verify the origins for all conflict
minerals used in our products through the procedures we have implemented.

*  We may have risks associated with security of our information technology systems.

We make significant efforts to maintain the security and integrity of our information technology systems and data.
Despite significant efforts to create security barriers to such systems, it is virtually impossible for us to entirely mitigate this
risk. There is a risk of industrial espionage, cyber-attacks, misuse or theft of information or assets, or damage to assets by
people who may gain unauthorized access to our facilities, systems, or information. Such cybersecurity breaches, misuse, or
other disruptions could lead to the disclosure of confidential information, improper usage and distribution of our intellectual
property, theft, manipulation and destruction of private and proprietary data, and production downtimes. Although we actively
employ measures to prevent unauthorized access to our information systems, preventing unauthorized use or infringement of
our rights is inherently difficult. These events could adversely affect our financial results and any legal action in connection
with any such cybersecurity breach could be costly and time-consuming and may divert management’s attention and
adversely affect the market’s perception of us and our products.

*  We may have risks associated with our international tax optimization structure

In 2015, we implemented an international tax optimization structure. Subsidiaries were established in Ireland and we
transferred our Oil & Gas segment intellectual property via platform licenses to ERI Energy Recovery Holdings Ireland
Limited. We have undertaken extensive due diligence, implemented and continue to implement manufacturing, R&D, and
sales operations to create Irish substance, and have conferred with tax experts to ensure that uncertain tax positions are
unlikely. It is possible that the international tax structure could be examined by the Internal Revenue Service in the U.S.
and/or the Tax Authorities in Ireland, and it is possible that such an examination could result in an unfavorable impact on us.

*  The enactment of legislation implementing changes in taxation of international business activities, the adoption of
other corporate tax reform policies, or changes in tax legislation or policies could materially impact our financial
position and results of operations.

Corporate tax reform, base-erosion efforts and tax transparency continue to be high priorities in many tax jurisdictions
where we have business operations. As a result, policies regarding corporate income and other taxes in numerous jurisdictions
are under heightened scrutiny and tax reform legislation is being proposed or enacted in a number of jurisdictions. For
example, on December 22, 2017, President Trump signed into law “H.R.1”, known as the “Tax Cuts and Jobs Act”, (the “Tax
Act”), which significantly changes existing U.S. tax laws.

In addition, many countries are beginning to implement legislation and other guidance to align their international tax
rules with the Organisation for Economic Co-operation’s Base Erosion and Profit Shifting recommendations and action plan
that aim to standardize and modernize global corporate tax policy, including changes to cross-border tax, transfer-pricing
documentation rules, and nexus-based tax incentive practices. As a result of the heightened scrutiny of corporate taxation
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policies, prior decisions by tax authorities regarding treatments and positions of corporate income taxes could be subject to
enforcement activities, and legislative investigation and inquiry, which could also result in changes in tax policies or prior
tax rulings. Any such changes in policies or rulings may also result in the taxes we previously paid being subject to change.

Due to the scale of our international business activities any substantial changes in international corporate tax policies,
enforcement activities or legislative initiatives may materially and adversely affect our business, the amount of taxes we are
required to pay and our financial condition and results of operations generally.

o Ifwe need additional capital to fund future growth, it may not be available on favorable terms, or at all.

Our primary source of cash historically has been customer payments for our products and services and proceeds from
the issuance of common stock. This has funded our operations and capital expenditures. We may require additional capital
from equity or debt financing in the future to fund our operations or respond to competitive pressures or strategic
opportunities, such as a potential acquisition or the expansion of operations. We may not be able to secure such additional
financing on favorable terms or at all. The terms of additional financing may place limits on our financial and operational
flexibility. If we raise additional funds through further issuances of equity, convertible debt securities, or other securities
convertible into equity, our existing stockholders could suffer significant dilution in their percentage ownership of our
company, and any new securities that we issue could have rights, preferences, or privileges senior to those of existing or
future holders of our common stock. If we are unable to obtain necessary financing on terms satisfactory to us, if and when
we require it, our ability to grow or support our business and to respond to business challenges or opportunities could be
significantly limited.

*  We may seek to expand through acquisitions of and investments in other businesses, technologies, and assets. These
acquisition activities may be unsuccessful or divert management’s attention.

We may consider strategic and complementary acquisitions of and investments in other businesses, technologies, and
assets, and such acquisitions or investments are subject to risks that could affect our business, including risks related to:

. the necessity of coordinating geographically disparate organizations;

. implementing common systems and controls;

. integrating personnel with diverse business and cultural backgrounds;

. integrating acquired research and manufacturing facilities, technology and products;

. combining different corporate cultures and legal systems;

. unanticipated expenses related to integration, including technical and operational integration;

. increased costs and unanticipated liabilities, including with respect to registration, environmental, health and
safety matters, that may affect sales and operating results;

. retaining key employees;

. obtaining required government and third-party approvals;

. legal limitations in new jurisdictions;

. installing effective internal controls and audit procedures;

. issuing common stock that could dilute the interests of our existing stockholders;

. spending cash and incurring debt;

. assuming contingent liabilities; and

. creating additional expenses.

We may not be able to identify opportunities or complete transactions on commercially reasonable terms, or at all, or
actually realize any anticipated benefits from such acquisitions or investments. Similarly, we may not be able to obtain
financing for acquisitions or investments on attractive terms. If we do complete acquisitions, we cannot ensure that they will
ultimately strengthen our competitive or financial position or that they will not be viewed negatively by customers, financial
markets, investors, or the media. In addition, the success of any acquisitions or investments also will depend, in part, on our
ability to integrate the acquisition or investment with our existing operations.
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*  Our actual operating results may differ significantly from our guidance.

We release guidance in our quarterly earnings conference calls, quarterly earnings releases, or otherwise, regarding
our future performance that represents our management’s estimates as of the date of release. This guidance which, includes
forward-looking statements, will be based on projections prepared by our management. These projections will not be prepared
with a view toward compliance with published guidelines of the American Institute of Certified Public Accountants, and
neither our registered public accountants nor any other independent expert or outside party compiles or examines the
projections. Accordingly, no such person will express any opinion or any other form of assurance with respect to the
projections.

Projections are based upon a number of assumptions and estimates that, while presented with numerical specificity,
are inherently subject to significant business, economic and competitive uncertainties and contingencies, many of which are
beyond our control and are based upon specific assumptions with respect to future business decisions, some of which will
change. We will continue to state possible outcomes as high and low ranges which are intended to provide a sensitivity
analysis as variables are changed but are not intended to imply that actual results could not fall outside of the suggested
ranges. The principal reason that we release guidance is to provide a basis for our management to discuss our business outlook
with analysts and investors. We do not accept any responsibility for any projections or reports published by any such third
parties.

Guidance is necessarily speculative in nature, and it can be expected that some or all of the assumptions underlying
the guidance furnished by us will not materialize or will vary significantly from actual results. Accordingly, our guidance is
only an estimate of what management believes is realizable as of the date of release. Actual results may vary from our
guidance and the variations may be material. In light of the foregoing, investors are urged not to rely upon our guidance in
making an investment decision regarding our common stock.

Any failure to successfully implement our operating strategy or the occurrence of any of the events or circumstances
set forth in this “Risk Factors” section in this Annual Report on Form 10-K could result in the actual operating results being
different from our guidance and the differences may be adverse and material.

o Insiders and principal stockholders will likely have significant influence over matters requiring stockholder
approval.

Our directors, executive officers, and other principal stockholders beneficially own, in the aggregate, a substantial
amount of our outstanding common stock. These stockholders could likely have significant influence over all matters
requiring stockholder approval, including the election of directors and approval of significant corporate transactions such as
a merger or other sale of our company or its assets.

*  The market price of our common stock may continue to be volatile.

The market price of our common stock has been, and is likely to continue to be, volatile and subject to fluctuations.
Changes in the stock market generally or as it concerns our industry, as well as geopolitical, economic, and business factors
unrelated to us, may also affect our stock price. Significant declines in the market price of our common stock or failure of the
market price to increase could harm our ability to recruit and retain key employees, reduce our access to debt or equity capital,
and otherwise harm our business or financial condition. In addition, we may not be able to use our common stock effectively
as consideration in connection with any future acquisitions.
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*  Anti-takeover provisions in our charter documents and under Delaware law could discourage, delay, or prevent a
change in control of our company and may affect the trading price of our common stock.

Provisions in our amended and restated certificate of incorporation and bylaws may have the effect of delaying or
preventing a change of control or changes in our management. Our amended and restated certificate of incorporation and
amended and restated bylaws include provisions that:

. authorize our Board of Directors to issue, without further action by the stockholders, up to 10,000,000 shares
of undesignated preferred stock;

. require that any action to be taken by our stockholders be effected at a duly called annual or special meeting
and not by written consent;

. specify that special meetings of our stockholders can be called only by our Board of Directors, the chairman
of the board, the chief executive officer, or the president;

. establish an advance notice procedure for stockholder approvals to be brought before an annual meeting of our
stockholders, including proposed nominations of persons for election to our Board of Directors;

. establish that our Board of Directors is divided into three classes, Class I, Class II, and Class III, with each
class serving staggered terms;

. provide that our directors may be removed only for cause;

. provide that vacancies on our Board of Directors may be filled only by a majority vote of directors then in
office, even though less than a quorum;

. specify that no stockholder is permitted to cumulate votes at any election of directors; and

. require a super-majority of votes to amend certain of the above mentioned provisions.

In addition, we are subject to the provisions of Section 203 of the Delaware General Corporation Law regulating
corporate takeovers. Section 203 generally prohibits us from engaging in a business combination with an interested
stockholder subject to certain exceptions.

Item 1B — Unresolved Staff Comments
None
Item 2 — Properties

We lease approximately 170,000 square feet of space in San Leandro, California for product manufacturing, research
and development, and executive headquarters under a lease that expires in November of 2019. We believe that this facility
will be adequate for our purposes for the foreseeable future. Additionally, we lease offices near Dublin, Ireland; Dubai, United
Arab Emirates; Shanghai, Peoples Republic of China; and Houston, Texas.

Item 3 — Legal Proceedings

See Note 16, “Litigation,” of the Notes to Consolidated Financial Statements in Part II, Item 8, “Financial Statements
and Supplementary Data,” of this Annual Report on Form 10-K, which is incorporated by reference into this Item 3, for a
description of the lawsuits pending against us.

Item 4 — Mine Safety Disclosures

Not applicable.
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PART II

Item 5 — Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of Equity
Securities

Market Information

Our common stock is quoted on the NASDAQ Stock Market under the symbol “ERIL.” The following table sets forth
the high and low intra-day sales prices of our common stock for the periods indicated.

2017 2016
High Low High Low
First QUATtET ........oecvieiiiiiieeieeie et $ 1146 $ 7.11  $ 10.82 $ 5.28
SecONd QUATTET ........veuveeeeeieeieriereeeereeeee et esee s e ereeaeas $ 877 $ 711 % 1335 $ 7.77
Third Quarter 843 § 6.13 §$ 16.67 $ 8.35
Fourth QUArtEr .........cveviivierieieeeieeee ettt $ 1130  $ 748 % 16.30 $ 8.53

Stockholders

As of December 31, 2017, there were approximately 31 stockholders of record of our common stock as reported by
our transfer agent, one of which is Cede & Co., a nominee for Depository Trust Company (“DTC”). All of the shares of
common stock held by brokerage firms, banks, and other financial institutions as nominees for beneficial owners are deposited
into participant accounts at DTC and are therefore considered to be held of record by Cede & Co. as one stockholder.

Dividend Policy

We have never declared or paid any dividends on our common stock, and we do not currently intend to pay any
dividends on our common stock for the foreseeable future. Any future determination to pay dividends on our common stock
will be, subject to applicable law, at the discretion of our Board of Directors, and will depend upon, among other factors, our
results of operations, financial condition, capital requirements, and contractual restrictions in loan or other agreements.

Stock Repurchase Program

In March 2017, our Board of Directors authorized a stock repurchase program under which the Company, at the
discretion of management, could repurchase up to $15.0 million in aggregate cost of our outstanding common stock through
September 30, 2017 (the “March 2017 Authorization”). At December 31, 2017, 541,177 shares, at an aggregate cost of
$4.3 million, had been repurchased under the March 2017 Authorization. The March 2017 Authorization expired in
September 2017 and there was no repurchase authorization in place at December 31, 2017.

In January 2016, our Board of Directors authorized a stock repurchase program under which the Company, at the
discretion of management, could repurchase up to $6.0 million in aggregate cost of our outstanding common stock through
June 30, 2016 (the “January 2016 Authorization”). In May 2016, our Board of Directors rescinded the January 2016
Authorization and authorized a new stock repurchase program under which the Company, at the discretion of management,
could repurchase up to $10.0 million in aggregate cost of our outstanding common stock through October 31, 2016 (the “May
2016 Authorization”). At December 31, 2016, 673,700 shares, at an aggregate cost of $4.1 million, had been repurchased
under the January 2016 Authorization and 568,500 shares, at an aggregate cost of $5.3 million, had been repurchased under
the May 2016 Authorization. The May 2016 Authorization expired in October 2016 and there was no repurchase authorization
in place at December 31, 2016.

On March 7, 2018, our 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 our outstanding common stock. Under
the newly authorized repurchase program, purchases of shares of common stock may be made 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,

-25-



and capital availability. The share buyback program does not obligate us to acquire any specific number of shares in any
period, and may be expanded, extended, modified or discontinued at any time without prior notice.

Sales of Unregistered Securities
None
Stock Performance Graph

The following graph shows the cumulative total stockholder return of an investment of $100 on December 31, 2012
in (i) our common stock, (ii) the NASDAQ Composite Index, and (iii) common stock of a selected group of peer issuers
(“Peer Group”). Cumulative total return assumes the reinvestment of dividends, although dividends have never been declared
on our stock, and is based on the returns of the component companies weighted according to their capitalizations as of the
end of each quarterly period. The NASDAQ Composite Index tracks the aggregate price performance of equity securities
traded on the NASDAQ. The Peer Group tracks the weighted average price performance of equity securities of seven
companies in our industry: Consolidated Water Co. Ltd.; Flowserve Corp.; Hyflux Ltd., Kurita Water Industries Ltd.; Pentair
PLC; Tetra Tech, Inc.; and The Gorman-Rupp Company. The return of each component issuer of the Peer Group is weighted
according to the respective issuer’s stock market capitalization at the end of each period for which a return is indicated. Our
stock price performance shown in the graph below is not indicative of future stock price performance.

The following graph and its related information is not “soliciting material,” is not deemed “filed” with the Securities
and Exchange Commission, and is not to be incorporated by reference into any filing of the Company under the Securities
Act of 1933, as amended or the Securities Exchange Act of 1934, as amended, whether made before or after the date hereof
and irrespective of any general incorporation language contained in such filing.

COMPARISON OF FIVE-YEAR CUMULATIVE TOTAL RETURN *
Among Energy Recovery Inc., The NASDAQ Composite Index,

And A Peer Group
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Graph represents the value of $100 invested on December 31, 2012 in stock or index, including reinvestment of dividends as of the year
ending December 31.

12/31/2012 12/31/2013 12/31/2014 12/31/2015 12/31/2016 12/31/2017
Energy Recovery, Inc............ $ 100.00 $ 16324  $ 155.00 S 20794 $ 30441  $ 257.35
NASDAQ Composite Index.. 100.00 141.58 162.13 173.35 187.34 242.49
Peer Group ......ccoeovevveeeennenne 100.00 146.43 124.45 98.15 116.14 135.56
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Item 6 — Selected Financial Data

The following selected financial data should be read in conjunction with Part II, Item 7, “Management’s Discussion
and Analysis of Financial Condition and Results of Operations,” and Part II, Item 8, “Financial Statements and Supplementary
Data,” included in this Annual Report on Form 10-K.

Years Ended December 31,
2017 2016 2015 2014 2013
(In thousands, except per share amounts)

Consolidated Statements of Operations Data:

Product TEVENUE ......ceevieviiiieieieeeteie e $ 58,156 $ 49,715  $ 43,671 $ 30,426 $ 43,045
Product cost of revenue... 19,061 17,849 19,111 13,713 17,323
Product gross profit........cccceeeeeevererrieneeienenceene 39,095 31,866 24,560 16,713 25,722
License and development revenue ...........c.ccceeverveeneenen. 5,000 5,000 1,042 — —
Operating expenses:
General and administrative..............coceveeeeiieeeecieeeenns 17,354 16,626 19,773 14,139 15,192
Sales and marketing ..........cccooceeveveriieneenenenienieee. 9,391 9,116 9,326 10,525 7,952
Research and development............cccoecvevenieniiniennenne 13,443 10,136 7,659 9,690 4,361
Amortization of intangible assets 631 631 635 842 921
Restructuring charges...........ccoeevevveeverieneenieneecieneens — — — — 184
Total operating eXpenses..........cocereeeeeeerereeneeene 40,819 36,509 37,393 35,196 28,610
Income (loss) from operations... 3,276 357 (11,791) (18,483) (2,888)
Other income (€XPense), Net.........ceeerverveereenrerieerieneennes 680 287 (181) 69 109
Income (loss) before income taxes.........coceevereereeenennne. 3,956 644 (11,972) (18,414) (2,779)
(Benefit from) provision for income taxes (8,394) (390) (334) 291 327
Net inComMe (10SS) «uveuveueerieieriinieieiieiiee et $ 12,350 $ 1,034 § (11,638) $ (18,705) $ (3,106)
$ 023 % 002 $ 0.22) $ 0.36) $ (0.06)
$ 022 $ 002 $ 0.22) $ (0.36) $ (0.06)
53,701 52,341 52,151 51,675 51,066
55,612 55,451 52,151 51,675 51,066
As of December 31,
2017 2016 2015 2014 2013

(In thousands)

Consolidated Balance Sheets Data:

Cash and cash equivalents...............cccoveevereerrereeeenennan. $ 27,780 $ 61,364 $ 99,931 $ 15,501 $ 14,371

Short-term investments ...... 70,020 39,073 257 13,072 5,856
Long-term investments.... — — — 267 13,694
Total assets........cooevvennee.. 161,744 149,063 151,799 85,941 101,935
Long-term liabilities........c.ceverveveinieeieiieeesieeieeeene 59,380 66,772 72,116 4,501 4,338
Total Habilities ......c.oovvievieiiieieiieeeeeceeceee e 79,213 83,930 88,140 16,023 15,020
Total stockholders’ equity........cccceeeevvereeerienieeienienenne. 82,531 65,133 63,659 69,918 86,915
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Item 7 — Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following Management Discussion and Analysis of Financial Condition and Results of Operations is intended to
help the reader understand our results of operations and financial condition. It should be read in conjunction with the
Consolidated Financial Statements and related Notes included in Part II, Item 8, “Financial Statements and Supplementary
Data,” in this Annual Report on Form 10-K.

Overview

99 <C

Energy Recovery, Inc. and its wholly-owned subsidiaries (the “Company,” “Energy Recovery,” “our,” “us,” and “we”
is an energy solutions provider to industrial fluid flow markets worldwide. Our core competencies are fluid dynamics and
advanced material science. Our products make industrial processes more operating and capital expenditure efficient. Our
solutions convert wasted pressure energy into a reusable asset and preserve or eliminate pumping technology in hostile
processing environments. Our 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®, AT™, AquaBold™, VorTeq",

IsoBoost*, and [soGen®. Our solutions are owned, manufactured, and/or developed, in whole or in part, in the U.S. and Ireland.

Our reportable operating segments consist of the Water and the Oil & Gas segments. These segments are based on the
industries in which the technology solutions are sold, the type of energy recovery device or other technology sold, and the
related solution and service.

Water Segment

Our Water segment consists of revenues and expenses associated with solutions sold for use in seawater, brackish, and
wastewater reverse osmosis desalination. Our Water segment revenue is principally derived from the sale of energy recovery
devices (“ERDs”); however, we also derive revenue from the sale of our high-pressure and circulation pumps, which we
manufacture and sell in connection with our ERDs for use in desalination plants. Additionally, we receive revenue from the
sale of spare parts and services, including start-up and commissioning services that we provide for our customers.

Oil & Gas Segment

Our Oil & Gas segment consists of revenues and expenses associated with solutions sold or licensed for use in
hydraulic fracturing, gas processing, and chemical processing. In the past several years, we have invested significant research
and development costs to expand our business into pressurized fluid flow industries within the oil & gas industry.

Results of Operations
2017 Compared to 2016
Total Revenue

For the Year Ended December 31,

2017 2016
% of Total % of Total
$ Revenue $ Revenue $ Change % Change
(In thousands, except for percentages)

Product revenue.................... $ 58,156 92% $ 49,715 91% § 8,441 17%
License and development

TEVENUE ..o 5,000 8% 5,000 9% — —%

Total revenue .................... $ 63,156 100% $ 54,715 100% § 8,441 15%
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Product Revenue by Segment

For the Year Ended December 31,

2017 2016 $ Change % Change
(In thousands, except for percentages)
WaALET ..o $ 54301 $ 47,545 $ 6,756 14%
Ol & GAS e 3,855 2,170 1,685 78%
Total product TEVENUE .......ceveveerieriieieeieieieeieie et $ 58,156 $ 49,715  $ 8,441 17%

Water segment product revenue increased in 2017, compared to 2016, due primarily to higher mega-project (“MPD”)
sales of $5.6 million and original equipment manufacturer (“OEM”) sales of $1.3 million, partially offset by lower aftermarket
sales of $0.1 million.

Oil & Gas segment product revenue, increased in 2017, compared to 2016, due primarily to the percentage-of-
completion revenue recognition associated with the sale of multiple IsoBoost systems, partially offset by revenue adjustments
of $0.3 million.

A limited number of our customers account for a substantial portion of our product revenue in the Water segment.
Revenue from customers representing 10% or more of product revenue varies from period to period. For the year ended
December 31, 2017, no customer represent 10% or more of the Company’s product revenue. For the years ended December
31, 2016 and 2015, one customer, the same customer in both years, represented 11% and 14% of the Company’s product
revenues, respectively. See Note 13, “Geographical Information and Concentrations,” of the Notes to Consolidated Financial
Statements in Part II, Item 8, “Financial Statements and Supplementary Data,” of this Annual Report on Form 10-K for
further details on customer concentration.

Product revenue attributable to domestic and international sales as a percentage of total product revenue is presented
in the following table.

For the Year Ended December 31,

2017 2016
DOMESLIC TEVEIIUE ...ttt ettt ettt b et b e sttt s bbb e et e st eaeeb e e bt s b et e st aenee e 3% 2%
INEErNAtIONA TEVEIIUE ......euietitiititete ettt ettt et s et e b et e e e s e st e bt ee e et e s b e nbeneeneeneeeenes 97% 98%
TOtal PrOAUCE TEVEINUE ....eviiiieiieieeiteieetteie ettt ettt et et e et e beeseessesseebeesaensesseenseesaensessnansensenses 100% 100%

License and Development Revenue

For the Year Ended December 31,

2017 2016 $ Change % Change

(In thousands, except for percentages)

License and development reVenue.............coevveruerieeeceuceeenueneenns $ 5,000 $ 5,000 $ — —%

In October 2015, through our subsidiary ERI Energy Recovery Ireland Ltd., we entered into a license agreement with
the VorTeq Licensee (“VorTeq License Agreement”), an international customer. The VorTeq License Agreement has a term
of 15-years for the exclusive, worldwide right to use our VorTeq technology for hydraulic fracturing onshore operations. The
VorTeq License Agreement includes $125.0 million in payments paid in stages: a $75.0 million upfront, exclusivity fee
payment and two separate $25.0 million payments upon successful achievement of two milestone tests. Following product
commercialization, the VorTeq License Agreement includes recurring royalty payments throughout the 15-year term. The
initial upfront fee of $75.0 million is recognized on a straight-line basis over the 15-year term of the arrangement based on
the performance period of the last or final deliverables, which include the license and support. There has been no change in
the rate of revenue recognition of the VorTeq License Agreement in 2017, as compared to 2016.
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Product Gross Profit and Margin

Year Ended December 31, 2017 Year Ended December 31, 2016
Water 0Oil & Gas Total Water 0Oil & Gas Total
(In thousands, except for percentages)
Product gross profit ............ $ 38,269 $ 826 $ 39,095 $ 31,192 $ 674 $ 31,866
Product gross margin.......... 70.5% 21.4% 67.2% 65.6% 31.1% 64.1%

Product gross profit represents our product revenue less our product cost of revenue. Our product cost of revenue
consists primarily of raw materials, personnel costs (including stock-based compensation), manufacturing overhead, warranty
costs, depreciation expense, and manufactured components.

Product gross profit increased in 2017 compared to 2016, due primarily to increased Water segment sales volume and
favorable price and mix and increased Oil & Gas segment sales volume.

Product gross margin increased in 2017 compared to 2016, due primarily to increased Water segment favorable price
and mix, and operational efficiencies, partially offset by higher Oil & Gas segment project costs and revenue adjustments of
$0.3 million.

Operating Expenses

For the Year Ended December 31,

2017 2016
% of Total % of Total
$ Revenue $ Revenue $ Change % Change
(In thousands, except for percentages)

Total revenue.......cc.cocoeevveeevrcnnenne. $ 63,156 100% $ 54,715 100% $ 8,441 15%
Operating expenses:

General and administrative........... $ 17,354 27%  $ 16,626 30%  $ 728 4%

Sales and marketing ..................... 9,391 15% 9,116 17% 275 3%

Research and development........... 13,443 21% 10,136 19% 3,307 33%

Amortization of intangible assets. 631 1% 631 1% — —%

Total operating expenses............ $ 40,819 65% $ 36,509 67% § 4,310 12%

General and Administrative

General and administrative expense increased in 2017, compared to 2016, due primarily to higher employee-related
compensation and benefits of $0.5 million, facility costs of $0.4 million and other costs of $0.3 million, partially offset by
lower professional and legal costs of $0.5 million. Employee-related compensation and benefits included an increase in
compensation of $0.3 million and stock-based compensation of $0.2 million.

Sales and Marketing

Sales and marketing expense increased in 2017, compared to 2016, due primarily to higher employee-related
compensation and benefits of $0.4 million and higher professional services of $0.1 million, partially offset by lower marketing
and other costs of $0.2 million. Employee-related compensation and benefits included an increase in commissions of
$0.3 million and stock-based compensation of $0.3 million, partially offset by lower compensation and incentive
compensation of $0.2 million.
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Research and Development

Research and development expense increased in 2017, compared to 2016, due primarily to higher employee-related
compensation and benefits of $1.6 million, direct research and development project costs of $1.5 million and other costs of
$0.2 million. Employee-related compensation and benefits included an increase in compensation of $1.4 million and stock-
based compensation of $0.3 million, partially offset by lower incentive compensation of $0.1 million.

Amortization of Intangible Assets

Amortization of intangible assets is related to finite-lived intangible assets acquired as a result of our purchase of Pump
Engineering, LLC in December 2009. There was no material change in our amortization amounts in 2017, compared to 2016.

Other Income (Expense), net

For the Year Ended December 31,

2017 2016
% of Total % of Total
$ Revenue $ Revenue $ Change % Change
(In thousands, except for percentages)
Total revenue...........ccc...... $ 63,156 100% $ 54,715 100%  § 8,441 15%
Other income (expense):
Interest income............... $ 870 1%  $ 309 1% 3 561 182%
Interest expense.............. 2) —% 3) —% 1 (33%)
Other non-operating
expense, Net................. (188) —% (19) —% (169) 889%
Total other income
(expense), net.............. $ 680 1%  $ 287 1% 3 393 137%

Total other income (expense), net increased in 2017, compared to 2016, due primarily to interest income on higher
investment balances and by a favorable disposition of foreign currency in the prior year, partially offset by higher bank fees
related to our higher investment balance in 2017 and unfavorable foreign currency exchange, both reported in Other non-
operating income (expense).

Income Taxes

Our income tax benefit was $8.4 million for the year ended December 31, 2017 compared to a tax benefit of
$0.4 million for the year ended December 31, 2016.

The tax benefit of $8.4 million for the year ended December 31, 2017, consisted of a net $10.1 million U.S. federal
and state deferred tax benefit after taking into consideration a valuation allowance release on all but $1.4 million of our U.S.
federal and state deferred tax assets, less a valuation allowance for the Irish deferred tax assets of $1.3 million less U.S.
federal, state and foreign current tax expense of $0.4 million. See Note 9, “Income Taxes,” of the Notes to Consolidated
Financial Statements in Part II, Item 8, “Financial Statements and Supplementary Data,” of this Annual Report on Form 10-
K for a discussion of our valuation allowances.

The tax benefit of $0.4 million for the year ended December 31, 2016, consisted of $7.0 million benefit related to
losses in our Ireland subsidiary which was partially offset by tax expense of $0.3 million related to the deferred tax effects
associated with the amortization of goodwill and other taxes.

U.S. Tax Cuts and Jobs Act

On December 22, 2017, President Trump signed into law the U.S. Tax Cuts and Jobs Act (the “Tax Act”), which
significantly changes existing U.S. tax laws that will affect 2017, including, but not limited to, (1) requiring companies to
pay a one-time deemed repatriation tax on certain unrepatriated earnings of foreign subsidiaries; (2) remeasurement of
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deferred tax assets and liabilities at the new 21% tax rate; and (3) bonus depreciation that will allow for full expensing of
qualified property.

The Tax Act also establishes new tax laws that will affect 2018, including, but not limited to, (1) a reduction in the
corporate tax rate from 35% to 21%; (2) eliminating the corporate alternative minimum tax (“AMT”) and changing how
existing AMT credits can be realized; (3) the creation of the base erosion anti-abuse tax (“BEAT”), a new minimum tax; (4)
a general elimination of U.S. federal income taxes on dividends from foreign subsidiaries; (5) a new provision designed to
tax global intangible low-taxed income, which allows for the possibility of using foreign tax credits (“FTCs”) and a deduction
of'up to 50% to offset the income tax liability (subject to some limitations); (6) a new limitation on deductible interest expense;
(7) limitations on the deductibility of certain executive compensation; (8) limitations on the use of FTCs to reduce the
U.S. income tax liability; and (9) limitations on net operating losses (“NOLs”) generated after December 31, 2017 to 80% of
taxable income.

The SEC staff issued Staff Accounting Bulletin (“SAB”’) No. 118 (“SAB 118”) which provides guidance on accounting
for the tax effects of the Tax Act. SAB 118 provides a measurement period that should not extend beyond one year from the
Tax Act enactment date for companies to complete the accounting under Accounting Standards Codification (“ASC”) No. 740
(“ASC 740), Income Taxes. In accordance with SAB 118, a company must reflect the income tax effects of those aspects
of the Tax Act for which the accounting under ASC 740 is complete. To the extent that a company’s accounting for certain
income tax effects of the Tax Act is incomplete but it is able to determine a reasonable estimate, it must record a provisional
estimate in the financial statements. If a company cannot determine a provisional estimate to be included in the financial
statements, it should continue to apply ASC 740 on the basis of the provisions of the tax law that were in effect immediately
before the enactment of the Tax Act. As of December 31, 2017, our accounting for the income tax effects of the Tax Act was
completed; however, it is possible that our accounting will be refined as tax authorities issue further guidance in how to apply
the law which may require updates to our tax expense for the 2017 tax year. Therefore, we did not record any provisional
estimates in 2017

As aresult of enactment of the Tax Act, we incurred a one-time income tax expense during the fourth quarter of 2017
of $7.0 million related to $21.0 million of deemed repatriation of accumulated foreign earnings, of which $0.3 million is a
cash charge and the remaining $6.7 million represents a non-cash discrete tax expense largely from the utilization of net
operating loss carryovers. We will continue to review and refine this amount as additional guidance is provided on the taxation
of deemed repatriation income through the filing of the 2017 U.S. federal income tax return. We plan to use our net operating
loss carryforwards to settle this additional income tax expense. We also incurred a non-cash income tax expense of
$2.5 million related to the remeasurement of certain deferred tax assets and liabilities based on the recently enacted rates from
the Tax Act.

We continue to evaluate the impact of the tax law changes related to state income taxes, the new income tax provisions
related to global intangible low-taxed income and deductions related to foreign derived intangible income. We continue to
assert that the accumulated foreign earnings are permanently reinvested. We should have no U.S. federal income tax
obligation should we decide in the future to repatriate accumulated foreign earnings. Given the uncertainty of current foreign
and state tax laws, we have not estimated what the future foreign or state income tax impact will be if we decide to repatriate
accumulate foreign earnings in the future.

We continue to evaluate the impact the Tax Act will have on the Consolidated Financial Statements. We expect the
Tax Act to favorably impact our net income, diluted earnings per share, and cash flows in future periods, due primarily to the
reduction in the federal corporate tax rate from 35% to 21% effective for periods beginning January 1, 2018. See Note 9,
“Income Taxes,” of the Notes to Consolidated Financial Statements in Part II, Item 8, “Financial Statements and
Supplementary Data,” of this Annual Report on Form 10-K for a discussion of our income tax accounting related to the Tax
Act.
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2016 Compared to 2015
Total Revenue

For the Year Ended December 31,

2016 2015
% of Total % of Total
$ Revenue $ Revenue $ Change % Change
(In thousands, except for percentages)
Product revenue................. $ 49,715 91%  $ 43,671 98% $ 6,044 14%
License and development
TEVENUE ....vvveeeeeenerrreeeeenns 5,000 9% 1,042 2% 3,958 380%
Total revenue 54,715 100%  $ 44,713 100%  $ 10,002 22%
Product Revenue
For the Year Ended December 31,
2016 2015 $ Change % Change
(In thousands, except for percentages)
$ 47,545 § 43,530 $ 4,015 9%
Ol & GAS oo 2,170 141 2,029 1439%
Total product TEVENUE .......cecveevieieriieieiieieeeiee e $ 49,715  $ 43,671 $ 6,044 14%

The increase in Water segment product revenue was primarily due to higher MPD, OEM, and aftermarket shipments
in 2016, as compared to 2015. The increase in our Water segment product revenue was primarily due to MPD sales of
$1.9 million, OEM sales of $1.2 million and aftermarket sales of $0.9 million.

The increase in Oil & Gas segment product revenue was primarily due to the percentage-of-completion revenue
recognition associated with the sale of multiple IsoBoost systems of $2.2 million. The increase was offset by $0.2 million
related to the commissioning of an IsoGen system and the cancellation of a purchase order for an IsoBoost in early 2015.

Product revenue attributable to domestic and international sales as a percentage of total product revenue is presented
in the following table.

For the Year Ended December 31,

2016 2015
DIOIMESTIC TEVEIIUE ......euieeeietetete ettt ettt et s et e bt st et et e st esees e eb e et e b et eneeseeseeaeeseabeneeneeneeneeseasenaennan 2% 7%
INtErNAtioNal TEVEIIUC .......couiruiiiiiieiiiiitcet ettt sttt ettt sttt ettt ene e 98% 93%
Total PrOAQUCE TEVEIIUE ......viireiiieiiieteieteitetcet ettt ettt ettt etttk sae bbbt nneneas 100% 100%
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License and Development Revenue

For the Year Ended December 31,

2016 2015 $ Change % Change
(In thousands, except for percentages)
License and development reVenue............cceeveecvereevenueeeennenne $ 5,000 $ 1,042  $ 3,958 380%

License and development revenue relate solely to our VorTeq License Agreement. The increase in license and
development revenue in 2016, compared to 2015, was due to the recognition of a full year of amortization of the deferred
revenue compared to a partial year of amortization in 2015.

Product Gross Profit and Margin

Year Ended December 31, 2016 Year Ended December 31, 2015
Water Oil & Gas Total Water Oil & Gas Total
(In thousands, except for percentages)
Product gross profit ~$ 31,192 § 674 § 31,866 $ 24485 § 75 $ 24,560
Product gross margin............c....... 66% 31% 64% 56% 53% 56%

Product gross profit increased in 2016, compared to 2015, due primarily to increased sales volume, favorable product
price and mix, and increased operational efficiencies.

Operating Expenses

For the Year Ended December 31,

2016 2015
% of Total % of Total
$ Revenue $ Revenue $ Change % Change
(In thousands, except for percentages)
Total revenue.........cccoeveereenennienenne $ 54,715 100% $ 44,713 100% $ 10,002 22%
Operating expenses:

General and administrative........... $ 16,626 30% $ 19,773 44% % (3,147) (16%)
Sales and marketing ..................... 9,116 17% 9,326 21% (210) 2%)

Research and development........... 10,136 19% 7,659 17% 2,477 32%
Amortization of intangible assets. 631 1% 635 1% @) (1%)
Total operating expenses............ $ 36,509 67% $ 37,393 84% § (884) (2%)

(M Percents may not add up to total due to rounding.
General and Administrative

General and administrative expense decreased in 2016, compared to 2015, due primarily to lower professional, legal,
and other administrative costs of $2.1 million and stock-based compensation expense of $1.1 million. Stock-based
compensation expense was $2.1 million and $3.1 million for the years ended December 31, 2016 and 2015, respectively. The
decrease in stock-based compensation is primarily related to the decrease of non-recurring expenses associated with the
accelerated vesting and modification of options in connection with the resignation of the former Chief Executive Officer in
the first quarter of 2015.
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Sales and Marketing

Sales and marketing expense decreased in 2016, compared to 2015, due primarily to lower compensation, sales
commissions, and employee-related compensation of $0.4 million, partially offset by an increase related to bonuses of
$0.2 million. Stock-based compensation expense was $0.5 million and $0.4 million for the years ended December 31, 2016
and 2015, respectively.

Research and Development

Research and development expense increased in 2016, compared to 2015, due primarily to direct research and
development project costs associated with new product initiatives of $1.2 million and compensation and employee-related
benefits of $1.2 million. Stock-based compensation expense was $0.6 million and $0.4 million for the years ended
December 31, 2016 and 2015, respectively.

Amortization of Intangible Assets

Amortization of intangible assets is related to finite-lived intangible assets acquired as a result of our purchase of Pump
Engineering, LLC in December 2009. There was no material change in our amortization amounts in 2016, compared to 2015.

Other Income (Expense), net

For the Year Ended December 31,

2016 2015
% of Total % of Total
$ Revenue $ Revenue $ Change % Change
(In thousands, except for percentages)
Total revenue........cccoeueneeee. $ 54,715 100% § 44,713 100% § 10,002 22%
Other income (expense):

Interest income.................. $ 309 1% § 53 —% 3 256 483%

Interest expense................. 3) —% (42) —% 39 (93%)
Other non-operating

eXpense, Net.....cc.ceeueeunee. (19) —% (192) —% 173 (90%)
Total other income

(expense), net................. $ 287 1% $ (181) —% 3 468 (259%)

Total other income (expense), net was income in 2016, compared to expense in 2015. The increase in Total other
income (expense), net was due primarily to interest income on higher cash and investment balances; lower interest expense;
the favorable disposition of foreign currency options; and favorable foreign currency exchange.

Income Taxes

Our income tax benefit was $0.4 million for the year ended December 31, 2016 compared to a tax benefit of
$0.3 million for the year ended December 31, 2015. The tax benefit of $0.4 million for the year ended December 31, 2016,
consisted of $0.7 million tax benefit related to the losses in our Ireland subsidiary which was partially offset by tax expense
of $0.3 million related to the deferred tax effects associated with the amortization of goodwill and other taxes.

The tax benefit of $0.3 million for the year ended December 31, 2015, consisted of $0.6 million benefit related to the
losses in our Ireland subsidiary which was partially offset by tax expense of $0.3 million related to the deferred tax effects
associated with the amortization of goodwill and other taxes.
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Liquidity and Capital Resources
Overview

Historically, our primary source of cash to fund our operations and capital expenditures has been proceeds from
customer payments for our products and services and the issuance of common stock. As of December 31, 2017, we have
issued common stock for aggregate net proceeds of $100.3 million, excluding common stock issued in exchange for
promissory notes.

As of December 31, 2017, our principal sources of liquidity consisted of unrestricted cash and cash equivalents of
$27.8 million that are primarily invested in money market funds; short-term investments of $70.0 million that are primarily
invested in marketable debt securities; and accounts receivable, net of allowances of $12.5 million. We invest cash not needed
for current operations predominantly in high-quality, investment-grade, marketable debt instruments with the intent to make
such funds available for operating purposes as needed.

As of December 31, 2017, our unrestricted cash, cash equivalents and short-term investments held outside the U.S.
was $50.8 million. Our intent has been to reinvest the earnings of foreign subsidiaries indefinitely outside the U.S. to fund
both organic growth and acquisitions. On December 22, 2017, the Tax Act was enacted into law. This new law includes a
provision that imposes a transition tax on foreign earnings whether or not such earnings are repatriated to the U.S. In light of
this new tax, we are reviewing our prior position on the reinvestment of the earnings of our foreign subsidiaries outside of
the U.S. No decision on repatriation has been made at this time.

AtDecember 31,2017 and 2016, we had $1.4 million and $0.2 million, respectively, of short-term unbilled receivables.
In the Water segment, we have unbilled receivables pertaining to customer contractual holdback provisions, whereby we will
invoice the final retention payment(s) due under certain sales contracts in the next 12 months. The customer holdbacks
represent amounts intended to provide a form of security for the customer; accordingly, these receivables have not been
discounted to present value. In the Oil & Gas segment, we had estimated earnings in excess of billings, net of unbilled project
costs, of $4.2 million at December 31, 2017. See Note 4, “Other Financial Information,” of the Notes to Consolidated
Financial Statements in Part II, Item 8, “Financial Statements and Supplementary Data,” of this Annual Report on Form 10-
K for additional information about our cost and estimated earnings on uncompleted contracts.

Loan Agreements

On January 27,2017, we entered into a loan and pledge agreement (the “Loan and Pledge Agreement”) with a financial
institution. 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. Under the Loan and Pledge Agreement, we are allowed to borrow and
request letters of credit against the eligible assets held from time to time in the pledged account maintained with the financial
institution. Revolving loans incur interest per annum at a base rate equal to the LIBOR rate plus 1.5%. Any default bears the
aforementioned interest rate plus an additional 2%. The unused portion of the credit line is subject to a fee equal to the product
of 0.2% per annum multiplied by the difference, if positive, between $16.0 million and the average daily balance of all
advances under the committed facility plus aggregate average daily undrawn amounts of all letters of credit issued under the
committed facility during the immediately preceding month or portion thereof. We are subject to certain financial and
administrative covenants under the Loan and Pledge Agreement. As of December 31, 2017, we were in compliance with
these covenants. See Note 7, “Long-term Debt and Lines of Credit,” of the Notes to Consolidated Financial Statements in
Part II, Item 8, “Financial Statements and Supplementary Data,” of this Annual Report on Form 10-K for additional
information about our loan agreement.

Stand-by Letters of Credit

At December 31, 2017, we have stand-by letters of credit with various financial institutions totaling $10.4 million
whereby we are required to maintain a restricted cash balance of $2.8 million and U.S. investment balance of $7.7 million.
Stand-by letters of credit at are subject to fees based on the amount of the letter of credit, that are payable quarterly and are
non-refundable. See Note 7, “Long-term Debt and Lines of Credit,” of the Notes to Consolidated Financial Statements in
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Part II, Item 8, “Financial Statements and Supplementary Data,” of this Annual Report on Form 10-K for additional
information about our stand-by letters of credit arrangements.

Share Repurchases

Our Board of Directors has authorized share repurchases since 2012 through September 30, 2017. In March 2017, our
Board of Directors authorized repurchases of $15.0 million that expired in September 2017. Through this 2017 program, we
repurchased 541,177 shares for $4.3 million. At December 31, 2017, we did not have a board authorized share repurchase
program in effect. Since the initial authorization of the share repurchase programs, we have spent an aggregate $20.4 million,
excluding commissions, to repurchase 4,262,833 shares.

On March 7, 2018, our 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 our outstanding common stock. Under
the newly authorized repurchase program, purchases of shares of common stock may be made 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 share buyback program does not obligate us to acquire any specific number of shares in any
period, and may be expanded, extended, modified or discontinued at any time without prior notice.

In addition to repurchases under our repurchase program, during 2017, we spent $0.3 million to settle employee tax
withholding obligations due upon the vesting of restricted stock units and withheld an equivalent value of shares from the
shares provided to the employees upon vesting. See Note 10, “Stockholder’s Equity,” of the Notes to Consolidated Financial
Statements in Part II, Item 8, “Financial Statements and Supplementary Data,” of this Annual Report on Form 10-K for
additional information about our share repurchase programs.

Cash Flows
Our cash flows are presented in the following table.

Years Ended December 31,

2017 2016 2015
(In thousands)
Net cash provided by operating activities..........cecveeruirerienieieieiceee e $ 2,895 $ 4,965 § 69,055
Net cash (used in) provided by investing activities (37,373) (40,7006) 14,018
Net cash provided by (used in) financing activities 951 (2,785) 1,374
Effect of exchange rate differences on cash and cash equivalents...........c.ccccc.e..e. 57 (41) a7
Net change in cash and cash equivalents..........c.ccoeceieeeireirieeneececeeee $ (33,584) $ (38,567) $ 84,430

Cash Flows from Operating Activities

Cash provided by operating activities is generated by net income (loss) adjusted for certain non-cash items and changes
in assets and liabilities.

Cash provided by operating activities was lower in 2017, compared to 2016, by $2.1 million, due primarily to higher
non-cash used for deferred income tax adjustment of $8.4 million and cash used for operating assets and liabilities
of $6.8 million, partially offset by higher net income of $11.3 million and a benefit of other non-cash adjustments related to
operating activities of $1.8 million.

Cash provided by operating activities was lower in 2016, compared to 2015, by $64.1 million, due primarily to one-
time cash received from the VorTeq Licensee of $75.0 million in 2015, lower benefit of non-cash adjustments related to
operating activities of $1.1 million and a cash benefit from other operating assets and liabilities of $0.6 million, partially
offset by net income of $1.0 million in 2016, compared to a net loss of $11.6 million in 2015.

-37 -



Net changes of cash used for assets and liabilities of $9.1 million in 2017 were primarily attributable to a $5.0 million
decrease in deferred revenue due to the recognition of revenue related to our exclusive license agreement, a $3.2 million
increase in cost and estimated billings related to a percentage-of-completion revenue recognition project, a $2.0 million
increase in accounts receivable and unbilled receivables due to timing of invoices and payments, a $1.3 million increase in
inventories due to increased production, and a $0.5 million decrease in product deferred revenue, partially offset by a
$2.5 million increase in accounts payable and accrued expenses and other liabilities, and a $0.4 million increase in taxes
payable.

Net changes of cash used for assets and liabilities of $2.3 million in 2016 were primarily attributable to a $5.0 million
decrease in deferred revenue due to the recognition of revenue related to our exclusive license agreement, a $1.8 million
increase in cost and estimated billings related to a percentage-of-completion revenue recognition project, a $0.4 million
increase in prepaid expenses and other assets, and a $0.4 million decrease in accounts payable, partially offset by a
$2.3 million decrease in inventories due to increased shipments, a $1.5 million decrease in accounts receivable and unbilled
receivables due to timing of invoices and payments, a $1.2 million increase in accrued expenses and other liabilities, and a
$0.3 million increase in product deferred revenue.

Net changes of cash provided from assets and liabilities of $73.3 million in 2015 were primarily attributable to the
receipt of a $75.0 million exclusive license payment, of which $1.0 million was recognized as revenue and the remainder
deferred, a $2.0 million decrease in inventories related to increased shipments, a $0.3 million increase in product deferred
revenue, and a $0.3 million decrease in prepaid expenses and other assets, partially offset by a $1.7 million litigation
settlement payment, a $0.9 million increase in accounts receivable and unbilled receivables related to increased shipments,
and a $0.7 million decrease in accrued expenses and other liabilities related to decrease legal expenses and litigation matters.

Cash Flows from Investing Activities

Cash flows from investing activities primarily relate to maturities and purchases of marketable securities to preserve
principal and liquidity while at the same time maximizing yields without significantly increasing risk, capital expenditures to
support our growth, and changes in our restricted cash used to collateralize our stand-by letters of credit and other contingent
considerations.

Cash used in 2017 was primarily attributable to $80.6 million used to purchase investments and $7.4 million for capital
expenditures. These were offset by $49.1 million in maturities of marketable security investments and $1.5 million increase
in restricted cash related to additional stand-by letters of credit.

Cash used in 2016 was primarily attributable to $46.6 million used to purchase investments, $1.1 million for capital
expenditures, and a $0.6 million increase in restricted cash related to additional stand-by letters of credit. These were offset
by $7.5 million in maturities of marketable security investments.

Cash provided in 2015 was primarily attributable to $12.9 million in maturities of investments and the release of
$1.7 million of restricted cash related to the expiration of stand-by letters of credit. These were offset by the use of $0.6 million
for capital expenditures.

Cash Flows from Financing Activities

Net cash provided in 2017 was primarily due to $5.5 million received from the issuance of common stock related to
stock option exercises, partially offset by the use of $4.2 million to repurchase our common stock and $0.3 million used for
taxes paid related to net share settlement of equity awards.

Net cash used in 2016 was primarily due to the use of $9.4 million to repurchase our common stock, partially offset
by $6.6 million received from the issuance of common stock related to option exercises.

Net cash provided in 2015 was primarily due to $1.3 million received from the issuance of common stock related to
option and warrant exercises and $0.1 million of proceeds from long-term debt.
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Liquidity and Capital Resource Requirements

We believe that our existing resources and cash generated from our operations will be sufficient to meet our anticipated
capital requirements for at least the next 12 months. However, we may need to raise additional capital or incur additional
indebtedness to continue to fund our operations or to support acquisitions in the future and/or fund investments in our latest
technology arising from rapid market adoption that could require us to seek additional equity or debt financing. Our future
capital requirements will depend on many factors, including the continuing market acceptance of our products, our rate of
revenue growth, the timing of new product introductions, the expansion of our research and development, manufacturing,
and sales and marketing activities, the timing and extent of our expansion into new geographic territories, and the amount
and timing of cash used for stock repurchases. In addition, we may enter into potential material investments in, or acquisitions
of, complementary businesses, services, or technologies in the future, which could also require us to seek additional equity
or debt financing. Should we need additional liquidity or capital funds, these funds may not be available to us on favorable
terms, or at all.

Contractual Obligations

We lease facilities and equipment under fixed non-cancellable operating leases that expire on various dates through
2021. Additionally, in the course of our normal operations, we have entered into cancellable purchase commitments with our
suppliers for various key raw materials and component parts. The purchase commitments covered by these arrangements are
subject to change based on our sales forecasts for future deliveries.

The following is a summary of our contractual obligations as of December 31, 2017.

Payments Due by Period
1 Year 2-3 Years 4-5 Years 5+ Years Total
(In thousands)
Operating 1€ases ..........ccoeevveiveiccieniinecnn $ 1,788  $ 1,715 $ 34 3 — 3 3,537
Loan payable ........ccccooueverieniniininicninienee 11 16 — — 27
Purchase obligations ®...........ceceverveneeeennene 4,454 — — — 4,454
$ 6,253 § 1,731 § 34§ — 3 8,018

(M Purchase obligations are related to open purchase orders for materials and supplies.

This table excludes agreements with guarantees or indemnity provisions that we have entered into with customers and
others in the ordinary course of business. Based on our historical experience and information known to us as of December 31,
2017, we believe that our exposure related to these guarantees and indemnities as of December 31, 2017 was not material.

Off-Balance Sheet Arrangements

During the periods presented, we did not have any relationships with unconsolidated entities or financial partnerships
such as entities often referred to as structured finance or special purpose entities, which would have been established for the
purpose of facilitating off-balance sheet arrangements or other contractually narrow or limited purposes.

Critical Accounting Policies and Estimates

Our Consolidated Financial Statements are prepared in accordance with generally accepted accounting principles
(“GAAP”) in the United States. These accounting principles require us to make estimates and judgments that can affect the
reported amounts of assets and liabilities as of the date of the Consolidated Financial Statements as well as the reported
amounts of revenue and expense during the periods presented. We believe that the estimates and judgments upon which we
rely are reasonable based upon information available to us at the time that we make these estimates and judgments. To the
extent that there are material differences between these estimates and actual results, our consolidated financial results will be
affected. The accounting policies that reflect our more significant estimates and judgments and which we believe are the most
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critical to aid in fully understanding and evaluating our reported financial results are revenue recognition, including
percentage-of-completion accounting for oil & gas projects; allowance for doubtful accounts; allowance for product warranty;
valuation of stock options; valuation and impairment of goodwill and acquired intangible assets; valuation adjustments for
excess and obsolete inventory; deferred taxes and valuation allowances on deferred tax assets; and evaluation and
measurement of contingencies, including contingent consideration.

The following is not intended to be a comprehensive list of all of our accounting policies or estimates. Our accounting
policies are more fully described in Note 1, “Description of Business and Significant Accounting Policies” of the Notes to
Consolidated Financial Statements in Part II, Item 8, “Financial Statements and Supplementary Data,” of this Annual Report
on Form 10-K.

Revenue Recognition

Product and service revenue recognition — Water Segment

We recognize revenue when the earnings process is complete, as evidenced by a written agreement with the customer,
transfer of title, fixed pricing that is determinable, and collection that is reasonably assured. Transfer of title typically occurs
upon shipment of the equipment pursuant to a written purchase order or contract. The portion of the sales agreement related
to the field services and training for commissioning of our devices in a desalination plant is deferred until we have performed
such services. We regularly evaluate our revenue arrangements to identify deliverables and to determine whether these
deliverables are separable into multiple units of accounting.

Under our revenue recognition policy, evidence of an arrangement is met when we have an executed purchase order,
sales order, or stand-alone contract. Typically, smaller projects utilize sales or purchase orders that conform to standard terms
and conditions.

The specified product performance criteria for our PX ERD pertain to the ability of our product to meet its published
performance specifications and warranty provisions, which our products have demonstrated on a consistent basis. This factor,
combined with historical performance metrics, provides our management with a reasonable basis to conclude that the PX
ERDs will perform satisfactorily upon commissioning of the plant. To ensure this successful product performance, we provide
service consisting principally of supervision of customer personnel and training to the customers during the commissioning
of the plant. The installation of the PX ERDs is relatively simple, requires no customization, and is performed by the customer
under the supervision of our personnel. We defer the value of the service and training component of the contract and recognize
such revenue as services are rendered. Based on these factors, we have concluded that, for sale of PX ERDs, as well as for
turbochargers and pumps, delivery and performance have been completed upon shipment or delivery when title transfers
based on the shipping terms.

We perform an evaluation of customer credit worthiness on an individual contract basis to assess whether collectability
is reasonably assured. As part of this evaluation, we consider many factors about the individual customer, including the
underlying financial strength of the customer and/or partnership consortium and management’s prior history or industry-
specific knowledge about the customer and its supplier relationships. For smaller projects, we require the customer to remit
payment generally within 30 to 90 days after product delivery. In some cases, if credit worthiness cannot be determined,
prepayment or other security is required.

We establish separate units of accounting for contracts, as our contracts with customers typically include one or both
of the deliverables, products or commissioning, and there is no right of return under the terms of the contract.

Commissioning includes supervision of the installation, start-up, and training to ensure that the installation performed
by the customer, which is relatively simple and straightforward, is completed consistent with the recommendations under the
factory warranty. The commissioning services’ element of our contracts represents an incidental portion of the total contract
price. The allocable consideration for these services relative to that for the underlying products has been well under 1% of
any arrangement. Commissioning is often bundled into the large stand-alone contracts, and we frequently sell products
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without commissioning since our product can be easily installed in a plant without supervision. These facts and circumstances
validate that the delivered element has value on a stand-alone basis and should be considered a separate unit of accounting.

Having established separate units of accounting, we then allocate amounts to each unit of accounting. With respect to
products, we have established vendor specific objective evidence (“VSOE”) based on the price at which such products are
sold separately without commissioning services. With respect to commissioning, we charge out our engineers for field visits
to customers based on a stand-alone standard daily field service charge as well as a flat service rate for travel, if applicable.
This has been determined to be the VSOE of the service based on stand-alone sales of other comparable professional services
at consistent pricing.

The amount allocable to the delivered unit of account (in our case the product) is limited to the amount that is not
contingent upon the delivery of additional items or meeting specified performance conditions. We adhere to consistent pricing
in both stand-alone sale of products and professional services and the contractual pricing of products and commissioning of
services in bundled arrangements.

For large projects, stand-alone contracts are utilized. For these contracts, consistent with industry practice, our
customers typically require their suppliers, including Energy Recovery, 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 to guarantee performance. These retention payments are generally
10% or less of the total contract amount and are due and payable when the customer is satisfied that certain specified product
performance criteria have been met upon commissioning of the desalination plant, which may be up to 24 months from the
date of product delivery as described further below.

Under MPD stand-alone contracts, the usual payment arrangements are summarized as follows:

. an advance payment due upon execution of the contract, typically 10% to 20% of the total contract amount.
This advance payment is accounted for as deferred revenue until shipment or when products are delivered to
the customer, depending on the Incoterms and transfer of title;

. a payment ranging from 50% to 70% of the total contract is typically due upon shipment of the product. This
payment is often divided into two parts. The first part, which is due 30 to 60 days following delivery of the
product and documentation, is invoiced upon shipment when the product revenue is recognized and results in
an open accounts receivable with the customer. The second part is typically due 90 to 120 days following
product delivery and documentation. This payment is booked to unbilled receivables upon shipment when the
product revenue is recognized, and it is invoiced to the customer upon notification that the equipment has
been received or when the time period has expired. We have no performance obligation to complete to be
legally entitled to this payment. It is invoiced based on the passage of time.

. a final retention payment of generally 10% or less of the contract amount is due either at the completion of
plant commissioning or upon the issuance of a stand-by letter of credit, which is typically issued up to 24
months from the delivery date of products and documentation. This payment is recorded to unbilled
receivables upon shipment when the product revenue is recognized, and it is invoiced to the customer when it
is determined that commissioning is complete or the stand-by letter of credit has been issued. This payment is
not contingent upon the delivery of commissioning services. We have no performance obligation to complete
to be legally entitled to this payment. It is invoiced based on the passage of time.

We do not provide our customers with a right of product return; however, we 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 returns have not been significant.

Shipping and handling charges billed to customers are included in product revenue. The cost of shipping to customers
is included in cost of revenue.
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License, milestone payment, and royalty revenue recognition — Qil & Gas Segment

License and development revenue is comprised of the amortization of the upfront non-refundable $75.0 million
exclusivity fee received in connection with the VorTeq License Agreement. See Note 15, “VorTeq Partnership and License
Agreement,” of the Notes to Consolidated Financial Statements in Part II, Item 8, “Financial Statements and Supplementary
Data,” of this Annual Report on Form 10-K. The VorTeq License Agreement comprises a 15-year exclusivity license for our
VorTeq technology, milestone payments upon achievement of successful tests in accordance with the Key Performance
Indicators (“KPIs”) and, after commercialization is achieved, royalty payments for the supply and servicing of certain
components of the VorTeq. All payments are non-refundable.

We recognize license and development revenue in accordance with Accounting Standards Codification (“ASC”)
No. 605 (“ASC 605), “Revenue Recognition” subtopic ASC 605-25 “Revenue with Multiple Element Arrangements” and
subtopic ASC 605-28 “Revenue Recognition-Milestone Method,” which provides accounting guidance for revenue
recognition for arrangements with multiple deliverables and guidance on defining the milestone and determining when the
use of the milestone method of revenue recognition is appropriate, respectively.

For multiple-element arrangements, each deliverable is accounted for as a separate unit of accounting if both the
following criteria are met: (1) the delivered item or items have value to the customer on a standalone basis and (2) for an
arrangement that includes a general right of return relative to the delivered item(s), delivery or performance of the undelivered
item(s) is considered probable and substantially in our control. Contingent deliverables within multiple element arrangements
are excluded from the evaluation of the units of accounting. Non-refundable, upfront license fees where we have continuing
obligation to perform are recognized over the period of the continuing performance obligation. The VorTeq License
Agreement was determined to include a single unit of accounting. The initial upfront fee of $75.0 million is recognized on a
straight-line basis over the 15-year term of the arrangement based on the performance period of the last or final deliverables,
which include the license and support.

We recognize revenue from milestone payments when: (i) the milestone event is substantive and its achievability has
substantive uncertainty at the inception of the agreement, and (ii) it does not have ongoing performance obligations related
to the achievement of the milestone earned. Milestone payments are considered substantive if all of the following conditions
are met, the milestone payment: (a) is commensurate with either the Company’s performance subsequent to the inception of
the arrangement to achieve the milestone or the enhancement of the value of the delivered item or items as a result of a
specific outcome resulting from the Company’s performance subsequent to the inception of the arrangement to achieve the
milestone; (b) relates solely to past performance; and (c) is reasonable relative to all of the deliverables and payment terms
(including other potential milestone consideration) within the arrangement. The VorTeq License Agreement includes two
substantive milestones of $25.0 million each due on achievement of successful tests in accordance with KPIs. No revenues
associated with achievement of the milestones have been recognized to date.

Percentage-of-completion 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. It is our position that percentage-of-
completion method of accounting is appropriate for IsoBoost and IsoGen systems given the facts and circumstances of these
projects. In the event that a purchase order for an IsoBoost or IsoGen does not meet these facts and circumstances, then
percentage-of-completion method of accounting does not apply.

Revenue from fixed price contracts is recognized using the percentage-of-completion method of accounting 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 are expensed in the period in which they are 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. 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
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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.

Allowances for Doubtful Accounts

We record a provision for doubtful accounts based on historical experience and a detailed assessment of the
collectability of our accounts receivable. In estimating the allowance for doubtful accounts, we consider, among other factors,
the aging of the accounts receivable, our historical write-offs, the credit worthiness of each customer, and general economic
conditions. Account balances are charged off against the allowance when we believe that it is probable that the receivable
will not be recovered. Actual write-offs may be in excess of our estimated allowance.

Warranty Costs

We sell products with a limited warranty for a period ranging from 18 months to 5 years. We accrue for warranty costs
based on estimated product failure rates, historical activity, and expectations of future costs. Periodically, we evaluate and
adjust the warranty costs to the extent that actual warranty costs vary from the original estimates.

Stock-based Compensation

We measure and recognize stock-based compensation expense based on the fair value measurement for all stock-based
awards made to our employees and directors — including restricted stock units (“RSUs”), restricted shares (“RS”), and
employee stock options — over the requisite service period (typically the vesting period of the awards). The fair value of
RSUs and RS is based on our stock price on the date of grant. The fair value of stock options is calculated on the date of grant
using the Black-Scholes option pricing model, which requires a number of complex assumptions including expected life,
expected volatility, risk-free interest rate, and dividend yield. The estimation of awards that will ultimately vest requires
judgment, and to the extent that actual results or updated estimates differ from our current estimates, such amounts are
recorded as a cumulative adjustment in the period in which the estimates are revised. See Note 11, “Stock-based
Compensation,” of the Notes to Consolidated Financial Statements in Part II, Item 8, “Financial Statements and
Supplementary Data,” of this Annual Report on Form 10-K for further discussion of stock-based compensation.

Goodwill and Other Intangible Assets

The purchase price of an acquired company is allocated between intangible assets and the net tangible assets of the
acquired business with the residual purchase price recorded as goodwill. The determination of the value of the intangible
assets acquired involves certain judgments and estimates. These judgments can include, but are not limited to, the cash flows
that an asset is expected to generate in the future and the appropriate weighted average cost of capital.

Acquired intangible assets with determinable useful lives are amortized on a straight-line or accelerated basis over the
estimated periods benefited, ranging from one to 20 years. Acquired intangible assets with contractual terms are amortized
over their respective legal or contractual lives. Customer relationships and other non-contractual intangible assets with
determinable lives are amortized over periods ranging from five to 20 years.

We evaluate the recoverability of intangible assets by comparing the carrying amount of an asset to estimated future
net undiscounted cash flows generated by the asset. If such assets are considered to be impaired, the impairment recognized
is measured as the amount by which the carrying amount of the assets exceeds the fair value of the assets. The evaluation of
recoverability involves estimates of future operating cash flows based upon certain forecasted assumptions, including, but
not limited to, revenue growth rates, gross profit margins, and operating expenses over the expected remaining useful life of
the related asset. A shortfall in these estimated operating cash flows could result in an impairment charge in the future.

Goodwill is not amortized, but is evaluated annually for impairment at the reporting unit level or when indicators of a
potential impairment are present. We estimate the fair value of the reporting unit using the discounted cash flow and market
approaches. Forecast of future cash flows are based on our best estimate of future net sales and operating expenses, based
primarily on expected category expansion, pricing, market segment, and general economic conditions.
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As of December 31, 2017 and 2016, acquired intangibles, including goodwill, relate to the acquisition of Pump
Engineering, LLC during the fourth quarter of 2009. See Note 6, “Goodwill and Intangible Assets,” of the Notes to
Consolidated Financial Statements in Part II, Item 8, “Financial Statements and Supplementary Data,” of this Annual Report
on Form 10-K for further discussion of intangible assets.

Inventories

Inventories are stated at the lower of cost (using the first-in, first-out “FIFO” method) or market. We calculate
inventory valuation adjustments for excess and obsolete inventory based on current inventory levels, movement, expected
useful lives, and estimated future demand of the products and spare parts.

Income Taxes

Current and non-current tax assets and liabilities are based upon an estimate of taxes refundable or payable for each of
the jurisdictions in which the Company is subject to tax. In the ordinary course of business, there is inherent uncertainty in
quantifying income tax positions. We assess income tax positions and record tax benefits for all years subject to examination
based upon the Company’s evaluation of the facts, circumstances, and information available at the reporting dates. For those
tax positions where it is more likely than not that a tax benefit will be sustained, we record the largest amount of tax benefit
with a greater than 50% likelihood of being realized upon ultimate settlement with a taxing authority that has full knowledge
of all relevant information. For those income tax positions where it is not more likely than not that a tax benefit will be
sustained, no tax benefit is recognized in the financial statements. When applicable, associated interest and penalties are
recognized as a component of income tax expense. Accrued interest and penalties are included within the related tax asset or
liability on the Consolidated Balance Sheets.

Deferred income taxes are provided for temporary differences arising from differences in bases of assets and liabilities
for tax and financial reporting purposes. Deferred income taxes are recorded on temporary differences using enacted tax rates
in effect for the year in which the temporary differences are expected to reverse. The effect of a change in tax rates on deferred
tax assets and liabilities is recognized in income in the period that includes the enactment date. Deferred tax assets are reduced
by a valuation allowance when, in the opinion of management, it is more likely than not that some portion or all of the deferred
tax assets will not be realized. Significant judgment is required in determining whether and to what extent any valuation
allowance is needed on the Company’s deferred tax assets. In making such a determination, we consider all available positive
and negative evidence including recent results of operations, scheduled reversals of deferred tax liabilities, projected future
income, and available tax planning strategies. See Note 9, “Income Taxes,” of the Notes to Consolidated Financial Statements
in Part II, Item 8, “Financial Statements and Supplementary Data,” of this Annual Report on Form 10-K for further discussion
of the tax valuation allowance.

On December 22, 2017, President Trump signed into law the Tax Act, which significantly changes existing U.S. tax
laws. Following the enactment of the Tax Act, the SEC staff issued SAB 118, which provides guidance on accounting for the
tax effects of the Tax Act. SAB 118 provides a measurement period that should not extend beyond one year from the Tax
Act enactment date for companies to complete the accounting under ASC 740. In accordance with SAB 118, a company must
reflect the income tax effects of those aspects of the Tax Act for which the accounting under ASC 740 is complete. To the
extent that a company’s accounting for certain income tax effects of the Tax Act is incomplete but it is able to determine a
reasonable estimate, it must record a provisional estimate in the financial statements. If a company cannot determine a
provisional estimate to be included in the financial statements, it should continue to apply ASC 740 on the basis of the
provisions of the tax law that were in effect immediately before the enactment of the Tax Act. We did not record any
provisional estimates in 2017. See Note 9, “Income Taxes,” of the Notes to Consolidated Financial Statements in Part 11,
Item 8, “Financial Statements and Supplementary Data,” of this Annual Report on Form 10-K for a discussion of our income
tax accounting related to the Tax Act.

Our operations are subject to income and transaction taxes in the U.S. and in foreign jurisdictions. Significant estimates
and judgments are required in determining our worldwide provision for income taxes. Some of these estimates are based on
interpretations of existing tax laws or regulations. The ultimate amount of tax liability may be uncertain as a result.
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Recent Accounting Pronouncements

See Note 2, “Recent Accounting Pronouncements,” of the Notes to Consolidated Financial Statements in Part II,
Item 8, “Financial Statements and Supplementary Data,” of this Annual Report on Form 10-K regarding the impact of certain
recent accounting pronouncements on our Consolidated Financial Statements.

Item 7A — Quantitative and Qualitative Disclosures About Market Risk
Foreign Currency Risk

The majority of our revenue contracts have been denominated in U.S. Dollars (“USD”). The amount of revenue
recognized in foreign currencies during the years ended December 31, 2017, 2016 and 2015 were not material.

As we expand our international sales, we expect that a portion of our revenue could be denominated in foreign
currencies. As a result, our cash and cash equivalents and operating results could be increasingly affected by changes in
exchange rates. Our international sales and service operations incur expense that is denominated in foreign currencies. This
expense could be materially affected by currency fluctuations. Our exposures are to fluctuations in exchange rates for USD
versus the British Pound, Saudi Riyal, United Arab Emirates Dirham, Euro, Chinese Yuan and Canadian Dollar. Changes in
currency exchange rates could adversely affect our consolidated operating results or financial position. Additionally, our
international sales and services operations maintain cash balances denominated in foreign currencies. To decrease the inherent
risk associated with translation of foreign cash balances into our reporting currency, we do not maintain excess cash balances
in foreign currencies. We have not hedged our exposure to changes in foreign currency exchange rates because expenses in
foreign currencies have been insignificant to date, and exchange rate fluctuations have had little impact on our operating
results and cash flows.

Interest Rate Risk and Credit Risk

We have an investment portfolio of fixed-income marketable debt securities, including amounts classified as cash
equivalents and short-term investments. The primary objective of our investment activities is to preserve principal and
liquidity while at the same time maximizing yields without significantly increasing risk. We invest primarily in investment-
grade short-term debt instruments of high-quality corporate issuers and the U.S. government and its agencies. These
investments are subject to counterparty credit risk. To minimize this risk, we invest pursuant to a Board-approved investment
policy. The policy mandates high credit rating requirements and restricts our exposure to any single corporate issuer by
imposing concentration limits.

Our investment portfolio includes fixed income marketable debt securities, including amounts classified as cash
equivalents and short-term investments. At December 31, 2017, all of our investments were classified as short-term, with
maturity dates less than 12 months, and totaled approximately $70.3 million. These investments were presented in Cash and
cash equivalents and Short-term investments on our Consolidated Balance Sheets in 2017. These investments are subject to
interest rate fluctuations and will decrease in market value if interest rates increase. To minimize the exposure due to adverse
shifts in interest rates, we maintain investments with an average maturity of less than seven months. A hypothetical 1%
increase in interest rates would have resulted in an approximately $0.5 million decrease in the fair value of our fixed-income
debt securities as of December 31, 2017.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Stockholders and Board of Directors
Energy Recovery, Inc.
San Leandro, California

Opinion on the Consolidated Financial Statements

We have audited the accompanying consolidated balance sheets of Energy Recovery, Inc. (the “Company”) and
subsidiaries as of December 31, 2017 and 2016, the related consolidated statements of operations, comprehensive income
(loss), stockholders’ equity, and cash flows for each of the three years in the period ended December 31, 2017 and the related
notes (collectively referred to as the “consolidated financial statements”). In our opinion, the consolidated financial statements
present fairly, in all material respects, the financial position of the Company and subsidiaries at December 31,2017 and 2016,
and the results of their operations and their cash flows for each of the three years in the period ended December 31, 2017, in
conformity with accounting principles generally accepted in the United States of America.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States) (“PCAOB”), the Company’s internal control over financial reporting as of December 31, 2017, based on criteria
established in Internal Control - Integrated Framework (2013) issued by the Committee of Sponsoring Organizations of the
Treadway Commission (“COSO”) and our report dated March 8, 2018 expressed an unqualified opinion thereon.

Basis for Opinion

These consolidated financial statements are the responsibility of the Company’s management. Our responsibility is to
express an opinion on the Company’s consolidated financial statements based on our audits. We are a public accounting firm
registered with the PCAOB and are required to be independent with respect to the Company in accordance with the U.S.
federal securities laws and the applicable rules and regulations of the Securities and Exchange Commission and the PCAOB.

We conducted our audits in accordance with the standards of the PCAOB. Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement,
whether due to error or fraud.

Our audits included performing procedures to assess the risks of material misstatement of the consolidated financial
statements, whether due to error or fraud, and performing procedures that respond to those risks. Such procedures included
examining, on a test basis, evidence regarding the amounts and disclosures in the consolidated financial statements. Our
audits also included evaluating the accounting principles used and significant estimates made by management, as well as
evaluating the overall presentation of the consolidated financial statements. We believe that our audits provide a reasonable
basis for our opinion.

/s/ BDO USA, LLP
We have served as the Company’s auditor since 2007.

San Jose, California
March 8, 2018
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Stockholders and Board of Directors
Energy Recovery, Inc.
San Leandro, California

Opinion on the Internal Control over Financial Reporting

We have audited Energy Recovery, Inc.’s (the “Company’s”) internal control over financial reporting as of
December 31, 2017, based on criteria established in Internal Control - Integrated Framework (2013) issued by the Committee
of Sponsoring Organizations of the Treadway Commission (the “COSO criteria”). In our opinion, the Company maintained,
in all material respects, effective internal control over financial reporting as of December 31, 2017, based on the COSO

criteria.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States) (“PCAOB”), consolidated balance sheets of the Company and subsidiaries as of December 31, 2017 and 2016, the
related consolidated statements of operations, comprehensive income (loss), stockholders’ equity, and cash flows for each of
the three years in the period ended December 31, 2017, and the related notes and our report dated March 8, 2018 expressed
an unqualified opinion thereon.

Basis for Opinion

The Company’s management is responsible for maintaining effective internal control over financial reporting and for
its assessment of the effectiveness of internal control over financial reporting, included in the accompanying “Item 9A,
Management’s Report on Internal Control over Financial Reporting and Attestation Report of the Registered Public
Accounting Firm”. Our responsibility is to express an opinion on the Company’s internal control over financial reporting
based on our audit. We are a public accounting firm registered with the PCAOB and are required to be independent with
respect to the Company in accordance with U.S. federal securities laws and the applicable rules and regulations of the
Securities and Exchange Commission and the PCAOB.

We conducted our audit of internal control over financial reporting in accordance with the standards of the PCAOB.
Those standards require that we plan and perform the audit to obtain reasonable assurance about whether effective internal
control over financial reporting was maintained in all material respects. Our audit included obtaining an understanding of
internal control over financial reporting, assessing the risk that a material weakness exists, and testing and evaluating the
design and operating effectiveness of internal control based on the assessed risk. Our audit also included performing such
other procedures as we considered necessary in the circumstances. We believe that our audit provides a reasonable basis for
our opinion.

Definition and Limitations of Internal Control over Financial Reporting

A company’s internal control over financial reporting is a process designed to provide reasonable assurance regarding
the reliability of financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company’s internal control over financial reporting includes those policies and
procedures that (1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions
and dispositions of the assets of the company; (2) provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally accepted accounting principles, and that receipts and
expenditures of the company are being made only in accordance with authorizations of management and directors of the
company; and (3) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or
disposition of the company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements.
Also, projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate.

/s/ BDO USA, LLP
San Jose, California
March 8, 2018
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ENERGY RECOVERY, INC.

CONSOLIDATED BALANCE SHEETS

December 31,

2017 2016

(In thousands, except share data and par value)

ASSETS
Current assets:
Cash and CaSh EQUIVAIENLS ..........c.cueveueueietiieiiieiei ettt ettt ettt s s b st st eseseseses e e se e e s s s sssssesesenes $ 27,780 $ 61,364
Restricted cash 2,664 2,297
Short-term investments... 70,020 39,073
Accounts receivable, net of allowance for doubtful accounts of $103 and $130 at December 31, 2017 and
2016, respectively 12,465 11,759
Unbilled receivables, current.... 1,413 190
Cost and estimated earnings in €Xcess Of DILLINGS ........ocvvvviriiirieieiciiciiiii ettt 4,998 1,825
TIIVEIEOTIES ...ttt ettt ettt ettt et ettt e et e te et e eteeeteeeseesseeaseeaseeseesseaseeasesssenbeeaseesseesseeaserssesseerseessesseenseensesasensean 5,514 4,550
Prepaid expenses and other current assets 1,342 1,311
Total current assets 126,196 122,369
Restricted cash, non-current 182 2,087
Deferred tax asSets, MOM-CUITENL ............ceeviererreereeteteteteeeseeseeseeseeseeseeseeseesessessessesseseeseeseeseesesseeseesesesensessesseseesessess 7,902 1,270
Property and EqUIPIMEINT, NET.........c.iriiuiirieiirieiiirtei ettt ettt ettt ettt ettt ettt b et ea bt eb et et b et bt b et bt seebenean 13,393 8,643
Goodwill 12,790 12,790
Other intangible assets, net. 1,269 1,900
Other assets, non-current 12 4
TOLAL ASSEES. ...euvvieeieeeeeeeeeeeet et ettt ettt ee et e e et e e s et et et ese s et ee s et ese et es et et ese et es et et ene et es et et et et en et eneneesen et et en et et eneenenens $ 161,744 $ 149,063
Current liabilities:
Accounts payable $ 4,091 $ 1,505
Accrued expenses and other current liabilities 9,322 9,019
INCOME tAXES PAYADIC .......eeieiiietiit ettt ettt ettt b ettt s et bttt b et st s e ebens 432 16
ACCTUCH WAITANLY TESCIVE ....vvevevvvireuiriaiatstetsteeetesetetesesesesesesesttseet st et ebesebebeseseseateat s st s st et et e b et ebebesebeseseseseseaeatastneees 366 406
Deferred rEVENUE, CUITENE ......c.ocuiivitiiiieieieeieeit ettt ettt ettt e et et e b e e e e esseseeseesseseeseesesseebessassessensessessesseseesessassans 5,611 6,201
Current portion of long-term debt.... 11 11
Total current liabilities 19,833 17,158
Long-term debt, 18SS CUITENt POTLION ........euiuiuiiriiririiicieeetcicteict ettt ettt 16 27
Deferred tax labilities, NMON-CUITENL............cc.cciiiiieiierrierieeteete et eeteeeteeteeteeaeeeseesaeeseesseesseeseeseesseesseeseesseessesssesseeseenns — 2,233
Deferred reVenUE, MON=CUITENL............ccveieieriiierietietesteteteteseseestesseteeseeseesessessessessessessessessessesessesassessenseseesseseesassanss 59,006 63,958
Other non-current liabilities... 358 554
Total liabilities 79,213 83,930
Commitments and Contingencies (Note 8)
Stockholders’ equity:
Preferred stock, $0.001 par value; 10,000,000 shares authorized; no shares issued or outstanding at December 31,
2017 @A 2016 ..ttt et b ettt ettt saenee — —
Common stock, $0.001 par value; 200,000,000 shares authorized; 58,168,433 shares issued and 53,905,600
shares outstanding at December 31, 2017 and 56,884,207 shares issued and 53,162,551 shares outstanding at
December 31, 2016 .. . 58 57
Additional paid-in capital ... 149,006 139,676
Accumulated COMPIENENSIVE LOSS......c.euiiueuiiriiiiteiiieie ettt ettt ettt ettt s e e b e st bes et s e ebeneeseneanenen (125) (118)
Treasury stock, at cost, 4,262,833 shares repurchased at December 31, 2017 and 3,721,656 shares repurchased at
DECEMBET 31, 2016 ..ottt ettt ettt (20,486) (16,210)
ACCUMUIALEA AETICTE ....vteetiieteiee ettt ettt h et s et s et e b e st e e s et e b e st e s es et e b eneeseneaseseneeean (45,922) (58,272)
Total StOCKNOIACTS” EQUILY ....eveuiietiiiieiiiet ettt ettt ettt ettt n e enes 82,531 65,133
Total liabilities and StOCKNOIAErS™ QUILY ......ccovrveirieiiieieieicieicieicct ettt $ 161,744 $ 149,063

See Accompanying Notes to Consolidated Financial Statements

-49 -



ENERGY RECOVERY, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS

Years Ended December 31,

2017 2016 2015
(In thousands, except per share data)
PrOQUCE TEVEIIUE ... et et e e e e eeeeeeneeeneaneen $ 58,156 $ 49715 $ 43,671
Product COSt Of TEVENUE ......ccuvviiiieiiieceeee e 19,061 17,849 19,111
Product Sross profit.........cceceeeueeieiieniereee e 39,095 31,866 24,560
License and development reVENUE..........ccueeveieerieerieeeeeeeereereeereeveeeens 5,000 5,000 1,042
Operating expenses:
General and admINISIIAtIVE ........eevviiiiiiiiiiieeeee e 17,354 16,626 19,773
Sales and Marketing.........c.occereereeriiiciiiiereee e 9,391 9,116 9,326
Research and development ...........cceoeevieviieriieiicieeeeeeee e 13,443 10,136 7,659
Amortization of intangible assets..........ccecvreverierieriieierieeee e 631 631 635
Total OpPerating EXPENSES ........eevirueeriieniieniieieeieeeesiee e eee e 40,819 36,509 37,393
Income (10sS) from OPErations .........ccueevvereeeruerieerierieniesieeee e eeeeeeeneens 3,276 357 (11,791)
Other income (expense):
INtETESt INCOME. ... etieietiieietieiee ettt 870 309 53
INEEIESt EXPEISE ...eneiiiiiietieti e eiie et ettt st e st e e et eeaeesneeeeens 2) 3) (42)
Other non-operating eXpPense, NEt ........c..ccveevvereereerueereereeeseeseesseesaenns (188) (19) (192)
Total other income (€XPense), NEt .........cccuveueeeeriereenieeieeeeneeneeenees 680 287 (181)
Income (1oss) before INCOME tAXES ....eevvverveerveeieerieriereeie e 3,956 644 (11,972)
Benefit from iNCOME taXeS........ccveeriierieeiiieeiie e e e e ereeeeee e (8,394) (390) (334)
Net iNCOME (10SS) ..uvviiririeeiiriietieteeete et ete ettt eb et b e es b seens $ 12,350 $ 1,034 § (11,638)
Income (loss) per share:
BaSIC .ottt e $ 023 § 002 $ (0.22)
DIIULEA. ..ttt $ 022 § 002 § (0.22)
Number of shares used in per share calculations:
BaSIC ..ttt e 53,701 52,341 52,151
DIIULEA .. 55,612 55,451 52,151

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

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME (LOSS)

Years Ended December 31,

2017 2016 2015
(In thousands)
Net iNCOME (10SS) ..evveviiereeteeete ettt $ 12,350 $ 1,034 § (11,638)
Other comprehensive (loss) income, net of tax:
Foreign currency translation adjustments ............ccccevevererencneeieneane 57 27 4
Unrealized (loss) income on investments ...........c.cceeverevevreeeneeneeennn (64) 27 5
Other comprehensive (loss) income, net of tax .........ccceevveeeveeieennnnne. (7 (54) 9
Comprehensive income (10SS).......cevveeerririeiiriieeireeeesieeee e $ 12,343  $ 980 § (11,629)

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

CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY

Years Ended December 31, 2017, 2016 and 2015

Accumulated
Additional Other Total
Common Stock Treasury Stock Paid-in Comprehensive  Accumulated Stockholders’
Shares Amount Shares Amount Capital Income (Loss) Deficit Equity

(In thousands)
Balance at December 31,

2014 e 54,398 $ 54 (2,479)8 (6,835)$% 124,440 § (73) $ (47,668) $ 69,918
Net 10SS .ooverveieerenieniennee — — — — — — (11,638) (11,638)
Unrealized gain on
investments ................. — — — — — 5 — 5
Foreign currency
translation adjustments — — — — — 4 — 4
Issuance of common
StOCK i 550 1 — — 1,325 — — 1,326
Employee stock-based
compensation .............. — — — — 4,044 — — 4,044
Balance at December 31,
2015 o 54,948 55 (2479  (6,835) 129,809 (64) (59,306) 63,659
Net income.........c.o..... — — — — — — 1,034 1,034
Unrealized loss on
nvestments ................. — — — — — 27 — 27)
Foreign currency
translation adjustments — — — — — 27) — (27)
Issuance of common
StOCK v 1,936 2 — — 6,598 — — 6,600
Repurchase of common
stock for treasury......... — —  (1,243)  (9,375) — — — (9,375)
Employee stock-based
compensation .............. — — — — 3,269 — — 3,269
Balance at December 31,
2016 oo 56,884 57 (3,722) (16,210) 139,676 (118) (58,272) 65,133
Net income..................... — — — — — — 12,350 12,350
Unrealized loss on
investments ................. — — — — — (64) — (64)
Foreign currency
translation adjustments — — — — — 57 — 57
Issuance of common
StOCK .o 1,284 1 — — 5,237 — — 5,238
Repurchase of common
stock for treasury......... — — (541)  (4,276) — — — (4,276)
Employee stock-based
compensation .............. — — — — 4,093 — — 4,093
Balance at December 31,
2017 o 58,168 $ 58 (4,263) $ (20,486) $ 149,006 $ (125) $ (45,922) $ 82,531

See Accompanying Notes to Consolidated Financial Statements
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ENERGY RECOVERY, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
Years Ended December 31,

2017 2016 2015
(In thousands)

Cash Flows From Operating Activities:
Net iNCOME (10SS) ..euveevririeiiieiieeiiteet ettt ettt e beeae s e eveennas $ 12,350 $ 1,034 $ (11,638)
Adjustments to reconcile net income (loss) to net cash provided by

operating activities:

Stock-based compensation.......... 4,087 3,263 4,059
Depreciation and amortization .................... 3,666 3,680 3,838
Amortization of premiums on INVEStMENTS ........cceeverreeeereerieeiereeeeeriennnas 460 174 162
Provision for warranty claims ............cccceoeoiririinineneeceeeee e 246 208 135
Reversal of accruals related to expired warranties ... (200) (236) (395)
Unrealized loss on foreign currency translation ...........ccccecceveeveenienieneennen. 144 13 1
Provision for doubtful acCoUNtS .........ccverieiiniiiiriiieeeeeen 55 76 112
Adjustments for excess or obsolete inventory ... 201 (361) (250)
Deferred iNCOME taXES......coueveiriririinieieieeeeriesteeeeet et snene (8,865) (459) (326)
Other non-cash adjuStments ...........ccecverieiiererienieeiesie e se e eeeens (196) (131) 23
Changes in operating assets and liabilities:
ACCOUNES TECEIVADIE ....evvivieeieciiciieieeeeee ettt (761) (244) (743)
Unbilled receivables.......coiiiiriieieriieieieceeiecieetee e (1,223) 1,695 (128)
Costs and estimated earnings in excess of billings (3,173) (1,825) —
TNVENLOTICS. ...ttt ettt et e e eeanes (1,250) 2,287 1,951
Prepaid and other @SSets ...........cocevevieieirinineneiceeene et 39 (402) 316
Accounts payable ........c..ccccecerveninenennn. 2,118 (360) 48
Accrued expenses and other liabilities .... 364 1,259 (708)
Income taxes payable.......c.ccceeevervieciennne 416 14 3)
Litigation settlement............... — — (1,700)
Deferred revenue, product...........ccceceruerueneee (505) 280 343
Deferred revenue, license and development.. (5,000) (5,000) 73,958
Net cash provided by operating activities ...........cceevvereerereereereerienieneeneennea 2,895 4,965 69,055
Cash Flows From Investing Activities:
A T 1T o 1<) o TR 1,538 (577) 1,665
Maturities of marketable SECUTTLIES .........eevvvvviiiieiiiieeeeeeee e 49,106 7,535 12,925
Purchases of marketable SECUTItIES.......ceevvervieierieeierieiiere et sie s (80,641) (46,552) —
Capital expenditires..........cooeveeeereneneneeeeceenn (7,376) (1,112) (572)
Net cash (used in) provided by investing activities (37,373) (40,706) 14,018
Cash Flows From Financing Activities:
Net proceeds from issuance of common StOCK .........cceevveeveeiecrenervenieennnne 5,508 6,600 1,326
Tax payment for employee shares withheld...........cccccovvevieniiieniinieienes (270) — —
Proceeds from long-term debt — — 55
Repayment of long-term debt...........occovereiieiiiiiiiereeeeee e (11) (10) (7
Repurchase of common StOCK.........c.eevereriiniiriienienierieeieeceeeeee e (4,276) (9,375) —
Net cash provided by (used in) financing activities...........oceevverveeveeriereenuenen. 951 (2,785) 1,374
Effect of exchange rate differences on cash and cash equivalents ................. (57) (41) a7
Net change in cash and cash equivalents............ccceeceererieniniienencenenecieeee (33,584) (38,567) 84,430
Cash and cash equivalents, beginning of year..........ccccceceeveeverienencenicneennene 61,364 99,931 15,501
Cash and cash equivalents, end Of Year.........cccecevvieririeniinieieseee e $ 27,780 $ 61,364 $ 99,931
Supplemental disclosure of cash flow information:
Cash paid fOr INEIESt .......cevveiieieiitieieiee et $ 2 3 33 42
Cash received for income tax refunds ........ccovevevvievereeirieinieieeeeeeseieeenes $ 16 § 2 3 4
Cash paid fOr INCOME TAXES ......eueeuiriiriiieieieiieie et $ 57 $ 51 8§ 24
Supplemental disclosure of non-cash transactions:
Purchases of property and equipment in trade accounts payable and
accrued expenses and other Habilities .........cccvvveerveeirieeenieiieeeee $ 475  § 66 3 43

See Accompanying Notes to Consolidated Financial Statements
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ENERGY RECOVERY, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Note 1 — Description of Business and Significant Accounting Policies

99 < 99

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 products make industrial processes more operationally and capital
expenditure efficient. 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™, IsoBoost*, 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 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.

Reclassifications

Certain prior year amounts have been reclassified in the Consolidated Statements of Cash Flows and certain Notes to
Consolidated Financial Statements to conform to the current year presentation.

Use of Estimates

The preparation of Consolidated Financial Statements in conformity with United States (“U.S.”) generally accepted
accounting principles (“U.S. GAAP”) requires the Company’s management to make judgments, assumptions, and estimates
that affect the amounts reported in the Consolidated Financial Statements and accompanying Notes to 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 its reported financial results are revenue recognition;
capitalization of research and development assets; allowance for doubtful accounts; 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 differ materially from those estimates. For example, the Company records impairment losses on long-lived assets used
in operations when events and circumstances indicate that long-lived assets might be impaired and the undiscounted cash
flows estimated to be generated by those assets are less than the carrying amounts of those assets. The Company’s estimate
of undiscounted cash flows, at December 31, 2017 and 2016 indicated that such carrying amounts were expected to be
recovered. Nonetheless, it is possible that the estimate of undiscounted cash flows may change in the future resulting in the
need to write down those assets to fair value.

Cash and Cash Equivalents

The Company considers all highly liquid investments with an original or remaining maturity of three months or less
at the time of purchase to be cash equivalents. Cash equivalents are stated at cost, which approximates fair value. The
Company’s cash and cash equivalents are maintained primarily in demand deposit accounts with large financial institutions
and in institutional money market funds. The Company monitors the creditworthiness of the financial institutions and
institutional money market funds in which the Company invests its surplus funds. The Company has experienced no credit
losses from its cash investments.
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ENERGY RECOVERY, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Allowances for Doubtful Accounts

The Company records a provision for doubtful accounts based on historical experience and a detailed assessment of
the collectability of its accounts receivable. In estimating the allowance for doubtful accounts, the Company considers, among
other factors, the aging of the accounts receivable, its historical write-offs, the credit worthiness of each customer, and general
economic conditions. Account balances are charged off against the allowance when the Company believes that it is probable
that the receivable will not be recovered. Actual write-offs may be in excess of the Company’s estimated allowance.

Short-Term and Long-Term Investments

The Company’s short-term and long-term investments consist primarily of investment-grade debt securities, all of
which are classified as available-for-sale. Available-for-sale securities are carried at fair value. Amortization or accretion of
premium or discount is included in other income (expense) on the Consolidated Statements of Operations. Changes in the
fair value of available-for-sale securities are reported as a component of accumulated other comprehensive loss within
stockholders’ equity on the Consolidated Balance Sheet. Realized gains and losses on the sale of available-for-sale securities
are determined by specific identification of the cost basis of each security. Short-term investments mature within 12 months.
As of December 31, 2017 and 2016, the Company had no long-term investments.

Inventories

Inventories are stated at the lower of cost (using the first-in, first-out “FIFO” method) or market. The Company
calculates inventory valuation adjustments for excess and obsolete inventory based on current inventory levels, movement,
expected useful lives, and estimated future demand of the products and spare parts.

Property and Equipment

Property and equipment is recorded at cost and reduced by accumulated depreciation. Depreciation expense is
recognized over the estimated useful lives of the assets using the straight-line method. Estimated useful lives are three to ten
years. Certain equipment used in the development and manufacturing of ceramic components is depreciated over estimated
useful lives of up to 10 years. Leasehold improvements represent remodeling and retrofitting costs for leased office and
manufacturing space and are depreciated over the shorter of either the estimated useful lives or the term of the lease. Software
purchased for internal use consists primarily of amounts paid for perpetual licenses to third-party software providers and
installation costs. Software is depreciated over the estimated useful lives of three to five years. Tangible assets acquired for
research and development (“R&D”) activities and have alternative use are capitalized over the useful life of the acquired
asset. Estimated useful lives are periodically reviewed, and when appropriate, changes are made prospectively. When certain
events or changes in operating conditions occur, asset lives may be adjusted and an impairment assessment may be performed
on the recoverability of the carrying amounts. Maintenance and repairs are charged directly to expense as incurred.

Goodwill and Other Intangible Assets

The purchase price of an acquired company is allocated between intangible assets and the net tangible assets of the
acquired business with the residual purchase price recorded as goodwill. The determination of the value of the intangible
assets acquired involves certain judgments and estimates. These judgments can include, but are not limited to, the cash flows
that an asset is expected to generate in the future and the appropriate weighted average cost of capital.

Acquired intangible assets with determinable useful lives are amortized on a straight-line or accelerated basis over the
estimated periods benefited, ranging from one to 20 years. Acquired intangible assets with contractual terms are amortized
over their respective legal or contractual lives. Customer relationships and other non-contractual intangible assets with
determinable lives are amortized over periods ranging from five to 20 years.
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The Company evaluates the recoverability of long-lived assets by comparing the carrying amount of an asset to
estimated future net undiscounted cash flows generated by the asset. If such assets are considered to be impaired, the
impairment recognized is measured as the amount by which the carrying amount of the assets exceeds the fair value of the
assets. The evaluation of recoverability involves estimates of future operating cash flows based upon certain forecasted
assumptions, including, but not limited to, revenue growth rates, gross profit margins, and operating expenses over the
expected remaining useful life of the related asset. A shortfall in these estimated operating cash flows could result in an
impairment charge in the future.

Goodwill is not amortized, but is evaluated annually for impairment at the reporting unit level or when indicators of a
potential impairment are present. The Company estimates the fair value of the reporting unit using the discounted cash flow
and market approaches. Forecast of future cash flows are based on the Company’s best estimate of future net sales and
operating expenses, based primarily on expected category expansion, pricing, market segment, and general economic
conditions.

As of December 31, 2017 and 2016, acquired intangibles, including goodwill, relate to the acquisition of Pump
Engineering, LLC during the fourth quarter of 2009. See Note 6, “Goodwill and Intangible Assets,” for further discussion of
intangible assets.

Fair Value of Financial Instruments

The Company’s financial instruments include cash and cash equivalents, restricted cash, investments in marketable
securities, accounts receivable, accounts payable, and debt. The carrying amounts for these financial instruments reported in
the Consolidated Balance Sheets approximate their fair values. See Note 5, “Investments and Fair Value Measurements,” for
further discussion of fair value.

Revenue Recognition

Product and service revenue recognition — Water Segment

The Company recognizes revenue when the earnings process is complete, as evidenced by a written agreement with
the customer, transfer of title, fixed pricing that is determinable, and collection that is reasonably assured. Transfer of title
typically occurs upon shipment of the equipment pursuant to a written purchase order or contract. The portion of the sales
agreement related to the field services and training for commissioning of the Company’s devices in a desalination plant is
deferred until the Company performs such services. The Company regularly evaluates revenue arrangements to identify
deliverables and to determine whether these deliverables are separable into multiple units of accounting.

Under the Company’s revenue recognition policy, evidence of an arrangement is met when the Company has an
executed purchase order, sales order, or stand-alone contract. Typically, smaller projects utilize sales or purchase orders that
conform to standard terms and conditions.

The specified product performance criteria for the Company’s PX® energy recovery devices (“ERDs”) pertain to the
ability of the Company’s product to meet its published performance specifications and warranty provisions, which the
Company’s products have 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 PX ERDs will perform satisfactorily upon
commissioning of the plant. To ensure this successful product performance, the Company provides service consisting
principally of supervision of customer personnel and training to the customers during the commissioning of the plant. The
installation of the PX ERDs is relatively simple, requires no customization, and is performed by the customer under the
supervision of our personnel. The Company defers the value of the service and training component of the contract and
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recognize such revenue as services are rendered. Based on these factors, the Company has concluded that, for sale of PX
ERDs, as well as for turbochargers and pumps, delivery and performance have been completed upon shipment or delivery
when title transfers based on the shipping terms.

The Company performs an evaluation of customer credit worthiness on an individual contract basis to assess whether
collectability is reasonably assured. 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 90 days after product delivery. In some cases, if credit
worthiness cannot be determined, prepayment or other security is required.

The Company establishes separate units of accounting for contracts, as the Company’s mega-project (“MPD”)
contracts with customers typically include one or both of the deliverables, products or commissioning, and there is no right
of return under the terms of the contract.

Commissioning includes supervision of the installation, start-up, and training to ensure that the installation performed
by the customer which, is relatively simple and straightforward, is completed consistent with the recommendations under the
factory warranty. The commissioning services’ element of the Company’s contracts represents an incidental portion of the
total contract price and the allocable consideration for these services relative to that for the underlying products has been well
under 1% of any arrangement. Commissioning is often bundled into the large stand-alone contracts, and the Company
frequently sells products without commissioning since its product can be easily installed in a plant without supervision. These
facts and circumstances validate that the delivered element has value on a stand-alone basis and should be considered a
separate unit of accounting.

Having established separate units of accounting, the Company then allocates amounts to each unit of accounting. With
respect to products, the Company has established vendor specific objective evidence (“VSOE”) based on the price at which
such products are sold separately without commissioning services. With respect to commissioning, the Company charges out
its engineers for field visits to customers based on a stand-alone standard daily field service charge as well as a flat service
rate for travel, if applicable. This has been determined to be the VSOE of the service based on stand-alone sales of other
comparable professional services at consistent pricing.

The amount allocable to the delivered unit of account (in our case the 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 both stand-alone sale of products and professional services and the contractual pricing of products and
commissioning of services in bundled arrangements.

For large projects, stand-alone contracts are utilized. For these contracts, consistent with industry practice, the
Company’s customers typically require their suppliers, including Energy Recovery, 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 to guarantee performance. These retention payments are
generally 10% or less of the total contract amount and are due and payable when the customer is satisfied that certain specified
product performance criteria have been met upon commissioning of the desalination plant, which may be up to 24 months
from the date of product delivery as described further below.
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Under stand-alone MPD contracts, the usual payment arrangements are summarized as follows:

* an advance payment due upon execution of the contract, typically 10% to 20% of the total contract amount. This
advance payment is accounted for as deferred revenue until shipment or when products are delivered to the
customer, depending on the international commercial terms (commonly referred to as “incoterms”) and transfer of
title;

* a payment ranging from 50% to 70% of the total contract is typically due upon shipment of the product. This
payment is often divided into two parts. The first part, which is due 30 to 60 days following delivery of the product
and documentation, is invoiced upon shipment when the product revenue is recognized and results in an open
accounts receivable with the customer. The second part is typically due 90 to 120 days following product delivery
and documentation. This payment is booked to unbilled receivables upon shipment when the product revenue is
recognized, and it is invoiced to the customer upon notification that the equipment has been received or when the
time period has expired. The Company has no performance obligation to complete to be legally entitled to this
payment. It is invoiced based on the passage of time.

» a final retention payment of generally 10% or less of the contract amount is due either at the completion of plant
commissioning or upon the issuance of a stand-by letter of credit, which is typically issued up to 24 months from
the delivery date of products and documentation. This payment is recorded to unbilled receivables upon shipment
when the product revenue is recognized, and it is invoiced to the customer when it is determined that
commissioning is complete or the stand-by letter of credit has been issued. This payment is not contingent upon
the delivery of commissioning services. The Company had no performance obligation to complete to be legally
entitled to this payment. It is invoiced based on the passage of time.

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 returns have not been significant.

Shipping and handling charges billed to customers are included in product revenue. The cost of shipping to customers
is included in cost of revenue.

License, milestone payment, and royalty revenue recognition — Qil & Gas Segment

License and development revenue is comprised of the amortization of the upfront non-refundable $75.0 million
exclusivity fee received in connection with the VorTeq License Agreement entered into with Schlumberger Technology
Corporation (the “VorTeq Licensee”). See Note 15, “VorTeq Partnership and License Agreement.” The VorTeq License
Agreement comprises a 15-year exclusivity license for our VorTeq™ technology (“VorTeq”), milestone payments upon
achievement of successful tests in accordance with the Key Performance Indicators (“KPIs”), defined in the license
agreement, and, after commercialization is achieved, royalty payments for the supply and servicing of certain components of
the VorTeq. All payments are non-refundable.

The Company recognizes license and development revenue in accordance with the Financial Accounting Standards
Board (“FASB”) Accounting Standards Codification (“ASC”) 605, “Revenue Recognition,” subtopic ASC 605-25 “Revenue
with Multiple Element Arrangements” and subtopic ASC 605-28 “Revenue Recognition-Milestone Method,” which provides
accounting guidance for revenue recognition for arrangements with multiple deliverables and guidance on defining the
milestone and determining when the use of the milestone method of revenue recognition is appropriate, respectively.
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For multiple-element arrangements, each deliverable is accounted for as a separate unit of accounting if both the
following criteria are met: (1) the delivered item or items have value to the customer on a standalone basis and (2) for an
arrangement that includes a general right of return relative to the delivered item(s), delivery or performance of the undelivered
item(s) is considered probable and substantially in the Company’s control. Contingent deliverables within multiple element
arrangements are excluded from the evaluation of the units of accounting. Non-refundable, upfront license fees where the
Company has continuing obligation to perform are recognized over the period of the continuing performance obligation. The
VorTeq License Agreement was determined to include a single unit of accounting. The initial upfront fee of $75.0 million is
recognized on a straight-line basis over the 15-year term of the arrangement based on the performance period of the last or
final deliverables, which include the license and support.

The Company recognizes revenue from milestone payments when: (i) the milestone event is substantive and its
achievability has substantive uncertainty at the inception of the agreement, and (ii) it does not have ongoing performance
obligations related to the achievement of the milestone earned. Milestone payments are considered substantive if all of the
following conditions are met, the milestone payment: (a) is commensurate with either the Company’s performance subsequent
to the inception of the arrangement to achieve the milestone or the enhancement of the value of the delivered item or items
as a result of a specific outcome resulting from the Company’s performance subsequent to the inception of the arrangement
to achieve the milestone; (b) relates solely to past performance; and (c) is reasonable relative to all of the deliverables and
payment terms (including other potential milestone consideration) within the arrangement. The VorTeq License Agreement
includes two substantive milestones of $25.0 million each due on achievement of successful tests in accordance with KPIs.
No revenues associated with achievement of the milestones have been recognized to date.

Percentage-of-completion 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. It is the Company’s position that
percentage-of-completion method of accounting is appropriate for IsoBoost and IsoGen systems given the facts and
circumstances of these projects. In the event that a purchase order for an IsoBoost or IsoGen does not meet these facts and
circumstances, then percentage-of-completion method of accounting does not apply.

Revenue from fixed price contracts is recognized using the percentage-of-completion method of accounting 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 are expensed in the period in which they are 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. 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.

Research and Development Expense

R&D expenses consist of costs incurred for internal projects and for technology licensed to third parties. These costs
include the Company’s direct and research-related overhead expenses, which include salaries and other personnel-related
expenses (including stock-based compensation), occupancy-related costs, depreciation of facilities, as well as external costs
for equipment and supplies. Costs to acquire technologies that are utilized in research and development and that have no
alternative future use are expensed when incurred. All R&D costs are expensed as incurred and are included in operating
expenses.
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Warranty Costs

The Company sells products with a limited warranty for a period ranging from 18 months to 5 years. The Company
accrues for warranty costs based on estimated product failure rates, historical activity, and expectations of future costs.
Periodically, the Company evaluates and adjusts the warranty costs to the extent that actual warranty costs vary from the
original estimates.

Stock-based Compensation

The Company measures and recognize stock-based compensation expense based on the fair value measurement for all
stock-based awards made to its employees and directors, including restricted stock units (“RSUs”), restricted shares (“RS”),
and employee stock options over the requisite service period (typically the vesting period of the awards). The fair value of
RSUs and RS is based on the Company’s stock price on the date of grant. The fair value of stock options is calculated on the
date of grant using the Black-Scholes option pricing model, which requires a number of complex assumptions including
expected life, expected volatility, risk-free interest rate, and dividend yield. The estimation of awards that will ultimately vest
requires judgment, and to the extent that actual results or updated estimates differ from our current estimates, such amounts
are recorded as a cumulative adjustment in the period in which the estimates are revised. See Note 11, “Stock-based
Compensation,” for further discussion of stock-based compensation.

Foreign Currency

The Company’s reporting currency is the U.S. dollar. The functional currency of the Company’s Irish subsidiaries is
the U.S. dollar, while the functional currency of the Company’s other foreign subsidiaries is their respective local currencies.
The asset and liability accounts of the Company’s foreign subsidiaries are translated from their local currencies at the rates
in effect on the balance sheet date. Revenue and expenses are translated at average rates of exchange prevailing during the
period. Gains and losses resulting from the translation of the Company’s subsidiary balance sheets are recorded as a
component of accumulated other comprehensive income (loss). Gains and losses from foreign currency transactions are
recorded in other income (expense) in the Consolidated Statements of Operations.

Income Taxes

Current and non-current tax assets and liabilities are based upon an estimate of taxes refundable or payable for each of
the jurisdictions in which the Company is subject to tax. In the ordinary course of business, there is inherent uncertainty in
quantifying income tax positions. The Company assesses income tax positions and record tax benefits for all years subject to
examination based upon the Company’s evaluation of the facts, circumstances, and information available at the reporting
dates. For those tax positions where it is more likely than not that a tax benefit will be sustained, the Company records the
largest amount of tax benefit with a greater than 50% likelihood of being realized upon ultimate settlement with a taxing
authority that has full knowledge of all relevant information. For those income tax positions where it is not more likely than
not that a tax benefit will be sustained, no tax benefit is recognized in the financial statements. When applicable, associated
interest and penalties are recognized as a component of income tax expense. Accrued interest and penalties are included
within the related tax asset or liability on the Consolidated Balance Sheets.

Deferred income taxes are provided for temporary differences arising from differences in bases of assets and liabilities
for tax and financial reporting purposes. Deferred income taxes are recorded on temporary differences using enacted tax rates
in effect for the year in which the temporary differences are expected to reverse. The effect of a change in tax rates on deferred
tax assets and liabilities is recognized in income in the period that includes the enactment date. Deferred tax assets are reduced
by a valuation allowance when, in the opinion of management, it is more likely than not that some portion or all of the deferred
tax assets will not be realized. Significant judgment is required in determining whether and to what extent any valuation
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allowance is needed on the Company’s deferred tax assets. In making such a determination, the Company considers all
available positive and negative evidence including recent results of operations, scheduled reversals of deferred tax liabilities,
projected future income, and available tax planning strategies. See Note 9, “Income Taxes,” for further discussion of tax
valuation allowances.

On December 22, 2017, President Trump signed into law “H.R.1”, known as the “Tax Cuts and Jobs Act”, (the “Tax
Act”), which significantly changes existing U.S. tax laws. Following the enactment of the Tax Act, the Securities and
Exchange Commission (“SEC”) staff issued Staff Accounting Bulletin (“SAB”) No. 118, (“SAB 118”) which provides
guidance on accounting for the tax effects of the Tax Act. SAB 118 provides a measurement period that should not extend
beyond one year from the Tax Act enactment date for companies to complete the accounting under ASC No. 740
(“ASC 740), Income Taxes. In accordance with SAB 118, a company must reflect the income tax effects of those aspects
of the Tax Act for which the accounting under ASC 740 is complete. To the extent that a company’s accounting for certain
income tax effects of the Tax Act is incomplete but it is able to determine a reasonable estimate, it must record a provisional
estimate in the financial statements. If a company cannot determine a provisional estimate to be included in the financial
statements, it should continue to apply ASC 740 on the basis of the provisions of the tax law that were in effect immediately
before the enactment of the Tax Act. At December 31, 2017, the Company determined that given the Company’s facts and
circumstances, no provisional estimates were needed, and, therefore, the Company has booked no provisional estimates as of
December 31, 2017. See Note 9, “Income Taxes,” for a discussion of the Company’s income tax accounting related to the
Tax Act.

The Company’s operations are subject to income and transaction taxes in the U.S. and in foreign jurisdictions.
Significant estimates and judgments are required in determining the Company’s worldwide provision for income taxes. Some
of these estimates are based on interpretations of existing tax laws or regulations. The ultimate amount of tax liability may
be uncertain as a result.

Note 2 — Recent Accounting Pronouncements
Recently adopted accounting pronouncements

In March 2016, the FASB issued Accounting Standards Update (“ASU”) No. 2016-09 (“ASU 2016-097),
Compensation — Stock Compensation (Topic 718): Improvements to Employee Share-Based Payment Accounting.
ASU 2016-09 requires excess tax benefits and tax deficiencies (the difference between the deduction for tax purposes and
the compensation cost recognized for financial reporting purposes) be recognized as income tax expense or benefit in the
income statement. Previously, these amounts were recognized directly to shareholder’s equity. The excess tax benefit from
share-based compensation, previously classified as a financing activity, will be classified as an operating activity.
Additionally, cash paid when directly withholding shares on an employee’s behalf for tax withholding purposes, is classified
as a financing activity. The Company adopted this guidance on January 1, 2017. The adoption resulted in an increase to the
net operating loss carryforward deferred tax asset and a corresponding increase in valuation allowance of $6.9 million
attributable to excess tax benefits not previously recognized as they did not reduce income taxes payable. The Company
elected to continue to estimate forfeitures as part of the recognition of cost associated with equity awards. The Company
applied prospectively all excess tax benefits and tax deficiencies resulting from settlement of awards after the date of adoption.
No adjustments were recorded for any windfall benefits previously recorded in additional paid-in capital.

Recently issued accounting pronouncement not yet adopted

In May 2014, the FASB issued ASU No. 2014-09 (“ASU 2014-09”), Revenue from Contracts with Customers
(Topic 606). The update requires an entity to recognize the amount of revenue to which it expects to be entitled for the transfer
of promised goods or services to customers and will replace most existing revenue recognition guidance in GAAP when it
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becomes effective. 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. ASU 2014-09
was originally effective for annual reporting periods beginning after December 15, 2016, including interim periods within
that reporting period. On July 9, 2015, the FASB voted to approve a one-year deferral of the effective date of ASU 2014-09.
Additionally, the FASB decided to permit early adoption, but not before the original effective date (that is, annual periods
beginning after December 15, 2016). ASU 2014-09 permits the use of either the full retrospective or cumulative effect
transition (modified retrospective) method.

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 Topic 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 deferred.

To assess the impact of and to implement Topic 606, the Company formed a project team, which has operated since
2014, to evaluate internal processes. The Company plans to adopt Topic 606 as of January 1, 2018 and expects to use the full
retrospective transition method, pending the final results of our quantitative analysis of Oil & Gas segment - License Revenue
which will be completed in the first quarter of 2018. The Company continues to evaluate the effect that ASU 2014-09 will
have on its financial statements, as well as the impact that the standard will have on the Company’s disclosures. The Company
is implementing changes to its current policies and practices, and internal controls over financial reporting to address the
requirements of the standard.

Water Segment Revenue. The Company expects that the deliverables identified under the current guidance will be

consistent with the performance obligations identified under ASC 606. Revenue recognition for the performance obligations
accounted for under ASC 606 is expected to be consistent with current guidance given the transfer of control of the promised
goods or services follows the same pattern. The Company has completed the quantitative assessment of the Water segment
at December 31, 2017 and the Company does not expect the adoption of ASC 606 to have a material impact on the timing of
revenue and expense recognition.

Oil & Gas Segment - Percentage of Completion Revenue. The Company expects that the deliverables under the current
guidance will be consistent with the performance obligations identified under ASC 606. The Company is in process of

completing the quantitative assessment of the adoption impact. At this time, the Company does not expect that adoption of
ASC 606 will have a material impact on the timing of revenue and expense recognition; however, the analysis will be
completed in the first quarter of 2018. Revenue recognition for the performance obligations accounted for under ASC 606 is
expected to be materially consistent with current guidance given the transfer of control of the promised goods or services
occurs over time under ASC 606 and the Company is applying percentage of completion accounting pursuant to ASC 605-
35 under legacy GAAP.

Oil & Gas Segment - License Revenue. The Company expects to complete its assessment of the impact of ASC 606

on its licensing and development agreement during the first quarter of 2018. Based on work performed to date, the Company
expects that there may be a material difference in the timing of revenue recognition under the new standard, with the most
likely impact being an overall acceleration of the recognition of deferred revenue for this license agreement. Under existing
guidance, license revenue associated with the up-front payment is recognized on a straight-line basis over the fifteen-year
term of the license, while substantive milestone payments are to be recognized when achieved. Under ASC 606, because the
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Company concluded that the 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
performance obligation will be recognized over the period required to result in product commercialization (which is currently
estimated to be complete in 2020) instead of over the entire license period. Further, the milestone method of accounting has
been eliminated. As such, instead of recognizing the full amount of the milestone 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 recognized in a manner consistent with the measure of progress. The Company
also believes that its obligation to provide when and if available updates to its technology in the period subsequent to product
commercialization represents a distinct performance obligation from our license and development efforts. The transaction
price allocated to this stand-ready performance obligation will be recognized straight-line over the period commencing after
product commercialization. At this time, the Company is working closely with its engineering team to finalize the appropriate
measures of progress to be used to determine the amount of revenue to recognize in each period prior to product
commercialization.

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 Company expects the adoption ASU 2016-01 will not have a material impact on its
financial statements.

In February 2016, the FASB issued ASU No. 2016-02, Leases (Topic 842), which supersedes ASC Topic 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 will determine 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. The standard will be effective for annual and interim periods beginning after December 15,
2018, with early adoption permitted upon issuance. The Company plans to early adopt this standard on January 1, 2018. The
Company plans to elect the available practical expedients and expects that the adoption of ASU 2016-02 will have no impact
to its Consolidated Statement of Operations; however, it will result in a net increase in a right-of-use asset of $2.9 million
and an increase in lease liability of $3.3 million on its Consolidated Balance Sheets.

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 Topic 230. 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 is adopting
this standard as of January 1, 2018. The Company expects the adoption of ASU 2016-15 to not have a material impact on its
financial statements.

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 current 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
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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
is adopting this standard as of January 1, 2018. The Company expects the adoption of ASU 2016-16 to not have a material
impact on its financial statements.

In November 2016, the FASB issued ASU 2016-18 (“ASU 2016-18”), Statement of Cash Flows (Topic 230): Restricted
Cash. 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 is adopting this standard as of January 1, 2018. The Company expects the
adoption of ASU 2016-18 to have a material impact on its Consolidated Statements of Cash Flows based on the restricted
cash balance on the balance sheet date.

In January 2017, the FASB issued ASU No. 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 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 do not
expect the adoption of ASU 2017-04 to have a material impact on its financial statements.

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 share-base
payment award require an entity to apply modification accounting under Topic 718. ASU 2017-09 is effective for annual
periods and interim periods within those annual periods, beginning after December 15, 2017. The Company is adopting this
standard as of January 1, 2018. The Company expects the adoption of ASU 2017-09 to not have an impact on its financial
position or results of operations.

In February 2018, the FASB issued ASU No. 2018-02 (“ASU 2018-02”), Income Statement — Reporting
Comprehensive Income (Topic 220): Reclassification of Certain Tax Effects from Accumulated Other Comprehensive Income.
ASU 2018-02 was issued to address the income tax accounting treatment of the stranded tax effects within other
comprehensive income due to the prohibition of backward tracing due to an income tax rate change that was initially recorded
in other comprehensive income. This issue came about from the enactment of the Tax Act that changed the Company’s
income tax rate from 35% to 21%. ASU 2018-02 changed current accounting whereby an entity may elect to reclassify the
stranded tax effect from accumulated other comprehensive income to retained earnings. The ASU 2018-02 is effective for
periods beginning after December 15, 2018 although early adoption is permitted. The Company does not expect the adoption
of ASU 2018-02 to have a material impact on its financial position or results of operations.
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Note 3 — Income (Loss) Per Share

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

Diluted net income (loss) per common share reflects the potential dilution that would occur if outstanding stock options
to purchase common stock were exercised for common stock, using the treasury stock method, and the common stock
underlying outstanding restricted award was issued. Diluted earnings per share for the years ended December 31, 2017, 2016
and 2015, includes the dilutive effects of stock options and RSUs. Certain common stock issuable under stock options and
RSUs have been omitted from the 2017, 2016 and 2015 diluted net income per share calculations because their inclusion is
considered anti-dilutive.

The computation of basic and diluted net income (loss) per share is presented in the following table.

Year Ended December 31,
2017 2016 2015
(In thousands, except per share amounts)

Numerator:

Net INCOME (J0SS) vvvvirieiieirieriiitiete ettt ettt ettt ettt esaeste e ebeeasese e $ 12,350 § 1,034 $ (11,638)
Denominator:

Basic weighted average common shares outstanding.............coocevvevvevveneecnenne 53,701 52,341 52,151

Weighted average effect of dilutive stock awards...........cccecevirinincnnncnenn. 1,911 3,110 —

Diluted weighted average common shares outstanding...........c.ccccecceeerenvenenene 55,612 55,451 52,151

Net income (loss) per share:
BaaSIC. ..ttt ettt $ 023 § 002 § (0.22)
............................................................................................................. $ 022 $ 002 $ (0.22)

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

Year Ended December 31,

2017 2016 2015
(In thousands)

Anti-dilutive shares excluded from net income (loss) per share calculation........ 1,810 2,987 7,198
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Note 4 — Other Financial Information
Cash, Cash Equivalents and Restricted Cash

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 7, “Long-term Debt and
Lines of Credit,” for additional discussion related to the Company’s stand-by letters of credit and restricted cash requirements.

The Company’s cash, cash equivalents, and restricted cash are presented in the table below.

December 31, December 31,
2017 2016
(In thousands)
Cash and cash EQUIVAIEILS ..........eouiiiiiiieieiiec ettt ettt sttt et be st et et e s eseebeneeneas $ 27,780 $ 61,364
RESIICIEA CASNL....eeeeiiiiii ettt ettt ettt et e et e e et e eteeetaeeseeeateereeenneeeneean 2,846 4,384
Total Cash, cash equivalents, and Restricted cash ...........cccoeierieriiiienirieneeecceee e $ 30,626 $ 65,748

Unbilled Receivables

The Company’s unbilled receivables pertaining to customer contractual holdback provisions, whereby the Company
will invoice the final retention payment(s) due under certain sales contracts within 12 months. Customer holdbacks represent
amounts intended to provide a form of security for the customer; accordingly, these receivables have not been discounted to
present value. As of December 31, 2017 and 2016, all unbilled receivables were current.

Cost and Estimated Earnings in Excess of Billings

Cost and estimated earnings on uncompleted contracts is presented in the following table.

December 31, December 31,
2017 2016
(In thousands)

Estimated €arnings t0 date.........cc.eevuirirrierieieieeierte ettt ettt sttt sttt ae et st e e bt et sreens $ 6,000 $ 2,170
EStimated COSES 10 QALE .....vviiuviieieiii ettt et e et eete et e et e e et e eaeeeaeeeseeeaneeseeenreeeneean (4,525) (1,496)
1,475 674

2,718 82

TOMAL ..ottt $ 4193 $ 756

Included in accompanying balance sheets:

Cost and estimated earnings in eXcess 0f DIllINGS .......coviririiiiiiiiiiiinec e $ 4,998 $ 1,825
Unbilled Project COSES........oiiiiiiiiiiiiiiiii (805) (1,069)

TOTAL ..ttt b ettt b bttt ettt nben $ 4,193 $ 756

Unbilled project costs are included in Accrued expenses and other current liabilities on the Consolidated Balance
Sheets.
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Inventories

Inventories are stated at the lower of cost (using the first-in, first-out method) or market and are presented by category
in the following table.

December 31, December 31,
2017 2016
(In thousands)
RAW MALETIALS ......eiveieiecee ettt ettt ettt e e et e ea e et e eae et e eae et e aeeateeaeestesaseneesaeentesaeeneaneins $ 1,899 § 1,783
WOTK 11 PIOCESS ...ttt ettt ettt b et e e a sttt be st et et e st es e et e b e s et e st eneeneeneaneseenee 2,191 1,146
FINISREA GOOMS. ... ecuiiiieieeiieeeeee ettt ettt et e e s st e b e atesbe et e saeennenreens 1,424 1,621
INVENEOTIES, TEL.....c.veiiriiitieetie ettt ettt ettt e et e e ete e e aaeeeaeeeateeeaeseseeeaseeseeeaseeeseeeaseeasseenseesnseenns $ 5,514 $ 4,550

Valuation adjustments for excess and obsolete inventory, reflected as a reduction of inventory at December 31, 2017
and 2016 was $0.7 million and $1.4 million, respectively.

Prepaid and Other Current Assets

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

December 31, December 31,
2017 2016
(In thousands)
INEETESE TECEIVADIC. ...ttt ettt ettt eaeaenas $ 439 § 272
SUPPHET AAVANCES .....c.euiiiiiitiierieeiee ettt ettt ettt st b et aesaeneen 124 73
INSULANCE ... 256 231
Software license 193 216
Other prepaid expenses and CUITENE @SSELS.........coueueureirerirterteeeteese ettt et et sttt esesreseeaenne 330 519
Total prepaid and Other CUITENE ASSELS .......c.coveuerieuiririeuirietirreieirieenr ettt es e eene $ 1,342 $ 1,311
Property and Equipment
Property and equipment held for use by category are presented in the following table.
December 31, December 31,
2017 2016
(In thousands)

Machinery and EQUIPINIENL ........ooueuieieuieiieteiteteiett et ete ettt eseetesbesbe e eseeaeeseebesbesseeeneeneeseesesseesensens $ 20,813 $ 14,781
Leasehold IMPIOVEIMENLS ..........c.ieueuirieuiiireirietirereeetet ettt et st se b e 10,458 10,326
Software 2,985 2,382
Office equipment, furniture, and fIXTUIES .........ccoeirieiririiiieieeeecereeeeee e 2,699 1,910
AULOMODIIES ... 114 114
CONSIIUCHION 1N PIOZIESS .c..uveuvenrureueetertententetentesteteetestestessentesteseeseetestestemteseeseebeetesbe e et eneeneeseebessenaenne 466 515
Total property and EQUIPIMENT ...........ceiiriiririeieiiet ettt ettt ettt ebe et besee e esee e eseeeeanens 37,535 30,028
Less: accumulated depreciation and amortization .............ocoeeueieeeirinenierieieene et (24,142) (21,385)
Property and eqUIPMENt, NEt........ccveiierierieierieeiereetereetete et eteseeseeseesaeseeesesseessessesssesseessessenns $ 13393  § 8,643
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Construction in progress costs at December 31, 2017 primarily relates to R&D equipment received but not placed in
service. Construction in progress costs at December 31, 2016 primarily relates to software and system upgrades.

Depreciation expense related to all depreciable property and equipment is presented in the following table.

Years Ended December 31,

2017 2016 2015
(In thousands)

Depreciation EXPENSE ......c.eeveeeerueriieieriietesteeiesteestesteeseesseeseesseeneensesesensesseensenses $ 3,035 $ 3,049 3 3,203

Accrued Expenses and Other Current Liabilities

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

December 31, December 31,
2017 2016
(In thousands)
Payroll and commisSions PAYADIC. ........ccueiveiirieiierieeiere et et e ete e eeae e eae e esesseessesseensessaensenes $ 6,071 $ 5,697
Other accrued expenses and current liabilities...........ocooiveiriiiiiiniiiinice 2,446 2,253
UNDIIIEA PIOJECE COSLS ...vnvevinreriniriiieiteiirteitr ettt ettt ettt ettt be sttt s bt be e ene st saenen 805 1,069
Total accrued expenses and other current liabilities...........ccocooeiiiiiiiiiiiiiniiice, $ 9322 $ 9,019
Deferred Revenue
Deferred revenue by category are presented in the following table.
December 31, December 31,
2017 2016

(In thousands)

Current deferred revenue

Deferred license and development reVenue, CUTENL............eoueeeieuirierterieeeeeieeteeeesteseeeeseeneseeseeneens $ 5,000 $ 5,000
Deferred product TEVENUE, CUITENL. .......ecvirtieierieeteteetieteetterteeteeteseeetesseesbesteeseesseensessesseensesseesseens 611 1,201
Total current deferred TEVENMUE. .........eiuiriiiriiriiete ettt st 5,611 6,201

Non-current deferred revenue

Deferred license and development revenue, NON-CUITENE .........ccververeeruereeruereesuenseessensessaensessaensenes 58,958 63,958
Deferred product reVenue, NON=CUITENL ...........ccuereertirierieriierieeeesiesieetesteetesteesesseenseseeensessesssessenns 48 —
Total non-current deferred revenue 59,006 63,958
TOtal AEfEITEA TEVEIIUE ...ttt e et e e e e e et e e e e e s s eannaaeeeeeeeeaans $ 64,617 $ 70,159
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Non-Current Liabilities

Other non-current liabilities consisted only of deferred rent expense.

December 31, December 31,
2017 2016
(In thousands)
Deferred rent eXpense, NON-CUITENL .........c.cc.trirterterueieeattetesteteeeseeseseeasesseeeneeseesessesseseenseseesessessenns $ 358 $ 554

Accumulated Other Comprehensive Loss

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

Total
Accumulated

Foreign Currency Other
Translation Unrealized Losses Comprehensive

Adjustments on Investments Loss

(In thousands)

Balance, December 31, 2015 ......coiviiiniiiiiiinieseee e $ 63) $ 1 $ (64)
Other comprehensive 10SS, Net........c..cccoiiiririiiiiiiiiieercceeee e 27) 27 (54)
Balance, December 31, 2016......cc.coiiiriiiiiiininenieeeeeseee e (90) (28) (118)
Other comprehensive income (loss), net .... 57 (64) @)
Balance, December 31, 2017 ......cccooiiiniiiiiiininieneecreceescetesreeeeeeee e 33) $ 92) $ (125)

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.

Advertising Expense

Advertising expense is charged to operations during the year in which it is incurred. Total advertising expense was not
material for the years ended December 31, 2017, 2016 and 2015.

Note 5 — Investments and Fair Value Measurements

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

December 31, December 31,
2017 2016
(In thousands)
Cash and cash equivalents 27,780 $ 61,364
SHOTt-TEIM INVESTMENLS. ... e.veitieiieeieieetieteetetesteetesteesesseestessessaesseeseessesseessesseensessesssesseessessesssesseessensenns 70,020 39,073
Total cash, cash equivalents and marketable SECUTILICS ..........cecueruirieriirierieeiee e $ 97,800 $ 100,437

As of December 31, 2017, available-for-sale investments of $0.3 million were reported in Cash and cash equivalents
on the Consolidated Balance Sheets. As of December 31, 2016, all available-for-sale investments were reported in Short-term
investments on the Consolidated Balance Sheets.
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Available-for-Sale Investments

The Company’s investments are all classified as available-for-sale. As of December 31, 2017 and 2016, all available-
for-sale investments were classified as short-term, with maturities less than 12 months. There were no sales of available-for-
sale investments during the years ended December 31, 2017 and 2016.

Available-for-sale investments as of December 31, 2017 and 2016 are presented in the following tables.

December 31, 2017
Gross Gross
Amortized Unrealized Unrealized
Cost Holding Gains Holding Losses Fair Value
(In thousands)
U.S. Treasury SECUITTIES. ......cuerveruereeieriereeteetereeeeeeneeee e eeens $ 16,755  $ — 3 14) $ 16,741
Corporate notes and bonds ...........cceevereeciererceenencienieeeenens 53,367 — 77 53,290
Municipal notes and bonds..........cocceeveveeiieniniininienene, 247 — — 247
Total available-for-sale investments..............oeeveveveeenne $ 70,369 $ —  § On $ 70,278
December 31, 2016
Gross Gross
Amortized Unrealized Unrealized
Cost Holding Gains Holding Losses Fair Value
(In thousands)
Corporate notes and bonds ............ccceveveveeveeeereieieeeeeenn $ 39,100 $ 6 $ 33) $ 39,073
Total available-for-sale investments.............cccoccoervevenene. $ 39,100 $ 6 3 33) $ 39,073

The Company monitors investments for other-than-temporary impairment. It was determined that unrealized gains and
losses at December 31, 2017 and 2016, 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. The Company is
unlikely to experience gains or losses if these securities are held to maturity. 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 as
of December 31, 2017 are shown by contractual maturity in the following table.

December 31, 2017

Amortized Cost Fair Value
(In thousands)

DUE 10 ONE YEAT OF L1ESS -...vititiiiienieiieiiete ettt ettt sttt se et be sttt et e ese e st e bt eteabeneenseneesesbenseneens $ 70,369 $ 70,278

Fair Value of Financial Instruments

The Company follows the authoritative guidance for fair value measurements and disclosures that, among other things,
defines fair value, establishes a consistent framework for measuring fair value, and expands disclosure for each major asset
and liability category measured at fair value on either a recurring or nonrecurring basis. Fair value is defined as an exit price
that would be received to sell an asset or paid to transfer a liability in an orderly transaction between market participants. As
such, fair value is a market-based measurement that should be determined based on assumptions that market participants
would use in pricing an asset or liability.
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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.

The carrying values of cash and cash equivalents, restricted cash, accounts receivable, unbilled receivables, cost and
estimated earnings in excess of billings, accounts payable, and other accrued expenses approximate fair value due to the
short-term maturity of those instruments. 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.

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

Fair Value Measurement at Reporting Date Using

December 31, Level 1 Level 2 Level 3
2017 Inputs Inputs Inputs

(In thousands)

Assets:

Cash equivalents

Corporate notes and bonds 258 § — 3 258 % —
Total cash equivalents ..........coceoeeeeeieririnenieeeeene 258 — 258 —
Short-term investments

U.S. Treasury SECUITHIES .....ccueruerreeruerreeierieeienieeieneesieenees 16,741 — 16,741 —
Corporate notes and bonds ...........ccceveeveerieiierenienieneenns 53,032 — 53,032 —
Municipal notes and bonds...........ceceeverireneiininenenene 247 — 247 —
Total short-term INVeStMents ............cceeeveeeveereeeiveenneens 70,020 — 70,020 —
TOtA] ASSELS.c.vveeeeeeeeeeeeeeeeeeeeeeeee e eeeeee e eeeeeeeeeeeeeenenes $ 70,278 $ — 3 70,278 $ —

Fair Value Measurement at Reporting Date Using

December 31, Level 1 Level 2 Level 3
2016 Inputs Inputs Inputs

(In thousands)

Assets:

Short-term investments

Corporate notes and bonds ...........ccccoevevveriecieinenenieienne. $ 39,073  $ — S 39,073 $ —
Total short-term Investments ............ocovveeveeeiivvveeeeineeens 39,073 — 39,073 —
TOtAl ASSELS....veeeeeeeeeeeeeeeeee e $ 39,073  $ — 3 39,073  $ —

During the years ended December 31, 2017 and 2016, the Company had no transfers of financial assets and liabilities
between Level 1 and Level 2.

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 December 31,2017 and 2016 are summarized in the following
table. All of the Company’s available-for-sale investments were short-term with maturities less than 12 months. Available-
for-sale investments that were in an unrealized gain position have been excluded from the following table.
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December 31, 2017 December 31, 2016
Gross Gross
Unrealized Unrealized
Fair Value Losses Fair Value Losses

(In thousands)

U.S. Treasury SCCUTITHICS. ....ccveverreererrerrerieeeenieereseeserenennns $ 10,162 $ (14) $ — 3 _
Corporate notes and bonds .........ccccceeevireneneneneeceeeen 53,222 77) 29,667 (33)
Municipal notes and bonds..........cccceevieeerieniieninieeee 247 _ _ _

Total available-for-sale investments...............cc.coevveeveeenen.. $ 63,631 $ [CI 29,667 $ (33)

Note 6 — Goodwill and Intangible Assets
Goodwill

The net carrying amount of goodwill as of December 31, 2017 and 2016 was $12.8 million. Goodwill resulted from
the Company’s acquisition of Pump Engineering, LLC in December 2009. The Company’s annual impairment test performed
as of July 1, 2017 determined that goodwill was not impaired. As of December 31,2017 and 2016, no impairment of goodwill
has been recorded in the accompanying 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.

December 31, 2017
Gross Accumulated Net Weighted
Carrying Accumulated Impairment Carrying Average
Amount Amortization Losses Amount Useful Life

(In thousands, except for weighted average useful life)

Developed technology ............cccoeveveneene. $ 6,100 $ (4,931) $ — 8 1,169 10
Patents ......coovveniiniiie 585 (443) (42) 100 18
Total ..o $ 6,685 $ (5,374) $ 42) $ 1,269
December 31, 2016
Gross Accumulated Net Weighted
Carrying Accumulated Impairment Carrying Average
Amount Amortization Losses Amount Useful Life

(In thousands, except for weighted average useful life)

Developed technology ..........cccceceeveuenne $ 6,100 $ 4,321) $ — 3 1,779 10
Patents 585 (422) (42) 121 18
Total 6,685 $ (4,743) S 42) $ 1,900

Accumulated impairment losses for patents at December 31, 2017 and 2016 include impairment losses from 2007 and
2010. No other impairment of intangible assets was identified during the periods presented for intangible assets.

Amortization of intangibles was $0.6 million for each of the years ended December 31, 2017, 2016 and 2015.

Future estimated amortization expense as of December 31, 2017 on intangible assets is presented in the following
table.
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Future
Amortization

(In thousands)

Year
20T ettt ettt a bbbt h bt h e bt eh e bt e h e et e h e e bt ekt et e eh e oAbt ekt en b e eh e ea bt eh e e be e bt e bt eh e e beeh e e bt eatenbeentenbeentente $ 629
2079 et bt a ekt h e H e h et e h e bt h ettt h et h et b e et es et b e et ae sttt eaees 575
2020 ettt h et bbbttt b bt h e Rt bt et e bt e Rt e b e Rt e bt eh et b e e a bt eh e et eb e e b eh e et e e bt et e bt et e nbeennen 16
2021 ettt h bt h et h e bt e h e et e e bt e bt ekt et e eh e e bt ekt enteeh e ea bt et e e bt e h e e bt eh e e beeh e e bt eatebeentenbeentente 12
2022 ettt b e e a et a bt e h et h e bbbt e bt e bt et e e et e ae e bt e e e et ea e e bt et e nteeaeenneeenenee 11
TRETEATICT ...ttt sttt e b et s bt e st e e bt e st e e bt e st e e bt et e eh e e bt eb e et e eh b et e ebt et e ebe et e eaeenbes 26
Total

.......................................................................................................................................................................... $ 1,269
Note 7 — Long-term Debt and Lines of Credit
Installment Loan

In March 2015, the Company entered into a loan agreement with a financial institution for a $55 thousand fixed-rate
installment loan with an annual interest rate of 6.35%. The loan is payable in equal monthly installments and matures on
April 2, 2020. The note is secured by the asset purchased.

Long-term debt as of December 31, 2017 and 2016 is presented in the following table.

December 31, December 31,
2017 2016

(In thousands)

LOAN PAYADIE ...ttt ettt ettt ettt h ettt a et bt et e b et et n e ae bt ket et e b e st eneeneebeesensenes $ 27 $ 38
LLeSS: CUITENE POTTION.....viniteniieiiteiiietitetent ettt ettt ettt bbbt et sae e s bt e s bt saese s bt neebennenenens (11) (11)
Total Iong-term deDt..........cioiiiiiiiiiiiiiiiii s $ 16 $ 27
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Future minimum principal payments due under long-term debt arrangements as of December 31, 2017 is presented in
the following table.

Future Minimum
Payments

(In thousands)

11
12

4
TOTAL .ttt ettt ettt ettt et e st et e e bt et et et e a e e Rt et e eh e ek e R et easeneeR e eR e eR e b e s enteRe ekt eb et et e st enteseebeese et ensententeseanen $ 27

Loans and Stand-by Letters of Credit
Loan Agreement

In June 2012, the Company entered into a loan agreement with a financial institution (“Financial Institution 1”’). The
loan agreement was amended in June 2015, (as amended, the “Loan Agreement”). The Loan Agreement provided for a total
available credit line of $16.0 million. Under the Loan Agreement, the Company was allowed to draw advances not to exceed
the lesser of the $16.0 million credit line or the credit line minus all outstanding revolving loans. Revolving loans could be
in the form of a base rate loan that bore interest equal to the prime rate or a Eurodollar loan that bore interest equal to the
adjusted LIBOR rate plus 1.25%. The Loan Agreement was terminated in January 2017.

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. Under the Loan and Pledge Agreement, the
Company is allowed to borrow and request letters of credit against the eligible assets held from time to time in the pledged
account maintained with Financial Institution 2. Revolving loans incur interest per annum at a base rate equal to the LIBOR
rate plus 1.5%. Any default bears the aforementioned interest rate plus an additional 2%. The unused portion of the credit
line is subject to a fee equal to the product of 0.2% per annum multiplied by the difference, if positive, between $16.0 million
and the average daily balance of all advances under the committed facility plus aggregate average daily undrawn amounts of
all letters of credit issued under the committed facility during the immediately preceding month or portion thereof. The Loan
and Pledge Agreement was amended on March 17, 2017 to increase the amount of allowable stand-by letters of credit held
with financial institutions other than Financial Institution 2 from $4.1 million to $5.1 million.

Stand-by Letters of Credit

In connection with the Loan Agreement, Financial Institution 1 issued stand-by letters of credit to the Company that
were subject to customary fees and expenses for issuance or renewal. The unused portion of the credit facility was subject to
a facility fee in an amount equal to 0.25% per annum of the average unused portion of the revolving line. The Loan Agreement
required the Company to maintain a cash collateral balance equal to 101% of all outstanding advances and all outstanding
stand-by letters of credit collateralized by the line of credit. With the termination of the Loan Agreement, the cash collateral
requirement was increased to 105% on all stand-by letters of credit and corporate credit cards at Financial Institution 1.
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In September 2016, Financial Institution 2 issued stand-by letters of credit to the Company that were subject to
customary fees and expenses for issuance or renewal. Initially, Financial Institution 2 required a cash collateral equal to the
full outstanding amount of the stand-by letters of credit until the Loan and Pledge Agreement was put in place on January 27,
2017. As of that same date, this cash collateral requirement was removed when the Company entered into a loan and pledge
agreement with Financial Institution 2 (see Loan and Pledge Agreement above) and replaced with pledged U.S. Investments
held at Financial Institution 2 equal to the full outstanding amount of the stand-by letters of credit. These stand-by letters of
credit are subject to fees, in an amount equal to 0.7% per annum of the face amount of the letter of credit, that are payable
quarterly and are non-refundable.

In October 2016, the Company entered into stand-by letters of credit with a financial institution (“Financial
Institution 3”). Financial Institution 3’s stand-by letters of credit are secured by a cash collateral balance required equal to
the full outstanding amount of the stand-by letters of credit.

The financial institutions where the outstanding amounts of stand-by letters of credit are collateralized by restricted
cash or pledged U.S. investments are presented in the following table.

December 31, December 31,
2017 2016
(In thousands)
FInancial INSTHIUTION ©....coviiieeiieie oottt ettt e e et e et e e e et e e aeeeeeesaaeeeaeesaeesneans $ 1,687 $ 3,080
Financial INSITULION 2.....c..eeiiiiiieiiiieeieieieeete e ettt e eete e e e et eeeeaeeeeeaeeeeeaeeeenaseeeeseeeeeareeeenseeeensneeeennes 7,745 283
Financial INSHIULION 3......c.oiiiiiiiiiie ettt ettt ettt e e et e et e eeteeeateeeaeeeaseesteeeeseeeaseeseesseeenseens 990 990
TOTAL .ottt ettt e ettt e ettt e e b e e ta e e beeetbe e beeeabeeeaaeeabeeeaaeebeeeabeenbeesaeenbeereennes $ 10,422 § 4,353

The Company’s total restricted cash balances by financial institution are presented in the following table.

December 31, December 31,
2017 2016
(In thousands)
Financial Institution 1 1,771  § 3,111
Financial INSTHIULION 20 ......oouiiiiiieiie ettt eee et e et e ete et e e eaaeeeteeeaaeeeseeenseeeseeenseeeseeeseeeseeereean — 283
Financial INSHIULION 3.....cc.eiiiiiiiiiieeeiieeieeciee ettt e et e et e et e et e eteeesbeestaeeaseesaeenseessseeseessseenseans 990 990
FInancial INSTHIULION 4.........ooviiireeiie ettt ettt ettt et e e ete e et e eetee et e e eaeeeaveeeaeeeseeesseeseeaseeeseens 85 —
TOTAL ...t et e e eee— e e e et e e e ett e e eeteeeeetteeeetaeeetaeeaaareeas $ 2,846 $ 4,384

o Financial Institution 2 requires pledged U.S. Investments in lieu of restricted cash balances as of January 27, 2017.
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Note 8 — Commitments and Contingencies
Operating Lease Obligations

The Company leases facilities under fixed non-cancellable operating leases that expire on various dates through July
2021. Future minimum lease payments are presented in the following table.

Lease Amounts
(In thousands)

Year
2018 ettt ettt ettt a et a e s Rt R e e e ARt E oAt A e Rt e R ent e R e AR e Rt e R e s hea e R en e s e R et R et et e s et ene et eneebeneenenn $ 1,788
2009 ettt ettt a ettt sea e R e At b e Rt s e A et R e Rt e s e At s e Rt s ek en s R e st eA e At s e R et e ke nteheseesese et esenteseneeseseesenennas 1,565
2020 1.ttt ettt b b sttt h ek ek et a R4 AR R Rt £tk ek ek R At E S e A e R st a etk ek ek ke n ettt e s e s s n et s bbb nene 150
2021 ettt ettt et st n e h et bR et Rea £ e A e Rt R e A et eReaE e A e At R e Rt s e s et eRen e eRen e s e Rt s es et esen s etentesenteaesensenenteseneanan 34
o3 7Y KRR $ 3,537

In October 2017, the Company entered into a sublease agreement for office space in Houston, Texas. The sublease
agreement is for a term of 3 years commencing in November 2017.

Rent and lease expense related to all of the Company’s leased property is presented in the following table.

Years Ended December 31,

2017 2016 2015
(In thousands)
Rent and 1€aSe EXPEIISE ... .c.eveieuieuietieieiieieiett ettt sttt ettt sttt ns $ 1,699 §$ 1,422 $ 1,485

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

Years Ended December 31,

2017 2016 2015
(In thousands)

Balance, beginning of year $ 406 $ 461 $ 755
Warranty costs charged to cost 0f TEVENUE.........ccuevieiiiriiiiiieienienieeeeee 246 208 135
Utilization charges against rESEIVE.......ecvevveeriereeierieeiesieseenieeeesseseeesesseesnenns (86) 27 (34)
Release of accrual related to expired Warranties .............ceoeveeveerereenieneennenne (200) (236) (395)

Balance, €nd Of YEAT ........c.c.ovivieieieeieieeieeeceeeeeeee e $ 366 $ 406 $ 461

During the year ended December 31, 2015, the Company adjusted previously established warranty reserves. The
adjustment related to expired warranties which increased gross profit and reduced net loss by $0.4 million.
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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 December 31, 2017. 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 December 31, 2017, the
Company had approximately $4.5 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 December 31, 2017 and 2016.

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 for periods ranging up to 24 months, and in some cases up to 68 months. All stand-by letters of
credit at December 31, 2017 and 2016, was $10.4 million and $4.4 million, respectively. See Note 7, “Long-term Debt and
Lines of Credit,” for additional information about the Company’s stand-by letters of credit arrangements.
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Note 9 — Income Taxes

The Company’s U.S. and foreign components of consolidated income (loss) before income taxes and the benefit from
income taxes is presented in the following table.

Years Ended December 31,

2017 2016 2015
(In thousands)
Income (loss) before income taxes:
LS ettt ettt bttt ae bttt e s se st b se b ene e $ 11,992 § 6,158 $ (7,566)
FOT@IZI .ttt ettt ettt s st et e beneenens (7,726) (5,514) (4,406)
Total income (loss) before income taxes 4,266 $ 644 $ (11,972)
Current tax provision (benefit):
FEACTAL ...ttt $ 41 3 — 8 —
SEALE ...ttt ettt ettt ettt ettt ettt et s e b eae ettt ebe st b seesese s tesenenea 12 16 3)
FOT@IGN ..ottt ettt et eetaeaesseensessaensennees 18 46 20
CUITENt tAX PIOVISION ...vevivietinierierierietestetesteeeeseesessessesseseeseeseesessessesseseesennes $ 471  $ 62 $ 17
Deferred tax (benefit) provision:
Federal 8,997 $ 248§ 225
State ....... (1,138) 3 a7
Foreign 1,270 (703) (559)
Total deferred tax BENEfit .......cceevvievieiiiiieiiceeeeeee e $ (8,865) $ 452) §$ (351)
Total benefit for iNCOME tAXES .....cecvirvieieriieeierieticteeee e $ 8,394) § (390) § (334)

On December 22, 2017, President Trump signed into law the Tax Act, which significantly changes existing U.S. tax
laws, including a reduction in the corporate tax rate from 35% to 21%, a move from a worldwide tax system to a territorial
system, as well as other changes. As a result of enactment of the legislation, the Company incurred a one-time income tax
expense during the fourth quarter of 2017 of $7.0 million related to the deemed repatriation tax on accumulated foreign
earnings (of which $0.3 million is a cash charge and the remaining $6.7 million represents a non-cash discrete tax expense
largely from the utilization of net operating loss carryovers). The Company will continue to review and refine this amount as
additional guidance is provided on the taxation of deemed repatriation income through the filing of the 2017 U.S. federal
income tax return. The Company also incurred a non-cash income tax expense of $2.5 million related to the remeasurement
of certain deferred tax assets and liabilities based on the recently enacted rates from the Tax Act.

The Company continues to evaluate the impact of the tax law changes related to state income taxes, the new income
tax provisions related to global intangible low-taxed income and deductions related to foreign derived intangible income. The
Company continues to assert that the accumulated foreign earnings are permanently reinvested. The Company should have
no U.S. federal income tax obligation should the Company decide in the future to repatriate its accumulated foreign earnings.
The Company has not estimated what the future foreign income tax or state income tax impact will be if the Company decides
to repatriate its accumulate foreign earnings in the future. As of December 31, 2017, the Company did not record any
provisional estimates related to the Tax Act.
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A reconciliation of income taxes computed at the statutory federal income tax rate to the effective tax rate implied by
the accompanying Statements of Operations is presented in the following table.

Years Ended December 31,

2017 2016 2015

U.S. federal taxes at StAtULOTY TALE .....c....everveveerreeenrerieeieineeeesrereneereeeneneenevennene 34 % 34 % 34 %
State income tax, net of federal benefit .............cccceeiviiiiiiiiiieiiiiieeceeeeeee 3% 3% — %
Deemed repatriation tranSition taX..........eccvereeverierierresieesueseesiessesssesseesseseneens 165 % —% —%
Deferred tax remeasurement - Change in tax rates...... 55% — % — %
Foreign rate differential...........cccccoevvevieiieneninnieneene 44 % 359 % a7N%
Stock-based COMPENSALION ........ccuerveieieiieiiiteiieeeetc et (14)% % (8)%
Non-deductible EXPENSES.....c.eeuieieriieieriieieieeiete ettt ettt eaees 2% 13 % —%
Federal research Credits .........ooeieieirireneeeeeseee s 9% (64)% 2%
Valuation alloWanCe ...........ocevuiieieiiiiinereeee et (476)% (405)% 9)%
OBRET ...ttt bttt b b ettt )% — % 1%

EffECtiVe taX TALE ..eouvevieiietieiesieeitet ettt 197)% 61)% 3%

The Company’s total deferred tax assets and liabilities is presented in the following table.

December 31, December 31,
2017 2016

(In thousands)

Deferred tax assets:

Net operating 10Ss Carry fOrWAIdS ..........ccveviriieriieieriieieieeiete ettt ae e eeesseeseensessnenseas $ 5918 §$ 14,082
ACCTUALS ANA TESEIVES....ccviiiiiiiie et eeetee e ettt e et e e et e e ettt eeete e e e eateeeetteeeesaeeeeaeeeeeaseeeeenteeeenseens 2,816 4,896
Research and development credit carry forwards...........coccveeeeerenenenieeiinnineneeceeec e 3,957 2,609
AcQUITEd INEANGIDIES .....eeuiitiiiieieieiei ettt ettt bbbttt ne et nean 909 1,415
Charitable contributions... 11 5
Total AEfEITEA tAX @SSELS ...veiiieeiiiiieie ettt e e e e et e e eaeeeeeaaeeeeteeeeenseseeneeeeennes 13,611 23,007
Valuation QlIOWANCE. ......ccouieiuiieiieiiieeiiecie ettt et e st e et e s taeebeesaeeesbeessaeesbeessaeesseessseenseessseensaessseanes (3,411) (21,067)
NeEt dEfErTed tAX @SSELS ....eiiiveiiieiiiie ettt ettt ete e e e e e e et e e et e e eeaaeeeeaeeeseraeeseaneeeanes 10,200 1,940
Deferred tax liabilities:
Depreciation on property and €qUIPIMENL .........c.eeveruieierierierieeterieseeteeeeresteeeesseesesseesaessesseensenee (650) (630)
Unrecognized gain on translation of fOreign CUIrency ..........cccocerirererieireneneseeeeceese e 5) (40)
GOOAWILL ...ttt et b et e st e et e bt ent et e est e bt es e e teentebesneensesseeneansas (1,643) (2,233)
Total deferred tax Habilities.......ccvecvirieriiriieierie ettt st esbeees e seenaeeeas (2,298) (2,903)
Net deferred tax assets (laDIlItIESs) .......evrueuerieuiirieirieiitet e $ 7,902 $ (963)
As reported on the balance sheet:
INON-CUITENE ASSEES ..ot et eeee et eeee et eeee et eeee et e e e et eeee et eeeeeeeeese et eeeeeeeeeeenteesesreenaeeeeeneseeenneneean $ 7902 $ 1,270
INON-CUITENE HADIIILIES .....vevieiiiiieieieteie ettt sttt ettt s saean — (2,233)
Net deferred tax assets (lIaDIlItIES).....c.evveverirreirieirieiesieete et $ 7,902 § (963)
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The Company had gross deferred tax assets of approximately $13.6 million and $23.0 million at December 31, 2017
and 2016, respectively, relating principally to accrued expenses and tax effects of net operating loss and tax credit carry-
forwards. In asserting the recoverability of deferred tax assets, management considers whether it is more likely than not that
the assets will be realized. The ultimate realization of deferred tax assets is dependent upon the generation of future taxable
income during the periods in which those temporary differences become deductible.

The Company assesses the available positive and negative evidence to estimate if sufficient future taxable income will
be generated to use the existing deferred tax assets. In making such a determination, we consider all available positive and
negative evidence including recent results of operations, scheduled reversals of deferred tax liabilities, projected future
income, and available tax planning strategies.

In the U.S., significant pieces of objective positive evidence evaluated were the cumulative profit incurred in the U.S.
entity. The Company’s U.S. entity emerged out of 12 quarters of cumulative loss in the third quarter of 2017 into a position
of cumulative income, and followed in the fourth quarter of 2017 with strong results. The forecast for the Company’s U.S.
entity indicates that it is likely to continue to be in a profitable position, going forward. In addition, in December 2017, due
to the Tax Act, the Company’s U.S. entity had additional deemed repatriation income of $21.0 million. The Company’s U.S.
entity plans to use its net operating loss carryforwards to settle this transition tax, and, therefore, expects that it is more likely
than not that deferred tax assets will be used up by 2020. The impact of the Tax Act was a new piece of heavily weighted
evidence in the fourth quarter of 2017.

In Ireland, a significant piece of negative evidence was the cumulative losses of $16.6 million that incurred in the
Company’s Irish entity since inception over the three year period ended December 31, 2017. A cumulative loss in recent
years is a significant piece of negative evidence that is difficult to overcome, and there was limited positive evidence.

On the basis of this evaluation, as of December 31, 2017, the Company released the valuation allowance, totaling
$10.1 million on its U.S. federal (“Federal”) deferred tax assets and all of the Company’s U.S. state deferred tax assets with
the exception of the State of California (“California”) Research and Development (“R&D”) credit carryovers. As of
December 31, 2017, the Company continues to maintain a valuation allowance on its California R&D credit carryovers of
approximately $1.4 million. The Company will maintain a valuation allowance on its California R&D credit carryovers
because it is more likely than not, based on scheduling of utilization, that utilization would likely not occur until 2022, and it
is projected at that time that the Company will only be utilizing new California R&D credits as they are generated, that is,
not resulting in a net reduction. The Company’s policy with respect to California R&D credits is that they are utilized on a
last-in first-out basis.

In addition, as of December 31, 2017, the Company established a valuation allowance on its Irish entity’s deferred tax
assets totaling $2.0 million. The valuation allowance represents a provision for uncertainty as to the realization of tax benefits
from these deferred income tax assets. The Company will continue to evaluate the tax benefit uncertainty and will adjust, if
warranted, the valuation allowance in future periods to the extent that the Company’s deferred income tax assets become
more likely than not to be realizable.
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The following table presents the Company’s Federal, California, and foreign net operating loss carryforwards.

December 31, December 31,
2017 2016
(In thousands)
Federal 14,227  § 41,801
CAlITOINIA. ...ttt e e et e ettt e e e eat e e e et e e ettt e e etaeeeeatteeeetteeeeareeeenneas 12,081 14,009
B =T F:1 T AP PRRRRRt 16,644 10,043
Total net operating 10Ss CarryfOrwards ............coeoueieiiiierinieieieeese et $ 42952 $ 65,853

The net operating loss carryforwards, if not utilized, will begin to expire in 2019 for Federal, and 2031 for California.
Utilization of the net operating loss carryforward may be subject to a substantial annual limitation due to the ownership
change limitations provided by the U.S. Internal Revenue Code (“IRC”) and similar California provisions. The annual
limitation will result in the expiration of the net operating loss carryforwards before utilization. The Company has estimated
the amount which may ultimately be realized and recorded deferred tax assets accordingly. The Ireland net operating loss
carryforwards does not have an expiration date.

The following table presents the Company’s Federal and California R&D credit, minimum tax credit and foreign tax
credit carryforwards.

December 31, December 31,
2017 2016
(In thousands)
Federal $ 2,572 $ 1,635
(@713 7)o 1§ VOO RRRRORRRROTRTN 1,753 1,476
Total credit CarTYTOTWAIAS ......cc.eeieriieieie ettt ettt ettt et st eae et ebeseeensesaean $ 4325 $ 3,111

The federal R&D credit carryforwards, if not utilized, will start to expire in 2030. The foreign tax credit carryforwards
will begin to expire in 2026. The federal minimum tax credit carryforward will be refunded if not utilized no later than 2021.
The California credit carryforwards do not expire. Utilization of the credit carryforwards may be subject to a substantial
annual limitation due to the ownership change limitations provided by the IRC and similar California provisions.

Accounting for uncertain tax positions is based on judgment regarding the largest amount that is greater than 50%
likely of being realized upon the ultimate settlement with a taxing authority. The aggregate changes in the balance of the
gross unrecognized tax benefits is presented in the following table.

December 31, December 31,
2017 2016
(In thousands)

Gross unrecognized tax benefits as 0f December 31, ......ccovivieriiiieniinieieceeeee e $ 603 $ 394
Gross increases related to prior year taX POSItION .......c.ccvieverereerrieierieseeiesteeaesreetesseeeesesseeseenes 117 —
Gross increases related to current year tax position 191 209

Gross unrecognized tax benefits as of December 31, 911 § 603

As of December 31, 2017, the Company had $0.9 million of unrecognized tax benefits, $0.5 million of which, if
recognized, would affect our effective tax rate.
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The Company adopted the accounting policy that interest and penalties are classified as part of its income taxes. There
are no accrued interest or penalties associated with any unrecognized tax benefits.

There are currently no examinations for Federal, California taxing authorities, and foreign tax authorities. The
Company believes that, as of December 31, 2017, the gross unrecognized tax benefits will not materially change in the next
twelve months. The Company believes that it has adequately provided for any reasonably foreseeable outcomes related to
any tax audits and that any settlement will not have a material adverse effect on the consolidated financial position or results
of operations. However, there can be no assurances as to the possible outcomes.

Note 10 — Stockholder’s Equity
Preferred Stock

The Company has the authority to issue 10,000,000 shares of $0.001 par value preferred stock. The Board of Directors
has the authority, without action by the Company’s stockholders, to designate and issue shares of preferred stock in one or
more series. The Board of Directors is also authorized to designate the rights, preferences, and voting powers of each series
of preferred stock, any or all of which may be greater than the rights of the common stock including restrictions of dividends
on the common stock, dilution of the voting power of the common stock, reduction of the liquidation rights of the common
stock, and delaying or preventing a change in control of the Company without further action by the Company’s stockholders.
To date, the Board of Directors has not designated any rights, preferences, or powers of any preferred stock, and as of
December 31, 2017 and 2016, no shares of preferred stock were issued or outstanding.

Common Stock

The Company has the authority to issue 200,000,000 shares of $0.001 par value common stock. Subject to the preferred
rights of the holders of shares of any class or series of preferred stock as provided by the Board of Directors with respect to
any such class or series of preferred stock, the holders of the common stock shall be entitled to receive dividends, as and
when declared by the Board of Directors. In the event of any liquidation, dissolution, or winding up of the Company, whether
voluntary or involuntary, after the distribution or payment to the holders of shares of any class or series of preferred stock as
provided by the Board of Directors with respect to any such class or series of preferred stock, the remaining assets of the
Company available for distribution to stockholders shall be distributed among and paid to the holders of common stock
ratably in proportion to the number of shares of common stock held by them.

At December 31, 2017, 58,168,433 shares were issued and 53,905,600 shares were outstanding. At December 31,
2016, 56,884,207 shares were issued and 53,162,551 shares were outstanding.

Stock Repurchase Program

In January 2016, the Board of Directors authorized a stock repurchase program under which the Company, at the
discretion of management, could repurchase up to $6.0 million in aggregate cost of the Company’s outstanding common
stock through June 30, 2016 (the “January 2016 Authorization). In May 2016, the Board of Directors rescinded the January
2016 Authorization and authorized a new stock repurchase program under which the Company, at the discretion of
management, could repurchase up to $10.0 million in aggregate cost of the Company’s outstanding common stock through
October 31, 2016 (the “May 2016 Authorization). At December 31, 2016, 673,700 shares, at an aggregate cost of
$4.1 million, had been repurchased under the January 2016 Authorization and 568,500 shares, at an aggregate cost of
$5.3 million, had been repurchased under the May 2016 Authorization. The May 2016 Authorization expired in October 2016
and there was no repurchase authorization in place at December 31, 2016.
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In March 2017, the Board of Directors authorized a stock repurchase program under which the Company, at the
discretion of management, could repurchase up to $15.0 million in aggregate cost of the Company’s outstanding common
stock through September 30, 2017 (the “March 2017 Authorization”). As of December 31, 2017, 541,177 shares, at an
aggregate cost of $4.3 million had been repurchased under the March 2017 Authorization. The Company accounts for stock
repurchases using the cost method. Cost includes fees charged in connection with acquiring the outstanding common stock.

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. Under the newly authorized repurchase program, purchases of shares of common stock may be made 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 share buyback program 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 Company’s stock repurchase programs, from March 2012 through December 31, 2017, the Company spent
an aggregate $20.4 million to repurchase 4.3 million shares. In addition to repurchases under the Company’s stock repurchase
programs, during the year ended December 31, 2017, the Company spent $0.3 million to settle employee tax withholding
obligations due upon the vesting of RSUs and withheld an equivalent value of shares from the shares provided to the
employees upon vesting. During the years ended December 31, 2016 and 2015, the Company did not have to settle employee
tax withholding obligations due upon the vesting of RSUs since there were no RSU vestings during these periods.

Warrants

There were no warrants outstanding as of December 31, 2017. All outstanding warrants had been exercised as of
December 31, 2015.

Note 11 — Stock-based Compensation
Stock Option Plans

In June 2016, the stockholders approved the 2016 Incentive Plan (the “2016 Plan”), that permits the grant of stock
options, stock appreciation rights (“SARs”), restricted stock (“RS, RSAs, or RSUs”), performance units, performance shares,
and other stock-based awards to employees, officers, directors, and consultants. Prior to the approval of the 2016 Plan, the
Company maintained the Amended and Restated 2008 Equity Incentive Plan (the “2008 Plan”). Stock-based awards granted
under the Plan and the 2008 Plan, generally vest over 4 years and expire no more than 10 years after the date of grant. Subject
to adjustments, as provided in the 2016 Plan, the number of shares of common stock initially authorized for issuance under
the 2016 Plan was 4,441,083 shares (which consist of 3,830,000 new share awards plus 611,083 share awards that were
authorized and unissued under the 2008 Plan) plus up to 7,635,410 shares that were set aside for awards granted under the
2008 Plan that are subsequently forfeited. The 2016 Plan supersedes all previously issued stock incentive plans (including
the 2008 Plan) and is currently the only available plan from which awards may be granted.

Shares available for grant under the Plan were 3,945,653 shares and 4,532,141 shares at December 31,2017 and 2016,
respectively.
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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.

Years Ended December 31,

2017 2016 2015
(In thousands)

Stock-based compensation expense by financial line:

COSE OF TEVEIIUE ...ttt e e eaeen $ 158 § 113 8 130
General and administrative 2,218 2,057 3,139
Sales and marketing ............ 821 524 436
Research and development 890 569 354

Total stock-based compPenSation EXPENSE .......ccveverreerverrerieerieeeerieerersesnennes $ 4,087 $ 3263 $ 4,059

Stock-based compensation expense by type of award:

OPTIOMS 1.ttt ettt ettt s bt e e et et s e st s et et esesseseneeseseesesesesenes $ 3,331 $ 3,005 $ 3,915
RSUS ottt ettt ettt ettt s s b et b et b e st b es e s ese st as b eneenese s e 756 258 144

Total stock-based compensation EXPENSE ..........c.cevveveeeveeeerereerereeeereeeereeenens $ 4,087 $ 3263 $ 4,059

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.

The estimated forfeiture rates used in determining the expense in the table above are presented in the following table.

For years ended December 31,

2017 2016 2015
A-Y@AT OPLIONIS ...ttt a et sttt ae et s 16.275% 13.513% 13.737%
L-Y AT OPLIONS ...cvviveeniieeientieetesieeeteteeteeteeseeaeesaesseeseesseesaessesseensesssensesseensenssensessenns —% —% —%

Share-based compensation cost related to unvested stock options and RSU’s will generally be amortized on a
straight-line basis over the remaining average service period. The following table presents the unamortized compensation
cost and weighted average service period of all unvested outstanding awards as of December 31, 2017.

Unamortized Weighted
Compensation Average Service
Costs Period
(In thousands) (In years)
STOCK OPTIOMNS ...ttt ettt et ettt e e st s e eb e st et e e s e et es e bt se e besbe et et eneeneneenee $ 4,964 2.3
1,859 2.8
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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.

Years Ended December 31,

2017 2016 2015
(In thousands)
SEOCK OPLIONS ...ttt ettt s e eseaeeea $ 3,375 $ 2,977 $ 4,657
783 — 145
Total grant date fair value of stock options and RSUs vested during the period.. $ 4,158 3 2977 $ 4,802

Stock Option Activity

The following table summarizes the stock option activity under the 2016 Plan and 2008 Plan.

Weighted
Weighted Average
Average Remaining Aggregate
Exercise Contractual Intrinsic
Shares Price Life (in Years) Value ®

(In thousands, except for weighted average exercise price and weighted average
remaining contractual life)

6,276 $ 4.51
2,612 3.01
Exercised (350) 3.22 $ 942
FOrfeited.....ooviiieieiecieieeeee e (1,340) 3.18
Balance, December 31, 2015.......cccooviieiiieciieieeceeeeeeee 7,198 3.97
GIanted........ooevuirieieieieeeee e 904 8.63
EXEICISEA...eviviieieiieiieitete et (1,936) 3.41 14,665
FOrfeited.....coveiieieieeieieeeeeceee e (283) 5.30
Balance, December 31, 2016.... 5,883 4.81
Granted........coovereeieiiieesereeee e 677 9.57
EXEICISE....uviiiieieiieiieie ittt ettt et (1,226) 4.49 6,798
Forfeited. ... ..coiveniiieirinnieccc e (242) 6.60
Balance, December 31, 2017 ......cooveevieeeiieieeeeieeeeeeeeene 5092 $ 5.43 6.6 $ 17,735
Vested and exercisable as of December 31, 2017................. 3449 § 4.65 58 $ 14,218
Vested and exercisable as of December 31, 2017 and
expected to vest thereafter.........ocevvevevienienieieninieee, 4860 $ 5.32 6.5 $ 17,372

(' 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 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 the end of the period.
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Restricted Stock Awards
There were no RSAs outstanding as of December 31, 2017.
Restricted Stock Units

RSUs awarded in 2016 vests 25% on the first anniversary of the grant date and 1/48th monthly thereafter dependent
upon continued employment. RSUs awarded in 2017 vests 25% annually over the 4 years from date of grant and is dependent
upon continued employment. As RSUs vest, the units will be settled in shares of common stock based on a one-to-one ratio.
The units were valued based on the market price on the date of grant.

The following table summarizes the RSU activity under the 2016 Plan.

Weighted
Average
Grant-Date
Shares Fair Value

(In thousands, except for weighted
average grant-date fair value)

Balance December 31, 2014 .......oooiiiieeiieie ettt ettt et e e e et e e beestaessbe e taeerbaestaeebeennaeesaans 28 $ 5.27
VESEEA 1.ttt ettt et sttt et e st e e b e s te et e et e e st e e heenbe et e esaebe e st e teenseabeentenreesaebeeseense e (28) 5.27
Balance, December 31, 2015......cuuiiiiieeee ettt e e e e aae e — —
AWATACA ...ttt h ettt ettt b et neen 214 8.65
Balance, December 31, 2016........uoiiiiiieeiiieecieee ettt e e e aaa e 214 8.65
AWATAC ...ttt sttt ettt e st e st e s bt et et e st e b ent et e e et e beent e teentenbeeneente e 162 10.14
VESTEA .veivtitieeie ittt et ettt et e st e e s bt e tbeete e st e be e st e s teesb e beesb e bees b e bt e st et e ertenbeetb e beertenbeetsessenseenaantes 91 8.65
FOTTRIIEA . ...ttt ettt ettt bttt ettt (11) 8.52
Balance, DecembBEr 31, 2017 ......oooeioeieeeeeeeee ettt ettt e et e et e e enreeaeeas 274 9.54

Fair Value Assumptions
Stock Options

The fair value of stock options granted to employees is based on the Black-Scholes option pricing model. To determine
the inputs for the Black-Scholes option pricing model, the Company is required to develop several assumptions, which are
highly subjective. The Company determines these assumptions as follows:

Expected Term: The Company uses its historical data to determine the expected term of options based on historical
exercise data. As there was no historical exercise data for non-employee directors, the Company determines the expected
term based on the simplified method.

Expected Volatility: The Company determines expected volatility based on its historical data and the corresponding
expected term that was determined using the Company’s historical exercise data.

Risk-Free Interest Rate: The risk-free rate is based on U.S. Treasury issues with remaining terms similar to the
expected term on the stock options granted.

Dividend Yield: The Company has never declared or paid any cash dividends and do not plan to pay cash dividends in
the foreseeable future; therefore, the Company uses an expected dividend yield of zero in the valuation model.
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The estimated grant date fair values of stock options granted to employees were calculated using the Black-Scholes
option pricing model based on the assumptions in the following table.

For years ended December 31,

2017 2016 2015
Weighted average expected life (years) . 4.50 4.38 4.71
Weighted average expected VOLatility.......cceccvevvirieriinierieeieiesieeee e 80.22% 80.35% 61.79%
RiSK-TT€€ INLEIEST TALE ..ottt s 1.64% -199%  1.03%-1.32% 1.12%-2.19%
Weighted average dividend yield ..........ceoerieviininiinieiieeceeeceee e —% —% —%

Restricted Stock Units
The fair value of RSUs granted to employees is based on the Company’s common stock price on the date of grant.
Awards Granted in 2018

On February 1, 2018, the Company granted options and RSUs to certain officers and employees. The options and
RSUs granted are presented in the following table.

Expiration from

Shares Exercise Price Vesting Term» Date of Grant
810,172  $ 7.50 4 years 10 years
RISUS e 221,663 — 4 years ok

Total ... 1,031,835

**  Not applicable.
M Any unvested options and RSUs are forfeited upon the employee’s termination.

Note 12 — Business Segment

The Company is an energy solutions provider to industrial fluid flow markets worldwide. The Company manufactures
and sells high-efficiency ERDs and pumps as well as related products and services. The Company’s chief operating decision-
maker (“CODM?) is the chief executive officer (“CEO”).

The Company’s reportable operating segments consist of the Water segment and the Oil & Gas segment. These
segments are based on the industries in which the products are sold, the type of energy recovery device sold, and the related
products and services. The Water segment consists of revenue associated with products sold for use in reverse osmosis water
desalination, as well as the related identifiable expenses. The Oil & Gas segment consists of product revenue associated with
products sold for use in gas processing, chemical processing, and hydraulic fracturing and license and development revenue
associated with hydraulic fracturing, as well as related identifiable expenses. Operating income for each segment excludes
other income and expenses and certain expenses managed outside the operating segment. Costs excluded from operating
income include various corporate expenses such as income taxes and other separately managed general and administrative
expenses not related to the identified segments. Assets and liabilities are reviewed at the consolidated level by the CODM
and are not accounted for by segment. The CODM allocates resources to and assesses the performance of each operating
segment using information about its revenue and operating income (loss).
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The summary of financial information by segment is presented in the following tables.

Product revenue......................

Product cost of revenue...........

Product gross profit.............

License and development TEVENUE...........ccverierreeeerieneieieeeesiesreieeaeneeseeeseenas

Operating expenses:

General and administrative..
Sales and marketing ............
Research and development..

Amortization of intangibles.

Operating expenses

Operating income (loss) .........

Less: Corporate Operating €XPENSES ..........ceeveveeerereruererserererseresserereeresesserensenes

Consolidated Operating inCOIME ........c..coveeeuiriererienieieeeieene sttt

Non-operating income............

Income before income taxes

Product revenue......................
Product cost of revenue ...

Product gross profit.............

License and development TeVENUE..........c.ceirerierieieieiieiesieniesieeeeeieeie e

Operating expenses:

General and administrative..

Sales and marketing
Research and development..
Amortization of intangibles.

Operating expenses...........

Operating income (loss) .........

Less: Corporate operating expenses

Consolidated operating iNCOME ...........ecvererrierieerierieeeenteereieeeeeeseesesseeeeneeas

Non-operating income............

Income before income taxes
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Year Ended December 31, 2017

Water Oil & Gas Total
(In thousands)

54,301 $ 3,855 § 58,156
16,032 3,029 19,061
38,269 826 39,095
— 5,000 5,000
1,401 1,565 2,966
5,787 2,228 8,015
1,064 12,217 13,281
631 — 631
8,883 16,010 24,893
29,386 $ (10,184) 19,202
15,926
3,276
680
$ 3,956

Year Ended December 31, 2016

Water Oil & Gas Total
(In thousands)

47545 §$ 2,170  $ 49,715
16,353 1,496 17,849
31,192 674 31,866
— 5,000 5,000
1,081 1,000 2,081
5,076 2,985 8,061
1,331 8,705 10,036
631 — 631
8,119 12,690 20,809
23,073 $ (7,016) 16,057
15,700
357
287
$ 644
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Year Ended December 31, 2015

Water Oil & Gas Total
(In thousand)
ProdUuCt TEVENUE ........eoviiiiiieiieciecciee ettt ettt et e reeeneas $ 43530 $ 141 $ 43,671
Product COSt Of TEVENUE ......ocuieieiieeieiicieieeeee et 19,045 66 19,111
Product gross Profit.........eeeererieriiieierieies ettt 24,485 75 24,560
License and development TEVENUE...........ccuereerveeeerierieieeeesieseesieeeeeeeseeeaeenas — 1,042 1,042
Operating expenses:
General and admiIniStratiVe...........ccveeevieeiieeiieeieeeee e e 936 1,797 2,733
Sales and MAarketing ........c.ecveiririnieiieieeeeee e 4,918 4,070 8,988
Research and development............cocuevieieriiieninienieeee e 1,126 6,552 7,678
Amortization of intangibles 635 635
OPETAtING EXPEINSES....vveeeeeireteeeniesieteeteatestenteseeseeseseeetesseseneeseesessesseseensenes 7,615 12,419 20,034
Operating iNCOME (10SS) .....cveueruiriririiriiieiiiecrceeeee et $ 16,870 $ (11,302) 5,568
Less: Corporate operating expenses 17,359
Consolidated Operating LoSS.........ccovevueieiririnenieieieeeteese e (11,791
NON-OPETAtING EXPEIISE .....cuvenvnieiriieterteienieiteiestestesteteseese st st steeeeebeereseesseneens (181)
L0SS DEfore iNCOME TAXES ....vvemrvevirreririeiiiirenireeientereeetee ettt e $ (11,972)

Depreciation and amortization expense by segment is presented in the following table.

Years Ended December 31,

2017 2016 2015
(In thousands)
WVALCT ..ttt ettt ettt a ettt st n et neenan $ 2,723 $ 3,043 $ 3,192
Oil & Gas 448 244 203
Corporate 495 393 443
Total depreciation and amMOTrtiIZAtION..........ceeveuirieieririeirieeeeeeeeee e $ 3,666 $ 3,680 $ 3,838
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Note 13 — Geographical Information and Concentrations
Product Revenue

The following geographic information includes product revenue to the Company’s U.S. and international customers
based on the customers’ requested delivery locations, except for certain cases in which the customer directed the Company
to deliver its products to a location that differs from the known ultimate location of use. In such cases, the ultimate location
of use, rather than the delivery location, is reflected in the table below.

Years Ended December 31,
2017 2016 2015

(In thousands, except for percentages)

Product revenue by geographic location:

UNIEEA STALES ...veveeeeieeeeee ettt ettt te et e et e et e enteaeeaeeneeereeeeeneans $ 1,839 $ 1,203 $ 2,861
INternational ..........coovviiiiiiiiiiiee e 56,317 48,512 40,810
Total ProdUCE TEVENUE .......coveuieeiiieeiieieietee ettt e $ 58,156 $ 49,715 $ 43,671

Product revenue by country:

15% 8% 6%

13 14 3

9 13 8

1 8 13

9 3 12

2 2 10

ORETS Dttt sttt ees 51 52 48
TOLAL ..ttt ettt ettt ettt b bbbt e neenas 100% 100% 100%

M TIncludes remaining countries not separately disclosed. No country in this line item accounted for more than 10% of the
Company’s product revenue during any of the years presented.

Product Revenue - Customer Concentration

Product revenue from customers representing 10% or more of product revenue varies from period to period. For the
year ended December 31, 2017, no customer represent 10% or more of the Company’s product revenue. For the years ended
December 31, 2016 and 2015, one customer, the same customer in both years, represented 11% and 14% of the Company’s
product revenues, respectively.

License and Development

One international Oil & Gas segment customer accounts for 100% of the Company’s license and development revenue
for the years ended December 31, 2017, 2016 and 2015.
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Customers

The Company’s accounts receivable are derived from sales to customers located around the world. The Company
generally does not require collateral to support customer receivables, but frequently requires export letters of credit securing
payment. The Company performs ongoing evaluations of its customers’ financial condition and periodically reviews credit
risk associated with receivables. An allowance for doubtful accounts is determined with respect to receivable amounts that
we have determined to be doubtful of collection using specific identification of doubtful accounts and an aging of receivables
analysis based on invoice due dates. Actual collection losses may differ from the Company’s estimates, and such differences
could be material to the financial position, results of operations, and cash flows. Uncollectible receivables are written off
against the allowance for doubtful accounts when all efforts to collect them have been exhausted, while recoveries are
recognized when they are received.

Customers accounting for 10% or more of the Company’s combined accounts receivable and unbilled receivables by
segment are presented in the following table.

December 31, December 31,
Segment 2017 2016
CUSTOINET A ...ttt ettt ettt ettt et sb et s bt et sbe et e s bt et e sbeebesbeentesbeeneas Water 16% Hok
CUSLOMET Bl Water 10 *x
CUSTOINET C.ooiniiietteee ettt ettt ettt e Water 11 Hok
CUSLOMET D ..ottt et Water ok 13%
CUSLOMET E ... Oil & Gas 26 16

Less than 10%
Vendor Concentration

Vendors accounting for 10% or more of the Company’s combined accounts payable by segment are presented in the
following table.

December 31, December 31,
Segment 2017 2016
Vendor A .....ocooeveeevieiieeeeeee e . Oil & Gas 11% **
VENdOr B ..ot ettt enne Oil & Gas wok 18%

Less than 10%
Long-lived Assets

All of the Company’s long-lived assets were located in the U.S. at December 31, 2017 and 2016.
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Note 14 — Related Party

The Company and the VorTeq Licensee signed a 15-year license agreement in 2016 which provides the VorTeq
Licensee with exclusive worldwide rights to the Company’s VorTeq for use in hydraulic fracturing onshore applications. In
2016, the Company rented equipment and personnel to perform product testing from the VorTeq Licensee. The amount of
payments made related to the rented equipment and personnel during the years ended December 31, 2017 and 2016, was
$0.4 million and $0.3 million, respectively.

In 2016, the Company extended a non-interest bearing 6-month term loan to one of its employees, which the Company
and employee has renewed at each 6-month term in 2016 and 2017. The balance on the loan was $11 thousand at both
December 31, 2017 and 2016. The current loan expired in February 2018 and was not renewed.

In 2016, the Company entered into a lease agreement with EMS USA, Inc. for the use of office space. The President
and Chief Executive Officer of EMS USA, Inc. is also a member of the Board of Directors of the Company. The lease was
for a term of 90 days with continuation on a month-to-month basis thereafter, with each month being an “Additional Term.”
The Company paid EMS USA, Inc. $5 thousand related to this agreement during the year ended December 31, 2016. The
lease was terminated as of July 2016.

Note 15 — VorTeq Partnership and License Agreement

The Company’s VorTeq technology enables oilfield service hydraulic fracturing operators to isolate their high-pressure
hydraulic fracturing pumps from fracturing fluid thereby reducing operating and capital costs. In 2014, the Company entered
into a strategic partnership with Liberty Oil Field Services (“Liberty”) to pilot and conduct field trials with the VorTeq.
Through this agreement, Liberty has the rights to lease up to twenty VorTeq missiles for a period of up to five years following
commercialization.

On October 14, 2015, the Company and the VorTeq Licensee signed a 15-year license agreement which provides the
VorTeq Licensee with exclusive worldwide rights to the Company’s VorTeq for use in hydraulic fracturing onshore
applications (the “VorTeq License Agreement”). The license agreement provides a carve out for Liberty’s contractual rights
to utilize the VorTeq.

The VorTeq is made up of cartridges though which hydraulic fracturing fluid passes and a missile that houses the
cartridges. The VorTeq License Agreement includes up to $125.0 million in consideration paid in stages: (i) a $75.0 million
non-refundable upfront exclusivity payment; and (ii) two milestone payments of $25.0 million each upon achievement of
successful tests in accord with KPIs specified in the agreement (“Milestone Payment 1 and 2”). After the milestone tests are
achieved, the VorTeq Licensee will begin paying ongoing recurring royalty fees to the Company for supply and service of
the cartridges based on the number of VorTeqs in operation which is subject to the greater of a minimum adoption curve or
the adoption rate of the technology.
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The Company applied the guidance for multi-element arrangements in identifying deliverables, determining units of
accounting, allocating total contract consideration to the units of accounting, and recognizing revenue. It was determined that
the non-contingent deliverables (15-year license, exclusivity, support services) did not have stand-alone value individually,
but did on a combined basis, and therefore represented a unit of accounting. The license will provide access to the technology
over the term of the agreement and, along with the support, is the final deliverable in this unit of accounting. The $75.0 million
upfront payment was allocated to this unit of accounting and revenue is recognized on a straight-line basis over the 15-year
term of the license, starting from the day that the license agreement was signed and all services commenced. The Company
recognized license and development revenue of $5.0 million in both 2017 and 2016, and the Company had a deferred revenue
balance of $64.0 million and $69.0 million related to the upfront exclusivity license fee as of December 31, 2017 and 2016,
respectively. The cartridge supply and support services are not assessed to have stand-alone value independent of each other
and fees for these deliverables will be recognized as earned.

Milestone Payment 1 of $25.0 million is payable upon a successful five (5) stage yard test at the VorTeq Licensee’s
test facility. If a successful yard test is not achieved by the target date, the payment will be delayed until the successful yard
test is achieved. The Milestone Payment 2 of $25.0 million is payable upon a successful twenty (20) stage hydraulic fracturing
at one of the VorTeq Licensee’s customer’s live well. If success is not achieved by the target date, the payment will be delayed
until the successful live well test is achieved. The achievement of each milestone and the receipt of each of the related
payments are subject to a high degree of uncertainty.

With respect to the Milestone Payments, the Company determined the payments did meet the definition of a substantive
milestone. The factors considered in the determination that each milestone was substantive included whether the consideration
earned from the achievement of the milestone is commensurate with the vendor’s performance or the enhancement of value;
the degree of certainty in achieving the milestone; whether the milestone relates solely to past performance; and whether the
consideration earned from the achievement of the milestone is reasonable relative to all of the deliverables and payment terms
within the arrangement. For the years ending December 31, 2017 and 2016, no revenue was recognized for the Milestones
Payments, nor in any other periods presented.

Following Milestone Payment 2, the VorTeq Licensee will begin integrating the technology into its fleets. When the
technology is integrated into the VorTeq Licensee’s fleets, the Company will begin providing cartridges and servicing those
cartridges which will generate ongoing recurring royalty revenue. The recurring royalty fee per VorTeq in use will be paid
based on the greater of a minimum adoption curve or the adoption rate of the technology. Further, a provision is made for an
advance royalty payment to which recurring royalty fees will be applied.

The exclusive nature of the agreement terminates if the VorTeq Licensee does not meet the specified minimum
adoption curves. In the event the Company is not able to achieve successful test results in accordance with the KPIs, the
exclusivity of the license continues for the full term for the VorTeq Licensee.

With respect to the cartridges and associated service, royalty revenue will be recognized as royalties are earned, that
is, in the period in which the contingency regarding royalties are resolved and the amount of royalties are fixed and
determinable based on the cartridges delivered.
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Note 16 — 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 our 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
1”). 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
aruling 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.

On February 18 and July 27, 2016, two derivative action complaints were filed in connection with the Company’s
previously reported stockholder class action lawsuit in the Superior Court for the State of California, County of Alameda
where the Company was named as a nominal defendant under the captions, Goldberg v. Rooney, et al., HG 16804359, and
Gerald McManiman v. Gay, et al., RG 16824960. The complaints have been consolidated under the caption, /n Re Energy
Recovery, Inc. Derivative Litigation, HG16804359. The consolidated complaint is styled as a derivative action being brought
on behalf of the Company and generally alleges breach of fiduciary duty, waste of corporate assets, and unjust enrichment
causes of action against the individually named defendants. The Company filed a Notice of Demurrer on July 6, 2017. After
a hearing, the Court granted the Company’s demurrer but allowed plaintiff to amend its complaint. The plaintiff filed an
amended complaint on October 2, 2017. The Company filed another Notice of Demurrer to the amended complaint on
October 12, 2017. The Company denies any allegations of wrongdoing and intends to continue to vigorously defend against
this lawsuit. However, there is no assurance that the Company will be successful in its defense. Based on currently available
information and review with outside counsel, the Company is not able to estimate a potential loss, if any, at this time.
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Note 17 — Supplementary Data — Quarterly Financial Data (unaudited)

The following tables present certain unaudited consolidated quarterly financial information for each of the four fiscal
quarters in the periods ended December 31, 2017 and December 31, 2016. This quarterly information has been prepared on
the same basis as the audited Consolidated Financial Statements and includes all adjustments, consisting only of normal
recurring adjustments, necessary for a fair presentation of the information for the periods presented. The results for these

quarterly periods are not necessarily indicative of the operating results for a full year or any future period.

2017 QUARTERLY FINANCIAL DATA ®

(unaudited)
Three Months Ended
March 31, June 30, September 30, December 31,
2017 2017 2017 2017
(In thousands, except per share amounts)

Product TeVENUE.........ceevuiriiiieiieieeieie e $ 12,261  $ 10,922 $ 13,834 $ 21,139
Product coSt Of TEVENUE ......cccvvviiiiieeceeeeeeeeeeeeee e 4,610 3,530 4,254 6,667

Product gross profit .........eceveeienerienenieneneeeseeee 7,651 7,392 9,580 14,472
License and development revenue............ccoeeveeeeeenenuennene 1,250 1,250 1,250 1,250
Operating expenses:

General and adminiStrative...........ccceeeeveeeeieeeeineeeeennennn. 4,408 3,927 4,034 4,985

Sales and marketing............cceecveveeveneeieneseeieseeieseenns 2,453 2,174 2,061 2,703

Research and development ............ccoooevinenenenncncnene 2,509 3,077 3,038 4,819

Amortization of intangible assets 158 158 157 158
Total Operating EXPENSES .....cvevereeveuerrerereereieeeeeeeseseeieseeaenens 9,528 § 9,336 $ 9,290 § 12,665
Income (loss) from operations.............ccceeveveeereereerereenennns $ 627) $ 694) $ 1,540 $ 3,057
Provision for (benefit from) income taxes @..............c.ou...... $ @7 3 (35 $ 66 $ (8,348)
Net iNCOME (10SS)....vveeeerieereeeeieeeieeeeee et $ (433) $ (548) $ 1,706 $ 11,625
Income (loss) per share:

BaSIC .ottt $ 0.01) 3 0.0 $ 0.03 S 0.22

DiHIULEd. ... $ 0.01) $ 0.0 $ 003 § 0.21
M Quarterly results may not add up to annual results due to rounding.
@ One-time tax benefit from valuation allowance release in the fourth quarter of 2017.
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ENERGY RECOVERY, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

2016 QUARTERLY FINANCIAL DATA ®

(unaudited)
Three Months Ended
March 31, June 30, September 30, December 31,
2016 2016 2016 2016
(In thousands, except per share amounts)
ProducCt TEVENUE........ccviieiieeieeeeieceeeeeeeeeeeee e $ 10,051 $ 11973  §$ 11,024  $ 16,667
Product coSt Of TEVENUE ......ocvviiieeiiiieieeeeeeeee e 3,674 4,236 3,968 5,971
Product gross profit .........cecevereererieneneeneneeeneeeee. 6,377 7,737 7,056 10,696
License and development revenue............coceeeeeeeereenieneeneene. 1,250 1,250 1,250 1,250
Operating expenses:
General and administrative @ .............cceeeeeivneerinnnnnnnnn. 4,884 3,992 3,971 3,779
Sales and Marketing...........ccceeeeveeriereenieeienienieieeeeeee 2,070 1,935 2,512 2,599
Research and development.............cocooeveneinininenenne. 2,665 2,422 2,319 2,730
Amortization of intangible assets .........cccceevvvveriereenenne. 157 158 158 158
Total Operating EXPENSES ........c.eveveververereereerereeeereseeeeseseseenas $ 9,776  $ 8,507 % 8960 $ 9,266
Income (loss) from operations.............cecevveeeerieeeereeneenenne $ (2,149) $ 480 $ (654) $ 2,680
Net inCOME (10SS)...vveveeriirierireeeriereeeeereereete et neene $ (1,966) $ 456 $ 579 $ 3,123
Income (loss) per share:
BaSIC .uieuiiiitesiee e $ 0.04) S 001 § 0.0 § 0.06
DiHIULEd. ... $ 0.04) § 001 § 0.0 $ 0.06

M Quarterly results may not add up to annual results due to rounding.
@ The increase in general and administrative expense in the first quarter of 2016 was substantially related to the
termination of the former General Counsel.

Note 18 — Subsequent Events
On February 24, 2018, the Company’s President and Chief Executive Officer, Joel Gay, announced his resignation

citing the need to attend to personal family matters. The Board has accepted Mr. Gay’s resignation and appointed current
Chief Financial Officer Chris Gannon as interim President and Chief Executive Officer effective immediately.
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Note 19 — Allowance for Doubtful Accounts
The allowance for doubtful accounts activities are presented in the table below.

Allowance for
Doubtful Accounts

(In thousands)

AS OF DECEIMDET 31, 2015 .. . ettt e et e et e eae e et e e eteeeeteeeseeeaeeeeaeeeseeeneeeseeenseenseesaneeeeanns $ 166
AAGAITIONS ...ttt ettt ettt h etttk et et e a e Rt e Rt Rt b et en s e Rt e Rt eh e e R e ekt b et et en e e et ene et e ebeeteneneeneas 76
Changes N ESHIMAES 1 ......c..cuiiiiiiriiitei ettt ettt ettt ettt st ettt eaesae et se e e s eneene (112)

AS OF DECEMDET 31, 2016ttt ettt e et e ete e et e e eteeenaeeeteeeeeeeseeeseeeseeeseeeaseeseeeneeenseenns 130
ALQAIEIONS 1.ttt b et h et s b e st e bt e st e bt e a e e e bt e h b e bt e st e bt e h b e bt eh e ekt et e eh e e bt ekt et e e bt e beebeenbesheenbes 55
Changes N ESTMALES 1) .....cccviiuieieriieientieieeeetesteetesseestesseetesteessesseessesseessesseassessesssesseassessesssesseessessesssenseessensesssens ()
DEAUCLIONS @ ...oiivieiieeieeeieeetee ettt e et e st e e te e st e e bt e e sbeesteeaase e saeessaessseenseesssaessseasseensaeessaessaanseesssaesssennseesseessaensseans %)

AS OF DECEMDET 31, 2017 ..ot ee e et e e e e e e eate e e eaeeeeeseeeeseaeeeeenaeeeseseeeeeneeeeenaeeeeneees $ 103

M Collections of previously reserved accounts

@ Uncollectible accounts written off, net of recoveries
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Item 9 — Changes in and Disagreements with Accountants on Accounting and Financial Disclosure
None.

Item 9A — Controls and Procedures

Evaluation of Disclosure Controls and Procedures

Our management has evaluated, with the participation of our Chief Executive Officer and Chief Financial Officer, the
effectiveness of our disclosure controls and procedures (as defined in Rules 13a-15(e) and 15d-15(e) under the Securities
Exchange Act of 1934, or “Exchange Act”) as of the end of the period covered by this Annual Report on Form 10-K. Based
on that evaluation, our Chief Executive Officer and Chief Financial Officer have concluded that, as of such date, our
disclosure controls and procedures were effective to ensure that information we are required to disclose in reports that we file
or submit under the Exchange Act is recorded, processed, summarized, and reported within the time periods specified in
Securities and Exchange Commission rules and forms and that such information is accumulated and communicated to
management as appropriate to allow for timely decisions regarding required disclosure.

Our disclosure controls and procedures are designed to provide reasonable assurance of achieving their objectives, and
our Chief Executive Officer and Chief Financial Officer have concluded that these controls and procedures are effective at
the “reasonable assurance” level. Our management, including the Chief Executive Officer and Chief Financial Officer,
believes that a control system, no matter how well designed and operated, cannot provide absolute assurance that the
objectives of the control system are met, and that no evaluation of controls can provide absolute assurance that all control
issues and instances of fraud, if any, within a company have been detected.

Management’s Annual Report on Internal Control Over Financial Reporting and Attestation Report of the Registered
Accounting Firm

Management is responsible for establishing and maintaining adequate internal control over the Company’s financial
reporting. Management assessed the effectiveness of the Company’s internal control over financial reporting as of
December 31, 2017. In making this assessment, management used the criteria set forth by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO) in Internal Control — Integrated Framework (2013). Based on the
assessment using those criteria, management concluded that, as of December 31, 2017, our internal control over financial
reporting was effective.

The Company’s independent registered public accountants, BDO USA, LLP, audited the Consolidated Financial
Statements included in this Annual Report on Form 10-K and have issued an audit report on the Company’s internal control
over financial reporting. The report on the audit of internal control over financial reporting appears in Part II, Item 8§,
“Financial Statements and Supplementary Data,” in this Annual Report on Form 10-K.

Changes in Internal Control Over Financial Reporting

There were no changes in our internal control over financial reporting that occurred during our most recent fiscal
quarter that have materially affected, or are reasonably likely to materially affect, our internal control over financial reporting.

Item 9B — Other Information

None.
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PART III

Item 10 — Directors, Executive Officers and Corporate Governance

The information required by this Item is included in and incorporated by reference from our definitive proxy statement
(the “Proxy Statement”) which will be filed with the Securities and Exchange Commission prior to April 30, 2018. The Proxy
Statement is for our Annual Meeting of Stockholders which will be held on June 14, 2018.
Item 11 — Executive Compensation

The information required by this Item is included in and incorporated by reference from the Proxy Statement under
the captions “Election of Directors,” “Director Compensation,” “Compensation Discussion and Analysis” and “Report of the
Compensation Committee of the Board of Directors on Executive Compensation.”

Item 12 — Security Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters

The following table sets forth equity compensation plan information as of December 31, 2017.

Number of
Securities
Remaining
Available for
Number of Future Issuance
Securities to be Weighted- Under
Issued Upon Average Exercise Equity
Exercise of Price of Compensation
Outstanding Outstanding Plans (Excluding
Options, Options, Securities
Warrants, Warrants, and Reflected in the
Plan Category and Rights Rights First Column)
Equity compensation plans approved by security holders ® 5,366,368 § 543 3,945,653
Equity compensation plans not approved by security holders............ccccuevenee. None Not applicable Not applicable

M Represents shares of the Company’s common stock issuable upon exercise of options outstanding under the following
equity compensation plans: the 2006 Stock Option/Stock Issuance Plan, the 2008 Equity Incentive Plan, the Amended
and Restated 2008 Equity Incentive Plan, and the 2016 Incentive Plan.

The information under the caption “Security Ownership of Certain Beneficial Owners and Management” in the Proxy
Statement is incorporated herein by reference.

Item 13 — Certain Relationships and Related Transactions and Director Independence

The information required by this Item is included in and incorporated by reference from the Proxy Statement under
the caption “Related Person Policies and Transactions.”

Item 14 — Principal Accounting Fees and Services

The information required by this item is included in and incorporated by reference from the Proxy Statement under the
caption “Principal Accountant Fees and Services.”

With the exception of the information specifically incorporated by reference in Part III to this Annual Report on Form
10-K from the Proxy Statement, the Proxy Statement shall not be deemed to be filed as part of this report.
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PART IV
Item 15 — Exhibits and Financial Statement Schedules
(a) The following documents are included as part of this Annual Report on Form 10-K:

(1) Financial Statements. The financial statements included in Part II, Item 8 of this document are filed as part of
this Annual Report on Form 10-K.

2) Financial Statement Schedule. See Note 19, “Allowance for Doubtful Accounts,” of the Notes to Consolidated
Financial Statements in Part II, Item 8, “Financial Statements and Supplementary Data,” of this Annual Report
on Form 10-K. Schedules not listed have been omitted because information required to be set forth therein is

not applicable or is shown in the financial statements or notes thereto.

(3) Exhibit Index. See Exhibit Index immediately following the Signature page for a list of Exhibits filed or
incorporated by reference as a part of this Report.

(b) Exhibit. See Exhibits listed under Item 15(a)(3).

(c) Financial Statement Schedules. All financial statement schedules are omitted because they are not applicable, not
required, or because the required information is included in the Consolidated Financial Statements, the Notes thereto, or
in the Exhibits listed under Item 15(a)(2).

Item 16 — Form 10-K Summary

None
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant has duly
caused this Report to be signed on its behalf by the undersigned, thereunto duly authorized, in the City of San Leandro, State
of California, on the 8th day of March 2018.

ENERGY RECOVERY, INC.

By: /s/ CHRIS GANNON
Chris Gannon

President and Chief Executive Officer, and
Chief Financial Olfficer

Pursuant to the requirements of the Securities and Exchange Act of 1934, this Report has been signed below by the
following persons on behalf of the Registrant and in the capacities and on the dates indicated.

Signature Title Date
/s/ CHRIS GANNON President and Chief Executive Officer, and March 8, 2018

Chief Financial Officer (Principal Executive Officer,
and Principal Financial and Accounting Officer )

Chris Gannon

/s/ HANS PETER MICHELET Director and Chairman of the Board March 8, 2018
Hans Peter Michelet

/s/ ALEXANDER J. BUEHLER Director March 8, 2018
Alexander J. Buehler

/s/ OLAV FJELL Director March 8, 2018
Olav Fjell

/s/ SHERIF FODA Director March 8, 2018
Sherif Foda

/s/ ARVE HANSTVEIT Director March 8, 2018

Arve Hanstveit

/s/ OLE PETER LORENTZEN Director March 8, 2018
Ole Peter Lorentzen

/s/ ROBERT YU LANG MAO Director March 8, 2018
Robert Yu Lang Mao

- 101 -



EXHIBIT INDEX

Incorporated by Reference

Exhibit Filed

Number Exhibit Description Form File No.  Exhibit Filing Date  Herewith

3.1 Amended and Restated Certificate of Incorporation, as filed 10-K 001-34112 3.1 3/27/2009
with the Delaware Secretary of State on July 7, 2008.

32 Amended and Restated Bylaws, effective as of July 8, 2008. 10-K 001-34112 32 3/27/2009

10.1* Form of Indemnification Agreement between the Company S-1/A 333-150007 10.1 5/12/2008
and its directors and officers.

10.2* 2006 Stock Option/Stock Issuance Plan of the Company and S-1 333-150007 10.5 4/1/2008
forms of Stock Option and Stock Purchase Agreements
thereunder.

10.3* Amendment to 2006 Stock Option/Stock Issuance Plan of the S-1 333-150007  10.5.1 4/1/2008
Company.

10.4* Second Amendment to 2006 Stock Option/Stock Issuance S-1 333-150007  10.5.2 4/1/2008
Plan of the Company.

10.5* 2008 Equity Incentive Plan of the Company and form of S-1/A 333-150007 10.6 5/12/2008
Stock Option Agreement thereunder.

10.6* Energy Recovery Inc. Amended and Restated 2008 Equity DEF14A 001-34112 Appendix  4/27/2012
Incentive Plan A

10.7 Modified Industrial Gross Lease Agreement dated 10-K 001-34112 10.17 3/27/2009
November 25, 2008, between the Company and Doolittle
Williams, LLC.

10.8 First Amendment to Modified Industrial Gross Lease dated 10-Q 001-34112  10.17.1 8/7/2009
May 28, 2009, between the Company and Doolittle Williams,
LLC.

10.9 Second Amendment to Modified Industrial Gross Lease dated 10-Q 001-34112  10.17.2 8/7/2009
June 26, 2009, between the Company and Doolittle Williams,
LLC.

10.10 Third Amendment to Modified Industrial Gross Lease dated 10-K 001-34112 10.14 3/12/2013
November 10, 2010 between the Company and Doolittle
Williams, LLC

10.11 Control Agreement dated July 7, 2011, between the Company, 10-Q 001-34112 10.43 8/8/2011
Citibank, N.A., Citigroup Global Markets Inc., and Morgan
Stanley Smith Barney LLC.

10.12*  Energy Recovery, Inc. Change in Control Severance Plan 8-K 001-34112 10.1 3/9/2012
dated March 5, 2012

10.13 Loan Agreement dated June 5, 2012 between Company and 8-K 001-34112 10.1 6/11/2012
HSBC Bank, USA, National Association

10.14*  Energy Recovery, Inc. Annual Incentive Plan dated January 1, 8-K 001-34112 10.1 4/30/2014
2014

10.15*  Offer Letter dated June 26, 2014, to Mr. Joel Gay 8-K/A 001-34112 99.2 7/8/2014

10.16*  Draft Consulting Agreement with Thomas S. Rooney, Jr. 8-K 001-34112 10.2 1/13/2015

10.17*  Energy Recovery, Inc. 2015 Annual Incentive Plan 8-K 001-34112 10.1 4/29/2015

10.18*  Offer Letter dated April 22, 2015 to Mr. Joel Gay 8-K 001-34112 99.2 4/29/2015

10.19*¥  Promotion Letter dated April 30, 2015 to Ms. Sharon Smith- 8-K 001-34112 99.1 5/1/2015
Lenox

10.20*  Offer Letter dated May 5, 2015 to Mr. Eric Siebert, 10-K 001-34112 10.25 3/3/2016

10.21 Settlement and Mutual Release Agreement 8-K 001-34112 99.1 5/13/2015

10.22*  Offer Letter dated May 13, 2015 to Mr. Chris Gannon 8-K 001-34112 99.1 5/15/2015

10.23 Second Amendment to Loan Agreement with HSBC Bank 10-Q 001-34112 10.7 8/6/2015
USA, National Association

10.24*  Offer Letter dated September 17, 2015 to Ms. Emily Smith 10-K 001-34112 10.30 3/3/2016

10.25**  License Agreement by and between ERI Energy Recovery 10-K 001-34112 10.31 3/3/2016
Ireland, Ltd. and Schlumberger Technology Corporation

10.26*  Energy Recovery, Inc. Annual Incentive Plan effective as of 8-K 001-34112 10.1 3/1/2016
January 1, 2016

10.27*  Transition and Separation Agreement dated March 15, 2016 8-K 001-34112 99.1 3/18/2016

by and between Energy Recovery, Inc. and Mr. Juan Otero
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Incorporated by Reference

Exhibit Filed
Number Exhibit Description Form File No. Exhibit Filing Date  Herewith
10.28*%  Energy Recovery, Inc. 2016 Incentive Plan DEF14A 001-34112 Appendix  4/27/2016
A
10.29%  Offer Letter dated May 27, 2016 to Mr. William Yeung 8-K 001-34112 99.1 6/22/2016
10.30 Loan and Pledge Agreement between Energy Recovery, Inc. 10-K 001-34112 10.34 3/10/2017
as Borrower, and Citibank, N.A. as Lender
10.31 First Amendment to Loan and Pledge Agreement by and 10-Q 001-34112 10.1 5/4/2017
between Energy Recovery, Inc. and Citibank, N.A.
14.1 Code of Ethics of Energy Recovery, Inc. Additional Conduct 10-K 001-34112 14.1 3/27/2009
and Ethics Policies for the Chief Executive Officer and Senior
Financial Officers.
18.1 BDO USA, LLP, Letter re Change in Method of Accounting 10-Q 001-34112 18.1 5/8/2014
for Inventory Valuation
21.1 List of subsidiaries of the Company. X
23.1 Consent of BDO USA, LLP, Independent Registered Public X
Accounting Firm.
31.1 Certification of Principal Executive Officer and Principal X
Financial Officer, pursuant to Exchange Act Rule 13a-14(a)
or 15d-14(a), as adopted pursuant to Section 302 of the
Sarbanes-Oxley Act of 2002.
32.1 Certification of Principal Executive Officer and Principal X

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 Taxonomy Extension Schema Document

101.CAL
101.DEF

101.LAB XBRL Taxonomy Extension Label Linkbase Document

101.PRE

ek

Indicates management compensatory plan, contract or arrangement.

XBRL Taxonomy Extension Calculation Linkbase Document
XBRL Taxonomy Extension Definition Linkbase Document

XBRL Taxonomy Extension Presentation Linkbase Document

Portions of this exhibit have been omitted based on a request for Confidential Treatment submitted to the Securities and Exchange
Commission (the “SEC”). The omitted information has been filed separately with the SEC as a part of the confidential treatment
request. In the event that the SEC should deny such request in whole or in part, the relevant, previously omitted portions of this

exhibit shall be publicly filed.
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