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($ IN MILLIONS, EXCEPT PER SHARE DATA) 2005'? 2004’ 2003 2002' 2007

FOR THE YEAR
Net sales $1,969.0 EIWEFR $878.4 $831.6 $754.0
Operating income? 292.8 99.0 64.9 79.4 51.3
Interest expense 9.3 6.0 2.7 14.8 16.8
Net income®*# 155.2 54.5 42.9 55.5 29.2
Cash provided by operating activities 249.1 124.2 102.8 81.1 85.0

DILUTED EARNINGS PER COMMON SHARE
Income from continuing operations
Net income

AT YEAR END
Working capital
Total assets
Total debt
Stockholders’ equity

123,45 Refer to footnotes on page 14.

NET SALES N N C O M DTL U S E P ROM
St Millions) X T TN CrrEATTS

5 YEAR CAGR = 21.16%-

S YEAR CAGR = 39.67%

per share and 5.09 per share in
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COMPANY PROFILE

Quanex Corporation, based in Houston, Texas, is

a leading manufacturer of value added engineered
materials and components for the vehicular
products and building products markets.

Quanex's common stock trades on the New York
Stock Exchange under the symbo! NX. For further
information, visit the Company's web site at
www.quanex.com.

MISSION

Quanex Corporation will maximize stockholder value
by earning a return over the business cycle in excess
of its cost of capital. The Company will protect,
nurture, and grow its core businesses that serve the
vehicular products and building products markets.
Disciplined processes will underpin fundamental
operating principtes: robust safety and compliance;
exceed customer needs for quality, service, vaiue, and
innovation; lean thinking as the cornerstone for pro-
ductivity improvements; and an urgent, “we can do it
better” culture. Employee training and development
will be emphasized, performance standards set high,
and everyone will be treated with dignity and respect.

Information Regarding Certification to the NYSE and SEC: On March 23,
2005, Raymond A. Jean, the Company's Chairman of the Board,
President and Chief Executive Officer, submitted to the New York Stock
Exchange (the "NYSE") an annual certification stating that as of the
date thereof he was not aware of any violation by the Company of the
NYSE's Corporate Governance listing standards, as required by Section
303A12(a) of the NYSE's Listed Company Manual. In its Annual Report on
Form 10-K for the fiscal year ended October 31, 2005, the Company filed
as an exhibit the certifications relating to the quality of the Company’s
public disclosure, as required by Section 302 of the Sarbanes-Oxley Act
and included Management’s Report on Internal Control over Financial
Reporting, as required by Section 404 of the Sarbanes-Oxley Act.

This annual report te our stockholders contains forward-looking state-
ments. These statements involve risks, uncertainties and other important
factors that may cause the actual results of Quanex and its divisions
to be materially different from any future results expressed or implied
by such forward-looking statements. Information identifying such risks,
uncertainties and other important factors is contained in the sections enti-
tled “Quantitative and Qualitative Disclosure about Market Risk” in our
Annual Report on Form 10-K for the fiscal year ended October 31, 2005,
as filed with the Securities and Exchange Commission and included as part
of this annual report to stockholders.

CASH PROVIDED
BY OPERATING ACTIVITIES
($ In Millions)

5 YEAR CAGR = 23.99%

$2491

2001 | 2002 | 2003 | 2004 | 2005 2001

FREE CASH FLOW®
($ In Millions)

5 YEAR CAGR = 43.76%

ANNUAL TOTAL RETURN
TO STOCKHOLDERS

$198.3

$105.5

34%

2002 | 2003 | 2004 | 2005

2002 (2003 | 2004

*Defined as Cash Provided by Operating
Activities less Capital Expenditures.
Please see reconciliation on Page 14.
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Delivering these achievements was helped, in part, by a
healthy economy, but they were made possible by the consis-
tent execution of the Quanex Game Plan we adopted in 2001.
Our Game Plan calls for increasing stockholder value by
achieving key objectives through the execution of a distinctiv
set of strategic principles and operational rules by which we
play. It remains the foundation from which to improve the
Company'’s financial performance, and a review of its princi-
ples will provide insight to better understand the strength of
our Company, and why we think our best days are still ahead.

THE POWER OF THE GAME PLAN - STRATEGIC PRINCIPLES

Target Markets >>> Beginning in 2001, we strategically
repositioned ourselves to concentrate our efforts on serving
the Vehicular Products and Building Products markets. This
was adopted because we believe that focusing on what’s hap-
pening in the marketplace and gaining a deeper understanding
of our customers’ needs would accelerate growth and help us
build a stronger business franchise over time. We consciously
decided to be “an inch wide and a mile deep,” rather than
being “a mile wide and an inch deep.”

We believe our target markets represent the two economic
pillars of this country’s consumer driven economy. Our
markets will undoubtedly cycle but underlying demographic
shifts provide compelling evidence that there will indeed

be real growth in these two markets in the years ahead.

The growing driver-age population and a new wave of auto-
motive products will power the vehicular market, while fami’
formation, immigration, and retiring boomers will support th:
vibrant new housing and remodeling markets. However, we
are not expecting our profitable growth to result simply from
participating in good markets and riding the trends upward.

Core Business Focus >>> Our ultimate, not-so-secret growth
strategy for each of our target markets is to aggressively

grow our core businesses - MACSTEEL®, a 1.3 million ton
engineered steel bar business, and Engineered Products, our
group of window and door component businesses — and consis
tently gain market share. We consider them core because they
possess attributes that enable each to differentiate themselves
in the marketplace. This ability to establish a difference
enables these businesses to consistently outperform their
rivals, and generate returns in excess of our weighted average
cost of capital through a business cycle.

Underlying this focus on cores is the belief that building on ow
strengths is the most surefooted way to successful expansion.
Investments in these businesses continue at a rate that sus-
tains their competitive advantages. In fact, over the last five
years, $125 million has been invested to support organic
growth initiatives that support our customers and increase
our ability to reach higher levels of operating performance.

To periodically achieve quantum leaps in growth requires us
to relentlessly pursue business adjacencies that leverage and
further strengthen our cores. To that end, we have invested
$433 million to acquire five businesses since 2001. We have
also divested two businesses (with a third pending) that did n«
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meet our return expectations or were not focused on
our target markets. The end result is a far more market-
focused Company..

Customer Centric >>> Qur Game Plan calls for serving a
focused set of original equipment manufacturers (OEMs]
ihrough intense interaction, and we continue to build on

these relationships. We ask ourselves: How do we best meet
the needs of a particular customer segment? How can we
reconfigure the value chain to drive out waste? What improved
products and components can we innovate and supply?

What different value propositions can we provide?

We have also extended our geographic reach to better serve
our customers, and over the last two years have opened
window and door component plants in Oregon and Iowa.
Additionally, we are looking to introduce complementary
products to our current offerings, and to capitalize on our
existing channel opportunities. Current expansions include
investing $58 million at MACSTEEL to bring value added
bar testing, turning, polishing and heat treating capacity to
our Monroe facility, as well as to enhance the quality level
of our bar capacity at our Fort Smith location. An additional
$20 million is being invested to increase capacity at our
window profile business unit, Mikron Industries, to support
its rapid growth in the fast growing vinyl window market.

OPERATING PRINCIPLES

The operating principles of our Game Plan begin with ensuring
robust safety and regulatory compliance, with “lean thinking”
as the cornerstone for continuous improvement throughout
the organization. We focus on sharpening employee skills and
techniques to build competitive advantages. Strategies are
simply empty words and slogans if a company can’t execute
them. And we work hard to embed this ability to execute in
the Company’s “DNA”. We want people who can do it, not
just talk about it!

The achievement of productivity gains is an imperative for

our businesses, and we have a vigorous framework for tracking
performance. As proxies for improvement, sales per employee
increased by 37% since 2001, and our conversion cycle* has
improved thirteen days over the last five years. While this may
seem like a modest improvement, it nonetheless freed up some
$70 million. No matter how well we perform, we know we can
do better and we intend to do so in the future!

LEADERSHIP PRINCIPLES

Our Game Plan acknowledges that we could accomplish noth-
ing without the integrity, skill, commitment and dedication of
our employees. Given the ever-escalating expectations from
customers, we launched Project Breakthrough during the year -
an initiative directed at taking us to the “next level”, i.e., an
enhanced competitive state. The initiative calls for intense
focus on management development at all levels in order to
realize the desired outcome. It is an acknowledgment that at
the end of the day - business is all about people!

Conversion cycle is the sum of inventory days, plus trade receivable days,
less payable days, all based on average daily sales.

There are several building blocks to the project, including a
Developmental Assessment Process, directed at identifying the
gaps versus the key attributes we seek from our management
team. This effort is being championed by the senior leaders of
the Company - a strong group committed to making itself
even stronger. We expect Project Breakthrough to go a long
way in improving our ability to develop our next generation

of strong leaders.

DRIVING RESULTS

We believe strongly in the Quanex Game Plan . . . our financial
results underscore its power! Our strategies are clear and we
are working hard to improve on their execution. Together, they
enable us to outperform the markets we serve, and provide
economic value creation for stockholders with returns on
invested capital well above our weighted average cost of capital.

GOVERNANCE

During 2005, we worked hard to achieve compliance with
the requirements of the Sarbanes-Oxley Act. This effort has
been successfully completed, but it will remain in focus as
we work to simplify ongoing compliance procedures and
improve effectiveness.

We are also fortunate to have a Board of Directors that under-
stands the importance of responsible corporate governance.
Other than myself, all of our Directors are deemed independent,
and they bring a wealth of knowledge and experience to the
Company. The board also helps to set the right “tone at the
top,” one that emphasizes the importance of early identifica-
tion of issues, open and honest communication and integrity.
They serve as great role models for our management team.

THE FUTURE

Quanex is a far different, stronger company than it was five
years ago, and we are very confident in our future. We have
great core businesses serving two strong markets and our busi-
nesses are in better shape competitively than they have ever
been. We believe our increased returns over the last five years
validate our Game Plan, demonstrate that our execution has
been effective, and underscore our absolute commitment to
stockholders. We also have a solid balance sheet and great cash
flow to fund our growth — both organic and via acquisitions.

I am very grateful for the dedication and hard work of our
employees during 2005. It is their efforts that generated our
outstanding results. I congratulate each one. Qur future rests
with their continued commitment to the Game Plan and I am
confident that together we can reach our full potential.

R A Ao

Raymond A. Jean
Chairman, President and Chief Executive Officer




VEHICULAR PRODUCTS

($ IN MILLIONS) 2005

NET SALES $1,017.0

OPERATING INCOME 190.7

DEPRECIATION & AMORTIZATION 32.7

CAPITAL EXPENDITURES 22.7

425.5

ASSETS

MACSTEEL

consists of three low-cost, scrap-based steel bar mini-mills

that use a continuous casting process with refined blending and

finishing practices to produce up to 1.3 million tons of engineered

O u r td rg e t SBQ (special bar quality) bars. MACSTEEL uses a unique combination
of processes that includes electric arc furnaces for melting, ladle

metallurgy injection for chemistry refining, and vacuum arc

m a rk e ts .o th e degassing and rotary casting that meet or exceed the demanding

requirements of their vehicular products customers.

o ’ ll HEAT TREAT

e C O n O m i C p l d rS is a quench and temper, induction heat treating business
that specializes in bars and tubes up to 60 feet in length.

Services include straightening, cutting, tensile testing

0 f th is c O u n try ,S and sophisticated metallurgical analysis.

NITROSTEEL

C 0 n s u m e r dri v e n applies the patented Nitrotec treatment to harden the surface
of carbon and alloy steel bars and ubes. The Nitrotec process

combines nitriding, oxidation and quenching in a proprietary manner

that hardens, and in turn, imparts a superior corrosion resistance

e c O n 0 m y . to the surface. NitroSteel's products are an environmentally

friendly alternative to chrome-plated products.




BUILDING PRODUCTS

(S IN MILLIONS)

NET SALES

OPERATING INCOME
DEPRECIATION & AMORTIZATION
CAPITAL EXPENDITURES

ASSETS
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e venicuidr rroducts segrerit, anci1ored oy wviAal,
continues to benefit from the ongoing expansion pr.
and increased value added capabilities at our three
of-the-art engineered steel bar manufacturing facili
The segment thrives on innovation, intimate custol
service, leading edge process technologies and supe
quality. This powerful combination of attributes cor.
to yield excellent returns over the business cycle, a
2005, we set records in both productivity and incor

>> Customer CENTRIC

Our ongoing success at the Vehicular Products segment i
to the deep understanding we have of our key markets, h
carefully listen to our customers, and how we help them
the right metallurgical solution for their end-use applicat
This focused approach to the market is driven by a dedic.
customer service team consisting of engineers and metal
with extensive working knowledge of our steel manufact
capabilities and global component manufacturing metho:
We have one consistent goal ~ offer our customer the mo
cost effective engineered solution for their most technica
challenging end-use applications.

VEHICULAR PRODUCTS
SUILDING PRQ

At the Building Products segment, the record resul
the year reflect the progress we've made in our ques
build substantial and sustainable competitive adv
tages in our core window and door components bug
We acknowledge that it is our people who do the w
that allows us to build upon our successes. The exe
of our segment’s strategies remains constant — the r
people using the right techniques doing the right th

>> Customer CENTRIC

A major principle of our Building Products strategy is ba
on customer centricity. By focusing on a specific set of b
ing products customers, in our case, window and door 1

facturers, we deepen our knowledge base of their overall
This allows us to put the right programs and investment
place to profitably meet targeted needs. For example, ou
HOMESHIELD business, which produces components s

as screens, sills and grilles, met the changing needs of a

customer looking for a better value proposition from bot
their existing suppliers and from themselves. We worked
very closely with them which resulted in us building ang
running a new manufacturing operation at their existing




ght vehicle builds and heavy duty truck production.

he Vehicular Products segment also serves secondary
warkets such as the large construction machinery and farm
juipment, defense and energy. Within our two primary mar-
ets, the majority of sales are to tier 1 and tier 2 light vehicle
1d heavy truck component manufacturers who serve the

Big 3” and The New American Manufacturers (NAMs). Our
1stomers produce various powertrain components such as
ankshafts, camshafts, gears, wheel bearings, constant veloc-
y joints and axle shafts. Over 75% of the segment’s 2005

ar shipments were ultimately utilized by light vehicle and
eavy duty truck OEMs.

he flagship operation of our Vehicular Products segment

e the three MACSTEEL mini-mills. With a combined 1.3
illion tons of finished steel bar capacity, we work closely
ith customers to custom produce highly engineered, carbon
id alloy steel bars. Our steel is blended to exact metal-
1rgical specifications by state-of-the-art steelmaking
1uipment and a highly trained, effective workforce.

wo of our three mills have North America’s only direct-
1arge rotary continuous cast process, where every heat
“steel is melted, cast, rolled and finished to a customer’s
secific end-use application in about five hours. This unique
oduction capability dramatically reduces ourenergy costs
1d in-process inventories. Our modern steel manufacturing

LYy SRR AL d sy eIV Al VLo LUVLLLIR L AU OV

workforce and extensive value added capabilities, has earned
us prestigious certifications and awards for quality. In 2005,
all three steel producing facilities were certified to the strict
automotive standards of ISO/TS 16949 and the environ-
mental standards of ISO 14001. Our stellar reputation within
the automotive industry brings opportunities to enter into
strategic alliances with other engineered steel manufacturers
around the world. For example, MACSTEEL's agreement
with Sanyo Special Steel Company provides for technology-
sharing to allow us to more quickly penetrate and better
serve the growing powertrain needs of the (NAM:s).

They win...we win.

>> Differentiation

One of our strategic principles calls for us to continuously
innovate in order to differentiate ourselves in the market-
place. A critical requirement of our customer base is the
need for absolute product consistency that adheres to strin-
gent specifications. Our process is engineered to deliver
uniform characteristics such as chemistry, surface quality
and internal cleanliness and structure into each bar of steel
we produce. Our customers tell us that no one in the
industry is better at this than MACSTEEL.

lgg.nmmmm.mnrmm level of
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MACSTEEL is the only operation in North America that ¢
an extensive line of finishing capabilities to our customers
Services include bar turning, straightening, polishing, heat
ing, precision cutting, surface and internal inspection. In y
past, many of our customers either performed or outsourc
these services. However, as they continue to concentrate t
on their core operations, such as forging and modular asse:
they, in turn, continue to outsource more of their non-cor
operations to us. We make investments in what our custo
seek to avoid, thus enabling them to further concentrate o
their opportunities for growth. These value added finishin,
services are a perfect fit for our operations and we continu
enhance our capabilities in this area. With this one-stop-si
approach, we reduce the length of the supply chain and gis
customers exactly what they want, when they want it, at -
highest quality levels possible. They win...we win.

Our NitroSteel business serves as another good example o
ability to differentiate. At NitroSteel, we surface-harden c
and alloy steel bars and tubes using a patented Nitrotec pr
We not only believe that our surface-treated products repr
an environmentally friendly alternative to chrome-plated -
ucts, but our research indicates that the corrosion resistan
properties of our Nitrotec process, a key performance met
far exceeds those of chrome-plated bars and tubes.

RATION

At the Building Products segment, we continue to outper
the market by growing our market share through both or{
initiatives and acquisitions. The end game is to grow our
window and door components content at a faster rate tha
market drivers we serve, which in our case, is housing st4
and remodeling activity. Over the last five years, housing

have grown at a compounded annual growth rate of abou
while our organic growth alone has been in the double di
A key attribute of our increased market penetration calls

for us to support our customers’ growth. For instance, ou
HOMESHIELD division built two facilities, one in the Pa
Northwest and a second in the Midwest, to satisfy the gr
demand for window and door components from key custq
with local manufacturing facilities. These new facilities |
contributed not only to the success of our customers, but

the success of the segment. They win...we win.

At Mikron, we continue to grow in our markets by provig
new products and programs to better serve our window a
door customers. For instance, we now offer OEMs additid
value added services such as weather strip insertion and {
length profiles. Both of these operations are performed in
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cing customer centric gives us a heightened awareness of the
volving changes in the North American vehicular markets.
ecent market studies we sponsored indicate that the outlook
i light vehicle production and sales is quite positive over the
ext ten years. These studies also indicate that the market will
ontinue to experience meaningful shifts in the type of vehicles
roduced and the manufacturers who produce them.

or instance, data suggests that the traditional “Big 3" will
kely continue to experience some market share erosion in

1e face of an expanding presence from the NAMs. However,
ith the expected growth of the overall light vehicle market,

1e result of favorable demographics from an expanding popula-
on base as well as a driver population that is expected to grow
y 10% this decade, actual “Big 3” units produced will likely
'main unchanged. The data does indicate that the real growth
1 the light vehicle market will continue to disproportionately
vor the NAMs. While their presence has traditionally been

1 the light vehicle passenger car market, the NAMs are now
:pturing a larger share of the light truck market, which
icludes both pickup trucks and SUVs.

he great news we are experiencing with the NAMs is the
>mestication of powertrain components that further support
weir growing North American light vehicle productien.

oy e EEe e sasE S is el RS AAd sl AoV Uk AL VL

requirements could grow by some 75% over the next five
years to support new powertrain production facilities. Each
year, a larger percentage of our light vehicle tons goes to satis-
fying the NAMs’ growing demand, and in 2005, some 15%

of our light vehicle tons went to them. In the past two years
alone, we have experienced 20% year-over-year NAM growth.
While our data indicates that the “Big 3” vehicle builds will
remain under pressure, we are optimistic about our participa-
tion with the NAMs and our efforts to increase our steel
content per vehicle with them.

We are also seeing a shift in the marketplace away from
large SUVs and midsize passenger cars to smaller SUVs,
CUVs (crossover utility vehicles) and MUVs (multiple use
vehicles), in part as a reaction from consumers to higher fuel
costs and also from a heightened interest in vehicles that
can handle multiple tasks. This shift represents an excellent
opportunity for MACSTEEL to further increase its content per
vehicle as many of these types of vehicles require additional
engineered steel bars due to the popularity of their all-wheel-
drive functionality and new transmission technologies, such
as continuously variable transmissions.

Another great opportunity we see for increased content is in
the area of engine crankshafts, which until now have primarily
been a cast iron product, particularly with the “Big 3.”

The ongoing drive by the automotive companies, to build
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calls for crankshafts to be manufactured from steel, rathe
cast iron, to handle these higher stresses. This product ev
tion will continue to require significant additional demar
steel bar products over the next several years, and consequ
we expect to win a healthy share of this new business.

Over the last decade, we have invested some $250 millior
organic projects at our Vehicular Products segment, speci
targeting the growth of light vehicle and heavy truck proc
tion. Today, MACSTEEL continues to launch demand-dri
capital projects geared toward enhancing our value added
capability, improving quality and first-pass yields, and inc
ing our overall capacity. The acquisition of the Monroe fa
in December 2003 grew our engineered SBQ steel capacit
by 500,000 tons and expanded the overall product size rar
opening markets for new vehicle applications. Phase 8, w
completion date of December 2006, will enhance quality

increase capacity at our Fort Smith facility by another 40
tons. This $20 million modernization, which includes up
to the rotary continuous caster, direct rolling mill and ste
refining areas, will also result in improved material flow

product quality.

Phase 9, a $37 million bar finishing expansion, is well unc
at our Monroe facility. The modernization will add on-sit
bar processing capability including straightening, surface :
internal inspection, turning and polishing, and heat treati-

apit specifically at Nichols to make improvemer
safety, quality and productivity. Nichols has been on a fo
lean manufacturing journey for several years now, and as
result, operating metrics continue to improve.

By making improvements to the paint line, our Alabama

hit record production rates that were more than 20% higl
than the previous year. Today some 45% of the Nichols o
is in value added, painted aluminum sheet. Our success is
directly attributable to the use of lean tools to define, conf
and improve daily operating processes throughout our ope

The strength in the construction and remodeling market
bolstered by the positive demographics of rising immigra
family formation and baby boomers investing in second 1
along with the fact that homes are getting larger, with m|
windows and doors. Additionally, about 50% of our segr
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4onroe facility the same one-stop-shop advantage that we can also be seen in our development and use of certified

ave at our Jackson and Fort Smith plants. We see real growth Six Sigma Black Belts and Green Belts. We have team oriented
vour vehicular space, and we are dedicating ourselves to Kaizen events that occur routinely at each facility, and they
nproving our value proposition to increase our market serve as the engines of our continuous improvement efforts
cnetration. They win...we win. that address all aspects of our manufacturing and admini-

strative functions, resulting in meaningful productivity gains
throughout the organization. Excluding our Monroe acquisi-
tion, our tons-per-hour have improved by 14% since 2000,
resulting in an additional 90,000 tons of available capacity.
Our man-hours-per-ton improved by 10% and process yields
improved by more than 4% in the same period. Over the
past two years, targeted lean events have decreased equip-
ment setup times and increased speed of process at our bar
straightening and turning lines at both the Jackson and Fort
.edan Smith operations, which resulted in a 12% improvement

in productivity.

Jur Heat Treat business recently announced a $7 million
apital expansion which will add a fourth heat treating line
nd value added high speed laser cutting capability at our
luntington, Indiana, facility. The new line will expand the
roduct size range and bring another 16,000 tons of capacity
> better serve the vehicular market and its growing demand
r quench and temper products.

ean manufacturing practices at our Vehicular Products
usinesses continue to increase effective capacity by raising

iroughput and increasing first-pass yields. For example, 27 Outperform OUR MARKETS &
fter our acquisition of MACSTEEL Monroe in fiscal 2004, Earn superIOR RET URNS

e embarked on an initiative to increase capacity by further
ptimizing the size range produced at each of the three

eel mills. In other words, we were able to have each plant
perate more of the time within the “sweet spot” of their
roductive capacity. The result of our optimization initiative
‘as some 5% of additional capacity without the need for
ipital investments.

Executing our strategic principles within the Vehicular
Products segment really means improving the value proposi-
tion to our customers, increasing our value added capabilities
and implementing demand-driven capital investments, all
within a focused, lean culture. Our customer centric approach
has allowed us to outperform the market and earn superior
returns for our stockholders.
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FISCAL YEARS ENDED OCTOBER 31,
(thousands, except per share data) 2005"® 20047 2003® 2002" 2001 . .

Selected Operating Results Data:

Net sales $ 1,969,007 $1,437,897 $ 878409 § 831,569 § 753,979
Operating income® 292,775 98,997 64,887 79,431 51,268
Income from continuing operations® 177,233 57,428 43,646 53,276 25,575
Income {loss) from discontinued

operations,net of tax® {22,073) (2,961) (759) 2,206 3,619
Net income P4t $ 155,160 $ 54467 § 42,887 $ 55,482 § 29,194
Percent of net sales 7.9% 3.8% 4.9% 6.7% 3.9%

Diluted Earnings Per Share Data:

Income from continuing operations $ 6.75 $ 229 % 1.78 ¢ 225 $ 123
Net income $ 5.92 8 2.17 $ 1.75 $ 2.34  § 1.38
Cash dividends declared per share® $ 05800 § 04883 $§ 04533 $ 0.4267 § 0.4267
Financial Position-Year End:

Total assets $ 1,100,211  § 930,143 § 683291 § 712911 § 731,187
Asset turnover 1.9 1.8 1.3 1.2 1.1
Working capital 133,893 140,107 92,783 100,997 102,288
Current ratio 1.6to 1 l6to1l 1.7t01 1.7to 1 1.7to1
Total debt $ 135,921 $ 128,926 $ 17,542 $ 73,140 $§ 217,420
Stockholders' equity 656,742 500,707 445,159 421,395 279,977
Total capitalization 792,663 629,633 462,701 494,535 497,397
Total debt as a percent of capitalization 17.1% 20.5% 3.8% 14.8% 43.7%
Return on investment—percent 22.6% 10.6% 9.3% 12.9% 8.1%
Return on common stockholders’

equity-percent 26.8% 11.5% 9.9% 15.8% 10.7%
Cash provided by operating activities $ 249,120 § 124237 § 102,840 § 81,111  § 84,950
Depreciation and amortization 65,987 49,921 40,647 38,635 38,279
Capital expenditures 50,792 18,713 24,411 30,353 52,746

Other Data:

Average number of employees 4,124 2,975 2,408 2,351 2,175
Net sales per average employee $ 477 $ 483 8 365 § 354 § 347

Backlog for shipment in next 12 months $ 330,000 § 489,000 § 162,000 § 169,000 $ 120,000

1 During the fourth guarter of 2005, the Company committed to a plan to sell its Temroc business. In the first quarter of 2005, the Company sold its Piper Impact business and in the fourth quarter of 2004,
soid its Nichols Aluminum - Golden business. Accordingly, the assets and liabilities of Temroc, Piper tmpact and Nichols Afuminum - Golden are reported as discontinued operations in the Consolidated Balance
Sheets for all periods presented, and their operating results are reported as discontinued operations in the Consolidated Statements of Income for all periods presented.

2 In December 2004, the Company acquired Mikron [ndustries, Inc, and accounted for the acquisition under the purchase method of accounting. Accordingly, Mikron's estimated fair value of assets acquired and
iiabilities assumed in the acquisition and the results of operations are included in the Company’s consolidated financial statements as of the effective date of the acquisition. For more information see note 2 of
the consolidated financial statements in Item 8 of the Company's 2005 Form 10-K.

3 Included in operating income are gains on sale of land of $0.5 million and $0.4 million in fiscal 2004 and 2003, respectively. In addition, as of November 1, 2001, the Company adopted Statement of Financial
Accounting Standards No. 142, "Goodwill and Other Intangible Assets" (SFAS 142). Under SFAS 142, goodwill is no longer amortized, but is tested for impairment annually by assessing the fair vatue of reporting
units, generally one level below reportable segments. The transitional impairment test of goodwil! during fiscal 2002 indicated that goodwill was not impaired. Also, operating income does not reflect any
goodwill amortization beginning with fiscal year 2002. for more information regarding goodwill, see Note 4 to the consalidated financial statements in Item 8 of the Company’'s 2005 Form 10-K.

4 Fiscal 2003 and 2002 include gains associated with retired executive life insurance proceeds of $2.2 millien and $9.0 million, respectively. This represents the excess of life insurance proceeds over (a) the cash
surrender value and (b} liabilities to beneficiaries of deceased executives, on whom the Company heid life insurance policies.

v

includes effects in fiscal 2005 of Temroc's $13.1 million (pretax and after-tax) asset impairment charge in accordance with SFAS 142 and SFAS 144 “Accounting for the Impairment or Disposal of
Long-Lived Assets".

6 Cash dividends per share presented include cash dividends approved by the Beoard of Directors at the Company's February, May, August and December board meetings as such declared dividends were
attributable to the previously completed fiscal quarter’s financial performance. Accordingly, cash dividends per share presented will be different than cash dividends paid during the respective fiscal year,
See Consolidated Statements of Stockholders’ Equity in item 8 of the Company’s 2005 Form 10-K for cash dividends paid during the fiscal years 2005, 2004 and 2003.

Reconciliation of Free Cash Flow From Operations (milliens)

Fiscal years ending on October 31, 2001 2002 2003 2004 2005
Cash provided by operating activities (GAAP) 85.0 81.1 102.8 124.2 2491
Less: Capital expenditures (527 (30.4) (24.9) (18.7) 50.8)

Free cash flow from operations (Non-GAAP) 323 507 78.4 105.5 198.3
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VEHICULAR PRODUCTS

MACSTEEL®
Mark Marcucci, President

MACSTEEL General Office
One Jackson Square, Suite 500
Jackson, Michigan 49201
(517) 782-0415

MACSTEEL Michigan
3100 Brooklyn Road
Jackson, Michigan 49203
(517) 764-0311

MACSTEEL Arkansas

5225 Planters Road

Fort Smith, Arkansas 72916
(479) 646-0223

MACSTEEL Monroe
3000 E. Front Street
Monroe, Michigan 48161
(734) 243-2446

BUILDING PRODUCTS

Heat Treat

25 Commercial Road
Huntington, Indiana 46750
(260) 356-9520

NitroSteel

9955 80th Avenue

Pleasant Prairie, Wisconsin 53158
(262) 947-0441

Michael Bayles, President

Nichols Aluminum
Tom Brackmann, President

Nichols Aluminum Davenport and
General Office

1725 Rockingham Road
Davenport, Iowa 52802

(563) 324-2121

Nichols Aluminum Casting
2101 J.M. Morris Blvd.
Davenport, Iowa 52802
(563} 322-0118

Nichols Aluminum Lincolnshire
200 Schelter Road

Lincolnshire, Illinois 60069
(847) 634-3150

Nichols Aluminum Alabama
2001 Highway 20 West
Decatur, Alabama 35601
(256} 353-1550

ENGINEERED PRODUCTS

HOMESHIELD
Mark Hermann, President

HOMESHIELD - Chatsworth
7942 North 3350 East Road
Chatsworth, Illinois 60921
(815) 635-3171

HOMESHIELD - West Coast
250 Steelhead Way

The Dalles, Oregon 97058
(541} 298-1200

HOMESHIELD - Rice Lake
311 West Coleman Street
Rice Lake, Wisconsin 54868
{715) 234-9061

HOMESHIELD - Richmond
451 Industrial Parkway
Richmond, Indiana 47375
{765) 966-0322

CORPORATE INFORMATION
NX N
The common stock of Quanex Corporation is listed on the
NYSE New York Stock Exchange under the ticker symbol “NX”.

As of close of business January 5, 2006, the Company's actual
outstanding common shares were 25,045,760.

CORPORATE OFFICE
Quanex Corporation
1900 West Loop South
Suite 1500

Houston, Texas 77027

(713) 961-4600
Toll-free in the U.S. (800) 231-8176

inquiry@quanex.com

COMPANY INFORMATION ON THE WEB
WWWw.quanex.com

www.macsteel.com

www.nicholsal.com

www.home-shield.com

www.truseal.com

www.besteninc.com

www.mikronvinyl.com

ANNUAL SHAREHOLDER MEETING
8:00 am. C.S.T.

Thursday, February 23, 2006

Quanex Corporate Office

TRANSFER AGENT, SHAREHOLDER RECORDS AND
DIVIDEND DISBURSING AGENT

Wells Fargo Bank N.A.

Shareowner Services

161 North Concord Exchange

South St. Paul, Minnesota 55075-1139

Telephone: {800) 468-9716
Facsimilie: {651) 450-4085
www.wellsfargo.com/shareownerservices

DIRECT STOCK PURCHASE AND DIVIDEND REINVESTMENT PLAN

HOMESHIELD — Mounds View Quanex offers individuals the option to purchase stock directly through a

Mikron

Michael Bayles, Interim President ﬁ;&vgfg‘}:ﬁ Drive csota 55112 plan sponsored by the Company’s transfer agent, Wells Fargo. The Quanex
(763) 231- 4006 Shareowner Service Plug Plan [SSPP} initial minimum purchase require-

Mikron West

1034 Sixth Avenue N
Kent, Washington 98032
{253) 854-8020

ment is $250. Subsequent purchases can bé made at a minimum of $50 per

month. Planfeatures include online account access, direct deposit of divi-
g . - .

dends, certificate safekeeping, and automatic monthly investments from

savings.or checking accounts. For further information contact Wells Fargo.

HOMESHIELD - Luck
501 Main Street

Luck, Wisconsin 54853
(715) 472-2223

Mikron East

100 Mikron Way HOMESHIELD - Dubuque

Richmond, Kentucky 40475 1111 Purina Drive

{859) 623-2643 Dubuque, Iowa 52001
(563) 582-1472

Mikron Midwest

501 North Elida Street
Winnebago, lllinois 61008
(815) 335-2372

TruSeal Technologies
August Coppola, President

TruSeal Technologies

23150 Commerce Park )
Beachwood, Ohio 44122 . e
(216) 910-1500 e

TruSeal Technologies : o
403 Treuhaft Blvd. T e
Barbourville, Kentucky 40906 T

(606) 546-7300

Besten Equipment, Inc.

4416 Lee Road -
Cleveland, Ohio 44128 S
(216) 581-1166 "



Quanex

QUANEX CORPORATION

1900 WEST LOOP SOUTH
SUITE 1500

HOUSTON, TEXAS 77027
713.961.4600
WWW.QUANEX.COM
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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-K

(Mark One)
ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934
For the fiscal year ended October 31, 2005
or
D TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934
Commission file number 1-5725
(Exact name of registrant as specified in its charter)
Delaware 38-1872178
(State or other jurisdiction of incorporation or organization) (L.LR.S. Employer Identification No.)
1900 West Loop South, Suite 1500, Houston, Texas 77027
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(713) 961-4600
(Registrant's telephone number, including area code)
Securities registered pursuant to Section 12(b) of the Act:
Title of each class Name of each exchange on which registered
Common Stock, $.50 par value New York Stock Exchange, Inc.
Rights to Purchase Series A Junior Participating Preferred Stock New York Stock Exchange, Inc.

Securities registered pursuant to Section 12(g) of the Act:

NONE

Indicate by check mark whether the registrant: (1) has filed all reports required to be filed by Section 13 or 15(d)‘0f the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file
such reports), and (2) has been subject to such filing requirements for the past 90 days. Yes & No O

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K 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 111 of this Form 10-K or any amendment to this Form 10-K. O

Indicate by check mark whether the registrant is an accelerated filer (as defined in Rule 12b-2 of the Act). Yes XI No O
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Act). Yes 00 No

The aggregate market value of the voting common equity held by non-affiliates as of April 30, 2005, computed by reference
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PART 1
Item 1. Business

General

Quanex was organized in 1927 as a Michigan corporation under the name Michigan Seamless Tube
Company. The Company reincorporated in Delaware in 1968 under the same name and then changed its name to
Quanex Corporation in 1977. The Company’s executive offices are located at 1900 West Loop South, Suite 1500,
Houston, Texas 77027. References made to the “Company” or “Quanex” include Quanex Corporation and its
subsidiaries unless the context indicates otherwise.

The Company’s businesses are managed on a decentralized basis. The businesses are organized into two
segments: Vehicular Products and Building Products. Both operating segments have administrative, operating
and marketing functions. The Company measures each segment's return on investment and seeks to reward
superior performance with incentive compensation, which is a significant portion of total compensation for
salaried employees. Intercompany sales are conducted on an arms-length basis. Operational activities and policies
are managed by corporate officers and key division executives. Also, a small corporate staff provides corporate
accounting, financial and treasury management, tax, legal, internal audit and human resource services to the
operating divisions.

Quanex is a technological leader in the production of engineered carbon and alloy steel bars, heat treated
bars, aluminum flat-rolled products, flexible insulating glass spacer systems, extruded profiles, and precision-
formed metal and wood products which primarily serve the North American vehicular products and building
products markets. The Company uses state-of-the-art manufacturing technologies, low-cost production processes,
and engineering and metallurgical expertise to provide customers with specialized products for specific
applications. Quanex believes these capabilities also provide the Company with unique competitive advantages.
The Company’s growth strategy is focused on the continued development of its two target markets, vehicular
products and building products, and protecting, nurturing and growing its core businesses that serve those
markets.

Business Developments

In the Company’s Vehicular Products segment, rotary centrifugal continuous casters are used at two of
the steel bar plants (Fort Smith, Arkansas and Jackson, Michigan), each with an in-line manufacturing process to
produce bearing grade quality, seam-free, engineered carbon and alloy steel bars that enable Quanex to participate
in higher margin niches of the vehicular products bar market. Since 1990, the Company has invested
approximately $410 million through internal growth and an acquisition {Macsteel Monroe) to enhance its steel bar
manufacturing and refining processes, to improve rolling and finishing capability, and to expand shipping
capacity from 420 thousand tons to approximately 1.2 million tons per year, 300,000 of which is value-added
MACPLUS capacity. Phases I through VII of the MACSTEEL expansions have been completed.

The Phase VIII capital project was announced in September 2004 and is scheduled for completion in
December 2006. Phase VIII will increase the annual capacity of the Fort Smith, Arkansas facility by
approximately 40,000 tons, thereby increasing total engineered bar shipping capacity to more than 1.2 million
tons. In addition to an increase in capacity, the Phase VIII modemization will improve production flow and
further enhance metallurgical quality. Specifically included in the project are upgrades to the rotary continuous
caster, direct rolling mill, and metallurgical refining areas.

In February 2005, the Company announced the Phase IX capital project which calls for the construction of a
value-added bar processing center at Macsteel Monroe to eliminate outside processing for straightening, heat



treating, testing, and bar turning services. The project will include two straightening and testing lines, two heat treat
furnaces and a MACPLUS bar turning line, all housed in a new building. The project is expected to be completed in
December 2006.

On December 9, 2004 the Company completed the acquisition of all of the outstanding stock, through a
subsidiary merger, of Mikron Industries, Inc. (Mikron), a privately-held Washington corporation. Mikron, an
industry-leading manufacturer of engineered vinyl and thermoplastic alloy composite (MikronWood™) window
components, window coverings and door components, serves the residential building and remodeling markets.
Headquartered in the Seattle suburb of Kent, WA, Mikron operates modern and highly automated extrusion
facilities located in the Kent area; Winnebago, IL; and Richmond, KY. Mikron’s 2004 revenues were
approximately $208 million. Mikron has been integrated into the Company’s Building Products segment.

On January 25, 2005, the Company completed the sale of Piper Impact, a cold forged impact extrusion
business in New Albany, Mississippi. The facility used impact extrusion presses to produce large volumes of near-
net shaped components for automotive airbags, ordnance and other commercial uses.

On March 21, 2005, the Company completed the purchase of Besten Incorporated (Besten), located in
Cleveland, Ohio. Besten is a manufacturer and supplier of equipment used for assembling and glazing insulating
glass components like those manufactured at TruSeal Technologies, Inc. (TruSeal), another of Quanex’s Building
Products businesses. Besten’s 2004 sales were roughly $6 million, and it currently has approximately 40 employees.

During the fourth fiscal quarter of 2005, the Company classified Temroc Metals, Inc. (Temroc), located in
Hamel, Minnesota, as held for sale. In December 2005, the Company announced the pending sale of Temroc. The
business produces aluminum extrusions and fabricated products primarily for the recreational vehicle market.

Manufacturing Processes, Markets, and Product Sales by Business Segment

Quanex has 23 manufacturing facilities in 12 states in the United States. These facilities feature efficient
plant design and flexible manufacturing processes, enabling the Company to produce a wide variety of custom
engineered products and materials for the vehicular products and building products markets. The Company is able
to maintain minimal levels of finished goods inventories at most locations because it typically manufactures
products upon order to customer specifications.

The majority of the Company’s products are sold into the vehicular products and building products
markets, with minimal sales to the industrial machinery and capital equipment markets.

For financial information regarding each of Quanex’s business segments, see “Management’s Discussion
and Analysis of Financial Condition and Results of Operations” herein and Note 12 to the Consolidated Financial
Statements. For net sales of the Company by major product lines see Note 12 to the Consolidated Financial
Statements. For the years ended October 31, 2005, 2004, and 2003, no one customer accounted for 10% or more
of the Company’s sales.

Vehicular Products Segment

The Vehicular Products segment includes engineered steel bar manufacturing, steel bar and tube heat-
treating services, and steel bar and tube corrosion and wear resistant finishing services.

The Company’s engineered steel bar operations, which represent the majority of the segment’s sales and
operating income, include three plants, one located in Arkansas and two in Michigan, which in aggregate are
capable of shipping 1.2 million tons of hot finished, precision engineered, carbon and alloy steel bars annually.




The Company believes that it has the only two bar plants in North America using continuous rotary centrifugal
casting technology. This casting process produces seam-free bars, without surface defects or inclusions, thereby
reducing the need for subsequent surface conditioning. The continuous casting and automated in-line
manufacturing operations at the plants substantially reduce labor and energy costs by eliminating the intermittent
steps that characterize manufacturing operations at most other steel mills.

The Company produces various grades of customized, engineered steel bars by melting steel scrap and
casting it through both static and rotary centrifugal continuous casters. Prior to casting, molten steel benefits from
secondary refining processes that include argon stirring, ladle injection, and vacuum arc degassing. These
processes enable the production of higher quality, “cleaner” steel. The Company believes that it is the lowest cost
producer of engineered carbon and alloy steel bars in North America, in part because its average energy costs are
significantly lower than those of its competitors; at the two plants that utilize continuous rotary centrifugal casting
technology, bars move directly from the caster to the rolling mill before cooling, reducing the need for costly
reheating. Its highly automated manufacturing processes enable the Company to produce finished steel bars using
less than two man-hours of labor per ton.

Bar products are custom manufactured primarily for customers within the vehicular product markets
serving the passenger car, light truck, sport utility vehicle, heavy truck, off-road and farm equipment industries.
These customers use engineered steel bars in critical applications such as camshafts, crankshafts, gears, wheel
spindles and hubs, bearing components, steering components, hydraulic mechanisms and seamless tube
production.

The Vehicular Products segment also includes two additional, complementary operations. The first is a
heat-treating plant in Indiana that uses custom designed, in-line equipment to provide tube and bar heat-treating
and related services such as quench and temper, stress relieving, normalizing, “cut-to-length,” and metallurgical
testing. This plant primarily serves customers in the vehicular products and energy markets. The second, located
in Wisconsin, treats steel bars and tubes using the patented Nitrotec process to improve the metal’s corrosion and
wear resistance properties while providing a more environmentally friendly, non-toxic alternative to chrome
plating. This plant’s products are made for specific customer applications and are primarily used for fluid power
applications in the vehicular products market.

Building Products Segment

The Building Products segment is comprised of an aluminum sheet casting operation, three stand-alone
aluminum sheet finishing operations, five fabricated metal components operations, two facilities producing wood
fenestration (door and window) products, three vinyl extrusion facilities, a flexible insulating glass spacer business
with a production facility and a facility that produces glass spacer installation systems. The segment produces mill
finished and coated aluminum sheet and various engineered products for the building and remodeling markets.
Products include flexible insulating glass spacer systems, window and patio door screens, window cladding
frames, residential exterior products, custom wood window grilles and accessories, engineered vinyl and
thermoplastic alloy composite window components, and a broad line of custom designed, roll-formed aluminum
components and stamped aluminum shapes for manufacturers of windows for the home improvement, residential,
and light commercial construction markets. The aluminum sheet may be coated and / or painted, slit to various
widths and finished with a variety of textures. Customer end-use applications, exterior housing trim, exterior door
thresholds, astragals, patio door systems, and custom hardwood architectural mouldings. The operations combine
strong product design and development expertise with reliable just-in-time delivery.

The Company’s aluminum mini-mill uses an in-line casting process that can produce approximately 400
million pounds of reroll (hot-rolled aluminum sheet) annually. The mini-mill converts aluminum scrap to reroll
through melting, continuous casting, and in-line hot rolling processes. It also has shredding and blending



capabilities, including two rotary barrel furnaces and a dross recovery system that broaden its use of raw
materials, allowing it to melt lesser grades of scrap, while improving raw material yields. Delacquering equipment
improves the quality of the raw material before it reaches the primary melt furnaces by burning off combustibles
in the scrap. In addition, scrap is blended using computerized processes to most economically achieve the desired
molten aluminum alloy composition. The Company believes its production capabilities result in a significant
manufacturing advantage and savings from reduced raw material costs, optimized scrap utilization, reduced unit
energy cost and lower labor costs.

Aluminum sheet finishing capabilities include reducing coil to specific gauge, annealing, slitting and custom
coating. The product is packaged and delivered just in time for use by various customers in the building and
construction markets, as well as other capital goods markets.

The Building Products segment’s operations also produce window and door systems and components for
original equipment manufacturers (OEMs). The extrusion operations use highly automated production facilities to
manufacture vinyl profiles and composites, the window and door structural frames used by high-end fenestration
OEMs. The value added capabilities include tooling design and fabrication, laser welding, roll forming, poly
laminating, stamping, and end-product assembly to produce a variety of fenestration products. These businesses also
produce custom window grilles and trim in a variety of woods. In addition, the insulating glass business uses
composite and laminating technology to produce highly engineered window spacer products used to separate two
panes of glass in a window sash to improve thermal performance.

Raw Materials and Supplies

The Vehicular Products segment’s operations purchase their principal raw material, steel scrap or
substitutes such as pig iron, beach iron and hot briquetted iron, on the open market. Collection and transportation
of these raw materials to the Company’s plants can be adversely affected by extreme weather conditions. Prices
for the steel scrap also vary in relation to the general business cycle and global demand.

The Building Products segment’s operations purchase a diverse range of raw materials. In terms of value,
the segment’s most significant raw material is aluminum scrap purchased on the open market, where availability
and delivery can be adversely affected by, among other things, extreme weather conditions. Physical hedges are
used on a limited basis to hedge against fluctuations in the price of aluminum scrap required to manufacture
products for fixed-price sales contracts. To a lesser extent, aluminum ingot futures contracts are bought and sold
on the London Metal Exchange to hedge aluminum scrap requirements.

Other key raw materials include coated and uncoated aluminum sheet, wood (both hardwood and
softwood), polyvinyl chloride and epoxy resin. In most cases the raw materials are available from several
suppliers at market prices. One exception is aluminum sheet which is transferred within the segment at prices
based upon arms-length transactions. Sole sourcing arrangements are entered into from time to time if beneficial
savings can be realized and only when it is determined that a vendor can reliably supply all of the Company’s raw
material requirements.

Backlog

At October 31, 2005, Quanex’s backlog of orders to be shipped in the next twelve months was
approximately $330 million, comprised of $273 million for the Vehicular Products segment and $57 million for
the Building Products segment. This compares to approximately $489 million at October 31, 2004, comprised of
$419 million for the Vehicular Products segment and $70 million for the Building Products segment, at which
time customers at its large process businesses were on allocation. Excluding backlogs associated with the
acquisitions completed during fiscal 2005 and 2004, the October 31, 2005 backlog is $85 million lower than




October 31, 2004 and $60 million higher than at October 31, 2003. Because many of the markets in which
Quanex operates have short lead times, the Company does not believe that backlog figures are reliable indicators
of annual sales volume or operating results.

Competition

The Company’s products are sold under highly competitive conditions. Quanex competes with a number
of companies, some of which have greater financial resources. Competitive factors include product quality, price,
delivery, and the ability to manufacture to customer specifications. The amounts of engineered steel bars,
aluminum mill sheet products, engineered products and extruded products manufactured by the Company
represent a small percentage of annual domestic production.

The Company’s Vehicular Products segment’s operations compete with several large integrated and non-
integrated steel producers. Although these producers may be larger and have greater resources than the Company,
Quanex believes that the technology used at the Company’s facilities permits it to compete effectively in the
markets it serves.

The operations of the Building Products segment compete with a range of small and midsize metal, vinyl
and wood fabricators and wood moulding facilities in addition to mid-size and large aluminum sheet
manufacturers, some of which are divisions or subsidiaries of major corporations with substantially greater
resources than the Company. The Company also competes against sealant firms and other insulated glass panel
fabrications. The Company competes in coil-coated and mill finished products, primarily on the basis of the
breadth of product lines, the quality and responsiveness of its services, and price. Competition in the other
portions of the segment is primarily based on regional presence, custom engineering, product development,
quality, service and price. The operations also compete with in-house operations of vertically integrated
fenestration OEMs.

Sales and Distribution

The Company has sales organizations with sales representatives in many parts of the United States.
Engineered steel bars are primarily sold to tier-one or tier-two suppliers through the Company’s direct sales force
and a limited number of manufacturers’ representatives. The Building Products segment’s products are sold
primarily to OEMs through company direct sales force, along with the limited use of distributors to market
aluminum steel and wood moldings.

Seasonal Nature of Business

Sales for the Building Products segment’s products are seasonal. The winter weather typically reduces
homebuilding and home improvement activity. This segment typically experiences its lowest sales during the
Company'’s first fiscal quarter. Profits tend to be lower in quarters with lower sales because a high percentage of
their manufacturing overhead and operating expense is due to labor and other costs that are generally semi-
variable throughout the year.

Sales for the other businesses are generally not seasonal. However, due to the number of holidays in the
Company’s first fiscal quarter, sales have historically been lower in this period as some customers reduce
production schedules. As a result of reduced production days combined with the effects of seasonality, the
Company generally expects that, absent unusual activity, its lowest sales will occur in the first fiscal quarter.



Service Marks, Trademarks, Trade Names, and Patents

The Company’s federally registered trademarks or service marks include QUANEX, QUANEX and
design, SEAM-FREE and design, NITROSTEEL, MACGOLD, MACSTEEL, MACSTEEL THE MIGHTY
MITE and design, MAC+, ULTRA-BAR, TRUSEAL TECHNOLOGIES, EDGETHERM, INSULEDGE,
COLONIAL CRAFT, MIKRON, MIKRONWOOD, MIKRONWOOD A PAINTABLE COMPOSITE and
design, M design, MIKRONBLEND, MIKRON BLEND and design, SPECTUSBLEND, SPECTUS BLEND and
design, K2 MIKRON and design, BUILDER & REMODELER EXECUTIVE, WINDOW EXECUTIVE,
HOMESHIELD, HOMESHIELD and design, STORM SEAL, MACPRIME, NITRO-100, and “THE BEST
ALLOY & SPECIALTY BARS” marks. The trade name Nichols-Homeshield and the HOMESHIELD
trademarks are used in connection with the sale of the Company's aluminum mill sheet products and residential
building products. The HOMESHIELD, COLONIAL CRAFT, MACSTEEL, TRUSEAL TECHNOLOGIES,
MIKRON and QUANEX word and design marks and associated trade names are considered valuable in the
conduct of the Company’s business. The business conducted by the Company generally does not depend upon
patent protection other than at its vinyl extrusion business. Although the Company holds numerous patents, in
some cases, the proprietary technology that the Company has developed from using the patents is more important
than the patents themselves.

Research and Development

Expenditures for research and development of new products or services during the last three years were
not significant. Although not technically defined as research and development, a significant amount of time, effort
and expense is devoted to (a) custom engineering which qualifies the Company's products for specific customer
applications and (b) developing superior, proprietary process technology.

Environmental Matters

Quanex is subject to extensive laws and regulations concerning the discharge of materials into the
environment and the remediation of chemical contamination. To satisfy such requirements, Quanex must make
capital and other expenditures on an ongoing basis. The cost of environmental matters has not had a material
adverse effect on Quanex’s operations or financial condition in the past, and management is not aware of any
existing conditions that it currently believes are likely to have a material adverse effect on Quanex’s operations,
financial condition, or cash flow.

Remediation

Under applicable state and federal laws, the Company may be responsible for, among other things, all or
part of the costs required to remove or remediate wastes or hazardous substances at locations Quanex has owned
or operated at any time. The Company is currently participating in environmental investigations or remediation at
several such locations.

From time to time, Quanex also has been alleged to be liable for all or part of the costs incurred to clean
up third-party sites where it is alleged to have arranged for disposal of hazardous substances. At present, the
Company is involved at several such facilities.

During the third quarter of 2005, the United States Department of Justice filed a complaint against the
Company for recovery of cleanup costs incurred at the “Jepscor” Superfund site in Dixon, Illinois. The United
States Environmental Protection Agency has indicated that it incurred approximately $2.6 million in exposures to
remove processing residue and other materials from that former metal recovery plant. Of the Jepscor site’s former
owners, operators, and many customers, the government is asserting liability for cleanup only against the




Company. During the fourth fiscal quarter of 2005, the Company and the Department of Justice reached a
tentative agreement to settle this matter. If that settlement cannot be finalized, the Company intends to defend
itself vigorously against the government’s Jepscor allegations.

Total remediation reserves, at October 31, 2005, for Quanex’s current plants, former operating locations,
and disposal facilities were approximately $8.9 million, which is within $0.3 million of the reserve at October 31,
2004. Of the current remediation reserve, approximately $2.0 million represents administrative costs; the balance
represents estimated costs for investigation, studies, cleanup, and treatment. On the balance sheet, $6.7 million of
the remediation reserve is included in non-current liabilities with the remainder in current accrued liabilities.

Approximately 51% of the total remediation reserve is currently allocated to cleanup work related to
Piper Impact. During the first quarter of 2005, the Company sold the operating assets of the Piper Impact
business, including its only active plant on Barkley Drive in New Albany, Mississippi. In the fourth fiscal quarter
of 2005, the Company sold the location on Highway 15 in New Albany where Piper Impact previously had
operated a plant (the Highway 15 location), but as part of the sale retained environmental liability for pre-closing
contamination there. At present, the largest component of the Piper Impact remediation reserve is for remediation
of soil and groundwater contamination from prior operators of the Highway 15 location in New Albany. The
Company voluntarily implemented a state-approved remedial action plan there that includes natural attenuation
together with a groundwater collection and treatment system. The Company continues to monitor conditions at
the site and to evaluate performance of that remedy.

Included in the current reserve is the estimated cost of operating the existing groundwater remediation
system at the Highway 15 location over the next 20 years, which was discounted to a net present value using an
interest rate of 3.0%. The Company has estimated the annual cost of operating the existing system to be
approximately $0.2 million and has assumed that the existing system will continue to be effective.

The final remediation costs and the timing of the expenditures at the Highway 15 location and other sites
will depend upon such factors as the nature and extent of contamination, the cleanup technologies employed, and
regulatory concurrences. While actual remediation costs therefore may be more or less than amounts accrued, the
Company believes it has established adequate reserves for all probable and reasonably estimable remediation
liabilities. It is not possible at this point to reasonably estimate the amount of any obligation for remediation in
excess of current accruals because of uncertainties as to the extent of environmental impact, cleanup technologies,
and concurrence of governmental authorities. The Company currently expects to pay out the accrued remediation
reserve through at least fiscal 2025, although some of the same factors discussed earlier could accelerate or extend
the timing.

Compliance

Quanex incurred expenses of approximately $4.7 million and capitalized an additional $2.9 million during
fiscal 2005 in order to comply with existing environmental regulations. This compares to $3.4 million of expense
and $2.4 million of capital incurred during fiscal 2004. For 2006, the Company estimates expenses at its facilities
will be approximately $3.4 million for continuing environmental compliance. In addition, the Company estimates
that capital expenditures for environmental compliance in fiscal 2006 will be approximately $0.2 million, which
includes amounts for upgrades related to the coating systems emission compliance standards at two of its Nichols
Aluminum facilities. Further expenditures relating to environmental matters will necessarily depend upon the
application to Quanex and its facilities of future regulations and government decisions. Quanex will continue to
have expenditures in connection with environmental matters beyond 2006, but it is not possible at this time to
reasonably estimate the amount of those expenditures, except as discussed above.



Employees

The Company had 4,530 employees at October 31, 2005 and approximately 4,540 at December 15, 2005.
Of the total employed, approximately 33% are covered by collective bargaining agreements. None of such
collective bargaining agreements expire in fiscal 2006. Following is a table of collective bargaining agreements
currently in place.

Covered
Employees
Facility Expires Union at 10/31/05
Nichols Aluminum — Alabama Nov. 2006  United Steelworkers of America 91
TruSeal Technologies Dec. 2006  United Steelworkers of America 212
Temroc Metals Jan. 2007 United Automobile Workers 91
International Union of America
Nichols Aluminum-Davenport/Casting Nov. 2007  International Brotherhood of 259
Teamsters
Macsteel Monroe Dec. 2007  United Automobile Workers 246
International Union of America
Macsteel Arkansas Jan. 2008 - United Steelworkers of America 272
Macsteel Jackson Feb. 2008  United Steelworkers of America 223
Nichols Aluminum-Lincolnshire Jan. 2009 International Association of 89

Machinists and Aerospace Workers
Financial Information about Foreign and Domestic Operations

For financial information on the Company’s foreign and domestic operations, see Note 12 of the
Financial Statements contained in this Annual Report on Form 10-K.

Communication with the Company

The Company’s website is www.quanex.com. Quanex invites inquiries to the Company and its Board of
Directors. Interested persons may contact the appropriate individual or department by choosing one of the options
below. '

General
Investor Information:

For Investor Relations matters.or to obtain a printed copy of the Company Code of Ethics, Corporate
Governance Guidelines or charters for the Audit, Compensation and Management Development, and Nominating
and Corporate Governance Committees of the Board of Directors, send a request to the Company’s principal address
below or inquirv@quanex.com. This material may also be obtained from the Company website at www.quanex.com
by following the “Corporate Governance” link.

The Company’s required Securities Exchange Act filings such as annual reports on Form 10-K, quarterly
reports on Form 10-Q, current reports on Form 8-K, and amendments to those reports are available free of charge
through the Company’s website, as soon as reasonably practicable after they have been filed with or furnished to the
Securities and Exchange Commission (SEC) pursuant to Section 13(a) or 15(d) of the Securities and Exchange Act
of 1934 (the 1934 Act). Forms 3, 4 and 5 filed with respect to equity securities under Section 16(a) of the 1934 Act
are also available on the Company’s website. All of these materials are located at the “Financial Information™ link.
They can also be obtained free of charge upon request to inquiry(@quanex.com or to the Company’s principal
address: Quanex Corporation, 1900 West Loop South, Suite 1500, Houston, TX 77027.




Communications with the Company’s Board of Directors:

Persons wishing to communicate to the Company’s Board of Directors or specified individual directors may
do so by sending them in care of Raymond A. Jean, The Chairman of the Board of Directors, at the Company’s
principal address below or hotline@quanex.com.

Hotline
Accounting Issues:

Persons who have concerns or complaints regarding questionable accounting, internal accounting controls or
auditing matters may submit them to the Senior Vice President — Finance & Chief Financial Officer at the
Company’s principal address or hotline@quanex.com.

Such communications will be kept confidential to the fullest extent possible. If the individual is not satisfied
with the response, they may contact the Audit Committee of the Board of Directors of the Company. If concerns or
complaints require confidentiality, then this confidentiality will be protected, subject to applicable laws.

Reporting lllegal or Unethical Behavior:

Employees, officers and directors who suspect or know of violations of the Company Code of Business
Conduct or Ethics, or illegal or unethical business or workplace conduct by employees, officers or directors have an
obligation to report it. If the individuals to whom such information is conveyed are not responsive, or if there is
reason to believe that reporting to such individuals is inappropriate in particular cases, then the employee, officer or
director may contact the Chief Compliance Officer, Chief Financial Officer, Director of Internal Audit, or any
corporate officer in person, by telephone, letter to the Company’s principal address or e-mail below. Quanex also
encourages persons who are not affiliated with the Company to report any suspected illegal or unethical behavior.

D By Letter
Quanex Corporation
1900 West Loop South, Suite 1500
Houston, Texas 77027

2) By Telephone
Direct Telephone (713) 877-5349
Toll Free Telephone (800) 231-8176
Toll Free HOTLINE  (888) 704-8222

3) By Electronic Mail HOTLINE
hotline@quanex.com

Such communications will be kept confidential to the fullest extent possible. If the individual is not satisfied
with the response, they may contact the Nominating and Corporate Governance Committee of the Board of Directors
of the Company. If concerns or complaints require confidentiality, then this confidentiality will be protected, subject
to applicable laws.



Item 2. Properties

\ The following table lists Quanex’s principal properties together with their locations, general character and
the industry segment which uses the facility. Listed facilities are owned by the Company, unless indicated
otherwise. See Item 1, “Business,” for discussion of the capacity of various facilities.

Location Principal Products
Vehicular Products Segment )
Fort Smith, Arkansas ..........c.ccocvverivnnirncenrenenennnn, Special bar quality engineered steel
Jackson, Michigan ..........occvvvenincoincinenneciee Special bar quality engineered steel
Monroe, Michigan ..........occceviveiriiivireii e Special bar quality engineered steel
Huntington, Indiana ............coeeviieninennneineecnnne Heat treating
Pleasant Prairie, WiSCONSIN......vvveeveecieieereeeieeieene,s Bar finishing

Building Products Segment

Lincolnshire, [1lIN0IS ........cc.ccocermmerincrinc s Aluminum sheet finishing
Davenport, Jowa.......ccccoveriiireiiieiercceeneecaeee Aluminum sheet and finishing (two plants)
Rice Lake, Wisconsin .........ccecevevviniiinncciccnnnnen, Fenestration products
Chatsworth, IIHNois......cccocceeieeniieciieeircrccienine Fenestration products (two plants)
Hood River, OT€gon........ccoviiviniiiiiiiiiiiie Fenestration products
Richmond, Indiana.............cccoeveviciiinniereee Fenestration products
Beachwood, Ohio.......cccciviiiiiiiiinc e Insulated flexible spacer research & sales
Barbourville, Kentucky........cocvivriviinenineincennnnn Insulated flexible spacer
Luck, WISCONSIN ..c.ceiieriiireiineieiieceicecevecceene Fenestration products
Richmond, Kentucky ......cccoccvvviviiceniinninereenninnen. Vinyl extrusions
Winnebago, IlN0is. ......ccooveeirieiriereniernrne e Vinyl extrusions
Mounds View, Minnesota.........cc..coceeeveeirenrennvennnn Fenestration products
Leased (expires 2008)
Decatur, Alabama ........cccccocereviinenniiineneniieenne Aluminum sheet finishing
Owned and leased (expires 2018)
Kent, Washington .......cccccceeveveviiennnenncncnecninnnens Vinyl extrusions (two plants)
Leased (leases expiring 2006, 2008, 2009 and
2010)
Dubuque, Iowa.......coccoeviiniiiiii e Fenestration products
Leased (expires 2008)
Cleveland, Ohi0 .......ccovveieeeinieeneeneceecee Insulated glass assembly equipment
Leased (expires 2006)

Discontinued Operation
Hamel, MInnesota .....ocoveeeeeveeee e eeecieeeeeeeeen e, Metal extrusions & fabrication

Executive Offices
Houston, TeXas ......cccvevvviiiiiiiiiiiieieeeieeeeeeeeeeae Corporate Office
Leased (expires 2010)

The Company believes that its properties are generally in good condition, are well maintained, and are

generally suitable and adequate to carry on the Company’s business. In fiscal 2005, the Company’s
manufacturing plants generally operated close to capacity.
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Item 3. Legal Proceedings

The Company believes there are no new material legal proceedings to which Quanex, its subsidiaries, or
their property is subject. For a discussion of environmental issues, see Note 18 to the Consolidated Financial
Statements.
Item 4. Submission of Matters to Vote of Security Holders

None.
PART II
Item 5. Market for Registrant’s Common Equity and Related Stockholder Matters

Quanex’s common stock, $.50 par value, is traded on the New York Stock Exchange, under the ticker
symbol NX. The following tables present the quarterly common stock cash dividends and the high and low
closing prices for the Company’s common stock during each fiscal quarter within the two most recent fiscal years.
Share amounts set forth below and elsewhere in this report have been adjusted to reflect the resulits of the

December 2004 three-for-two stock split in the form of a stock dividend.

Quarterly Common Stock Cash Dividends

Related to the Quarter Ended 2005 2004

January ... $0.1350 $0.1133
APl 0.1350 0.1133
JULY oo 0.1550 0.1267
OcCtober ...ovveeviciiercciree e 0.1550 0.1350
Total.cooieiiecei e $0.5800 $0.4883

Quarterly Common Stock Sales Price (High & Low Closing Price)

Quarter Ended 2005 2004
January ..o, $52.72 $31.79
33.77 25.98

April oo 61.99 32.77
) 47.19 26.78

July o, 61.64 32.70
46.77 26.61

OCtober.vciiviiiecieir e 66.22 36.19
54.39 26.91

The terms of Quanex’s revolving credit agreement do not specifically limit the total amount of dividends
or other distributions to its shareholders. However, the covenant to maintain a certain fixed charge coverage ratio
and the tangible net worth covenant indirectly impact the Company’s ability to pay dividends.' As of October 31,
2005, the aggregate amount available for dividend increases under the credit facility was approximately
$137.3 million.

! Increasing the dividend impacts the fixed charge coverage ratio and tangible net worth and thus indirectly limits the amount of
dividends that could be declared and paid while still satisfying the covenants.

11



There were approximately 3,696 holders of Quanex common stock (excluding individual participants in
securities positions listings) on record as of December 14, 2005.

Issuer Purchases of Equity Securities

On August 26, 2004, the Company’s Board of Directors approved an increase in the number of authorized
shares in the Company’s existing stock buyback program, up to 1.5 million shares. No shares were purchased during
fiscal 2005, nor were any purchased during fiscal 2004. At October 31, 2005 there were no shares of treasury stock.

Equity Compensation Plan Information

The following table summarizes as of October 31, 2005, certain information regarding equity
compensation to our employees, officers, directors and other persons under our equity compensation plans.

Equity Compensation Plan Information
Number of securities
remaining available for

Number of securities to Weighted-average future issuance under
be issued upon exercise exercise price of equity compensation plans
of outstanding options,  outstanding options, (excluding securities
Plan Category warrants and rights warrants and rights reflected in column (a))
(2) (b) (©)
Equity compensation plans approved
by security holders ........................... 919,548 $28.67 1,292,051
Equity compensation plans not
approved by security holders”......... 131,633 21.55 37,490
Total. e 1,051,181 $27.78 1,329,541

(1) The Quanex Corporation 1997 Key Employee Stock Plan was approved by the Company’s Board of Directors in October 1997.
This plan provides for the granting of stock options to eligible persons employed by the Company who are not executive officers
of the Company. Under the plan, the total number of stock options which may be granted is 600,000 shares. Stock options may be
granted at not less than the fair market value (as defined in the plan) on the date the options are granted and generally become
exercisable over three years in one-third annual increments. The options expire ten years after the date of grant. The Board of
Directors may amend, terminate or suspend the plan at any time. This plan was terminated at the December 2005 Board of
Directors’ meeting.

Item 6. Selected Financial Data

The following selected consolidated financial data for the years ended October 31, 2001 through October 31,
2005 is denived from the Company’s audited consolidated financial statements. The operating results data includes
two reclassifications to conform to current period presentations with no impact on net income. First, all periods have
been adjusted on a retroactive basis to give effect for the Company’s December 2004 three-for-two stock split in the
form of a stock dividend. In addition, the Company classified Temroc as held for sale in 2005 and thus is reporting
Temroc as discontinued operations for all periods presented. The data set forth should be read in conjunction with
the Company's consolidated financial statements and accompanying notes to the consolidated financial statements
included in Item 8 of this Form 10-K. The historical information is not necessarily indicative of the results to be
expected in the future.
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Glossary of Terms

The exact definitions of commonly used financial terms and ratios vary somewhat among different

companies and investment analysts. The following list gives the definition of certain financial terms that are used
in this report:

Asset turnover: Net sales divided by average total assets.
Current ratio. Current assets divided by current liabilities.

Return on common stockholders’ equity: Net income attributable to common stockholders divided by
average common stockholders’ equity.

Return on investment: The sum of net income and the after-tax effect of interest expense less capitalized

interest divided by the sum of the averages for short and long-term debt and stockholders’ equity.
Working capital: Current assets less current liabilities.
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Selected Financial Data 2001 - 2005

Fiscal years ended October 31,

20050@ 2004 2003 2002 2001
(thousands, except per share data)

Selected Operating Results Data:
NEt SALES .ovovriverceeiierieire vt $1,969,007 $1,437,897 § 878,409 § 831,569 $ 753,979
Operating income™ ..........cccooovvvivivrivereernennnn. 292,775 98,997 64,887 79,431 51,268
Income from continuing operations® ............... 177,233 57,428 43,646 53,276 25,575
Income (loss) from discontinued operations,

net of tax® ..o (22,073) (2,961) (759) 2,206 3,619
Net income @O s $ 155,160 $ 54467 $ 42887 § 55482 § 29,194

Percent of net sales .........ccocccevvecnnne. 7.9% 3.8% 4.9% 6.7% 3.9%

Diluted Earnings Per Share Data:
Income from continuing operations .................. $ 6.75 $ 229 § 1.78 § 2.25 $ 1.23
NEL INCOITIE ...ttt v eaaee v e $ 592 $ 217 $ 1.75 $ 2.34 $ 1.38
Cash dividends declared per share® $ 0.5800 $ 04883 $ 04533 $§ 04267 $ 0.4267
Financial Position—Year End:
TOtal @SSELS....oeviviieereriieeieti ettt $1,100,211 $ 930,143 §$ 683,291 $ 712,911 § 731,187
ASSEt tUMOVET Leeviviiiiiiiioie et e 1.9 1.8 1.3 1.2 1.1
Working capital......ccccooevvneiininciiencneneceene 133,893 140,107 92,783 100,997 102,288
CUITENE TATIO ...t 1.6to 1 16to1l 1.7t0 1 1.7to0 1 1.7to 1
Total debt c..oeoieeiirei $ 135,921 $ 128,926 $ 17,542 $ 73,140 $ 217,420
Stockholders' equity ......ccooovveiviecrnevieereirieinne 656,742 500,707 445,159 421,395 279,977
Total capitalization...........ccocenivceiiencnnciie 792,663 629,633 462,701 494,535 497,397
Total debt as a percent of capitalization................ 17.1% 20.5% 3.8% 14.8% 43.7%
Return on investment—-percent...........c.cererereeeeeen. 22.6% 10.6% 9.3% 12.9% 8.1%
Return on common stockholders’ equity—percent 26.8% 11.5% 9.9% 15.8% 10.7%
Cash provided by operating activities................. $ 249,120 $ 124,237 $102,840 § 81,111 $ 84,950
Depreciation and amortization ...........c..ceeecvveneene 65,987 49,921 40,647 38,635 38,279
Capital expenditures.........cooveoieicriicrencernnennes 50,792 18,713 24,411 30,353 52,746
Other Data:
Average number of employees..........ocovvoriicnnn. 4,124 2,975 2,408 2,351 2,175
Net sales per average employee ..........ccoeevvernnens $ 477 $ 483 $ 365 h) 354 $ 347
Backlog for shipment in next 12 months ............. $ 330,000 $ 489,000 $ 162,000 $ 169,000 $ 120,000

(1) During the fourth quarter of 2005, the Company committed to a plan to sell its Temroc business. In the first quarter of 2005, the
Company sold its Piper Impact business and in the fourth quarter of 2004 sold its Nichols Aluminum — Golden business.
Accordingly, the assets and liabilities of Temroc, Piper Impact and Nichols Aluminum — Golden are reported as discontinued
operations in the Consolidated Balance Sheets for all periods presented, and their operating results are reported as discontinued
operations in the Consolidated Statements of Income for all periods presented (see Note 19).

(2) In December 2004, the Company acquired Mikron and accounted for the acquisition under the purchase method of accounting.
Accordingly, Mikron’s estimated fair value of assets acquired and liabilities assumed in the acquisition and the results of
operations are included in the Company’s consolidated financial statements as of the effective date of the acquisition. For more
information see Note 2 of the consolidated financial statements in Item 8 of this Form 10-K.
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(3) Included in operating income are gains on sale of land of $0.5 million and $0.4 million in fiscal 2004 and 2003, respectively. In
addition, as of November 1, 2001, the Company adopted Statement of Financial Accounting Standards No. 142, “Goodwill and
Other Intangible Assets” (SFAS 142). Under SFAS 142, goodwill is no longer amortized, but is tested for impairment annually by
assessing the fair value of reporting units, generally one level below reportable segments. The transitional impairment test of
goodwill during fiscal 2002 indicated that goodwill was not impaired. Also, operating income does not reflect any goodwill
amortization beginning with fiscal year 2002. For more information regarding goodwill, see Note 4 to the consolidated financial
statements in Item 8 of this Form 10-K.

(4) Fiscal 2003 and 2002 include gains associated with retired executive life insurance proceeds of $2.2 million and $9.0 million,
respectively. This represents the excess of life insurance proceeds over (a) the cash surrender value and (b) liabilities to
beneficiaries of deceased executives, on whom the Company held life insurance policies.

(5) Includes effects in fiscal 2005 of Temroc’s $13.1 million (pretax and after-tax) asset impairment charge in accordance with SFAS
142 and SFAS No. 144 “Accounting for the Impairment or Disposal of Long-Lived Assets” (SFAS 144).

(6) Cash dividends per share presented include cash dividends approved by the Board of Directors at the Company’s February, May,
August and December board meetings as such declared dividends were attributable to the previously completed fiscal quarter’s
financial performance. Accordingly, cash dividends per share presented will be different than cash dividends paid during the
respective fiscal year. See Consolidated Statements of Stockholders’ Equity in Item 8 of this Form 10-K for cash dividends paid
during fiscal 2005, 2004 and 2003.

Item 7. Management's Discussion and Analysis of Financial Condition and Results of Operations

General

The discussion and analysis of the Company's financial condition and results of operations should be read
in conjunction with the Selected Financial Data and the Consolidated Financial Statements of the Company and
the accompanying notes.

Private Securities Litigation Reform Act

Certain of the statements contained in this document and in documents incorporated by reference herein,
including those made under the caption “Management's Discussion and Analysis of Results of Operations and
Financial Condition” are “forward-looking” statements as defined under the Private Securities Litigation Reform
Act of 1995. Generally, the words “expect,” “believe,” “intend,” “estimate,” “anticipate,” “project,” “will” and
similar expressions identify forward-looking statements, which generally are not historical in nature. All
statements which address future operating performance, events or developments that we expect or anticipate will
occur in the future, including statements relating to volume, sales, operating income and earnings per share, and
statements expressing general optimism about future operating results, are forward-looking statements.
Forward-looking statements are subject to certain risks and uncertainties that could cause actual results to differ
materially from our Company's historical experience and our present projections or expectations. As and when
made, management believes that these forward-looking statements are reasonable. However, caution should be
taken not to place undue reliance on any such forward-looking statements since such statements speak only as of
the date when made and there can be no assurance that such forward-looking statements will occur. The Company
undertakes no obligation to publicly update or revise any forward-looking statements, whether as a result of new
information, future events or otherwise.

LR N1 1 ¢ 3% &<

Factors exist that could cause the Company's actual results to differ materially from the expected results
described in or underlying the Company's forward-looking statements. Such factors include domestic and
international economic activity, prevailing prices of steel and aluminum scrap and other raw material costs, the
rate of change in prices for steel and aluminum scrap, energy costs, interest rates, construction delays, market
conditions, particularly in the vehicular, home building and remodeling markets, any material changes in
purchases by the Company's principal customers, labor supply and relations, environmental regulations, changes
in estimates of costs for known environmental remediation projects and situations, world-wide political stability
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and economic growth, the Company's successful implementation of its internal operating plans, acquisition
strategies and integration, performance issues with key customers, suppliers and subcontractors, and regulatory
changes and legal proceedings. Accordingly, there can be no assurance that the forward-looking statements
contained herein will occur or that objectives will be achieved. All written and verbal forward-looking statements
attributable to the Company or persons acting on its behalf are expressly qualified in their entirety by such factors.
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Results of Operations

Summary Information as % of Sales

Fiscal Year Ended October 31,

2005 2004 2003
Dollar % of Dollar % of Dollar % of
Amount Sales Amount Sales Amount Sales
(Dollars in millions)
Net SaIES ..o $1,969.0 100%  $ 14379 100% $ 8784 100%
Cost 0F 8alES ..o 1,513.0 77 1,225.8 85 727.1 83
Selling, general and administrative. ............ 97.8 5 64.2 5 46.5 5
Depreciation and amortization..................... 65.4 3 49.4 3 40.3 5
Gain on sale of land.........ccooovviviniciiicnnn. — — (0.5) 0 (0.4) 0
Operating iNCOME ..........cccorvereerreerverareeennns 292.8 15 99.0 7 64.9 7
INterest EXPense ...c.oveevevivreererereemrieireeee e 9.3) (1) (6.0) 0 2.7) 0
Retired executive life insurance benefit ...... — — — — 22 0
Other, Dt ....cvvviiiriiicircecrs e 0.1 0 0.3 0 2.7 0
Income tax eXpense .........cccocvveerieienenennn. (106.4)  (5) (35.9) (3) (23.4) (2)
Income from continuing operations............. § 1772 9% § 574 4% § 437 5%

* All periods presented exclude Nichols Aluminum — Golden, Piper Impact and Temroc, which are included in

discontinued operations.
Overview

Fiscal 2005 was a record year. Record net sales of $1,969.0 million was an increase of 36.9% over the
previous record level in fiscal 2004. The net sales increases over the last several years is attributable to strong
demand in 2004, increased average selling prices in 2005, and improved mix for both 2004 and 2005 coupled
with the addition of acquisitions during both fiscal 2004 and fiscal 2005. Excluding the impact of the recent
acquisitions (Macsteel Monroe, TruSeal and Mikron), net sales increased 23.3% and 16.7% in fiscal 2004 and
20035, respectively.

Diluted earnings per share from continuing operations for fiscal 2005 were $6.75, almost triple year ago
results of $2.29 per share. Fiscal 2005 diluted earnings per share were $5.92 per share. Fiscal 2004 results benefited
from particularly strong demand that was offset by significant raw material increases, whereas fiscal 2005 was a year
of somewhat weaker demand with margin expansion due to higher base prices coupled with a decline of ferrous and
aluminum scrap costs.

Business Segments

Business segments are reported in accordance with Statement of Financial Accounting Standards (SFAS)
No. 131 (SFAS 131). SFAS 131 requires that the Company disclose certain information about its operating
segments where operating segments are defined as “components of an enterprise about which separate financial
information is available that is evaluated regularly by the chief operating decision maker in deciding how to
allocate resources and in assessing performance.” Generally, financial information is required to be reported on
the basis that it is used internally for evaluating segment performance and deciding how to allocate resources to
segments. :
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Quanex has two market-focused segments: Vehicular Products and Building Products. The Vehicular
Products segment produces engineered steel bars for the light vehicle, heavy duty truck, agricultural, defense, capital
goods, recreational and energy markets. The Vehicular Products segment’s primary market drivers are North
American light vehicle builds and, to a lesser extent, heavy duty truck builds. The Building Products segment
produces engineered products and components serving the window and door industry, and mill finished and coated
aluminum sheet serving the broader building products markets. The main market drivers of this segment are
residential housing starts and remodeling expenditures.

Vehicular Products — Three Years Ended October 31, 2005

The Vehicular Products segment reported record net sales and operating income in fiscal 2005. The
segment’s primary market drivers are North American light vehicle production (approximately 65% of sales) and
Class 8 heavy duty truck production (approximately 15% of sales). Vehicle builds have ranged from 15.5 million to
16.0 million over the last several years. Calendar 2005 vehicle builds are expected to be some 15.7 million. The
segment experienced excellent customer demand in 2005, particularly in the first half of the year, when demand for
the segment’s engineered steel bar products outstripped our ability to fully supply customers. The segment also
benefited from higher base selling prices and falling steel scrap costs for much of the year.

The following table sets forth selected operating data for the Vehicular Products segment:

Years Ended October 31, % Change
(Dollars in millions)

2005 vs. 2004 vs.

2005 2004% 2003 2004 2003
Net sales....oiiirineiiirinr e, $1,017.0 $ 7954 $ 3935 27.9% 102.1%
Cost 0f sales......cocvrenrnrencneciiiiecnnne 772.4 673.9 3054 14.6 120.7
Selling, general and administrative..... 21.2 16.6 10.3 27.7 61.2
Depreciation and amortization............ 32.7 30.9 25.2 5.8 22.6
Operating INCOME......c.ereerercnrirenneeane $ 1907 § 740 § 526 157.7% 40.7%
Operating income margin............c.......... 18.8% 9.3% 13.4%
) All periods presented exclude Piper Impact and Temroc, which are included in discontinued operations.

(2) Fiscal 2004 includes Macsteel Monroe’s operations as of January 1, 2004.

Net sales for fiscal 2005 were higher than fiscal 2004 by 27.9% due to the combination of a 34.0% increase
in average selling prices (including surcharges), increased sales as a result of two additional months of business at
Macsteel Monroe during fiscal 20035, offset by a 10.6% decline in volume excluding Macsteel Monroe. The increase
from fiscal 2003 to fiscal 2004 is made up of a 69.8 % increase as a result of the Macsteel Monroe acquisition
coupled with an 8.2% increase in volume and a 21.5% increase in average prices (including surcharges).

- Fiscal 2005 volumes dropped from the strong levels that had persisted for several years primarily as a result of
reduced end-use demand and inventory drawdowns. Over time, end-use demand is expected to increase,
influenced, in part, to overall driver aged population growth. The Company continues to focus on consistently
improving productivity as well as enhancing its value-added offerings mn an effort to meet the anticipated higher
demand over time. Future volume increases will also be based upon the Company’s ability to increase content
per vehicle as well as continued sales growth with the New American Manufacturers (NAMs) which continue to
take share from the Big 3 manufacturers.
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- The average price increases realized over the last three years are primarily the result of three items. First, the
Company is focused on continuing to increase sales of the segment’s value-added products. As the mix of value-
added sales increases, so does the average sales price. The second contributing factor to the average price
increases are underlying base price increases that were realized in 2005. The largest contributing factor for the
increase from fiscal 2003 to 2004 and from fiscal 2004 to 2005 is the overall price increases from higher steel
scrap surcharges. Steel scrap prices increased dramatically over the latter half of calendar 2003 and all of fiscal
2004. As aresult of the steel scrap price increases, surcharges began on January 1, 2004 and have been adjusted
quarterly since then (see further discussion of surcharge lag in “Commodity Price Risk” of Item 7A). Steel scrap
price surcharges have been a component of the Company’s MACSTEEL sales contracts for many years and will
remain in effect as long as steel scrap prices remain at current levels.

The 40.7% and 157.7% increases in operating income from fiscal 2003 to 2004 and fiscal 2004 to 2005,
respectively, resulted from the increases in average selling prices offset by higher raw material costs. At
MACSTEEL, average selling prices increased as raw material costs fell during fiscal 2005, whereas in fiscal 2004
raw material costs increased more than average selling prices. Volume increases in fiscal 2004 were able to offset
the higher raw material price increases. Raw material costs increased significantly during fiscal 2004. During fiscal
2005 raw material costs steadily declined for the first three fiscal quarters followed by an increase during the fiscal
fourth quarter. Fiscal 2005 selling, general and administrative expenses were higher primarily due to increased
incentives resulting from the improved return on net assets (RONA) level achieved for the year coupled with a $3.1
million increase in the reserve for doubtful accounts receivable due to Jernberg Industries, Inc. and Delphi, which
filed for bankruptcy during the year. During fiscal 2004, selling, general and administrative expenses increased
primarily related to the addition of Macsteel Monroe.

Operating income margin variation from fiscal 2003 to 2004 and 2005 was greatly impacted by the dramatic
rise and fall of raw material prices and the timing and magnitude of scrap surcharges. Raw material prices increased
sharply throughout fiscal 2004 which compressed the segment’s margins, while in fiscal 2005 raw material prices
declined during the first three quarters of the year. As raw material prices rise, the Company experiences short term
compression of the operating margin since the surcharges are adjusted on a quarterly basis based upon raw material
indexes from the previous three months. As raw material prices level off, the Company would expect the Vehicular
Products segment’s operating income margin to improve initially. Declines in raw material costs will increase the
margin in the short term as the surcharge reductions lag behind. Based upon the inherent lag of surcharge pricing,
the Company’s margins were compressed during fiscal 2004 and expanded during fiscal 2005. The operating
income margins realized during fiscal 2005 are not sustainable over the long-term. In fact, margins experienced
compression during the latter months of the Company’s fiscal 2005.

Building Products — Three Years Ended October 31, 2005

The Building Products segment reported record net sales and operating income in fiscal 2005. The
segment’s primary market drivers are North American new housing starts and remodeling activity, and both drivers
continue to perform at high levels. For example, new housing starts are expected to exceed 2 million for calendar
year 2005, a best ever year. The Building Products segment’s process business, Nichols Aluminum, benefited from
higher selling prices and very robust demand, particularly in the first half of the year, when customer demand for the
segment’s mill finished and painted sheet outstripped our ability to supply. The segment’s window and door
components business benefited from both healthy demand through the year and the addition of Mikron, a leading
supplier of vinyl window profiles, which was acquired in December 2004. The business was negatively impacted
late in the fiscal year from a sharp rise in the cost of raw materials at its Mikron and TruSeal businesses, the result of
Hurricane Katrina and its impact on major suppliers located along the Gulf coast.
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The following table sets forth selected operating data for the Building Products segment:

Years Ended October 31, % Change
(Dollars in millions)

2005 vs. 2004 vs.

20059 20047 2003 2004 2003

Net Sales ..veeieiieiieciieeereee e § 9520 §$ 6425 $ 4849 482%  32.5%

Cost 0f 5aleS <oveveereviiiecicc e 739.6 530.7 415.7 393 27.7

Selling, general and administrative ..... 48.5 30.5 22.1 59.0 38.0

Depreciation and amortization ............ 32.5 18.2 14.7 78.6 23.8
Operating inCoOME ........cceoverververcrenennenees $ 1314 § 631 § 324 1082% 94.8%
Operating income margin........c..coeeevvenee. 13.8% 9.8% 6.7%

(1) All periods presented exclude Nichols Aluminum - Golden which is included in discontinued operations.

(2) Fiscal 2005 includes Mikron’s operations as of December 10, 2004.
3 Fiscal 2005 and 2004 include TruSeal’s operations as of January 1, 2004.

The fiscal 2005 net sales increase resulted from a 34.8% increase from the acquisition of Mikron and a
13.4% increase at the other businesses within the segment. The increase in net sales from fiscal 2003 to fiscal 2004
was comprised of a 16.6% increase from the acquisition of TruSeal and a 15.9% increase at the other businesses
within the segment. The increase in net sales over the three year period was a result of increased volumes across the
~entire segment during fiscal 2004 combined with a 13.8% and 17.9% increase in aluminum sheet selling prices for
2004 and 2005, respectively.

- The volume increase in fiscal 2004 was driven by strong demand in the building products market and new
programs with fenestration customers. Volume in fiscal 2005 declined slightly due to inventory drawdowns of
aluminum sheet that resulted from prebuying that occurred early in the year. Fenestration component sales
remained robust as a result of increased housing starts as well as strong remodeling and renovation activity.
Fiscal 2005 housing starts were also fueled by relatively low mortgage rates. Mortgage rates are increasing and
expected to rise further during fiscal 2006, which could slow the pace of housing starts. The segment is expected
to benefit from continued steady demand from remodeling and renovation activity which comprises an estimated
50% of the segment’s sales. The Company is focused on working closely with customers to be a part of their
new product development which is an important component to increasing revenue. Generally, demographics for
long-term housing demand are favorable when factoring the population increase, immigration and an increase in
vacation homes. These coupled with an increase in the average-sized home should benefit the segment over the
long-term. Furthermore, the Company’s presence in the vinyl and composite window market, which represents
the fastest growing window segment, should continue to fuel growth.

- The increased aluminum sheet selling prices during fiscal 2004 and 2005 was a result of reduced industry
capacity which combined with strong demand during fiscal 2004 and the first half of 2005 to put upward
pressure on pricing. The Company continues to increase the mix of value-added products across the segment
which should mitigate the expected margin pressure due to moderation in demand.

Excluding Mikron, net sales increased 13.4% in fiscal 2005 compared to a 7.4% increase in cost of sales.
The spread between the Company’s selling price and raw material price expanded in fiscal 2005 over fiscal 2004
even with the rise in raw material costs. This increase in spread was the primary contributor to the increase in
operating income from 9.8% in fiscal 2004 to 13.8% in fiscal 2005. The increased spread was partially offset by
more incentives from higher RONA levels.
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Operating income for fiscal 2004 increased 47.9% from the acquisition of TruSeal and 47.2% primarily due
to margin expansion. During fiscal 2004 demand increased such that the upward price pressure realized in the
market was able to stay ahead of the increasing raw material costs. The associated margin expansion realized during
fiscal 2004 coupled with volume increases resulted in further expansion of the operating income margin.

While the spreads realized during fiscal 2005 are not expected to continue, the spreads are anticipated to
remain at more favorable levels than had been realized historically.

Corporate and Other — Three Years Ended October 31, 2005

Years Ended October 31, $ Change
(Dollars in millions)

2005 vs. 2004 vs.

2005 2004 2003 2004 2003
Cost Of SAIES .ovvoveeeiciieeecee $§ 10 $ 212 $ 60 $(202) $ 152
Selling, general and administrative...... 28.1 17.1 14.1 11.0 3.0
Depreciation and amortization ............ 0.2 0.3 04 (0.1 0.1
Gain on sale of land................ ST — (0.5) (0.4) 0.5 (0.1
Operating income (€Xpense) .........c......... $(293) $(3381) $(01) $ 88 $(18.0)

Corporate and other operating expenses, not included in the two operating segments mentioned above,
include the consolidated LIFO inventory adjustments (calculated on a combined pool basis) and corporate office
expenses. As a result of raw material cost increases during fiscal 2003 and fiscal 2004, the Company incurred
expense of $6.1 million and $20.4 million in the form of a LIFO inventory adjustment. The pool of average raw
material costs was only slightly lower at the end of fiscal 2005 compared to the end of fiscal 2004 and as a result the
Company recognized $0.1 million of income due to the reduction of the LIFO inventory adjustment. Fluctuations
associated with the LIFO inventory adjustment tend to comprise a majority of the change from year to year in
corporate and other expenses. For the year ended October 31, 2005, the Company incurred $8.2 million of external
consulting fees and external audit fees associated with the Sarbanes-Oxley Act.

Other Items — Three Years Ended October 31, 2005

Interest expense for fiscal 2005 was $9.3 million compared to $6.0 million in fiscal 2004 and $2.7 million in
fiscal 2003. The increase from 2003 to 2004 is a result of an increase in the average debt outstanding for the
comparative period that is primarily attributable to the acquisitions that were completed in the first quarter of fiscal
2004. During the first quarter of fiscal 2005 the Company borrowed against the revolving credit facility to fund the
acquisition of Mikron. The borrowings and subsequent debt repayment followed a similar pattern to what occurred
in 2004. The difference in interest expense is related to a full year of interest on the Company’s 2.5% Convertible
Senior Debentures combined with higher interest rates incurred during fiscal 2005.

Other, net (on the income statement) for fiscal 2005 was income of $0.1 million compared to income of
$0.3 million in fiscal 2004 and $2.7 million in fiscal 2003. The change from 2003 to 2004 is due to a $1.7 million
reduction associated with the cash surrender value of life insurance, net of the change for the supplemental retirement
liability, combined with $0.5 million of additional expenses recognized in fiscal 2004 for deferred compensation.

Income (loss) from discontinued operations, net of taxes for fiscal 2005 was a loss of $22.1 million
compared to a loss of $3.0 million for fiscal 2004 and a loss of $0.8 million for fiscal 2003. The increased loss from
fiscal 2003 to fiscal 2004 is related to the $0.6 million loss on the sale of Nichols Aluminum — Golden, combined
with the net $3.5 million write down of Piper Impact. During fiscal 2005, the Company recorded a goodwill
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impairment charge for Temroc of $13.1 million. The Temroc impairment combined with an additional loss on the
sale of Piper Impact comprised the difference between fiscal 2004 and fiscal 2005. See Note 19 for further
information regarding the composition of discontinued operations.

Outlook

For 2006, North American light vehicle builds for the calendar year are expected to be about 15.5 million
units, down slightly from 2005’s estimated 15.7 million units. “Big 3” light vehicle builds are expected to be down,
roughly offset by an increase in builds at the transplant companies. The Company’s market response to a fall-off in
builds is to continue to increase our content per vehicle with both the “Big 3” and the transplants. One major area of
content growth lies within the conversion of automotive crankshafts from a cast iron product to a steel application,
which represents a 200,000 ton opportunity. In 2005, the Company produced approximately 10,000 tons of bars for
crankshaft applications, and for 2006, the Company expects that tonnage to reach 35,000 tons. The production of
heavy duty trucks is expected to remain quite strong in 2006, with builds topping 325,000, as manufacturers attempt
to beat the 2007 deadline for new EPA emission mandates for Class 8 engines.

For fiscal 2006, the Company believes that the bulk of the industry-wide steel inventory drawdowns are
behind us. The significant production cutbacks the Company experienced over the last couple of quarters of fiscal
2005 seem to be over, which should result in our bar production being more in line with normalized demand.
Looking at the first quarter, MACSTEEL has seen a recent up-tick in customer activity and the plants today are
collectively running at about 90% capacity. In addition, the pace is expected to pick up after the holidays based on
the current backlog.

In the Building Products segment, both housing starts and remodeling activity are expected to remain at
historically high levels. For 2005, housing starts hovered around 2 million units, which will make it the best year
ever. For 2006, the Company is expecting a modest slowdown, but is looking for starts to stay around 1.8 million
while remodeling activity is expected to remain at high levels. The segment will also benefit this year from both
lower costs and higher sales associated with our relatively new Hood River and Dubuque fenestration facilities.
Expectations for the Mikron business and the vinyl window market they serve appear excellent. The Company
expects the vinyl window market to experience growth approaching 5% for the new construction market and closer
to 10% for the remodeling market. The Company believes that the outlook for Nichols Aluminum remains
favorable as well. Supply and demand fundamentals have shifted considerably over the last year as the industry
experienced mergers, downsizing and price increases, and we will continue to benefit from that transition. Near
term, the Company does expect shipments to trail year ago figures as customers continue to work off high
inventories.

Given these sound fundamentals, an end to the sharp spike in raw material costs experienced this year, some
catch up in pricing, and the growth the Company expects to see from its vinyl window profile sales, the Company
believes 2006 will be a better year for our fenestration business. In fact, Quanex expects to substantially outperform
the market with growth exceeding 15%.

Combining the anticipated operating results of the two operating segments, Quanex expects to report diluted
earnings per share from continuing operations for the first quarter of fiscal 2006 in a range of $0.70 to $0.80. The
Company cautions that its combination of short cycle businesses and volatile raw material costs, particularly for
scrap, makes forecasting problematic.

For the first quarter of 2005, both MACSTEEL and Nichols Aluminum were running at unsustainably high
operating rates, they were aggressively raising prices, their customers were on allocation and their backlogs were at
record levels. Adding to these positive factors was that MACSTEEL was experiencing a significant over recovery
on their actual scrap costs in the first quarter of 2005 as well. These factors combined to give the Company a huge
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first quarter in 2005, with eamings over 4 times higher than the first quarter of 2004, along with record net sales and
record income from continuing operations. Unfortunately, these earnings cannot reasonably be duplicated in what
looks to be a much more normal first quarter of 2006.

At this time, Quanex is not providing annual guidance for 2006. The Company is still finalizing contract
talks with its customers at MACSTEEL; the volatility of steel scrap continues; and the Company wants to experience
the volume rebound for aluminum sheet it expects to see after the holiday. For these reasons, the Company expects
to give 2006 guidance when it announces first quarter results in February 2006. In the meantime, the Company’s
first quarter guidance cannot be multiplied by four to estimate the full fiscal year 2006 as there is considerable
seasonality to the Company’s earnings. In recent years, first quarter earnings have typically been approximately 15%
of the Company’s annual eamings per share.

Liquidity and Capital Resources
Sources of Funds

The Company’s principal sources of funds are cash on hand, cash flow from operations, and borrowings
under its secured $310.0 million Revolving Credit Agreement (Bank Agreement). On December 19, 2003, the
Company executed an agreement with our credit facility banks to increase the Bank Agreement from $200.0
million to $310.0 million to provide the funds necessary for acquisitions. On April 9, 2004, the Company
requested and received consent from its credit facility bank group to extend the maturity date of the Bank
Agreement from November 15, 2005, to February 28, 2007.

In December 2004, the Company borrowed $200.0 million under the Bank Agreement to fund the
acquisition of Mikron. Since then, the Company has paid off all $200.0 million of the borrowings. At
October 31, 2005, the Company had no borrowings under the Bank Agreement and $125.0 million outstanding
2.50% Senior Convertible Debentures due May 15, 2034 (the Debentures). This represents no change from
October 31, 2004, borrowing levels. The aggregate availability under the Bank Agreement was $296.3 million at
October 31, 2005, which is net of $13.7 million of outstanding letters of credit.

The Company believes that it has sufficient funds and adequate financial resources available to meet its
anticipated liquidity needs. The Company also believes that cash flow from operations, cash balances and
available borrowings will be sufficient in the foreseeable future to finance anticipated working capital
requirements, capital expenditures, debt service requirements, environmental expendltures dividends and the
stock buyback program.

The Company’s working capital was $133.9 million on October 31, 2005 compared to $140.1 million on
October 31, 2004, a $6.2 million reduction. Excluding the impact of the acquisitions and the impact of discontinued
operations, working capital increased $6.7 million from October 31, 2004, to October 31, 2005. The most significant
changes were a $34.6 million reduction in accounts receivable and a $43.7 million reduction in accounts payable.
Accounts receivable declined because of two items. The accounts receivable balance as of October 31, 2005
represented fewer days of sales outstanding than the balance as of October 31, 2004, which accounts for $29.0
million of the reduction, with $18.7 million attributable to the Vehicular Products segment. The remaining
difference is a result of the fact that net sales for the fourth quarter of 2005 were lower than net sales in the fourth
quarter of 2004, excluding the acquisitions. The reduction in accounts payable is directly related to lower raw
material prices coupled with lower purchase volumes across both segments. The cash and equivalents balance
increased $6.5 million to $49.7 million as the Company ended fiscal 2005 with nothing outstanding under the Bank
Agreement.
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Operating Activities

Cash provided by operating activities during the year ended October 31, 2005 was $249.1 million
compared to $124.2 million and $102.8 million for 2004 and 2003, respectively. The $124.9 million increase in
operating cash flows from fiscal 2004 to 2005 is primarily attributable to the $119.8 million increase in income
from continuing operations. Similarly, the increase of $21.4 million from fiscal 2003 to fiscal 2004 is primarily
attributable to the $13.8 million increase in income from continuing operations. Accounts receivable and
accounts payable decreased in fiscal 2005 as a result of the weaker demand experienced during the year.
Accounts receivable, inventory and accounts payable were impacted significantly by the increase in raw material
prices experienced throughout fiscal 2003 and 2004. While the run-up in raw material costs increased inventory
prices, the Company was successful in reducing overall inventory volumes, which helped to keep total working
capital in line with the previous year. The Company continues to focus on working capital consistent with
improving its business processes.

Investment Activities

Net cash used for investment activities during the year ended October 31, 2005 was $240.7 million
compared to $213.1 million and $22.5 million for fiscal 2004 and 2003, respectively. Investment activities for the
year ended October 31, 2005 included the acquisition of Mikron and Besten for $200.6 million. The cost of the
acquisitions was partially offset by the $11.7 million received from the sale of Piper Impact as well as proceeds
received as a working capital adjustment from the sale of Nichols Aluminum - Golden. The Company expects to
receive proceeds from the sale of Temroc in fiscal 2006 (see Note 19 for further explanation).

Capital expenditures increased $32.1 million in fiscal 2005 compared to fiscal 2004. Of this increase,
$15.1 million is attributable to the expansion of value added capabilities and caster upgrades within the
Company’s Vehicular Products segment (Phase VIII and Phase IX expansions at MACSTEEL). In addition,
Mikron’s capital spending totaled $13.1 million for capacity expansion. Capital expenditures had been relatively
steady in previous years at $24.4 million in fiscal 2003 and $18.7 million in fiscal 2004. The Company expects
2006 capital expenditures to increase to range from approximately $75 million to $85 million as both
MACSTEEL and Mikron continue with their respective expansions. At October 31, 2005, the Company had
commitments of approximately $36.2 million for the purchase or construction of capital assets. The Company
plans to fund these capital expenditures through cash flow from operations.

Financing Activities

Cash from financing activities was a $0.5 million use of cash, a $108.5 million source of cash and a $76.5
million use of cash for the years ended October 31, 2005, 2004 and 2003, respectively. During fiscal 2005, the
Company borrowed approximately $200.0 million to fund the acquisition of Mikron. By the end of fiscal 2005,
all $200.0 million had been repaid. The amount of dividends paid was offset by the amount of cash received
associated with the issuance of stock upon exercise of stock options. During fiscal 2004, the primary reason for
the source was the issuance of the Debentures. Fiscal 2003 resulted in a use of cash as the Company repaid bank
borrowings and repurchased some of the Company’s common stock.

Debt Structure and Activity

Refer to Note 10 “Long-Term Debt and Financing Arrangements” for a discussion of the Company’s debt
structure.
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Stock Purchase Program

On August 26, 2004, the Board of Directors authorized the Company to reload its stock buyback
program, increasing the existing authorization up to 1.5 million shares. During fiscal 2006, the Company may
purchase shares, from time to time, on the open market or in negotiated transactions, as circumstances warrant,
depending upon market conditions and other factors.

Contractual Obligations and Commercial Commitments
Contractual Cash Obligations
The following tables set forth certain information concerning the Company's unconditional obligations

and commitments to make future payments under contracts with remaining terms in excess of one year, such as
debt and lease agreements, and under contingent commitments.

Payments Due by Period
Less than 1-3 4-5 More Than
Contractual Cash Obligations Total 1 Year Years Years 5 Years
. (In thousands)
Long-term debt, including interest'™™................ $179365 § 4,345 § 7,781 § 8,888 $158,351
Operating 1€ases®.......c..ocovveeviverecenee e, 18,455 4,482 5,713 2,850 5,410
Unconditional purchase obhgatlons“) ............. 21,759 13,688 8,071 — —
Total contractual cash obligations................... $219,579 § 22,515 $ 21,565 $11,738 $163,761

(1) The long-term debt is primarily comprised of the $1235.0 million of Debentures due in 2034 and $10.6 million of
various revenue bonds. The Debenture obligation is based on the stated maturity, and the debt interest amounts
are based on rates as of October 31, 2005.

(2) Operating leases cover a range of items from facilities, fork trucks and cars to fax machines and other
miscellaneous equipment.

(3) The unconditional purchase obligations are made up of $6.9 million of natural gas contracts and $13.5 million of
aluminum scrap contracts along with other miscellaneous repair and maintenance items.

. Other Commercial Commitments

The following table reflects other commercial commitments or potential cash outflows that may result
from a contingent event, such as a need to borrow short-term funds for liquidity purposes.

Amount of Commitment Expiration per Period

Total
Amounts Less than 1-3 4-5 More Than
Other Commercial Commitments Committed 1 Year Years Years S Years
(In thousands)
Standby letters of credit........cccocerricicnnnrncann. $15572 $ 8,041 % — 3 — $ 7.531
GUATANTEES ..eoviveeiieiec e esieeecsrreeseaeseessrnaans 1,000 — — —_— 1,000
Total commercial commitments ...................... $16572 $ 8,041 § — $ — $ 8,531
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Off-Balance Sheet Arrangements

The Company does not have any off-balance sheet arrangements, as such term is defined in the rules
promulgated by the Securities and Exchange Commission, that have or are reasonably likely to have a current or
future effect on the Company’s financial condition, changes in financial condition, revenues or expenses, results
of operations, liquidity, capital expenditures or capital resources that are material to investors.

Effects of Inflation
Inflation has not had a significant effect on earnings and other financial statement items.
Critical Accounting Estimates

The preparation of these financial statements requires management to make estimates and assumptions
that affect the amounts reported in the financial statements and accompanying footnotes. Estimates and
assumptions about future events and their effects cannot be perceived with certainty. Estimates may change as
new events occur, as more experience is acquired, as additional information becomes available and as the
Company's operating environment changes. Actual results could differ from estimates.

The Company believes the following are the most critical accounting policies used in the preparation of
the Company's consolidated financial statements as well as the significant judgments and uncertainties affecting
the application of these policies.

Revenue Recognition and Allowance for Doubtful Accounts

The Company recognizes revenue when the products are shipped and the title and risk of ownership pass
to the customer. Selling prices are fixed based on purchase orders or contractual agreements. Inherent in the
Company's revenue recognition policy is the determination of collectibility. This requires management to make
frequent judgments and estimates in order to determine the appropriate amount of aliowance needed for doubtful
accounts. The Company's allowance for doubtful accounts is estimated to cover the risk of loss related to accounts
receivable. This allowance is maintained at a level the Company considers appropriate based on historical and
other factors that affect collectibility. These factors include historical trends of write-offs, recoveries and credit
losses, the careful monitoring of portfolio credit quality, and projected economic and market conditions. Different
assumptions or changes in economic circumstances could result in changes to the allowance.

Inventory

The Company records inventory valued at the lower of cost or market value. Inventories are valued using
both the first-in first-out (FIFO) and last in, first out (LIFO) methods. The Company adopted the link chain LIFO
method in fiscal 1973. Since then, acquisitions were integrated into the Company’s operations with some valuing
inventories on a LIFO basis and others on a FIFO basis. Inventory quantities are regularly reviewed and
provisions for excess or obsolete inventory are recorded primarily based on the Company's forecast of future
demand and market conditions. Significant unanticipated changes to the Company's forecasts could require a
change in the provision for excess or obsolete inventory.

Environmental Contingencies
Quanex is subject to extensive laws and regulations concerning the discharge of materials into the

environment and the remediation of chemical contamination. To satisfy such requirements, Quanex must make
capital and other expenditures on an ongoing basis. The Company accrues its best estimates of its remediation
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obligations and adjusts such accruals as further information and circumstances develop. Those estimates may change
substantially depending on information about the nature and extent of contamination, appropriate remediation
technologies, and regulatory approvals. Costs of future expenditures for environmental remediation are not
discounted to their present value, unless the amount and timing of the expenditures are fixed or reliably
determinable. When environmental laws might be deemed to impose joint and several liability for the costs of
responding to contamination, the Company accrues its allocable share of liability taking into account the number of
parties participating, their ability to pay their shares, the volumes and nature of the wastes involved, the nature of
anticipated response actions, and the nature of the Company’s alleged connections. Unanticipated changes in
circumstances and/or legal requirements could result in expenses being incurred in future periods in addition to an
increase in actual cash required to remediate the contamination.

Long-Lived Assets
Property, Plant and Equipment and Intangibles

The Company makes judgments and estimates in conjunction with the carrying value of property, plant
and equipment, other intangibles, and other assets, including amounts to be capitalized, depreciation and
amortization methods and useful lives. Additionally, carrying values of these assets are periodically reviewed for
impairment and further reviewed whenever events or changes in circumstances indicate that carrying value may
be impaired. The carrying values are compared with the fair value of such assets calculated based on the
anticipated future cash flows related to those assets. If the carrying value of a long-lived asset exceeds its fair
value, an impairment charge is recorded in the period in which such review is performed. This requires the
Company to make long-term forecasts of its future revenues and costs related to the assets subject to review.
Forecasts require assumptions about demand for the Company's products and future market conditions. Future
events and unanticipated changes to assumptions could require a provision for impairment in a future period.

Goodwill

The purchase method of accounting for business combinations requires the Company to make use of
estimates and judgments to allocate the purchase price paid for acquisitions to the fair value of the net tangible
and identifiable intangible assets. The Company performs a goodwill impairment test annually as of August 31.
In addition, goodwill would be tested more frequently if changes in circumstances or the occurrence of events
indicates that a potential impairment exists. The impairment test requires the Company to compare the fair value
of business reporting units to carrying value including assigned goodwill. The Company primarily uses the
present value of future cash flows to determine fair value and validates the result against the cost and market
approaches. Future cash flows are typically based upon a five-year future period for the businesses and an
estimated residual value. Management judgment is required in the estimation of future operating results and to
determine the appropriate residual values. The residual values are determined from comparable industry
transactions. Future operating results and residual values could reasonably differ from the estimates and could
require a provision for impairment in a future period.

Income Taxes

The Company records the estimated future tax effects of temporary differences between the tax basis of
assets and liabilities and the amounts reported in the Company's consolidated balance sheet, as well as operating
loss and tax credit carry forwards. The carrying value of the net deferred tax liability reflects the Company's
assumption that the Company will be able to generate sufficient future taxable income in certain jurisdictions to
realize its deferred tax assets. If the estimates and assumptions change in the future, the Company may be required
to record a valuation allowance against a portion of its deferred tax assets. This could result in additional income
tax expense in a future period in the consolidated statement of income.

27



Retirement and Pension Plans

The Company sponsors a number of defined benefit pension plans and an unfunded postretirement plan
that provides health care and life insurance benefits for eligible retirees and dependents. The measurement of
liabilities related to these plans is based on management's assumptions related to future events, including expected
return on plan assets, rate of compensation increases and health care cost trend rates. The discount rate, which is
determined using a model that matches corporate bond securities, is applied against the projected pension and
postretirement disbursements. Actual pension plan asset investment performance will either reduce or increase
unamortized pension losses at the end of any fiscal year, which ultimately affects future pension costs.

The effects of the decrease in selected assumptions, assuming no changes in benefit levels and no
amortization of gains or losses for the pension plans in fiscal 2005, is shown below:

Effect on all Defined Benefit Pension Plans
October 31, 2005

Increase
(Decrease) in Increase
Percentage Point ~ Projected Benefit (Decrease) in 2005

Assumption Change Obligation Pension Expense
Assumpiion

(In thousands)
Discount rate.......oceveevrveirieerineeerieeeeeiees -0.5 pts $ 5,723 $ 769
Assumed return on plan assets............c.c.o.e. -0.5 pts N/A 216

Accounting guidance applicable to pensions does not require immediate recognition of the effects of a
deviation between actual and assumed experience and the revision of an estimate. This approach allows the
favorable and unfavorable effects that fall within an acceptable range to be netted and disclosed as an
unrecognized gain or loss in the footnotes. At October 31, 2005 and 2004, there were unrecognized losses of
$18.8 million and $20.1 million, respectively. A portion of the loss will be amortized in fiscal year 2006. The
effect on fiscal years after 2006 will depend on the actual experience of the plans.

Postretirement plan assumptions reflect our historical experience and our best judgments regarding future
expectations. Assumed health care cost trend rates could have an effect on the amounts reported for post
retirement benefit plans. A one-percentage point change in assumed health care cost trend rates would have the
following effects:

One One
Percent Percent
Increase  Decrease

(In thousands)
Effect on total service and interest cost components........ $ 9 § )]
Effect on postretirement benefit obligation...................... 190 (173)

Mortality assumptions used to determine the obligations for our pension and other postretirement benefit
plans are related to the experience of the plans and to our third-party actuary’s best estimate of expected plan
mortality. The mortality assumptions for fiscal 2006 valuation purposes will be based on different mortality
tables. The selected mortality tables for fiscal 2006 are among the most recent tables available. The effect of the
change is expected to increase the projected benefit obligation and pension expense for fiscal 2006 by
approximately $2.9 million and $0.6 million, respectively.
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Discontinued Operations

In accordance with SFAS No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets,”
(SFAS 144) the Company presents the results of operations, financial position and cash flows of operations that
have either been sold or that meet the criteria for “held for sale accounting” as discontinued operations. At the
time an operation qualifies for held for sale accounting, the operation is evaluated to determine whether or not the
carrying value exceeds its fair value less cost to sell. Any loss as a result of carrying value in excess of fair value
less cost to sell is recorded in the period the operation meets held for sale accounting. Management judgment is
required to (1) assess the criteria required to meet held for sale accounting, and (2) estimate fair value. Changes
to the operation could cause it to no longer qualify for held for sale accounting and changes to fair value could
result in an increase or decrease to previously recognized losses.

New Accounting Pronouncements

In December 2004, the FASB issued SFAS No. 123 (revised 2004), “Share-Based Payment” (SFAS
123R). SFAS 123R requires companies to measure all employee stock-based compensation awards using a fair
value method and record such expense in the Company’s consolidated financial statements. The provisions of
SFAS 123R are effective for the first annual reporting period that begins after June 15, 2005. The Company will
adopt this standard at the beginning of fiscal 2006 and will elect the modified-prospective transition method.
Under the modified-prospective method, awards that are granted, modified, repurchased or cancelled after the date
of adoption should be measured and accounted for in accordance with SFAS 123R. Awards that are granted prior
to the effective date should continue to be accounted for in accordance with SFAS 123 except that stock option
expense for unvested options must be recognized in the income statement. The impact of adoption of SFAS 123R
cannot be predicted at this time because it will depend on, among other things, levels of share-based payments
granted in the future, the market value of the Company’s common stock as well as assumptions regarding a
number of complex variables. These variables include, but are not limited to, the Company’s stock price,
volatility, and employee stock option exercise behaviors and the related tax impact. However, had the Company
adopted SFAS 123R in prior periods, the Company believes the impact of that standard would have approximated
the impact of SFAS 123 as described in the “Stock Based Employee Compensation” disclosure of pro forma net
income and earnings per share in Note 1 of Item 8 of this Form 10-K.

Item 7A.  Quantitative and Qualitative Disclosures about Market Risk

The following discussion of the Company and its subsidiaries’ exposure to various market risks contains
“forward looking statements” that involve risks and uncertainties. These projected results have been prepared
utilizing certain assumptions considered reasonable in light of information currently available to the Company.
Nevertheless, because of the inherent unpredictability of interest rates, foreign currency rates and metal
commodity prices as well as other factors, actual results could differ materially from those projected in such
forward looking information. The Company does not use derivative financial instruments for speculative or
trading purposes. For a description of the Company's significant accounting policies associated with these
activities, see Note 16 to the Consolidated Financial Statements.

Interest Rate Risk
The Company and its subsidiaries have a Bank Agreement and other long-term debt which subject the
Company to the risk of loss associated with movements in market interest rates. At October 31, 2005 and 2004,

the Company had fixed-rate debt totaling $126.9 million. This debt is fixed-rate and, therefore, does not expose
the Company to the risk of earnings loss due to changes in market interest rates.
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The Company and certain of its subsidiaries’ floating-rate obligations totaled $9.0 million and
$2.0 million at October 31, 2005 and 2004, respectively. Based on the floating-rate obligations outstanding at
October 31, 2005, a one percent increase or decrease in the average interest rate would result in a change to pre-
tax interest expense of approximately $90 thousand.

For 2002, the Company had $100.0 million of swap agreements in place to limit the exposure of this
obligation to increases in short-term interest rates. These swap agreements effectively fixed the interest rate, thus
limiting the potential impact that increasing interest rates would have on earnings. Under these swap agreements,
payments were made based on a fixed rate ($50.0 million at 7.025%, and $50.0 million at 6.755%) and received
on a LIBOR based variable rate (1.82% at October 31, 2002). At October 31, 2002, the fair market value related
to the interest rate swap agreements was a loss of $4.0 million.

To the extent that floating rate obligations are in excess of or less than $100.0 million, the Company was
subject to changes in the underlying interest rates. For the year ended October 31, 2002, the Company's floating
rate obligations were $28.8 million less than the $100.0 million swap agreement. Increases or decreases in the
underlying interest rate of the swap agreement would have had a direct impact on interest expense for this
differential in balances.

These swap agreements expired on July 29, 2003 and the final settlement payment was made. The
Company has not entered into any other interest swap agreements and as such is subject to the variability of
interest rates on its variable rate debt.

Commodity Price Risk

The Vehicular Products segment has a scrap surcharge program in place, which is a practice that is well
established within the engineered steel bar industry. The scrap surcharge is based on a three month trailing average
of #1 bundle scrap prices prevailing in three cities. The Company’s long-term exposure to changes in scrap prices is
significantly reduced because of the surcharge program. Over time, the Company recovers the majority of its scrap
cost increases, though there is a level of exposure to short-term volatility because of the three month lag.

Within the Building Products segment, the Company uses various grades of aluminum scrap as well as
minimal amounts of prime aluminum ingot as raw materials for its manufacturing process. The price of this
aluminum raw material is subject to fluctuations due to many factors in the aluminum market. In the normal
course of business, Nichols Aluminum enters into firm price sales commitments with its customers. In an effort
to reduce the risk of fluctuating raw material prices, the Company enters into firm price raw material purchase
commitments (which are designated as ‘“normal purchases” under SFAS No. 133, “Accounting for Derivative
Instruments and Hedging Activities”) as well as option contracts on the London Metal Exchange (LME). The
Company’s risk management policy as it relates to these LME contracts is to enter into contracts to cover the raw
material needs of the Company’s committed sales orders, to the extent not covered by fixed price purchase
commitments.

Through the use of firm price raw material purchase commitments and LME contracts, the Company
intends to protect cost of sales from the effects of changing prices of aluminum. To the extent that the raw
material costs factored into the firm price sales commitments are matched with firm price raw material purchase
commitments, changes in aluminum prices should have no effect. During fiscal 2005, the Company primarily
relied upon firm price raw material purchase commitments to protect cost of sales tied to firm price sales
commitments. There were no outstanding LME hedges as of October 31, 2005.

Within the Building Products segment, polyvinyl resin (PVC) is the significant raw material consumed
during the manufacture of vinyl extrusions. The Company has a monthly resin adjustor in place with its
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customers that is adjusted based upon published industry resin prices. This adjuster effectively shares Mikron’s
base pass-through price changes of PVC with its customers commensurate with the market at large. The

Company’s long-term exposure to changes in PVC prices is thus significantly reduced due to the contractual
component of the resin adjustor program.
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Item 8. Financial Statements and Supplementary Data

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders
Quanex Corporation
Houston, TX

We have audited the accompanying consolidated balance sheets of Quanex Corporation and subsidiaries (the
“Company”) as of October 31, 2005 and 2004, and the related consolidated statements of income, stockholders’
equity, and cash flows for each of the three years in the period ended October 31, 2005. Our audits also included the
financial statement schedule listed in the Index at 15(a)2. These financial statements and financial statement schedule
are the responsibility of the Company’s management. Qur responsibility is to express an opinion on these financial
statements based on our audits.

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

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial position of
the Company as of October 31, 2005 and 2004, and the results of its operations and its cash flows for each of the
three years in the period ended October 31, 2005, in conformity with accounting principles generally accepted in the
United States of America. Also, in our opinion, such financial statement schedule, when considered in relation to the
basic consolidated financial statements taken as a whole, present fairly, in all material respects, the information set
forth therein.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the effectiveness of the Company's internal control over financial reporting as of October 31, 2005, based on
the criteria established in Internal Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission and our report dated December 20, 2005 expressed an unqualified
opinion on management's assessment of the effectiveness of the Company's internal control over financial reporting
and an unqualified opinion on the effectiveness of the Company's internal control over financial reporting.

DELOITTE & TOUCHE LLP

Houston, TX
December 20, 2005
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QUANEX CORPORATION
CONSOLIDATED BALANCE SHEETS

October 31,
2005 2004
(In thousands, except share data)
ASSETS

Current assets:
Cash and eqUIVAIENLS .......cooveiiiiiieiiiciere ettt $ 49681 § 41,743
Accounts and notes receivable, net of allowance of $7,609 and $6,817 .........ccoone.. 152,072 172,582
TIIVEIIOTIES o.oeivvinnreieree e eie e ettt e e e et e e e e s e et a e e s e eeaseratneesssesntassaeessaeesannaeeenesnns 133,003 112,993
Deferred INCOME tAXES ...vviii ettt ein e 12,864 11,182
Other CUITEINE ASSEIS....viiviiviiiieiitiiieeiceeeie et eerreeeesere s sbeetbeereeeteeetseetssetesrttesrssereesteeresnseas 4,669 2,387
Current assets of discontinued OPErations.......c..oceeeeveerriverieeiie e eree e re e 5,504 16,068
TOtAl CUITENT ASSELS ..vviiviiviierieieecee ettt e eb b et ere et te vt e r e s eteesasonneeneaas 357,793 356,955
Property, plant and eqUIPIMENT, NEL ...........ccviiiiiiiiieiieeic e eee s ere v ee e e eetaectee e neas 423,942 345,193
GOOAWIIL L.ttt ettt s eaae e 196,341 121,174
Cash surrender value insurance poliCies, NEt ..........c.veevevireeeriereirieierieier e 24,927 24,439
INtAnGibIe @SSETS, MEL ...oiui ittt ettt 82.360 27,556
L8 11 115 g TT L £SO TR PRSP 9,002 9,207
Assets of discontinued OPErationS .........ccvvivviiviiiiiii ettt e e 5,846 45,619
TOTAL ASSEES 1.cvvriveeiiiieeriisitiesite st ot ieeettrsetttsstteseatesortessstessrtessrtesssaeesibessbessabesstbesraeas $1,100,211  $930,143

LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:

ACCOUNES PAYADIE .....ovivivvitisii ettt ettt nes s $ 129,152  $159,379
ACCTUEA HHADIHTIES ...veiiiiiie ettt e rr e e tb et ete e enreeaeeenreea 73,616 45,380
Income taxes PAyAbIe .......cccviiiiiiiiiii e 14,465 4,323
Current maturities of long-term debt .......c.ocooviiiiiiiii e 2,459 246
Current liabilities of discontinued OPErations .........ccccvvveirecrirrieenieiie et eie v . 4,208 7,520
Total current HabilitIes......c...oiiiiiiii ettt 223,900 216,848
Long-term debt. ..ottt et 133,462 128,680
Deferred pension Credits .......oooioviiieiieiieiorree vttt st 8,158 8,804
Deferred postretirement welfare benefits..........ccooiviiiiriiiiiici e 7,519 7,745
DETEITEA INCOMIE TAXES v viviiirieeiierieeeete st te st e e ere e e erees s ertr e s sabeeessaaees e saateessaaessesaaae s 58,836 53,514
Non-current enVIrONMENTAL TESEIVES ......iiviiieiiieeeeireeiee e ee et e e et s e it s e s s esseereeeeseseeene 6,732 8,188
OThEr HHADIIIEIES. ... ..ottt ettt et et et e s et e e eeeesesesetreesbeesateenessoaes 2,742 2,828
Liabilities of discontinued OPerations ..........ccccoouvieiioieiiicenini it e 2,120 2,829
TOtAl HHADIIEIES ..vve ittt ee et e e 443,469 429,436

Commitments and contingencies (Note 18)

Stockholders’ equity:
Preferred stock, no par value, shares authorized 1,000,000; issued and

OULSTANAINGTIONE ...c..etiitiiii ettt bbbttt st eete s — —
Common stock, $0.50 par value, shares authorized 50,000,000; issued 25,465,466
ANA 24,976,293 .ottt ettt st enen 12,727 12,486
Additional paid-in-Capital ..........oocoviiiiiiiiie s 204,698 187,513
Retained earnings..........ccooiviiiiiiiiiiiiiiic s 445,670 307,754
Uneamed COMPENSALION........cocierie ettt erreiet ettt e esbesee et eneesaen e (1,388) (824)
Accumulated other comprehensive iInCome (108S) ..cvvoocvvviviiieriiinieniire e (3,217) (4,463)
658,490 502,466
Less common stock held by Rabbi Trust - 86,886 and 87,208 shares................c........ (1,748) (1,759)
Total stockholders’ EqUILY ...ccoovviiiciiiieiii e e e 656,742 500,707
Total liabilities and stockholders’ equity.........cocoveirerieiriencciiiiciccecc e $1,100,211  $930,143

See notes to consolidated financial statements.
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QUANEX CORPORATION
CONSOLIDATED STATEMENTS OF INCOME

Years ended October 31,
2005 2004 2003
(In thousands, except per share amounts)

NEt SAIES ...veireieicie e $1,969,007 $1,437,897 § 878,409
Cost and expenses:

CoSt OF SALES ....ecviivieiie it e 1,512,980 1,225,784 727,070

Selling, general and administrative.........c.c.occeevecveeennnn 97,851 64,189 46,535

Depreciation and amortization............c.ccoccveeveriecernnecnn 65,401 49,381 40,322
Gainonsale of land ..........c.ccoooiiiiiivv e — (454) (405)
Operating INCOMIE .........ccveerieriereeriereneeeereeeareanesresrerneneiens 292,775 98,997 64,887

INErest EXPENSE ...oeevvviieivieeree e ereee et eree e e s raae e e (9,300) (5,967) (2,700)

Retired executive life insurance benefit............cccoeeee. — — 2,152

Other, Nt ..o et 151 335 2,729
Income from continuing operations before income taxes.... 283,626 93,365 67,068
INCOME tAX EXPENSE...covvivreererieereieeeereeereeeesreeneeseereansasnans (106,393) (35,937) (23,422)
Income from continuing OPerations ...........ceceveeerverarverennens 177,233 57,428 43,646
Income (loss) from discontinued operations, net of taxes.... (22,073) ~(2,961) (759)
NELINCOME ...ttt eee e s $ 155,160 $ 54467 $ 42,887
Basic earnings per common share:

Earnings from continuing operations.............ccoceeerveeen $ 7.04 $ 233 $ 1.80

Income (loss) from discontinued operations................... (0.88) (0.12) {0.03)

Basic €arnings per Share .............ocovevievnrienniieinniennns $ 6.16 $ 221 S 1.77
Diluted earning per common share:

Earnings from continuing operations...........cccocvevreeane. $ 6.75 $ 2.29 $ 1.78

Income (loss) from discontinued operations................... (0.83) (0.12) (0.03)

Diluted earnings per share .........c.ccceceoeniviicniinicnennenne. $ 5.92 $ 2.17 $ 1.75
Weighted average common shares outstanding:

BASIC .ottt st 25,181 24,654 24,231

DITULED ..ottt 26,539 25,047 24,576

See notes to consolidated financial statements.
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QUANEX CORPORATION

CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY

Accumulated Other

Comprehensive Income

Additional Minimum Treasury Total
Comprehensive | Common Paid-in Retained Pension Stock &  Stockholders’
Years Ended October 31, 2005, 2004 and 2003 Income Stock Capital Earnings Liability Qther Other Equity
(In thousands, except share data)
Balance at October 31,2002.......c.ccoooevine $12,341  $181,858 $232,074 $(3,056) $ (423) $ (1,399) $ 421,395
Comprehensive income:
Net INCOME .o.viv i $42,887 42,887 42,887
Adjustment for minimum pension
liability (net of taxes of $372)........... (583) (583) (583)
Derivative transactions:
Current period hedging transactions
(net of taxes 0f $1).evvicvivcinne 2) 2) 2)
Reclassifications into earnings
(net of taxes of $270)........coounnee. 423 423 423
Total comprehensive income.........coverieeee. $42,725
Common dividends ($0.45 per share)............ (10,865) (10,865)
Common stock held by Rabbi Trust (336) (336)
Cost of common stock in treasury ......... (9,160) (9,160)
OHET .o s 49 1,126 (29) 254 1,400
Balance at October 31, 2003......ccoeivriirnens $12,390  $182,984 $264,067 $(3,639) $ (2) 8(10,641)  $ 445,159
Comprehensive income:
NEt INCOME ..viiiviieciieiiiiee e $54,467 54,467 54,467
Adjustment for minimum pension
liability (net of taxes of $563)........... (880) (880) (880)
Foreign currency translation
AdJUSTMENT .o 56 56 56
Derivative transaction, reclassifications
into earnings (net of taxes of $1)...... 2 2 2
Total comprehensive income............occcerenne. $53,645
Common dividends (30.47 per share)............ (11,530) (11,530)
Common stock held by Rabbi Trust .............. (442) (442)
Cost of common stock in treasury ................ 9,160 9,160
OUhET ..ot 96 4,529 750 (660) 4,715
Balance at October 31, 2004.........c...cooceernne. $12,486  $187,513  $307,754 $(4,519) $56  $(2,583) $500,707
Comprehensive income:
NELINCOME ot $155,160 155,160 155,160
Adjustment for minimum pension
liability (net of taxes of $778)........... 1,218 1,218 1,218
Foreign currency translation adjustment . 28 28 28
Total comprehensive income ...........coomeerennn $156,406
Common dividends ($0.56 per share)............ (14,296) (14,296)
Stock issued — options exercised .................. 205 14,090 14,295
OLhEr oot 36 3,095 (2,948) (553) (370)
Balance at October 31, 2005.........c.ooveiieneeen, $12,727  $204,698  $445,670 $(3,301) $84 $(3,136) $656,742

See notes to consolidated financial statements.
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QUANEX CORPORATION

CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY (continued)

Balance at October 31,2002,
Treasury shares purchased.............ccoovrnniinncinnn
Stock issued—options exercised (net of trade-ins).........
Stock issued—compensation plans.......c.covveeeeeerrrverneenee

Rabbi Trust ..

Balance at October 31,2003........cccceiviiiiiiceeee,
Stock issued—options exercised (net of trade-ins).........
Stock issued—compensation plans............ceceevervvernnnens

Rabbi Trust..

Balance at October 31,2004 ...
Stock issued-options exercised (net of trade-ins).........
Stock issued-compensation plans..........ceccoecvvecvernenen.

Stock — other
Rabbi Trust ..

Balance at October 31, 2005......cviveveeecieeee

See notes to consolidated financial statements.

Years Ended October 31, 2005, 2004 and 2003

Common Shares

Preferred
Shares Rabbi Net
Issued Issued Treasury Trust Outstanding
— 24,683,450 — (63,807) 24,619,643
— (657,900) — (657,900)
63,499 242,516 — 306,015
1,500 (3,816) — (2,316)
30,457 (23,004) (7,453) —
— 24,778,906 (442,204)  (71,260) 24,265,442
170,673 403,020 — 573,693
14,250 35,700 — 49,950
12,464 3,484  (15,948) —
— 24,976,293 — (87,208) 24,889,085
458,903 — 458,903
31,791 — 31,791
(1,199) — (1,199)
(322) 322 —
— 25,465,466 — (86,886) 25,378,580
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Years Ended October 31,
2005 2004 2003
(In thousands)
Operating Activities:
INEE IICOIMIE ...ttt ettt ettt ettt n et a et st ba e s en et esen e asenrets $ 155,160 $54,467 $42,887
Loss (income) from discontinued Operations ...........coccevcvviicerieneiiiiisieeenrirene e 22,073 2,961 759
Adjustments to reconcile net income to cash provided by operating activities:
Depreciation and amortiZatION ...........cueeevieierrieieee et sceeree e seereeseesaenens 65,987 49,921 40,647
Gain on sale of Iand ... et — (454) (405)
Retired executive life insurance benefit............c.cocoovviiiiiiiiioiiiicnc e, — — (2,152)
Deferred iNCOME TAXES . .vviireirirvierreiiie st eiie et e ebaeseese e rrecabeesaesseesbaeeneesseenes (438) 30 3,440
Deferred pension and postretirement benefits .........cccoooeviineiiiiincc 1,323 (499) 1,522
Changes in assets and liabilities, net of effects from acquisitions and dispositions:
Decrease (increase) in accounts and notes receivable.........ccovevviiiiiiiiciiiinenne, 32,165  (45,932) (6,859)
Decrease (InCrease) in INVENTOTY ......c..eoereveeeiiciioirveiueneoseceesessronsossessssessanson. (8,847)  (6,722) 8,743
(Decrease) increase in accounts payable. ... (43,696) 57,160 11,530
Increase (decrease) in accrued Habilities ..........oovveiiiiiiiiienericeerrs e, 6,473 9,076 (7,471)
Increase (decrease) in income taxes payable .........ccoovvvvvineciiniceice, 19,624 (5,820) 1,032
OHET, DB ..viiiiieietie ettt ettt et e e e et e et e et eeeree s saee e eaee e e eaaeenees 571 1,900 (5,485)
Cash provided by (used for) operating activities from discontinued operations . (1,275) 8,149 14,652
Cash provided by operating activVities ...........cccovieriireiiorinieincnienece e 249,120 124,237 102,840
Investing Activities:
Acquisitions, net of cash acqUITed .........ccooveeiviiriiriiniiieeee e (200,550) (214,618) —
Proceeds from sale of discontinued operations..........cco.oovvveeiererieenecceerre e, 11,710 23,310 —
Capital expenditures, net of retiremMents .........c.occceeeirireieineinrcece s (50,792) (18,713) (24,411
Proceeds from sale of [and........oovvvviiiiiiri e — 637 2,832
Retired executive life insurance proceeds..........evveivenivnrerinenencineeee s — — 6,442
OhEr, TIEE ..oiiiiie sttt e e s et ar b e e et e ae s eneebesbe b s eebenens (46) &77) (2,952)
Cash used for investing activities from discontinued operations...............c..c...... (1,059)  (2,829) (4411
Cash used for INVesting ACtIVITIES. .....c..eovevireiirireieerree ettt (240,737) (213,090) (22,500)
Financing Activities:
Bank borrowings (repayments), NET.........eeeevreirrererireniecrneinnieerereesnieseorernens (180) (10,000) (55,000)
Issuance (purchase) of debentures .........ooce i — 125,000 —
Cormmon stock dividends paid.........c.ooviiiiiiiiiieie e (14,296) (11,530) (10,865)
Issuance of common StOCK, MEL......vviveiiieireeiiecre e b ere e 14,295 11,665 5,163
Purchase of Quanex common STOCK .......c.coovviiiiiiiiierii et — — (13,515)
OFRET, NMET 1.viviieeietiieee ettt bbbttt b etk sae b et sttt e e e reseanee (70)  (6,456) (2,101)
Cash used for financing activities from discontinued operations ........................ 211D (201) (197)
Cash provided by (used for) financing activities .........ccoeeeeeerieonnriieeee e e (462) 108,478 (76,515)
Effect of exchange rate changes on cash equivalents ..........ccc.ccoecrivcninnncnne. 17 10 —
Increase (decrease) in cash and equivalents..........cccoeveiiiiiieiininc e 7,938 19,635 3,825
Cash and equivalents at beginning of period .........c..cccooviiiiiiiiniiiii 41,743 22,108 18,283
Cash and equivalents at end of period..........cccooviivieiierinieiereec e $ 49681 $41,743 $22,108

See notes to consolidated financial statements.
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1. Critical Accounting Estimates

The preparation of these financial statements requires management to make estimates and assumptions
that affect the amounts reported in the financial statements and accompanying footnotes. Estimates and
assumptions about future events and their effects cannot be perceived with certainty. Estimates. may change as
new events occur, as more experience is acquired, as additional information becomes available and as the
Company’s operating environment changes. Actual results could differ from estimates.

The Company believes the following are the most critical accounting policies used in the preparation of
the Company’s consolidated financial statements as well as the significant judgments and uncertainties affecting
the application of these policies. :

Nature of Operations

The Company manufactures engineered carbon and alloy steel bars, aluminum flat-rolled products,
flexible insulating glass spacer systems, extruded profiles and precision-formed metal and wood products which
primarily serve the North American vehicular products and building products markets. See Note 12, Industry
Segment Information.

Revenue Recognition and Allowance for Doubtful Accounts

The Company recognizes revenue when the products are shipped and the title and risk of ownership pass
to the customer. Selling prices are fixed based on purchase orders or contractual agreements. Inherent in the
Company’s revenue recognition policy is the determination of collectibility. This requires management to make
frequent judgments and estimates in order to determine the appropriate amount of allowance needed for doubtful
accounts. The Company’s allowance for doubtful accounts is estimated to cover the risk of loss related to
accounts receivable. This allowance is maintained at a level the Company considers appropriate based on
historical and other factors that affect collectibility. These factors include historical trends of write-offs,
recoveries and credit losses, the careful monitoring of portfolio credit quality, and projected economic and market
conditions. Different assumptions or changes in economic circumstances could result in changes to the allowance.

Inventory

The Company records inventory valued at the lower of cost or market value. Inventories are valued using
both the first-in first-out (FIFO) and last in, first out (LIFO) methods. The Company adopted the link chain LIFO
method in fiscal 1973. Since then, acquisitions were integrated into the Company’s operations with some valuing
inventories on a LIFO basis and others on a FIFO basis. Inventory quantities are regularly reviewed and
provisions for excess or obsolete inventory are recorded primarily based on the Company’s forecast of future
demand and market conditions. Significant unanticipated changes to the Company’s forecasts could require a
change in the provision for excess or obsolete inventory.

Environmental Contingencies

Quanex is subject to extensive laws and regulations concerning the discharge of materials into the
environment and the remediation of chemical contamination. To satisfy such requirements, Quanex must make
capital and other expenditures on an ongoing basis. The Company accrues its best estimates of its remediation
obligations and adjusts such accruals as further information and circumstances develop. Those estimates may
change substantially depending on information about the nature and extent of contamination, appropriate
remediation technologies, and regulatory approvals. Costs of future expenditures for environmental remediation
are not discounted to their present value, unless the amount and timing of the expenditures are fixed or reliably
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determinable. When environmental laws might be deemed to impose joint and several liability for the costs of
responding to contamination, the Company accrues its allocable share of liability taking into account the number
of parties participating, their ability to pay their shares, the volumes and nature of the wastes involved, the nature
of anticipated response actions, and the nature of the Company’s alleged connections. Unanticipated changes in
circumstances and/or legal requirements could result in expenses being incurred in future periods in addition to an
increase in actual cash required to remediate the contamination.

Long-Lived Assets
Property, Plant and Equipment and Intangibles

The Company makes judgments and estimates in conjunction with the carrying value of property, plant
and equipment, other intangibles, and other assets, including amounts to be capitalized, depreciation and
amortization methods and useful lives. Additionally, carrying values of these assets are periodically reviewed for
impairment and further reviewed whenever events or changes in circumstances indicate that carrying value may
be impaired. The carrying values are compared with the fair value of such assets calculated based on the
anticipated future cash flows related to those assets. If the carrying value of a long-lived asset exceeds its fair
value, an impairment charge is recorded in the period in which such review is performed. This requires the
Company to make long-term forecasts of its future revenues and costs related to the assets subject to review.
Forecasts require assumptions about demand for the Company’s products and future market conditions. Future
events and unanticipated changes to assumptions could require a provision for impairment in a future period.

Property, plant and equipment is stated at cost and is depreciated using the straight-line method over the
estimated useful lives of the assets. The estimated useful lives of certain categories are as follows:

Years
Land improvements...........c.coocevveinvinrenens 10 to 25
Buildings ..c.cocovviiniiieeneeiee e 10 to 40
Machinery and equipment..............cccerrernneee. 3t020

Goodwill

The purchase method of accounting for business combinations requires the Company to make use of
estimates and judgments to allocate the purchase price paid for acquisitions to the fair value of the net tangible
and identifiable intangible assets. The Company performs a goodwill impairment test annually as of August 31.
In addition, goodwill would be tested more frequently if changes in circumstances or the occurrence of events
indicates that a potential impairment exists. The impairment test requires the Company to compare the fair value
of business reporting units to carrying value including assigned goodwill. The Company primarily uses the
present value of future cash flows to determine fair value and validates the result against the market approach.
Future cash flows are typically based upon a five-year future period for the businesses and an estimated residual
value. Management judgment is required in the estimation of future operating results and to determine the
appropriate residual values. The residual values are determined from comparable industry transactions. Future
operating results and residual values could reasonably differ from the estimates and could require a provision for
impairment in a future period.
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Income Taxes

The Company records the estimated future tax effects of temporary differences between the tax basis of
assets and liabilities and the amounts reported in the Company’s consolidated balance sheet, as well as operating
loss and tax credit carry forwards. The carrying value of the net deferred tax liability reflects the Company’s
assumption that the Company will be able to generate sufficient future taxable income in certain jurisdictions to
realize its deferred tax assets. If the estimates and assumptions change in the future, the Company may be required
to record a valuation allowance against a portion of its deferred tax assets. This could result in additional income
tax expense in a future period in the consolidated statement of income.

Insurance

The Company manages its costs of group medical, property, casualty and other liability exposures
through a combination of retentions and insurance coverage with third party carriers. Liabilities associated with
the Company’s portion of these exposures are estimated in part by considering historical claims experience,
severity factors and other assumptions. Projections of future loss expenses are inherently uncertain because of the
random nature of insurance claims occurrences and could be significantly affected if future occurrences and
claims differ from these assumptions and historical trends.

Retirement and Pension Plans

The Company sponsors a number of defined benefit pension plans and an unfunded postretirement plan
that provides health care and life insurance benefits for eligible retirees and dependents. The measurement of
habilities related to these plans is based on management’s assumptions related to future events, including
expected return on plan assets, rate of compensation increases and health care cost trend rates. The discount rate,
which is determined using a model that matches corporate bond securities, is applied against the projected pension
and postretirement disbursements. Actual pension plan asset investment performance will either reduce or
increase unamortized pension losses at the end of any fiscal year, which ultimately affects future pension costs.

Discontinued Operations

The Company presents the results of operations, financial position and cash flows of operations that have
either been sold or that meet the criteria for “held for sale accounting” as discontinued operations. At the time an
operation qualifies for held for sale accounting, the operation is evaluated to determine whether or not the
carrying value exceeds its fair value less cost to sell. Any loss as a result of carrying value in excess of fair value
less cost to sell is recorded in the period the operation meets held for sale accounting. Management judgment is
required to (1) assess the criteria required to meet held for sale accounting, and (2) estimate fair value. Changes
to the operation could cause it to no longer qualify for held for sale accounting and changes to fair value could
result in an increase or decrease to previously recognized losses.
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Stock Based Employee Compensation

In accordance with Statement of Financial Accounting Standards (SFAS) No. 123, “Accounting for
Stock-Based Compensation,” (SFAS 123) the Company continues to apply the rules for stock-based
compensation contained in Accounting Principles Board Opinion No. 25, “Accounting for Stock Issued to
Employees” (APB 25) using the intrinsic value method. The pro forma effect on net income and earnings per
share of the fair value based method of accounting for stock-based compensation as required by SFAS 123 and
SFAS No. 148 “Accounting for Stock-Based Compensation ~ Transition and Disclosure” (SFAS 148) is disclosed
below:

Years Ended October 31,
2008 2004 2003
(In thousands, except per share data)

Net income, as r€POTTEA .....oovveiiiririereeiieiseeieee e $155,160 $54,467 $42,887
Deduct: Total stock-based employee compensation expense
determined under fair value based method for all awards,

net of related tax effects........cooocviiiiinncc e (2,191) (1,997) (1,673)
Pro forma net iNCOME .........ccocvviieieieieee et $152,969 $52,470 $41,214
Earnings per common share:

Basic as 1epOrted..........coovveiiiieeiieeee e $ 616 $ 221 $ 177

Basic Pro forma .......ccoooevveieiiiieeniie s $ 6.07 $ 213 $ 1.70

Diluted as 1ePOTted........courvioiririieiiieriietee e $ 592 $ 2.17 $ 175

Diluted pro forma ........cooooiviiiiiiiecce e $§ 584 $ 2.09 § 1.68

The fair value of the Company’s stock options used to calculate the pro forma net income and earnings
per share disclosures are calculated as of the grant date using a Black-Scholes option-pricing model with the
following weighted average assumptions:

Years Ended October 31,
2005 2004 2003
Risk-free interest rate .......cccovviviiviiciriiee vt vee e 3.53% 3.41% 4.49%
Dividend yield .......ocooovioiiiiiiciie e 1.51% 2.06% . 1.98%
Volatility fACIOT ..oivviiiiii et 35.2% 42.07% 50.21%
Weighted average expected life..........c.oooorvirninnnicie 5 Years 5 years 9.5 years

The Black-Scholes option-pricing model is generally intended for use in estimating the fair value of
traded options, which have no vesting restrictions and are fully transferable. Furthermore, option-pricing models
require highly subjective and variable assumptions, such as the expected stock price volatility. Therefore, the fair
values of the company’s stock options presented in the pro forma calculations are not necessarily representations
of the actual fair values of those stock options since the granted options have characteristics significantly different
from those of traded options, and the variables used under alternative assumptions, could cause the calculations to
vary from those presented. See New Accounting Pronouncements below for discussion on SFAS No. 123 (revised
2004), “Share-Based Payment” (SFAS 123R) issued by the Financial Accounting Standards Board (FASB) in
December 2004.

Principles of Consolidation

The consolidated financial statements include the accounts of Quanex and its subsidiaries, all of which are
wholly owned. All significant intercompany balances and transactions have been eliminated in consolidation.
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Earnings per Share Data

Basic earnings per share excludes dilution and is computed by dividing net income available to common
stockholders by the weighted average number of common shares outstanding for the period. Diluted earnings per
share reflects the potential dilution that could occur if securities or other contracts to issue common stock were
exercised or converted into common stock or resulted in the issuance of common stock that then shared in the
earnings of the entity.

Scope of Operations

The Company operates primarily in two industry segments: vehicular products and building products. The
Company’s products include engineered carbon and alloy steel bars, aluminum flat-rolled products, flexible
insulating glass spacer systems, extruded profiles and precision-formed metal and wood products. The Company’s
manufacturing operations are conducted in the United States.

Statements of Cash Flows

The Company generally considers all highly liquid debt instruments purchased with a maturity of three
months or less to be cash equivalents. Similar investments with original maturities beyond three months are
considered short-term investments. For fiscal years 2005, 2004, and 2003, cash paid for income taxes was
$77.3 million, $35.7 million and $10.9 million, respectively. These amounts are before refunds of $0.2 million,
$0.4 million and $0.5 million, respectively. Cash paid for interest for fiscal 2005, 2004, and 2003 was
$8.8 million, $4.0 million and $2.6 million, respectively.

Reclassification

Certain reclassifications, none of which effected net income, have been made to prior period amounts to
conform to the presentation of fiscal year 2005. In December 2004, the company effected a three-for-two stock
split in the form of a stock dividend. All prior periods have been adjusted on a retroactive basis after giving effect
to such stock split.

During the fourth quarter of 2005, the Company committed to a plan to sell its Temroc business. In the
first quarter of 2005, the Company sold its Piper Impact business and in the fourth quarter of 2004, sold its
Nichols Aluminum — Golden business. Accordingly, the assets and liabilities of Temroc, Piper Impact and
Nichols Aluminum - Golden are reported as discontinued operations in the Consolidated Balance Sheets
presented, and their operating results are reported as discontinued operations in the Consolidated Statements of
Income (see Note 19). )

New Accounting Pronouncements

In December 2004, the FASB issued SFAS 123R which requires companies to measure all employee
stock-based compensation awards using a fair value method and record such expense in the Company’s
consolidated financial statements. The provisions of SFAS 123R are effective for the first annual reporting period
that begins after June 15, 2005. The Company will adopt this standard at the beginning of fiscal 2006 and will
elect the modified-prospective transition method. Under the modified-prospective method, awards that are
granted, modified, repurchased or cancelled after the date of adoption should be measured and accounted for in
accordance with SFAS 123R. Awards that are granted prior to the effective date should continue to be accounted
for in accordance with SFAS 123 except that stock option expense for unvested options must be recognized in the
income statement. The impact of adoption of SFAS 123R cannot be predicted at this time because it will depend
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on, among other things, levels of share-based payments granted in the future, the market value of the Company’s
common stock as well as assumptions regarding a number of complex variables. These variables include, but are
not limited to, the Company’s stock price, volatility, and employee stock option exercise behaviors and the related
tax impact. However, had the Company adopted SFAS 123R in prior periods, the Company believes the impact of
that standard would have approximated the impact of SFAS 123 as described in the above “Stock Based
Employee Compensation” disclosure of pro forma net income and earnings per share.

In May 2005 the FASB issued SFAS No. 154, “Accounting Changes and Error Corrections™ (SFAS 154),
which replaces Accounting Principles Board Opinion No. 20 “Accounting Changes” and FASB Statement No. 3,
“Reporting Accounting Changes in Interim Financial Statements”. SFAS 154 is effective for accounting changes and
correction of errors made in fiscal years beginning after December 15, 2005 and requires retrospective application to
prior period financial statements of voluntary changes in accounting principle, unless it is impractical to determine
either the period-specific effects or the cumulative effect of the change. The consolidated financial position, results of
operations or cash flows will only be impacted by SFAS 154 if the Company implements a voluntary change in
accounting principle or correct accounting errors in future periods.

In March 2005 the FASB issued Interpretation No. 47, “Accounting for Conditional Asset Retirement
Obligations” (FIN 47) which is effective for fiscal years ending after December 15, 2005 and is an interpretation of
FASB Statement No. 143, “Accounting for Asset Retirement Obligations”. FIN 47 requires recognition of a liability
for the fair value of a conditional asset retirement obligation when incurred if the fair value of the liability can be
reasonably estimated. The Company does not expect the adoption of FIN 47 to have a material impact on the
consolidated financial position, results of operations or cash flows.

In December 2004 the FASB issued SFAS No. 153, “Exchanges of Nonmonetary Assets, an amendment of
APB Opinion No. 29, Accounting for Nonmonetary Transactions” (SFAS 153), as part of its short-term international
convergence project with the International Accounting Standards Board (IASB). Under SFAS 153, nonmonetary
exchanges are required to be accounted for at fair value, recognizing any gains or losses, if their fair value is
determinable within reasonable limits and the transaction has commercial substance. SFAS 153 is effective for fiscal
years beginning after June 15, 2005. The Company does not expect the adoption of SFAS 153 to have a material
impact on the consolidated financial position, results of operations or cash flows.

In October 2004, the President signed into law the American Jobs Creation Act (the AJC Act). The AJC
Act allows for a federal income tax deduction for a percentage of income earned from certain domestic production
activities. The Company’s U.S. production activities will qualify for the deduction. Based on the effective date of
this provision of the AJC Act, the Company will be eligible for this deduction beginning in fiscal 2006.
Additionally, in December 2004, the FASB issued FASB Staff Position 109-1, “Application of FASB Statement
No. 109, Accounting for Income Taxes (SFAS 109), to the Tax Deduction on Qualified Production Activities
Provided by the American Jobs Creation Act of 2004” (FSP 109-1). FSP 109-1, which was effective upon
issuance, requires the Company to treat the tax deduction as a special deduction instead of a change in tax rate
that would have impacted the existing deferred tax balances. The Company is currently evaluating the impact of
this special deduction but expects that it will reduce the Company’s effective tax rate in fiscal 2006.

In November 2004 the FASB issued SFAS No. 151, “Inventory Costs, an amendment of ARB No. 43,
Chapter 4 (SFAS 151), which adopts wording from the IASB’s International Accounting Standard 2, “Inventories,”
in an effort to improve the comparability of cross-border financial reporting. The new standard indicates that
abnormal freight, handling costs and wasted materials are required to be treated as current period charges rather than
as a portion of inventory costs. Additionally, the standard clarifies that fixed production overhead should be allocated
based on the normal capacity of a production facility. SFAS 151 is effective for fiscal years beginning after
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June 15, 2005. The Company does not expect the adoption of SFAS 151 to have a material impact on the
consolidated financial position, results of operations or cash flows.

2. Acquisitions
Fiscal 2005 Acquisitions

On December 9, 2004, the Company completed the acquisition of all of the outstanding stock, through a
subsidiary merger, of Mikron Industries, Inc. (“Mikron™), a privately-held Washington corporation. Mikron, an
industry-leading manufacturer of engineered vinyl and thermoplastic alloy composite (MikronWood™) window
components, window coverings and door components, serves the residential building and remodeling markets.
Headquartered in the Seattle suburb of Kent, WA, Mikron operates modem and highly automated extrusion facilities
located in the Kent area; Winnebago, IL; and Richmond, KY.

The Mikron acquisition was accounted for under the purchase method of accounting in accordance with
SFAS No. 141, “Business Combinations” (SFAS 141). Accordingly, the estimated fair value of assets acquired and
liabilities assumed in the acquisition and the results of operations were included in the Company’s consolidated
financial statements as of the effective date of the acquisition. Prior to the acquisition, under Subchapter S of the
Internal Revenue Code, Mikron was not required to make a provision for Federal income taxes. From the effective
date of the acquisition, the Company has been making a provision for Federal income tax with respect to Mikron.
Except for the tax provision, there were no other material differences between the Company’s accounting policies
and those of Mikron.

Mikron has been integrated into the Building Products segment. The Company acquired Mikron to further
expand the broad range of high quality components and products currently supplied to existing customers and to
expand the customers served. Mikron has a broad presence in the vinyl window market, the fastest growing segment
of the industry, and increases the Company’s diversification within the window market. The Company now has a
broad product offering serving all three markets: wood, vinyl and aluminum. As consideration for the acquisition of
all of the outstanding capital stock of Mikron, the Company paid $198.3 million in cash, net of a working capital
adjustment of $(0.3) million and a purchase price adjustment of $0.4 million, and assumed $7.2 million of debt. The
Company also incurred $0.7 million in transaction fees, including legal, valuation and accounting fees.

During the third quarter of fiscal 2005, a wholly owned subsidiary of Mikron entered into an agreement that
resulted in it increasing its interest from 7.6% to 49.0% in a developing enterprise focused on the development of
equipment used to manufacture vinyl windows. The increase to 49.0% ownership resulted from the reclassification
of a loan receivable to an equity interest. As the loan receivable was valued at zero by Mikron prior to acquisition
and by Quanex as part of the purchase price allocation, the Company continues to value the converted investment at
zero as of October 31, 2005,
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The allocation of assets and liabilities acquired and assumed are summarized below. Management estimates
of fair value are primarily based on independent appraisals.

As of Date of
Opening

Balance Sheet

) (In thousands)

Cash and eqQUIVAlENES .......cconirreirenei e $ 1,485
ACCOUNTS TECEIVADIE ... ..cvviiviiciiiiiii ettt st 13,808
INVENTOTIES ...viivievierieiiteei sttt ettt b e s eae e 9,874
OthETr CUITENT ASSELS....eeiiiriiviiiiiieiereireeieritiereeeeereereereseresssesatestesoresssans 1,040
Total CUITENT ASSELS ...vviviiiciiiii ettt 26,207
Property, plant and equipment............coceeeoririvniercncninnnceceeene 86,571
GOOAWIIL ...ttt et re et aare e 62,686

Other intangible assets:

Trade NAMES ...cocvviiicece et ettt ere e 29,700
PatENLS .ottt cie ettt ettt sbe et r ettt b b b n e e ebeabens 10,600
Customer relationships .......cooovviviirereceniieircre e 21,200
Total other intangible aSSeLS ........ocvevveiiiieieerrereee e 61,500
OFNET ASSEES ...vivveviteiti ettt ettt ettt sre s e b e b eesereavae s 183
TOLAL ASSELS...oviviieiee ettt ebe st vt etsss s e b e stsetnrsebesnase s $ 237,147
AcCCoUNtS PAYADIE..........ocviiiiiiiie e $ 12,920
ACCTUS HADIIITIES ..ottt s ere e 18,020
Total current HabilitIES.......coovviieicieee et 30,940
Other HADILIES ..vvveviiiieieeeecie sttt e et er e et steervesraseeen 7,175
Total LABILITIES vvvevvevveerie e eie et se et et ee s ee e nranas et 38,115
INVESIMENL......ccviiiiriiiit ettt ettt st stbb e s ereeseraeseeas 199,032
Total liabilities and EQUILY «....ccoceoceriiieeeieerrr et § 237,147

The allocations resulted in goodwill of $62.7 million, all of which is expected to be deductible for tax
purposes. The other intangible assets are being amortized over periods which reflect the timeframe over which the
economic benefits of the assets are expected to be realized. Specifically, the trade names are being amortized over an
average estimated useful life of 25 years, the patents are being amortized over an average of 7 years and the customer
relationships are being amortized over an average of 20 years. The weighted average useful life of intangible assets,
excluding goodwill, created as a result of the acquisition, is 20 years. No residual value is estimated for the
intangible assets.

The Company previously marketed and sold a wide range of products to the same customer base served by
Mikron. With the acquisition, the Company has expanded its product offering and its customer base and can now
market more broadly within the entire base of OEM customers in the window and door manufacturing market.
Mikron has several new products in the early stages of the product life cycle that build upon their existing offerings.
The Company believes that the ability to provide customers a suite of complimentary products and the expanded
product offerings being rolled out by Mikron are of considerable value.

The following table provides unaudited proforma results of operations for the twelve months ended October
31, 2005 and 2004, as if Mikron had been acquired as of the beginning of each fiscal year presented. The proforma

45



QUANEX CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

results include certain adjustments including estimated interest expense impact from the funding of the acquisition,
estimated depreciation and amortization of fixed and identifiable intangible assets and estimated income taxes based
upon the effective tax rate for each period. However, the proforma results presented do not include any anticipated
cost savings or other synergies related to the acquisition. Accordingly, such amounts are not necessarily indicative of
the results that would have occurred if the acquisition had occurred on the dates indicated or that may result in the
future.

Proforma
Twelve Months Ended October 31,
2005 2004
(In thousands, except per share amounts)
Nt SAIES Loveiieeeee et e $1,991,574 $1,646,302
NELINCOIME ..oeoviiiieiee ettt ettt sneebe s eraeeteens 154,780 59,236
Diluted earnings per common Share ..............c.cecevevevennenen. § 5.90 $ 2.37

Fiscal 2004 Acquisitions

During the first quarter of fiscal 2004, the Company acquired the stock of TruSeal Technologies, Inc.
(“TruSeal™) and assets of North Star Steel Monroe (“Macsteel Monroe”) and accounted for these acquisitions under
the purchase method of accounting. Accordingly, the estimated fair value of assets acquired and liabilities assumed
in the acquisitions and the results of operations were included in the Company’s consolidated financial statements as
of the respective effective dates of the acquisitions.

On December 31, 2003, the Company completed the acquisition of TruSeal, a manufacturer of patented and
trademarked flexible insulating glass spacer systems and sealants for vinyl, aluminum, and wood windows. TruSeal
has been integrated into the Building Products segment. As consideration for the acquisition of all of the outstanding
capital stock of TruSeal, the Company paid $111.2 million in cash, net of a $1.8 million working capital adjustment,
and assumed $14.8 million of liabilities. The Company also incurred $1.4 million in transaction fees, including legal,
valuation and accounting fees.

On December 31, 2003, the Company completed the asset purchase of Macsteel Monroe, a mini-mill steel
facility that can produce over 500,000 tons of special bar quality and engineered steel bars in diameters from 0.5625
to 3.25 inches, which primarily serves the light vehicle and heavy-duty truck markets. Macsteel Monroe has been
integrated into MACSTEEL within the Vehicular Products segment. As consideration for the Macsteel Monroe
acquisition, the Company paid $99.8 million in cash, net of a $15.7 million working capital adjustment, and assumed
$18.3 million of liabilities. The Company also incurred $2.3 million in transaction fees, including legal, valuation
and accounting fees.

3. Executive Life Insurance Benefit

During the fiscal year ended October 31, 2003, a former executive of the Company, on whose life the
Company held life insurance policies, died. As a result, the Company received life insurance proceeds totaling
$6.4 million. Estimates of the cash surrender value of these life insurance policies amounting to $4.3 million
were previously recognized in “Other assets” on the financial statements. The excess of the proceeds over the
previously recorded cash surrender value amounting to $2.2 million was recognized as a non-taxable benefit on
the income statement during fiscal 2003. The impact to the fiscal year ended October 31, 2003 basic and diluted
earnings per share of this benefit was $0.09.
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4. Goodwill and Acquired Intangible Assets

As of November 1, 2001, the Company adopted SFAS No. 142 “Goodwill and Other Intangible Assets”
(SFAS 142). Under SFAS 142, goodwill is no longer amortized, but is reviewed for impairment annually or more
frequently if certain indicators arise. In accordance with SFAS 142, the Company completed the transitional
impairment test of goodwill during the second quarter ended April 30, 2002, which indicated that goodwill was
not impaired. Subsequent to the transitional test, the Company performs an annual impairment test as of
August 31 each year or more frequently if certain indicators arise. The August 31, 2004 and August 31, 2003
review of goodwill indicated that goodwill was not impaired. The August 31, 2005 impairment test revealed an
impairment of the Company’s Temroc business;, as Temroc is classified as held for sale, see Note 19
“Discontinued Operations” for further discussion of this impairment.

The changes in the carrying amount of goodwill for the two years ended October 31, 2005 are as follows
(in thousands):

Vehicular Building

Products Products Consolidated
Balance at October 31, 2003 ............... §f — $ 52,940 $ 52,940
ACQUISITIONS ...evivieeeirecniereerere e 68,224 68,224
Effect of foreign currency................... 10 10
Balance at October 31,2004 ............... $ — $121,174 $ 121,174
ACQUISTHIONS v.vevovvvireeeieivienieneesreniaeens 75,161 75,161
Effect of foreign currency ................... 6 6
Balance at October 31, 2005 ............... $ — $196,341 $ 196,341

The $75.2 million of goodwill activity includes $9.9 million related to the 2004 acquisition of TruSeal.
This increase to goodwill is attributable to a TruSeal deferred tax liability recorded in the fourth quarter of 2005.

Intangible assets consist of the following (in thousands):

As of October 31, 2005 As of October 31, 2004
Gross Gross
Carrying Accumulated Carrying Accumulated
Amount Amortization Amount Amortization
Amortized intangible assets:
Non-compete agreements......... $ 313 8 247  § 313§ 187
Patents.......cooceeviieveieiiinieeee 25,877 4,149 15,277 883
Trademarks and trade names.... 37,930 2,013 8,230 420
Customer relationships............. 23,691 1,893 2,491 416
Other intangibles...........c.ccc..... 1,201 550 1,201 250
Total ..o, $ 89,012 $ 8852 $ 27,512 $ 2,156
Unamortized intangible assets:
Trade name.......cc.cocovvveneeevennenn, $ 2,200 $ 2,200
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The aggregate amortization expense for intangibles for the years ended October 31, 2005 and 2004 is
$6.7 million and $2.0 million, respectively. Estimated amortization expense for the next five years follows (in
thousands):

Fiscal Years Ending Estimated
October 31, Amortization
2000, $7,075
2007 i s 7,033
2008, 5,757
2009, s 3,874
2010 it $3,792

5. Earnings per Share

The computational components of basic and diluted earnings per share from continuing

operations are as follows (shares and dollars in thousands except per share amounts):
For the Year Ended October 31, 2005

Numerator Denominator Per Share
(Income) (Shares) Amount
Basic earnings per Share .........cocovevvveniiniiieceeneereecneen $177,233 25,181 $ 7.04
Effect of dilutive securities:
Effect of common stock equivalents arising from
settlement of contingent convertible debentures ...... 1,953 884
Effect of common stock equivalents
arising from stock OptionS.........coccoveevveicincnienennenes — 387
Effect of common stock held by rabbi trust ..................... — 87
Diluted earnings per Share...........ccccovveiivivieieeiceiireee e $179,186 26,539 $ 6.75
For the Year Ended October 31, 2004
Numerator Denominator Per Share
(Income) (Shares) Amount
Basic earnings per share...........cccccevvviiiviecceniie i, $ 57,428 24,654 $ 2.33
Effect of dilutive securities:
Effect of common stock equivalents
arising from stock OPtionS..........ccoovevevevrerenceninnnn — 311
Effect of common stock held by rabbi trust ..................... — 82
Diluted earnings per share............cccceoeeennns e § 57,428 25,047 $ 2.29
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For the Year Ended October 31, 2003

Numerator Denominator Per Share
(Income) (Shares) Amount

Basic earnings per Share.........ccoveeerieivcininnncrce e $ 43,646 24,231 $ 1.80
Effect of dilutive securities:

Effect of common stock equivalents

arising from stock options.........ccoceeeeiiiiireiieieeenan, — 249

Effect of common stock held by rabbi trust..................... -— 96

Diluted earnings per share.........co.ocoveeeivviniicienrncieenes $ 43,646 24,576 $ 1.78

In May 2004, the Company issued $125.0 million of 2.50% Convertible Senior Debentures due 2034 (the
Debentures) that, if converted in the future, would have a potentially dilutive effect on the Company’s stock. On
January 26, 2005, the Company announced that it had irrevocably elected to settle the principal amount of the
Debentures in cash when they become convertible and are surrendered by the holders thereof. The Company
retains its option to satisfy any premium obligation (stock price in excess of conversion price) with either shares,
cash or a combination of shares and cash. On January 31, 2005, the Company adopted the consensus reached by
Emerging Issues Task Force Issue 04-8 (EITF 04-8) which requires that the Company include in diluted earnings
per share all instruments that have embedded conversion features that are contingent on market conditions
indexed to an issuer’s share price. As a result of the Company’s election, diluted earnings per share include only
the amount of shares it would take to satisfy the premium obligation, assuming that all of the Debentures were
surrendered. For calculation purposes, the average closing price of the Company’s common stock for each of the
periods presented is used as the basis for determining dilution. For fiscal 2004 the Debentures are anti-dilutive
as the conversion price was above the Company’s average closing price for the year. See Note 10 for additional
discussion of the Debentures.

6. Inventories

Inventories consist of the following:

QOctober 31,
2005 2004

(In thousands)
Raw MaterialS ...ooovviiiio ettt $ 3269 $§ 25012
Finished goods and work in ProCess........cooccuevriveneneieinernevin e 86,077 75,523
118,773 100,535
OTHET ettt et e ete et eb e eb e e e ebeetnes 14,230 12,458
TOAL. 1ottt ettt e $133,003 $112,993
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The values of inventories are based on the following accounting methods:

QOctober 31,
2005 2004
(In thousands)
LIFO ettt $ 62,820 §$ 47,356
FIFO....i oottt ettt ae s 70,183 65,637
TOtal .o $133,003 $112,993

With respect to inventories valued using the LIFO method, replacement cost exceeded the LIFO value by
approximately $34.3 miilion and $34.4 million at October 31, 2005 and 2004, respectively. During fiscal 2004
and fiscal 2003, there were LIFO liquidations that resulted in a reduction of the LIFO reserve of approximately
$3.2 million (credit to cost of sales) and $1.4 million, respectively. The LIFO liquidations, which are included in
the LIFO reserve amounts ($34.4 million in 2004), reduced the amount of expense recognized in the respective
years compared to what would have been recognized had there been no liquidations.

LIFO reserve adjustments are treated as corporate expenses as this matches how management reviews the
businesses. The LIFO reserve adjustments are calculated on a consolidated basis in a single pool using the link
chain method. Upon completion of the consolidated calculation, the resulting reserve that is recorded to properly
state inventories at their LIFO values are not allocated to the segments. Management believes LIFO reserves to
be a corporate item and thus performs all reviews of segment operations on a FIFO basis.

Since the adoption of LIFO inventory valuation in 1973, the Company has completed multiple
acquisitions. The acquisitions were integrated into the Company’s operations with some valuing inventory on a
LIFO basis and others on a FIFO basis. The selection of the inventory valuation treatment of each acquisition
depends on the facts and circumstances and is applied on each transaction individually. As a result of this
variability, management reviews all of the businesses on a FIFO basis for comparability, with the LIFO reserve
treated as a corporate item.

7. Property, Plant and Equipment

Property, plant and equipment consist of the following:

October 31,
2005 2004

(In thousands)
Land and land improvements.............cc.ccoceeeeierieeeennennas $ 24,805 § 23,667
Buildings....coooviivieeiiicreec e 148,045 134,077
Machinery and eqUipment ..........ccccecceovevreerereneneenne 766,370 667,248
Construction i PrOZIESS .......ceerereerirrerrrreenneenrereeneenne 30,742 8,805
969,962 833,797

Less accumulated depreciation and amortization ......... - (546,020)  (488,604)

Property, plant and equipment, net...............cc........ $423,942 $345,193

The Company had commitments for the purchase or construction of capital assets amounting to
approximately $36.2 million at October 31, 2005.
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8. Accrued Liabilities

Accrued liabilities consist of the following:

October 31,
2005 2004

(In thousands)
Payroll, payroll taxes and employee benefits...................... $31,632  $24,132
Accrued insurance and workers compensation ................... 8,243 6,423

Deferred compensation and non-employee director
PEHIIEIMENT ..oveiiiiieecie et 9,279 4,338
Sales alloWaNnCeSs.......c.oooevieiieviiiiieee e 9,218 290
Accrued contribution to pension funds .........c.ccoccerennencnn 2,015 324
OBhET ..o e 13,229 9,873
Accrued Habilities. ... $73,616 $45,380
9. Income Taxes

Income taxes are provided on taxable income at the statutory rates applicable to such income.

Income tax expense (benefit) consists of the following:

Years Ended October 31,
2005 2004 2003
(In thousands)
Current:
Federal........coooooiiiii e $100,679 $26,517 $18,742
AL vt 6,033 3,061 1,382
FOreign ....ocooovveiinnceicec e 119 474 —
, 106,831 30,052 20,124
Deferred ..o (438) 5,885 3,298
Income tax eXpense.........ccceveerieniiercniennien, 106,393 35,937 23,422
Income taxes from discontinued operations.. (1,066) (1,629) (486)

$105,327  $34,308 $22936

Deferred income taxes reflect the net tax effects of temporary differences between the carrying amounts
of assets and liabilities for financial reporting purposes and the amounts used for income tax purposes.

51



QUANEX CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

Significant components of the Company’s net deferred tax liability are as follows:

October 31,
2005 2004
(In thousands)
Deferred tax liability:
Property, plant and equipment..........ccccocooieiiieeiiinnienenns $49,519  §$50,209
INANGIBIES v.cvoveveeece et 17,138 3,649
INVENIOTY Loviiiirieiiievieneenie ettt ie e rveesnee e — 1,053
OthET ..ttt — 7,456
66,657 62,367
Deferred tax assets:
Postretirement benefit obligation...........c...occeviieiicinnienen. (3,169) (3,257)
Other employee benefit obligations............cccecveevrerrrnennnn. (11,369) (8,911)
Environmental accruals ..o (3,568) (1,476)
INVENLOTY ©eeveniiieeiiiieere ettt ettt s (174) —
OUHET ..ttt e (2,405) (6,391)
(20,685)  (20,035)
Net deferred tax Hability.......ccooeeiveiveieccccecerean $45,972  $42,332
Deferred income tax non-current liability .............cccocoevneee. $58836 $53,514
Deferred tax current assets .......c.ccoceoveevrrieniesenieneeseeeeecne (12,864)  (11,182)
Net deferred tax Hability.........ccooovvevevieieriericeecreecren, $45972  $427332

Income tax expense differs from the amount computed by applying the statutory federal income tax rate
to income from continuing operations before income taxes for the following reasons:

Years Ended October 31,
2005 2004 2003
(In thousands)
Income tax expense at Statutory tax rate ........coccvrveerrerieeereeriereenens $ 99269 $32,677 $23,474
Increase (decrease) in taxes resulting from:
State income taxes, net of federal effect..........c..ccovvevviiiiiinnns 6,889 2,871 1,932
Life insurance benefit..........cocoeoieiviiiiiiiciniiireee e — — (753)
Other IEIMS, NET ..oiieveieiiii e eeeieee et e s e eeeeeneas 235 389 (1,231)

$106,393  $35937 $23422

The Company’s tax returns are not currently under audit. The Company has a case in Tax Court
regarding the disallowance of a capital loss realized in 1997 and 1998. During fiscal 2004, the Company made a
tax payment of $10.0 million related to the case to stop the running of the interest outstanding. Adequate
provision has been made for this contingency and the Company believes the outcome of the case will not have a
material adverse impact on its financial position or results of operations. See Note 18 for further explanation.
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10. Long-Term Debt and Financing Arrangements

Long-term debt consists of the following:

October 31,
2005 2004

(In thousands)
“Bank Agreement” REVOIVET ...t $ — 3 —
2.50% Convertible Senior Debentures due 2034 ....ooooiieiiiiiee e 125,000 125,000
City of Richmond, Kentucky Industrial Building Revenue Bonds ..............c.ccooevvennne.n, 7,175 —_

6.50% City of Huntington, Indiana Economic Development Revenue Bonds principle

AUE 2010 .ottt eb et en e ens 1,665 1,665
Scott County, lowa Industrial Waste Recycling Revenue Bonds ...........c.coooevieienn, 1,800 2,000
Capital lease obligations and Other..........c.ococeiiiiiiiiciiec e 281 261
$135,921  $128,926
Less maturities due within one year included in current liabilities ............ccocecvereerinnn. 2,459 246

$133,462  $128,680

Bank Agreement

The Company’s $310.0 million Revolving Credit Agreement (Bank Agreement) is secured by all
Company assets, excluding land and buildings. The Bank Agreement expires February 28, 2007 and provides for
up to $25.0 million for standby letters of credit, limited to the undrawn amount available under the Bank
Agreement. All borrowings under the Bank Agreement bear interest, at the option of the Company, at either
(a) the prime rate or federal funds rate plus one percent, whichever is higher, or (b) a Eurodollar based rate.

During the last couple of years, the Company primarily used the Bank Agreement to provide funds for
acquisitions, including Mikron in fiscal 2005 and TruSeal and Macsteel Monroe in fiscal 2004. In December
2004, the Company borrowed $200 million from the Bank Agreement and repaid the entire amount by October
31, 2005.

The Bank Agreement requires maintenance of certain financial ratios and maintenance of a minimum
consolidated tangible net worth. As of October 31, 2005, the Company was in compliance with all current Bank
Agreement covenants. The Company had no borrowings under the Bank Agreement as of October 31, 2005 and
2004. The aggregate availability under the Bank Agreement was $296.3 million at October 31, 2005, which is net
of $13.7 million of outstanding letters of credit.

Convertible Senior Debentures

On May 5, 2004, the Company issued $125.0 million of the Convertible Senior Debentures (the
Debentures) in a private placement. The Debentures were offered only to “qualified institutional buyers,” in
accordance with Rule 144A under the Securities Act of 1933. The net proceeds from the offering, totaling
approximately $122.0 million, were used to repay a portion of the amounts outstanding under the Bank
Agreement. The Debentures are convertible into shares of Quanex common stock, upon the occurrence of certain
events, at an adjusted conversion rate of 26.1113 shares of common stock per $1,000 principal amount of notes.
This conversion rate is equivalent to an adjusted conversion price of $38.2976 per share of common stock, subject
to adjustment in some events such as a common stock dividend or an increase in the cash dividend. Adjustments
to the conversion rate are made when the cumulative adjustments exceed 1% of the conversion rate.
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The Debentures are only convertible under certain circumstances, including: (i) during any fiscal quarter
if the closing price of the Company’s common stock for at least 20 trading days in the 30 trading-day period
ending on the last trading day of the previous fiscal quarter is more than 120% of the conversion price per share of
the Company’s common stock on such last trading day; (it) if the Company calls the Debentures for redemption;
or (iii) upon the occurrence of certain corporate transactions, as defined. Upon conversion, the Company has the
right to deliver common stock, cash or a combination of cash and common stock. The Company may redeem
some or all of the Debentures for cash any time on or after May 15, 2011 at the Debentures’ full principal amount
plus accrued and unpaid interest, if any. Holders of the Debentures may require the Company to purchase, in cash,
all or a portion of the Debentures on May 15, 2011, 2014, 2019, 2024 and 2029, or upon a fundamental change, as
defined, at the Debentures’ full principal amount plus accrued and unpaid interest, if any.

On January 25, 2005, the Company and the trustee for the Debentures executed a supplemental indenture
to the indenture governing the Debentures. The indenture previously allowed the Company, on the date the
Debentures first become convertible, to make an election to settle the principal amount of its obligation with
either common stock, cash or a combination of the two. The amendment effectuated by the supplemental
indenture permits the Company to elect the method by which the principal amount of the obligation will be settled
in advance of when the Debentures become convertible.

On January 26, 2005, the Company announced that it had irrevocably elected to settle the principal
amount of its Debentures in cash when they become convertible and are surrendered by the holders thereof. The
Company retains its option to satisfy any premium obligation (stock price in excess of conversion price) with
either shares, cash or a combination of shares and cash.

Effective May 1, 2005, the Debentures became convertible and continue to be convertible through the
quarter ending January 31, 2006. For each quarter in this period, the convertibility was triggered when the
closing price of the Company’s common stock exceeded the contingent conversion threshold price of
approximately $45.96 for at least 20 of the last 30 trading days of the previous fiscal quarter.

Other Debt Instruments

The City of Richmond, Kentucky Industrial Building Revenue Bonds were obtained as part of the
acquisition of Mikron. These bonds are due in annual instaliments through October 2020. Interest is payable
monthly at a variable rate. The average rate during 2005 was 2.3%. These bonds are secured by the land,
building and certain equipment of the Mikron East facility located in Richmond, Kentucky. In addition, a $7.4
million letter of credit under the Bank Agreement serves as a conduit for making the scheduled payments.

In June 1999, the Company borrowed $3 million through Scott County, Towa Variable Rate Demand
Industrial Waste Recycling Revenue Bonds Series 1999. The bonds require 15 annual principal payments of
$200,000 beginning on July 1, 2000. The variable interest rate is established by the remarketing agent based on
the lowest weekly rate of interest that would permit the sale of the bonds at par, on the basis of prevailing
financial market conditions. Interest is payable on the first business day of each calendar month. Interest rates on
these bonds during fiscal 2005 have ranged from 1.5% to 3.1%. These bonds are secured by a Letter of Credit.
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Additional Debt Disclosures
The Company’s consolidated debt had a weighted average interest rate of 2.6% as of October 31, 2005
and October 31, 2004. Approximately 93% and 98% of the total debt had a fixed interest rate at October 31, 2005

and 2004, respectively. As of October 31, 2005, the Company has $16.6 million in letters of credit and corporate
guarantees, of which $13.7 million in letters of credit fall under the Bank Agreement sublimit.

Aggregate maturities of long-term debt at October 31, 2005, are as follows (in thousands):

2006 ... $ 2,459
2007 oo 2,752
2008 oo 1,494
2009 < s 363
2000 o 1,977
THETEATIET ... .vecveeiee et 126,876

TOtal oo $135,921

11. Pension Plans and Other Postretirement Benefits

The Company has a number of retirement plans covering substantially all employees. The Company
provides both defined benefit and defined contribution plans. In general, the plant or location of his/her
employment determines an employee’s coverage for retirement benefits,

Defined Benefit Plans

The single employer defined benefit pension plans pay benefits to employees at retirement using formulas
based upon years of service and either compensation rates near retirement or a flat dollar multiplier, as applicable.
The Company’s funding policy is generally to make the minimum annual contributions required by applicable
regulations. In fiscal 2005, the Company made voluntary contributions in excess of the minimum contribution
totaling $2.7 million towards the 2004 plan year. After taking into account recent voluntary contributions the
minimum contribution required to be made during fiscal 2006 is $4.9 million, $2.0 million for the 2005 plan year
and $2.9 million for the 2006 plan year.

The Company also provides certain healthcare and life insurance benefits for eligible retired employees
employed prior to January 1, 1993. Certain employees may become eligible for those benefits if they reach
normal retirement age while working for the Company. The Company continues to fund benefit costs on a pay-as-
you-go basis. For fiscal year 2005, the Company made benefit payments totaling $0.7 million, compared to
$0.6 million and $0.4 million in fiscal 2004 and 2003, respectively.

The Medicare Prescription Drug, Improvement and Modernization Act of 2003 was signed into law on
December 8, 2003. This Act introduces a Medicare prescription-drug benefit beginning in 2006 as well as a
federal subsidy to sponsors of retiree health care plans that provide a benefit at least "actuarially equivalent” to the
Medicare benefit. Management has concluded that the Company’s plans are at least "actuarially equivalent" to
the Medicare benefit and for less than 50% of covered retirces. The Company has not included the federal
subsidy from the Act for those eligible. The impact to net periodic pension cost and to benefits paid in future
years is not expected to be material once included.
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The Company uses an October 31 measurement date for its defined benefit plans. The following provides
a reconciliation of benefit obligations, plan assets and funded status of these plans:

Pension Postretirement
Benefits Benefits
October 31,
2005 2004 2005 2004

(In thousands)

Change in Benefit Obligation

Benefit obligation at beginning of year'"........ $63,488  $52,516 $7,842  $6,893
SEIVICE COSE .ovviiiiiriiriiee it 4,439 3,900 84 99
INEETESE COSE wovvviiiirniriiriieerreeenreees e e 3,645 3,292 429 443
Amendments.......coccvveeviiieiieneieeeere e — 190 — —
Actuarial 1088 (2a1n) ....ccovvvieeiviiecieeiiee, 636 5,727 425 997
Benefits paid........cccovveieneieieniceene (1,831) (1,487) (681) (590)
AdmInistrative EXPEnSes.....ccvevvervrreerrvernanes (784) (650) — —

Benefit obligation at end of year™ .................. $69,593 $63,488 $8,099 §7,842

Change in Plan Assets
Fair value of plan assets at beginning of year. $42,848  $32,871

Actual return on plan assets.........cccceveeveenne. 4,457 4,942
Employer contributions ..........c.cvevvevrveevenee 2,704 7,172
Benefits paid.........ccocveeieiiiiieien e (1,831) (1,487)
Administrative eXpenses........ccoveveeveereaivennens (784) (650)
Fair value of plan assets at end of year ........... $47,394  $42,848
Funded Status $(22,199) $(20,640) $(8,099) §(7,842)

(1) For the pension benefit plans, the benefit obligation is the projected benefit obligation. For other retiree benefit plans, the
benefit obligation is the accumulated postretirement benefit obligation.
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Pension Postretirement
Benefits Benefits
October 31,
2008 2004 2005 2004

(In thousands)

Calculation of Net Amount Recognized

Funded status at end of year ............c..c........... $(22,199) $(20,640) $(8,099) §(7,842)
Unrecognized transition asset...........ccovenn. — (49) — —
Unrecognized prior service Cost ........oceeverrnnne 1,379 1,579 (421) (479)
Unrecognized net actuarial loss (gain)............ 17,438 18,536 1,036 611
Other ..o — — (35) (35)
Net amount recognized ...........ccccovveirvenann. $ (3382) § (574 $(7,519) $(7,745)
Classification of Net Amount Recognized
Deferred pension credit..........coooovevviviriennnn. $(10,173)  $ (9,561) $(7,519)  $(7,745)
Intangible asSet ......occovvivieciieriiiecirecnrieie e, 1,379 1,579 — —
Accumulated other comprehensive income..... 5,412 7,408 — —
Net amount recognized ...........ccocevevrerennnan $ (3,382) § (574) $(7,519) §(7,745)

Below is data related to pension plans in which the accumulated benefit obligation exceeds plan assets:

Pension Postretirement
Benefits Benefits
October 31,
2008 2004 2005 2004
(In thousands)
Accumulated benefit obligation........................ $ 57,567 $ 52,397 $ 8,099 $ 7,842
Fair value of plan assets...........cccoccvvinineennn, 47,394 42,848 — —

Components of the net periodic benefit cost were as follows:

Pension Benefits Postretirement Benefits
October 31,
2005 2004 2003 2008 2004 2003
(In thousands)
SEIVICE COSE.uiineiiiitee e $ 4439 §$ 3900 $ 2,915 $ 84 § 99 § 100
Interest COSt.....vvirrrieee et 3,645 3,292 2,922 429 443 417
Expected return on plan assets ..........cccccceene.n (3,669) (3,133) (2,444 e — —
Amortization of unrecognized transition asset .. (50 (108) (111 (58) (58) (15%)
Amortization of unrecognized prior service cost 201 210 193 — — —
Amortization of unrecognized net loss.............. 946 786 677 — — —
OheT ...t — — . — — — —
Net periodic pension Cost ...........ecceeerrerrnrnnas $ 5512 $4947 $ 4,152 $455 $484 S 362
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The Company determines its actuarial assumptions on an annual basis. The assumptions for the pension
benefit and postretirement benefits calculations, as well as assumed health care cost trend rates, for the years
ended October 31, are as follows:

Pension Benefits Postretirement Benefits
October 31,
2005 2004 2003 2005 2004 2003
DiSCOUNE TALE....oeeieeeiaiieeieteeiir et eieesreenen e 575% 5.75% 6.25% 5.75% 5.75% 6.25%
Expected return on plan assets.........coceeveeceenenennnes 8.50% 8.50% 8.50% — — —
Rate of compensation increase ............cccceverveeeenne. 4.00% 4.00% 4.00% — — —
Health care cost trend rate assumed for next year.. — — — 10.0% 9.00% 9.00%
Ultimate trend 1ate ......ovveereieiee i see e — — — 50% 4.50% 4.50%
Year rate reaches ultimate trend rate .........cc.ooov..o. — — — 2011 2009 2009

The discount rate is used to calculate the present value of the projected benefit obligation for pension
benefits and the accumulated postretirement benefit obligation for postretirement benefits. The rates are
determined based on high-quality fixed income investments that match the duration of expected benefit payments.
The company uses a portfolio of long-term corporate AA/Aa bonds that match the duration of the expected
benefit payments to establish the discount rate for this assumption.

The expected return on plan assets is used to determine net periodic pension expense. The rate of return
assumptions are based on projected long-term market returns for the various asset classes in which the plans are
invested, weighted by the target asset allocations. The return assumption is reviewed annually.

The rate of compensation increase represents the long-term assumption for expected increases to salaries.

The health care cost trend rate represents the Company’s expected annual rates of change in the cost of
health care benefits. The trend rate noted above represents a forward projection of health care costs as of the
measurement date. Our projection for fiscal year 2006 is an increase in health care costs of 10.0%. For
measurement purposes, the annual increase in health care costs was assumed to decrease gradually to 5.0%
percent by fiscal year 2011 and remain at that level thereafter.

Postretirement plan assumptions reflect our historical experience and our best judgments regarding future
expectations. Assumed health care cost trend rates could have an effect on the amounts reported for post
retirement benefit plans. A one-percentage point change in assumed health care cost trend rates would have the
following effects:

One One
Percent Percent
Increase  Decrease
(In thousands)

Effect on total service and interest cost components........ $ 9 § &)
Effect on postretirement benefit obligation..........c.c......... 190 (173)
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The Company’s target allocation for the year ending October 31, 2005 and actual asset allocation by asset
category as of October 31, 2005 and 2004 are as follows:

Actual Allocation at

October 31,
Target
Allocation 2005 2004
Equity SECUTItIES.....ccvvieierieiiecricctireeecreneneeens 70.0%  70.5%  70.0%
DeEbt SECUIHIES. ..vvevieiiei et 30.0% 29.5% 30.0%

The Company’s investment objective for defined benefit plan assets is to meet the plans’ benefit
obligations, while minimizing the potential for future required Company plan contributions. The investment
strategies focus on asset class diversification, liquidity to meet benefit payments and an appropriate balance of
long-term investment return and risk. Target ranges for asset allocations are determined by matching the actuarial
projections of the plans’ future liabilities and benefit payments with expected long-term rates of return on the
assets, taking into account investment return volatility and correlations across asset classes. Plan assets are
diversified across several investment managers and are generally invested in liquid funds that are selected to track
broad market equity and bond indices. Investment risk is carefully controlled with plan assets rebalanced to target
allocations on a periodic basis and continual monitoring of investment managers performance relative to the
investment guidelines established with each investment manager.

Management’s best estimate of its cash requirements for the pension benefit plans and postretirement
benefit plans for the year ending October 31, 2006 is $4.9 million and $0.6 million, respectively. For the pension
benefit plans, this is comprised of expected contributions to the plan, whereas for postretirement benefit plans,
this is comprised of expected contributions that will be used directly for benefit payments. Expected contributions
are dependent on many variables, including the variability of the market value of the assets as compared to the
obligation and other market or regulatory conditions. In addition, the Company takes into consideration its
business investment opportunities and resulting cash requirements. Accordingly, actual funding may differ greatly
from current estimates.

Total benefit payments expected to be paid to participants, which include payments funded from the
Company’s assets, as discussed above, as well as payments paid from the plans are as follows:

Postretirement
Years Ended October 31, Pension Benefits Benefits

(In thousands)

Expected Benefit Payments

20006 ..o § 1,441 $ 616
2007 o 1,629 631
2008 ..o 1,826 637
2000 .o 2,166 643
2010 2,488 643
2011 -2015 i § 20,350 $ 3,159

Defined Contribution Plans
The Company also has defined contribution plans to which both employees and the Company make

contributions. The Company contributed approximately $5.2 million, $6.3 million and $5.5 million to these plans
in fiscal 2005, 2004 and 2003, respectively. At October 31, 2005, assets of the defined contribution plans
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included shares of the Company’s common stock with a market value of approximately $14.1 million, which
represented approximately 7.8% of the total fair market value of the assets in the Company’s defined contribution
plans.

Other

Quanex has a Supplemental Benefit Plan covering certain key officers of the Company. Earned vested
benefits under the Supplemental Benefit Plan were approximately $1.4 million, $0.8 million and $0.7 million at
October 31, 2005, 2004 and 2003, respectively. These benefits are funded with life insurance policies purchased
by the Company.

12. Industry Segment Information

Quanex manages the Company as a market focused enterprise which utilizes its resources for two
core markets where its products are sold: the Vehicular Products segment and the Building Products segment.
These markets are driven by distinct economic indicators; domestic light vehicle builds and heavy duty truck
builds primarily drive the Vehicular Products segment while housing starts and remodeling expenditures primarily
drive the Building Products segment. The Vehicular Products segment includes engincered steel bar
manufacturing, steel bar and tube heat-treating services, and steel bar and tube corrosion and wear resistant
finishing services. The Building Products segment produces mill finished and coated aluminum sheet and various
engineered products for the building products markets. Corporate and other includes corporate office charges,
intersegment eliminations and LIFO inventory adjustments.

The accounting policies of the segments are the same as those described in the summary of significant
accounting policies, with the exception of the inventory valuation method. The Company measures its inventory
at the segment level on a FIFO basis, however at the consolidated Company level, the majority of the inventory is
measured on a LIFO basis. See Note 6 to the financial statements for more information. The Company accounts
for intersegment sales and transfers as though the sales or transfers were to third parties, that is, at current market
prices.
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For the years ended October 31, 2005, 2004 and 2003, no one customer represented 10% or more of the
consolidated net sales of the Company. Following is selected segment information.

For the Years Ended October 31,

2005 2004 2003%
(In thousands)
Net Sales:
Vehicular Products™ .........cco.ovvieeevecionseieeiererseeessiessennns $1,016,982 $ 795,367 $ 393,505
Building Products? .............cooovooovviovorreeerisneeseeeeeeeeeeneons 952,025 642,530 484,904
Consolidated ........coceviiiviiiiieceee e $1,969,007 $1,437,897 $ 878,409
Operating Income (Loss): :
Vehicular Products' ............ccoocoooiiriieirioneneeees e, $ 190,667 $ 73,965 $ 52,554
Building Products® .........cocooovivomveeireonesreeseeesosse s 131,432 63,174 32,394
Corporate & Other.........cccccenenes fer e et e (29,324) (38,142) (20,061)
Consolidated .........coceeiiiviiiiciieccece $ 292,775 $ 98,997 $ 64,887
Depreciation and Amortization:
Vehicular Products™ ...........cc..ccoovvreverinriesreseessee e $ 32,700 $ 30914 $ 25213
Building Products'? ...........c.ccoocoveeiverrereeerienesesseeeenseenenens 32,457 18,196 14,732
Corporate & Other ..ot 244 271 377
Consolidated ..............ooceiiviii e $ 65,401 $ 49381 $ 40,322
Capital Expenditures:
Vehicular Products” . .....o.oveoverreee oo eeeseeees s $ 22,704 $ 7,599 $ 12,769
Building Products™ ..........cc.ccccovivemviesrinironreees e, 27,811 11,002 11,509
Corporate & Other ........ccovceiiriinieniei e e 277 112 133
Consolidated ..........ccvoeveeiiiiiirecee e $ 50,792 $ 18,713 $ 24411
Identifiable Assets:
Vehicular Products' ...........co.ccoovvnierrerneeereseeessessseeseonne. $ 425,536 $ 450,344 $ 291,566
Building Products® ...........cccooooovveiuivoneeersie s 618,112 378,688 245,312
Corporate & Other.........c.cvveiviiiiiiianree e 45,213 39,424 36,467
Discontinued Operations®® ............oc.oovveeerveeercrreessesnennn, 11,350 61,687 109,946
Consolidated ......ooooeeeee e e $1,100,211 $ 930,143 $ 683,291
) Fiscal 2004 includes Macsteel Monroe as of January 1, 2004.
2) Fiscal 2005 includes Mikron as of December 9, 2004, and fiscal 2004 includes TruSeal as of January 1, 2004.
3) Temroc, Piper Impact and Nichols Aluminum — Golden are included in discontinued operations for all periods.
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Net Sales by Product Information Years Ended October 31,
2005 2004 2003
(In thousands)
Net Sales
Engineered Steel Bars ..........ccocooveeiiieeiiieeiriee e $1,016,982 $ 795,367 $ 393,505
Aluminum Mill Sheet Products........ccccvvivviveeiiiiienenieeeeviinns 464,448 402,349 328,481
Window and Door Components..........oovveeeverreieeeseeneennnen 487,577 240,181 156,423
TOtAL oottt et $1,969,007 $1,437,897 $ 878,409
Geographic Information Years Ended October 31,
2008 2004 2003
(In thousands)
Net Sales v
UnIted STALES «..vevvvieeriieieiie e ettt ees e e ere s eteesrraineearesreas $1,867,648 $1,338,393 $ 825,675
MEXICO. . et ieeee ettt ettt e e ettt eetre e eete s eanee e eeree e ereeesatens 44,097 43,935 22,036
CaNAdA.....cciieeieice et et 45,652 46,960 25,952
ASIAN COUNTIISS ...oviiiiiiii it eiee e e eceiee e s reeetneentve e ereeeeraeeeseeas 5,026 4485 46
EUuropean Countries..........ccoviveeeierieeeresin e iesee e 5,604 3,554 4,168
Other foreign COUNIIes. .......ccocveviiiriiiineniiceirienccneecnees 980 570 532
TOAL oo $1,969,007 $1,437,897 $ 878,409

Net sales by geographic region is attributed to countries based on the location of the customer. Operations
of the Company and all identifiable assets are located in the United States.

13. Stockholders’ Equity

The Company’s authorized capital stock consists of 50,000,000 shares of Common Stock, par value $0.50
per share, and 1,000,000 shares of Preferred Stock, no par value. As of October 31, 2005 and 2004, there were no
shares of Preferred Stock issued or outstanding.

The Company declared a dividend in 1986 of one Preferred Stock Purchase Right (a Right) on each
outstanding share of its common stock. This action was intended to assure that all shareholders would receive fair
treatment in the event of a proposed takeover of the Company. On April 26, 1989, the Company amended the
Rights to provide for additional protection to shareholders and to provide the Board of Directors of the Company
with needed flexibility in responding to abusive takeover tactics. On April 15, 1999, the Second Amended and
Restated Rights Agreement went into effect. Each Right, when exercisable, entitles the holder to purchase
1/1,000th of a share of the Company's Series A Junior Participating Preferred Stock at an exercise price of $90.
Each 1/1,000th of a share of Series A Junior Participating Preferred Stock will be entitled to a dividend equal to
the greater of $.01 or the dividend declared on each share of common stock, and will be entitled to 1/1,000th of a
vote, voting together with the shares of common stock. The Rights will be exercisable only if, without the
Company's prior consent, a person or group of persons acquires or announces the intention to acquire 20% or
more of the Company's common stock. If the Company is acquired through a merger or other business
combination transaction, each Right will entitle the holder to purchase $120 worth of the surviving company's
common stock for $90. Additionally, if someone acquires 20% or more of the Company's common stock, each
Right not owned by the 20% or greater shareholder would permit the holder to purchase $120 worth of the
Company's common stock for $90. The Rights are redeemable, at the option of the Company, at $.02 per Right at
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any time until ten days after someone acquires 20% or more of the common stock. The Rights expire April 15,
2009.

As a result of the Rights distribution, 150,000 of the 1,000,000 shares of authorized Preferred Stock were
reserved for issuance as Series A Junior Participating Preferred Stock.

On December 2, 2004, the Company’s Board of Directors authorized a three-for-two stock split in the
form of a stock dividend. The stock split was distributed on December 31, 2004 to all holders of record on
December 17, 2004. Share amounts in this report have been adjusted to reflect the results of such stock split.

14. Stock Repurchase Program and Treasury Stock

On December 5, 2002, the Board of Directors approved a program to purchase up to a total of 1.5 million
shares of its common stock in the open market or in privately negotiated transactions. During the year ended
October 31, 2003, the Company repurchased 657,900 shares at a cost of approximately $13.5 million. These
shares were placed in treasury. During the year ended October 31, 2003, 242,516 of these shares were used for the
exercise of options and other compensation plans, leaving 442,204 shares in treasury stock with a remaining
carrying value of approximately $9.2 million.

On August 26, 2004, The Board of Directors authorized the Company to reload its stock buyback
program, increasing the existing authorization up to 1.5 million shares. During the year ended October 31, 2004,
all of the shares in treasury stock at the beginning of the year were used through stock option exercises and other
compensation plans. There were no repurchases during fiscal 2005 and 2004 and at October 31, 2005 and 2004,
there were no shares in treasury stock.

18. Restricted Stock and Stock Option Plans
Key Employee and Non-Employee Director Plans

The Company has restricted stock and stock option plans which provide for the granting of common
shares or stock options to key employees and non-employee directors.

Restricted Stock Plans

Under the Company’s restricted stock plans, common stock may be awarded to key employees, officers
and non-employee directors. The recipient is entitled to all of the rights of a shareholder, except that during the
forfeiture period the shares are nontransferable. The awards vest over a specified time period, but typically either
immediately vest or vest over a three-year period. Upon issuance of stock under the plan, unearned compensation
equal to the market value at the date of grant is charged to stockholders’ equity and subsequently amortized to
expense over the restricted period. There were 31,791, 49,950 and 4,500 restricted shares granted (net of cancels)
in 2005, 2004 and 2003, respectively. The amount charged to compensation expense in 2005, 2004 and 2003 was
$0.9 million, $0.3 million and $0.3 million, respectively, relating to amortization of restricted stock granted in
2005 and prior years. In December 2005, subsequent to the fiscal year ended October 31, 2005, the Company
granted 20,590 restricted shares to certain officers and key employees.
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Stock Option Plans

Under the Company’s option plans, options are granted at prices determined by the Board of Directors
which may not be less than the fair market value of the shares at the time the options are granted. Unless
otherwise provided by the Board of Directors at the time of grant, options become exercisable in one-third
increments maturing cumulatively on each of the first through third anniversaries of the date of grant and must be
exercised no later than ten years from the date of grant. The Company’s 1996 Employee Plan (the 1996 Plan) and
1997 Key Employee Plan (the 1997 Plan) provide for the granting of options to employees and non-employee
directors of up to an aggregate of 4,425,000 common shares. There were 1,329,541, 1,671,381 and 2,029,400
shares available for granting of options at October 31, 2005, 2004, and 2003, respectively. The exercise price for
the outstanding options as of October 31, 2005 ranged from $12.13 to $57.91 per share.

Stock option transactions for the three years ended October 31, 2005, were as follows:

Shares Shares Under Average Price

Exercisable Option Per Share
Balance at October 31, 2002 ........ccoovvveveennnn 734,049 1,232,403 $15
Granted .......ooovveevivrreereenirireeecenee e e eennes 428,250 21
EXercised .....covioiivniiicinii e (271,404) 14
Cancelled/Lapsed .......cccoceeeeeininiievienenennns (68,304) 18
Balance at October 31,2003 ...........ccovvvrennnen. 756,803 1,320,945 $17
Granted .......ooovvevveviviei e 329,400 $28
EXercised ....o.oovevvveviiiieirrecriececnieenveene e (532,268) 15
Cancelled/Lapsed ........ccoovvevievnreneiiniennne (20,206) 24
Balance at October 31,2004 ........c..cocvvvneennenn. 556,893 1,097,871 $21
Granted ......o..ooveevvivi i 332,994 $41
EXercised ......ooccvvvveviieneiiieescenr e e (435,907) 18
Cancelled/Lapsed ......cccooovvveivinvinciceen (25,777) 30
Balance at October 31, 2005 ........c.ccoevvennee. 359,480 969,181 $29

The weighted average contractual life of the 969,181 shares under option was 7.8 years at October 31,
2005. In December 2005, subsequent to the fiscal year ended October 31, 2005, the Company granted 153,500
options to certain officers and employees at an average exercise price of $61.42 per share. The 1996 Plan expires
as of December 31, 2005 and the 1997 Plan was terminated at the December 2, 2005 Board of Directors’ meeting.
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Non-Employee Director Plans:
The Company has various non-employee Director Plans, which are described below:
1989 Non-Employee Directors Plan

The Company’s 1989 Non-Employee Directors Stock Option Plan provides for the granting of stock
options to non-employee Directors to purchase up to an aggregate of 315,000 shares of common stock. Options
become exercisable at any time commencing six months after the grant and must be exercised no later than
10 years from the date of grant. No option may be granted under the plan after December 5, 1999. There were no
shares available for granting of options at October 31, 2005, 2004 or 2003. The exercise price of the options
outstanding as of October 31, 2005 ranged from $11.25 to $19.00.

Stock option transactions for the three years ended October 31, 2005, were as follows:

Shares Shares Under Average Price
Exercisable Option Per Share
Balance at October 31,2002 ........ccooevvveiinnnnn, 91,500 91,500 $16
Granted .....c.oooveeieeecce e, — —
Exercised ..c...occovveiviiiniiriecnes e, (16,500) 15
Cancelled ..o, — —
Balance at October 31,2003 ........coocvvrvennnn 75,000 75,000 $17
Granted ........oooveeiviviiiit s -— —
EXErCiSed ....cvovvieeeiieeiireiierieieiee e (27,000) 17
Cancelled .......ccocoeeeiiiieiiiiiicce e, — —
Balance at October 31,2004 ........c.cccovvevvennn. 48,000 48,000 $17
Granted........cooceeeieiiie e — —
Exercised ......coocovvvienenciiiiiiinnee (11,600) 15
Cancelled ..o (4,500) 17
Balance at October 31, 2005 ... 32,500 32,500 $17

The weighted average contractual life of the 32,500 shares under option was 2.3 years at October 31,
2005.

1997 Non-Employee Directors Plan
The Company's 1997 Non-Employee Director Stock Option Plan provided for the granting of stock

options to non-employee Directors to purchase up to an aggregate of 600,000 shares of common stock. On
December 5, 2002, the Company elected to terminate future grants of options under this plan.
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There were no shares available for granting of options at October 31, 2005, 2004 and 2003. The exercise
price of the options outstanding as of October 31, 2005 ranged from $12.17 to $23.90. Stock option transactions
for the three years ended October 31, 2005, were as follows:

Shares Shares Under Average Price
Exercisable Option Per Share
Balance at October 31, 2002 ...........coovvveenenen. 70,500 79,500 $18
Granted .....oocoeeveeiveeriiie e — —
EXercised .....ccoooveiienicirece e (9,000) 12
Cancelled........cc.eevvevvennen. reeere e — —
Balance at October 31, 2003 .........cooovvviinnenn. 64,500 70,500 $19
Granted ........cccoovvviiviee e, — —
EXercised ......cooovevrieiiiiieiiieeie e (9,000) 17
Cancelled........cooovveevieecieeceececrec e, — —
Balance at October 31,2004 ..o 58,500 61,500 $19
Granted ........ccoiiieiicee s — —
Exercised ..ooovviciiiicii e (12,000) 17
Cancelled.......cooovveeiieeeiiee e, — —
Balance at October 31, 2005 .......oooeovivveireennn. 49,500 49,500 $20

The weighted average contractual life of the 49,500 shares under option was 6.1 years at October 31,
2005.

The following table summarizes the range of exercise prices and the weighted average remaining
contractual life of the options outstanding and exercisable for all plans at October 31, 2005:

Options Outstanding Options Exercisable
Weighted
Weighted Average Weighted
Average Remaining Average
Options Exercise Contractual Options Exercise
Outstanding Price Life (Yrs) Exercisable Price
Ranges of Exercise Prices:
S11.25 821001 o, 237,004 § 16.19 52 226,504 § 16.00
$21.33-826.10. i 226,003 21.64 7.1 119,253 21.85
$26.40 - $33.80..cicciiiee 263,305 27.66 8.2 83,555 28.91
$39.47 - 85791 oo 324,869 40.60 9.1 12,168 57.91
Total oo 1,051,181 $ 2778 7.6 441,480 § 21.18

16. Fair Value of Financial Instruments

The fair values of the Company's financial assets approximate the carrying values reported on the
consolidated balance sheet. The estimated fair value of the Company’s long-term debt was $214.6 million and
$141.9 million as compared to the carrying amounts of $135.9 million and $128.9 million, as of October 31, 2005
and 2004, respectively. The fair value of long-term debt was based on the quoted market price or recent

transactions.
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17. Leases

Quanex has operating leases for certain real estate and equipment. Rental expense for the years ended
October 31, 2005, 2004 and 2003 was $4.7 million, $3.6 million and $2.2 million, respectively.

Future minimum payments as of October 31, 2005, by year and in the aggregate under operating leases
having non-cancelable lease terms in excess of one year were as follows (in thousands):

Operating
Leases
2000 . $ 4,482
2007 .o 3,363
2008 .o 2,350
2009 ... 1,656
2010 1,194
Thereafter .......cc.ccoovvevneiiieennnne, 5,410
Total oo, $ 18,455
18. Contingencies
Environmental

Quanex is subject to extensive laws and regulations concerning the discharge of materials into the
environment and the remediation of chemical contamination. To satisfy such requirements, Quanex must make
capital and other expenditures on an ongoing basis. The Company accrues its best estimates of its remediation
obligations and adjusts such accruals as further information and circumstances develop. Those estimates may
change substantially depending on information about the nature and extent of contamination, appropriate
remediation technologies, and regulatory approvals. Costs of future expenditures for environmental remediation
are not discounted to their present value, unless the amount and timing of the expenditures are fixed or reliably
determinable. When environmental laws might be deemed to impose joint and several liability for the costs of
responding to contamination, the Company accrues its allocable share of liability taking into account the number
of parties participating, their ability to pay their shares, the volumes and nature of the wastes involved, the nature
of anticipated response actions, and the nature of the Company’s alleged connections. The cost of environmental
matters has not had a material adverse effect on Quanex’s operations or financial condition in the past, and
management is not aware of any existing conditions that it currently believes are likely to have a material adverse
effect on Quanex’s operations, financial condition or cash flows.

During the third quarter of 2005, the United States Department of Justice filed a complaint against the
Company for recovery of cleanup costs incurred at the “Jepscor” Superfund site in Dixon, Illinois. The United
States Environmental Protection Agency has indicated that it incurred approximately $2.6 million to remove
processing residue and other materials from that former metal recovery plant. Of the Jepscor site’s former
owners, operators, and many customers, the government is asserting liability for cleanup only against the
Company. During the fourth fiscal quarter of 2005, the Company and the Department of Justice reached a
tentative agreement to settle this matter. If that settlement cannot be finalized, the Company intends to defend
itself vigorously against the government’s Jepscor allegations.

Total remediation reserves, at October 31, 2005, for Quanex’s current plants, former operating locations,
and disposal facilities were approximately $8.9 million, which is within $0.3 million of the reserve at October 31,
2004. Of the current remediation reserve, approximately $2.0 million represents administrative costs; the balance
represents estimated costs for investigation, studies, cleanup, and treatment. On the balance sheet, $6.7 million of
the remediation reserve is included in non-current liabilities with the remainder in accrued liabilities {current).
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Approximately 51% of the total remediation reserve is currently allocated to cleanup work related to
Piper Impact. During the first quarter of 2005, the Company sold the operating assets of the Piper Impact
business, including its only active plant on Barkley Drive in New Albany, Mississippi. In the fourth fiscal quarter
of 2005, the Company sold the location on Highway 15 in New Albany where Piper Impact previously had
operated a plant (the Highway 15 location), but as part of the sale retained environmental liability for pre-closing
contamination there. At present, the largest component of the Piper Impact remediation reserve is for remediation
of soil and groundwater contamination from prior operators of the Highway 15 location in New Albany. The
Company voluntarily implemented a state-approved remedial action plan there that includes natural attenuation
together with a groundwater collection and treatment system. The Company continues to monitor conditions at
the site and to evaluate performance of that remedy.

Included in the current reserve is the estimated cost of operating the existing groundwater remediation
system at the Highway 15 location over the next 20 years, which was discounted to a net present value using an
interest rate of 3.0%. The Company has estimated the annual cost of operating the existing system to be
approximately $0.2 million and has assumed that the existing system will continue to be effective.

The final remediation costs and the timing of the expenditures at the Highway 15 location and other sites
will depend upon such factors as the nature and extent of contamination, the cleanup technologies employed, and
regulatory concurrences. While actual remediation costs therefore may be more or less than amounts accrued, the
Company believes it has established adequate reserves for all probable and reasonably estimable remediation
liabilities. It is not possible at this point to reasonably estimate the amount of any obligation for remediation in
excess of current accruals because of uncertainties as to the extent of environmental impact, cleanup technologies,
and concurrence of governmental authorities. The Company currently expects to pay the accrued remediation
reserve through at least fiscal 2025, although some of the same factors discussed earlier could accelerate or extend
the timing.

Tax Liability

The Company has a case in Tax Court regarding the disallowance of a capital loss realized in 1997 and
1998. During 2004, the Company made a tax payment of $10.0 million related to the case. The payment was
made to stop the running of the interest outstanding. The Company has reserves for income tax contingencies
primarily associated with this tax case as of October 31, 2005 and 2004 of $12.3 million and $7.5 million,
respectively. The estimated reserve was increased because of the government’s decision to appeal two similar court
cases which were ruled in favor of the taxpayer and the reemphasis by the IRS to assess penalties against taxpayers.
Adequate provision has been made for this contingency and the Company believes the outcome of the case will
not have a material impact on its financial position or results of operations.

Other

From time to time, the Company and its subsidiaries are involved in various litigation matters arising in
the ordinary course of their business. Although the ultimate resolution and impact of such litigation on the
Company is not presently determinable, the Company’s management believes that the eventual outcome of such
litigation will not have a material adverse effect on the overall financial condition, results of operations or cash
flows of the Company.
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19. Discontinued Operations

In accordance with SFAS No. 144, "Accounting for the Impairment or Disposal of Long-Lived Assets,"
the results of operations, financial position and cash flows of Temroc, Piper Impact and Nichols Aluminum -
Golden have been reflected in the consolidated financial statements and notes as a discontinued operation for all
periods presented. Nichols Aluminum — Golden was sold on September 30, 2004, while the Piper Impact
business was sold on January 25, 2005.

The Company classified Temroc as held for sale during the fourth quarter of fiscal year 2005.
Historically, Temroc had been reported in the Vehicular Products segment. The August 31, 2005 annual
impairment test revealed that the carrying value of the Company’s Temroc business exceeded its fair value and
resulted in an $11.4 million impairment loss of Temroc’s goodwill. The Company primarily used the present
value of future cash flows to determine the fair value and validated the result against the market approach. The
fiscal 2005 impairment loss resulted mostly due to a change in management’s expectations of projected cash
flows, but was also impacted by an increase in the discount rate. The projected cash flows used in the 2005
evaluation reflected lower margin business from a change in the overall product mix. Later in the fourth quarter
of fiscal 2005, Temroc met the held for sale criteria. Accordingly, an additional impairment loss of $1.7 million
was recorded to write-down Temroc to its fair value less cost to sell as of October 31, 2005. The Company signed
a Letter of Intent for Temroc from a potential buyer and is currently in the process of negotiating a definitive
agreement. The Company believes Temroc will be sold within one year. Considering both the annual impairment
testing and the classification of Temroc as held for sale, the Company recorded a total Temroc loss of $13.1
million during the fourth quarter of 2005.

Comparative balance sheets of the discontinued operations were as follows:

October 31, October 31,

2005 2004
(In thousands)
Current assets:
Accounts and notes receivable, TIE .....oovi v $ 3,408 $§ 6,424
TIIVEIIEOTIES ... vt et ee et eet e e e et tee e et e s ettt e s et e s sebab e e s sartaseentseeansbarsasaennnens 2,078 5,068
INCOME taX TECEIVADIE.......vevvvii et ar e — 3,828
OthEr CUITENT ASSEES .vvviivirircerriecvitreeis et eeeert et eesr e ersreeeseraeesebtb e s easbeeaeenstreesenans 18 748
TOtal CUITENT ASSELS 1.ovvviiiireiii it s ettt e eeeae s et e s e ebre e eesanes 5,504 16,068
Property, plant and equipment, NEt.........coccovoiiiiiniiinec e 5,247 16,581
OHNET ASSEES .oiiviiieee ittt ettt et et e et e e e et eeetaeserassreaeeatesennraeaneaeans 599 29,038
T OAL ASSBES .ttt ettt ettt e st e $§ 11350 § 61,687
Current liabilities:
ACCOUNTS PAYADIE ..ottt $ 2591 § 4,059
Accrued HabIltIES ..oovviveeiii oot - 750 2,471
Other CUrTent HHaDIIHIES. ....ooviiiiiice ettt te e e 867 990
Total current Habilities.........oooiviiieiece e 4,208 7,520
OTher HHADIHTIES ....vvii ittt ettt ae et e et e e eree s ers v e entaeenns 2,120 2,829
Total HADIHHIES ..ottt v e erae e ens $ 6,328 3 10,349
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Operating results of the discontinued operations were as follows:

2005 2004 2003
(In thousands)
NEt SALES.....oeiieeiie ettt $ 27,871 $ 136,107 $ 152,967
Income (Loss) from discontinued operations ..... (16,602) 1,846 (1,245)
Loss on sale of discontinued operations............. (6,537 (6,436) —
Income tax benefit (expense)........ccccvevirerenrene. 1,066 1,629 486
Income (loss) from discontinued
operations, net of taxes..........cooevrveirernnee $(22,073) $ (2,961 $ (759)

The $22.1 million loss from discontinued operations for the fiscal year 2005 includes the $13.1 million
Temroc non-cash impairment losses discussed above, $3.9 million after-tax loss on sale of Piper Impact, $1.9
million after-tax operating loss at Piper Impact and a $2.9 million after-tax loss related to the sale of Nichols
Aluminum-Golden. The $3.0 million loss from discontinued operations for the year ended October 31, 2004
includes a $0.6 million after-tax loss on the sale of Nichols Aluminum — Golden and net after-tax charges of
$3.5 million related to Piper Impact offset by $1.7 million of Nichols Aluminum-Golden after-tax income for the
period the Company owned the business. The $0.8 million loss from discontinued operations in fiscal 2003 was
comprised of $3.1 million Piper Impact after-tax operating loss partially offset by a $2.0 million and $0.3 million
of after-tax operating income at Nichols Aluminum-Golden and Temroc, respectively.

20. Subsequent Events

On December 19, 2005, the Company’s Board of Directors adopted the Quanex Corporation 2006 Omnibus
Incentive Plan (the 2006 Plan), subject to approval by the Company’s stockholders at the Company’s annual meeting
in February 2006. The 2006 Plan provides for the granting of stock options, stock appreciation rights, restricted
stock, restricted stock units, performance stock awards, performance unit awards, annual incentive awards, other
stock-based awards and cash-based awards. Any officer, key employee and / or non-employee director of the
Company or any of its affiliates is eligible for awards under the 2006 Plan.
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21. Quarterly Results of Operations (Unaudited)

The following sets forth the selected quarterly information for the years ended October 31, 2005 and

2004.
First Second Third Fourth
Quarter Quarter Quarter Quarter
(In thousands except per share amounts)
2005:
NEE SALES v $465,202 $527,976 $492,559 $483,270
Income from continuing operations ..................... 33,931 51,717 44,905 46,680
Net income’™) ........cooocinvirvnriinecinrere e 28,235 50,985 44,715 31,225
Earnings per share:
Basic earnings from continuing operations...... $1.36 $2.05 $1.78 $1.84
Diluted earnings from continuing operations... 1.32 1.96 1.70 1.75
Basic earnings per share .........c.cccooevrviiinnnn. 1.13 2.02 1.77 1.23
Diluted earnings per share...........ocoeeerieeneenn, 1.10 1.93 1.70 1.18
2004:
NEtSALES ..o $247,907 $367,672 $396,658 §425,660
Income from continuing operations ..................... 6,752 10,760 20,354 19,562
NELINCOIME ..eeiiviiiiiiieiie et ecrae et cve e eraeeineens 6,427 11,544 17,758 18,738
Earnings per share:
Basic earnings from continuing operations...... $0.28 $0.44 $0.82 $0.79
Diluted earnings from continuing operations... 0.27 043 0.81 0.78
Basic earnings per share...........oceeevinneeiennne, 0.26 0.47 0.72 0.76
Diluted earnings per share.............ccccevvrvennnne. 0.26 0.46 0.71 0.74

(1) The fourth quarter 2005 includes Temroc’s $13.1 million (pretax and after-tax) asset impairment charge in accordance with
SFAS 142 and SFAS 144.
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Quarterly Financial Results
(From Continuing Operations)
2005 2004 2003
Net Sales (§ millions)
JANUAIY ..ottt et $ 4652 $ 2479 $194.2
ADTLL oot 528.0 367.7 216.1
JULY e et 492.5 396.6 222.5
OCLODET ...ttt ettt 483.3 425.7 245.6
TOtL e $1,969.0 $1,437.9 $878.4
Income from Continuing Operations ($ millions)
JANUATY ..ot $ 339 $ 6.7 $ 74
ADILL oot 51.7 10.8 9.5
TUIY Y ettt 44.9 20.3 14.2
OCLODET ..ottt st et sae s ae e et e sabe s b e erreene e 46.7 19.6 12.5
TOtAL. oot $177.2 $57.4 $43.6
Income from Continuing Operations Per Basic Common Share (§)
JANUATY .ot § 1.36 $0.28 $ 0.30
ADTIL ettt 2.05 0.44 0.40
TULY™ ettt 1.78 0.82 0.59
OCLODET ..ttt ettt et st ea e aa s bt ea e aaemrabeesne e 1.84 0.79 0.52
FISCAL YOI ..ottt ettt $ 7.04 $ 233 $ 1.80
Quarterly Common Stock Cash Dividends ($)
JANUATY ..ottt ettt $0.1350 $0.1133  $0.1133
ADTIL et 0.1350 0.1133 0.1133
JULY ottt aene s 0.1550 0.1267 0.1133
OCLODRT ..oviieiieei ettt ettt b et se e eseane it e 0.1550 0.1350 0.1133
TOtAL. e e s $ 0.5800 $0.4883  $0.4533
Common Stock Sales Price (High & Low Closing Price - $)
Quarter Ended January .............cocevevivieiiieieneiceseeese e $ 52.72 $31.79 $24.77
33.77 25.98 19.69
Quarter Ended APril .......oooveiiiieiiieciecieie e s 61.99 32.77 22.23
47.19 26.78 19.17
Quarter Ended July ... 61.64 32.70 22.00
46.77 26.61 19.23
Quarter Ended OCtober......cccoovveiiiiiiiie et s 66.22 36.19 26.88
54.39 26.91 20.05

(1) Fiscal 2003 third quarter income from continuing operations includes a retired executive life insurance benefit of $2.2 million.
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SCHEDULE II—VALUATION AND QUALIFYING ACCOUNTS

Balance at  Charged to Balance at
Beginning Costs & End
Description of Year Expenses  Write-offs Other of Year

(In thousands)

Allowance for doubtful accounts:

Year ended October 31, 2005 ................. $6,817 $4,225 $(3,488) § 55 $ 7,609
Year ended October 31,2004 ................. 6,771 1,159 (733) (380) 6,817
Year ended October 31, 2003 ................. 6,367 677 (280) 7 6,771
Inventory reserves (primarily LIFO):

Year ended October 31, 2005 ................. $35,655 $(191) $(362) $250  $35,352
Year ended October 31,2004 ................. 14,588 21,231 (667) 503 35,655
Year ended October 31,2003 ................. 8,729 5,955 (89) (N 14,588

Item 9. Change in and Disagreements with Accountants on Accounting and Financial Disclosure
None.

Item 9A, Controls and Procedures

EVALUATION OF DISCLOSURE CONTROLS AND PROCEDURES

Under the supervision and with the participation of our management, including the Chief Executive
Officer and Chief Financial Officer, we have evaluated the effectiveness of our disclosure controls and procedures
pursuant to Exchange Act Rule 13a-15(b) as of the end of the period covered by this report. Based on that
evaluation, the Chief Executive Officer and Chief Financial Officer have concluded that these disclosure controls
and procedures are effective. There were no changes in our internal control over financial reporting during the
quarter ended October 31, 2005 that have materially affected, or are reasonably likely to materially affect, our
internal control over ﬁnanc1al reporting.

MANAGEMENT’S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

The management of Quanex Corporation and its subsidiaries (the Company) is responsible for
establishing and maintaining adequate internal control over financial reporting. The Company’s internal control
system was designed to provide reasonable assurance to management and the Board of Directors regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles.

All internal control systems, no matter how well designed, have inherent limitations. Even those systems
determined to be effective can provide only reasonable assurance with respect to financial statement presentation
and preparation. Further, because of changes in conditions, the effectiveness of internal control may vary over
time.
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Management conducted an evaluation of the effectiveness of the Company’s internal control over
financial reporting based on the framework in Jnternal Control — Integrated Framework issued by the Committee
of Sponsoring Organizations of the Treadway Commission. Based on this evaluation, management concluded
that the Company’s internal control over financial reporting was effective as of October 31, 2005.

The evaluation of effectiveness of the Company’s internal control over financial reporting did not include
the internal control over financial reporting at Mikron Industries Inc., which was acquired on December 9, 2004 and
whose financial statements constitute 2 percent and 22 percent of net and total assets, respectively, 11 percent of net
sales and 9 percent of net income of the consolidated financial statement amounts as of and for the year ended

October 31, 2005.

The Company’s independent auditors, Deloitte & Touche LLP, audited this assessment of the Company’s
internal control over financial reporting; their report is included herein.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders
Quanex Corporation
Houston, TX

We have audited management's assessment, included in the accompanying Report of Management on Internal
Control over Financial Reporting, that Quanex Corporation and subsidiaries (the “Company’) maintained effective
internal control over financial reporting as of October 31, 2005, based on criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission. 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. Our responsibility is to express an
opinion on management's assessment and an opinion on the effectiveness of the Company's internal control over
financial reporting based on our audit. As described in Report of Management on Internal Control over Financial
Reporting, management excluded from their assessment the internal control over financial reporting at Mikron
Industries Incorporated, which was acquired on December 9, 2004 and whose financial statements constitute 2
percent and 22 percent of net and total assets, respectively, 11 percent of net sales and 9 percent of net income of the
consolidated financial statement amounts as of and for the year ended October 31, 2005. Accordingly, our audit did
not include the internal control over financial reporting at Mikron Industries Incorporated.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in all material respects. Our audit included
obtaining an understanding of internal control over financial reporting, evaluating management's assessment, testing
and evaluating the design and operating effectiveness of internal control, and performing such other procedures as we
considered necessary in the circumstances. We believe that our audit provides a reasonable basis for our opinions.

A company's internal control over financial reporting is a process designed by, or under the supervision of, the
company's principal executive and principal financial officers, or persons performing similar functions, and effected
by the company's board of directors, management, and other personnel 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 the inherent limitations of internal control over financial reporting, including the possibility of collusion
or improper management override of controls, material misstatements due to error or fraud may not be prevented or
detected on a timely basis. Also, projections of any evaluation of the effectiveness of the internal control over
financial reporting to future periods are subject to the risk that the controls may become inadequate because of
changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, management's assessment that the Company maintained effective internal control over financial
reporting as of October 31, 2005, is fairly stated, in all material respects, based on the criteria established in Internal
Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission. Also in our opinion, the Company maintained, in all material respects, effective internal control over
financial reporting as of October 31, 2005, based on the criteria established in Internal Control—Integrated
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Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission.
We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the consolidated financial statements and financial statement schedules as of and for the year ended

October 31, 2005 of the Company and our report dated December 20, 2005 expressed an unqualified opinion on
those financial statements and financial statement schedules.

DELOITTE & TOUCHE LLP

Houston, TX
December 20, 2005
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PART III
Item 10.  Directors and Executive Officers of the Registrant

Pursuant to General Instruction G(3) to Form 10-K, additional information on directors and executive
officers of the Registrant is incorporated herein by reference from the Registrant’s Definitive Proxy Statement to
be filed pursuant to Regulation 14A within 120 days after the close of the fiscal year ended October 31, 2005.

Item 11.  Executive Compensation

Pursuant to General Instruction G(3) to Form 10-K, information on executive compensation is
incorporated herein by reference from the Registrant’s Definitive Proxy Statement to be filed pursuant to
Regulation 14A within 120 days after the close of the fiscal year ended October 31, 2005.

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

Pursuant to General Instruction G(3) to Form 10-K, information on security ownership of certain
beneficial owners and management is incorporated herein by reference from the Registrant’s Definitive Proxy
Statement to be filed pursuant to Regulation 14A within 120 days after the close of the fiscal year ended
October 31, 2005.

Item 13.  Certain Relationships and Related Transactions

Pursuant to General Instruction G(3) to Form 10-K, information on certain relationships and related
transactions is incorporated herein by reference from the Registrant’s Definitive Proxy Statement to be filed
pursuant to Regulation 14A within 120 days after the close of the fiscal year ended October 31, 2005.
Item 14.  Principal Accountant Fees and Services

Pursuant to General Instruction G(3) to Form 10-K, information on principal accountant fees and services

is incorporated herein by reference from the Registrant’s Definitive Proxy Statement to be filed pursuant to
Regulation 14A within 120 days after the close of the fiscal year ended October 31, 2005.
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PART IV
Ttem 15. Exhibits and Financial Statement Schedules

(a) Listing of Documents

Page
1. Financial Statements
Report of Independent Registered Public Accounting Firm ..........cccociiiiiiiiiiciiiicicccc e 32
Consolidated Balance ShEets........cccooveiiiireiiciiiiiiicccc ettt 33
Consolidated Statements Of INCOIME .........coouieiiiiiiiiirir ettt et st sene e 34
Consolidated Statements of Stockholders"” EqUity.......ccoccooivviiieiinieiiieniinneeniesnre e esreseneeveerreeeeens 35
Consolidated Statements 0f Cash FIOW .........ccooiviiiiiiiiiiiccce e 37
Notes to Consolidated Financial Statements.........c.c.eociioveeiiiiiiers ettt e e 38
2. Financial Statement Schedule
Schedule IT—Valuation and Qualifying ACCOUNLS ........ccovveivviriieierieirieeet et e ere e 73
Schedules not listed or discussed above have been omitted as they are either inapplicable or the
required information has been given in the consolidated financial statements or the notes thereto.
Be EXRIBILS ... b ettt 79
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Exhibit

Number

2.1

2.2

23

24

25

2.6

2.7

Descr'igtion of Exhibits
Asset Purchase Agreement dated July 31, 1996, among the Company, Piper Impact, Inc., a

Delaware corporation, Piper Impact, Inc., a Tennessee corporation, B. F. Sammons and
M. W. Robbins, filed as Exhibit 2.1 of the Company's Report on Form 8-K
(Reg. No. 001-05725), dated August 9, 1996, and incorporated herein by reference.

Stock Purchase Agreement dated April 18, 1997, by and among Niagara Corporation, Niagara
Cold Drawn Corp., and Quanex Corporation filed as Exhibit 2.1 to the Company's Current
Report on Form §-K (Reg. No. 001-05725), dated May 5, 1997, and incorporated herein by
reference.

Purchase Agreement dated December 3, 1997, among Quanex Corporation, Vision Metals
Holdings, Inc., and Vision Metals, Inc., filed as Exhibit 2.1 to the Company's Current Report on
Form 8-K (Reg. No. 001-05725), dated December 3, 1997, and incorporated herein by reference.

Acquisition Agreement and Plan of Merger, dated October 23, 2000, between Quanex
Corporation, Quanex Five, Inc., a Delaware corporation and wholly owned subsidiary of the
Company, and Temroc Metals, Inc., a Minnesota corporation, filed as Exhibit 2.1 to the
Company's Current Report on Form 8-K (Reg. No. 001-05725), dated November 30, 2000, and
incorporated herein by reference.

First Amendment to Agreement and Plan of Merger dated November 15, 2000 between Quanex
Corporation, Quanex Five, Inc., a Delaware corporation and wholly owned subsidiary of the
Company, and Temroc Metals, Inc., a Minnesota corporation, filed as Exhibit 3.1 to the
Company's Current Report on Form 8-K (Reg. No. 001-05725), dated November 30, 2000 and
incorporated herein by reference.

Stock Purchase Agreement dated November 21, 2003, by and among Kirtland Capital Partners 11
L.P., Kirtland Capital Company II LLC, TruSeal Investments Ltd., the other stockholders of
TruSeal Technologies, Inc., and Quanex Corporation; filed as Exhibit 2.6 (Reg. No. 001-05725)
of the Registrant’s Annual Report on Form 10-K for the fiscal year ended October 31, 2003 and
incorporated herein by reference.. Pursuant to Item 601(b)(2) of Regulation S-K, certain
schedules to this Stock Purchase Agreement have not been filed with this exhibit. The schedules
contain various items relating to the assets of the corporation being acquired and the
representations and warranties made by the parties to the agreement. The registrant agrees to
furnish supplementally any omitted schedule to the SEC upon request.

Amended and Restated Asset Purchase and Sale Agreement dated December 23, 2003, by and
between North Star Steel Company, MACSTEEL Monroe, Inc. (formerly Quanex Two, Inc.),
and Quanex Corporation; filed as Exhibit 2.7 (Reg. No. 001-05725) of the Registrant’s Annual .
Report on Form 10-K for the fiscal year ended October 31, 2003 and incorporated herein by
reference. Pursuant to Item 601(b)(2) of Regulation S-K, certain schedules to this Amended and
Restated Asset Purchase and Sale Agreement have not been filed with this exhibit. The schedules
contain various items relating to the assets of the business being acquired and the representations
and warranties made by the parties to the agreement. The registrant agrees to furnish
supplementally any omitted schedule to the SEC upon request.
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Exhibit

Number

2.8

3.1

3.2

3.3

34

35

4.1

4.2

43

4.4

Description of Exhibits

Merger Agreement dated effective as of December 9, 2004, by and among Quanex Corporation,
Quanex Four, Inc., Mikron Industries, Inc. and the Shareholders of Mikron Industries, Inc., filed as
Exhibit 2.1 (Reg. No. 001-05725) of the Registrant’s Current Report on Form 8-K, dated December
14, 2004 and incorporated herein by reference. Pursuant to Item 601(b)(2) of Regulation S-K,
certain schedules and similar attachments to this Merger Agreement have not been filed with this
exhibit. The schedules contain various items relating to the representations and warranties made by
the parties to the Merger Agreement. The Company agrees to furnish supplementally any omitted
schedule or similar attachment to the SEC upon request.

Restated Certificate of Incorporation of the Registrant dated as of November 10, 1995, filed as
Exhibit 3.1 of the Registrant's Annual Report on Form 10-K (Reg. No. 001-05725) for the fiscal
year ended October 31, 1995 and incorporated herein by reference.

Certificate of Amendment to Restated Certificate of Incorporation of the Registrant dated as of
February 27, 1997, filed as Exhibit 3.2 of the Registrant’s Annual Report on Form 10-K
(Reg. No. 001-05725) for the fiscal year ended October 31, 1999 and incorporated herein by
reference.

Amendment to Certificate of Designation, Preferences and Rights of Series A Junior
Participating Preferred Stock of the Registrant dated as of April 15, 1999, filed as Exhibit 3.3 of
the Registrant's Annual Report on Form 10-K (Reg. No. 001-05725) for the fiscal year ended
October 31, 1999 and incorporated herein by reference.

Certificate of Correction of Amendment to Certificate of Designation, Preferences and Rights of
Series A Junior Participating Preferred Stock dated as of April 16, 1999, filed as Exhibit 3.4 of
the Registrant's Annual Report on Form 10-K (Reg. No. 001-05725) for the fiscal year ended
October 31, 1999 and incorporated herein by reference.

Amended and Restated Bylaws of the Registrant, as amended June 1, 2005, filed as Exhibit 3.5 of
the Registrant’s Quarterly Report on Form 10-Q (Reg. No. 001-05725) for the quarter ended
April 30, 2005 and incorporated herein by reference.

Form of Registrant's Common Stock certificate, filed as Exhibit 4.1 of the Registrant's Quarterly
Report on Form 10-Q (Reg. No. 001- 05725) for the quarter ended April 30, 1987, and
incorporated herein by reference.

Revolving Credit Agreement dated as of November 26, 2002, by and among Quanex
Corporation, the financial institutions from time to time signatory thereto and Comerica Bank, as
agent for the banks filed as Exhibit 4.4 to the Registrant’s Annual Report on Form 10-K for the
fiscal year ended October 31, 2003, and incorporated herein by reference. Certain schedules and
exhibits to this Revolving Credit Agreement have not been filed with this exhibit. The Company
agrees to furnish supplementally any omitted schedule or exhibit to the SEC upon request.

First Amendment to Security Agreement, dated February 17, 2003, effective November 26,
2002, filed as Exhibit 4.5 to the Registrant’s Quarterly Report on Form 10-Q (Reg. No. 001-
05725) for the quarter ended January 31, 2003 and incorporated herein by reference.

Consent and First Amendment to Revolving Credit Agreement dated December 19, 2003, by and
among Quanex Corporation, the financial institutions from time to time signatory thereto and
Comerica Bank, as agent for the banks filed as Exhibit 4.5 to the Registrant’s Annual Report on
Form 10-K (Reg. No. 001-05725) for the fiscal year ended October 31, 2003. Certain schedules
and exhibits to this Consent and First Amendment to Revolving Credit Agreement have not been
filed with this exhibit. The Company agrees to furnish supplementally any omitted schedule or
exhibit to the SEC upon request.
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Exhibit

Number

4.5

4.6

4.7

4.8

4.9

4.10

4.11

4.12

4.13

+10.1

110.2

Description of Exhibits
Waiver and Second Amendment to Revolving Credit Agreement dated March 11, 2004, by and
among Quanex Corporation, the financial institutions from time to time signatory thereto and
Comerica Bank, as agent for the banks filed as Exhibit 4.6 to the Registrant’s Quarterly Report
on Form 10-Q (Reg. No. 001-05725) for the quarter ended January 31, 2004,

Form of Consent to Requested Extension to Revolving Credit Maturity Date under the Quanex
Corporation Revolving Credit Agreement for the quarter ended April 7, 2004, filed as Exhibit 4.7 to
the Registrant’s Quarterly Report on Form 10-Q (Reg. No. 001-05725) dated April 30, 2004.

Form of Consent and Third Amendment to Revolving Credit Agreement dated April 9, 2004, by
and among Quanex Corporation, the financial institutions from time to time signatory thereto and
Comerica Bank, as agent for the banks, filed as Exhibit 4.8 to the Registrant’s Quarterly Report on
Form 10-Q (Reg. No. 001-05725) for the quarter ended April 30, 2004.

Indenture dated as of May 5, 2004 between Quanex Cofporation and Union Bank of California,
N.A. as trustee relating to the Company’s 2.50% Convertible Senior Debentures due May 15, 2034,
filed as Exhibit 4.9 to the Registrant’s Quarterly Report on Form 10-Q (Reg. No. 001-05725) for
the quarter ended April 30, 2004.

Registration Rights Agreement dated as of May 5, 2004 among Quanex Corporation, Credit Suisse
First Boston LLC, Bear, Stearns & Co. Inc., Robert W. Baird & Co. Incorporated, and KeyBanc
Capital Markets relating to the Company’s 2.50% Convertible Senior Debentures due May 15,
2034, filed as Exhibit 4.10 to the Registrant’s Quarterly Report on Form 10-Q (Reg. No. 001-
05725) for the quarter ended April 30, 2004.

Third Amended and Restated Rights Agreement dated as of September 15, 2004, between the
Registrant and Wells Fargo Bank, N.A. as Rights Agent, filed as Exhibit 4.1 to the Registrant's
Current Report on Form 8-K (Reg. No. 001-05725) dated September 17, 2004, and incorporated
herein by reference.

Form of Consent and Fourth Amendment to Revolving Credit Agreement dated November 18,
2004 by and among Quanex Corporation, the financial institutions from time to time signatory
thereto and Comerica Bank, as agent for the banks, filed as Exhibit 4.11 to the Registrant’s Annual
Report on Form 10-K (Reg. No. 001-05725) for the fiscal year ended October 31, 2004.

Supplemental Indenture dated as of January 25, 2005 by and between the Company and Union
Bank of California, N.A., as trustee, to the indenture governing the Company’s 2.50% Convertible
Senior Debentures due May 15, 2034, filed as Exhibit 99.1 to the Registrant’s Current Report on
Form 8-K (Reg. No. 001-05725) dated January 26, 2005.

Fifth Amendment to Revolving Credit Agreement dated March 11, 2005 by and among Quanex
Corporation, the financial institutions from time to time signatory thereto and Comerica Bank, as
agent for the banks, filed as Exhibit 4.12 to the Registrant’s Quarterly Report on Form 10-Q (Reg.
No. 001-05725) for the quarter ended January 31, 2005.

Quanex Corporation 1988 Stock Option Plan, as amended, and form of Stock Option year
Agreement filed as Exhibit 10.4 to the Registrant's Annual Report on Form 10-K for the year
ended October 31, 1988, together with the amendment filed as Exhibit 10.17 of the Registrant's
Quarterly Report on Form 10-Q (Reg. No. 001-05725) for the quarter ended January 31, 1995,
and incorporated herein by reference.

Amendment to the Quanex Corporation 1988 Stock Option Plan, dated as of December 1997,
filed as Exhibit 10.2 of the Registrant's Annual Report on Form 10-K (Reg. No. 001-05725) for
the fiscal year ended October 31, 1999 and incorporated herein by reference.
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Exhibit

Number

103

$10.4

110.5

+10.6

+10.7

+10.8

+10.9

+10.10

+10.11

$10.12

+10.13

+10.14

+10.15

Description of Exhibits
Amendment to the Quanex Corporation 1988 Stock Option Plan, dated as of December 9, 1999,
filed as Exhibit 10.3 of the Registrant's Annual Report on Form 10-K (Reg. No. 001-05725) for
the fiscal year ended October 31, 1999 and incorporated herein by reference.

Quanex Corporation Deferred Compensation Plan, as amended and restated, dated September
29, 1999, filed as Exhibit 10.4 of the Registrant's Annual Report on Form 10-K (Reg. No.
001-05725) for the fiscal year ended October 31, 1999 and incorporated herein by reference.

First Amendment to Quanex Corporation Deferred Compensation Plan, dated December 7, 1999,
filed as Exhibit 10.5 of the Registrant's Annual Report on Form 10-K (Reg. No. 001-05725) for
the fiscal year ended October 31, 1999 and incorporated herein by reference.

Quanex Corporation Executive Incentive Compensation Plan, as amended and restated, dated
October 12, 1995, filed as Exhibit 10.8 of the Registrant's Annual Report on Form 10-K
(Reg. No. 001-05725) for the fiscal year ended October 31, 1999 and incorporated herein by
reference. '

Quanex Corporation Supplemental Benefit Plan, as amended and restated effective June 1, 1999,
filed as Exhibit 10.9 of the Registrant's Annual Report on Form 10-K (Reg. No. 001-05725) for
the fiscal year ended October 31, 1999 and incorporated herein by reference

Form of Change in Control Agreement, between the Registrant and each executive officer of the
Registrant, filed as Exhibit 10.10 of the Registrant's Annual Report on Form 10-K (Reg. No.
001-05725) for the fiscal year ended October 31, 1999 and incorporated herein by reference.

Quanex Corporation 1987 Non-Employee Director Stock Option Plan, as amended, and the
related form of Stock Option Agreement, filed as Exhibit 10.14 of the Registrant's Annual
Report on Form 10-K (Reg. No. 001-05725) for the year ended October 31, 1988, together with
the amendment filed as Exhibit 10.14 of the Registrant's Quarterly Report on Form 10-Q (Reg.
No. 001-05725) for the quarter ended January 31, 1995, and incorporated herein by reference.

Amendment to the Quanex Corporation 1987 Non-Employee Director Stock Option Plan, dated
December 1997, filed as Exhibit 10.13 of the Registrant's Annual Report on Form 10-K (Reg.
No. 001-05725) for the fiscal year ended October 31, 1999 and incorporated herein by reference.

Amendment to the Quanex Corporation 1987 Non-Employee Director Stock Option Plan, dated
December 9, 1999, filed as Exhibit 10.14 of the Registrant's Annual Report on Form 10-K (Reg.
No. 001-05725) for the fiscal year ended October 31, 1999 and incorporated herein by reference.

Quanex Corporation 1989 Non-Employee Director Stock Option Plan, as amended, filed as
Exhibit 4.4 of the Registrant's Form S-8, Registration No. 33-35128, together with the
amendment filed as Exhibit 10.15 of the Registrant's Quarterly Report on Form 10-Q (Reg. No.
001-05725) for the quarter ended January 31, 1995, and incorporated herein by reference.

Amendment to the Quanex Corporation 1989 Non-Employee Director Stock Option Plan, dated
December 1997, filed as Exhibit 10.16 of the Registrant's Annual Report on Form 10-K (Reg.
No. 001-05725) for the fiscal year ended October 31, 1999 and incorporated herein by reference.

Amendment to the Quanex Corporation 1989 Non-Employee Director Stock Option Plan, dated
December 9, 1999, filed as Exhibit 10.17 of the Registrant's Annual Report on Form 10-K (Reg.
No. 001-05725) for the fiscal year ended October 31, 1999 and incorporated herein by reference.

Quanex Corporation Employee Stock Option and Restricted Stock Plan, as amended, filed as
Exhibit 10.14 of the Registrant's Annual Report on Form 10-K (Reg. No. 001-05725) for the
fiscal year ended October 31, 1994, and incorporated herein by reference.
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Exhibit

Number

$10.16

$10.17

+10.18

10.19

$10.20

10.21

110.22

$10.23

+10.24

10.25

+10.26

+10.27

Description of Exhibits
Amendment to the Quanex Corporation Employee Stock Option and Restricted Stock Plan,
dated December 1997, filed as Exhibit 10.19 of the Registrant's Annual Report on Form 10-K
(Reg. No. 001-05725) for the fiscal year ended October 31, 1999 and incorporated herein by
reference.

Amendment to the Quanex Corporation Employee Stock Option and Restricted Stock Plan,
dated December 9, 1999, filed as Exhibit 10.20 of the Registrant's Annual Report on Form 10-K
(Reg. No. 001-05725) for the fiscal year ended October 31, 1999 and incorporated herein by
reference.

Amendment to the Quanex Corporation Employee Stock Option and Restricted Stock Plan,
effective July 1, 2000 filed as Exhibit 10.18 of the Registrant's Annual Report on Form 10-K
(Reg. No. 001-05725) for the fiscal year ended October 31, 2000 and incorporated herein by
reference.

Retirement Agreement dated as of September 1, 1992, between the Registrant and Carl E.
Pfeiffer, filed as Exhibit 10.20 to the Registrant's Annual Report on Form 10-K
(Reg. No. 001-05725) for the fiscal year ended October 31, 1992, and incorporated herein by
reference.

Stock Option Agreement dated as of October 1, 1992, between the Registrant and Carl E.
Pfeiffer, filed as Exhibit 10.21 to the Registrant's Annual Report on Form 10-K
(Reg. No. 001-05725) for the fiscal year ended October 31, 1992, and incorporated herein by
reference.

Deferred Compensation Agreement dated as of July 31, 1992, between the Registrant and Carl
E. Pfeiffer, filed as Exhibit 10.22 to the Registrant's Annual Report on Form 10-K (Reg. No.
001-05725) for the fiscal year ended October 31, 1992, and incorporated herein by reference.

Quanex Corporation Non-Employee Director Retirement Plan, filed as Exhibit 10.18 of the
Registrant's Annual Report on Form 10-K (Reg. No. 001-05725) for the fiscal year ended
October 31, 1994, and incorporated herein by reference.

Amendment to Quanex Corporation Non-Employee Director Retirement Plan dated May 25,
1995, filed as Exhibit 10.3 of the Registrant's Quarterly Report on Form 10-Q
(Reg. No. 001-05725) for the quarter ended January 31, 2000 and incorporated herein by
reference.

Agreement to Freeze the Quanex Corporation Non-Employee Director Retirement Plan, effective
December 5, 2002, filed as Exhibit 10.3 of the Registrant’s Quarterly Report on Form 10-Q
(Reg. No. 001-05725) for the quarter ended April 30, 2003 and incorporated herein by reference

Quanex Corporation 1996 Employee Stock Option and Restricted Stock Plan, filed as Exhibit
10.19 of the Registrant’s Annual Report on Form 10-K (Reg. No. 001-05725) for the fiscal year
ended October 31, 1996, and incorporated herein by reference.

Amendment to Quanex Corporation 1996 Employee Stock Option and Restricted Stock Plan,
dated December 1997, filed as Exhibit 10.26 of the Registrant's Annual Report on Form 10-K
(Reg. No. 001-05725) for the fiscal year ended October 31, 1999 and incorporated herein by
reference. :

Amendment to Quanex Corporation 1996 Employee Stock Option and Restricted Stock Plan,
dated December 9, 1999, filed as Exhibit 10.27 of the Registrant's Annual Report on Form 10-K
(Reg. No. 001-05725) for the fiscal year ended October 31, 1999 and incorporated herein by
reference.
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Description of Exhibits

Amendment to Quanex Corporation 1996 Employee Stock Option and Restricted Stock Plan,

effective February 23, 2000, filed as Exhibit 10.2 of the Registrant's Quarterly Report on
Form 10-Q (Reg. No. 001-05725) for the quarter ended January 31, 2000 and incorporated
herein by reference.

Amendment to Quanex Corporation 1996 Employee Stock Option and Restricted Stock Plan,
effective July 1, 2000 filed as Exhibit 10.28 of the Registrant's Annual Report on Form 10-K
(Reg. No. 001-05725) for the fiscal year ended October 31, 2000 and incorporated herein by
reference.

Amendment to the Quanex Corporation 1996 Employee Stock Option and Restricted Stock Plan,
effective December 5, 2002, filed as Exhibit 10.1 of the Registrant’s Quarterly Report on Form
10-Q (Reg. No. 001-05725) for the quarter ended April 30, 2003 and incorporated herein by
reference.

Quanex Corporation Deferred Compensation Trust filed as Exhibit 4.8 of the Registrant's
Registration Statement on Form S-3, Registration No. 333-36635, dated September 29, 1997,
and incorporated herein by reference.

Amendment to Quanex Corporation Deferred Compensation Trust, dated December 9, 1999,
filed as Exhibit 10.29 of the Registrant's Annual Report on Form 10-K (Reg. No. 001-05725) for
the fiscal year ended October 31, 1999 and incorporated herein by reference.

Quanex Corporation 1997 Non-Employee Director Stock Option Plan filed as Exhibit 10.21 of
the Registrant's Annual Report on Form 10-K (Reg. No. 001-05725) for the fiscal year ended
October 31, 1997 and incorporated herein by reference.

Amendment to Quanex Corporation 1997 Non-Employee Director Stock Option Plan, dated
December 9, 1999, filed as Exhibit 10.31 of the Registrant's Annual Report on Form 10-K (Reg.
No. 001-05725) for the fiscal year ended October 31, 1999 and incorporated herein by reference.

Agreement to Terminate the Quanex Corporation 1997 Non-Employee Director Stock Option
Plan, effective December 5, 2002, filed as Exhibit 10.2 of the Registrant’s Quarterly Report on
Form 10-Q (Reg. No. 001-05725) for the quarter ended April 30, 2003 and incorporated herein
by reference.

Quanex Corporation 1997 Key Employee Stock Plan (formerly known as the Quanex
Corporation 1997 Key Employee Stock Option Plan) as amended and restated, dated October 20,
1999, filed as Exhibit 10.1 of the Registrant's Quarterly Report on Form 10-Q (Reg. No.
001-05725), for the quarter ended April 30, 2001 and incorporated herein by reference..

Amendment to Quanex Corporation 1997 Key Employee Stock Plan (formerly known as the
Quanex Corporation 1997 Key Employee Stock Option Plan) dated December 9, 1999, filed as
Exhibit 10.2 of the Registrant's Quarterly Report on Form 10-Q (Reg. No. 001-05725), for the
quarter ended April 30, 2001 and incorporated herein by reference.

Amendment to Quanex Corporation 1997 Key Employee Stock Plan (formerly known as the
Quanex Corporation 1997 Key Employee Stock Option Plan) effective July 1, 2000, filed as
Exhibit 10.3 of the Registrant's Quarterly Report on Form 10-Q (Reg. No. 001-05725), for the
quarter ended April 30, 2001 and incorporated herein by reference.

Amendment to the Quanex Corporation 1997 Key Employee Stock Option Plan effective
October 25, 2001, filed as Exhibit 10.36 of the Registrant's Annual Report on Form 10-K (Reg.
No. 001-05725) for the fiscal year ended October 31, 2001 and incorporated herein by reference.
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10.43

10.44

10.45
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Description of Exhibits
Quanex Corporation Long-Term Incentive Plan effective November 1, 2001, filed as
Exhibit 10.37 of the Registrant's Annual Report on Form 10-K (Reg. No. 001-05725) for the
fiscal year ended October 31, 2001 and incorporated herein by reference.

Letter Agreement between Quanex Corporation and Raymond A. Jean, dated February 14, 2001,
filed as Exhibit 10.6 of the Registrant's Quarterly Report on Form 10-Q, (Reg. No. 001-05725)
for the quarter ended January 31, 2002, and incorporated herein by reference.

Lease Agreement between The Industrial Development Board of the City of Decatur and
Fruehauf Trailer Company dated May 1, 1963, filed as Exhibit 10.22 of the Registrant's Annual
Report on Form 10-K (Reg. No. 001-05725) for the fiscal year ended October 31, 1998 and
incorporated herein by reference.

Lease Agreement between The Industrial Development Board of the City of Decatur and
Fruehauf Corporation dated May 1, 1964, filed as Exhibit 10.23 of the Registrant's Annual
Report on Form 10-K (Reg. No. 001-05725) for the fiscal year ended October 31, 1998 and
incorporated herein by reference.

Lease Agreement between The Industrial Development Board of the City of Decatur and
Fruehauf Corporation dated October 1, 1965, filed as Exhibit 10.24 of the Registrant's Annual
Report on Form 10-K {Reg. No. 001-05725) for the fiscal year ended October 31, 1998 and
incorporated herein by reference.

Lease Agreement between The Industrial Development Board of the City of Decatur (Alabama)
and Fruehauf Corporation dated December 1, 1978, filed as Exhibit 10.25 of the Registrant's
Annual Report on Form 10-K (Reg. No. 001-05725) for the fiscal year ended October 31, 1998
and incorporated herein by reference.

Assignment and Assumption Agreement between Fruehauf Trailer Corporation and Decatur
Aluminum Corp. (subsequently renamed Nichols Aluminum-Alabama, Inc.) dated October 9,
1998, filed as Exhibit 10.26 of the Registrant's Annual Report on Form 10-K
(Reg. No. 001-05725) for the fiscal year ended October 31, 1998 and incorporated herein by
reference.

Agreement between The Industrial Development Board of the City of Decatur and Decatur
Aluminum Corp. (subsequently renamed Nichols Aluminum-Alabama, Inc.) dated September
23, 1998, filed as Exhibit 10.27 of the Registrant's Annual Report on Form 10-K (Reg. No.
001-05725) for the fiscal year ended October 31, 1998 and incorporated herein by reference.

Lease Agreement between Cabot Industrial Properties, L.P. and Quanex Corporation dated
August 30, 2002, filed as Exhibit 10.52 to the Registrant’s Annual Report on Form 10-K (Reg.
No. 001-05725) for the fiscal year ended October 31, 2003 and incorporated herein by reference.

Amendment and restatement of the Quanex Corporation Deferred Compensation Plan, effective
July 1, 2004, filed as Exhibit 10.50 to the Registrant’s Annual Report on Form 10-K (Reg. No.
001-05725) dated December 21, 2004, and incorporated herein by reference.

Amendment to the Quanex Corporation 1996 Employee Stock Option and Restricted Stock Plan,
effective as of August 25, 2005, filed as Exhibit 10.2 to the Registrant’s Current Report on
Form 8-K (Reg. No. 001-05725) dated August 31, 2005, and incorporated herein by reference.

Quanex Corporation 2006 Omnibus Incentive Plan, as adopted by the Company s Board of
Directors subject to stockholder approval.

Subsidiaries of the Registrant.
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Exhibit
Number Description of Exhibits
*23 Consent of Deloitte & Touche LLP.

*31.1 Certification by chief executive officer pursuant to Rule 13a-14(a)/15d-14(a).
*31.2 Certification by chief financial officer pursuant to Rule 13a-14(a)/15d-14(a).

*32 Certification pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.
T Management Compensation or Incentive Plan
* Filed herewith

As permitted by Item 601(b)(4)(iii)(A) of Regulation S-K, the Registrant has not filed with this Annual
Report on Form 10-K certain instruments defining the rights of holders of long-term debt of the Registrant and its
subsidiaries because the total amount of securities authorized under any of such instruments does not exceed 10%
of the total assets of the Registrant and its subsidiaries on a consolidated basis. The Registrant agrees to furnish a
copy of any such agreements to the Securities and Exchange Commission upon request.
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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.

QUANEX CORPORATION
By: /sf RAYMOND A.JEAN December 21, 2005
Raymond A. Jean
Chairman of the Board, President and
Chief Executive Officer

Pursuant to the requirements of the Securities 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.

Name Title Date
/s/ Raymond A. Jean Chairman of the Board, President December 21, 2005
Raymond A. Jean and Chief Executive Officer
/s/ Donald G. Barger, Jr. Director December 21, 2005

Donald G. Barger, Jr.

/s/ Vincent R. Scorsone Director December 21, 2005
Vincent R. Scorsone

/s/ Russell M. Flaum Director December 21, 2005
Russell M. Flaum
/s/ Susan F. Davis Director December 21, 2005
Susan F. Davis
/s/ Joseph J. Ross Director December 21, 2005
Joseph J. Ross
/s/ Richard L. Wellek Director December 21, 2005
Richard L. Wellek
/s/ Terry M. Murphy Senior Vice President—Finance December 21, 2005
Terry M. Murphy Chief Financial Officer
(Principal Financial Officer)
/s/ Brent L. Korb Vice President and Controller December 21, 2005
Brent L. Korb (Principal Accounting Officer)
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Exhibit 31.1

CHIEF EXECUTIVE OFFICER CERTIFICATION

I, Raymond A. Jean, certify that:

1. Thave reviewed this annual report on Form 10-K of Quanex Corporation (the “Registrant™);

Based on my knowledge, this report does not contain any untrue statement of a material fact or omit
to state a material fact necessary to make the statements made, in light of the circumstances under
which such statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this
report, fairly present in all material respects the financial condition, results of operations and cash
flows of the Registrant as of, and for, the periods presented in this report;

4. The Registrant’s other certifying officer and 1 are responsible for establishing and maintaining
disclosure controls and procedures [as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)} and
internal control over financial reporting [as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)]
for the Registrant and have:

a.

C.

d.

Designed such disclosure controls and procedures, or caused such disclosure controls and
procedures to be designed under our supervision, to ensure that material information relating
to the Registrant, including its consolidated subsidiaries, is made known to us by others
within those entities, particularly during the period in which this report is being prepared;
Designed such internal control over financial reporting, or caused such internal control over
financial reporting to be designed under our supervision, 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;

Evaluated the effectiveness of the Registrant’s disclosure controls and procedures and
presented in this report our conclusions about the effectiveness of the disclosure controls and
procedures, as of the end of the period covered by this report based on such evaluation; and
Disclosed in this report any change in the Registrant’s internal control over financial reporting
that occurred during the Registrant’s most recent fiscal quarter (the Registrant’s fourth fiscal
quarter in the case of an annual report) that has materially affected, or is reasonably likely to
materially affect, the Registrant’s internal control over financial reporting; and

. 5. The Registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of
internal control over financial reporting, to the Registrant’s auditors and the audit committee of
Registrant’s board of directors (or persons performing the equivalent functions):

a. All significant deficiencies and material weaknesses in the design or operation of internal

b.

control over financial reporting which are reasonably likely to adversely affect the
Registrant’s ability to record, process, summarize and report financial information; and

Any fraud, whether or not material, that involves management or other employees who have a
significant role in the Registrant’s internal control over financial reporting.

December 21, 2005

/s RAYMOND A.JEAN

RAYMOND A. JEAN

Chairman of the Board, President and
Chief Executive Officer

(Principal Executive Officer)
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Exhibit 31.2

CHIEF FINANCIAL OFFICER CERTIFICATION

I, Terry M. Murphy, certify that:

1. Thave reviewed this annual report on Form 10-K of Quanex Corporation (the “Registrant”);

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit
to state a material fact necessary to make the statements made, in light of the circumstances under
which such statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this
report, fairly present in all material respects the financial condition, results of operations and cash
flows of the Registrant as of, and for, the periods presented in this report;

4. The Registrant’s other certifying officer and I are responsible for establishing and maintaining
disclosure controls and procedures [as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)] and
internal control over financial reporting {as defined in Exchange Act Rules 13a-15(f) and 15d-15(1)]
for the Registrant and have:

a.

C.

d.

Designed such disclosure controls and procedures, or caused such disclosure controls and
procedures to be designed under our supervision, to ensure that material information relating
to the Registrant, including its consolidated subsidiaries, is made known to us by others
within those entities, particularly during the period in which this report is being prepared;
Designed such internal control over financial reporting, or caused such internal control over
financial reporting to be designed under our supervision, 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;

Evaluated the effectiveness of the Registrant’s disclosure controls and procedures and
presented in this report our conclusions about the effectiveness of the disclosure controls and
procedures, as of the end of the period covered by this report based on such evaluation; and
Disclosed in this report any change in the Registrant’s internal control over financial reporting
that occurred during the Registrant’s most recent fiscal quarter (the Registrant’s fourth fiscal
quarter in the case of an annual report) that has materially affected, or is reasonably likely to
materially affect, the Registrant’s internal control over financial reporting; and

5. The Registrant’s other certifying officer and 1 have disclosed, based on our most recent evaluation of
internal control over financial reporting, to the Registrant’s auditors and the audit committee of
Registrant’s board of directors (or persons performing the equivalent functions):

a. All significant deficiencies and material weaknesses in the design or operation of internal

b.

control over financial reporting which are reasonably likely to adversely affect the
Registrant’s ability to record, process, summarize and report financial information; and

Any fraud, whether or not material, that involves management or other employees who have a
significant role in the Registrant’s internal control over financial reporting.

December 21, 2005

/s/ TERRY M. MURPHY

TERRY M. MURPHY

Senior Vice President - Finance and
Chief Financial Officer

(Principal Financial Officer)
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Exhibit 32

Certification Pursuant To Section 906
of the Sarbanes-Oxley Act of 2002
(18 U.S.C. SECTION 1350)

Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002 (Subsections (a) and (b) of Section 1350,
Chapter 63 of Title 18, United States Code) (the “Act”), Raymond A. Jean, Chairman of the Board, President
and Chief Executive Officer of Quanex Corporation (the “Company”) and Terry M. Murphy, Senior Vice
President — Finance and Chief Financial Officer of the Company, each hereby certify that, to the best of their
knowledge:

(a) the Company’s Annual Report on Form 10-K for the fiscal year ended October 31, 2005 as filed
with the Securities and Exchange Commission on the date hereof (the “Report™), fully complies with
the requirements of Section 13(a) or 15(d), as applicable, of the Securities Exchange Act of 1934, as
amended; and

(b) the information contained in the Report fairly presents, in all material respects, the financial
condition and results of operations of the Company.

December 21, 2005

/s/ RAYMOND A. JEAN /s/ TERRY M. MURPHY
Raymond A. Jean Terry M. Murphy
Chairman of the Board, President and Senior Vice President—Finance and
Chief Executive Officer Chief Financial Officer
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