Court File No CV-12-9566-00CL

ONTARIO
SUPERIOR COURT OF JUSTICE
COMMERCIAL LIST

IN THE MATTER OF THE COMPANIES' CREDITORS ARRANGEMENT ACT, R.S.C.
1985, c. C-36, AS AMENDED
AND IN THE MATTER OF A PLAN OF COMPROMISE OR ARRANGEMENT OF
TERRACE BAY PULP INC.

FOURTH REPORT OF THE MONITOR
DATED APRIL 25, 2012

INTRODUCTION

1. On January 25, 2012, Terrace Bay Pulp Inc. (“Terrace Bay” or the “Applicant”) filed
for and obtained protection under the Companies’ Creditors Arrangement Act (the
“CCAA”). Pursuant to an Order of this Court dated January 25, 2012 (the “Initial
Order”), Ernst & Young Inc. (“EYI”) was appointed as Monitor (the “Meonitor”) in the
CCAA proceeding. The Initial Order initially provided for a stay of proceedings through
February 24, 2012, which was extended to April 27, 2012 (the “Stay Period”).

PURPOSE

2. The purpose of this fourth report of the Monitor (the “Fourth Report”) is to update the

Court in relation to:

(a) Terrace Bay’s activities with respect to the Pulp and Paper Green Transformation
Program (the “GTP Program”) projects (the “GTP Projects”) administered by
Natural Resources Canada (“NRC”) as further detailed in the third report of the
Monitor dated March 26, 2012 (the “Third Report”);

(b) The status of the process to find a buyer for the Applicant’s business (the “Sale

Process™);

() Terrace Bay’s actual receipts and disbursements for the period from February 5,

2012 to April 7, 2012 (the “Reporting Period”), with a comparison to forecast
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amounts set out in the second report of the Monitor dated February 15, 2012 (the
“Second Report”);

(d) To provide the Court with an update on the cash flow forecast of the Applicant

(the “Revised Forecast™); and

(e) The Applicant’s motion to extend the Stay Period to June 15, 2012.

TERMS OF REFERENCE

In preparing this Fourth Report, EYI has been provided with and in making the
comments herein it has relied upon, unaudited financial information, Terrace Bay’s books
and records, financial information prepared by Terrace Bay, and discussions with
management of Terrace Bay. EYI has not audited, reviewed or otherwise attempted to
verify the accuracy or completeness of such information and, accordingly, EYI expresses
no opinion or other form of assurance in respect of such information contained in this
Fourth Report. Some of the information referred to in this Fourth Report consists of
forecasts and projections. An examination or review of the financial forecast and
projections, as outlined in the Canadian Institute of Chartered Accountants Handbook,
has not been performed. Future oriented financial information referred to in this Fourth
Report was prepared based on management’s estimates and assumptions. Readers are
cautioned that since projections are based upon assumptions about future events and
conditions that are not ascertainable, the actual results will vary from the projections,

even if the assumptions materialize, and the variations could be significant.

4. Where not otherwise indicated, capitalized terms are as defined in the Third Report.

GTP PROJECTS UPDATE

5. The Third Report detailed certain payments to be made by Terrace Bay with respect to
the GTP Projects once approval for such payments was granted by the Court.

6. The Third Report contained a summary chart of certain cash flows related to the GTP

Projects and the expected payment to be received by the Applicant with regard to pre-
filing GTP Project invoices. The chart is reproduced below:
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Invoices submitted to NRC Notes

November & December $4,670,188.30
January 429,141.25
Total invoices submitted to NRC 5,099,329,55
Less:
Non-Payment Holdback (422,192.18) 1
Phase I Holdback (767,365.69) 2
Funded Amount $3,909,771.68

1.The Phase I Holdback is comprised of the January invoices of $429,141.25 plus a further
$338,224.44 withheld by NRC and represents 10% of the costs of Phase 1.

2. The Non-Payment Holdback is comprised of $277,420.07 in respect of Phase I and
$144,772.11 in respect of Phase II.

As detailed in Appendix “A” to this Fourth Report (which contains actual cash flows for
the Reporting Period) and summarized above, the Applicant received approximately $3.9
million from NRC in the week ended March 17, 2012 (the “Funded Amount”).

The Funded Amount has subsequently been distributed by the Applicants to those parties
entitled to such funds in accordance with the Distribution Chart set out as Appendix “H”
to the affidavit of Aaron Blazina dated March 23, 2012 (the “Distribution Chart”). As
set out in the actual cash flows attached as Appendix “A” to this Fourth Report the
Applicant has disbursed $3,812,959 to a number of contractors during the week ended
March 31, 2012 (see Item (ii) in the table below summarized in paragraph 16). The
difference between this amount and the Funded Amount is due to the fact that the
Applicant incurred approximately $97,000 of its own labour costs incurred in respect of

the GTP Projects, which did not have to be paid to third party suppliers.

The Monitor has also been advised by the Applicant that in the week ended April 7, 2012,
the Applicant disbursed a further amount of $421,559 (see Item (iii) in the table below) in
respect of the “Non-Payment Holdback” (as defined in the Third Report). The Non-
Payment Holdback is included in the chart above in paragraph 6 in the amount of
$422,192. The reason for the difference between that amount and the actual amount
disbursed is due to a difference in foreign exchange rates in respect of the one U.S. dollar

denominated payable contained in the Distribution Chart.



10.

11.

12.

13.

14.

The Phase I Holdback from the chart above has not yet been received or disbursed by the
Applicant. Terrace Bay projects that this amount will be paid to the relevant contractors
in the week ended April 28, 2012 and will be reimbursed by NRC in the week ended May
12,2012. See Items (vi) and (xii) in the table below.

On April 23, 2012, Terrace Bay advised the Monitor that it was in receipt of two amounts
from NRC in respect of the GTP Projects, although these amounts are excluded from the
actual cash flows in Appendix “A” to this Fourth Report, as the actual cash flows are
only reported through the week ended April 7, 2012. The first amount is a
reimbursement from NRC in respect of the October Arrears. This receipt totalled
$422,192 (see Item (iv) in the table below) and will be paid to the relevant contractors in
the week ended April 28, 2012 (see Item (vii) in the table below). A further amount of
$3,783,964 was also received by the Applicant (see Item (ix) in the table below). The
majority of this amount was paid to Venshore Mechanical Ltd (“Venshore”) in respect of
the Venshore Contract (defined below) in the week ending April 28, 2012 and May 5,
2102 (see Item (x) in the table below).

The Applicant has submitted invoices to NRC in respect of work done in January 2012.
Such funds are forecast to be reimbursed in the week ended April 21, 2012 and
subsequently paid to the relevant contractors in the week ended April 28, 2012. See

Items (v) and (viii) in the table below.

As described in the Third Report, in order for certain costs related to Phase II of the GTP
Projects to be eligible for reimbursement, NRC required evidence of contracts having
been entered into between the Applicant and the contractors performing the work under
the GTP Project and an invoice evidencing the cost of such work. In this case, all work
has been contracted to one contractor, Venshore. Terrace Bay has signed a contract with
Venshore (the “Venshore Contract™) to act as general contractor for the remaining work

pursuant to Phase II of the GTP Projects.

The GTP also contemplated that a portion of any funding would be held back by NRC.
Such funds in respect of this Phase II holdback must first be paid to the relevant

contractors before NRC reimburses these amounts. The payment and subsequent
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reimbursement of these amounts are forecast for the weeks ending May 5 and May 19,

2012. See Items (xi) and (xiii) in the table below.

Based on the review by the Monitor of correspondence from NRC in respect of the items
above, it appears that NRC is satisfied with the documentation it has received. The
Applicant has advised the Monitor that Terrace Bay expects to receive further funds in
respect of the holdbacks for both Phase I and Phase II of the GTP Projects.

All of the cash flows above with respect to the GTP Projects are detailed in the Revised
Forecast attached as Appendix “B” to this Fourth Report and in the actual receipts and
disbursements contained in Appendix “A”. The chart below summarizes all actual and

forecast cash flows with respect to the GTP Projects during the CCAA Proceeding:

Actual cash flows Item Week Ended

Receipt of Funded amount @) 17-Mar-12 3,909,772
Payment of Funded Amount to third parties (i) 31-Mar-12 (3,812,959)
Payment of Non-Payment Holdback (iii) 07-Apr-12 (421,559)

(324,746) (A)

Forecast cash flows

Receipt of October Arrears @iv) 21-Apr-12 422,192
Receipt of Phase II funding, January work W) 21-Apr-12 185,948
Payment of Phase I Holdback (vi) 28-Apr-12 (767,366)
Payment of October Arrears (vii) 28-Apr-12 (422,192)
Payment of Phase II funding, January work (viii) 28-Apr-12 (185,948)
Receipt of Phase II, future work (ix) 28-Apr-12 3,783,964
Payment of Phase II, future work x) 05-May-12 (4,260,571)
Payment of Phase II holdback (xi) 05-May-12 (1,210,293)
Receipt of Phase I Holdback (xii) 12-May-12 767,366
Receipt of Phase II holdback (xiii) 19-May-12 1,071,055

(615,845) (B)

Total cash flows related to GTP (940,591) *(A)+(B)

* Negative cash flows are primarily due to the payment of the reimbursement of the Non-Payment
Holdback which was funded by NRC prior to the CCAA Proceeding and the payment of HST amounts,
which amounts are not reimbursed by NRC.




STATUS OF THE SALES PROCESS

17.

18.

19.

The Initial Order authorized Terrace Bay, under the supervision of the Monitor, to

conduct the Sales Process to find a buyer for its assets and operations.

As set out in the Second Report, Terrace Bay and the Monitor have undertaken the

following steps:

(a)

(b)

(©)

(d)

(©)

)

developed marketing materials and created an electronic data room for potential

purchasers to review;

identified a list of potential purchasers with a potential interest in purchasing the

assets of Terrace Bay;

forwarded a teaser document to potential purchasers, including a copy of the Sales

Process;

provided a copy of the confidential information memorandum to potential

purchasers who executed a non-disclosure agreement;

arranged tours of the Terrace Bay mill facility, to permit potential purchasers to
view the assets and meet with and participate in presentations from the

management of Terrace Bay; and

reviewed and requested information and clarification of documents and offers

received from potential purchasers.

The Sales Process required interested parties to submit an offer for Terrace Bay’s assets

by March 16, 2012 (the “Offer Deadline”). A number of offers were received by this

date. Since then, the Monitor and Terrace Bay have been in discussions with certain of

these parties and Terrace Bay’s principal secured lender regarding certain aspects and

conditions of the offers.



20.

21.

While the Sales Process provides that the Applicant, with the assistance of the Monitor
and in consultation with the Province of Ontario, shall select a qualified bidder by March
19, 2012 (the “Selection Date”), the Applicant is also permitted, in consultation with the
Monitor and the Province, to amend any time limits as considered necessary. This has
been done in connection with the Selection Date. Currently, the Selection Date is April
27,2012. The Monitor will continue to review with the Applicant any further extensions

of the Selection Date that may be appropriate in the circumstances.

As described below in this Fourth Report, based on information provided by the
Applicant to the Monitor, it appears that the Applicant’s cash resources will enable it to
operate in a warm idle state through mid-June. As such, Terrace Bay is continuing to
work with potential purchasers and the Province to finalize a transaction to recommend to

the Court within the constraints of Terrace Bay’s cash resources.

ACTUAL RECEIPTS AND DISBURSEMENTS FOR THE REPORTING PERIOD

22.

Appendix “A” to this Fourth Report contains a summary of actual receipts and
disbursements for Terrace Bay during the Reporting Period. Summarized below are

explanations for variances from the cash flow forecast included in the Second Report:

(a) Customer receipts were approximately $337,000 higher than forecast due to

higher than forecast sales to customers.

(b)  Funding received from GTP was approximately $5.1 million less than forecast
due to certain delays involved with the approval of such expenditures.
Consequently, Disbursements regarding GTP were also approximately $5.2
million less than forecast. Further details related to the delays in proceeding with
the GTP Projects were provided in the Third Report. As noted above, certain

payments in respect of the GTP Projects have recently been received.

(©) Both Salaries and wages and Payroll withholdings were lower than forecast due
to fewer employees working than originally forecast. The total savings was

approximately $290,000.



(d) Due to unseasonably warm temperatures through the late winter, Terrace Bay
required less bunker fuel than was originally forecast. As such, savings of
approximately $1.2 million were realized with respect to payments for Utilities,

Fuel and Chemicals.
(e) Restructuring costs were approximately $315,000 lower than forecast.

6] Due to the length of time required for Terrace Bay to review the scope of work to
repair the blow tank, Blow tank repairs have not as substantial as forecast and

disbursements were lower than forecast by approximately $421,000.

REVISED CASH FLOW FORECAST

23.

24.

25.

26.

27.

Attached as Appendix “B” to this Fourth Report is a revised cash flow forecast for the
Applicant (the “Revised Forecast”).

The Revised Forecast indicates that Terrace Bay will have sufficient liquidity, absent any
negative variances, through the extension of the Stay Period now being sought (i.e. June

15,2012).

The Revised Forecast was prepared by management of the Applicant for the purpose of
the CCAA Proceeding, using probable and hypothetical assumptions set out in notes to
the Revised Forecast. The Revised Forecast reflects receipts and disbursements to be

received or paid over the 10-week projection period in Canadian dollars.

The Monitor’s review of the Revised Forecast consisted of inquiries, analytical
procedures and discussion related to information supplied to the Monitor by certain of the
management and employees of the Applicant. Since hypothetical assumptions need not
be supported, the Monitor’s procedures with respect to them were limited to evaluating
whether they were consistent with the purpose of the Revised Forecast. The Monitor has
also reviewed the support provided by management of the Applicant for the probable

assumptions, and the preparation and presentation of the Revised Forecast.

Based on the Monitor’s review, nothing has come to our attention to cause us to believe

that, in all material respects:
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28.

29.

(a) the hypothetical assumptions are not consistent with the purpose of the Revised

Forecast;

(b) as at the date of this Fourth Report, the probable assumptions developed by
management are not suitably supported and consistent with the plans of the
Applicant or do not provide a reasonable basis for the Revised Forecast, given the

hypothetical assumptions; or
(c) the Revised Forecast does not reflect the probable and hypothetical assumptions.

As described in the Terms of Reference above, since the Revised Forecast is based on
assumptions regarding future events, actual results will vary from the information
presented, even if the hypothetical assumptions occur, and the variations may be material.
Accordingly, the Monitor expresses no assurance as to whether the Revised Forecast will
be achieved. In addition, EYI expresses no opinion or other form of assurance with
respect to the accuracy of financial information presented in the Revised Forecast, or

relied upon by the Monitor in preparing this Fourth Report.

The Revised Forecast has been prepared solely for the purpose described above, and

readers are cautioned that they may not be appropriate for other purposes.

RECOMMENDATION

30.

As noted in its motion materials, the Applicant is seeking an extension of the Stay Period
to June 15, 2012. Should the Court see fit to grant such an Order, the Monitor is of the
view that such an Order would be appropriate as it would allow the Applicant the
opportunity to finalize an agreement pursuant to the Sales Process that has been

undertaken.



All of which is respectfully submitted this 25™ day of April, 2012.
ERNST & YOUNG INC.

In its capacity as the Proposed Court-Appointed
Monitor of Terrace Bay Pulp Inc.

s

Alex Morrison
Senior Vice President
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APPENDIX “A”

ACTUAL RECEIPTS AND DISBURSEMENTS
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APPENDIX “B”

REVISED CASH FLOW FORECAST
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