2007 S.H. No. 285667

IN THE MATTER OF:

The Companies’ Creditors Arrangement Act, R.S.C. 1985, ¢. C-36 as amended

-and -

IN THE MATTER OF:

A Plan of Compromise or Arrangement of the Applicant, Federal Gypsum Company

SECOND REPORT OF MONITOR - BDO DUNWOODY GOODMAN ROSEN INC.

Qctober 15, 2007

Second Report of Monitor - BDO Dunwoody Goodman Rosen Inc. Page 1 of 10
October 15, 2007



TABLE OF CONTENTS

Section Description Page
1. Second Report of the Monitor 3
2. Cash Flow, Cash Projections, and Debtor-in-Possession (“DIP”) Financing_____ 5
3. Professional Fees Subject to the Administration Charge 7
4, Status of Plan of Arrangement Under Companies’ Creditors Arrangement Act
(“CCAA”) . 8
5. Recommendations e 10
Exhibits Number
DIP Order (September 27, 2007) 1
Cash Flow Statement 2
Details of Professional Fees Subject to AdministrationCosts_____~~ 3
Revised Calculation of Secured Creditor Percentages .4
Second Report of Monitor —- BDO Dunwoody Goodman Rosen Inc. Page 2 of 10

October 15, 2007



1. SECOND REPORT OF THE MONITOR

1.1

1.2

1.3.

1.4.

1.5.

Pursuant to an Order (“Initial Order”) of the Supreme Court of Nova Scotia dated
September 18, 2007, BDO Dunwoody Goodman Rosen Inc. was appointed as Monitor
(“the Monitor”) pursuant to the application of Federal Gypsum Company (“Federal”)
for protection under the Companies’ Creditors Arrangement Act (“CCAA™).

Paragraph 2A of the Initial Order specified that a further hearing in the CCAA
proceeding is to be held on Thursday, October 18, 2007 at 9:30 a.m. or such alternative
date as the Court may fix, at which time the Initial Order may be supplemented or
otherwise varied and the Stay of Termination Date as defined in the Initial Order is to
be either extended or terminated.

On September 24, 2007, Federal made application to the Court for an Order approving
the arrangements for debtor-in-possession (“DIP”) financing to Federal. An Order for
this purpose was granted by the Honorable Justice A. David MacAdam in a format that
was consented to by Federal and certain secured creditors, and the said Order was
taken out on September 27, 2007. The DIP Order is attached hereto as Exhibit 1,

The Monitor prepared its first report to This Honorable Court under date of September
20, 2007 and this report was filed with This Honorable Court prior to the DIP
financing hearing on September 24, 2007. The Monitor’s first report was considered at
the September 24 hearing.

Since the date of the Monitor’s first report on September 20, 2007, the Monitor advises
that we have undertaken or been involved with various actions and activities as
described hereafter on a general basis:

¢ We have been in almost constant daily contact and communication with Rhyne
Simpson, Jr. and/or Michael Simpson, Federal’s legal counsel, and counsel to the
Monitor for the purpose of a continuing review of the financial position of Federal,
its cash flow, its operations, and certain aspects of the progress towards the drafting
of a Plan of Arrangement for consideration by Federal’s creditors and the Court.

* We have, on a daily basis, fielded numerous communications by telephone, email,
and correspondence with creditors and we have responded to their inquiries and
concerns, including questions about pre-filing obligations and post-filing supply and
certainty of payment related thereto.

» We communicated with secured creditors to obtain the balances of the obligations
owing to them by Federal as at September 18, 2007, including coordination of
efforts to obtain security documentation for the review of the Monitor’s legal
counsel. Our counsel has advised that, at this writing, and despite having requested
copies of security documents from certain secured creditors, this documentation has
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not yet been received from all secured creditors by our legal counsel, and hence a
security review has not yet been completed by Monitor’s counsel.

¢ We reviewed the Cash Flow Statement and materials related thereto which are
supplied to us on a weekly basis by Federal and, in a number of instances, we
arranged for corrections and changes to be made where we believed appropriate and
after discussing same with Federal.

¢ We sent copies of the Cash Flow Statements that were supplied to us by Federal to
counsel for secured creditors for distribution to their respective clients. In a number
of instances, we responded to questions raised by secured creditors upon receipt of
the Cash Flow Statements.

¢ In addition to the continued contact and communications with the officers of
Federal, its legal counsel, and counsel to the Monitor, we also attended at certain
meetings with them to discuss various aspects of the CCAA process, including DIP
financing, future financing, and the Plan of Arrangement.

¢ We had a number of communications with various parties about providing new DIP
financing and, in one particular instance, we dealt with a potential DIP financier in
terms of its provision of specific DIP financing and we undertook communications
to qualify that party to do so.

¢ By conference call (on October 11, 2007), we attended a meeting with officials of
Enterprise Cape Breton Corporation (“ECBC”) and Cape Breton Growth Fund
(“CBGF”) and their legal counsel, along with Federal and its counsel.

e We attended a meeting (on October 12, 2007) with senior officials of Nova Scotia
Business Inc. (“NSBI”) and Province of Nova Scotia — Office of Economic
Development (“PNS OED”) and their counsel, along with Federal and its counsel.

e On October 10, 2007, we sent a letter to all creditors of Federal as listed in Exhibit 6
of the Monitor’s first report as well as to others, which letter reminded creditors of
the comeback hearing to be held on October 18, 2007. We invited the addressees to
review the materials filed by Federal in anticipation of the October 18 application by
visiting the Monitor’s website at www.bdo.ca/fgc.

¢ On the Monitor’s website (www.bdo.ca/fge), we placed all materials filed with This
Honorable Court in the CCAA proceeding and other materials related thereto that
we thought appropriate.

1.6. Since the hearing on September 18, 2007, with respect to the Initial Order, the Monitor
and its counsel attended the Court hearing in Halifax on September 24, 2007 dealing
with the DIP financing application by Federal.
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2. CASH FLOW, CASH FLOW PROJECTIONS, AND DEBTOR-IN-POSSESSION
(“DIP”) FINANCING

2.1.  The Monitor continues to review the weekly Cash Flow Statements and materials
related thereto as supplied by Federal.

2.2. Attached as Exhibit 2 is the Cash Flow Statement for the week October 8, 2007 to
October 12, 2007, along with a comparison to the original Cash Flow Statement filed
with the Initial Order application. As well, included in Exhibit 2 is the cumulative
cash flow for the period from the date of the Initial Order on September 18, 2007
through to October 12, 2007, again with a comparison to the budget as filed with the
Initial Order.

2.3. As at October 12, 2007, Federal advises the Monitor that accounts receivable from
customers are $477,920.42, accounts payable to suppliers are $27,522.43, and
inventory at cost is estimated to be $1,427,531.53, being comprised of finished goods
of $527,803.57 and raw materials of $899,727.96. .

2.4. The Monitor believes that certain key points to be observed on the October 12, 2007
Cash Flow Statement (Exhibit 2) are as follows:

¢ Actual cash receipts are $47,184 better than the budget plan filed with the Initial
Order Application;

¢ Actual expenditures are $125,346 less than (better than) the budget plan. We
believe this arises because certain expenses were projected on a usage basis and the
plant is functioning on a basis less than projected,;

¢ Net cash flow is $172,530 better than budget and, as a result, to October 12, 2007,
only $25,962 of the DIP has been used;

o Ifall of the $27,522 of payables at October 12 had been paid, only $53,484 of the
DIP would have been used as opposed to the plan of $198,493;

¢ Sales are $153,181 less than budget. The Monitor has some concern about this
trend. We believe that, in part, the revenue under plan may be a result of Federal’s
customers being uncertain as to its ability to deliver a quality product due to the
CCAA proceeding and the fact that senior management have spent unbalanced
amounts of time dealing with various CCAA proceeding matters as opposed to sales
and operations.

2.5 The Monitor is aware that two new senior experienced sales staff were hired by
Federal effective October 1, 2007 and these additions may assist greatly in turning
around the sales trend to bring it closer to budget.

2.6  Aspreviously indicated, only $25,962 has been drawn at October 12, 2007 against the
DIP. The Cash Flow Statement filed with the September 18 Initial Application reflects

Second Report of Monitor — BDO Dunwoody Goodman Rosen Inc. Page 5 of 10
October 15, 2007



that DIP in the week of December 10 will top out at $820,000 after rising through
October and November. It is clear that Federal needs to seek the approval of the Court
for an increase in the DIP financing level above the present amount approved by the
Court at $350,000.

2.7 Wehave been advised by Federal that the $200,000 of DIP financing initially required
in the DIP Order of September 27 (Exhibit 1) has been provided by the DIP lender.

2.8 In anticipation of the projected rise in DIP financing and with the consent and
assistance of the Monitor, Federal sought out new parties to provide DIP financing at
the maximum level as well as for other purposes.

2.9 The Monitor is in receipt of a Term Sheet from Century Services Inc. (“Century™) a
new potential DIP lender. This Term Sheet was received on October 11 and both
Federal and its counsel and the Monitor and its counsel have not, at this writing, had
time to fully review its terms, conditions, and impact. The Monitor is aware that
Century is undertaking due diligence, and if Century is satisfied and Federal is satisfied
as to terms and conditions as may be negotiated, the result will be the availability of a
new DIP facility of up to $1.5 million, which would have to be approved by This
Honorable Court.

2.10 The Monitor and Federal have discussed the application of the new DIP facility which,
in general, would be used as follows:

Replace present DIP as drawn from Sante Fe Resources LLC $ 200,000
Replace present DIP as approved by Court, but not drawn from

Sante Fe Resources LLC 150,000

o Provide additional DIP funds, subject to Court approval 500,000

¢ Pay out RBC working capital loan, subject to Court approval 530,600

2.11 The Monitor has now received responses from all major secured creditors regarding
the amounts owing to them by Federal as at September 18, 2007. We again note that
Monitor’s counsel has not yet confirmed the validity and priority of the various
securities for the reason previously discussed herein. Using the balances now
provided by secured creditors, the Monitor has recalculated the impact that the DIP
will have as against the secured creditor positions. Attached as Exhibit 4 is a revised
calculation showing the percentage of the various secured creditor interests as they
would participate in any allocation of DIP or Administration Charges.
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3. PROFESSIONAL FEES SUBJECT TO THE ADMINISTRATION CHARGE

3.1. Paragraph 31 of the Initial Order provides that the Monitor, counsel to the Monitor, and
Federal’s counsel, as security for their reasonable professional fees and disbursements
incurred both before and after the making of the Initial Order in respect to the CCAA
proceedings, were granted a charge against all present and future property of Federal in
the form of an Administration Charge, such charge not to exceed $300,000 without
further Order of the Court.

3.2. Attached as Exhibit 3 is a schedule of the details of professional fees which are subject
to the Administration Charge. This schedule portrays those fees as billed and indicates
which ones are paid or are unpaid, as the case may be as of October 15, 2007.

3.3. The Monitor does not believe there is a need to seek approval of the Court at this time
for an increase in the Administration Charge.

3.4. As previously indicated, Exhibit 4 shows the impact of the Administration Charge on the
secured creditors on a percentage basis.
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4. STATUS OF PLAN OF ARRANGEMENT UNDER COMPANIES’ CREDITORS
ARRANGEMENT ACT (“CCAA»)

4.1.

4.2,

4.3.

4.4.

4.5.

The Monitor and its legal counsel have met with Rhyne Simpson, Jr. and Michael
Simpson of Federal and its legal counsel and we have discussed in very general terms
the type of Plan of Arrangement under CCAA that might be developed for consideration
of creditors and, in doing so, the steps, process, and prerequisites that would be required
to result in a successful plan.

The Monitor, in general principle, is of the view that a successful CCAA plan which
would be financially attractive to creditors and result in a viable business for Federal on
a go-forward basis may include, but would not be limited to, a combination of investor
equity funding along with a reduction of all classes of debt. Some of the debt reduction
may be in part replaced with some form of participation.

The Monitor has indicated to Federal’s officers that there is certain information that is
required in order to develop various scenarios for consideration in determining a Plan of
Arrangement to be put forward to creditors for consideration. These prerequisites
include:

« financial projections for the 2008, 2009, and 2010 years, containing workable and

conservative sales and expense numbers;

¢ acurrent appraisal of all of the movable equipment of Federal as presently located at

the Point Tupper plant;

¢ substantial discussions with an qualified long term working capital lender, including

the availability of future credit consistent with the financial projections.

The Monitor suggested that it and senior Federal officials meet with the most significant
secured creditors, being ECBC, CBGF, NSBI, and PNS — OEC. The meeting with
ECBC and CBGF was held on October 11, 2007 and the meeting with NSBI and PNS —
OED was held on October 12, 2007. The purpose of these meetings was twofold.
Firstly, Federal sought the support of these senior secured creditors for the application to
be made on October 18, 2007 for the continuance of the CCAA stay. Secondly, Federal,
in very general terms, outlined its current preliminary thinking in terms of developing a
Plan of Arrangement and how these senior secured creditors may be treated.

With respect to the appraisal of the movable equipment, Federal has arranged for a going
concern and liquidation value appraisal to be completed and the Monitor understands
that this activity should be completed before the end of October, 2007. We are advised
that Bill Niggemyer of Universal Worldwide LLC is a knowledgeable person who will
be completing this function. He is from the United States and has been very involved in
recent years in buying and selling equipment such as is located at the Point Tupper plant.
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4.6. As previously indicated in this report, Federal has already made significant progress in
attracting a potential new lender to provide DIP financing at levels which would carry
Federal through the next year. While a Term Sheet has been provided by Century, at
this writing, the financing has not been finalized as it requires review by Federal’s
officials and counsel and also requires the completion of due diligence by the potential
lender.

4.7. Having met with Federal and its legal counsel, and having had preliminary discussions
with them as to the general principles and format of a Plan of Arrangement, and having
considered the progress made in financing and sales opportunities, and having had initial
discussions with senior secured creditors, the Monitor concludes that Federal has acted,
and continues to act, in good faith and with due diligence and, if given sufficient time by
This Honorable Court, should be able to file a Plan of Arrangement under CCAA that
will have a significant chance of being successful.

4.8. The Monitor believes Federal may also have to return to This Honorable Court to seek
its direction with respect to the classification of creditors and a Claims Bar Process.
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5. RECOMMENDATIONS

5.1.

5.2,

5.3.

54.

The Monitor recommends that Federal make every effort to have the appraisal of the
movable equipment completed and available for the Monitor’s review by October 26,
2007,

That in order to develop the Plan of Arrangement, the Monitor recommends that Federal
provide to the Monitor cash projections, income statements, and balance sheets for the
2008, 2009, and 2010 operating years and that such information be provided to the
Monitor by October 29, 2007. Along with these financial projections, the Monitor is to
be provided with the plausible assumptions that support the projections.

That because the Monitor believes that by its actions, Federal is acting in good faith and
with due diligence in moving forward towards the preparation of a Plan of Arrangement,
and whereas the actual net cash flow of Federal is not adverse to the cash flow plan as
presented with the application for the Initial Order, the Monitor recommends to This
Honorable Court that Federal be granted a continuance of the Stay of Termination Date
under CCAA, and hence an extension of time to make further progress towards the
development and completion of a Plan of Arrangement for the consideration of creditors,
such extension to be not less than 30 days from October 18, 2007. The Monitor is of the
view that Federal cannot complete all of the necessary activities in a timeframe which is
less than 30 days.

The Monitor recommends that Federal return to This Honorable Court not later than
October 31, 2007 at which time Federal must make an application for an increase in the
DIP financing level and such other matters as may relate thereto.

Dated at Halifax, Nova Scotia this 15th day of October, 2007.

Respectfully submitted

BDO DUNWOODY GOODMAN ROSEN INC.
Court-Appointed Monitor in the CCAA Application of
Federal Gypsum Company

Original Signed by P.G. Goodman

Paul G. Goodman, FCA, FCIRP, FIIC
President
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FEDERAT, GYPSUR COMPANY
CCAA - WITIAL ORDER - SEFTEMBYR 18,2007
PRELIMIMAR Y CALCULATION OF SECTRED CREDIFOR PERCENTAGES

Ampunl 0/3
Bepd 18/0%
o) Credifor %
Ruyal Bank of Ceninda
Loun T 330,000
[E T —414.613
__..B44.513 551
Cape Bretun Guwwih Cotporation 5,000,600 29.31
Buterprise Caps Brston Coprantion L 750,000 1028
Hava Beolin Businesa lno. 6,451,147 37.81
Hova Scotia - (M)ice of Beopomic Development 2,845,133 1£.67
Ford Credit Canada Elnited
Be Twmnua 12,634
Re F150) 16,360
Ke 500 ——dodis
135,459 0.38
tlationsl .easing Gionp Lo, 9,172 .05
Black and MaciDunatd LAd. (§F,123,364) WA WA
TOTALS £ 17.066 223 joneg

Moz 1z
Awmpunts of secmed creditor claims are estimeied 2s st Seplember 18, 2007 for e purposs of
reftecting the nltoalion of DIP advances bo the regpective seonsed credilon interests.

Hate 23 -
Tiie secoved cxediion inlerests refscted hegsin are suhjedd to changa in quanium which iz to be
confinmed us owed 15 each seenred craditor as al September 18, 2007.

Muie 3: .
‘Thie seored creditor ivdsiests redlected hercin age subject to confirwntion of vabidity and priority
uanking by hdanitar s degal counsed,

iloia 4:
Ho PP lacetion hag been mads to Black and MacDonald F4d. nt this lhue as ihe Munitor
eves they havs u rulordinete ranking, subjoct to 1eview,
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BEBIELS v

S.H. Ho. 285667

Aol -

INTIHE MATI IR OF,

A Plai ol Comgromise or Arcangement of the Applicnal, Federal Gypsuin
Compy

ORDER

STEWART McEELVEY
1839 Upper Water Suect
Fundy's Wharf Tower {Ine
F. . Diox 997
lalifie, Hove Seedia
R3§2X2
MPC: 5333816




FEDERAL GYPSUM COMPANY EXHIBIT 2
VARIANCE ANALYSIS
OCTOBER 12, 2007 Week of: Period to Data:
10/08/2007 10/08/2007
Projected Actual Varlance Projected Artual Variance
Cash Recipts
AR Receipts - 13,220.73 13,220.73 445,500.00  492,684.21 47.184.21
Expansas
Fraight 22071.87 12.414.33 8,957.64 73.426.56 64,333.92 9,082.64
Laases - 962.89 {962.89) 15,000.00 12,224.08 2,775.91
Direct Costs
Salaries/Wages 12,006.00 12,000.00 124,800.00 116,661,186 8.138.84
Emplayee Benefits - - 5,500.00 6,318.14 (818.14)
Raw Materials
Paper 11,000.00 11,000.00 22,000.00 . 22,000.60
Gypsum 12,000.60 12,000.00 48,000.00 19,500.00 28,500.00
Others £,095.33 9,095.33 30,317.76 12,437.90 17.879.86
Utlities
Natural Gas 15,000.00 10,000.00 5,000.00 50,0600.00 28,011.16 21,988.84
Elactricity 15,000.00 12,000.00 3.000.00 50,000.00 43,000.00 2.000.00
Water - 4,000.00 - 4,000.00
Contracted Services 1,800.00 1,600.00 4,800.00 3,192.00 1,608.00
Insurance - Proparty/Casuatty - 1241243 - 1241213
Marudacturing Supplies 2,000.00 2,000.00 8,000.00 1.261.22 6,738.78
Repair Supplies 4,000.00 250.78 3,749.21 16,000.00 19,445.21 {3,448.21}
Tota! Direct Costs 81,695.33 22.250.79 59,444.54 375,829.80 25482979  121.000.10
Seling Expenses
Salares/Wages 15,000.00 15,000.00 15,000.00 19,630.56 {4,630.58)
Travel - 4,000.00 3,191.38 {2,191.38)
Vebicle 1,000.00 1,000.00
Meals & Entertalnment - 1,500.00 - 1,500.00
Telephone - 350.00 - 350.00
Total Seling Expenses 15.000.00 - 15,000.00 18 850.00 22,821.96 {3,971.96)
General & Administrative Expenses
Professional Feas
Legal 10,000.00 10,000.00 80.,000.00 55,147.38 24 852.64
Aceounting - 5,000.00 - 5,000.00
Consulting 4,164 42 (4,164.42) 35,000.00 43,215.60 {8,215.60})
Contracted Services 486 71 (466.21) 2,500.00 49,508.25 {47,008.25}
Travel - 7,500.00 3,010.95 4,488.05
Vehicle - 500.00 1,126.48 [(626.48)
Maats & Entertainment - 500.00 - 500.00
Insurance - Receivables - 5,000.00 - 5,000.00
Pstge/Xprsshiail - 200.00 302.50 {102.50)
Office Supplies - 500,00 95896 {459.96}
TFalephora - 4,000.00 977.48 3,022.52
Bank Charges 8.76 (5.76) 3,750.00 803.43 2,946.57
Jannorial Exe - 1,600.00 - 1,500.00
DIF Fees and Interest 160.53 160.53 4,507 .65 - 4,507 .65
HST - 10,428.79 §,383.93 1,044.86
Occupancy Taxes - - - -
Property Taxes - - - -
Total General & Admin Expenses 10,160.53 4,660,39 5,500.14 160,886.44  164,436.94 {3.550.50)
Total Selling, General & Admin Expenses 25,160.53 4,660.39 20,500.14 179,736.44 18725880 {7.5232.46)
Total Cash Outflow 128,927.83 35,888.40 55,839.42 643,692.89 518,646.70 125,346,189
NET CASH FLOW (128,927.83) (26,767.67) 102,160.16 {198.492.89) {2596249) 17253D.40
ACCOUNTS PAYABLE {27,622.43)
OIP FINANCING 198,826 51 198,826.51
CASH BALANCE 145,341.59
REVENUE 166,033.80 107 ,686.49 {58,347.41} 543.206.32 350,024.64  {153,181.688)




EXHIBIT 3

CCAA OF
FEDERAL GYPSUM COMPANY
DETAILS OF PROFESSIONAL FEES SUBJECT TO ADMINISTRATION CHARGE
REVISED AS AT OCTOBER 15, 2007

Total Invoices
Including
Disbursements Balance
Supplier Period and HST Payments Unpaid
BDO Dunwoody
Goodman Rosen Inc.
(Monitor)

- Monitor’s first account Sept 11/07 — Sept 30/07 $ 14,051.18 $14,051.18 $ O
- Monitor’s second account QOct 1/07 — Oct 7/07 4,164.42 4,164.42 0

- Monitor’s third account Oct 8/07 — Oct 14/07 6.717.79 6.717.79

24.933.39 18.215.60  6.717.79

Wickwire Holm

(Counsel to the Monitor)

- First account Sept 18/07 — Sept 30/07 5,147 .36 5,147.36 0

- Second account Oct 1/07 — Oct 10/07 4.468.80 4.468.80

9.616.16 5.147.36  4.468.80

Stewart McKelvey

{Counsel to FGC)

- First account Sept 1/07 — Sept 30/07 35,323.28 35,323.28 0

- Second account Oct 1/07 -~ Oct 10/07 2.511.24 2.511.24

37.834.52 35323 28 2.511.24

TOTALS $ 7238407 § 358686.24 §13.697.83




FEDERAL GYPSUM COMPANY

CCAA - INITIAL ORDER - SEPTEMBER 18, 2007
CALCULATION OF SECURED CREDITOR PERCENTAGES

(REVISED AS AT OCTOBER 15, 2007)

Royal Bank of Canada

Loan

Lease
Cape Breton Growth Corporation
Enterprise Cape Breton Corporation
Nova Scotia Business Inc.
Naova Scotia - Clfice of Economic Developmeni
Ford Credit Canada Limited

Re Taurus

Re F150

Re F500
National Leasing Group Inc.
Black and MacDonald Ltd. ($1,123,364)
TOTALS

Note 1:

EXHIBIT 4

Amount O/S

Sept 18/07
{(Note 1) Creditor %

$ 530,000

414 613
044,613 5.53
5,000,000 20.31
1,750,000 10.25
6,451,747 37.81
2,845,232 16.67

12,634

16,380

36.445
65.459 0.38
9,172 0.05
N/A N/A
$17.066223 100%

Amounts of secured creditor claims are estimated as at September 18, 2007 for the purpose of
reflecting the allocation of DIP advances to the respective secured creditor interests.

Note 2:

The secured creditor interests reflected herein are subject to change in quantum which is to be
confirmed as owed to each secured creditor as at September 18, 2007.

Note 3:

The secured creditor interests refiected herein are subject to confirmation of validity and prionty

ranking by Monitor’s legal counsel.

Note 4:

No DIP allocation has been made to Black and MacDonald Lid. at this time as the Monitor
believes they have a subordinate ranking, subject to review.



