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Court File No. CV-12-9667-00CL

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
SINO-FOREST CORPORATION

SIXTH REPORT TO THE COURT .
SUBMITTED BY FTI CONSULTING CANADA INC,,
IN ITS CAPACITY AS MONITOR

INTRODUCTION

1. On March 30, 2012 (the “Filing Date”), Sino-Forest Corporation (the “Company”) filed
for and obtained protection under the Companies’ Creditors Arrangement Act, R.S.C.
1985, c. C-36, as amended (the “CCAA”). Pursuant to the Order of this Honourable
Court dated March 30, 2012 (the “Initial Order”), FTI Consulting Canada Inc. was
appointed as the Monitor of the Company (the “Monitor”) in the CCAA proceedings.
By Order of this Court dated April 20, 2012, the powers of the Monitor were expanded in
order to, among other things, provide the Monitor with access to information concerning
the Company’s subsidiaries. Pursuant to an Order of this Court made on May 31, 2012,
this Court granted an Order extending the Stay Period (as defined in the Initial Order) to
September 28, 2012. The proceedings commenced by the Company under the CCAA
will be referred to herein as the “CCAA Proceedings”.

2. On the Filing Date, the Court also issued an Order authorizing the Company to conduct a
Sale Process (the “Sale Process Order”).

3. The purpose of this Sixth Report is to:

(a) Provide an update on the Company’s CCAA proceedings including with respect

to:



®

©

(d)

)]

(i)
(iii)
(iv)

)

2 1212
the Sale Process;

Mediation;

the Plaintiffs’ Motion re Document Production;

Claims Process;

the Company’s Equity Claims Motion;

Report on the receipts and disbursements of the Company for the period May 19,
2012 to July 20, 2012; and

Provide certain information relating to the Sino-Forest Subsidiaries, including:

@

(ii)
(iii)
(iv)

v)

(vi)
(vii)

overview of the Sino-Forest chops, annual review and process to change

legal representatives;

the cash position of the Sino-Forest Subsidiaries;
receivables;

the Thai Redwood Traﬁsaction;

management’s internal December 2011 financial statement impairment

provisions;
disbursements;

cumulative variance analysis for the Sino-Forest Subsidiaries;

Provide an update on Sino-Forest Subsidiary operations, including:

(i) operational changes;

(ii) wood fibre operations;

(iii) other businesses; and
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(e) Provide an update on timber assets and verification efforts.

4, In preparing this Sixth Report, the Monitor has relied upon unaudited financial
information of Sino-Forest, Sino-Forest’s books and records, certain financial
information prepared by Sino-Forest, the Reports of the Independent Committee of the
Company’s Board of Directors dated August 10, 2011 (the “First IC Report”),
November 13, 2011 (the “Second IC Report”), and January 31, 2012 (the “Final IC
Report” and together, the “IC Reports”), and discussions with Sino-Forest’s
management. The Monitor has not audited, reviewed or otherwise attempted to verify the
accuracy or completeness of the information, In addition, the Monitor notes that on
January 10, 2012, the Company issued a press release cautioning that the Company’s
historic financial statements and related audit reports should not be relied upon.

" Accordingly, the Monitor expresses no opinion or other form of assurance on the
information contained in this Sixth Report or relied on in its preparation. Future oriented
financial information reported or relied on in preparing this Sixth Report is based on
management’s assumptions regarding future events; actual results may vary from forecast

and such variations may be material.

5. Unless otherwise stated, all monetary amounts contained herein are éxprcssed in US
Dollars.
6. The term “Sino-Forest” refers to the global enterprise as a whole but does not include

references to the Greenheart Group. “Sino-Forest Subsidiaries” refers to all of the
direct and indirect subsidiaries of the Company, but does not include references to the
Greenheart Group.

7. Capitalized terms not defined in this Sixth Report are as defined in the pre-filing report of
the proposed monitor dated March 30, 2012 (the “Pre-Filing Report”) and the affidavit
of W. Judson Martin sworn March 30, 2012 (the “Initial Order Affidavit”). Copies of
the Initial Order Affidavit (without exhibits) and the Pre-Filing Report are attached as
Appendices “A” and “B” hereto.
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GENERAL BACKGROUND
Sino-Forest Business

8. Sino-Forest conducts business as a forest plantation operator in the People’s Republic of
China (“PRC”). Its principal businesses include ownership and management of forest
plantation trees, the sale of standing timber and wood logs, and complementary

manufacturing of downstream engineered-wood products.

9. The Company is a public holding company whose common shares were listed on the
Toronto Stock Exchange (“TSX”). Prior to August 26, 2011 (the date of the Cease Trade
Order, defined below), the Company had 246,095,926 common shares issued and
outstanding and trading under the trading symbol “TRE” on the TSX. Effective May 9,
2012, the common shares were delisted from the TSX.

10.  On June 2, 2011, Muddy Waters, LLC (“MW?”), which held a short position on the
Company’s shares, issued a report (the “MW Report”) alleging, among other things, that
Sino-Forest is a “ponzi-scheme” and a “near total fraud”. The MW Report was issued

publicly and immediately caught the attention of the media on a world-wide basis.

11.  Subsequent to the issuance of the MW Report, the Company devoted eﬁemive time and
resources to investigate and address the allegations in the MW Report as well as
responding to additional inquiries from, among others, the Ontario Securities
Commission (“0SC”), the Royal Canadian Mounted Police and the Hong Kong

Securities and Futures Commission.

12.  In view of the MW Report, the subsequent litigation and regulatory investigations and
other’ issues continue- to have a significant negative impact on the Company and have
threatened the long term viability of Sino-Forest’s operations. For the reasons discussed
in the Pre-Filing Report and the Initial Order Affidavit, the Company and the business
was placed into a stalemate that could not be resolved without the Court supervised

solution offered by the CCAA Proceedings.

13.  The Pre-Filing Report and the Initial Order Affidavit provide a detailed outline of Sino-

Forest’s corporate structure, business, reported assets and financial information as well as
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a detailed chronology of the Company and its actions since the issuance of the MW

Report in June 2011,

UPDATE ON CCAA PROCEEDINGS
Update on Sale Process

14.  On the Filing Date, the Company obtained the Sale Process Order. The Phase 1 Bid
Deadline (as defined in the Sale Process Order) was June 28, 2012. On July 10, 2012, the
Company issued a press release announcing that the Company had determined that none
of the letters of intent were qualified letters of intent and therefore it was terminating the
Sale Process and proceeding with the restructuring transaction contemplated under the
Support Agreement.

15.  Also on July 10, 2012, the Monitor issued its fourth report (the “Fourth Report”) to the
Court providing an update with respect to the Sale Process and the letters of intent that
had been received on the Phase 1 Bid Deadline. The Fourth Report also noted that none
of the LOIs (as defined in the Fourth Report) were deemed “Qualified Letters of Intent”
under the sale process procedures and the Company subsequently issued a press release

confirming the termination of the sale process.

16.  Many parties actively involved in thesel proceedings have requested a summary of the
LOIs received. The Monitor agrees with the Company that this information is sensitive
and should not be publicly available. However, the Monitor does believe that summary
information regarding the LOIs should be placed in the Data Room (defined below) and
made available to Mediation Parties (defined below) who have executed a Mediation
Confidentiality Agreement (defined below) prior to the Mediation (defined below).

Update on Mediation

17.  The Monitor’s fifth report dated July 16, 2012 filed in support of the Monitor’s motion
for a mediation order (the “Mediation Motion™) provided the background and context
leading up to the Mediation Motion.

18. On July 25, 2012, this Court granted an Order (the “Mediation Order™”):
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(a) directing mediation (“Mediation”) among specified “Mediation Parties™;

(b)  providing for the establishment of a data room (“Data Room”) for access by
Mediation Parties subject to confidentiality restrictions;

{c) scheduling September 4, 5 and, if necessary, 10 as the mediation dates; and
(d) appointing the Honourable Justice Newbould as mediator.

A copy of the Mediation Order is attached as Appendix C hereto.

19.  Since the granting of the Mediation Order, the Company has worked with the Plaintiffs
and the Third Party Defendants to execute confidentiality agreements in the form agreed
to with such parties at the hearing for the Mediation Order (the “Mediation
Confidentiality Agreement™). A copy of the index to the Data Room and access to the
Data Room has been provided to those Mediation Parties that have executed a Mediation
Confidentiality Agreement as of the date of this Report.

The Plaintiff’s Motion re Document Production

20.  On July 10, 2012, the Plaintiffs served a notice of motion (the “Notice of Motion™)
(followed by a full motion record on July 11, 2012) for a motion returnable July 16, 2012
(the “Plaintiffs’ Document Motion™) regarding the disclosure of certain documents.set
out in their Notice of Motion. At a Court conference call held on Iuly 13, 2012, the
Plaintiffs’ Document Motion was adjourned to July 25, 2012, At a 9:30 appointment
held on July 23, 2012, the motion was further adjourned to July 30, 2012.

21.  The Plaintiffs and the Company subsequently agreed upon the list of documents to be put
in the Data Room and settled a form of Order in respect of the Plaintiffs’ Document
Motion. The Order was granted by this Court on July 30, 2012. A copy of the Order is
attached as Appendix D hereto.

Update on Claims Process

22.  Pursuant to an Order of this Court made on May 14, 2012, this Court granted the Claims

Procedure Order providing for a call for claims against the Company and its officers and
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directors. While the Claims Procedure Order did not purport to create a bar date in
respect of claims against Sino-Forest Subsidiaries, claimants against the Company were
ordered to indicate whether they asserted or intended to assert a similar claim against
some or all of the Sino-Forest Subsidiaries. The primary claims bar date was June 20,
2012 (the “Claims Bar Date”).!

23.  On or about the Claims Bar Date, the Monitor received a total of 228 claims with a face
value in excess of $112 billion. This includes potential duplicative claims filed against
the Company and its officers, directors and subsidiaries. A summary of the claims

received to date is as follows:

# of Claims Submitted S of Claims Submitted (millions)
Claims 164] $ 66,334
D&O Ciaims 64) § 45,861
Total Claims 228 § 112,195

24, As of the date of this Report, the Monitor is continuing to review the claims received,
particularly in light of the Equity Claims Decision (defined below), discussed in further
detail below.

25.  The Monitor is also reviewing the claims under the Company’s four series of notes
including the guarantees and pledges given by Sino-Forest in connection with the notes.
The Monitor intends to put its summary regarding the guarantees and security in the Data

Room.

'The applicable bar date for certain claims including Restructuring Claims and D&O Indemnity Claims is as set out
in the Claims Procedure Order.



The Company's Equity Claims Motion

26.  On June 26, 2012, this Court heard a motion brought by the Company for a direction that
certain claims against the Company that result from the ownership, purchase or sale of an
equity interest in the Company and resulting indemnity claims are “equity claims” as
defined in the section 2 of the CCAA. The motion was not opposed by the Plaintiffs but
was opposed by certain Third Party Defendants.

27.  On July 27, 2012, this Court issued its decision (the “Equity Claims Decision”). A
copy of the Equity Claims Decision is attached as Appendix E hereto. Pursuant to the
Equity Claims Decision, this Court found, infer alia, that:*

(a) It was not premature to determine the issue set out in the Company’s motion.
Instead:

(i) it had been clear since the outset of the CCAA proceedings that this issue
would have to be determined and this issue could be determined

independently of the Claims Procedure Order;

(ii)  the Court did not accept that any party can be said to be prejudiced if this

threshold issue is determined at this time;

(iii)  this threshold issue does not depend upon a determination of

quantification of any claim; and

(iv)  the effect of the Equity Claims Decision will be to establish whether the
claims of E&Y, BDO and the Underwriters will be subordinated pursuant
to the CCAA and is independent of determinations as to validity and

quantification.

(b)  The Sharcholder Claims and Related Indemnity Claims are “equity claims” as
defined in section 2 of the CCAA.

? Capitalized terms used in the summary and not otherwise defined have the meaning given to them in the Equity
Claims Decision. This summary is for information purposes only. Reference should be made to the Equity Claims
Decision itself.
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(©) With respect to the claims of E&Y, BDO and the Underwriter, the Court
concluded that the most significant aspect of those claims constitute “equity
claims”. However, the Court did not make a determination as to whether defence

costs incurred in defending the class action claims were “equity claims”.

(dy  The Equity Claims Decision was without prejudice to the Company’s right to
apply for a similar order with respect to (i) any claims in the statement of claim
that are in respect of securities other than shares and (ii) any indemnification

claims against the Company related thereto.

28.  On August 3, 2012, the Court issued an Order reflecting the terms of the Equity Claims
Decision, a copy of which is attached as Appendix F hereto.

RECEIPTS AND DISBURSEMENTS OF THE COMPANY FOR THE PERIOD TO
JULY 20, 2012 '

Actual Receipts & Disbursements for the Period May 19, 2012, to July 20, 2012

29.  The Company’s actual net cash flow for the period from May 19, 2012, to July 20, 2012
(the “Current Period”) together with an explanation of key variances as compared to the
May 23 Forecast (as defined in the Monitor’s Third Report) is described below. Actual

net cash flows for the Current Period were approximately $8.5 million higher than

forecast and summarized as follows:
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The key variances in actual receipts and disbursements compared to the May 23 Forecast

~-10 -

$000 CAD Forecast Actual Difference
Cash inflow

Insurance Proceeds $ -8 6,664 || $ 6,664

Interest Income $ 412 |3 417 $ 5
Total cash inflow 3 412 || § 7,081 | $ 6,669
Cash outflow

Payroll and Benefits 3 121 | & 111 8 9

Board & Committce Fees $ 3921 % 3071 % (85)

Travel 3 18351 % 47( % 137)

Rent,Communication & Utilities | $ 403 52| 8 13

Taxes & Other 3 102 (| $ 47( 3% (55)
Total cash outflow 3 839| 8 565 $ {273)
Net Operating Cashflow 3 426)| $ 6516 || $ 6,942
Restructuring Costs

Professional Fees $ 10482 | $ 8946 | & {1,536),
Total Restructuring Costs . b3 10,482 | & 8946 || § (1,536)
Net Cash Flow $  (10,908)) & 2,430)| $ 8,478
Opening Cash Balance 5 61,007 || $ 61,007 [ $ -
Net Cash Balance $ (10,908 S (2,430)1 $ 8,478
Ending Cash Balance $ 50,099 || $ 58,577 8 83,478

is a favourable variance of approximately $8.5 million primarily relating to:

(a)

®)

A positive variance of approximately of $6.7 million in cash inflows. This
variance is permanent in nature and related to insurance proceeds received by
Sino-Forest in respect of professional fees incurred. The timing and estimated
value of potentialkinsurance proceeds was unknown at the time of the preparation

of the May 23 Forecast and therefore was not included as part of the Forecast; and

A positive variance of approximately $1.5 million in professional fees. This
variance is temporary in nature and is expected to reverse in the coming weeks as

invoices are submitted by the professionals and paid by Sino-Forest.
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INFORMATION RELATING TO SINO-FOREST SUBSIDIARIES

31.  Asset out in the Third Report of the Monitor, the Monitor (both directly and through FTI
Consulting (Hong Kong) Limited (“FTI HK” and together with the Monitor, “FT¥"))
established communication protocols and reporting mechanisms with Sino-Forest in
Hong Kong and the People’s Republic of China (“PRC”). |

32. The Monitor was granted further powers pursuant to the Expanded Powers Order dated
April 20, 2012, the majority of which related to direct access and involvement in the
Sino-Forest Subsidiaries, as opposed to the Company itself. The Company’s request for
the Expanded Powers Order was primarily as a result of certain enforcement notices
received from the OSC in April 2012, and personnel changes resulting from those

changes.

33.  FTI continues to work with Sino-Forest on its operational, financial, legal and other
issues. Much of the Monitor’s activities to date have included, and continue to include,
monitoring and reviewing financial information and Sino-Forest Subsidiaries’ activities

in addition to attending certain meetings between the Company and third parties.

34, The purpose of this overview is to inform on the status of the Sino-Forest Subsidiaries
from the start of the CCAA proceedings to date. In assessing Sino-Forest, including what
actions and steps should be taken, reference was made to the IC Reports and the work
and background conducted by the Independent Committee and its advisors. Copies of the
IC Reports are attached as Appendices G through I hereto.

General Overview

35.  As was set out in the Initial Order Affidavit as well as the Pre-Filing Report, in the
months after the release of the MW Report and the subsequent commencement of
investigations and litigation involving Sino-Forest Corporation, the ultimate parent of the
Sino-Forest Companies, the majority of the business in the PRC came to a virtual
standstill. Although certain business segments continued, they did so at diminished
levels and Sino-Forest’s primary business, namely the purchase and sale of standing
timber, froze. Both the Initial Order Affidavit and the Pre-Filing Report observed that a
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37.

38.

39.

-12-

court supervised process was necessary for any chance of resolving the stalemate that the

business found itself in.

As discussed in the following sections, Sino-Forest’s financial and operational aspects of
the business in the PRC continue to be negatively impacted by the uncertainty regarding
the Company’s affairs. Operations in Sino-Forest’s standing timber business (which
accounts for the vast majority of Sino-Forest’s historical reported revenue and asset base)
remain frozen and the remainder of Sino-Forest’s businesses are operating at

substantially lower levels than in past years.

Further, Sino-Forest’s existing senior management team has been significantly reduced
since the commencement of the CCAA proceedings. As has been previously reported and
disclosed by the Company, in April 2012, in response to enforcement notices issued by
the OSC, a number of personnel changes were made whereby members of senior
management were terminated. The chief financial officer also stepped down from that
role, although he remains an employee of the Company. The Monitor understands that
the terminated personnel played a significant role in Sino-Forest’s business. Due to the
on-going concern in the Company and the Sino-Forest business, it has not been an option

for Sino-Forest to replace these individuals.

Although Sino-Forest’s cash position may appear to be ahead of its forecast (see below),
the original subsidiary level forecast was mostly prepared by individuals who are no
longer employed by Sino-Forest as a result of the personnel changes in April 2012 and
may not be an appropriate reference point. In reality, although disbursements are lower
than normal, collection of receivables is proving difficult (as discussed below) and, to

date, Sino-Forest has not been able to revive its business.

As evidenced by recent events, Sino-Forest is experiencing the results of a deteriorating

business across multiple fronts, including:

(a)  Provisions in respect of uncollectible receivable balances and assets with impaired
values have been taken in the 2011 year end internal financial statements (which

are discussed in further detail below);

1222
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Management will need to review the impact of the recent de-registrations on the
interim 2012 internal financial statements and to consider the need for further
provisions in respect of amounts owed by de-registered Als (which is discussed in

more detail below);

Work being performed by third party consultants to verify Sino-Forest’s forestry
estate is on-going and estimated to take years to complete and/or to verify a

substantial portion of the estate;

There is no indication that Sino-Forest will be able to resume its business absent a

successful restructuring and resolution in these CCAA proceedings; and

There is a limited pool of funds that continues to be depleted throughout the
CCAA proceedings.

The deterioration of Sino-Forest is also directly influenced by what appears to be the

beginning of a breakdown of its relationships with certain Als and suppliers. As
described in the Pre-filing Report, the Initial Order Affidavit and as set out in the IC

Reports, it is clear that there is an emphasis put on “business relationships” among parties

that is paramount to any contractual or legal relationship that may have been entered into

- by the parties. These relationships are relied upon for the conduct of business in this

industry in the PRC. In the course of its investigation, the IC reported that it was

apparent that integral to Sino-Forest’s business model was its relationship with business

partners. Recent events highlight the breakdown:

(a)

(b)

Certain authorized intermediaries (“AlIs™) who are necessary for selling standing
timber under the BVI structure and who had outstanding receivable balances with

Sino-Forest, have de-registered (which is discussed in more detail below);

Certain suppliers responsible for selling standing timber to Sino-Forest have de-

registered; and

1223
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(¢)  The trading business has stopped importing, other than the existing Thai Redwood
transaction. The Thai Redwood transaction that was expected to occur in May

2012 has been delayed multiple times.

41,  The Monitor also notes that as the restructuring proceedings continue with no resolution,
the ability of Sino-Forest to maintain its relationship with the PRC government may

become increasingly difficuit.

Chops, Annual Review and Process to Change Legal Representatives

42.  Upon filing, FTI began discussions regarding the corporate governance of the Sino-Forest
Subsidiaries, particularly the PRC entities which are located in various regions in the
PRC. Through initial conversations and advice provided by Hong Kong and PRC
counsel, the Monitor learned thai, as a corporate governance matter, companies

incorporated in the PRC:

(a) Are represented by an individual who is appointed as the “legal representative” of

that company in dealing with external parties and under the PRC law; and

(b)  conduct business through “chops” which are akin to company seals. PRC
companies can have different kinds of chops including the “company chops”,
“financial chops” and “individual bank signatory chop”. These chops are
generally located at the subsidiary where they are used and masr only be used by

authorized individuals.

43.  Shortly after the Filing Date, Sino-Forest sent out a company-wide letter (the “Letter”) to
all of the subsidiaries identifying new restrictions on the use of the chops and prohibiting
the use of these chops without prior permission from identified senior management of
Sino-Forest. As discussed in further detail below, the Letter also outlined a new protocol
for proposed disbursements and for entering.into new contracts and commitments above a

pre-determined threshold, including prior review by FT1.

44,  As previously reported, in April 2012 there were several personnel changes due in large

part to the ongoing investigation and charges laid by the OSC. As a consequence of these
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changes, the Company and FTI undertook a diligence exercise to determine the legal
representatives for all Sino-Forest PRC companies and the location and security of the

various chops. A summary of the steps taken is as follows:

(a)  The Company, through its legal counsel, conducted a corporate review of the PRC
subsidiaries to determine the identity of the legal representatives of cach
company. This review showed that there was a consistent legal representative
across many of the subsidiaries and that in most cases the legal representative was

no longer an employee of Sino-Forest.

(b)  FTI then conducted physical visits of approximately 50% of Sino-Forest’s PRC
subsidiaries and observed the location of the company chop, financial chop and

individual bank signatory chop for those subsidiaries it inspected.

(c¢) It was determined that it was not necessary or prudent to conduct an initial review
of all PRC subsidiaries. This determination was based on the fact that: chops are
physically located at the subsidiary offices throughout the PRC, the costs
associated with physically visiting all locations and the relative levels of business
historically reported by such subsidiaries. Instead, FTI selected a sample of
subsidiaries to visit based on levels of business, cash balances and physical ability

to visit those locations.

45, Based on the inspections that FTI has conducted, the chops appear to be physically
locked in storage or other cabinets at the subsidiary level. Initially, there was one
exception, but FTI has been advised that it has been remedied. FTI cannot be sure that
the chops are kept under lock and key at all times given the practical prohibitions on such
monitoring. However, FTI is advised by Sino-Forest management that the protocols set

out in the Letter continue to be followed.

46.  The Monitor expressed concern to Sino-Forest regarding the physical location of the
chops at each of the subsidiaries as well as the legal representatives (particularly those
that are no longer employees of Sino-Forest). These concerns were somewhat mitigated

by the implementation of the new controls under the Letter. Further, at the time these



1226

-16 -

concerns were initially raised, Sino-Forest’s view was that (a) physical relocation of the
chops to a more centralized location was not possible as a practical matter as they are
needed by each subsidiary on a daily basis to conduct any business; and (b) any changes
in legal representatives or other protocols at that time were not timely due to the fact that
the PRC subsidiaries were undergoing their annual review process. The annual review

process is described in more detail below.

47.  Over the past number of months, Sino-Forest’s PRC subsidiaries have been undergoing
annual reviews. These reviews are government mandated and companies are required to
pass these reviews every year in order to catry on business in the PRC. As of July 31,
2012, all of the annual reviews have now been completed. FTI is advised that all but
three (3) of the PRC subsidiaries have passed their review and FT1 is now in the process
of receiving copies of the stamped business licenses indicating that the reviews were
successful. For those three (3) that remain outstanding, two (2) are expected to be
complete by August 10, 2012 and the last one by August 31, 2012.

48.  Given the completion of the annual reviews, the Monitor is re-visiting discussions with
Sino-Forest management to determine whether further steps should be taken to either
replace the legal representatives and/or obtain a greater degree of certainty on the use and

security of the chops.

Cash Position of Sino-Forest Subsidiaries

49.  Prior to the CCAA proceedings, the Independent Committee, through its financial
advisor, PricewaterhouseCoopers LLP (“PwC”) was trying to verify the cash position of
Sino-Forest. PwC was able to complete verification as of June 13, 2011 of 81% of the
cash position in the PRC and 100% in Hong Kong. |

50. Since the Filing Date, FTI has continued to work with Sino-Forest to verify cash
positions on an on-going basis particularly given the fact that the PwC verification was as

of ten (10) months prior to the filing.

51.  Sino-Forest has approximately 546 bank accounts, 327 of which are located in various
parts of the PRC. FTI initially commenced work to understand the logistics, location and
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reported balances in these accounts and based on that, determined that the best approach

was to conduct an initial review of all accounts with a balance over $5 million. The

further following actions continue to be taken by FTI in order to verify cash positions:

FTI performs a monthly review of bank statements for over 60% of the bank
accounts as compared to the bank statements. Included in the accounts that are

under review are all of the accounts with significant balances as well as a monthly

FTI has also physically visited specific banks in efforts to confirm certain account
balances as at March 31, 2012. Sino-Forest has 17 bank accounts in the PRC with
balances in excess of $5 million as at March 30, 2012. The 17 accounts represent

approximately 65% of the expected total of all PRC bank accounts, or 44% of the

FTI selected 9 of the 17 accounts to be verified and visited the banks with local
Sino-Forest personnel located in: Hunan Province, Jiangzi Province, Guizhou
Province, Shanghai and Guangzhou. No material misstatements were identified

for any of the reviewed account balances as of March 30, 2012; and

(a)
random review of selected accounts with smaller balances;
®
expected total of all account balances;
()
(d)

There were 216 non-PRC bank accounts with a total balance of approximafely
$167 million as at March 30, 2012. FTI has verified all of these accounts with a
balance of over $100,000 by checking bank statements, which represents
approximately 99% of the total non-PRC balance. FTI performs a selected review

of a portion of the non-PRC bank accounts on an ongoing basis.

As an example, the breakdown of accounts reviewed per segment for June 2012 is

detailed below. Based on the review procedures set out in S1(a) and (d) above, there were

no material misstatements in those accounts checked.

# of accounts with balances 147 180 219 546
Balances as at June 30, 2012 ($ 000s) $ 92,7093 126275] 8 145235 | $364,218
% of bank account balances reviewed 58% 64% 69% 64%
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Receivables

53.  The Initial Order Affidavit set out Sino-Forest’s receivable balances, including ongoing
difficulties in collecting those receivables given the MW Report and the uncertainty
surrounding the business. Sino-Forest had, in fact, instructed one of its then PRC counsel

to send demand letters in respect of significant receivable balances.

54,  As of July 12, 2012, the Company had recorded receivables totalling approximately $1

billion. Details regarding the outstanding receivables balance can be found below:

BVI Standing Timber 387 82%

$
Wood WFOE Standing Timber | $ 1 0%
Panel WFOE Standing Timber [ $ 42 4%
BVI Trading . $ 126 12%
WFOE Trading $ 11 1%
Miscellaneous 3 14 1%
Total $ 1,081 100%

55.  Subsequent to the commencement of the CCAA proceedings, management engaged
another PRC law firm, Jingtian & Gongcheng (“J&G”) to follow up on the collection of
outstanding receivables. Collection methods include detailed analysis of exisﬁng
outstanding receivables, demand letters, follow up on demand letters that Sino-Forest’s
prior PRC counse! had advised it sent and face-to-face discussions with third parties in

respect of certain specific outstanding receivables.

56.  FTI has also begun participating (and continues to participate) in weekly meetings with
Sino-Forest for a status update on legal proceedings/actions launched against specific
debtors throughout the CCAA proceedings. FTI has also been participating (and
continues to participate) in weekly meetings with subsidiaries as well as weekly calls

with Jingtian & Gongcheng.

57.  More recently, FTI has taken additional measures in following up on the status of the
outstanding receivables, understanding the nature of collection methods being used and

the impact these methods may have had on reducing the total outstanding balance.
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58.  In the course of FTI’s increased role in assisting with the collection of receivables, FTI
requested J&G to conduct searches of several entities, the results of which can be

summarized as follows;

(a) Searches were conducted against six (6) Als with whom the BVI entities conduct
business for standing timber and who make up approximately $887 million of the
Company’s reported receivables. Based on the search results, three (3) of those

entities, representing $504 million in receivables, have been de-registered.

(b) Searches were conducted against twelve (12) entities with whom the BVI entities
conduct business for BVI trading and who make up approximately $126 million
of the Company’s reported receivables. Based on the search results, six (6) of
those entities, representing $63 million, have been de-registered, one (1) of which

is also included in paragraph (a) above.

59.  Although discussions are ongoing regarding the impact of de-registration and possible
recourse available to Sino-Forest, the receivables position of Sino-Forest appears to be
significantly different from past reported receivables. On July 31, 2012, the Company
issued a press release outlining the discoveries made regarding the de-registration of

these parties. A copy of the press release is attached as Appendix J hereto.

60. By far, the most significant impact of the above has been the de-registration of the Als.
As was set out in the IC Reports as well as the Initial Order Affidavit, there has always
been very little insight into the business of the Als including their books and records,
cash collections and disbursements. Further, based on the IC investigation, it is apparent
that there are on-going issues with respect to many aspects of the business transactions
between Sino-Forest and the Als, including the nature of many of these relationships.
Historically, receivables from Als were not collected as they were used to offset new
standing timber purchases, as described in the description of the BVI model in the Initial
Order Affidavit and the IC Reports.

61.  The Monitor has been informed by King & Wood Mallesons that “de-registration” in the

PRC is effectively the wind-up or termination of such company. In other words, after de-
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registration, the company ceases to exist. However, as of the date of this Report, the
Company and the Monitor are still at the stage of obtaining further legal advice regarding
the de-registration process and possible civil and/or criminal remedies that might be
available to Sino-Forest including pursuit of the shareholders of the Als that have been

de-registered and other related parties.

62. In the event that, in fact, these debts are not honoured, they may be written off by the
Sino-Forest Subsidiaries that they are owed to, which would a typical accounting

practice.

The Thai Redwood Transaction

63.  In March 2011, at the initiation of a former senior employee of Sino-Forest, Sino-Forest
entered into two contracts (which were subsequently amended) for the purchase of
approximately 6,500 tons of Thai Redwood through a PRC distributor (the “Thai
Redwood Transaction”). In connection with the entering into of those contracts, Sino-
Forest paid a deposit of $15 million in April 2011 and a further deposit of $32 million in
December 2011.

64.  Since the commencement of the proceedings, Sino-Forest has made ongoing efforts to
either receive the Thai Redwood or get a return of the deposits. In that regard, numerous
meetings have taken place with various individuals involved in the Thai Redwood

Transaction. FTI has attended some of these meetings.

65. To date, Sino-Forest has not received shipment of the Thai Redwood. Sino-Forest and
FTI have been advised by the supplier that the delay is due to many complicating factors
including the political changes in Thailand and weather conditions, However, the
significant delay has been of great concern to both the Monitor and the Company and, as
a result, Sino-Forest is in ongoing negotiations with its supplier for return of the deposit
or delivery of the wood. As of the date of this report, no resolution has been reached. It
is the Monitor’s view that, at this point, recovery of either the deposits or delivery of the
Thai Redwood is uncertain.
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Management’s Internal December 2011 Financial Statement Impairment Provisions

66. Management of the Company advised the Monitor that it has recorded approximately
$560 million in impairment provisions in respect of its internal 2011 financial statements.
Management is currently working on finalizing the internal financial statements for Q1

2012 and expects to do so over the coming weeks.

67. A majority of the write-offs that pertain to the internal 2011 year-end financial statements
relate to goodwill impairment, trade receivable impairments, fair value impairments of
standing timber and deposits and plantation prepayments made in respect of contractual
commitments. The 2011 provision does not take into account any potential additional
write-offs related to accounts receivable, that may have to be accounted for due to the
recent discovery of the de-registration of Als or other third parties as described above.
Any additional provisions will l_)e recorded in the Q1 2012 internal financial statements.

68,  The Monitor has had a number of discussions with the Company’s management to
understand the rationale and underlying justification for this provision. The Monitor has
also requested back up information and documentation to try to understand the
Company’s decision more thoroughly. To date, the Monitor has reviewed a numbe_r of

documents and makes the following observations:

(@  Approximately 13% of the provision taken relates to trade receivable impairments
and bad debts written off. The impairment provision relates to the fact that the
receivables balances are more than one year old and the Company follows a
policy of providing for receivables that are more than one year past due. There
are a number of customers that may also be suppliers and/or be related to
suppliers and therefore there may be opportunities for set-off that management is

currently looking into;

(b)  Approximately 20% of the provision taken relates to wood log deposits, of which
approximately 30% relate to certain 2011 deposits with the same supplier
discussed above, who is party to the Thai Redwood Transaction, but relating to

separate transactions. The assumptions underlying the impairments are based on
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a lack of activity with counterparties to Sino-Forest’s log supply agreements since
MW,

(c) Approximately 38% of the provision taken appears to be related to Mandra
goodwill and intangibles and write offs of the fair value of timber assets based on

management’s estimate of recovery;

(d)  The remaining provision amounts include certain balances that management has

deemed impaired and/or written off due to existing external circumstances; and

(e) There are a number of explanations that are still outstanding as they relate to
specific questions in the PRC and/or analysis performed by individuals who are

no longer employed by Sino-Forest.

69.  The Monitor continues to hold discussions with management to better understand the
assumptions underlying the write-offs and potential impact on the existing business. The
Monitor continues to review explanations and supporting documentation in both Canada

and Hong Kong.

Disbursements

70.  As set out above, the Letter provided for a new protocol on authorized disbursements.
The Letter specifically provided that no disbursements or new commitments were to be
made over an agreed upon threshold without approval from senior management and

review by FTL

71.  FTI continues to work with Sino-Forest to monitor disbursements and confirm that the
protocol on disbursements is followed. On a weekly basis, FTI reviews a list of proposed
payments by Sino-Forest in excess of a pre-determined threshold. On a monthly basis,
FTI reviews a sample of bank statements to verify that payments in excess of a pre-
determined threshold were made and to verify the ending cash balances. Based on these
controls, with one exception that took place shortly after the Filing Date, the appropriate

protocols on disbursements appear to be followed.
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As of July 20, 2012, Sino-Forest is approximately $91 million ahead of its cash flow, a
significant portion of this relating to a difference in actual versus forecast disbursements.
Further details explaining the variance analysis can be found in the section entitled

“Cumulative Variance Analysis”.

A significant portion of the approximately $91 million is attributable to lower actual

disbursements than forecast in Sino-Panel. The differences are primarily a result of:

(a) approximately $18 million in operating expenses that were lower than forecast

due to lower work levels at manufacturing plants, poor weather conditions; and

(b)  approximately $50 million in outstanding accounts payable payments for
plantation purchases and lease payments that have been delayed (at this point in
time, it is still unknown what portion of the difference is timing versus

permanent),

Cumulative Variance Analysis

74.

The Sino-Forest Subsidiaries’ net cash flows broken down by Sino-Forest’s key
operating lines, together with an explanation of key variances as compared to forecast is
described below. Actual net cash flows are for the period from March 30, 2012 to July
20, 2012.

HK/BVI/Barbados $ aels  asls Q)
Sino-Wood $ 12] % (10} $ (22)
Sino-Panel $ (10)| $ (63)| $ (53)

The key variances in actual receipts and disbursements as compared to forecast are:

(a) Sino-Wood:

@ Sino-Wood received a $5 million bank loan which was not originally

forecast by the Company;
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(ii)  Sino-Wood was supposed to receive an approximate $5 million capital

injection which has been delayed;

(ili)  Expenses related to planted plantations of approximately $5 million were

lower than forecast due to unforeseen weather and timing issues; and

(iv)  General overhead expenses were lower than forecast by approximately $3

million resulting primarily from timing differences.
(b)  Sino-Panel:

(i) Sino-Forest forecast that the Thai Redwood Transaction would be
completed and that approximately $14 million in sales would have
occurred. The Thai Redwood Transaction has been delayed and therefore
the sales have not yet materialized;

(i) Delayed payment to a specific supplier harvesting timber has further
delayed expected revenue of approximately $9 million related to the

timber;

(ili) A majority of the forecast accounts payable have been delayed. A portion
of the positive variance of approximately $50 million may be a permanent

difference, but this has not yet been determined; and

(iv)  Operating expenses were lower than forecast due to lower work levels at
the manufacturing plants than forecast, poor weather and the delayed Thai
Redwood Transaction. A portion of the positive variance of $18 million

may be permanent, but this has not yet been determined.

UPDATE ON SINO-FOREST SUBSIDIARY OPERATIONS

75.  Reference should be made to the IC Reports and the Initial Order Affidavit for an
overview of the different segments of Sino-Forest’s business as well as historic operating

levels.
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Operational Changes

76.  Since the filing, the Monitor is not aware of any new Sino-Forest entities being
incorporated or any major transfers of assets among subsidiaries. Sino-Forest has
continued to employ the vast majority of its employees (other than those personnel
changes that have previous been discussed), the majority of whom work in Sino-Forest’s

manufacturing operations.

77.  Subsequent to the filing, management of the Sino-Panel subsidiaries was replaced after
the April 2012 personnel changes were made. New management of Sino-Panel are in the
process of dealing with on-going operational issues, meeting with agents and negotiating

resolutions to the outstanding legal matters.

Wood Fibre Operations

78. As set out in the Initial Order Affidavit for the year ended December 2010, revenue from
wood fibre operations accounted for approximately 96.4% of Sino-Forest’s reported
revenue. In June 2011, upon the release of the MW Report, wood fibre operations,
effectively halted, with very little purchases or sales in the third or fourth quarter of 2011

and no purchases or sales in 2012.

Other Businesses

79.  The balance of Sino-Forest’s businesses (which are all described in the Initial Order
Affidavit) accounted for approximately 3.6% of Sino-Forest’s reported revenue in 2010.
These businesses were also significantly impacted by the MW Report, and have
continued at diminished levels for the balance of 2011 and the first quarter of 2012.

80. A brief summary of some of those on-going businesses is as follows:

()  Manufacturing and Other Operations. The industrial segment of the subsidiaries
includes manufacturing and industrial operations and employs approximately
2290 employees. Historically, only two of the operations provided positive
financial performance, the remaining industrial operations have historically
incurred financial losses. There has been no significant changes in the operations

of this business segment.
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(b)  Log Trading. The subsidiaries dealing with trading activities are in the process of
being shut down. The only potential forecast incoming supply of logs is related to
the Thai Redwood Transaction, which has been discussed above. The trading
business segment has an inventory of existing logs, which they are in the process

of selling,

Overall Impact

81.  The Monitor continues to be of the view that it is important for these proceedings to be
completed as soon as possible given the events that have taken place and may continue to

take place which have a significantly negative impact on the business,

UPDATE ON TIMBER ASSETS AND VERIFICATION EFFORTS

82.  The Monitor is aware that verification and valuation of the Sino-Forest assets is of
ongoing interest to many participants in the Sino-Forest CCAA proceedings for various
reasons. Indeed, verification and valuation were i1ssues that was addressed by the IC in
its reports. The Final Report provided some information regarding verification work that
was considered. However, the IC observed that even if verification work was able to be
completed, there were still significant hurdles to establishing valuation given the title

issues in the BVI model and the relationship issues regarding many of the Als.

83.  Indufor was engaged by Sino-Forest during the course of the. indepéndent committee
investigation to perform an area verification of the forestry estate of Sino-Forest,
However, for the reasons set out above as well as the time consuming nature of
verification, very little or no verification was completed prior to the issuance of the Final

Report.

84,  Indufor, under the supervision of Stewart Murray and the Company, has continued to
work on verification post-filing. The area verification process is a two stage process that
is being undertaken in the PRC. The process involves incrementally confirming the
geographic location of each compartment, followed by a verification of each
compartment’s area of stocked forest cover using an independent source of satellite

imagery.
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85. The Monitor has been advised that the area verification exercise currently being
undertaken by Indufor is a lengthy process and requires the dedication of long term

resources. The work Indufor is undertaking includes the following:

(a) Registering and digitizing maps;

(b)  The use of Satellite imagery and image pre-processing routines;
(c) Atmospheric Correction;

(d)  Vegetation classification;

(e) Map uplift, digitization and satellite imagery process (a time-consuming process
that is necessary to ensure compliance with restrictions that apply to the
distribution of PRC maps); and

3] Area verification.

86.  To date, Indufor has completed six (6) verification reports confirming the compartment
locations of 63,956 hectares of the Sino-Forest estate to date. The confirmation involves
geo-referencing and digital mapping of the compartments and represents approximately
8% of total Sino-Forest reported net stocked area of 808,685 hectares as at the end of
December 31, 2011. Analysis and findings of these reports are limited-solely to the area
that has been verified. No extrapolations of findings to the wider Sino-Forest estate are
possible or implied.

87.  The Monitor is not yet clear as to whether the Indufor work will ultimately be timely or
helpful in resolving the questions concerning the value of Sino-Forest’s business. The
Monitor understands that this type of work is extremely time consuming and that, in

order to complete any meaningful amount of verification could take years, at a minimum.

88.  As set out in previous documents including the IC Reports and the Initial Order Affidavit,
asset verification to any degree of certainty may be difficult in this situation given many
factors including, the nature of the assets, geographical impediments, political

impediments and financial resources available. The verification exercise is a lengthy
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process and likely to take years to verify any significant percentage of the Sino-Forest
estate.

The Monitor also notes that even if Indufor is able to verify even a portion of the assets,
further work will need to be done to verify the underlying documents and assumptions
used by Indufor. Lastly, as discussed above, verification does not establish title or deal
with the relationships with the Als (or address the issues arising from the de-registration
of Als).
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Dated this 10" day of August, 2012.

ing Canada Inc.
fivias Monitor of

brporation, and not in its personal capacity

Greg Watson
Senior Managing Director
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PRE-FILING REPORT OF THE PROPOSED MONITOR

March 30, 2012

ﬁ T I-
CONSULIEING



Court File No.

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
SINO-FOREST CORPORATION

PRE-FILING REPORT TO THE COURT
SUBMITTED BY FTI CONSULTING CANADA INC,,
IN ITS CAPACITY AS PROPOSED MONITOR

INTRODUCTION

1.

FTI Consulting Canada Inc. (“FTI Canada” or the “Proposed Monitor™) has

been informed that Sino-Forest Corporation (the “Company”) intends to make an

application under the Companies’ Creditors Arrangement Act, R.S.C. 1985, c. C- |
36, as amended (the “CCAA”) and to seek an initial order (the “Initial Order”)

from the Ontario Superior Court of Justice (Commercial List) (the “Court”),
granting, infer alia, a stay of proceedings against the Company until April 29,
2012, (the “Stay Period”) and appointing FTI Canada as monitor of the
Company’s CCAA Proceedings (defined below). The proceedings commenced by
the Company under the CCAA, if granted, will be referred to herein as the

“CCAA Proceedings”.

2. FTI Canada is a trustee within the meaning of section 2 of the Barkruptcy and
Insolvency Act, R.S.C. 1985, c. B-3, as amended, and is not subject to any of the
restrictions on who may be appointed as monitor set out in section 11.7(2) of the
CCAA. FTI Canada has provided its consent to act as Monitor.

F I

COMSULTING

1242



1243

-2

Engagement of FTI Consulting and Preparation of this Report

3. FTI was originally retained through its Hong Kong office, FT1 Consulting (Hong
Kong) Limited (“FTI HK” and together with FTT Canada, “FTI Consulting”) in
October 2011. The purpose of FTI HK’s retainer was primarily in connection
with the work being done to determine whether the Q3 Results (defined below)
could be issued. The scope of FTI HK s retention was expanded in January 2012.
The expanded role of FTI HK included assisting management in the review and
preparation of detailed cash flow forecasts and analysis of outstanding
receivables, including collection options. FTI Canada has been formally retained
since March 12, 2012. FTT HK and FTI Canada have worked together in advising
the Company and in the preparation of this report.

4. Since its engagement, FTT Consulting has worked with the Company and its

advisors extensively. Among other things, FTI Consulting has:

(a) Attended in-person meetings involving Houlihan (defined below), senior
management including the chief executive officer, chief financial officer
and Allen Chan (Sino-Forest’s founder and chief executive officer up to
August 2011) and others in order to gain information regarding Sino- -

Forest and its situation;

(b)  Attended in-person and telephone meetings with other stakeholders
including the Ad Hoc Noteholders (defined below), the Board (defined

below) and others;

(¢)  Engaged legal counsel in Canada who has also participated in certain of

these meetings;

(d) Had a local team review certain Sino-Forest documents and engage in
discussions with Sino-Forest in both Hong Kong and the PRC (defined

below);

(e) Met with Sino-Forest finance personnel located in Canada, Hong Kong
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and the PRC;

)] Obtained financial and other information produced by Sino-Forest relating

to its operations, its cash flow forecasts and current financial situation;
(2) Reviewed redacted versions of the IC Reports (defined below);
(h)  Reviewed certain of the books and records of the Company;

(1) Reviewed the Note Indentures (defined below) and related guarantee and

security documents; and

G) Reviewed various other documents and materials relevant to the Company

and its business,

As a result of these efforts, FTI Consulting has become familiar with the
Company’s current state of affairs including the basis on which it is now seeking

CCAA protection, and approval of the Sale Process (defined below).

Although this Report has been prepared in anticipation of FTI Canada’s

appointment as monitor of the Company, it has been prepared with the same duty -

and care and with the same level of diligence as though FTI Canada had already

been appointed to such role.

In preparing this report, the Proposed Monitor has relied upon unaudited financial
information of the Company, the Company’s books and records, certain financial
information prepared by the Company, the IC Reports (defined below) and
discussions with the Company’s management. Other than as described in
paragraph 4 above, the Proposed Monitor has not audited, reviewed or otherwise
attempted to verify the accuracy or completeness of the information. Accordingly,
the Proposed Monitor expresses no opinion or other form of assurance on the
information contained in this Report or relied on in its preparation. Future
oriented financial information reported or relied on in preparing this Report is
based on management’s assumptions regarding future events; actual results may

vary from forecast and such variations may be material.

I.
ING
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Purpose of this Report

8. The purpose of this report is to:

(2)

(b)

IR
CONSULIING

Inform the Court on the following:
(i) an overview of the Company and its current situation;

(i) an outline of the Proposed Monitor’s understanding of
circumstances that have led to the Company’s current request for

relief;

(iii)  the proposed restructuring activities of the Company including the

Support Agreement (defined below);

(iv)  the Sale Process to be undertaken for the business and assets of the

Sino-Forest Companies (defined below),

(v)  the Company’s March 29 Forecast (defined below); and

Support the Company’s application and recommend that the Court grant -
the proposed Initial Order and Sale Process Order including the following -

relief:
() a stay of proceedings to April 29, 2012;
(i)  approval of certain payments during the CCAA Proceedings;

(ili) approval of a charge securing the fees and expenses of the
Monitor, its counsel and counsel to the Company, counsel to the
Board (defined below), Houlihan, FTT HK, counsel to the Ad Hoc
Noteholders (defined below) and the financial advisor to the Ad
Hoc Noteholders in the aggregate amount of CAD$15 miilion (the
“Administration Charge”);

(iv) approval of a charge securing an indemnity in favour of the
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directors and officers of the Company in the aggregate amount of
CADS$3.2 million (the “Directors’ Charge™);

(v)  approval of the engagement of Houlihan Lokey Capital, Inc.
(“Houlihan™), pursuant to an engagement letter dated as of
December 22, 2011, (the “Financial Advisor Agreement”);

(vi)  approval of the Sale Process (defined below); and

(vii) authorizing and directing the Company and the Proposed Monitor
to engage in cerfain procedures to hotify the Company’s
noteholders regarding certain issues related to the Support
Agreement (defined below).

Unless otherwise stated, all monetary amounts contained herein are expressed in
US Dollars.

The terms *Sino-Forest Companies” and “Sino-Forest” refer to the global
enterprise as a whole but do not include references to the Greenheart Group
(defined below).

This report focuses on the Company’s current situation and immediate need for
court protection. This report should be read in conjunction with the affidavit of
W, Judson Martin, vice-chairman and chief executive officer of the Company,
sworn March 30, 2012 (the “Martin Affidavit”) which provides an overview as
to Sino-Forest’s history, business and operations and is therefore not repeated

herein.

BACKGROUND

Overview of Sino-Forest

12.

Sino-Forest conducts business as a forest plantation operator in the People’s
Republic of China (“PRC”). Its principal businesses include ownershi;i and

management of forest plantation trees, the sale of standing timber and wood logs
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and complementary manufacturing of downstream engineered-wood products.

The Company is a public holding company whose common shares are listed on
the Toronto Stock Exchange (“TSX”). Prior fo August 26, 2011 (the date of the
Cease Trade Order, defined below), the Company had 246,095,926 common
shares issued and outstanding and trading under the trading symbol “TRE” on the
TSX.

On June 2, 2011, Muddy Waters, LLC (“MW™), which held a short position on
the Company’s shares, issued a report (the “MW Report”) alleging, among other
things, that Sino-Forest is a “ponzi-scheme” and a “near total fraud”. The MW
Report was issued publicly and immediately caught the attention of the media on

a world-wide basis.

Since the issuance of the MW Report, the Company has devoted extensive time
and resources to investigate and address the allegations in the MW Report as well
as responding to additional inquiries from, among others, the Ontario Securities
Commission (the “OSC”), the Royal Canadian Mounted Police (“RCMP”) and
the Hong Kong Securities and Futures Commission (“HKSFC”).

To carry out this work, on June 2, 2011, the Company’s board of directors (the
“Board™) appointed a three (3) person independent committee (the “IC™) to
investigate the allegations contained in the MW Report. The IC retained three (3)
law firms in Canada, Hong Kong and the PRC as well as financial advisors to

assist in the IC investigation,

The IC ultimately issued three (3) reports on August 10, 2011, November 13,
2011 and January 31, 2012 (the “First Interim Report” the “Second Report”
and the “Final Report” and collectively, the “IC Reports™). The IC was able to
reach many conclusions addressing many of the allegations contained in the MW
Report. However, the IC was unable to make certain conclusions, particularly as it
related to certain of Sino-Forest’s relationships with third party intermediaries and

suppliers. The inability of the IC (and others) to have conclusively resolved those

COHSULTING
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issues has had an ongoing impact on the Company, namely the ability of the
Company to issue its Q3 Results and the 2011 Financial Statements (both defined
below).

With the issuance of its Final Report, the IC concluded its active investigation.
However, the Board established a Special Restructuring Committee of the Board
comprised exclusively of directors independent of management of the Company
for the purpose of supervising, analyzing and managing strategic options available

to the Company.

Despite the work that was done by the IC, the IC’s advisors, the Company
(including senior management) and others in the last nine months, it is apparent to
the Proposed Monitor that the MW Report, the subsequent litigation and
regulatory investigations and other issues continue to have a significant negative
impact on the Company and have threatened the long term viability of Sino-
Forest’s operations. For the reasons discussed below, the Proposed Monitor is of

the view that the events and occurrences over the last nine months have led the

Company and the business into a stalemate that cannot be resolved without a

Court supervised solution.

Current State of Sino-Forest

20.

The Proposed Monitor understands that the current state of the Sino-Forest

Companies is effectively as follows:
(a)  Business impact:

(1 The ability of Sino-Forest to access new offshore capital injections
for expansion has dried up and PRC funding has been substantially
curtailed given the uncertainty around the Company;

(ii)  The Proposed Monitor understands that operations in the trading
and standing timber business outside the PRC and the standing
timber business in the WFQEs are effectively frozen, the trading

COHNSULIING
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business has stopped importing (other than the existing Thai
Redwood transaction which is ongoing) and manufacturing is

operating at lower levels than normal;

Many customers have ceased paying their receivables despite

concentrated efforts by Sino-Forest to collect on outstanding

balances, which, the Proposed Monitor understands includes SFC’s

counsel in the PRC sending legal demand letters to 12 BVI trading
companies for accounts receivable totalling approximately $126
million and 5 WFOE companies totalling approximately RMB
224.5 million;

Sino-Forest has had to reserve millions of dollars to pay suppliers
for outstanding debts, in order to avoid litigation or further hostile
situations from its suppliers and landlords/farmers (which the
Proposed Monitor understands has historically involved threats of

violence and occupation of Sino-Forest offices in Hunan);

The Company has been unable to release its financial results for
the nine-month period ended September 30, 2011 (the “Q3

Results™) and for reasons discussed below, is unlikely to be in a

position to release such statements in the near term, if ever,

The Company has been unable to release its 2011 audited financial
statements for the year ended December 31, 2011 (“2011
Financial Statements”) and for reasons discussed below, is
unlikely to be in a position to release such statements in the near

term, if ever;

Financial situation:

M

As of March 23, 2012, the Company has approximately $70.5

million in cash;
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The ability to repatriate funds from the PRC into off shore (i.e.
non-PRC) companies is limited by many factors including the
historic “BVI” corporate structure, state administration of foreign
exchange (“SAFE”) regulations and other currency control issues
(which are discussed extensively in the Martin Affidavit);

The Company has limited prospects of being able to raise further
capital or debt in the near future;

Sino-Forest has not been able to secure or renew certain existing
onshore banking facilities, has been unable to obtain offshore
letters of credit to facilitate Sino-Forest’s trading business, and all
offshore banking facilities have been repaid and frozen, or

cancelled;

Sino-Forest’s operating subsidiaries have lost access to capital
injections, local bank financing and intercompany funding for

expansion opportunities due to the Company’s financial situation;

Due to the business constraints above, Sino-Forest’s operations are

now operating on a significant burn as they are being pressured to
continue to honour payables while collecting minimal receivables

and failing to generate significant new sales;

Legal and Regulatory Proceedings:

®

(in

(iii)

Sino-Forest continues to divert significant resources to address the
ongoing regulatory and criminal investigations by the OSC and the
RCMP as well as inquiries from the HKSFC;

Numerous class actions have been commenced in Canada and the
US and more are threatened;

The OSC has issued a Cease Trade Order in respect of the

Company’s shares, which is ongoing;
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Default under the Note Indentures:

ty

(i)

(iif)

(iv)

As a result of the Company’s failure to issue its Q3 Results, the
Company is in default (the “Financial Reporting Covenant
Default™) under its four (4) series of issued notes (the “Notes™)
and is unlikely to be in a position to cure such default in the near

term, if ever,

On January 12, 2012, the Company announced that holders of a
majority of its 2014 Senior Notes and 2017 Senior Notes (who had
issued default notices under their respective note indentures) had
agreed to waive (the ‘“Waiver Agreements”) the Financial
Reporting Covenant Default on certain terms and conditions

(discussed below) including a covenant to make certain interest

payments;

The Waiver Agreements terminate on the earlier of April 30, 2012
and any earlier termination of the Waiver Agreements in

accordance with their terms;

The failure to deliver the 2011 Financial Statements by March 31,
2011 will constitute a further default under the Note Indentures
(subject to a 30 day cure period);

Failure to Produce Q3 Resulté and 2011 Audited Statements

M

(i)

As set out in the IC’s Second Report, subsequent to August 26,
2011, a number of documents came to the IC’s attention that

required further investigation and review;

On or before November 15, 2011, the deadline for the release of
the Q3 Results, the Board’s audit committee recommended and the
Board agreed that the Company should defer the release of the Q3

Results until certain issues could be resolved to the satisfaction of
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the Board and the Company’s external auditor;

(iii)  The issues included (A) determining the nature and scope of the
relationships between Sino-Forest and certain of its Als (defined
below) and suppliers, as discussed in the Second Report, and (B)
the satisfactory explanation and resolution of issues raised by
certain documents identified by the IC's advisors, the Company’s
counsel, the Company’s auditors, and/or by OSC staff;

(iv)  Although the Company (and the IC) continued to work to resolve
these issues, the allegations set out in the MW Report and raised
by the OSC, the Company subsequently announced that there was
no assurance that it would be able to release the Q3 Results, or, if

able, as to when such release would occur;

(v)  Those same issues outlined above remain gating items to the

Company’s ability to release 2011 Audited Financial Statements;
® Political Factors:

(i) Sino-Forest requires ongoing support from all levels of the PRC
government to operate its business in a manner that will be

profitable;

(i)  To date, the PRC government has been supportive, but has recently
expressed concern regarding the ongoing distress of the business
and has indicated that it expects the Company to propose a viable

solution in the near future; and

(iii)  Loss of support from the PRC government would likely be fatal to
any chance of success in restructuring the Company in a way that

maximizes value for the Company’s stakeholders.

21.  In summary, Sino-Forest’s state of affairs is such that it cannot maintain a status

quo for much longer.

ﬁ F T ]‘
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CIRCUMSTANCES OF THE CCAA APPLICATION

22,

23.

The Martin Affidavit provides a detailed outline of Sino-Forest’s corporate
structure, business, reported assets and financial information. The Martin
Affidavit also provides a detailed chronology of the Company and its actions
since the issuance of the MW Report in June 2011 including the formation of the
IC, the issuance and conclusions set out in the IC Reports, the Class Actions, the
0SC, RCMP and HKSFC investigations and the defaults under the Notes.

This Report does not propose to repeat those details.  Instead, the Proposed
Monitor has focused on the following areas, which it believes are relevant for
understanding the basis on which it is recommending the granting of the Initial
Order and the approval of the Sale Process at this time:

(a)  Sino-Forest’s historical method of doing business and certain of the legal

issues that are embedded within that structure;
(b)  the role of the PRC government and the forestry industry in the PRC; and

{c) Sino-Forest’s current options.

The Company’s history

24,

Sino-Forest operates through two different corporate models — the “BVI” model
and the “WFOE” model. It is significant to understand the corporate models used
by Sino-Forest in its operations because of the corresponding issues associated

with repatriating value offshore from each of those various entities.

BVI Forestry Holding Companies (“BVIs”)

25.

Until 2004, Sino-Forest used the BVI model exclusively to invest in timber rights
in the PRC. The Proposed Monitor understands that the BVI model essentially
involves the use of a British Virgin Island company to invest in timber rights in
the PRC. Due to the restrictions on foreign companies under PRC law which do

not permit foreign companies to conduct business in the PRC without business
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licenses granted by competent government authorities, BVIs must carry on their
sale activities through authorized intermediaries (“Als”) onshore. Further, BVIs
are not permitted to have bank accounts in the PRC. It is the Als who enter into
the direct contracts for the sale of standing timber with end customers. Als are
also responsible for remitting taxes arising from sales to the relevant PRC tax
authorities. Once money is in the BVI system, it has never been repatriated off
shore and any profit has always been re-invested in further plantation timber
rights. The only exception to that are in the small instances where Sino-Forest

has tested its on-shoring strategy (discussed in further detail below).

The BVI model was the model used by Sino-Forest when it started operations in
1994 due to the restrictions on foreign business operations in the PRC. Over the
years, the BVI model was therefore used to purchase significant amounts of Sino-
Forest’s reported timber holdings (approximately 60% of its reported timber
holdings). From an investor/creditor perspective, the model is problematic for a

number of reasons including:

(a)  BVIs are restricted from carrying on business directly in the PRC — as

such, many of the title verification issues that were contained in the MW

Report and arose during the IC investigation were due to the fact that
when BVIs purchase timber, they are only purchasing the timber rights
and not any underlying land use rights (which interests are capable of
being registered in most parts of the PRC);

(b)  BVIs must sell through the Als. This has resulted in a certain lack of-

transparency in a number of issues that were the focus of the MW Report
and the IC investigation — including the relationships between the Als and
certain of the suppliers, an inability to see into the books and records of
the Als to verify booked sales, and the extent to which the Als had, in fact,

remitted applicable taxes to relevant tax authorities; and

(c) The Proposed Monitor understands that for various reasons, but primarily

related to the SAFE regulations, there is no way for a BVI to efficiently
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repatriate cash off shore without giving rise to significant negative tax
consequences - as such, since the businesses’ inception, all profit has

simply been further re-invested in the BVI model in new trees.

In 2004, the Ministry of Commerce for the PRC began allowing wholly foreign

owned enterprises (“WFOEs") to conduct business in the trading of timber on
shore in the PRC. Post 2004, almost all of Sino-Forest’s new capital invested in
timber assets has been employed through the WFOE model. The Proposed

Monitor understands that the WFOE model is preferable for several reasons

including:

(a)

(b)

(©

@

WFOQEs can conduct business on shore in the PRC and as such, they do
not need to use the Al model. They can (and do) transact directly with

customers,

Financial information as to the WFOE holdings on Sino-Forest’s books

and records is more readily verifiable and therefore more transparent in

nature,

WEFOEs can acquire land use rights through pre-paid long term leases.
The ability of WFQOEs to invest in land use rights is advantageous because
(i) for the most part, it appears that these rights can be registered and are
therefore more easily verifiable; (ii) the WFOE can finance its business
against its land nghts; and (iii) it is viewed favourably by the PRC because
it is evidence of Sino-Forest’s long term intentions within the forestry
industry in the PRC; and

WFOEs are preferable from a foreign investor perspective because there is
an identifiable process for the repatriation of funds off-shore to the foreign

investor parent,

As of December 31, 2010, approximately 40% of Sino-Forest’s reported timber
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holdings were held through the WFOE structure.

On-shoring

29.

As part of its long term strategy, the Company has been considering options to
transition its BVI assets into WFOE assets. This process is referred to as “on-
shoring”. The Proposed Monitor understands there is no single standard protocol
for on-shoring Sino-Forest's assets and that Sino-Forest is looking into various
alternative methods of migrating the ownership of the BVI assets. At its root, on-
shoring requires the creation of a new WFOE that is capitalized to receive timber
rights from the BVIs and at the same time, acquire the accompanying underlying
land use rights. The Proposed Monitor understands that the precise methods for
successfully on-shoring varies on a county to county basis and requires extensive
negotiations with various stakeholders including potentially the land owners and

tax authorities. It could also involve the cooperation of suppliers and Als.

30. The Proposed Monitor understands there are no assurances that on-shoring will be

successful on a large scale basis and that, even if the Company is successful in on-

shoring certain of its assets, that does not necessarily mean it will be successful in -

other regions. However, the Company has indicated that it believes there are -

incentives for parties to cooperate with an on-shoring process as it generally
involves the promotion of business in more rural areas, the ongoing employment
of individuals in those regions and cash injections to the land owners on the pre-

paid leases.

The Role of the PRC Government

31.

Based on the conversations that the Proposed Monitor has had with members of
senior management of the Company and various of its advisors, the Proposed
Monitor understands that the PRC government has and will continue to play a key

role in any successful restructuring.

The forestry industry in the PRC is subject to The Forestry Law which provides

for a limited system pursuant to which verification as to legal ownership of timber
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or land may be obtained. The Monitor has also been advised that it is not clear
that the Forestry Law has been fully implemented on a nation-wide basis such
that, in some instances, no verification from regional forestry bureaus may be

available.

33,  The Company has advised that the PRC has taken numerous steps in the last years
to promote the timber plantation industry including opportunities for foreign
investment. It is also apparent that navigating timber operations within the PRC
has obvious political and state related implications due to the role of the Chinese
government in business operations in China generally, the geographic location of
many of the plantations, the reliance upon provincial and other registries for asset
verification, and the uncertainty surrounding certain taxation and other laws in the
PRC that could have significant implications on Sino-Forest’s business structure

and/or ability to expand.

34,  Further, it is clear that in many instances, there is an emphasis put on “business
relationships” among parties that is paramount to any contractual or legal
relationship that may have been entered into by the parties. These relationships
are relied upon for the conduct of business in this industry in the PRC. In the |
course of its investigation, the IC reported that it was apparent that integral to |

Sino-Forest’s business model was its relationships with business partners.

35.  The Company has advised the Proposed Monitor that it believes that the PRC has
been and will continue to be supportive of Sino-Forest as an ongoing business.
Sino-Forest is the largest private forestry operator in the PRC and it has complied
with and promoted PRC policy in terms of growth and efficiency in the natural
resource sector over its 18 years of business. All of these factors have resulted in
Sino-Forest having a positive and encouraging relationship with the PRC
government. Consequently, the PRC government has, by and large, been
facilitative of Sino-Forest’s business. Ongoing support will be required if this
restructuring process is to be successful. Maintaining relations with the PRC
government both nationally and locally will also be crucial to Sino-Forest’s on-

shoring strategy.

ﬁ CONSULIING



1258

-17-

36.  Through extensive discussions that the Proposed Monitor has had with the
Company and various advisors to the Company, it has become apparent that much
of Sino-Forest’s historical success has been due to the leadership of Allen Chan.
Although Mr, Chan resigned as CEQ and chairman after the issuance of the MW
Report, Mr. Chan has remained involved in Sino-Forest and, in particular, plays a
key role in maintaining and building on existing PRC relations. The Martin
Affidavit also contains further detail as to the importance of Mr. Chan in any

restructuring.

37. It is equally clear to the Proposed Monitor that the PRC government has the
ability to be a significant impediment to solutions that it does not view as
favourable or in furtherance of PRC policy. The Company and Houlihan have
both expressed the view that if attempts were made to break up the company, that
could be viewed as being contrary to the general direction of, and have a
significant impact on, the PRC’s natural resource growth policies and would
likely be viewed negatively by the PRC government. Further, the PRC
government is cognizant of the location of many of the Sino-Forest plantations
and their proximity to state run facilities and has expressed concern to the .
Company as to how these issues will be addressed going forward if ownership is

to change hands.
The Company’s Options

38.  The Proposed Monitor is aware that the Company, in consultation with its various
advisors, has considered many alternatives to solve both the Company’s current
problems as well as to provide longer term solutions to the issues inherent in the
BVI structure. For various reasons, the options of maintaining the status quo or
attempting to liquidate the assets (i.e. timber) are not feasible options
notwithstanding the guarantees and pledges that may have given the noteholders
certain rights to do so. Some of the issues that would prohibit status quo or

liquidation are as follows:

(a)  Status quo — as set out above and in the Martin Affidavit, the MW Report

W £.5.0
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and subsequent events have left the Sino-Forest business paralyzed and
unable to continue. Sources of outside funding for expansion have dried
up, sales have been halted while the business continues to burn money
necessary to its operations. Further, the Company has advised that based
on mectings between members of senior management and the PRC, the
PRC is not content to allow Sino-Forest’s current situation to continue
indefinitely and has insisted that a path forward for Sino-Forest be

proposed;

(b}  Liquidation — It is not clear to the Proposed Monitor that a liquidation
could even be achieved in this circumstance. However, even if it could be,
liquidating the timber assets within the PRC is unlikely to achieve any
desired result. As set out above, given the historical structural issues
inherent within the BVI structure, it is doubtful that any proceeds of a

liquidation could be moved off shore successfully.

The Proposed Monitor is aware that the Company and its advisors have engaged

in extensive conversations and negotiations with an ad hoc committee of

noteholders (the “Ad Hoc Noteholders”) for the past several months as to the

various options available to Sino-Forest as well as the noteholders.

The Proposed Monitor understands that these extensive arm’s length negotiations
involved email, telephonic and in-person mectings between the various parties
and have included, at different times, the Company’s senior management
(including Mr, Martin, the Company’s chief financial officer, Mr. David Horsley
and Mr. Chan), Houlihan, the Company’s legal advisors, certain of the Ad Hoc
Noteholders themselves and their legal and financial advisors. During the course
of these meetings, the parties have explored the options available to both the

Company and the noteholders including the liquidation option.

THE SUPPORT AGREEMENT AND PROPOSED RESTRUCTURING

41.

Following extensive arm’s length negotiations, the Company and the Ad Hoc
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Noteholders have reached agreement on the terms of a support agreement (the
“Support Agreement”). The Proposed Support Agreement has been executed by
holders of the Notes holding approximately 40% of the Notes. The Support
Agreement contemplates (and provides incentive for) additional noteholders
becoming party to the Support Agreement by way of Joinder Agreement. As set
out below, it is contemplated that the Proposed Monitor will post a copy of the
Support Agreement on its website. The material terms of the Support Agreement
are set out in the Martin Affidavit.

The Proposed Monitor has reviewed the terms of the Support Agreement. The
Proposed Monitor believes that the terms of the Support Agreement are
reasonable in the circumstances. In reaching that conclusion, the Proposed
Monitor first considered the fact that Sino-Forest’s situation is not that of a typical
debtor. The Company’s options in terms of realizing value on its assets are
limited given not only the legal impediments, but also the nature and location of
the physical assets. Further, other considerations included the following:

(a)  Neither maintaining the status quo nor liquidation are realistic options;

(b)  The debt outstanding under the Indentures constitutes an overwhelming
majority of the Company’s overall debt;

(c) The Support Agreement proposes a solution through the use of a CCAA

plan that provides for, among other things:

() a structured solution pursuant to which the business operations will
be liberated from the existing legal challenges facing the Company
(namely the extensive litigation and contingent claims) and put
into a new structure which will ultimately be able to work to fix

the structural issues in Sino-Forest’s business;

(ii)  participation rights for certain junior constituents whose claims
rank behind the noteholders;
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(iii)  a framework for the litigation and/or resolution of the claims faced
by the Company;

(d) As discussed below, there are significant challenges to finding another

buyer of the business;

(&)  Notwithstanding those challenges, the Support Agreement contemplates a
Sale Process (defined and discussed below) to determine whether a higher

or better option is available; and
® As discussed above, neither maintaining the status quo nor liquidation are

desirable or possibly viable options.

THE PROPOSED SALE PROCESS

Sale Process Terms

43,  As contemplated under the Support Agreement, the Company is also seeking

approval of certain sale process procedures (the “Sale Process™) and related

relief. If approved, the Company, in consultation with the Proposed Monitor and -

Houlihan, will immediately commence a marketing process for the Sino-Forest -

business.

44,  The material terms of the Sale Process are set out in the Martin Affidavit. The
Proposed Monitor has been consulted in the development of the proposed Sale

Process terms and believes they are reasonable in the circumnstances.

45.  The Company, the Proposed Monitor, Houlihan, and advisors to the Ad Hoc
Noteholders have had extensive discussions as to the appropriate time frame in
which the business may be marketed. The Proposed Monitor believes that it is
appropriate for the Company to seek approval of the Sale Process as part of its

initial application based on the following factors:

{a)  As set out above, the growth of the forestry business and the trading

business has effectively come to a halt and are rapidly burning cash;

TR
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(b}  The Sino-Forest business is extremely complicated — for any buyer, there
will be significant legal, tax, regulatory, political and cultural

considerations that will need to be addressed,

(c) Given the extensive negative publicity that has surrounded the business,
buyers will likely require extensive due diligence and that may include not
just document review, but meetings in HK as well as the PRC, site visits

and other time intensive exercises;

(d) Timber is a seasonal business with the majority of sales taking place in Q3
and Q4 of each year — if a transaction is not completed before the end of
Q3 of this year, that will effectively result in a further year with few or no

sales; and

(¢)  The Company needs to be able to demonstrate to the PRC government, in
the near future, that it has a clear path forward, absent which it risks losing

its support.

The proposed Sale Process is intended to be a market test of the terms of the
proposed restructuring set out in the Support Agreement, However, given the size
of the business and the issues surrounding the business, both Houlihan and the
Company have indicated that there is likely to be a limited landscaﬁe of potential
buyers. The Proposed Monitor agrees that this may be the case but nonetheless
believes that it is important as part of the CCAA Proceedings that the Sale Process

be commenced to determine what other interest may exist.

Given the urgency described above, the Proposed Monitor is aware that Houlihan
has already commenced certain efforts in respect of the proposed Sale Process.
Given the circumstances of this situation, the Proposed Monitor is of the view that

such actions by Houlihan have been prudent.

Retention of Houlihan

48.

In anticipation of a potential filing and Sale Process, the Company retained



49.

50.
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Houlihan pursuant to the terms of the Financial Advisor Agreement. The terms of
the Financial Advisor Agreement, including the proposed fee structure, are set out
in the Martin Affidavit. The Proposed Monitor is aware that the Company
considered at least three (3) other candidates, all of whom are well-known

international investment banks, prior to retaining Houlihan,

The Proposed Monitor understands that the Board’s decision to retain Houlihan
was based on Houlihan’s experience in debt restructurings including working with
noteholders as well as its extensive presence in North American and Asian

markets.

The Proposed Monitor has reviewed the terms of the Financial Advisor
Agreement. The Proposed Monitor believes that, in the circumstances, it is
reasonable for the Company to have retained Houlihan and negotiated the terms
contained in the Financial Advisor Agreement. Accordingly, the Proposed

Monitor recommends the approval of the Financial Advisor Agreement.

THE COMPANY’S CASH FLOW FORECAST

Cash Flow Projections

51.

The Company, with the assistance of the Proposed Monitor, has prepared
consolidated 13-week cash flow projections of its receipts and disbursements (the
“March 29 Forecast”). The March 29 Forecast, together with the management’s
report on the cash-flow statement as required by section 10(2Xb} of the CCAA, is
attached hereto as Appendix A. The March 29 Forecast shows a negative net cash
flow of approximately $19.3 million in the period March 31 to June 29, 2012, and

is summarized below:

1263



-23-
$000 CAD

Cash inflow

Interest Income § 412
Total cash inflows $ 412
Cash outflow

Payroll and Benefits $ 181

Board & Committee Fees 3 253

Travel $ 315

Rent,Communication & Ultilities $ 60

Taxes & Other $ 195
Total cash outflows $ 1,004
Net Operating Cashflow $ (591)
Restructuring Costs

Professional Fees 3 18,730
Total Restructuring Costs $ 18,730
[INet Cash Flow $  (19,321)
Opening Cash Balance $ 67,846
iNet Cash Balance $  (19,321)
Ending Cash Balance § 48,525

52. It is anticipated that the Company’s projected liquidity requirements throughout

the CCAA Proceedings will be met by existing cash available to the Company.
Proposed Monitor’s Report on the Reasonableness of the Cash Flow Projections
53.  Section 23(1){(b) of the CCAA states that the Proposed Monitor shall:

“review the company’s cash-flow statement as to its
reasonableness and file a report with the court on the

Proposed Monitor’s findings;"”

54.  Pursuant to section 23(1)(b) of the CCAA and in accordance with the Canadian
Association of Insolvency and Restructuring Professionals Standard of Practice
09-1 (“CAIRP SOP 09-1”), the Proposed Monitor hereby reports as follows:

(a) The March 29 Forecast has been prepared by the management of the
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Applicant for the purpose described in Note 1, using the Probable and
Hypothetical Assumptions set out in Notes 2 to 6;

The Proposed Monitor’s review consisted of inquiries, analytical
procedures and discussion related to information supplied by certain of the
management and employees of the Company. Since Hypothetical
Assumptions need not be supported, the Proposed Monitor’s procedures
with respect to them were limited to evaluating whether they were
consistent with the purpose of the March 29 Forecast. The Proposed
Monitor has also reviewed the support provided by management of the
Company for the Probable Assumptions, and the preparation and

presentation of the Cash-Flow Statement;

Based on its review, nothing has come to the attention of the Proposed

Monitor that causes it to believe that, in all material respects:

(i) the Hypothetical Assumptions are not consistent with the purpose
of the March 29 Forecast;

(i)  as at the date of this report, the Probable Assumptions developed
by management are not suitably supported and consistent with the
plans of the Company or do not provide a reasonable basis for the

March 29 Forecast, given the Hypothetical Assumptions; or

(iii)  the March 29 Forecast does not reflect the Probable and
Hypothetical Assumptions;

Since the March 29 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 Proposed Monitor expresses no assurance as to whether
the March 29 Forecast will be achieved. The Proposed Monitor expresses
no opinion or other form of assurance with respect to the accuracy of any

financial information presented in this report, or relied upon by the
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Proposed Monitor in preparing this report; and

(e)  The March 29 Forecast has been prepared solely for the purpose described
in Note 1 on the face of the March 29 Forecast and readers are cautioned

that it may not be appropriate for other purposes.

RELIEF SOUGHT

The Stay of Proceedings

55.

For the reasons set out herein, the Company requires a stay of proceedings while
it carries out its proposed restructuring activities. The Monitor believes that the

initial 30-day request is fair and reasonable in the circumstances.

Payments During the CCAA Proceedings

56.

The Company intends to make certain ordinary course payments during the
course of the CCAA Proceedings in accordance with and as set out in the March
29 Forecast. The Monitor believes this course of action is fair and reasonable in

the circumstances.

Administration Charge

57.

58.

The Company is seeking an Administration Charge in the amount of CAD$15
million with priority over all encumbrances against the Company’s assets other
than the Company’s assets which are subject to Personal Property Security Act
registrations (the “Encumbered Property”™). Based on personal property registry
searches that were conducted by the Proposed Monitor’s counsel as of March 28,
2012, other than the Indenture Trustees under the Notes who have security in
respect of the pledged shares of the Company’s subsidiaries there was only one

registration that appeared on its face to be with respect to specific equipment.

The beneficiaries of the Administration Charge if granted would be the Proposed
Monitor, the Proposed Monitor’s counsel, counsel to the Board, FTI HK, counsel

to the Company, Houlihan, counsel to the Ad Hoc Noteholders and the financial
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advisor to the Ad Hoc Noteholders.

The Proposed Monitor has reviewed the underlying assumptions upon which the
Company has based the quantum of thc proposed Administration Charge, the
complexities of the CCAA Proceedings and the services to be provided by the
beneficiaries of the Administration Charge and believes that the limit of CAD$15

million is reasonable in the circumstances.

The Proposed Monitor also believes that it is appropriate that the other proposed
beneficiaries of the Administration Charge be afforded the benefit of a charge as
they will be undertaking a necessary and integral role in the CCAA Proceedings.

The Directors® Charge

61.

The Company is seeking the Directors’ Charge in the amount of CAD$3.2 million
with priority over all encumbrances on the Company’s assets other than the
Administration Charge and the Encumbered Property. The Proposed Monitor
understands that the Board has insisted on the protection of the Directors’ Charge

in order to remain on the Board during the course of the CCAA Proceedings. The

Martin Affidavit also sets out a summary of the current insurance policies that are
available to the Board as well as the exclusions and possibility of non-renewal at
the end of the term.

The Financial Advisor Agreement

62.

Houlihan’s engagement is reasonable given the Company’s proposed Sale
Process. As set out above, Houlihan was considered along with other international

investment banks and selected on merit- based criteria.

Publication of Notices Support Agreement

63.

The proposed initial order contemplates that the Monitor will, among other things,

(a) Without delay, post a copy of the Support Agreement on its website at
http://cfcanada.fticonsulting.com/sfc; and
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(b)  Publish a notice in the Globe and Mail and the Wall Street Journal (in
form and substance satisfactory to the Company, the Monitor and counsel
to the Ad Hoc Noteholders) notifying noteholders of the Support
Agreement and the deadline of 5:00pm (Toronto time) on the Consent
Date (as defined in the Support Agreement) by which any noteholders
(other than an Initial Consenting Noteholder) who wishes to become
entitled to the Early Consent Consideration pursuant to the Support

Agreement must execute and return a Joinder Agreement,
The Sale Process

64.  As set out above, the proposed Sale Process is contemplated by the Support
Agreement and is intended to test the market to determine whether a higher or
better offer than the transaction contemplated under the Support Agreement is
available, Further, given the circumstances and complexities of the situation as
set out above, the Proposed Monitor recommends approval of the Sale Process

Order on the date of this application.

CONCLUSION

65.  The Proposed Monitor is of the view that the relief requested by the Company is
necessary, reasonable and justified. The Proposed Monitor is also of the view that
granting the relief requested will provide the Company the best opportunity to
undertake the CCAA Proceedings, to preserve value and maximize recoveries for
the Company’s stakeholders. As set out above, absent a restructuring, the
Monitor is of the view that the business has little chance of viability. Further,

given the circumstances, liquidation would likely destroy any stakeholder value,

66.  Accordingly, the Proposed Monitor respectfully recommends that the Company’s
request for the Initial Order and the Sale Process Order.

ﬁ CONSULLEING



The Proposed Monitor respectfully submits to the Court this Pre-Filing Report.

Dated this 30™ day of March, 2012.

FTI Consulting Canada Inc,
ifs capacity as proposed monitor of
oration, and not in its perscnal capacity

S

Greg Watson odj B. Porepa
Senior Managing Director Mgnaging Director
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Court File No.

ONTARIO
SUPERIOR COURT OF JUSTICE
COMMERCIAL LIST

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
SINO-FOREST CORPORATION

(the “Applicants”)

REPORT ON CASH FLOW STATEMENT
(paragraph 10.2(b) of the CCAA)

The management of Sino-Forest (“SFC™ or the “Company”) has developed the
assumptions and prepared the attached statement of projected cash flow of SFC as of the 29th
day of March 2012, consisting of a 13 week cash flow for the period March 31, 2012 to June 29,
2012 (the *“March 29 Cash Flow”).

The hypothetical assumptions are reasonable and consistent with the purpose of the projections
as described in Note 1 to the cash flow, and the probable assumptions are suitably supported and
consistent with the plans of SFC and provide a reasonable basis for the March 29 Cash Flow.
All such assumptions are disclosed in Notes 2 to 6.

Since the March 29 Cash Flow is based on future events, actual results wilt vary from the
information presented and the variations may be material.

The March 29 Cash Flow has been prepared solely for the purpose outlined in Note 1, using the
probably and hypothetical assumptions sct out in Notes 2 to 6. Consequently treaders are
cautioned that the March 29 Cash Flow may not be suitable for other purposes.

gy,
David Ho@

Senior Vice Presidént & Chief Financial Officer
Sino-Forest Corporation

Dated at Hong Kong this 30" day of March 2012,
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Court File No.

ONTARIO
SUPERIOR COURT OF JUSTICE
COMMERCIAL LIST

IN THE MATTER OF THE COMPANIES’' CREDITORS
ARRANGEMENT ACT, R.8.C. 1983, o, C-36, AS AMENDED

AND IN THE MATTER OF A PLAN OF COMPROMISE OR
ARRANGEMENT OF SINO-FORBEST CORPORATION

AFFIDAVIT OF W. JUDSON MARTIN
(Sworn March 30, 2012)

1, W. Judson Martin, of the City of Hong Kong, Special Administrative Region, People's
Republic of China, MAKE OATH AND SAY:

1. Iam the Vice-Chairman and Chief Bxecutive Officer of Sino-Forest Corporation ("SFC").
1 therefore have personal knowledge of the matters set out below, except where otherwise stated,
Where I do not possess personal knowledge, [ have stated the source of my information and I

believe such information to be frus.

2. This affidavit is sworh in support of an application by SFC for an initial order (the “Initial
Order") pursuant to the Companies' Creditors Arrangement Act (the "CCAA"), = sale process
order (the "Sale Process Order") and other requested relief. In preparing this affidavit, I have
consulted with other members of SFC's senlor management team and, where neoessary, members

of the senior management teams of certain of SFC's subsidiaries.




3,  All references to dollar amounts contained in this affidavit are to United States Dollars

unless otherwise siated.

1, OVERVIEW

4. SEC is a Canadian corporation and is the direct or indirect parent of approximately 140
subsidiaries, the ‘majority of which are incorporated In the People's Ropublic of China (the
"PRC™), The terms "Sino-Rorest Companies” and "Sino-Forest" refer to the global enterprise as

& whole (but, for greater certalnty, do not include the Greenheart Group, defined below).

5.  Sino-Forest is a major integrated forest plantation operator and forest products company,
Its principal busi‘nesses include the ownership and management of plantation forests, the sale of
standing timber and wood logs, aﬁd the complementary manufacturing of downsiream
engineered-wood products. The majority of Sino-Forest's plantétions are located in the southern

and eastern regions of the PRC, primarily in inland regions suitable for large-scale replanting.

6.  Sino-Forest's business operations are mainly In the PRC with corporate offices in Hoﬁg

Kong and Ontario, Canada.

7. On June 2, 2011, Muddy Waters, LLC ("Muddy Waters"), which held a short position on
SF('s shares, published a report (the "MW Repoit") alleging that Sino-Forest, among other
things, was a "near fotal fraud" and a "Ponzi scheme.”" SFC's board of directors (the "Board™)

appointed an independent committee (the "IC") to investigate the Muddy Waters allegations.

8,  While the IC has been able to address certain of the allegations made by Muddy Waters,
the MW Report has had a ripple effect in causing substantial damage to SFC, its business, and

future prospeects for viability, As part of the fallout from the MW Report, (i) SFC now finds

1276



itself embroiled in multiple class action proceedings across Canada and in the U.S,, (if) SFC is
the subject of Ontatio Securities Commission ("OSC"), Hong Kong Securities and Futures
Commission ("HKSFC"), and Royal Canadian Mounted Police ("RCMP") investigations, and
(iii) SFC's Audit Committee recommended, and the Board agreed, that SFC should defer the
release of SFC's third quarter 2011 financial statements (the "Q3 Results") until certain issues

could be resolved to the satisfaction of the Board and SFC's external auditor

9,  Significantly, SFC's inability to file its Q3 Results resulted in a default under its note
indentures, which could have resulted in the acceleration and enforcement of approximately $1.8

billion in notes issued by SFC and guaranteed by many of ity subsidiarles,

10, Following extensive discussions with an ad hoc committee of noteholders (the "Ad Hoc
Noteholders™), holders of a majority n piincipal amount of SFC's senior notes agreed to waive
the default arising from SFC's failure to release the Q3 Results on a timely basis, on certain
terns and conditions that were set forth in waiver agreements between certain of the noteholders
and SFC, which were made publicly available oﬁ January 12, 2012 and are attached as Bxhibit
"AY,

11, While the walver agreements prevented the indenture trustees under the relevant note
indentures from accelerating and enforcing the note indebtedness as a result of SFC's failure to
file its Q3 Results, those walver agreements will expire on the earlier of April 30, 2012 and any
earlier termination of the waiver agreements in accordance with their terms. In addition, ST'C's
pending failure to file its audited financial statements for its fiscal yoar ended December 31,

2011 (the "2011 Results”) by March 30, 2012 will again put the indenture trustees in & position
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to accelerate and enforce the bond indebtedness, creating additional uncertainty around Sino-

Forest's business.

12. SFC has made considerable efforts to address issues identified by SFC's Audit Committee
and the IC and by its external auditor, Ernst & Young LLP, a8 requiring resolution in order for

SIEC to be in a position to obtain an audit opinion in relation to its 2011 financial statements,

13, However, notwithstanding SFC's best efforls, many of these issues cannot be resolved to
.the s-atisfaotion of SFC's auditor of cannot be resolved within a timeframe that would protect and
preservo the value of the business, and that would allow SFC to comply with its obligations
under its note indentures. Therefors, absent a resolution with the noteholders, the indenturs

trustees would be in a position to enforce their legal rights a3 carly as April 30, 2012,

14, Following extensive arm's length negotiations between SFC and the Ad Hoe Noteholders,
the parties agreed on the framework for a consensual resolution of SFC's defaults and the
restructuring of its business, and enteted into a support agreemeont (the "Support Agreement“) on
March 30, 2012, which was executed by holders of SFC's notes holding approximately 40% of
the netes. The Support Agreement contemplates; and in fact provides an incentive for, additional
noteholders becoming party to the Support Agreement by way of joinder agreements.
Accordingly, I fully expeot that neteholders holding more than 50% of each series of notes will

ultimately sign up to the Support Agreement.

15. The Support Agreement provides that SFC will pursue a plen of arrangement or
compromise (the “Plan") on the terms set out in the Support Agreoment in order fo implement
the agresd-upon restructuring transaction ag part of this CCAA proceeding which would, among

other things, () see SFC's business operations conveyed to, and revitalized under, a new entity to
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be owned primarily by the noteholders ("SR Newco"), (if) provide stakeholders of SFC with
claims raunking behind the noteholders (the “Junior Constituents") with certain participation
rights in SF Newco, and (tii) create (and provide funding for) a framework for the prosecution of
certain litigation claims for the benefit of certain of SFC's stakeholders. The agreement also
provides that each noteholder that is a gignatory thereto (the "Consenting Noteholders") will vote

its notes in favour of the Plan at any meeting of creditors.

16, ‘The Support Agreement further provides that SFC will undertake a sale process (the "Sale
Process") in accordance with the sale process procedures (the "Sale Process Procedures") which
have been developed in consultation with the proposed monitor, and have been accepted by the

parties to the Support Agreement.

17. The Salo Process is intended to provide a “market test" by which third partics may propose
to acquite Sino-Forest's business operations through a CCAA Plan (in a manner that would undet
certain scoparios potentially -allow Junior Constituents to share in the proceeds of a sale even
though the noteholders may not be paid in full) 'as an alternative to the SF Newco restructuring

transaction between SFC and its noteholders, described above.

18. A redacted copy of the Support Agreement (redacted to preserve confidentiality of the
parties only) s attached as Exhibit "B" and will bo posted on SEDAR and the proposed

monitor's website at htip:/cfeanada. fticonsulting.com/sfo,

19.  As desoribed in greater detail below, SFC's business operations are primarily in the PRC
and are held by SFC through intermediate holding companies incorporated (for the most part) in
elther the British Virgin Islands ("BVI") or Hong Kong. Most of these intermediate holding

companies are guarantors of SFC's note indebtedness,
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20,  As further described below, as a result of the uncertainty created by the MW Report, Sino-
Forest's business has been severely curtailed, and Sino-Forest's ability to grow its business has
been severely reduced. Therefore, SFC now needs to be restructured in order te continue the
development of the business and unlook the value of its asset base for tho benefit of its
stakcholders, Further, although the PRC govermment has been generally coopetative and
encoutaging of Sino-Torest to dato, it has expressed increasing concern ag to the future of Sino-
Forest in the PRC, As discussed below, the ongoing support and relationship with the PRC

-government (on aJl levels) is crucial to Sino-Forest’s operations,

21,  Among other things, the Sino-Forest Companies are (i) having a difficult time maintaining
existing and obtaining new credit in the PRC to help fund the PRC-based business operation and
in Hong Koeng for the imported log trading business, (ii} making very few purchases of new
timber (and therefore not expanding their asset base), (ili) finding it difficult to colleet their
accounts reveivables, and (iv) receiving lncreasing demands on their accounts payable, I believe
that, if Sino-Forest's business is to be saved in-a manner beneficlal to SFC's stakeholders, it is
imperative that SFC take steps to demonstrate that Sino-Forest's business is being separaied from

the uncertainty created by the MW Report,

22, Accordingly, and for the reasons set out herein, the commencement of a restructuring and
the Sale Process is urgently required and should be pursued to preserve SFC's business as a

going concern and thus the inherent value of the enterprise.

23. This application has been authorized by the Board,
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O, PERSONAL BACKGROUND

24. I began my career with PricewaterhouseCoopers in 1979, Tn 1982 I joined Trizeo
Corporation Ltd, ("Trlzec"), & Toronto Stock Bxchange ("TSX") listed commercial real estate
company then controlled by the Brascan Group. During my 13 years with the group of
companies controlled by the Brascan Group, I held several senior positions, including Vice
President, Finance and Treasurer of Trizee, Executive Vice President and Chief Financial Officer
of Brookfield Development Cotporation, and President and CEO of Trilon Seourities

-Corporation,

25. After leaving the Brascan Group, I joined MDC Corporation, where my positions Included
Senior Bxeoutive Vice President, Chief Financial Officer and Chief Operating Officer, and a

member of the company's board of directors,

26, In 1999, I was appointed Senior Bxecutive Vice President and Chief Financial Officer of
Alliance Atlantls Communications Inc, ("Alliance Atlaﬁtis"), then Canada's leading
entertainment and broadeasting company that was then listed on the TSX and on the NASDAQ,
I ceased to be an exccutive and employee of Alliance Atlantis in 2005 due to health reasons and

thereafter acted as a consultant to Alliance Atlantis until 2007,

27. 1 have been a director of SFC since 2006, 1 joined the Board in 2006 -as an independent,
oxternal director. ] was appointed Lead Director in 2007, a position I held until June 2010, when
I became an employee of SFC responsible for its acquisition of Greenheart Group Limited
(Bermuda) ("Greenheart") and its subsidiaries (collectively, the "Greenheart Group"). At that
time I became Bxeoutive Vice-Chaivman of SFC and, following SFC's acquisition of a majority

interest in Greenheart in August 2010, I became the CEO and an Executive Director of
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Greenheart and in 2011 was appointed Chairman of Greenheart, On August 26, 2011, 1 was
appointed as CEQ of SFC. T have lived and worked out of Hong Kong since becoming an

enmployee of SFC in 2010,

I, SINO-FOREST CORPORATION
A, Ovorview
28, SFC was formed under the Business Corporations Acf (Ontarie) upon the amalgamation of

Mt. Kearsage Minerals Inc, and 1028412 Ontario Ino. pursuant {o articles of amalgamation dated

‘March 14, 1994, The articles of amalgamation were amended by articles of amendment filed on

July 20, 1995 and May 20, 1999 {o effact certain changes in the provisions attaching to SFC's

class A subordinate-voting shares and SI'C's class B multiple-voting shares.

29, On June 25, 2002, SFC filed articles of continuance to continue under the Canada Business
Corporations Act (the "CBCA"), On June 22, 2004, SFC filed articles of amendment whereby
its class A subordinate-voting shares were reolassified as common shares and its class B
multiple-voting shares were eliminated. A copy of the articles of continuance referred to above

Is attached as Bxhibit "C".

30, Subject to paragraph 31 below, copies of all SFC financial statements prepared during the
year preceding the application for the Initial Otder are attached as Exhibit "D". In considering
these financial statements, the Court should be aware that SFC cautioned in a fanuary 10, 2012
press release, a copy of whioh is attached as Exhibit "E", that its historic financial statements
(upon which portions of thia affidavit are based) and related aundit reports should not be relied

upon. The vitounstances giving rise to the press release are discussed below,
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31, Attached as Bxhibit "I is a copy of the management-prepared unaudited financial
statements for the third quarter of 2011, These statements have not been approved by SFC's
Audit Committeo or the Board and are subject to the limitations described in the January 10,
2012 press release, Moreover, they have not been subject to the same level of internal and
external review and analysis as SFC's prior annual audited and quartetly financial statements.

These finanelal unaudited statements have not previously been publicly disclosed.

32. Sino-Forest is a publicly listed major integrated forest plantation oporator and forest
lproducts company, with assets predominantly in the PRC, Hs principal businesses include the
sale of standing timber and wood logs, the ownership and management of forest plantation trees,
and the complementary manufacturing of downstream engineered-wood products, As at
December 31, 2010, Sino-Forest reported approximately 788,700 hectares of forest plantations

under manggement, located primarily in the southern and eastern regions of the PRC.

33, In addition, SFC holds an indirect majority interest in Greenheart, 8 Hong Kong listed
investment holding company, which, together with its subsidiaries, as at March 31, 2011, owned
certain rights and managed approximately 312,000 hectares of hardwood forest concessions in
the Republic of Surineme ("Surlname") and 11,000 hectarcs of a radiate pine plantation on

13,000 hectares of freehold land in New Zealand.

34, While Greenheart is an indirect subsidiary of SFC, it has its own distinct operations and
financing arrangements and is not party to or a guarantor of the notes issued by SFC, Greenheart

Group and SFC operate out of separate office buildings in Hong Kong.

35. Greenheart Group was not implicaled In the allegations made against Sino-Forest by

Muddy Waters on June 2, 2011, discussed below. As such, the Greenheart Group and matters
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relating thereto are not intended to be affected by or included in this proceeding, Greenheart
Group has nevertheless been impacted by the allegations made against Sino-Forest. Among
other things, Greenheart Group has previously relied on funding from SFC and could be
negatively impacted if SFC's business oeases to operate as a going concern, This in turn could

negatively impact the value of SFC's investment in Greenheart,

36, Since 1995, SFC has been a publicly listed company on the TSX with its shares traded
under the symbol "TRB", SFC's registered office is in Mississauga, Ontatio and its principal
executive office Is in Hong Kong, Two of SFC's senior financial officers reside in Ontatlo, as do

three of its external directors.

37. SEC has issued four series of notes which have a combined principal amount outstanding
of approximately $1.8 billion, Two of the series of notes are supported by guarantees from 64 of
8FC's subsidiaties (none of which are incorporated in the PRC), and the other two series of notes
are suppotted by guarantees from 60 of those same subsidiaries and share pledges from 10 of

those same subsidiaries.

38, Cettain other Sino-Forest Companies have their own distinct banking facilities which are
not intended to be affected by or Included in this proceeding., In partioular, none of the
subsidiaries incorporated in the PRC are party to or guarantors of SFC's notes and are not

intended to be affected by or included in this proceeding,

B, Corporate Structure
39, SFC i3 the sole shareholder of Sino-Panel Holdings Limited (Incorporated in the BYI),

Sino-Global Heldings Ino, (incorporated in the BVI), Sino-Panel Corporation (incorporated in

Canada), Sino-Wood Partners Limited (incorporated in Hong Kong), Sino-Capital Global Inc.
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(incorporated in the BVI), and Sino-Forest International (Barbados) Corporation (incorporated in
Barbados), SFC also holds all of the preference shares of Sinp-Forest Resoutces Ine,
(incorporated in the BVI). Some of these subsidiarles have further direct and indirect
subsidiaries. A copy of the Sino-Forest corporate organization chart Is attached as Exhibit "G"

{which includes certain major subsidiavies of Greenheart),

40. A total of 137 entities make up the Sino-Forest Companies: 67 PRC incorporated entities
(with 12 branch companies), 58 BVI incorporated entities, 7 Hong Kong incorporated entities, 2
| Canedian entities and 3 entitles Incorporated in other jurisdictions, A list of all subsidiarles with
addresses is attached as Exhibit "[" (which does not include subsidiaries of Greenheart, but does

contain Sino-Forest branch companies),

C. Capital Structure

1, Equity
41, The authorized share capital of S8FC consists of an unlimited number of common shares
and an unlimited number of preference shares issuable in series, Bach holder of common shares
is entitled to one voto at mestings of shareholders other than meetings of the holders of another

class of shares,

42, Bach holder of common shares is also entitled to receive dividends if, as and when
declared by the Board. Holders of common shares are also entitled to participate in" any
distribution of net assets upon liquidation, dissolution or winding-up on an equal basis per share.
There are no pre-emptive, redemption, retraction, purchase or conversion rights attaching to the

common shares,

1285



12

43,  As at June 30, 2011, a total of 246,095,926 common shares were issued and outstanding,

No preference shares have been issued.

2, Debt
44, SFC has issued four series of notes which remain outstanding. The four series of notes
mature at various times between 2013 and 2017. The note indenture for each series of notes
provides that it is governed by New York law., RBach note indenture containg a "no suits by
holders" clause. ‘Other than the debt outstanding under the notes, SFC does not have any

significant levels of normal course payables.
(a) 2017 Senior Notes

45, On October 21, 2010, SFC issued guaranteed senior notes in the principal amount of $600
million. These notes mature on October 21, 2017, and interest is payable semi-annually, on
April 21 and Qctober 21, at a tate of 6.25% per annum, These notes are listed on the Singapore
Stock Exchange and are supported by guarantees from 60 subsidiaries of SFC an& share plcdge}_z

from 10 of those same subsidiaries, A copy of the relevant indenture is attached as Exhibit "I",
(b) 2016 Convertible Notes

46, On December 17, 2009, SFC issued convertible guaranteed noles in the principal amount
of $460 million. ‘These notes mature on December 15, 2016, and interest is payable semi-
annually, on June 15 and December 15, at a rate of 4.25% per annum, These notes are supported
by guarantees from 64 subsidiaries of SFC. A copy of the relevant indenture is attached as

Exhibit "J",
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(¢) 2014 Senior Notos

47, On July 27, 2009, SFC issued guaranteed senlor notes in the principal amount of
$399,187,000. These notes mature on July 28, 2014, and interest is payable semi-annually, on
January 26 and July 26, at a rate of 10.25% pet annum. These notes are listed on the Singapore
Stock Exchange and are supported by guarantees from 60 subsidiartes of SFC and shate pledges

from 10 of those same subsidiaries. A copy of the relevant indenture is attached as Exhibit "I,
(d) 2013 Converiible Notos

48,  On July 23, 2008, SRC issued convertible guaranteed notes in the principal amount of $345
million, These notes mature on August 1, 2013, and interest is payable semi-annually, on
February 1 and. August 1, at a rate of 5% per annum. These notes are supported by guarantees

froin 64 subsidiaries of SFC. A copy of the relevant indenture is attached as Exhibit "L".

49. In addition to the four setles of notes issued by SFC, many of SFC's subsidiaries (including
the Greenheart Group and many of those incorporated In the PRC) have their own distinct
banking facilities, including lending facilities, which are not intended to be affected by this

proceeding.

D, 'The Business Model
1. Plantation / Timber Rights in the PRC

50. Thete are four types of tights associated with plantations in the PRC, namely (i) plantation
land ownership, (ii) plantation land use rights, (iii) imber ownership, and (iv) timber use rights.

All of these are separate rights and can be separately owned by different parties,
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51. QGenerally, private enterprises cannot own plantation land in the PRC but may hold
plantation land use rights for a specified duration (up to 70 years but typically 30 to 50 years),
timber ownership and timber use rights. However, foreign enterprises cannot acquire land use

rights and can instead only acquire timber ownership or timber use rights.

52. ‘The various rights associated with plantations in the PRC and the limitations on which
entities can hold which rights wete the diiving forces behind Sino-Forest's complex business

models discussed below.

53. Tor its timber business in the PRC, Sino-Forest utilizes two models, one involving BVI
entities ("BVIs"), and the other involving subsidiaries incorporated in the PRC as wholly foreign

owned enterprises ("WFOEs"),

2 The BVI Model

54, Until 2004, due to restrictions on foreigh companies catrying on business in the PRC, and
foreign ownership restiiotions on land ownership and uge rights, the BV structure was the modé_l
primarily used by Sino-Forest for its foresity business in the PRC, Sino-Forest has established
58 BVI companies, 55 of which are guarantors of at least certain of SFC's notes. Not ali of these
BVIs are involved in the BVI model or standing timber business, Of the 58, there are 20
involved in the BVI standing timber business while the remaining BVIs are either holding

companies ot used in Sino-Forest's log frading business,

55, The Sino-Forest BVI entities involved in the standing timber business acquire standing
timber from suppliers. The suppliets are usually aggregators who acquire the standing timber
and, typically, land use rights from other suppliers or fiom original timber owners, such as

villagers or collectives, or from smaller eggregators. As non-PRC companies, the BVIs could
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not and did not acquire land use rights in the PRC, and instead only acquired the rights to timber

in the PRC pursuant to the relevant standing timber purchase contracts,

56, Due to restrictions under PRC laws, foreign compunies are not permitted to conduct
business In the PRC without business [icenses granted by competent governmental authorities,
Therefore, the Sine-Forest BVI eatities do not sell standing timber divectly o customers. Instead,
for historical and commercial reasons, they oonduct the sale of standing timber through
"authorized intermediaries" ("Als", which are also called "entrusted sales agents" in the BVI
.model) pursuant to "entrusted sales agreements". The Als serve as Sino-Forest's customers under

the BVI model of its standing timber business,

57. Pursuant to the entrusted sales agreements entered into with the Als, the Als are obliged to
deduct and remit all of the applicable taxes on behalf of Sino-Forest, Sino-Forest is not,
however, in a position to know whether or not the Als have in fact remitted applicable taxes on

behalf of Sino-Forest,

58, As at June 30, 2011, Sino-Forest therefore acoumulated and recognized a provision, based
on & probability-welghted average of the amounts that the PRC tax authorities might seek fo
recover under various scenarlos, of $204,722,000 in its reported financial results to account for
this potential tax liability, The method used to calculate this provision is explained at note 18 of
SFC's 2011 second quarter financial statements, which were previously attached, A similar
provision was included in SFC's 2010 Audited Financial Statements and way audited by SFC's

external auditors.

59. BVIs are not allowed to have bank accounts in the PRC and money flowing in and out of

the PRC is striotly controlled through foreign exchenge controls, As a result, the Sino-Forest
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BV1 entities do not directly pay the suppliers or receive payments from the Als. Instead, they are
instructed to malce set-off payments under which, pursuant to the instructions of Sino-Forest, Als
directly or indirecily make payments directly or indirectly to Sino-Forest's suppliers for amounts
owed by Sino-Forest BVI entities to those suppllers. As a result, no cash actually flows directly
through the BVIs, SFC then receives confinmations fiom the suppliers confitming that payments

have been made,

60, The BVI structure is the central driver of asset value, revenus and income for Sino-Forest,
| As at December 31, 2010, it accounted for $2.476 billlon of book value (466,826 hectares of
timber assets, representing approximately 59.2% of Sino-Forest's timber holdings by area and
89.2% of its timber holdings by book value), $1.326 billion in revenue (representing
approximately 70% of Sino-Forest's revenue), and approximately $622 million of gross profit

(representing approximately 92.6% of Sino-Forest's gross profits) for the year then ended.
Y

61, The cashless nature of the BYI model means that Sino-Forest cannot obtain cash from its
operations or monetize Iis assets without engaging in the complicated on-shoring process which
is discussed further below. Furthermore, the set-off payment system necessitated by the BVI

model impaired the IC's efforts to verify the flow of funds during its investigation,

3. The WFOE Model
62, Commencing in 2004, the PRC's Ministry of Commerce permitted foreign investors to
invest in PRC-Incorporated trading companies and to participate in most areas of the commodity
distribution industry, including the purchase of standing timber and land use rights throughout
the PRC. Prior to this time, WFOEs were prohibited from ongaging in the commedity

distribution industry.
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63. Since 2004, almost all of Sino-Forest's new capital invested in titnber asseis has been

employed through the WFOE model (as opposed to the BVI medet).

64, Unlike BVIs, WFOBEs can acquire land use rights or land leases as well as standing timber
rights, and can have bank accounts in the PRC, Because of the WFOEs' direct presence in the
PRC, they can also obtain financing from PRC banks fo finance their oporations, WFOES can log
the timber and sell both logs and standing timbet to end customers, which means they do not
need (and do not use) Als, The WFOREs directly pay the suppliers for the standing timber and
| directly receive payment from end customers instead of utilizing the set-off arrangement used by

Sino-Forest's BVI entities in the BVI model.

65. As at December 31, 2010, Sino;Fo1'est's WFOEs held approximately 244,000 hectares of
purchased plantations (representing approximately 30.9% of Sino-Forest's timber holdings by
arca) and 77,700 hectares of planted plantations (representing approximately 9.9% of Sino-
Forest's timber holdings by area). Purchased plantations and planted plantations are discussed in
further detail below. The WROE standing timber assets accounted for approximately 10.8% of
Sino-Forest's timber holdings by book value, and represented approximately $298.6 million of
book value, $74 million in revenue, and $10 million of income for the 2010 year before the

allocation of corporate overhead.

66, None of Sino-Forest's WFOEs are guarantors of SFC's notes, nor have their shares been

pledged by thelr BVI parents,

4, On-shoring Plan

67, Given the inherent problems with the BVI structure and the relative advaniages of the

WTEOE structurs, Sino-Forest has explored various methods of migrating or "on-shoring" its BVI
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timber assets into WFOR structures. The successful transition of assets from a BV structure to a
WFOR structure has many metlts including, significantly, providing a foreign parent an ability to

have direct access to the cash generated from the sale of BVI timber assets.

68. The on-shoring prooess is expected to be a multi-year process due to (i) the volume of
assets that need to be moved into the WFOR model, (ii) the large number of different locations In
which Sino-Forest has timber assets in the PRC, (iii) the likely multiple rounds of negotiations

required with the various stakeholders in each location, and (iv) SFC's limited resources.

k. Operations
69, Sino-Porest's operations are comprised of three core business segments. Wood fibre
operations and log trading are the primary revenue contributors, while menufacturing and other

operations enhance the value of the fibre operations by produoing downstream products,

1, Wood Fibre Operations
70, Sino-Forest's wood fibre operations consists of acquirlng, cultivating and selling standing

timber or logs from purchased atd planted plantations in nine provinces across the PRC,

71.  Sino-Forest's upstream wood fibre operations generate the majority of its revenue,
accounting for 96.4% of total revenue in the year ended December 31, 2010. Most of the
standing timber and logs sold by Sino-Forest come fiom Sino-Forest's tree plantations, located

primarily In the southern and eastern regions of the PRC,

72.  Sino-Forest operates plantations for the wood fibre operations using two principal business
models: purchased and planted, each of which is explained in greater detail below. The

putchased plantation model oporates through two logal structures: the BVI/AT legal structure
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and, to a lesser but growing extent, the WFOE legal structure, The planted plantations model is
operated exclusively through the WEOR legal structure, although the WFORs themselves are
typically held indireotly through a BV holding structure, Many foreign investors, including well
known multl-national companies, hold their investments in the PRC in special purpose vehicles
established overseas in jurisdictions with a familiar and internationally accepted system of
corporae governance, For example, over 75% of blue chip companies Jisted on the Hong Kong
Stock Bxchange (Hang Seng Index constituent stocks excluding the Finance Sub-Index) utilize

-BVI holding struotures, Including for their investments in the PRC,

(a)  Purchased Plantation Model
73, The purchased plantation model under the BVI/AI legal struoture involves the purchase of
standing timber and sale of standing timber pursuant to standardized timber purchase agreements
and "entrusted sale agreements”. The standing timber puschased Is generally on land owned by
collectives or villages, not PRC state-owned land. When oonducted through thg BVI/AI legal
structure, of which 20 BVIs hold all of the BVI timber assets, the timber purchases are arrange.d

through suppliers.

74, The BVI structure does not involve the BVIs concurrently purchasing land use rights or
leases with the purchase of standing timber, as the BVis cannot legally acquire land use rights.
However, the BVIs' supply contracts typically contain a right of first refusal for the BVIs to
acquire, or nominate an affiliate to acquire, the plantation land use rights after the timber has
been harvested. Despite such common contractual provisions, such right has rarely, if ever, been

exercised,
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75. The BVIs do not sell standing timber directly to custamers. They sell under contract to the
Al (oustomer) who usually regells the standing timber to its own customers, The BVIs' timber
sales accounts receivables are settled by the Al making payments to suppliers (directly or
indirectly to other parties on their be]ialf) on behalf of Sino-Forest. The Al does not pay the
same supplier for the same trees it is selling to ifs customers, It pays a supplier for trees newly
purchased by Sino-Forest from that supplier, These payments made by way of set-off enable the
BVIs to acquite further standing timber from suppliers, which is matured and later sold, All BVI
‘purchases are funded through the set-off mechanism using accounts receivable owed fo Sino-

Forest. This is a recognized legal structure in the PRC.

76. 'WTOEs are also engaged in the purchase and sale of standing timber, When conducted
through a WFOR, purchases of standing timber aro sometimes accompanied by concurrently
obtaining plantation land use rights or leases (which are purchased plantations). WFOE standing
timber transactions do not involve payments by way of set-off. They are conducted on a dirvect

fund transfer basis.

77. In both the BVI and WFOR structurs, the purchase price of the trees takes into account a
variety of factors such as the trees' species, yield, sge, size, quality and location. Other
considetations include soil and weather conditions for replanting, log prices, and regional market
locatlon eand demand. Sino-Forest does not typicslly need to conduct extensive plantation
management work with respect fo the trees growing on the purchased plantations, but does take

measures to ensure that the trees are protected from pests, disease and theft.
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78, SFC's approach is to purchase plantations in remote parts of the PRC that the PRC
government has identified in its five year plans as being areas for future development. As a

result, physical access to the plantations is often very challenging,

79.  As at December 31, 2010, the purchased plantations under Sino-Forest management in the
PRC consisted of approximately 711,000 hectares. These plantations consisted of a divorse mix
of tree species, predominantly pine, Chinese fir and eucalyptus. Purchasing trees allows Sino-
Forest to quickly expand its plantation portfolio geographloslly, ag well as lts inventory of

- harvestabie fibre and leasable land.

{(b)  Planted Plantation Model
80. The planted plantation model is :Jconducted by WFORs, and involves obtaining plantation
land use rights, sometimes with standing timber and somefimes as bare land suitable for planting.
Sales from these planted plantations do not utilize the Al model but rather generally involve
direct fund transfers to and fiom the WFOEs' suppliers. and customers, As of December 31,
2010, SFC's planted plantations In the PRC operated through WFEQRs comprised approximately

77,700 hectares.

81, Sino-Forest leases suitable land on a long-term basis, {ypleaily 30 to 50 years, and applies
scientifically advanced seedling technology and silviculture techniques to improve tree growth,
The mature {rees are sold as standing timber ot as harvested Jogs, and then Sino-Forest replants

the land with seedlings.

82. Sino-Forest's operating model allows for the sale of fibre: either as standing timber or

harvested logs, depending on its customers' preferences and market demand.
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83, Sino-Forest's planted plantations consist primarily of eucalyptu.é trees, a fast-growing high
yielding species. According to the seventh five-year National Forest Inventory released by the
State Forestry Administration (2004 to 2008), it is estimated that the PRC has 195 million
hectares of forest resources, with approximately 120 million hectares of natural forest and 62
million hectares of plantation forest. The density of its total forest area was only 70 cubic metres

pet hectare in the PRC,

84. The PRC government encourages the development of the plantation industry in the PRC,
- In June 2003, the PRC State Council promulgated "The Notico on-the Decision to Speed Up the
Development of Plantation Industry", Subsequently, in August 2007, "The Key Elements of the
Policies in Forestry Industry” was jolitly promulgated by seven ministrles including the State
Foresttry Administration, National Development and Reform Commission, Ministry of Finanoe,
Ministty of Commerce, State Administtation of Taxation, China Banking Regulatory
Commission and China Securities Regulatory Commission to develop the non-state owned
plantation industry, and to encourage the participation of foreign investors in the plantation

industry, either solely or jointly with others,

85. The planted plentation model is generally viewed more favourably by the PRC government
because it demonstrates a long-tetm commitment to the forestry business, That long-term
commitment is very important from the perspective of the PRC govemnment in light of the fact

that demand for wood fibre in the PRC 1s approximately double that of available supply.

2 Log Trading Operations
86, Sino-Forest's operations in the trading of wood logs includes the sourcing of wood logs and

wood-based products from the PRC and globally, and selling them in the domestic PRC market,
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87. These wood-based products consist primarily of large diameter logs, sawn timber, venecrs
and othet wood-based products sourced from the PRC, Thailand, Suriname, Papua New Guinea,
Drazil, Vietnam, Russia and New Zealand, In these transactions, Sino-Forest purchases wood-
based products that correspond to the requirements of wood dealers, and sells directly to these

dealers. Sino-Forest's customets in these transactions are primarily wood dealers in the PRC,

3 Manufacturing and Other Operations

88. Sino-Forest currently has manufacturing operations in six provinces in the PRC that
.produce varlous wood-based products. In addition, Sino-Forest has greenery and nursery
operations based in Jiangsu Province, which were established to source, supply and manage

landscaping products for propetty developers and other organizations,

89, In order to maximize and increase the value of Sino-Fovest's forestry products, Sino-Forest
has been investing in research and development ("R&D"), On January 12, 2010, Sino-Forest
announced its acquisition of HOMIX LIMITED ("HOMIX") in order to enhance its R&D
portfollo, HOMIX has an R&D laboratory and two engineered-wood production operations
based in Guangdong and Jiangsu provinces, covering eastern and southern PRC wood product
markets, HOMIX develops a number of new technologles suitable for domestic plantation logﬁ
including poplar and sucslyptus species, HOMIX specializes in curing, drying and dyeing
methods for enginesred-wood and has the know-how to produce recomposed wood produots and
laminated veneer lumber, Recomposed wood technology is considered to be environmentally
friendly and versatile, as it uses fibre from forest planiations, recycled wood and/or wood

residue,
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90, The goal of Sino-Porest's R&D efforts has been to improve tree plantation yields and the
quality of the trees grown on Sino-Forest's plantations, While performing R&D actlvities, Sino-
Forest from time fo time collaborates with, and recelves assistance fiom, research and academic
institutions in the PRC, Sino-Forest's R&D efforts are viewed very positively in the PRC as they
also demonstrate a long-term commitment to the forestry business in the PRC and can help

address the significant shortage of wood fibre in the PRC,

I, Sales

~91. Substantlally all of Sino-Forest's sales are generated in the PRC, In the year ended
December 31, 2010, sales to customers in the PRC were $1.8723 billion and ~sales to customers
located in other countries were $51.3 million, In the year ended December 31, 2010, sales to
customers in the PRC of standing timber, fogs and other wood-based products accounted for

substantially all of Sino-Forest's revenue,

G, Suppliers

92, Logs and wood-based products supplied through Sino-Forest's trading activities are
sourced primarily from suppliers outside the PRC, These producis are also sourced for Sino-
Porest trading activities fiom overseas, primarily from Thailand, Suriname, Papua New Guines,
Brazil, Vietnam, Russia and New Zealand, The ctedit terms granted by suppliers of these
products generally range from one fo three months on open account and by letters of oredit.

Standing timber is sourced primarily from local suppliers in the PRC,

93,  As disoussed above, the PRC based suppliers are usually aggregators who acquire standing
timber and/or land use rights fiom other suppliers or fiom original timber owners such as

villagers or collectives who have certified title to the land,
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H. Employees

94, SFC cutrently has 3 employees. Collectively, the Sino-Forest Companies smploy a total of
approximately 3553 employees, with approximately 3460 located in the PRC and approximately
90 located in Hong Kong. The Greenheart Group employs an additional approximately 273

employees,

I Assets & Liabilities
95, The unconsolidated book values of SFC's assets and liabilitles as at June 30, 2011 are listed

.bclow;' However, given that, as described below, SFC is in default under the notes and the
indenture trustees would be in a position to accelerate and enforce on the notes but for the waiver
agreements (subject to sending the appropriate notices and the cure period expiring), I have
categorized the full amount of the notes (Including the non-current portion and the derivative

financial instrument, as opposed to just the current portion) as a current liability below,

Gurront Asgels rrent Liabiliti
Cash and oash equivalonts? $5,676,040 Notes (ourrent portion) $87,670,000
Prepaymonts® $1,173,553 Notes* (non-current) $1,541,744,429
Other Recelvablos® 188,575 Notes Derivative Flnancial Instrument - $31,858,210
Due from Intorcompany“ $109.813.620 Trade Payable $2,202
Others Payable $231,723
Accrued Liabilitles $39,687,268
Due to ntercompany $1,818313
Total Current Assels $116,851,788 Total Curront Liabilitles $1,703,012,145

The chart onily reflects the assets and Hablilties of SRC, and therefore does not accord with the consolidated
quar(erly financial vesuits for the second yuarter ended June 30, 2011,

Malnly yopresents cash on hand, cash at bank and short-term deposits with & imaturity of three months or less.

Malnly reprosents prepald legal and professional fees and Insurance,

4“The Notss (current portion), Notes (non-cusrent) and Notes Derivative Financlal Instrument do not equate on this
balance sheet to appr oximately $1.8 billlon {the face value of the notes) due to the rocounting treatment of financing
wsts and the carrying value of the convertibie notes,

5 Mainly represents HST recelvables, staff advances and depoaits,
¢ Non-intorost beaving with no fixed date of repayment.
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Non-C sscty Non-Cyyont Liabilities

Proporty, Plant & Equipment’  $1,166

Investment in Subsdiaries® $1,589,153,984 Intercompany Loans $235,000.000
Intercompany Loans’ $1,582.781,672

Tolal Non-Current Assets $3,171,936,822 Tofat Non-Current Liabilities £235,000,000
Total Assets $3,288,518,610 "Total Linbilities $1,938,012,145

96. With respect to the assets, while they reflect an aceurate implementation of the relevant
accounting policies, I do not believe that the book values of the assels reflect the realizable value
of those assets for a number of reasons, inoluding the complexities associated with the business,
the significant amount of intercompany loans owlng to SFC, and the costs and potential PRC tax
liabilities that may be payable if the assets were realized on. SFC {s not able to simply monetize
ils assets in the short term in order to satisfy its obligations under the notes a8 a result of, among
other thinga, the hard to quantify potential PRC tax Hability previously discussed at paragraph 58

above and the stringent ourrency exchange controls in the PRC.

97. As disoussed above, Sino-Forest is not in a; position to know whether or not the Als have in
fact remitted applicable taxes on behalf of Sino-Forest. Although Sino-Foxﬁst recognized a
provision as at June 30, 2011 of $204,722,000 in its reported financlal results to account for this
potential tax liability, I am advised by SFC's counse! in the PRC, Ching Wo Ng at King & Wood
Mallesons, that the amount of the tax Habilities under PRC law arising from the operation of the
BVIs could be significantly higher if responsible tax authorities take different views than that of

management in respect of a number of tax issues, including, without limitation, whether by their

? Mainly vepresents office equlpment,
® Histovical vost for Interests In subsidinres,
® Interest bearing with defincd terms-of repayment dato,
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operation the BVIs have formed an establishment in the PRC, whether valuo added tax is
payable, the iikelihood and severity of a tax penalty, the applicable default interests on late
payments, the numbers of years to "look back", whether certain tax preferential treatments apply
to foreign companies such ag BV1 entities, and other relevant matters. The views on these issues

may also differ from locality to locality.

98. In addition, as a result of the currency exchange controls in the PRC, all cash to be
repatriated from the PRC is subject to approval from the State Administration of Foreign
.Exchangc (the "SAFE"), T am advised by SFC's oounsel in the PRC, Ching Wo Ng at King &
Wood Mallesons, that for notmal and regular forelgn exchange trangactions in the PRC which
require the approval of SAFE, the applications for such approvals can normally be processed
within the time limits prescribed by Jaw, However, the transactions undertaken by the BVIs in
respect of their forestry assets in the PRC are very dissimilar to those contemplated by the
relevant rules and regulations of the PRC. Therefore, there is no assurance that any application
to SAFE for repatriation of funds by the BVIs can be prooessed within the time limits prescribed

by law, or within a reasonable time thereafter,

99, As a result of Sino-Forest, among other things, opetating In a critical natural resource
sector with insufficient supply in the PRC, investing in research and development initiatives in
the PRC, and employing a significant number of people in the PRC, it has generally enjoyed
positive working relationships with all levels of government in the PRC, However, I believe that
if Sino-Forest were to cease operating under a business strategy that is consistent with and
supportive of PRC government policy, including its policy on sustainable forestry, for example,
investing in research and development or empléying a sipnificant number of people in the PRC,

Sino-Forest would enjoy much less favourable treatment from PRC government officlals, and
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would likely have greater difficulties resolving the issues discussed above relating to fax
liabilities and repatriation of cash. This is particularly true in respeot of the BVI structure whers,
among other things, the ability to access cash is further impaired and Sino-Forest is not in &

position to know whether or nof the Als have remitted applicable taxes on behalf of Sing-Forest,

J Importance of Relationships to Doing Business in the PRC
100. From my time with SFC I have come to understand the importance of relationships to
doing business in the PRC. This is particularly true in relation {0 those doing business in the

forestry sector,

101, The PRC has extensive resource nceds, including in the forestry sector, Historloally,
forestry resources in the PRC have been collectively owned at a local level, Forestry resources
have largely boen managed without the resources necessary to inorease yields and allow for

harvesting at & commeroial level from a ‘western forestty perspeotive.

102. Part of Sino-Forest's success has been attributable to its ability to asquire foresiry resonroos
from local sources of supply, at a good price, and to resel] them at a good profit, In relation to
Sino-Forest's planted plantation model, Sino-Forest also has benefited from the application of
advanoed silviculture techniques to these resources, Based on my interactions with PRC
govermment officials, 1 understand that the PRC government recognizes that for the industry to
mature, become efficient, and improve yields to reduce the fiber deficit, forest asset management

has to be consolidated,

103, A good relationship with the various levels of PRC government is important to doing
business successfully in the PRC, Historically, Sino-Forest's relationships with these

governments have been important to Sino-Forest's success in the PRC, Loss of their support
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could, correspondingly, have significant negative consequences for Sino-Forest, for its ability te
continus to do business in the PRC, and its ability to continue to control its PRC-based assets for

the benefit of its stakeholders.

104. Sino-Forest's most important relationships have been and continue to be through Allen
Chan ("Chan"). From my obseirvations and experience, Chan has established significant
relationships in the PRC, and my understanding is that this is a direct result of his long-standing
personal confribution to the development of the forestry sector both through Sino-Forest and in a

personal capacity as an informal advisor to various relevant industry bodies.

105. Pollowing the MW Report, Chan was requested fo meet with officials in the PRC State
Forestry Administratlon ("SFA™) and other senior officials on multiple occasions in Beijing. T

have been introduced to some officlals and attended some of these meetings.

106. My observation from my personal involvement in these discussions and meetings is that
Chan continues to be consulted and respected within the PRC government as an expert in the
foresiry indusiry. I therefore belive his continued participation will be extremely helpful in

allowing SEC to unlock value in the PRC for the benefit of its stakeholders,

107. Notwithstanding the allegations in the MW Report (whioch have received widespread
coverage in the PRC and in Hong Kong), Chan has continved to be honoured within the PRC, In
November 2011, at the 2™ China Forestry Expo, Chan was presented an “Outstariding
Achievement" award from the China National Forestry Industry Federation (the “CNFIF“).A In
recognition of his contribution to the forestry industry in the PRC, Chan wus the first keynote

speaker following the Minister of the SFA at the China Forestry Expo.
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108. Chan was also appointed Vice President of the CNFIF in 2010. The CNFIF is an affiliate
of the SFA and is chaired by the Minister of the SFA or the Director of the SFA, The SFA is the

PRC government ministry responsible for its forests and forest management.

109, In 2007, Chan was appointed an Honourable Director of Renmin University (also known
as the People's Unlversity of China), one of the most prestigious universities in the PRC with a
distinct focus on humanities and social soiences, and highly regarded by top leaders in the PRC,
In addition, Chan is a member of the Jlangxi Commiites of the Chinese People’s Political

Consultative Conference.

110. In February 2012, Chan was presented with the "2011 China Forestry Persons of the Year"

aweard by the CNFIF,

111, Many of the PRC's comumercially attractive forestry resources are in areas of sensitivity
within the PRC, Including areas that are sensitive from a military perspeotive. Private air travel

is prohibited or strictly controlled in many of the areas in which Sino-Forest does business,

112. The stratogic significance attaching to Sino-Forest's forestry assets in the PRC increases
the importance to SFC of maintaining positive relationships with authorities in the PRC. If Sino-
Forest is to monetize its PRC based assots for the benefit of stakeholders, I strongly believe that

the outcome of this process must be acceptable to relevant authorities in the PRC,

113. In the course of its 18 years of operations, Sino-Forest has been viewed by the Minister of
the SFA positively and as a model for privately owned enterprises oarrying on business In the
PRC and promoting PRC policies. For that reason, Sino-Forest has enjoyed a positive

relationship with the PRC. Even since June of last year, the Minister of the SFA has remained
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cooperative and encouraging of a solution for Sino-Forest, However, recently, the government
has expiessed inoreasing concern and lnterest as to what the solution is for Sino-Forest, As a
result, not only do 1 believe that any solution nceds to be acceptable to the authoritios in the PRC,

such solution needs to be presented in the very near fulure,

IV. THEMUDDY WATERS ALLEGATIONS: CHRONOLOGY AND RESPONSES
114, On June 2, 2011, Muddy Watets, which admitted to holding a short positlon on SFC's
ghaves, published the MW Report alleging, among other things, that Sino-Forest is a "near total

fraud" and g "Ponzi scheme."

115. While the allegations contained in the MW Report are diverse and far-reaching, the IC set
out to address the issues ralsed in three core aveas: (i) the verification of timber assets reported
by Sino-Forest, (ii) the value of the timber assets held by Sino-Rorest, and (iil} revenue

A recognition,

116, Among other things, the MW Report alleged that Sino-Forest does not hold t‘he full amount
of timber assets that it reports, that the timber assets actually held by Sino-Forcst have been
overstated, and that Sino-Forest overstated its revenus, In addition, the MW Report alleged that
Sino-Forest has engaged in unreported related-party transactions, A copy of the MW Report is
attached as Exhibit "M". Two subsequent reporis by Muddy Waters relating to Sino-Forest are
attached g Iixhibit "N". Thess tepotts are attached to provide context to the Court and definitely

not because I agree with their contents,

A. The IC, OSC, RCMP and HIKSFC Investigations
117. On June 2, 2011, the same day that the MW Report was released, the Board appointed the

IC, a Board committee consisting exclusively of independent directors, which in turn retained
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independent legal and financial advisors in Canada, Hong Kong and the PRC, to investigate the

allegations sct out in the MW Report,

118, On June 8, 2011, the OSC publicly announced that it was investigating matters related to

SFC. That investigation has been active and is ongoing,

119, Later in June 2011, the HKSFC commenced an investigation lnto Greenhesrt Group, Asa
company listed on the Hong Kong Stock Bxchange and headquariered in Hong Kong, the
'HKSFC is Greenheart's primary securities regulator, I believe that the HKSFC's investigation
was largely reactive to the allegations against Sino-Forest, SFC's vontrol position in relation to
Greonheart Group, and to the fact that the principal offices of Sino-Forest and Greenheart Group
are loonted in Hong Kong, As indicated above, SFC had ncquited a majority interest in

Greenheart Group lcss than a year earlier, and had separate management and premises.

120. In addition to its investigation of Greenheart Group, the HKSFC has been assisting the
OSC with its investigation, I am advised by Qary Solway of Bennett Jones LLP, counsel to SPC_,
that the HICSFC has a mutual-assistance treaty with the OSC. The OSC has conducted witness

interviews in Hong Kong with the assistance of and out of the premises of the HKSFC.,

121, Sino-Rarest believes that it has attempted to coopetate with the OSC, HKSFC and RCMP
investigations, Sino-Forest has mado ex{ensive production of documents, in particular fo the
OSC, including documents sourced from jurisdictions outside of the OSC's power to compel

produotion,

122. Sino-Forest also has faoilitated interviews by the OSC with Sino-Forest personnel. In

oircumstances where OSC staff sought to examine Sino-Forest personnel resident in the PRC
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(where neither the OSC nor the HKSFC had the ability to compel their attendance at Interviews),

Sino-Forest arranged to bring individuals to Hong Kong to be examined.

123, Sino-Forest has responded to extensive inquiries, the most far-reaching coming from the
OSC, and has provided periodic oral brisfings to OSC staff. The IC reports were provided to

OSC staff on an unredacted basis, as discussed below.

124, The scope of the IC's review was significant, reflecting the wide range of allegations
contained in the MW Report. The IC and its advisors worked to compile and analyze the vast
amount of data requited for their comprehensive review of Sino-Forest's operations and business,

the relationships between Sino-Forest and othet entitles, and Sino-Forest's ownership of assets.

125. At the beginning of the IC's investigation, the IC informed the Board that the review would
likely take at least two to three months to complete, On August 10, 2011, the IC delivered its
first interim report to the Board (the "First Intetim Report"). A redacted copy of the First Interim

Report is attached as Exhibit "Q*,

126, SFC hes publicly disclosed on SEDAR and on its website redacted versions of the Fist
Interim Report and the two subsequent teports of the IC. The thres reports have been redacted to
protect information that the Board believes is commercially sensitive, the disclosure of which
could be harmful to Sino-Forest's business and operations, especially in the PRC. These
redactions have not been made to conceal information from regulatory sorutiny. Bach of the
three reports has been produced without redactions to OSC staff pursuant fo a compellod process
designed to-allow OSC staff to receive information relevant to its investigation, while at the same

fime protecting SFC's sensitive information.
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127. The TRirst Interim Report was the result of the IC and its advisors assembling and
organizing significant data from Sino-Forest's records, and teviewing Sino-Forest's cash
1161ding3, revenue and relationships. In the First Interim Report, while the IC did not determine
that there was any validity to the allegations in the MW Report, its findings wete limited as the

investigation was still ongoing.

128, Also in its First Interim Report, the IC's accounting advisors confirmed Sino-Forest's cash
balances in specific accounts as at June 13, 2011, for accounts located inside and outside of the
| PRC. A total of 293 accounts controlled by Sino-Forest in Hong Kong were confirmed,
representing 100% of the expected cash position in Hong Kong, However, Sino-Forest had 267
accounts in the PRC, so the logistios and 1~equire1hents of in-person/in-branch verification in the
PRC led the IC advisors to confitm 28 accounts, representing epproximately 81% of the
expected cash position in the PRC, The IC was satisfied based on this verification that Sino-

Forest's expected cash position in the PRC existed as at the date of confirmation.

129. The First Interim Report was delivered to the Board shortly before the Board was asked to
authorize the release of SFC's 2011 quarteily finanoial results for the second quézrter ended June

30, 2011 (the "Q2 Results"). The Q2 Results were released on August 15, 2011,

130, Almost immediately after tho Q2 Results were released, the IC's advisors identified and
brought to the attention of the IC just under 60 documonts, some of which raised potential
conduct ssues and others of which raised questions as to whether Sino-Forest's relationships

with some of its Als and suppliers were conducted at arm's length,
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131, The IC concluded that interviews concerning the documents should be conducted with
relevant Sino-Forest personnel, The interviews were conduoted from August 24 to 26, 2011 in

Hong Kong,

132, As part of its efforts to cooperate with OSC staff, on August 24, 2011, before the
documents were shown to relevant Sino-Forest petsonnel and those personne! were provided
with an opportunity to comment, the IC's advisors provided copies of the documents to OSC
staff, The IC's advisors and SFC's external counsel also provided oral briefings about the

interviews to OSC staff from August 24 to 26, 2011, as the interviews were being conducted.

133. Seen in their proper context, and with the benefit of fuller explanations, I believe that the
documents identified by the IC's advisors and provided to OSC staff at that time fall well short of

the misconduct alleged in the MW Repott,

134, However, as a result of the documents and interviews, Sino-Forest placed three employees
on administrative leave, and a fourth senior employes was requested to act solely on my

instructions. It was my decision in each case to take this action,

135, SFC's Board met on the morning of Friday August 26, 2011, Totonto time (which was
Eriday evening Hong Kong time) to hear reports about the interviews and about communications
between SFC and OSC staff, The Board was told that Chan had agreed to resign as Chairman,
CEO and as a director of SRC ponding the completion of the review by the IC of the allegations
in the MW Report, He was appointed Founding Chairmian Emeritus and Y was appointed as

CEQ.
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136. On August 26, 2011, the OSC issued a cease trade order with respect to the securities of
SFC and with respect to certain senior management personnel. A copy of the cease trade order
dated August 26, 2011 (as correoted by the OSC later that day) is attached as Bxhibit "P*. The
Board first learned of the cease trade order during the Board meeting that day, aftet Chan

tendered his resignhation.

137. With the consent of SEC, the cease trade order was extended by subsequent ordets of the
OSC, copies of which are attached as Exhibit "Q", The cease frade order continues in force to

-this date.

138. Based on my review of the IC's second intetim report to the Board (the "Second Interim
Report", which is discussed below) and discussions | have had with William Ardell, Board Chair
and Chair of the IC, I understand that in late August 2011, counsel for the IC received an inquiry
from the RCMP requesting cooperation from the IC in connection with an investigation into the
allegations in the MW Report. Representatives of the IC met with and provided information to
the RCMP from time to time. ‘The RCMP also has made information requests from time to time,

Tt has beent SFC's intention to coopetate with the RCMP in cormection with its investigation.

139, On November 13, 2011, the IC delivered its Second Interim Report to the Board, a

redaoted copy of which is attached as Exhibit "R".

140, Subject to the limitations desctibed therein, the Second Imterim Report confirmed
registered title or contractual or other rights to Sino-Forest's stated fimber assets, reconciled the
book value of the BVI timber assets and Sino-Forest WFOR standing timber assets as set out in

the 2010 financlal statements to the purchase prices for such assets as set out in the BVI and
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WFOE standing timbet purchase contracts reviewed by the IC advisors, reconciled reported total

revenue to salos contracts, and addressed certain allegations regarding related-party transactions,

141, Subject to the scope limifations described In the Second Interim Report, the IC confirmed
99,3% of Sino-Forest's timber area to its satisfaction and that Sino-Forest had registered title to
100% of its disclosed planted timber holdings by area, and contractual or other rights fo
approximately 81,3% of its disclosed purchased timber holdings by area. The IC reported that it
or its advisors had reviewed originals or copies of purchase contracts for the acquisition by Sine-

Forest of virtually all of its disclosed timber holdings as at December 31, 2010,

142, The IC indicated in its Second Interim Report that it viewed its wotk to be substantially

complete and that it expected to deliver its final report prior to the end of 2011,

B. Failure to Relerse Q3 Results and Default Under the Notes
143, Subsequent to Angust 26, 2011, the IC's advisors identified additional documents that

raised issues meriting comment and -explanation from SFC's management, Also, SFC's extornal
counsel, in responding to requests from the OSC, also identified documents of a similar nature,
Further documents metiting comment and explanation wete identified by SFC's external auditors

and in interviews conducted by OSC staff.

144, As SFC reached the November 15, 2011 deadline to release its 2011 third quarter financial
statements (the "Q3 Results"), the Audit Committee recommended and the Board agreed that
STFC should defer the release of the Q3 Results until certain issues could be resolved to the
satlsfaction of the Board and SFC's auditor. The issues included (i) determining the nature and
scope of the relationships between Sino-Forest and certain of its Als and suppliers, as disoussed

in the Second Interim Report, and (ii) the satisfaciory explanation and resolution of issues raised
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by certain documents identified by the 1C's advisors, SFC's counsel, SFC's oxternal auditors,

and/or by OSC staff,

145, On November 15, 2011, the date upon which SFC's Q3 Results were dus, SPC issued a
ptess telease announcing that the IC had delivered its Second Interim Repoit to the Board, A
copy of the November 15, 2011 press release is attached as Exhibit "S", The executive summary

to the Second Interim Report is attached as a schedule to the press release,

-146, The November 15, 2011 press release also stated that the Boawd had concluded that, as a
result of ongoing work arising from the allegations reised in the MW Report, it was notin a
position to authorize the release of the Q3 Results at that time. The release stated that SFC

would try to release the Q3 Results within 30 days,

147, SFC's failure to file the Q3 Results and provide a-copy of the Q3 Resuits to tho trustee and
to Its noteholders under its senior and convertible note indentures on or before November 13,
2011 constituted a default under those note indentutes. Pursuant to the indentures, an event of
default would have occuired if SFC failed to cure that breach within 30 days in the case of tho
senior notes, and 60 days in the case of the convertible notes, after having received written netice
of such default from the relevant indenturo trustee or the holders of 25% or more in aggregate

principal amount of a given serles of notes.

148. While SFC worked diligently to try to resolve the outstanding issues, it became clear that
SFC was not going to be able {o rolease the Q3 Results within that timeframe, ‘On December 12,
2011, SFC issued a pross rolease announcing that it would net be able to release the Q3 Rosults

within the 30-day period originally indicated,
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149, Moreover, in the press release, SFC announced that, In the circumstances, there was no
agsurance that it would be able to reléase the Q3 Results, or, if able, as to when such release
would occur, In the December 12, 2011 press release, SFC also announced that the Board had
determined not to make the $9.775 million interest payment on SFC's 2016 convertible notes that
wag due on December 15, 2011, A copy of the December 12, 2011 press release ls atfaclied as

Exhibit "T".

150, As disclosed in the Decembet 12, 2011 press release, the circumstances that caused SFC to
be unable to release the Q3 Results also could impact SFC's historic financial statements and

SEC's ability to obtain an audit for its 2011 fiscal year,

151, SFC's failure to make the $9.775 million interest payment on the 2016 convertible notes
when due on December 15, 2011 constituted a default under that indenture. Under the terms of
that indenture, SFC had 30 days to cure its default and make the required interest payment in
order ta prevent an event of default from occutring, which could have resulted in the acceleration
and enforcement of the approximately $1.8 bi]libn in notes which have been issued by SFC and

guarantead by many of its subsidiaries outside of the PRC.

152. On December 18, 2011, SFC announced that it had recelved writien notices of default
dated December 16, 2011, in respect of its sentor notes due 2014 and its senior notes due 2017,
The notices, which were sent by the rustees under the senior note indentures, referenced SFC's
proviously-disclosed failure to release the Q3 Results on a timely basis. SFC toiterated in the
December 18, 2011 press release that it did not expect to be dble to file the Q3 Results and cure
the default within the 30 day cure period. A copy of the Decomber 18, 2011 press release is
attached as Exhibit "U".
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153, In response to the receipt of the notices of default, among other considerations, on
December 16, 2011, the Board established a Special Restructuring Committee of the Board (the
"Restructuring Committee") comprised exclusively of directors independent of management of
SFC, for the purpose of supervising, analyzing and managing strategio options available to SFC.
The members of the Restructuring Committee ase William Ardell, Chair of the Board, who is
also Chair of the Restructuring Committee and Garry West, James Hyde, Chair of the Audit
Committee and an independent director, while not a member of the Restructuring Committee,

‘has attended meetings of the Restructuring Comuittee and participated .fully in its deliberations,

154. Following discussions with its external auditors, on January 16, 2012, SFC Issued a press
release cautioning that its historic financial statements and related audit reports should not be

relied upon, The January 10, 2012 press release is previously attached.

C The Waiver Agreements

155, On January 12, 2012, SFC announced that following extensive discussions with the Ad
Hoc Noteholders, holders of 4 majority in principal amount of SFC's senior notes due 2014 and
its sentor notes due 2017 agreed to waive the default arising from SFC's failure fo release the Q3
Results on a timely basis. A copy of the January 12, 2012 press relesse, together with the waiver

agreements, is attached as Exhibit "V*,

156, Pursuant to the waiver agrocments, SFC agreed to, among other things, make the $9.775
million inferest payment on its 2016 convertible notes that was due on December 15, 2011,

curing that default. That payment was made in accordance with the waiver agreements.

157, While the walver agreements prevented the indenture frustees under {he relevant note

indentures from accelerating and enforeing the note indebiedniess as a result of SFC's failure 1o
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file its Q3 Results, those waiver agreements expire on the earlier of April 30, 2012 and any
carlier termination of the waiver agreements in accordance with their terms. In addition, should
SFC fail to file its 2011 Results by March 30, 2012 (and upon the necessary notices being sent
and cure periods expiring), the indenture trustees would again be in a position fo aocelemt.e and

erforce,

D. The IC's Final Report and Verification of SFC's Asseis
158. On January 31, 2012, SFC publicly released a redacted version of the final repott of the IC

| (the "Final Report™), A copy of the redacted Final Report is attached as Bxhibit "W",

159, Following the delivery of the Final Report, and in accordance with the waiver agreements,
the Board adopted a resolution instructing the IC to cease its investigative, review and oversight
activities. Any issues within the authority of the IC that temained outstanding were referred to

SFC's Audit Committee or Restructuring Committee.

160. In its January 31, 2012 press release, attached as Exhibit "X", announcing thé release of the
Final Repoit, SFC also disclosed the results of a "proof of concept" exerciSc; undertaken to
determine If the standing timber referenced in particular purchase contracts could be lacated and
quantified by an independent forestry expert engaged to undertake the exerclse, The exercise
was undertaken to address the [ssue raised in the Second Interim Report regarding the absence of
maps in the possession of SFC's BVI subsidiaries to show the precise location of the timber

subject to plantation purchase coniracts,

161. As disclosed in the Janwary 31, 2012 press telease, the proef of concept exercise was
confined to two compartmenis. The selection criteria limited the sample to purchased timber

assets located in Yunnan province. The candidate assets were acquired prior to the allegations in
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the MW Report. They were listed as being held by BVIa and not by WIFOEs, At the IC's request,
the consultants selected a shortlist of ten possible compariments coveﬁng multiple forestry
burcaus and meeting the criteria above, avoiding any prospeot that the sampling involved
personnel from Sino-Forest. Multiple county forestry buresus were represented in the shortlist,
and the [C made the final selection of compartments fo ensure more than one county forestry

bureau was represented.

162. As described in the Final Report and the accompanying press release, maps for the two
.compartments were obfained from the relevant forestry bureaus in the PRC by the contracted
survey companies and made available to the consultants. Using the techniques described in the
Final Report, compartment boundaries were suﬁerimposed on recent high resolution satellite
imagery which allowed for the moasurement of each compartmenf's forest cover, The
consultants compared the net stocked area of forest cover that they assessed for each
compartment with that stated in the Sino-Forest purchass contracts and forest survey repotts.
The consultants found that the net stocked area of forest cover in each compartment wag up to
six percent greater than that sf;ated in the relevant purchase coniracts and forest survey reports,

with the current assessed area for each compartment exceeding the purchase contract area.

163, While the consultant report and press release cautioned agalnst extrapolation of thess
findings over Sino-Forest's broader forestry assets, I tock considerable comfort from these
findings, In relation to iwo randomly-selected contraots held through the BVI structure, the
property descriptlons and expected forest cover In the contracts matched the boundaries and

forest cover on the ground,
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164, Subsequent to January 31, 2012, Sino-Forest has taken steps fo see the proof of concept
process applied over a statistically relevant sampling of Sino-Forest's forest assets. That work is

ongoing,

E, Gating Lssues to an Audit
165, SFC has worked diligently to address issues Identified by SFC's Audit Committes, the IC

and by its external auditor, Ernst & Young LLP, as requiring resolution in order for SFC to be in
a position to obtain an audit opinion in relation to the 2011 Results, Many of the same issues

also impaot SFC's ability to release the Q3 Results.

166, As SFC has publiocly disclosed in its press releases, the gating issues to the release of the
Q3 Results and to obtalning an audit (}-f the 2011 Results include (i} determining the nature and
soope of the relationships between Sino-Forest and certain of its Als and suppliers, and (i) the
satisfactory explanation and resoluiion of issues raised by certain documents identified by the

IC's advisors, SFC's counsel, SFC's auditors, and/or by OSC staff,

167, The "relationship issues" described above are discussed extensively in the Second Intetim
Report and in the Final Report of the IC. Relationship Issues were prominent in the
approximately 60 documents provided to OSC staff on August 24, 2011, and relationships

continue to be an issue that SFC has been unable to resolve.

168, As part of the IC's Investigatlve process a significant amount of electronic data was
exiracted and reviewed by the IC and its advisors, The same data also has been reyiewed by

counsel for SFC and SFC's advisors. Over one million electronio records have been reviewed.
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169. The search of eleotronic records and other inquiries have not produced evidence to support
the allegations made in the MW Report that Sino-Forest is a near fotal fraud or Ponzi scheme,
The searches and inquirles have produced some evidence of possible lesser improper conduct

that SFC has been making efforts to investigate, address and quantify.

170. There is no single theme among the documents and issues that SFC has been taking steps
to address. In some cases, the documents speak to efforts to deal with forslgn currency exchange
restiictions applicable to the PRC, The documents suggest that in some cases SIFC personnel
lmay have received personal benefits at Sino-Forest's expense and may have appropriated some
of Sino-Forest's assets, They also show that, in a few cases, whistleblower complaints in some
gubsidiaries alleging misconduct by certain persﬁnne] in those subsidiaries appear not to have

been adequately investigated and addressed.

171, The record-keeping of SFC's subsidiaries in the PRC appeared to be adequale ptior to the
recent heightened scrutiny being focused on companies with significant operations in the PRC.
The nature of SFC's books and records, combined with the inability to compel disclosure and
participation by third party PRC companies, primartily SFC's customers (Als) and suppliets, and
the unwillingness of these companies to become involved in an investigation, makes it difficult

to definitively assess some of tho explanations offered by Sino-Forest personnel.

172, In light of this heightened scrutiny, SFC's subsidiaries in the PRC do not have the scope of
books and records that might be used to definitively address some issues raised by potentially
problematio email communications. The nature of SFC's BVI structure, and the absence of

contractual rights to examine the books and records of customers and suppliers, deprives SEC of
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access to information that may be necessary to allow SFC to determine whether some of the

documents and issues identified are material from a financial reporting perspective.

173, Notwithstanding SFC's best efforts, many of these issues may not be capable of resolution,
and certainly nbt within a timeframe that would allow SFC to comply with its obligations under
its note indentures and securities laws. Consequently, absent a resolution with the noteholders,
the indenture trustecs would be in a position to -enforce thelr Jegal rights as early as April 30,

2012,

174. However extensive and challenging the work done to respond to the MW Report has been,
the simple fact is that the uncertalnty it has created has caused Sino-Forest's business {o
deteriorate. Repairing the damage to the business simply cannot wait any longer. Without
decisive action in the immediate term, I fear that the ability to save the business for the benefit of

SEC and its stakeholders will be irreparably lost.

175. As described in greater detail herein, even though the allegations set out in ti.w MW chof_t
and the OSC cease trade orders are unproven, the allegations have had a catastrophio negative
impact on Sino-Forest's business activities and have created substantial uncertainty regarding the
future of Sino-Forest's business in the minds of the Sino-Forest Companies' stakeholders in the
PRC, including ifs lendors, customers, suppliers, employees, and governmental officlals, The
allegations made against SEC have resulted in a substantial erosion of Sino-Forest's business.
The business in the PRC continues to deteriorate with every passing day and it has bécome olear
to SFC that the Sino-Forest business needs to be separated from the cloud that continues to hang
over SFC if there {3 any future for that business (and thus value for SFC's stakeholders) to be

preserved.
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V.  IMPACT OF MUDDY WATERS ALLEGATIONS ON SINO-FOREST

A.  Class Action Lawsults

176, SEC and certain of its officers, directors and employess, along with SFC's current and
former auditors, technical consultants and various underwriters involved in prlor equity and debt

offerings, have been named as defendants in eight class action lawsuits,

177. Blve of these class action lawsuits, commenced by three separate groups of counsel, were
filed in the Outario Superior Court of Justice on June 8, 2011, June 20, 2011, July 20, 2011,
A-September 26, 2011 and November 14, 2011, A carriage motion in relation to these actions was
heard on December 20 and 21, 2011, and by Order .dated January 6, 2012, Justice Persl!
appointed Koskie Minsky LLP and Siskinds LLP as class counsel, As a result, Koskic Minsky
LLP and Siskinds LLP discontinued their earliest action, and thelr other two actions have been
consolidated and will move forward as one proceeding, The other two Ontario actions,
commenced by other counsel, have been stayed., Pursuant to Justics Perell's January 6, 2012
Order, Koskie Minsky LLP and Siskinds LLP have filed a fresh as amended Statement of Claiﬁ;

in the consolidated proceeding, A copy of this Statement of Claim is attached as Exhibit "Y".

178, The action purports to be brought on behalf of noteholders. The plaintiffs and plaintiff law
firms have not complied with the prorequisites to bringing suit in the relevant note indentures,

which cach contain a "no suits by holders" clause.

179, Parallel class actions have been filed in Quebec and Sasketchowan. Copies of the

originating documents in those actions are attached as Exhibit "Z",

180, Additionally, on Janvary 27, 2012, a class action was commenced against SFC and other

defendants in the Supreme Courf of the State of New Yok, U.S.A, The complaint alleges that
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the action is brought on behalf of persons who purchased SFC shares on the ovet-the-counter
market and on behalf of non-Canadian purchasers of SFC debt securities. The quantuin of
damages sought is not specified in the complaint. A copy of the complaint in this action is

attached as Bxhibit "AA".

181, Additional law firms in both the United States and Canada have announced that they are
investigating SPC and certain direotors and officers thereof with respect to potential additional

class action lawsuits,

B. Effects of MW Report and Related Events

182. The allegations set forth in the MW Report, despiie being denled by SPC, have had
catastrophic negative effects on the reputation and business of Sino-Forest. As a result, Sino-
Torest's ability to conduct its operations in the normal course of business has been materially
affected, For example: creditors are Inoreasing legal demands with respect fo accounts payable,
at the same time, collections of accounts receivables is inereasingly diffioult due to a widespread
belief that Sino-Rorest will not survive; sales in ihe WEOE model have also slowed substantiaily
in response to views on accounts receivable payments; cash flow issues have resulted in &
cessation of any expansion or modernization; the inability to fund purchases of raw materials has
ogused a slowdown in production or, in many cages, a shutdown; certain timber nssets have been
frozen as Sino-Forest has been unable to keep current with payments; depesits put dewn on
standing timber purchases by WFORs, of approximately $27 million, may be unrealizable due to
an inability to generate cash to pay off outstanding payables under those contracts; offshore
banking facilities have been repald and frozen or cancelled, leading fo substantial damage in
Sino-Forest's trading business; telationships with local governments and plantation land owners

have become strained; Sino-Forest is unable to complete various projects, oontracts and
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acquisitions; and the PRC government is expréssing increased concorn over SFC and is
becoming less inclined to be supportive of Sino-Forest, making the ability to obtain legal

documents for Sino-Forest's operations increasingly difficult,

L Diversion of Operational Resources & Effects on Operations

183, The investigations being conducted by the OSC, the HKSFC and the RCMP, the
examination by the IC (and now the Audit Commiitee and Restructuring Comunittee), and the
class action lawsuits have required, and will continue to require, significant resources to be
.expcnded by the directors, offlcers and employces of Sino-Forest. As a result, the diversion of
such resources has affected Sino-Forest's ability to conduct its operations in the normal course of
business. Sino-Forest's timber and trading businesses have effectively been frozen and have

ground to a halt,

184, Since the MW Report was released, in order to conserve cash, Sino-Forest has only
completed cash purchases which were previously committed to and has not made any new
commitments (i.e. in the WFOR stuctute), despite having been presented with some attractive
buying opportunities. Sino-Forest has therefore not grown its assét base as It would have but for

the MW Report.

185. Also, the Sino-Forest Companies have had an extremely difficult time oollecting
outstanding receivables as a result of the perceived uncertainty surrounding them in the PRC,
The total amount of outstanding receivables in the WFOE structure was approximately $130,3
million as at February 29, 2012, with more than 83.5% of those receivables being over 90 days.
Sino-Forest's counsel in the PRC, KaiTong Law Firm, has sent legal demand letters to 12 BVI

trading companies for accounts receivable totaling approximately $126 million end five WFOR
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companies totaling approximately RMB 224.5 million, Additional legal demand letters for

smaller accounts ate also in process, and other accounts receivable ave belng negotiated.

186. At the same time that the Sino-Forest Companies are having a difficult time collecting
outstanding receivables, they are recelving increased demands on their payables. Certain of Sino-
Forest's creditors in the PRC have taken aggressive collection tacties in the PRC, including filing
court claims in an effort to be paid amounts owed to them by Sino-Forest. If the uncertainty
related to SRC is allowed to continue fo affect Sino-Forest's business operations, Sino-Forest

expects increasing legal actions from other creditors,

187, Sino-Forest has not been able to secure or renew certain existing onshore banking facilities
and has been unable to obtain offshore letters of credit to facilitate Sino-Forest's trading business,
All offshere banking facilities have been repaid and frozen, or cancelled, Since June 2, 2011, all
Hong Kong banks have asked for voluntary repayment of outstanding loans. Banking facilities
with a total credit amount of $67.9 million were texminated by four banks between June 10, 2011
and August 29, 2011, Facilities of $152.3 millién wete frozen upon full repayment, In the PRC,
facilities totaling RMB 159,6 million were asking for voluntary repayments, For the PRC banks
providing facilitles, Sino-Forest was requested to increase its cash deposits 80 as to demonstrate
financial strength, This has lead to substantial damage in Sino-Forest's operations, and affects
Sino-Forest's ability to complete obligations under existing contracts, resulting in losses

potentially in excess of $100 million,

188, Various projects and contracts, such as nursery projects in certain provinces with a contract

value of approximately RMB 1 billion, have been stopped or are unable to be fulfilled.
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189. Due to the allegations in the MW Report, the PRC govermnment is expressing increased
concein over SFC and is becoming less inclined to be supportive of Sino-Torest, making the
ability to obtain legal documents more difficult. For example, the PRC government has withheld
cutting licenses tesulting in lower harvesting volumes. Relationships with local government and
local plantation suppliers have also become strained, resulting in many difficulties and obstacles
in Sito-Porest's operations including an inability to complete certain acquisitions-of plantations,
For example, in the Anqing, Anhul area in the PRC, the local government no longer showed
‘support to Sino-Forest and the plantation land owner refused to l10noﬁr the plantation purchase

contracts,

2, Tees and Expenses
190, SFC has and will continue to incur a substantisl amount of fees and expenses in connection
with the examination by the IC (and now the Audit Commiitee and Restructuring Committee),
the investigations by the OSC and the RCMP, and the class action lawsults, Flu%lger, pursuant to
indemnification agreements betwesn SFC and its directors and certain officers as well as witi)
auditors, underwriters and other patties, SFC may be obligated to indemnify such individuals for
additional legal and other expenses pursvant to such proceedings. The aggregate of such fees and
expenses is substantial and has had an extremely negative effect on Sino-Forest's operating

results,

3. Value of Common Shares and Credit Rating

191, Prior to the release of the MW Report on June 2, 2011, S8FC's comnmon shares had a 20-day
volume welghted average price of CDN $19.58 for a total market ¢apitalization of approximately
CDN $4.8 billion, In the weeks that followed the release of the MW Report, the value of SFC's

common shares plunged to 4 low of CDN $1.29 for a total market capitalization of
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approximately CDN $300 million, As at August 25, 2011, the day prior to the OSC cease
ttading SRC's common shares, its shares were trading at CDN $4.81 for a total market

capitalization of approximately CDN $1.2 biflion,

192, The allegations set forth in the MW Report have resulted in & material decline in the
market value of SFC's common shares and notes, On June 30, 2011, Standard & Poor's Ratings
Services lowered its long-term corporate credit rating on SEC to ‘B+ from 'BB', lowered the
issue ratings on SPC's outstanding senior notes and convertible notes to 'B+, and lowered the
lGreater China scale credit ratings on SFC and its notes to 'cnBB' from ‘'cnBBB-'. On August 29,
2011, Standard & Poor downgraded to 'CCC-, then withdrew its ratings. Fitch Ratings withdrew
its Foreign Currency Issuer Default Rating and -sehior debt rating of ‘BB-' on July 14, 2011, after
placing SFC on Negative Watch on June 20, 2011. On July 19, 2011, Moody's Investors Setvice
downgraded the corporate family and senior unsecyred debt ratings of SFC to 'B1' from 'Ba2’, On
August 29, 2011, Moody's downgraded to 'Caal’ from 'B1', and on December 14, 2011, Moody's

downgraded to 'Cal' and withdrew its rating,

193. Sino-Forest's primary sources of funding have been shorl-term and long-term barrowings,
equity offerings and cash generated by operating eaotivities, However, as a result of the
reputational damage that the MW Report inflicted on SFC, I bolieve that SFC has no ability to

access the capital markets at the present time, including to refinance its notes.

VI. CLAIM AGAINST MUDDY WATLRS

194, On March 29, 2012, SFC commenced a claim in the Ontatio Supetior Court of Justice
against Muddy Waters, its principal, and persons who traded with prior knowledge of the MW

Repott, A copy of SFC's elaim against Muddy Waters ef al is attached as Exhibit "BB”,
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195. In this action, SFC seeks total damages in the sum of CDN $4 billien in relation to harm
cauged to SFC as a result of the allegations made by Muddy Waters, If SFC is successfully
restructured as contemplated, it is-anticipated that the action will be funded by the litigation trust
provided for in the Support Agreement described below, and the benefits of the action will be

shared ag contemplated by the Support Agreement.

V11, PROPOSED RESTRUCTURING TRANSACTIONS

196. Following extensive arm's length negotiations between SFC and the Ad Hoc Noteholders,
the parties entered into the Support Agreement, The Support Agreement contalns, among other
things, the summary terms and conditions of a going concern restructuring of SFC (the

“Restructuring Transaction"). A copy of the Support Agreement is previously attached.

197. The Support Agreement provides that SFC will file the Plan in order to implement the
Restructuring Transaction as part of this CCAA proceeding, and that the Consenting Noteholders
will vote their notes in favour of the Plan at any meeting of creditors, each subject to certain

conditions,

198. From a commercial perspective, the Restruoturing Transaction contemplated by the

Support Agreement is Infended to accomplish the following objectives:

(8) the separation of Sino-Forest's business operations from the problems facing SFC
outside of the PRC by transferring the intermediate holding companies which own
“the business" and SFC's intercompany claims against its subsidiaries (which include
the entire substantive operations of the Sino-Forest Companies) to the noteholders in
compromise of their claims ageinst SFC (if the Sale Process does not geherate a

supetior (ransaction, as described below),
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(b) the Sale Process being undestaken to determine if any person or group of persons will
purchase Sino-Forest's business operations pursuant to the Plan for an amount of
consideration acceptable to SFC and the noteholders, with the potential for excess
above such amount being directed to Junior Constituents. The Sale Process is
intended to ensure that SFC is pursuing all avenues to maximize value for its

stakeholders;

{c) astructure (including funding) that will enable litigation claims to be pursued for the
benefit of SFC's stakeholders in accordance with the Support Agreement against a
number of potential defendants (including Muddy Waters, its principal, and any
persons who benefited fiom the allegaﬁ'ons made by Muddy Waters in a coordinated

way); and

(d) if the Sale Process does not result In u sale, the Junior Constituents recovering some
"upside” in the form of a profit participation if Sino-Forest's business operations
acquired by the noteholders are monetized within seven years from the dafe of the
implementation of the Plan at a profit, a3 Turther described in the Support

Agreement,

199. The decision to enter into the Support Agreement was glven careful consideration by SFC
and the Board and was not taken lightly, However, the inability to obtain an audit creates a
defuult under the note indentures which simply cannot be cured within & reasonable timeframe, if

at all,

200. More significantly, it has beoome clear that the problems facing SFC outside of the PRC

are causing Sino-Forest's business operations In the PRC to deterlorate and that, unless declsive
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steps are taken to restructure Sino-Forest, the PRC business operafions will continue to
deteriorate to the point that they will cease to be capable of being turned around, which will
further diminish the value that can be realized for SFC and its stakeholders. While there remains
substantial work ahead in the PRC to turn the business around and convince stakeholders in the
PRC (including customets, suppliers, employees and PRC governmental officials of all levels)
that the Sino-Forest busingss built up over the past 18 years is hete to stay, I firmly believe that
the transactions which SFC proposes to initiate pursuant to the CCAA will show a path out of t.he

-uncertainty which it has facod since last June.

201. The Support Agreement provides that SRC will malce an applioation under the CCAA in
order to implement tho Plan. The Consenting theholdcrs executed the Support Agreement on

the basis that a restructuring of SFC as proposed would be undertaken pursuant to the CCAA,

202. But for the negotiation and execution of the Support Agreement, SFC would be unable to
prevent the acceletation and enforcement of the rights of the noteholders as soon as April 30,
2012, in which case SFC would be unable to continue as a going concertt, and i3 thus insolvent.
Accordingly, and for the reasons set out herein, a rostructuring is urgently requirécl and should be

pursued to preserve its enterprise value,

203, SFC has reached an agreement on & consensual restructuring transaction with the Ad Hoo
Noteholders, SFC is seeking a stay of proceedings under the CCAA in order fo allow it time to
progeed to develop the Plan which, if approved by the creditors and this Honourable Court,

would, among other things, allow for a going concern emergence of Sino-Forest's business.
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YIII. THE SALE PROCESS

204, Under the Sale Process, SFC, through its financlal advisor, Houlihan Lokey ("Houlihan"),
and with the oversight of the monitor, will seek qualified purchasers (Inoluding existing
shareholders and hoteholders) of SFC's assets on a global basis and attempt to engage them in
the Sale Process. The Sale Process Procedures, which were agreed to by the parties to the
Support Agreement in consuitation with the proposed monitor, provide that SFC will have up to
90 days to solioit letters of intent, and if qualified letters of intent are reveived, a further 90 days
-to solicit qualified bids, A copy of the Sale Pracess Procedures is attaéhed as Schedule D to the

Support Agreement,

205, 1 believe it ig critically important that the S.a'l_e Process Order be granted at this time for a
variety of reasons, First and most importantly, It is very important that SFC conclude a
restructuring by the end of the third figca! quarter. The business of the Sino-Forest Companies is
seasonal, and the vast majority of transactions (both purchases and sales) typically occur in the
third and fourth quarters, All stakeholders will therefore be prejudiced if SFC cannot complete ‘a
restructuring by the end of the third quarter, or soon thereafter, as the business will continue to

be frozen through the critical fourth quarter.

206, With that target end date in mind, the process must begln immediately, I understand that in
other insolveney filings in Canada, sale processes have been done on much shorter timetables
than what SFC 4s proposing; however, 1 believe the proposed tlmetable is necessary and
approptiate In light of the specific circumstances. In fact, given the critical timing of this process,
I am aware that Houlihan has already been in contact with pasties who may bo interested parties

in this Sale Process,
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207. The assets belng sold, especially given the allegations in the MW Report, are extremely
complex and are being offered for sale without cutrent audited financial statements, Potential

buyers therefore need to be afforded sufficient time o do due diligence,

208. In additlon, there are limited potential buyers for these assets, I believe that potential
buyers will need to have, in addition to the significant capital to complete a transaction of this
size, an in-depth and intimate knowledge of the PRC market. I do not expect that the ultimate
bﬁyer for these assets, if any, will be a typical buyer of distressed assets in an insolvency

proceeding,

209. Accordingly, given that a transaction must be Implemented as soon as possible, and given
the complexity of the assets and the fact that thore is a limited universe of potential buyers, I
believe it is necessary that the Sale Process Order be granted at this time, and that the Sale

Process provides the best potential for recovery for SFC's stakeholders,

210. I have no reason to believe that any creditors have a bora fide reason to object to the Sale

Precess,

IX. SFC MEERTS CCAA STATUTORY REQUIREMENTS

211, I am advised by Gary Solway of Benneti Jones LLP, counsel to SFC, that the CCAA
applies in respect of a "debtor company” if the claims against the debtor company or affiliated
debtor companies total more than CDN §5 million. 1 am further advised by Gary Solway that a
"debtor company" is a company incorporated under an Act of Parliament or the legisiature of a

province which has, among other things, become bankrupt or insolvent.
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A, SFC is a "Company" Under the CCAA
212, SEC is a "company" to which the CCAA applies as it is a company continued under the

CBCA. A copy of SFC's articles of continuance was previously attached.

B. SFC hag Claims Against it in Excess-of $5 Million
213. As discussed above, SFC has debts against it far ln excess of the CDN $5 million statutory

requirement.

L, SI'C s Insolvent
214. 1 am advised by Gary Solway of Bennett Jones LLP, counsel to SFC, that under section 2
of the Banfruptey and Insolvency Act (and a similar definition exists under sections 192(2) and

208 of the CBCA), an Inso]vent persoﬁ is one whose linbilities to creditors exceeds CDN $1,000
and () is for any reason unable to meet his obligations as they generally become due, (i) has
ceased paying his current obligations in the ordinary course of business as they gonerally become
due, or (i) the aggregate of whose property is not, at a fair valuatlon, sufficient, or, if disposed
of at & faltly conducted salo under fegal process, would not be sufficient to enable payment of all

his obligations, due and acotuing due,

215. As discussed herein, the holders of SFC's senior notes enteted into walver agteements
wherein they agteed not to have the indenture trustees demand immediate payment of the
principal anmount of the senior notes, Such waiver agreements expive on the earlier of April 30,
2012 and any earlier termination of the walver agreements in accordance with their terms,
Moreovet, in addition to the default dealt with pursuant to the waiver agteements in respect of

the Q3 Results, SFC will be in further default on April 30, 2012 as a result of the fact that it will
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fail to file its audited 2011 Results. As discussed in greater detail herein, SFC will be unable to

oure such defauit in the immediate o near term (if ever).

216. But for the execution of the Support Agresment and the standstill provided for therein, the
indenture trustees under the notes could be entitled to accelerate and enforce the rights of the
noteholders as soon as April 30, 2012. Without the liquidity provided by the waiver agreements,
SRC would be unable to meet ity obligations as they come due or continue as a going concern

and is thus insolvent.

X, RELIEF SOUGHT
A Stay of Proccedings

217, SFC needs a stay of proceedings to pwisue and implement the Restructuring Transaction in
an attempt to complete a going concern restructuring of its businesses. In the interim, the class
actions lawsuits, as well as any other potential actions, need to be stayed so that the

Restructuring Committee can focus on formulating the Plan.

B. Appointment of Monitor
218, FTI Consulting Canada Ine. ("FTI") has consented to act as the monitor of 8FC (the

"Monitor") in the CCAA proceedings, and I believe that FTI is qualified and competent to so act. -

219, FTT will be filing & pre-filing report with the Coutt as prospective monitor in conjunctien

with SFC's request for relief under the CCAA,

C. Payments During CCAA Procecding

220. During the course of this CCAA proceeding, SFC {ntends to make payments for goods and
services supplied post-filing as set out in the cash flow projections described below and as

permitted by the draft Initlal Order.
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D, Administration Charge

221, Tt is contemplated that the Monitor, counsel to the Monitor, counsel to SFC, counsel to the
Board, Houlihan, FTI Consulting (Hong Kong) Limited, counse! te the Ad Hoc Noteholders and
the financial advisor to the Ad Hoc Noteholders would be granted a first priority Court-ordered
charge on the assets, property and undertakdngs of SFC, other than SFC's essets which are
subject to Personal Property Security Act registrations (the "SFC Property") in priority to all
other charges (the "Administration Charge") up to the maximum amount of CDN $15 million in
-regpect of their respective fees and disbursements, incurred at standard rates and charges. SFC

believes tho Administration Charge ig fair and reasoneble in the circumstances.

222. The nature of the Sino-Forest Companies' business requires the expertise, lknowledge and
continuing participation of the proposed beneficlaics of the Administration Charge in order to
complete a suocessful restructuring, I believe this Administration Charge is necessary to ensure

their continued participation.

223, I do not belleve that there Is any unwarranted duplication of roles between the proposed

beneficiaries of the Administration Charge,

| 8 Directors' Charge

224, A successful restructuring of SFC will only be possible with the continued participation of
the Board. These personnel are essential fo the viability of the continuing business of Sino-
Forest. SI'C's Board members have specialized expertise and relationships with Sino-Forest's
suppliers, employees and other stakeholders, as well as knowledgoe galned throughout the IC

process that cannot be roplicated or replaced,
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225. The directots of SRC have indicated that due to the potential for significant personal
liability, they cannot continue their service in this restructuring unless the Initial Order grants a
charge on the SFC Property in priority to &ll other charges except the Administration Charge, as
security for SFC's indemnification obligations for the potential obligations and liabilities they
may incur after the commencement of these proceedings, It is proposed that the directors of SRC
be granted a directors’ charge in the amount of CDN $3.2 million (the "Divectors’ Charge") over

the SFC Property, SFC belleves the Directors’ Charge is falr and reasonable in the circumstances,

226. SFC, for itself and its subsidiaries, currently has primary insurance coverage of $10 million
and five separate excess insurance policies collectively providing CDN $45 million (the "2012
Insurance Policies"), for a total of CDN $55 million of coverage in place to attempt fo protect
SFC and its directots and officers, The 2012 Insurance Policies were put in place and became
effective after prior policies of insurance were not renewed following their expity on December
31, 2011, by the insurers who had issued the policies (the "2011 Insurance Policies"). Although
covetage is being provided to SFC and certain of its directors and officers under the 2011
Insurance Policies for claims that were advanced or threatened prior fo the expiry of the 2011
Insurance Policies on Decomber 31, 2011, those policics provide no coverage or protection to
SFC orits officers and directors for new claims that are made after December 31, 2011 which are
based on new events or allegations unrelated to the subject matter of the ¢laims that have already

been advanced or threatened,

227. As was the case with the 2011 Insutance Policies, the 2012 Insurance Policies provide for
thies types of coverage: (i) director and officer liability, (if) corporate liabllity for indemnifiable
loss, and (iii) corporate liability arising from securities claims, The 2012 Insurance Policies

expire on December 31, 2012 and exclude coverage for divectors' liabilities for wages. There are
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also other exclusions and limitations of coverage which may leave SFC's directors and officers
without coverage under the 2012 Insurance Policies. Depending on the circumstances of any
particular claim, the insurers which have issued the 2012 Insurance Policies may deny coverage
on the bagis that the 2012 Insurance Policies exclude such other clalms, that coverage limits have
been exhausted by cluims made against the 2l012 Insurance Policies, or that the matters ceported
fall within the coverage provided by the 2011 Insurance Policies (which are already respending
to a number of significant claims that have the potential to exhaust or exceed the applicable
‘[imits). Finally, there is no guarantee that SFC will be able to renew tﬁe 2012 Insyrance Policies

when they expire at the end of'the year.

228. Contractual indemnities have been pravided by SFC o its directors. SFC does not have
sufficient funds to satisfy those indemnitles should the directors of SFC incur obligations and

liabilities.in that regard after the commencement of these proceedings.

229, The Directors' Charge i3 necessary so that SFC may benefit from Its directors’ experience,
knowledge and ability to gnide. SFC's restructuring efforts, It is critical to the restructuring
efforts that SFC's directors remain with SFC in ordet to assist SFC in achieving the Restructuring

Transaction to benefit SFC's stakkeholders.

230. As such, it is proposed that the priorities of the Administration Charge and the Directors'

Charge be as follows:
(a) First— Administration Charge; and

{b) Seccond - Directors' Charge,
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231, Based on the books and records of SFC, and to the best of my knowledge, thete are no
secured creditors who are likely to be affected by the Administration Charge or the Directors'

Charge.

F.. Postponement of Annual Shareholders' Mecting

232, As previously mentioned, SFC is a public company under the CBCA, I am advised by
Gary Solway of Bennett Jones LLP, counsel to SFC, that, as such, SFC is required, pursuant to
paragraph 133(1)(b) of the CBCA, to call an annual meeting of its shareholders by no later than
-June 30, 2012, being six months after the end of its preceding financial year which ended on
December 31, 2011, Accordingly, SEC s required to oall its annual general meeting no later than

June 30, 2012, SFC's annual general mieeting has fypica‘l]y been held in the month of May.

233, However, the management of SFC and other Sino-Forest Companies are presently
devoting their efforts to stabilizing the business with a view to implementing the Restructuring

Transaction in accordance with the terms of the Support Agreement,

234, Proparing the proxy materials required for an annual meeting of shareholders (which must
be prepared well In advance of any meeting so that they can be mailed to shareholders in
advénce of the mecting) and holding the annual meeting of shareholders would divert the
atterlltiun of senjor management of the Sino-Forest Companies away from implementing the
Restructuring Transaction, would require significant financlal resources, and could impede SFC's

ability fo achicve a restructuring under the CCAA.,

235. In addition, pursuant to section 155 of the CBCA, SFC is required fo place before the

annual mesting financial statements of SFC for & pertod ended not more than six months prior to

1336
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the date of the annual meeting, SFC has been unable to complete its financlal statements for the

reasons already discussed.

236. I am advised by Gary Solway of Bennett Jones LLP, counsel to SFC, that, under
subsection 106(6) of the CBCA, If direotors are not elected at an annual meeting, the incumbent

ditectors will continue to hold office until their successors are elecied,

237, Certain financial and other information i and will continue to be available to the publio
through SFC'z court filing which will be easily accessible on the proposed Monitot's website
(http://cfeanada. fticonsulting.com/sfe).  Consequently, the failure to hold an annual general
meeting within the time prescribed by the CBCA will not deprive shareholders of access fo the

financial information of SRC that is publicly avalleble from STC.

238. Under the clrcumstances, I believe it is impractical for SFC to call and hold an annual

meeting of shareholders during this CCAA proceeding,

G. Foreign Proceedings

239, SFC is seeking in the Initial Order to have the Monitor authorized, as the foreign
representative of SFC, to apply for recognition of thess proceedings, as neeessary, in any
jurlsdiction outsido of Canads, including as "Foreign Main Procecdings" in the United States
pursuant to Chapter 15 of the U.S. Bankrupicy Code (the "Chapter 15 Proceedings"). The initial
effect of the Chapter 15 Proceedings would be to give effect to the Initial Order in the United

States.
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H, Financial Advisor Agreement

240. 1t became olear to SFC af the beginning of September 2011, that it would greatly benefit
from the expertise of a financial advisor. Accordingly, SFC invited four reputable global
financial advisory fitms to make presentations for the role on or about September 14, 2011,
Houlthan was selected as SFC's first choice as a result of, among others, its significant
experience in debt restructurings, its strong presence and teputation in both the North American
and Asian markets, and its strong standing with the global noteholders community, especially

- those event driven funds which customarily play a leadership role in these situations.

241, On or about September 26, 2011, Bennett Jones LLP, as counsel to SFC, entered into an
agreement with Houlihan relating to Houlihan's provision of finaneial advisory and investment
banking services to SFC. That agreement was amended and replaced by an agreement dated as
of December 22, 2011 (the "Financial Advisor Agreement"). A copy of the Financial Advisor

Agreement is attached as Exhibit "CC",

242, The Financial Advisor Agreement provides, ameng other things, that if SFC commences
any proceedings under the CCAA or similar legislation or statute, SFC will prompily seek to
have the Court approve (i) the Financial Advisor Agreement, and (li) Houlihan's retention by
SFC under the terms of the Financial Advisor Agreement, including the payment to be made to

Houlihan thereunder, As such, the draft Initlal Order provides for such approvals.

243. It is my belief that Houlihan's significant i‘estructuring experience and expertise in the area
of debt restructuring has greatly benefited SFC. The proposed Restruoturing Transaction would
not have been achievable without the advice and assistance of Houllhan, Houlihan was also

instramental in agsisting SFC in oblaining the waiver agreements described herein,
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244. Houlihan has spent approximately seven months working closely with senior management

of SFC and its other advisors, Houlihan has greatly assisted SFC in Its testructuring efforts to

date and hes gained a thorough and Intimate understanding of the Sino-Forest business. 1f SFC
was deprived of the benefit of Houlihan's continued advice and assistance and was required to
retain a new financial advisor, it would likely take a sigrificant period of time for such a
financial advisor to acquite a similar working knowledge of the business and would make it
gxtremely difficult, if not impossible, to implemont the Restmctﬁring Transaction in the cuttently
“contemplated time frame. Thus, I believe that the continued inv;)]vemellt of Houlihan is

essential to the completion of the Restructuring Transaction,

245, It is also my belief that the quantum and nature of the remuneration provided for in the
Financial Advisor Agreement is fair and reasonable, Specifically, the restructuring fees payable
to Houlihan are only payable if a restructuring {ratsaotion is completed and the quantum of those

fees is dependent on various factors intended to measute the succesa of the restucturing,

XY 13 WEEK CASH FLOW FORECAST

246. As st out in the cash flow forecast attached as Bxhibit "DD", SFC's prinoipal uses of cash
duting the next 13 weeks will consist of the payment of ongoing day-to-day operational
expenses, the costs associated with the ongoing investigation into the MW Report, the cosfs
associated with responding to demands from the OSC, HKSFC and RCMP for information, and

professional fees and disbursements in conneotion with these CCAA proveedings.

247, As at March 29, 2012, SFC had approximately $67.8 millien available cash on hand,
SFC's cash flow forecast projects that, subject to obtaining the relief cutlined herein, it will have

sufficlent cash to fund its projected operating costs for the next 13 weeks,

1339
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XIl. CONCLUSION

248, 1 am confident that granting the Tnitlel Order and Selle Prooess Order songht by SRC {s In
the best interests of SFC and its stakeholders, SFC roquives the stay of proceedings to putsue
- and implement the Restruotuting Treanseotion in an aftempt to comploto 8 going concern
restruotung of its businesses, The Ad Hoo Noteholders support this application and SFC's
pursuit of the Plan in this CCAA proceading,

249, ‘Without the stay oi" proosedings and the opportunity to effect the Restruoturing Transection
(including the Sale Provess), Sino-Forest facen a pogsible -oeaauti;)n of golng onoern operations,
the liquidation of its assets, and the loss of emaployment for a al gni'ficant number of employoees
worldwide. The graating of the requested stay of prooeedings will asstst an orderly restruohuring
of SBC,

SWORN BEFORE M# at the City of Hong
Kong, Speolal Administratlve Reglon,

)
)
People's Republic of China, this 30th day of %
)

Mageh, 2012

W, Judson Martin

LEG Hows Ru Kipars

Bolloltor, Hong Kong BAR
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APPENDIX C - MEDIATION ORDER

(See Attached)
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Court File No. CV-12-9667-00CL

ONTARIO
SUPERIOR COURT OF JUSTICE
COMMERCIAL LIST
THE HONOURABLE MR. ) WEDNESDAY, THE 25"
)
JUSTICE MORAWETZ ) DAY OF JULY, 2012

ORDER
(Mediation)

THIS MOTION, made by FTI Consulling Canada Inc. in its capacity as monitor (the
“Monitor”) of Sino-Forest Corporation (the “Applicant”) for a consent order concerning

mediation and related reliet was heard this day at 330 University Avenue, Toronto, Ontario.

ON READING the Monitor’s Notice of Motion dated July 13, 2012 and the Fifth Report
of the Monitor dated July 13, 2012 (the “Fifth Report™), the Responding Motion Record of the
Applicants and the Responding Motion Record of Poyry Beijing (as defined below), and on
hearing the submissions of counsel for (he Applicant, the Monitor, the ad hoc committee of
Noteholders (the “Ad Hoe Noteholders®), the ad hoc group of purchasers of the Applicant’s
securilies (the “Plaintiffs”) and the other defendants in the Ontario Class Action and the Quebec
Class Action (the “Third Party Defendants™) and those other parties present, no one appearing
for any of the olher parties served with the Monitor’s Motion Record, although duly served as

appears from the atfidavit of service of AJma Cano swom July 13, 2012, filed.
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SERVICE AND INTERPRETATION

1. THIS COURT ORDERS that the time for service of the Notice of Motion and the Motion
Record, including the Fifth Report, is hereby abridged and validated such that this Motion is

properly returnable today and hereby dispenses with further service thereof.

2. THIS COURT ORDERS that capitalized terms used herein and not otherwise defined

shal) have the meaning given to them in the Fifth Report.
MEDIATION

3, THIS COURT ORDERS that the parties eligible 10 participate in the Mediation pursuant
to paragraph 5 of this Order are the Applicant, the Plaintiffs, the Third Party Defendants (which
shall be read to exclude Péyry (Beijing) Consulting Company Limited (“Piyry Beijing™)), the
Monitor, the Ad Hoc Notcholders and any insurers providing coverage in respect of the

Applicant and the Third Parly Defendants (collectively, the “Mediation Parties”) .

4. THIS COURT ORDERS that the subject matter of the Mediation shall be the resolution
of the claims of the Plaintiffs agains! the Applicant and the Third Party Defendants as set out in
the statements of claim in the Ontario Class Action and the Quebec Class Action and any and-all
related claims (the “Subject Claims™), provided that for the purpose of the Mediation, the
Plaintiffs shall not seek contribution from any of the Mediation Parties with respect to amounts
that could have been sought by the Plainliffs from Péyry Beijing had the Plaintiffs not reached a
settlement with Pdyry Beijing (the “Pdyry Settiement”) and provided that the Plaintiffs shall
provide to the Medialion Parlies, within 10 days of the date of this Order or such further time as
this Court may direct, a wrilten summary of evidence proffered by Péyry Beijing pursuant to the
Payry Setilement, which summary shall be ireated in the same manner as matenal in the Data

Room (as dcfined below) pursuant to this Order.

5. THIS COURT ORDERS that, where practicable, lhe Mediation Parties shall participate
in the Mediation in person and with representatives presenl with full authority to settle the
Subject Claims (including any insurer providing coverage), provided that, where not practicable,
the Mediation Parties may padicipate in the Mediation through counsel or other representatives,

subject to those counsel or other represeniatives having access to representatives with full
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authority and undertaking to promptly pursue instructions with respect to any proposed

agreements {hat arise from the Mediation.

6. THIS COURT ORDERS (hat pariies in addition to the Mediation Parties shall only have
standing to participate in the Mediation on consent of the Applicanl and the Monitor, acting

reasonably, or by further Order of this Courl.
DATA ROOM

7. THIS COURT ORDERS that in connection with the Mediation, as soon as praclicahble,
“but in any event no later than August 3, 2012, the Applicant shall provide access to the
Mediation Parlies to he exisling data room maintained by Merrill (the “Data Room"), provided
however that prior to access to the Data Room, all participants (other than the Applicant, the
incuinbent directors of the Applicant and the Monitor) shall have entered into a confidentiality

agreement with the Applicant on terms reasonably acceptable to the Applicant and the Monitor.

8. TH!S COURT ORDERS that any Mediation Parties who enter into a confidentiality
agreement as confemplated by paragraph 7 of this order shall comply with the terms of such

confidentiality agreement.

9. THIS COURT ORDERS that the Applicant, its subsidiaries and affiliates, and their
directors, officers, employees, agents and advisors, shall incur no liability in connection with
causing, effecting or acquiescing in the establishment of the Data Room or disclosure in respect
of such materials and the information contained therein in accordance with this Order. The
materials in the Data Room shall be made available without any representation as 1o the fruth of
their contents or their completeness, and persons relying on those materials shall do so at their
own risk. The disclosure of such materials and the information contained therein in accordance
wilh this Order is not and shall not be public disclosure in any respect. Nothing in this paragraph
affects any rights or causes of action that any person may have in relation to the prior disclosure
of any of the contents of the Data Room, insofar as such rights or causes of action are
independent from and not related to the provision of materjals and information in accordance
with this Order.
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MEDIATION SCHEDULE
10.  THIS COURT ORDER THAT, the schedule for the Mediation shall be as follows:

(a) the Mediation shail be conducted on Seplember 4™ and 5", and if a third day is
required, on September 10"™, 2012 (the “Mediation Dates*);

(b)  additional Mediation dates shall only be added, and any adjournments of any
mediation dates shall only be accepled, with the prior writien consent of all

Mediation Parlies;

{c) the Mediation shall be conducted at a location to be determined by the Mediator

(as defined below); and

(d)  the Applicant, the Plaintiffs and the Third Parly Defendants shall deliver their
respective wrilten position statements to each other and to the other Mediation

Parties on or before August 27, 2012.
APPOINTMENT OF THE MEDIATOR

1. THIS COURT ORDERS that the Honourable Justice Newbould shall be appoiated
mediator (the “Mediator™). '

12, THIS COURT ORDERS that, prior to the commencement of the Mediation, the Mediator
shall have the right to communicate with this Court and the Monitor from time to time as deemed

necessary or advisable by the Mediator in their sole discretion.
TERMINATION OF THE MEDIATION

13.  THIS COURT ORDERS that the Mediation process shall be terminated under any of the

following circmustances:
(a) by declaration by the Mediator that a settlement has been reached;

(b) by declaration by the Mediator that further efforls at mediation are no longer

considered worthwhile;
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(c) for any other reason determined by the Mediator,
(d) mutual agreement by the Mediation Parties; or
(e) further Order of this Court,

provided (hat, the Mediation shall in any event terminate on September 10, 2012, unless

exlended with the prior written consent of ail Mediation Parties.
NO IMPACT ON OTHER PROCEEDINGS

.14, THIS COURT ORDERS that all offers, promises, conduct statements, whether written or
oral, made in the course of the Mediation are inadmissible in any arbitration or court proceeding.
No person shall subpoena or require the Mediator to tesiify, produce records, notes or work
product in any other existing or future proceedings, and no video or audio recording will be
made of the Mediation. Evidence that is otherwise admissible or discoverable shall not be
rendered inadmissible or non-discoverable as a result of its use in the Mediation. In the event
that the Mediation Patties (or any group of them) do reach a settlement, the terms of that
seftlement will be admissible in any court or other proceeding required to enforce it, unless the
Mediation Parties agree otherwise. I[nformation disclosed 1o the Mediator by any Mediation
Parly at a privale caucus during the Mediation shall remain confidential unless such Mediation

Party authorizes disclosure.

I5.  THIS COURT ORDERS that nothing in ¢his Order nor the parlicipation of any pariy in
the Mediation shall provide such party with rights within these proceedings than such party may

otherwise have.

16.  THIS COURT ORDERS that, subjecl lo any applicable stay of proceedings, nothing in
this Order shall prevent the Applicant, the Monilor or any other party of standing from otherwise
pursuing the resolution of claims under the Claims Procedure Order granted by this Court on
May 14, 2012, or any olher matter in these CCAA proceedings, including withoul limitation, the

filing and advancement of the Meetings Order and a Plan.
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CONFIDENTIALITY

17. THIS COURT ORDERS that any mediation briefs or other documents filed by the
Mediation Parties shall be used only in the context of the Mediation and {or no other purpose and
shall be kept confidential by all such parties irrespective of whether such Mediation Parlies sign

a confidentiality agreement.

18. THIS COURT ORDERS thal any mediation briefs or other documents filed by the
Mediation Parlies that conlain information obtained from the Data Room may not be shared with
or otherwise disclosed to any person or entity that has not signed a confidentiality agreement,

“other than the Applicant, the incumbent directors of the Applicant , the Monitor and Mediator.
MISCELLANEOUS

(9. THIS COURT ORDERS that the terms of this Order may only be varied by further Order

of this Court, which may be sought on an ex parte basis on consent of the Mediation Parties.
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APPENDIX D - ORDER (JULY 30, 2012)
(See Attached)




Court File No. CV-12-3667-00CL

ONTARIO
SUPERIOR COURT OF JUSTICE
COMMERCIAL LIST

THE HONOURABLE MR, ) MONDAY, THE 30th

JUSTICE MORAWETZ ) DAY OF JULY, 2012

sav oﬁ'

N ¥NE MATTER OF THE COMPANIES’ CREDITORS
RANGEMENT ACT, R.S.C. 1985, ¢.C-36, AS AMENDED
m

J\Ib wTHE MATTER OF A PLAN OF COMPROMISE OR
RRANGEMENT OF SINO-FOREST CORPORATION

ORDER

THIS MOTION made by the Ad Hoc Committee of Purchasers of the Applicant’s
Securities (the “Moving Party”), for the production of certain documents in the
possession, control and power of the Applicant, was heard this day, at the courthouse at

330 University Avenue, Toronto, Ontario,

ON READING the Motion Record and factum of the Moving Parly, and on
hearing the submissions of counsel for the Moving Party, Sino-Forest Corporation, the
Monitor, an ad hoc Commiftee of Bondholders, Ernst & Young, BDO, and cerlain
underwriters named as defendants in the Ontario Class Action,

AND ON BEING ADVISED that the Applicant consents to the relief contained
herein and that the Monitor supports the granling of relief contained herein;

1. THIS COURT ORDERS that further service of the Notice of Motion and
Motion Record on any party not already served is hereby dispensed with,
such that this motion is properly returnable today.

1351
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2. THIS COURT ORDERS the Applicant to make the documents listed in
Schedule "A” hereto (the "Documents”}) available to the Moving Party and the
other Mediation Parties (as defined In the order of this court dated July 23,
2012 (the "Mediation Order™), subject to: (i) the provisions of the Mediation
Order applicable to information made available through the electronic data
room referenced in the Mediation Order (the “Data Room"), including without
limitation the requirement for confidentiality agreements; and (ii) any claims of
privilege; and provided, for greater certainty, that the Applicant need not
produce any audit-related documents created after June 2, 2011.

3. THIS COURT ORDERS that the Documents shall be added to the Data
Room by the Applicant as and when they become available, but the Applicant
shall make best efforts to add the Documents to the Data Room by August
16, 2012, and that, in any event, the Applicant shall add the Documents to the
Data Room by no later than August 23, 2012.

4, THIS COURT ORDERS that, promptly following the addition of any
Documents to the Data Room, the Applicant shall notify or shall cause to be
notified, by email, those persons who have executed the Confidentiality
Agreement pursuant to this Court's Mediation Order that such Documents
have been added to the Data Room, but in no event shall the Applicant be

required to provide such notification more than one time per day.

5. THIS COURT ORDERS that, to the extent that the Applicant withholds
production of any Documents on the basis of a claim of privilege, the
Applicant shall produce an itemized list describing each of the documents in
the form of or substantially similar to a Schedule "B" of an affidavit of
documents, with sufficient specificity to establish the Applicant's claim for
privilege, including, without Iimitation, identifying information for each
document, the nature of the privilege being asserled in respect of the
document, and, If litigation privilege is being asserted, reasonable identifying

1882151 2
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information regarding the litigation that gives rise to the privilege (the
“Privilege Log”). The Applicant shall add the Privilege Log to the Data Room
by August 27, 2012, unless the Courl orders otherwise.

6. THIS COURT ORDERS that the Documents specified in clauses 1, 2(s), 3
and 4 of Schedule "A" hereto shall be in the English language.
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Schedule “A"

1. the unconsolidated financial statements of Sino-Forest Corporation and its
subsidiaries prepared prior to June 2, 2011;

2. the foilowing documents relating to Sino-Forest audits, for each of the fiscal years
2006 through 2010, inclusive, for each audited entity:

a) Information request list for each years audit, detailing the documents to be
provided by the company to the auditor;

b) The Year End Communication or Report of the Auditor to the Audit Committee
from BDO or E&Y, including:

i) Audit scope and findings report,

ii) Significant matters discussed with management;

iy Management's analysis and response;

iv) Significant judgments and estimates;

v} Audit risks encountered/identified and audit response; and

vi) Summary of corrected and uncorrected financial statement misstatements;

¢} Communications between the auditors and the company regarding any
disagreements with management;

d) The unadjusted (pre-audit) trial balance;

e) Proposed Adjustments presented by the auditor following each year's audit
(listing adjusting journal entries, analysis and explanations);

f) List of related parties provided to the auditor each year;

g) Correspondence with the auditor concerning related parties and related party
transactions;

h) Accounting policy manuals or documented accounting policies of the company
for each year;

18821353.2
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i) Process and procedurc manuals of the company for each year, particularly
pertaining to the sales cycle and purchase/acquisition cycle;

i} Ledgers and subledgers for the following accounts;
iy Cash;
iy Sales;
i) Timber Inventory; and
iv) Cost of Goods Sold;

k) Sale transaction documents provided to (requested by) the auditors in respect of
timber transactions:

iy Sales order (or purchase order from customer) or Sales contract/agreement;
ii} Invoice; and
iy Proof of collection;

) Purchase transaction documents provided to (requested by) the auditors in
respect of timber transactions:

i) Purchase order (or contract/agreement);
i) Invoice; and
i} Proof of payment;

m) Transaction documents provided to auditor in respect of Sino's “set-off”
agreements on timber transactions; '

n) Correspondence with auditors regarding confirmation of transacltions with
authorized intermediaries and suppliers (or authorization provided to Auditors to
confim directly with the Als and Suppliers);

o) Documentation concerning the auditors’ procedures to independently examine
timber assets, including on-site physical inspection, inventory counts,
examination of transaction documentation, etc.;

1882353.2
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p) Internal worksheets, analyses and calculations supporting the ‘“related party
transactions” disclosure in each year's financial statements (e.g., see Note 23 of
the 2009 financial statements),

q) Any additional information provided to/requested by the auditor regarding related
party transactions;

r) Drafts and correspondence regarding the preparation of the Cash Flow
Statement;

s) A statement of the total fees paid to the Applicant’'s auditors in respect of each of
the 2006-2010 fiscal years; in addition, the Applicant shall make best efforts to
break down such fees by audit-related and non-audit-related work (if any), and if
non-audit related work was performed by the Applicant's auditors in any such
year, a reasonably detailed description of the non-audit-related work performed
by the auditors in such year;

t} Minutes of all meetings in which the auditors and members of management
participated; and

u) BDO and E&Y presentations to the board of directors and management.

3. a summary of the coverage positions of the insurers of the Applicant and its directors
and officers, and an approximation of the remaining insurance coverage; and

4. the claims register as provided by the Monitor .

18821532
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APPENDIX E - EQUITY CLAIMS DECISION

(See Attached)
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Overview

[11  Sino-Forest Corporation (“SFC" or the “Applicant”) secks an order directing that ¢claims
against SFC, which result from the ownership, purchase or sale of an equity intcrest in SFC, are
“cquity claims” as defined in section 2 of the Companies ' Creditors Arrangement Act (“CCAA”)
including, without limitation: (i) the claims by or on behalf of current or former sharcholders
asserted in the praceedings listed in Schedule “A™ (collectively, the “Sharcholder Claims™); and
(ii) any indemnification claims against SFC related to or arising from the Shareholder Claims,
including, without limitation, those by or on behalf of any of the other defendants to the
proceedings listed in Schedule *A” (the “Related Indemnity Claims”).

(2]  SFC takes the position that the Shareholder Claims are “equity claims™ as defined in the
CCAA as they are claims in respect of a monetary loss resulting from the ownership, purchase or
sale of an equity interest in SFC and, therefore, come witbin the definition. SFC also takes the
position that the Related Indemnity Claims are “equity claims” as defined in the CCAA as they
are claims for contribution or indemnily in respect of a claim that is an equity claim and,
therefore, also come within the definition,

[3) On March 30, 2012, the court granted the Initial Order providing for the CCAA stay
against SFC and certain of its subsidiaries. FTI Consulting Canada Inc. was appointed as
Monitor.

f[41 On the samc day, the Sales Process Order was granted, approving Sales Process
procedures and authorizing and directing SFC, tbe Monitor and Houlihan Lokey to carry out
the Sales Process.

[5] On May 14, 2012, the court issued a Claims Procedure Order, which established June 20,
2012 as the Claims Bar Date

[6]  The stay of proceedmgs has since been cxtended to September 28, 2012,

[71  Since the outset of the proceedings, SFC has taken the position that it is important for
these proceedings to be completed as soon as possible in ordet to, among other things, (i) cnable
the business operated in tha Peoples Republic of China (“PRC™) to be separated from SFC and
put under new ownership; (i) cnable the restructured busincss to participate in the Q4 salcs
scason in the PRC market; and (iii) maintain the confidence of stakeholders in the PRC
(including local and national governmental bodies, PRC lenders and other stakeholders) that the
business in the PRC can be successfully separated from SFC and operate in the ordinary course
in the near foture.

[8]  SFC has negotiated a Support Agreement with the Ad Hoc Committee of Noteholders
and-intends to file a plan of compromisc or arrangement (the “Plan™) under the CCAA by no
fater than August 27, 2012, based on the deadline set out in the Support Agreement and what
they submit is the commercial reality that SFC must complete its restructuring as s0on as
possible, '
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[9] Noteholders holding in excess of $1.296 billion, or approximately 72% of the
approximately $1.8 billion of SFC’s noteholders’ debt, have executed written support
agreements to support the SFC CCAA Plan as of March 30, 2012.

Shareholder Claims Asserted Against SFC
| ()  Ontario

{10] By Fresh as Amended Statement of Claim dated April 26, 2012 (the “Ontario Statement
of Claim™), the Trustees of the Labourcrs’ Pension Fund of Central and Eastern Canada and
other plaintiffs asserted various claims in a ¢lass proceeding (the “Ontario Class Proccedings™)
against SFC, certain of its current and former officers and directors, Emst & Young LLP
(“E&Y"™), BDOQ Limited (“BDO”), Poyry (Beijing) Consulting Company Limited (“Poyry™) and
SFC’s underwriters (collectively, the “Underwriters™),

[11] Section 1{m) of the Ontario Statement of Claim defines “class” and “class members” as:

All persons and entities, wherever they may reside who acquired Sino’s Securities
during the Class Period by distribution in Canada or on the Toronto Stock
Exchange or other secondary market in Canada, which securities include those
acquired over the counter, and ell persons and entitics who acquired Sino’s
Securities during the Class Period who are resident of Canada or were resident of
Canada at the time of acquisition and who acquired Sino’s Securities outside of
Canada, except the Excluded Persons.

[12] The term “Securities” is defined as “Sino’s common shares, notes and other securities, as
defined in the OSA”, The term “Class Period” is defined as the period from and including
March 19, 2007 up to and including June 2, 2011.

[13] The Ontario Class Proceedings scek damages in the amount of appmxnnately $9.2 billion
against SFC and the other defendants.

[14] The thrust of the complaint in the Ontario Class Proceedings is that the class members are
alleged to have purchased securities at “inflated prices during the Class Period” and that absent

_ the alleged misconduct, sales of such securities “would have occurred at prices that reflected the
true vajue” of the securities. It is further alleged that “the price of Sino’s Securities was directly
affected during the Class Pcriod by the issuance of the Impugned Documents™.

(i) Quebec

[15] By action filed in Quebec on hme 9, 2011, Guining Liu commenced an action (the
“Quebec Class Proceedings™) against SFC, certain of its current and former officers and
dircctors, E&Y and Poyry. The Quebec Class Proceedings do not name BDO or the
Underwriters as defendants. The Quebec Class Proceedings also do not specify the quantum of
damagces sought, but rather reference “damages in an amount equal to the Josses that it and the
other members of the proup suffered as a result of purchasing or scquiring securities of Sino at
inflated prices during the Class Period™.
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(16] The complaints in the Quebec Class Proceedings centre on the effect of alleged
misrcpresentations on the share price. The duty allegedly owed to the class members is said to
be based in “law and other provisions of the Securities def”, 1o ensure the prompt dissemination
of truthful, complcte and accurate statements regarding SFC's business and affairs and to correct
any previously-issued materially inaccurate statements.

(iiiy Saskatchewan

[17] By Statement of Claim dated December 1, 2011 (the “Saskatchewan Statement of
Claim™), Mr. Allan Haigh commenced an action (the “Saskatchewan Class Procecdings”™) against
SFC, Allen Chan and David Horsley.

[18] The Saskatchewan Statement of Claim does not specify the quantum of damages sought,
but instead states in more general terms that the plaintiff seeks “appravated and compensatory
damages against the defendants in an amount to be determined at trial™.

(19] The Saskatchewan Class Proceedings focus on the effect of the alleged wrongful acts
upon the trading price of SFC’s securities:

The price of Sino’s securitics was dircetly affected during the Class Period by the
issnance of the Impugned Documents. The defendants were aware at all material
times that the effect of Sino’s disclosute documents upon the price of its Sino’s
[sic) securities.

(ivy New York

[20] By Verified Class Action Complaint dated January 27, 2012, (the “New York
Complaint”), Mr. David Leapard and IMF Finance SA commenced a class proceeding against
SFC, Mr. Allen Chan, Mr, David Horsley, Mr. Kai Kit Poon, a subset of the Underwriters, E&Y,
and Emst & Young Global Limited (the *New York Class Proceedings™).

[21] SFC contends that the New York Class Proccedings focus on the effcct of the alleged
wrongful acts upon the trading pricc of SFC's securities.

[22] The plaintiffs in the vatious class actions have named partics other than SFC as
defendants, notably, the Underwriters and the auditors, E&Y, and BDO, as summarized in the
table below, The positions of thosc parties are detailed later in these reasons.

Ontario | Quebec | Saskatchewan | New York

E&YLLP |X X . X

E&Y Global | - ) ; X

BDO X - - -
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Legal Framework

[23] Even before the 2009 amendments to the CCAA dealing with equity claims, courts
recognized that there is a fundamental difference between sharcholder cquity claims as they
relate to an insolvent entity versus creditor claims. Essentially, sharcholders cannot reasonably
expect to maintain a financial interest in an insolvent company where creditor elaims are not
being paid in full. Simply put, shareholders have no economic interest in an insolvent enterprise:
Blue Range Resource Corp. (Re), (2004) 4 W,W.R, 738 (Alta. Q.B.) [Blue Range Resources},
Stelco Inc. (Re), (2006) CanLll 1773 (Ont. 8.C.1.) [Stelco]; Rayal Bank of Canada v, Central
Capital Corp. (1996}, 27 O.R. (3d) 494 (C.A.).

[24] The basis for the differentiation flows from the fundamentally different nature of debt
and equity investments. Shareholders have unlimited upside potential when purchasing shares.
Creditors have no corresponding upside potential: Nelson Financial Group Limited (Re), 2010
QNSC 6229 [Nelson Financial).

[25] As a result, courts subordinated cquity ¢laims and denied such claims a vote in plans of
arrangement: Blue Range Resource, supra, Steleo, supra; EarthFirst Canada Inc. (Re) (2009), 56
C.B.R. (5™ 102 (Alta, Q.B.) [EarthFirst Canada); and Nelson Financial, supra.

[26] In 2009, significant amendments were made to the CCAA. Specific amendments were
made with the intention of clarifying that equity claims arc subordinated to other claims,

[27] The 2009 amendments define an “equity claim® and an “equity interest”. Section 2 of the
CCAA includes the following dcfinitions:

“Equily Claim” means & claim that is in yespect of an equity interest, including a
claim for, among others, (...)

(d) a monetary loss resulting from the ownership, purchase or sale
of an equity interest or from the rescission, or, in Quebec, the
annulment, of a purchase or sale of an ¢quity interest, or

{e) contribution or indemnity in respect of a claim referred to in
any of paragraphs (2) to (d);

“Equity Interest” means

() in the case of & company other than an income trust, a share in the
company — or a warrant or option or another right to acquire a share in the
company — other than one that is derived from 4 convertible debt,
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[28] Scction 6(8) of the CCAA prohibits a distribution to equity claimants prior to payment in
full of all non-equity claims. _

[29] Section 22(1) of the CCAA provides that equity claimants are prohibited from voting on
a plan unless the court orders otherwise.

Pogition of Ernst & Young

[30] E&Y opposes the relief sought, at least as against E&Y since the E&Y proof of claim
evidence demonstrates in its view that E&Y’s claim:

(a) is not an equity claim;
(b) does not derive from or depend upon an equity claim (in-whole or in part);

(c) represents discreet and independent canses of action as ageinst SFC and its directors
and officers arising from E&Y’s direct contractual relationship with such parties (or
certain of such parties) and/or the tortious conduct of SFC and/or its directors and
officers for which they are in law responsible to E&Y; and

(@) can succeed independently of whether or not the claims of the plaintiffs in the class
actions succeed.

[31] In its factum, counsel to E&Y acknowledges that during the periods relevant to the Class
Action Proceedings, E&Y was retained as SFC’s auditor and acted as such from 2007 until it
resigned on April 5, 2012.

(32] On June2, 2011, Muddy Waters LLC (“Muddy Waters”) issued a report which purporicd
to reveal fraud at SFC. In the wake of that report, SFC’s share price plummeted and Muddy
Waters profited from its short position.

[33] E&Y was served with a multitude of class action claims in numerous jurisdictions.

[34] The plaintiffs in the Ontario Class Proceedings claim damages in the aggregate, as
against all defendants, of $9.2 billion on behalf of resident and non-resident shareholders and
noteholders. The causes of action alleged are both statutory, under the Securities Act (Ontario)
and at common Jaw, in negligence and negligent misrepresentation.

[35] Inits factum, counsel to B&Y acknowledges that the centval claim in the class actions is
that SFC made a series of misrepresentations in respect of its timber assets, The claims against
E&Y and thc other third party defendants are that they failed to detect these misrepresentations
and note in particular that E&Y’s audit did not comply with Canadian genecrally accepted
accounting standards. Similar claims are advanced in Quebec and the .S,

[36] Counsel to E&Y notes that on May 14, 2012 the court granted a Claims Procedure Order

which, among other things, requires proofs of claim to be filed no later than Junc 20, 2012. E&Y

takes issuc with the fact that this motion was then brought notwithstanding that proofs of claim
. and D&O proofs of claim had not yet been filed,
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[37] E&Y has filed with the Monitor, in accordance with the Claims Procedure Order, a proof
of claim against SFC and a proof of claim against the directors and officers of SFC.

[38] E&Y takes the position that it has contractual claims of indemnification against SFC and
its subsidiaries and has statutory and common law claims of contribution and/or indemnity
. against SFC and its subsidiaries for all relevant years. E&Y contends that it has stand-alone
claims for breach of contract and ncgligent and/or fraudulent misrepresentation against the
company and its directors and officers.

(39] Counsel submits that E&Y’s claims against Sino-Forest and the SFC subsidiarics are:
(a) creditor claims;

(b) derived from E&Y retainers by and/or on bchalf of Sino-Forest and the SFC
subsidiaries and E&Y’s relationship with such parties, all of which are wholly
independent and conceptually different from the claims advanced by the class action
plaintiffs;

(¢) claims that incJude the cost of defending and responding to various proceedings, both
pre- and post-filing; and '

(d) not equity claims in the sensc contemplated by the CCAA. E&Y’s submission is that
equity holders of Sino-Forest have not advanced, and could not advance, any claims
against SFC’s subsidiarics.

[40] Counsel further contends that E&Y’s claim is distinct from any and all potential and
actual ¢laims by the plaintiffs in the class actions against Sino-Forest and that E&Y’s c¢laim. for
contribution and/or indemnity is not based on the claims against Sino-Forest advanced in the
class actions but rather only in part on those claims, as any success of the plaintiffs in the class
actions against E&Y would not neccssarily lead to success against Sino-Forest, and vice versa.
Counsel contends that E&Y has a distinot claim against Sino-Forest independent of that of the
plaintiffs in the class actions. The success of E&Y’s claims against Sino-Forest and the SFC
subsidiaries, and the success of the claims advanced by the class action plaintiffs, are not co-
dependent. Consequently, counsel contends that B&Ys claim is that of an unsecured creditor.

[41] From a policy standpoint, counsel to E&Y contends that the nature of the relationship
between a shareholder, who may be in a position to assert an equity ¢laim (in addition to ather
claims) is fundamentally different from the relationship existing between a corporation and its
auditors.

Position of BDO Limited

[42] BDO was auditor of Sino-Forest Corporation between 2005 and 2007, when it was
replaced by E&Y.

[43] BDO has a filed 2 proof of claim against Sino-Forest pursuant to the Claims Procedure
Order.
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[44] BDO’s claim against Sino-Forest is primarily for breach of contract.

[45] BDO takes the position that its indemnity claims, similar to those advanced by E&Y and
the Underwriters, are not equity claims within the meaning of s. 2 of the CCAA.

{46] BDO adopts the submissions of E&Y which, for the purposcs of this endorsement, are
not repeated.

Position of the Underwriters

[47] The Underwriters take the position that the court should not decide the equity claims
motion at this time because it is premature or, aliernatively, if the court decides the equity claims
motion, the equity claims order should not be granted because the Relaled Indemnity Claims are
not “equity claims" as defined in 5. 2 of the CCAA.

[48] The Underwriters are among the defendants named in some of the class actions, In
connection with the offerings, certain Underwriters entered into agreements with Sino-Forest and
certain of its subsidiaries providing that Sino-Forest and, with respect to certain offerings, the
Sino-Forest subsidiary companies, agree to indemnify and hold harmless the Underwriters in
connection with an array of matters that could arise from the offerings.

[49] The Underwriters raise the following issues:
() Should this court decide the equity claims motion at this time?

()  If this court decides the equity claims motion at this time, should the equity
claims order be granted? _

[50] On the first issue, counsel to the Underwriters takes the position that the issue is not yet
" ripe for determination.

[51] Counscl submits that, by seeking the equity claims order.at this time, Sino-Forest is
attempting to pre-empt the Claims Procedure Ovder, which already provides a process for the
determination of claims. Until such time as the ¢laims procedure in respect of the Related
Indemnity Claims i3 completed, and those claims are determined pursuant to that process,
counsel contends the subject of the equity claims motion raises a mercly hypathetical question as
the court is being asked to determine the proper interpretation of s. 2 of the CCAA before it has
the benefit of an actual claim in dispute before it. :

[52] Counsel further contends tbat by asking the cowrt to render judgment on the proper
interpretation of s. 2 of the CCAA in the hypothetical, Sino-Forest has put the court in a position
whete its judgment will not be made in the context of particular facts or with a full and complete
evidentiary record,

[53] Even if the court determines that it can decide this motion at this time, the Underwriters
submit that the relief requested should not be granted.
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Position of thc Applicant

[S4] The Applicant submits that the amendments to the CCAA relating to equity claims
closely parallel existing U.S. law on the subject and that Canadian courts have looked to U.S.
courts for guidance on the issue of equity claims as the subordination of equity claims has long
been codified there: see e.g. Blue Runge Resources, supra, and Nelson Financial, supra.

[S5]1 The Applicant takes the position that based on the plajn language of the CCAA, the
Sharcholder Claims are “equity claims” as defined in 5. 2 as they are claims in respect of a
“monetary loss resulting from the ownership, purchase or sale of an equity interest™.

[56] The Applicant also submits the following:

(a) the Ontario, Quebec, Saskatchewan and New York Class Actions
(collectively, the “Class Actions”) all advance claims on behalf of
shareholders.

(b) the Class Actions also allege wrongful conduct that affected the trading price
of the shares, in that the alleged misrepresentation “artificially inflated" the
share price; and

(¢) the Class Actions scek damages relating to the trading price of SFC shares
and, as such, allege a “monetary loss™ that resulted from the ownership,
purchase or sale of shares, as defined in 5. 2 of the CCAA.

[57]1 Counse]l further submits that, as the Shareholder Claims are “equity claims™, they are
expressly subordinated to creditor claims and are prohibited from voting .on the plan of
arrangement,

[58] Counsel to the Applicant also submits that the definition of “equity claims” in s. 2 of the
CCAA expressly includes indemnity claims that relate to other equity claims. As such, the
Related Indemnity Claims are equity claims within the meaning of's, 2.

[59] Counsel further submits that there is no distinction in the CCAA between the source of
any claim for contribution or indemnity; whether by statute, common law, contractual or
otherwise. Further, and to the contrary, counsel submits that the legal characterization of a
contribution or indemnity claim depends solely on the characterization of the primary claim upon
which contribution or indemnity is sought,

[60] Counsel points out that in Return on Innovation Capital v. Gandi Innovations Limited,
2011 ONSC 5018, leave to appeal denied, 2012 ONCA 10 [Return on Jnnavarian} this court
characterized the contractual indemnification claims of dxrectors and officers in respect of an
equity claim as “equity claims™.

[61] Counsel also submits that guidance on the treatment of underwriter and auditor
indemnification claims can be obtained from the U.S. experience. In the U.S., courts have held
that the indemnification claims of underwriters for liability or defence costs constitute equity
claimg that are subordinated to the claims of general creditors, Counsel submits that insofar as
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the primary source of liability is characterized as an equity claim, so too 1s any claim for
contribution and indemnity based on that equity claim.

{62] In this case, counsel contends, the Related Indemnity Claims are clearly claims for
“contribution and indemnity” based on the Shareholder Claims,

Position of the Ad Hoc Noteholders

(63] Counsel to the Ad Hoc Noteholders submits that the Sharcholder Claims are “equity
claims” as they are claims in respect of an equity interest and are claims for “a monetary loss
resulting from the ownership, puxchase or sale of an equity interest” per subsection (d) of the
definition of “equity claims” in the CCAA.

[64] Counsel further submits that the Related Indemnity Claims are also “equity claims” as
they fall within the “clear and unambiguous” language used in the definition of “equity claim” in
the CCAA. Subsection () of the definition refers expressly and without qualification to claims
for “contribution or indemnity™ in respect of claims such as the Shareholder Claims.

[65] ‘Counsel further submits that had the legislature intended to qualify the reference to
“contribution or indemnity” in order to exempt the claims of certain parties, it could have donc
s0, but it did not.

[66] Counsel also submits that, if the plain language of subsection (e} is not uphcld,
sharcholders of SFC could potentially create claims to receive indirectly what they could not
receive directly (i.e., payment in respect of equity claims through the Related Indemnity Claims)
— a result that could not have been intended by the legistature as it would be mconsastcnt with the
purposes of the CCAA.

[671 Counsel to the Ad Hoc Notcholders also submits that, before the CCAA amendments in
2009 (the “CCAA Amendments™), courts subordinated claims on the basis of:

() the general expectations of creditors and shareholders with respect to priority and
assumption of risks; and

(b) the equitable principles and considerations set ont in certain U.S. cases: sec ¢.g. Blue
Range Resources, supra.

[68] Counsel further submits that, before the CCAA Amendments took effect, counts had
expanded the types of claims characterized as equity claims; first to claims for damages of
defrauded shareholders and then to contractual indemnity claims of sharcholders: see Blue Range
Resources, supra and EarthFirst Canada, supra.

[(69] Counsel for the Ad Hoc Noteholders also submits that indemnity claims of underwriters
have been treated as equity claims in the United States, pursuant to section 510(b) of the U.S.
Bankmiptey Code This submission is detailed at patapraphs 2025 of their factum which reads
as follows:
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20. The desire to more closely align the Canadian approach to equity claims with
the U.S. approach was among the considerations that gave rise to the cedification
of the treatment of equity claims, Canadian courts have also looked to the U.S.
faw for puidance on the issuc of equity claims where codification of the
subordination of equity claims has been long-standing,

Janis Sarra at p. 209, Ad Hoc Committee’s Book of Authorities, Tab 10.

Report of the Standing Senate Committee on Banking, Trade and
Commerce, “Debtors and Creditors Sharing the Burden: A Review of the
Bankruptcy and Insolvency Act and the Companies’ Creditors
Arrangement act” (2003) at 158, [...]

Blue Range [Resources) at paras. 41-57 [...]

21. Pursuant to § 510(b) of the U.S. Bankruptcy Code, all creditors must be paid
in ful) before sharcholders are entitled to receive any distribution. § 510(b) of the
U.S. Bankruptcy Code and the televant portion of § 502, which is referenced in §
510(b), provide as follows:

§ 510. Subordination

(b) For the purpose of distribution under this title, a claim arising from
rescission of a purchase or sale of a security of the debtor or of an affiliate
of the debtor, for damages arising from the purchase or sale of such a
security, or for reimbursement or contribution allowed under 502 on
account of such a claim, shall be subordinated to all ¢laims or interests that
are senior to or equal the claim or interest represented by such security,
except that if such security is common stock, such claim has the same
priority as common stock.

§ 502. Allowance of claims or intercsts

(e) (1) Notwithstanding subsections (a), (b} and (c) of this section and
paragraph (2) of this subsection, the court shall disallow any claim for
reimbursement or contribution of an entity that is lisble with the debtor on
or has secured the claim of a creditor, to the extent that

(B) such claim for reimbursement or contribution is contingent as
of the time of allowance or disallowance of such claim for
reimburscment or contribution; or

(2) A claim for reimbursement or contribution of such an entity that
becomes fixed after the commencement of the case shall be determined,

136¢

. Pp.012
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and shall be allowed under subsection (a), (b), or {c) of this section, or
disallowed under subsection (d) of this section, the same as if such ¢laim
had become fixed before the date of the filing of the petition.

22. U.S. appellate courts have interpreted the statutory language in § 510(b)
broadly ta subordinate the claims of sharcholders that bave a nexus or causal
relationship to the purchase or sale of securitics, including damages arising from
alleged illegality in the sale or purchase of securities or from corporate
misconduct whether predicated on pre or post-issuance conduct.

Re Telegroup Inc. (2002), 281 F. 3d 133 (3" Cir. U.S. Court of Appeals)
[...]

American Broadcasting Systems inc. v. Nugent, U.S. Court of Appeals for
the Ninth Circuit, Case Number 98-17133 (24 January 2001) [...]

23. Further, U.S. courts have held that indemnification claims of underwriters
against the corporation for liability or defence costs when shareholders or former
shareholders have sucd underwriters constitute equity claims in the insolvency of
the corporation that are subordinated to the claims of general creditors based on:
(a) the plain language of § 510(b), which references claims for “reimbursement or
contribution” and (b) risk allocation as between general creditors and those parties
that play a role in the purchase and sale of securities that give rise to the
shareholder claims (i.e., directors, officers and underwriters).

In re Mid-American Waste Sys., 228 B.R. 816, 1999 Bankr. LEXIS 27

(Bankr. D. Del. 1999) [Mid-American] [...] '

In re Jacom Computer Servs., 280 B.R. 570, 2002 Bankr. LEXIS 758
(Bankr. S.D.N.Y. 2002) [...]

24. In Mid-American, the Court stated the following with respect to the “plain
language” of § 510(b), its origins and the inclusion of “reimbursement or
contribution” claims in that section;

... 1 find that the plain language of § 510(b), its legislative history, and
applicable case law clearly show that § 510(b) intends 1o subordinate the
indemnification claims of officers, directors, and underwriters for both
liability and expenses incurred in connection with the pursuit of claims for
rescission or damages by purchasers or sellers of the deblor's securities.
The meaning of amended § 510(b), specifically the language “for
reimbursement or contribution . . . on account of [a claim arising from
rescission or damages arising from-the purchase or sale of a security]," can
be discerned by a plain reading of its language.

... it is readily apparent that the rationale for section 510(b) is not limited
to preventing shareholder claimants from improving their position vis-a-

1370
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vis general creditors; Congress also made the decision to subordinate
based on tisk allocation. Consequently, when Congress amended § 510(b)
to add reimbursement and contribution claims, #t was not radically
departing from an equityholder claimant treatment provision, as NatWest
_suggests; it simply added 1o the subordination treatment new classes of
persons and entitles invoived with the securities transactions giving rise to
the rescission and domage claims. The 1984 amendment to § 510(b) is
logical extension of onc of the rationsles for the original scction —
because Congress intended the holders of securities law claims to be
subordinated, why not also subordinate claims of other parties (e.g..
officers and directors and underwriters) who play a role in the purchase
and sale transactions which glve rise to the securities law claims? As 1
view it, in 1984 Congress made a legislative judgment that claims
cmanating from tainted securities law transactions should not have the
same priority as the claims of general creditors of the estate. [emphasis
added]

[.]

25. Further, the U.S. courts have held that the degree of culpability of the
respective parties is a non-issue in the disallowance of c¢laims for indemnification
of underwriters; the equities are mecant to benefit the debtor’s direct ¢reditors, not
secondarily liable creditors with contingent claims,
In re Drexel Burnham Lambert Group, 148 B.R. 982 1992 Bankr, LEXIS
2023 (Bankr. SD.N.Y. 1992) [...]

[70] Counsel submits that there is no principled basis for treating indemnification elaims. of
auditors differently than those of underwriters. -

Analysis

Is it Premature to Determine the Issue?

[71] The class action litigation was commenced prior to the CCAA Proceedings. It is clear
that the clajros of shareholders as set out in the class action claims against SFC arc “equity
claims” within the meaning of the CCAA.

[72] In my view, this issue is not premature for determination, as is submitted by the
Underwriters.

{73] The Class Action Proceedings preceded the CCAA Proceedings. It has been clear since
the outset of the CCAA Proceedings that this issue — namely, whether the claims of E&Y, BDO
and the Underwriters as against SFC, would be considered “equity claims™ — would have to be
determined.
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[74) 1t has also been clear from the outset of the CCAA Proceedings, that a Sales Process
would be undertaken and the expected proceeds arising from the Sales Process would generate
procecds insufficient to satisfy the claims of creditors,

[75] The Claims Procedure is in place but, it scems to me that the issue that has been placed
before the court on this motion can be determined independently of the Claims Procedure. 1 do
not accept that any party can be said to be prejudiced if this threshold issue is determined at this
time. The threshold issue does not depend upon & determination of quantification of any claim.
Rather, its effect will be to establish whether the ¢laims of E&Y, BDO and the Underwriters will
be subordinated pursuant to the provisions of the CCAA. This is independent from a
determination as to the validity of aty claim and the quantification thereof.

Should the Equity Claims Order be Granted?

[76] I am in agreement with the submission of counsel for the Ad Hoc Noteholders to the
effect that the characterization of claims for indemmnity tums on the characterization of the
underlying primary claims.

[77) In my view, the claims advanced in the Shareholder Claims are clearly equity claims.
The Sharcholder Claims underlie the Related Indemnnity Claims.

[78] In my view, the CCAA Amendments have codified the treatment of claims addressed in
pre-amendment cases and have further broadened the scope of equity claims.

[79] The plain language in the definition of “equity claim” does not focus on the identity of
the claimant. Rather, it focuses on the nature of the claim. In this case, it sccms clear that the
Sharcholder Claims led to the Relasted Indemnity Claims. Put another way, the ingscapable
conclusion is that the Related Indemnity Claims are being used to recover an equity investment,

[80] The plain language of the CCAA dictates the outcome, namely, that the Sharehoider
Claims and the Related Indemnity Claims constitute “equity claims” within the meaning of the
CCAA. This conclusion is consistent with ths trend towards an expansive interpretation of the
definition of “cquity claims” to achieve the purposc of the CCAA. -

[81]1 In Return on Innovation, Newbould J. characterized the contractual indemnification
claims of directors and officers as “equity claims”. The Court of Appeal denied leave to appeal.
The analysis in Return on Jnnovation leads to the conclusion that the Related Indemnity Claims
are also equity claims under the CCAA,

[82] It wowd be totally inconsistent to arrive at a conclusion that would enable either the
auditors or the Underwriters, through a claim for indemnification, to be treated as creditors when
the underlying actions of the shareholders cannot achieve the same status. To bold otherwise
would indeed provide an indirect remedy where a direct remedy is not available.

[83] Further, on the issuc of whether the claims of E&Y, BDO and the Underwriters fall
within the definition of equity elaims, there are, in my view, two aspects of these claims and it is
necessary to keep them conceptually separate.
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[84] The first and most significant aspect of the claims of E&Y, BDO and the Underwriters
constitutes an “equity claim” within the meaning of the CCAA. Simply put, but for the Class
Action Proceedings, it is inconceivable that claims of this magnitude would have been launched
by E&Y, BDO and the Underwriters as against SFC. The class action plaintiffs have launched
their actions against SFC, the auditors and the Underwriters. In turn, E&Y, BDO and the
Underwriters have launched actions against SFC and its subsidiaries. The claims of the
shareholders are clearly “cquity claims™ and a plain reading of s. 2(1)(e) of the CCAA leads to
the same conclusion with respect to the claims of E&Y, BDO and the Underwriters. To hold
otherwise, would, as stated above, Jead to a result that is inconsistent with the principles of the
CCAA. It would potentially put the shareholders in a position to achieve creditor status through
their claim against E&Y, BDO and the Underwriters even though a direct claim against SFC
would rank as an “equity claim®.

[85] Y also recognize that the legal construction of the claims of thc auditors and the
Underwriters as against SFC is different than the claims of the shareholders against SFC.
However, that distinction is not, in my view, reflected in the language of the CCAA which
makes no distinction based on the status of the party but rather focuses on the substance of the
claim.

[86] Critical to my analysis of this issue is the statutory language and the fact that the CCAA
Amendments came into force after the cases relied upon by the Underwriters and the auditors.

{87] It has been argued that the amendments did nothing more than codify pre-existing
common law. In many respects, I accept this submission. However, I am unable to accept this
submission when considering s. 2(1) of the CCAA, which provides clear and specific language
directing that “equity claim” means a ¢laim that is in respect of an equity interest, including a
claim for, among other things, “(e) contribution or indemnity in respect of a claim referred to in
any of paragraphs (&) to {d)”.

[88] Given that a shareholder claim falls within s, 2(1)}(d), the plain words of subsections (d)
and (e) lead to the conclusions that I have sct out above.

[89] I fail to see how the very clear words of subsection (e) can be seen to be a codification of
existing law. To arrive at the conclusion put forth by E&Y, BDO and the Underwriters would
require me to ignore the specific words that Parliament has recently enacted.

[90] I cannot agree with the position put forth by the Underwriters or by the auditors on this
point. The plain werding of the statutc has persnaded me that it does not matter whether an
indemnity claim is seeking no more than allocation of fault and contribution at common law, ot
whether there is a free-standing contribution and indemnity claim based on contracts.

[91] However, that i3 not to say that the full amount of the claim by the auditors and
Underwriters can be characterized, at this time, as an “equity ¢laim”.

[92] The second aspect to the claims of the auditors and underwriters can be illustrated by the
following hypothctical: if the claim of the sharcholders does not succeed against the class action
defendants, E&Y, BDO and the Underwriters will not be liable to the class action plaintiffs.
However, these parties may be in-a position 10 demonstrate that they do have a claim against
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SFC for the costs of defending those actions, which claim does not arisc as a result of
“contribution or indernuity in respect of an cquity claim”.

[93] It could very well be that each of E&Y, BDO and the Underwriters have expended
significant amounts in defending the claims brought by the class action plaintiffs which, in tum,
could give risc to contractual claims as against SFC, If there is no successful equity claim
brought by the class action plaintiffs, it is arguable that any claim of E&Y, BDO and the
Underwriters may legitimately be characterized as 3 claim for contribution or indemnity but not
necessarily in respeet of an equity claim. If so, there is no principled basis for subordinating this
portion of the c¢latm. At this point in time, the quantification of such a claim cannot be
determined. This must be determined in accordance with the Claims Procedure.

[94] However, it must be recognized that, by far the most significant part of the claim, is an
“equity claim™. '

[95] In arriving at this determination, I have taken into account the arguments set forth by |
E&Y, BDO and the Underwriters. My conclusions recognize the separate aspects of the Related
Indemnity Claims as submitted by counsel to the Underwriters at paragraph 40 of their factum
which reads: :

...it must be recognized that there are, in fact, at least two different kinds of
Related Indcmnity Claims:

{a) indemnity claims against SFC in respect of Sharcholder Clairos against the
auditors and the Underwriters; and

(b) indemnity claims against SFC in respect of the defence costs of the :;Luditors
and the Underwriters in connection with defending themselves against
Shareholder Claims.

Disposition

[96] In the result, an order shall issue that the claims against SFC resulting from the
ownership, purchase or sale of equity interests in SFC, including, without limitation, the claims
by or on behalf of current or former shareholders asserted in the proceedings listed in Schedule
“A” are “equity claims” as defined in s. 2 of the CCAA, being claims in respect of monetary
losses resulting from the ownership, purchase or sale of an equity interest, It is noted that
counsel for the ¢lass action plaintiffs did not contest this issue,

[97] In addition, an order shall also issue that any indemnification claim against SFC related
to or arising from the Shareholders Claims, including, without limitation, by or on behalf of any
of the other defendants to the procecdings listed in Schedule “A” are “equity claims” under the
CCAA, being claims for contribution or indemnity in respect of a claim that is an equity claim.
However, I feel it is premature to determine whether this order extends to the aspect of the
Related Indemnity Claims that corresponds to the defence costs of the Underwriters and the
auditors in connection with defending themselves against the Shareholder Claims.
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[98] A direction shall also issue that these orders are made without prejudice to SFC’s rights
to apply for a similar order with respect to (i) any claims in the statement of claim that are in
respect of securities other than shares and (ii) any indemnification claims against SFC related
thereto,

S 4
MORAWETZ J.

o

Date: July 27,2012
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SCHEDULE “A” - SHAREHOLDER CLAIMS

1. Trustees of the Labourers' Pension Fund of Central and Eastern Canada et al. v. Sino-
Forest Corporation et al. (Ontario Superior Court of Justice, Court File No. CV-11-
431153-00CP)

2. Guining Liu v. Sino-Forest Corporation et al. (Quebec Superior Court, Court File No.:
200-06-000132-111)

3. Alan Haigh v. Sino-Forest Corporation et al. (Saskatchewan Court of Queen’s Bench,
Court File No. 2288 of 2011)

4. David Leapard et al. v. Allen T.Y. Chan et al, (District court of the Southern District of
New York, Court File No. 650258/2012)

TOTAT. P.019
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APPENDIX F — ORDER (AUGUST 3, 2012)
(See Attached)
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Court File No. CV-12-9667-00CL

ONTARIO
SUPERIOR COURT OF JUSTICE
COMMERCIAL LIST
THE HONOURABLE MR. ) FRIDAY, THE 27
)
JUSTICE MORAWETZ ) DAY OF JULY, 2012

ORDER

THIS MOTION made by the Applicant, Sino-Forest Comoration ("SFC")
regarding the status of shareholder claims and related indemnity claims was heard this
day, at the courthouse at 330 University Avenue, Toronto, Ontario, '

ON READING the Motion Record of the Applicant, the Responding Motion
Record of Emnst & Young LLP, the Book of Previousiy Filed Materials and Court Orders,
and the Responding Motion Record of BDO Limited and the facta of the parties, and on
hearing the submissions of counsel for the Moving Party, Sino-Forest Corporation, the
Monitor, the Ad Hoc Committee of Noteholders, Emst & Young, BDO, and certain
underwriters named as defendants in the Ontario Class Action:

1. THIS COURT ORDERS that further service of the Notice of Motion and
Motion Record on any party not already served is hereby dispensed with,
such that this motion is properly returnable today.

2, THIS COURT ORDERS that the claims against SFC resulting from the
ownership, purchase or sale of an equity interest in SFC, including, without
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fimitation, the claims by or on behalf of current or former shareholders
asserted in the proceedings listed in Schedule "A", (collectively, the
"Shareholder Claims") are “equity claims" as defined in section 2 of the
Companies' Creditors Arrangement Act (the "CCAA"), being claims in respect
of monetary losses resulting from the ownershi-p, purchase or sale of an
equity interest.

THIS COURT ORDERS that any indemnification claims against SFC related
to or arising from the Shareholder Claims, including, without limitation, by or
on behalf of any of the other defendants to the proceedings listed in Schedule
"A", (the "Related Indemnity Claims"} are "equity claims" under the CCAA,
belng claims for contribution or indemnity in respect of claims that are equity
claims.

THIS COURT ORDERS that nothing in paragraph 3 determines whether this
Order extends to the aspect of any Related Indemnity Claims that
corresponds to defence costs in connection with the defence of any
Shareholder Claims.

THIS COURT ORDERS that the order is without prejudice to SFC's right to
apply for a similar order with respect to (i) any claims that are in respect of
Securities other than shares and (ii) any indemnification claims against SFC
related thereto.

WY ATOHONIO ~
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Schedule “A”
. Trustees gf the Labourers' Pension Fund of Central and Eastern Canada et al. v. Sino-
Forest Corporation et al. (Ontatio Superior Court of Justice, Court File No. CV-11-
431153-00CP) .

. Guining Liu v. Sino-Forest Corporation et al. (Quebec Superior Court, Court File No:
200-06-000132-111)

. Allan Haigh v. Sino-Forest Corporation et al. (Saskatchewan Court of Queen's Bench,
Court File No. 2288 of 2011)

. David Leapard et al. v. Allen T.Y. Chan et al. (District Court of the Southern District of
New York, Court File No. 650258/2012) )



1381

Tuesyddy o) 107 S10AMme]
91£1-£98-911 “¥BJ

00Z1-£98-91+ “I°L

(dLSPSS# DNSD Teg weyienor
(zveTy# ONSD TUes oy
(COZPEV# ONSD TIRY [ A1
(L6Z1EE# ONSD UOFZ TIAsy
(ISTILT# DNST ASTEIS "M, 11290y

T XS

OLXBIU(){ ‘OJuOI0]
0€T X0 "0"d ‘00b€ MImS
908 URIPEUE)) ISTL] S0
11 SANOL LLANNIL

(VVDD 243 1opun
swre]) Apuuwapu] pIjERy PUe SIIEl)
Japloqoreys Jo smyelS o) Smpreday)
p: i (12: (0]

0JTOX0 ], TUE PROUSTHII0D SSUIPSad0L]

(XESTT IVIDUAININOD)
ADLLSAL A0 LANO0D HOTIAIAS
OTYVINO

TI00-L996-T1-AD ON 3t #noy -
NOILVIOJIOD LSTIOA-ONIS 40 INTHNIADNVIEY O ASTACIAJNOD 4O NV'Id V 40 ALY
THL NI ANV GIANAINY SV “9£-0 2S861 "D°SU IOV INTWIINVIYY .SHOLIATYD STINVIWOD THL 40 TALLVIN THL NI



1382
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IIRST INTERIM REPORT OF THE
INDEPENDENT COMMITTEE TQ THE

BOARD OF DIRECTORS OF
SINQ- LST CORP 10

Introduction

The Independent Comnmittee (the “IC™) of the Board of Directors (the “Board") of Sino-Forest
Corporation (“SF” or the “Company") was established by the Board on June 2, 2011,
immediately following the release by Muddy Waters, LLC of its “research repott” (the “MW
Report™) regnrding SF, The mandate of the IC, in general terms, 15 to independently examine and
review the serious and wide-ranging allegations made in the MW Report and report back to and,
ifappropriate, make recominendations to the Board,

On June 8§, 2011, the Ontario Securities Commission (the “OSC”) announced it was investigating
matters related to SE. On July 5, 2011, it announced it was conducting a targeted review of
Ontario reporting issuers listed on Canadian stock exchanges and having significant business
operations in emerging markets. The investigation of SF is a high priority file at the OSC., It has
the attention of its new Chairman and a large investigative team hag been assigned to the file,
likely with external advisors,

The IC’s aclivities to date have been focused on both the original task of examining and
reviewing the allegations in the MW Report, interacling with Emst & Young (“E&Y™) and
responding 1o the extensive requests for information fom the OSC investigators. The MW
Report allegations are both general and sweeping and at times specific; with many of'the specific
allegations being quite historic in nature, The purpose of this First Interim Report is to inform the
Board of the nature and scope of the IC’s activities fo date and the planned next steps.!

Indenendent Advisors
In early June 2011, the IC appointed the following independent advisors to assist it:

o Osler, Hoskin & Harcourt LLP (“Osler”) — Canadian Counsel

+ Mallesons Stephen Jaques — Hong Kong Counsel

» Jun He Law Offices — PRC Counsel

¢ PricewaterhouseCoopers LLP (“PwC”) — Forensic Accounting Advisors

Scope of IC’s Reyie

The IC, having regard to the principal allegations in the MW Report relating to the legitimacy of
SP's business, initially focused its independent review on.

VAl dollur numbers herein are in U.S. dollars and subjeot to rounding.
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s the ownership structure of forestry assets on the SF balance sheet

s the ownership of trees by SF in Yunnan Province, which is the geographic focus of the
MW Report

¢+ the existence and value of those trees
» the revenue recoguition processes of SF -

» the relationship of SF with its suppliers and customers in its BVI standing timber trading
aclivities, particularly as they affect the items above

In addition, the IC set out to independently determine the facts relevant to. the numerous specific
allegations in the MW Report and to respond to questions and demands for information from the
OSC. The IC process has also involved extensive interaction with E&Y, SF's auditors.

The initial focus of the IC’s review of the MW Report has been on the allegations that affect the
current state of the Company and its recent financial and other disclosure.

A comprehensive work plan was developed by the IC advisors and approved by the IC. This is
an evolving document currently approximately 75 pages in length.

Business Madel and Lepal Regime

To be able to respond to the MW Report and the questions of the OSC, it is essential to have a
clear and detailed understanding of SF’s business model and the Chinese legal regime in which it
operates. The following is an overview summary of the business that the IC is utilizing to guide
and focus its review and examination,

SFs business encompasses several business segments: (i) plantation fibre operations (sometimes
also referred to as the tree plantation business), (i) wood log and wood products trading
operations (both import and domestic) and (iii) manufacturing and other operations.? SF also
owns a majority interest in Greenheart Growp Limited.

The plantation fibre operations use two principal business models, a “purchased plantation”
model and a “planted plantation” model. The “purchased plantation” model operates through two
legal structures: a BVI/AI legal structure and, to a lesser but growing extent, a PRC-incorporated
Wholly Foreign Owned Enterprise (“WFOE”) leal structure, The planted plantations model is
operated exclusively through the WFOE legal structure (although the WFOEs themselves are
typically held indirectly through a BVI holding structure). Management has advised all fresh
cash capital invested mto the PRC siitca 2005 has been invested in WFOE structures,

SP discloses 711,000 hectares of purchased plantations usder management in the PRC al
December 31, 2010, with 466,826 hectares recorded as held by BVIs and 214,182 hectares
recorded as held by WFORs at December 31, 2010. SF discloses 77,700 hectares of planted
plantation under management in the PRC at December 31, 2010.

?  Wenote that segments (i) and (ii) have been grouped under the genecs} description of “Wood Fibre Operations”
in public disclosure.
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The Company recorded $1.401 billion in revenue from its plantation fibre operations in the year
ended December 31, 2010 {out of a total revenue of $1.923 billion), of which $1.326 billion was
generated through its purchased plantation mods! conduected through the BVI/AT legal structure.
The Company recorded $3.122 billion in timber holdings on its balance sheet, as at December
31, 2010, of which Management has advised $2.464 billion was recorded as timber holdings by
BVIs. The plantation fibre operations represented $620 million of Income (as disclosed in the
segment footnote of the 2010 financial statements) in the year ended December 31, 2010, Over
90% of such Income was generated through the BVI/AI legal structure. The total consolidated
Income of SF for 2010 was $576 million, (Income is income (loss) from continuing operations
before interest, other income, exchange losses and changes in fair market value of financial
instruments.)

While significant revenues are derived fromn the wood log and wood products trading business
segment {$454 million in revenue in 2010, with approximately 98% of that being derived from
the imported wood log and products trading portion -of that business), this segment generated
$15.8 million of Income. It is a relatively low profit margin business in comparison to the profit
margins in the plantation fibre operations.

Manufacturing revenue represented $67.3 million in the year ended December 31, 2010 with a
loss of 38,7 million (excluding the Greenheart consolidation).

Thus the core activity of trading in standing timber using the “purchased plantstion” model,
conducted through the BVI/AI legal structure, is a central driver of asset value, revenue and
income for SE,

The purchased plantation mode! involves the purchase of standing timber and sale of standing
timber (priced either as standing timber or as logs) pursvant to standardized agreements of
purchase and sale. When conducted through the BVI/AI legal structure fhe timber purchases are
arranged through suppliers/aggregators, usually but not always under the framework of a master
agreement, The BVI sales are conducted through entities referred to by SF as “aunthorized
intermediaries” (“Als™. The BVI structure does not involve the BVIs concurrently purchasing
land use rights or Jeases with the purchase of standing timber. However, the BVI supply
contracts usnally contain certain rights for a WFOE subsidiary to negotiate such land use/lease
tights (referred to as “plantation land use rights").

The planted plantation mode! involves the planting of seedlings on land for which SF has
plantation land use rights through leases or other similar lega) instruments. Management advises.
that sales from these planted plantation trausactions do not utilize “Als”, but vather involve direct
cash sales to customers.

The BVIs do vot directly sell standing timber to customers; they sell under contract to an AI who
may resell to others. The BV timber sales accounts receivables are settled by the Al making
payments to SF suppliers on behalf of SF. These paymgats enable SF BVIs to acquire further
standing timber from such suppliers. As SF publicly dis;ﬁ)sw no cash flows directly through the
BVIs, the BVI/AI legal structure is accordingly moro cofuplex from an accounting verification
and Jegal structure point of view than the WFOE structure. The BVI held assets have continued
to grow as proceeds have been re-invested to acquire further BVI held assets in the PRC.
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Most of the IC’s time and aftention has been spent on gathering and anmalyzing information
Telating to the plantation fibte operations and in particular the purchased plantation model
opsrated through the BVVAI structure and this work is ongoing.

' Cash

Earlier in the process, as a precautionary measure, the IC requested that PwC confirm SF's cash
balances, PwC did this as of June 13, 2011 for both PRC accounts and “offshore” accounts, A
total of 293 accounts ¢controlled by SF in Hong King were confirmed, representing 100% of the
expected cash position, There are a very significant number of accounts held by SF in the PRC
and the logistics and requirements of in person/in branch verification in that country led the IC to
confirm only a portion of the PRC accounts (28 accounts, representing approximately 81% of the
expected PRC cash position). The IC was satisfied that SF's expected cash position existed as at
the date of the confirmation. PwC’s brief reporting note in this regard is attached as Schedule A.
The Board should be aware that SF only updates the details of its own cash position quarterly, so
the confirmation results must be considered in this conmtext, The IC has instituted certain
additional controls over cash movements in excess of $1 million held in SF Hong Kong bank
accounts in order to provide the IC with some precautionary comfort during the examination
process. The IC expects that the Audit Committee witl report to the Board on sources and uses of
cash during Q2 in the contert of its report of its review of the Q2 financial statements and
management's discussion and apalysis.

Fact Gathering

To date, much of the IC’s work has been, end continues to be, capturing, assembling and
organizing in useable, searchable form, massive amounts of data from the Company’s records
including: '

e corporate particulars for all the SF subsidiaries (approximately 146 entities) and
corporate searches of Als and other third party entities (conducting corporate searches
which in the PRC is a time consuming exercise as among other things minor differences
it symbols can confuse name searches and the results of corporate searches);

e capturing electronic data (accounting data, emails and user files in Word, Excel and PDF)
from the Company servers, backup tapes and user computers and personal devices of
over 120 SF personnel (over 17 terabytes of data);

¢ approximately 452 BVI timber purchase or supply contracts for the last five years;

+ approximately 1,695 timber purchase and lease coutracts for the Company’s Sino-Wood
group of WFOR subsidiaries (the overwhelming majority of these confracts are where
there is just one contract for the purchase of standing timber and lease of the land
underneath that timber);

e 254 timber purchase contracts and 301 lease contracts for the Company’s Sino-Panel
group of WFOE subsidiaries; :
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» gpproximately 1,196 plantation rights certificates for the Sino-Wood group of WFOEs
(including Mandra) have been collected and inventoried (these can cover multiple
properties);

s approximately 383 plantation rights certificates for Simo-Panel WFOEs have been
collected and inventoried (of these, 92 are held in the names of WFOEs and 291 are held
in the naimes of suppliers);

¢ approximately 196 original forestry bureau (“FB") confirmations for BVI timber
purchase transactions, 44 confirmations for WFOE tiinber purchase transactions and 60
confirmations for WFOE land lease transactions have been gathered. (Confirmations can
cover multiple propetties.);

» gpproximately 580 sales contracts for BVI timber sale transactions,

s 1,530 sample sale agreements for a range of activities in the Sino-Wood group of WFOEs
(primarily from wood log sales and manufacturing operations);

s 56 sample sales contracts for a range of activities in the Sinb-Panel group of WFOEs;
o BVI set-off documentation;

» nine master supply agreements for the purchase of standing timber;

¢ identities, corporate particulars and coordinates of Als and suppliers/aggregators;

¢ valuation reports;

s legal advice obtained by SF; and

certain information about the other businesses segments.

The Company has a very complex corpotate subsidiary structure which operationally is
organized into three main legal structure sireams — the group of “operating” BVI companies in
the purchased plantations business; the Sino-Panel group of WFOE companies which the IC
understands holds planted plantations, purchased plantations, epgages in wood log trading
(involves one BVI trading company) and has some manufacturing operations; and the Sino-
Wood WROE group of coinpanies which the IC understands hokds the plantations acquired in the
Mandra transaction, planted plantations, engages in wood log trading and has manufacturing
operations.

The deceniralized structure of the Company, including the absence of & central server in the
PRC, has made the data collection exercise extraordinarily time consyming and difficult, The
decentralized record keeping, the large mumber of offices and the apparent absence of any formal
SF documentation retention protocol has required significant effort to ensure the completeness of
the data received. In addition, the practice of SF personnel storing data on both their SF and
personal computers has required an additional amount of work in processing electronic data.
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Much of the SF and other information is, of course, in Chinese and the IC is entirely reliant on
Mandarin and Cantonese speakers from among the IC advisors for appropriate translations. In
this regard, it should be noted. that minor translation differences can give rise to significant
confusion among entities, especially third parly companies, and there is evidence of such
“confusion in the MW Report and other public reporting.

Management Respouse

Senior Management was initially briefly interviewed and denied the allegations in the MW
Report, .

Management has subsequently provided a preliminary draft response to the MW Repoit which
confirmed in writing their denial of the allegations, and included responses to certain specific
allegations, This has been followed up with limited documentation to support their explanations.
The IC is seeking to independently verify their explanations with Company documentation and
other sources as part of the overall review.

In addition to the fact gathering exercise described above, certain members of Management have
been interviewed in respect of specific areas or issues and they and others will be further
juterviewed to answer questions and ofherwise assist the review team as it conducts its
examination process through the electronic data, FB visiis and Al/supplier interviews.

Revenue Mapping

The OSC requested that the relevant BVI purchase and sale contracts be “mapped” or tied back
to SF’s reported 2010 revenue. PwC and Management completed this project and were able to tie
back all the BVI contracts as requested, together with macro customer level data from the other
businesses, to the Company’s total 2010 revenue, The resulting model is very detailed and can be
used to analyze numerous performance metrics. The revenne mapping documnents were delivered
to the OSC on August 10, 2011 pursuant to the summons refemed to under “Current
Aoctivities/Next Steps - OSC Investigation” below, :

Relationship Mapping

During the course of the IC advisors’ work, as the identities of third parties and individuals
related to them become known, the IC advisors are seeking to identify any documented evidence
of linkages between Management and staff of SF and those third parties. This is an ongoing
process, Information gained from this exercise may impact other aspecls of the examination and
vice versa. It would be premature to report or to draw auy conclusions on this area until the
examination is further advanced.

Directorship searches have been conducted in Hong Kong for key members of SF Management
and certain other persons and to date no conflicts have been found. Additional searches are being
doue on other individuals. Corporate searches have also been initiated on a large number of Als
and entities relating to Als, suppliers/aggregators and associated entities, which list is growing as
results are analyzed, contracts reviewed, name changes identified and electronic information
reviewed. The search process in the PRC is arduous, decentralized and thus considerably more
time consuming than in a North American jurisdiction. As a result, the search and review is
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ongoing. Corporate searches -on all SP’s Hong Kong, PRC and BVI subsidiaries have been
conducted and received, and are being cross checked.

(a)

Current Activities/Next Steps

FB Visits

For the last several weeks the IC advisors, accompanied by Management, have been
conducting visits to various FB offices in Yunnan Province secking confirmations from
the FB officials in such offices as to SF's holdings in their respective jurisdictions, These
confitinations, while not essential to establishing ownership of the timber, would
constitute independent confirmatory evidence of SF's contractual rights. Yunnan was
selected because of the large hecterage disclosed by SF in that province and because it
was the focus of the MW Report on the issue of timber ownership, There is no system of
registration for the holding or trading of standing timber maintained by the FBs visited to
date, The IC’s advisors understand, based on information obtained from the FBs, that
each hias a system for registration of plantation: land use rights which is available when
SF enfers leases or land use agreements as in the case of transactions involving planted
plantations held through WFOEs and certain of the timber supply amangements uging
WFOBs where plantation land use rights are purchased concurrently with the timber
supply,

Because each BVI typically purchases its rights to standing timber through contracts
without concurrently purchasing plantation land use rights, the verification of SF's rights
to such timber under the applicable forestry legal regime is more challenging than in the
case of WFOE holdings involving plantation land use rights.

The ¥B process has been far more time consuming than originally anticipated for a
number of reasons including:

- the confirmations being sought are not a standard official document customarily
issued by an FB; that is, responding to the SF request is not a routine established
process for the FB,

- the FB offices in Yunnan are in remote locations and visiting them involves very
challenging and time consuming travel;

- the high public profile of the matter appears to bave resulted in an initial
reluctance of FB officials to become involved and a high degree of caution as to
providing the cooperation requested;

- from the Company’s perspective there are a very limited numbgr of people with
the relationships necessary to assist with the process of gaining access to FB
officials and obtaining conftrmations from them;
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- time has been last dus to FB office closures in connection with local holidays, -

officials fravelling, etc.; and




-R-

- when FBs are visited, they do not provide confirmations on the day of the visit,
and follow-up visits may be required, if the FB will provide a confirmation,

The IC has also embarked on a secondary process to defermine if it is possible to follow a
contractual chain of title for standing timber purchased by the BVIs through the
suppliers/ageregators. This is expected to be a time consuming process and success will depend
on completeness of Company records and/or supplier cooperation, Further visits to review
plantation rights certificates of the underlying assets at various FBs are also likely required.
Initial searches, at least in the case of the BVI transactions, indicated that SF does not retain
copies of underlying evidence of title or chain of title from suppliers/aggregators, although
review of such documnents is a required part of internal Company purchase protocol.

(b)

(c)

@

Als 0 A ¥ iers) Interyie

It is proposed that & significant proportion of the Company's suppliers/aggregators and
Als will be interviewed by the IC's advisors with a view to understanding the
relationships and verifying the financial transactions between SF with these entities,
including the cosf of the timber held on SF's balance sheet, The OSC has agreed to issue
a summons pursuant {o section 13 of the Securities Act (Ontario) (the “Act”) for the
purposes of compelling production of materials from the IC, including documents and
information related to the third-party Als and suppliers/aggregators. Such compelled
production will give rise to certain confidentiality protections under the Act, In addition,
OSC Staff bas confirmed that, in the event of an eventual hearing, the IC and/ot the
Company could seek to invoke cerfain procedural confidentiality measures with a view to
protecting the idenfities of the Als and suppliers/aggregators. The process has been
initiated and the Company is seeking o make the necessary arrangements,

Valuations

Independent vatiations are contemplated by the work plan if necessary, The extent and
scope of any valuations to be conducted will be determined after the FB process and
Al/supplier/aggregator interviews have been conducted.

Electronic Dal ches

As noted above, a significant volume of electronic data has been secured and processed
from key custodians. To date, approximately six lerabytes of data (of the total 17
terabytes noted above) from 23 high priority custodians resulting in a total of in excess of
approximately 845,000 unique e-majls and user files have been processed into an
electronic review environment to facilitate systematic and orderly review. Numerous
focused searches were initially done as a priority at the tequest of E&Y which resulted in
approximately. 11,000 responsive documents for review. PwC has since turped its
attention to broader additional searches designed to address the specific allegations and
issues in relation to areas of interest to it. The data is voluminous end the review teams
have to date identified in excess of 138,000 documents for review and are curtently
working through them. As the work progresses it can be expected that the scope of the
electronic review will expard to support the work and to follow up on items of interest
identified in the initial review.
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(e)  OSCInvestigation

The IC and the Company have very little insight into the OSC’s investigation. The OSC
has made and continues to make extensive requests for information and requires the IC's
counsel, Osler, to meet with it once a week. It can be expected that the OSC will
subpoena individuals to compelled interviews at which oral evidence will be given under
oath, It is apparent that the OSC will not restrict itself to the specific allegations in the
MW Report. This has been and continues to be a very time consuming process which has
impacted the speed of the IC's examination. On August 10, 2011, at Oslet’s request, the
OSC issued a summons pursuant to which the OSC compelled production of the 2010 SF
revenue mapping spreadsheet prepared by PwC for the IC. As compelled evidence, such
information will emjoy certain confidentiality protections provided under securities
legislation. In addition, OSC Staff has confirmed its understanding that any disclosure of
privileged information by the IC to the OSC (itchuding any “work product” of the IC
arising out of the review process) is not intended to constitute a complete waiver of the
underlying privilege.

(§  Bvidence Briefs

As a subsidiary element of the ovemll work plan, PwC has detailed plans to develop
focused working briefs on eight topics: Al #16; Yuds Wood; (redacted) FB Joint
Venture; Survey Company #1; Als (overall approach angd then a subset of individual and
groups of Als); suppliers; FBs; and BVI transactions (especially in relation to
documentation needed or present in support of transactions). These briefs will serve to
amalgamate the sources of information on these topics which range in their breadth,

E&Y

The IC aud its advisors are working closely with E&Y, keeping them informed of the progress of
the review process and addressing questions of particular interest to them in relation to the scope,
completeness and findings of the review. As noted above, certain searches were conducted in
areas of interest to E&Y and the results provided to it

For its part, E&Y has been helpfl in providing background information to PwC and the other
advisors. Bfforts on the part of the IC and its advisors directed to addressing E&Y questions have
taken considerable effort. While many of the issues raised are ones which the IC was
considering, the relative priorities are not always the same, As with the requests from the OSC,
the IC and its advisors recognize E&Y's legitimate need for information and have worked to
balance the various priorities while keeping B&Y fully advised of the progress of its work.

Findings

While the IC has uot determined that there is sny validity to any of the material allegations in the
MW Report, and there are clear errors in certain specific allegations, it is premature for the IC to
comment on its findings beyond the limited comuments set out above. The review process is
ongoing in respect of most of the matters. Furthermore, the material issues are closely
interrelated and accordingly, until all the major aspects of the review process are complete, any
public statement s to the IC’s findings may be misleading or inaccurate.
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Timing

The IC does not expect to complete its review within the originally announced timeframe of two
to three months. It is difficult to estimate how much longer the IC process will take because
many of the variables (e.g., OSC, FB visits, Al/supplier/aggregator interviews) are not within our
control. Howaever, the IC believes it would be prudent to anuounce that it will be another six to
eight weeks before the IC expeets to be in a position to produce its next interim report to the
Board. The compietion of the entire IC process is very likely to take longer than that time frame
but the IC currently believes it can be concluded prior to the Company's year end.




SCHEDULE A
PRICEWATERHOUSECOOTPERS REPORT MEMORANDUM ON CASH
CONFIRMATIONS
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From: ICAIFASIPWG
To; Dosler.com>@INTL
Ce; ICAIFASIPwC@Ametlcas-CA, IHKICFRIPWC@ASIa,

SF-OslerTaam <SF-OslecToam@osler.com>

Date; 07/2712011 10:25 AM
Subject: Cash confirmation status for your meating with OSC

Attached is the Information raquested on cash status - let me know If there are any questions,

HK Conflrmaticns

$585M confirmed in 293 accounts through 87 confirmations as at June 13, 2611 ($558M excl. 2
offshore PRC confirm}.

Confirmed loans of $47 mlllion,

All confirmations racelved but 2 HK-controlled acceunts In Shanghal were no! confirmed in
accordance with our slandard PRC bank confirmation process. These were offshore accounts and
the banks would not allow them to be confirmed thraugh their anshore procedures. The value of these
2 accounts was $27M,

Expecled balance of $585M in 293 accounts covered by 87 confirmations.

Coverage of 100%.

PRC Confirmatlons

As at June 13, balances confirmed $228M ($227M excluding 1 remote PRC conflrm - see below).
Based on totel $282M balances In all PRC accounts raported by the ollent on June 13, confirmations
covered 81% of the reported balances.

28 accounts ouf of 273 lotal accounts selected for confirmation, 28 confirmations recelved.

1 conflrmation of an agcount in Guangzhou related to a Yunnan subsidiary, Since no company
representative was present, the bank needed additional aulhworizations and the confirmation took more

than 1day. As such, It was not confirmed in front of PwC as per our standard PRC bank confimalion
procedures. Tha value of this sccount was $2M,

Privileged and Conhdential
wei:

Empil: @en.pwe.com
Assistont:
PricewnterhouseCoopers LLP

Royal Trust Tower, TD Centre, Suite 3000, Toronto ON M5K 1GB
ity /fwww,pwe,com/ea
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L EXECUTIVE SUMMARY




1. EXECUTIVE SUMMARY
A. Introduction

The IC was established by the Board on June 2, 2011, immediately following the release by
Muddy Waters of the MW Report regarding SF. The members of the IC are William Ardell
(Chair), James Bowland, and James Hyde, At the invitation of the IC, Mr, Gatry West, an
independent director of SF, attends virtually all IC meetings and participates in its process.
Following the delivery to the Board of the IC's draft of this Second Interim Report on November
3, 2011, Mr. James Bowland resigned as a director and therefore from the IC. The mandate of
the [C, in general terms, is to independently examine and review the serfous and wide-ranging
allegations made in the MW Report and report back to and, if appropriate, make
recommendations fo the Board, To date, the IC has met approximately 48 times,

The IC Advisors® role is to support the IC in its mandate to review the allegations made in the
MW Report and related matters, The IC Advisors have conducted various investigative and
review processes, all at the direction of, and subject to such scope limitations as the IC, in its
judgment, deemed appropriate. (See Part IV.) This Second Interim Report to the Board, while
based on the work of such advisors, is the report of the IC and (other than Schedule IV) not the
report of the IC Advisors.

The IC’s First Interim Report to the Board dated August 10, 2011 outlined the nature and scope
of the IC’s activities (principally data collection) to that date and the planned next steps. The
purpose of this Second Interim Report is fo report to the Board on the activities undertaken by
the IC since mid-August, the outcomes and findings from such activities and further next steps.
The First Interim Report is attached as Schedule LA.

While the MW Report took a scatter gun approach in its allegations, the IC determined to.

address the issues raised in three core areas: (i) timber asset verification; (if) timber asset value;
and (iii) revenue recognition. Overlaying the latter two areas are the issues raised by the MW
allegations relating to related party transactions. The IC also determined to focus on the years
2006 to 2010, Using this framewotik for its review, the IC’s focus since its last report has been
principally on:

) the ownership structure of timber assets on SF’s balance sheet;

o verifying the Company’s holdings of standing timber (“purchased plantations” as
referred to in the 2010 AIF) and plantation land use/lease rights (“planted
plantations” as referred to in the 2010 AIF, though some plantation land use/lease
rights, such as the Mandra holdings, are classified as “purchased plantations” in
the 2010 AIF), held through BVIs and WFOEs and the nature of its interests in
such assets (see Part V below);

. interviewing Suppliers and Als with a view to verifying the existence and nature
of SF’s relationship with such third parties and seeking to obtain financial
particulars about purchase and sale fransactions between such third parties and SF
(see Part VI below); and

1401



-2

examining and assessing the relationship with Yuda Wood, historically one of the
largest Suppliers of standing timber to SF supplying approximately 21.5% of BVI
timber purchases from 2008 through 2011 (see Section VLA below).

The IC’s work has also included:

examining a number of specific situations which are the subject of MW
allegations or critical newspaper articles (see e.g. Sections [V.B.6, V1B and VI.C
and Part VII below);

engaging with and assisting E&Y in its examination of various issues relevant to
its reports on the Company’s financial statements (see Schedule [V attached);

re5pondiné to questions and requests for documents and information from the
0SC, including enquiries made through the Hong Kong securities authorities, in
connection with its publicly announced investigation (see Part IX below);

meeting with and responding to requests for information from BY and FTI,
conducting interviews of certain members of Management;

inspecting original versions of documents issued to the WFOEs and BVIs on
letterheads with forestry bureau names and featuring Chops (the seal typically
used in place of signatures) that indicate that they had been issued by the
corresponding forestry bureau (the “forestry burean confirmations”), and
attending meetings with forestry bureaus in an attempt to verify the Company’s
holdings of standing timber;

attending interviews of Als and Suppliers, examining SF employee and other
relationships with Als and Suppliers (see Schedule IV attached); and

meeting with and responding to requests for information from the RCMP (see Part
XI).

In addition to the IC review, the MW Report has spawned various actions by public and private
parties, These actions, which have affected the IC’s activities and processes, include:

an OSC investigation of matters related to SF;
a review by E&Y of various matters relating to its 2010 and prior years’ audits;

three class action lawsuits in Ontario (one of which has a companion action in
Quebec) by securities holders against the Company, its officers, E&Y and others;

a threatened derivative claim against E&Y and certain officers and employees of
the Company;
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. extensive newspaper and analyst reporting of the Company, including several in-
depth investigative reports; and

. an enquiry by the RCMP through IMET,

While the IC believes its work is substantially complete, there remain certain further steps which
it intends to undertake as follows:

. review the information and analysis very recently provided by Management
intended to respond to certain issues regarding relationships of the Company with
Als and Suppliers and between Als and Suppliers identified in this Second
Interim Report (see Part VI);

. engage an independent valuator (see Part VIII);

. such other steps as the IC, in its judgement, deems advisable in the discharge of
its mandate; and

. submit its final report and recommendations to the Board,

The IC expects to be able to deliver its final report to the Board prior to the end of 2011.
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B. Overview of Principal Findings

The following sets out a very high level overview of the IC’s principal findings and should be
read in conjunction with the balance of this report.

Timber Ownership

Based on its review and subject to its comments herein, the IC has confirmed to its satisfaction
that the Company has:

. registered title to approximately 151,000 Ha. of SW and SP planted plantations
and Mandra plantations. This constitutes approximately 17.9% of its timber
holdings by area as at December 31, 2010;' and

. contractua) or other rights to approximately 683,000 Ha. of plantations, being
81.3% of its timber holdings by area as at December 31, 2010 (of these, the
Company holds original Plantation Rights Certificates, issued in the name of the
Supplier, representing approximately 15,000 Ha,, which the IC believes gives the
Company a demonsirable chain of title). See Section IILB.

In connection with such confirmation, the IC has reviewed originals or copies of purchase
contracts (and the corresponding set-off documentation confirming payment, in the case of the
BVI purchased plantations) for the acquisition by the Company of:

. approximately 467,000 Ha. of BVIs purchased plantations;’
. approximately 237,000 Ha. of WFOE purchased plantations;’ and
. approximately 129,000 Ha. of planted plantations®
representing approximately 106%’ of SF’s disclosed timber holdings of 788;700 Ha. as at

December 31, 2010. With respect to these holdings, the IC has verified to its satisfaction that the
Company has registered title:

Timber holdings by area as at December 31, 2010 have been celculated by adding approximately 51,000 Ha, of
planted plantation Jand for which the Company has contracts but has yet to classify as plantations under
management for the purposes of its annual disclosure, to the Company’s-disclosed plantation heldings in China
of 788,700 Ha.

BVI purchased plantations are comprised of standing timber without underlying leases of land use rights.

' The Company classifies this as being comprised of all WFOE (SP) standing timber and all Mandra leased
plantations. Mandra leased plantations are considered to be “purchased” plantations in the Company’s public
disclosure because they were acquired through the 2010 acquisition of Mandra,

*  The Company classifies this as being comprised of all WFOR (SW and SP) leased plantations.

The Company’s explanation for this figure being approximately 106% of its disclosed timber holdings as at
December 31, 2010 is that the IC reviewed leases for approximately 51,000 Ha. of plantation land which were
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. via original Plantation Rights Certificates in the Company s name, {0
approximately 86,000 Ha, of WFOE purchased plantatlons, and approximately
43,000 Ha. of WFOE planted plantations, and

. via copies of Plantation Rights Certificates in the Company’s name, to
approximately 9,000 Ha, of WFOE purchased plantations, and approximately
12,000 Ha, of WFOE planted plantations.

In addition, as at December 31, 2010, the IC has determined that the Company has original or
copies of forestry bureau confirmations relating to the acquisition of:

. approximately 467,000 Ha, of BVIs purchased plantations;
. approximately 89,000 Ha. of WFOE (SP) purchased plantations; and
. approximately 50,000 Ha. of WFOE (SP only) planted plantations.

The Company does not obtain registered title to BVI purchased plantations. In the case of the
BVIs’ plantations, the IC has visited forestry bureaus, Suppliers and Als to seek independent
evidence to establish a chain of title or payment transactions to verify such acquisitions. The
purchase contracts, set-off arrangement documentation and forestry bureau confirmations
constitute the documentary evidence as to the Company’s contractual or other rights. The IC has
been advised that the Company’s rights to such plantations could be open fo challenge. However,
Management has advised that, to date, it is unaware of any such challenges that have not been
resolved with the Suppliers in a manner satisfactory to the Company.

Forestry Bureau Confirmations and Plantation Rights Certificates

Registered title, through Plantation Rights Certificates is not available in the jurisdictions (i.e.
cities and counties) examined by the IC Advisors for standing timber that is held without land
use/lease rights. Therefore the Company was not able to obtain Plantation Rights Certificates for
its BVIs standing timber assets in those areas. In these circumstances, the Company sought
confirmations from the relevant local forestry bureau acknowledging its rights to the standing
timber.

The IC Advisors reviewed forestry bureau confirmations for virtually all BVIs assets and non-
Mandra WFQOE purchased plantations held as at December 31, 2010. The IC Advisors, in
meetings organized by Management, met with a sample of forestry bureaus with a view to
obtaining verification of the Company’s rights to standing timber in those jurisdictions. The

not included in the disclosed total of planted plantations of 77,700 Ha, as of December 31, 2010, due to a
number of reasons, primarily because these lands had not yet been planted.

Mandra end approximately 2,000 Ha, of standing timber under SP.

' These 43,000 Ha, of WFOE planted plantations are composed approximately of 31,000 Ha. of leases under SW
and approximately 12,000 Ha, of leases under SP.

These 86,000 Ha. of WPCE purchased plantations ate composed of approximately 84,000 Ha. of leases under
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result of such meetings to date have concluded with the forestry bureaus or related entities
having issued new confirmations as to the Company’s contractual rights to the Company in
respect of 111,177 Ha. as of December 31, 2010 and 133,040 Ha. as of March 31, 2011,% and
have acknowledged the issuance of existing confirmations issued to the ComFany as to certain
rights, among other things, in respect of 113,058 Ha. as of December 31, 2010. 0

Forestry bureau confirmations ate not officially recognized documents and are not issued
pursuant to a legislative mandate or, to the knowledge of the IC, a published policy. It appears
they were issued -at the request of the Company or its Suppliers. The confirmations are not title
documents, in the Western sense of that term, aithough the IC believes they should be viewed as
comfort indicating the relevant forestry bureau does not dispute SF’s claims to the standing
timber to which they relate and might provide comfort in case of disputes. The purchase
contracts are the primary evidence of the Company’s interest in timber assets,

In the meetings with forestry bureaus, the IC Advisors did not obtain significant insight into the
internal authorization or diligence processes undertaken by the forestry bureaus in issuing
confirmations and, as reflected elsewhere in this report, the IC did not have visibility into or
complete comfort regarding the methods by which those confirmations were obtained, It should
be noted that several Suppliers observed that SF was more demanding than other buyers in
requiring forestry bureau confirmations,

Book Value of Timber

Based on its review to date, the IC is satisfied that the book value of the BVIs timber assets of
$2.476 billion reflected on its 2010 Financial Statements and of SP WFOE standing timber assets
of $298.6 million reflected in its 2010 Financial Statements reflects the purchase prices for such
assets as set out in the BVIs and WFOR standing timber purchase contracts reviewed by the IC

Advisors. Further, the purchase prices for such BVIs timber assets have been reconciled to the:

Company's financial statements based on set-off documentation relating to such contracts that
were reviewed by the IC, However, these comments are also subject to the conclusions set out
above under “Timber Ownership” on title and other rights to plantation assets.

The IC Advisors reviewed documentation acknowledging the execution of the set-off
arrangements between Suppliers, the Company and Als for the 2006-2010 period. However, the
IC Advisors were unable to review any documentation of Als or Suppliers which independentiy
verified movements of cash in connection with such set-off arrangements between Suppliers, the
Company and the Als used to settle purchase prices paid to Suppliers by Als on behalf of SF. We

¥ Composed of 106,446 Ha. of BVI plantations and 4,731 Ha. of WFOE planted plantations, of which 60,707 Ha.
were confirmed in the Hunan Forestry Bntity #1 Confirmation. This amount is, however, different from the total
60,696 Ha. shown on the confirmation, which appears to arise from an addition error.

®  Composed of 128,309 Ha. of BVI plantations and 4,731 Ha. of WFOE planted plantations, of which 60,707 Ha.
were confirmed in the Hunan Forestry Entity #1 Confirmation. This amount is however different from the total
hectare of 60,696 shown on the confinmation, which appears to arise from an addition error.

1 Composed of 90,905 Ha, of BV plantations and 22,153 Ha. of WFOE planted plantations.
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note also that the independent valuation referred to in Part VIII below has not yet been
completed.

Revenue Reconciliation

As reported in its First Interim Report, the IC has reconciled reported 2010 total revenue to the
sales prices in BVIs timber sales contracts, together with macro customer level data from other
businesses, However, the IC was unable to review any documentation of Als or Suppliers which
independently verified movements of cash in connection with set-off arrangements used to settle
purchase prices paid, or sale proceeds received by, or on behalf of SF.

Relationships

. Yuda Wood: The IC is satisfied that Mr, Huang Ran is not currently an employee
of the Company and that Yuda Wood is not a subsidiary of the Company.
However, there is evidence suggesting close cooperation (including
administrative assistance, possible payment of capital at the time of establishment,
joint control of certain of Yuda Wood’s RMB bank accounts and the numerous
emails indicating coordination of funding and other business activities).
Management has explained these arrangements were mechanisms that allowed the
Company to monitor its interest in the timber transactions. Further, Huang Ran (a
Yuda Wood employee) has an ownership and/or directorship in a number of
Suppliers (See Section VL.B). The IC Advisors have been introduced to persons
identified as influential backers of Yuda Wood but were unable to determine the
relationships, if any, of such persons with Yuda Wood, the Company or other
Suppliers or Als, Management explanations of a number of Yuda Wood-related

emails and answers to E&Y’s questions are being reviewed by the IC and may not

be capable of independent verification.

. Other: The IC’s review has identified other situations which require further
review. These situations suggest that the Company may have close relationships
with certain Suppliers, and certain Suppliers and Als may have cross-ownership
and other relationships with each other. The IC notes that in the interviews
conducted by the IC with selected Als and Suppliers, all such parties represented
that they were independent of SF. Management has very recently provided
information and analysis intended to explain these situations. The IC is reviewing
this material from Management and intends to report its findings in this regard in
its final report to the Board, Some of such information and explanations may not
be capable of independent verification.

. Accounting_Considerations; To the extent that any of SF’s purchase and sale
transactions are with related parties for accounting purposes, the value of these
transactions as recorded on the books and records of the Company may be
impacted.
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Cash

As reported in the IC's First Interim Report, as a precautionary measure, the IC requested that
PwC confirm SF’s cash balances. PwC did this as of June 13, 2011 for both China accounts and
“offshore” accounts. A total of 293 accounts controlled by SF in Hong Kong were confirmed,
representing 100% of the expected cash position. There are a very significant number of
accounts held by SF in China (in excess -of 260) and the logistics and requirements of in-
person/in-branch verification in that country led the IC to confirm only a portion of the China
accounts (28 accounts, representing approximately 81% of the expected China cash position).
The IC was satisfied that SF’s expected cash position existed as at the date of the confirmation.
The Board should be aware that at the time of the cash confirmation process, SF only updated the
details of its cash position quarterly, so the confirmation results must be considered in that
context. The IC has instituted certain additional controls over cash movements in excess of $1
- million held in SF Hong Kong bank accounts in order to provide the IC with some precautionary
comfort during the examination process. Further, Management has advised that cash balances are
now updated on a more frequent basis, See Part XILI.

BVI Structure

The BVI structure used by SF to purchase and sell standing timber assets could be challenged by
the relevant Chinese authorities as the undertaking of “business activities” within China by
foreign companies, which may only be undertaken by entities established within China with the
requisite approvals. However, there is no clear definition of what constitutes “business activities”
under Chinese law and there are different views among the IC’s Chinese counsel and the
Company’s” Chinese counsel as to whether the purchase and sale of timber in China as
undertaken by the BVIs could be considered to constitute “business activities” within China. In
the event that the relevant Chinese authorities consider the BVIs to be undertaking “business

activities” within China, they may be required to cease such activities and could be subject to

other regulatory action, As regularization of foreign businesses in China is an ongoing process,
the government has in the past tended to allow foreign companies time to restructure their
operations in accordance with regulato:y requirements (the cost of which is uncertain), rather
than enforcing the laws strictly and imposing penalties without notice. See Section I1.B.2,




C. Challenges

Throughout its process, the IC has encountered numerous challenges in its attempts to implement
a robust independent process which would yield reliable results. Among those challenges are the

following:

(2)

®)

Chinese Legal Regime for Forestry:

national laws and policies appear not yet to be implemented at all local
levels;

in practice, none of the local jurisdictions tested in which BVIs hold
standing timber appears to have instituted a government registry and
documentation system for the ownership of standing timber as distinct
from a government registry system for the ownership of plantation land
use rights;

the registration of plantation land use rights, the issue of Plantation Rights
Certificates and the establishment of registries, is incomplete in some
jurisdictions based on the information available to the IC,;

as a result, title to standing timber, when not held in conjunction with a
land use right, cannot be definitively proven by reference to a government
maintained register; and

Sino-Forest has requested confirmations from forestry bureaus of its
acquisition of timber holdings (excluding land leases) as additional
evidence of ownership. Certain forestry bureaus and Suppliers have
indicated the confirmation was beyond the typical dlhgcnce practice in
China for acquisition of timber holdings,

Obtaining Information from Third Parties: For a variety of reasons, all of them
outside the control of the IC, it is very difficult to obtain information from third

parties in China. These reasons include the following:

many of the third parties from whom the IC wanted information (¢.g., Als,
Suppliers and forestry bureaus) are not compellable by the Company or
Canadian legal processes;

third parties appeared to have concerns relating to disclosure of
information regarding their operations that could become public or fall
into the hands of Chinese government authorities: many third parties
explained their reluctance to provide requested documentation and
information as being “for tax reasons” but declined to ¢laborate; and

awareness of MW allegations, investigations and information gathering by
the OSC and other parties, and court proceedings; while not often
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explicitly articulated, third parties had an awareness of the controversy
surrounding SF and a reluctance to be associated with any of these
allegations or drawn into any of these processes.

Smal] Management Team: The Company has a very small executive management
team and it is stretched by:

) demands from the IC, the OSC and E&Y,

. the placement on administrative leave in late August 2011 of certain
members of Management by the Company, based upon the advice of BJ.
These employees remained available to assist Management upon request
on a supervised basis, which further stretched the remaining management;

. the appointment of a new Chief Executive Officer part way through the IC
process; and

. the fact that Management is dispersed among Canada, Hong Kong and
various parts of China, '

Cultural/Language/Geographic Issues:

* vast majority of operational documents are in Chinese;
. most Asia-based Management employees’ first language is Chinese;
. business practices in China and the SF business model; '
. rely heavily on personal relationships; and
. documentation of contractual arrangements | is not as

comprehensive as would be typical in Western jurisdictions, is
often not done until after the transaction is agreed and is frequently

incomplete;
. geographic and time distances for the North American-based teams;
. SF’s operations in China are widely and remotely geographically

dispersed, a number of plantations are close to sensitive border areas and
some are accessible only by overland vehicle travel; and

. public records in China are more limited than in Western jurisdictions and
are often not complete, accessible, up to date or accurate,

Corporate_Governance/Operational Weaknesses: Management has asserted that

business in China is based upon relationships. The IC and the IC Advisors have

observed this through their efforts to obtain meetings with forestry bureaus,
Suppliers and Als and their other experience in China, The importance of
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relationships appears to have resulted in dependence on a relatively small group
of Management who are integral to maintaining customer relationships,
negotiating and finalizing the purchase and sale of plantation fibre contracts and
the settlement of accounts receivable and accounts payable associated with
plantation fibre contracts. This concentration of authority or lack of segregation of
duties has been previously disclosed by the Company as a control weakness. As a
result and as disclosed in the 2010 MD&A, scnior Management in their ongoing
evaluation of disclosure controls and procedures and internal controls over
financial reporting, recognizing the disclosed weakness, determined that the
design and controls were ineffective, The Chairman and Chief Financial Officer
provided annual and quarterly certifications of their regulatory filings. Related to
this weakness the following challenges presented themselves in the examination
by the IC and the IC Advisors: :

. operational and administration systems that are generally not sophisticated
having regard to the size and complexity of the Company’s business and
in relation to North American practices; including:

. incomplete or inadequate record creation and retention practices;
. contracts not maintained in a central location;
. significant volumes of data maintained across multiple locations on

decentralized servers;

. data on some servers in China appearing to have been deleted on
an irregular basis, and there is no back-up system;

J no integratcd accounting system: accounting data is not maintained
on a single, consolidated application, which can require extensive
manual procedures to produce reports; and

. a treasury function that was centralized for certain major financial
accounts, but was not actively involved in the control or
management of numerous local operations bank accounts;

. no intemal audit function although there is evidence the Company has
undertaken and continues to assess its disclosure controls and procedures
and intemal controls over financial reporting using senior Management
and independent contro! consultants;

. SF employees conduct Company affairs from tine to time using personal
devices and non-corporate email addresses which have been observed to
be shared across groups of staff and changed on a periodic and organized
basis; this complicated and delayed the examination of email data by the
iC Advisors; and
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. lack of full cooperationfopenness in the ICs examination from cettain

members of Management.

Complexity, Lack of Visibility into, and Limitations of BVIs Model: The use of
Als and Suppliers as an essential feature of the BVIs standing timber business
model contributes to the lack of visibility into title documentation, cash
movements and tax liability since cash settlement in respect of the BVIs standing
timber transactions takes place outside of the Company’s books.

Cooperation and openness of the Company's executives throughout the process:
From the outset, the IC Advisors sought the full cooperation and support of Allen

Chan and the executive management team. Initially, the executive management
team appeared ill-prepared to address the IC’s concemns in an organized fashion
and there was perhaps a degree of culture shock as Management adjusted to the
IC Advisors’ examination. In any event, significant amounts of material
information, particularly with respect to the relationship with Yuda Wood,
interrelationships between Als and/or Suppliers, were not provided to the IC
Advisors as requested. In late August 2011 on the instructions ef the IC,
interviews of Management were conducted by the IC Advisors in which
documents evidencing these connections were put to the Management for
explanation, As a result of these interviews (which were also attended by BI) the
Company placed certain members of Management on administrative leave upon
the advice of Company counsel. At the same time the OSC made allegations in
the CTQ of Management misconduct.

Following the implementation of these administrative leaves and the subsequent

appointment of Judson Martin as the new Chief Executive Officer of the company

on August 26, 2011, the cooperation received by the IC Advisors from the
Company improved significantly. As a result of Mr. Martin’s direction, meetings
have been arranged and held with Suppliers, Al's and additional forestry bureaus.
In addition, as noted above, very recently, Management presented information
regarding Als and Suppliers and relationships among the Company and such
parties, The IC is reviewing this material from Management and intends to report
its findings in this regard in its final report to the Board,

Independence of the IC Process: The cooperation and collaboration of the IC with
Management (operating under the direction of the new Chief Executive Officer)
and with Company counsel in completing certain aspects of the IC’s mandate has
been noted by the OSC and by E&Y. Both have questioned the degree of
independence of the IC from Management as a result of this interaction. The IC
has explained the practical impediments to its work in the context of the distinct
business culture (and associated issues of privacy) in the forestry sector in China
in which the Company operates. Coopetation of third parties in Hong Kong and
China, including employees, depends heavily on relationships and trust. As noted
above, the Company’s placing certain members of Management on administrative
leave, as well as the OSC’s allegations in the CTO, further hampered the IC’s
ability to conduct its process. As a result, the work of the IC was frequently done

1412



-13-

with the assistance of, or in reliance on, the new Chief Executive Officer and his
Management team and Company counsel. Given that Mr. Martin was, in effect,
selected by the IC and BJ was appointed in late June 2011, the IC concluded that,
while not-ideal, this was a practical and appropriate way to proceed in the
circumstances. As evidenced by the increased number of scheduled meetings with
forestry bureaus, Suppliers and Als, and, very recently, the delivery to the IC of
information regarding Als and Suppliers and relationships among the Company
and such parties, it is acknowledged that Mr, Martin’s involvement in the process
has been beneficial. It is also acknowledged that in executing his role and
assisting the IC he has had to rely on certain of the members of Management who
had been placed on administrative leave.
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1L BUSINESS MODEL AND CORPORATE STRUCTURE
A. Business Model

The IC's understanding of the Company’s business model remains as described in its First
Interim Report and reference should be made to that for an overall understanding of the business
segments of the Company and their relative importance. The plantation fibre operations and, in
particular, the core activity of purchasing and selling standing timber through the BVIs/Al
structure is the central driver of asset value, revenue and income for SE, BVI entities within the
BVI/AI structure represented as at December 31, 2010 $2.476 billion of book value (466,826
Ha.) and $1.326 billion in revenue, and approximately $622 million of Income for the year then
ended before allocation of corporate overhead,

. The plantation fibre operations use two principal business models, a “purchased plantation™
mode! and a “planted plantation” model and disclose its timber assets in its AIF and other
disclosure documents on that basis. The purchased plantation model operates through two legal
structures: a BVI/AT legal structure and, to a lesser but growing extent, a China incorporated
WFOE legal structure. The planted plantations model is operated exclusively through the WFOE
legal structure (although the WFOEs -themselves are typically held indirectly through a BVIs
holding structure). Management advised that no new cash capital had been deployed by SF into
the BVIs’ standing timber operations since 2004. Recently identified e-mails suggest that
payments may have been made from the WFOE structure into the BVIs structure, e.g., by an
offshore customer of a WFOE to settle amounts due to a BVIs, and by WFOE:s to establish BVIs
Suppliers. Management has not yet provided a full explanation of ali these emails. However,
Management has advised that there have been transactions whereby SF subsidiaries sell imported
logs offshore to a Chinese customer who then owes SF U.S. dollars or IMong Kong dollats. As a
result of pressure to collect receivables and the fact that the customer does not have the required

currency, SF accepts payment in RMB. The RMB is accepted as payment onshore and is used to’

buy trees in the BVI model.

The purchased plantation model involves the purchase of standing timber and sale of standing
timber pursuant to standardized timber purchase agreements and Entrusted Sale Agreements., The
standing timber purchased is generally on land owned by collectives or villages (i.e., not state-
owned land). When conducted through the BVIs/AI legal structure, of which 20 BVIs hold all of
the BVI timber assets, the timber purchases are arranged through Suppliers. The relationship
between such Suppliers and SF has been the focus of much review by the IC. (see Part VI
below.) The BVIs structure does not involve the BVis concurrently purchasing land use rights or
leases with the purchase of standing of timber. However, the BVIs supply contracts typically
contain a right of first refusal for the BVIs to acquire, or nominate an affiliate to acquire the
plantation land use rights after the timber has been harvested. Despite such common contractual
provision, the IC Advisors did not identify any occasions when such rights have been exercised.

The BVIs do not sell standing timber directly to customers; they sell under contract to an entity
referred to as an Al who usually resells to others. The BVIs timber sales accounts receivables are
settled by the Al making payments to Suppliers (directly or indirectly to other parties on their
behalf) on behalf of SF, These payments by way of set-off enable the BVIs to acquire further
standing timber from Suppliers. As SF has publicly disclosed, no cash actually flows directly
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through the BVIs — all BVIs purchases are funded through the sef-off mechanism using accounts
receivable owed to SF, The particulars of the sales process between BVIs and Als is set out in
Section II.B and Section V.C.15.(b), below.

WFOEs ate also engaged in the purchase and sale of standing timber through the SP group of
entities with such activity classified as purchased plantations in the 2010 AIF disclosure. When
conducted through a WFOE, purchases of standing timber are sometimes accompanied by
concutrently obtaining plantation land use rights. The IC understands that WFOE standing
timber transactions do not usvally involve payments by way of set-off but are conducted on a
direct fund transfer basis.

The planted plantation model is conducted by WFOEs through both SP and SW. It involves
obtaining plantation land use rights, sometimes with standing timber but often as bare land
. suitable for planting. Management advises that sales from these planted plantations do not utilize
the Al model but rather generally involve direct fund transfers by the WFOEs to the customer,
some of whom are the same as or related to Als under the BVIs/AT model. The IC understands
that WFOEs, whether selling standing timber or selling logs from either planted plantations or
purchased plantations, both buy and sell on a direct fund transfer basis; with all transactions
settled in RMB,

What has become apparent throughout the examination process, is that important and integral
elements of the business model are the relationships with business partners. Management had not
been forthcoming in clarifying the parties behind the Suppliers and Als or the relationships with
the forestry bureaus that Management stresses are important to the ongoing business, However,
as noted above, very recently, Management presented information regarding Als and Suppliers
and relationships among the Company and such parties. The IC is reviewing this material from
Management and intends to report its findings in this regard in its final report to the Board. The

extent of relationships, as discussed later in this report, are important to both the business model’

and to reporting requirements.
B. BVI Structure

The Company has established 58 companies in the British Virgin Islands, It uses these
companics as both holding companies for subsidiaries in China and to engage in the purchase
and sale of standing timber in China.

During the IC’s review period of the first fiscal quarter of 2006 to the first fiscal quarter of 2011,
a total of 20 BVIs entered into a total of 453 timber purchase contracts for the purchase of
823,153 Ha. of standing timber. The aggregate purchase price was RMB 28.654 billion, Of those
purchases, 466,826 Ha. of standing timber from 310 timber purchase contracts remained in the
Company’s books as at December 31, 2010, with the balance being accounted for by sales
between the first fiscal quarters of 2006 and 2011, and by purchases made in the first fiscal
quatter of 2011,

Of those 20 BVIs, only Suri-Wood Inc. and Sino-Panel (Yunnan) Limited were incorporated
prior to 2009. The temaining 18 BVIs are subsidiaries of Suri-Wood Inc. incorporated in 2009 or
later and have company names not immediately associated with Sino-Forest, such as Brain Force
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Limited., Glory Billion International and Trillion Edge Limited. A table summarising BVI
corporate search results for all BVIs is found at Schedule V.A.1.

The BVI with the most purchases during the review period was Suri-Wood Inc,, which had 131
purchase transactions amounting to a total of 325,697 Ha. and RMB 10.994 billion. However, its
last purchase transaction was in 2008. Over the same period Sino-Panel (Yunnan) Limited had
just two purchase transactions in 2007 amounting to 10,438 Ha., and RMB 670.5 million.
Further, another BVI called Sino-Forest Resources Inc. had purchases prior to but not during the
review period.

The remaining 18 BVIs account for all 320 BVI timber purchase contracts entered into from the
first fiscal quarter of 2009 to the first fiscal quarter of 2011, amounting to 487,018 Ha. and RMB
16.989 billion.

During the IC’s review period, Suri-Wood Inc., Sino-Panel (Yunnan) Limited and Sino-Forest
Resources Inc, had a total of 582 sales transactions amounting to a total of 548,292 Ha. and
RMB 27.465 billion. The BVI with the most sales during this period was Suri-Wood Inc. which
had 509 sales transactions amounting to a total of 492,718 Ha. and RMB 24.099 billion. The 18
BVIs incorporated after 2009 are yet to have sales recorded as at the date of this report,

Despite criticism of'the use of British Virgin Islands holding structures in the MW Report (which
describes them on page 2 as an “unjustifiable black hole”), IC believes that there are proper
commercial reasons for using British Virgin Islands holding structures for investing in China.

1. BVIs as Investment Vehicles

Many foreign investors, including well known multi-national companies, hold their investments

in China in special purpose vehicles established overseas in jurisdictions with a familiar and.

internationally accepted system of corporate governance. By way of example, over 75% of blue
chip companies listed on the Hong Kong Stock Exchange (Hang Seng Index constituent stocks
excluding the Finance Sub-Index) utilise British Virgin Islands holding structures, including for
their investments in China. This reduces the uncertainties of operating under relatively new and
untested Chinese corporate structures, and enables investors to enter into shareholding
arrangements under familiar Western structures, governed by a common law system.

The British Virgin Islands has been a particularly popular jurisdiction in which to establish such
companies, becausc of the fack of corporate income tax, capital duty and stamp duty on profits or
issue or sale of shares. The use of such special purpose companies, one for each investment, also
facilitates raising capital offshore and restructuring such companies without the uncertainties and
delays inherent in the domestic Chinese system which requires a host of government approvals
for even minor changes to a-company ownership ot structure,

2. BVIs as Vehicles to Purchase and Sell Timber

The IC has been advised by its Chinese counsel that there is no express statutory prohibition that
foreign companies such as the BVIs may not purchase, hold and sell assets including standing
timber located in China, Foreign companies may, after obtaining necessary government
approvals and clearances and going through the proper formalities relating to foreign exchange,
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remit foreign exchange into China and pay the purchase prices and repatriate the sale proceeds
outside of China on the basis of proper documentary support, including evidence of payment of
income tax and other taxes such as VAT (which is usually withheld by the domestic payer as
withholding agent).

However, business operations in China conducted by foreign companies without an onshore
presence is generally not allowed. Since 1992, SAIC regulations have required foreign
companies to set up onshore entities within China before carrying out “business activities”
within China. Chinese laws do not have any express definition of what activities carried -out by
foreign companies would constitute “business activities.”

The Company has obtained Chinese legal opinions that state that the purchase of timber in Chma
by certain BVIs and the sale of such timber by those BVIs are not prohibited by Chinese ]aw,

. and that “to the best of [local counsel’s] knowledge after reasonable investigation and inquiry
and as confirmed by the Company, each of the [BVIs listed] has the right to conduct business in
China in the manner as presentlg conducted and as described in the Disclosure Package and the
Final Offering Memorandum®.'* However, Chinese counsel to the IC has advised that, on the
basis of the materials reviewed by it, interviews with Company officers and representatives of
Suppliers, Als and forestry bureaus, as well as its other investigations from June 2011 to the
present, it cannot definitively conclude that the activities of the BVIs are not “business activities”
carried on within China, and it is believed there is a risk that such activities, taken as a whole,
might be considered carrying out “business activities”, which requires a business to be registered
in China. Chinese counsel to the Company and Chinese counsel to the IC met to consider these
issues on November 11, 2011, and concluded that, given the lack of an express definition of
“business activities” undel Chinese law, and the uncertainty of the Chinese legal system, it was
not possible to reach a definitive opinion on this issue.

Under the BVI structure, the BV1s do not sell standing timber directly to customers, they sell to
Als who, the IC are told, usually resell to others. Instead of receiving after-tax payment directly
from the Als, the BVI sales accounts receivables are seftled in RMB by the Als making
payments to Suppliers on behalf of SF, which are usually by way of set-off (and some Als and
Suppliers stated to the IC Advisors during interviews that they sometimes directed the set-offs to
be made to and from other parties), and thus enable the BVIs to acquire further standing timber
from Suppliers without remiiting the sale proceeds offshore and purchase monies back onshore
again. This process avoids Chinese foreign exchange controls which must be complied with in a
normal cross-border sale and purchase transaction, and this could present an obstacle to future
repatriation of sales proceeds, and could have tax implications as well.

The Chinese authorities have demonstrated tolerance towards business activities that may be
regarded as technically non-compliant or arguably non-compliant as business practices are
gradually regularised over time, and tax laws are enforced more strictly year by year. While such
practices by the BVIs and Als have been going on for many years (since the 1990s according to

W See Jingtian & Gongceheng legal opinjons {ssued for the reference of the Company’s auditors in 2007 and 2008,

" Jingtian & Gongcheng legal opinion dated October 21, 2010 in respect of offering of 6.25% Guaranteed Senior

Notes Due 2017.

1418



-18-

Management), the Company has achieved large scale operations only in more recent years,
which may result in more attention from the Chinese authorities. The BVIs are subject to
withholding tax, stamp tax liabilities and VAT or business tax (as the case may be) and the Als
need to specifically record in their financial statements liabilities of those taxes to be paid on
behalf of the BVIs. While Als are responsible for paying tax on behalf of the BVIs according to
the terms of the standard form entrusted sales contracts they enter into with BVIs, the IC has not
been able to verify that any relevant income taxes and VAT have been paid by or on behalf of
the BVIs in China,

The Company discloses potential Chinese tax liabilities as a risk factor in its AIF, and sets out
the methodologies it uses for calculating such liabilities. The Company states that Management
applies significant estimates and judgment to determine the appropriate amount of tax related
liabilities, and contingencies for such liabilities, to be recognized and disclosed in the financial
- statements, The Company recognized a provision of approximately $160 million as at
December 31, 2010 for contingent Chinese tax liabilities.

In the event that this business model is challenged by the relevant Chinese authorities as carrying
on business activities in China by the BVIs, Chinese counsel to the IC has advised that, quite
apart from the tax and foreign exchange compliance issues mentioned above, SF may be required
to cease operations under this business model and could be subjected to administrative fines and
other penalties.

However, as regularization of the practices of foreign businesses in China is an on-going process
(as has happened in various industries since the early 1990s), the government has in the past
tended to allow foreign companies a period to restructure their operations in accordance with
regulatory requirements rather than enforcing the laws strictly and imposing penalties without
notice,

3. WFOEs as Trading Vehicles since 2004

Chinese counsel to the IC has advised that, under Chinese law, the business of purchase and sale
of standing timber could be categorized as a form of trading or commaodity distribution business,
which is an industry in which foreign investment in China has been subject to various restrictions
and has been subject to change over the years.

In 1992, the State Council issued a notice to permit foreign-invested enterprises to be established
in the commodity distribution industry in five trial cities, subject to relevant approval. However,
in that notice, the State Council explicitly prohibited wholly foreign-owned enterprises from
engaging in that industry.

In 2004, MOFCOM issued a notice that lifted both the prohibition on wholly foreign-owned
enterprises from engaging in the commeodity distribution industry and the limitation to cettain
cities. Since then, foreign investors have been permitted to, subject to relevant regulatory
approval, establish trading companies (either as joint ventures or wholly foreign-owned
enterprises) to participate in most areas of the commodity distribution industry, including the
purchase and sale of standing timber, throughout China.
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The Company established its first WFOE to engage in the purchase and sale of standing timber
in 2004 in compliance with such regulatory requirements.

C. Corporate Structure

The Company’s corporate structure is detailed in Schedule I1.C. The organization has multiple
subsidiary companies that have been formed over time to hold the different assets of the
Company. There are, for example, about twenty BVIs holding different parcels of standing
timber in China.

From a legal perspective, the vast majority of the subsidiaries are held through two holding
companies: Sino-Wood and Sino-Panel.

 Sino-Wood

SW holds, through many subsidiaries in the British Virgin Islands, Hong Kong and China, the
Mandra assets, the BVIs’ standing timber assets and a significant portion of non-Mandra WFOE
assets. Management explained that functionally within SW, the domestic WFOE business and
BVI business are operated quite separately.” SW is also responsible for the flooring
manufacturing operations, HOMIX, and the nursery business. SW is engaged in the buying and
setling of imported logs.

In the SW WFOE domestic business (including Mandra), Albert Zhao is responsible for
operations and Chen Hua is responsible for finance.

Sino-Panel

SP holds, through many subsidiaries in the British Virgin Islands and China, a significant portion
of the non-Mandra WFOE assets, Management explained that Albert Ip was responsible for
operations and George Ho was responsible for finance.

SP engages in both the purchased plantation business model and in the planted plantation
business model. It also engages in the buying and selling of imported logs and, to a limited
extent, in the buying and selling of domestic logs. We also understand it has some manufacturing
operations.

For the BVI standing timbet business, Albert Ip is responsible for purchases, Albert Zhao is
responsible for sales, and Alfred Hung is responsible for finance,



1421

1, LEGAL REGIME




-21- ' . 1422

III. LEGAL REGIME
A, Evidence of Ownership of Tree Plantations

The core activity of the Company’s business is the purchase and sale of standing timber using the
“purchased plantation” model, principally through BVls, and to a lesser extent, through WFOEs.
The BVI model is described more fully in Part II above. The BVIs (and sometimes WFOEs)
acquire standing timber pursuant to timber purchase contracts from Suppliers without acquiring
any land use rights, Forestry bureau “confirmation letters” are commonly obtained by the
Supplier from the local forestry bureau at county level or above in respect of such contracts. One
Supplier, in its interview with the IC, noted that SF is its only customer requiring confirmation
letters for standing timber purchases in addition fo a purchase agreement, It appears that issuing
confirmations is not typical practice and that such confirmations have been provided as a
~ “favour” at the request of the Company and its Suppliers. WFOEs acquire standing timber on a
stand-alone basis or in conjunction with land use tights or land leases, When land use rights or
land leases are acquired, Plantation Rights Certificates are often eventually obtained in the name
of the contracting WFOE subsidiary evidencing registered title.

(a)  Forestry Administration - China utilizes a top-down hierarchical system to gevern
its timber resources:

(i) State Forestry Administration - the central level, responsible for national
legislation, policy development, national strategic planning and key
forestry programs;

(i)  provincial departments of forestry - the regional level, responsible for
forest regulation, by-laws and regional policy, short-term forestry and
forest resource planning and organizing key programs;

(iii)  city-level Forestry Bureaus - primarily act as a bridge for county and
provincial level communications; and

(iv) count