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UNITED STATES OF AMERICA V. TONAWANDA COKE CORPORATION

I have been engaged by counsel for Tonawanda Coke Corporation (“TCC” or the
| “Company”) in connection with an action brought by the United States of America
(“United States” or “Government”). TCC has been convicted on various counts. As a
result of the conviction, TCC is subject to a maximum fine in excess of $300 million. In
addition, the United States is currently demanding certain changes to the operations of
TCC and is seeking a civil penalty of $4 million. You have requested our assistance in
analyzing the historical and prospective financial condition of TCC in order to determine
TCC’s ability to pay a criminal fine and to pay the other amounts the government is

seeking.
This report sets out the results of my analysis and is structured as follows:

Executive Summary

1.

2. Background

3. Basis for Analysis
4. Analysis

5. Conclusion
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1. EXECUTIVE SUMMARY

.

TCC is a New York corporation located on the Niagara River in Tonawanda, New York.
The plant is situated on more than 100 acres and has one coke oven battery with a total of
60 ovens. The plant must operate 365 days a year, 24 hours a day and maximum
practical production capacity for foundry coke, the Company’s primary product, is
202,000 tons per year. Due to current-economic conditions, we understand that TCC has
been operating at 56 percent capacity for the past four years. The Company currently has

105 full and part-time employees and 15 contract employees.

TCC is subject to a maximum fine in excess of $300 million, In addition, the United
States is currently demanding certain changes to the operations of TCC and is seeking a
civil penalty of $4 million. We have been requested to assist in determining TCC’s
ability to pay a criminal fine and other amounts the government is seeking. In order to
do so, we have analyzed the economic and industry conditions in which TCC operates, as
well as TCC’s historical financial results of operations, and its current and projected

financial condition, A summary of our findings is as follows:

e The Company’s ability to maintain profitable operating margins, and therefore
generate cash flow, is dependent on its cost to produce, and the quantity and price
at which it can sell its product.

e The primary determinant of sales variations is the market price of coke. Since
coke is a commodity, its price fluctuates based on global market conditions.
Recently, a combination of weak demand and an increased availability of low-
cost Chinese export supply has served to reduce the market price for coke.
Forecasts suggest this trend will continue in the near-term.

e The Company sold approximately 80,000 tons of foundry coke in the year ended

June 30, 2013, a decrease of 11.1 percent compared to the previous year. This

United States of America v. Tonawanda Coke Corporation
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decrease in volume combined with the reduced price of coke has resulted in a
decrease in revenues of 19.4 percent year over year.

e The primary raw material required for the production of coke is metallurgical
coal. Prices for this commodity also fluctuate with market conditions, and
although prices have fallen recently, the future supply and demand balance
suggests that the current price will be the low point in the medium term.

e The Company’s gross profit and cash flow are largely dependent on the pricing
spread between the cost of coking coal and the market price of coke. The spread
has diminished dramatically since 2010 and 2011, resulting in a decline in gross
profit from 31.7 percent in 2009 to 13.6 percent in 2013.

o The decline in historical Cash Flow from $4,439,148 in 2011 to $2,507,308 in
2013 is consistent with declining gross profits due to factors in the marketplace.

e The Company’s forecast for declining revenues and Cash Flow to an average of
$1,000,000 per year in the years ended June 30, 2014 and 2015 is consistent with
the trend in Cash Flow from a historical perspective and with economic and
industry factors affecting the Company.

e It is unlikely that TCC will be able to borrow against its assets currently, and
unclear given uncertainty and regulatory concerns, whether a lender would lend
against its assets in order to pay a criminal penalty once sentencing is completed.

e Given the nature of TCC’s operations and the contingent liabilities encumbering
its assets, any transaction involving the sale of TCC would be for substantially
less than the maximum criminal penalty that could be assessed.

e Assessing a criminal penalty that can be paid out of available cash flow will
enable the Company to continue its operations and employment of in excess of
100 people in Tonawanda, NY.

e Based upon our analysis of the trends in historical Cash Flow and the impact of
economic and industry factors on projected Cash Flow, TCC’s ability to pay a

criminal penalty is approximately $1,000,000 per year.

United States of America v. Tonawanda Coke Corporation



Case 1:10-cr-00219-WMS-HKS Document 229-6 Filed 09/16/13 Page 7 of 71

PRIVILEGED & CONFIDENTIAL
ATTORNEY WORK PRODUCT Page 4

2. BACKGROUND

In 1917 the first coke battery at Tonawanda Coke Corporation's site was placed into
service. The facility played a significant role in the development and growth of the
Tonawanda Kenmore area. Initially the facility provided gas for lighting and heating as
well as material to Wickwire — Spencer Steel Company and Tonawanda Iron. Later it

was instrumental in the success of General Motors’ Tonawanda Engine Plant,

TCC, a New York corporation, was founded in January 1978 by acquiring the assets of
the Allied Chemical Corporation’s facility adjacent to the Niagara River in Tonawanda,
New York, through an asset purchase agreement. The purchase of the facility for $2
million occurred after a large tar storage tank collapsed triggering a fire that almost

destroyed the plant. TCC resumed operations at the facility in mid-February 1978.

TCC’s plant is situated on more than 100 acres. The facility has one coke oven battery
with a total of 60 ovens. Each oven has a capacity of 18.6 tons of coal and must be kept
hot in order to avoid deterioration. As a result, the plant must operate 365 days a year, 24
hours a day. The maximum practical production capacity of the plant for foundry coke is
202,000 tons per year. Due to current economic conditions, we understand that TCC has

been operating at 56 percent capacity for the past four years.

TCC’s manufacturing process is a joint production process. The nature of the process
requires the Company to integrate multiple diverse segments including logistics, material
handling, manufacturing, chemical processing and power generation, each of which play

an integral role in the success of the Company.

United States of America v. Tonawanda Coke Corporation
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Operational departments include:

e Environmental — Lab;
e Coal Handling;

e Oven Battery;

e Coke Handling;

e By-Products, and;

e Boiler House-Power.

These departments are further supported by the Maintenance, Purchasing, Traffic, Sales,

Quality Control, Human Resource, and Accounting departments.

TCC offers four products: foundry coke, an almost pure carbon product that is used in
foundry cupolas to provide both a heat source and a direct carbon addition in the
production of cast iron metal, #4 coke, industrial coke, and by-products. Foundry coke is
coke that is greater than 4" in size and is typically offered as a 6”x9", a 4”x9", or a 4”x6"
product. Due to the nature of the joint production process, foundry coke is TCC’s

principal product and the other products are produced in relatively small quantities.

TCC services the foundry coke needs of the northeastern region of North America. This
includes servicing all of Canada's needs, as Canada has no foundry coke production. The
Company serves customers in a variety of industries including automotive, heavy
equipment, trucks, tractors, pipe manufacturing, construction products, municipal

castings, and rockwool insulation, as well as the United States sugar production,

We understand that the number of foundry coke producers located in the U.S. have

declined over time from approximately eighteen producers in the 1980s to only four

United States of America v. Tonawanda Coke Corporation
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merchant foundry coke producers today. They are ABC Coke and Walter Coke in

Alabama, Erie Coke' in Pennsylvania and TCC.

TCC has approximately 105 full and part-time employees, plus an additional 15 contract
employees. At full production, the number rises to in excess of 140 employees and 20
contract employees.  The plant production workers are represented by United

Steelworkers Local Number 4447-5.

Counsel has advised that although TCC can be assessed a criminal penalty in excess of
$300 million, there are no mandatory minimums, and a criminal penalty requires an
amount sufficient to deter future wrongdoing, but not greater than just punishment. The
amount must also consider restitution and rehabilitation of the company. In other words,

TCC’s ability to pay a criminal penalty must be factored into the analysis.

3. BASIS FOR ANALYSIS

The analysis and opinions in this report are based upon the documentation available to
date, my independent research, my education, and my experience in performing similar
financial analyses. I have been qualified and have presented testimony on numerous
occasions, including the presentation of financial analysis in courts throughout the United
States. 1 am a Certified Public Accountant and have a Master of Science with a
concentration in Finance and Advanced Professional Certificate in Taxation. In addition,
I am a Certified Fraud Examiner, Certified Forensic Accountant, Certified Insolvency
and Restructuring Advisor and Certified in Distressed Business Valuation. The American
Institute of Certified Public Accountants (“AICPA”) accredits me in business valuation and
[ am a Certified Valuation Analyst. I have instructed business valuation courses for both

the AICPA and the National Association of Certified Valuators and Analysts (“NACVA”).

' A separate and distinct entity indirectly affiliated by ultimate common ownership.

United States of America v. Tonawanda Coke Corporation
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Attached, as Appendix A, is my current curriculum vitae and information concerning my

publications, speaking engagements, and testimony history.

I, and others under my direct supervision, have performed the analysis contained in this
report with the information available to date. Accordingly, we reserve the right to amend
this analysis and report should additional or updated information become available. Our
analysis was based primarily on the documentation and information listed in Appendix B.
In addition, I interviewed various members of management concerning the operations of
TCC and toured the facility. The documents and information utilized are the types of
documents and information experts in my field typically rely upon in performing such an
analysis. When [ testify, I may illustrate my testimony with demonstrative aids such as

graphs, charts and/or slides.

Our firm is being compensated at rates of $125 to $450 per hour. My current hourly rate is

$435 per hour.

This report has been prepared in connection with the above-referenced matter and should

not be used for any other purpose without my express written consent,

4. ANALYSIS

As noted previously, counsel has requested that we determine TCC’s ability to pay a
criminal penalty. In order to access TCC’s ability to pay, we first analyzed the economic
and industry conditions in which TCC operates. This analysis provides an underlying
basis on which to evaluate TCC’s historical financial results of operations, and its current
and projected financial condition. These analyses provide the underlying basis for our
opinion of TCC’s ability to pay. As a result we have organized our analysis in the

following sections,

United States of America v. Tonawanda Coke Corporation
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* Economic and Industry Analysis

e TCC’s Financial Condition

e TCC’s Historical Results from Operations and Cash Flow

* Projected Financial Condition, Results from Operations and Cash Flow
e Financing and Sale Alternatives

e Other Factors
4.1. ECONOMIC AND INDUSTRY ANALYSIS

TCC produces foundry coke domestically, and supplies the northeastern part of the
United States and Canada. The Company’s ability to maintain profitable operating
margins, and therefore generate cash flow, is dependent on its cost to produce, and the
quantity and price at which it can sell its product. Since TCC’s products are industrial
commodities, the foregoing three factors are dependent upon a multitude of additional
factors including but not limited to the following: global and national economic
conditions, international trade relations, policy decisions and environmental guidelines,
the steel and automotive industries, raw materials costs and transportation costs.
Furthermore, although the foundry coke market is a part of all industrialized economies,
the industry is not generally monitored and analyzed separately. Therefore the factors
listed above impacting commodities, and/or industries which mirror the foundry coke

market, were analyzed to refine an analysis of the foundry coke market,

As will be set out in the following sections, market conditions have become less
favorable for producers of coke as a combination of weaker global demand and an
increased availability of low-cost Chinese export supply has served to reduce the market
price for coke. The decrease in sales price may be partially mitigated in the near-term by
leveraging the reduced cost of coking coal, but forecasts suggest that the price of coking
coal will increase in the medium term. As a result, coke producers can be expected to

experience increased competition, decreased margins, and ultimately, decreased cash flow.

United States of America v. Tonawanda Coke Corporation
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4.1.1, Global Economic Conditions?

The global economy appears to be transitioning to a period of slower, but more stable
growth. Gross domestic product (“GDP”) slowed in mid 2012, but is recovering with
2013 projected GDP growth of 2.2 percent followed by 3.0 and 3.3 percent in 2014 and
2015, respectively. High-income countries, particularly in Europe, continue to face
challenges in restoring sustainable fiscal policies and shoring up the banking sector, The
likelihood of these challenges leading to a major crisis has diminished however. The
recovery in the U.S. can be seen in the fairly robust private sector, but is being held back
by the prospect of fiscal tightening. Developing countries are expected to see an increase
in GDP growth to 5.1 percent this year and 5.6 to 5.7 percent in 2014 and 2015 thanks to

less volatile external conditions and recovery of capital flow levels.

Global trade recovered in the first quarter after several months of contraction with total
volume of exports and imports rising at a 5.0 percent annualized pace in the first quarter
of 2013. The upturn was driven by developing country imports, registering
approximately 18.0 percent in the first quarter, but import demand decreased to an
annualized rate of 10.8 percent in April, signaling an easing in the pace of global trade.
China’s economic growth appears to be losing momentum also, as export growth slowed
from 12.7 percent year-over-year in April to one percent in May. Trade volumes will

remain below their pre-crisis trend in the near term.

Growth in the global industrial sector in the post 2008-2009 period has been
unimpressive, with the exception of East Asia and Pacific, and China in particular.
Overall, more than four years after the financial crisis began, industrial output is only 5.3

percent higher than it was pre-crisis. Forward-looking indicators suggest a slower pace

? Global Economic Prospects Volume 7, June 2013 published by The World Bank. For a more in depth
discussion, see Appendix C.

United States of America v. Tonawanda Coke Corporation
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of global activity for the second quarter of the year, as fiscal tightening in the U.S. and

capacity constraints in many developing economies will moderate growth.

Over the past year, energy and metals prices have been decreasing in response to supply
and demand-side substitution brought about by previously high prices. Markets including
the U.S. and Africa, increased their own production of natural gas and oil and capital
expenditures by major firms in oil and metals markets quintupled since 2000, with most
of the additional metal supply going to meet demand from China. The substantial
increase in supply has caused downward pressure on metals prices in recent years, with
current prices 30 percent below their peak in February 2011. The World Bank projects
that prices will continue to ease in the medium term, with oil prices anticipated to slowly
decline between now and 2025 and metals prices expected to decline by 3.7 and 1.4
percent in 2013 and 2014, respectively, reflecting increased supply and a gradual

reduction in the metals intensity of developing country growth,

Overall, data so far this year point to a global economy that is getting back on its feet, but
the recovery remains hesitant and uneven. Forward-looking indicators have strengthened
over the past six months, only to weaken again recently. As post-crisis risks to the high-
income world have declined, a new set of uncertainties emerge including the potential

impact of downward pressure on commodity prices,

4.1.2. National Economic Conditions®

After a nearly flat growth rate of 0.4 percent during the fourth quarter of 2012, U.S.
economic growth picked up speed during the first quarter of 2013, but not by as much as
expected. Growth in the first quarter was just 1.8 percent, well below economists’
originally forecast rate of 3.0 percent, held back by moderate consumer spending, weak

business investment, and declining exports.

’ KeyValue Data National Economic Report, June 2013. For a more in depth discussion, see Appendix D,

United States of America v. Tonawanda Coke Corporation



Case 1:10-cr-00219-WMS-HKS Document 229-6 Filed 09/16/13 Page 14 of 71

PRIVILEGED & CONFIDENTIAL
ATTORNEY WORK PRODUCT Page 11

The U.S. Labor Department reported on July 5 that the number of people who held jobs
in June rose for the tenth straight month, with 195,000 new positions having been added.
The Department also raised job-growth estimates for the previous two months. Many of
the increases, however, were concentrated in lower-paying professions. For instance, the
majority of June’s gains—75,000—came in the hospitality industry of bartenders and
waiters, while higher-paying manufacturing jobs posted a decline éf 6,000 for the month.
At the same time, after having fallen from 7.9 percent in January to 7.5 percent in April,
the U.S. unemployment rate ticked back up to 7.6 percent in May, where it remained in

June.

The Treasury Department announced on September 4, 2012 that total public outstanding
debt in the United States had climbed to $16.02 trillion, and on October 1, that the
Federal deficit for fiscal 2012 had reached $1.276 trillion. However, the U.S.
Congressional Budget Office projected on February S that the deficit for Fiscal Year
2013 actually would drop to $845 billion—the first time during the Obama presidency

that the annual red ink would fall below $1 trillion.

After contracting by a revised 0.4 percent in April, U.S. industrial production edged up
by 0.1 percent in May for the first increase in three months, After unexpectedly
contracting in May following five straight months of gains, the U.S. manufacturing sector
rebounded slightly in June, with the Institute for Supply Management index increasing
from 49.0 to 50.9. U.S. nonfarm productivity increased by 0.7 percent during the first
quarter of 2013 after a sharp drop in the waning months of 2012,

U.S. auto and truck sales rose in June to their highest level since the recession.
Continuing demand for big pickups helped to boost sales for Detroit’s automakers,
Ford’s sales climbed by 14 percent on the month, while Chrysler’s jumped by 8 percent
and General Motors’ rose by 6.5 percent. Japanese automakers reported solid gains as

well, with Nissan’s sales climbing by 13 percent and Toyota’s by 10 percent.

United States of America v. Tonawanda Coke Corporation
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After jumping by 1.5 percent in March and by 2.3 percent in April, U.S. sales of new
homes in May rose by 2.1 percent over April’s level, climbing to a seasonally adjusted
annual rate of 476,000. Likewise, after climbing in April to their highest level in more
than three years, U.S. sales of existing homes rose again in May, jumping by 4.2 percent

to a seasonally adjusted annual rate of 5.18 million units.

According to the Conference Board’s Consumer Confidence Index, U.S. consumer
confidence improved in June to its highest level in five years. After falling in April for
the first time in nearly a year, U.S. consumer spending rebounded in May. Consumer
spending represents about two-thirds of U.S. economic activity. On a seasonally adjusted
basis, the U.S. Consumer Price Index (CPI) for all items increased by 0.1 percent in May
after falling by 0.4 percent in April. v

4.1.3. The Coke Industry*.

As noted previously, only four suppliers of foundry coke exist in the U.S., but many
suppliers of blast furnace coke, including many steel manufacturers who have invested in
the process for vertical integration, as well as foreign suppliers exist. Although U.S.
import tariffs still exist, the removal of the 40 percent export tax on Chinese coke in
January 2013 was a significant event with respect to the global coke market in that it
opened the door for additional supply in an already over-saturated market and placed

additional downward pressure on prices.

Since lows during the financial crisis, coke prices have fluctuated significantly, as a
strong recovery was followed by a continuous decline between mid-2011 and the end of

2012. Prices had increased in response to elevated demand due to record-high global hot

* Coke Market Reports published by Resource-Net, available by subscription and provided by the
Company, as well as various publicly available news articles and websites. For a more in depth discussion,
see Appendix E.

United States of America v. Tonawanda Coke Corporation



Case 1:10-cr-00219-WMS-HKS Document 229-6 Filed 09/16/13 Page 16 of 71

PRIVILEGED & CONFIDENTIAL
ATTORNEY WORK PRODUCT Page 13

metal production. More recently, excess capacity in the steel industry, among other
factors has caused demand to deteriorate. Although world economic sentiment has been
improving, the decline in commodity market prices has yet to be reversed, and market
indicators continued to track downward in July. Export prices for Chinese blast furnace
coke decreased to $230-$240/ton fob in July. In the first half of the year, Chinese coke
exports totaled 1.51 million tons, compared to 1.0 million tons for all of 2012, According
to the CRU Metallurgical Coke Market Outlook, “A lethal combination of frail import
demand, solid availability of low-cost Chinese export supply and a lowered production
cost forecast points towards continued downside pressure for metallurgical coke prices

until mid-2014.”

Coking coal, the primary raw material required for the production of coke, has become
difficult to extract and thus, more expensive to mine. Currently, rising supply of coking
coal from Mongolia, South Africa and Australia, combined with the slowing Chinese
economy and weaker demand for steel is putting downward pressure on prices. The
future supply and demand balance for coking coal suggests that the current price will be
the low point in the medium term, however. Chart I sets out a comparison of U.S,

coking coal and foundry coke prices over the period 2005 to present.

United States of America v. Tonawanda Coke Corporation
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Chart 1: U.S. Coking Coal and Foundry Coke Average Prices: 2005 - 2013°
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4.1.4. The Steel Industry®

Despite a slight increase in demand for steel and the retirement of some older
steelmaking operations in 2012, capacity utilization in the steel sector remains below 80
percent. The global percentage of excess capacity’ is still greater than it was a year ago
due to new steelmaking facilities continuing to be brought online, especially in
developing countries. Growth in global demand for steel is unlikely to improve
significantly in 2013, and sluggish demand combined with volatility in the cost of raw

materials will challenge steelmakers to remain competitive and profitable in the near

® Monthly Coke Market Reports published by Resource-Net, provided by the Company.

® Global Steel 2013 — A new world, a new strategy published by Ernst & Young, as well as various publicly
available news articles and websites. For a more in depth discussion, see Appendix F.

7 Lower capacity utilization is generally equated with higher excess capacity.

United States of America v. Tonawanda Coke Corporation
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term. Continued closure of older, higher-cost steelmaking capacity in 2014 and 2015,
combined with increased demand growth, should lead to improved profitability in the
industry, but forecasts suggest that utilization will not exceed 80 percent until 2014, and

then only reach 83 percent by 2015/2016.

4.1.5, The Auto Industry8
\
The global automobile manufacturing industry generates annual revenues in excess of $2
trillion. After softening throughout the financial crisis, the industry has: bounced back
and U.S. consumers purchased new cars and trucks in June at a pace not seen since before
the recession. Moderate growth is anticipated in the next two years, driven by continued

low interest rates and improving employment.

The U.S. industry includes about 200 companies with combined annual revenue of about
$220 billion and is highly concentrated, with the top five companies accounting for about
70 percent of sales. U.S.-based automakers compete with numerous foreign rivals,
including companies such as Toyota, Honda, and Nissan that have extensive auto
assembly operations in the U.S. Through stateside manufacturing capacities and exports

to the U.S., foreign carmakers collectively have about half of the U.S. market.

The profitability of individual companies depends on manufacturing efficiency, product
quality, and effective marketing. Large companies have economies of scale in
purchasing and marketing while smaller companies can compete by focusing on
specialized markets. Market participants will be challenged with significant changes in
the industry over the next decade brought about by globalization, technology

development, regulations and a shift of focus to emerging markets.

® FirstResearch industry report, KeyValue Data National Economic Report, June 2013, as well as various
publicly available news articles and websites, For a more in depth discussion, see Appendix G.

United States of Americav. Tonawanda Coke Corporation
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4.2, TCC’S FINANCIAL CONDITION AND HISTORIC OPERATIONS

Exhibit 1 and Exhibit 3 contain a summary of the comparative historical balance sheets
and income statements of TCC for the periods ended June 30, 2004 through June 30,
2013.  Exhibit 5 provides select industry benchmark information for comparison
purposes. TCC’s financial statements are subject to audit by its Independent Certified

Public Accountants, Chiampou Travis Besaw & Kershner, LLP.

The Company’s book value of equity as of June 30, 2013 was 79.0 percent of total assets,
compared to the industry norm of approximately 52 percent, and compared to its own 10-
year average of 66.4 percent. The utilization of debt financing often reduces an entity’s
overall cost of capital, as debt financing is typically less expensive than equity financing.
This appears to be the case in the Company’s industry, as the benchmark suggests that the
industry optimal capital structure utilizes debt. The comparison of TCC’s current ratio to
its average reflects the fact that historically, TCC maintained an asset based borrowing
arrangement with a commercial lender,” which we understand was called following the
indictment, leaving TCC financed predominantly with retained earnings and no longer
having access to this source of funds to finance operations or to contribute to its ability to

pay a criminal penalty.

The Company’s current cash position of 12.6 percent of total assets is higher than
industry benchmark of 9.0 percent to 10.0 percent. We understand that this is the result
of postponing capital investment in order to accommodate certain expenditures that may
be required by regulatory agencies, as well as costs associated with civil litigation, in the

coming periods.

® An asset based loan is formula-driven wherein the lender agrees to advance monies based upon a certain
percentage of certain of an entity’s assets, While the advance rate changed over time, historically the
lender would advance up to 65 percent of eligible receivables, 50 percent of raw materials (coal) and 50
percent of finished goods (coke).

Uniied States of America v. Tonawanda Coke Corporation
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While TCC’s book value of assets is $36.8 million as of June 30, 2013, that figure is not
to be confused with the current fair market value of the Company. Further explanation of

this issue is found in Valuing a Business.

“It is conceptually incorrect to automatically conclude that the value of a business is
based only on the value of its tangible assets. Likewise, it is also conceptually incorrect
to conclude that the value of a business is equal to its accounting book value — without
the use of generally accepted valuation procedures and rigorous fundamental analyses to
support that conclusion. '°

Indicators of fair market value upon sale are examined in Section 4.4.

Sales are driven by the demand for foundry coke which is related to the strength of the
economy in general and the industries that the Company serves, as well as the availability
of product from competitors. Given the fact that TCC is constrained to a specific
production capacity, the primary determinant of sales variations is the market price of
coke. Since coke is a commodity, its price fluctuates based on global market conditions,
and as noted in the discussion of current economic and industry factors, a combination of
weak demand and an increased availability of low-cost Chinese export supply has served
to reduce prices significantly. The Company sold approximately 80,000 tons of foundry
coke in the year ended June 30, 2013, a decrease of 11.1 percent compared to the
previous year. This decrease in volume combined with the reduced price of coke has
resulted in a decrease in revenues of 19.4 percent year over year. Chart 2 sets out the
historical market price per ton of foundry coke versus the Company’s revenues in

millions.

' Valuing a Business, Fourth Edition, Shannon P. Pratt et al., McGraw Hill Publishers, 2000, page 339.

United States of America v. Tonawanda Coke Corporation
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Chart 2: Average Foundry Coke Market Price per ton vs, TCC Revenue (in millions)"'
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Coking coal is the largest cost component in the production of coke. As a result,
profitability and ultimately cash flow are largely dependent on the pricing spread between
the cost of coking coal and the market price of coke. As noted in Chart 1, the spread has
diminished dramatically since 2010 and 2011, and was reduced further still with the
removal of the 40.0 percent Chinese export tax and subsequent decrease in coke prices.
The relationship between this spread and profitability is displayed in Chart 3, which sets
out TCC’s gross profit margin in comparison to the difference between coking coal costs

and market prices for foundry coke.

"' The chart demonstrates that TTC’s revenues are highly correlated with the average market price of coke.
There are differences in timing of the graph patterns due to the fact that TCC is on a fiscal year ended June
30 and TCC’s inventory levels can impact the timing of when the effect is materialized in the financial
statements.

United States of America v. Tonawanda Coke Corporation
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Chart 3: TCC Gross Profit Margin vs. Spread '
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While the price/cost spread is the primary factor in determining the Company’s ability to
operate at a profit, efficiency of operations also plays a role. This includes efficient use
of assets, as well as ability to manage and minimize amounts expended for selling,
general and administrative costs. In analyzing the historical operating results of TCC, we
noted that between 2004 and 2009, the Company incurred average operating expenses of
approximately six percent of revenues. Operating expenses increased in the periods
ended June 30, 2010 to present, but once adjustments are made to eliminate the effect of
certain non-recurring charges related to the government investigation, remedial actions

and trial, operating expenses are in line with industry benchmarks. TCC’s revenue to

"* Similarly this chart shows a high correlation between the price/cost spread between the cost of coking
coal and the market price of coke and TCC’s gross profit percentage. Again there are slight timing
differences experienced by TCC due to the fact that TCC is on a fiscal year ended June 30 and TCC’s
inventory levels can impact the timing of when the effect is materialized in the financial statements.

United States of America v. Tonawanda Coke Corporation
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total assets and revenue to net fixed assets ratios for the year ended June 30, 2013
compare unfavorably with its average over the period analyzed, as well as with industry

benchmarks. This would be expected given the current pricing conditions in the market.

In order to determine the historical cash flow generated by TCC, we adjusted the net
income reported on the financial statements for non-cash items (i.e. depreciation and
amortization), capital expenditures, proceeds from the disposition of used equipment and
the effect of debt transactions. We then eliminated the effects of the one-time charges. '

Chart 4 provides a summary of historical gross profits and Cash Flow adjusted.

Chart 4: TCC Gross Profit and Cash Flow (in millions)
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" As calculated by Asterion and found in Exhibits 3 and 4, referred to herein as “Cash Flow”.

United States of America v. Tonawanda Coke Corporation
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We note that grossuproﬁt has steadily declined from a high of 31.7 percent experienced in
2009 to 13.6 percént in 2013. This declining trend is the reason that Cash Flow has
likewise declined during those periods. Adjusted Cash Flow, the measure of TCC’s
ability to pay has decreased from $4,439,148 in 2011 to $3,117,032 in 2012 to
$2,507,308 in 2013. The decline in Cash Flow is consistent with declining gross profits

in the industry due to factors in the marketplace.

According to the Presentence Investigation Report prepared May 28, 2013, we note that

the investigator states:

“Based on this information, it would appear that the defendant corporation’s net income
was lucrative from 2005 to 2009, then drastically dropped in 2010 after the criminal
investigation was initiated.”"*

This statement appears to imply a direct correlation between the decline in net income
and the commencement criminal investigation. Based on the results of our analysis, it is
evident that the Company’s decline in profitability is more directly correlated to market

forces.

While historical Cash Flow is an indicator of potential ability to pay, this indicator is not
a source for payment since it occurred in the past. TCC’s ability to pay is best measured

based upon its anticipated Cash Flow, as discussed in Section 4.3 below.
4.3. PROJECTED FINANCIAL CONDITION, RESULTS FROM OPERATIONS

As part of the financial management of TCC, the Company prepares projections of
anticipated financial results. Exhibit 2 and Exhibit 4 set out summaries of the
Company’s projected balance sheets and income statements for the years ended June 30,

2014 and June 30, 2015.

" May 28, 2013 Presentence Investigation Report, paragraph 111,

United States of America v. Tonawanda Coke Corporation
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TCC projects a decrease in revenues of approximately 8.0 percent for the year ended June
30, 2014, compared to the current year, and a decrease of another 6.0 percent in the year
ended June 30, 2015. The projections assume that all existing administrative orders are
complied with, and we understand that the projections include any necessary expenses
and capital expenditures to implement those orders. Gross profit is projected to return to
historic levels in 2014 and 2015 as a result of currently low coking coal prices. However,
we note that industry predictions suggest that the current price for coking coal will be the
low point in the medium term. Operating expenses are anticipated to approximate $6
million in each year, with a decline in 2015, primarily resulting from lower anticipated

professional fees.

Net Cash Flow is projected to be $864,000 in 2014 and $1,069,000 in 2015. The
projected Cash Flow for 2014 and 2015 is consistent with the trend in Cash Flow from a
historical perspective and is also consistent with economic and industry factors affecting
the Company. As a result, it is our opinion that TCC’s ability to pay a criminal penalty is
best expressed as the average projected Cash Flow for 2014 and 2015, or approximately
$1,000,000 per year.

4.4, FINANCING AND SALE ALTERNATIVES

The financial assets of a company may, in some cases, be used as a basis to pay a
criminal penalty. Assets may be leveraged via additional borrowing or the assets of a
business can be sold and the excess proceeds from the sale theoretically could be used to

pay a criminal penalty.

As noted above, TCC’s bank called its loans as a result of the indictment and since that
point in time TCC has not been able to borrow on its assets. Since under certain
circumstances, lenders can be held directly liable for environmental cleanup, lenders

develop appropriate safeguards and controls to limit exposure to potential liability

United States of America v. Tonawanda Coke Corporation
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associated with their collateral. To account for the forgoing risks, lenders typically
charge higher interest rates to borrowers such as TCC."” Based upon my experience and
discussions with various lenders, it is unlikely that TCC will be able to borrow against its
assets currently. Moreover, it is unclear, given uncertainty and regulatory concerns,
whether a lender would be willing to lend against its assets in order to pay a criminal
penalty once the sentencing hearing in which TCC faces a maximum criminal penalty in
excess of $300 million, is completed. This is due to the fact that the conviction may
cause a lender to view the company with higher scepticism or perceived greater credit
risk. Assuming the criminal penalty is set within a range that can be managed by
anticipated Cash Flow, based upon my discussion with various lenders, certain of those
lenders would be willing to evaluate whether their institutions would enter into a
financing arrangement with TCC. An additional complicating factor that will need to be
addressed by the lender is that the Company is a defendant in a class action lawsuit. The
existence of the lawsuit raises additional risks to be evaluated by a potential lender in

determining whether to lend to TCC,

In order to assess the likelihood of a sale transaction we conducted a search for recent
sales of similar businesses in the marketplace including searches of transaction databases
that are typically used by valuation experts in my field including Mergerstat and the
Pratt’s Stats Database. Our search did not identify any recent comparable transactions on

which to estimate the fair market value of TCC,

During our search, we noted that numerous coke plants have been shut down, which is
consistent with the decline in furnace coke makers discussed previously. We were able
to identify that the assets of Shenango Incorporated (“Shenango” (a coke battery with 56
ovens that produces furnace coke)) were transferred to DTE Energy (“DTE”) on or about

April 25, 2008. In reviewing the DTE financial statements filed with the Securities and

'* “Do Environmental Concerns Affect the Cost of Bank Loans?” Sudheer Chava, Mays Business School,
Texas A&M University, February 14, 2010.

United States of America v. Tonawanda Coke Corporation
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Exchange Commission, we noted that the statements do not provide the terms of the
Shenango transaction, indicating that the actual cash transferred for the assets was not
material to the operations of DTE. This transaction is consistent with our understanding
of the transfer from Allied Chemical Corporation to TCC in which $2 million was
exchanged. We understand that one of the major determinants of the consideration was
the potential future environmental remediation expense, which would be triggered if the

plant ceased operations.

Our search also identified one publicly traded coke manufacturer, Suncoke Energy, Inc.
(“Suncoke”) which is the largest independent producer in the Americas. Suncoke was
incorporated in 2010, became public in 2011 and its two step separation from Sunoco,
Inc. was completed in 2012. Suncoke is not directly comparable to TCC since it has
access to the capital markets, is significantly larger, has more diverse operations and
geographic reach, conducts coal mining activities, has several facilities and produces
furnace coke rather than foundry coke, among other reasons. Given the forgoing
characteristics, we would anticipate that any transaction involving the sale of TCC, to the

'® would be at a substantial discount to the trading multiples of

extent it would occur
Suncoke. The discounts would include, at a minimum, discounts for comparability, size,
growth and marketability. For informational purposes only, we have computed the
hypothetical value of TCC using Suncoke’s market multiples before consideration of the
aforementioned discounts, as set out in Exhibit 6. As can be seen in the computation,
even to the extent that TCC would trade at market multiples equal to Suncoke, which we
do not believe to be the case, TCC would be worth substantially less than the maximum

criminal penalty that could be assessed.

Given the nature of TCC’s operations, a potential buyer would be more interested in

multiples that provide an indicator of cash flow, such as EBITDA and EBIT. As a result,

'® The sale of TCC would be complicated by the long history of operations at the site and the potential
environmental remediation expense that would need to be considered by a potential purchaser.

United States of America v. Tonawanda Coke Corporation
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it is our opinion that a potential buyer would disregard the indicator of value derived
from the revenue multiple. Application of Suncoke’s EBITDA and EBIT multiples to the
Company’s operating results yields an indication of the value of TCC of between
approximately $13 million and $15 million before the aforementioned discounts.
Moreover, a potential buyer would be concerned with the potential environmental
remediation issues that may exist should the plant stop operating. This factor, along with
the aforementioned discounts, would have a downward effect on value. Finally, before
distribution of any proceeds on sale could be made, consideration would need to be given
to whether a portion of the sale proceeds would need to be reserved for a potential

liability that could exist if liability was established in the pending class action.

. From a financial point of view, in assessing a criminal penalty overall company value
should be a consideration. There needs to be an incentive structure in place to allow the
owner to achieve some sort of benefit from its investment. Absent some sort of

incentive, a rational owner would abandon the investment,

Based on the foregoing analysis, we believe that it is unlikely that TCC would be able to
enter into a transaction that would result in a significant source of funds to pay a criminal

penalty.
4.5, OTHER FACTORS

An additional, qualitative factor in assessing TCC’s ability to pay is the impact the
payment would have on the Company’s ability to continue as a going concern and the
additional impact the Company’s continuance to operate has on the community. Given
the unclear and/or unlikely ability to obtain financing or enter into a sale, a criminal
penalty will need to be funded from Cash Flow generated by operations. Too large a fine
may result in the loss of jobs at TCC and cause an adverse impact on the community in

which TCC is located. We note that according to the Bureau of Economic Analysis, for

United States of America v. Tonawanda Coke Corporation
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every dollar spent in manufacturing, another $1.41 is generated in other sectors of the
economy. The corresponding “accelerator” for financial services, by contrast, is 64
cents.'” In addition, a recent study from the University of Illinois Chicago’s Center for
Urban Economic Development finds a multiplier effect at work in the Chicago
manufacturing sector.'®  The study claims that each new manufacturing job in the
Chicago metropolitan area creates another 2.2 jobs on average in the region’s service and
supply sectors. According to the study, jobs in the petroleum and coal industries
generated the highest number of additional jobs at 8.3 and 5.7 respectively. While the
study is not for New York, the study indicates that Chicago’s manufacturing multiplier is
not significantly different than that of other U.S. metropolitan regions. As a result, the
study indicates that the 100 people employed at the Company form an interrelated
network and the loss of jobs at the Company would create a ripple effect of additional job

losses in the region.

Assessing a criminal penalty that can be paid out of available Cash Flow will enable the
Company to continue its operations and employment of in excess of 100 people in
Tonawanda, NY, and avoid the unintended consequences that closure may entail.
Exhibit 3 and Exhibit 4 provide historical and projected Cash Flow for TCC. Since this
is currently the only source available to TCC to pay a criminal penalty, this information

should be factored into TCC’s ability to pay.
4. CONCLUSION

Based upon the analysis performed it is our opinion within a reasonable degree of

professional certainty that:

'7 The Public Policy Institute of New York State, Inc. “Keys to a Manufacturing Resurgence in New
York”, May 2011.
** June 6, 2013 www.madeinnyc.org/article/16654.

United States of America v. Tonawanda Coke Corporation
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e Current market and industry factors have had a negative impact on TCC’s
operations;

* Market and industry factors indicate that TCC’s growth and profitability will be
limited in the short term;

e It is unclear and/or unlikely that TCC would be able to obtain financing or enter
into a sale in order to pay a criminal penalty; and,

* Based upon our analysis of the trends in historical Cash Flow and the impact of
economic and industry factors on projected Cash Flow, TCC’s ability to pay a

criminal penalty is approximately $1,000,000 per year,

Stephen J. Scherf, CPA, CFE

Principal

United States of Americav. Tonawanda Coke Corporation
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ASTERTON

216 S, Broad Strest, 3rd Fioor 215 693 9901 575 Lexington Avenue. 4th Floor - 646 485 9340
Philadelphia, PA 13107 /215 893 9903 New York, NY 10022

Stephen J. Scherf, CPA/ABV/CFF, CDBV, CFE, CICA, CIRA, CrFA, CVA
Principal

sscherfi@asterion-consulting.com

Biography Mr. Scherf has provided a wide array of accounting and consulting services to
clients with an emphasis on business valuations, fraud investigations, bankruptcy,
and litigation matters. Mr. Scherf has testified on numerous occasions in
arbitrations, depositions and Federal Court. Mr. Scherf has taught for the
American Institute of Certified Public Accountants, The National Association of
Certified Valuators & Analysts and other professional organizations,

Mr. Scherf’s employment experience includes “Big Four,” regional and a
“boutique” accounting firm. In the private sector, Mr. Scherf held officer positions
at a $2.5 billion financial institution, a major real estate developer and an
investment firm,

Professional ¢ American Arbitration Association ¢ National Association of Certified
Memberships National Roster of Commercial Panel Valuators & Analysts
of Neutrals e American Bankruptcy Institute
¢ FINRA Public Arbitrator * American College Board of
¢ American Institute of Certified Public Forensic Examiners
Accountants ¢ Association of Certified Fraud
¢ Delaware Society of Certified Public Examiners
Accountants * Association of Insolvency and
¢ Pennsylvania Institute of Certified Restructuring Advisors
Public Accountants ¢ Institute for Internal Controls

¢ Turnaround Management Association

Education Mr. Scherf has a B.B.A. in Accounting from Temple University (1980) and a
Master of Science in Finance (1986) and an Advanced Professional Certificate in
Taxation (1987) from Drexel University. His education has been supplemented by
various continuing education courses offered by a variety of professional
organizations. He has spoken before professional and educational groups on
various aspects of business valuation, litigation consulting, fraud investigations
and economic damages.
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Tonawanda Coke Corporation
Appendix B: Listing of Documents Relied Upon

May 1, 2013 Affidavit of Paul A. Saffrin and Attachment A.

Nature of Business Summary

Environmental Expenditures Summary

Summary of Administrative Orders and Notices of Violation, 2009 to Present

Purchase Agreement between Allied Chemical Corporation and Tonawanda Coke Corporation dated January 27, 1978.
U.S. Federal Income Tax Return (Proforma) for Tonawanda Coke Corporation for the Years Ended June 30, 1998 through 2012
Draft Financial Statements for Tonawanda Coke Corporation for the Years Ended June 30, 2013

Financial Statements for Tonawanda Coke Corporation for the Years Ended June 30, 2012 and 2011
Financial Statements for Tonawanda Coke Corporation for the Years Ended June 30, 2011 and 2010
Financial Statements for Tonawanda Coke Corporation for the Years Ended June 30, 2010 and 2009
Financial Statements for Tonawanda Coke Corporation for the Years Ended June 30, 2009 and 2008
Financial Statements for Tonawanda Coke Corporation for the Years Ended June 30, 2008 and 2007
Financial Statements for Tonawanda Coke Corporation for the Years Ended June 30, 2007 and 2006
Financial Statements for Tonawanda Coke Corporation for the Years Ended June 30, 2006 and 2005
Financial Statements for Tonawanda Coke Corporation for the Years Ended June 30, 2005 and 2004
Financial Statements for Tonawanda Coke Corporation for the Years Ended June 30, 2004 and 2003
Financial Statements for Tonawanda Coke Corporation for the Years Ended June 30, 2003 and 2002
Financial Statements for Tonawanda Coke Corporation for the Years Ended June 30, 2002 and 2001
Financial Statements for Tonawanda Coke Corporation for the Years Ended June 30, 2001 and 2000
Financial Statements for Tonawanda Coke Corporation for the Years Ended June 30, 2000 and 1999
Financial Statements for Tonawanda Coke Corporation for the Years Ended June 30, 1999 and 1998
Financial Statements for Tonawanda Coke Corporation for the Years Ended June 30, 1998 and 1997
Internal Financial Statements for Tonawanda Coke Corporation for the Nine Months Ended March 31, 2013
Internal Financial Statements for Tonawanda Coke Corporation Quarterly for the Fiscal Year Ended 2013 through December 31, 2012
Internal Financial Statements for Tonawanda Coke Corporation Quarterly for the Fiscal Year Ended 2012
Internal Financial Statements for Tonawanda Coke Corporation Quarterly for the Fiscal Year Ended 2011
Internal Financial Statements for Tonawanda Coke Corporation Quarterly for the Fiscal Year Ended 2010
Internal Financial Statements for Tonawanda Coke Corporation Quarterly for the Fiscal Year Ended 2009
Internal Financial Statements for Tonawanda Coke Corporation Quarterly for the Fiscal Year Ended 2008
Internal Financial Statements for Tonawanda Coke Corporation Quarterly for the Fiscal Year Ended 2007
Internal Financial Statements for Tonawanda Coke Corporation Quarterly for the Fiscal Year Ended 2006
Internal Financial Statements for Tonawanda Coke Corporation Quarterly for the Fiscal Year Ended 2005
Projected Financial Statements for the years ended June 30, 2014 and 2015

Quarterly Estimated Tax Payment October 15, 2012

Quarterly Estimated Tax Payment December 17, 2012

Aged Accounts Receivable as of March 31, 2013

Inventory Breakdown in quanity and dollars as of March 31, 2013

Note Receivable Affiliate (Eric Coke Corporation) detail as of March 31, 2013

Property Plant and Equipment as of March 31, 2013

List of Assets - Balance at June 30, 2005 through 2012

Tonawanda Coke Corporation Tax Payment History Schedule for the Years Ended June 30, 1998 through 2012
Tonawanda Coke Corporation Production Capacity

SG&A History for the Years Ended June 30, 2005 through 2012

Inventoriable Cost History for the Years Ended June 30, 2005 through 2012

Financial Information on Suncoke Energy Inc., form 10-K for year ended December 31, 2012 and Form 10-Q for quarter ended June 30, 2013
DTE Energy 2008 Annual Report

DTE Energy Mid-Year Business Update July 2, 2008

Industry benchmark data from BizMiner

Mergerstat and Pratt Stats database searches and related results

Global Economic Prospects Volume 7, June 2013 published by The World Bank

KeyValue Data National Economic Report, June 2013

Coke Market Reports published by Resource-Net from 2005 through 2013

Global Steel 2013 — A new world, a new strategy published by Emst & Young

FirstResearch industry report for Automobile Manufacturing

Information available from various publicly available news articles and websites
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Global Economic Conditions'

The global economy appears to be transitioning to a period of slower, but more stable growth.
Gross domestic product (“GDP”) slowed in mid 2012, but is recovering with 2013 projected
GDP growth of 2.2 percent followed by 3.0 and 3.3 percent in 2014 and 2015, respectively.
Most countries have recovered from the 2008 financial crisis, so this level of growth is broadly
in line with underlying potential. Moreover, financial market risk indicators including sovereign

debt spreads and stock market volatility indicators have improved significantly since June 2012.

High-income countries, particularly in Europe, continue to face challenges in restoring
sustainable fiscal policies and shoring up the banking sector. The likelihood of these challenges
leading to a major crisis has diminished however. The recovery in the U.S. can be seen in the
fairly robust private sector, but is being held back by the prospect of fiscal tightening. Japan, on
the other hand, has boosted activity through a dramatic relaxation in macroeconomic policy.
Developing countries are expected to see an increase in GDP growth to 5.1 percent this year and
5.6 to 5.7 percent in 2014 and 2015 thanks to less volatile external conditions and recovery of

capital flow levels,

Quantitative easing in high-income countries has benefited developing countries to some extent,
through lowered borrowing costs, as well as a decrease in yields on riskier, developing-country
equities, but investment in developing countries has not recovered to previous levels and has
been more volatile. As high-income countries focus less on quantitative easing, however,
interest rates are likely to rise and banks in countries that have enjoyed growth and asset-price
inflation together with high levels of government or private sector debt will experience an
increased risk of default. As the cost of capital in developing countries adjusts to higher interest

rates in the longer term, investment spending in developing countries can be expected to decline.

" Global Economic Prospects Volume 7, June 2013 published by The World Bank.
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Global trade recovered in the first quarter after several months of contraction with total volume
of exports and imports rising at a 5.0 percent annualized pace in the first quarter of 2013. The
upturn was driven by developing country imports, registering approximately 18.0 percent in the
first quarter, but import demand decreased to an annualized rate of 10.8 percent in April,
signaling an easing in the pace of global trade. China’s economic growth appears to be losing
momentum also, as export growth slowed from 12.7 percent year-over-year in April to one
percent in May. Global trade growth is anticipated to gradually strengthen through 2015 thanks
to expected strengthening of the Euro Area economy and the ongoing steady recovery in the U.S,
and robust developing country growth. Trade volumes will remain below their pre-crisis trend,
however, and the incidence of new restrictive trade measures suggests a rise in protectionism, as
unemployment remains at elevated levels and global demand remains weak. Downside risks to
global trade include a worsening of conditions in the Euro Area, the possibility of markets
reacting badly if either the U.S. or Japan is unable to map out a credible deficit reduction

strategy, a rapid decline in Chinese growth and geopolitical concerns.

Growth in the global industrial sector in the post 2008-2009 period has been unimpressive, with
the exception of East Asia and Pacific, and China in particular. Overall, more than four years
after the financial crisis began, industrial output is only 5.3 percent higher than it was pre-crisis.
Output in the U.S. has nearly regained pre-crisis levels, while output in the Euro zone and Japan
are still sharply lower. Developing countries aside from China are producing at a rate 2.6 higher
than pre-crisis, but China stands out with industrial production 67.9 percent higher than pre-
crisis, though recently, the growth rate has decelerated to an annualized rate of 7.4 percent.
Forward-looking indicators suggest a slower pace of global activity for the second quarter of the
year, however, as fiscal tightening in the U.S. and capacity constraints in many developing

economies will moderate growth.

Over the past year, energy and metals prices have been decreasing in response to supply and
demand-side substitution brought about by previously high prices. The high price environment
caused higher priced technologies to be considered economically viable, and markets including

the U.S. and Africa, increased their own production of natural gas and oil. Capital expenditures
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by major firms in oil and metals markets quintupled since 2000, with most of the additional
metal supply going to meet demand from China, whose consumption share of world refined
metals exceeded 44 percent at the end of 2012, The substantial increase in supply has caused
downward pressure on metals prices in recent years, however, with current prices 30 percent
below their peak in February 2011. The World Bank projects that prices will continue to ease in
the medium term, with oil prices anticipated to slowly decline between now and 2025 to a level
consistent with the real cost of oil production from Canadian tar sands, one of the most abundant
sources, and one of the most expensive to produce. Metals prices are expected to decline by 3.7
and 1.4 percent in 2013 and 2014, respectively, reflecting increased supply and a gradual

reduction in the metals intensity of developing country growth, particularly in China.

Rapid growth in construction, mining and utilities sectors in developing countries accounted for
approximately 30 percent of the expansion in industrial production over the 2000 to 2010 time
period, with China alone accounting for over half the contribution. An expected slowdown in
investment in China over the coming years will cause industrial production growth to decrease if
it is not supplemented by stronger growth in major emerging economies with infrastructure gaps
such as India and Brazil. Growth in the industrial sector, and especially manufacturing, will
stand to gain from a shift in demand toward developing economies, and output in industries
sensitive to transportation costs can be expected to increase in locations near developing

economies.

Overall, data so far this year point to a global economy that is getting back on its feet, but the
recovery remains hesitant and uneven. Forward-looking indicators have strengthened over the
past six months, only to weaken again recently. As post-crisis risks to the high-income world
have declined, a new set of uncertainties emerge including challenges that withdrawal of
quantitative easing will present to developing countries, and the potential impact of downward

pressure on commodity prices.
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National Economic Conditions>

After a nearly flat growth rate of 0.4 percent during the fourth quarter of 2012, U.S. economic
growth picked up speed during the first quarter of 2013, but not by as much as expected.
Overall, the U.S. Commerce Department reported on May 30, first-quarter growth was 2.4
percent, below economists’ originally forecast rate of 3.0 percent. The 2.4 percent rate had been
revised downward from the 2.5 percent reading released on April 26. Then, on June 26, the
growth rate was revised downward again to a final figure of just 1.8 percent, held back by

moderate consumer spending, weak business investment, and declining exports.

The U.S. Labor Department reported on July 5 that the number of people who held jobs in June
rose for the tenth straight month, with 195,000 new positions having been added. Economists
had expected an increase of only 165,000 new jobs. The Department also raised job-growth
estimates for the previous two months: April’s new-jobs rate climbed by 50,000 to 199,000 and
May’s count jumped by 20,000 to 195,000. Many of the increases, however, were concentrated
in lower-paying professions. For instance, the majority of June’s gains—75,000—came in the
hospitality industry of bartenders and waiters, while higher-paying manufacturing jobs posted a
decline of 6,000 for the month. At the same time, after having fallen from 7.9 percent in January
to 7.5 percent in April, the U.S. unemployment rate ticked back up to 7.6 percent in May, where

it remained in June.

On October 1, the Treasury Department announced that the Federal deficit for fiscal 2012, which
ended on September 30, had reached $1.276 trillion—the fourth trillion-dollar deficit in a row.
However, the U.S. Congressional Budget Office projected on February 5 that the deficit for
Fiscal Year 2013 actually would drop to $845 billion—the first time during the Obama
presidency that the annual red ink would fall below $1 trillion. The U.S. Senate, on a 50 to 49
vote, approved its first budget in four years—a $3.7 trillion measure for Fiscal Year 2014 that,
accordingly to a March 23 report in The New York Times, “would fast-track passage of tax

increases, trim spending gingerly, and leave the government still deeply in debt a decade from

* KeyValue Data National Economic Report, June 2013,
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now.” Specifically, the budget would increase spending by 62 percent and add nearly $1 trillion

in new taxes over 10 years.

The U.S. Department of the Treasury reported on September 4 that total public outstanding debt
in the United States had climbed to $16.02 trillion—the first time in U.S. history that the public
debt had breached the $16 trillion level. By July 11, the debt stood at $16.75 trillion, slightly
below May’s level. The debt has risen by more than 56 percent, or nearly $6.4 trillion, since
January 1, 2009, As of March 31, the US debt/GDP ratio stood at 104.8 percent, up from 103
percent as of December 31, 2012.

After reaching record highs several times during the first quarter, the Dow closed out Q1 by
logging its strongest quarter in 15 years. Similarly, the S&P 500 ended the quarter by piercing
through levels last seen in 2007. Subsequently, by the first week of May, the Dow broke
15000—an all-time record—before falling for most of the second half of June. However, by

July 11, both the Dow and the S&P had again reached all-time highs.

After contracting by a revised 0.4 percent in April, U.S. industrial production edged up by 0.1
percent in May for the first increase in three months, the Federal Reserve reported on June 14.
After unexpectedly contracting in May following five straight months of gains, the U.S.
manufacturing sector rebounded slightly in June, with the Institute for Supply Management
index increasing from 49.0 to 50.9, according to a July 1 report from the Institute for Supply
Management (ISM), a private trade group.

U.S. nonfarm productivity increased by 0.7 percent during the first quarter of 2013 after a sharp
drop in the waning months of 2012, the U.S. Labor Department reported on May 2. Previously,
productivity contracted at an annual rate of 2.0 percent during the October-December quarter, the

biggest drop since the first quarter of 2011.

U.S. auto and truck sales rose in June to their highest level since the recession. Continuing
demand for big pickups helped to boost sales for Detroit’s automakers. Ford’s sales climbed by

14 percent on the month, while Chrysler’s jumped by 8 percent and General Motors’ rose by 6.5
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percent. Japanese automakers reported solid gains as well, with Nissan’s sales climbing by 13
percent and Toyota’s by 10 percent. Volkswagen’s sales, however, dropped by 3.0 percent in

June; the third straight monthly decline for the German automaker.

After jumping by 1.5 percent in March and by 2.3 percent in April, U.S. sales of new homes in
May rose by 2.1 percent over April’s level, climbing to a seasonally adjusted annual rate of
476,000, the U.S. Commerce Department reported on June 25. Likewise, after climbing in April
to their highest level in more than three years, U.S. sales of existing homes rose again in May,

jumping by 4.2 percent to a seasonally adjusted annual rate of 5.18 million units.

According to the Conference Board’s Consumer Confidence Index, U.S. consumer confidence
improved in June to its highest level in five years. The Bloomberg Consumer Comfort Index
also hit a five-year high. However, the Thomson Reuters/University of Michigan Consumer

Sentiment Index slipped in June after May’s six-year high.

After falling in April for the first time in nearly a year, U.S. consumer spending rebounded in
May, the U.S. Commerce Department reported on June 27. Overall, consumer spending—which
had slipped by 0.2 percent in April—rose by 0.3 percent in May. Consumer spending represents
about two-thirds of U.S. economic activity. On a seasonally adjusted basis, the U.S. Consumer
Price Index (CPI) for all items increased by 0.1 percent in May after falling by 0.4 percent in
April. The index for all items less food and energy rose by 0.2 percent in May after edging up by
0.1 percent in April.

After falling from $3.76 per gallon on March 4 to $3.54 per gallon by May 6, U.S. retail gasoline

prices (regular unleaded) increased in June before falling back to $3.49 per gallon on July 8.
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The Coke Industry®

Coke is a fuel and reducing agent used primarily in the smelting of iron ore in a blast furnace or
foundry. The iron extracted from the ore is known as pig iron, or in its liquid form, hot metal,
one of the main raw materials needed to make steel. Blast furnaces produce hot metal via a
reducing atmosphere where oxygen is removed from iron ore, while cupolas produce iron via a

melting process of cast iron scrap, pig iron and/or steel.

Although it can also be found naturally, in the form of petroleum coke, the most commonly used
form of coke is manmade through distillation of low-ash, low-sulfur bituminous coal, referred to
as “coking” or “metallurgical” coal. Manmade coke is created by heating particular formulations
of coal in an airless furnace or coke oven at temperatures as high as 2,600 degrees Fahrenheit,
causing volatile constituents such as water, coal gas and coal tar to be driven off, and fusing
together the carbon and residual ash. Coke for blast furnaces is designed to support a higher
burden in the furnace than in a traditional cupola, measured by the Coke Reactivity Index
(“CRI”) and Coke Strength after Reaction (“CSR”) ratings, and takes approximately 18 hours in
the oven to produce. Foundry coke is larger in size and made from a higher concentration blend
of low volatility coals, cooked for approximately 28 hours, thus producing a pure product
appropriate for melting and casting steel. This is the process by which certain automotive parts,
including engine blocks, are currently manufactured. Higher quality coke results in more
productive operations and commands a higher price. By-products of the coking process,

including coke gas, are often used by plant operators to generate energy.

As noted previously, only four suppliers of foundry coke exist in the U.S., but many suppliers of
blast furnace coke, including many steel manufacturers who have invested in the process for
vertical integration, as well as foreign suppliers exist. Although U.S. import tariffs still exist, the
removal of the 40 percent export tax on Chinese coke in January 2013 opened the door for
additional supply in an already over-saturated market. In the long run, removal of the export tax

has exerted downside pressure on benchmark price expectations, but concerns that China’s

® Coke Market Reports published by Resource-Net, available by subscription and provided by the Company, as well
as various publicly available news articles and websites.
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competitive cost structure would give it an ability to undercut other players are partially eased by

the fact that its own domestic demand has held prices above the current production cost floor.

Since lows during the financial crisis, coke prices have fluctuated significantly, as a strong
recovery was followed by a continuous decline between mid-2011 and the end of 2012, Prices
had increased in response to elevated demand dﬁe to record-high global hot metal production.
More recently, excess capacity in the steel industry, among other factors has caused demand to
~ deteriorate. Although world economic sentiment has been improving, the decline in commodity
market prices has yet to be reversed, and market indicators continued to track downward in July.
According to the CRU Metallurgical Coke Market Outlook, “A lethal combination of frail import
demand, solid availability of low-cost Chinese export supply and a lowered production cost
forecast points towards continued downside pressure for metallurgical coke prices until mid-

2014

Export prices for Chinese blast furnace coke decreased to $230-$240/ton fob in July, but coke
producers in China are beginning to raise both domestic and export quotes. In the first half of
the year, Chinese coke exports totaled 1.51 million tons, compared to1.0 million tons for all of
2012. Domestic prices of blast furnace coke have responded to increased supply via a decrease
of $10/ton to around $210/ton. Foundry coke prices in Europe have decreased this quarter to
$468-$506/ton. It has been reported that a quantity of foundry coke has been imported into
Europe from China and it appears to be possible to source Chinese foundry coke for less than

$400/ton fob.

Hyundai Steel started heating up two additional coke batteries in South Korea in April and June
of this year, which will increase its capacity from 3.2 to 4.8 million tons per year. One of India’s
largest private steelmakers also produced more coke in the 2012-2013 year than in the previous
year, and its main steel plant Jamshedpur’s capacity is being expanded by 1.54 million tons per

year.

Coking coal, the primary raw material required for the production of coke, has become difficult

to extract and thus, more expensive to mine. Currently, rising supply from Mongolia and South
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Africa, in addition to a recovery in output from Australia, combined with the slowing Chinese
economy and weaker demand for steel is putting downward pressure on prices. The future
supply and demand balance for coking coal suggests that the current price will be the low point
in the medium term, however. As steelmakers look to minimize raw materials costs, low natural
gas prices could cause a push toward natural gas injection and reduce the overall demand for

metallurgical coal in the longer term.

Chart 1 sets out a comparison of U.S. coking coal and foundry coke prices over the period 2005

to present.

Chart 1: U.S. Coking Coal and Foundry Coke Prices: 2005 - 2013*
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* Monthly Coke Market Reports published by Resource-Net, provided by the Company.
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The Steel Industry®

Despite a slight increase in demand for steel and the retirement of some older steelmaking
operations in 2012, capacity utilization in the steel sector remains below 80 percent. The global
percentage of excess capacity® is still greater than it was a year ago due to new steelmaking
facilities continuing to be brought online, especially in developing countries. Growth in global
demand for steel is unlikely to improve significantly in 2013, and sluggish demand combined
with volatility in the cost of raw materials will challenge steelmakers to remain competitive and
profitable in the near term, Continued closure of older, higher-cost steelmaking capacity in 2014
and 2015, combined with increased demand growth, should lead to improved profitability in the
industry, but forecasts suggest that utilization will not exceed 80 percent until 2014, and then

only reach 83 percent by 2015/2016,

Although India may be looking like the next steel powerhouse, China remains the largest market
in the steel sector. Through a revised five-year plan, the Chinese government aims to address
challenges including lower demand, overcapacity, a fragmented industry and weak profit
margins through promoting the use of modern technology, energy efficiency and improved
product quality in connection with a broader strategy to rebalance its economy and shift the
focus from investment to consumption. In India, the rising middle class population, increased
urbanization, increased rural demand, investment in road and railway expansion, and a refocus
on manufacturing will grow the demand for steel. In response, India has invested in the
infrastructure to become the fourth largest producer of crude steel and the largest producer of
sponge iron in the world, but growth will be tempered by shortages of raw materials as well as

continued challenges with infrastructure and logistics.

Reduced industrial production and investment in large-scale infrastructure have resulted in a
decrease in demand for steel from both developed and developing markets. The debt crisis in the

EU has weighed heavily on economic activity, and apparent steel usage decreased by 5.6 percent

* Global Steel 2013 — A new world, a new strategy published by Ernst & Young, as well as various publicly
available news articles and websites.
® Lower capacity utilization is generally equated with higher excess capacity.
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in 2012. Demand for steel is expected to improve only slightly in 2013, growing at 3.2 percent,
compared to 2.1 percent in 2012. Moderate recovery is expected in 2014 — 2015, with demand
growth reaching 3.5 percent.

Cost competitiveness will be one of the primary challenges for steel manufacturers in the near
term. With continuing weak demand, cost reduction initiatives will be essential for sustainability
and future growth. Many steelmakers will evaluate whether value exists in vertical integration as
many have already integrated raw material (coal and iron ore) mines into their supply chains.
Despite the benefits of controlling raw material costs, steelmakers should weigh this option
carefully. It would seem that by owning the raw material inputs, overall margins could be
controlled; however, in order to gain the most benefit from vertical integration and avoid eroding
existing value, steel companies must have extensive knowledge in each step of the iron ore and
metallurgical coal exploration, production and distribution process. Mining is a high risk, high
return business, whereas metals manufacturing is moderate risk and moderate return. The

combination of the two may create concerns regarding the allocation of risk.

Steelmalers will be challenged to find alternative ways to strategically reduce costs. One critical
initiative for the industry as a whole will be capacity management through reduction of
production volumes from loss making plants. Producers have retained excess capacity in hopes
of a large increase in demand or government assistance given the will to defend against job
losses. Though highly politicized, reduction of this capacity is necessary for the stabilization of
the industry. In addition, plants should undertake active asset management and utilization such
as reduction of facility maintenance in response to reduced capacity and restructuring of the
labor force. The U.S. steel sector has undergone a massive restructuring and increased
productivity to as little as one workhour per finished steel ton compared to over 10 workhours
per finished ton in the 1980s. As economies in developing countries continue to improve,

employment costs will increase and greater capital substitution will similarly take place.
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The outlook for the steel industry is tepid. The oversupply is likely to persist as total steel output
growth outpaces total steel consumption growth. Short-term upside in prices is unlikely, in light

of the sluggish demand anticipated for 2013,
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The Auto Industry7

The global automobile manufacturing industry generates annual revenues in excess of $2 trillion.
After softening throughout the financial crisis, the industry has bounced back and moderate
growth is anticipated in the next two years, driven by continued low interest rates and improving

employment.

Leading countries for car manufacturing include Brazil, China, Germany, Japan, South Korea,
and the U.S. The U.S. industry includes about 200 companies with combined annual revenue of
about $220 billion and is highly concentrated, with the top five companies accounting for about
70 percent of sales. U.S.-based automakers compete with numerous foreign rivals, including
companies such as Toyota, Honda, and Nissan that have extensive auto assembly operations in
the U.S. Through stateside manufacturing capacities and exports to the U.S., foreign carmakers

collectively have about half of the U.S. market,

According to a February 27 report on CNBC, “the typical new vehicle is now more expensive
than ever, averaging $30,500 in 2012, according to TrueCar.com data, and heading up again as
makers curb the incentives that helped make their products more affordable during the recession
when they were desperate for sales.” Further, the 2013 Car Affordability Study by Interest.com
found that only in Washington, D.C., “could the typical household swing the payments...”
Rising cost notwithstanding, U.S. consumers purchased new cars and trucks in June at a pace not

seen since before the recession.

The profitability of individual companies depends on manufacturing efficiency, product quality,
and effective marketing. Large companies have economies of scale in purchasing and marketing
while smaller companies can compete by focusing on specialized markets. Market participants
will be challenged with significant changes in the industry over the next decade brought about by

globalization, technology development, regulations and a shift of focus to emerging markets.

7 FirstResearch industry report, KeyValue Data National Economic Report, June 2013, as well as various publicly
available news articles and websites.
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CONFIDENTIAL

Tonawanda Coke Corporation
Comparative Projected Balance Sheet Data
Exhibit 2

For the Period Ended: 6/30/2014 % 6/30/2015 %

Current Assets

Cash and Cash Equivalents $ 9,299,000 23.8 $ 6,681,000 16.1
Accounts Receivable, trade 2,970,000 7.6 2,755,000 6.6
Accounts Receivable, affiliate 39,000 0.1 39,000 0.1
Inventories 8,064,000 20.6 12,412,000 29.9
Prepaid Expenses 1,266,000 3.2 1,568,000 3.8
Prepaid and Refundable Income Taxes - - - -
Deferred Income Tax 1,428,000 36 1,417,000 3.4
Total Current Assets $ 23,066,000 58.9 $ 24,872,000 60.0
Deferred Financing Costs, net $ - - $ - -

Deferred Income Tax - - - -

Fixed Assets $ 47,329,000 120.9 $. 49,329,000 119.0

Less: Accumulated Depreciation (31,244,000) (79.8) (32,744,000) (79.0)
Net Property, Plant and Equipment $ 16,085,000 41.1 $ 16,585,000 40.0
Total Assets 3 39,151,000 100.0 $ 41,457,000 100.0

Liabilitics and Equity

Current Liabilities

Note Payable, Bank $ - - $ - -
Current Portion of Long-term Debt - - - -
Accounts Payable, trade 2,340,000 6.0 2,566,000 6.2
Accrued Interest and Other Expenses 2,500,000 6.4 2,500,000 6.0
Income Taxes Payable 378,000 1.0 354,000 0.9
Deferred Income Tax ~ - - B
Total Current Liabilities $ 5,218,000 13.3 $ 5,420,000 13.1

Long-term Liabilities

Long-term Debt $ - - $ - -
Deferred Income Tax 3,340,000 8.5 3,875,000 9.3
Total Long-term Liabilities $ 3,340,000 85 $ 3,875,000 93
Total Liabilities $ 8,558,000 21.9 $ 9,295,000 22.4
Total Shareholders' Equity Mm% 30,593,000 78.1 ) 32,162,000 77.6
Total Liabilities & Equity 3 39,151,000 100.0 $ 41,457,000 100.0
Working Capital, as reported $ 17,848,000 45.6 $ 19,452,000 46.9
Debt-Free Working Capital 17,848,000 45.6 19,452,000 46.9
Sales / Debt Free Working Capital (x) 2.8 24
Debt Free Working Capital / Sales 35.5% 41.2%
Current Ratio (x) 4.4 4.6

Interest-Bearing Debt / Equity (x) - -
Long-Term Debt / Equity (x) - -
Total Liabilities / Equity 28.0% 28.9%

(1) Adjusted to cause liabilities and equity to equate fo fotal assets.
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CONFIDENTIAL

Tonawanda Coke Corporation
Comparative Projected Income Statement Data

Exhibit 4
For the year ended: 6/30/2014 % 6/30/2015 %
Revenues $ 50,243,000 100.0 $ 47,236,000 100.0
-8.2% -6.0%
Total Cost of Sales 41,866,000 83.3 38,697,000 81.9
Gross Profit $ 8,377,000 16.7 $ 8,539,000 181
Total Operating Expenses $ 6,164,000 12.3 $ 5,986,000 12.7
Operating Income (Loss) $ 2,213,000 44 $ 2,553,000 5.4
Other Expense (Income)
Interest Expense $ 36,000 0.1 $ 48,000 0.1
Gain on Extinguishment of Debt - - - -
Total Other Expense (Income) $ 36,000 0.1 $ 48,000 0.1
Income Before Income Taxes $ 2,177,000 4.3 $ 2,505,000 53
Provision for Income Taxes $ 813,000 1.6 $ 936,000 2.0
Net Income $ 1,364,000 2.7 $ 1,569,000 3.3
EBIT $ 2,213,000 4.4 $ 2,553,000 5.4
EBITDA 3,713,000 7.4 4,053,000 8.6
Cash Flow Adjustments
Depreciation and Amortization 1,500,000 3.0 1,500,000 3.2
Proceeds from Disposition of PPE - - - -
Capital Expenditures (2,000,000) (4.0) (2,000,000) (4.2)
Debt Activity, net - - - -
Net Cash Flow 864,000 L7 1,069,000 23
Supplemental Disclosures
Interest Expense $ 36,000 0.1 $ 48,000 0.1
Depreciation & Amortization Expense 1,500,000 3.0 1,500,000 3.2
Return on Assets (ROA) 5.6% 6.0%
Return on Equity (ROE) 7.0% 7.8%

Return on Invested Capital (ROI) 7.1% 7.8%
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