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Homasote Company and Subsidiary

Irving Flicker
January 11, 1915 - May 27, 2002

Irving Flicker served Homasote Company for 55% years as an advisor, executive vice president, president,
CEOQO, chairman of the board of directors and chairman emeritus. His record of service to the Homasote
Company breaks the previous record of 53 years plus six weeks held by Pierino (“Pete”) DiBlasio in 1972.

An astute businessman, he made significant contributions to the success of this business through his counsel
and leadership. In recognition of his service and devotion to Homasote Company this annual report is dedicated

to r. Flicker.
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To Shareholders and Emplovees

Herewith is presented the annual report of Homasote
Company for the year ended December 31, 2002. It is evident
that the country is facing a year of economic challenge. Our
Company's customers in both construction and packaging have
expressed their concern over an uncertain business climate.

Homasote's major markets in millboard are multi-family
housing and commercial construction, both of which showed
periodic signs of growth, but were flat overall for the year.
One major export customer was lost, but through the suc-
cess of our miliboard marketing sales effort, comparable vol-
ume suffered only slightly. Industrial (Pak-Line®) sales were
also affected by the loss of a major export account. The
loss of these two customers account for the majority of the
sales decline in 2002,

On the millboard side, applications of Homasote building
products have significantly changed over the last decade.
We had traditionally sold our products into commodity appli-
cations with declining success due to competitive pressure
from pricing and new products. Our products, marketing
efforts and sales force now target the specification profes-
sional, such as the architectural, design and builder commu-
nities. In order to successfully sell to this type of customer,
the Company must first have additional fire ratings and code
approvals in place as well as third party independent testing
to substantiate our marketing claims. We have completed a
substantial portion of this transformation.

We proudly promote that our products are made from
100% recycled materials and have a finished product recy-
cled content that is second to none in the building industry.
We are also moving towards long-term sustainability through
our products, our manufacturing process and our goal to
achieve increased energy efficiency, all of which will improve
our products life-cycle benefits.

Homasote has an historic opportunity in the market. Our
company is a member of the United States Green Building
Council (USGBC), a consensus organization whose mission is
to champion the cause of green design in building. The
USGBC developed a rating system called LEED (Leadership in
Energy & Environmental Design), under which buildings are
rated based on six categories: sustainable sites, water efficien-
cy, energy and atmosphere, materials & resources, indoor air

Warren L. Flicker
Chairman of the Board,
Chief Executive Officer

quality and innovation & design process. Each category has an
accumulated potential point value. A building can achieve a rat-
ing based on the number of points it achieves during construc-
tion or renovation. Homasote products offer an opportunity to
achieve points in several of the six categories mentioned.
There is tremendous momentum and exponential growth in this
market, both in the public and private sectors, to achieve a
LEED-rated building. Homasote's marketing plan, to be a spec-
ification-driven product line and ofter unsurpassed environmen-
tfal advantages, provides an unprecedented opportunity to
market our products to the USGBC audience, which consists of
architects, design professionals, federal, state and local govern-
ments, schools and universities, and the high end private sec-
tor, all of whom are focused on sustainable construction.

On the industrial packaging side, we have focused our
sales and marketing to provide a product line approach in
specific industries such as glass, steel and paper. in the
past, we have focused on providing packaging on a job
basis, which has been a declining part of our business. Our
Staple-Safe™ glass strip is an innovative new product for
use as a glass pad during shipping. It is now widely accept-
ed in the market. Both new and existing customers are now
stocking this product. A specialized saw has been ordered
so smaller lengths can be supplied to our customers, there-
by adding value to our strip lines of Staple-Safe™ and
Homex 300®. Similar steps have been taken to expand
existing product lines in the paper and steel industries.
There is aiso opportunity to use Homasote packaging in the
returnable and sustainable packaging markets, which will fit
in well with our efforts on the building products side and fur-
ther enhance our Company’s “green” image.

Net sales for 2002 were $25,067,400 versus 2001 sales of
$25,721,385, a decrease of $653,985 or 2.5%. Net loss for
the year was $(500,411) resulting in diluted net loss per
common share of $(1.43). Working capital was $2,448,498,
a decrease of $640,505 from the previous year.

Best wishes for a long and happy retirement to Les Kugler
who retired at the end of 2002.

We wish to thank our loyal shareholders, directors, offi-
cers, management, employees, customers and suppliers for
their continued support.

Peter J. McElvogue
President
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Consotidated Five Year Fighlights

2002 2001(=) 2000 1899 1998

Netsales ......cocovvvveviiiennnnnn. $ 25,067,400 $ 25,721,385 $ 27,744,846 $25,018,201 $ 24,302,836
Depreciation and amortization... $ 1,290,700 $ 1,279,645 $ 1,262,672 $ 1,533,583 $ 1,365,692
Net (loss) eamnings ............... $ (500,411) $ 1,654,771 $ 313,692 - $ (386,820) $ (698,229)
Common shares outstanding

(weighted average basic and

diluted)...c.oovii 348,799 348,799 348,799 348,599 348,599
Basic and diluted net (loss)

earnings per common share $ (1.43) $ 446 $ 80 § (1.11) $ (2.00)
Dividends-declared and paid.. $ 000 $ 34,880 $ 34,880 $ 0.00 $ 0.00
Dividends per share ............ $ 0.00 % 10 % A0 8 0.00 $ 0.00
Working capital .................. $ 2,448,489 $ 3,082,004 $ 1,828,925 $ 2,564,212 3 2,902,215
Working capital ratio ............ 1.7:1 1.9:1 1.5:1 1.8:1 1.6:1
Capital expenditures ............ $ 861,728 $ 1,355,098 $ 1,513,990 $ 1,282,412 $ 1,284,154
Total assets .....ocoveevvenvvnennen, $ 17,560,726 $ 20,395,447 $ 19,750,205 $19,560,532 $ 21,621,616
Long-term debt, excluding

current portion  ...........e..een, $ 1,395833 $ 1,858,333 $ 2,305,833 $ 2,738,333 $ 3,155,833
Stockholders’ equity ............ $ 6,105,987 $ 8,687,931 $ 7,168,040 $ 6,885,778 $ 7,272,588
Common shares outstanding ... 348,799 348,799 348,799 348,599 348,599
Per share book value of

COMMON StOCK ..ovvvvvvvnnnne. $ 1751 § 2491 § 2055 § 18.75 $ 20.86

(@)Net earnings and per share amounts include $1,708,472 related to an insurance settiement.

Dividend ancl Stock Price Comparisen

CASH DIVIDENDS

Quarterly cash dividends for the last two years were

STOCK PRICES

Quarterly stock prices for the Company’s common

as follows: stock for the last two years were as follows:
2002 2001
Quarter 2002 2001 Quarter Migh | Low High | Low
First $ 0.00 $ 0.05 First vovveeeeennnn, $11.50 | $10.35 $ 950 | $ 9.13
Second 0.00 0.05 Second ......... $11.00 | $10.10 $11.25{ $ 9.25
Third 0.00 0.00 Third ............ $10.35 | $10.0C $12.00 | $ 9.90
Fourth _ 000 _0.00 Fourth ............ $10.15 1 $ 9.30 $11.50 | $10.10
$ 0.00 $ 0.10

The common stock of the Company is traded over-the-

counter.

The number of Stockholders of record of the Company at December 31, 2002 and 2001 is 221 and 223,

respectively.

Profile

and manufacturing

Homasote International Sales Co., Inc., is an export company, dissolved December 31, 2002.

industries.

Homasote Company manufactures building and industrial products used in various construction
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Consolidated Statements of Op

Years Ended December 31

Net sales ......

Cost of sales
Gross profit

Selling, general and administrative

expenses ...

Operating (loss) income  .....coooeveivveniincninnns

Other income (expense):

Gainonsaleofassets .........ccovveiiiiiiiiinnnn.

Interestincome ..o

Interest eXpense.........coceeviiiieivieniieeee

Insurance settlement .........coooovviiiiiiinnn

Otherincome ....c.ovviiiiiiii e,

(Loss) earnings before income tax expense ...

INCOME {axX EXPENSE ..ovvvivvriiiiiiiieeee e,

Net(10sS) earnings......coocveevviieieiiiiieens .
Basic and diluted net (loss) earnings

per common Share ..o

Weighted average basic and diluted

common shares ocutstanding .............c.cooenen.

2002 __ 2001
$25,067,400 $25,721,385
19,275,712 19,608,879
5,791,688 6,112,506
6,239,838 6,270,149
(448,150) (157,643)
200 13,600

13,369 75,962
(77,182) (102,212)

— 1,708,472

10,652 16,592
(500,411) 1,554,771

$ (500,411) 1,554,771
'8 (1.43) $ 4.46
348,799 348,799

See accompanying notes to consolidated financial statements.

2000

$27,744,946

20,978,855

6,766,021

_ 6,460,247
305,844

27,350
65,315
(130,003)

45,186
313,692

313,692
$ .90

348,799
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ASSETS 2002
Current Assets:
Cash and cash equivalents...............ccoeviiiiiinniene, $ 210,091
Accounts receivable (net of allowance for doubtful
accounts of $54,270 in 2002 and $61,392 in 2001) ... . 2,085,098
INVENEONIES oo 3,417,984
Deferred inCOomMe taxes.......cooovviiiiiiii e 118,147
Prepaid expenses and other current assets............... 329,559

Total Current ASSElS ..o

Property, plant and equipment, net .............c....ooeiiis
Restricted cash......cocoviiiiiiiii ,
Prepaid benefit plan costs ...........coooiiiiin
Intangible pension a@sset.........cccovveieiinciii
Other assets oo e
Total ASSEIS ..o

LIABILITIES AND STOCKHOLDERS’ EQUITY
Current Liabilities:

Short-term debt..........coocvviiiiiie e, $ 597,000
Current installmentis of long-term debt........................ 482,500
Accounts payable ..o 2,138,889
ACCTUEA BXPENSES  .iviviriiiiii i ee i ieeeeeneenas 523,892

Total Current Liabilities ........coovevvvriiiiiiiiiiiiens

Long-term debt, excluding current installments ............
Deferred income taxes .......cocvveiiiiiiiiiiiccicin e,
Obligations under benefitplans...........ccccovveveeiienennn,
Other liabilities ................oooeenie, B

Total Liabilities .......ccociiiiii e,
Commitments and Contingencies (notes 4 and 10)
Stockholders’ Equity:

Common stock, par value $0.20 per share;
Authorized 1,500,000 shares;

Issued 863,995 Shares ......covvviiiiiiieiie e 172,788
Additional paid-in capital .............ccocoviiiii 898,036
Retained eamings ......ccovviviiiiiiiiiiiie e e 14,627,514
Accumulated other comprehensive loss .................. (2,080,553)

13,617,796

Less cost of common shares in treasury,
515,196 shares in 2002 and 2001 ..........cccvennennee. 7,510,828
Totai Stockholders’ Equity .........cc.coooiiiiinninan,
Total Liabilities and Stockholders’ Equity...............

See accompanying notes to consolidated financial statements.

$ 6,170,880

10,625,092
34,375

682,855

_ 47,524

2001
$ 927,686

1,692,103
3,506,725
190,017
255,707

$ 17,560,726

$ 3,722,381

1,395,833
118,147
6,217,398

11,483,759

_ 8,108,867
$ 17,560,726

$ 564,000
447,500
1,895,924

‘ 475,810

172,799
898,036
15,127,925

- 16,198,760

7,510,829

$ 6,472,238

11,044,361
223,468
2,608,035

47,345

$20,385,447

$ 3,383,234

1,858,333
180,017
6,083,758
192.174
11,707,516

__8,687,931
$20,395,447
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{onso

teg Statements in Stockiolders’

Yesrs Ended December 31
ACCUMULATED
COMMON STOCK ADDITIONAL OTHER TOTAL
PAR PAID IN RETAINED COMPREHENSIVE TREASURY STOCKHOLDERS'
SHARES VALUE CAPITAL EARNINGS LOSS STOCK EQUITY
Balances at January 1, 2000........... 348,799 $172,799 § 898,036 $13,329,222 $ — $(7,514,279) §$ 6,885,778
Net eamings ....ccccocvveviveeeveennen, -— — 313,692 — — 313,692
"Other comprehensive income.......... 313,692
Reissuance of 200 shares of
treasury stock .....coeiinccrniinennen — — — — 3,450 3,450
Dividends declared and paid
($0.10 pershare) ......ccecveveereenvenee. — — (34,880) — — (34,880)
Balances at December 31, 2000...... 348,799 172,799 898,036 13,608,034 —  (7,510,829) 7,168,040
Net earnings........ccocvveecnnirnnen — — 1,554,771 — — 1,554,771
Other comprehensive income.......... 1,554,771
Dividends declared and paid
($0.10 per share) .............. e — — (34,880) — — (34,880)
Balances at December 31, 2001 ..... 348,799 172,799 898,036 15,127,925 —  {7,510,829) 8,687,931
Netl0SS....ccoovivivceveeeeienien e — — (500,411) — — (500,411)
Net unrealized change in:
Minimum pension liability
adjustment......cccceeeccinrenerennne — — — (2,080,553) — (2,080,553)
Other comprehensive loss............... _ (2,580,964)

Balances at December 31, 2002 ..... 348,799 $172,799 $ 898,036 $14,627,514

$ (2,080,553) $(7,510,829) §$ 6,106,967

See accompanying notes to consolidated financial statements.
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Cansolidated Staten

Years Ended December 31

F

i

ients of Cash Fiows

Cash flows from operating activities:
Net (I0SS) €arniNgS .....ovvvviiiiiriii e
Adjustments to reconcile net (loss) earnings to net
cash provided by operating activities:
Depreciation and amortization .................cccoeiinnen.
Change in allowance on accounts receivable.............
Gain on disposal of fixed assets .........ccceeverevnvinnnn.
Changes in assets and liabilities:
(Increase) decrease in accounts receivable, net .........
Decrease (increase) in inventories ............c.covvvvuvvnens
(Increase) decrease in prepaid expenses and
other current assets ........covveeiiieiiiiiic e
Decrease (increase) in prepaid benefit plan costs.........
Increase in intangible pension asset ..............ccolll
Increase in other assets.......ccccvvvveiiniinc i
Increase (decrease) in accounts payable ..................
Increase (decrease) in accrued expenses ..................
Increase in obligations under benefit plans..................
Decrease in other liabilities  .............coiii
Net cash provided by operating activities.....................

Cash flows from investing activities:
Proceeds from sale of equipment....................o
Capital expenditures ...........ccoovevieeiiniiiiiinieeeeins
Decrease in restricted-cash .........coovviiiiiiiiniiinnen.
Net cash used in investing activities ..........c.....o.ooeeie

Cash flows from financing activities:

Repayment of long-termdebt ...,
Dividends declared and paid ...............c...ooovneen,
Net proceeds from sale of treasury stock ..................
Net cash (used in) provided by financing activities ......
Net (decrease) increase in cash and cash
equUIvalents ...
Cash and cash equivalents at beginning of year ............
Cash and cash equivalents atend of year ..................
Supplemental disclosures of cash flow information:
Cash paid during the year for:
Interest .o

See accompanying notes to consolidated financial statements.

$ 77,182

2002 2001 2000
(500,411) $ 1,554,771 $ 313,692
1,280,700 1,279,645 1,262,672
(7,122) 10,000 —
(800) (13,600) (27,350)
(495,874) 685,913 (257,926)
88,741 (582,266) 56,511
(73,852) (13,184) 41,957
527,482 (108,432) (235,890)
(682,855) — —
(9,887) — —
242,965 (545,636) 427,137
48,182 (261,776) 18,460
133,640 117,627 119,573
(182,174) (477,012) (141,638)
368,635 1,648.050 1,577.200
800 13,600 27,350
(861,723) (1,355,098) (1,519,950)
189,093 468,310 128,845
{671.730) (873,188) (1,363,795)
33,000 564,000 —
(447,500) (432,500) (417,500)
— (34,880) (34,880)
—_ — 3,450
(414,500) 86,620 (448,930)
(717,595) 871,482 (235,525)
927,686 56,204 291,729
$ 210,091 $ 927686 $ 56.204
$ 102,212 $ 130,003
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Notes to Consolidated Financial

December 31, 2002, 2001, and 2000

Statements

NOTE 1—SUNMMARY OF SIGNIFICANT ACCOUNTING POLICIES

DESCRIPTION OF BUSINESS: Homasote Company
is in the business of manufacturing insulated wood
fiberboard and polyisocyanurate foam products, and
operates in only one industry segment: the manufac-
ture and sale of rigid polyisocyanurate and structural
insulating building materials and packing products for
industrial customers. Sales in 2002 were distributed
as follows: Building material wholesalers and contrac-
tors, approximately 72%; industrial manufacturers,
approximately 28%; in 2001, building material whole-
salers and contractors, approximately 69%; industrial
manufacturers, approximately 31%; in 2000, building
material wholesalers and contractors, approximately
71%; industrial manufacturers, approximately 29%.
The Company’s primary basic raw material, waste-
paper, is generally readily available from two suppliers
with which the Company has purchase contracts that
expire in 2009 (see note 10).

PRINCIPLES OF CONSOLIDATION: The consolidat-
ed financial statements include the accounts of the
Company and its wholly owned subsidiary, Homasote
International Sales Co., Inc. All significant intercompa-
ny balances and transactions have been eliminated in
consolidation. Homasote International Sales Co., Inc.
was dissolved as of December 31, 2002.

CASH AND CASH EQUIVALENTS: The Company con-
siders all highly liquid debt instruments purchased with a
maturity of three months or less to be cash equivalents.

INVENTORY VALUATION: Inventories are valued at
the lower of weighted average actual cost, which
approximates first-in, first-out (FIFO), or market.

PROPERTY, PLANT AND EQUIPMENT: Property,
plant and equipment are stated- at cost. Depreciation
of plant and equipment is computed using the straight-
line and various accelerated methods at rates ade-
quate to depreciate the cost of applicable assets over
their expected useful lives. Maintenance and repairs
are charged to operations as incurred and major
improvements are capitalized. The cost of assets
retired or otherwise disposed of and the accumulated
depreciation thereon is removed from the accounts
with any gain or loss realized upon sale or disposal
charged or credited to operations.

PRODUCT WARRANTIES: Product warranty costs
are accrued when the covered products are delivered
to the customer. Product warranty expense is recog-
nized based on the terms of the product warranty and

the related estimated costs, considering historical
claims expense. Accrued warranty costs are reduced
as these costs are incurred and as the warranty period
expires. The table below presents the changes in the
Company’s accrual for product warranties, which is
included in accrued expenses, for the year ended
December 31, 2002.

Balance at January 1, 2002 $ 113,621
Accruals for product warranties

issued during fiscal 2002 20,000
Settlements made during the period (54,145)
Balance at December 31, 2002 $ 79,476

REVENUE RECOGNITION: Revenue from product
sales is recognized when the related goods are
shipped and title and risk of loss pass to the buyer.
The Company generally has no obligations after the
product is shipped except for routine and customary
warranties. Consequently, the point at which the
Company recognizes revenue is subject to very little
judgment and subjectivity.

NET (LOSS) EARNINGS PER COMMON SHARE:
Basic net (loss) earnings per common share has been
computed by dividing net (loss) earnings by the
weighted average number of common shares out-
standing during the respective periods. Diluted net
(loss) earnings per share is the same as basic net
(loss) earnings per common share since the Company
has a simple capital structure with only common stock
outstanding in 2002, 2001 and 2000.

BUSINESS AND CREDIT CONCENTRATIONS:
Sales of the Company’s products are dependent upon
the economic conditions of the housing and manufac-
turing industries. Changes in these industries may
significantly affect management's estimates and the
Company’s performance.

The majority of the Company’s customers are located
in the northeastern United States, with the remainder

spread throughout the United States and abroad.
_Export sales, primarily to Canada and the United

Kingdom, accounted for approximately 6% in the year
ended December 31, 2002 and 13% and 11% in the
years ended December 31, 2001 and 2000, respec-
tively, of the Company’s sales. One customer
accounted for 10%, 11% and 10% of the Company’s
sales in 2002, 2001 and 2000, respectively, and 7%
and 17% of accounts receivable at December 31,
2002 and 2001, respectively.
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Notes to Cons

December 31, 2002, 2001, and 2000
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NOTE 1—SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (continued)

The Company estimates an allowance for doubtful
accounts based upon the actual payment history of
each individual customer. Consequently, an adverse
‘change in the financial condition of a particular cus-
tomer or the local economy could affect the
Company’s estimate of its bad debts.

EMPLOYEE BENEFIT PLANS: The Company has a
non-contributory pension plan covering substantially
all of its employees who meet age and service require-
ments. Additionally, a supplemental non-contributory
plan covers certain key employees of the Company.
The Company also provides certain health care and
life insurance benefits to retired employees. The net
periodic pension costs are recognized as employees
render the services necessary to earn pension and
post-retirement benefits.

INCOME TAXES: Income taxes are accounted for
under the asset and liability method. Deferred tax
assets and liabilities are recognized for the estimated
future tax consequences attributable to differences
between the financial statement carrying amounts of
existing assets and liabilities and their respective tax
bases and operating loss and tax credit carryforwards.
Deferred tax assets and liabilities are measured using
enacted tax rates in effect for the year in which those
temporary differences are expected to be recovered or
settled.

IMPAIRMENT OF LONG-LIVED ASSETS: Long-lived
assets, such as property, plant, and equipment are
reviewed for impairment whenever events or changes
in circumstances indicate that the carrying amount of
an asset may not be recoverable. Recoverability of
assets to be held and used is measured by a compari-
son of the carrying amount of an asset to estimated
undiscounted future cash flows expected to be gener-
ated by the asset. If the carrying amount of an asset
exceeds its estimated future cash flows, an impair-
ment charge is recognized by the amount by which the
carrying amount of the asset exceeds the fair value of
the asset, which is generally based on discounted
cash flows.

In August 2001, the FASB issued Statement No. 144,
Accounting for the Impairment or Disposal of Long-
Lived Assets. Statement No. 144 addresses financial
accounting and reporting for the impairment or dispos-
al of long-lived assets. This Statement requires that
long-lived assets be reviewed for impairment when-

10

ever evenis or changes in circumstances indicate that
the carrying amount of an asset may not be recover-
able in a manner similar to the Company’s policy
described above. Statement No. 144 requires compa-
nies to separately report discontinued operations and
extends that reporting to a component of an entity that
either has been disposed of (by sale, abandonment, or
in a distribution to owners) or is classified as held for
sale. Assets to be disposed of are reported at the
lower of the carrying amount or fair value fess costs to
sell. The Company adopted Statement No. 144 on
January 1, 2002 and such adoption had no effect on
the Company’s consolidated financial statements.

RECENTLY ADOPTED ACCOUNTING STANDARDS:
On January 1, 2002, the Company adopted the provi-
sions of Statement of Financial Accounting Standards
(“SFAS”) No. 141, Business Combinations, and SFAS
No. 142, Goodwill and Other Intangible Assets. SFAS
No. 141 eliminates the pooling-of-interests method of
accounting for business combinations initiated after
June 30, 2001. The adoption of SFAS Nos. 141 and
142 did not impact the Company’s financial position or
results of operations.

On January 1, 2002, the Company adopted the provi-
sions of SFAS No. 144, Accounting for the Impairment
or Disposal of Long-Lived Assets (“SFAS No. 144").
SFAS No. 144 requires that long-lived assets to be
disposed of by sale, including those of discontinued
operations, be measured at the lower of carrying
amount or fair value less cost to sell, whether reported
in continuing operations or in discontinued operations.
SFAS No. 144 also broadens the reporting of discon-
tinued operations to include all components of an
entity with operations that can be distinguished from
the rest of the entity and that will be eliminated from
the ongoing operations of the entity in a disposal
transaction. The adoption of SFAS No. 144 did not
impact the Company’s financial position or resuits of
operations.

On January 1, 2002, the Company adopted the provi-
sions of Emerging Issues Task Force (“EITF”) Issue
No. 00-25, Vendor Income Statement Characterization
of Consideration Paid to a Reseller of the Vendor’s
Products which is codified within EITF Issue No. 01-
09, Accounting for Consideration Given by a Vendor
to a Customer. The adoption of EITF No. 00-25 did
not impact the Company’s financial position or results
of operations.
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Notes to Consolidated

December 31, 2002, 2001, and 2000

3 SIBR0MENES cominges

NOTE 1—SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (continued)

USE OF ESTIMATES: The preparation of financial
statements in conformity with accounting principles
generally accepted in the United States of America
requires management to make estimates and
assumptions that affect the reported amounts of
assets and liabilities and disclosure of contingent
assets and liabilities at the date of the financial state-
ments and the reported amounts of revenues and
expenses during the reporting period. Areas in which
the Company makes such estimates include inventory

NOTE 2—INVENTORIES

valuation, the valuation of long-lived assets, accounts
receivable, deferred tax assets and pension and
postretirement benefits. Actual results could differ
from those estimates.

RECLASSIFICATIONS: Certain reclassifications have
been made to the prior years’ financial statements in
order to conform with the current year presentation.

The following are the major classes of inventories as of December 31, 2002 and 2001:

2002 2001
Finished goods................... $2,777,248  $2,670,284
Work in process .................. 52,484 383,103
Raw materials ..................... 588,252 743,338
$3,506,725

$3,417,984

Inventories include the cost of materials, labor and manufacturing overhead.

11
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NOTE 3—PROPERTY, PLANT AND EQUIPMENT

Property, plant and eguipment consists of the following at December 31:

2002

LANd oo $ 591,492
Buildings and additions........... 9,057,465
Machinery and equipment 31,317,297
Office equipment..........cccoeen. 1,373,903
Automotive equipment .......... 328,005
Construction in Progress .........ocecevevrerensciresennnes 71.326
42,739,488

Less accumulated depreciation ..........c.cccoeee. 3 396
$10.625,092

Note 4—DEBT

The Company is party to a loan agreement (the “Agree-
ment”) and promissory note with the New Jersey Economic
Development Authority (the “Authority”). Under the
Agreement, the Authority loaned the Company $4,140,000
out of the proceeds from the issuance of the Authority’s
Economic Growth Bonds (Greater Mercer County
Composite Issue) 1996 Series E (the “Bonds”) to be used in
connection with specified capital expenditures described in
the Agreement. Interest is charged at the variable rate of
interest due on the Bonds (1.0% to 1.9% in 2002 and 1.1%
t0 4.3% in 2001).

In connection with the Agreement, the Authority also entered
into a trust indenture with a bank (the “Bank”) to serve as
trustee and tender agent for the loan proceeds. The trust
indenture is secured in part by the Agreement and by a
direct pay Letter of Credit facility in the face amount of
$4,209,000 of which $1,858,333 was outstanding at
December 31, 2002. Principal and interest are payable
monthly to the trustee in varying amounts through 2008. The
Letter of Credit facility, which expires on November 15,
2003, contains financial and other covenants including mini-
mum tangible net worth, cash flow coverage, current ratio
and maximum liabilities to tangible net worth (all as defined).
The Agreement was amended effective as of November 14,
2002 (the “Amended Agreement”). The Amended
Agreement further provides for collateralization of the Letter
of Credit facility with substantially all of the Company’s
assets excluding real property. The Company was not in
compliance with the minimum tangible net worth and maxi-
mum liabilities to tangible net worth covenants as of
December 31, 2002. This noncompliance was primarily
attributable to the fluctuation in 2002, in accumulated other
comprehensive loss resulting from a significant increase in
the minimum pension liability. On April 29, 2003, the
Company received a waiver of such non-compliance from
the Bank as well as a commitment (the “Commitment”) for a
prospective amendment to the definition of equity for pur-
poses of the financial covenants. In future periods, the defin-
ition of tangible net worth for purposes of covenant
calculations will exclude accumulated other comprehensive
income or loss attributable to pension. The Commitment fur-
ther provides for an extension of the Letter of Credit facility
through March 31, 2004 provided the Company is in compli-
ance with all financial covenants and certain other conditions
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as defined. The Amended Agreement, which was further
amended on May 29, 2003 (the “May 2003 Amendment”),
revises the definition of tangible net worth, in accordance
with the Commitment as previously discussed. The May
2003 Amendment also modifies prospectively the covenants
relating to tangible net worth, cash flow coverage and cur-
rent ratio. On July 24, 2003 the Company received from the
Bank a waiver respecting the Company’s noncompliance as
of June 30, 2003 with the Cash Flow Coverage Ratio. Other
than such noncompliance as of June 30, 2003, management -
believes it will be in compliance with the May 2003 amend-
ment through December 31, 2003.

The balance of long-term debt outstanding (inciuding current
installments) at December 31, 2002 and 2001 was
$1,858,333 and $2,305,833, respectively. The aggregate
maturities of long-term debt at December 31, 2002, are as
follows: 2003, $462,500; 2004, $477,500; 2005, $493,333;
20086, $425,000.

The Company had a $1.5 million demand note line of credit
agreement with the Bank, the expiration of which was
November 14, 2002. Interest was payable monthly at the
Bank's prime rate less 0.25%. On November 14, 2002 the
line of credit was renewed with an expiration date of June
30, 2003. Under the line of credit note, the Company may
borrow up to a specified percentage of eligible receivables
and inventory as defined. Interest is payable monthly at the
Bank’'s prime rate (4.25% at December 31, 2002) plus
0.25%. As of December 31, 2002, $597,000 was outstand-
ing under the line of credit. The unused credit available
under this facility at December 31, 2002 was $903,000. The
line of credit note also provides for an unused line of credit
fee of 0.25% per annum. The note provides for prepayments
and advances as required to satisfy working capital needs.
The note is collateralized by substantially all of the Com-
pany’s assets excluding real property. On May 29, 2003 the
line of credit note was amended and restated to provide for
an expiration date of March 31, 2004. All other terms of the
note continue as defined in the renewal dated November 14,
2002.

Total interest costs incurred during 2002, 2007 and 2000
were approximately $77,000, $102,000 and $130,000,
respectively.
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NOTE 5— INCOWE TAXES

During 2002, 2001 and 2000, the Company has no current tax {benefit) expense as a result of current losses
incurred or utilization of net operating loss carryforwards coupled with a change in the deferred tax valuation
allowance which was eqgual to the change in deferred tax assets and liabilities.

The actual income tax (benefit) expense differs from the amounts computed by applying the U.S. federal income
tax rate of 34% to (loss) earnings before income tax (benefit) expense as a result of the following:

2002 2001 2000

Computed "expected” tax (benefit) expense... . $ (170,140) $ 528,622 $ 106,655
State income taxes, net of federal income

tax (benefit) expense ...........ccocoeiiiiiinns (24,133) . 97,554 21,776
Change in valuation allowance 162,269 (655,943) (146,419)
Other 32,004 29,767 17,988

B — 3 — 3 —

The tax effect of temporary differences that give rise to significant portions of the deferred tax assets and liabili-
ties at December 31 are presented below:

2002 2001
Deferred tax assets: :
Accounts receivable, due to allowance
for doubtful accounts .......ccccecvevieiiiceeecenr e, $ 21,675 $ 24,520
INVENTOMES ... vvvviiiieciieee e e 152,311 154,969
Other liabilities, principally due to supple-
mental pension and postretirement costs .......... 2,409,267 2,431,979
Nondeductible accrued expenses ............c.ooeun 31,744 48,233
Net operating loss carryforwards —
Federal and State .......ccccccrmvviviier e vivieee i, 859,775 521,556
Alternative minimum tax credit 26,000 26.000
Total deferred tax assets................ 3,500,772 3,207,257
Less valuation allowance.......... . {1,490,327) (497,085)
Net deferred tax assets.........ccceevevviciveccennnn, 2,010,445 2,710,172
Deferred tax liabilities:
Fixed assets, due to accelerated depreciation .... 1,814,385 1,668,416
Other assets, due to pension Costs ..........ccovue.n. 196,060 1,041,756
Other et e — —
Total deferred tax liabilities ..........ccccovevrenrnnnn. 2,010,445 2,710,172
Net deferred tax asset........cc.coeeveevrvrivenvennnne. 3 — $ e

In assessing the realizability of deferred tax assets, management considers whether it is more likely than not that some portion or all
of the deferred tax assets will not be realized. The ultimate realization of deferred tax assets is dependent upon the generation of
future taxable income during the periods in which those temporary differences become deductible. Management considers the
scheduled reversal of deferred tax liabilities, projected future taxable income, and tax planning strategies in making this assess-
ment. Based upon this assessment, management believes it is more likely than not that the Company will realize the benefits of
these deductible differences, net of existing valuation allowances at December 31, 2002. The amount of net deferred tax asset con-
sidered realizable, however, could be reduced in the near term if estimates of future taxable income are reduced.

The net change in the total valuation allowance for the years ended December 31, 2002 and 2001 was an increase of $993,242 of
which $830,973 relates to the Other Accumulated Comprehensive Loss charged to stockholders’ equity and a decrease of
($655,943), respectively. In addition, at December 31, 2002, the Company has net operating loss carryforwards for federal and
state income tax purposes of approximately $1,811,000 and $4,057,000, respectively, which are available to reduce future income
taxes, if any. The net operating loss carryforwards will begin to expire in year 2019 for federal and 2005 for state tax purposes.
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Note 6—OTHER LIABILITIES

The Company has a noncontributory defined benefit retirement plan (the “Pension Plan”) covering all eligible employees.
Benefits under the Pension Plan are calculated at a rate of $23.00 per month per year of service, as defined. Additionally, a
supplemental non-contributory plan (the “Supplemental Plan”) covering certain key employees of the Company provides
retirement benefits based upon the employee’s compensation, as defined, during the highest five of the last ten consecutive
years preceding retirement.

The Company’s funding policy for the Pension Plan is to contribute amounts sufficient to meet minimum funding requirements
set forth in U.S. employee benefit and tax laws. The Company’s policy for funding the Supplemental Plan is to contribute ben-
efits in amounts as determined at the discretion of management. As of December 31, 2002 and 2001, the Supplemental Plan
was unfunded.

The Company also provides a portion of certain heaith care and life insurance benefits for retired employees who have
reached the age of 65. Partial benefits were previously provided to early retirees who had not reached the age of 65. The
Company'’s policy is to fund the cost of health care and life insurance benefits for retirees in amounts determined at the discre-
tion of management. As of December 31, 2002 and 2001, the plan was unfunded.

The following table sets forth the Company’s defined benefit pension plans’ bénefit obligations, fair value of assets, funded
status and other information:

Pension Benefits Other Benefits
2002 2001 2002 2001
Change in benefit obligation :

Benefit obligation at beginning of year ... $8,414,014 $ 7,803,328 $ 2,508,954 $ 2,303,756
Service cost ..., 156,816 125,035 54,530 60,956
Interest cost ..o, 587,649 580,268 159,749 173,587
Plan amendments............c..coeeeeennen. — — (1,370,064) —
Actuarial 10ss ..., 408,540 505,257 1,237,264 107,581
Benefits paid ...........cccoeiiiiiiiiiiee, (580,105) (609,874) {166,267} (136,926)

Benefit obligation at end of year ............ 8,976,914 8,414,014 2,424,166 2,508,954

Change in plan assets
Fair value of plan assets at
beginning ofyear...............coeiiinnee 8,175,474 9,092,468 —_— —
Actual return on plan assets (903,298) (429,232) — —_
Employer contributions ............ 148,769 171,172 166,267 136,926
Administrative expenses .................. (53,127) (49,060) - —_
Benefits paid .........ccoooiiiiiin, {520.105) (609,874) (166,267) (136.926)
Fair value of plan assets at end of
VEAM  teiiiiieiit e iiiiee e e e 8,775,713 8,175,474 — —
Reconciliation of funded status

Funded status............cocceveivviivnnneannn, (2,201,201) (238,540) (2,424,166) (2,508,954)

Unrecognized transition asset ............... — (5,543) —_ —

Unrecognized prior service cost ............ 669,520 754,938 (144,141) 1,214,609

Unrecognized actuarial loss (gain) ......... 1,032,409 (1,052.819) (386,411} (1.639.414)
Net amount recognized at year-end... $ (499,272) $ (541,964) $(2,954,718) $(2,933,759)
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Note 6—OTHER LIABILITIES {(continued)

_ . ____Pension Benefits ‘Other Benefits
2002 2001 2002 2001
Amounts recognized in the consoli-
dated balance sheet consist of:
Prepaid benefit cost .............cceevnennen. $ - $ 2,608,035 $ — $ —
Accrued benefit liability ...............c........ {3,262.680) (3,149,999) (2,954,718) (2,933,759)
Intangible asset ..........coceeiieiiniiiinnnnnn. 682,855 - — -
Accumulated other comprehensive
INCOME oot 2,080,553 — — —
Net amount recognized at year-end ... $ (499,272) $ (541,964) $(2,954,718) $ (2,933,759)
Other comprehensive income attributable
to change in additional minimum liability : ' ;
recognition .........eeeeeierieeeeiieieeneee, $ 2080553 @ § — N/A N/A
Additional year-end information for
plans with benefit obligations in
excess of plan assets:
Benefit obligation ..........c.ccoeeivviiiniinnis $ 8,976,914 $ 1,993,529 : N/A N/A
Fair value of plan assets .................. 6,775,713 - N/A N/A
Addltional year-end Information for
pension plans with accumulated
benefit obligations in excess of pian
assets:
Projected benefit obligation ............... $ 8,976,914 $ 1,993,529 N/A N/A
Accumulated benefit obligation ............ 8,692,985 1,775,527 ‘ N/A N/A
Fair value of plan assets .......c.......... 8775713 | — . NA N/A
Pension Beneflts Other Beneflts
Tooanez 2001 2000 o 2002 2001 2000
Components of net periodic benefit cost: ‘
Service Cost .....iviiiiniiii e $ 190,816 $ 180,035 $ 139,882 $ 54,530 ' $§ 60,956 78,997
Interest cost .......occcoiiiiiniiiiiiinn 587,649 590,268 . 578,487 159,749 © 173,587 182,214
Expected return on plan assets............. (671,592) (749,370) (779,985) _ — —
Amortization of transitional {(asset) 1 !
obligation ........ccoiiiiiii 3 (5,543) 109,101 109,100 —_ — —
Amortization of prior service cost ......... ‘ 85,418 85,418 85,418 (11,314) 142,624 165,121
Recognized actuarial gain .................. : {82,671) (169,328) (257,042) (15,739) 1 (103,998)  (113,550)
Net periodic benefit cost ............... $ 104,077 $ 46,124 $(124,140) § 187,226 ' $°273,169 § 312,782
Weighted-Average Assumptions !
as of December 31: : :
Discountrate..........cccoooeiiiniiiiiininnnins 6.75% 7.25% 7.75% 6.75% 7.25% 7.75%
Expected return on plan assets............ : 8.50% 8.50% 8.50% N/A N/A N/A

Assumed healith care cost trend

For measurement purposes, a 12.0% annual rate of increase was assumed for 2003 for Staff (executive class) employees
and grandfathered AARP (American Association of Retired Persons) groups. This rate was assumed to decrease gradually
to 5.0% in 2017. No trend was assumed for other participant groups.

Assumed health care cost trend rates have a significant effect on the amounts reported for the health care plan. A one-per-
centage-point change in assumed health care cost trend rates would have the following effects at year-end 2002:

One-Percentage- One-Percentage-
Point Increase Point Decrease
Effect on postretirement benefit obligation $ 96,352 $ (82,686)
Effect on total of service and interest cost components 11,018 (2,161)

The Company has a voluntary savings plan for which all employees are eligible. The Plan provides for the Company to con-
tribute a minimum of $0.25 for every dollar contributed by employees, up to 4% of their compensation, as defined. Effective
November 1, 2000, the Company amended and restated the Savings Plan in its entirety to convert the Savings Plan to a plan
that qualifies and meets the requirements under Section 401(k) of the internal Revenue Code. Company contributions
charged to operations under this Plan amounted to approximately $50,142 in 2002, $60,162 in 2001 and $29,933 in 2000.
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NOTE 7—ACCRUED EXPENSES
Accrued expenses as of December 31, 2002 and 2001 consist of the following:

2002 2001
Commissions '$ 118,138 $ 80,281
Payroll . 153,060 131,724
Other [ 252,794 263,805

'$ 523,882 $ 475,810

Note 8&—TREASURY STOCK

The Company has a policy offering directors, officers and employees the option to purchase reacquired shares of Homasote
Company common stock on the date acquired and at the purchase price paid by the Company. A summary of activity for the
years 2002, 2001 and 2000 follows:

Acquired Sold Retained in Treasury
, Shares Cost Shares Cost Shares Cost
2002 . .. .2000 _$20800 . _ 2000 $20800 =% =
2001 — $ — - % — — $ —
2000 — $ — 200 $ 3,450 — $ —

Note —FAIR VALUE OF FINANCIAL INSTRUMENTS

Cash and cash equivalents, trade accounts receivable, trade accounts payable and accrued expenses are reflected in the
consolidated financial statements at carrying value, which approximates fair value due to the short-term nature of these instru-
ments. The carrying value of the Company’s borrowings approximates their fair value based on the current rates available to
the Company for similar instruments.

Note 10—COMMITMENTS AND CON?@NGENCHES

The Company’s primary basic raw material, wastepaper, is generally readily available from two suppliers with which the
Company has purchase contracts that expire in 2009. Under the terms of the contracts, the Company is required to make
purchases at a minimum price per ton, as defined, or at the prevailing market price, whichever is greater. The contracts
require the Company to purchase all of the wastepaper offered by the suppliers, which is generally below the Company’s nor-
mal usage. Purchases in 2002, 2001 and 2000 aggregated approximately $666,000, $844,000 and $936,000, respectively.

The Company is party to an agreement with a contractor for the construction by the contractor of an on-site co-generation
facility to supply substantially all of the Company’s electricity requirements and thermal energy for the pulping process. The
project cost to the contractor is estimated at approximately $4.2 million. As presently contemplated, the Company would
lease the facility under an operating lease with a term of ten years. The construction agreement is subject to the Company’s
obtaining construction and environmental permits and consummation of a definitive leasing agreement. The environmental
permit application is currently under review by the New Jersey Department of Environmental Protection. There are no assur-
ances that such agreement or lease will be consummated.

During the normal course of business, the Company is from time to time involved in various claims and legal actions. [n the
opinion of management, uninsured losses, if any, resulting from the ultimate resolution of these matters will not have a materi-
al adverse effect on the Company’s consolidated financial position, results of operations or liquidity.

The Company is engaged in a dispute with a former energy supplier regarding the efforts of the supplier to change the method
of pricing. The Company has filed a declaratory judgment action in the Superior Court of the State of New Jersey seeking a
judgment that the supplier repudiated the contract with the Company by endeavoring to implement a method of pricing that
was inconsistent with the provisions of the contract. The defendant has removed the case to the Federal District Court for the
District of New Jersey. The supplier filed an answer, affirmative defenses and counterclaim against the Company, seeking
damages of $171,000 plus interest and attorney’s fees for breach of contract of the natural gas sales contract and for breach
of the implied obligation of good faith and fair dealing as well. The matter was tried in June, 2003. Post-trial submissions are
due July 18, 2003 and August 1, 2003. The Company believes that the outcome of this dispute will not have a material effect
on the Company'’s financial position, results of operations or liquidity.

Note 11 - INSURANCE SETTLEMENT

As previously reported, on January 24, 2001, the Company received $2,039,286 related to an insurance settlement, which
was net of $210,714 due, or potentially due, to an insurance adjuster. The amount due to the adjuster is in dispute. The
Company and its bank agreed that $330,814 of the proceeds received were restricted for use under the terms of its ioan
agreement with the New Jersey Economic Development Authority to pay costs incurred to repair and make certain improve-
ments to the dryer damaged in the fires. Such amount was recorded in restricted cash and other liabilities upon receipt. The
balance of the proceeds received, $1,708,472 was recorded in 2001 under other income. The Company is in the process of
reinvesting the proceeds of this settlement in like kind assets (as defined by the Internal Revenue Code) and, as such, the
proceeds are not currently taxable.
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Independent Auditors' Report

The Board of Directors and Stockholders
Homasote Company:

We have audited the accompanying consolidated balance sheets of Homasote Company and sub-
sidiary as of December 31, 2002 and 2001, and the related consolidated statements of operations,
changes in stockholders’ equity and cash flows for each of the years in the three-year period ended
December 31, 2002. These consolidated financial statements are the responsibility of the Company’s
management. Our responsibility is to express an opinion on these consolidated financial statements
based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States
of America. Those standards require that we plan and perform the audit to obtain reasonable assur-
ance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial state-
ments. An audit also includes assessing the accounting principles used and significant estimates made
by management, as well as evaluating the overall financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above presents fairly, in all material
respects, the financial position of Homasote Company and subsidiary as of December 31, 2002 and
2001, and the results of their operations and their cash flows for each of the years in the three-year
period ended December 31, 2002, in conformity with accounting principles generally accepted in the
United States of America.

KPre P

March 4, 2003, except as to the second
paragraph of note 4, which is as of
July 24, 2003.

Short Hills, New Jersey
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Management's Discussion and Analysi

&

€ .
o Financial Condition and Results of Operations

&

General

This Annua! Report, including our Letier to Shareholders
and Employees and this Management’s Discussion and
Analysis, contains forward-looking statements about the
future that are necessarily subject to various risks and
uncertainties. These statements are based on the beliefs
and assumptions of management and on information cur-
rently available to management. These forward-looking
statements are identified by words such as “estimates”,
“expects”, “anticipates”, “plans”, “believes”, and other similar
expressions.

Factors that could cause future results to differ materially
from those expressed in or implied by the forward-looking
statements or historical results include the impact or out-
come of:

* events or conditions which affect the building and manu-
facturing industries in general and the Company in partic-
ular, such as general economic conditions, employment
levels, inflation, weather, strikes, international unrest, ter-
rorist acts and other factors;

* competitive factors such as changes in choices regarding
structural building materials by architects and builders
and packing products by industrial firms.

Although the ultimate impact of the above and other fac-
tors are uncertain, these and other factors may cause future
operating resulis to differ materially from results or outcomes
we currently seek or expect.

This Annual Report was delayed as the result of the need
by the Company to negotiate the modification and extension
of its existing bank arrangements, as described under the
“Liquidity and Capital Resources” section of this
Management’'s Discussion and Analysis of Financial
Condition and Results of Operations.

Results of Operations 2002-2001

The Company's sales are derived from building material
wholesalers and industrial manufacturers. Net sales in 2002
decreased by $653,985 or 2.5% to $25,067,400 from
$25,721,385. The decrease was attributabie in part to dete-
riorated economic conditions in the packaging industry in
general and the closing of plants, and the replacement of
Homasote product by a former principal export customer.
Additionally, an international customer ceased purchases of
private label miliboard product from the Company in the
fourth quarter of 2001 due to their purchase and conversion
of a plant to produce their own product, significantly reduc-
ing our sales in the current year period as compared to the
prior year. These factors were partially offset by increasing
acceptance of the Company’s new glass separator product,
Staple-Safe™ and by improved shipments of the Company’s
polyisocyanurate and Nova product lines in the current year
period.

Gross profit as a percentage of sales decreased t0 23.1%
in 2002 from 23.8% in 2001. The decrease resulted primari-
ly from production interruptions and inefficiencies due to
extended maintenance shutdowns of board making lines
and the primary saw operation. These events resuited in
abnormally low levels of board production and under-
absorption of manufacturing overhead. Significant reduc-

i8

tions in the cost of fuel and labor and associated fringe costs
as compared to the year earlier period were partially offset
by increases in the cost of depreciation and insurance.
Decreased demand for product as discussed above also
contributed to a reduction of gross profit dollars.

Selling, general and administrative expenses decreased
$30,311 from $6,270,149 in 2001 io $6,239,838 in 2002,
and as a percentage of sales were 24.9% in 2002 as com-
pared to 24.4% in 2001. The increase in the relative percent-
age of selling, general and administrative expenses is
primarily attributable to the reduced volume of sales in 2001.
Decreases in administration, bonus and other compensation
were partially offset by increases in the cost of Company-
placed advertising and sales incentive programs, increased
sales agent commission costs due to the substitution of
house accounts with commissionable sales, and profession-
al fees.

Interest income decreased to $13,369 in 2002 as com-
pared to $75,862 in 2001. The decrease in interest income
is attributable to lower levels of invested funds received in
the insurance settlement during 2001 as discussed below
and lower prevailing interest rates.

Interest expense on debt decreased to $77,182 in 2002
from $102,212 in 2001. The decrease is primarily attribut-
able to reductions in the cost of borrowed funds, partially off-
set by an increase in average borrowings.

As discussed below, in 2001 the Company received an
insurance settlement in the amount of $1,708,472. No such
proceeds were received in 2002.

Other income decreased to $10,652 in 2002 from
$16,592 in 2001 due primarily to decreases in the net price
of corrugated paper sold as scrap.

As a result of the foregoing, net loss in 2002 was
$500,411 as compared io net income of $1,554,771 in 2001.

Results of Operations 2001-2000

The Company’s sales are derived from building material
wholesalers and industrial manufacturers. Net sales in 2001
decreased by $2,023,561 or 7.3% to $25,721,385 from
$27,744,946. The decrease is attributable primarily to deteri-
orating economic conditions in the building products and
packaging industries. Additionally, the implementation of a
necessary 7% energy surcharge by the Company effective
for shipments during the first seven months of 2001 encoun-
tered significant resistance from millboard and industrial dis-
tributors, retailers and end users. In the industrial division,
the energy surcharge and other price adjusiments adversely
affected the specification of Homasote in packaging prod-
ucts, principally major appliances. A key industrial account
of the Company that supplies the appliance industry closed
several of its manufacturing facilities which also contributed
to the shortfall in sales. The severe downturn in the steel
industry, partially due to the impact of imports, resulted in
reduced sales of steel separators. Lower sales in the fourth
quarter of 2001 as compared to 2000 were the result of fac-
tors discussed above as well as reductions of customer
inventory levels in response to economic conditions and the
cessation of sales to an international customer.

Gross profit as a percentage of sales decreased to 23.8%
in 2001 from 24.4% in 2000. The decrease resulted primarily
from increased energy costs in the first quarter of 2001,




partially offset by the energy surcharge discussed above,
and extended maintenance shutdowns of a production line
in both the first and third quarters. Increased productivity
and efficiencies realized from the production line overhauls
were partially offset by increases in wage rates and health
and general insurance costs.

Selling, general and administrative expenses decreased
$190,098 from $6,460,247 in 2000 to $6,270,149 in 2001,
and as a percentage of sales were 24.4% in 2001 as com-
pared to 23.3% in 2000. The increase in the relative percent-
age of selling, general and administrative expenses is due
primarily to the lower level of sales in 2001. Decreases in
the level of sales agent commission costs, Company-placed
advertising and customer incentive programs were partially
offset by increases in the cost of compensation, retirement
benefits and a new cooperative advertising program.

Interest income increased to $75,962 in 2001 as com-
pared to $65,315 in 2000. The increase in interest income is
attributable primarily to the earnings from an investment of
funds received in the insurance settlement discussed else-
where in this discussion and analysis.

Interest expense on debt decreased to $102,212 in 2001
from $130,003 in 2000. The decrease is primarily attribut-
able to reductions in the Company’s cost of borrowed funds
partially offset by the Company’s increase in net borrowings.

As previously reported, on January 24, 2001, the
Company received $2,039,286 related to an insurance
settlement, which was net of $210,714 due, or potentially
due, to an insurance adjuster. The amount due to the
adjuster is in dispute. The Company and its bank agreed
that $330,814 of the proceeds received are restricted for use
under the terms of its loan agreement with the New Jersey
Economic Development Authority to pay cosis incurred to
repair and make certain improvements to the dryer damaged
in the fires. Such amount was recorded in restricted cash
and other liabilities upon receipt. The balance of the pro-
ceeds received, $1,708,472, has been recorded under other
income. The Company is in the process of reinvesting the
proceeds of this settlement in like kind assets (as defined by
the Internal Revenue Code) and, as such, the proceeds are
not currently taxable.

Other income decreased to $16,592 in 2001 from
$45,186 in 2000 due primarily to decreases in the net price
of corrugated paper sold as scrap.

There was no income tax expense in 2001 due to a
decrease in the deferred tax valuation allowance and the uti-
lization of federal and state operating loss carryforwards.

As a result of the foregoing, net income in 2001 improved
to $1,554,771 from $313,692 in 2000.

Liguidity and Capital Resources

Cash flows from operating activities and bank borrowings
are the primary sources of liquidity. Net cash provided by
operating activities amounted to $0.4 million in 2002, and
$1.6 million in 2001. At December 31, 2002, the Company
had working capital of $2,448,499 as compared io
$3,089,004 at December 31, 2001, a decrease of $640,505.

Capital expenditures for new and improved facilities and
equipment, financed primarily through debt and the insur-
ance proceeds discussed above, were $0.9 million in 2002,
$1.4 million in 2001 and $1.5 million in 2000. The Company
has estimated capital expenditures for 2003 in the amount of
$0.6 million, to implement manufacturing equipment replace-
ment and improvement projects. Such expenditures include
the complete overhaul of a production line mold and other
Coe dryer related projects, utilizing in part, funds available
from the settlement with its insurance carrier.

Cash flows used in financing activities was $0.4 million in

2002 compared to $0.1 million provided in 2001, primarily as
a result of the repayment of long-term debt of $0.4 million.

The Company is party to a loan agreement (the “Agree-
ment”) and promissory note with the New Jersey Economic
Development Authority (the “Authority”). Under the Agree-
ment, the Authority loaned the Company $4,140,000 out of
the proceeds from the issuance of the Authority’s Economic
Growth Bonds (Greater Mercer County Composite Issue)
1996 Series E (the “Bonds”) to be used in connection with
specified capital expenditures described in the Agreement.
Interest is charged at the variable rate of interest due on the
Bonds (1.0% to 1.9% in 2002 and 1.1% to 4.3% in 2001).

In connection with the Agreement, the Authority also
entered into a trust indenture with a bank (the “Bank”) to
serve as trustee and tender agent for the loan proceeds.
The trust indenture is secured in part by the Agreement and
by a direct pay Letter of Credit facility in the face amount of
$4,209,000 of which $1,858,333 was outstanding at
December 31, 2002. Principal and interest are payable
monthly to the trustee in varying amounts through 20086.
The Letter of Credit facility, which expires on November 15,
2003, contains financial and other covenants including mini-
mum tangible net worth, cash flow coverage, current ratio
and maximum liabilities to tangible net worth (all as defined).
The Agreement was amended effective as of November 14,
2002 (the “Amended Agreement”). The Amended Agree-
ment further provides for collateralization of the Letter of
Credit facility with substantially all of the Company’s assets
excluding real property. The Company was not in compli-
ance with the minimum tangible net worth and maximum lia-
bilities to tangible net worth covenants as of December 31,
2002. This noncompliance was primarily attributable to the
fluctuation in 2002, in accumulated other comprehensive
loss resulting from a significant increase in the minimum
pension liability. On April 29, 2003, the Company received a
waiver of such non-compliance from the Bank as well as a
commitment (the “Commitment”) for a prospective amend-
ment to the definition of equity for purposes of the financial
covenants. In future periods, the definition of tangible net
worth for purposes of covenant calculations will exclude
accumulated other comprehensive income or loss attribut-
able to pension. The Commitment further provides for an
extension of the Letter of Credit facility through March 31,
2004 provided the Company is in compliance with all finan-
cial covenants and certain other conditions as defined. The
Amended Agreement, which was further amended on May
29, 2003 (the “May 2003 Amendment”), revies the definition
of tangible net worth, in accordance with the Commitment as
previously discussed. The May 2003 Amendment also mod-
ifies prospectively the covenants relating to tangible net
worth, cash flow coverage and current ratio. On July 24,
2003 the Company received from the Bank a waiver
respecting the Company’s noncompliance as of June 30,
2003 with the Cash Flow Coverage Ratio. Other than such
noncompliance as of June 30, 2003, management believes
it will be in compliance with the May 2003 amendment
through December 31, 2003.

The Company had a $1.5 million demand note line of
credit agreement with the Bank, the expiration of which was
November 14, 2002. Interest was payable monthly at the
Bank’s prime rate less 0.25%. On November 14, 2002 the
line of credit was renewed with an expiration date of June
30, 2003. Under the line of credit note, the Company may
borrow up to a specified percentage of eligible receivables
and inventory as defined. Interest is payable monthly at the
Bank’s prime rate (4.25% at December 31, 2002) plus
0.25%. As of December 31, 2002, $597,000 was outstand-
ing under the line of credit. The unused credit available
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under this facility at December 31, 2002 was $803,000. The
line of credit note also provides for an unused line of credit
fee of 0.25% per annum. The note provides for prepay-
ments and advances as required to satisfy working capital
needs. The note is collateralized by substantially all of the
Company’s assets excluding real property. On May 289,
2003 the line of credit note was amended and restated to

provide for an expiration date of March 31, 2004. All other
terms of the note continue as defined in the renewal dated
November 14, 2002.

Management believes that cash flows from operations,
coupled with its bank credit facilities, are adequate for the
Company to meet its obligations through the first quarter of
2004.

Disclosures About Coniractual Obligations and Commercial Commitments:

Cash Payments BDue by Period

Less than 1-3 4-5 After 5
Total 1 Year Years Years Years
Short-term debt........ccocvvvireeeeee e $ 597,000 $ 597,000 $ - 8 - $ -
Long-term debt including current
INStaAlMents .......ccocecevniie e 1,858,333 462,500 1,395,833 - -
Employment contracts .........c.cccovevnenieenens 2,392,000 350,000 1,050,000 700,000 282,000
$4,847,333 $1,409,500 $2,445833 $ 700,000 $ 292,000

In addition to the aforementioned contractual obligations and commercial commitments, the Company has certain benefit plan obligations
(see note 6 of the Company’s consolidated financial statements) the timing of which is presently unknown and is contingent upon the retire-
ment dates of the respective participants.

The Company is party to an agreement with a contractor for the construction by the contractor of an on-site co-generation facility to supply
substantially all of the Company’s electricity requirements and thermal energy for the pulping process. The project cost to the contractor is
estimated at approximately $4.2 million. As presently contemplated, the Company would lease the facility under an operating lease with a
term of ten years. The construction agreement is subject to the Company’s obtaining construction and environmental permits and consumma-
tion of a definitive leasing agreement. The environmental permit application is currently under review by the New Jersey Department of
Environmental Protection. There are no assurances that such agreement or lease will be consummated.

The Company is a party to purchase agreement contracts to purchase readily available wastepaper from two suppliers. Under the terms of
the contracts, the Company is required to make purchases at a minimum price per ton, as defined, or at the prevailing market price, which-
ever is greater. The contracts require the Company to purchase all of the wastepaper offered by the suppliers, which is generally below the
Company’s normal usage. Purchases in 2002, 2001 and 2000 aggregated approximately $666,000, $844,000 and $936,000, respectively.

The contracts expire in 2009.

Recently Issued Accounting Standards

In June 2001, the Financial Accounting Standards Board
(“FASB”) issued Statement of Financial Accounting
Standards (“SFAS”) No. 143, Accounting for Asset
Retirement Obligations. SFAS No. 143 requires the
Company to record the fair value of an asset retirement
obligation as a liability in the period in which it incurs a legal
obligation associated with the retirement of tangible long-
lived assets that result from the acquisition, construction,
development, and/or normal use of the assets. The
Company also records a corresponding asset that is depre-
ciated over the life of the asset. Subsequent to the initial
measurement of the asset retirement obligation, the obliga-
tion will be adjusted at the end of each period to reflect the
passage of time and changes in the estimated future cash
flows underlying the obligation. The Company will adopt
SFAS No. 143 on January 1, 2003. The adoption of SFAS
No. 143 is not expected to have a material effect on the
Company’s consolidated financial statements.

On January 1, 2003, the Company will adopt the provisions
of SFAS No. 146, Accounting for Costs Associated with Exit
or Disposal Activities. SFAS No. 146 amends existing
accounting rules for these costs by requiring that a liability be
~ recorded at fair value when incurred. The liability would be

reviewed regularly for changes in fair value with adjustments
recorded in the consolidated financial statements. SFAS No.
146 also provides specific guidance for lease termination
costs and one-time employee termination benefits when
incurred as part of an exit or disposal activity. SFAS No. 146
will change the measurement and timing of costs associated
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with exit and disposal activities initiated after December 31,
2002, The provisions of SFAS No. 146 will be applied
prospectively to all such costs, and are not expected to impact
the Company’s financial position or results of operations.

In January 2003, the FASB issued Interpretation No. 46
(“FIN 467), Consolidation of Variable Interest Entities. FIN 46
provides guidance on the identification of variable interest enti-
ties, entities for which control is achieved through means other
than through voting rights, and how to determine whether a
variable interest holder should consolidate the variable interest
entities. This interpretation applies immediately to all variable
interest entities created after January 31, 2003. The effective
date for applying FIN 46’s consolidation requirements to vari-
able interest entities acquired before February 1, 2003 is the
beginning of the Company’s third quarter 2003. The Company
does not expect the adoption of FIN 46 to have a material
impact on the Company’s consolidated financial statements.

In November 2002, the FASB issued FASB Interpretation
No. 45, Guarantor's Accounting and Disclosure Regquire-
ments for Guarantees, Including Indirect Guarantees of
Indebtedness of Others (“FIN 45”). FIN 45 requires that a lia-
bility be recorded in the guarantor's balance sheet upon
issuance or modification of a guarantee. In addition, FIN 45
requires disclosures about the guarantees that an entity has
issued, including a roll-forward of the entity’s product war-
ranty liabilities. The Company has adopted the provisions of
FIN 45 and has included the required disclosures in Note 1,
“Product Warranties”. FIN 45 is not expected to have a
material effect on the Company’s consolidated results of
operations and financial position.




Critical Accounting Policies

The Securities and Exchange Commission has issued dis-
closure guidance for “critical accounting policies.” The SEC
defines “critical accounting policies” as those that require
application of management’'s most difficult, subjective or
complex judgments, often as a result of the need to make
estimates about the effect of matters that are inherently
uncertain and may change in subsequent periods.

Management is required to make certain estimates and
assumptions during the preparation of consolidated financiai
statements in accordance with accounting principles gener-
ally accepted in the United States of America. These esti-
mates and assumptions impact the reported amount of
assets and liabilities and disclosures of contingent assets
and liabilities as of the date of the consolidated financial
statements. Estimates and assumptions are reviewed peri-
odically and the effects of revisions are refiected in the con-
solidated financial statements in the period they are
determined to be necessary. Actual results could differ from
those estimates.

The significant accounting policies are described in Note
1 of the notes to consolidated financial statements included
in the Company’s 2002 Annual Report on Form 10-K. Not
alf of these significant accounting policies require manage-
ment to make difficult, subjective or complex judgments or
estimates. However, management considers the following
policies to be critical within the SEC definition.

Pension and Other Postretirement Benefits

The costs and obligations of the Company’s pension and
retiree medical plans are calculated using many assump-
tions to estimate the benefit that the employee earns while
working, the amount of which cannot be completely deter-
mined until the benefit payments cease. The most significant
assumptions, as presented in Other Liabilities (Note 6) in the
Notes to Consolidated Financial Statements, include dis-
count rate, expected return on plan assets, mortality rates,
future trends in health care costs and future pay increases
(Supplemental Plan only). The selection of assumptions is
based on historical trends and known economic and market
conditions at the time of valuation. Actual results may differ
substantially from these assumptions. These differences
may significantly impact future pension or retiree medical
expenses.

Annual pension and retiree expense is principally the
sum of four components: 1) value of benefits earned by
employees for working during the year; 2) increase in liability
from interest; less 3) expected return on plan assets
(Pension Plan only); and 4) other gains and losses as
described below. The expected return on plan assets is cal-
culated by applying an assumed long-term rate of return to
the fair value of plan assets. In any given year, actual
returns can differ significantly from the expected return.
Differences between the actual and expected return on pian
assets are combined with gains or losses resulting from the
revaluation of plan liabilities. Plan liabilities are revalued
annually, based on updated assumptions and information
about the individuals covered by the plan. The combined
gain or loss is generally expensed evenly over the remaining
years that employees are expected to work.

If the value of pension plan assets is less than the accumu-
lated pension benefit obligation, accounting standards require
a company’s balance sheet to include a pension liability equal
to the difference. The adjustment to record this additional lia-
bility is charged to accumulated other comprehensive loss in
stockholders’ equity. The Company recorded a charge of $2.1
million to accumulated other comprehensive loss in 2002 to
reflect required minimum pension liabilities.

The Company’s funding policy for the Pension Plan is to
contribute amounts sufficient to meet minimum funding
requirements set forth in U.S. employee benefit and tax
laws. The Company does not expect cash contributions to
the Pension Plan to be required in 2003. The Company’s
policy for funding the Supplemental Plan and Postretirement
Benefit Plan is to contribute benefits in amounts as deter-
mined at the discretion of management. As of December
31, 2002 and 2001, these Plans were unfunded.

Inventories

Inventories are valued at the lower of weighted average
actual cost, which approximates first-in, first-out (FIFO) or
market value and have been reduced by an allowance for
excess and obsolete inventories. The estimate is based on
management’s review of inventories on hand compared to
estimated future usage and sales. Cost includes material,
labor and manufacturing overhead.

Long-Lived Assets

Long-lived assets, such as property, plant, and equip-
ment, are reviewed for impairment whenever events or
changes in circumstances indicate that the carrying amount
of an asset may not be recoverable. Recoverability of
assets to be held and used is measured by a comparison of
the carrying amount of an asset to estimated undiscounted
future cash flows expected to be generated by the asset. If
the carrying amount of an asset exceeds its estimated future
cash flows, an impairment charge is recognized by the
amount by which the carrying amount of the asset exceeds
the fair value of the asset.

The Company does not have any goodwill or identifiabie
intangible assets.

Deferred Income Tax

A portion of the deferred tax assets, which have been
recorded by the Company, represent net operating loss
carry-forwards. A valuation allowance has been recorded
for certain capital losses and other deferred tax assets. In
assessing the realizability of deferred tax assets, manage-
ment considers whether it is more likely than not that some
portion or all of the deferred tax assets will not be realized.
The ultimate realization of deferred tax assets is dependent
upon the generation of future taxable income during the peri-
ods in which those temporary differences become
deductible. Management considers the scheduled reversal
of deferred tax liabilities, projected future taxable income,
and tax planning strategies in making this assessment.
Based upon this assessment, management believes it is
more likely than not that the Company will realize the bene-
fits of these deductibie differences, net of existing valuation
allowances at December 31, 2002. The amount of net
deferred tax asset considered realizable, however, could be
reduced in the near term if estimates of future taxable
income are reduced.

Accounts Receivable

The Company estimates an allowance for doubtful
accounts after considering the collectibility of balances due,
the credit worthiness of the customer and its current level of
business with the customer. Actual results could differ from
these estimates.

Inflation and Economy

The Company will continue to maintain a policy of con-
stantly monitoring such factors as product demand and
costs, and will adjust prices as these factors and the eco-
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nomic conditions warrant. Management believes the busi-
ness operations of the Company have been affected by the
general decline in the economy.

Other Developments

As of December 31, 2002 the Company ceased the man-
ufacture of foam products at the Company’s West Trenton
facility. Prior to this date, the Company negotiated a con-

tract to private label these products with another manufac-
turer. The Company does not expect any change in
demand for these products which continue to be sold. The
manufacturing assets were fully depreciated. The Company
intends to sell these manufacturing assets to third parties in
future periods. Gains on these sales, if any, will be recorded
in the period sold.

Summarized (unaudited) quarterly financial data of the Company for years 2002 and

2001 are as follows:

(in thousands of dollars except per share data)

2002 2001
First Second  Third Fourth Firs Second Third Fourth
Net sales 6449 _$ 6,387 _$5981 _$ 6.250 $ 6868 _$6779 $6415 $ 5659
Gross profit __§; 1411 _$ 1,870 _$ 1,203 $ 1,308 $ 1450 $ 1992 $1569 _$ 1101
Net (loss) earnings $ (819) $ 185 $ (340) $ (28B) $1540 $ 369 $ (58) $ (298)

Basic and diluted
net (loss) earnings
per common share

$ (92) § 53 §

(87) §

(08) $ 442 $ 1.08 $ (0.17) $ (0.85)
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