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Item 1. BUSINESS

BUSINESS OVERVIEW

W. R, Grace and Co. is engaged in specialty chemicals and specialty materials businesses on a global basis
through its two operating segments, Grace Davison and Grace Performance Chemicals. We entered the
specialty chemicals industry in 1954, when we acquired both the Dewey and Almy Chemical Company and
the Davison Chemical Company. During the 1980s and 1990s, we divested a substantial number of businesses
that were not consistent with our business strategy. Grace is the successor to a company that originated in
1854 and originally became a public company in 1953.

Grace, along with 61 of its United States subsidiaries and affiliates, has filed voluntary petitions for
reorganization under Chapter 11 of the United States Bankruptcy Code and, since 2001, has been subject to
the jurisdiction of the United States Bankruptcy Court for the District of Delaware.

Grace Davison includes:

= catalysts and chemical additives used by petroleum refiners, including fluid catalytic cracking, or FCC,
catalysts, that help to “crack” the hydrocarbon chain in distilled crude oil to produce transportation
fuels, such as gasoline and diesel fuels, and other petroleum-based products, and FCC additives used
to reduce sulfur in gasoline, maximize propylene production from refinery FCC units, and reduce
emissions of sulfur oxides, nitrogen oxides and carbon monoxide from refinery FCC units

* hydroprocessing catalysts used by petroleum refiners in process reactors to upgrade heavy oils into
lighter, more useful products by removing impurities such as nitrogen, sulfur and heavy metals,
allowing less expensive feedstocks to be used in the petroleum refining process

* specialty catalysts, including polyolefin catalysts and catalyst supports that are essential components in
the manufacture of polyethylene and polypropylene resins, and other chemical catalysts used in a
variety of industrial, environmental and consumer applications

* silica-based and silica-alumina-based engineered materials used in:

* industrial markets, such as coatings, plastics and rubber, precision investment casting, refractory,
insulating glass windows, desiccants, and gas and liquids purification

*+ consumer applications, such as food products, toothpaste, pharmaceutical and personal care
products, and the processing of edible oils and beverages

* digital media coatings for ink jet papers

* silica- and polymer-based materials and chromatography columns, instruments, consumables and
accessories used in life and analytical sciences applications

Grace Davison accounted for approximately 53.1% of our 2006 sales.
Grace Performance Chemicals, or GPC, includes:
* Specialty construction chemicals and materials, including concrete admixtures and fibers used to

improve the durability and working properties of concrete, additives used in cement processing to
improve energy efficiency, enhance the characteristics of finished cement and improve ease of use,




building materials used in commercial and residential construction and renovation to protect buildings
from water, vapor and air penetration, and fireproofing materials used to protect buildings in the
event of fire

* Darex® packaging products and technologies, primarily specialty sealants and coatings used in rigid
food and beverage packages, including can and closure sealants used to seal and enhance the shelf life
of can and bottle contents, and coatings for cans and closures that prevent metal corrosion, protect
package contents from the influence of metal and ensure proper adhesion of sealing compounds

Grace Performance Chemicals accounted for approximately 46.9% of our 2006 sales.

Our principal executive offices are located at 7500 Grace Drive, Columbia, Maryland 21044, telephone
(410) 531-4000. As of December 31, 2006, we had approximately 6,500 full-time employees worldwide.

Qur strategy is to seek increased enterprise value by profitably growing our specialty chemicals and materials
businesses in the global marketplace and achieving high levels of efficiency. To achieve these objectives, we
plan to:

= invest in research and development activities, with the goals of introducing new high-performance,
technically differentiated products and services while continuing to enhance manufacturing processes
and operations

» expand sales and manufacturing into geographic areas that are growing, including China, India,
Eastern Europe and the Middle East

* pursue selected acquisitions and alliances that complement our current product offerings or provide
opportunities for faster penetration of desirable market or geographic segments

* continue our commitment to process and productivity improvements and cost-management, such as
rigorous controls on working capital and capital spending, integration of functional support services
worldwide and programs for supply chain management, which include both procurement and materials
management

CHAPTER 11 FILING

On April 2, 2001, Grace, along with 61 of our United States subsidiaries and affiliates, filed voluntary
petitions for reorganization under Chapter 11 of the United States Bankruptcy Code in the United States
Bankruptcy Court for the District of Delaware. The cases are being jointly administered under case number
01-01139. Our non-U.S. subsidiaries and certain of our U.S. subsidiaries were not included in the bankruptcy
filing.

Background of Chapter 11

A bankruptcy filing under Chapter 11 of the United States Bankruptcy Code is generally a voluntary action
taken by a debtor to resolve financial problems such as major liabilities. Chapter 11 gives a debtor the
chance to restructure its finances so that it may continue to operate, provide its employees with jobs and pay
its creditors. Chapter 11 can be used by debtors that are faced with large numbers of product liability
lawsuits in multiple jurisdictions to provide a practical way to address the potential liabilities under the
supervision of one court. A Chapter 11 filing generally stops all lawsuits against a debtor and prevents
creditors from taking action to enforce claims or collect any monies or property that might be owed at the
time of filing.



Chapter 11 permits a debtor to define and resolve its liabilities under a court-supervised process generally
referred to as a reorganization. Unlike a Chapter 7, or liquidation bankruptcy, which results in the sale or
distribution of all of the assets of a business, Chapter 11 reorganization permits a debtor to continue its
normal business operations. Existing management may continue to manage the debtor’s operations during
the reorganization. As a debtor-in-possession, a debtor is able to do business with suppliers and customers in
a routine manner. Certain other activities, including transactions outside the ordinary course of business,
generally require specific approval of the bankruptcy court,

After a debtor files Chapter 11, one or more official committees that represent the interests of general
unsecured creditors, other creditors and stockholders may be appointed. Normally these committees and
their respective advisors are actively involved in the process to monitor the bankruptcy and protect the
interests of their respective constituencies. The fees and expenses of these committees and advisors are paid
by the debtor.

The Chapter 11 process generally ends when the bankruptcy court approves a plan of reorganization for the
debtor. In cases similar to ours with complex asbestos liabilities, debtors have taken several years to
complete the Chapter 11 process.

Grace Chapter 11 Filing

We voluntarily entered Chapter 11 to resolve comprehensively the tens of thousands of asbestos personal
injury claims against us. These claims relate to past products and processes that involved asbestos, a mineral
formerly used widely for many decades in building and other commercial products. Prior to 2000, we were
able to resolve asbestos-related claims through direct negotiations and litigation, paying over $2 billion in
claims and legal costs over a 20-year period. In most of the personal injury lawsuits, we are one of many
defendants. The rate at which new claims were filed had stabilized and annual cash flows with respect to
those claims were manageable and fairly predictable. In 2000 and the first quarter of 2001, the litigation
environment changed with an unexpected 81% increase in personal injury claims filed against us, which we
believe was caused by a surge in unmeritorious claims. We also became a defendant in class action lawsuits
alleging damages from Zonolite Attic Insulation, or ZAlI, a former attic insulation product. Trends in claims
filing and settlement demands showed no sign of returning to historic levels and these unfavorable trends
were exacerbated by the bankruptcy filings of several of our co-defendants in asbestos personal injury
litigation. These trends greatly increased the risk that we would not be able to resolve our pending and
future asbestos-related claims under the state court system.

After a thorough review of these developments, our Board of Directors concluded that a federal court-
supervised bankruptcy process provided the best forum available to achieve fairness in resolving these claims.
On April 2, 2001, we, along with 61 United States subsidiaries and affiliates, filed voluntary petitions for
reorganization under Chapter 11 of the United States Bankruptey Code in the United States Bankruptcy
Court for the District of Delaware. Since that time, we have been subject to the jurisdiction of the
Bankruptcy Court.

We are currently operating as a debtor-in-possession under court protection from creditors and claimants.
We believe that our bankruptcy filing will permit a comprehensive resolution of the claims against us while
preserving the inherent value of our businesses. As a consequence of our bankruptcy filing, pending litigation
against us is generally stayed (subject to certain exceptions in the case of governmental authorities), and no
party may take any action to realize its pre-petition claims except pursuant to an order of the Bankruptcy
Court. Since our bankruptcy filing, the Bankruptcy Court has approved all motions necessary for us to
conduct normal business activities,

Four committees have been appointed in the bankruptcy cases, two representing asbestos claimants, a third
representing other unsecured creditors and a fourth representing shareholders. These committees, and a
legal representative of future asbestos claimants, have the right to be heard on all matters that come before




the Bankruptcy Court and are playing important roles in the bankruptcy cases. We are required to bear
certain costs of the committees and of the future asbestos claimants’ representative, including those of their
counsel and financial advisors.

See disclosure in this Report in Item 3 (Legal Proceedings) and Item 7 (Managements’ Discussion and
Analysis of Financial Condition and Results of Operations) for a description of our proposed plan of
reorganization, proforma financial effects of the proposed plan, and the status of our current Chapter 11
proceedings.

PRODUCTS AND MARKETS
Specialty Chemicals and Specialty Materials Industry Overview

Specialty chemicals and specialty materials are high-value-added products used as catalysts, intermediates,
components, protectants or additives in a wide variety of products and applications. They are generally
produced in relatively small volumes (compared with commodity chemicals) and must satisfy well-defined
performance requirements and specifications. Specialty chemicals and specialty materials are often critical
components of end products, or catalysts for the production of end products and components used in end
products; consequently, they are tailored to meet customer needs, which generally results in a close
refationship between the specialty chemicals or specialty materials producer and the customer.

We focus our business on the following, which we believe are important competitive factors in the specialty
chemicals and specialty materials industry:

» value-added products and services, sold at competitive prices
* customer service, including rapid response to changing customer needs

» technological leadership (resulting from investment in research and development and technical
customer service)

* reliability of product and supply

We believe that our focus on these competitive factors enables us to deliver increased value to customers
and competitive operating margins notwithstanding the increased customer service and research and
development costs that this focus entails.

Grace Davison Operating Segment

Grace Davison, founded in 1832, principally applies silica, alumina, and zeolite technology in the design and
manufacture of products to create significant value for our diverse customer base. Our customers include
major oil refiners, plastics and chemical manufacturers, and consumer products and pharmaceutical
companies. We believe that our technological expertise provides a competitive advantage, allowing us to
quickly design products and materials that help our customers create value in their markets.



The following table sets forth Grace Davison sales of similar products based on end-use markets as a
percentage of Grace total revenue.

2006 2005 2004
% of % of % of
Grace Grace Grace
(In millions) Sales Revenue Sales Revenue Sales Revenue
Refining Industry(1}....coooovvvvceeeeccrrrerrrrreceee | $ 859.1 | 30.4% | $ 796.0 | 31.0%| $ 6519 | 28.9%
Industrial Applications(2) .....ccoovviiveeevnceninnn. 641.5 22.7% 5742 | 223% 540.3 | 23.9%
Total Grace Davison Revenue .............cooerverreenns $1,500.6 | 53.1% | $1,370.2 | 53.3%| $1,192.2 | 52.8%

(1) includes FCC catalysts and hydroprocessing catalysts
(2) includes specialty catalysts, engineered materials, discovery sciences and other industrial technologies

The following table sets forth Grace Davison sales by region as a percentage of Grace Davison total revenue.

2006 2005 2004

% of % of % of

Grace Grace Grace

Davison Davison Davison
(In millions) Sales Revenue Sales Revenue Sales Revenue
NOTth AMETICA...coveriiiiirri i | 3 536.9 358% | $§ 508.9 37.1%| 3 4539 38.1%
EUIOPC ..o rresecsnrsnssisrarasessrsressrsnssennones 6438 | 429% 5614 | 41.0% 498.1 | 41.8%
ASia PacifiC......c.oeeeeviieeeee e 261.9 17.4% 239.1 17.5% 194.1 16.3%
Latin AMENICaA...ccovceiiiicreeercriieerenrcrererenscesseeaneens 58.0 3.9% 60.8 4.4% 46.1 3.8%
Total Grace Davison Revenue ..........ccoocovveeeeee.... $1,500.6 100% | $1,370.2 100% | $1,192.2 100%

FCC Catalysts and Additives

We are a global leader in developing and manufacturing fluidic catalytic cracking, or FCC, catalysts and
additives that enable petroleum refiners to increase profits by improving product yields and quality. Our
products also enable refiners to reduce emissions from their FCC units and reduce sulfur content in the
gasoline and diesel fuel refiners produce.

Oil refining is a highly specialized discipline, and refinery catalysts must be tailored to meet local variations
in crude oil and a refinery’s product mix. We work regularly with customers to help them find the most
appropriate catalyst formulations for their changing needs. We are dependent on the economics of the
petroleum industry, specifically, the impacts of demand for transportation fuels and petrochemical products
and crude oil supply which affect the extent to which our customers utilize the available capacity of their
FCC units. In general, as capacity utilization increases, a refinery needs a disproportionately greater amount
of cataiyst.

Refinery feedstocks vary in quality from sweet to heavy crude oil. Sweet crude feedstocks are more expensive
than heavy crude and have a greater proportion of high-value petroleum products. They also have a lower
proportion of residual oil, or “resid,” which is generally the lowest-value feedstock contained in crude oil.
Although feedstocks with high resid content are less expensive than higher quality feedstocks, the processing
of high resid feedstocks is more difficult because of their relatively high metals, nitrogen and sulfur
contamination and higher boiling points. Due to increased prices for crude oil, refiners have increased their
efforts to maximize the yield from resid feedstocks. We have designed our MIDAS®, IMPACT®, NEKTOR™,
and NOMUS™ product portfolios to enable our customers to increase the efficiency and yield of resid
refining.
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Many U.S. petroleum refiners have entered into consent decrees with the U.S. Environmental Protection
Agency under which the refiners have agreed to reduce emissions of nitrogen oxides and sulfur oxides. The
European Union has also imposed requirements on refineries with respect to nitrogen oxides and sulfur
oxides emissions. FCC units are generally the largest emitters of these pollutants in a refinery. Our catalysts
are designed to assist refineries in meeting their obligations to reduce these pollutants. Our Super DESOX®
product delivers 35-50% reduction in sulfur oxides emissions from a commercial FCC unit. Our XNOx® and
DENOX® products can generally achieve a reduction in nitrogen oxides emissions comparable to that
obtained from the capital-intensive alternatives available to a refinery.

Economic growth in emerging countries has increased the demand for plastics. As a result, our refinery
customers have sought increased profits in the petrochemical market by increasing the yield of propylene
from their FCC units. Qur zeolite-based technology, including our ProPlus™, Olefins Max® and
OlefinsUltra® products, is designed to maximize the propylene output of FCC units.

In recent years, many countries and regions, including the U.S., European Union and China have imposed or
increased the regulatory limitations on the sulfur content of gasoline and diesel fuel. We have developed a
portfolio of products designed to assist refiners in meeting their gasoline sulfur reduction targets including
our D-PriSM® and GSR®-5 additives and our SuRCA®, SATURN® and GSR®-7 catalyst families.

Competition in the FCC catalyst and additives markets is based on technology, product performance,
customer service and price. Our two principal global competitors are BASF Corporation and Albemarle
Corporation. We have multiple regional competitors in the markets for FCC additives.

Hydroprocessing Catalysts

We sell hydroprocessing catalysts through Advanced Refining Technologies, LLC, or ART, our joint venture
with Chevron Products Company. We established ART to combine our technology with that of Chevron and
to develop, market and sell hydroprocessing catalysts to customers in the petroleum refining industry
worldwide.

As discussed above, we are dependent on the economics of the petroleum industry. The increase in prices
for crude oil has increased the value of refinery feedstocks that have high resid content. We are a leading
supplier of hydroprocessing catalysts, including fixed-bed, on-stream catalyst replacement (OCR®) and

i ebuliating bed products, designed for processing these feedstocks.

We also offer a full line of catalysts used in processing ultra-low sulfur content gasoline and diesel fuel,
including our SmART Catalyst System® and ApART™ catalyst system, that are customized for individual
refiners. These products are designed to help refiners meet their obligations to reduce sulfur content in their
products.

Competition in the hydroprocessing catalyst industry is based on technology, product performance, customer
service and price. Albemarle Corporation and Criterion Catalysts and Technologies are our leading global
competitors in hydroprocessing catalysts. We also have multiple regional competitors.

Specialty Catalysts

We are a leading provider of catalyst systems and catalyst supports to the polyolefins industry for a variety of
polyethylene and polypropylene process technologies. These types of catalysts are used for the manufacture
of polyethylene and polypropylene resins used in products such as plastic film, high-performance plastic pipe
and household containers. We use a combination of proprietary catalyst and support technology, as well as
technology licensed from third parties, to provide unique catalyst-based solutions to industry, and to provide
a broad technology portfolio for enhancing collaboration opportunities with technology leaders.




Our single-site catalyst offerings utilize our proprietary manufacturing technology and know-how to integrate
our single-site metallocene catalyst components with our supports to exact customer specifications. These
catalysts are used by cur customers to manufacture high value plastic resins for applications such as no-taste
meat and cheese packaging, soft-feel artificial fabrics, and puncture-resistant shipping sacks. Close
collaboration with our customers accelerates the product development cycle for new plastic resins.

We also supply our Magnapore® polymerization catalyst to produce high performance polyethylene in the
slurry loop process for pipe and film applications. Polytrak®, our newest family of products for the
polypropylene market, is designed to achieve improved polymer performance, particularly for impact-resistant
applications such as automaobile bumpers.

Our Davicat® customized products offer a wide range of chemical and physical properties based on our
material science technology for supported catalysts and biotechnology applications such as nylon and artificial
sweeteners. Our Raney® products are used for the synthesis of organic compounds for the fibers,
pharmaceuticals, plastics, perfumes, soaps, color couplers and petroleum industries. Qur specialty catalysts
products also include washcoat materials used in automotive catalytic converters to lower vehicle emissions
by converting engine pollutants into non-toxic compounds. We are in the process of exploring strategic
alternatives for our washcoat materials business.

The specialty catalyst industry is technology-intensive and suppliers must provide products formulated to
meet customer specifications. There are many manufacturers of polyolefin and other specialty catalysts, and
most sell their products worldwide.

Engineered Materials

Our engineered materials product group provides silica and silica-alumina based functional additives and
process aids, such as silica gel, colloidal silica, zeolitic adsorbents, precipitated silica and silica-aluminas for a
wide variety of applications including:

* industrial applications such as coatings, plastics and rubber, precision investment casting, refractory,
insulating glass windows, desiccants, and gas and liquids purification

* consumer applications such as food products, toothpaste, pharmaceutical and personal care products
and edible oils and beverage processing

* digital media applications such as additives and formulations for matte, semi-glossy and glossy ink
receptive coatings on high performance ink jet papers, photo paper, and commercial wide-format print
media

Our engineered materials products provide valuable additional attributes to the products of our customers,
including matte surface appearance, anti-scratch resistance, improved shelf-life stability and higher purity (by
removing contaminants and impurities). Our products are integrated into our customers’ manufacturing
processes and, when combined with our technical support, can increase the efficiency of such processes. By
working closely with our customers, we help them to react quickly to the changing needs of their customers.
Changing end-customer needs have included higher-resolution ink jet prints, improved scratch resistance of
floor and furniture coatings, less abrasive toothpastes and technologies that are friendly to the environment
such as water-borne coatings, green tires, bio-fuel processing and non-toxic anticorrosive pigments.

We market our engineered materials under the SYLOID®, SYLOJET®, TriSyl®, DARACLAR®,
PERKASIL®, LUDOX®, PHONOSORB®, and SYLOBEAD® and other trademarks.




We have a global position in engineered materials, with greater than 50% of our engineered materials sales
outside of the U.S. Our major competitors are INEQCS, Degussa Corporation and UOP LLC who also sell
their products on a worldwide basis,

Discovery Sciences

Qur discovery sciences product group includes a wide range of chromatography tools that enable scientists to
separate mixtures of molecules into their various constituents. Chromatography is commonly used in a wide
range of applications, including drug discovery and purification for the pharmaceutical and biotechnology
industries, environmental analysis, forensics, petrochemical analysis, food, cosmetics, vitamins and biofuels.

Our product range includes chromatography consumables, analytical and preparative columns packed with
our silica, and bulk silica that customers can pack in their own production columns. We can modify the base
silica and surface chemistry for analytical, preparative and process scale customers, allowing us to enhance
our products for unique applications. Our chromatography products include:

* Vydac®, Alltech®, Jones Chromatography™, Flexit™, Grom™ and MODcol® liquid and gas
chromatography columns, detectors and other chromatography instruments including pumps, gas
generators, auto samplers, flow meters, and gas chromatography instruments

+ Davisil®, and Vydac® silica used by drug companies for laboratory and process scale chromatography

* a wide range of chromatography consumables and accessories including solid phase extraction (SPE)
cartridges, vials, syringes, standards, and thin layer chromatography (TLC) plates

Our discovery sciences products compete on the basis of product quality, distinct technology and customer
support. The market for these products is highly fragmented with a large number of companies that sell their
products on a global and regional basis, although a number of companies, such as Waters Corporation and
Agilent Technologies, have a substantial global position and a relatively large installed customer base. We
have developed this product group over the past few years, primarily through acquisitions of companies with
substantial experience in this industry.

Manufacturing

Our Grace Davison products are manufactured by a network of globally-coordinated plants that are
positioned to service our customers regionally. Our integrated planning organization is responsible for the
effective utilization of our manufacturing capabilities. Qur discovery sciences product group also maintains
specific “centers of excellence” for some product manufacturing.

Marketing{Sales

Our Grace Davison operating segment uses a global organization of technical professionals with extensive
experience in refining processes, catalyst development, and catalyst applications to market our refining
technologies and ART product groups. These professionals work to tailor our technology to the needs of
each specific customer. We generally negotiate prices for our FCC catalysts and ART hydroprocessing
catalysts because our formulations are specific to the needs of each customer and each customer receives
special attention and technical service. Due to the current demand for hydroprocessing catalysts, we
generally sell ART products through long-term supply agreements with our geographically diverse customer
base.

We use a global sales force for our specialty catalysts product group that seeks to maintain close working

relationships with our customers. These relationships enable us to cooperate with major polyolefin resin
producers to develop catalyst technologies that complement their process developments. We have
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geographically distributed our sales and technical service professionals to make them responsive to the needs
of our geographically diverse customers. We typically negotiate prices on an annual basis; however, we also
operate under long-term contracts with built-in pricing mechanisms for certain customers.

We use a combination of agents, distributors, and direct sales professionals for our engineered materials and
discovery sciences product groups. These professionals are organized on a regional basis to meet the needs
of the large and fragmented customer bases of these product groups.

Our marketing and research and development functions are organized at the operating segment level and
operate globally, We also offer web-based support, including technical service, literature access, customer
feedback tools, and process design formulas to assist our customers in determining their needs for our
products. We also offer online ordering and order fulfillment for our discovery sciences products.

Seasonality does not have a significant overall effect on our Grace Davison operating segment. However,
sales of FCC catalysts tend to be lower in the first quarter prior to the shift in production by refineries from
home heating oil for the winter season to gasoline production for the summer season. FCC catalysts and
hydroprocessing catalysts are consumed at a relatively steady rate and are replaced regularly.
Hydroprocessing catalysts are consumed over a period of years and are replaced in bulk in an irregular
pattern. Since our customers periodically shut down their refining processes to replace hydroprocessing
catalysts in bulk, our hydroprocessing catalyst sales to any customer can vary substantially over the course of
a year based on that customer’s catalyst replacement schedule.

Raw Materials

The principal raw materials for Grace Davison products include caustic, alumina, rare earths, nickel,
aluminum, cobalt carbonate, kaolin, molybdenum, sodium aluminate, and sodium silicate. Multiple suppliers
are generally available for each of these materials; however some of our raw materials are provided by single
sources of supply. In some instances, we produce our own raw materials and intermediates. As in many
chemical businesses, we consume significant quantities of natural gas in the production of Grace Davison
products. World events and other economic factors have caused volatility in the price of natural gas.
Increases in the cost of natural gas and other important raw materials can negatively impact our operating
margins.

Grace Performance Chemicals Operating Segment
Our GPC products include specialty construction chemicals and materials and Darex packaging products and
technologies. We entered these businesses in 1954, with our acquisition of the Dewey and Almy Chemical

Company.

The following table sets forth GPC sales of similar products based on end-use markets as a percentage of
Grace total revenue.

2006 2005 2004

% of % of % of

Grace Grace Grace
(In millions) Sales Revenue Sales Revenue Sales Revenue
Construction Industry...........cceoviveeeieverrrirenns $1008.1 | 357%|$ 8869 | 34.5%|$ 7693 | 34.0%
Food Packaging.......cceovvcerermininrernranncsreranioresnnas 296.7 | 10.5% 2929 | 11.4% 279.1 | 12.3%
Industrial Applications...........ccoevveennnnnccccnnne 21.1 0.7% 19.5 0.8% 19.3 0.9%
Total GPC Revenue ..............coooecveevvverecervrrereennes $1,325.9 46.9% | $1,199.3 46.7% | $1,067.7 47.2%
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The following table sets forth GPC sales by region as a percentage of GPC total revenue.

2006 2005 2004

% of % of % of

GPC GPC GPC
{In millions) Sales Revenue Sales Revenue Sales Revenue
NOTrth AMETICA ..ueivervieccnrerericrriessecrsssensiseneneneene. | 3 021.9 | 46.9% ($ 5782 | 48.2% | $ 5251 | 49.2%
BULOPE ..ottt e 4272 32.2% 374.7 31.2% 317.6 29.7%
Asta Pacific....ocoooice e 181.3 13.7% i64.1 13.7% 155.1 145%
Latin AMErica...eeeiveeeericenesserieereenins 95.5 72% 82.3 6.9% 69.9 6.6%
Total GPC Revenue..............ccoviiiveciiniiiiinnnnns $1,325.9 100% | $1,199.3 100% | $1,067.7 100%

Specialty Construction Chemicals and Materials

We are a supplier to the nonresidential (commercial and infrastructure} construction industry, and to a lesser
extent, the residential construction and repair and restoration industries. The following table shows our
principal specialty construction chemicals and materials products:

Products

Concrete admixtures

Additives for cement
processing

Products for
architectural concrete

Admixtures for
masonry concrete

Uses

Customers

Key Brands

Concrete admixtures and polymeric
fibers are used to reduce the
production and in-place costs of
concrete, and improve the life cycle
cost of the structure.

Cement additives added to the
grinding stage of the cement
manufacturing process improve the
energy efficiency of the plant and
enhance the performance of the
finished cement. Chromium
reducing additives help meet
environmental regulations.

Products for architectural concrete
include surface retarders, coatings,
pigments and release agents used
by concrete producers and
contractors to enhance the surface
appearance and aesthetics of
concrete.

Products for masonry concrete are
used by block and paver producers
for process efficiency and to
improve the appearance, durability
and water resistance of finished
concrete masonry units {(CMUs).
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Ready-mix and
precast concrete

ADVA® STRUX®,
PolarSet®, Eclipse®

producers, engineers

and specifiers

Cement
manufacturers

Precast concrete
producers and
architects

Masonry block
manufacturers

CBA®, Synchro®,
HEA2& TDA®

Pieri®

Dry-Block®, Optec®,
Quantec®




Products

Specialty vermiculite
products

Structural
waterproofing, vapor
and air barrier
systems

Residential building
materials

Fire protection and
firestop products

Uses

Customers

Key Brands

Specialty vermiculite products are
used in a wide range of
applications making use of
vermiculite’s insulating properties
and its ability to absorb nutrients,
primarily in the horticultural,
construction, and automotive
industries.

Structural waterproofing and air
barrier systems prevent water,
vapor and/or air infiltration in
commercial structures. Products
include self-adhered sheet and
liquid membranes, joint sealing
materials, drainage composites and
waterstops.

Specialty roofing membranes and
flexible flashings for windows,
doors, decks and detail areas.
Products include fully-adhered
roofing underlayments, synthetic
underlayments and self-adhered
flashing.

Fire protection products are spray-
applied to the structural steel
frame, encasing and insulating the
steel and protecting the building in
the event of fire. Firestop products
and systems compartmentalize and
contain fire and smoke within a
building.

Manufacturers of a
variety of products,
including potting
soils, animal feeds,
brakes, clutches and
fire-rated products

Architects and
structural engineers;
specialty
waterproofing and
general contractors;
specialty
waterproofing
distributors

Roofing contractors,
home builders and
remodelers; specialty
roofing distributors,
lumberyards and
home centers;
homeowners;
architects and
specifiers

Local contractors and
specialty
subcontractors and
applicators; building
materials distributors;
industrial
manufacturers;
architects and
structural engineers

MicroLite®,
Verxite™, FRSV™

Bituthene®, Procor®,
Preprufe®, Perm-A-
Barrier®, Adprufe®

Grace Ice & Water
Shield®, Grace Tri-
Flex 30®, Grace
Vycor®

Monokote®,
FlameSafe®

For some customer groups, such as producers and contractors, operational efficiency and total applied cost
are key factors in making purchasing decisions, while for others, such as architects and engineers, product
performance and design versatility are more important.

In view of this diversity of customers and customer concerns, and because construction chemicals and
building materials require intensive sales and customer service efforts, we maintain a direct sales and
technical support team for construction chemicals and building materials, with sales personnel based in more
than 25 countries worldwide. This sales and support team sells products under global contracts, under U.S.
or regional contracts, and on a job-by-job basis. We also use distributors in both domestic and overseas
markets and for most of our waterproofing products. We compete globally with several large construction
materials suppliers, and regionally and locally with numerous smaller competitors. In recent years, the
cement and concrete industry has experienced some consolidation, thereby increasing the importance of
servicing global customers.
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Competition for our specialty construction chemicals and materials product group is based on product
performance, technical support and service, and brand name recognition in the construction industry.

We seek to improve our products, adapt them for new applications and add new products through our
innovation growth processes which focus on understanding the needs of the customer, key performance
indicators and marketing research and development. We also seek to extend our product portfolio and
geographic reach through acquisitions.

In addition to new product introductions, product enhancements and acquisitions, we look for growth
opportunities in developing countries where increasing construction activity, improvement in building codes,
and sophistication of construction practices can accelerate demand for our construction products. We
continue to expand our commercial and manufacturing capabilities in these geographic areas.

The key raw materials used in our specialty construction products are obtained from a variety of suppliers,
including commodity chemical producers, petroleumn companies and paper manufacturers. The majority of
our raw materials are olefins and organic chemicals; we also make significant purchases of inorganic
materials such as gypsum, as well as specialty materials including specialty films, papers, membranes and
fibers. In most instances, these materials are available from multiple sources. Global supply and demand
factors, and petroleum prices significantly impacted the price and availability of key raw materials in recent
years.

The construction business is cyclical in response to economic conditions and construction demand. The
construction business is also seasonal and dependent on favorable weather conditions, with a decrease in
construction activity during the winter months. Demand for our specialty construction products is primarily
impacted by global non-residential construction activity and U.S. residential construction activity. We seek to
increase profitability and minimize the impact of cyclical downturns in regional economies by introducing
technically advanced high-performance products and expanding geographically. Although in recent years
these strategies have been successful in minimizing the impact of cyclicality on our specialty construction
products product group, a decline in North American construction activity in late 2006 has had an impact on
our residential building materials product line.

Darex Packaging Products and Technologies
Qur Darex packaging products and technologies include:

+ can sealants for rigid containers, which are principally sold to container manufacturers and ensure a
hermetic seal between the lid and the body of beverage, food, aerosol and other cans

» sealants for metal and plastic bottle closures which are principally sold to container manufacturers
and are used on pry-off and twist-off metal crowns, as well as roll-on pilfer-proof and plastic closures
to seal and enhance the shelf life of glass and plastic bottles and jars used in beverage and food
applications

* coatings for metal packaging which are principally sold to container manufacturers and are used in
the manufacture of cans and closures to protect the metal against corrosion, protect the contents
against the influences of metal, ensure proper adhesion of sealing compounds to metal surfaces, and
provide base coats for inks and for decorative purposes

We seek to grow the Darex product group by continually developing and introducing new products to meet
packager and brand owner needs and by focusing on specialty high-growth markets, such as plastic
packaging, and growth geographies. Sales growth of can sealants has been negatively impacted by the
long-term shift from metal to plastic packaging for foods and beverages. This shift has caused a decline in
can sealant usage over recent years, but provides opportunities for increased sales of closure sealants,
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coatings and other products for plastic packaging. We will continue to focus on improving the profitability
and cash flows of this product group through worldwide productivity and strategic sourcing initiatives.

We believe that purchasing decisions in the rigid packaging segments we serve are generally based on
product performance and reliability, as well as additional value added features to address the needs of brand
owners. We have a direct selling force for our Darex products that is focused on consultative sales and
technical support and distributes most of our Darex products directly to a large number of packaging
producers worldwide.

Although raw materials used in our Darex products, including resins, rubber and lattices, are generally
available from multiple sources, some raw materials are purchased from single source suppliers. We seek to
mitigate the risk of using single source suppliers by identifying and qualifying alternative suppliers or, for
unique materials, by using alternative formulations from other suppliers or by passing price increases on to
customers. Some raw materials are also subject to pricing pressures, particularly petroleum-based specialty
and commodity materials such as resins and solvents. Since we manufacture a substantial portion of our
Darex products in developing countries using raw materials from suppliers in the U.S., Europe and other
developed economies, currency revaluations versus the U.S. dollar and Euro in developing countries may
adversely affect our raw material costs and the prices we may charge for our products.

Our Darex product group is affected by seasonal and weather-related factors such as the consumption of
beverages and the size and quality of food crops. These impacts are softened by the global nature of this
product group.

FINANCIAL INFORMATION ABOUT INDUSTRY SEGMENTS AND GEOGRAPHIC AREAS

Financial information about industry segments and geographic areas for 2006, 2005 and 2004 is contained in
Note 19 to the Consolidated Financial Statements in the Financial Supplement to this Report. Risks
attendant to our foreign operations are discussed below in “Risk Factors.”

INTELLECTUAL PROPERTY; RESEARCH ACTIVITIES

Competition in our industry is often based on technological superiority and innovation. Our ability to
maintain our margins and effectively compete with other suppliers depends on our ability to introduce new
products based on innovative technology, as well as our ability to obtain patent or other intellectual property
protection. Our research and development programs emphasize development of new products and processes,
improvement of existing products and processes and application of existing products and processes to new
industries and uses. We conduct research in all regions, with North America and Europe accounting for the
most activity.

Numerous patents and patent applications protect our products, processes and manufacturing equipment. We
also benefit from trade secrets, including know-how and other proprietary information relating to many of
our products and processing technologies. There can be no assurance, however, that our patents, patent
applications and precautions to protect trade secrets and know-how wilt provide sufficient protection for our
intellectual property. In addition, other companies may independently develop systems or processes that
circumvent our patents or acquire patent rights applicable to our business.

Research and development expenses relating to continuing operations amounted to $64 million in 2006,

$59 million in 2005 and $51 million in 2004. These amounts include expenses incurred in funding external
research projects. The amount of research and development expenses relating to government- and customer-
sponsored projects (rather than projects that we sponsor) was not material during these periods.
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ENVIRONMENTAL, HEALTH AND SAFETY MATTERS

We are subject, along with other manufacturers of specialty chemicals, to stringent regulations under
numerous U.S. federal, state and local and foreign environmental, health and safety laws and regulations
relating to the generation, storage, handling, discharge, disposition and stewardship of hazardous wastes and
other materials. Environmental iaws require that responsible parties fund remediation actions regardless of
fault, legality of vriginal disposal or ownership of a disposal site, We are involved in remediation actions to
address hazardous wastes or other materials as required by U.S. federal, state and local and foreign laws.
During the Chapter 11 proceeding, we generally are not participating in the funding of investigation and
remediation at sites that we do not own. Our ultimate liability with respect to many of these sites will be
determined as part of the Chapter 11 proceeding.

We have expended substantial funds to comply with environmental laws and regulations and expect to
continue to do so in the future. The following table sets forth our expenditures in the past three years, and
our estimated expenditures in 2007 and 2008, for (i) the operation and maintenance of manufacturing
facilities and the disposal of wastes; (ii) capital expenditures for environmental control facilities; and (iii) site
remediation:

Operation of Facilities

Year and Waste Disposal Capital Expenditures  Site Remediation
—H_ (in $ millions) {in $ millions) (in $ millions)
2004 ... e e e e $47 $7 $9
2005 ... e $51 $9 $28
2000 ... nae e $59 $8 1
2007 oo s $60 $10 $9
2008 ... $61 $13 $22

*  For 2007 and 2008, amounts are current estimates based on the assumption that we do not emerge from
Chapter 11 and incur costs associated with sites that we do not own during the specified periods.

See Part I, Item 3 of this 10-K for additional information about our environmental remediation activities.

We continuously seek to improve our environmental, health and safety performance. To the extent
applicable, we extend the basic elements of the American Chemistry Council’s Responsible Care® program
to all our locations worldwide, embracing specific performance objectives in the key areas of management
systems, product stewardship, employee health and safety, community awareness and emergency response,
distribution, process safety and pollution prevention. In addition, we have implemented key elements of the
new Responsible Care® Security Code for our operations and systems. We have completed a review of our
existing security (including cyber-security) vulnerability and have taken actions to enhance our security
systems and protect our assets.

EMPLOYEE RELATIONS

As of December 31, 2006, we employed approximately 6,500 persons, of whom approximately 3,200 were
employed in the United States. Of our total employees, approximately 3,100 work in Grace Davison facilities,
approximately 2,600 work in Grace Performance Chemicals facilities, and approximately 800 are dedicated to
corporate activities and/or are shared through globally managed professional groups such as financial and
legal services, human resources, information technology, supply chain and environmental health and safety.

Approximately 900 of our manufacturing employees in the United States are represented for collective

bargaining purposes by a total of approximately 10 different local collective bargaining groups. We have
operated without a labor work stoppage for more than 10 years.
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We have works councils representing the majority of our European sites serving approximately 1,600
employees.

RISK MANAGEMENT
‘ We have programs in place to address the following significant risks to Grace:

+ Disasters - We have disaster recovery plans in effect at key sites, and we have built a certain amount
of redundancy into our production plants where feasible. We also have a formalized risk management
program, which includes several types and layers of insurance. We are advised by risk management

' professionals and brokers who are familiar with recent trends in the insurance markets worldwide.

The level of insurance carried, and other related aspects such as deductibles, self-insurance levels, etc.
are monitored by management and reviewed by the Board of Directors on a regular basis.

o Environmental - We are committed to the heath and safety of all employees and to protecting the
environment from damage through the use or production of our products. Our Environmental Health
and Safety (EH&S) organization is global in scope and is charged with assuring that we live up to our
commitments in this area. The group performs EH&S audits of our facilities and regularly monitors
local laws and regulations to ensure that we are in full compliance. Where appropriate, we use
outside consultants and experts to augment our in-house staff. We continue to implement our EHS
management system in our facilities worldwide. Our EHS management system is designed to enable
us to apply “best practices” and “continual improvement” principles across our business.

s Ethics and Fraud — We insist that our employees maintain the highest standards of ethical behavior.
We have preventative and investigatory programs in place to maintain these standards, as follows:

* We have established online ethics training programs in several languages.

» All U.S. employees and key employees outside the U.S. must sign an annual Ethics Statement in
which they renew their commitment to operate ethically and according to the Grace code of
conduct. They must also report any actual or potential conflicts of interest for evaluation by
management, and remediation if necessary.

» We have an anonymous telephone line to report fraudulent or unethical behavior to our Chief
Ethics Officer. The direct line is available to all employees worldwide where local law allows such
a facility. All allegations of fraud are reported to the Audit Committee.

» Qur Internal Audit Department is independent of management and reports functionally to the
Chairman of the Audit Committee of the Board of Directors. The department conducts
investigations in collaboration with the Chief Ethics Officer when alleged frauds have accounting,
financial reporting or fiscal aspects.

 We provide training to financial personnel in key positions covering topics such as the U.S.
Foreign Corrupt Practices Act, the Sarbanes Oxley Act of 2002, and other laws and regulations
relating to ethical or legal matters.

AVAILABILITY OF REPORTS AND OTHER DOCUMENTS

We maintain an Internet website at www.grace.com. Our annual reports on Form 10-K, quarterly reports on
Form 10-Q, current reports on Form 8-K, and amendments to those reports, filed or furnished pursuant to
Section 13(a) or 15(d) of the Securities Exchange Act of 1934, as amended, are available, free of charge, on
our website as soon as reasonably practicable after such reports are electronically filed with, or furnished to,
the Securities and Exchange Commission. These reports may be accessed through our website’s investor
information page.

17




In addition, the charters for the Audit, Compensation, Nominating and Governance, and Corporate
Responsibility Committees of our Board of Directors, our corporate governance guidelines and code of
ethics are available, free of charge, on our website at www.grace.com/About/Leadership/Governance/. Printed
copies of the charters, governance guidelines and code of ethics may be obtained free of charge by
contacting Grace Shareholder Services at 410-531-4167.

The information on our website is not, and shall not be deemed to be, a part of this report or incorporated
into any other filings we make with the Securities and Exchange Commission.

On April 7, 2006, our Chief Executive Officer submitted a certification to the New York Stock Exchange
that, as of such date, he was not aware of any violation by Grace of the New York Stock Exchange corporate
governance listing standards. Qur Chief Executive Officer and Chief Financial Officer have submitted
certifications to the SEC pursuant to the Sarbanes Oxley Act of 2002 as exhibits to this Report.

EXECUTIVE OFFICERS
See Part III, item 10 of this Report for information about our Executive Officers,

Item 1A. RISK FACTORS

This report and the Financial Supplement contain, and our other public communications may contain,
projections or other “forward-looking” information, that is, information related to future, not past, events.
Such information generally includes the words “believes,” “plans,” “i ¥ “targets,” “will,” “expects,”

intends,
“anticipates,” or similar expressions. Forward-looking information inctudes all statements regarding our
Chapter 11 proceeding (including the pro forma financial statements included in “Management’s Discussion
and Analysis of Financial Condition and Results of Operations”), expected financial position, results of
operations, cash flows, financing plans, business strategy, budgets, capital and other expenditures, competitive
positions, growth opportunities for existing products, benefits from new technology and cost reduction
initiatives, plans and objectives of management, and markets for securities. For these statements, we claim
the protection of the safe harbor for forward-looking statements contained in the Private Securities
Litigation Reform Act of 1995. Like other businesses, we are subject to risks and uncertainties that could
cause our actual results to differ materially from our projections or that could cause other forward-looking
information to prove incorrect. Further, our reported results should not be considered as an indication of
our future performance. Readers are cautioned not to place undue reliance on our projections and forward-
looking information, which speak only as of the date thereof. We undertake no obligation to publicly release
any revisions to the projections and forward-looking information contained in this document, or to update
them to reflect events or circumstances occurring after the date of this document.

In addition to general economic, business and market conditions, we are subject to other risks and
uncertainties, including, without limitation, the following:

COMPANY RISKS

The outcome of our Chapter 11 cases could result in the substantial dilution or cancellation of Grace’s currently
outstanding common stock.

The outcome of our Chapter 11 cases depends primarily upon the resolution of our asbestos-related and
other contingent liabilities. The Bankruptcy Court has agreed to a process for estimating our asbestos-related
liabilities, which estimate would form the basis for a plan of reorganization that would provide for the
funding of a trust to which all pending and future asbestos-related claims would be channeled. If the allowed
amount of asbestos-related liabilities, as determined through estimation or otherwise, and other liabilities
exceeds assets available for funding, then we likely would issue additional shares of Grace common stock to
satisfy such liabilities. The number of shares to be issued could substantially dilute the interests of current
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shareholders or result in a recapitalization of Grace that would cancel the shares of current shareholders and
issue new shares to asbestos and other creditors. Because of this risk of substantial dilution or cancellation,
the value of Grace common stock is highly speculative and any investment in Grace common stock poses a
high degree of risk.

If our proposed plan of reorganization is not confirmed, the ownership interests of holders of currently outstanding
Grace common stock may become further diluted or worthless.

Our proposed plan of reorganization provides that Grace common stock would remain outstanding at the
effective date of the plan, but the interests of current holders of Grace common stock would be subject to
substantial dilution by additional Grace securities that may be issued under the plan. The pro forma financial
information included under the caption “Management’s Discussion and Analysis of Financial Condition and
Results of Operations — Proforma Financial Information” in the Financial Supplement reflects the
accounting effects of the plan as if it had become effective on December 31, 2006, and as if it had been in
effect for the year ended December 31, 2006. If the plan is not confirmed or, if confirmed, if its provisions
are materially different from those proposed, the proforma financial information will change.

The plan is subject to the fulfillment of numerous conditions, including a determination by the Bankruptcy
Court that the maximum amount that we and other parties would be required to contribute to the trust for
the benefit of asbestos claimants does not exceed $1,613 million, and that assets from settlement agreements
with Sealed Air Corporation and Fresenius Medical Care will be available to fund our liabilities. The
asbestos creditors have asserted that the plan is unconfirmable and have asked the Bankruptcy Court for
authority to file one or more alternative plans. If the conditions precedent in our proposed plan are not
fulfilled and the Bankruptcy Court confirms another plan, the other plan may provide for greater dilution of,
or cancellation of, the interests of current holders of Grace common stock. Because of this possibility, the
value of Grace common stock is highly speculative and any investment in Grace common stock poses a high
degree of risk.

The bankruptcy process may disrupt our business.

We have attempted to minimize the adverse effect of our Chapter 11 reorganization on our relationships
with our employees, suppliers, customers and other parties. Nonetheless, as our reorganization becomes
more protracted, our relationships with our customers, suppliers and employees may be adversely impacted
and our operations could be materially and adversely affected. In addition, the continuation of our
reorganization could negatively affect our ability to attract new employees and retain existing high
performing employees.

Chapter 11 limits the flexibility of our management team in running our business.

While we operate our businesses as debtor-in-possession under supervision by the Bankruptcy Court, we are
required to obtain the approval of the Bankruptcy Court prior to engaging in activities or transactions
outside the ordinary course of business, For example, our strategic plan includes the acquisition of businesses
in the specialty chemicals industry. Such acquisitions generally require Bankruptcy Court approval.
Bankruptcy Court approval of non-ordinary course activities entails preparation and filing of appropriate
motions with the Bankruptcy Court, negotiation with the various creditors” committees and other parties in
interest and one or more hearings. The various creditors’ committees and other parties in interest may be

. heard at any Bankruptcy Court hearing and may raise objections with respect 1o these motions. This process
delays major decisions and limits our ability to respond quickly to opportunities and events in the
marketplace. Furthermore, in the event the Bankruptcy Court does not approve a proposed activity or
transaction, we would be prevented from engaging in activities and transactions that we believe are beneficial
to Grace.

19




We may not be able to collect all asbestos-related insurance payments that may be due to us.

We have insurance coverage for a portion of the asbestos-related claims against us. We estimate that,
assuming an ultimate payout of asbestos-related claims equal to the $1,700 million of asbestos-related
liabilities recorded on our balance sheet, we should be entitled to approximately $500 million of insurance
recovery. Accordingly, our December 31, 2006 balance sheet includes a long-term asset for estimated
asbestos-related insurance of $500 million. Although this amount pertains only to insurance carriers with
which we have asbestos settlement agreements, and/or which are currently solvent, we cannot be sure that all
these amounts will be collected. The timing and amount of future payments from our insurers depends on
their continued solvency and the resolution of disputes regarding coverage under the insurance policies as
well as the nature and timing of actual claims paid. Because of the significance of our future asbestos-related
payments, the receipt of timely and complete payments from our insurers will be important to the success of
our reorganization.

Grace is currently under criminal indictment in connection with our former vermiculite mining and processing
activities in Libby, Montana.

Along with seven current or former senior level employees, Grace has been indicted in connection with our
former vermiculite mining and processing activities in Libby, Montana. The indictment accuses Grace and
the co-defendants of conspiracy to violate environmental laws and obstruct federal agency proceedings,
violations of the federal Clean Air Act, and obstruction of justice. Trial is scheduled for September 2007 but
the case is stayed pending appeal by the U.S. to the Ninth Circuit Court of Appeals of certain pre-trial
rulings in favor of the defendants. According to the U.S. Department of Justice, Grace could be subject to
fines in an amount equal to twice the after-tax profit earned from our Libby operations or twice the alleged
loss suffered by Libby victims, plus additional amounts for restitution to victims, The indictment alleges that
our after-tax profits were $140 million. Grace has categorically denied any criminal wrongdoing and intends
to vigorously defend itself at trial. We are unable to assess whether the indictment or any conviction will
have a material adverse effect on our results of operations or financial condition or affect our bankruptcy
proceedings. However, we expect that legal fees for Grace’s defense and that of cur current and former
employees could range from $3 million to $5 million per quarter while the appeal is pending.

We are subject to environmental clean-up fines, penalties and damage claims that have been and continue to be
costly.

Grace is subject to lawsuits and regulatory actions, in connection with current and former operations, for
breaches of environmental laws that seek clean-up or other remedies. For example, a federal court has ruled
that Grace is responsible for reimbursing the government for $54.5 million (plus interest) in costs expended
through December 2001 and for all appropriate future clean-up costs with respect to our former vermiculite
mining and processing activities in Libby, Montana. The State of New Jersey is seeking civil penalties for
alleged misrepresentations and false statements made in an official filing in connection with the closing of a
former plant in New Jersey, and we are aware that the State of New Jersey and U.S. Department of Justice
each may be conducting criminal investigations related to our former operations of that plant which included
vermiculite processing and other activities. Grace is also subject to other lawsuits and investigations by public
and private parties under various environmental laws in connection with our current and former operations
in various states, including with respect to off-site disposal at facilities where Grace has been identified as a
potentially responsible party under the Comprehensive Environmental Response, Compensation and Liability
Act of 1980, as amended, commonly referred to as CERCLA.

We have established accounting accruals for all environmental matters for which sufficient information is
available. As we receive new information, our estimated liability may change materially. We do not have
sufficient information to accrue for all of Grace’s environmental risks, and we cannot be sure that our actual
costs will be equal to or less than our current estimates and accruals. Furthermore, it is reasonably possible
that costs associated with those environmental matters for which we have established accruals may exceed
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our current accruals by material amounts. Specifically, our estimate of expected costs in connection with the
EPA activities with respect to our former vermiculite mining and processing activities is based on
documentation furnished by EPA related to past costs, public comments regarding the EPA's spending plans,
discussions of spending forecasts with EPA representatives, analysis of other information made available from
the EPA, and evaluation of probable remediation costs at processing sites. As the EPA’s spending on these
matters increases, which we cannot anticipate with certainty, our potential liability for remediation will
increase. Some or all of our liability in connection with alleged violations of environmental laws may not be
discharged upon confirmation of our proposed plan of reorganization.

Our capital resources are limited and we have limited access to additional financing.

In addition to the cash requirements necessary to fund our ongoing operations, we currently are incurring,
and anticipate that we will continue to incur significant, professional fees and other restructuring costs in
connection with the Chapter 11 proceedings. We are currently funding our operations with cash flow from
operations and a debtor-in-possession (DIP) loan facility, which expires on April 1, 2008, in the aggregate
amount of $250 million, and with a borrowing availability as of December 31, 2006 of $175.0 million. Based
on our current and anticipated level of operations, we believe that our cash flow from operations and
financing available under the DIP facility are adequate to meet our current and anticipated cash
requirements during the Chapter 11 proceedings. If such amounts are not sufficient to fund operations until
a plan of reorganization is confirmed by the Bankruptcy Court, we may be required to reduce planned
capital expenditures or seek additional financing. Further, our proposed plan of reorganization requires, and
any plan of reorganization that is ultimately confirmed is likely to require, Grace to borrow funds for the
payment of certain claims in cash. We can provide no assurance that additional financing for current
operations or for payment of claims under a plan of reorganization will be available or, if available, offered
on acceptable terms. As a result of the uncertainty surrounding our current circumstances, we cannot
determine our long-term liquidity requirements or the adequacy of our capital resources until a plan of
reorganization is confirmed by the Bankruptcy Court.

We have unfunded and underfunded pension plan liabilities which will likely require us to use current and future
operating cash flow to fund the shortfall. We have no assurance that we will generate sufficient cash flow to satisfy
these obligations.

We maintain U.S. and non-U.S. defined benefit pension plans covering employees who meet age and service
requirements. Qur net pension liability and cost is materially affected by the discount rate used to measure
pension obligations, the longevity and actuarial profile of our workforce, the level of plan assets available to
fund those obligations and the expected long-term rate of return on plan assets. Significant changes in
investment performance or a change in the portfolio mix of invested assets can result in corresponding
increases and decreases in the valuation of plan assets, particularly equity securities, or in a change in the
expected rate of return on plan assets. A change in the discount rate would result in a significant increase or
decrease in the valuation of pension obligations, affecting the reported funded status of our pension plans as
well as the net periodic pension cost in the following years. Similarly, changes in the expected return on plan
assets can result in significant changes in the net periodic pension cost in the following years.

The international scope of our operations subjects us to the risks of doing business in foreign countries, which could
adversely affect our business, financial condition and results of operations.

We conduct a substantial portion of our business outside of the United States, with 63.5% of our 2006 sales
to non-U.S. customers. We currently have many production facilities, research and development facilities and
administrative and sales offices located outside North America, including facilities and offices located in
Europe, Latin America and Asia. We expect sales from international markets to continue to represent a
significant portion of our revenue. Accordingly, our business is subject to risks related to the differing legal,
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political, social and regulatory requirements and economic conditions of many jurisdictions. Risks inherent in
international operations include the following:

= agreements may be more difficult to enforce and receivables more difficult to collect

« foreign countries may impose additional withholding taxes or adopt other restrictions on foreign trade
or investment, including currency exchange controls

* we may have difficulty transferring our profits or capital from foreign operations to the United States
or other countries where such funds could be more profitably deployed

* foreign governments may nationalize private enterprises

* we may experience unexpected adverse changes in export duties, quotas and tariffs and difficulties in
obtaining export licenses

* intellectual property rights may be more difficult to enforce

* our business and profitability in a particular country could be affected by political or economic
repercussions on a domestic, country specific or global level from terrorist activities and the response
to such activities

+ we may be affected by unexpected adverse changes in foreign laws or regulatory requirements
y Y p g g g ry req

In addition, certain of our operations are in high-risk regions of the world such as the Middle East, portions
of Asia and Latin America. Unanticipated events, such as geopolitical changes, could adversely affect these
operations. Our success as a global business will depend, in part, upon our ability to succeed in differing
legal, regulatory, economic, social and political conditions by developing, implementing and maintaining
policies and strategies that are effective in each location where we do business.

We are exposed to currency exchange rate fluctuations that could impact our profitability,

We are exposed to currency exchange rate risk through our non-U.S. operations. As we conduct a significant
portion of our operations outside the United States, fluctuations in currencies of other countries, especially
the Euro, may materially affect our operating results. For example, changes in currency exchange rates may
affect the relative prices at which our competitors and we sell products in the same market and the cost of
materials used in our operations. A substantial portion of our net sales and assets are denominated in
currencies other than the U.S. dollar. During times of a strengthening U.S. dollar, at a constant level of
business, our reported international sales, earnings, assets and liabilities will be reduced because the foreign
currency will translate into fewer U.S. dollars.

In addition to currency translation risks, we incur a currency transaction risk whenever ane of our operating
subsidiaries enters into either a purchase or a sales transaction using a currency different from the operating
subsidiary’s functional currency. Given the volatility of exchange rates, we may not be able to manage our
currency transaction and/or translation risks effectively, or volatility in currency exchange rates may expose
our financial condition or results of operations to a significant additional risk.

We may be subject to claims of infringement of the intellectual property rights of others, which could hurt our
business.

From time to time, we face infringement claims from our competitors or others alleging that our processes

or products infringe on their proprietary technologies. Any claims that our products or processes infringe the
intellectual property rights of others, regardless of the merit or resolution of the claims, could cause us to
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incur significant costs in responding to, defending and resolving the claims, and may divert the efforts and
attention of our management and technical personnel from our business. If we are found to be infringing on
the proprietary technology of others, we may be liable for damages, and we may be required to change our
processes, redesign our products, pay others to use the technology or stop using the technology or producing
the infringing product. Even if we ultimately prevail, the existence of the lawsuit could prompt our customers
to switch to products that are not the subject of infringement suits.

Our ability to use net operating loss carryovers to reduce future tax payments may be limited if there is a change in
ownership of Grace or if Grace does not generate sufficient U.S. taxable income.

As of December 31, 2006, we had $190.9 million of net operating loss carryovers, or NOLs, available to
reduce U.S. federal taxable income in future years. Our ability to utilize our NOLs may be limited by
Section 382 of the Internal Revenue Code of 1986, as amended, if we undergo an ownership change as a
result of future changes in the ownership of outstanding Grace common stock. In addition, our ability to
utilize NOLs is dependant on our ability to generate sufficient future taxable income in the U.S.

While Grace is in bankruptcy, we are not permitted to pay dividends on Grace common stock.

We are not permitted to pay dividends on Grace common stock while we are in bankruptcy. Following
emergence from bankruptcy, we may be subject to covenants in connection with our financing arrangements
that limit or prevent us from paying dividends for the foreseeable future. Furthermore, it is likely that
following our emergence from bankruptcy, our board of directors will decide to reinvest our operating cash
flow in our business rather than paying dividends. Accordingly, for the foreseeable future, investors in Grace
common stock, in all likelihood, will obtain an economic benefit from their shares only by selling them.

INDUSTRY RISKS

Prices for raw materials and energy are volatile; we may not be able to pass through increases in costs and expenses
for raw materials and energy which may hurt our profitability.

We use significant amounts of natural gas in the manufacture of our Grace Davison products. We also use
significant amounts of petroleum-based materials in our GPC products, including specialty and commodity
materials such as resins and solvents. We purchase natural gas and petroleum-based products from third-
parties. Prices of natural gas and petroleum products have increased dramatically in recent years. To the
extent this trend continues and we are unable to pass through these price increases (o our customers, our
operating profit and results of operations may decline.

A substantial portion of our raw materials are commodities whose prices fluctuate as market supply/demand
Jundamentals change.

We attermnpt to manage exposures to price volatility of major commodities through:
* long-term supply contracts
* forward buying programs that layer in our expected requirements systematically over time
* limited use of contracts and financial instruments

Although we regularly assess our exposure to raw materials price volatility, we cannot always predict the
prospects of volatility and we cannot always cover the risk in a cost effective manner.

We have a policy of maintaining, when available, multiple sources of supply for raw materials. However,
some of our raw materials are provided by single sources of supply. We may not be able to obtain sufficient
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raw materials due to unforeseen developments that would cause an interruption in supply. Even if we have
multiple sources of supply for raw materials, these sources may not make up for the loss of a major supplier.

We spend large amounts of money for environmental compliance in connection with our current and former
operations.

As a manufacturer of specialty chemicals and materials, we are subject to stringent regulations under
numerous U.S. federal, state, local and foreign environmental, health and safety laws and regulations relating
to the generation, storage, handling, discharge, disposition and stewardship of hazardous wastes and other
materials. We have expended substantial funds to comply with such laws and regulations. Legislative,
regulatory and economic uncertainties make it difficult for us to project future spending for these purposes,
and if there is an acceleration in new regulatory requirements, we may be required to expend substantial
additional funds to remain in compliance.

The length and depth of product and industry business cycles in our markets, particularly in the construction and
petroleum refining industries, may result in periods of reduced sales, operating margins and operating losses.

The construction products portion of our GPC operating segment and the refining products portions of our
Grace Davison operating segment are sensitive to the cyclical nature of their respective industries. Qur
hydroprocessing catalyst product group and other hydroprocessing catalyst suppliers have experienced
alternating periods of inadequate capacity and excess capacity for their products. Periods of inadequate
capacity, including some due to raw material shortages, have usually resulted in increased selling prices and
operating margins. This has often been followed by periods of capacity additions, which have resulted in
declining capacity utilization rates, selling prices and operating margins.

Some of our employees are unionized, represented by workers’ councils or employed subject to local laws that are
less favorable to employers than the laws of the United States.

As of December 31, 2006, we had approximately 6,500 employees worldwide. Approximately 28% of our
3,200 U.S. employees is unionized. In addition, a large number of our employees are employed in countries
in which employment laws provide greater bargaining or other rights to employees than the laws of the
United States. Such employment rights require us to work collaboratively with the legal representatives of
the employees to effect any changes to labor arrangements. For example, most of our employees in Europe
are represented by workers’ councils that have co-determination rights on any changes in conditions of
employment, including salaries and benefits and staff changes, and may impede efforts to restructure our
workforce. Although we believe that we have a good working relationship with our employees, a strike, work
stoppage or slowdown by our employees or significant dispute with our employees could result in a
significant disruption of our operations or higher ongoing labor costs.

We work with dangerous materials that can injure our employees, damage our facilities and disrupt our operations.

Some of our operations involve the handling of hazardous materials that may pose the risk of fire, explosion,
or the release of hazardous substances. Such events could result from terrorist attacks, natural disasters, or
operational failures, and might cause injury or loss of life to our employees and others, environmental
contamination, and property damage. These events might cause a temporary shutdown of an affected plant,
or portion thereof, and we could be subject to penalties or claims as a result. A disruption of our operations
caused by these or other events could have a material adverse effect on our results of operations.

Item 1B. UNRESOLVED STAFF COMMENTS

None.
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Item 2. PROPERTIES

We operate manufacturing and other types of plants and facilities (including office, warehouse, and
other service facilities) throughout the world. Some of these plants and facilities are shared by both of our
operating segments. We own all of our major manufacturing facilities. Substantially all of our U.S. properties
are subject to security interests under our debtor-in-possession borrowing facility. We consider our major
operating properties to be in good operating condition and suitable for their current use. We believe that,
after taking planned expansion into account, the productive capacity of our plants and other facilities is
generally adequate for current operations and foreseeable growth.

Our Grace Davison operating segment operates out of 26 facilities in the following regions:

Number of
Region Facilities
INOTER ATTIETICA oo ieeiereieieereeiiveeiisresesesssressremsesetetsssbs sssbrsassesssseninseesstassrranesreseesbsbesibbes i abasanr eaaatansasnnsnssness 14
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LTIl AITIETICA +1evevreieseereeeteeetniissstsistssissses esbesassasrsntessssasassarrennseenats obssiasassabessstnnsasbanisinnsitnstessnsnssasnasesasses 1
ASIA PACIHIC 0 veereeee ettt iiecrtee st setssaesressae s be s abasreriases ra e e s Ty ne et aebssaue bR aaat s saat s e a e irns b ae s T e rrmeesmneabdsa b s abrtean 4

Our largest Grace Davison facilities are located in Baltimore, Maryland; Lake Charles, Louisiana; and
Worms, Germany. Our Grace Davison operating segment also operates sales offices and warehouses in
various regions.

Our Grace Performance Chemicals operating segment operates out of 64 facilities in the following regions:

Number of
Region Facilities
INOTTR ATNETICA .o veiievveerieeesrrreseeeseeeeesiseeiissesasseesassesranaarenssrnns sannes srrssanssrintisatbnssastesassnsnnsnssnsansesantaessrnnsss 24
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LATIN ATNIETICA cuteieiieierieesieeesirisesstsesstreastesssressseresserensaabasesssessasssssrsnensessasssssstt sarsnssanssnesstesiossniorsnsnassrnsine 4
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Our largest GPC facilities are located in Cambridge, Massachusetts; Chicago, Illinois; Slough, England;
Epernon, France; Atsugi, Japan, Singapore; and Hamburg, Germany. Because of the nature of our GPC
products, GPC requires a greater number of facilities to service our customers than Grace Davison. Also,
these facilities are generally smaller and less capital intensive than our Grace Davison facilities. For
information on our net properties and equipment by region and country, see Note 19 to our Consolidated
Financial Statements in the Financial Supplement to this Report.

Item 3. LEGAL PROCEEDINGS
CHAPTER 11 PROCEEDINGS

Disclosure provided in this Report in Item 1 (Business) under the caption “Chapter 11 Filing” and in Note 1
(Bases of Presentation and Summary of Significant Accounting and Financial Reporting Policies) under the
caption “Voluntary Bankruptcy Filing,” and Note 2 {Chapter 11-Related Information) to the Consolidated
Financial Statements in the Financial Supplement is incorporated herein by reference.

ASBESTOS LITIGATION
Disclosure provided in this Report in Item 8 (Financial Statements and Supplementary Data) under Note 3

(Asbestos-Related Litigation) to the Consolidated Financial Statements in the Financial Supplement is
incorporated herein by reference.
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ENVIRONMENTAL INVESTIGATIONS, CLAIMS AND CIVIL PROCEEDINGS

Disclosure provided in this Report in Item 8 (Financial Statements and Supplementary Data) under Note 14
{Commitments and Contingent Liabilities) under the caption “Environmental Remediation” to the
Consolidated Financial Statements in the Financial Supplement is incorporated herein by reference.

The EPA also has compiled for investigation a list of 245 facilities that at one time used, stored, or expanded
vermiculite concentrate that originated from the Libby vermiculite mine. Included in this list are 50
vermiculite expansion plants that Grace currently operates or formerly operated. The EPA has listed 17 of
these 50 sites as requiring additional action. Grace has conducted corrective actions or investigations at six of
these sites. The EPA filed proofs of claims for 9 of these sites (not including Minneapolis, MN and Libby,
MT), and for three other sites never owned or operated by Grace.

In addition, another governmental agency commenced a separate investigation at 28 of the 245 facilities, 23
of which Grace currently operates or formerly operated. During 2006, health screenings for current and
former Grace employees and their household contacts commenced at two of these locations at a cost of
approximately $2 million (including indirect costs). Grace’s December 31, 2006 environmental reserve
included this amount. Grace does not have sufficient information to determine whether this separate
investigation is likely to result in any additional liability.

In February 2000, a purported class action lawsuit was filed in the U.S. District Court for Montana, Missoula
Division (Tennison, et al. v. W R. Grace & Co., et al.) against Grace on behalf of all owners of improved
private real property situated within 12 miles of Libby, Montana. The action alleges that the class members
have suffered harm in the form of environmental contamination and loss of property rights resulting from
Grace’s former vermiculite mining and processing operations. The complaint seeks remediation, property
damages, and punitive damages. This case has been stayed as a result of the Chapter 11 filing. However, as
described in this Report in Item 8 (Financial Statements and Supplementary Data) under Note 14
{Commitments and Contingent Liabilities) under the caption “Vermiculite Related Matters ~ Cost Recovery
Claim”, the EPA has been conducting remediation activities in and around Libby, which include the
remediation of private real property.

In October 2000, a purported class action lawsuit was filed in the U.S. District Court for the District of
Minnesota, 4" Division (Chase v. W R. Grace & Co.-Conn.) alleging loss of property values in the vicinity of
the former Grace plant in Minneapolis, Minnesota that processed vermiculite from the Libby mine. This case
has been stayed as a result of the Chapter 11 filing. The EPA has commenced and is continuing a program
for removing suspected vermiculite processing by-products from the yards and driveways of properties near
the former plant. The EPA has reviewed 1,648 residential properties and targeted 269 for cleanup. Of the
269 properties, the EPA took action at 252, and could not obtain access to the remaining 17.

The EPA has designated Grace (together, in most cases, with many other companies) as a potentially
responsible party, or PRP, with respect to paying the costs of investigating and remediating pollution at
various sites. As of December 31, 2006, proceedings were pending with respect to approximately 20 sites as
to which Grace has been designated a PRP by the EPA. U.S. law provides that all PRPs for a site may be
held jointly and severally liable for the costs of investigating and remediating the site. Grace is also
conducting investigatory and remediation activities at sites under the jurisdiction of state and/or local
authorities. During the Chapter 11 proceeding, Grace has not been participating {except in a limited number
of special cases) in the joint funding of investigation and remediation at non-owned sites where Grace is a
PRP.

For further information, see the disclosure provided in this Report in Item 1 (Business) under the caption
“Environmental, Health and Safety Matters.”
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MONTANA CRIMINAL PROCEEDING

Disclosure provided in this Report in Item 8 (Financial Statements and Supplementary Data) under Note 14
(Commitments and Contingent Liabilities) under the caption “Vermiculite Related Matters — Montana
Criminal Proceeding” to the Consolidated Financial Statements in the Financial Supplement is incorporated
herein by reference.

LITIGATION RELATED TO FORMER PACKAGING AND MEDICAL CARE BUSINESSES

Disclosure provided in this Report in Item 8 (Financial Statements and Supplementary Data) under Note 2
(Chapter 11 - Related Information) under the caption “Litigation Proceedings in Bankruptcy Court” to the
Consolidated Financial Statements in the Financial Supplement is incorporated herein by reference.

TAX CLAIMS

Disclosure provided in this Report in Item 8 (Financial Statements and Supplementary Data} under Note 14
(Commitments and Contingent Liabilities) under the caption “Tax Matters” to the Consolidated Financial
Statements in the Financial Supplement is incorporated herein by reference.

ERISA LAWSUITS

In June 2004, a purported class action complaint (Evans v. Akers et al.) was filed in U.S. District Court for
the District of Massachusetts against the Board of Directors, certain current and former Grace officers and
employees, and others, relating to the Grace 401(k) Savings and Investment Plan. The complaint alleges that
the decline in the price of Grace common stock from July 1999 through February 2004 resulted in significant
losses to S&I Plan participants. The complaint further alleges that the defendants breached their fiduciary
duties under the Employee Retirement Income Security Act of 1974, as amended, or ERISA, by failing to
sell or take other appropriate action with regard to Grace common stock held by the S&I Plan during that
period, and by failing to disclose to S&I Plan participants the risk of investing in Grace common stock. The
complaint seeks compensatory damages for the S&I Plan from the defendants.

On October 26, 2004, a purported class action complaint (Bunch et al. v. W. R. Grace & Co. et al) also
related to the S&I Plan was filed in the U.S. District Court for the Eastern District of Kentucky against
Grace, the Investment and Benefits Committee, the Board of Directors, certain current and former Grace
officers and employees, and others. The complaint alleges that Grace and its investment advisors breached
fiduciary duties under ERISA by selling Grace common stock from the S&I Plan at a distressed price. The
complaint further alleges that Grace breached fiduciary duties under ERISA by hiring State Street Bank and
Trust Company, the investment manager for the S&I Plan that Grace retained in December 2003, to rapidly
liquidate all of the employees’ Grace common stock investment at an artificially low sales price.

On July 21, 2005, the U.S. District Court for the Eastern District of Kentucky granted the defendants’
motion to transfer the Bunch action to the U.S. District Court for the District of Massachusetts. On

August 23, 2005, the Massachusetts District Court consolidated into one case both the Bunch action and the
Evans action. Grace expects that it would have an obligation to indemnify the other defendants for any
liability arising out of the consolidated lawsuit.

On December 6, 2006, the Massachusetts District Court, in considering the Evans plaintiffs’ motion for class
certification, denied that motion and dismissed the Evans plaintiffs’ claims, on grounds that those plaintiffs
lacked standing to bring suit. The Evans plaintiffs have appealed these decisions to the U.S. Court of
Appeals for the First Circuit.

On January 16, 2007, the Bunch plaintiffs filed an amended complaint in the Massachusetts District Court
alleging self-dealing by State Street and various theories purportedly supporting allegations of breaches of
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fiduciary duty by Grace and other defendants. On February 2, 2007, Grace and State Street each filed
motions with the District Court to dismiss the amended complaint against Grace and State Street,
respectively. The District Court held a hearing to consider these motions to dismiss on February 27th.

Grace has $50 million of employers’ fiduciary liability insurance coverage that Grace believes would be
available to pay liabilities arising out of this consolidated lawsuit. Since all Grace employees who had
interests in the S&I Plan during the relevant periods are members of the purported class and

Messrs. Corcoran, McGowan, Norris, Poling, Shelnitz and Tarola had interests in the S&I Plan during these
periods, they have interests in this litigation that may be adverse to Grace.

OTHER CLAIMS RECEIVED PRIOR TO THE CHAPTER 11 BAR DATE
Disclosure provided in this Report in Item 8 (Financial Statements and Supplementary Data) under Note 2
(Chapter 11-Related Information) under the caption “Claims Filings” to the Consolidated Financiai

Statements in the Financial Supplement is incorporated herein by reference.

Item 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

This Item is inapplicable, as no matters were submitted to a vote of our security holders during the
fourth quarter of 2006.
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PART II

Item 5. MARKET FOR REGISTRANT’S COMMON EQUITY AND RELATED SHAREHOLDER
MATTERS.

Except as provided below, the information called for by this Item appears in the Financial Supplement
under the heading “Financial Summary” opposite the caption “Other Statistics - Common shareholders of
record”; under the heading “Quarterly Summary and Statistical Information - Unaudited” opposite the
caption “Market price of common stock”; and in Note 15 to the Consolidated Financial Statements in the
Financial Supplement.

On March 31, 1998, we paid a dividend of one Preferred Stock Purchase Right on each share of Grace
common stock. Subject to our prior redemption for $.01 per right, rights will become exercisable on the
earlier of:

* 10 days after an acquiring person, comprised of an individual or group, has acquired beneficial
ownership of 20% or more of the outstanding Grace common stock or

* 10 business days (or a later date fixed by the Board of Directors) after an acquiring person
commences (or announces the intention to commence) a tender offer or exchange offer for beneficial
ownership of 20% or more of the outstanding Grace common stock.

Until these events occur, the rights will automatically trade with the Grace common stock, and separate
certificates for the rights will not be distributed. The rights do not have voting or dividend rights.

Generally, each right not owned by an acquiring person:

« will initially entitle the holder to buy from Grace one hundredth of a share of the Grace Junior
Participating Preferred Stock, at an exercise price of $100, subject to adjustment;

« will entitle such holder to receive upon exercise, in lieu of shares of Grace junior preferred stock, that
number of shares of Grace common stock having a market vatue of two times the exercise price of
the right; and

*» may be exchanged by Grace for one share of Grace common stock or one hundredth of a share of
Grace junior preferred stock, subject to adjustment.

Generally, if there is an acquiring person and we are acquired, each right not owned by an acquiring person
will entitle the holder to buy a number of shares of common stock of the acquiring company having a
market value equal to twice the exercise price of the right.

Each share of Grace junior preferred stock will be entitled to a minimum preferential quarterly dividend
payment of $1.00 per share but will be entitled to an aggregate dividend equal to 100 times the dividend
declared per share of Grace common stock whenever such dividend is declared. In the event of liquidation,
holders of Grace junior preferred stock will be entitled to a minimum preferential liquidation payment of
$100 per share but will be entitled to an aggregate payment equal to 100 times the payment made per share
of Grace common stock. Each share of Grace junior preferred stock will have 100 votes, voting together with
the Grace common stock. Finally, in the event of any business combination, each share of Grace junior
preferred stock will be entitled to receive an amount equal to 100 times the amount received per share of
Grace common stock. These rights are protected by customary antidilution provisions.
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The terms of the rights may be amended by the Board of Directors without the consent of the holders of the
rights. The rights, which will remain outstanding under the proposed plan of reorganization, are currently
scheduled to expire on March 31, 2008.

This summary of the rights does not purport to be complete and is qualified in its entirety by reference to
the Rights Agreement, which was filed as Exhibit 4.1 to the Grace Form 8-K filed on April 8, 1998.

Item 6. SELECTED FINANCIAL DATA

The information called for by this Item appears under the heading “Financial Summary” of the
Financial Supplement and in Notes 1, 2, 3, 4, 10, 13 and 14 to the Consolidated Financial Statements, which
is incorporated herein by reference. In addition, Exhibit 12 to this Report contains the ratio of earnings to
fixed charges and combined fixed charges and preferred stock dividends for Grace for the years 2002-2006.

Item 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS

The information called for by this Item appears in the Financial Supplement, which is incorporated
herein by reference.

Item 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

The information called for by this Item appears in “Management’s Discussion and Analysis of Financial
Condition and Results of Operations”, which is incorporated herein by reference.

Item 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

See the Index to Consolidated Financial Statements and Financial Statement Schedule and Exhibit in
the Financial Supplement, which is incorporated herein by reference.

Item 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

None.

Item 9A. CONTROLS AND PROCEDURES

The information called for by this Item appears under the heading “Management’s Report on Financial
Information and Internal Controls” in the Financial Supplement, which is incorporated herein by reference.
In addition, there was no change in Grace’s internal control over financial reporting during the quarter
ended December 31, 2006 that has materially affected, or is reasonably likely to materially affect, Grace’s
internal control over financial reporting.

Item 9B. OTHER INFORMATION

None.
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PART III

Item 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT

Our current directors and executive officers are listed below. Our Certificate of Incorporation provides
for the division of the Board of Directors into three classes, each to serve for a three-year term or until their
respective successors are elected. In view of the Chapter 11 filing, the directors are continuing to serve
beyond the expiration of their respective terms. Executive officers are elected to serve until the next annual
meeting of the Board of Directors or until their respective successors are elected.

First
Name and Age Office Elected
John F. Akers (72) Class 11 Director 5/09/97
H. Furlong Baldwin (75) Class [ Director 1/16/02
Ronald C. Cambre (68) Class III Director 9/01/98
Alfred E. Festa (47) Class II Director 9/08/04
President and Chief Executive Officer 6/01/05*
Marye Anne Fox (59) Class I Director 5/10/96
John J. Murphy (75) Class II Director 5/09/97
Paul J. Norris (59) Class 111 Director and Chairman of the Board 1/01/99
Christopher J. Steffen (65)  Class 1 Director 11/01/06
Mark E. Tomkins (51) Class I11 Director 9/06/06
Thomas A. Vanderslice (75) Class I Director and Lead Independent Director 5/10/96
Richard C. Brown (47) Vice President 5/01/05
Gregory E. Poling (51) Vice President 3/03/05*
William M. Corcoran (57) Vice President 6/01/99
W Brian McGowan (57) Senior Vice President 7/09/98*
Robert M. Tarola (56) Senior Vice President and Chief Financial Officer 5/11/99
Mark A. Shelnitz (48) Vice President, General Counsel and Secretary 4/27/05*

*  Mr. Festa was elected President and Chief Executive Officer on January 19, 2005 to be effective June 1,
2005. Messrs. Poling, McGowan and Shelnitz joined Grace on July 18, 1977, February 5, 1979 and
Qctober 3, 1983, respectively.

Mr. Akers served as Chairman of the Board and Chief Executive Officer of International Business Machines
Corporation from 1985 until his retirement in 1993. He is also a director of Lehman Brothers Holdings, Inc.
and PepsiCo, Inc.

Mr. Baldwin served as a director of Mercantile Bankshares Corporation from 1970 to 2003, as Chairman of
the Board from 1984 to 2003 and as President and Chief Executive Officer From 1976 to 2001. Mr. Baldwin
is Chairman of NASDAQ Stock Market, Inc., and is a director of Platinum Underwriters Holdings, Ltd. and
Allegheny Energy Inc.

Mr. Cambre is retired Chairman of the Board and CEO of Newmont Mining Corporation. He joined
Newmont as Vice Chairman and CEQ in 1993 and retired as CEO in 2000 and as Chairman in 2001. He is
also a director of Cleveland-Cliffs Inc. and McDermott International, Inc.

Mr. Festa joined Grace in 2003 and served as President and Chief Operating Officer until he became Chief
Executive Officer in June 2005. Prior to joining Grace, Mr. Festa was a partner of Morganthaler Private
Equity Partners, a venture capital and buyout firm from 2002 to 2003. From 2000 to 2002, he was with 1ICG
Commerce, Inc., a private company providing on-line procurement services, where he last served as President
and Chief Executive Officer. For two years prior to that, he served as Vice President and General Manager
of AlliedSignal’s performance fibers business.
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Dr. Fox has been Chancellor of the University of California San Diego and Distinguished Professor of
Chemistry at that institution since 2004. She was Chancellor of North Carolina State University from 1998 to
2004. She is also a director of Boston Scientific Corporation, Red Hat, Inc. and Pharmaceutical Product
Development, Inc.

Mr. Murphy served as Chairman of the Board of Dresser Industries, Inc., a supplier of products and technical
services to the energy industry, until 1996. From 1997 to 2000, he was a Managing Director of SMG
Management L.L.C., a privately owned investment group. Mr. Murphy is also a director of CARBQ
Ceramics, Coastal Energy and Flexitallic, Inc., a privately owned manufacturing company.

Mr. Norris was actively engaged in Grace’s business from 1998 until his retirement as Chief Executive Officer
in 2005. He is also a director of FMC Corporation and Sealy Corp. He performs advisory services for
Kohlberg Kravis Roberts & Co., currently the majority shareholder of Sealy Corp.

Mr. Steffen most recently served as Vice Chairman of Citicorp and its principal subsidiary, Citibank N.A.
Since his retirement in 1996, he has been a consultant to a number of companies and public accounting
firms and served on committees advising the Financial Account Standards Board. Mr. Steffen is also a
director of Accelrys, Inc., ViaSystems, Inc. and several private companies in which he has an ownership
stake.

Mr. Tomkins served as Senior Vice President and Chief Financial Officer of Innovene, a petrochemical and
oil refining company that is now part of the INEOS Group, from 2005 until January 2006. He served as
CFO of Vulcan Materials Company from 2001 to 2005. Mr. Tomkins is a member of the Board of Directors
of Coffeyville Resources, a privately-held oil refining company.

Mr. Vanderslice served as Chairman and Chief Executive Officer of M/A-COM, Inc., a designer and
manufacturer of radio frequency and microwave components, devices and subsystems for commercial and
defense applications, from 1989 until 1995. He is currently a private investor. As Lead Independent Director,
Mr. Vanderslice presides at all executive sessions of the Board.

Messrs. Corcoran, McGowan, Poling, Shelnitz and Tarola have been actively engaged in Grace’s business for the
past five years. Mr. Tarola is a director of 21 registered mutual funds sponsored by Legg Mason, Inc.
Mr. Poling is a director of Foamex International, Inc.

Mr. Brown was an executive in the plastics and specialty materials businesses of General Electric Co. in
various positions of increasing responsibility for 19 years before joining Grace in 2005.

Audit Committee

We have a standing Audit Committee established in accordance with the provisions of the Securities
Exchange Act of 1934, as amended. The Committee members are John F Akers, H. Furlong Baldwin,
Ronald C. Cambre, Marye Anne Fox, John J. Murphy, Christopher J. Steffen, Mark E. Tomkins and Thomas
A. Vanderslice, each of whom meets the independence standards of the SEC and New York Stock Exchange.
Mr. Murphy serves as Chair of the Audit Committee. The Board of Directors has determined that all Audit
Committee members are audit committee financial experts as defined by SEC regulations. A complete
description of the responsibilities of the Audit Committee is set forth in the Grace Audit Committee Charter
which is available on the Internet at www.grace.com/About/Leadership/Governance/.

Other Committees
We have standing Nominating and Governance, Compensation and Corporate Responsibility Committees.

The members of each of these committees are John F. Akers, H. Furlong Baldwin, Ronald C. Cambre,
Marye Anne Fox, John J. Murphy, Christopher J. Steffen, Mark E. Tomkins and Thomas A. Vanderslice,
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each of whom meets the independence standards of the New York Stock Exchange. Mr. Vanderslice serves
as Chair of the Nominating and Governance Committee, Mr. Akers serves as Chair of the Compensation
Committee and Dr. Fox serves as Chair of the Corporate Responsibility Committee. A complete description
of the responsibilities of the various Board committees is set forth in the respective committee charters
which are available on the Internet at www.grace.com/About/Leadership/Governance/.

Section 16(a) Beneficial Ownership Reporting Compliance

Under Section 16 of the Securities Exchange Act of 1934, as amended, our directors, certain of our officers,
and beneficial owners of more than 10% of the outstanding Grace common stock are required to file reports
with the SEC and the New York Stock Exchange concerning their ownership of and transactions in Grace
common stock or other Grace securities; these persons are also required to furnish us with copies of these
reports. Based upon the reports and related information furnished to us, we believe that all such filing
requirements were complied with in a timely manner during and with respect to 2006.

Code of Ethics for Principal Officers

The Board of Directors and the Audit Committee have adopted Business Ethics and Conflicts of Interest
policies, which apply to all of our directors, officers, and employees, including our principal officers. These
policies are accessible through our Internet website, www.grace.com/About/Leadership/Governance/, and are
available in hard copy, free of charge, by contacting Grace Shareholder Services at 410-531-4167. We granted
no waivers to these policies during 2006. We intend to promptly post on our website any amendments or
waivers to these policies affecting any principal executive officer, principal financial officer, principal
accounting officer or controller, or persons performing similar functions.

Item 11. Executive Compensﬁtion

Compensation Discussion and Analysis
Overview
The Board of Directors has designated seven Grace officers (including the executive officers named in the
Summary Compensation Table) as “executive officers.” The executive officers include the Chief Executive
Officer (CEO), Chief Financial Officer, vice presidents in charge of operating segments and principal
functions and other officers who have policy-making authority for Grace. The Board of Directors has
delegated authority for administering the compensation program for executive officers and other members of
senior management to the Compensation Committee. The Board has appointed all of the independent
members of the Board to serve as members of the Compensation Committee. Because Mr. Tomkins and
Mr. Steffen joined the Compensation Committee late in 2006, they had only limited participation in its
deliberations regarding 2006 compensation.
The Compensation Committee reviews and approves all executive officers’ compensation, including:

* base salary;

+ annual incentive compensation;

* long-term incentive compensation;

» employment agreements;

* severance arrangements;

* change-in-control agreements; and

* any special or supplemental benefits.
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The Compensation Committee reviews and approves corporate goals and objectives used in determining the
compensation of the CEQ, evaluates the CEQ’s performance in light of those goals and objectives and has
sole authority to determine the CEO’s compensation based on this evaluation subject to the terms of the
CEO’s employment agreement. In determining the long-term incentive component of the CEQ’s
compensation, the Committee considers the value of similar incentive awards to CEOs at comparable
companies and the awards given to the CEQ in past years. The CEO proposes compensation levels for all
other executive officers for approval by the Compensation Committee. The Compensation Committee also
approves the annnal and long-term incentive programs.

The Grace human resources department and legal services group provide advice and legal and administrative
assistance to the Compensation Committee in performing its functions. The Compensation Committee also
has authority to retain advisors from outside of Grace. During 2006, the Compensation Committee used the
services of Watson Wyatt Worldwide, a human resources consulting firm, for competitive data and advice
regarding executive compensation. We expect that Watson Wyatt will continue to work with the
Compensation Committee during 2007. Watson Wyatt also provides consulting services to Grace in
connection with its employee benefit plans. A complete description of the responsibilities of the
Compensation Committee is set forth in the Grace Compensation Committee Charter which is available on
the Internet at www.grace.com/About/Leadership/Governance/. The Compensation Committee and the Board
review and revise the charter as necessary.

"L L3 ]

In this Compensation Discussion and Analysis, unless the context otherwise requires, the terms “we,” “our
and “the committee” refer to the Compensation Committee.

Executive Compensation Philosophy and Objectives

The key objective of the Grace executive compensation program is to enable Grace to compete effectively
with other firms in attracting, motivating and retaining the executives that Grace needs to ensure its future
growth and business success. We intend the incentive compensation portion of the program to align closely
the financial interests of Grace executives with those of Grace’s stakeholders (including creditors, security
holders and others with an interest in the Chapter 11 proceedings). Because senior executives have a
substantial ability to influence business success, we believe that the portion of compensation that is at risk
based on corporate performance should increase as the level of responsibility of the executive increases. We
also expect the executive compensation programs to be consistent with a culture of ethical conduct, personal
integrity and compliance with Grace policies and applicable law.

The program is designed to reward executives for the achievement of corporate goals and objectives, taking
into account both individual performance and contributions to the success of the overall management team.
The individual performance evaluation is based on our assessment of an executive officer’s leadership,
technical skill, management and operational performance, and potential to contribute to Grace’s future
success. We require executives to set an example for employees and other Grace business associates in
emphasizing the Grace Core Values in their daily business conduct. The Grace Core Values consist of a
commitment to people and teamwork, customers and performance, integrity and ethics, agility and speed and
innovation and creativity, and are the foundation of the Grace corporate culture.

Once we have completed an evaluation of an executive’s overall performance, we review the executive’s
existing compensation and compensation potentially payable to the executive. An executive’s outstanding
equity-based awards are not considered in setting future compensation. We then consult with Watson Wyatt
for an assessment of the competitiveness of Grace executive officer compensation relative to certain
benchmark companies in the chemicals, materials and specialty chemicals industry, that we deem our peer
group and relative to certain broad industry data. We selected the benchmark companies as our peer group
based upon our judgment regarding the likelihood that they would compete with us for executive talent and
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the availability of public information regarding their compensation practices. We periodically review the
composition of the peer group to ensure that it remains relevant. For 2006, the peer group consisted of:

Albemarle Fuller (H.B.)

Cabot Hercules

Dow Chemical Internationa! Flavors & Fragrances
Du Pont PPG Industries

Eastman Chemical Rohm & Haas

Eco Lab Sigma-Aldrich

The broad industry data that we generally review is included in studies produced by Mercer, Towers Perrin,
Hewitt and Watson Wyatt for any given compensation year.

We intend that the annual compensation paid to Grace executives (consisting of salary plus annual incentive
compensation) approximate the 50th percentile, and that long-term incentive compensation approximate the
60th percentile, of the practices of the peer group companies and broad industry data when performance
objectives are achieved. In applying these targets, we did not base our decision on a mathematical analysis of
the available data, rather, we used our judgment after considering all available information. If performance
objectives are exceeded, we believe that incentive compensation should be above these levels, and when
performance objectives are not achieved, incentive compensation should be below these levels. The bias
toward incentive compensation reflected in these percentages is in keeping with our intention to align
executive and stakeholder interests.

As a result of Grace’s Chapter 11 status, we believe that Grace common stock and stock options are
speculative securities that are not suitable for executive compensation. Accordingly, Grace incentive
compensation programs are currently 100% cash-based, although equity incentives awarded prior to 2002
remain outstanding. We have requested that the Corporate Secretary inform the Committee if an executive
officer wishes to enter into any transaction involving Grace equity securities. Following Grace’s emergence
from Chapter 11, we will consider including equity incentives in the executive compensation program.

We believe that income before interest and taxes is generally the best indicator of the performance of the
Grace business for incentive compensation purposes. Income before interest and taxes includes the factors
that the executive team generally has the ability to affect and excludes the cost of capital and tax rates that
we believe are generally unrelated to business performance or management control. However, this income
measure is significantly affected by other factors that Grace executives are generally unable to influence such
as the substantial costs of the Chapter 11 proceedings, legacy liabilities, income from insurance settlements
and pension income and expense. As a result, our performance metric for incentive compensation purposes
is pre-tax income from core operations (calculated as described in “Management’s Discussion and Analysis
of Financial Condition and Results of Operations - Summary Financial Information and Metrics” in the
financial supplement) adjusted to eliminate the effect of certain unusual or one-time events, the change in
pension and Long Term Incentive Program, or LTIP, expense from year to year and, for the LTIF, major
acquisitions or divestments as the performance metric. We generally refer to this performance metric as
pre-tax income from core operations as adjusted. Grace core operations are comprised of the financial
results of Grace Davison, Grace Performance Chemicals, and the costs of corporate activities that directly or
indirectly support their business operations. Excluded from pre-tax income from core operations and pre-tax
income from core operations as adjusted are all other events and transactions not directly related to the
generation of operating revenue or the support of our core operations.

Base Salary
To ensure comparability with other companies, as well as consistency and uniformity within Grace, all

management positions, have been assigned to compensation bands with salary ranges based upon broad
industry data. Individual salaries for executive officers are set within the salary ranges based on the median

35




annual base salaries paid to individuals who hold comparable positions at the peer group companies, broad
industry data, individual performance and the amount budgeted for salary increases. Although these factors
apply to Mr. Festa and Mr. Brown, their base salaries are also subject to the terms of their respective
employment agreements which are discussed below in this Compensation Discussion and Analysis and under
the Summary Compensation Table, Potential Payments Upon Termination or Change-In-Control Table and,
for Mr. Brown, Pension Benefits Table.

Grace executives are generally eligible for salary review at intervals of not less than 12 months from the date
of the last increase. Salary increases for executive officers are based on the amount budgeted for salary
increases for all Grace salaried personnel, individual performance, salary levels of peers and subordinates
within Grace and salaries paid to executives in comparable positions in the peer group companies.

For 2006, Grace established a guideline for salary increases applicable to all Grace U.S. salaried employees
of 3.6%. Grace determined the amount of the guideline based on a review of projected wage increases in the
U.S. chemical industry and certain additional data applicable to the geographic regions in which Grace has
its major operations. Base salary increases for the Grace executive officers listed below in the Summary
Compensation Table, referred to herein as named executive officers, were generally in line with those of
other salaried employees, ranging from 2.4% to 6.6%.

Annual Incentive Compensation

The Annual Incentive Compensation Plan, or AICP, is a cash-based pay-for-performance incentive program.
Its purpose is to motivate and reward executive officers, and other upper- and middle-level employees, for
their contributions to Grace performance and align their financial interests with those of Grace stakeholders
by making a significant portion of their annual compensation variable and dependent upon Grace’s annual
financial performance. The amount of an individual incentive award payment under the AICP is based upon:

+ the individual’s annual incentive target amount;
* the change in Grace pre-tax earnings from core operations as adjusted; and
* the individual’s personal performance

The AICP targets for the named executive officers (other than Mr. Festa) for 2006 range from 65% to 78%
of base salary and actual awards may range from $-0- to an amount equal to twice the target amount, based
on business and individual performance. As with base salary, each compensation band includes an AICP
target range based on broad industry data. The AICP targets for executive officers are generally set within
the target range based on the median annual bonus paid to individuals who hold comparable positions at the
peer group companies. Although these factors also apply to Mr. Festa, his AICP target is also subject to the
terms of his employment agreement, which requires a minimum AICP target of 100% of base salary. For
2006, Mr. Festa’s AICP target is 100% of base salary.

For 2006, the target performance objective was an 8% increase, and the maximum compensable performance
objective was a 35% increase, in pre-tax earnings from core operations as adjusted over pre-tax earnings
from core operations for 2005. Generally, no awards are earned for any year if pre-tax earnings from core
operations as adjusted is less than 80% of the prior year’s pre-tax earnings from core operations; provided
however, that we have discretion to establish or increase the size of the incentive pool even if performance
measures are not achieved. We generally based these performance objectives on the historical performance
of our peer group companies. We usually grant AICP awards during the first quarter for the current
compensation year.

Based on 2006 operating performance, the aggregate AICP incentive pool was established at 137.4% of the
aggregate of all AICP targets. With the exception of Messrs. Festa, Brown and Poling, AICP award payments
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for the named executive officers were generally in line with the incentive pool applicable to other AICP
participants. The 2006 AICP award payments to Mr. Festa (approximately 158% of target award) and
Messts. Brown and Poling (each approximately 159% of their respective target awards) were based, in each
case, upon the executive officer’s individual contribution to the performance of Grace for the year in the
judgment of the committee.

Long-Term Incentive Compensation

The LTIPs, are cash-based incentive programs. Their purpose is to motivate and reward approximately 270
upper-level Grace employees, including the executive officers, for their contributions to Grace performance
over a multi-year period and align their financial interests with those of Grace stakeholders by making a
significant portion of their total compensation variable and dependent upon Grace’s sustained financial
performance. The top four compensation bands include an LTIP target range based on the 60" percentile of
long-term compensation paid to individuals who hold comparable positions at the peer group companies and
broad industry data. Due to our Chapter 11 status, we view the cash-based LTIP as a substitute for the
equity incentive programs that other public companies generally make available to their senior executives.

The Bankruptcy Court has approved the LTIPs for each of the 2004-2006, 2005-2007 and 2006-2008
performance periods. Awards under these LTIPs are payable 100% in cash, based on the extent to which
Grace achieves certain performance targets. These LTIP payouts are based on the compound annual growth
in our pre-tax income from core operations as adjusted over the performance period using results for the
year prior to the first year of the performance period as the baseline. We generally refer to this growth
objective as a CAGR. For these LTIPs, the CAGR objective is 6% and the maximum compensable CAGR
abjective is 25%. The LTIP award payouts may range from 5-0- to an amount equal to twice the target
amount, based on Grace’s operating performance. No award payouts are earned under these LTIPs if the
CAGR for the performance period is zero or negative. We generally based these performance objectives on
the historical performance of our peer group companics. The LTIP target is lower than the AICP target
because the LTIPs are designed to incentivize sustained growth over a long-term period which generally is
more difficult to achieve than annual performance targets.

During 2006, we reviewed the LTIP awards for our named executive officers, other than Mr. Festa, and
determined that the outstanding LTIP awards for previous years were significantly below the 50th percentile
of the practices of the peer group companies and broad industry data. In order to more closely align the
long-term compensation of the named executive officers with the long-term compensation of similar
executives at the peer group companies and broad industry data, we made additional awards to the named
executive officers, other than Mr. Festa, under the 2004 and 2005 LTIPs, pro rated, in the case of

Mr. Brown, for the period that he was employed by Grace.

We believe that the LTIP awards encourage executive retention because the right to any pending payment
under an LTIP is generally subject to forfeiture if the executive ceases employment with us prior to age 62.
We generally grant LTIP awards during the first year for the performance period.

Pension Plan/Supplemental Executive Retirement Plan

As described below under “Pension Benefits,” payments under Grace’s tax-qualified pension plan are
calculated, using annual compensation, including base salary and AICP awards, and years of credited Grace
service. We believe that retirement compensation that increases with increases in years of service and annual
compensation is an effective recruiting and retention tool for our employees, including our executive officers.
For 2006, federal income tax law limits to $220,000 the annual compensation on which benefits under the
tax-qualified pension plan may be based. As a result, we have implemented a Supplemental Executive
Retirement Plan, generally referred to as a SERP, that currently applies to approximately 70 upper-level
employees, including the executive officers, whose annual compensation exceeds that amount, under which
each such employee will receive the full pension to which that employee would be entitled in the absence of
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the limitations described above and other limitations imposed under federal income tax law. The SERP is
unfunded and is not qualified for tax purposes.

Savings and Investment Plan/Replacement Payment Program

We generally offer a tax-qualified 401(k)-type Savings and Investment Plan, or S&I Plan, to employees under
which they may save a portion of their annual compensation in investment accounts on a pre- or post- tax
basis. Grace currently matches 100% of employee savings under the plan up to six percent of the employee’s
base salary and annual incentive compensation. We believe that a 401(k)-type plan with a substantial
company match that increases (in dollar amount, not percentage of compensation) with the level of
participation in the plan and increases in the employee’s annual compensation is an effective recruiting and
retention tool for our employees, including our executive officers. Grace currently matches employee
contributions to S&I Plan accounts doltar for dollar up to 6% of annual compensation for any employee. For
2006, federal income tax law limits the total contributions, which include an employee’s contribution plus the
employer’s matching contributions, that can be made to an employee’s 401(k) plan account to $44,000 and
qualifying annual compensation for 401(k) plan purposes to $220,000. As a result, we have implemented an
S&I Plan Replacement Payment Program that currently applies to approximately 70 of our employees,
including our executive officers, whose annual compensation exceeds $220,000 under which each such
employee will receive the full Grace matching payments to which that employee would be entitled in the
absence of the limitations described above and other limitations imposed under federal income tax law.

Executive Personal Benefits

We believe that executives generally should not be treated differently than the general employee population
when it comes to personal benefits and therefore, we have limited executive personal benefits. During 2006,
these personal benefits for the named executive officers were generally limited to financial counseling and
tax preparation services for which Grace paid a maximum of $10,000 for Mr. Festa and $4,000 for the other
named executive officers. Mr. Festa has access to corporate aircraft at Grace expense for reasonable personal
travel. In order to facilitate his transition to Grace, Mr. Brown was paid a housing allowance through

August 2006. Because Mr. Brown maintains his primary residence some distance from Grace operations, he
is reimbursed for his commuting expenses. These personal benefits are included in the executive officers’
taxable income in accordance with applicable income tax regulations.

Change-In-Control Severance Agreements

As described below under “Change-In-Control Severance Agreements,” Grace has entered into
change-in-control severance agreements with each of the named executive officers. Payments under these
agreements are triggered by the involuntary termination of the executive officer’s employment without cause
(including constructive termination caused by a material reduction in his or her authority or responsibility or
by certain other circumstances) following a “change in control.” We recognize that, as is the case with many
publicly-held corporations, the possibility of a change in control may exist and that such possibility, and the
uncertainty and questions which it may raise among management, may result in the departure or distraction
of management personnel to the detriment of Grace and its stakeholders. The change-in-control severance
agreements are designed to reinforce and encourage the continued attention and dedication of the executive
officers to their assigned duties without distraction in the face of potentially disturbing circumstances arising
from the possibility of a change in control of Grace. Certain terms of these agreements are described below
under the Potential Payments Upon Termination or Change-In-Control Table.

Severance Agreements
As described below under “Severance Agreements,” we have entered into severance agreements with each of

the named executive officers, other than Mr, Festa and Mr. Brown, whose severance arrangements are
included in their respective employment agreements. Payments under these agreements are triggered by
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involuntary termination of employment under most circumstances. The Grace severance agreements are
designed to encourage and reinforce the continued attention and dedication of our executive officers to their
assigned duties without undue concern regarding their job security. Certain terms of these agreements are
described below under the Potential Payments Upon Termination or Change-In-Control Table.

Executive Salary Protection Plan

As described below under “Executive Salary Protection Plan,” our Executive Salary Protection Plan provides
payments to our named executive officers, or their respective beneficiaries, in the event of their disability or
death prior to age 70 while employed by Grace. The plan is designed to encourage the continued attention
and dedication of our executive officers to their assigned duties without undue concern regarding their ability
to earn a living and support their families in the event of death or disability. Certain terms of this plan are
described below under the Potential Payments Upon Termination or Change-In-Control Table.

Employment Agreements

Grace has entered into an employment agreement with Mr. Festa pursuant to which he serves as CEO of
Grace. Certain terms of this employment agreement are described below under the Summary Compensation
Table and Potential Payments Upon Termination or Change-In-Control Table. This agreement was approved
by the Bankruptcy Court and was designed to encourage Mr. Festa to accept his appointment as CEO of
Grace, remain with Grace and work diligently in pursuit of corporate objectives. Mr. Festa’s employment
agreement includes a minimum salary and AICP target that were negotiated with Mr. Festa and are based
on his business experience, his past performance as Chief Operating Officer of Grace and a competitive
analysis of the base salary and annual bonus paid to individuals who hold comparable positions at the peer
group companies. The agreement also provides for retention payments that are designed to encourage

Mr. Festa to make a long-term commitment to Grace through the uncertainty of the Chapter 11 process in
lieu of other opportunities that may be available to him and severance payments that are designed to
encourage and reinforce Mr. Festa’s continued attention and dedication to his assigned duties without undue
concern regarding his job security.

Grace has also entered into employment agreements with Messrs. Tarola and Brown. Certain terms of these
employment agreements are described below under the Summary Compensation Table, Pension Benefits
Table and, for Mr. Brown, Potential Payments Upon Termination or Change-In-Control Table. These
agreements include currently effective provisions regarding severance payments and enhanced pension
payments. In addition to these provisions, the currently effective provisions of Mr. Brown’s agreement
include a minimum salary and the right to participate in the AICP. In each case, these agreements were
negotiated on an arms-length basis prior to the time the executive joined Grace. The payments required by
these agreements were designed to encourage the executives to join and remain with Grace in lieu of other
employment opportunities available to them.

Deductibility of Executive Compensation

Under the Omnibus Budget Reconciliation Act of 1993, provisions were added to the Internal Revenue Code
of 1986, as amended, under Section 162(m) that limit the tax deduction for compensation expense in excess
of $1 million paid to executive officers unless such compensation is “performance-based” and satisfies certain
other conditions. We believe that compensation payable to executive officers should generally meet the
conditions required for full deductibility under Section 162(m). Tax deductibility is one criterion we consider
when establishing compensation programs. The AICP and LTIPs are structured with the intention that the
compensation payable thereunder, with the exception of any discretionary AICP payments or other
non-performance-based payments, will qualify as deductible “performance-based” compensation. While we
believe that it is important to preserve the ability to structure compensation programs to meet a variety of
corporate objectives even if the compensation is not deductible, due to our focus on performance-based
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compensation plans, we expect that the vast majority of compensation paid to the named executive officers
will be tax deductible.

Compensation Committee Report

We, the undersigned members of the Compensation Committee of the Board of Directors of Grace, have
reviewed Grace’s Compensation Discussion and Analysis for 2006 and have discussed it with Grace
management. Based on our review and this discussion, we recommend to the Board that the Compensation
Discussion and Analysis be included in Grace’s Annual Report on Form 10-K.

COMPENSATION COMMITTEE

John E Akers, Chair
H. Furlong Baldwin
Ronald C. Cambre
Marye Anne Fox

John J. Murphy
Christopher J. Steffen
Mark E. Tomkins
Thomas A. Vanderslice
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Summary Compensation Table

The following table sets forth the compensation we paid for services rendered during the fiscal year ended
December 31, 2006 to Fred Festa, our President and Chief Executive Officer, Robert Tarola, our Senior Vice
President and Chief Financial Officer and each of our other three most highly compensated executive
officers who were executive officers as of December 31, 2006, determined by reference to total compensation
(reduced by the amount set forth in the table below under the caption “Change in Pension Value and
Nongqualified Deferred Compensation Earnings”) earned by such individuals for the 2006 fiscal year.

Change in
Pi:nsiontl
. an
[ Non-Equity Nz?alc:l:nliﬂed
ncentive P!an Deferred
Stock | Option Compf;}satm" Compensation All Other
Salary | Awards | Awards Earnings(b) |Compensation(c) | Total
Name and Principal Position Year (6] (t3] % AICP | LTIP(a) ($) (%) (%)
A E FeSta ooneeiviniiiinsnnnnnns | 2006 | 789,167 -0- -0- 1,250,000 | 1,502,233 56,000 244,525 3,841,925
President & Chief Executive
Officer
R. M. Tarola .......ococevemiiiinainnnns 2006 | 426,667 -0- -0- 460,000 769,500 295,000 101,284 2,052,451
Senior Vice President & Chief
Financial Officer
R. C. BEOWH oo vrereveeemnnnnns | 2006 [ 385,000 [ -0- 0- 460,000 583,814 154,000 107,408 1,690,222
Vice President
G. E. Poling ......ccovvveoevecerereeeeennnenns | 2006 1 385,000 -0- -0- | 460,000 771,667 158,000 77,407 1,852,074
Vice President
W, B. McGowan ........cceoviinnenniennns 2006 | 316,667 | -0- -0- 290,000 491,667 209,000 61,330 1,368,664
Senior Vice President

{a) Amount consists of: the final payment earned under the 2004-2006 Long-Term Incentive Program, or LTIP, as follows: Mr. Festa -
$938,900, Mr. Tarola — $627,833, Mr. Brown — $444,925, Mr. Poling - $605,000, and Mr. McGowan — $375,000; and the partial
payment earned under the 2005-2007 LTIP as follows: Mr. Festa — $563,333, Mr. Tarcla — $141,667, Mr. Brown — $138,889,

Mr. Poling — $166,667, and Mr. McGowan - § 116,667, that we expect, in each case, to pay in March 2007.

(b) Amount consists of the aggregate change in the actuarial present value of the individual’s accumulated benefit under the Grace
Pension Plan, the Grace Supplemental Executive Retirement Plan and, in the case of Messrs. Tarola and Brown, supplemental
benefits pursuant to the terms of their respective employment agreements, from December 31, 2005 to December 31, 2006
assuming a 5.75% discount rate and retirement at age 62 with benefits payable on a straight life annuity basis and other
assumptions used for financial reporting purposes under generally accepted accounting principles as described in footnote 18 to the
Grace Consolidated Financial Statements set forth in Part 1 of this Report.

{(c) Amount consists of the following:

(i} our aggregate incremental cost of providing personal benefits if the aggregate amount of personal benefits provided to the
individual equals or exceeds $10,000. Except as specified below, our executive officers’ personal benefits are limited to financial
counseling and tax preparation services. The following additional personal benefits exceed the greater of $25,000 or 10% of the
total amount of personal benefits for that individual and we are required to separately report them under SEC rules: for
Mr. Festa, $37,885 for personal use of Grace-provided aircraft; and for Mr. Brown $32,000 for housing allowance and $33,511
for commuting expenses;

(ii) our contributions to the Savings and Investment Plan, or S&I Plan, as follows: Mr. Festa — $13,200, Mr. Tarola — $13,200,
Mr. Brown - $13,200, Mr. Poling ~ $13,200, and Mr. McGowan — $13,200;

(iii) payments made during 2006 in respect of 2003 compensation and payments made in 2006 in respect of 2006 compensation
pursuant to the S&I Plan Replacement Payment Program to persons whose personal and/or Grace contributions to the S&I1
Plan would be subject to limitations under federal income tax law, as follows: Mr. Festa for 2005 - $97,210, for 2006 — $88,150,
Mr. Tarola for 2005 — $49,510 for 2006 - $34,900, Mr. Brown for 2005 — $0, for 2006 ~ $27,150, Mr. Poling for 2005 — $31,795,
for 2006 - $30,900, and Mr. McGowan for 2005 — $27,630, for 2006 — $19,600 (before 2006, Grace made payments pursuant to
the S&I Plan Replacement Payment Program during the year following the year in which such payments were earned; Grace
now makes payments under the program during the year in which such payments are ecamed};
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{iv) the value of Grace-provided personal lability insurance, as foltows: Mr. Festa - $1,200, Mr. Tarola - $900, Mr. Brown — $600,
Mr. Poling — $600, and Mr. McGowan - $900; and

{v)} the value of Grace-provided life insurance, as follows: Mr. Festa — $2,030, Mr. Tarola — $2,774, Mr. Brown - $947, Mr. Poling —
$912, and Mr. McGowan - $0.

CEQO Employment Agreement

Grace has entered into an employment agreement with Mr. Festa pursuant to which he serves as CEO of
Grace. Under this employment agreement, Mr, Festa is entitled to an initial base annual salary of $760,000.
His targeted award under the AICP for 2005 and each calendar year thereafter is 100% of his base salary
earned during the applicable year (or greater, as determined by the Board). Under the Agreement,

Mr. Festa may also participate in the LTIPs and, under the 2005 LTIP (which covers the 2005-2007
performance period), Mr. Festa’s targeted award is $1,690,000. Mr, Festa’s agreement also provides for
retention payments, which will generally be triggered by Mr. Festa remaining employed by Grace through a
specified period, and certain payments in the event that Mr. Festa’s employment is involuntarily terminated.
These retention and severance payments are discussed below under the Potential Payments Upon
Termination or Change-In-Control Table.

Other Executive Employment Agreements

Grace has also entered into employment agreements with Messrs. Tarola and Brown. These agreements
include currently effective provisions regarding severance payments and enhanced pension payments. In
addition to these provisions, under the currently effective provisions of his agreement, Mr. Brown is entitled
to an initial base annual salary of $375,000 and he is entitled to participate in the AICP. In addition,

Mr. Brown received targeted awards under the Grace LTIPs (subject to proration to reflect the actual time
during the applicable performance period that Mr. Brown was an employee of Grace) as follows: $400,000
(prorated to $355,600) for the 2005-2007 performance period and $400,000 (prorated to $222,000) for the
2004-2006 performance period. Other terms of these agreements are discussed below under the Pension
Benefits Table and, for Mr. Brown, Potential Payments Upon Termination or Change-In-Control Table.
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Grants of Plan-Based Awards in 2006

The following table provides information regarding grants under our Annual Incentive Compensation
Program, or AICP, and Long Term Incentive Program, or LTI, to the executive officers named in the
Summary Compensation Table during 2006.

Estimated Future Payouts Under

Non-Equity Incentive Plan Awards(l}
Threshold Target Maximum

Name Plan 3 32 ($)(2)
A E. Festa...cooooiniinniiicinniienicreeniee 2006 AICP 197,292 789,167 1,578,334
2006-2008 LTIP -0- | 1,690,000 3,380,000
R. M. Tarola......ccoooviiineiiecieiiieneannn 2006 AICP 83,200 332,800 665,600
2004-2006 LTIP -0- 100,000 200,000
2005-2007 LTIP -0- 75,000 150,000
2006-2008 LTIP -0- 350,000 700,000
R. C. Brown.......cccooveeiiiiinnninnniniieneanne 2006 AICP 72,188 288,750 577,500
2004-2006 LTIP -0- 83,250(3) 166,500
2005-2007 LTIP -0- 88,889(3) 177,778
2006-2008 LTIP -0- 400,000 800,000
G. E. Poling ........coooviiimmnniverimrececieniians 2006 AICP 72,188 288,750 571,500
2004-2006 LTIP -0- 175,000 350,000
2005-2007 LTIP -0- 100,000 200,000
2006-2008 LTIP -0- 400,000 800,000
W. B. McGOWaN ..........ocvvninirireeceniieneas 2006 AICP 51,459 205,834 411,668
2004-2006 LTIP -0- 100,000 200,000
2005-2007 LTIP -0- 100,060 200,000
2006-2008 LTIP -0- 250,000 500,000

(1) Actual payments pursuant to the 2006 AICP, final payments pursuant to the 2004-2006 LTIP and partial
payments pursuant to the 2005-2007 LTIP that we expect to pay in March 2007 have been determined
and are reflected in the Summary Compensation Table.

(2) For AICP, amounts arc based upon base salary actually paid during 2006.

(3) Reflects proration of LTIP award to reflect the actual time during the applicable performance period
that Mr. Brown was an employee.

Annual Incentive Compensation Program (AICP)

Our Annual Incentive Compensation Program, or AICP, is a cash-based pay-for-performance incentive
program. Awards under the AICP are allocated from the corporate incentive pool which is determined by
the extent to which business performance objectives are achieved. In order to generate an incentive pool
amount sufficient to pay all participants their target award, our pre-tax income from core operations as
adjusted must be 8% higher than the prior year’s pre-tax income from core operations. If our pre-tax income
from core operations as adjusted is greater than or equal to 35% higher than the prior year’s pre-tax income
from core operations, the incentive pool is funded in an amount sufficient to pay all participants two times
their target award. Generally, no awards are earned if pre-tax income from core operations as adjusted is
less then 80% of the prior year’s pre-tax income from core operations; provided however, that the
Compensation Committee has discretion to establish or increase the size of the incentive pool even if
performance measures are not achieved. Once the incentive pool is established, an individual’s award is
determined based on the individual’s target award and performance and other factors determined by the
Compensation Committee.
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In order to receive an AICP award payment for a specific calendar year, employees generally must be
actively employed by Grace through the payout date, which is typically in March of the following year. In the
discretion of the Compensation Committee, an employee whose employment terminates prior to the payout
date may receive an AICP award payment if the employee has more than three months’ service under the
AICP and employment terminates for any of the following reasons; retirement under a Grace retirement
plan; death; disability; divestment; or other termination of employment by Grace that is not for cause. If an
employee whose employment terminates prior to the end of the year receives an AICP award payment, the
amount of the AICP award payment will generally be prorated for the period of the employee’s service
during the year. See “Potential Payments Upon Termination or Change-In-Control—Contractual Termination
Provisions” for a description of the circumstances under which AICP payments would be made to Mr. Festa
in the event his employment with Grace is terminated.

Long-Term Incentive Program (LTIP)

Our long-term incentive programs are multi-year, cash-based, pay-for-performance incentive programs,
Awards under the LTIPs are payable 100% in cash, based on the extent to which we achieve a specified
compound annual growth in our pre-tax income from core operations as adjusted over the three-year
performance period using results for the year prior to the first year of the performance period as the
baseline. We generally refer to this growth objective as a CAGR. In order to earn the target award, our
CAGR must be 6% and, to earn the maximum of two times the target award, our CAGR must be 25%. No
awards are carned if our CAGR is zero or negative.

LTIP Compound Annual Growth Rate (CAGR) as of December 31, 2006

LTIP CAGR
2004-2006 LTIP (full 3-year period) .....coevccrnnvevsineiscscicivivnneee | 19%
2005-2007 LTIP (partial 2-year period) .......cccoeorieeeeecrerereneencecnene. 13%

Employees who become entitled to award payments under an LTIP are paid in two installments: one in
March of the third year of the performance period (as partial payment based on the first two years of the
performance period but limited to 50% of the LTIP target for those two years); and the other in March of
the year following the performance period (as final payment based on the complete three-year performance
period but offset by the prior partial payment).

Based on 2004-2006 operating performance, final payments under the 2004 LTIP are calculated based upon
170% of the target for each participant. Based on 2005-2006 operating performance, partial payments under
the 2005 LTIP are calculated based upon 137% of the target for each participant but limited to 50% of the
target amount for those two years.

In order to receive an LTIP award payment, employees generally must be actively employed by Grace
through the payout date, which is in March following the second and third years of the LTIP performance
period. An employee whose employment terminates prior to the payout date will forfeit any unpaid LTIP
award payment if employment terminates for any of the following reasons:

* voluntary termination without the consent of the Compensation Committee;

* retirement under a Grace retirement plan prior to age 62 without the consent of the Compensation
Committee; or

* termination for cause.




An employee whose employment terminates prior to the payout date will receive an LTIP award payment if
employment terminates for any of the following reasons:

» retirement under a Grace retirement plan either at or after age 62;
* death or disability; or
« involuntary termination after a change in control of Grace (as defined in the LTIP).

See “Potential Payments Upon Termination or Change-In-Control — Contractual Termination Provisions” for
a description of the circumstances under which LTIP payments, as described below, would be made to
Mr. Festa in the event his employment with Grace is terminated.

If an employee whose employment terminates prior to the end of an LTIP performance period receives an
LTIP award payment for that performance period, the amount of the LTIP award payment will be prorated
for the period of the employee’s service during the performance period. Assuming the employment of the
executive officers named in the Summary Compensation Table was terminated as of December 31, 2006 and
the 2005 and 2006 LTIPs pay out at the target amounts, under any of the above-listed circumstances, the
executive officers would be eligible for payments under their outstanding LTIPs as follows: Mr. Festa — 2004
LTIP — $938,900, 2005 LTIP — $1,126,666 and 2006 LTIP - $563,333, Mr. Tarola — 2004 LTIP - $627,833,
2005 LTIP — $283,334 and 2006 LTIP ~ $116,667, Mr. Brown — 2004 LTIP — $444,925, 2005 LTIP - $277,778
and 2006 LTIP - $133,334, Mr. Poling - 2004 LTIP - $605,000, 2005 LTIP — $333,334 and 2006 LTIP -
$133,334, and Mr. McGowan — 2004 LTIP — $375,000, 2005 LTIP - $233,334 and 2006 LTIP - $83,334. In the
discretion of the Compensation Committee, an employee whose employment terminates for a reason that is
not described above (i.¢. involuntary termination not for cause or transfer to the buyer of a Grace business
unit) prior to the payout date may receive an LTIP award payment.

Stock Options Granted in 2006

We granted no stock options or other equity awards to the executive officers named in the Summary
Compensation Table during 2006.
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Qutstanding Equity Awards at Fiscal Year-End

The following table provides information regarding outstanding stock options held by the executive officers
named in the Summary Compensation Table as of December 31, 2006. All of these stock options were
granted prior to 2002,

Option Awards
Equity
Incentive Plan
Awards:
Number of Number of Number of
Securities Securities Securities
Underlying Underlying Underlying
Unexercised Unexercised Unexercised Option
Options Options Unearned Exercise Option
(#) #) Options Price Expiration
Name Exercisable | Unexercisable #) (%) Date
AL E  Festa...ooiiiirnens e ieeeeees e -0- -0- -0- N/A N/A
R. M. Tarola.......c.....coooorinrnriiiieecicecrnieens 100,600 -0- -0- 16.1875 | 5/10/2009
75,000 -0- -0- 13.4688 | 5/9/2010
27,900 -0- -0- 24000 | 3/7/2011
R, C. Brown ........oocvviimcneeie v vnessiessasevmnns -0- -0- -0- N/A N/A
G. E. Poling.........coccooornieorriirvricereecece e, 10,789 -0- -0- 12.0409 3/4/2007
50,000 -0- 0- 19,4688 | 3/31/2008
35,000 -0- -0- 13.4688 | 5/9/2010
16,500 -0- -0- 2.4000 | 3/7/2011
W, B. McGOWAN ...t oo 17,531 -0- -D- 12.0409 | 3/4/2007
32,500 -0- -0- 19.4688 | 3/31/2008
33,600 -0- -0- 20.1250 | 5/6/2008
35,000 -0- -0- 13.4688 | 5/9/2010
12,300 -0- -0- 24000 | 3/7/2011

Pension Benefits

The following table provides information regarding benefits under our Retirement Plan for Salaried
Employees, or Pension Plan, our Supplemental Executive Retirement Plan, or SERF, and any supplemental
pension arrangements under employment agreements for the executive officers named in the Summary

Compensation Table.
Number Present Payments
of Years Value of During

Credited | Accumulated | Last Fiscal
Plan Service Benefit(1) Year
Name Name (years) % %)
AL E, FeStA ...t eeceeie e e veertave s s s e Pension Plan 3.08 39,000 -0-
SERP 3.08 102,000 -0-
R M. TArola....c..cooveiiieerieiteeeeeceeenrcere e rasseseesasae e Pension Plan 7.58 175,000 -0-
SERP 7.58 389,000 -0-
Supplemental(2) 758 1 578,000 -0-
R. G BrOWN ... s e et snneerressessemesranvas Pension Plan 1.58 19,000 -0-
SERP 1.58 56,000 -0-
Supplemental(3) 1.58 79,000 -0-
G E. POlIN ... esnsnsnssesasaesaenes Pension Plan 27.42 1 481,000 -0-
SERP 27.42 583,000 -0-
W. B. MCGOWAN........ooiiiimicerrercen vt ctinseeeeeee v v s seneas Pension Plan 27.83 | 641,000 -0-
SERP 27.83 808,000 -0-
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(1) The amounts shown comprise the actuarial present value of the executive’s accumulated benefit under
the Pension Plan, SERP and, in the case of Messrs. Tarola and Brown, supplemental pension
arrangements, as of December 31, 2006, assuming a 5.75% discount rate and retirement at age 62 with
benefits payable on a straight life annuity basis and other assumptions used for financial reporting
purposes under generally accepted accounting principles as described in footnote 18 to the Grace
Consolidated Financial Statements set forth in Part I of this Report. The Pension Plan, SERP and
supplemental arrangements provide for a reduction in pension payments to employees that opt for early
retirement ranging from a 17% reduction for retirement at age 55 to no reduction for retirement at age
62. Messrs. Tarola and McGowan are eligible for early retirement under the Pension Plan, SERP and, in
the case of Mr. Tarola, his supplemental arrangements.

(2) Under his employment agreement, Mr. Tarola is entitled to a supplemental pension benefit calculated by
applying the benefit formula of the Pension Plan and SERP to additional years of credited service.
Mr. Tarola will be credited with one additional year of credited service (up to a maximum of 10
additional years of credited service) for each year of credited service under those plans that he actually
earns during his period of employment with Grace.

(3) Under his employment agreement, Mr. Brown is entitled to a supplemental pension benefit calculated
by applying the benefit formula of the Pension Plan and SERP to additional years of credited service.
Mr. Brown will be credited with an additional year of credited service for each year he remains an
employee for the first four years of his employment, and with six additional years of service as of his
fifth anniversary of employment.

Retirement Plan for Salaried Employees

Full-time salaried employees who are 21 or older and who have one or more years of service are eligible to
participate in our Retirement Plan for Salaried Employees, or Pension Plan. Under this basic retirement
plan, pension benefits are based upon (a) the employee’s average annual compensation for the 60
consecutive months in which his or her compensation is highest during the last 180 months of continuous
participation, and (b) the number of years of the employee’s credited Grace service. The normal retirement
age under the Pension Plan is 62, but participants may elect reduced payments upon early retirement
beginning at age 55. For purposes of the Pension Plan, compensation generally includes base salary and
AICP awards; however, for 2006, federal income tax law limits to $220,000 the annual compensation on
which benefits under the Pension Plan may be based.

Supplemental Executive Retirement Flan

We also have a Supplemental Executive Retirement Plan, or SERP, under which an employee will receive the
full pension to which he or she would be entitled in the absence of the limitations described above and other
limitations imposed under federal income tax law. In addition, the SERP recognizes deferred base salary,
deferred annual incentive compensation awards and, in some cases, periods of employment during which an
employee was ineligible to participate in the basic retirement plan. (Commencing in 2001, we no longer
permit deferrals of base salary or incentive compensation.)

Supplemental Pension Arrangements

Robert M. Tarola. Mr. Tarola had an employment agreement that expired on November 10, 2002.

Mr. Tarola’s supplemental pension benefit that is described in the table above is provided pursuant to the
terms of this agreement that survived the expiration date. The supplemental pension benefit will be paid to
Mr. Tarola from our general assets. The foregoing description of Mr. Tarola’s supplemental pension
arrangement docs not purport to be complete and is qualified in its entirety by reference to the agreement,
which has been filed with the SEC.
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Richard C. Brown. In 2005, the Board of Directors approved the terms of a written agreement, dated

April 22, 2005, providing for Mr. Brown’s employment as a Vice President of Grace and President of Grace
Performance Chemicals effective May 1, 2005. Mr. Brown’s supplemental pension benefit that is described in
the table above is provided pursuant to the terms of this agreement. If Mr. Brown is terminated other than
for cause prior to the fifth anniversary of his employment with Grace, he will be entitled to a prorated
portion of the supplemental pension benefit. The supplemental pension benefit will be paid to Mr. Brown
from our general assets. The foregoing description of Mr. Brown’s supplemental pension arrangement does
not purport to be complete and is qualified in its entirety by reference to the agreement, which has been
filed with the SEC,

Potential Payments Upon Termination or Change-In-Control

The following table sets forth potential payments to executive officers named in the Summary Compensation
Table in the cvent of the listed events calculated under the assumption that employment terminated on the
last business day of 2006. The following table does not include payments pursuant to contracts, agreements,
plans and arrangements that do not discriminate in scope, terms or operation, in favor of executive officers
and that are available generally to all salaried employees. The value of payments to be made following
termination of employment of the executive officers named in the Summary Compensation Table pursuant to
the Grace SERP and supplemental pension benefits are described above under the caption “Pension
Benefits” and payments that are required to be made following termination of employment under designated
circumstances pursuant to the Grace LTIPs are described above under the caption “Grants of Plan-Based
Awards — Long Term Incentive Programs (LTIPs).”

Involuntary
Termination
Without Cause
Involuntary Following
Termination Change-in-
Without Cause(a) Control(c)(d) Death(e) Disability(f)
£} $) (%) (5}
N O T R 2,835,000(b) 4,860,000(b) | 810,000(b) 346,500(b)
R. M, Tarola ..o 860,000 2,296,200 430,000 122,000
R. C. Brown......c.ccoocvirinnrciceneeene 585,000 2,047,500 390,000 143,000
G.E. Poling ......ccooovvvvrriieeeeveeen 780,000 2,047,500 390,000 78,000
W, B. McGowan ......c.cccceeevninicicineneenns 640,000 1,584,000 320,000 64,000

(2) Consists of minimum severance payments pursuant to their respective employment agreements, in the
case of Mr. Festa and Mr. Brown, or severance agreements in the case of the other executive officers.

(b) If Mr. Festa’s termination, death or disability, occurs within six months following emergence from
Chapter 11, Mr. Festa is entitled to an additional payment of $1,750,000 and if his termination occurs
after six months but within 18 months following emergence from Chapter 11, Mr. Festa is entitled to an
additional payment of $1,000,000.

(c) “Change-in-Control” is described below under “Change-In-Control Severance Agreements.”

(d) Consists of contractual payments pursuant to the executive officers’ respective Change-In-Control
Severance Agreements calculated under the assumption that no excise tax will apply.

(e) Consists of the sum of payments under the Grace Executive Salary Protection Plan during the first year
following death. During subsequent years after death until the specified termination year (reflecting the
executive officer’s age as of December 31, 2006), the sum of payments each year would be as follows:
Mr. Festa — $405,000, 2016, Mr. Tarola - $215,000, 2015, Mr. Brown — $195,000, 2016, Mr. Poling -
$195,000, 2016, and Mr. McGowan - $160,000, 2015. .
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{(f) Consists of the sum of payments under the Grace Executive Salary Protection Plan during the first year
following disability, assuming the executive officer remains disabled for at least 12 consecutive months.
Amounts reflect the offset of expected payments under Grace’s long-term and short-term disability
programs that are based, in part, on the duration of the executive officer’s employment. During
subsequent years after disability, the sum of payments each year to Mr. Festa would be $126,000 until
the earlier of the month he was no longer deemed disabled or until he attained age 65 in 2024. Due to
the offset of expected payments under Grace’s long-term and short-term disability programs, the other
executive officers would not receive any additional payments under the Plan after the first year of
disability.

Contractual Termination Provisions

Alfred E. Festa. 1n 2005, the Compensation Committee and the Bankruptcy Court approved the terms of an
employment agreement, dated January 19, 2005, pursuant to which Mr, Festa assumed the position of Chief
Executive Officer of Grace on June 1, 2005. The term of this agreement is four years, ending on May 31,
2009. Under the terms of this agreement, Mr. Festa would not be entitled to any unpaid award under the
AICP or any LTIP if his employment with Grace terminates prior to the date that the award is paid to active
Grace employees, except that Mr. Festa would be entitled to a pro-rated portion of such an unpaid award in
the event that we terminate his employment without cause, he terminates his employment as a result of
constructive discharge, or his employment terminates as a resutt of his death or disability before the
applicable payment date. Assuming Mr. Festa’s employment was terminated as of December 31, 2006 under
any of the above-listed circumstances, Mr. Festa would be eligible to receive an AICP in the amount of his
2006 AICP payment as described above under “Summary Compensation Table” and LTIP payments as
described above under the caption “Grants of Plan-Based Awards — Long Term Incentive Programs
(LT1Ps).” Also, under the terms of the agreement, if we terminate Mr. Festa’s employment without cause, or
he terminates his employment as a result of constructive discharge, prior to the expiration of the agreement,
he would be entitled to a severance payment equal to two times a dollar amount equal to 175% of his
annual base salary at the time of his termination. Mr. Festa’s agreement also provides that he will be entitled
to a Chapter 11 retention bonus of $1,750,000, payable in two installments. The first installment, in the
amount of $750,000, will be paid 6 months after we emerge from Chapter 11 and the balance of $1 million
will be paid 18 months after we emerge. If we do not emerge from Chapter 11 within 36 months after the
filing of an initial plan of reorganization (i.e., by November 13, 2007), then Mr. Festa would be paid the
retention bonus as follows: $750,000 would be paid 36 months after the plan of reorganization was filed (ie.,
by November 13, 2007), and $1 million would be paid 48 months after the plan of reorganization was filed
(i.e., November 13, 2008). Mr. Festa would not be entitled to any installment of the retention bonus if his
employment is terminated prior to the date the installment is scheduled for payment, except in the case
where his termination occurs after we emerge from Chapter 11 and is the result of (i) his resignation as a
result of constructive discharge, (ii) termination by us not for cause, or (iii) his death or disability, in which
case he would receive the emergence bonus in addition to any severance payments to which he is otherwise
entitled. The foregoing description of Mr. Festa’s employment agreement does not purport to be complete
and is qualified in its entirety by reference to the agreement, which has been filed with the SEC.

Richard C. Brown. Mr. Brown’s employment agreement provides that he is entitled to a severance payment
equal to 1.5 times his annual base salary if he is involuntarily terminated by us under conditions that would
entitle him to severance under the general severance pay plan for our salaried employees. The foregoing
description of Mr. Brown’s severance arrangement does not purport to be complete and is qualified in its
entirety by reference to the agreement, which has been filed with the SEC.

Other Termination Or Change-In-Control Provisions
Change-In-Control Severance Agreements. We have entered into severance agreements with all of our

executive officers, which renew automatically unless the Board elects not to renew them. These agreements
generally provide that in the event of the involuntary termination of the individual’s employment without
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cause (including constructive termination caused by a material reduction in his or her authority or
responsibility or by certain other circumstances) following a “change in control,” he or she will generally
receive a severance payment equal to three times the sum of his or her annual base salary plus target annual
incentive compensation, subject to reduction, pro rata in the case of an executive officer who is within

36 months of normal retirement age {65) or, under certain circumstances, to minimize the effect of certain
excise taxes if applicable. For purposes of the severance agreements, “change in control” means the
acquisition of 209% or more of the outstanding Grace Common Stock (but not if such acquisition is the result
of the sale of Common Stock by Grace that has been approved by the Board), the failure of Board-
nominated directors to constitute a majority of any class of the Board of Directors, the occurrence of a
transaction in which the Grace shareholders immediately preceding such transaction do not own more than
50% of the combined voting power of the entity resulting from such transaction, or the liquidation or
dissolution of Grace. As a result of Grace’s Chapter 11 filing, the following events will not constitute a
“change in control”: (i) the acquisition of Grace Common Stock by a trust established for purposes of
administering asbestos-related claims pursuant to a plan of reorganization, and (ii) a corporate transaction
pursuant to Section 363 of the U.S. Bankruptcy Code or a plan of reorganization. This description of the
severance agreements does not purport to be complete and is qualified in its entirety by reference to the
form of such agreement, which has been filed with the SEC.

Severance Agreements. 'We have entered into severance agreements with each of the executive officers, other
than Mr. Festa and Mr. Brown, whose severance arrangements are covered by their respective employment
agreements. Under the terms of these agreements, in the event of the involuntary termination of the
executive officer’s employment under circumstances that would qualify the executive officer for severance pay
under the severance plan that generally covers our salaried employees, the executive officer would be
entitled to severance pay equal to two times his or her annual base salary. With respect to any executive
officer who has another agreement regarding the payment of severance upon termination of employment, if
such executive officer becomes entitled to severance under both the terms of the severance agreement and
the other agreement, then the executive officer would only receive severance pay under the severance
agreement, unless the other agreement provides for a greater amount of severance pay (in which case, the
executive officer would only receive severance pay under the other agreement). This description of the
severance agreements does not purport to be complete and is qualified in its entirety by reference to the
form of such agreement, which has been filed with the SEC.

Executive Salary Protection Plan. All executive officers participate in the Executive Salary Protection Plan
which provides that, in the event of a participant’s disability or death prior to age 70, we will continue to pay
all or a portion of base salary to the participant or a beneficiary for a period based on the participant’s age
at the time of disability or death. Payments under the plan may not exceed 100% of base salary for the first
year and 60% thereafter in the case of disability (50% in the case of death). Any payment under the plan as
a result of disability would be reduced by the amount of disability income received under Grace’s long-term
and short-term disability plans that are generally applicable to 1).S, salaried employees. This description of
the plan does not purport to be complete and is qualified in its entirety by reference to the text of the
Executive Salary Protection Plan, as amended, which is filed with the SEC.

Director Compensation

Under the compensation program for nonemployee directors in effect during 2006, each nonemployee
director receives an annual retainer of $75,000 in cash, 50% of which is paid in January and 50% of which is
paid December. In addition, directors receive $6,000 ($7,000 for directors holding a committee chair and
$9,000 for the lead independent director) in cash for each meeting date in respect of the Board meeting and
all committee meetings held on that date. We reimburse directors for expenses they incur in attending Board
and committee meetings and other activities incidental to their service as directors. Our directors are entitled
to participate in the Grace Foundation’s Matching Grants Program. We also maintain business travel
accident insurance coverage for our directors. Mr. Festa’s compensation is described above in the Summary
Compensation Table. Mr. Festa reccives no additional compensation for serving as a member of the Board of
Directors.
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The following table sets forth amounts paid by Grace to our directors in connection with their services to

Grace during 2006.

Change in
Pension
Value and
Fees Nonqualified
Earned or Non-Equity Deferred
Paid in Stock | Option | Incentive Plan Compensation Al Other
Cash Awards | Awards | Compensation Earnings Compensation Total
Name ($)(a) ($) (%) (8} ($) (%) ($)
John E Akers.............. 117,000 -0- -0- -0- -0- 3,000(b) 120,000
H. Furlong Baldwin.... | 111,000 -0- -0- -0- -0- -0- 111,000
Ronald C. Cambre...... 105,000 -0- -0- -0- -0- 2,500(b) 107,500
Marye Anne Fox ......... 117,000 -0- -0- -0- -0- 2,500(b) 119,500
John J. Murphy.......... 117,000 -0- -0- -0- -0- 3,000(b) 120,000
Paul J. Norris ............. 111,000 0- | -0-(c) 937,078(d) -0- 134,584(c) | 1,182,662
Christopher J. Steffen | 18,500(f) -0- -0- -0- -0- -0- 18,500
Mark E. Tomkins ....... 37,000(g)| -0- | -0- -0- -0- -0- 37,000
Thoemas A.
Vanderslice .............. 129,000 -0- -0- -0- -0- 3,000(b) 132,000

(a) Except for Mr. Tomkins and Mr. Steffen, amount consists of annual retainer in the amount of $75,000,
meeting fees in the amount of $36,000 to Messrs. Akers, Baldwin, Murphy, Norris and Vanderslice and
Dr. Fox and $30,000 to Mr. Cambre, and additional payments to: Mr. Murphy for serving as Chair of
the Audit Committee in the amount of $6,000; Mr. Akers for serving as Chair of the Compensation
Committee in the amount of $6,000; Mr. Vanderslice for serving as Chair of the Nominating and
Governance Committee and Lead Independent Director in the amount of $18,000; and Dr, Fox for
serving as Chair of the Corporate Responsibility Committee in the amount of $6,000.

{b) Consists of charitable contributions paid to designated academic institutions at the request of the
director pursuant to the Grace Foundation’s Matching Grants Program. Grace also paid an aggregate of
$180 in premiums for business travel accident insurance coverage for all directors during 2006.

(c) Mr. Norris served as Chief Executive Officer of Grace until his retirement on May 31, 2005. In his
capacity as Chief Executive Officer, he was awarded options to purchase up to 1,165,026 shares of Grace
Common Stock (439,026 of which are matched with stock appreciation rights as described below under
the caption “Norris Stock Appreciation Rights™) all of which are currently vested and exercisable.

(d) Amount consists of the final payment under the 2004-2006 Long-Term Incentive Program, or LTIF, and
reflects proration of LTIP Payment to reflect the actual time during the performance period that
Mr. Norris was an employee.

(¢} Consists of payments to Mr. Norris pursuant to his consulting agreement,

(f) Consists of annual retainer, prorated for the period Mr. Steffen served on the Board following his
election on November 2, 2006, in the amount of $12,500 and meeting fees in the amount of $6,000.

() Consists of annual retainer, prorated for the period Mr. Tomkins served on the Board following his
election on September 6, 2006, in the amount of $25,000 and meeting fees in the amount of $12,000.

Norris Stock Appreciation Rights

Mr. Norris served as Chief Executive Officer of Grace until his retirement on May 31, 2005. Effective
October 26, 1998, Mr. Norris and Grace entered into an employment agreement pursuant to which he
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agreed to serve as Chief Executive Officer. Pursuant to this agreement and upon his commencement of
employment, Mr. Norris received a non-statutory stock option grant covering 439,026 shares of Grace
Common Stock pursuant to the Grace 1998 Stock Incentive Plan. Mr. Norris’ agreement provides that Grace
will make a stock appreciation payment to Mr. Norris, at the time he elects to exercise any options under
that stock option grant or at the time he elects to cancel the options, provided that the price of a share of
Grace Common Stock is above $10.25 at the time. The required payment is equal to the product of the
number of shares exercised (or cancelled), multiplied by the difference between (a) the purchase price per
share ($16.75), or the price of a share of Grace Common Stock on the date of such exercise, if less than the
purchase price per share, and (b) $10.25. As of February 1, 2007, the total amount of this option grant
remains unexercised and uncancelled. Mr. Norris can exercise (or cancel) these options at any time until
May 31, 2008 (3 years after his retirement as CEO), in accordance with the terms of the 1998 Stock
Incentive Plan.

Norris Consulting Agreeﬁent

The Compensation Committee and the Bankruptcy Court have approved a consulting agreement between
Grace and Mr. Norris dated January 19, 2005, under which Mr. Norris monitors our Chapter 11 proceedings
and provides consulting services and advice to our CEOQ, certain of our employees and the Board of
Directors, regarding those proceedings and other matters. Under this agreement, Mr. Norris performs
services as an independent contractor, and retains no authority to enter into agreements on our behalf and
has no management or supervisory authority over our officers or employees. Under his agreement,

Mtr. Norris is entitled to a monthly retainer equal to $35,416.67 (i.e., $425,000 per year), provided that the
retainer is subject to adjustment downward if Mr. Norris’ services under the agreement are required for less
than one-half of a regular 40-hour work week. Based on the amount of time Mr. Norris is currently devoting
to his duties under the agreement, his monthly retainer has been adjusted to $10,625 ($127,500 per year).
We anticipate that Mr. Norris will continue to provide services under the agreement until we emerge from
Chapter 11. Mr. Norris’ consulting agreement may be terminated by the Board of Directors or Mr. Norris at
any time upon 30 days’ written notice, without the obligation to make any post-termination payments, and in
any event, the agreement will terminate 90 days after we emerge from Chapter 11. During the period of the
agreement, Mr. Norris has access to office space and administrative services at our Columbia, Maryland
headquarters. In addition, during this period and so long as he remains a director, Mr. Norris is eligible to
receive the same compensation payable to our other non-employee directors. The foregoing description of
Mr. Norris’ consulting agreement does not purport to be complete and is qualified in its entirety by
reference to the agreement which has been filed with the SEC.

Compensation Committee Interlocks And Insider Participation

During 2006, the Compensation Committee of the Board was comprised of Messrs. Akers {Chair), Baldwin,
Cambre, Murphy, Vanderslice, Tomkins and Steffen and Dr. Fox. None of our executive officers serves or in
the past has served as a member of the board of directors or compensation committee of any entity that has
one or more of its executive officers serving on our Board of Directors or our Compensation Committee.
None of these persons is our current or former officer or employee, nor did we have any reportable
transactions with any of these persons.
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Item 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT AND

RELATED STOCKHOLDER MATTERS
SECURITY OWNERSHIP

The following table sets forth the amount of Grace common stock beneficially owned, directly or indirectly,
as of January 31, 2007 by:

* each person that we know is the beneficial owner of more than 5% of the outstanding shares of
Grace common stock

* each current director
* each of the individuals named in the Summary Compensation Table set forth in Item 11 above

* all directors and all executive officers as a group
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Shares of Common Stock

Name and Address of Beneficial Owner(1) Beneficially Owned Percent
Peninsula Partners, L.P(2).....coo e s ns s s 10,765,600 15.6%
| 404B East Main Street, 2 Floor
Charlottesville, VA 22902
Citadel Limited Partnership(3) ... erar s e vraenes 4,094,213 59%
Citadel Investment Group, L.L.C.
Kenneth Griffin
131 S, Dearborn Street
32" Floor
Chicago, Illinois 60603
Jo B AKETS oo s ees s n e s s bbbt s e s e b oAt e e st e ke emt s s et e e e msaeeneeean 38,996 *
74,535 (O
15,196 (T
H. F O BaldWill......coooeciecin e csniesnicrerecisesnnsnsrecssnressessnerecnsesrassesatessesasns 21,918 *
R.CoCambre.. ..ot eae e aenns 28,494 *
A B FEStA ..o crirecereirreecreirae s resesrnsrasaressassessresss s resncrnssassressnraneans srasnresrasnerres -0- -0-
ML AL FOX oottt ee et an e s ne et eeeeneennentean 41,246 *
8,942 (T)
15,528 (O
18,629 (T
P NOTTES oottt e eb et as e et e s bt fea bbb bbb dden et i s bn s taas 138,822 1.9%
1,165,026 {O)
Co L SEEITRI ... ceece v e e e vy ss e et e e ee e amtee e e baran e sntanens rranes -0- -0-
M. E. TomKINS.......ccocccrmreeriiireeninirmieenrirecsirimssesmmissessmsesnsseesressassnermesasarvancnssasaress -0- -0-
T A VARAErSHICE. ... e et e e e 39,522 *
69,876 (O
14,932 (T
L O 1 o P -0- -0-
G B POINE ... et e e 112,289 (O) *
L O 1T 1) F: YU 15,000 *
202,900 (0)
R Y O € U 10,000 *
130,931 (0)
Directors and executive officers as a group ........cevervevevrvenvnenirreerersinenees 372,928 3%
1,771,085 (O
57,699 (T

*  Indicates less than 1%

(O) Shares covered by stock options exercisable on or within 60 days after January 31, 2007.

(T) Shares owned by trusts and other entities as to which the person has the power to direct voting and/or

investment.

(1) The address of each of our directors and executive officers is c/o Secretary, W. R. Grace & Co., 7500 Grace

Drive, Columbia, MD 21044.

(2) The ownership information set forth is based in its entirety on material contained in a Form 4 report dated

September 10, 2001 filed with the SEC.

(3) The ownership information set forth above is based in its entirety on material contained in a Schedule 13G/A
filed February 13, 2007 with the SEC. The number of shares beneficially owned includes shares owned by the

following investment funds and managed accounts: Citadel Derivatives Group LLC and Citadel Equity
Fund Ltd. All of such persons share voting and dispositive power.
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EQUITY COMPENSATION PLAN INFORMATION

The following table sets forth information as of December 31, 2006 with respect to our compensation plans
under which shares of Grace common stock are authorized for issuance upon the exercise of options,
warrants or other rights. The only such compensation plans in effect are stock incentive plans providing for
the issuance of stock options and restricted stock. Grace shareholders have approved all of these plans.

Number of securities
remaining available
for future issuance

upnder equity
compensation
Number of securities to Weighted-average plans (excluding
be issued upon exercise exercise price of securities reflected
of outstanding options  outstanding options in column (a})}
Plan category {a) b {c)
Equity compensation plans approved by security holders.......... 4,596,881 $14,18 4,763,957

Item 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS
BOARD INDEPENDENCE

The Board has determined that all directors, other than Mr. Festa (who is also Chief Executive Officer) and
Mr. Norris (who was Chief Executive Officer until June 1, 2005 and is currently a consultant to Grace) are
independent under New York Stock Exchange rules because none of such directors has any direct or indirect
material relationship with Grace or our affiliates, other than through his or her service as a director and as
an owner of less than 1% of Grace common stock. This determination was based on a number of factors,
principal among them were the following:

* none of these directors, nor any member of their immediate families is (or at any time during the last
three years was) a Grace executive officer or employee and none of these directors is an employee,
and no member of their immediate families is an executive officer of any other entity with whom we
do any material amount of business;

* none of these directors or any member of their immediate families has, during the last three years,
received any compensation from Grace (other than Board retainer and meeting fees); and

* none of these directors serve, or within the last three years served, as an executive officer, director,
trustee or fiduciary of any charitable organization to which we made any material donation.

Only independent directors serve on our Audit, Nominating and Governance, Compensation and Corporate
Responsibility Committees. Mr. Vanderslice has been appointed Lead Independent Director and, in this
capacity, presides at executive sessions of independent directors. Interested parties may communicate with
Mr. Vanderslice by writing him at the following address: Thomas A. Vanderslice — Lead Independent
Director, ¢/o W. R. Grace & Co., 7500 Grace Drive, Columbia, Maryland 21044.

REVIEW, APPROVAL OR RATIFICATION OF TRANSACTIONS WITH RELATED PARTIES

The Board recognizes that transactions involving related persons in which Grace is a participant can present
conflicts of interest, or the appearance thereof, so the Board has adopted a written policy as part of the
Grace Corporate Governance Principles (which are available on our website at www.grace.com/About/
Leadership/Governance/) with respect to related person transactions. The policy applies to transactions
involving related persons that are required to be disclosed pursuant to SEC regulations, which are generally
transactions in which:

* Grace is a participant;
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* the amount involved exceeds $120,000; and

* any related person, such as a Grace executive officer, director, director nominee, 5% stockholder or
any of their respective family members, has a direct or indirect material interest.

Each such related person transaction shall be reviewed, determined to be in, or not inconsistent with, the
best interests of Grace and its stockholders and approved or ratified by:

+ the disinterested members of the Audit Committee, if the disinterested members of the Audit
Committee constitute a majority of the members of the Audit Committee; or

* the disinterested members of the Board.

In the event a related person transaction is entered into without prior approval and, after review by the
Audit Committee or the Board, as the case may be, the transaction is not ratified, we will make all
reasonable efforts to cancel the transaction.

Item 14. PRINCIPAL ACCOUNTING FEES AND SERVICES

The Audit Committee of the Board of Directors selected PricewaterhouseCoopers LLP, or PwC, to
continue to act as our principal independent accountants for 2006. The following table sets forth the fees
that we incurred for the services of PwC for the fiscal years ended December 31, 2006 and 2005:

2006 2005
ALGIE FEES 1.ttt ettt e et e e e e ee s ee e s svee s et aeeas s e s smeaereeassesneresnesnenesseneres $4,484,600 | $4,136,600
AUQIt-RelAted FeS. .o siees s risss s sssss tres st s e s s e b s s bess s sbsnrssbantssssinsns 239,200 265,600
TAX FEES ...eietieciiiie ettt re et ettt et et ee st e st e ms e bt et b e n s tme e teesteeneesmesbeaneenteserresentre e erarerrren 7,900 116,100
N O 1 5 1= 3T U 26,300 -0-
TORAL FEES c.veviieeeereceiese st ttve st ssas s seesmese s seasessssbosesbeses s ssesheaatsseassasanasssisnes shesssnesatsasasssas $4,758,000 | $4,518,300

Audit Services consisted of the audit of our Consolidated Financial Statements and our internal controls over
financial reporting (as required under Section 404 of the Sarbanes-Oxley Act of 2002), the review of our
consolidated quarterly financial statements and statutory audits of certain of Grace’s non-U.S. subsidiaries
and affiliates.

Audit-Related Services primarily consisted of (1) an audit of the financial statements of Advanced Refining
Technologies, LLC (a joint venture with Chevron Products Company), (2) an audit of Grace’s 401(k) plan,
and (3) audits of subsidiary benefit plans as required.

Tax Services consisted of tax advice and compliance for non-U.S. subsidiaries, including preparation of tax
returns, and advice relating to Grace’s transfer pricing policies.

The Audit Committee has adopted a preapproval policy that requires the Audit Committee to specifically
preapprove the annual engagement of the independent accountants for the audit of our Consolidated
Financial Statements and internal controls. The policy also provides for general preapproval of certain audit-
related, tax and other services provided by the independent accountants. Any other services must be
specifically preapproved by the Audit Committee. However, the Chair of the Audit Committee has the
authority to preapprove services requiring immediate engagement between scheduled meetings of the Audit
Committee. The Chair must report any such preapproval decisions to the full Audit Committee at its next
scheduled meeting. During 2006, no audit-related, tax, or other services were performed by PwC without
specific or general approval as described above.
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PART IV

Item 15. EXHIBITS, FINANCIAL STATEMENT SCHEDULES, AND REPORTS ON FORM 8-K

Financial Statements and Schedules. See the Index to Consolidated Financial Statements and Financial
Statement Schedule and Exhibit in the Financial Supplement.

Exhibits. The exhibits to this Report are listed below. Other than exhibits that are filed herewith, all exhibits
listed below are incorporated by reference. Exhibits indicated by an asterisk (*) are the management
contracts and compensatory plans, contracts or arrangements required to be filed as exhibits to this Report.

For purposes of describing these exhibits, “Old Grace” means W. R. Grace & Co., a Delaware corporation
(subsequently renamed Sealed Air Corporation), a predecessor to the Company, and “Grace New York”
means W. R. Grace & Co., a New York corporation (subsequently renamed Fresenius Medical Care
Holdings, Inc.), a predecessor to Old Grace.

EXHIBIT
NO. EXHIBIT WHERE LOCATED
2.1 Form of Distribution Agreement, by and among Annex B to the Joint Proxy Statement/
Old Grace, W. R. Grace & Co.-Conn. and Prospectus dated February 13, 1998 of Old
Grace Specialty Chemicals, Inc. (now named W.  Grace and Sealed Air Corporation included in
R. Grace & Co.) Form S-4 (filed 2/13/98)
22 Proposed Amended Joint Plan of Exhibit 2.2 to Form 10-K (filed 3/7/05)

Reorganization of W. R. Grace & Co. and its
debtor subsidiaries dated January 13, 2005

31 Restated Certificate of Incorporation of W. R, Exhibit 3.1 to Form 8-K (filed 4/8/98)
Grace & Co.

3.2 Amended and Restated By-laws of W. R, Exhibit 3.2 to Form 8K (filed 4/29/05)
Grace & Co.

4.1 Rights Agreement dated as of March 31, 1998 Exhibit 4.1 to Form 8-K (filed 4/8/98)
between W. R. Grace & Co. and The Chase
Manhattan Bank, as Rights Agent

42 Credit Agreement dated as of May 14, 1998, Exhibit 4.1 to Form 10-Q (filed 8/14/98)
among W. R. Grace & Co.-Conn., W. R. Grace
& Co., the several banks parties thereto; the
co-agents signatories thereto; The Chase
Manhattan Bank, as administrative agent for
such banks; and Chase Securities Inc., as
arranger

43 364-Day Credit Agreement, dated as of May 5,  Exhibit 4.1 to Form 10-Q (filed 8/3/99)
1999, among W. R. Grace & Co.-Conn.; W. R.
Grace & Co.; the several banks parties thereto;
the co-agents signatories thereto; Bank of
America National Trust and Savings
Association, as documentation agent; The
Chase Manhattan Bank, as administrative agent
for such banks; and Chase Securities Inc., as
book manager
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EXHIBIT
NO.

EXHIBIT

WHERE LOCATED

4.4

4.5

4.6

47

4.8

4.9

4.10

10.1

10.2

10.3

10.4
10.5

10.6

10.7

First Amendment to 364-Day Credit Agreement
dated as of May 5, 1999 among W. R. Grace &
Co.-Conn.; W. R. Grace & Co.; the several
banks parties thereto; Bank of America
National Trust and Savings Association, as
document agent; The Chase Manhattan Bank,
as administrative agent for such banks; and
Chase Securities, Inc., as bank manager

Post-Petition Loan and Security Agreement
dated as of April 1, 2001 among the financial
institutions named therein, as Lenders, Bank of
America, N.A. as Agent, and W, R, Grace &
Co. and its subsidiaries named therein as
Debtors and Debtors-in-Possession, as
Borrowers

Amendment No. 1 and Limited Waiver to Post-
Petition Loan and Security Agreement

Amendment No. 2 and Limited Waiver to Post-
Petition Loan and Security Agreement

Amendment No. 3 and Limited Waiver to Post-
Petition Loan and Security Agreement

Amendment No. 4 and Limited Waiver to Post-
Petition Loan and Security Agreement

Receivables Purchase agreement dated as of
January 23, 2007 between Grace GmbH & Co.
KG and Coface Finanz GmbH

Form of Employee Benefits Allocation
Agreement, by and among Old Grace, W. R,
Grace & Co.-Conn. and Grace Specialty
Chemicals, Inc. (now named W. R. Grace &
Co.)

Form of Tax Sharing Agreement, by and among
0Old Grace, W. R. Grace & Co.-Conn. and
Grace Specialty Chemicals, Inc. (now named W,
R. Grace & Co.)

W. R. Grace & Co. 2000 Stock Incentive Plan,
as amended

W. R. Grace & Co. 1998 Stock Incentive Plan

W. R. Grace & Co. 1998 Stock Plan for
Nonemployee Directors

W. R. Grace & Co. 1996 Stock Incentive Plan,
as amended

W. R. Grace & Co. Sﬁpplemental Executive
Retirement Plan, as amended
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Exhibit 4 to Form 10-Q (filed 8/15/00)

Exhibit 4 to Form 10-Q (filed 8/14/01)

Exhibit 4 to Form 10-Q (filed May 13, 2003)
Exhibit 4.1 to Form 10-Q (filed May 9, 2006)
Exhibit 4.2 to Form 10-Q (filed May 9, 2006)
Exhibit 4.3 to Form 10-Q (filed May 9, 2006)

Filed herewith

Exhibit 10.1 to Form 10-K (filed March 13,
2003)

Exhibit 10.2 to Form 10-K (filed 3/13/03)

Exhibit 10 to Form 10-Q (filed 8/15/00)*

Exhibit 10.4 to Form 10-K (filed 3/13/03)*
Exhibit 10.5 to Form 10-K (filed 3/13/03)*

Exhibit 10.6 to Form 10-K (filed 3/5/04)*

Exhibit 10.7 to Form 10-K (filed 3/28/02)*




EXHIBIT

NO. EXHIBIT WHERE LOCATED

10.8  W. R. Grace & Co. Executive Salary Protection  Exhibit 10.8 to Form 10-K (fited 3/28/02)*
Plan, as amended

109 W R. Grace & Co. 1994 Stock Incentive Plan,  Exhibit 10.11 to Form 10-K (filed 3/28/02)*
as amended

10.10  Form of Stock Option Agreements Exhibit 10.14 to Registration Statement on

Form S-1 of Old Grace (filed 8/2/96)*

10.11  Form of Stock Option Agreements Exhibit 10.5 to Form 10-Q (filed 5/15/98)*

10.12  Form of 2003-2005 Long-Term Incentive Exhibit 10.29 to Form 10-K (filed 3/5/04)*
Program Award

10.13  Form of 2004-2006 Long-Term Incentive Exhibit 10.29 to Form 10-K (filed 3/7/05)*
Program Award

10.14  Form of 2005-2007 Long-Term Incentive Exhibit 10.1 to Form 8-X (filed 7/21/05)*
Program Award

10.15  Form of 2006-2008 Long-Term Incentive Exhibit 10.1 to Form 8-K (filed 11/06/06)*
Program Award

10.16  Form of Executive Severance Agreement Exhibit 10.17 to Form 10-K (filed 3/13/03)*
between Grace and certain officers

10.17  Severance Pay Plan for Salaried Employees Filed herewith

10.18  Employment Agreement, dated January 1, 2001, Exhibit 10.20 to Form 10-K (filed 4/16/01)*
by and between Grace and Paul J. Norris

10.19  Amendment dated November 6, 2002 to Exhibit 10.19 to Form 10-K (filed 3/13/03)*
Employment Agreement between Grace and
Paul J. Norris

10.20  Employment Agreement dated May 11, 1999 Exhibit 10.1 to Form 10-Q (filed 8/13/99)*
between Grace and Robert M. Tarola

10.21  Letter Agreement dated May 7, 1999 between Exhibit 10.24 to Form 10-K (filed 4/16/01)*
Paul J. Norris, on behalf of Grace, and William
M. Corcoran

1022  Form of Indemnification Agreement between Exhibit 10.27 to Form 10-K (filed 4/16/01)*
Grace and certain officers and directors

1023  Form of Severance Agreement Exhibit 10.28 to Form 10-K (filed 3/5/04)*

10.24  Annual Incentive Compensation Program Exhibit 10.26 to Form 10-K (filed 3/13/03)*

10.25  Letter Agreement dated January 19, 2005 Exhibit 10.1 to Form 8-K (filed 4/29/05)*
between Paul J. Norris, on behalf of Grace, and
Fred Festa

10.26  Letter Agreement dated January 19, 2005 Exhibit 10.2 to Form 8-K (filed 4/29/05)*
between Thomas A. Vanderslice, on behalf of
Grace, and Paul J. Norris

10.27  Letter Agreement dated April 22, 2005 between  Exhibit 10.3 to Form 8-K (filed 4/29/05)*

Fred Festa, on behalf of Grace, and Richard C.
Brown
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EXHIBIT

NO.,

EXHIBIT

WHERE LOCATED

12

21
23

24
31(i).1

31(i).2

32

99.1

99.2

Computation of Ratio of Earnings to Fixed
Charges and Combined Fixed Charges and
Preferred Stock Dividends

List of Subsidiaries of W. R. Grace & Co.

Consent of Independent Accountants

Powers of Attorney

Certification of Periodic Report by Chief
Executive Officer under Section 302 of the
Sarbanes-Oxley Act of 2002

Certification of Periodic Report by Chief
Financial Officer under Section 302 of the
Sarbanes-Oxley Act of 2002

Certification of Periodic Report by Chief

Executive Officer and Chief Financial Officer

under Section 906 of the Sarbanes-Oxley Act of

2002

Amended Disclosure Statement for proposed
Amended Joint Plan of Reorganization of W.

R. Grace & Co. and its debtor subsidiaries
dated January 13, 2005

Glossary of terms used in Plan of
Reorganization documents
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Filed herewith in Financial Supplement to
Grace’s 2006 Form 10-K

Filed herewith

Filed herewith in Financial Supplement to
Grace’s 2006 Form 10-K

Filed herewith
Filed herewith

Filed herewith

Filed herewith

Exhibit 99.1 to Form 10-K (filed 3/7/05)

Exhibit 99.2 to Form 10-K (filed 3/7/05)




SIGNATURES

Pursuant to the requircments of Section 13 or 15(d) of the Securitics Exchange Act of 1934, the registrant
has duly caused this Report to be signed on its behalf by the undersigned, thereto duly authorized.

Dated: March 1, 2007

W, R. GRACE & CO.

By: /s/ ALFRED E. FESTA

Alfred E. Festa
(President and Chief Executive Officer)

By: /s/ ROBERT M. TAROLA

Robert M. Tarola
(Senior Vice President and Chief Financial Officer)

Pursuant to the requirements of the Securities Exchange Act of 1934, this Report has been signed below by
the following persons on behalf of the registrant and in the capacities indicated on March 1, 2007.

Signature

Title

J. F. Akers*

H. F. Baldwin*

R. C. Cambre*
M. A. Fox*

J. J. Murphy*

P J. Norris*

C. 1. Steffen*

M. E. Tomkins*
T. A. Vanderslice*

/s/ ALFRED E. FESTA

(Alfred E. Festa)

/s/ ROBERT M. TAROLA

(Robert M. Tarola)

Directors

L B s ol s

Chief Executive Officer and Director
(Principal Executive Officer)

Senior Vice President and
Chief Financial Officer
(Principal Financial Officer)
{Principal Accounting Officer)

* By signing his name hereto, Mark A. Shelnitz is signing this document on behalf of each of the persons
indicated above pursuant to powers of attorney duly executed by such persons and filed with the
Securities and Exchange Commission.

By: /s/ MARK A. SHELNITZ

Mark A. Shelnitz
{Attorney-in-Fact)
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The financial data listed above appearing in this Financial Supplement are incorporated by reference herein.
The Financial Statement Schedule should be read in conjunction with the Consolidated Financial Statements
and Notes thereto. Financial statements of less than majority-owned persons and other persons accounted
for by the equity method have been omitted as provided in Rule 3-09 of the United States Securities and
Exchange Commission’s (SEC) Regulation S-X. Financial Statement Schedules not included have been
omitted because they are not applicable or the required information is shown in the Consolidated Financial
Statements or Notes thereto.




Management’s Report on Financial Information and Internal Controls

Responsibility For Financial Information - We are responsible for the preparation, accuracy, integrity and
objectivity of the Consolidated Financial Statements and the other financial information included in this
report. Such information has been prepared in conformity with accounting principles generally accepted in
the United States of America and accordingly, includes certain amounts that represent management’s best
estimates and judgments. Actual amounts could differ from those estimates.

Responsibility for Internal Controls — We are also responsible for establishing and maintaining adequate
internal controls over financial reporting. These internal controls consist of policies and procedures that are
designed to assess and monitor the effectiveness of the control environment including: risk identification,
governance structure, delegations of authority, information flow, communications and control activities. A
chartered Disclosure Committee oversees Grace’s public financial reporting process and key managers are
required to confirm their compliance with Grace’s policies and internal controls quarterly. While no system
of internal controls can ensure elimination of all errors and irregularities, Grace’s internal controls, which
are reviewed and modified in response to changing conditions, have been designed to provide reasonable
assurance that assets are safeguarded, policies and procedures are followed, transactions are properly
executed and reported, and appropriate disclosures are made. The concept of reasonable assurance is based
on the recognition that there are limitations in all systems of internal control and that the costs of such
systems should be balanced with their benefits. The Audit Committee of the Board of Directors, which is
comprised solely of independent directors, meets regularly with Grace’s senior financial management,
internal auditors and independent registered public accounting firm to review audit plans and results, as well
as the actions taken by management in discharging its responsibilities for accounting, financial reporting and
internal controls. The Audit Committee is responsible for the sclection and compensation of the independent
registered public accounting firm. Grace’s financial management, internal auditors and independent
registered public accounting firm have direct and confidential access to the Audit Committee at all times.

Report On Internal Control Over Financial Reporting ~ We and our management have evaluated Grace’s
internal control over financial reporting as of December 31, 2006. This evaluation was based on criteria for
effective internal control over financial reporting set forth in Intemal Control - Integrated Framework issued
by the Committee of Sponsoring Organizations of the Treadway Commission. Based on this evaluation, we
and our management have concluded that Grace’s internal control over financial reporting is effective as of
December 31, 2006, Grace's independent registered public accounting firm that audited our financial
statements included in Item 15 has also audited our assessment of the effectiveness of Grace’s internal
control over financial reporting as of December 31, 2006, as stated in their report, which appears on the
following page.

Report On Disclosure Controls And Procedures — As of December 31, 2006, we carried out an evaluation of the
effectiveness of the design and operation of Grace’s disclosure controls and procedures pursuant to

Rule 13a-15 under the Securities Exchange Act of 1934, as amended (the “Exchange Act”). Based upon that
evaluation, we concluded that Grace’s disclosure controls and procedures are effective in ensuring that
information required to be disclosed in Grace’s periodic filings under the Exchange Act is accumulated and
communicated to us to allow timely decisions regarding required disclosures, and such information is
recorded, processed, summarized and reported within the time periods specified in the Securities and
Exchange Commission’s rules and forms.

/s! A. E. Festa /s/ Robert M. Tarola

A. E. Festa Robert M. Tarola
President and Senior Vice President and
Chief Executive Officer Chief Financial Officer

March 1, 2007




Report of Independent Registered Public Accounting Firm

To the Shareholders and Board of Directors of W. R. Grace & Co.:

We have completed integrated audits of W. R. Grace & Co.’s consolidated financial statements and of its
internal control over financial reporting as of December 31, 2006 in accordance with the standards of the
Public Company Accounting Oversight Board (United States). Qur opinions, based on our audits, are

presented below.

Consolidated financial statements and financial statement schedule

In our opinion, the accompanying consolidated financial statements present fairly, in all material respects,
the financial position of W. R. Grace & Co. and its subsidiaries (the “Company”) at December 31, 2006 and
2005, and the results of their operations and their cash flows for each of the three years in the period ended
December 31, 2006 in conformity with accounting principles generally accepted in the United States of
America. In addition, in our opinion, the accompanying financial statement schedule presents fairly, in all
material respects, the information set forth therein when read in conjunction with the related consolidated
financial statements. These financial statements and financial statement schedule are the responsibility of the
Company’s management. Qur responsibility is to express an opinion on these financial statements and
financial statement schedule based on our audits. We conducted our audits of these statements in accordance
with the standards of the Public Company Accounting Oversight Board (United States). Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit of financial statements includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements, assessing the accounting
principles used and significant estimates made by management, and evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.

The accompanying consolidated financial statements have been prepared assuming that the Company will
continue as a going concern. As discussed in Note 1 to the consolidated financial statements, on April 2,
2001, the Company and substantially all of its domestic subsidiaries voluntarily filed for protection under
Chapter 11 of the United States Bankruptcy Code, which raises substantial doubt about the Company’s
ability to continue as a going concern in its present form. Management’s intentions with respect to this
matter are described in Note 2. The accompanying consolidated financial statements do not include any
adjustments that might result from the outcome of this uncertainty.

As discussed in Note 1 to the consolidated financial statements, the Company changed the manner in which
it accounts for defined benefit pension and other postretirement plans effective December 31, 2006 to
comply with a recently issued financial accounting standard.

Internal control over financial reporting

Also, in our opinion, management’s assessment, included in the accompanying Management’s Report on
Internal Control over Financial Reporting, that the Company maintained effective internal control over
financial reporting as of December 31, 2006 based on criteria established in Internal Control — Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO), is
fairly stated, in all material respects, based on those criteria. Furthermore, in our opinion, the Company
maintained, in all material respects, effective internal control over financial reporting as of December 31,
2006, based on criteria established in Internal Control — Integrated Framework issued by the COSO. The
Company’s management is responsible for maintaining effective internal control over financial reporting and
for its assessment of the effectiveness of internal control over financial reporting. Our responsibility is to
express opinions on management’s assessment and on the effectiveness of the Company’s internal control
over financial reporting based on our audit. We conducted our audit of internal control over financial
reporting in accordance with the standards of the Public Company Accounting Oversight Board (United
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States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in all material respects. An audit
of internal control over financial reporting includes obtaining an understanding of internal control over
financial reporting, evaluating management’s assessment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other procedures as we consider necessary in the
circumstances. We believe that our audit provides a reasonable basis for our opinions.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external
purposes in accordance with generally accepted accounting principles. A company’s internal control over
financial reporting includes those policies and procedures that (i) pertain to the maintenance of records that,
in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the
company; (ii) provide reasonable assurance that transactions are recorded as necessary to permit preparation
of financial statements in accordance with generally accepted accounting principles, and that receipts and
expenditures of the company are being made only in accordance with authorizations of management and
directors of the company; and (iii) provide reasonable assurance regarding prevention or timely detection of
unauthorized acquisition, use, or disposition of the company’s assets that could have a material effect on the
financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk
that controls may become inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.

/s/ PricewaterhouseCoopers LLP
PricewaterhouseCoopers LLP
McLean, Virginia

March 1, 2007

Consent of Independent Registered Public Accounting Firm

We hereby consent to the incorporation by reference in the Registration Statements on Form S-8 (Nos.
333-37024, 333-49083, 333-49507, 333-49509, 333-49511, 333-49513, 333-49515 and 333-49517) of W. R.
Grace & Co. of our report dated March 1, 2007 relating to the financial statements, financial statement
schedule, management’s assessment of the effectiveness of internal control over financial reporting and the
effectiveness of internal control over financial reporting which appears in this 2006 Annual Report on
Form 10-K of W. R. Grace & Co.

fs/ PricewaterhouseCoopers LLP
PricewaterhouseCoopers LLP
McLean, Virginia

March 1, 2007




Consolidated Financial Statements

W. R. Grace & Co. and Subsidiaries
Consolidated Statements of Operations
(In millions, except per share amounts)

Year Ended December 31,

2006 2005 2004

INEL SAIES 1vouieveuimiieeci it ra e e ses e st seas s e s saeassaaaeseenrenes $ 2,826.5 $ 2,569.5 $ 22599
Cost of goods sold, exclusive of depreciation and amortization

shown separately Delow ..., 1,845.0 1,689.8 1,4315
Selling, general and administrative expenses, exclusive of net

pension expense and depreciation and amortization shown

separately Below..............coi e 560.9 474.2 436.3
Depreciation and amortization .......covveivevseressssssierinesssrssaseniesenns 113.5 1209 1153
Research and development eXpenses.......cweevsnisirissiecsresnrerenaes 63.8 59.2 511
Net PENSION EXPENSE. ...ccomeceristicriitiirereree st cetie s sess st s 63.7 71.9 61.9
Interest expense and related financing costS......ceecenncnnnnceeene, 73.2 553 111.1
Provision for environmental remediation ...........cooeinievcrcreninnas 30.0 25.0 21.6
Provision for asbestos-related litigation, net of insurance................ - - 476.6
Chapter 11 expenses, net of interest inCOME .......o.coecececevnrvverceenene. 49.9 309 18.0
Other (inCOME) €XPENSE, NEL....ovceriiiviierisninierrrecasiereasesissaesinesasreranas (34.3) {67.4) (68.4)

2,765.7 2,459.8 2,655.0

Income (loss) before income taxes and minority interest ................ 60.8 109.7 (395.1)
Benefit from (provision for) income taxes ..........comevecsrnnrerrnnnnas (8.1) (21.3) 1.5
Minority interest in consolidated entities .........oeeeviccrcenmnnirirerirennns (34.4) (21.1) (8.7

Net income (088).........ccverrviuerieeeticeirinerni s screeeereasens $ 183 | § 673 | § (402.3)
Basic earnings (loss) per share:

Net InCOME (JOSS)...ceurmmeerrsicimiecrreerreseensieraeasee e renserensesssssessanessens $ 027 | $§ 101 | $ (6.11)

Weighted average number of basic shares........covveeriveveeciiinene. 67.9 66.8 65.8
Diluted earnings (loss) per share:

Net inCome (J0SS)......covucivrerrirverimirsiritie e srersssesessessinceresesesens $ 027 | $§ 100 { 8§ (611)

Weighted average number of diluted shares ......ocoeveveenrnrnnneee. 68.3 67.3 65.8

The Notes to Consolidated Financial Statements are an integral part of these statements.




W. R. Grace & Co. and Subsidiaries
Consolidated Statements of Cash Flows
(In millions)

Year Ended December 31,

OPERATING ACTIVITIES
Net income (l0SS) ..cccovviiiiiieimii st bs s s sasr s
Reconciliation to net cash provided by (used for) operating activities:
Chapter 11 expenses, net of interest iNCOME ........cociireiniiniine
{Benefit from) provision for income taxes
Minority interest in consolidated entities ...
Depreciation and amortization ... i
Interest accrued on pre-petition liabilities subject to compromise..............
Net (gain) loss on sales of investments and disposals of assetS......wvveuenin
NEL PENSION EXPEISE. .o ceecmerrcacecrtrerssisssirssssssstanssssss s srssesnsasasaseass e sesssasestasios
Payments under defined benefit pension arrangements .........ocovemeevsinnn
Payments under postretirement benefit plans
Net gain from litigation settlement ....ccooeeeeiciinnins
Cash received from litigation SettleMent ........ociiiviivesreniresieninsecnesniscnanines
Provision for asbestos-related litigation, net of insurance...........ccoeiernens
Net income from life insurance POlCIES ... ...ovrvverrerrmseemeemcenenc et
Provision for uncollectible receivables......ciiisiiveeisieininrssnsennnas
Provision for environmental temediation ........cccireaicimnieiis e
Expenditures for environmental remediation..........ccoiinirniainnnns
Expenditures for retained obligations of divested businesses ..........c.coeveene
Dividends paid to minority interests in consolidated entities .....oouvvnrenennn
Changes in assets and liabilities, excluding effect of businesses acquired/
divested and foreign currency translation:
Working capital items (trade accounts receivable, inventories and
ACCOUNTS PAYADIE) .c.vivveinrisii it e e e
Other accruals and non-cash items
Income taxes paid, net of refunds......oiiiriiee

Net cash provided by (used for) operating activities before Chapter 11
expenses and Settlements........cccoviiriernrenicne e
Cash paid to resolve contingencies subject to Chapter 11........covvvniconeeee
Chapter 11 eXpenses Paid ...t e s sna e s

Net cash provided by (used for) operating activities ....................coins

INVESTING ACTIVITIES

Capital eXpPenditurES.....oiiireriee et essc st s s s
Businesses acquired, net of cash acqUired. ..o
Proceeds from termination of life insurance poliCies .....vvomerremeerecresiviniinens
Net investment in life insurance policies. ...
Proceeds from sales of investments and disposals of assets........ccveiiiennns
Proceeds from sale of DUSINESS......ccoveviiiiimiinsni st

Net cash provided by (used for) investing activities .......cocoeoiiincinannas

FINANCING ACTIVITIES

Net payment of loans secured by cash value of life insurance ........oovecennenen
Net (repayments) borrowings under credit arrangements.... ... et
Fees paid under debtor-in-possession facility
Proceeds from exercise of Stock OpLONS .....cv s

Net cash provided by (used for) financing activities.............coieennne.
Effect of currency exchange rate changes on cash and cash equivalents .......

Increase (decrease) in cash and cash equivalents........
Cash and cash equivalents, beginning of period.........cccinincsncnnns,

Cash and cash equivalents, end of period........covceivmeivnimrorveeeree e

2006 2005 2004
$ 183 $ 673 $ (402.3)
49.9 30.9 18.0
8.1 21.3 (L.5)
34.4 21.1 8.7
113.5 1209 115.3
713 50.6 106.4
(0.6) 0.7 0.8
63.7 71.9 61.9
(121.5) (47.7) (33.3)
(13.9) (11.9) (12.5)
- - (51.2)
- - 62.5
- - 476.6
(@.1) (3.5) (3.0)
35 2.6 1.9
30.0 25.0 216
(10.9) (6.7) (9.0)
(3.6) (1.0) (1.8)
(6.7) (0.4) (0.2)
6.1 (46.3) (15.8)
17.1 (31.0) 35.8
(51.6) (45.7) (31.7)
203.0 218.1 3412
- (119.7) -
(503) (31.1) (15.8)
152.7 673 325.4
(119.2) (94.0) (75.3)
(19.6) (5.5) (66.3)
0.3 14.8 -
(0.5) 0.5 18
9.6 1.8 18
- 45 -
(129.4) (77.9) (138.0)
(0.1) (0.6) (4.0)
03 (10.4) 12
(2.4) (22) (2.1)
24.1 31 42
21.9 (10.1) (0.7)
16.4 (15.0) 145
61.6 (35.7) 201.2
474.7 510.4 300.2
$ 5363 $ 4747 $ 5104

The Notes to Consolidated Financial Statements are an integral part of these statements.
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W. R. Grace & Co. and Subsidiaries
Consolidated Balance Sheets
(In millions, except par value and shares)

December 31,

ASSETS

Current Assets

Cash and cash equivalents... -

Trade accounts receivable, less allowancc of $6 6 (2005 $5 0)

Inventories... ST b
Deferred income taxes ......................................................................................................
OLRET CUTTENT BSFELS wevirerieiiiriiertiinteeere et e eeeaasprearpt s sresee s reeat s e e e ame s essyeeensrr e aerssarrarots

TOA] CUETEIT ASSEES. ..eoviiiiiii i iis i sabri e ars e st aara b s e e s s res st s sssreeessssatiessssatsssesnsn

Properties and equipment, net of accumulated depreciation and amortization of
$1,510.5 (2005 - $1,420. 2)

Goodwill ...

Cash value of llfe insurance pohcnes net of pohcy loans

Deferred income taxes .. e

Asbestos-related msurance

PENSION AS815.....ccccimiirririiirr ittt e st e e st sb s e e e e nr e

OHET BSSELS....eeives sttt ee e e s e sae R sbe s s bbbt 4 b4t s ed e mnt b rmr s e saerenenross

Total Assets ..

LIABILITIES AND SHAREHOLDERS’ EQUITY (DEFICIT)

Liabilities Not Subject to Compromise

Current Liabilities

Debt payable within 0N YEAT ...t e eees
ACCOUNtS PAYable ..o e e
Other current Habilities........o.coviiivecimiiecrieeeiecc i ese e e s e s e nasasas s

Total Current Liabililies ... s

Debt payable after one year...
Deferred income taxes..

Minority interest in consolldated entmcs ........................................................................
Pension liabilities ..
OLher HabIlItIES ......ovveiiieciriiees s rcirinress s ette st s est e s e e e srasae s ssas e e bbasarssaseabesbbssssnsmmnnsn

Total Liabilities Not Subject to Compromise..........coocereriireinr oo

Liabilities Subject to Compromise — Note 2...........coooiermrimecn e e es
Total Liabilities .....cccooiiiiiiiiiiii et

Commitments and Contingencies
Shareholders’ Equity (Deficit)

Common stock issued, par value $0.01; 300,000,000 shares authorized; outstanding:
2006 — 68,915,022 (2005 66,922 196)

Paid-in capital ... .

Accumulated deflcxt

Treasury stock, at cost shares 2006 8 064 738 (2005 - 10 057 564) ..........................

Accumulated other comprehensive income (loss)....

Total Shareholders’ Equity (Deficit) ........ccccocviriiviinenniiicennirecnr e nvsess e
Total Liabilities and Shareholders’ Equity (Deficit) .............oovvcnrvereccernniireniencane

2006 2005

$ 5363 | $ 4747

4263 401.7

284.6 278.3

37.8 26.8

$3.8 84.8

1,368.8 1,266.3

664.5 6329

116.5 103.9

89.2 84.8

728.5 679.1
500.0 560.0

38.4 121.5

131.5 150.1

$ 36374 | § 35386

$ 33 |s 2.3

172.7 166.8

2726 221.2

448.6 390.3

0.2 0.4

58.9 62.5

65.0 36.4

349.6 4475

433 41.7

965.6 9788

3,221.6 3,155.1

4,187.2 4,133.9

0.8 0.8

423.8 4234
(487.6) (505.9)
(96.0) (119.7)
(390.8) (393.9)
(549.8) (595.3)

$ 36374 | $ 35386

The Notes to Consolidated Financial Statements are an integral part of these statements.
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W. R. Grace & Co. and Subsidiaries

Accumulated

Consolidated Statements of Common Stock Other Total

Shareholders’ Equity (Deficit) and Accumulated Treasury Comprehensive | Shareholders’
{In millions} Paid-in Capital Deficit Stock Income {Loss) | Equity (Deficit)
Balance, December 31, 2003................ 5 4329 $ (170.9) $ (135.9) $ (289.9) $ (163.8)
Net income (J088)}...cccrvrivursmircrreesrernenns - (402.3) - - (402.3)
Stock plan activity .......ccoeciinsiisicnenn. (5.6) - 10.0 - 4.4
Other comprehensive income (loss) ... - - - (60.1) (60.1)
Balance, December 31, 2004................ $ 4273 $ (573.2) $ (125.9) $ (350.0) $ (621.8)
Net income (1058) vvemermeeeeereee e - 673 - - 67.3
Stock plan activity .......ccvivinvinsnnens (3.1) - 6.2 - 31
Other comprehensive income (loss) ... - - - (43.9) (43.9)
Balance, December 31, 2005................ $ 4242 $ (505.9) $ (119.7) $ (393.9) $ (595.3)
Net income (lOSS) .cviverveerernierecereiriaieniins - 183 - - 18.3
Stock plan activity ......ccceevnccienninninns 0.4 - 237 - 24.1
Other comprehensive income (loss) ... - - - 105.4 105.4
Adoption of FASB Statement

No. 158 (Note 18) .covcnirincrians - - - (102.3) (102.3)
Balance, December 31, 2006................ $ 4246 $ (487.6) $ (96.0) $ (390.8) $ (549.8)

W. R. Grace & Co. and Subsidiaries
Consolidated Statements of Comprehensive Income (Loss)

{In millions)

Year Ended December 31,

2006 2005 2004
Net income (1055) ......couverevrininiininiesnensmscrersieesssssssssssenssrmemssieesensesenns | 8 18.3 3 673 $ (402.3)
Other comprehensive income (loss):
Foreign currency transfation adjustments........ocovveeisisnesininesrensens 36.8 (28.7) 21.9
Gain (loss) from hedging activities, net of income taxes................ (L.3) - -
Minimum pension liability adjustments, net of income taxes........... 69.9 (15.2) (82.0)
Total other comprehensive income (l088) .......oovniininnimisenn, 1054 {43.9) (60.1)
Comprehensive income (JOSS).......oovecrmreevrenieisniiiiesrsininsrsrinsereseeeeisssesas $ 1237 £ 234 $ (462.4)

The Notes to Consolidated Financial Statements are an integral part of these statements.
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Notes to Consolidated Financial Statements

1. Basis of Presentation and Summary of Significant
Accounting and Financial Reporting Policies

W. R. Grace & Co., through its subsidiaries, is engaged
in specialty chemicals and specialty materials businesses
on a worldwide basis through two operating segments:
“Grace Davison,” which includes silica- and alumina-
based catalysts and materials used in a wide range of
industrial applications; and “Grace Performance
Chemicals,” which includes specialty chemicals and
materials used in commercial and residential
construction and in rigid food and beverage packaging.

W. R. Grace & Co. conducts substantially all of its
business through a direct, wholly-owned subsidiary,
W. R. Grace & Co.-Conn. (“Grace-Conn.”).
Grace-Conn. owns substantially all of the assets,
properties and rights of W, R. Grace & Co. on a
consolidated basis, either directly or through
subsidiaries.

As uvsed in these notes, the term “Company” refers to
W. R. Grace & Co. The term “Grace” refers to the
Company and/or one or more of its subsidiaries and, in
certain cases, their respective predecessors.

Voluntary Bankruptcy Filing — During 2000 and the first
quarter of 2001, Grace experienced several adverse
developments in its asbestos-related litigation,
including: a significant increase in personal injury
claims, higher than expected costs to resolve personal
injury and certain property damage claims, and class
action lawsuits alleging damages from Zonolite Attic
Insulation (“ZAI”) a former Grace attic insulation
product.

After a thorough review of these developments, the
Board of Directors concluded that a federal court-
supervised bankruptcy process provided the best forum
available to achieve fairness in resolving these claims
and on April 2, 2001 (the “Filing Date”), Grace and 61
of its United States subsidiaries and affiliates, including
Grace-Conn. (collectively, the “Debtors”), filed
voluntary petitions for reorganization (the “Filing™)
under Chapter 11 of the United States Bankruptcy
Code in the United States Bankruptcy Court for the
District of Delaware (the “Bankruptcy Court”). The
cases were consolidated and are being jointly
administered under case number 01-01139 (the
“Chapter 11 Cases™). Grace’s non-U.S. subsidiaries and
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certain of its U.S. subsidiaries were not included in the
Filing.

Under Chapter 11, the Debtors have continued to
operate their businesses as debtors-in-possession under
court protection from creditors and claimants, while
using the Chapter 11 process to develop and implement
a plan for addressing the asbestos-related claims. Since
the Filing, all motions necessary to conduct normal
business activities have been approved by the
Bankruptcy Court. (See Note 2 for Chapter 11-Related
Information.)

Principles of Consolidation — The Consolidated Financial
Statements include the accounts of Grace and entities
as to which Grace exercises control over operating and
financial policies. Grace consolidates the activities of
variable interest entities in circumstances where
management determines that Grace is the primary
beneficiary of the variable interest entity. Intercompany
transactions and balances are climinated in
consolidation. Investments in affiliated companies in
which Grace can significantly influence operating and
financial policies are accounted for under the equity
method, unless Grace’s investment is deemed to be
temporary, in which case the investment is accounted
for under the cost method.

Minority Interest in Consolidated Entifies - Grace conducts
certain of its business through joint ventures with
unaffiliated third parties that require profit sharing. For
joint ventures in which Grace has a controlling financial
interest, Grace consolidates the results of such joint
ventures in the Consolidated Financial Statements.
Grace recognizes a liability for cumulative amounts due
to the third parties based on the financial results of the
joint ventures, and deducts the annual amount of profit
sharing in the measurement of its consolidated net
income (loss).

Reclassifications — Certain amounts in prior years’
Consolidated Financial Statements have been
reclassified to conform to the 2006 presentation. Such
reclassifications have not materially affected previously
reported amounts in the Consolidated Financial
Statements.

Use of Estimates - The preparation of financial
statements in conformity with US. generally accepted
accounting principles requires that management make
estimates and assumptions affecting the assets and
liabilities reported at the date of the Consolidated
Financial Statements, and the revenues and expenses




reported for the periods presented. Actual amounts
could differ from those estimates, and the differences
could be material. Changes in estimates are recorded in
the period identified. Grace’s accounting measurements
that are most affected by management’s estimates of
future events are:

O  Contingent liabilities which depend on an
assessment of the probability of loss and an
estimate of ultimate resolution cost, such as
asbestos-related matters (see Notes 2 and 3),
environmental remediation (see Note 14), income
taxes (see Note 14), and litigation (see Note 14);

Pension and postretirement liabilities that depend
on assumptions regarding participant life spans,
future inflation, discount rates and total returns on
invested funds (see Note 18); and

Realization values of net deferred tax assets and
insurance receivables, which depend on projections
of future income and cash flows and assessments of
insurance coverage and insurer solvency.

The accuracy of management’s estimates may be
materially affected by the uncertainties arising under
Grace’s Chapter 11 proceeding.

Revenue Recognition — Grace recognizes revenue when all
of the following criteria are satisfied: risk of loss and
titte transfer to the customer; the price is fixed and
determinable; and collectibility is reasonably assured.
Certain customer arrangements include conditions for
volume rebates. Grace accrues a rebate allowance and
reduces recorded sales for anticipated selling price
adjustments at the time of sale. Grace regularly reviews
rebate accruals based on actual and anticipated sales
patterns.

Cash Equivalents — Cash equivalents consist of liquid
instruments and investments with maturities of three
months or less when purchased. The recorded amounts
approximate fair value.

Inventories - Inventories are stated at the lower of cost or
market. The methods used to determine cost include
first-inffirst-out, or “FIFQO” and, for substantially all
U.S. inventories, last-in/first-out, or “LIFQ.” Market
values for raw materials are based on current cost and,
for other inventory classifications, net realizable value.
Inventories are evaluated regularly for salability, and
slow moving andfor obsolete items are adjusted to
expected salable value. Inventory values include direct
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and certain indirect costs of materials and production.
Abnormal costs of production are expensed as incurred.

Properties and Equipment — Properties and equipment are
stated at cost. Depreciation of properties and
equipment is generally computed using the straight-line
method over the estimated useful life of the asset.
Estimated useful lives range from 20 to 40 years for
buildings, 3 to 7 years for information technology
equipment, 3 to 10 years for machinery and equipment
and 5 to 10 years for furniture and fixtures. Interest is
capitalized in connection with major project
expenditures. Fully depreciated assets are retained in
properties and equipment and related accumulated
depreciation accounts until they are removed from
service. In the case of disposals, assets and related
accumulated depreciation are removed from the
accounts and the net amount, less any proceeds from
disposal, is charged or credited to operations.
Obligations for costs associated with asset retirements,
such as requirements to restore a site to its original
condition, are accrued at net present value and
amortized along with the related asset. Grace reviews
long-lived assets for impairment whenever events or
changes in circumstances indicate that the carrying
amount of an asset may not be fully recoverable.

Goodwill - Goodwill arises from certain purchase
business combinations. Grace reviews its goodwill for
impairment on an annual basis and whenever events or
changes in circumstances indicate that the carrying
amount may not be fully recoverable. Recoverability is
assessed at the reporting unit level most directly
associated with the business combination that generated
the goodwill.

Income Taxes — Grace recognizes deferred tax assets and
liabilities with rtespect to the expected future tax
consequences of events that have been recorded in the
Consolidated Financial Statements and tax returns. If it
is more likely than not that all or a portion of deferred
tax assets will not be realized, a valuation allowance is
provided against such deferred tax assets. The
assessment of realization of deferred tax assets is
performed annually under scenarios of future taxable
income and tax planning alternatives that are
considered reasonable in the circumstances.

Foreign Currency Translation - Assets and liabilities of
foreign subsidiaries (other than those located in
countries with highly inflationary economies) are
translated into U.S. dollars at current exchange rates,
while revenues, costs and expenses are translated at




average exchange rates during each reporting period.
The resulting translation adjustments are included in
the “accumulated other comprehensive income (loss)”
caption of the Consolidated Balance Sheets. The
financial statements of subsidiaries located in countries
with highly inflationary economies, if any, are
remeasured as if the functional currency were the U.S.
dollar; the remeasurement creates translation
adjustments that are reflected in “net income (loss)” in
the Consolidated Statements of Operations.

Financial Instruments — Grace periodically enters into
commodity forward, swap and/or option contracts,
interest rate swap agreements and foreign exchange
forward and/or option contracts to manage exposure to
fluctuations in commodity prices and interest and
foreign currency exchange rates. Grace does not hold or
issue derivative financial instruments for trading
purposes. Derivative instruments are recorded in the
Consolidated Balance Sheets as either assets or
liabilities at their fair value. For derivative instruments
designated as fair value hedges, changes in the fair
values of the derivative instruments closely offset
changes in the fair values of the hedged items in other
income (expense) in the Consolidated Statements of
Operations, For derivative instruments designated as
cash flow hedges, the effective portion of any hedge is
reported as accumulated other comprehensive income
(loss) in the Consolidated Balance Sheets until it is
cleared to earnings during the same period in which the
hedged item affects earnings. The ineffective portion of
all hedges, and changes in the fair values of derivative
instruments that are not designated as hedges, are
recorded in current period earnings. Cash flows from
derivative instruments are reported in the same
category as the cash flows from the items being hedged.

Effect of New Accounting Standards - In September 2006,
the Financial Accounting Standards Board {“FASB™)
issued Statement of Financial Accounting Standards
(““SFAS”") No. 158, “Employers’ Accounting for Defined
Benefit Pension and Other Postretirement Plans.” SFAS
No. 158 requires an employer to recognize the funded
status of defined benefit pension plans and other
postretirement benefit plans as an asset or liability in its
statement of financial position, and requires recognition
in other comprehensive income of gains or losses and
prior service costs or credits arising during the period
but which are not included as components of net
periodic benefit cost. Grace adopted the provisions of
SFAS No. 158 as of December 31, 2006. The
incremental effect of applying this Statement on
individual line items in the Consolidated Balance Sheet
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as of December 31, 2006 is shown below. Adoption of
SFAS No. 158 did not impact Grace’s 2006 consolidated
results of operations, and it is not expected to materially
impact consolidated results of operations in future
periods.

Incremental Effect of

Applying SFAS No, 158 December 31, 2006

on Indlvidual Line Items Before Alter

in the Consolidated Application Application

Balance Sheet of SFAS Adjust- of SFAS
{In millions) No. 158 ments No, 153
Deferred income taxes.. | $§ 674.7 § 538 [ § 7285
Pension assets.....u. 126.2 (87.8) 384
Other assets.... 141.6 (10.1) 1315
Total asS€ts...cuiceirinieannns 3,681.5 (44.1) 3,6374
Other currem liabilities 2517 149 2726
Pension liabilities........... 296.7 529 349.6
Liabilities subject to

compromise................ 3,231.2 (9.6) 3,221.6
Total liabilities ............... 4,129.0 582 4,187.2
Accumulated other

comprehensive

income {loss).......c..... (288.5) {102.3) (390.8)
Total Sharehoiders’

Equity (Deficit) ......... (447.5) (102.3) (549.8)

In September 2006, the FASB Emerging Issues Task
Force (“EITF”) promulgated Issue No. 06-4,
“Accounting for Deferred Compensation and
Postretirement Benefit Aspects of Endorsement Split-
Dollar Life Insurance Arrangements.” This Issue
specifies that if a company provides a benefit to an
employee under an endorsement split-dollar life
insurance arrangement that extends to postretirement
periods, it would have to recognize a liability and
related compensation costs. Grace will adopt EITF 06-4
effective in the first quarter of 2008, and has not yet
assessed the estimated impact to its Consolidated
Financial Statements.

In September 2006, the EITF promulgated Issue
No. 06-5, “Accounting for Purchases of Life Insurance —
Determining the Amount That Could Be Realized in
Accordance with FASB Technical Bulletin No. 85-4,
Accounting for Purchases of Life Insurance.” Companies
can choose to purchase life insurance policies to fund
the cost of employee benefits or to protect against the
loss of key persons, and receive tax-free death benefits.
These policies are commonly referred to as corporate-
owned life insurance (COLI). This Issue clarifies
whether the policyholder should consider additional
amounts from the policy other than the cash surrender
value in determining the amount that could be realized
under the insurance contract, or whether a policyholder
should consider the contractual ability to surrender all




individual life policies at the same time in determining
the amount that could be realized under the insurance
contract. Grace will adopt EITF 06-5 effective in the
first quarter of 2007; it is not expected to materially
impact the Consolidated Financial Statements.

In September 2006, the FASB issued SFAS No. 157,
“Fair Value Measurements.” SFAS No. 157 defines fair
value, establishes a framework for measuring fair value,
and expands disclosures about fair value measurements.
Grace will adopt SFAS No. 157 effective in the first
quarter of 2008, and has not yet asscssed the estimated
impact to its Consolidated Financial Statements.

In September 2006, the SEC Staff released Staff
Accounting Bulletin (“SAB”) 108. SAB 108 expresses
the SEC Staff’s views regarding the process of
quantifying financial statement misstatements. Grace
has applied the guidance in SAB 108 effective for the
fourth quarter ended December 31, 2006.

In June 2006, the FASB issued Interpretation No. 48,
“Accounting for Uncertainty in Income Taxes” (“FIN
48™), which prescribes a recognition threshold and
measurement attribute for tax positions taken or
expected to be taken in tax returns. FIN 48 also
provides guidance on derecognition, classification,
interest and penalties, accounting in interim periods,
disclosure, and transition. Grace will adopt FIN 48
effective in the first quarter of 2007. At this stage, Grace
does not believe the adoption of FIN 48 will have a
material effect on its financial condition or results of
operations. However, the FASB has indicated that it
expects to issue additional FIN 48 implementation
guidance regarding the ultimate settlement of a tax
audit, which may impact the timing of certain liability
adjustments. Accordingly, such guidance may impact
the amount Grace would record upon adoption of this
statement. Grace continues to evaluate the effects of
adopting this standard.

2. Chapter 11i-Related Information

Official Parties to Grace’s Chapter 11 Proceedings — Three
creditors’ committees, two representing asbestos
claimants and the third representing other unsecured
creditors, and a committee representing shareholders,
have been appointed in the Chapter 11 Cases. These
committees, and a legal representative of future
asbestos claimants, have the right to be heard on all
matters that come before the Bankruptcy Court and
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have important roles in the Chapter 11 Cases. The
Debtors are required to bear certain costs and expenses
of the committees and of the representative of future
asbestos claimants, including those of their counsel and
financial advisors.

Plan of Reorganization — On November 13, 2004 Grace
filed a plan of reorganization, as well as several
associated documents, including a disclosure statement,
with the Bankruptcy Court. On January 13, 2005, Grace
filed an amended plan of reorganization (the “Plan”)
and related documents to address certain objections of
creditors and other interested parties. The Plan is
supported by committees representing general
unsecured creditors and equity holders, but is not
supported by committees representing asbestos
personal injury claimants and asbestos property damage
claimants or the representative of future asbestos
claimants.

Under the terms of the Plan, a trust would be
established under Section 524(g) of the Bankruptcy
Code to which all pending and future asbestos-related
claims would be channeled for resolution. Grace has
requested that the Bankruptcy Court conduct an
estimation hearing to, among other things, determine
the amount that would need to be paid into the trust on
the effective date of the Plan to satisfy the estimated
liability for all classes of asbestos claimants and trust
administration costs and expenses over time. The Plan
provides that Grace’s asbestos-related liabilities would
be satisfied using cash and securities from Grace and
third parties.

The Plan will become effective only after a vote of
eligible creditors and with the approval of the
Bankruptcy Court and the U.S. District Court for the
District of Delaware. Votes on the Plan may not be
solicited until the Bankruptcy Court approves the
disclosure statement. The Bankruptcy Court has
currently deferred consideration of the disclosure
statement and Plan until after completion of estimation
hearings on the amount of Grace’s asbestos-related
liability. The Debtors have received extensions of their
exclusive right to propose a plan of reorganization and
solicit acceptances of that plan through July 23, 2007.
The committees representing asbestos claimants and
the future claimants’ representative have appealed the
extension of exclusivity to the Third Circuit Court of
Appeals.




Under the terms of the Plan, claims would be satisfied
under the Chapter 11 Cases as follows:

Asbestos-Related Claims and Costs

Under the Plan, a trust would be established under
Section 524(g) of the Bankruptcy Code to which all
pending and future asbestos-related claims would be
channeled for resolution. The trust would utilize
specified trust distribution procedures to satisfy the
following allowed asbestos-related claims and costs:

Personal injury claims that meet specified exposure and
medical criteria (Personal Injury-Symptomatic Eligible or
“PI-SE” Claims) — In order to qualify for this class,
claimants would have to prove that their health is
impaired from meaningful exposure to asbestos-
containing products formerly manufactured by Grace.

Personal injury claims that do not meet the exposure and
medical criteria necessary to qualify as PI-SE Claims
{Personal Injury-Asymptomatic and Other or “PI-AQ”
Claims) — This class would contain all asbestos-related
personal injury claims against Grace that do not meet
the specific requirements to be PI-SE Claims, but do
meet certain other specified exposure and medical
criteria.

Property damage claims, including claims related to ZAl
(“PD Claims”) — In order to qualify for this class,
claimants would have to prove Grace liability for loss of
property value or remediation costs related to products
formerly manufactured by Grace that claimants allege
contained asbestos.

Trust administration costs and legal expenses

The pending asbestos-related legal proceedings are
described in “Asbestos-Related Litigation™ (see Note 3).
The claims arising from such proceedings would be
subject to this classification process as part of the Plan,

The Bankruptcy Court has entered separate case
management orders for estimating liability for pending
and future personal injury claims and adjudicating
pending property damage claims, excluding ZAI claims.
Trial dates for estimating liability for personal injury
claims are currently scheduled to begin in
September 2007. Hearings for the adjudication of
various issues regarding property damage claims are
currently scheduled to take place during the second
quarter of 2007. The Debtors expect that the estimated
liability for all asbestos-related claims may provide the
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basis for determining the amount to be paid into a trust
on the effective date of a plan of reorganization.

Under the Plan, asbestos personal injury claimants,
including both PI-SE and PI-AQ claims, would have the
option either to litigate their claims against the trust in
federal court in Delaware or, if they meet specified
eligibility criteria, accept a settlement amount based on
the severity of their condition. Under the Plan, ashestos
property damage claimants would be required to litigate
their claims against the trust in federal court in
Delaware. The Plan provides that, as a condition
precedent to confirmation, the maximum estimated
aggregate funding amount for all asbestos-related
liabilities (PI-SE, PI-AO and PD including ZAI) and
trust administration costs and expenses as determined
by the Bankruptcy Court cannot exceed $1,613 mitlion,
which Grace believes would fund over $2 billion in
claims, costs and expenses over time,

The PI-SE Claims, the PD Claims and the related trust
administration costs and expenses would be funded with
(1) a payment of $512.5 million in cash (plus interest at
5.5% compounded annually from December 21, 2002)
and nine million shares of common stock of Sealed Air
Corporation (“Sealed Air”) to be made directly by
Cryovac, Inc., a wholly owned subsidiary of Sealed Air
(“Cryovac”), to the asbestos trust pursuant to the terms
of a settlement agreement resolving asbestos-related,
successor liability and fraudulent transfer claims against
Sealed Air and Cryovac and (2) Grace common stock.
The number of shares of Grace common stock required
to satisfy these claims will depend on the price of Grace
common stock on the effective date of the Plan, liability
measures approved by the Bankruptcy Court, and the
value of the Sealed Air settlement, which changes daily
with the accrual of interest and the trading value of
Sealed Air common stock. The Sealed Air settlement
agreement has been approved by the Bankruptcy Court,
but remains subject to the fulfillment of specified
conditions.

The PI-AQ Claims would be funded with warrants
exercisable for that number of shares of Grace common
stock which, when added to the shares issued directly to
the trust on the effective date of the Plan, would
represent 50.1% of Grace’s voting securities. If the
common stock issuable upon exercise of the warrants is
insufficient to pay all PI-AO Claims (the liability for
which is uncapped under the Plan), then Grace would
pay any additional liabilities in cash.




Under the Plan, the amounts to fund PI-SE Claims, PD
Ciaims and the expense of trust administration would be
capped at the amount determined by the Bankruptcy
Court. Amounts required to fund PI-AO Claims would
not be capped, so if the amount funded in respect
thereof later proved to be inadequate, Grace would be
responsible for contributing additional funds into the
asbestos trust to satisfy PI-AO Claims. Because of the
number and nature of the uncertainties involved, Grace
is unable to determine the extent to which, if any, the
liability under the Plan for PI-AO claims may exceed
the amount funded into the trust in respect thereof.

Other Claims

The Plan provides that all allowed administrative or
priority claims would be paid 100% in cash and all
general unsecured claims, other than those covered by
the asbestos trust, would be paid 85% in cash and 15%
in Grace common stock. Grace estimates that claims
with a recorded value of approximately $1,241 million,
including interest accrued through December 31, 2006,
would be satisfied in this manner at the effective date of
the Plan. Grace would finance these payments with cash
on hand, cash from Fresenius Medical Care
Holdings, Inc. (“Fresenius”™) paid in settlement of
asbestos and other Grace-related claims, new Grace
debt, and Grace common stock. Grace would satisty
other non-asbestos related liabilities and claims
(primarily certain environmental, tax, pension and
retirement medical obligations) as they become due and
payable over time using cash flow from operations,
insurance proceeds from policies and settlement
agreements covering asbestos-related liabilities, and
new credit facilitics. Proceeds from available product
liability insurance applicable to asbestos-related claims
would supplement operating cash flow to service new
debt and liabilities not paid on the effective date of the
Plan.

Effect on Grace Common Stock

The Plan provides that Grace common stock will remain
outstanding at the effective date of the Plan, but that
the interests of existing shareholders would be subject
to dilution by additional shares of common stock issued
under the Plan. In addition, in order to preserve
significant tax benefits from net operating loss
carryforwards (“NOLs”) and certain future deductions,
which are subject -to elimination or limitation in the
event of a change in control (as defined by the Internal
Revenue Code) of Grace, the Plan places restrictions on
the purchase of Grace common stock. The restrictions
would prohibit (without the consent of Grace), for a
period of three years after the effective date of the Plan,
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a person or entity from acquiring more than 4.75% of
the outstanding Grace common stock or, for those
persons already holding more than 4.75%, prohibit
them from increasing or decreasing their holdings. The
Bankruptcy Court has also approved the trading
restrictions described above, excluding the restriction on
sales, until the effective date of the Plan.

Grace intends to address all pending and future
asbestos-related claims and all other pre-petition claims
as outlined in the Plan. However, the Plan may not be
ultimately approved by the Bankruptcy Court and other
interested parties. For example, the asbestos creditors
committees and representative of future asbestos
claimants have challenged the confirmability of the
Plan, arguing that the Plan impairs the rights of asbestos
creditors and impermissibly denies them voting rights,
and have asserted that Grace’s asbestos-related
liabilities exceed the fair value of Grace's assets. As a
result of these challenges and other Bankrupicy Court
rulings, a materially different plan of reorganization
may ultimately be approved and, under the ultimate
plan of reorganization, the interests of the Company’s
shareholders could be substantially diluted or cancelled.
The value of Grace common stock following a plan of
reorganization, and the extent of any recovery by
non-asbestos-related creditors, will depend principally
on the amount of Grace’s asbestos-related liability
under a confirmed plan of reorganization.

Claims Filings — The Bankruptcy Court established a bar
date of March 31, 2003 for claims of general unsecured
creditors, asbestos-related property damage claims
{other than ZAI claims) and medical monitoring claims
related to asbestos. The bar date did not apply to
asbestos-related personal injury claims or claims related
to ZAlL

Approximately 14,900 proofs of claim were filed by the
March 31, 2003 bar date. Of these claims, approximately
9400 were non-asbestos related, approximately 4,300
were for asbestos-related property damage, and
approximately 1,000 were for medical monitoring. The
medical monitoring claims were made by individuals
who allege exposure to asbestos through Grace's
products or operations. These claims, if sustained,
would require Grace to fund ongoing health monitoring
costs for qualified claimants. In addition, approximately
800 proofs of claim were filed after the bar date.

Approximately 7,000 of the non-asbestos related claims
involve claims by employees or former employees for
future retirement benefits such as pension and retiree




medical coverage. Grace views most of these claims as
contingent and has proposed a plan of reorganization
that would retain such benefits. The other non-asbestos
related claims include claims for payment of goods and
services, taxes, product warranties, principal and
interest under pre-petition credit facilities, amounts due
under leases and other contracts, leases and other
executory contracts rejected in the Bankruptcy Court,
environmental remediation, indemnification or
contribution to actual or potential co-defendants in
asbestos-related and  other litigation, pending
non-asbestos-related litigation, and non-asbestos-
related personal injury.

The Debtors have analyzed the claims filed pursuant to
the March 31, 2003 bar date, and have found that many
are duplicates, represent the same claim filed against
more than one of the Debtors, lack any supporting
documentation, or provide insufficient supporting
documentation. As of December 31, 2006, the Debtors
had filed objections to approximately 5,600 claims
{approximately 100 of which were subsequently
withdrawn by the claimant), approximately 3,950 of
which were asbestos property damage claims. Of the
5,500 remaining claims objections, approximately 1,050
asbestos property damage claims have been expunged,
approximately 1,300 non-asbestos claims have been
expunged, approximately 300 non-asbestos claims have
been resolved, approximately 2,125 asbestos property
damage claims have been withdrawn by claimants,
approzimately 50 non-asbestos claims have been
withdrawn by claimants, and the remaining
approximately 625 will be addressed pursuant to the
procedures set forth in the asbestos property damage
case management order approved by the Bankruptcy
Court. An additional approximately 1,100 non-asbestos
claims will be addressed through the claims objection
process and the dispute resolution procedures approved
by the Bankruptcy Court.

Grace believes that its recorded liabilities for claims
subject to the March 31, 2003 bar date represent a
reasonable estimate of the ultimate allowable amount
for claims that are not in dispute or have been
submitted with sufficient information to both evaluate
the merit and estimate the value of the claim. The
asbestos-related claims are considered as part of
Grace’s overall asbestos liability and are being
accounted for in accordance with the conditions
precedent under the Plan, as described in “Accounting
Impact™ below. Grace will adjust its recorded asbestos-
related liability, as necessary, to reflect rulings by the
Bankruptcy Court. Any such adjustments could be
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material to its consolidated financial position and
results of operations.

Litigation Proceedings in Bankruptcy Court - In
September 2000, Grace was named in a purported class
action lawsuit filed in California Superior Court for the
County of San Francisco, alleging that the 1996
reorganization involving a predecessor of Grace and
Fresenius AG and the 1998 reorganization involving a
predecessor of Grace and Sealed Air were fraudulent
transfers (Abner, et al, v. WR. Grace & Co., et al.). The
Bankruptcy Court authorized the Official Committee of
Asbestos Personal Injury Claimants and the Official
Committee of Asbestos Property Damage Claimants to
proceed with claims against Fresenius and Sealed Air
and Cryovac on behalf of the Debtors’ bankruptcy
estate,

On November 29, 2002, Sealed Air (and Cryovac) and
Fresenius each announced that they had reached
agreements in principle with such Committees to settle
asbestos, successor liability and fraudulent transfer
claims related to such transactions (the “litigation
settlement agreements”). Under the terms of the
Fresenius settlement, subject to the fulfillment of
certain conditions, Fresenius would pay $115.0 million
to the Debtors’ estate as directed by the Bankruptcy
Court upon confirmation of the Debtors’ plan of
reorganization. In July 2003, the Fresenius settlement
was approved by the Bankruptcy Court. Under the
terms of the Sealed Air settlement, subject to the
fulfillment of certain conditions, Cryovac would make a
payment of $512.5 million (plus interest at 5.5%
compounded annually, commencing on December 21,
2002) and nine million shares of Sealed Air common
stock (collectively valued at $1,220.2 million as of
December 31, 2006), as directed by the Bankruptcy
Court upon confirmation of the Debtors’ plan of
reorganization. In June 2005, the Sealed Air setttement
was approved by the Bankruptcy Court.

Debt Capital — All of the Debtors’ pre-petition debt is in
default due to the Filing. The accompanying
Consolidated Balance Sheets reflect the classification of
the Debtors’ pre-petition debt within “liabilities subject
to comprontise.”

The Debtors have entered into a debtor-in-possession
post-petition loan and security agreement with Bank of
America, N.A. (the “DIP facility”) in the aggregate
amount of $250 million. The term of the DIP facility
expires on April 1, 2008,




Accounting Impact — The accompanying Consolidated
Financial Statements have been prepared in accordance
with Statement of Position 90-7 (“SOP 90-77),
“Financial Reporting by Entities in Reorganization
Under the Bankruptcy Code,” promulgated by the
American Institute of Certified Public Accountants.
SOP 90-7 requires that financial statements of
debtors-in-possession be prepared on a going concern
basis, which contemplates continuity of operations,
realization of assets and liquidation of liabilities in the
ordinary course of business. However, as a result of the
Filing, the realization of certain of the Debtors’ assets
and the liquidation of certain of the Debtors’ liabilities
are subject to significant uncertainty. While operating as
debtors-in-possession, the Debtors may sell or otherwise
dispose of assets and liquidate or settle liabilities for
amounts other than those reflected in the Consolidated
Financial Statements. Further, the ultimate plan of
reorganization could materially change the amounts and
classifications reported in the Consolidated Financial
Statements.

Pursuant to SOP 90-7, Grace’s pre-petition and future
liabilities that are subject to compromise are required to
be reported separately on the balance sheet at an
estimate of the amount that will ultimately be allowed
by the Bankruptcy Court. As of December 31, 2006,
such pre-petition liabilities include fixed obligations
(such as debt and contractual commitments), as well as
estimates of costs related to contingent liabilities (such
as asbestos-related litigation, environmental
remediation, and other claims). Obligations of Grace
subsidiaries not covered by the Filing continue to be
classified on the Consolidated Balance Sheets based
upon maturity dates or the expected dates of payment.
SOP 90-7 also requires separate reporting of certain
expenses, realized gains and losses, and provisions for
losses related to the Filing as reorganization items.
Grace presents reorganization items as “Chapter 11
expenses, net of interest income,” a separate caption in
its Consolidated Statements of Operations.

Grace has not recorded the benefit of any assets that
may be available 1o fund asbestos-related and other
liabilities under the litigation settlements with Sealed
Air and Fresenius, as such agreements are subject to
conditions which, although expected to be met, have not
been satisfied and confirmed by the Bankruptcy Court.
The value available under these litigation settlement
agreements as measured at December 31, 2006, was
$1,335.2 million comprised of $115.0 million in cash
from Fresenius and $1,220.2 million in cash and stock
from Cryovac. Payments under the Sealed Air
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settlement will be made directly to the asbestos trust by
Cryovac, and will be accounted for as a satisfaction of a
portion of Grace'’s recorded asbestos-related liability
and a credit to shareholders’ equity.

Grace’s Consolidated Balance Sheets separately identify
the liabilities that are “subject to compromise” as a
result of the Chapter 11 proceedings. In Grace’s case,
“liabilities subject to compromise” represent both
pre-petition and future liabilities as determined under
U.S. generally accepted accounting principles. The
bases for the asbestos-related liability component of
“liabilities subject to compromise” are described in
Note 3. Changes to the recorded amount of such
liabilities will be based on developments in the
Chapter 11 Cases and management’s assessment of the
claim amounts that will ultimately be allowed by the
Bankruptcy Court. Changes to pre-petition liabilities
subsequent to the Filing Date reflect: 1) cash payments
under approved court orders; 2) the terms of Grace’s
proposed plan of reorganization, as discussed above,
including the accrual of interest on pre-petition debt
and other fixed obligations; 3) accruals for employee-
related programs; and 4) changes in estimates related to
other pre-petition contingent liabilities.

Components of liabilities subject to compromise are as
follows:

December 31, | December 31, Filing Daie

{In millions) 1006 2005 {Unaudited)
Debt, pre-petition plus

accrued interest ..., § 7395 § 6847 $ 5115
Asbestos-related liability...... 1,700.0 1,700.0 1,002.8
Income 1ax88...civcivccirccanrone 141.2 136.5 2421
Environmental remediation. 361.1 3420 164.8
Postretirement benefits

other than pension ........... 727 101.3 185.4
Unfunded special pension

AITANEEMEDLS wvvrriivrririinens 95.6 86.4 70.8
Retained obligations of

divested businesses........ 18.0 18.1 43.5
Accounts payable ................. 317 315 43.0
Other accrued liabilities....... 71.2 54.6 102.1
Reclassification to current

labilities™ .. enene 9.4) - -
Total Liabilities Subject to

Compromise™ ... | § 32216 $ 3,155.1 $ 2,366.0

4 As of December 31, 2006, 39.4 million of certain pension and postretirement

benefit obligations subject to compromise have been presented in other current
Labilities in the Consolidated Balance Sheet in accordance with SFAS
No. 158,

Note that the unfunded special pension arrangements
reflected above exclude non-U.S. plans and U.S.
qualified plans that became underfunded subsequent to




the Filing. Contributions to U.S. qualified plans are
subject to Bankruptcy Court approval.

Change in Liabilities Subject to Compromise
The following table is a reconciliation of the changes in

pre-filing date liability balances for the period from the
Filing Date through December 31, 2006.

Cumulative Since
(In millions) (Unaudited) Filing
Balance, Filing Date April 2, 2001 ................ $ 2,366.0
Cash disbursements and/or reclassifications
under Bankrupicy Court orders:
Freight and distribution order......ouvee 57
Trade accounts payable order............ueucn. .1
Resolution of contingencies subject to
Chapter 11 ..... “ (119.7)
Other court orders including employee
wages and benefits, sales and use tax,
and customer Programs......awrii (329.5)
Expense/(income) items:
Interest on pre-petition liabilities............... 2749
Employee-related accruals.....ooiinisennene. 34.0
Provision for asbestos-related
CONTINEENCIES. ....ocoeremrieerinvecennnt s 7448
Provision for environmental contingencies 205.6
Provision for income tax contingencies ..... 5.4
Balance sheet reclassifications..........oouvveiinae (35.1)
Balance, end of period .....ccniiiiiniiiniinene. $ 32216
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Additional liabilitics subject to compromise may arise
due to the rejection of executory contracts or unexpired
leases, or as a result of the Bankruptcy Court’s
allowance of contingent or disputed claims.

Beginning January 1, 2006, Grace agreed to pay interest
on pre-petition bank debt at the prime rate, adjusted for
periodic changes, and compounded quarterly. The
effective rate for 2006 was 7.96%. From the Filing Date
through December 31, 2005, Grace accrued interest on
pre-petition bank debt at a negotiated fixed annual rate
of 6.09%, compounded quarterly.

Chapter 11 expenses

{In millions) 2006 2005 2004
Legal and financial advisory

feRS s $ 519 5384 $ 203
Interest income ..o (8.0) (1.5) (2.3)
Chapter 11 expenses, net ...... $ 499 $ 309 $ 180

Pursuant to SOP 90-7, interest income earned on the
Debtors’ cash balances must be offset against
Chapter 11 expenses.




Condensed financial information of the Debtors

W. R, Grace & Co. -
Chapter 11 Filing Entities
Debtor-in-Possession
Statements of Operation

(In millions) (Unaudited}

Year Ended December 31,

2006

2005 2004

Net sales, including
INtETCOMPANY ..ovvveserrsasenes
Cost of goods sold,
including intercompany,
exclusive of depreciation
and amortization shown
separately below..............
Selling, general and
administrative expenses,
exclusive of net pension
expense shown
separately below ...
Research and development
EXPRISES wovvereremeesreemseasins
Depreciation and
amortization........c.oe.
Net pension expense...........
Interest expense and
related financing costs ....
Other (income) expense,
{12 SO,
Provision for
environmental
remediation.........cveeins
Provision for asbestos-
related litigation, net of
INSULANCE ..oonreecrrerenenne
Chapter 11 expenses, net
of interest income ...

Income (loss) before
income taxes and equity
in net income of non-
filing entities .....ocvniiiras

Benefit from (provision
for) income taxes ............

Income (loss) before
equity in net income of
non-filing entities ............

Equity in net income of
non-filing entities

Net income (1055) .....cconerenns

$ 1,425.0

1,037.4

$1,267.2 | § 1,1654

896.0 768.7

336.9 276.1

40.8 384 346
58.6

46.3

65.2
519

61.4
459

723 54.7 110.7

(89.6)| (107.3) (74.0)

30.0 25.0 21.6

476.6

49.8 307 18.0

1,582.9

1,330.7 1,722.1

(157.9)

(124.9)

{63.5) (556.7)

330 150 448

(@85 (5119

143.2 115.8 109.6

$

183 [ § 673

§ (402.3)
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W. R. Grace & Co. -
Chapter 11 Filing Entities
Debtor-in-Possession
Condensed Statements
of Cash Flows

{In millions) (Unaudited)

Year Ended December 31,

2006

2005 2004

Operating Activities
Income (loss) before net
Chapter 11 expenses,
income taxes, and equity
in net income of non-
filing entities......cocooivivanee
Reconciliation to net cash
provided by (used for}
operating activities:
Non-cash items, net ........
Contributions to defined
benefit pension plans ..
Cash paid to resclve
contingencies subject
to Chapter 11 ......cceuns
Changes in other assets
and liabilities,
excluding the effect of
businesses acquired/
divested ..o

Net cash provided by
(used for) operating
activities.........ccociiinnin

Net cash provided by
(used for) investing
activities..........ccvucriiiennn

Net cash provided by
(used for) financing
activities.......c.coo e

Net increase {decrease) in
cash and cash
equivalents..........ociiine

Cash and cash equivalents,
beginning of period.........

Cash and cash equivalents,
end of period........oeieninn

5

(108.1) | §

(106.6)

(328)| $ (538.7)

159.5 135.8 667.2

(35.0) (24.2)

- (119.7) -

(19.0) (63.6) 887

(742) | (115.3) 193.0

17.1 44.2 284

(1.9

(35.4) (70.8) 2195

269.2 340.0 120.5

$

2338 | § 2692 | 8 3400




W. R. Grace & Co. -

Chapter 11 Filing Entities

Debtor-in-Possession

Balance Sheets December 31,
{In millions) (Unaudited) 2006 2005
ASSETS
Current Assets
Cash and cash equivalents........ccooonienan $ 2338 | § 2692
Trade accounts receivable, net................ 117.9 108.0
Receivables from non-filing entities, net 53.2 62.3
INVENtOTES. . veesiriiiiiescsnseeneresessaeeceenas 72.9 86.8
Other current assets. 60.9 520
Total Current ASSets.........ccvevrrisemrerinne 538.7 578.3
Properties and equipment, net................ 394.5 378.9
Cash value of life insurance policies,

net of policy loans...........ocecncrivcanens 89.2 84.8
Deferred income taxes........cuereeerrvecnennes 687.1 702.5
Asbestos-related insurance...........oceee... 500.0 500.0
Loans receivable from non-filing

entities, Net.........ccocvveeeveveeeemnenns 2377 306.9
Investment in non-filing entities 660.3 5219
OUher a55€L5.ciiiiiiveirnricirrenseessssisnsenisens 90.8 79.3
Total ASSets ..........ccvvvivrnssrerserrnsrnnes | 3 3,198.3 [ § 3,158.6
LIABILITIES AND SHAREHOLDERS'

EQUITY (DEFICIT)
Liabilities Not Subject to Compromise
Current labilities .........ccccovvviincecrinriines $ 2120 | § 1873
Minority interest in consolidated

EMLILIES..cvvvrvrves e viaeceree et eaesenee b eaas 584 32.6
Other Labilities ....ooveereninininissseneeniasnnes 256.1 378.9
Total Liabilities Not Subject to

Compromise ...........occeeeieeivecenenns 526.5 598.8
Liabilities Subject to Compromise 3,221.6 3,155.1
Total Liabilities.............cccccevnvvnecnennnnn 3,748.1 3,7539
Shareholders’ Equity (Deficit) ................ (549.8) (595.3)
Total Liabilities and Shareholders’

Equity (Deficit) .......cccoreverireveecverironee. | $ 31,1983 | § 3,158.6

In addition to Grace’s financial reporting obligations as
prescribed by the SEC, the Debtors are also required,
under the rules and regulations of the Bankruptcy
Code, to periodically file certain statements and
schedules and a monthly operating report with the
Bankruptcy Court. This information is available to the
public through the Bankruptcy Court. This information
is prepared in a format that may not be comparable to
information in Grace’s quarterly and annual financial
statements as filed with the SEC. The monthly
operating reports are not audited, do not purport to
represent the financial position or results of operations
of Grace on a consolidated basis, and should not be
relied on for such purposes.
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3. Asbestos-Related Litigation

Grace is a defendant in property damage and personal
injury lawsuits relating to previously sold asbestos-
containing products. As of the Filing Date, Grace was a
defendant in 65,656 asbestos-related lawsuits, 17
involving claims for property damage (one of which has
since been dismissed), and the remainder involving
129,191 claims for personal injury. Due to the Filing,
holders of asbestos-related claims are stayed from
continuing to prosecute pending litigation and from
commencing new lawsuits against the Debtors. Separate
creditors’ committees representing the interests of
property damage and personal injury claimants, and a
legal representative of future personal injury claimants,
have been appointed in the Chapter 11 Cases. Grace’s
obligations with respect to present and future claims
will be determined through the Chapter 11 process.

Property Damage Litigation — The plaintiffs in asbestos
property damage lawsuits generally seek to have the
defendants pay for the cost of removing, containing or
repairing the asbestos-containing materials in the
affected buildings. Various factors can affect the merit
and value of property damage claims, including legal
defenses, product identification, the amount and type of
product involved, the age, type, size and use of the
building, the legal status of the claimant, the
jurisdictional history of prior cases, the court in which
the case is pending, and the difficulty of asbestos
abatement, if necessary.

Out of 380 asbestos property damage cases (which
involved thousands of buildings) filed prior to the Filing
Date, 140 were dismissed without payment of any
damages or settlement amounts; judgments after trial
were entered in favor of Grace in nine cases (excluding
cases settled following appeals of judgments in favor of
Grace); judgments after trial were entered in favor of
the plaintiffs in eight cases (one of which is on appeal)
for a total of $86.1 million; 207 property damage cases
were settled for a total of $696.8 million; and 16 cases
remain outstanding (including the one on appeal). Of
the 16 remaining cases, eight relate to ZAI and eight
relate 10 a number of former asbestos-containing
products (two of which also are alleged to involve ZAI).

Approximately 4,300 additional property damage claims
were filed prior to the March 31, 2003 claims bar date
established by the Bankruptcy Court. (The bar date did
not apply to ZAI claims.) Such claims were reviewed in
detail by Grace, categorized into claims with sufficient




information to be evaluated or claims that require
additional  information and, where sufficient
information existed, the estimated cost of resolution
was considered as part of Grace’s recorded asbestos-
related liability. (Approximately 200 claims did not
contain sufficient information to permit an evaluation.)
Grace has objected to virtually all property damage
claims on a number of different bases, including: no
authorization to file a claim; the claim was previously
settled or adjudicated; no or insufficient
documentation; failure to identify a Grace product; the
expiration of the applicable statute of limitations and/or
statute of repose, and/or laches; and a defense that the
product in place is not hazardous. As of January 31,
2007, following the reclassification, withdrawal or
expungement of claims, approximately 625 property
damage claims remain outstanding.

Eight of the ZAI cases were filed as purported class
action lawsuits in 2000 and 2001. In addition, ten
lawsuits were filed as purported class actions in 2004
and 2005 with respect to persons and homes in Canada.
These cases seek damages and equitable relief,
including the removal, replacement and/or disposal of
all such insulation. The plaintiffs assert that this product
is in mitlions of homes and that the cost of removal
could be several thousand dollars per home. As a result
of the Filing, the eight U.S. cases have been stayed.

Based on Grace's investigation of the claims described
in these lawsuits, and testing and analysis of this product
by Grace and others, Grace believes that the product
was and continues to be safe for its intended purpose
and poses little or no threat to human health. The
plaintiffs in the ZAT lawsuits (and the U.S. government
in the Montana criminal proceeding described in
Note 14) dispute Grace’s position on the safety of ZAI
On October 18, 2004, the Bankruptcy Court held a
hearing on motions filed by the parties to address a
number of important legal and factual issues regarding
the ZAI claims. On December 14, 2006, the Bankruptcy
Court issued an opinion and order holding that,
although ZAl is contaminated with asbestos and can
release asbestos fibers when disturbed, there is no
unreasonable risk of harm from ZAI. The ZAI
claimants intend to appeal such opinion and order. The
Bankruptcy Court has scheduled a conference in
April 2007 to consider whether any of the claimant’s
theories of liability still need to be addressed and what
claims, if any, may still remain. Grace’s recorded
asbestos-related liability at December 31, 2006 assumes
the risk of loss from ZAI litigation is not probable. If
Grace’s view as to risk of loss is not sustained,

F-21

management believes the cost to resolve the matter
would be material.

Personal Injury Litigation — Asbestos personal injury
claimants allege adverse health effects from exposure to
asbestos-containing products formerly manufactured by
Grace. Historically, Grace’s cost to resolve such claims
has been influenced by numerous variables, including
the nature of the disease alleged, product identification,
negotiation factors, the solvency of other former
producers of asbestos containing products, cross-claims
by co-defendants, the rate at which new claims are filed,
the jurisdiction in which the claims are filed, and the
defense and disposition costs associated with these
claims.

Cumulatively through the Filing Date, 16,354 asbestos
personal injury lawsuits involving approximately 35,720
¢laims were dismissed without payment of any damages
or settlement amounts (primarily on the basis that
Grace products were not involved) and approximately
55,489 lawsuits involving approximately 163,698 claims
were disposed of (through settlements and judgments)
for a total of $645.6 million. As of the Filing Date,
129,191 claims for personal injury were pending against
Grace. Grace believes that a substantial number of
additional personal injury claims would have been
received between the Filing Date and December 31,
2006 had such claims not been stayed by the Bankruptcy
Court.

Asbestos-Related Liability — The total recorded asbestos-
related liability as of December 31, 2006 and 2005 was
$1,700.0 million and is included in “liabilities subject to
compromise” in the accompanying Consolidated
Balance Sheets. Grace adjusted its asbestos-related
liability in the fourth quarter of 2004 based on its
proposed plan of reorganization as discussed in Note 2.
The amount recorded at December 31, 2006 and 2005
includes the $1,613 million maximum amount reflected
as a condition precedent to the Plan and $87 million
related to pre-Chapter 11 contractual settlements and
judgments included in general unsecured claims.

Under the Pian, Grace is requesting that the
Bankruptcy Court determine the aggregate dollar
amount, on a net present value basis, that must be
funded on the effective date of the Plan into an asbestos
trust (established under Section 524(g) of the
Bankruptcy Code) to pay all asbestos-related personal
injury and property damage claims (including ZAI)
entitled to payment under the Plan and related trust
administration costs and expenses on the later of the




effective date of the Plan or when allowed (the
“Funding Amount™). It is a condition to confirmation of
the Plan that the Bankruptcy Court shall conclude that
the Funding Amount is not greater than $1,613 million.
This amount, which should be sufficient to fund over
$2 billion in pending and future claims, was based in
part on Grace’s 2004 evaluation of (1) existing but
unresolved personal injury and property damage claims,
(2) actuarially-based estimates of future personal injury
claims, (3) the risk of loss from ZAI litigation,
(4) proposed claim payments reflected in the Plan, and
(5) the cost of the trust administration and litigation.
Based upon these and other factors, Grace was
prepared to settle its asbestos-related claims at this
amount as part of a consensual plan of reorganization.
As part of the estimation and litigation process, the
amounts proposed to or adopted by the Bankruptcy
Court may be materially different than this amount.

The Bankruptcy Court has entered separate case
management orders for estimating liability for pending
and future personal imjury claims and adjudicating
pending property damage claims, excluding ZAI claims.
Trial dates for estimating liability for persenal injury
claims are currently scheduled to begin in September
2007. Hearings for the adjudication of various issues
regarding property damage claims are currently
scheduled to take place during the second quarter of
2007. The Debtors expect that the estimated liability
will provide the basis for determining the Funding
Amount to be paid into the trust on the effective date of
the Plan.

For personal injury claims, the Bankruptcy Court has
ordered that all claimants with claims pending as of the
Filing Date {other than settled but unpaid claims) must
complete detailed questionnaires providing information
on, among other things, their medical condition,
including diagnostic support, exposure to Grace and
non-Grace asbestos-containing products, employment
history, and pending lawsuits against other companies.
The Bankruptcy Court required questionnaires to be
completed on or before July 12, 2006 and supplemental
questionnaires to be completed on or before
January 12, 2007.

The Bankruptcy Court has also established procedures
and deadlines for filing proofs of claims for asbestos
personal injury claims pending as of the Filing Date,
Claimants asserting claims subject to enforceable
written settlement agreements dated prior to the Filing
Date, which have not been fully paid or satisfied, were
required to file proofs of claim by October 16, 2006.
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Claimants asserting claims that are not subject to such
settlement agreements were required to file proofs of
claim by November 15, 2006.

Grace is cataloguing, analyzing and reconciling the
information furnished with the proofs of claim and
questionnaires. Grace expects that the estimation
process for personal injury claims will include the
compilation of data from the questionnaires, review and
analysis of such data by experts, the preparation of
expert reports, including estimates of the number of
personal injury claims expected to be filed in the future,
and depositions of witnesses and other pretrial
discovery proceedings. Grace expects the process to
conclude with the estimation hearing that is currently
scheduled to begin in September 2007. Grace expects to
adjust its recorded asbestos-related liability as necessary
to reflect rulings made by the Bankruptcy Court
following the estimation trial after consideration of all
evidence presented by Grace, the official committees
and the representative of future asbestos claimants;
such adjustments may be material.

For property damage claims, the case management
order provides that estimation will be preceded by
litigation on certain common threshold issues affecting
a substantial majority of claims. Such litigation will
consist of determining, among other things, (1) whether
asbestos-containing products formerly manufactured by
Grace are hazardous in place, and (2) compliance with
the applicable statute of limitations. Grace will also ask
the Bankruptcy Court to rule on Grace’s specific
objections to individual claims and groups of claims.

The Funding Amount wili primarily be a function of the
number of property damage and personal injury claims
entitled to be paid under the Plan, and the amount
payable per claim. Through the estimation process,
Grace will seek to demonstrate that most claims have
no value because they fail to establish any material
property damage, health impairment or significant
occupational exposure to asbestos from Grace’s
operations or products. If the Bankruptcy Court agrees
with Grace’s position on the number of, and the
amounts to be paid in respect of, allowed personal
injury and property damage claims, then Grace believes
that the Funding Amount could be less than
$1,613 million. However, this outcome is highly
uncertain and will depend on a number of Bankruptey
Court rulings favorable to Grace’s position.

Conversely, the asbestos claimants committees and the
representative of future asbestos claimants continue to




assert that Grace’s asbestos-related liabilities are
substantially higher than $1,613 million, and in fact are
in excess of Grace’s business value. If the Court accepts
the position of the asbestos claimants committees, then
any plan of reorganization likely would result in the loss
of all or substantially all equity value by current
shareholders. Therefore, due to the significant
uncertainties of this process and asbestos litigation
generally, Grace is not able to estimate a probable
Funding Amount that would be accepted by the
Bankruptcy Court.

However, as Grace is willing to proceed with
confirmation of the Plan with a Funding Amount of up
to $1,613 million (assuming that other conditions
precedent to confirmation of the Plan are satisfied,
including the availability of the payment from Cryovac
directly to the asbestos trust under the settlement
agreement described in Note 2), during the fourth
quarter of 2004, Grace accrued a charge of
$714.8 million to increase its recorded asbestos-related
liability to reflect the maximum amount allowed as a
condition precedent under the Plan. This amount, plus
$87.0 million for pre-Chapter 11 contractual settlements
and judgments, brings the total recorded asbestos-
related liability as of December 31, 2006 and 2005 to
$1,700 million. Any differences between the Plan as
filed and as approved for confirmation could
fundamentally change the accounting measurement of
Grace’s asbestos-related liability and that change could
be material.

Insurance Rights — Grace previously purchased insurance
policies that provided coverage for years 1962 to 1985
with respect to asbestos-related lawsuits and claims. For
the most part, coverage for years 1962 through 1972 has
been exhausted, leaving coverage for years 1973 through
1985 available for pending and future asbestos claims.
Since 1985, insurance coverage for asbestos-related
liabilities has not been commercially available to Grace.

With one exception, coverage disputes regarding
Grace’s primary insurance policies have been settled,
and the settlement amounts paid in full, Grace’s excess
coverage is for loss above certain levels. The levels vary
from policy to policy, creating “layers” of excess
coverage, some of which are triggered before others.

Grace has entered into settlement agreements with
various excess insurance carriers. These settlements
involve amounts paid and to be paid to Grace. The
unpaid maximum aggregate amount for settled insurers
available under these settlement agreements is
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approximately $487 million. With respect to asbestos-
related  personal injury claims, the settlement
agreements generally require that the claims be spread
over the claimant’s exposure period and that each
insurer pay a pro rata portion of each claim based on
the amount of coverage provided during each year of
the total exposure period.

Presently, Grace has no agreements in place with
insurers with respect to approximately $430 million of
excess coverage, which is at layers of coverage that have
not yet been triggered, but certain layers would be
triggered if the Plan were approved at the recorded
asbestos-related liability of $1,700 million. Grace
believes that any allowed ZAI claims also would be
covered under the settlement agreements and unsettied
policies discussed above to the extent they relate to
installations of ZAI occurring after July 1, 1973

In addition, Grace has approximately $253 million of
excess coverage with insolvent or non-paying insurance
carriers. Non-paying carriers are those that, although
technically solvent, are not currently meeting their
obligations to pay claims. Grace has filed and continues
to file claims in the insolvency proceedings of insolvent
carriers. Grace is currently receiving distributions from
some of these insolvent carriers and expects to receive
distributions in the future. Settlement amounts are
recorded as income when received.

In November 2006, Grace entered into a settlement
agreement with an underwriter of a portion of its excess
insurance coverage. The insurer paid a settlement
amount of $90 million directly to an escrow account for
the benefit of the holders of claims for which Grace was
provided coverage under the affected policies. Funds
will be distributed from this account directly to
claimants at the direction of the escrow agent pursuant
to the terms of a confirmed plan of reorganization or as
otherwise ordered by the Bankruptcy Court, Grace will
record the amount in the escrow account as an asset and
reduce its asbestos insurance receivable balance when
all contingencies for the release of such amount are
satisfied.

As of December 31, 2006, including the settlement
discussed above and after subtracting previous
reimbursements by insurers and allowing for discounts
pursuant to certain scttlement agreements, there
remains approximately $917 million of excess coverage
from 53 presently solvent insurers. Grace estimates that,
assuming the resolution value of asbestos-related claims
equal to the recorded liability of $1,700 million (which




should fund claim payments in excess of $2 billion), it
should be entitled to approximately $500 million of
insurance recovery. This amount was determined by
estimating the aggregate and per year payout for claims

At December 31, 2006 and 2005, the tax attributes
giving rise to deferred tax assets and liabilities consisted
of the following items:

over time and applying the expected insurance recovery Deferred Tax Analysis
factor to such claims. However, the ultimate amount of {In millions) 2006 2005
insurance recovered on such claims will depend on a Deferred tax assets:
number of factors that can only be determined at the Liability fo.r asbcstos-re.]ated litigation... | $ 5950 | § 5950
time claims are paid including: the nature of the claim Net operating loss/credit carryforwards.. 133.8 106.9
P I he timi Deferred state taxes... - “ 146.9 152.3
(PI, PD or ZA ). the rdevan.t exposure years, the tming Liability for env1ronmental remcdlatlon. 126.4 119.6
of payment, the solvency of insurers and the legal status Other postretirement benefits. .. 29.7 355
of policy rights. Accordingly, Grace’s recorded estimate Reserves and allowances ......... 38.6 373
of insurance recovery may differ from actual amounts Research and development. 333 328
received Pension liabilities .. . 152.5 145.8
) Foreign loss/credit carryforwards 24.8 318
Accrued interest on pre-petition dcbt 56.8 425
4. Income Taxes (973,77 PO 54 6.0
Total deferred tax assets.......cimrienins 1,343.2 1,305.5
: : Deferred tax liabilities:
The C(.)mp onents (.)f income (loss) from COHSOIldatefi Asbestos-related insurance receivable ..., (180.5) (180.5)
operations .bf:fore income taxes and the related benefit Deferred foreign and other income........ (111.6) (74.5)
from (provision for) income taxes for 2006, 2005, and Pension assets... rreveearrenne 41,0) (32.8)
2004 are as follows: Propemes and cqutpment (60.5) (69.3)
Other .. (63.7) (60.5)
Income Taxes - Total deferred tax liabilities..........erinenne (457.3) (417.6)
Consolidated Operations i
o Valuation allowance:
(In miltions) 2006 2005 2004 Deferred state taxes...... (146.9) (152.3)
Income (loss) before income Net federal tax assets (21.7) (70.7)
taxes: Foreign loss carryforwards ........coueeiiin (16.6) 22.3)
Domestic... $ (96.6)| $ 105 | § (5493) |uati 185.2 2453
Foreign... 150.1 1424 1481 ‘Total valuation allowance ..........oeeveeeeeeens (185.2) (245.3)
Intercompany ehmmauons 27.1) (64.2) (2.6) Net deferred tax assetS.........ooiiniins $ 7007 | $§ 06426
$ 264 |8 886 | § (4038)
Benefit from (provision for)
income taxes:
Federal - current .............. [ § (85| § 51 |§ 321
Federal - deferred ............. 41.8 13.8 14.8
State and local — current ... (1.4) (1.0) (0.3)
Foreign - current ..., (43.0) (47.5) (25.1)
Foreign ~ deferred 30 8.3 (20.0)
$ BD]S (1] F 15
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The deferred tax asset valuation allowance of
$185.2 million at December 31, 2006 consists of:
(i) $146.9 million related to net deferred state tax assets
associated with current loss carryforwards and future
tax deductions, (ii) $16.6 million related to foreign loss
carryforwards that are likely to expire unutilized, and
(iii) $21.7 million related to foreign tax credit, general
business credit and alternative minimum tax credit
carryforwards that exceed Grace’s analysis of the
amounts reasonably expected to be realized in the
future. The change in the valuation allowance from
December 31, 2005 to 2006 primarily represents a
$48.0 million reduction in the allowance related to
future U.S. Federal income tax deductions as a result of
Grace’s current forecasts of future U.S. taxable income.
Based upon anticipated future results, Grace has
concluded that it is more likely than not that the
balance of the net deferred tax assets, after
consideration of the valuation allowance, will be
realized. Because of the nature of the items that make
up this balance, the realization period is likely to extend
over a number of years and the outcome of the
Chapter 11 Cases could materially impact the amount
and the realization period.

At December 31, 2006, there were $190.9 million of
US. federal net operating loss carryforwards,
representing deferred tax assets of $66.8 million, with
expiration dates through 2026; $4.2 million of foreign
tax credit carryforwards with expiration dates through
2015; $16.3 million of general business credit
carryforwards with expiration dates through 2025; and
$46.5 million of alternative minimum tax credit
carryforwards with no expiration dates.

As part of Grace’s evaluation and planning for the
funding requirements of its plan of reorganization,
Grace has concluded that the financing of the Plan will
likely involve cash and financing from non-US.
subsidiaries. Grace anticipates that approximately
$680 million will be sourced in this manner.
Approximately $190 million can be repatriated by way
of intercompany debt repayments and the remaining
$490 million by way of taxable dividends and return of
capital. Accordingly, Grace recorded a deferred tax
liability to recognize the expected taxable elements of
financing its plan of reorganization, $42 million of which
was accrued in 2006. Grace has not provided for U.S.
federal, state, local and foreign deferred income taxes
on approximately $220 million of undistributed earnings
of foreign subsidiaries that are expected to be retained
indefinitely by such subsidiaries for reinvestment.
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The difference between the benefit from (provision for)
income taxes at the federal income tax rate of 35% and
Grace’s overall income tax provision is summarized as
follows:

Income Tax Benefit
(Provision) Analysis

{In millions) 2006 2005 2004

Tax benefit (provision) at
federal corporate rate....... [ §
Change in provision
resulting from:
Nontaxable income/non-
deductible expenses........
State and local income
taxes, net of federal
income tax benefit..........
Federal and foreign taxes
on foreign operations.....
Change in valuation
allowance on deferred
LAX ASSEIS ..crmcirisirareninnns
Chapter 11 expenses (non-
deductible)......ccocconiienrnes
Tax and interest relating
to tax deductibility of
interest on life
insurance policy loans
{See Note 14) .crcceinrnn 14 1.2
Adjustments to tax and
interest contingencies..... 9.7

92) | $(31.0) | $1413

(1.9 (L.5) -

(6.1) 11.1 13.0

(45.2) (1.6) (93.6)

60.1 en| 4

(169) | (103) (6.0)

(1.8)

13.5 8.0

Income tax benefit from
{provision for) continuing
OPErations ... .ceveeeerurcrrcusens

$ (81) | $(213)| § 15

5, Acquisitions and Joint Ventures

In June 2006, Grace acquired the custom catalyst
manufacturing assets of Basell, USA, as well as Basell’s
components business for cash consideration of
$19.6 million. The manufacturing assets and the results
of operations of the acquired business have been
inciuded as part of the Grace Davison operating
segment since the date of acquisition. Grace recorded
$9.7 million of goodwill as a result of this transaction.

In 2005, Grace completed four business combinations
for a total cash cost of $5.5 million as follows:

O In February 2005, Grace acquired certain assets of
Midland Dexter Venezuela, S.A., a supplier of
coatings and sealants for rigid packaging to the
local and export markets of Latin America.

O In March 2005, Grace acquired certain assets
relating to the concrete admixtures business of




Perstorp Peramin AB (“Perstorp™), a supplier of
specialty chemicals and materials to the
construction industry in Sweden and other
Northern European countries.

U In November 2005, Grace acquired certain assets
of Single-Site Catalysts, LLC, a supplier of
organometallic catalysts, serving a variety of
industries, including polyolefins and elastomers,
with headguarters in Chester, Pennsylvania.

O In November 2005, Grace acquired Flexit
Laboratories Pvt. Lid, a supplier of
chromatography products based in India.

Goodwill recognized in the 2005 transactions amounted
to $1.5 million, of which $1.3 million was assigned to
Grace Davison and $0.2 million was assigned to Grace
Performance Chemicals.

6. Other (Income) Expense, net

Components of other (income) expense, net are as
follows:

Income from insurance settlements represents amounts
paid by insurance carriers with respect to coverage for
past environmental remediation costs and asbestos-
related liability under liquidation arrangements or
dispute settlements. The increased other miscellaneous
income for the year ended December 31, 2005 as
compared to the other periods presented represents the
favorable impact from prepayment of a royalty
obligation ($5.2 million) and an insurance recovery for
business interruption losses incurred as a result of
Hurricane Rita ($2.7 million).

In 2004, Grace recorded a net gain of $51.2 million as a
result of the settlement of litigation with Honeywell
International, Inc. related to  environmental
contamination of a non-operating parcel of land.

7. Goodwill and Other Intangible Assets

For the purpose of measuring impairment under the
provisions of SFAS No. 142, Grace has identified its
reporting units as the product groups at one leve] below
its operating segments. Grace has evaluated its goodwill
annually as of November 30 with no impairment charge
required in any of the periods presented.

Other (Income) Expense, net
(In millions) 2006 2005 2004 The carrying amount of goodwill attributable to each
Income from insurance operating segment and the changes in those balances

settlementS e, | $ (12.5) | § (4453 | § (111) during the year ended December 31, 2006 are as
COLI income, net (4.1) (3.5) (3.0) follows:
Interest inBCOME c..cuvecriniiinnee (7.0) (3.6) (3.1) )
Net (gain) loss on sales of

investments and disposals Grace

OF ASSELS vovurterreerrressressssssie {0.6) 0.7 0.8 n Grace | Performance | Total

X {In millions) Davison Chemicals Grace

Currency translation —

intercompany loan......c... (23.1) 359 (29.3) Balance as of
Value of currency contracts.., 215 (35.7) 39.5 December 31,2005..... 1§ 363 § 676 § 1039
Other currency transaction Goodwill acquired

EffeCtS i 33 0.1) 1.4 during the year............. 9.7 - 9.7
Net gain from litigation Foreign currency

SEHHEMIENT wevvvvssrancssesrosirans - - (51.2) translation / other
Other miscellaneous income. (11.8) (16.6) (12.4) adjUStMENtS oovceusssinene 1.9 10 29
Total other {income) Balance as of

expense, Net.............ccouvenee $(343) | §(674) | $ (68.4) December 31, 2006 ...... $ 479 $ 68.6 $ 116.5




Grace’s net book value of other intangible assets at At December 31, 2006, estimated future annual

December 31, 2006 and December 31, 2005 was amortization expenses for intangible assets are:
$84.9 million and $87.6 million, respectively, detailed as
follows: Estimated Amortization Expense
(In millions}
{In millions) As of December 31, 2006 2007 ceeisreererreerseemeeaneeeesseessssi s aasm st s aan e pae s e sanannssbaERas $ 96
Gross Carrying Accumulated ’ gi
Amount Amortization 9'0
Technology......ocoumereseversssenee $ 436 $ 157 9:0
Patents ..oocerisninnrecesennnnce L6 0.6
Customer listS......corrvervrroreen 523 163
Other ...coovveverennrraecnennas 280 8.0
T ecrreree e snsiitinias $ 1255 $ 406
(In millions) As of December 31, 2005
Gross Carrying Accumulated
Amount Amortization
TechnOlOgY couveveviarecmnereremenae $ 489 $ 121
Patents ......oe. 04 0.3
Customer lists.... 46.3 11.3
[ 011,71 S5 214 5.7
Total .o $ 1170 $ 294
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8. Comprehensive Income (Loss)

The tables below present the pre-tax, tax and after tax components of Grace’s other comprehensive income (loss) for

the years ended December 31, 2006, 2005 and 2004:

Year Ended December 31, 2006 Pre-Tax Tax Benefit / After Tax
(In millions) Amount (Expense) Amount
Minimum pension liability adjustments.... $ 1075 $ (37.6) $ 699
Gain (loss) from hedging activities.............. (1.9) 0.6 (1.3)
Foreign currency translation adjusmEents ... o rmmisieecne e recsmsas b enen e eccnnees 36.8 - 36.8
Other comprehensive I160me (J058) 1ottt e ettt eannasaes $ 1424 $ (37.0) $ 1054
Year Ended December 31, 2005 Pre-Tax After Tax
(In millions) Amount Tax Benefit Amount
Minimum pension liability 2djUStMENts.........cuiiiiiirrncreeecnssir e sssin s et sneren $ (235 $ 83 $ (152)
Foreign currency translation adjuStments ........co.coveeeeviiiicenissenmmeenss e ses (28.7) - (28.7)
Other comprehensive INCOME (J08S) covv.vimureriiierieseeeiieiceee et bans $ (522 $ 83 $ (439
Year Ended December 31, 2004 Pre-Tax After Tax
(In millions) Amount Tax Benefit Amount
Minimum pension lability adjuStments. ... ...t senens $ (126.2) 3 442 $ (820
Foreign currency translation adjUStMents ... e s 219 - 21.9
Other comprehensive INCOME (058} ......ovicivireinniiiisiescisse st sssssss bt sesssar e s $ (104.3) $ 442 3 (60.1)
Components of Accumulated Other Foreign currency Total accumulated
Comprehensive Income {Loss), Net of Tax translation Gain (loss) from other comprehensive
(In millions) adjustment hedging activities | Pension accounting loss
Balance as of December 31, 2004 .....overrecennirrinencnnn $§ (2.5 $ - $ (347.5) $ (350.0)
Current-period change........oinmmii. (28.7) - (15.2) (43.9)
Balance as of December 31, 2005 ...ocovvveccnviinnnnnns (31.2) - (362.7) (393.9)
Current-period change...........unees 36.8 (1.3) 69.9 105.4
Adoption of SFAS 158 (See Note 18)...... - - (102.3) (102.3)
Balance as of December 31, 2006.............ccoovrrerrvevennes $ 5.6 $ (13 $ (395.1) $ (390.8)

From time to time, Grace enters into commodity
derivatives such as forward contracts or option contracts
directly with natural pas suppliers, and fixed-rate swaps
with financial institutions to mitigate the risk of
volatility of natural gas prices in the United States.
Under fixed-rate swaps, Grace locks in a fixed rate with
a financial institution for future natural gas purchases,
purchases its natural gas from a supplier at the
prevailing market rate, and settles with the bank for any
difference in the rates, thereby “swapping” a variable
rate for a fixed rate. In 2006, Grace purchased forward
contracts, swaps and options for a portion of its
expected natural gas requirements. Grace’s forward
contracts for natural gas qualify for the normal
purchases and normal sales exception from SFAS
No. 133, as they do not contain net settlement
provisions, and result in physical delivery of natural gas
from suppliers. Thercfore, the fair values of these
contracts are not recorded in the Consolidated Balance
Sheets. The outstanding swaps and options are treated

F-28

as effective cash flow hedges for accounting purposes
and revalued at the end of each quarter, with
corresponding adjustments to other comprehensive
income (loss).

Grace is a global enterprise, which operates in over 40
countries with local currency generally deemed to be
the functional currency for accounting purposes. The
foreign currency translation amount represents the
adjustments necessary to translate the balance sheets
valued in local currencies to the U.S. dollar as of the
end of each period presented, and to translate revenues
and expenses at average exchange rates for each period
presented. As part of its risk management program,
Grace enters into foreign currency exchange rate
forward and/or option contracts to mitigate the effects
of exchange rate fluctuations. The outstanding foreign
currency forward contracts and options were treated as
effective cash flow hedges for accounting purposes and
revalued at the end of each quarter, with corresponding
adjustments to other comprehensive income (loss).




9, Other Balance Sheet Accounts

10. Properties and Equipment

2005.

million compared with current cost.

2} During 2006, a reduction in U.S. LIFQ inventory levels resulted in
cosis pertaining to prior years being reflected in cost of sales for the
2006 year. This had the effect of increasing pre-tax income by $0.9

(In miilions) 2006 2005 {In millions) 2006 2005
Inventories!!! LAR. .oceoeessecenrirnsssverrmrvnvesnenencneeeeens | 3 224 | & 212
Raw Materials ....ocooovormennsiisimssemrerersasensaes $ 596 | $ 673 Bulldmgs........ 440.4 425.0
[N PrOCESS wviviisnrisnrrinsessssnsss et 414 32.8 Information technology and
Finished products.... 189.8 210.8 EQLIPIMENT o.cviimiisirernrnrensseanssensnses 125.8 116.6
General merchandlse . 356 33.2 Machinery, equipment and other......... 1,513.8 1,454.7
Less: Adjustment of cenam mventones Projects under construction.................. 72.6 35.6
(2
0 @ LIFO basis® oo | (418) | (65.8) Properties and equipment, grosS....... |  2,175.0 |  2,053.1
$ 2846 | $ 2783 Accumulated depreciation and
ATNOTHZALION v veveeeeeereeee et rsiareas (1,510.5) (1,420.2)

) fnventories valued at LIFQ cost comprised 48.2% of total . .

inventories at December 31, 2006 and 52.3% at December 31, Properties and equipment, net....... § 6645 | § 6329

Capitalized interest costs amounted to $1.2 million in
2006. Capitalized interest costs were insignificant for
2005. Depreciation and lease amortization expense
relating to properties and equipment amounted to

Accrued compensation in the table above includes
salaries and wages as well as estimated current amounts
long-term

due under the annual and

programs.

incentive
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Other Assels $104.2 million in 2006, $111.9 million in 2005, and
Deferred charges....-..... $ 381 )5 543 $108.2 million in 2004. Grace’s rental expense for
Long-term recewables, lcss allowances of . e .
$0.5 (2005 - $0.7).... S 19 16 operating leases amounted to $18.6 million in 2006,
Patents, licenses and othcr m[anglb]c $18.7 million in 2005, and $16.9 million in 2004.
ASSELS, TEL (viiiicneecincemnre s nersae e eeens 84.9 87.6
Investments in unconsolidated affiliates At December 31, 2006, minimum future non-cancelable
AN OLhET e 0.6 0.6 payments for operating leases were:
$ 1315 $ 1501
Other Cuorrent Liabilities Minimum Future Payments under Operating Leases
Accrued COMPENSAtion ..........eerevsvecennnes $ 904 | 5 722 {in millions)
Customer volume febates......vrnmmieeree 41.8 35.4 2007 corvvrreeeesneseremessnssersssssssssessmssssssssssssssseessmecerres | $ 213
Accrued COMMISSIONS ....ooverimerervisssoenss 13.5 111 008 oevoesess s cenr s sessenisessnrees 16.8
Accrued reorganization fees.....coererineninne 24.9 18.0 2000 ... 11.4
Income tax payable ...vrmreeesssssiieirnrs 13.9 B3 7111 L1 OO 8.6
Deferred tax liability.... . 6.7 08 2011 40
Other accrued Liabiities ..o 814 604 THETEAfLE ... e e e s 17
$ 2726 | § 2212 Total minimum lease PAYMENtS........cowiiimrrissrnineerses $ 698
Other Liabilities
Long-term self insurance reserve........ | $ 80 | § 80 .
Retained obligations of divested The above minimum non-cancelable lease payments are
businesses .. 53 53 net of anticipated sublease income of $2.4 million in
Long-term incentive compensauon 12.2 135 2007, $2.0 million in 2008, $1.7 million in 2009,
Other accrued labilities .ovicsiiienen 17.8 14.9 $0.9 million in 2010, and $0.6 million in 2011.
$ 433 $ 417




11. Life Insurance

12. Debt

Grace is the beneficiary of corporate-owned life
insurance (“COLI”} policies on certain currest and
former employees with net cash surrender values of
$89.2 miltion and $84.8 million at December 31, 2006
and 2005, respectively. The policies were acquired to
fund various employee benefit programs and other
long-term liabilities and are structured to provide cash
flow (primarily tax-free) over an extended number of
years.

The following tables summarize activity in these policies
for 2006, 2005 and 2004, and the components of net
cash value at December 31, 2006 and 2005:

Life Insurance -

Activity Summary
{In millions) 2006 2005 2004
Earnings on policy assets ...... $ 56 | % 63| $ 324
Interest on policy loans., (1.5) (2.8) (29.4)
Premiums. ... eeessssees. 23 1.7 24
Policy loan repayments.......... 0.1 0.6 4.0
Proceeds from termination

of life insurance policies.... 0.3) (14.8) -
Net investing activity ............. (1.8) (2.2) {4.2)
Change in net cash value ...... $ 44 | S (11| § 52
Tax-free proceeds received.... | $§ 23 | $ 22 | § 158
Components of Net Cash Value December 31,
{In millions) 2006 2005
Gross €ash value s $ 1147 | $ 1092
Principal - policy 10ans......cccovvvmnrniiin (25.0) (23.7)
Accrued interest — policy loans..... (0.5) 0.7}
Net cash value.....ooeimniniisimenni. $ 892 $ 848
Insurance benefits in force......ccovvivneee. | $ 1979 | § 1963

Grace’s financial statements display income statement
activity and balance sheet amounts on a net basis,
reflecting the contractual interdependency of policy
assets and liabilities.

In January 2005, Grace surrendered and terminated
most of these life insurance policies and received
approximately $14.8 million of net cash value from the
termination. As a result of the termination, gross cash
value of the policies was reduced by approximately
$381 million and policy loans of approximately
$365 million were satisfied. Grace’s insurance benefits
in force was reduced by approximately $2 billion.
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Components of Debt

(In miflions) 2006 2005

Debt payable within one year

Other short-term borrowings............ | $ 3.3 § 23

Debt payable after one year

DIP £aCHlity? ucvvvvvveeeoeesvmsnneersss e $ - |s -

Other long-term borrowings.................. 0.2 0.4
§ 02 § 04

Debt Subject to Compromise

Barnk borrowings™ ..o, $ 500.0 $ 5000

Other borrowings™® __. 13.8 14.3

Accrued interest®™® 2257 1704
$ 7395 $ 684.7

Full-year weighted average interest

rates on total debt......oerriiiiiinnn, 7.9% 6.1%

) Represents borrowings under various lines of credit and other

miscellancous borrowings, primarily by non-U.8. subsidiaries.

In April 2001, the Debiors entered into a debtor-in-possession
post-petition loan and security agreement with Bank of America,
NA. (the "DIP facility”) in the aggregate amount of 3250 million.
The DIP facility is secured by priority liens on substantially all assets
of the Debtors, and bears interest based on LIBOR pius 2.00 to
2.25 percentage points. The Debtors have extended the term of the
DIP facility through April 1, 2008. As of December 31, 2006 and
2005, the Debtors had no outstanding borrowings under the DIP
facility. However, $55.4 million and $30.2 million of standby letters
of credit were issued and outstanding under the facility as of
December 31, 2006 and 2005, respectively, which were issued mainly
for trade-related matters such as performance bonds, as well as
certain insurance and environmental matters. The outstanding
amount of standby letters of credit, as well as other holdback
provisions issued under the DIP facility reduces the borrowing
availability to 3175.0 million. Under the DIP facility, the Debtors are
required to maintain $50 million of liguidity, in a combination of
cash, cash equivalents and the net cash value of life insurance
policies.

Under bank revolving credit agreemenis in effect prior to the Filing,
Grace could borrow up to $500 million at interest rates based upon
the prevailing prime, federal funds andfor Eurodollar rates. Of that
amount, 3250 million was available under shori-term facilities
expiring in May 2001, and 3250 million was available under a
long-term facility expiring in May 2003. As a result of the Filing,
Grace was in default under the bank revolving credit agreements,
and accordingly, the balance as of the Filing Date was reclassified to
debt subject to compromise in the Consolidated Balance Sheet.
Miscellaneous borrowings primarily consisting of U.S. mortgages.
In the fourth quarter of 2004, Grace accrued $69.5 million to
increase its cstimate of interest to which holders of the Debtor’s
pre-petition bank credit facilities and letters of credit would be
entitled under the Plan to 6.09%. Grace continued to accrue interess
at this rate throughout 2005.

Beginning January 1, 2006, Grace agreed to pay interest on
pre-petition bank debt at the prime rate, adjusted for periodic
changes and compounded quarterly; such rate averaged 7.96% over
2006.

2

{3

4
5

(6)




Interest payments on pre-petition obligations amounted
to $3.1 million in 2006, $2.3 million in 2005, and
$2.1 million in 2004.

13. Financial Instruments and Risk

Debt and Interest Rate Swap Agreements — Grace was not a
party to any debt or interest rate swaps at December 31,
2006 and December 31, 2005.

Commodity Risk — Certain raw materials and energy are
commeodities subject to price fluctuation. Grace hedges
against volatility in certain raw material and energy
purchases, using financial instruments as appropriate.
Grace also enters into long term supply agreements
and/or forward commitments to secure materials at
stable prices and in quantities fully expected to be used
in production. During 2006 and 2005, Grace entered
into forward contracts with natural gas suppliers in the
U.S. to manage the cost of a portion of quantities
required for use at certain U.S. plants. In 2006, Grace
entered into option agreements with natural gas
suppliers to hedge purchases of natural gas, and also
entered into fixed-price swaps with a financial
institution to hedge its purchases of natural gas from
suppliers.

Currency Risk - Because Grace does business in over 40
countries, results are exposed to fluctuations in foreign
exchange rates. Grace seeks to minimize exposure to
these fluctuations by matching revenue streams in
volatile currencies with expenditures in the same
currencies, but it is not always possible to do so. From
time to time Grace will use financial instruments such as
foreign currency forward contracts, options, or
combinations of the two to reduce the risk of certain
specific transactions. However, Grace does not have a
policy of hedging all exposures, because management
does not believe that such a level of hedging would be
cost-effective, particularly translation exposures that are
not expected to affect cash flows in the near term. In
2004, Grace purchased forward contracts to minimize
currency risk related to euro denominated
intercompany loans due to a U.S. subsidiary of Grace.
In 2005, Grace extended the remaining portion of these
forward currency contracts.

In February 2006, Grace adopted a currency risk
management program. Pursuant to this program, Grace
has entered into derivative instruments such as foreign
currency forward contracts and options to hedge its
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exposure to foreign currency fluctuations in various
currencies.

Fair Value of Debt and Other Financial Instruments - At
December 31, 2006, the fair value of Grace’s debt
payable within one year not subject to compromise
approximated the recorded value of $3.3 million. Fair
value is determined based on expected future cash flows
(discounted at market interest rates), quotes from
financial institutions and other appropriate valuation
methodologies. At December 31, 2006, the recorded
values of other financial instruments such as cash,
short-term investments, trade receivables and payables
and short-term debt approximated their fair values,
based on the short-term maturities and floating rate
characteristics of these instruments. At December 31,
2006, the carrying value of Grace's bank debt subject to
compromise was $739.5 million. The estimated fair
value of the bank debt is higher than the carrying value;
however, because such debt is subject to compromise in
Grace’s Chapter 11 proceeding, neither carrying values
or market values may reflect ultimate liquidation
amounts.

Credit Risk — Trade receivables potentially subject Grace
to credit risk. Concentrations of credit to customers in
the petroleum and construction industries represent the
greatest exposure. Grace’s credit evaluation policies,
relatively short collection terms and history of minimal
credit losses mitigate credit risk exposures. Grace does
not generally require collateral for its trade accounts
receivable, but may require a bank letter of credit in
certain instances, particularly when selling to customers
in cash restricted countries.

14. Commitments and Contingent Liabilities

Asbestos-Related Liability - See Note 3

Environmental Remediation — Grace is subject to loss
contingencies resulting from extensive and evolving
federal, state, local and foreign environmental laws and
regulations relating to the generation, storage, handling,
discharge and disposition of hazardous wastes and other
materials. Grace accrues for anticipated costs associated
with investigative and remediation efforts where an
assessment has indicated that a probable liability has
been incurred and the cost can be reasonably estimated.
These accruals do not take into account any discounting
for the time value of money.



Grace’s environmental liabilities are reassessed
whenever circumstances become better defined or
remediation efforts and their costs can be better
estimated. These liabilities are evaluated based on
currently available information, including the progress
of remedial investigation at each site, the current status
of discussions with regulatory authorities regarding the
method and extent of remediation at each site, existing
technology, prior experience in contaminated site
remediation and the apportionment of costs among
potentially responsible parties. Grace expects that the
funding of environmental remediation activities will be
affected by the Chapter 11 proceedings.

At December 31, 2006, Grace’s estimated liability for
environmental investigative and remediation costs
totaled $361.1 million, as compared with $342.0 million
at December 31, 2005. The amount is based on funding
and/or remediation agreements in place and Grace’s
best estimate of its cost for sites not subject to a formal
remediation plan. Grace’s estimated environmental
liabilities are included in “liabilities subject to
compromise” in the accompanying Consolidated
Balance Sheets.

Grace recorded pre-tax charges of $30.0 million for
environmental matters in 2006. Of the pre-tax charges,
$28.0 million was in connection with a cost recovery
claim brought by the U.S. Government and was based
on additional information provided by the U.S.
Department of Justice in support of spending by the
U.S. Environmental Protection Agency (“EPA”) during
the 2002 through 2005 period, as described below. The
remainder of the pre-tax charges were attributable to
the ongoing review of recorded environmental
liabilities.

Net cash expenditures charged against previously
established reserves for the years ended December 31,
2006, 2005 and 2004 were $10.9 million, $28.0 million,
and $9.0 million, respectively. Cash expenditures in
2005 included a settlement payment of $21.3 million
related to a formerly owned site.

Vermiculite Related Matters

EPA Cost Recovery Claim -~ As a result of a 2002
district court ruling, Grace is required to reimburse the
U.S. Government for $54.5 million (plus interest) in
costs expended through December 2001, and for all
appropriate future costs to complete asbestos-related
remediation relating to Grace’s former vermiculite
mining and processing activities in the Libby, Montana
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area. These costs include cleaning and/or demolition of
contaminated buildings, excavation and removal of
contaminated soil, health screening of Libby residents
and former mine workers, and investigation and
monitoring costs.

Grace’s total estimated liability for asbestos
remediation related to its former vermiculite operations
in Libby, including the cost of remediation at
vermiculite processing sites outside of Libby, at
December 31, 2006 and December 31, 2005 was
$255.2 million and $226.2 million, respectively. The
estimate of $255.2 million at December 31, 2006
includes $164.4 million for asserted reimbursable costs
through 2005 (which includes the $54.5 million charge
discussed above) that was recorded in the second
quarter of 2006. The current estimate does not include
the cost to remediate the Grace-owned mine site at
Libby or other nearby properties that may require
remediation, which costs are not currently estimable.
Grace’s estimate of costs is based on EPA spending data
through December 31, 2005, public comments regarding
the EPA's spending plans, discussions of spending
forecasts with EPA representatives, analysis of other
information made available from the EPA, and
evaluation of probable remediation costs at vermiculite
processing sites. However, the EPAs cost estimates have
increased regularly and substantially over the course of
this remediation. Consequently, as the EPA’s spending
on these matters increases, Grace’s liability for
remediation will increase. Grace has been informed that
the EPA is attempting to estimate the future cost of this
environmental remediation. This information may
require Grace to increase its estimate of liability and the
increase could be material.

Montana Criminal Proceeding — On February 7, 2005,
the United States Department of Justice announced the
unsealing of a grand jury indictment against Grace and
seven current or former senior level employees (United
States of America v. W R, Grace & Co. et al) relating to
Grace’s former vermiculite mining and processing
activities in Libby, Montana. The indictment accuses the
defendants of (1) conspiracy to violate environmental
laws and obstruct federal agency proceedings;
(2) violations of the federal Clean Air Act; and
(3) obstruction of justice.

Grace purchased the Libby mine in 1963 and operated
it until 1990; vermiculite processing activities continued
until 1992. The grand jury charges that the conspiracy
took place from 1976 to 2002. According to the U.S.
Department of Justice, Grace could be subject to fines




in an amount equal to twice the after-tax profit earned
from its Libby operations or twice the alleged loss
suffered by victims, plus additional amounts for
restitution to victims. The indictment alleges that such
after-tax profits were $140 million. Grace has
categorically denied any criminal wrongdoing and
intends to vigorously defend itself at trial.

In March 2005, the U.S. District Court for the District
of Montana entered a scheduling order setting a trial
date of September 11, 2006. In July 2006, the District
Court dismissed a portion of the conspiracy count of a
superseding indictment alleging conspiracy to knowingly
endanger residents of the Libby area and others in
violation of the Clean Air Act. In August 2006, the
District Court granted a motion by the defendants to
exclude as evidence sample results that included
minerals that do not constitute asbestos under the
Clean Air Act. The Government has appealed these and
other rulings to the Ninth Circuit Court of Appeals. As
a result of the appeal, the trial has been delayed until
September 2007 or later pending resolution of the
appeals.

The U.S. Bankruptcy Court previously granted Grace’s
request to advance legal and defense costs to the
employees, subject to a reimbursement obligation if it is
later determined that the employees did not meet the
standards for indemnification set forth under the
appropriate state corporate law. For the years ended
December 31, 2006 and 2005, total expense for Grace
and the employees was $52.7 million and $20.0 million,
respectively, which amounts are included in selling,
general and administrative  expenses in  the
accompanying Consolidated Statements of Operations.

Grace is unable to assess whether the indictment, or any
conviction resulting therefrom, will have a material
adverse effect on the results of operations or financial
condition of Grace or affect Grace’s bankruptcy
proceedings. While the appeal is pending, Grace
expects legal fees for this matter to be $3 million to
$5 million per quarter. Grace intends to expense such
costs as they are incurred.

New Jersey Lawsuit — On June 1, 2005, the New Jersey
Department of Environmental Protection (“DEP”)
filed a lawsuit against Grace and two former employees
in the Superior Court of New Jersey Law Division:
Mercer County (N.J. Dept. of Environmental Protection v.
WR. Grace & Co. et al) seeking civil penalties for
alleged misrepresentations and false statements made in
a Preliminary Assessment/Site Investigation Report and
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Negative Declarations submitted by Grace to the DEP
in 1995 pursuant to the New Jersey Industrial Site
Recovery Act. Grace submitted the report, which was
prepared by an independent environmental consultant,
in connection with the closing of Grace’s former plant
in Hamilton Township, New Jersey. Grace is also aware
that the State of New Jersey and the U.S. Department

of Justice each may be conducting criminal
investigations related to Grace’s former operations of
the Hamilton plant.

Grace purchased the Hamilton plant assets in 1963 and
ceased operations in 1994. During the operating period,
Grace produced spray-on fire protection products and
vermiculite-based products at this plant. The current
property owners are conducting remediation activities
as directed by the EPA. The property owners and the
EPA have filed proofs of claim against Grace for this
site and now seek approximately $3.4 million with
respect to the Hamilton plant site.

Grace is unable at this time to assess the effect of this
lawsuit or the pending criminal investigations on
Grace’s results of operations, cash flows, or liquidity, or
on its bankruptcy proceeding.

Non-Vermiculite Related Matters

At December 31, 2006 and 2005, Grace’s estimated
liability for remediation of sites not related to its former
vermiculite mining and processing activities was
$105.9 million and $115.8 million, respectively. This
liability relates to Grace’s current and former
operations, including its share of liability for off-site
disposal at facilities where it has been identified as a
potentially responsible party. Grace’s estimated liability
is based upon an evaluation of claims for which
sufficient information was available. As Grace receives
new information and continues its claims evaluation
process, its estimated liability may change materially.

Tax Matters — In 2005, Grace (with one exception) settled
all proposed tax adjustments with the Internal Revenue
Service (the “IRS”) with respect to the 1993-1996
Federal income tax audit, and paid applicable taxes and
interest of $90.0 million. The exception relates to
$7.0 million of research and experimentation credits
that the IRS is challenging; a settlement is currently
under discussion with the IRS.

As a consequence of resolving federal tax adjustments
for the 1993-1996 tax periods, Grace owes
approximately $12 million in additional state taxes and




accrued interest, which will be paid in accordance with
Grace’s bankruptcy proceedings.

In June 2006, Grace received revised examination
reports from the IRS for the 1988-1989 and 1997-2001
tax periods (collectively, the “Examination Reports™)
asserting, in the aggregate, approximately $32.5 million
of net additional tax plus accrued interest. The most
significant issue addressed in the Examination Reports
concerns the carryback of a specified liability loss from
the 1998 tax period to the 1989 taxable year. Grace has
filed a protest with the IRS Office of Appeals with
respect to the carryback of the specified liability loss
and certain other issues and anticipates receiving a tax
assessment with respect to the specified liability loss
issue, which Grace intends to contest. The remaining
adjustments raised in the examination report were
agreed to; however, since Grace was in a net operating
loss position for all but one of the other tax periods
covered in the 1997-2001 audit, the adjustments should
not result in any cash tax liability but rather should
reduce the amount of certain tax attributes claimed by
Grace in those tax periods, such as losses and credits.
Grace’s federal tax returns for the 2002-2004 tax years
are currently under examination by the IRS.

The IRS has assessed additional federal income tax
withholding and Federal Insurance Contributions Act
taxes plus interest and related penalties for calendar
years 1993 through 1998 against a Grace subsidiary that
formerly operated a temporary staffing business for
nurses and other health care personnel. In August 2006,
Grace agreed with the U.S. Department of Justice and
the IRS on a settlement amount of $13.0 million and
other terms that would resolve the matter. The
settlement was approved by the Bankruptcy Court in
October 2006. In January 2007, Grace paid the
$13.0 million settlement amount and received an
indemnification payment of approximately $2.7 million
from its former partner in the business.

In September 2006, the German Ministry of Finance
issued guidance that excludes Grace’s German
subsidiary from the application of a law that was
effective in 2005 prohibiting interest deductions on
certain intercompany loans.

Grace recorded a $12 million reduction in third quarter
2006 tax expense as a result of the resolution of the two
foregoing issues.

As of December 31, 2006, Grace had $190.9 million in
net operating loss (“NOL”) carryforwards. Grace
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anticipates  generating additional NOLs upon
emergence from bankruptcy as contemplated in the
Plan. Because Grace did not pay a significant amount of
U.S. taxes in prior years and/or has already received tax
refunds from available NOL carryback years, it expects
to carryforward most of its NOLs. Under federal
income tax law, a corporation is generally permitted to
carryforward NOLs for a 20-year period for deduction
against future taxable income. Grace’s ability to deduct
NOL carryforwards could be significantly limited if it
were to undergo an ownership change during or as a
result of the Chapter 11 proceeding. During the course
of the bankruptcy proceeding, the Bankrupicy Court
entered an order that places certain limitations on
trading in Grace common stock or options convertible
into Grace common stock. Pursuant to these limitations,
Grace intends to object to any purchase of Grace
common stock or options that would potentially
contribute to an ownership change. However, Grace can
provide no assurance that these limitations will prevent
an ownership change or that its ability to utilize net
operating loss carryforwards will not be significantly
limited as a result of Grace’s reorganization.

Purchase Commitments — Grace engages in purchase
commitments to minimize the volatility of major
components of direct manufacturing costs including
natural gas, certain metals, asphalt, amines and other
materials. Such commitments are for quantities that
Grace fully expects to use in its normal operations.

Guarantees and Indemnification Obligations — Grace is a
party to m