D. Gray #4
Sworn: March {F, 2009

No. S-088488
Vancouver Registry

IN THE SUPREME COURT OF BRITISH COLUMBIA

IN THE MATTER OF THE COMPANIES’ CREDITORS ARRANGEMENT ACT
R.S.C. 1985, c. C-36, as amended

AND

IN THE MATTER OF THE Canada Business Corporations Act
R.S.C., 1985 c. C-44

AND

IN THE MATTER OF HYDROXYL SYSTEMS INC.

PETITIONER

AFFIDAVIT

I, DAVID GRAY, CA-CIRP, of 1000 - 570 Granville Street, Vancouver, British Columbia,
MAKE OATH AND SAY AS FOLLOWS:

1. I am the President of The Summit Group Business Consultants Ltd. (“Summit”) and, as
such, I have personal knowledge of the matters hereinafter deposed to, except where
stated to be on information, in which case, because of my belief in the veracity of the
informant I identify, I believe both the information and the resulting statement I make to

be true.

2. Capitalized terms used in this Affidavit have the same meaning as ascribed to in my

earlier Affidavits in this proceeding.
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I submit this Affidavit in support of an application by the Petitioner for an extension of
the stay of proceedings first granted to the Petitioner on December 5, 2008.

Operations
The stay was last extended by the Court on February 5, 2009, to March 19, 2009.
Since February 5, 2009, I and/or my partner, Harvey Lee, have, among other things:

(a) attended at the Petitioner’s premises on several occasions, and met with
Hydroxyl’s management team to discuss operations;

(b) assisted the Petitioner in preparing a pro-forma budget to the end of December
2009;

(©) reviewed the Petitioner’s potential projects to determine the likelihood of those

projects going forward, for the purpose of preparing the budget;
(d) reviewed the Petitioner’s supplier costs relating to the budget;

(e) assisted the Petitioner’s COO and Marketing Manager to put in place sales

reporting procedures;

3] reviewed the Petitioner’s cash flow up dates on a weekly basis with the COO and

the Petitioner’s accountant;

(2) assisted the Petitioner’s management to review and further reduce expenses by
eliminating unnecessary operating and infrastructure costs, including leased
vehicles, office furniture, cell phones and other non-essential expenses.

Now shown to me and marked as Exhibit “A” to this my Affidavit is a copy of the pro-
forma budget that I have assisted the Petitioner to prepare. As can be seen from Exhibit
“A”, the Petitioner is projecting revenues of just over $8 million for the 10 months ending

December 31, 2009, with net income of just over $1 million.

Now shown to me and marked as Exhibit “B” to this my Affidavit is a copy of an up-
dated cash flow for the Petitioner, showing its anticipated receipts and disbursements to
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May 8, 2009.

[ am satisfied, based on the work _that Summit has done with the Petitioner, as described
above, that both the cash flow and the pro-forma budget represent reasonable estimates of
the Petitioner’s probable operatibns during the time frames reflected therein.

Review of Agreements

In addition to preparing budgets and cash flow forecasts, I have assisted the Petitioner
with a review of certain of its critical, long-term agreements, including its agreements
with RCCL and Infilco Degremont, Inc. (“IDI”).

In the result, with the consent of the Monitor, the Petitioner has elected to terminate its
existing agreements with RCCL, for the supply of wastewater treatment systems to six
RCCL ships currently under.construction or being retrofitted. In this regard, now shown
to me and marked as Exhibit “C” to this my Affidavit is a copy of a letter dated March 5,
2009, from the Petitioner’s counsel, Scott Turner, to RCCL, formally notifying the latter

of the termination,

The termination was done following consultation with, and with the consent of, the

Monitor.

As set out in Mr. Turner’s letter, the Petitioner has offered to complete the contracts in

issue on a time and materials basis.

In addition to the RCCL contracts, | have reviewed the Petitioner’s license agreement
with IDI. That agreement was entered into in August 2005, for a term of 10 years. It
grants IDI an exclusive license to market, sell, install and service certain Hydroxyl
products for use in municipal wastewater systems in the United States. I am informed by
Mr. Major that the Petitioner has not benefited from the license agreement to the extent
that it had hoped when the agreement was first entered into.

[ have participated in conversations among representatives of Summit, the Petitioner and
IDI. The focus of those discussions has been to encourage IDI to consider making a more
substantial investment in the Petitioner on a going forward basis. As part of those
discussions, the Petitioner has advised IDI that it may elect to terminate the existing
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license agreement, although no final decision has yet been made in that regard. (Any

final decision would of course also have to include the Monitor).

I expect, however, that each of the three potential bidders that we have now identified (as
*I describe below), will necessarily want to take a critical look at the IDI license agreement

as part of their assessment of any investment in the Petitioner.

Legal Matters

As has been reported to the Court, the Petitioner is engaged in an on-going arbitration
matter with Kan-Pak LLC (“Kan-Pak”).

I am informed by Mr. Major that cross-examinations in that proceeding were completed
on March 9, 2009. I am further informed by Mr. Major that final arguments are
scheduled for April 20 and 21, 2009, and that a final decision is expected within three
weeks of that date, or by early to mid-May 2009.

The Petitioner also has been involved in ongoing patent infringement litigation in
Finland. |

On the advice of intellectual property counsel, the Petitioner had been pursuing a claim
against a competitor, Kruger-Kaldenes (formerly Anox Kaldenes) (“Kaldenes™), seeking
to have the latter’s patent claims over certain products or processes which compete with
those of the Petitioner declared invalid. The proceeding was initiated by the Petitioner on
the advice of intellectual property counsel, as a result of threats by Kaldenes to bring

patent infringement proceedings against the Petitioner in Finland.

I am informed by Mr. Major that a décision was rendered on March 13, 2009, dismissing
the Petitioner’s application to have Kaldenes’ patents declared invalid.

I have not yet had an opportunity to review the decision of the Finnish tribunal. (The
decision is in Finnish, and has not yet been translated). I am informed by Mr. Major that,
at this time, Kaldenes has not initiated any formal legal proceedings against the

Petitioner.

I have had preliminary discussions with the Petitioner’s Canadian intellectual property
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counsel, Gowlings. Gowlings have provided the Petitioner with some very preliminary
advice as to how best to proceed in the face of the decision, including a very preliminary

assessment of the Petitioner’s prospect of success on appeal.

In due course, the Petitioner will have to assess the impact of the Kaldenes decision, and
the extent to which it may affect its operations, particularly in Finland, where of course it
has ongoing contracts with Aker. The Petitioner also will have to consider whether to

appeal from the decision.
Discussions with Potential Investors

Along with Harvey Lee and Charles Croft, I have participated in ongoing discussions
with potential investors in, or purchasers of, the Petitioner. In this regard, I have supplied
these potentially interested parties with updated financial information, including budgets,

cash flows and other requested documents.

I have attended numerous meetings and conference calls to discuss the Petitioner and its

prospects.

As a result of those discussions, Summit has received three letters of interest from

potential investors.
I have delivered copies of the letters of interest that we have received to the Monitor.

As well, we are engaged in ongoing discussions with IDI regarding their interest in
purchasing the Petitioner’s technology, or the company as a whole.

At this point, I can say that each of the letters of interest that we have received to date
cbntemplates a structure whereby the Petitioner’s existing receivables, and particularly its
anticipated recoveries from Aker, net of certain expenses, would be made available to
satisfy the claims of existing secured and unsecured creditors. At the same time, a new
entity may be created to acquire the Petitioner’s intellectual property, goodwill,

employees and other assets, with a view to developing new business.

Each of the interested bidders also is interested in acquiring and maintaining the
Petitioner’s tax losses, which are considerable.
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31.  Given the confidential nature of the discussions (to this point) with these potential
investors, I am reluctant to reveal their identity or the contents of their proposals to the
Court at this point.

32. Assuming the Court may be prepared to grant a further extension of the stay of
proceedings, it is Summit’s intention to invite the parties who have provided letters of
interest to enter into a formal due diligence phase commencing on March 23, 2009, for a
period of 30 days, following which they will be required to submit a binding offer. The
best offer will form part of the Plan.

33.  Given the anticipated timing of an award in the Kan-Pak Arbitration, and in order to
account for possible extensions of the bid process on behalf of the Petitioner, I request an
extension of the stay to May 8, 2009.

Vancouver, British Columbig/
on March /7, 2009

Afb6mmissioner fof taking
affidavits in British Columbia
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Affidavit #1- Lee.rtf

SCOTT A. TURNER
Barrister & Solicitor
1400-510 BURRARD STREET
VANCOUVER, B.C. VBC 3A8
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This is Exhibit* C “referred

the
BYPOST affidavit of Tn0w A AY ¢
Royal Caribbean.Cruises d.  MAvelh e AT day of
1050 Caribbean Way el D P
Miami, Florida 13132-209¢ s .
U.S.A.

Attention: Kevin Douglas, Associate Vice President,
Newbuild and Revitalisation

Dear Mr. Douglas:

Re: Termination of Agreements between Royal Caribbean Cruises Ltd. (“RCCL”) and
Hydroxyl Systems Inc. (“Hydroxyl”)

Please be advised that we are counsel for Hydroxyl.. We are advised that RCCL and Hydroxyl are parties
to two separate written agreements for the supply of wastewater treatment systems onboard certain of
RCCL’s ships. The first agreement is dated as of December 23, 2005, and sets out the terms upon which
Hydroxyl agreed to install CleanSea® wastewater treatment systems onboard RCCL’s vessels “Radiance
ofthe Seas” and “Summit”, The second agreement is dated as of June 27, 2006, and sets out the terms upon
which Hydroxyl agreed to install CleanSea® wastewater treatment systems onboard RCCL’s vessels
“Brilliance of the Seas”, “Jewel of the Seas”, “Celebrity Constellation” and “Celebrity Millenium”. We will
refer to these agreements, together as the “Agreements”.

On December 5, 2008, Hydroxyl sought and obtained protection from its creditors pursuant to a Canadian
statute called the Companies’ Creditors Arrangement Act (the “CCAA”). The purpose of the CCAA is to
facilitate compromises between debtor companies and their creditors. In this regard, the CCAA is, as we
understand it, similar in scope to Chapter 11 of the United States Barnkruptcy Code. So that you will better
understand the scope of the protection extended to Hydroxyl, we attach a copy of an Order of the Supreme
Court of British Columbia dated December 5, 2008, which sets out in some detail the scope of the stay of
proceedings that applies to Hydroxyl. We draw your attention, specifically, to paragraph 12 of the Order,
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which permits Hydroxyl to proceed with an orderly downsizing of its business including, without limitation,
the right to terminate or repudiate such of its arrangements or agreements as Hydroxyl deems appropriate
(Clause 12(B)(vi)).

Hydroxyl-has determined that it would be in Hydroxyl’s best interest to terminate the above described
Agreements with RCCL. We have reviewed this decision with the Court-appointed Monitor (Steve Lum
of Campbell Saunders Limited), who has consented to the terminations. Accordingly, please take this letter
as our formal, written notice on behalf of Hydroxyl that, effective as of the date of this letter, Hydroxyl
terminates the Agreements, and repudiates any and all of i ts obligations or liabilities under those
Agreements, including without limitation any obligation to complete any work now under way, commission
systems that have been installed or are being installed, or to honour any contractual warranties.

To the extent that RCCL may take the position that it has claims against Hydroxyl as a result of the
termination of the Agreements, RCCL should so advise the Monitor (whose address for delivery is:
Campbell Saunders, Ltd., 1000 - 570 Granville Street, Vancouver, British Columbia V6C 3P1, Canada,
Attention: Steve Lum). In due course, Hydroxyl will be presenting a Plan of Arrangement to its creditors,
each of whom will be given an opportunity to submit Proofs of Claim and vote on the Plan, IfRCCL wishes
to be considered as a creditor, you should write to the Monitor as indicated and, in due course, he will send
you a Proof of Claim form and other materials. You can also obtain information regarding the CCAA
proceedings by going to the Monitor’s website at http://www.csvan.com/corporate/index.html. You may
also contact the undersigned directly.

Notwithstanding the termination of the Agreements, we understand that Hydroxyl continues to be of the
view that it would be in RCCL’s best interests to have Hydroxyl complete the installations contemplated
by the Agreements. Hydroxyl has the knowledge and expertise to complete the projects and make these
systems operational, and is willing to enter into a new agreement or agreements to complete the work that
it has begun. Any such arrangement would have to provide for payment of Hydroxyl on a cost-plus (time
and materials) basis. IfRCCL is interested in such an arrangement, we invite you to contact Thomas Major
at your earliest convenience tg discuss the terms upon which RCCL might be prepared to proceed.

Very truly yours,

BURNS, FITZPATR /K, ROGERS & SCHWARTZ LLP

cc: Thomas Major
Cha{.les E. Croft
Stcy;: Lum
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