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Economy Economy

| economic gr

Global economic growth is moderating.
Oil prices continue to rally.
The yield curve is flattening.

The “twin deficits” could continue to put upward pressure on
interest rates.

Low mortgage rates have fueled housing bubbles in some
regions, but home price appreciation appears to be slowing.
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Steady employment growth should support increased demand
for paper.
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Economy

oil prices continue to rally

Economy

3altic Freight Index (heavily influenced b
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U.S. West Texas Intermediate Crude Oil
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Economy

And the Fed raises short-term rates

Fed Funds Target Rate
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Economy

Leading to arapidly flattening yield curve

Relative Performance of Paper & Forest

Products Index vs. S&P 500
and Treasury Yield Spreads
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Economy

At a time when
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Economy

And the trade deficit is approaching 6% of G

US Trade Deficit as % of GDP

< )
=3 =3
] ]

Source: Bureau of Economic Analysis, Bloomberg and Lehman Brothers.
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Economy

yrtgage rat /e led to “regional bubb
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YOY % Change in Average 12-month Median

Price of New Homes Sold
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Economy Supply/Demand

U.S. trend demand growth exceeds supply growth by a wide

LTM Average US NonFarm Payroll Net Change margin, with imports accounting for the difference.

vs. YoY Change in Advertising Pages .
9 9 rag We believe trend global demand growth also exceeds supply

growth.
It appears that moderating economic growth is causing dem
in the U.S. and globally to fall below trend levels.
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We believe an inventory de-stocking cycle is amplifying weak
demand trends and may be close to a reversal.
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Supply/Demand

Supply/Demand

Year-over-Year Capacity Growth, Global Paper
& Paperboard
8% 8%

Yr/Yr Capacity Change, Total U.S. Paper &
Paperboard
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~U.S. capacity declined for four years in_—,
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Supply/Demand

World’s largest consumer of steel by a 2-1 factor.
U.S. Coated Free Sheet Consumption Second largest consumer of paper and paperboard in the world (for
now) behind the US.

Large labor cost advantage (per capita income is 1/40" US

Lower energy costs, coal vs. natural gas.

Willingness to tolerate lower returns.
Ambitious plans for capacity growth.
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China

As China industrialize:
leading to an industry

the U.S. for

Est. Consumption Growth of Paper &
Paperboard of U.S. & China 2003 - 2017

Comparison of Chinese vs. U.S. Linerboard Cash
Production Costs
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U.S. Wastepaper Exports to China
Old Corrugated Container #11 Costs

16,000

Wastepaper exports to China have increased more
14,000 -+ than 70x since 1990 (CAGR = 36%). 46% of all U.S.
wastepaper exports in 2004 went to China.

1990-1999 Avg = $59/ton

2000-2005 Avg
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Costs

+ Input costs are likely to remain at chronically high levels.
— Energy — oil prices are up 6X in 6 years.
— Chemicals — caustic soda is up 3X in 18 months.

China Pulp Imports as a % of Global Pulp Shipments
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China’

strong demand is a key driver of high oil prices

U.S. West Texas Intermediate Crude Oil
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Costs

Rising chemical prices...

Quarterly Caustic Soda Contract Prices
In $ per short ton
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Rising transportation c

Apparent Delivery Costs for Southern Pulpwood
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Energy value of lumber

Estimated Energy Value of Lumber vs. U.S.
Lumber Prices

— Estimated Energy Value of Lumber
——Framing Lumber Price
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Source: Lehman Brothers, Bloomberg, U.S. Forest Service, Energy Information Administration
Note: We assume a 75% wood-burning efficiency ratio.
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Pulpwood and Natural Gas Cost Comparison
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Source: Timber Mart-South, Bloomberg and Lehman Brothers.
Note: We assume a 75% wood-burning efficiency ratio and 8,500 Btu's per air-dried Ib. of pulpwood.
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Financial Returns

On average, returns on assets fail to meet/exceed cost of capital.
Investors are fairly efficient at pricing the enterprise value such that
the cash yields on the enterprise value approximate the WACC.

At less than 8%, the industry’s WACC is fairly low.

HOWEVER, WACC is not being minimized because cost of equity is
historically expensive vs. cost of debt and net debt to assets are near a
16 year low.

Capital discipline has improved significantly, and free cash flow has
improved, but some commaodities like OSB continue to exhibit
boom/bust behavior.

Private investors are showing an increased interest in the industry,
including increased awareness of unrealized timberland value.
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Financial Returns

But the magnitude o

Financial Returns

Return on s does not meet cost of capital... lue destruction is moderating
Lehman Paper & Forest Index:

10-YR Cash Yield on Assets vs WACC

Lehman Paper & Forest Index:
10-YR Cash Yield on Assets vs WACC
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Financial Returns

are muc 0 t ha airly low for the indt

Financial Returns

on enterpris

Lehman Paper and Forest Index:
Lehman Paper & Forest Index: Blended 10-YR Weighted Avg Cost of Capital

10-YR Cash Yield on EV vs WACC

Cost of Equity Contribution to WACC

After-Tax Cost of Debt Contribution to WACC

Source: Company reports and Lehman Brothers estimates
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Financial Returns

But net debt to assets are near a 1

Lehman Paper & Forest Index:
Net Debt to Assets
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Financial Returns

At a time when cost of equity relative to debt is at all-time high

Cost of Equity as % of After-Tax Cost of Debt
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Financial Returns Financial Returns

Free cash flow generation improving..

Our coverage universe of U.S. paper companie:

than their depreciation rates (since 19¢
i R o S&P Paper and Forest Products Index Free
Capital Expenditures vs. Depreciation Cash Flow

Lehman Brothers Index
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Capital Spending
for the U.S.
[ Industry remains
significantly below
7 D&A levels.
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Indexed Free Cash Flow
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Source: Lehman Brothers and company reports. Lehman Brothers estimates for 2004-2006.
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Financial Returns
Spik g 3@ y O 1 | pricing value in timberlands...

Indexed Avg. Price of U.S. Timberland Transactions
OSB Capacity vs. Price
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Financial Returns

Interest from private equity

Summary

+ Economy: brace for a slower growth.

# Supply/Demand: Underlying trends are positive but hurt by a
slowing economy and de-stocking.

# China: a low cost competitor for now, but not for long.

+ Costs: no relief is sight from higher costs, so companies must
pass along costs to customers, or suffer margin erosion.

¢ Madison Dearborn Partners acquired Boise Cascade’s forest
products business.

Cerberus Capital acquired GP’s building products distribution
business and MeadWestvaco’s coated paper business.

Kohlberg & Co. acquired IP’s specialty papers business.

+ Financial returns: returns are still not acceptable, but financial
discipline is improving (with some exceptions) and financial
buyers/activist investors are showing interest in the industry.

Carl Icahn announced plans to take an active roll in shares of
Temple-Inland before selling shares.

Franklin Mutual Advisers took a 17 MM share activist position
in shares of Weyerhaeuser.

TPG-Axon announced a 6.1% stake in shares of LPX.
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