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REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS

To MAXXAM Inc.:

We have reviewed the accompanying consolidated balance sheet of MAXXAM Inc. and subsidiaries as of
June 30, 2000, and the related consolidated statement of operationsfor the three and six-month periods ended June 30,
2000 and 1999, and the related consolidated statement of cash flowsfor the six-month periods ended June 30, 2000 and
1999. Thesefinancia statements are the responsibility of the company’ s management.

We conducted our review in accordance with standards established by the American Institute of Certified Public
Accountants. A review of interim financial information consists principally of applying analytical procedures to
financial data and making inquiries of personsresponsiblefor financial and accounting matters. It issubstantially less
in scope than an audit conducted in accordance with auditing standards generally accepted in the United States, the
objective of which isthe expression of an opinion regarding the financial statementstaken aswhole. Accordingly, we
do not express such an opinion.

Based on our review, we are not aware of any material modifications that should be made to the financia statements
referred to above for them to be in conformity with accounting principles generally accepted in the United States.

We have previously audited, in accordance with auditing standards generally accepted in the United States, the
accompanying consolidated balance sheet of MAXXAM Inc. and subsidiaries as of December 31, 1999, and, in our
report dated March 7, 2000, we expressed an unqualified opinion on that statement.

Houston, Texas
August 11, 2000



MAXXAM INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEET
(In millions of dollars, except share amounts)

Assets

Cashandcashequivalents . ...t e e e
Marketable SECUrities . . .. .. ...
Receivables:
Trade, net of alowance for doubtful accounts of $6.1 and $6.0, respectively .. ..
ONEr o
IV ENEONIES . ot
Prepaid expensesand other currentassets . .. ...
Total CUTENt @SSELS . . ..ot
Property, plant and equipment, net of accumulated depreciation of $996.9 and
$O77.9, reSPECtVEIY . ..ot
Timber and timberlands, net of accumulated depletion of $184.7 and $180.6,
FESPECIVElY . .

Investments in and advances to unconsolidated affiliates . .......................
DeEfarred INCOMETIAXES . .. oottt e e e e e
Restricted cash and marketable securities . ........... ... o i

Long-termreceivablesand other assets . ...t

Liabilitiesand Stockholders Equity

Current liabilities:

AcCCoUNtSPayable . . .. oo
ACCTUEd INEErESt . . . o
Accrued compensation and related benefits .......... .. ...l
Other accrued liabilities . . . ... .. o
Payableto affiliates . ... e
Short-term borrowings and current maturities of long-termdebt ................

Total current liahilities ...

Long-term debt, lesscurrent maturities . ............ i
Accrued postretirement medical benefits . .......... ..
Other noncurrent liabilities . ......... ..

Total ligbilities. . ...

Commitments and contingencies
MoKy I eSS . . ..o e e
Stockholders’ equity :

Preferred stock, $.50 par value; 12,500,000 shares authorized; Class A $.05
Non-Cumulative Participating Convertible Preferred Stock; 669,355 shares
15T

Common stock, $.50 par value; 28,000,000 shares authorized; 10,063,359 shares
15T

Additional capital . . ... e

Accumulated deficit . ... ..o

Accumulated other comprehensive loss - additional minimum pension liability . . . . .

Treasury stock, at cost (shares held: preferred — 845; common: 3,149,608 and
2,805,608, respectivEly) . . ..o

Total stockholders equity ........... ... i

June 30, December 31,
2000 1999
(Unaudited)
$ 1954 % 275.7
1125 58.3
193.7 169.4
195.1 116.0
525.5 590.7
156.8 192.7
1,379.0 1,402.8
1,252.9 1,222.2
2525 254.1
95.7 112.6
551.2 549.1
129.2 159.0
681.0 693.3
$ 43415 $ 43931
$ 2553 $ 243.1
70.9 72.4
126.9 124.8
183.2 194.7
84.1 85.8
47.3 46.0
767.7 766.8
1,939.9 1,956.8
682.6 688.9
767.0 810.1
4,157.2 4,222.6
151.1 142.7
0.3 0.3
5.0 5.0
225.3 225.3
(86.9) (102.1)
(0.7) (0.7)
(109.8) (100.0)
33.2 27.8

The accompanying notes are an integral part of these financial statements.
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MAXXAM INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF OPERATIONS
(In millions of dollars, except share amounts)

Three Months Ended Six Months Ended
June 30, June 30,
2000 1999 2000 1999
(Unaudited)
Net sales:
Aluminum ... $ 5425 $ 5250 $ 11,1082 $ 11,0044
Forestproducts ............ ... . i, 55.9 414 103.3 88.1
Redestate ... 12.3 17.6 185 28.2
RaCing ...t 6.1 4.8 14.4 12.9
616.8 588.8 1,244.4 1,133.6
Costs and expenses:
Cost of sales and operations:
Aluminum ... 444.1 473.9 924.8 933.8
Forestproducts ........... ... .. it 38.7 36.2 71.8 76.0
Redestate ..., 4.8 10.5 8.8 17.2
RaCing ..o 4.2 31 8.8 7.3
Selling, general and administrative expenses. . ....... 39.3 39.0 81.5 78.4
Depreciation, depletion and amortization ........... 25.1 28.7 49.6 58.7
556.2 591.4 1,145.3 1,171.4
Operatingincome (10SS) . .......coviiviiiiine.s. 60.6 (2.6) 99.1 (37.8)
Other income (expense):
Gain on sale of Headwaters Timberlands ........... - - - 239.8
Investment, interest and other income (expense), net . . 115 15.2 345 24.5
Interest expense . ... (49.1) (49.2) (98.7) (98.6)
Income (loss) before income taxes and minority interests . 23.0 (36.6) 34.9 127.9
Credit (provision) for incometaxes .................. (9.3) 11.6 (13.8) (55.8)
Minority interests .. ......... . i (3.4) 6.9 (7.3) 21.9
Income (loss) before extraordinary item . ............. 10.3 (18.1) 13.8 94.0
Extraordinary item:
Gain on repurchase of debt, net of income tax provision
Of $1.0 ..o — — 14 —
Netincome (I0SS) .. vvvviiie e $ 103 $ (18.1) 152 $ 94.0
Basic earnings (Ioss) per common share;
Income (loss) before extraordinary item ............ $ 149 $ (2.59) 193 $ 13.42
Extreordinaryitem ............... ... ... .. o — — 0.21 —
Netincome(10SS) . .ovv v e $ 149 $ (2.59) 214 % 13.42
Diluted earnings (loss) per common and common
equivaent share:
Income (loss) before extraordinary item ............ $ 136 $ (2.59) 177 $ 12.01
Extraordinaryitem ........ .. ... oo — — 0.19 —
Netincome (10SS) ..o oveee et $ 136 $ (2.59) 196 $ 12.01

The accompanying notes are an integral part of these financial statements.
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MAXXAM INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF CASH FLOWS
(In millions of dollars)

Cash flows from operating activities:

NELINCOME . . . e e
Adjustments to reconcile net income to net cash provided by (used for) operating
activities:
Depreciation, depletionand amortization ........... ... i
Gainon sale of Headwaters Timberlands ............. .. ... .. . ..
Extraordinary gainonrepurchaseof debt ............. ... .. ... ... ... oL
Net gains on other asset dispositions . . ... ...
Net sales (purchases) of marketablesecurities ............ ... ... .. ... ........
Net gains on marketable securities ............ i
MoKy I eSS . . . oo e
Amortization of deferred financing costs and discounts on long-termdebt .........
Equity in (earnings) loss of unconsolidated affiliates, net of dividendsreceived . . ...
Increase (decrease) in cash resulting from changesin:
ReCaIVADIES .. o
INVENTONIES . . . oo e e
Prepaid expensesand other assets . .. ... oot
Accountspayable . ... ...
Accrued and deferred inCOMetaxes ...t
Payable to affiliates and other accrued liabilities ............ ... .. ... ... ...
Long-term assets and long-term liabilities ............ ... ... ... ... ... ...
Other .
Net cash used for operating activities .............cc i

Cash flows from investing activities:

Net proceeds from dispositions of property andinvestments ......................
Capital expenditureS ... .. ... e
Restricted cash withdrawals used to acquiretimberlands .........................
OthEr .

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

Cash flows from financing activities:

Net borrowings under revolving creditagreements .. ........ ... ...,
Proceeds fromissuance of long-termdebt . ........ ... ... il
Redemptions, repurchases and principal paymentson long-termdebt ...............
Redemption of preference stock . ... ...
Restricted cash withdrawals (deposits) ... e
Treasury StOCK repUICNasES . . . ..ottt e e e e
L 107

Net cash provided by (used for) financing activities . .............. ... ... .....
Net decreasein cashand cashequivalents. .. ........... i,
Cash and cash equivalentsat beginningof period ............. ... .. ... ... ......
Cash and cash equivalentsat end of period ............ ... ...

Supplemental schedule of cash flow information:

Interest paid, net of capitalizedinterest ........... ...
INCOMEtaXES PAId .. ..ottt
Supplemental schedule of non-cash investing and financing activities:

Repurchase of debt using restricted cash and marketable securities .................

The accompanying notes are an integral part of these financial statements.
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Six Months Ended

June 30,
2000 1999

(Unaudited)
152 $ 94.0
49.6 58.7
- (239.8)
(1.4) -
(0.6) (51.4)
(43.0) (3L.3)
(11.2) (9.6)
7.3 (21.9)
35 51
9.5 (3.4)
(101.1) 17.7
65.0 314
28.1 (21.7)
(12.5) (25.1)
4.0 48.0
(8.9) 38
(52.1) 8.3
(1.5) 3.1
(50.1)  (134.1)
39.6 372.7
(72.0) (49.2)
0.3 12.9
(0.7) (3.1)
(32.8) 333.3
349 -
0.7 1.0
(30.1) (8.7)
(2.5) (1.4)
9.3 (289.4)
(9.7) -
— 1.3
2.6 (297.2)
(80.3) (98.0)
275.7 294.2
1954 $ 196.2
2.6 $ 93.6
7.6 8.9
201 $ -



MAXXAM INC. AND SUBSIDIARIES

CONDENSED NOTESTO CONSOLIDATED FINANCIAL STATEMENTS

1. Genera

The information contained in the following notes to the consolidated financial statementsis condensed from that
which would appear in the annual consolidated financial statements; accordingly, the consolidated financial statements
included herein should be reviewed in conjunction with the consolidated financial statements and related notes thereto
contained in the Form 10-K. Any capitalized terms used but not defined in these Condensed Notes to Consolidated
Financial Statements are defined in the “ Glossary of Defined Terms” contained in Appendix A. All referencesto the
“Company” include MAXXAM Inc. and its subsidiary companies unless otherwise indicated or the context indicates
otherwise. Accounting measurements at interim datesinherently involve greater reliance on estimates than at year end.
The results of operations for the interim periods presented are not necessarily indicative of the results to be expected
for the entire year.

The consolidated financial statementsincluded herein are unaudited; however, they include all adjustments of a
normal recurring nature which, in the opinion of management, are necessary to present fairly the consolidated financial
position of the Company at June 30, 2000, the consolidated results of operations for the three and six months ended
June 30, 2000 and 1999 and the consolidated cash flows for the six months ended June 30, 2000 and 1999.

There were no reconciling items between net income and comprehensive income in either of the three and six
month periods ended June 30, 2000 and 1999.

Labor Related Costs

Kaiser has been operating five of its U.S. facilities with salaried employees and other workers as a result of the
September 30, 1998 strike by the USWA and the subsequent “lock-out” by Kaiser in January 1999. In June 2000,
Kaiser and USWA representatives agreed to a methodology to resolve the remaining differences between the parties.
During July 2000, the USWA announced that its members had voted to accept this methodology. Under the agreement
between Kaiser and the USWA, the parties continued to negotiate certain matters until mid-August. Since Kaiser and
the USWA were unabl e to reach acompl ete agreement, the partieswill proceed with binding arbitration. Thearbitration
will be completed by mid-September 2000, and it is expected that the USWA workers will return to the plants during
September and October 2000.

As certain financial terms remain to be arbitrated, Kaiser cannot estimate the financial statement impact of the
pending labor settlement. While Kaiser expects that many of its labor and financial objectiveswill be achieved in the
pending settlement, it is anticipated that the labor settlement will result in certain one time charges and re-integration
Costs.

Kaiser has continued to accrue certain benefits (such as pension and other postretirement benefit costs/liabilities)
for the USWA members during the period of the strike and subsequent |ock-out. For purposes of computing the benefit-
related costs and liahilitiesto be reflected in the accompanying interim consolidated financial statements, Kaiser based
its accruals on the terms of the previously existing (expired) USWA contract. Any differences between the amounts
accrued and the amounts ultimately agreed to asaresult of the above described processwill bereflected in futureresults
during the term of any new contract.

Accounting Pronouncements

SFASNo. 133requirescompaniestorecognizeall derivativeinstrumentsasassetsor liabilitiesin the balance sheet
and to measure those instruments at fair value. SFAS No. 137 delayed the required implementation date of SFAS No.
133tono later than January 1, 2001. SFAS No. 138, which amends certain requirements of SFASNo. 133, wasissued
in June2000. Under SFASNos. 133 and 138, the Company will be required to “ mark-to-market” its hedging positions
at the end of each period in advance of the period of recognition for the transactions to which the hedges relate.
Changes in the fair value of the Company’s open hedging positions will be reflected as an increase or reduction in
stockholders' equity through comprehensiveincome. Theimpact of the changesinfair value of the Company’ shedging
positions will be reversed from comprehensive income (net of any fluctuationsin other “open” positions) and will be
reflected in traditional net income upon the occurrence of the transactions to which the hedges relate. Currently, the



dollar amount of the Company’s comprehensive income adjustments is not significant. Accordingly, there is no
significant difference between “traditional” net income and comprehensive income. However, differences between
comprehensive income and traditional net income may become significant in future periodsas SFASNos. 133 and 138
will result in fluctuations in comprehensive income and stockholders’ equity in periods of price volatility, despite the
fact that the Company’s cash flow and earnings will be “fixed” to the extent hedged. The Company will likely
implement SFAS Nos. 133 and 138 as of January 1, 2001.

SAB No. 101 provides interpretive guidance on the proper recognition, presentation and disclosure of revenues
infinancial statements. The Company believesitsrevenuerecognition policiesarein compliancewith generally accepted
accounting principles and the related interpretive guidance set forth in SAB No. 101; however, the Company is
continuingto review these policiesto determineif any modificationsare required. Theimplementation date of SAB No.
101 has been extended to December 2000.

2. Segment Information

The following table presents financial information by reportable segment (in millions).

Forest Real Racing Consolidated
Aluminum Products Estate Operations Corporate Total
Net sales to unaffiliated
customers for the three
months ended:
June 30,2000 ........ $ 5425 $ 559 $ 123 $ 61 $ - $ 616.8
June 30,1999 ........ 525.0 41.4 17.6 4.8 - 588.8
Operating income (loss) for
the three months ended:
June 30,2000 ........ 53.0 8.6 14 0.1 (2.5) 60.6
June 30,1999 ........ 2.2 (3.3 0.8 (0.1) (2.2 (2.6)
Depreciation, depletion and
amortization for the three
months ended:
June 30,2000 ........ 18.1 49 16 0.4 0.1 25.1
June 30,1999 ........ 22.6 4.3 13 0.4 0.1 28.7
Net sales to unaffiliated
customers for the six
months ended:
June 30,2000 ........ 1,108.2 103.3 18.5 14.4 - 1,244.4
June 30,1999 ........ 1,004.4 88.1 28.2 12.9 - 1,133.6
Operating income (loss) for
the six months ended:
June 30,2000 ........ 914 14.4 (2.1 15 (6.2) 99.1
June 30,1999 ........ (29.3) 4.7) (1.3 2.2 4.7) (37.8)
Depreciation, depletion and
amortization for the six
months ended:
June 30,2000 ........ 36.2 9.5 2.9 0.7 0.3 49.6
June 30,1999 ........ 455 9.2 3.2 0.6 0.2 58.7
Total assets as of:
June 30,2000 ........ 3,147.0 705.7 189.0 40.2 259.6 4,341.5
December 31,1999 . . .. 3,142.7 843.8 190.4 38.0 178.2 4,393.1

Operating income (loss) in the column entitled “ Corporate” represents corporate general and administrative
expenses not directly attributable to the reportable segments. This column also serves to reconcile the total of the
reportable segments' amounts to totals in the Company’ s consolidated financial statements.



3. Incident at Gramercy Facility

In July 1999, Kaiser's Gramercy, Louisiana, alumina refinery was extensively damaged by an explosion in the
digestion area of the plant. A number of employeeswere injured in the incident, several of them severely. Asaresult
of theincident, alumina production at the facility was completely curtailed. Construction on the damaged part of the
facility began during thefirst quarter of 2000. Initial production at the plant is expected to commence during the third
guarter of 2000. Based on current estimates, full productionisexpected to be achieved during thefirst quarter of 2001.
Kaiser has received the regulatory permit required to operate the plant once the facility is ready to resume production.

The cause of the incident is under investigation by Kaiser and governmental agencies. In January 2000, MSHA
issued 21 citations and in March 2000 proposed that Kaiser be assessed a penalty of $0.5 million in connection with
itsinvestigation of theincident. The citations allege, among other things, that certain aspects of the plant’ s operations
were unsafe and that such mode of operation contributed to the explosion. Kaiser disagrees with the substance of the
citations and has challenged them and the associated penalty. Itis possiblethat other civil or criminal finesor penalties
could be levied against Kaiser. However, as more fully explained below, based on what is known to date and
discussions with Kaiser's advisors, Kaiser believes that the financial impact of this incident on operating results (in
excess of insurance deductiblesand self-retention provisions) will belargely offset by insurance coverage. Deductibles
and self-retention provisions under the insurance coverage for the incident total $5.0 million, which amounts were
charged to cost of sales and operations in the third quarter of 1999.

Kaiser has significant amounts of insurance coverage related to the Gramercy incident. Kaiser's insurance
coverage hasfive separate components: property damage, clean-up and site preparation, businessinterruption, liability
and workers' compensation. The insurance coverage components are discussed below.

Property Damage

Kaiser’ sinsurance policies providethat it will be reimbursed for the costs of repairing or rebuilding the damaged
portion of the facility using new materials of like kind and quality with no deduction for depreciation. In 1999, based
ondiscussionswith theinsurance carriers and their representatives and third party engineering reports, Kaiser recorded
aminimum expected property damage rei mbursement amount of $100 million. Thisamount wasclassified aslong-term
receivablesand other assets as such proceeds, when received, will beinvestedin property, plant and equipment. During
the quarter ended June 30, 2000, there was approximately $48.0 million of Gramercy-related capital spending. During
the quarter ended June 30, 2000, $24.0 million of the insurance proceeds received were reflected as areduction of the
minimum property damage receivable based on the percentage of minimum expected costs to be funded by insurance
proceedstototal rebuild costs. Thebalance of the minimum property damagereceivableof $76.0 millionwill bereduced
during the last six months of 2000 as insurance recoveries are received and construction continues.

Clean-up and Site Preparation

The Gramercy facility has incurred incremental costs for clean up and other activities during 1999 and has
continued to incur such costs during 2000. These clean-up and site preparation activities have been offset by accruals
of approximately $24.9 million, of which $6.6 million and $10.9 million was accrued during the quarter and six months
ended June 30, 2000, for estimated insurance recoveries.

Business Interruption

Kaiser’sinsurance policies provide for the reimbursement of specified continuing expenses incurred during the
interruption period plus lost profits (or less expected |osses) plus other expenses incurred as aresult of the incident.
Operations at the Gramercy facility and a sister facility in Jamaica, which supplies bauxite to Gramercy, will continue
to incur operating expenses until full production at the Gramercy facility isrestored. Kaiser will also incur increased
costs as a result of agreements to supply certain of Gramercy’s major customers with alumina, despite the fact that
Kaiser had declared force majeurewith respect to the contracts shortly after theincident. Kaiser ispurchasing alumina
from third parties, in excess of the amounts of alumina available from other Kaiser-owned facilities, to supply these
customers' needs as well as to meet intersegment requirements. The excess cost of such open market purchases is
expected to be substantially offset by insurance recoveries. However, if certain sublimits within Kaiser’s insurance
coverage were deemed to apply, Kaiser's operating results could be negatively affected. In consideration of the
foregoing items, as of June 30, 2000, Kaiser had recorded expected business interruption insurance recoveriestotaling
$106.8 million, of which $40.5 million and $65.8 million were recorded during the quarter and six months ended
June 30, 2000, as a reduction of cost of sales and operations. These amounts substantially offset actual expenses
incurred during the period. Such business interruption insurance amounts represent estimates of Kaiser's business



interruption coveragebased on discussionswith theinsurance carriersand their representativesand aretheref ore subject
to change.

Since production hasbeen completely curtailed at the Gramercy facility, Kaiser has, for thetime being, suspended
depreciation of the facility. Depreciation expense for the first six months of 1999 was approximately $6.0 million.
Once production of the facility is restored, depreciation will re-commence. Such depreciation is expected to exceed
prior historical rates, primarily due to the increased capital costs on the newly constructed assets.

Liability

The incident has also resulted in more than 60 individual and class action lawsuits being filed against Kaiser
alleging, among other things, property damage and personal injury. Inaddition, aclaimfor alleged businessinterruption
losses has been made by a neighboring business. The aggregate amount of damages sought in the lawsuits and other
claims cannot be determined at this time; however, Kaiser does not believe the damages will exceed the amount of
coverage under itsliability policies.

Workers Compensation

Claimsrelating to al of theinjured employees are expected to be covered under Kaiser’ sworkers' compensation
or liability policies. However, the aggregate amount of workers' compensati on claims cannot bedetermined at thistime,
and it is possible that such claims could exceed Kaiser's coverage limitations. While it is presently impossible to
determine the aggregate amount of claims that may be incurred, or whether they will exceed Kaiser’s coverage
limitations, Kaiser believes that any amount in excess of the coverage limitations will not have a material effect on its
consolidated financial position or liquidity. However, itispossiblethat asadditional facts become available, additional
charges may be required and such charges could be material to the period in which they are recorded.

Timing of Insurance Recoveries

From the date of the Gramercy incident through June 30, 2000, Kaiser had expended or incurred costs or losses
associated with the Gramercy incident (that werenot capital expenditures) totaling $131.7 million consisting of clean-up,
site preparation and businessinterruption costs. From the date of the Gramercy incident through June 30, 2000, $88.1
million of insurance recoveriesrelated to these costs had been received. In addition, during the second quarter of 2000,
Kaiser spent approximately $48.0 million on Gramercy-rel ated construction activitiesand received insurancerecoveries
of $24.0 million for capital expendituresrelated to the minimum property damage receivable. Gramercy-rel ated capital
spending prior to the second quarter of 2000 was not significant. Kaiser continuesto work with the insurance carriers
to maximize the amount of recoveriesand to minimize, to the extent possible, the period of time between when Kaiser
expends funds and when it isreimbursed. However, Kaiser will likely have to continue to fund an average of 30 - 60
days of property damage and business interruption activity, unless some other arrangement is agreed to with the
insurance carriers, and such amounts will be significant. Kaiser believesit has sufficient financial resources to fund
the construction and businessinterruption costson aninterimbasis. However, no assurancescan begiveninthisregard.

4. Washington Smelters' Operating Level

As aresult of unprecedented high market prices for power in the Pacific Northwest, Kaiser has temporarily
curtailed approximately 128,000 tonsof itsannual primary aluminum production at the Tacomaand M ead, Washington,
smelters and has sold 100 megawatts of power that it had under contract through June 30, 2001. As aresult of the
curtailment, Kaiser will avoid the need to purchase power on avariable cost basis. Additionally, the sale of power is
expected to substantial ly mitigatethe cashimpact of the potline curtailment over the contract period for which the power
was sold. Toimplement the curtailment, Kaiser has temporarily curtailed the two and one-half operating potlines at its
Tacoma smelter and two and one-half out of atotal of eight potlines at its Mead smelter. One-half of apotline at the
Tacoma smelter was already curtailed.

As aresult of the sale of the power, Kaiser recorded a net pre-tax gain of approximately $15.8 million, which
amount was composed of gross proceeds of $31.3 million offset by incremental excess power costs in the second
quarter, employeetermination expensesand other fixed commitments. Thenet gain wasrecorded asareduction of costs
of sales and operations.
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5. Significant Acquisitionsand Dispositions

Kaiser’s Acquisitions and Disposition

InMay 2000, Kaiser, through awholly-owned subsidiary, acquired the assets of adrawn tube aluminumfabricating
operationin Chandler, Arizona. Total consideration for the acquisition was $16.1 million, consisting of cash payments
of $15.1 million and assumed current liabilities of $1.0 million. The purchase pricewas all ocated to the assets acquired
based ontheir estimated fair val ues, of which approximately $1.1 million wasallocated to property, plant and equi pment
and $2.8 million was allocated to receivables, inventory and prepaid expenses. The excess of the purchase price over
thefair value of theassetsacquired (goodwill) was approximately $12.2 million andisbeing amortized on astraight-line
basis over 20 years. The acquisition is part of Kaiser’s continued emphasis on its engineered products business unit.
Tota revenues for the Chandler facility were approximately $13.8 million for the year ended December 31, 1999
(unaudited).

During the quarter ended March 31, 2000, Kaiser, in the ordinary course of business, sold certain non-operating
properties for total proceeds of approximately $12.0 million. The sale did not have a material impact on Kaiser's
operating results for the six months ended June 30, 2000.

In February 2000, Kaiser completed the previously announced sal e of itsMicromill assetsand technol ogy to athird
party for anominal payment at closing and future payments based on subsequent performance and profitability of the
Micromill technology. The sale did not have amaterial impact on Kaiser’ s operating results for the six months ended
June 30, 2000.

Headwaters Transactions

On March 1, 1999, the United States and California acquired the Headwaters Timberlands, approximately 5,600
acres of timberlands containing a significant amount of virgin old growth timber, from Pacific Lumber and itswholly
owned subsidiary, Salmon Creek. Salmon Creek received $299.9 million for its 4,900 acres, and for its 700 acres,
Pacific Lumber received the 7,700 acre Elk River Timberlands, which Pacific Lumber contributed to Scotia LLC in
June 1999. See Note 10 below for adiscussion of additional agreements entered into on March 1, 1999.

Asaresult of the disposition of the Headwaters Timberlands, the Company recognized a pre-tax gain of $239.8
million ($142.1 million net of deferred taxes or $18.17 per share) in 1999. Thisamount representsthe gain attributable
to the portion of the Headwaters Timberlands for which the Company received $299.9 million in cash. With respect
to the remaining portion of the Headwaters Timberlands for which the Company received the Elk River Timberlands,
no gain has been recognized as this represented an exchange of substantialy similar productive assets. These
timberlands have been reflected in the Company’ s financial statements at an amount which represents the Company’ s
historical cost for the timberlands which were transferred to the United States.

Scotia LLC and Pecific Lumber also entered into agreements with California for the future sale of two timber
properties known as the Owl Creek grove and the Grizzly Creek grove. Under these agreements, Scotia LLC would
sell the Owl Creek grove to California, no later than June 30, 2001, for the lesser of the appraised fair market value or
$79.7 million, and California must purchase from Pacific Lumber, no later than October 31, 2000, all or a portion of
the Grizzly Creek grove for a purchase price determined based on fair market value, but not to exceed $20.0 million.
Cdliforniaa so hasafiveyear option under these agreementsto purchase additional property inthe Grizzly Creek grove.
Thesaleof the Owl Creek groveor Grizzly Creek grovewill not bereflected inthe Company’ sfinancial statementsuntil
each has been concluded.

6. Restricted Cash and Marketable Securities

Cash and marketable securities include the following amounts which are restricted (in millions):
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Current assets:
Cash and cash equivalents:
Amounts held as security for short positions in marketable securities . ...............
Other restricted cash and cash equivalents . ............. ...

Marketable securities, restricted:
Amountsheld iIN SAR ACCOUNE . .. ... . i e et e

Long-term restricted cash and marketabl e securities:
Amountsheld in SAR ACCOUNE . .. ... . i e et
Amountsheld in Prefunding Account . .. ... ... .
Other amounts restricted under the Timber NotesIndenture .. ........................
Other long-termrestricted Cash ... ... .ot
Less: Amounts attributable to Timber Notesheldin SARAccount ....................

Total restricted cash and marketable securities ............ ... i

7. Inventories

Inventories consist of the following (in millions):

Aluminum Operations:
Finished fabricated aluminum products . . . .. ... ... o
Primary aluminum and Work in process .. ... ..ot
Bauxiteand aluminga . .. ....... .o
Operating supplies and repair and maintenanceparts . ..............cooiieuneenan..

Forest Products Operations:
UMD L

8. Long-term Debt

Long-term debt consists of the following (in millions):

12% MGHI Senior Secured Notesdue August 1, 2003 . .........ciiiiiiin s
6.55% Scotia LLC Class A-1 Timber Collateralized Notes due July 20,2028 ............
7.11% Scotia LLC Class A-2 Timber Collateralized Notes due July 20,2028 ............
7.71% Scotia LLC Class A-3 Timber Collateralized Notesdue July 20,2028 ............
KACC Credit Agreament . . ...ttt e e e
10F% KACC Senior Notes due October 15, 2006, including premium .................
9% % KACC Senior Notes due February 15, 2002, net of discount .. ...................
Alpart CARIFA LO@NS . ...ttt e e
12%% KACC Senior Subordinated Notesdue February 1,2003 .. .....................
Other dluminum operationsdebt . ..... ... ...
Other notes and contracts, primarily secured by receivables, buildings,

real estate and eqUIPMENT . .. ..ot

Less: CUMmeNt MatUNtiES ..ottt e e et e e et et
Timber Notesheld in SAR ACCOUNE . ...ttt
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June 30, December 31,
2000 1999
537 $ 44.8
9.7 9.3
63.4 54.1
16.0 15.9
143.8 153.2
3.0 33
0.3 04
2.2 2.1
(20.1) —
129.2 159.0
2086 $ 229.0
June 30, December 31,
2000 1999
23 $ 1185
166.0 189.4
96.0 124.1
125.3 114.1
479.6 546.1
28.2 23.2
17.7 21.4
459 44.6
5255 $ 590.7
June 30, December 31,
2000 1999
1202 $ 125.2
139.6 152.6
243.2 243.2
463.3 463.3
37.6 —
225.6 225.6
224.6 224.6
56.0 60.0
400.0 400.0
535 62.6
27.6 27.2
1,991.2 1,984.3
(28.3) (27.5)
(23.0) -
19399 $ 1,956.8




The amount attributable to the Timber Notesheld in the SAR Account of $20.1 million reflected in Note 6 above
represents the amount paid to acquire $23.0 million of principal amount of Timber Notes. Thisrepurchaseresultedin
an extraordinary gain of $1.4 million, net of tax.

9. Per Sharelnformation

Basic earnings (loss) per share is calculated by dividing net income (loss) by the weighted average number of
common shares outstanding during the period including the weighted average impact of the shares of common stock
issued and treasury stock acquired during the year from the date of issuance or repurchase. The weighted average
common shares outstanding were 6,913,751 sharesand 7,000,863 sharesfor the three months ended June 30, 2000 and
1999, respectively, and 7,064,960 shares and 7,000,863 shares for the six months ended June 30, 2000 and 1999,
respectively.

Diluted earnings (loss) per share calculationsa soincludethedilutive effect of the Class A Preferred Stock (which
is convertible into Common Stock) aswell as common and preferred stock options. The weighted average number of
common and common equivalent shares was 7,582,261shares and 7,000,863 shares for the three months ended
June 30, 2000 and 1999, respectively, and 7,736,606 shares and 7,824,871 shares for the six months ended
June 30, 2000 and 1999, respectively. Theimpact of outstanding convertible stock and stock options of 831,309 was
excluded fromtheweighted average share cal culation for the three months ended June 30, 1999 asits effect would have
been antidilutive.

10. Contingencies
Aluminum Operations

Environmental Contingencies

Kaiser is subject to a number of environmental laws, to fines or penalties assessed for alleged breaches of such
environmental laws, and to claims and litigation based upon such laws. Kaiser is subject to a number of claims under
CERCLA and, along with certain other entities, has been named as a potentially responsible party for remedial costs
at certain third-party sites listed on the National Priorities List under CERCLA.

Based on Kaiser's evaluation of these and other environmental matters, Kaiser has established environmental
accruals primarily related to potential solid waste disposal and soil and groundwater remediation matters. At
June 30, 2000, the balance of such accruals, which are primarily included in other noncurrent liabilities, was $46.6
million. These environmental accruals represent Kaiser’s estimate of costs reasonably expected to be incurred based
on presently enacted laws and regulations, currently availablefacts, existing technol ogy and Kaiser’ sassessment of the
likely remediation actionsto betaken. Kaiser expectsthat these remediation actionswill betaken over the next several
years and estimates that annual expenditures to be charged to these environmental accruals will be approximately $3.0
million to $9.0 million for the years 2000 through 2004 and an aggregate of approximately $20.0 million thereafter.

As additional facts are developed and definitive remediation plans and necessary regulatory approvals for
implementation of remediation are established or alternative technologies are developed, changes in these and other
factors may result in actual costs exceeding the current environmental accruals. Kaiser believesthat it is reasonably
possible that costs associated with these environmental matters may exceed current accruals by amounts that could
range, in the aggregate, up to an estimated $41.0 million. As the resolution of these matters is subject to further
regulatory review and approval, no specific assurance can be given as to when the factors upon which a substantial
portion of this estimateis based can be expected to beresolved. However, Kaiser isworking to resolve certain of these
matters. Kaiser believesthat it has insurance coverage available to recover certain incurred and future environmental
costsand is pursuing claimsin thisregard. No assurances can be given that Kaiser will be successful in its attemptsto
recover incurred or future costs from insurers or that the amount of recoveries received will ultimately be adequate to
cover costs incurred. While uncertainties are inherent in the final outcome of these environmental matters, and it is
impossibleto determinethe actual coststhat ultimately may beincurred, management believesthat the resol ution of such
uncertainties should not have a material adverse effect on the Company’s consolidated financial position, results of
operations or liquidity.
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Asbestos Contingencies

Kaiser is a defendant in a number of lawsuits, some of which involve claims of multiple persons, in which the
plaintiffs allege that certain of their injuries were caused by, among other things, exposure to asbestos during, and as
aresult of, their employment or association with Kaiser or exposure to products containing asbestos produced or sold
by Kaiser. The lawsuits generally relate to products Kaiser has not sold for at least 20 years. At June 30, 2000, the
number of such claims pending was approximately 110,000, as compared with 100,000 at December 31, 1999. During
1999, approximately 29,300 of such claimswerereceived and 15,700 were settled or dismissed. During the quarter and
six months ended June 30, 2000, approximately 8,300 and 14,700 of such claims were received and 3,600 and 4,700
of such claims were settled or dismissed. The foregoing claim and settlement figures as of and for the quarter ended
June 30, 2000, do not reflect the fact that as of June 30, 2000, Kaiser had reached agreements under which it expects
to settle approximately 71,800 of the pending asbestos-related claims over an extended period.

Kaiser maintains a liability for estimated asbestos-related costs for claimsfiled to date and an estimate of claims
to befiled over a 10 year period (i.e., through 2009). Kaiser'sestimateisbased on itsview, at each balance sheet date,
of the current and anticipated number of asbestos-related claims, the timing and amounts of asbestos-related payments,
the status of ongoing litigation and settlement initiatives, and the advice of Wharton Levin Ehrmantraut Klein & Nash,
P.A., with respect to the current state of the law related to asbestos claims. However, there are inherent uncertainties
involved in estimating asbestos-related costs and Kaiser’ sactual costs could exceed its estimates due to changesin facts
and circumstances after the date of each estimate. Further, while Kaiser does not believe thereis areasonable basisfor
estimating ashestos-rel ated costs beyond 2009 and, accordingly, no accrual has been recorded for any costs which may
be incurred beyond 2009, Kaiser expects that such costs may continue beyond 2009, and that such costs could be
substantial. As of June 30, 2000, an estimated asbestos-rel ated cost accrual of $377.8 million, before consideration of
insurancerecoveries, hasbeenreflected inthe accompanying financial statementsprimarily inother noncurrent liabilities.
Kaiser estimatesthat annual future cash paymentsfor ashestos-rel ated costswill range from approximately $75.0 million
to $100.0 million in the years 2000 to 2002, approximately $35.0 million for each of the years 2003 and 2004, and an
aggregate of approximately $50.0 million thereafter.

Kaiser believesthat it hasinsurance coverage avail ableto recover asubstantial portion of itsasbestos-rel ated costs.
Although Kaiser has settled asbestos-related coverage matters with certain of itsinsurance carriers, other carriers have
not yet agreed to settlements. The timing and amount of future recoveries from these and other insurance carriers will
depend on the pace of claims review and processing by such carriers and on the resolution of any disputes regarding
coverage under such policies. Kaiser believes that substantial recoveries from the insurance carriers are probable.
Kaiser reached this conclusion after considering its prior insurance-related recoveries in respect of asbestos-related
claims, existinginsurance policies, and the advice of Heller Enrman White& McAuliffe LLPwithrespect to applicable
insurance coverage law relating to the terms and conditions of those policies. Accordingly, an estimated aggregate
insurance recovery of $319.9 million, determined on the same basis as the asbestos-related cost accrual, is recorded
primarily in long-term receivables and other assets at June 30, 2000. However, no assurance can be given that Kaiser
will be able to project similar recovery percentages for future asbestos-related claims or that the amounts related to
future asbestos-related claims will not exceed Kaiser's aggregate insurance coverage.

Kaiser continues to monitor claims activity, the status of lawsuits (including settlement initiatives), legidative
developments, and costs incurred in order to ascertain whether an adjustment to the existing accruals should be made
to the extent that historical experience may differ significantly from Kaiser's underlying assumptions. While
uncertainties are inherent in the final outcome of these asbestos matters and it is presently impossible to determine the
actua costs that ultimately may be incurred and insurance recoveries that will be received, management believes that,
based on the factors discussed in the preceding paragraphs, the resolution of asbestos-related uncertainties and the
incurrence of asbestos-related costs net of related insurance recoveries should not have a material adverse effect on the
Company’s consolidated financial position or liquidity. However, as Kaiser's estimates are periodically re-evaluated,
additional charges may be necessary and such charges could be material to the results of the period in which they are
recorded.

Labor Matters

In connectionwiththe USWA strike and subsequent | ock-out by Kaiser, certain allegationsof UL Pshavebeenfiled
with the NLRB by the USWA. Kaiser responded to all such allegations and believes that they were without merit. In
July 1999, the Oakland, California, regional office of the NLRB dismissed all material chargesfiled against Kaiser. In
September 1999, the union filed an appeal of this ruling with the NLRB general counsel’s office in Washington, D.C.
In April 2000, Kaiser was notified by the general counsel of the NLRB of the dismissal of 22 of 24 allegationsof ULPs
previously brought against it by the USWA. 1n June 2000, the general counsel of the NLRB directed the Oakland
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Regional Officetoissueacomplaint ontwo allegationsfor trial beforean administrativelaw judge. Also, in June 2000,
the Oakland Regional Officeissued acomplaint, and atrial date has been set for November 2000. Any outcome from
the trial before the administrative law judge would be subject to an additional appeal either by the USWA or Kaiser.
This process could take months or years. If these proceedings eventually resulted in adefinitive ruling against Kaiser,
it could be obligated to provide back pay to USWA members at the five plants, and such amount could be significant.
However, whileuncertaintiesareinherent in thefinal outcome of such matters, the Company believesthat theresolution
of the alleged UL Ps should not result in a material adverse effect on the Company’s consolidated financial position,
results of operations, or liquidity.

Forest Products Operations

Regulatory and environmental matters play a significant role in the Company’ s forest products business, which
issubject to avariety of Californiaand federal lawsand regulations, aswell asthe HCP and SY P and Pacific Lumber’s
2000 timber operator’ slicense, dealing with timber harvesting practi ces, threatened and endangered speciesand habitat
for such species, and air and water quality. As further described in Note 5 “Headwaters Transactions,” on
March 1, 1999, Pacific Lumber and the Company consummated the Headwaters Agreement with the United Statesand
Cdlifornia. In addition to the transfer of the Headwaters Timberlands described in Note 4, the SY P and the HCP were
approved and the Permits were issued.

The SY P complies with certain California Board of Forestry regulations requiring timber companies to project
timber growth and harvest on their timberlands over a 100-year planning period and to demonstrate that their projected
average annual harvest for any decade within a 100-year planning period will not exceed the average annual harvest
level during the last decade of the 100-year planning period. The SY Piseffectivefor 10 years (subject to review after
five years) and may be amended by Pacific Lumber, subject to approval by the CDF. Revised SY Pswill be prepared
every decade that address the harvest level based upon reassessment of changes in the resource base and other factors.
The HCP and the Permits allow incidental “take” of certain species|ocated on the Company’ stimberlands which have
been listed as endangered or threatened under the ESA and/or CESA so long asthereisno “jeopardy” to the continued
existence of such species. The HCP identifies the measures to be instituted in order to minimize and mitigate the
anticipated level of taketo the greatest extent practicable. The SY P is also subject to certain of these provisions. The
HCP and related Permits have aterm of 50 years. The Company believesthat the SY P and the HCP should in the long-
term expedite the preparation and facilitate approval of its THPs, although the Company is experiencing difficultiesin
the THP approval process as it implements these agreements.

Under the Federal Clean Water Act, the EPA is required to establish TMDLs in water courses that have been
declared to be “water quality impaired.” The EPA and the North Coast Regional Water Quality Control Board arein
the processof establishing TMDLsfor 17 northern Californiariversand certain of their tributaries, including ninewater
coursesthat flow within the Company’ stimberlands. The Company expectsthis processto continueinto 2010. Inthe
December 16, 1999 EPA report dealing with TM DL s on two of the nine water courses, the agency indicated that the
reguirements under the HCP would significantly address the sediment issues that resulted in TMDL requirements for
these water courses. Nevertheless, establishment of the final TMDL requirements applicable to the Company’s
timberlandswill be alengthy process, and the final TMDL requirements applicable to the Company’ stimberlands may
reguire aguatic protection measures that are different from or in addition to the prescriptionsto be devel oped pursuant
to the watershed analysis process provided for in the HCP.

Lawsuits are pending and threatened which seek to prevent the Company from implementing the HCP and/or the
SY P, implementing certain of the Company’s approved THPs or carrying out certain other operations. On December
2, 1997, the Wrigley lawsuit and the Rollins lawsuit were filed against the Company, certain of its subsidiaries and
others. These actions allege, among other things, that the defendants’ logging practices have damaged the plaintiffs
properties and property values by contributing to landdlides (Rollins lawsuit) and the destruction of certain watersheds
(Wrigley lawsuit). The Company believes that it has strong factual and legal defenses with respect to these matters;
however, there can be no assurance that they will not have amaterial adverse effect on itsfinancial position, results of
operationsor liquidity. OnMarch 31, 1999, the EPIC-SYP/Per mits lawsuit wasfiled alleging various viol ations of the
CESA andthe CEQA, and challenging, among other things, the validity and legality of the Permitsissued by California
and the SYP. On March 31, 1999, the USWA lawsuit was filed also challenging the validity and legality of the SYP.
The Company believes that appropriate procedures were followed throughout the public review and approval process
concerning the HCP and the SY P, and the Company isworking with the relevant government agencies to defend these
challenges. Although uncertainties are inherent in the final outcome of the EPIC-SYP/Permits lawsuit and the USWA
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lawsuit, the Company believes that the resolution of these matters should not result in a material adverse effect on its
financial condition, results of operations or the ability to harvest timber. Whilethe Company expects environmentally
focused objections and lawsuits to continue, it believes that the HCP, the SYP and the Permits should enhance its
position in connection with these continuing challenges and, over time, reduce or minimize such challenges.

OTS Contingency and Related Matters

On December 26, 1995, the OTSinitiated aformal administrative proceeding against the Company and others by
filing the Notice. The Notice alleges, among other things, misconduct by the Respondents with respect to the failure
of USAT, awholly owned subsidiary of UFG. At the time of receivership, the Company owned approximately 13%
of the voting stock of UFG. The Notice claims, among other things, that the Company was a savings and loan holding
company, that with othersit controlled USAT, and that, as aresult of such status, it was obligated to maintain the net
worth of USAT. The Notice makes numerous other allegations against the Company and the other Respondents,
including that through USAT it wasinvolvedin prohibited transactionswith Drexel Burnham Lambert Inc. Thehearing
on the merits of this matter commenced on September 22, 1997 and concluded on March 1, 1999. On February 10,
1999, the OTS and FDIC settled with al of the Respondents (except Mr. Charles Hurwitz, Chairman and Chief
Executive Officer of the Company, the Company and Federated) for $1.0 million and limited cease and desist orders.

Post hearing briefing concluded on January 31, 2000. In its post-hearing brief, the OTS claims, among other
things, that the remaining Respondents, Mr. Hurwitz, the Company and Federated, arejointly and severally liableto pay
either $821.3 million in restitution or reimbursement of $362.6 million for aleged unjust enrichment. The OTS aso
claims that each remaining Respondent should be required to pay $4.6 million in civil money penalties, and that Mr.
Hurwitz should be prohibited from engaging in the banking industry. The Respondents' brief claimsthat none of them
has any liability in this matter. A recommended decision by the administrative law judge is not expected any sooner
than thethird or fourth quarter of 2000. A final agency decision would thereafter beissued by the OTSDirector. Such
decision would then be subject to appeal by any of the partiesto the federal appellate court.

On August 2, 1995, the FDIC filed the FDIC action. Theorigina complaint wasagainst Mr. Hurwitz and alleged
damages in excess of $250.0 million based on the allegation that Mr. Hurwitz was a controlling shareholder, de facto
senior officer and director of USAT, and was involved in certain decisions which contributed to the insolvency of
USAT. Theoriginal complaint further alleged, among other things, that Mr. Hurwitz was obligated to ensurethat UFG,
Federated and the Company mai ntai ned the net worth of USAT. InJanuary 1997, the FDIC filed an amended complaint
which seeks, conditioned onthe OT Sprevailinginitsadministrative proceeding, unspecified damagesfromMr. Hurwitz
relating to amounts the OTS does not collect from the Company and Federated with respect to their alleged obligations
to maintain USAT’ s net worth.

On May 31, 2000, the Company, Federated and Mr. Hurwitz filed the FDIC Counterclaim. The FDIC
Counterclaim states that the FDIC illegally paid the OTS to bring claims against the Company, Federated and Mr.
Hurwitz. The Company, Federated and Mr. Hurwitz are asking that the FDIC be ordered to not make any further
payments to the OTS to fund the administrative proceedings described above, and they are seeking reimbursement of
attorneys' fees and damages from the FDIC. As of June 30, 2000, such fees were in excess of $30 million.

The Company’s bylaws provide for indemnification of its officers and directors to the fullest extent permitted by
Delawarelaw. The Company isobligated to advance defense coststo itsofficersand directors, subject totheindividual’s
obligation to repay such amount if it is ultimately determined that the individual was not entitled to indemnification. In
addition, the Company’s indemnity obligation can, under certain circumstances, include amounts other than defense
costs, including judgments and settlements. The Company has concluded that it is unable to determine a reasonable
estimate of the loss (or range of 1oss), if any, that could result from these contingencies. Accordingly, it isimpossible
to assess the ultimate outcome of the foregoing matters or their potential impact on the Company; however, any adverse
outcome of these matters could have amaterial adverse effect on the Company’s consolidated financial position, results
of operations or liquidity.

Other Matters

The Company is involved in various other claims, lawsuits and other proceedings relating to a wide variety of
matters. Whileuncertaintiesareinherent inthefinal outcome of such mattersand it ispresently impossibleto determine
the actual costs that ultimately may be incurred, management believes that the resolution of such uncertainties and the
incurrence of such costs should not have a material adverse effect on the Company’ s consolidated financial position,
results of operations or liquidity.
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11. Derivative Financial Instruments and Related Hedging Programs

At June 30, 2000, the net unrealized loss on Kaiser’s position in aluminum forward sales and option contracts
(excluding theimpact of those contracts discussed bel ow which have been marked to market), energy forward purchase
and option contracts, and forward foreign exchange contracts, was approximately $24.9 million (based on applicable
quarter-end published market prices). AsKaiser’shedging activities are generally designed to lock-in aspecified price
or range of prices, gains or losses on the derivative contracts utilized in these hedging activitieswill generally be offset
by losses or gains, respectively, on the transactions being hedged.

Alumina and Aluminum

Kaiser's earnings are sensitive to changes in the prices of alumina, primary aluminum and fabricated aluminum
productsand al so depend to asignificant degree upon the volume and mix of all productssold. Primary aluminum prices
have historically been subject to significant cyclical pricefluctuations. Alumina prices aswell asfabricated aluminum
product prices (which vary considerably among products) are significantly influenced by changesin the price of primary
aluminum but generally lag behind primary aluminum price changes by up to three months. Since 1993, the AMT Price
has ranged from approximately $.50 to $1.00 per pound.

From time to time in the ordinary course of business, Kaiser entersinto hedging transactionsto provide price risk
management in respect of the net exposure of earnings and cash flows resulting from (i) anticipated sales of alumina,
primary aluminum and fabricated aluminum products, less (ii) expected purchases of certain items, such as aluminum
scrap, rolling ingot and bauxite, whose pricesfluctuate with the price of primary aluminum. Forward sales contractsare
used by Kaiser to effectively fix the price that Kaiser will receive for its shipments. Kaiser also uses option contracts
(i) to establish aminimum pricefor its product shipments, (ii) to establisha“collar” or range of pricesfor itsanticipated
sales and/or (iii) to permit it to realize possible upside price movements. As of June 30, 2000, Kaiser had entered into
option contractsthat established apricerangefor an additional 136,000, 362,000 and 161,000 tonsof primary auminum
with respect to 2000, 2001 and 2002, respectively.

Additionally, as of June 30, 2000, Kaiser had al so entered into a series of transactionswith a counterparty that will
provide it with a premium over the forward market prices at the date of the transaction for 2,000 tons of primary
aluminum per month during the period from July 2000 through June 2001. Kaiser also contracted with the counterparty
to receive certain fixed prices (also above the forward market prices at the date of the transaction) on 4,000 tons of
primary aluminum per month over athree year period commencing October 2001 unless market prices during certain
periodsdecline bel ow astipul ated “floor” price, in which case, the fixed price salesportion of thetransactionsterminate.
The price at which the October 2001 and later transactionsterminateiswell below current market prices. While Kaiser
believesthat the October 2001 and later transactions are consistent with its stated hedging obj ectives, these positions do
not qualify for treatment asa“ hedge” under current accounting guidelines. Accordingly, thesepositionswill be*marked-
to-market” each period. For thethreeand six monthsended June 30, 2000, K ai ser recorded mark-to-market pre-tax gains
(losses) of ($6.0 million) and $8.4 million, respectively, in investment, interest and other income (expense), net
associated with the transactions described in this paragraph.

As of June 30, 2000, Kaiser had sold forward virtually all of the alumina available to it in excess of its projected
internal smelting requirements for 2000, 2001 and 2002 at prices indexed to future prices of primary aluminum.

Energy

Kaiser is exposed to energy price risk from fluctuating prices for fuel ail, diesel oil and natural gas consumed in
the production process. Kaiser fromtimeto timeintheordinary course of business entersinto hedging transactionswith
major suppliers of energy and energy related financial instruments. As of June 30, 2000, Kaiser held option contracts
for the purchase of approximately 13,500 MMBtu of natural gas per day for the period October 2000 through
December 2000 and 9,500 MMBtu of natural gas per day for the period January 2001 through June 2001. As of
June 30, 2000, Kaiser also held a combination of fixed price purchase and option contracts for an average of 232,000
barrels per month of fuel oil for the remainder of 2000.

Foreign Currency

Kaiser enters into forward exchange contracts to hedge material cash commitments to foreign subsidiaries or
affiliates. At June 30, 2000, Kaiser had net forward foreign exchange contracts for the purchase of 149.5 million
Australian dollarsfrom July 2000 through July 2001, in respect of its Australian dollar denominated commitmentsfrom
July 2000 through July 2001. In addition, Kaiser has entered into option contracts that establish a price range for the
purchase of 30.0 million Australian dollars for the period July 2000 through June 2001.
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12. Subsequent Event

During August 2000, Kaiser agreed to sell certain power that it had under contract for the third quarter of 2001.
Thepower being soldisin excessof Kaiser’scurrent and expected future operating requirements. Thepower sale, which
issubject to final documentation, will yield net proceeds, and is expected to result in anet pre-tax gain, of approximately
$40.0 million during the third quarter of 2000.
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ITEM 2. MANAGEMENT’SDISCUSSION AND ANALYSISOF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

The following should be read in conjunction with the financial statementsin Part |, Item 1 of this Report and
Item 7. “Management’s Discussion and Analysis of Financial Condition and Results of Operations’ and Item 8.
“Financial Statements and Supplementary Data’ of the Form 10-K. Any capitalized terms used but not defined in this
Item are defined in the “Glossary of Defined Terms’ contained in Appendix A.

This Quarterly Report on Form 10-Q contains statements which constitute “ forward-looking statements” within
the meaning of the Private Securities Litigation Reform Act of 1995. These statements appear in a number of places
inthissection, in Item 3. “ Quantitative and Qualitative Disclosures About Market Risk” andinPart|l. Item1. “ Legal
Proceedings.” Such statements can be identified by the use of forward-looking terminology such as “ believes,”
“expects,” “may,” “ estimates,” “ will,” “ should,” “ plans” or “ anticipates’ or thenegativethereof or other variations
thereon or comparable terminology, or by discussions of strategy. Readers are cautioned that any such forward-
looking statements are not guarantees of future performance and involve significant risks and uncertainties, and that
actual results may vary materially from those in the forwar d-looking statements as a result of various factors. These
factorsinclude the effectiveness of management’ s strategies and decisions, general economic and business conditions,
developments in technology, new or modified statutory or regulatory requirements and changing prices and market
conditions. This Form 10-Q and the Form 10-K identify other factorsthat could cause such differences between such
forward-looking statements and actual results. No assurance can be given that these are all of the factors that could
cause actual resultsto vary materially from the forward-looking statements.

Results of Operations

The Company operatesin four principal industries: aluminum, through its majority owned subsidiary, Kaiser, an
integrated aluminum producer; forest products, through MGI and its wholly owned subsidiaries, principally Pacific
Lumber and Britt; real estate investment and development, managed through MPC; and racing operations through
SHRP, Ltd. MGHI owns 100% of MGI and is a wholly owned subsidiary of the Company. All references to the
“Company,” “Kaiser,” “MGHI,” “MGI” and “Pacific Lumber,” “MPC" and “SHRP, Ltd.” refer to the respective
companies and their subsidiaries, unless otherwise indicated or the context indicates otherwise.

Aluminum Operations

Aluminum operations account for asubstantial portion of the Company’ srevenues and operating results. Kaiser,
through its principal subsidiary KACC, operates in four business segments: bauxite and alumina, primary aluminum,
flat-rolled products and engineered products. Kaiser uses a portion of its bauxite, alumina and primary aluminum
production for additional processing at certain of its downstream facilities. Intersegment transfers are valued at
estimated market prices.

Industry Overview

Kaiser's operating results are sensitive to changes in the prices of alumina, primary aluminum and fabricated
aluminum products, and also depend to asignificant degree on the volume and mix of al products sold and on Kaiser's
hedging strategies. Primary aluminum prices havehistorically been subject to significant cyclical fluctuations (see Note
11 to the Consolidated Financial Statements for a discussion of Kaiser's hedging activities).

Changes in global, regional, or country-specific economic conditions can have a significant impact on overall
demand for aluminum-intensive fabricated products in the transportation, distribution, and packaging markets. Such
changesin demand can directly affect Kaiser’ searnings by impacting the overall volumeand mix of such productssold.
To the extent that these end-use markets weaken, demand can also diminish for what Kaiser sometimesrefersto asthe
“upstream” products: alumina and primary aluminum.

During 1999, the AMT Price per pound of primary aluminum declined from the low $.60 range at the beginning
of the year to alow of approximately $.57 per pound in February and then began a steady increase ending 1999 at $.79
per pound. During the first quarter of 2000, the average AMT Price was $.79 per pound. During the second quarter
of 2000, the average AMT Price was $.72 per pound; however, in mid-June the price began to increase, ending the
second quarter at approximately $.77 per pound. The average AMT Price for primary aluminum for the week ended
July 28, 2000, was approximately $.76 per pound.
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Summary
The following table presents selected operational and financial information with respect to the Company’s
aluminum operations for the three and six months ended June 30, 2000 and 1999.

Three Months Ended Six Months Ended
June 30, June 30,
2000 1999 2000 1999
(In millions of dollars, except shipmentsand prices)
Shipments:®
Alumina:
Thirdparty . ... 538.9 611.4 976.4 1,098.4
Intersegment . ...t 156.7 189.3 434.3 339.6
Total dumina. ...t 695.6 800.7 1,410.7 1,438.0
Primary aluminum:
Thirdparty . ... e 86.1 69.0 165.5 131.9
Intersegment . ...t 37.5 46.3 85.4 85.8
Tota primary aduminum ............... ... ... 123.6 115.3 250.9 217.7
Hat-rolledproducts ......... ..., 39.0 59.0 90.8 111.5
Engineeredproducts ............. ... i 44.3 43.5 91.6 84.9
Average realized third party sales price: ©
Alumina(perton) . .........iiii i $ 204 $ 170 $ 204 $ 171
Primary aluminum (perpound) ........... .. ... ... ... .69 .66 71 .65
Net sales:
Bauxite and alumina: (2) (2)
Third party (includes net sales of bauxite) .............. $ 1202 (2)$ 1108 $ 221.0 (2)$ 200.5
Intersegment . ...t 29.5 29.6 86.3 52.6
Total bauxiteandalumina . ........................ 149.7 140.4 307.3 253.1
Primary aluminum:
Thirdparty . ... 130.6 100.5 257.7 189.6
Intersegment . ...t 57.5 63.1 139.6 112.2
Total primary auminum ............... ... ... 188.1 163.6 397.3 301.8
Hat-rolledproducts . .......... ... 121.4 155.3 275.1 303.6
Engineeredproducts ............. ... i 145.0 137.8 304.5 271.3
Minority interests . ... ... 253 20.6 49.9 394
Eliminations ......... ... i e (87.0) (92.7) (225.9) (164.8)
Totanetsales ...t $ 5425 $ 5250 $ 1,108.2 $ 1,004.4
Operatingincome (10sS)® ... ... ... .. ... iiiieiinn... $ 530 $ 22 $ 914 $ (293
Income (loss) before income taxes and minority interests . . ... .. $ 182 $ (2400 $ 383 $ (8L9
Capital expenditures and investments in unconsolidated
affiliaes . ... $ 691 $ 138 $ 88 $ 303

@ Shipments are expressed in thousands of metric tons. A metric ton is equivalent to 2,204.6 pounds.

@ Net salesfor the three and six months ended June 30, 2000, included approximately 68,000 tons and 145,000 tons, respectively,
of auminapurchased fromthird partiesand resol d to certain unaffiliated customersand 15,000 tons and 54,000 tons, respectively,
of adumina purchased from third parties and transferred to Kaiser’s primary aluminum business unit.

©® Average realized prices for the Kaiser’s flat-rolled products and engineered products segments are not presented as such prices
are subject to fluctuations due to changes in product mix. Average realized third party sales prices for alumina and primary
aluminum include the impact of hedging activities.

@ Operating income for the three and six months ended June 30, 2000, included the following: estimated business interruption
insurance recoveries totaling $40.5 million and $65.8 million, respectively; approximately $1.5 million and $3.5 million,
respectively, of non-recurring expensesrelated to corporate staff cost reduction and efficiency initiatives; anon-recurring pre-tax
gain of $15.8 million relating to the sale of power; and $0.7 million of non-recurring pre-tax costs related to product line exit.
Additionally, depreciation was suspended for the Gramercy facility asaresult of theJuly 5, 1999 incident. Depreciation expense
for the Gramercy facility for the six months ended June 30, 1999, was approximately $6.0 million. Operating income (loss) for
the quarter and six months ended June 30, 1999, included potline restart costs of $2.5 million and $9.6 million, respectively.
Kaiser’s Micromill assets and technology were sold to athird party in February 2000.
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Recent Events and Devel opments
Incident at Gramercy

In July 1999, Kaiser's Gramercy, Louisiana, alumina refinery was extensively damaged by an explosion in the
digestion area of the plant. See Note 3 to the Consolidated Financia Statements for further information regarding the
incident at the Gramercy facility.

Construction on the damaged part of the facility began during the first quarter of 2000. Initia production at the
plant isexpected to commence during thethird quarter of 2000. Based on current estimates, full production isexpected
to be achieved during the first quarter of 2001. Kaiser has received the regulatory permit required to operate the plant
once the facility is ready to resume production.

In March 2000, MSHA proposed that Kaiser be assessed apenalty of $0.5millionin connection with thecitations
issued from its investigation of the incident. Kaiser disagrees with the substance of the MSHA citations and has
challenged them and the associated penalty. However, it is possiblethat other civil or crimina fines or penalties could
be levied against Kaiser.

From the date of the Gramercy incident through June 30, 2000, Kaiser had expended or incurred costs or losses
associated with the Gramercy incident totaling $131.7 million, consisting of clean-up, site preparation and business
interruption costs. Fromthedate of the Gramercy incident through June 30, 2000, $88.1 million of insurancerecoveries
related to these costs had been received. In addition, during the second quarter of 2000, Kaiser spent approximately
$48.0 million on Gramercy-rel ated construction activities and received $24.0 million of insurance recoveriesfor capital
expenditures related to the rebuilding of the Gramercy facility. Gramercy-related capital spending prior to the second
guarter of 2000 was not significant.

Washington Smelters’ Operating Level

As aresult of unprecedented high market prices for power in the Pacific Northwest, Kaiser has temporarily
curtailed approximately 128,000 tons of itsannual primary aluminum production at the Tacomaand M ead, Washington,
smelters and has sold 100 megawatts of power that it had under contract through June 30, 2001. As aresult of the
curtailment, Kaiser will avoid the need to purchase power on avariable cost basis. Additionally, the sale of power is
expected to substantially mitigate the cash impact of the potline curtailment over the contract period for which the power
was sold. Toimplement the curtailment, Kaiser hastemporarily curtailed the two and one-half operating potlines at its
Tacoma smelter and two and one-half out of atotal of eight potlines at its Mead smelter. One-haf of apotline at the
Tacoma smelter was already curtailed.

As aresult of the sale of the power, Kaiser recorded a net pre-tax gain of approximately $15.8 million which
amount was composed of gross proceeds of $31.3 million offset by incremental excess power costs in the second
quarter, empl oyee termination expenses and other fixed commitments. The net gain wasrecorded asareduction of cost
of sales and operations.

Labor Matters

Substantially all of Kaiser’s hourly workforce at its Gramercy, Louisiana, alumina refinery, Mead and Tacoma,
Washington, aluminum smelters, Trentwood, Washington, rolling mill, and Newark, Ohio, extrusion facility were
covered by amaster 1abor agreement with the USWA which expired on September 30, 1998. The partiesdid not reach
an agreement prior to the expiration of the master agreement and the USWA chose to strike. In January 1999, Kaiser
declined an offer by the USWA to have the striking workers return to work at the five plants without a new agreement.
Kaiser imposed alock-out to support its bargai ning position and continuesto operate the plantswith salaried employees
and other workers asit has since the strike began.

In June 2000, Kaiser and USWA representatives agreed to a methodol ogy to resolve the remaining differences
between the parties. During July 2000, the USWA announced that its members had voted to accept this methodol ogy.
Under theagreement between K aiser and the USWA,, the parties continued to negotiate certain mattersuntil mid-August.
Since Kaiser and the USWA were unable to reach a complete agreement, the parties will proceed with binding
arbitration. The arbitration will be completed by mid-September 2000, and it is expected that the USWA workerswill
return to the plants during September and October 2000.
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As certain financial terms remain to be arbitrated, Kaiser cannot estimate the financial statement impact of the
pending labor settlement. While Kaiser expects that many of its labor and financial objectives will be achieved in the
pending settlement, it is anticipated that the labor settlement will result in certain one time charges and re-integration
Costs.

In connection with the USWA strike and subsequent lock-out by Kaiser, certain allegations of ULPs have been
filed withthe NLRB by the USWA.. Kaiser responded to all such allegations and believesthat they were without merit.
In July 1999, the Oakland, California, regional office of the NLRB dismissed all material chargesfiled against Kaiser.
In September 1999, the union filed an appeal of thisrulingwiththe NLRB general counsel’ sofficein Washington, D.C.
In April 2000, Kaiser wasnotified by the general counsel of the NLRB of the dismissal of 22 of 24 allegations of ULPs
previously brought against it by the USWA. In June 2000, the general counsel of the NLRB directed the Oakland
Regional Officetoissueacomplaint ontwo allegationsfor trial before an administrativelaw judge. Also, in June2000,
the Oakland Regional Officeissued acomplaint, and atrial date has been set for November 2000. Any outcome from
the trial before the administrative law judge would be subject to an additional appeal either by the USWA or Kaiser.
This process could take months or years. If these proceedings eventually resulted in a definitive ruling against Kaiser,
it could be obligated to provide back pay to USWA members at the five plants, and such amount could be significant.
However, while uncertaintiesareinherent in the final outcome of such matters, the Company believesthat theresolution
of the alleged ULPs should not result in a material adverse effect on the Company’s consolidated financia position,
results of operations, or liquidity.

Strategic Initiatives

Kaiser has devoted significant efforts analyzing its existing asset portfolio with the intent of focusing its efforts
and capital in sectorsof theindustry that are considered most attractive and inwhich Kaiser believesitiswell positioned
to capture value. This process has continued in 2000. In the first quarter of 2000, Kaiser, in the ordinary course of
business, sold certain non-operating propertiesanditsMicromill assetsand technology. 1n June 2000, Kaiser purchased
the assets of a drawn tube aluminum fabricating operation. This acquisition is part of Kaiser's continued focus on
growing its engineered products operations.

Another area of emphasis has been a continuing focus on managing Kaiser’'s legacy liabilities. Kaiser believes
that it has insurance coverage available to recover certain incurred and future environmental costs and a substantial
portion of its asbestos-related costs and is actively pursuing claims in this regard. The timing and amount of future
recoveries of ashestos-related claims from insurance carriers remain amajor priority of Kaiser, but will depend on the
pace of claims review and processing by such carriers and the resolution of any disputes regarding coverage under the
insurance policies.

Flat-Rolled Products

In December 1999, Kaiser announced that its flat-rolled products business unit expects to accelerate its product
mix shift toward higher value added product lines such as heat-treat, beverage can lid and tab stock, automotive and
other niche businesses, and away from beverage can body stock. This process should be completed during the fourth
guarter of 2000, at which point Kaiser will assess related issues such as employment levels at the Trentwood facility.
Although the shift in product mix is expected to have afavorable impact on Kaiser’ sresults and financial position over
thelong term, it is possible that such a product mix shift may result in certain one-time charges.

Net Sales

Bauxite and alumina. Third party net sales of alumina increased 8% for the quarter ended June 30, 2000, as
compared to the same period in 1999 as a 20% increase in third party average realized prices was partialy offset by a
12% decrease in third party shipments. The increase in average realized prices was due to an increase in primary
aluminum market prices related to Kaiser’s primary aluminum-linked customers sales contracts, partially offset by
allocated net lossesfrom Kaiser’ shedging activities. Thedecreasein quarter-over-quarter shipmentsresulted primarily
from differences in the timing of shipments and, to a lesser extent, the net effect of the Gramercy incident, after
considering the 68,000 tons of alumina purchased by Kaiser in 2000 from third parties to fulfill third party sales
contracts. Intersegment net sales of aluminawere essentially flat for the quarter ended June 30, 2000, as compared to
the same period in 1999. A 23% increase in the intersegment average realized price was offset by a 17% decrease in
intersegment shipments. The increase in the intersegment average realized price is the result of increases in primary
aluminum pricesfrom period to period asintersegment transfersare made on the basis of market pricesonalagged basis
of one month. The decrease in shipments was due to the timing of shipments aswell as the unfavorable impact of the
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curtailments of the potlines at Kaiser’s Washington smelters in mid-June 2000 as discussed above. I ntersegment net
sales included approximately 15,000 tons of alumina purchased from third-parties and transferred to the primary
aluminum business unit.

For the six-month period ended June 30, 2000, third party net sales of alumina were 10% higher than the
comparable period in 1999 as a 19% increase in third party average realized prices was partially offset by an 11%
decreasein third party shipments. Theincreasein average realized prices and decreasein third party shipments during
thefirst six monthsof 2000 as compared to 1999 was attributabl e to the same price and volumefactors discussed above.
Third party net salesincluded approximately 145,000 tons of alumina purchased by Kaiser from third parties to fulfill
third party sales contracts. Intersegment net sales for the six month period ended June 30, 2000, increased 64% as
compared to the same periodin 1999. Theincreasewasdueto a28% increaseintheintersegment averagerealized price
and a 28% increase in intersegment shipments. Theincrease in the intersegment average realized priceis the result of
increasesin primary aluminum prices from period to period as intersegment transfers are made on the basis of market
prices on alagged basis of one month. The increase in shipments was due to the favorable impact of operating more
potlinesat Kaiser’ ssmelters during thefirst four months of 2000 as compared to the same monthsin 1999. | ntersegment
net sales included approximately 54,000 tons of alumina purchased from third-parties and transferred to the primary
aluminum business unit.

Primary aluminum. Third party net sales of primary aluminum were up 30% for the second quarter of 2000, as
compared to the same period in 1999 as aresult of a25% increase in third party shipments and a 5% increase in third
party averaged realized prices. The increase in shipments was primarily due to the favorable impact of the increased
operating rate at the VValco and Washington smelters offset, in part, by the mid-June 2000 curtailment of the potlines
at the Washington smelters discussed above. The increase in the average realized prices reflects the 13% increasein
primary aluminum market prices partially offset by allocated net losses from Kaiser’ s hedging activities. Intersegment
net sales were down approximately 9% between the second quarter of 2000 and the second quarter of 1999. This
decrease was the result of a 19% decrease in intersegment shipments offset, in part, by a 13% increase in intersegment
average realized prices. The increase in the intersegment average realized price was due to higher market prices for
primary aluminum.

For the six-month period ended June 30, 2000, third party salesof primary aluminumincreased approximately 36%
fromthe comparable period in 1999, reflecting a25% increasein third party shipmentsand a9% increasein third party
average realized prices. Theincreasesin year-to-date 2000 shipments and prices compared to 1999 were attributable
to the same factors described above. Intersegment net sales for the first half of 2000 were up 24% as compared to the
same period in 1999. Thisincrease primarily resulted from a 25% increase in average realized prices reflecting higher
market prices for primary aluminum. |ntersegment shipments were essentially flat.

Flat-rolled products. Net sales of flat-rolled products decreased by 22% during the second quarter 2000 as
compared to 1999 as a 34% decrease in shipments was offset by an 18% increase in average realized prices. The
decreasein shipmentswas primarily dueto reduced shipments of can body stock asa part of Kaiser’ s planned exit from
this product line. Offsetting the reduced can body stock shipments was a modest quarter over quarter improvement in
heat-treat products. Theincreasein averagerealized prices primarily reflectsthe changein product mix (resulting from
the can stock body exit) as well as the pass through to customers of increased market prices for primary aluminum.

For the six-month period ended June 30, 2000, net sales of flat-rolled products decreased by 9% as compared to
the same period in 1999 as a 19% decrease in shipments was offset by an 11% increasein average realized prices. The
declinein year-to-date 2000 shipmentsis primarily attributabl e to the af orementioned decline in can body stock offset,
in part, by increased shipments of general engineering heat-treat products. The increase in the average realized price
reflectsthe passthrough to customers of increased market pricesfor primary aluminum offset, in part, by the substantial
declinein the demand for aerospace heat-treat products subsequent to the first quarter of 1999.

Engineered products. Net sales of engineered products increased approximately 5% during the second quarter
2000 as compared to 1999, reflecting a2% increase in product shipments and a 3% increase in average realized prices.
Increased product shipments are the result of increased demand in the di stribution market offset by reduced engineered
component deliveriesresulting fromaproduct lineexit. Theincreasein averagerealized pricesreflectsincreased prices
for soft aloy extrusions offset, in part, by ashift in product mix. For the six-month period ended June 30, 2000, net
sales of engineered products increased approximately 12% as compared to the same period in 1999 as the result of an
8% increase in product shipments and a 4% increase in average realized prices. In addition to the factors described
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above for the quarter ended June 30, 2000, the price and value factors for the six-month period ended June 30, 2000,
also reflect a short-term market related spikein certain hard alloy extrusion products. The changesin average realized
pricesfor the quarter and six-month periods ended June 30, 2000, al so reflect the passthrough to customers of increased
market prices for primary aluminum.

Operating Income (Loss)

Bauxite and alumina. Operating income for the quarter and six-month periods ended June 30, 2000, increased
from the comparable periodsin 1999 primarily astheresult of theincreasesin the average realized prices offset in part
by the net decrease in shipments as discussed above.

Primary aluminum. Operating income for the quarter and six-month periods ended June 30, 2000, was up from
the comparable periods 1999. The primary reason for the increases was the improvements in average realized prices
and net shipmentsdiscussed above. However, bothyears' operating resultsincluded several non-recurring transactions.
The quarter and six-month periods ended June 30, 2000, results al so included anet gain of $15.8 million associated with
thesaleof power described above; whilethe quarter and six-month periods ended June 30, 1999, resultsincluded costs
of approximately $2.5 million and $9.6 million, respectively, associated with preparing and restarting potlines at the
Valcoand Washington smelters. Inaddition, primary aluminum operatingincomefor the quarter and six-month periods
ended June 30, 2000, have been adversely affected by increases in alumina and electric power costs. Even after
excluding the excess power costsexperienced by Kaiser inthe second quarter inthe Pacific Northwest, power costshave
increased. New agreements entered into in both Ghana and Wales will provide for increased power stability but at
increased costs.

Flat-rolled products. The decrease in operating income in the quarter and the six-month periods ended
June 30, 2000, were attributabl e to the same factors described above. Operating income a so reflects the benefit of
lower plant overhead and reduced major maintenance spending.

Engineered products. Operating income increased in the quarter and six-month period ended June 30, 2000, as
compared to the comparable periods in 1999. These increases primarily reflect the impact of the demand in the
distribution and redraw rod markets. Operating income for the quarter and six month periods ended June 30, 2000,
included non-recurring severance charges of $0.7 million related to a product line exit. Operating income for the six
months ended June 30, 1999, included equity in earnings of $2.5 million from Kaiser’s 50% interest in AKW, which
was sold in April 1999.

Eliminations. Eliminations of intersegment profit vary from period to period depending on fluctuationsin market
prices aswell as the amount and timing of the affected segments’ production and sales.

Income (Loss) Before Income Taxes and Minority Interests

Income (loss) beforeincometaxes and minority interestsfor the quarter ended June 30, 2000, increased compared
to the second quarter 1999 due to the increase in operating income discussed above offset by pre-tax losses of $6.0
million to reflect mark-to-market adjustments on certain primary aluminum hedging transactions. For the six months
ended June 30, 2000, income (l0ss) beforeincometaxesand minority interestsincreased over the comparable prior year
period dueto the increasein operating income discussed above and dueto pre-tax gains of $8.4 million to reflect mark-
to-market adjustments on certain primary aluminum adjustments.

Results for the quarter and six-month periods ended June 30, 1999, included three essentially offsetting items. A
favorable $50.5 million pre-tax gain on the sale of Kaiser’ sinterestsin AKW was offset by anon-cash pre-tax charge
of $38.0 million for asbestos-related claimsand apre-tax charge of $13.5 million to reflect amark-to-market adjustment
on certain primary aluminum hedging transactions.

Forest Products Operations
The Company’s forest products operations are conducted by MGl, through Pacific Lumber and Britt. MGI’s

businessissomewhat seasonal, and its net sales have been historically higher in the months of April through November
than in the months of December through March. Management expects that MGI’s revenues and cash flows will
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continue to be seasonal. Accordingly, MGI’sresultsfor any one quarter are not necessarily indicative of resultsto be
expected for the full year.

Due to Pacific Lumber’s difficulties in implementing the Environmental Plans and the resulting lower harvests
on its property, Pacific Lumber’s production of redwood lumber has decreased. Furthermore, logging costs have
increased due to the harvest of smaller diameter logs and compliance with environmental regulations and the
Environmental Plans. Pacific Lumber has been able to lessen the impact of these factors by instituting a number of
measures at its sawmills during the past several years designed to enhance the efficiency of its operations, such as
modernization and expansion of its manufactured lumber facilities and other improvements in lumber recovery. See
also “—Trends.”

The following table presents selected operational and financial information for the three and six months ended
June 30, 2000 and 1999.

Three Months Ended Six Months Ended
June 30, June 30,
2000 1999 2000 1999
(In millions of dollars, except shipmentsand prices)
Shipments:
Lumber: @
Redwood uppergrades ..., 3.8 6.4 7.3 14.2
Redwood commongrades .. ............ ..., 41.2 28.9 76.6 67.6
Douglasfiruppergrades ..., 32 25 5.7 45
Douglas-fircommongrades ......................... 19.8 124 38.9 277
Other 17 1.9 4.7 4.4
Tota lumber ....... ... . 69.7 52.1 133.2 1184
Wood chips@ ... ... . 45.5 31.2 84.5 76.6
Average sales price:
Lumber: @
Redwood upper grades ..........ccoiiiiiiiiiaai... $ 1830 $ 1499 $ 1728 $ 1454
Redwood commongrades .............. ..o, 759 625 750 588
Douglasfiruppergrades . ...t 1,342 1,322 1,324 1,299
Douglas-fircommongrades ......................... 372 450 398 410
Wood chips® ... ... 69 74 66 78
Net sales:
Lumber, netofdiscount ............ ... . il $ 501 $ 366 $ 938 $ 782
Wood Chips ... 32 2.3 5.6 5.9
Cogeneration POWES . . ..ottt 1.0 0.7 16 13
O el o 1.6 1.8 2.3 2.7
Totanetsales ... $ 559 ¢ 414 $ 1033 $ 881
Operatingincome (10SS) ...ttt $ 86 $ (33 $ 144 $ (47
Operatingcashflow® ... ... ... ... .. ... ... ............ $ 135 $ 10 $ 239 % 4.5
Income (loss) before income taxes and minority interests®© . . . .. $ (15 $ (N $ (64 $ 2165
Capital expenditures. . ........... ..o i $ 41 $ 52 $ 60 $ 176

) Lumber shipments are expressed in millions of board feet.
) Wood chip shipments are expressed in thousands of bone dry units of 2,400 pounds.
® Dollars per thousand board feet.
) Dollars per bone dry unit.

) Operating income before depletion and depreciation, also referred to as“EBITDA.”

) Results for the six months ended June 30, 1999 include a $239.8 million gain on the sale of the Headwaters Timberlands.

Net Sales

Net salesfor thethreeand six month periods ended June 30, 2000 increased from the comparable 1999 periods.
For thequarter, net salesincreased primarily dueto higher shipmentsof common graderedwood and Douglas-fir lumber
and due to higher prices for redwood lumber. This improvement was offset somewhat by lower shipments of upper
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grade redwood lumber due to continuing reductions in the volume of logs available for the production of lumber
products. The failure of government agencies to approve THPsin atimely manner continues to adversely affect log
supply and disrupt the normal functioning of business operations. Net sales for the six months ended June 30, 2000
increased over the comparableprior year period dueto higher pricesfor redwood lumber. While shipmentsfor common
grade redwood and for upper and common grade Douglas-fir lumber increased, this improvement was substantially
offset by lower shipments of upper grade redwood lumber.

Operating Income (Loss)

Theforest products segment had an increasein operating incomefor the three and six months ended June 30, 2000
ascompared to operating lossfor the comparable 1999 periods, primarily dueto increasesin net salesdiscussed above.
In addition, costs of sales and operations as a percentage of net sales were lower due to increased efficiencies at the
sawmills and areduction in logging costs.

Income (Loss) Before Income Taxes and Minority Interests

Income before income taxes for the quarter ended June 30, 2000 increased from the comparable 1999 period,
primarily due to higher operating income discussed above. Income before income taxes for the first half of 2000
decreased from the comparabl e prior year period, principally dueto the gain on the sal e of the Headwaters Timberlands
of $239.8 million ($142.1 million net of deferred taxes or $18.17 per share).

Real Estate Operations

The Company, principaly through its wholly owned subsidiaries, invests in and develops residential and
commercial real estate primarily in Puerto Rico, Arizona and California.

Three Months Ended Six Months Ended
June 30, June 30,
2000 1999 2000 1999
(In millions of dollars)
Net SAlES .. $ 123 $ 176 $ 185 $ 282
Operatingincome (10SS) .. ... 14 0.8 (2.1 (1.3
Income before income taxes and minority interests . ........... 6.1 33 55 2.8
Capital expenditures, netof tax credit ...................... 16 22 2.6 0.7
Net Sales

Net salesfor the quarter and six months ended June 30, 2000 decreased from the same prior year periods primarily
due to lower sales of real estate at the Company’ s Palmas del Mar, Fountain Hills and Mirada development projects.

Operating Income (Loss)

Operating income increased for the quarter ended June 30, 2000 from the same period in 1999 primarily due to
an insurance reimbursement for business interruption experienced at Palmas del Mar as aresult of a 1998 hurricane.
The operating loss increased for the six months ended June 30, 2000 from the same period in 1999 primarily due to
lower net sales discussed above.

Income Before Income Taxes and Minority Interests

Income beforeincome taxes and minority interests for the quarter and six months ended June 30, 2000 increased
when compared to the same periodsin 1999 primarily dueto higher equity in earnings from real estate joint ventures
in Arizona.

Racing Operations

Industry Overview

TheCompany, throughitssubsidiaries, hasa98.9% ownershipinterestin SHRP, Ltd., aTexaslimited partnership,
which owns and operates Sam Houston Race Park, a Class 1 horseracing facility in Houston, Texas, and Valley Race
Park, agreyhound racing facility located in Harlingen, Texas, which began operationsin mid-March of 2000. Results
of operationsbetween periods are generally not comparable dueto thetiming, varying lengthsand typesof racing meets
held. Historically, Sam Houston Race Park has derived a significant amount of itsannual net pari-mutuel commissions
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fromliveracing and simulcasting. Net pari-mutuel commissions have typically been highest during the first and fourth
quarters of the year, the time during which live thoroughbred racing has historically been conducted.

Three Months Ended Six Months Ended
June 30, June 30,
2000 1999 2000 1999
(In millions of dollars)
NetSales . ... $ 6.1 $ 48 $ 144 $ 129
Operatingincome (10SS) . ... 0.1 (0.1 15 22
Income before income taxes and minority interests . ........... - - 13 20
Capital expenditures. . ..........c i e 0.7 0.3 39 04
Net Sales

Net sales for the racing segment in the quarter and six months ended June 30, 2000 were higher compared to the
same periods in 1999 due to the opening of Valley Race Park.

Operating Income (L0ss)

Operating income for the racing segment for the quarter ended June 30, 2000 was comparabl e to the same period
in 1999. Operating income for the racing segment decreased for the six months ended June 30, 2000 from the same
period in 1999 dueto increases in marketing-related expenses at Sam Houston Race Park and due to start-up expenses
at Valley Race Park.

Income Before Income Taxes and Minority Interests

Income before income taxes and minority interests for this segment decreased for the six months ended
June 30, 2000 as compared to the six months ended June 30, 1999 primarily due to the decrease in operating income
discussed above. Results between the quarters ended June 30, 2000 and June 30, 1999 were comparable.

Other Items Not Directly Related to I ndustry Segments

Three Months Ended Six Months Ended
June 30, June 30,
2000 1999 2000 1999
(In millions of dollars)
Operating loSS . ...t $ (25 $ (223 ®GL S @
Income (loss) before income taxes and minority interests . ... ... 0.2 (6.2) (3.8 (11.5)

The operating losses represent corporate general and administrative expenses that are not allocated to the
Company’ sindustry segments. Theincome (Ioss) beforeincometaxes and minority interestsincludes operating losses,
investment, interest and other income (expense) andinterest expense, including amortization of deferred financing costs,
which are not attributabl e to the Company’ s industry segments. The income (Ioss) before income taxes and minority
interests for the quarter and six months ended June 30, 2000 showed improvement over the prior year periods due to
the increase in earnings on marketable securities.

Minority Interests
Minority interests represent the minority stockholders' interest in the Company’ s aluminum operations.

Financial Condition and Investing and Financing Activities
Thissection contains statementswhich constitute* forwar d-looking statements” withinthe meaning of the Private
Securities Litigation Reform Act of 1995. See above for cautionary information with respect to such forward-looking
statements.
Parent Company and MGHI
The Company conductsitsoperations primarily throughitssubsidiaries. Creditorsof subsidiariesof the Company
aswell asKACC' spreferred stockhol dershave priority with respect to the assets and earnings of such subsidiariesover

the claims of the creditors of the Company. As of June 30, 2000, the indebtedness of the Company’ s subsidiaries and
the minority interests attributableto KA CC'’ s preferred stockhol ders reflected on the Consolidated Balance Sheet were
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$1,973.9 millionand $17.7 million, respectively. Certain of the Company’ ssubsidiaries, principally Kaiser and MGHI
(and in turn MGHI’ s subsidiaries), are restricted by their various debt instruments as to the amount of funds that can
be paid in the form of dividends or loaned to the Company. As of June 30, 2000, the Company’s other subsidiaries
(principally redl estate) had an aggregate of nonrestricted cash and unused borrowing avail ability of approximately $24.1
million which could have been paid to the Company. During the six months ended June 30, 2000, the Company
received $11.2 million fromitsreal estate subsidiaries.

During the six months ended June 30, 2000, MGHI received an aggregate of $108.4 million in dividends from
MGI, $90.0 million of which was made available using proceeds from the sal e of the Headwaters Timberlands. MGHI
in turn paid a $45.0 million dividend to the Company.

During the six months ended June 30, 2000, $5.0 million of MGHI Notes were repurchased by MGHI, reducing
the outstanding balance to $120.2 million.

For the period from January 1, 2000 through the date of this report, the Company purchased 509,400 shares of its
common stock for $12.7 million.

Kaiser has an effective shelf registration statement covering the offering of up to 10 million shares of Kaiser
common stock owned by the Company.

Asof June 30, 2000, the Company (excludingitssubsidiaries) had cash and marketabl e securities of approximately
$79.6 million, and MGHI (excluding its subsidiaries) had cash and marketable securities of $58.7 million.

The Company believesthat its existing resources, together with the cash availablefrom subsidiaries and financing
sources, will be sufficient to fund its working capital requirements for the next year. With respect to its long-term
liquidity, the Company believesthat its existing cash and cash resources, together with the cash proceedsfromthe sale
of assets and distributions from its subsidiaries should be sufficient to meet its working capital requirements and
required debt serviceobligations. However, there can be no assurancethat the Company’ s cash resources, together with
the cash proceeds from the sale of assets, distributions from its subsidiaries and other sources of financing, will be
sufficient for such purposes. Any adverse outcome of the litigation or the regulatory and environmental matters
described in Note 10 to the Consolidated Financial Statements could materially adversely affect the Company’s
consolidated financial position, results of operations or liquidity.

Aluminum Operations

At June 30, 2000, Kaiser had working capital of $332.4 million, compared with working capital of $336.0 million
at December 31, 1999. The decrease in working capital primarily resulted from an increase in trade and other
receivables offset by decreases in inventories, prepaid expenses and other current assets and an increase in accounts
payable. Theincreasein trade receivablesreflectsthe increased market pricesfor primary aluminum. Theincreasein
other receivables was primarily due to the sale of power (see Note 4 to the Consolidated Financia Statements) and an
increase in the estimated business interruption insurance recoveries related to the Gramercy facility incident (see Note
3totheConsolidated Financial Statements). Thedecreaseininventoriesreflectsaplanned focusoninventory reduction
and efficiency initiatives and the exit from production of can body stock at the flat-rolled products business unit.
Changes in receivables and inventories reflect the factors described in “—Results of Operations—Aluminum
Operations.” The decrease in prepaid expenses and other current assets resulted primarily from receipts by Kaiser of
margin deposits resulting from reduced margin requirements due to lower end of period primary aluminum market
prices. Theincrease in accounts payable was primarily dueto the timing of paymentsfor third party alumina purchases
aswell asincreased capital spending related to the Gramercy incident.

Capital expenditures during the six months ended June 30, 2000 were $85.8 million, consisting primarily of $54.9
million for the rebuilding of the Gramercy facility and $13.3 million for the purchase of the non-working capital assets
of adrawn tube aluminum fabricating operation (see Note 5 to the Consolidated Financial Statements). The remainder
of the 2000 capital expenditureswere used toimprove production efficiency and reduce operating costsat Kaiser’ sother
facilities. Total consolidated capital expenditures, excluding the expenditures for the rebuilding of the Gramercy
facility, areexpected to be between $80.0 million and $115.0 million per annum in each of 2000 through 2002 (of which
approximately 10% isexpected to be funded by Kaiser’ sminority partnersin certain foreign joint ventures). Seebelow
for adiscussion of Gramercy related capital spending. Kaiser’s management continues to evaluate numerous projects
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all of whichwould require substantial capital, both in the United Statesand overseas. Thelevel of capital expenditures
may be adjusted from time to time depending on Kaiser’s price outlook for primary aluminum and other products, its
ability to assure future cash flows through hedging or other means, Kaiser’'s financial position and other factors.

Kaiser ishighly leveraged and has significant debt service requirements. At June 30 2000, Kaiser had long-term
debt of $997.3 million, compared with $972.8 million at December 31, 1999.

At June 30, 2000, $37.6 million of borrowingswere outstanding under the KACC Credit Agreement. Kaiser had
$207.8 million (of which $59.7million could have been used for letters of credit) of unused availability remaining under
the KACC Credit Agreement at June 30, 2000. As of July 31, 2000, $25.3 million of borrowings were outstanding
under the KACC Credit Agreement.

In addition to the shelf registration covering 10.0 million shares of Kaiser’scommon stock owned by the Company
discussed above (the proceeds of which sale would be paid to the Company rather than Kaiser), Kaiser hasan effective
shelf registration statement covering the offering from time to time of up to $150.0 million of equity securities.

Kaiser's near-term liquidity will be, as more fully discussed below, affected by the Gramercy incident and the
amount of net payments for asbestos liabilities.

From the date of the Gramercy incident through June 30, 2000, Kaiser had expanded or incurred costs or losses
associated with the Gramercy incident totaling $131.7 million, consisting of clean-up, site preparation and business
interruption costs. Fromthedate of the Gramercy incident through June 30, 2000, $88.1 million of insurancerecoveries
related to these costs had been received. In addition, during the second quarter of 2000, Kaiser spent approximately
$48.0 million on Gramercy-rel ated construction activities and received $24.0 million of insurance recoveriesfor capital
expenditures related to the rebuilding of the Gramercy facility, which amount reduced the minimum property damage
receivable recorded in the fourth quarter of 1999. Until all construction activity at the Gramercy facility is completed
andfull productionisrestored, Kaiser will continuetoincur substantial businessinterruption costsand capital spending.
Businessinterruption costs are expected to be substantially offset by insurance recoveries. A minimum of an additional
$76.0 million of capital spending is expected to be funded by insurance recoveries. The remainder of the Gramercy-
related capital expenditures will be funded by Kaiser using existing cash resources, funds from operations and/or
borrowings under the KACC Credit Agreement. Theamount of capital expendituresto befunded by Kaiser will depend
on, among other things, the ultimate cost and timing of the rebuild and negotiations with theinsurance carriers. Kaiser
continues to work with the insurance carriers to maximize the amount of recoveries and to minimize, to the extent
possible, the period of time between when Kaiser expends funds and when it is reimbursed. Kaiser will likely have to
continue to fund an average of 30 - 60 days of property damage and business interruption activity, unless some other
arrangement isagreed with theinsurance carriers, and such amountswill besignificant. Kaiser believesit has sufficient
financial resourcesto fund the construction and businessinterruption costson aninterimbasis. However, no assurances
can be given in thisregard.

Kaiser's estimated annual cash payments, prior to insurance recoveries, for asbestos-related costs will be
approximately $75.0 million to $100.0 million for each of the years 2000 through 2002. Kaiser believes that it will
recover asubstantial portion of these paymentsfrominsurance. However, delaysin receiving these or futureinsurance
repayments would have an adverse impact on Kaiser’' s liquidity.

While no assurance can be given that the existing cash sources will be sufficient to meet Kaiser’s short-term
liquidity requirements, Kaiser believes that its existing cash resources, together with cash flows from operations and
borrowings under the KACC Credit Agreement, will be sufficient to satisfy itsworking capital and capital expenditure
requirements for the next year.

Kaiser's ability to make payments on and to refinance its debt on a long-term basis depends on its ability to
generate cash inthefuture. This, to acertain extent, is subject to general economic, financial, competitive, legisative,
regulatory and other factorsbeyond Kaiser’ scontrol. Kaiser will needtorefinanceall or asubstantial portion of itsdebt
on or beforeits maturity. No assurance can be given that Kaiser will be ableto refinance its debt on acceptable terms.
However, with respect to long-termliquidity, Kaiser believesthat operating cash flow, together with the ability to obtain
both short and long-term financing, should provide sufficient funds to meet itsworking capital and capital expenditure
reguirements.

29



Forest Products Operations

Asof June 30, 2000, MGI and its subsidiaries had cash and marketable securities, including short and long-term
amounts, of $246.8 million. Short and long-term restricted cash and marketabl e securitiesincludes $159.8 million held
in the SAR Account (including $20.1 million of repurchased Timber Notes). The fair value of the SAR Account,
including the acquired Timber Notes, as of June 30, 2000 was $160.3 million.

Long-term debt, including current maturities, was $829.7 million as of June 30, 2000 as compared to $860.2
million at December 31, 1999. The decrease in long-term debt was primarily due to the repurchase of $23.0 million
principal amount of Timber Notes using $20.1 million of funds held in the SAR Account. In addition, long-term debt
declined as aresult of principal payments on the Timber Notes. On May 26, 2000, the Scotia LLC Line of Credit was
extended for an additional year to July 15, 2001. As of June 30, 2000, $5.6 million was outstanding under the Scotia
LLC Line of Credit which was subsequently paid on July 20, 2000. On the July 20, 2000 note payment date for the
Timber Notes, Scotia LLC had $3.1 million in cash available to pay the $31.1 million of interest due. Scotia LLC
borrowed the remaining $28.0 million in funds under the Scotia LLC Line of Credit. In addition, Scotia LLC repaid
$2.9 million of principal on the Timber Notes using funds held in the SAR Account.

As of June 30, 2000, $38.3 million of borrowings was available under the Pacific Lumber Credit Agreement, no
borrowings were outstanding and letters of credit outstanding amounted to $12.6 million.

MGI anditssubsidiariesanticipatethat existing cash, cash equival ents, marketable securities, fundsavailablefrom
the SAR Account and available sources of financing will be sufficient to fund their working capital and capital
expenditure requirementsfor the next year. With respect to their long-termliquidity, although MGI anditssubsidiaries
believe that their existing cash and cash equivalents should provide sufficient fundsto meet their working capital and
capital expenditure requirements and their required debt service obligations, until such time as Pacific Lumber has
adequate cash flows from operations and/or dividends from Scotia LL C, there can be no assurance that thiswill bethe
case. Furthermore, duetoitshighly leveraged condition, MGl ismore sensitivethan lessleveraged companiesto factors
affecting its operations, including governmental regulation and litigation affecting its timber harvesting practices (see
Note 10 to the Consolidated Financial Statements), increased competition from other lumber producers or alternative
building products and general economic conditions.

Real Estate Operations

Asof June 30, 2000, the real estate segment had cash and marketable securities of $22.7 million, $5.6 million of
which isrestricted. Long-term debt, including current maturities, was $26.4 million as of June 30, 2000 as compared
to $25.5 million as of December 31, 1999. As of June 30, 2000, the Company’s real estate subsidiaries had
approximately $14.4 million available for use under two revolving bank credit facilities which alow for a maximum
of $23.6 million outstanding. There were $2.1 million of outstanding borrowings and letters of credit outstanding
amounted to $1.6 million.

The Company believesthat theexisting cash and credit facilities of itsreal estate subsidiariesaresufficient tofund
theworking capital and capital expenditurerequirementsof such subsidiariesfor the next year. Withrespect tothelong-
termliquidity of such subsidiaries, the Company believesthat their ability to generate cash fromthe sal e of their existing
real estate, together with their ability to obtain financing and joint venture partners, should provide sufficient fundsto
meet their working capital and capital expenditure requirements.

Racing Operations

At June 30, 2000, SHRP, Ltd. had cash and cash equivaents of $9.3 million, $4.1 million of which isrestricted
for payment of purses and property taxes, and aline of credit fromits partners of $1.7 million, substantially all of which
isthe Company’ s portion. Long-term debt before discount, excluding $69.7 million of SHRP Notes held by affiliates,
was $0.2 million as of June 30, 2000. On August 7, 2000, SHRP, Ltd. redeemed all of the SHRP Notes not owned by
affiliates. The Company believes that the existing cash of SHRP, Ltd. and its other resources are sufficient to fund its
short and long-term working capital, indebtedness and capital expenditure requirements other than in respect of the
SHRP Notes.

30



In January 2000, SHRP, Ltd. acquired Valley Race Park for $2.4 million. SHRP, Ltd. incurred an additional $0.3
million in capital expenditures on this facility during the six months ended June 30, 2000.

Trends

Thissection contains statementswhich constitute” forward-looking statements’ withinthemeaning of thePrivate
Securities Litigation Reform Act of 1995. See above and below for cautionary information with respect to such
forward-looking statements.

The Company’ sforest products operations are conducted by MGI through Pacific Lumber and Britt. Regulatory
and environmental matters play a significant role in Pacific Lumber’s operations. See Note 10 to the Consolidated
Financial Statements and Item 1. “Business — Forest Products Operations’ of the Form 10-K for a discussion
of these matters. Compliance with such laws, regulations and judicial and administrative interpretations, and related
litigation have increased the cost of 1ogging operations and at times have delayed or reduced harvest. The Company’s
forest products segment has al so been adversely aff ected by alack of availablelogsasaresult of aseverely diminished
supply of available THPs. Prior to the consummation of the Headwaters Agreement on March 1, 1999, the reduced
number of approved THPswas attributableto several factors, including asignificantly reduced level of THPs submitted
by Pacific Lumber to the CDF during the second half of 1998 and during the first two months of 1999. See Item 7.
“Management’ s Discussion and Analysisof Financial Condition and Resultsof Operations—Trends’ of the Form 10-K
for adiscussion of other factors which affected THP submissions and approval s during the above time period.

With the consummation of the Headwaters Agreement, Pacific Lumber has completed itswork in connection with
preparation of the Environmental Plans; however, significant additional work continues to be required in connection
with their implementation. Asaresult of the implementation process, 1999 was atransition period for Pacific Lumber
with respect to the filing and approval of its THPs. The transition period has continued into 2000. The rate of
submissions and approvals of THPs during the six months ended June 30, 2000 is higher than that for 1999. However,
monthly submissions and approvals continue to be slower than Pacific Lumber’ s expectations and slower than Pacific
Lumber has historically experienced prior to 1998. Thisis because government agencies have failed to approve THPs
in atimely manner. Nevertheless, Pacific Lumber anticipates that after atransition period, the implementation of the
Environmental Planswill streamline the process of preparing THPs and potentially shorten the time to obtain approval
of THPs.

There can be no assurance that Pacific Lumber will not continue to experience difficultiesin receiving approvals
of itsTHPssimilar to thoseit has been experiencing. Furthermore, there can be no assurancethat certain pending legal,
regulatory and environmental matters or future governmental regulations, legidation or judicial or administrative
decisions, or adverseweather conditions, would not haveamaterial adverse effect on the Company’ sfinancial position,
results of operations or liquidity. SeePart I1. Item 1. “Legal Proceedings’ and Note 10 to the Consolidated Financial
Statements for further information regarding regulatory and legal proceedings affecting the Company’ s operations.

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURESABOUT MARKET RISK
The information included under Item 3. “Quantitative and Qualitative Disclosures About Market Risk” in the
Company’s Form 10-Q for the quarterly period ended March 31, 2000 is incorporated by reference.
PART Il. OTHER INFORMATION
ITEM 1. LEGAL PROCEEDINGS
Referenceismadeto Item 3 of the Form 10-K for information concerning material legal proceedings with respect

tothe Company. Thefollowing material developmentshave occurred with respect to such legal proceedings subsequent
to thefiling of the Form 10-K.
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MAXXAM Inc. Litigation

USAT Matters

On May 31, 2000, the Company, Federated and Mr. Hurwitz filed the FDIC Counterclaim. The FDIC
Counterclaim states that the FDIC illegally paid the OTS to bring claims against the Company, Federated and Mr.
Hurwitz. The Company, Federated and Mr. Hurwitz are asking that the FDIC be ordered to not make any further
payments to the OTS to fund the administrative proceedings described in Note 10 to the Consolidated Financial
Statements, and they are seeking reimbursement of attorney’ s fees and damages fromthe FDIC. As of June 30, 2000,
such fees were in excess of $30 million.

Kaiser Litigation

Gramercy Litigation

With respect to the Gramercy litigation described in the Form 10-K, in March 2000, MSHA proposed that Kaiser
be assessed a penalty of $0.5 million in connection with the 21 citations previously issued by MSHA with regard to the
Gramercy incident. The citations allege, among other things, that certain aspects of the plant’ s operations were unsafe
and that such mode of operation contributed to the explosion. Kaiser disagrees with the substance of the citations and
has challenged them and the associated penalty. It is possible that other civil or criminal fines or penalties could be
levied against Kaiser.

A number of employees were injured in the incident, several of them severely. Kaiser may be liable for claims
relating to the injured employees. The incident has resulted in more than 60 lawsuits, many of which were styled as
class action suits, being filed against Kaiser and others on behalf of morethan 16,000 claimants. Such lawsuitsallege,
among other things, property damage, businessinterruption lossand personal injury. Such lawsuitswerefiled on dates
ranging from July 5, 1999 through July 9, 2000, principally in the Fortieth Judicial District Court for the Parish of St.
John the Baptist, State of Louisiana or in the Twenty-Third Judicia District Court for the Parish of St. James or the
Parish of Ascension, State of Louisiana. Two of such lawsuits were filed in the United States District Court, Eastern
District of Louisiana. Discovery has begun in such cases. The aggregate amount of damages sought in the lawsuits
cannot be determined at this time.

Pacific Lumber Litigation

OnMarch 10, 2000, the EPIC/THP 97-520 lawsuit wasfiled in the Superior Court of Humboldt County. Plaintiffs
allege that the CDF violated the Forest Practices Act and the California Public Resources Code by approving an
amendment to THP 97-520 (which covers approximately 700 acres of timberlands adjoining the Headwaters
Timberlands) asa“minor” amendment. The plaintiffs seek an order requiring the CDF to withdraw its approval of the
minor amendment to THP 97-520, and enj cining Pacific Lumber from harvesting under THP 97-520. 1n July 2000, the
Court issued a preliminary injunction enjoining Pacific Lumber from harvesting under THP 97-520. It isimpossible
for Pacific Lumber to assessthe potential impact of this matter in the short term, but it believesthat an adverse outcome
will not in the long term have a material adverse effect on its consolidated financial position, results of operations or
liquidity.

With respect to the Rollinslawsuit described in the Form 10-K, on April 26, 2000, the Court dismissed four of the
plaintiffs’ ten causes of action, including their allegations that the defendants had violated the California business and
professions code; on June 6, 2000, the Court dismissed another of the plaintiffs’ causes of action; and on June 20, 2000,
the Court granted summary judgment in favor of the defendants with respect to the plaintiffs’ claim for punitive
damages.

ITEM 4. SUBMISSION OF MATTERSTO A VOTE OF SECURITY HOLDERS

Theannual meeting of stockholdersof the Company washeld on May 24, 2000, at which meeting the stockhol ders
voted to elect Messrs. Cruikshank, Friedman, Levin, Rosenberg and Rosenthal, management’ s slate of nominees, as
directors of the Company. Stockholders voted against a proposal to declassify the Company’s Board of Directors,
against a proposal regarding cumulative voting for the election of the Company’s Common Directors and against a
proposal regarding independent directors. The results of the matters voted upon at the meeting are shown below.
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Nomineesfor Director

The Company’s Board of Directors increased the number of directors to serve on the Board from five to seven
members (eff ective immediately prior to the annual meeting of stockholdersheld on May 24, 2000). The nomineesfor
election as directors of the Company are listed below, together with voting information for each nominee. Messrs.
Charles E. Hurwitz and Paul N. Schwartz continued as directors for the Company.

Nominees for Election by Holders of Common Stock

Robert J. Cruikshank - 3,982,499 votes for, 139,772 votes withheld and -0O- broker non-votes.

Stanley D. Rosenberg - 3,949,882 votes for, 172,389 votes withheld and -0- broker non-votes.

Michael J. Rosenthal - 3,949,877 votes for, 172,394 votes withheld and -0- broker non-votes.

Abner J. Mikva - 531,135 votes for, 6,104 votes withheld and -0- broker non-votes.

Paul Simon - 531,135 votes for, 6,104 votes withheld and -0- broker non-votes.

Nominees for Election by Holders of Common Stock and Class A Preferred Stock

J. Kent Friedman - 10,601,094 votes for, 184,567 votes withheld and -0- broker non-votes.
Erza G. Levin - 10,633,359 votes for, 152,302 votes withheld and -0- broker non-votes.

Proposal Regarding Cumulative Voting

1,300,304 votes for, 9,998,800 votes against, 23,796 votes abstaining and -0- broker non-votes.
Proposal to Declassify the Company’s Board of Directors

1,367,659 votes for, 9,930,734 votes against, 24,507 votes abstaining and -0- broker non-votes.
Proposal Regarding I ndependent Directors

1,133,303 votes for, 10,164,969 votes against, 24,628 votes abstaining and -0- broker non-votes.

ITEM 6. EXHIBITSAND REPORTS ON FORM 8-K
a. Exhibits:
10.1 Time-Based Stock Option Grant pursuant to the Kaiser 1997 Omnibus Stock Incentive Planto J.
Kent Friedman, effective December 1, 1999 (incorporated herein by reference to Exhibit 10.2 to
Kaiser's quarterly Report on Form 10-Q for the quarter ended June 30, 2000, File No. 1-9447)
10.2 Form of Non-Employee Director Stock Option Agreement pursuant to the Kaiser 1997 Omnibus
Stock Incentive Plan (incorporated herein by reference to Exhibit 10.3 to Kaiser's quarterly
Report on Form 10-Q for the quarter ended June 30, 2000, File No. 1-9447)
*23 Consent of Arthur Andersen LLP
*27 Financial Data Schedule for the six months ended June 30, 2000
* Included with this filing.
b. Reportson Form 8-K:

None.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the Registrant has duly caused this report
to be signed on its behalf by the undersigned thereunto duly authorized, who have signed this report on behalf of the
Registrant and as the principal financial and accounting officers of the Registrant.

MAXXAM INC.

Date: August 11, 2000 By: PAUL N. SCHWARTZ
Paul N. Schwartz
President, Chief Financial Officer and Director
(Principal Financial Officer)

Date: August 11, 2000 By: ELIZABETH D. BRUMLEY
Elizabeth D. Brumley
Controller
(Principal Accounting Officer)
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APPENDIX A

Glossary of Defined Terms

AKW: AKW L.P., an duminum wheels joint venture

AMT Price: Average Midwest United States transaction price for primary aluminum
Britt: Britt Lumber Co., Inc., an indirect wholly owned subsidiary of MGl

CDF: Cadifornia Department of Forestry and Fire Protection

CERCLA: Comprehensive Environmental Response, Compensation and Liability Act of 1980, as amended by the
Superfund Amendments and Reauthorization Act of 1986

CEQA: Cdlifornia Environmental Quality Act

CESA: Cadifornia Endangered Species Act

Class A Preferred Stock: Class A $.05 Non-Cumulative Participating Convertible Preferred Stock of the Company
Common Stock: $0.50 par value common stock of the Company

Company: MAXXAM Inc.

Environmental Plans. The HCP and the SYP

EPA: Environmental Protection Agency

EPIC-SYP/Permits lawsuit: An action entitled Environmental Protection Information Association, Serra Club v.
California Department of Forestry and Fire Protection, Califor nia Department of Fish and Game, The Pacific Lumber
Company, Scotia Pacific Company LLC, Salmon Creek Corporation, et al. (No. 99CS00639) filed March 31, 1999 in
the Superior Court of Sacramento County

EPIC/THP 97-520 lawsuit: A lawsuit entitled Environmental Protection | nformation Center, SerraClubv. California
Department of Forestry and FireProtection, Does|-X, Scotia Pacific Holding Company, Pacific Lumber Company and
Does XI-XX (THP 520) (No. CV-000170) filed on March 10, 2000 in the Superior Court of Humboldt County

ESA: Thefedera Endangered Species Act

FDIC: Federal Deposit Insurance Corporation

FDIC action: An action filed by the FDIC on August 2, 1995 entitled Federal Deposit Insurance Corporation, as
manager of the FSLIC Resolution Fund v. Charles E. Hurwitz (No. H-95-3956) in the U.S. District Court for the
Southern District of Texas

FDIC Counterclaim: A counterclaim to the FDIC action filed by Mr. Hurwitz, the Company and Federated on May
31, 2000 stating that the FDIC illegally paid the OTS to bring claims against them

Federated: Federated Devel opment Company, a principa stockholder of the Company
Forest Practice Act: The California Forest Practice Act

Form10-K: The Company’s Annual Report on Form 10-K filed with the Securities and Exchange Commission for the
fiscal year ended December 31, 1999
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HCP: The habitat conservation plan covering multiple species approved on March 1, 1999 in connection with the
consummation of the Headwaters Agreement

Headwaters Agreement: The September 28, 1996 agreement between Pacific Lumber, ScotiaL L C, Salmon Creek, the
United States and Californiawhich provided the framework for the acquisition by the United States and California of
the Headwaters Timberlands

Headwaters Timberlands: Approximately 5,600 acres of Pacific Lumber timberlands consisting of two forest groves
commonly referred to as the Headwaters Forest and the EIk Head Springs Forest which were sold to the United States
and Californiaon March 1, 1999

KACC: Kaiser Aluminum & Chemical Corporation, Kaiser’'s principal operating subsidiary

KACC Credit Agreement: Therevolving credit facility with KACC and a bank under which KACC is able to borrow
by means of revolving credit advances and letters of credit (up to $125.0 million) in an aggregate amount equal to the
lesser of $325.0 million or a borrowing base relating to eligible accounts receivable plus eligible inventory

Kaiser: Kaiser Aluminum Corporation, a subsidiary of the Company engaged in a uminum operations

LME: London Metal Exchange

MPC: MAXXAM Property Company, awholly-owned subsidiary of the Company

MGHI: MAXXAM Group Holdings Inc., awholly owned subsidiary of the Company

MGI: MAXXAM Group Inc., awholly owned subsidiary of MGHI

MMBLtu: Million British thermal unit

MSHA: The U.S. Mine Safety and Health Administration

NLRB: National Labor Relations Board

Notice: A Noticeof Chargesfiled on December 26, 1995 by the OTS against the Respondents, including the Company
and others with respect to the failure of USAT

OTS The United States Department of Treasury’s Office of Thrift Supervision

Pacific Lumber: The Pacific Lumber Company, a wholly-owned subsidiary of MGl

Pacific Lumber Credit Agreement: Therevolving credit agreement between Pacific Lumber and abank which provides
for borrowings of up to $60.0 million, all of which may be used for revolving borrowings, $20.0 million of which may
be used for standby letters of credit and $30.0 million of which may be used for timberland acquisitions.

Permits. Theincidental take permitsissued by the United States and California pursuant to the HCP

Prefunding Account: Restricted cash held in an account by the trustee under the indenture governing the Timber Notes
to enable Scotia LL C to acquire timberlands

Respondents: The Company, Federated, Mr. Charles Hurwitz and others

Rollinslawsuit: Anactionentitled JennieRollins, et al. v. CharlesHurwitz, John Campbell, Pacific Lumber, MAXXAM
Group Holdings Inc., Scotia Pacific Holding Company, MAXXAM Group Inc., MAXXAM Inc., Barnum Timber
Company (No. 9700400) filed on December 2, 1997 in the Superior Court of Humboldt County

SAB No. 101: Staff Accounting Bulletin No. 101, “ Revenue Recognitionin Financial Statements’ released by theU.S.

Securities and Exchange Commission in December 1999
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Salmon Creek: Salmon Creek LLC, awholly owned subsidiary of Pacific Lumber
SAR Account: Funds held in areserve account to support principal payments on the Timber Notes
Scotia LLC:  Scotia Pacific Company LLC, alimited liability company wholly owned by Pacific Lumber

Scotia LLC Lineof Credit: Theagreement between agroup of lendersand Scotia L L C pursuant to which it may borrow
in order to pay interest on the Timber Notes

SFASNo. 133: Statement of Financial Accounting Standards No. 133, “ Accounting for Derivative Instruments and
Hedging Activities’

SFASNo. 137: Statement of Financial Accounting Standards No. 137, “ Accounting for Derivative Instruments and
Hedging Activities - Deferral of Effective Date of SFAS No. 133"

SFASNo. 138: Statement of Financia Accounting Standards No. 138, “ Accounting for Certain Derivative | nstruments
and Certain Hedging Activities - An Amendment of FASB Statement No. 133"

HRP, Ltd.: Sam Houston Race Park, Ltd., a 98.9%-owned subsidiary of the Company
SHRP Notes: The 11% Senior Secured Extendible Notes of SHRP, Ltd.

SYP: The sustained yield plan approved on March 1, 1999 in connection with the consummation of the Headwaters
Agreement

THP: Timber harvesting plan required to be filed with and approved by the CDF prior to the harvesting of timber
Timber Notes: ScotialLLC’s$867.2 million original aggregate principal amount of 6.55% Series B Class A-1 Timber
Collateralized Notes, 7.11% Series B Class A-2 Timber Collateralized Notes and 7.71% Series B Class A-3 Timber
Collateralized Notes due July 20, 2028

Timber Notes Indenture: The indenture governing the Timber Notes

TMDLs: Tota maximum daily load limits

UFG: United Financia Group, Inc.

ULPs. Unfair labor practices

USAT: United Savings Association of Texas

USWA: United Steelworkers of America

USWA lawsuit: An action entitled United Seelworkers of America, AFL-CIO, CLC, and Donald Kegley v. California
Department of Forestry and Fire Protection, The Pacific Lumber Company, Scotia Pacific Company LLC and Salmon
Creek Corporation (No. 99CS00626) filed on March 31, 1999 in the Superior Court of Sacramento County

Valco: Volta Aluminium Company Limited, Kaiser's 90%-owned smelter facility in Ghana

VRA: VoltaRiver Authority, an electric power supplier to Valco

Wrigley lawsuit: An action entitled Kristi Wrigley, et al. v. Charles Hurwitz, John Campbell, Pacific Lumber,
MAXXAM Group HoldingsInc., Scotia Pacific Hol ding Company, MAXXAM Group Inc., MAXXAM Inc., Scotia Pacific

Company LLC and Federated Devel opment Company (No. 9700399) filed on December 2, 1997 inthe Superior Court
of Humboldt County
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