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MAXXAM INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEET
(In millions of dollars, except shar e infor mation)

Assets

Current assets:

Cash and cash equivalents
Marketable securities and other investments

Receivables:

Trade, net of allowance for doubtful accounts of $3.2 and $10.0, respectively . . ..

Other

Inventories

Liabilitiesand Stockholders Deficit
Current liabilities:

Accounts payable
Accrued interest

Prepaid expenses and other current assets
Total current assets
Property, plant and equipment, net of accumulated depreciation of $134.1 and
$1,094.7, respectively
Timber and timberlands, net of accumulated depletion of $198.5 and $193.6,
respectively

Investments in and advances to unconsolidated affiliates
Deferred income taxes

Restricted cash, marketable securities and other investments
Long-term receivables and other assets

Accrued compensation and related benefits
Other accrued liabilities
Payable to affiliates

Short-term borrowings and current maturities of long-term debt, excluding $2.4
and $2.3, respectively, of repurchased Timber Notes held in the SAR Account . . .

Total current liabilities

Long-term debt, less current maturities and excluding $53.5 and $55.4, respectively,
of repurchased Timber Notes held in the SAR Account

Accrued postretirement medical benefits
Losses in excess of investment in Kaiser
Other noncurrent liabilities

Totd liabilities

Commitments and contingencies (see Note 8)

Minority interests

Stockholders' deficit:
Preferred stock, $0.50 par value; 12,500,000 shares authorized; Class A $0.05

Non-Cumulative Participating Convertible Preferred Stock; 669,235
shares issued

Common stock, $0.50 par value; 28,000,000 shares authorized; 10,063,359 shares

issued

Additional capital
Accumulated deficit
Accumulated other comprehensive loss
Treasury stock, at cost (shares held: preferred — 845; common — 3,535,688)

Total stockholders deficit

June 30, December 31,

2002 2001
(Unaudited)
$ 835 272.2
151.0 152.8
16.3 140.5
7.8 91.6
33.0 364.7
53.7 134.2
345.3 1,156.0
288.7 1,499.5
232.0 235.1
7.9 70.9
116.2 109.6
67.6 98.5
98.8 765.7
$ 11565 $ 39353
$ 94 180.4
28.8 66.1
18.1 168.3
24.7 248.6
- 52.9
28.4 217.2
109.4 933.5
961.6 1,706.8
10.7 652.4
498.2 -
114.5 999.7
1,694.4 4,292.4
— 118.5
0.3 0.3
5.0 5.0
225.3 225.3
(586.2) (524.2)
(66.6) (66.3)
(115.7) (115.7)
(537.9) (475.6)
$ 11565 $ 39353

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 shar e infor mation)

Net sales:

Forestproducts. .. ..ot e
Real estate . ...t
RaCING .o
AlUMiNUM .

Costs and expenses:
Cost of sales and operations:

Forestproducts ............c.ccoiiiiiiiiiii i
Readlestate ...t
RaCING ..t
Aluminum ...
Selling, general and administrativeexpenses . ..............
Depreciation, depletion and amortization .................

Operating income (l0ss):

Forestproducts. .. ..o
Real estate . ...t
RaCING ...
AlUMINUM L
COMPOrae . .ottt e e

Other income (expense):

Investment, interest and other income (expense), net.........
INterest eXPEnSE . ..ot
Amortization of deferred financingcosts ... ...............

Income (loss) before income taxes, minority interests and

extraordinary items . ........ .. e
Benefit (provision) forincometaxes .......................
Minority INterests .. ....ov i e
Income (loss) before extraordinaryitem. . ...................

Extraordinary item:
Gains on repurchases of debt, net of income tax provision

of $0.1, $0.9, $1.1, and $2.0, respectively ...............
Netincome (loSS) .. ovv v e e

Basic and diluted earnings (loss) per common share:

Income (loss) before extraordinaryitem ..................
Extraordinary item .......... .. . ..
Netincome (I0SS) . ..o v e

The accompanying notes are an integral part of these financial statements.
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Three Months Ended Six Months Ended
June 30, June 30,
2002 2001 2002 2001
(Unaudited)

543 $ 532 $ 1022 $ 98.0
9.0 10.8 24.1 20.7
51 54 14.9 14.8
— 446.8 167.5 927.1
68.4 516.2 308.7 1,060.6
36.1 427 715 82.7
4.7 6.2 10.2 11.5
3.9 3.9 9.5 94
- 426.8 158.6 643.1
14.2 39.1 517 80.6
9.4 27.7 27.5 54.2
68.3 546.4 329.0 881.5
7.4 1.0 9.9 (3.5)
(3.6) (2.1) (1.2) (3.5)
(0.4) (0.4) 0.7 0.9
- (26.1) (23.6) 190.8
(3.3) (2.6) (6.1) (5.6)
0.1 (30.2) (20.3) 179.1
71 (38.5) 46 (22.2)
(19.2) (44.3) (51.4) (89.5)
(0.7) (2.0) (1.8) (4.5)
(127)  (115.0) (68.9) 62.9
46 456 3.9 (25.2)
- 25.0 0.9 (18.7)
(8.1) (44.4) (64.1) 19.0
0.3 17 2.1 3.6
(78 $ (427) $ (6200 $ 226
(125 $ (680) $ (982 $ 259
0.05 0.27 0.32 0.50
$ (1200 $ (653 $ (9.50) 3.09



MAXXAM INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF CASH FLOWS
(In millions of dollars)

Six Months Ended

June 30,
2002 2001
(Unaudited)
Cash flows from operating activities:
NELINCOME (10SS) . ..\ v ettt e e e e e e $ (6200 $ 226
Adjustments to reconcile net income (loss) to net cash provided by (used for) operating
activities:
Depreciation, depletion and amortization ..............c.coiiiiiiiiii, 275 54.2
Extraordinary gainsonrepurchasesof debt,net ........... ... ... .. ... ... ..., 2.1 (3.6)
Net gainson marketable SeCurities. ... ... e (2.6) (8.2)
Net gainson other asset dispoSitions .. ... oot e e (5.3) (2.5)
MO Y MO eSS . . . ottt e e e e (0.9 18.7
Amortization of deferred finanCing CoStS . . . .. ... i 1.8 45
Equity in earnings (loss) of unconsolidated affiliates, net of dividendsreceived ... .. 0.9 (0.9
Increase (decrease) in cash resulting from changes in:
RECEIVADIES . . o 14.4 87.2
L 01Y7= 01 1= 16.9 321
Prepaid expensesand other current assets . . ... ..o v i 46.2 (8.0)
Accountspayable . . ... . e 2.9 (25.8)
Accrued and deferred iNCOMEtaXeS . . . ..o oottt e e e (8.4) (5.0
Payable to affiliates and other accrued liabilities ........................... (49.0) (38.5)
ACCrUBd IMErESt . . .ttt 8.4 (2.8)
Long-term assets and long-term liabilities ... ............ ... .. ... ... ... ... (25.4) 70.0
L 11 1= 0.9 (10.9)
Net cash provided by (used for) operating activities ......................... (28.8) 183.1
Cash flows from investing activities:
Net proceeds from dispositions of property and investments.. . ..................... 6.0 4.7
Net sales (purchases) of marketable securities and other investments ................ 4.9 (93.9)
Capital eXpenditUreS . ... .o e (12.9) (251.5)
Decrease in cash attributable to deconsolidation of Kaiser ........................ (130.4) -
L 1 1 1= — (0.2)
Net cash used for investing activities ............. .. .. ... (132.4) (340.9)
Cash flows from financing activities:
Proceeds fromissuancesof long-termdebt ........... ... ... ... .. ... 3.7 128.0
Redemptions, repurchases of and principal paymentson long-termdebt ............. (40.3) (61.6)
Repayments under revolving and short-term credit facilities . ...................... (19.8) (66.6)
Incurrence of deferred finaNCiNg COSES . . ..o oo oo e - (5.2)
Restricted cashwithdrawals, net ... i 29.9 85
Treasury StOCK repurchases . ... ..ot e e - (2.9
L 1 1 1= (1.0) (5.5)
Net cash used for financing activities ............. .. ... . .. (27.5) (5.3)
Net decreaseincashand cashequivalents ...t (188.7) (163.1)
Cash and cash equivalentsat beginningof period . . ............ ... .. ... ... ...... 272.2 353.2
Cash and cash equivalentsat end of period .......... ..., $ 835 $ 1901
Supplemental disclosure of cash flow infor mation:
Interest paid, net of capitalizedinterest ......... ... $ 430 $ 923
Incometaxespaid, NEL ... ... ..ot - 29.5
Decrease in accounts payable attributable to capital expenditures. . ................. - (23.5)

The accompanying notes are an integral part of these financial statements.
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MAXXAM INC. AND SUBSIDIARIES
CONDENSED NOTESTO CONSOLIDATED FINANCIAL STATEMENTS
1. General

Theinformation 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 references to the
“Company” include MAXXAM Inc. and its subsidiary companies unless otherwise noted or the context indicates
otherwise. Accounting measurements at interim dates inherently involve greater reliance on estimatesthan at year end.
Theresults of operationsfor theinterim periods presented are not necessarily indicative of the resultsto be expected for
the entire year.

The consolidated financial statements included herein are unaudited; however, they include all adjustments of a
normal recurring nature which, in the opinion of management, are necessary for afair presentation of the consolidated
financial position of the Company at June 30, 2002, and the consolidated results of operations for the three and six
months ended June 30, 2002 and 2001, and the consolidated cash flows for the six months ended June 30, 2002 and
2001.

Deconsolidation of Kaiser

Under generally accepted accounting principles, consolidation is generally required for investments of more than
50% of the outstanding voting stock of an investee, except when control is not held by the majority owner. Under these
principles, legal reorganization or bankruptcy represent conditionswhich can preclude consolidation ininstanceswhere
control rests with the bankruptcy court, rather than the majority owner. As discussed below, on February 12, 2002,
Kaiser and certain of its subsidiaries filed for reorganization under Chapter 11 of the Code. As aresult, the Company
deconsolidated K aiser’ sfinancial resultsbeginning February 12, 2002, and beganreportingitsinvestment in Kaiser using
the cost method.

Through February 11, 2002, under generally accepted principles of consolidation, the Company had recognized
lossesin excess of itsinvestment in Kaiser of $498.2 million. Since Kaiser’sresults are no longer consolidated and the
Company believes that it is not probable that it will be obligated to fund losses related to its investment in Kaiser, any
adjustmentsreflected in Kaiser’ sfinancial statements subsequent to February 12, 2002 (rel ating to therecoverability and
classification of recorded asset amounts and classification of liabilities or the effects on existing stockholders’ deficit
aswell asadjustments made to Kaiser’ sfinancial information for loss contingencies and other matters), are not expected
to affect the Company’s financial results.

As previoudly disclosed in its audited Consolidated Financial Statements for December 31, 2001, the Company
expected it would reverse its losses in excess of its investment in Kaiser on February 12, 2002 and would recognize
amounts previously reported as Other Comprehensive Income (a component of stockholders' deficit) in its income
statement upon deconsolidation. However, subsequent to filing the Form 10-K, the Company determined that it should
not reverse the losses or recognize in earnings the other comprehensive losses related to Kaiser at the time
deconsolidation occurred. The Company expects it will consider reversal of these losses when either: (1) Kaiser’s
bankruptcy is resolved and the amount of the Company’s remaining investment in Kaiser is determined or (2) the
Company disposes of its shares of Kaiser common stock. Accordingly, these condensed consolidated financial
statements do not reflect any adjustments related to the deconsolidation of Kaiser other than presenting the Company’s
investment in Kaiser using the cost method, which reflects the investment as a single amount on its balance sheet
($(498.2) million), and discontinuing the recording of earnings or losses from Kaiser after February 11, 2002. When
either of the events described above occurs, the Company will re-evaluate the appropriate accounting treatment of its
investment in Kaiser based upon the facts and circumstances at such time. No assurances can be given that the
Company’s ownership interest in Kaiser will not be significantly diluted or cancelled as a result of a plan of
reorganization applicable to Kaiser.



The following financial data reflects the results of operations of the Company, excluding Kaiser, for the periods
presented (in millions, except share data).

Three Months Ended Six Months Ended

June 30, June 30,
2002 2001 2002 2001

NE SAlES . .ot $ 684 $ 694 $ 1412 $ 1335
COStS AN EXPENSES .+« o v ettt e (68.3) (73.5) (137.9) (145.2)
Operating inCome (10SS) . .o v vttt e e e e 0.1 (4.2) 33 (11.7)
Other income (EXPENSES) - NEL . .. vttt e et i 7.1 13.2 12.7 22.2
I ErES EXPENSE . . ittt (19.9) (19.2) (40.5) (39.0)
Loss beforeincome taxes and minority interests . ............ ... ... ... (12.7) (10.1) (24.5) (28.5)
Incometax benefit . ... . . 4.6 4.7 8.6 105
MOty INErESIS . . ottt e e — — 0.2 —
Lossheforeextraordinary item .. ... (8.1) (5.4) (15.7) (18.0)
Extraordinary item . ... ... 0.3 1.7 2.1 3.6
NEE IO . .ottt $ (78 $ 37N $ (136 $ (1449
Net loss per share:

BaSIC ..t $ (1200 $ (055 $ (208 $ (216)

DIULEO . . o e e e e (1.20)  (0.55) (2.08) (2.16)

Reorganization Proceedings

On February 12, 2002, Kaiser, KACC and 13 of KACC's wholly owned subsidiaries filed separate voluntary
petitions in the Court for reorganization under Chapter 11 of the Code. On March 15, 2002, two additional wholly
owned subsidiaries of KACC filed similar petitions. None of Kaiser’s non-U.S. affiliates were included in the Cases.
The Casesare being jointly administered by the Court with the Debtors managing their businessesin the ordinary course
as debtors-in-possession subject to the control and supervision of the Court.

The necessity for filing the Cases was attributable to the liquidity and cash flow problems of Kaiser arisingin late
2001 and early 2002. Kaiser was facing significant near-term debt maturities at a time of unusually weak aluminum
industry business conditions, depressed aluminum prices and abroad economic slowdown that was further exacerbated
by the events of September 11, 2001. In addition, Kaiser had become increasingly burdened by the asbestos litigation
and growing legacy obligations for retiree medical and pension costs. The confluence of these factors created the
prospect of continuing operating losses and negative cash flow, resulting in lower credit ratingsand aninability to access
the capital markets.

The outstanding principal of, and accrued interest on, all long-term debt of the Debtors became immediately due
and payable as aresult of the commencement of the Cases. However, the vast majority of the claimsin existence at the
Filing Date (including claims for principal and accrued interest and substantially all legal proceedings) are stayed
(deferred) during the pendency of the Cases. In connection with the filing of the Cases, the Court, upon motion by the
Debtors, authorized the Debtorsto pay or otherwise honor certain unsecured pre-Filing Date claims, including employee
wages and benefits and customer claimsin the ordinary course of business, subject to certain limitations. In July 2002,
the Court also issued a final order authorizing Kaiser to fund the cash requirements of its foreign joint venturesin the
ordinary course of business and to continue using Kaiser’ s existing cash management systems. The Debtors also have
the right to assume or reject executory contracts existing prior to the Filing Date, subject to Court approval and certain
other limitations. Inthiscontext, “assumption” meansthat the Debtorsagreeto performtheir obligationsand curecertain
existing defaults under an executory contract and “rejection” meansthat the Debtorsare relieved from their obligations
to perform further under an executory contract and are subject only to a claim for damages for the breach thereof. Any
claim for damages resulting from the rejection of an executory contract is treated as a general unsecured claim in the
Cases.

Generally, pre-Filing Date claims, including certain contingent or unliquidated claims, against the Debtorswill fall
into two categories. secured and unsecured. Under the Code, acreditor’s claim istreated as secured only to the extent
of the value of the collateral securing such claim, with the balance of such claim being treated as unsecured. Unsecured
and partially secured claims do not accrue interest after the Filing Date. A fully secured claim, however, does accrue
interest after the Filing Date until the amount due and owing to the secured creditor, including interest accrued after the
Filing Date, is equal to the value of the collateral securing such claim. The amount and validity of pre-Filing Date
contingent or unliquidated claims, although presently unknown, ultimately may be established by the Court or by
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agreement of the parties. Asaresult of the Cases, additional pre-Filing Date claimsand liabilitiesmay be asserted, some
of which may be significant. No provision has been included in the accompanying financial statements or the financial
data and information of Kaiser included herein for such potential claims and additional liabilities that may be filed on
or before a date to be fixed by the Court as the last day to file proofs of claim.

Kaiser's objective in the Casesisto achieve the highest possible recoveriesfor all creditors and stockholders, and
to continue the operation of their businesses. However, there can be no assurance that the Debtors will be ableto attain
these objectives or achieve a successful reorganization. Further, there can be no assurance that the liahilities of the
Debtorswill not befound to exceed thefair value of their assets. Thiscould resultin claimsbeing paid at |essthan 100%
of their face value and the equity of Kaiser’'s stockholders, including the Company, being diluted or cancelled.

Under the Code, the rights of and ultimate payments to pre-Filing Date creditors and stockholders may be
substantially altered from their contractual terms. At thistime, it is not possible to predict the outcome of the Cases, in
general, or the effect of the Cases on the businesses of the Debtors or on the interests of creditors and stockholders.

Two creditors committees, one representing the unsecured creditors and the other representing the asbestos
claimants, have been appointed in the Cases and, in accordance with the provisions of the Code, will have the right to
be heard on all matters that come before the Court. The Debtors expect that the appointed committees, together with
alegal representative of potential future asbestos claimantsto be appointed by the Court, will play important rolesinthe
Cases and the negotiation of the terms of any plan or plans of reorganization. The Debtors are required to bear certain
of the committees’ costs and expenses, including those of their counsel and other advisors.

The Debtors anticipate that substantially al liabilities of the Debtors as of the Filing Date will be resolved under
one or more plans of reorganization to be proposed and voted on in the Cases in accordance with the provisions of the
Code. Although the Debtors intend to file and seek confirmation of such aplan or plans, there can be no assurance as
to when the Debtors will file such a plan or plans, or that such plan or plans will be confirmed by the Court and
consummated.

As provided by the Code, the Debtors had the exclusive right to propose a plan of reorganization for 120 days
following the Filing Date. The Court has subsequently approved an extension of the exclusivity period through
December 12, 2002. A further extension of the exclusivity period may be sought by the Debtors. However, no assurance
can be given that such extension will be granted by the Court. If the Debtorsfail to file aplan of reorganization during
the exclusivity period, or if such planis not accepted by the requisite number of creditors and equity holders entitled to
vote on the plan, other partiesin interest in the Cases may be permitted to propose their own plan(s) of reorganization
for the Debtors.

In March 2002, the Company filed a suit with the Court asking the Court to find that it has no further obligations
tothe Debtorsunder certain tax all ocation agreements. The Company’ ssuit isbased on the assertion that the agreements
are personal contracts and financial accommodations which cannot be assumed under the Code.

On April 12, 2002, Kaiser filed with the Court a motion seeking an order of the Court prohibiting the Company
(or MGHI), without first seeking Court relief, from making any disposition of its stock of Kaiser, including any sale,
transfer, or exchange of such stock or treating any of its Kaiser stock as worthless for federal income tax purposes.
Kaiser indicated inits Court filing that it was concerned that such atransaction could have the effect of depriving Kaiser
of the ability to utilize the full value of its net operating losses, foreign tax credits and minimumtax credits. On July 22,
2002, the Company agreed with Kaiser that it would not dispose of any of its Kaiser shares prior to ahearing onthe April
12, 2002 motion. The Company and Kaiser also agreed that the Company (or MGHI) may upon 10 days written notice
to Kaiser (a) request the Court to hear the matter at a special hearing or (b) have the matter heard at one of Kaiser's
scheduled monthly bankruptcy hearings.

Asof August 12, 2002, the Company owns 50,000,000 shares of the common stock of Kaiser. Kaiser'scommon
stock ispublicly traded onthe OT C Bulletin Board under thetrading symbol “KLUCQ.” Themarket valuefor the Kaiser
Shares based on the price per share quoted at the close of business on August 12, 2002, was $2.5 million. There can be
no assurance that such value would be realized should the Company dispose of itsinvestment in the Kaiser shares.

The financial information of Kaiser contained herein has been prepared in accordance with SOP 90-7, and on a
going concern basis, which contempl ates the realization of assets and the liquidation of liabilitiesin the ordinary course
of business. However, as a result of the Cases, such realization of assets and liquidation of liabilities are subject to a



significant number of uncertainties. Since Kaiser’sresults will no longer be consolidated with the Company’s results,
and the Company believesit is not probable that it will be obligated to fund losses related to its investment in Kaiser
under principles of consolidation, the material uncertaintiesrelated to Kaiser are not expected to impact the Company’s
financial results.

The following tables contain summarized financial information of Kaiser (in millions).

June 30, December 31,
2002 2001

(@< g =1 £ $ 6776 $ 759.2
Property, plant and equipment, Net . . ... ... .. 1,173.8 1,2154
OtNEr BB .+ . vttt et 773.5 769.1
TOtal BSSES . . v vttt $ 2,624.9 $ 2,743.7

Liabilities not subject to compromise:
Current liabilities . ... $ 3685 $ 803.4
Long-term debt, lesscurrent maturities . ... i 42.9 700.8
Other liabilities . . ... e e 102.2 1,562.1
Liabilities SUbject t0 COMPIOMISE . . . .o\ i et ettt et e 2,573.9 -
TR To TN Y 1= (== £ 1194 1185
Stockholders’ defiCit ... ... (582.0) (441.1)
Total liabilities and stockholders' deficit ............. ..., $ 26249 $ 2,743.7

Three Months Ended Six Months Ended
June 30, June 30,
2002 2001 2002 2001

NEE SEIES . .ot $ 3863 $4468 $ 7569 $ 927.1
COStS AN EXPENSES .+« o v ettt e (423.0) (474.9) (830.3) (739.3)
Other income (EXPENSES), NEL . . .. vt e ettt e (8.7) (78.8) (29.6) (99.4)
Income (loss) before income taxes and minority interests . .................. (45.4) (106.4) (103.0) 88.4
Benefit (provision) forincometaxes ...............i i (6.4) 415 (14.4) (34.5)
MOty INErESS . . ottt e e 1.4 0.8 2.9 1.6
NEEINCOME (I0SS) .+ . oot ettt e e e e e e e e e $ (504) $ (641 $ (1145 $ 555

Comprehensive | ncome (L0ss)
The following table sets forth comprehensive income (loss) (in millions).

Three Months Ended Six Months Ended
June 30, June 30,
2002 2001 2002 2001

NEtINCOME (10SS) . ..ot e e $ (78 $ (427) $ (6200 $ 226
Cumulative effect of accounting change, net of income tax provision of $0.3 . . . - - - 11
Unrealized net losses on derivative instruments arising during the period,

net of income tax benefits of $1.5 and $2.7, respectively ................ - (2.6) - (4.6)
Less reclassification adjustment for realized net gains on derivative instruments

included in net income, net of income tax (provision) benefit of $(3.6) and

$0.6, FEPECHIVEIY . . o oottt e - 55 - (1.6)
Change in value of available-for-sale investments, net of income

tax (provision) benefit of $(0.2), $—, $0.2 and $(0.2), respectively ......... 0.3 (0.1) (0.3) 0.2
Comprehensiveincome (I0SS) ... $ (75 $ (399 $ (623 $ 177

New Accounting Standards

In June 2001, the FASB issued SFAS Nos. 141 and SFAS No. 142. SFAS No. 141 requires al business
combinations initiated after June 30, 2001, to be accounted for using the purchase method. Under SFAS No. 142,
goodwill isno longer subject to amortization over its estimated useful life. Instead, goodwill will be subject to at least
anannual assessment for impairment by applying afair-value-based test. Separableintangibleassetsthat havefinitelives
will continueto beamortized over their useful lives. Theprovisionsof SFASNo. 142 apply to all business combinations
initiated after June 30, 2001, and are required to be implemented effective January 1, 2002. Asof December 31, 2001,
unamortized goodwill (which wasattributable solely to subsidiaries of Kaiser) was approximately $11.4 million and was
included in long-term receivables and other assets in the accompanying consolidated balance sheet. This unamortized
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goodwill waseliminated upon deconsolidation of Kaiser on February 12, 2002. The adoption of SFASNo. 141 and 142
did not have a material impact on the Company’s financial statements.

In June 2001, the FASB issued SFAS No. 143, which addresses accounting and reporting standardsfor obligations
associated with the retirement of tangible long-lived assets and the related asset retirement costs. The Company is
required to adopt SFAS No. 143 beginning on January 1, 2003. In general, SFAS No. 143 requires the recognition of
aliability resulting from anticipated asset retirement obligations, offset by an increase in the value of the associated
productive asset for such anticipated costs. Over the life of the asset, depreciation expense is to include the ratable
expensing of the retirement cost included with the asset value. The statement appliesto all legal obligations associated
with the retirement of atangiblelong-lived asset that results from the acquisition, construction, or development and/or
the normal operation of a long-lived asset, except for certain lease obligations. Excluded from this statement are
obligations arising solely from a plan to dispose of along-lived asset and obligations that result from the improper
operation of an asset (i.e. certaintypesof environmental obligations). The Company iscontinuingitsevaluation of SFAS
No. 143. However, the Company does not currently expect the adoption of SFAS No. 143 to have amaterial impact on
its future financial statements.

In August 2001, the FASB issued SFAS No. 144, which sets forth new guidance for accounting and reporting for
impairment or disposal of long-lived assets. The provisionsof SFASNo. 144 were effectivefor the Company beginning
on January 1, 2002. Based on presently available estimates, the new impairment and disposal rulesdid not result inthe
recognition of impairment losses in 2002 beyond those reported as of December 31, 2001 (see Note 2). In addition to
the new guidance onimpairments, SFAS No. 144 broadens the applicability of the provisions of Accounting Principles
Board Opinion 30 for the presentation of discontinued operationsin theincome statement to include acomponent of an
entity (rather than a segment of abusiness). A component of an entity comprises operations and cash flows that can be
clearly distinguished, operationally and for financial reporting purposes, from the rest of the entity. Effective after
December 31, 2001, when the Company commitsto a plan of sale of a component of an entity, such component will be
presented as a discontinued operation if the operations and cash flows of the component will be eliminated from the
ongoing operations of the entity and the entity will not have any significant continuing involvement in the operations of
the component. Although thisprovision will not affect the total amount reported for net income, the income statements
of prior periods will be reclassified to report the results of operations of the component separately when a component
of an entity is reported as a discontinued operation. The Company does not currently expect the adoption of SFAS No.
144 to have a material impact onitsfinancial statements.

In April 2002, the FASB issued SFAS No. 145, which rescinds the previous guidance for debt extinguishments.
This statement also amends other existing authoritative pronouncements to make various technical corrections, clarify
meanings, or describe applicability under changed conditions. SFAS No. 145 eliminatesthe requirement that gains and
losses from extinguishment of debt be aggregated and, if material, classified as an extraordinary item, net of related
income tax effect. However, transactions would not be prohibited from extraordinary item classification if they meet
the criteriain APB Opinion 30, “Reporting the Results of Operations — Reporting the Effects of Disposal of a Segment
of a Business, and Extraordinary, Unusual and Infrequently Occurring Events and Transactions.” Applying the
provisions of APB 30 will distinguish transactions that are part of an entity’ s recurring operations from those that are
unusual or infrequent or that meet the criteriafor classification as an extraordinary item. This statement is effective for
fiscal years beginning after May 15, 2002. The Company does not expect the adoption of SFAS No. 145 to have a
material impact on itsfinancia statements.

In July 2002, the FASB issued SFASNo. 146. The standard requirescompaniesto recognize costs associated with
exit or disposal activities when they are incurred rather than at the date of a commitment to an exit or disposal plan.
Costs covered by the standard include | ease termination costs and certain employee severance costs that are associated
with a restructuring, discontinued operation, plant closing, or other exit or disposal activity. This statement isto be
applied prospectively to exit or disposal activitiesinitiated after December 31, 2002.
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2. Segment Information

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

Consolidated
Reportable Segments Total Excluding
Forest Real Racing Aluminum Aluminum  Consolidated
Products Estate Operations Corporate Operations Operations Total
Net sales to unaffiliated
customers for the three
months ended:
June 30,2002 ........ $ 543 $ 90 $ 51 % - $ 684 $ - $ 68.4
June 30,2001 ........ 53.2 10.8 5.4 - 69.4 446.8 516.2
Operating income (loss) for
the three months ended:
June 30,2002 ........ 7.4 (3.6) (0.9 3.3 0.1 - 0.1
June 30,2001 ........ 1.0 2.1 (0.9 (2.6) 4.0 (26.1) (30.2)
Depreciation, depletion and
amortization for the three
months ended:
June 30,2002 ........ 6.5 24 04 0.1 9.4 - 9.4
June 30,2001 ........ 53 13 0.3 0.1 7.0 20.7 27.7
Net sales to unaffiliated
customers for the six
months ended: o
June 30,2002 ........ 102.2 24.1 14.9 - 141.2 167.5 308.7
June 30,2001 ........ 98.0 20.7 14.8 - 1335 927.1 1,060.6
Operating income (loss) for
the six months ended: o
June 30,2002 ........ 9.9 1.2 0.7 (6.1) 33 (23.6) (20.3)
June 30,2001 ........ (3.5 (3.5 0.9 (5.6) (11.7) 190.8 179.1
Depreciation, depletion and
amortization for the six
months ended: o
June 30,2002 ........ 11.8 5.0 0.8 0.2 17.8 9.7 275
June 30,2001 ........ 10.2 2.6 0.7 0.2 137 40.5 54.2
Tota assets as of: @
June 30,2002 ........ 562.5 295.0 375 261.5 1,156.5 - 1,156.5
December 31,2001 . . .. 610.8 300.0 40.4 285.0 1,236.2 2,699.1 3,935.3

@ Amounts attributabl e to the aluminum segment are for the period from January 1, 2002, through February 11, 2002.
@ Asaresult of the deconsolidation of Kaiser, the aluminum segment’ s bal ance sheet amounts are not included in the consolidated
total as of June 30, 2002.

Operating income (loss) in the column entitled “Corporate” represents general and administrative expenses not
directly attributableto the reportable segments. Thiscolumn also servesto reconcilethetotal of thereportable segments’
amounts to totals in the Company’ s consolidated financial statements.

Special Items

Forest Products

During 2001, comprehensiveexternal and internal reviewswere conducted of Pacific Lumber’ sbusinessoperations.
These reviews were conducted in an effort to identify waysin which Pacific Lumber could operate on a more efficient
and cost effective basis. Based upon the results of these reviews, Pacific Lumber, among other things, closed two of its
four sawmills, eliminated certain of its operations, including its soil amendment and concrete block activities, began
utilizing more efficient harvesting methods and adopted certain other cost saving measures. Most of these changeswere
implemented by Pacific Lumber in the last quarter of 2001, or the first quarter of 2002. Pacific Lumber also ended its
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internal logging operations (which historically performed approximately half of itslogging operations) as of March 31,
2002, and will rely exclusively onthird party contract loggersto conduct these activitiesin thefuture. Inconnectionwith
these changes, the Company recorded an impairment charge to operating costs of $2.2 million in the fourth quarter of
2001.

As a result of the changes described above, the Company identified machinery and equipment that it no longer
needed for its current or future operations and in 2001 committed to a plan for disposal of these assets during 2002.
During the six months ended June 30, 2002, machinery and equipment with a carrying value of $1.0 million was sold,
resulting in again of $1.3 million.

A $2.6 million restructuring charge was recorded in the fourth quarter of 2001 reflecting cash termination benefits
associated with the separation of approximately 305 employees as part of an involuntary termination plan. Asof June
30, 2002, all of the affected empl oyeeshad | eft the Company, and the entire amount of therelated liability had been paid.

Real Estate
Therea estate segment’ s investment, interest and other income (expense) includes the following (in millions):

Three Months Ended Six Months Ended
June 30, June 30,
2002 2001 2002 2001
Equity in earnings from real estatejoint ventures ............... $ 28 $ 22 $ 28 $ 3.0

Aluminum

The aluminum segment’ s operating income for the period from January 1, 2002 to February 11, 2002, and thethree
and six months ended June 30, 2001, includes the impact of certain special items shown in the following table (in
millions). Theseitems are included in cost of sales and operations in the Consolidated Statement of Operations.

Period from Three Months Six Months
January 1, 2002, to Ended Ended
February 11, 2002 June 30, 2001 June 30, 2001
Net gains (10SSes) ON POWEr SAIES . ...t e et iiee s $ - $ (55 % 222.7
Restructuring charges . . ... ..o (1.3) (2.5) (2.5)
$ 13) $ (8.0) $ 220.2

The aluminum segment’ sincome before income taxes and minority interests for the period from January 1, 2002
to February 11, 2002, and the three and six months ended June 30, 2001, include the net impact of certain non-recurring
amountsincluded in investment, interest and other income (expense), net, as shown in the following table (in millions):

Period from ThreeMonths Six Months

January 1, 2002, to Ended Ended

February 11,2002  June 30,2001  June 30, 2001
Ashestos-Telated Charges . ...ttt $ - $ (45.8) $ (53.3)
Mark-to-market gains . . . ... (0.9) 31 18.4
Adjustment to environmental liabilities .. ........... ... ... ... ... - (8.0 (8.0)
Allother, net . . ... 2.2 (1.0) (1.5)

$ 18 $ (51.7) $ (44.4)
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3. Cash, Marketable Securitiesand Other Investments

Restricted Cash, Marketable Securities and Other I nvestments
Cash, marketable securitiesand other investmentsinclude the following amountswhich arerestricted (in millions):

June 30, December 31,
2002 2001
Current assets:
Restricted cashand cash equivalents . .. ... ... it i $ 176 $ 42.8
Marketable securities, restricted:
Amountsheld in SAR ACCOUNE . . ..ottt e e e e 17.7 17.1
Long-term restricted cash, marketable securities and other investments:
Amountsheld in SAR ACCOUNE .. ... it e e e e e 105.5 137.8
Other amounts restricted under the Timber NotesIndenture ... ....................... 2.7 2.8
Other long-termrestricted Cash ... ..ot 111 109
Less: Amounts attributable to Timber Notesheldin SARAccount .................... (51.7) (53.0)
67.6 98.5
Total restricted cash, marketable securities and other investments. . ...................... $ 1029 $ 158.4

On March 5, 2002, Scotia LL C notified the trustee for the Timber Notesthat it had met all of the requirements of
the SAR Reduction Date, as defined inthe Timber Notes Indenture (e.g., certain harvest, THPinventory and ScotiaLLC
Line of Credit requirements). Accordingly, on March 20, 2002, Scotia LLC released $29.4 million from the SAR
Account and distributed this amount to Pacific Lumber.

Other Investments

Cash, marketable securities and other investments include a limited partnership interest in the Equity Fund
Partnership, which invests in a diversified portfolio of common stocks and other equity securities whose issuers are
involved in merger, tender offer, spin-off or recapitalization transactions. This investment is not consolidated, but is
accounted for under the equity method. The following table shows the Company’s investment in the Equity Fund
Partnership, including restricted amounts held in the SAR Account, and the ownership interest (dollarsin millions).

June 30, December 31,
2002 2001
Investment in Equity Fund Partnership:
S Tt 1o $ 78 $ 10.6
]3] =S g o (o 108.7 130.6
$ 1165 $ 141.2
Percentageof ownershipheld . .. ... ... . 36.7% 41.0%

The following tables contain summarized financia information of the Equity Fund Partnership (in millions).

June 30, December 31,
2002 2001

Investments, at market Value . ... ...t $ 3209 $ 331.7
DUETIOM BrOKENS . . oot e 119.5 273.7
OthEr BSSELS .. ottt e e 8.3 24.7
TOtAl BSOS . .\ttt e $ 4487 $ 630.1
Investments sold, not yet purchased, at marketvalue . ............ ... ... ... ... ... $ 1199 $ 283.6
Other A litiES . .. .o e e e 11.3 7.8
Partners capital . .. ... ..o 317.5 338.7
Tota liabilitiesand partners’ capital . ........ ... $ 4487 $ 630.1
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Three Months Ended Six Months Ended

June 30, June 30,
2002 2001 2002 2001
INVEeStMENt iNCOME . . . ..ttt e s $ 19 $ 39 % 39 % 75
OpErating EXPENSES . . . o v ittt e (2.0 (4.9 (4.2) (7.0
Net realized and unrealized gains oninvestments ............... 22 10.1 55 10.3
Net increase in partners’ capital resulting from operations . .. ... $ 21 $ 91 $ 52 $ 10.8

Asof June 30, 2002 and December 31, 2001, long-termrestricted cash, marketabl e securitiesand other investments
also included $11.2 million and $10.0 million, respectively, related to an investment in a limited partnership which
invests in, among other things, debt and equity securities associated with developed and emerging markets.

4. Inventories

Inventories consist of the following (in millions):

June 30, December 31,
2002 2001

Forest products operations:
UMDY .o $ 262 $ 29.3
LO0S . oot 6.8 22.1
33.0 51.4

Aluminum operations:

Finished fabricated products . .. ... ... i e - 304
Primary aluminum and Work in process .. ... ..ot - 108.3
Bauxiteand aluminga . .. ....... oo - 77.7
Operating supplies and repair and maintenance parts . ...............ooiuieeneenan.. — 96.9
— 313.3
$ 330 $ 364.7

@ Asaresult of the deconsolidation of Kaiser, Kaiser'sinventory amounts are not included in the consolidated total as of June 30,
2002.

Substantially all product inventories are stated at |ast-in, first-out (LI1FO) cost, not in excess of market.

5. Short-term Borrowings

At June 30, 2002, $14.0 million of letters of credit and no borrowings were outstanding under the Pacific Lumber
Credit Agreement. Unused availability was limited to $21.0 million at June 30, 2002. On July 24, 2002, a |etter
agreement was signed extending the maturity date of the Pacific Lumber Credit Agreement from August 14, 2003, to
August 13, 2004, subject to certain conditions such as completion of a new credit agreement. In connection with such
extension, the facility commitment amount was reduced from $50.0 million to $45.0 million.

The Scotia LLC Line of Credit allows Scotia LLC to borrow up to one year’s interest on the Timber Notes. On
May 31, 2002, the Scotia LLC Line of Credit was extended for an additional year to July 11, 2003. Annually, Scotia
LLC will request that the ScotiaLL C Line of Credit be extended for aperiod of not lessthan 364 days. If not extended,
Scotia LLC may draw upon the full amount available. The amount drawn would be repayable in 12 semiannual
installments on each note payment date (after the payment of certain other items, including the Aggregate Minimum
Principal Amortization Amount, asdefined, then due), commencing approximately two and one-half yearsfollowing the
date of the draw. At June 30, 2002, Scotia LL C could have borrowed amaximum of $60.0 million under the ScotialLLC
Line of Credit, and there were no borrowings outstanding under the Scotia LLC Line of Credit. On the note payment
datein July 2002, ScotiaLL C borrowed $13.9 million under the ScotiaLLC Line of Credit to pay interest on the Timber
Notes.
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6. Long-term Debt

Long-term debt consists of the following (in millions):
June 30, December 31,

2002 2001

12% MGHI Notesdue August 1, 2003 ... ..ottt ettt e $ 59.3 $ 88.2
6.55% ScotiaLLC Timber Notesdue July 20,2028 . ..........c.iiiiiiiiiiiiiianennn. 106.9 120.3
7.11% ScotiaLLC Timber Notesdue July 20,2028 . ...t 243.2 243.2
7.71% ScotiaLLC Timber Notesdue July 20,2028 . ...t 463.3 463.3
7.56% Lakepointe NOtES . .. ... i 120.6 121.7

Other notes and contracts, primarily secured by receivables, buildings, real estate
aNd BQUIPIMENL . . . oottt e e e e e e e e e 52.6 52.4
1,045.9 1,089.1

Aluminum segment debt ©:

9F% KACC Senior Notes due February 15, 2002, net of discount . .................... — 172.8
10F% KACC Senior Notes due October 15, 2006, including premium . ................. — 225.4
12%% KACC Senior Subordinated Notesdue February 1, 2003 ....................... - 400.0
Alpart CARIFA LOBNS . . . ..ot e e e - 22.0
Other aluminum operationsdebt . . ....... ... . — 54.1
1,045.9 1,963.4
Less: CUment MatUrities . . . ... oo e e e e e (28.4) (198.9)
Timber Notesheld in SARAccount . ... ... ... i (55.9) (57.7)

$ 9616 $ 1,706.8

@ Asaresult of the deconsolidation of Kaiser, the aluminum segment long-term debt amounts are not included in the consolidated
total as of June 30, 2002.

The amount attributable to the Timber Notes held in the SAR Account of $51.7 million as of June 30, 2002,
reflected in Note 3 above represents the amount paid to acquire $55.9 million of principal amount of Timber Notes.

During the six months ended June 30, 2002, MGHI repurchased $28.9 million of the MGHI Notes, resultingin an
extraordinary gain of $2.1 million (net of tax). Subsequent to June 30, 2002, MGHI repurchased $5.0 million of the
MGHI Notes, resulting in asmall gain.

7. Income Taxes

Subsequent to the deconsolidation of Kaiser, the Company re-evaluated the appropriateness of recognizing a
deferred tax benefit with respect to the excess of its tax basis over its financial reporting basis ($(498.2) million as of
June 30, 2002) in Kaiser, which is now accounted for under the cost method. The Company concluded that it should
not recognize a deferred tax benefit with respect to its investment in Kaiser, and recorded a full valuation allowance
against this deferred tax asset. The Company considered all appropriate factorsin determining the realizability of this
deferred tax asset, including the potential timing of a disposition, the character of the resulting loss, the limitations on
the use of such loss, and the impact on the realizability of other remaining tax attributes.

8. Contingencies

Forest Products Operations

Regulatory and environmental matters play a significant role in the Company’ s forest products business, which is
subject to avariety of California and federal laws and regulations, as well as the HCP and SY P, dealing with timber
harvesting practices, threatened and endangered species and habitat for such species, and air and water quality.

The SYP complies with regulations of the California Board of Forestry and Fire Protection requiring timber
companiesto project timber growth and harvest on their timberlands over a100-year planning period and to demonstrate
that their projected average annual harvest for any decade within a100-year planning period will not exceed the average
annual harvest level during the last decade of the 100-year planning period. The SYPis effective for 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 addressthe harvest level based upon assessment of changesin the resource base and other
factors. The HCP andthe Permitsrelated tothe HCPallow incidental “take” of certain specieslocated onthe Company’s
timberlands which species have been listed as endangered or threatened under the ESA and/or the CESA so long asthere
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isno “jeopardy” to the continued existence of such species. The HCP identifies the measuresto be instituted in order
to minimize and mitigate the anticipated level of taketo the greatest extent practicable. The SY Pisalso subject to certain
of these provisions. The HCP and related Permits have aterm of 50 years.

In late May 2002, the Company completed its timber cruise, itsfirst since 1986. The results of the timber cruise
provided the Company with an estimate of the volume of merchantable timber on the Company’ stimberlands. The new
cruise data reflected a 0.1 million MBF decrease in estimated overall timber volume as compared to the estimated
volumesreported as of December 31, 2001 using the 1986 cruise data (adjusted for harvest and estimated growth), with
an increase in young growth timber volume almost equal to the decrease in old growth timber volume. This shift in
timber volume between classifications decreased the overall timber volume reported in Mbfe by 0.2 million to 2.9
million. The new cruise data indicates that there is significantly less old growth timber available for harvest than
estimated as of December 31, 2001, using the 1986 cruisedata. Thischangein mix could potentially result in adecrease
in the Company’s revenue. However, because there are many variables that affect revenues and profitability, the
Company cannot quantify the effect of the above changes on current and future cash flows. The new timber volumes
are now being utilized in various aspects of the Company’s operations, including estimating volumes on THPs and
determining depletion expense.

Under the CWA, the EPA isrequired to establish TMDLsin water courses that have been declared to be “water
quality impaired.” The EPA and the North Coast Water Board arein the process of establishing TMDLsfor 17 northern
Californiariversand certain of their tributaries, including ninewater coursesthat flow within the Company’ stimberlands.
The Company expects this process to continue into 2010. In December 1999, the EPA issued a report dealing with
TMDLsontwo of the ninewater courses. The agency indicated that the requirementsunder the HCP would significantly
addressthe sediment issuesthat resulted in TM DL requirementsfor these water courses. However, in aSeptember 2000
report, the staff of the North Coast Water Board proposed various actions for certain water courses on the Company’s
timberlands, including restrictions on harvesting beyond those required under the HCP. The North Coast Water Board
has begun the process of establishing the TM DL requirements applicable to two other water courses on the Company’s
timberlandsin addition to the two covered by the EPA’s December 1999 report. Thiswill be alengthy process, and the
TMDL requirementsapplicableto the Company’ stimberlandsmay requireaquatic protection measuresthat aredifferent
from or in addition to those in the HCP or that result from the prescriptions to be developed pursuant to the watershed
analysis process provided for in the HCP.

A Cdliforniastatute, which becomeseffective December 31, 2002, eliminatesawaiver previously granted to timber
companies. Thiswaiver had been in effect for a number of years and waived the requirement under California water
quality regulationsfor timber companiesto follow certain waste di scharge requirements in connection with their timber
harvesting and rel ated operations. Thenew statute provides, however, that regional water boards such asthe North Coast
Water Board are authorized to renew the waiver. If aregional water board decides not to renew the waiver by January
1, 2003, it may notify acompany that the board will require such company to follow certain waste dischargerequirements
in order to conduct harvesting operationson a THP. The waste discharge requirements may include aguatic protection
measures that are different from or in addition to those provided for in the THP approved by the CDF. If the Company
were to be so notified, harvesting activities could be delayed and/or adversely affected, as a separate, additional
regulatory process would be required for THPs.

OnAugust 7, 2002, the North Coast Water Board i ssued the Company an order requiring reportsof waste discharge
in connection with the Company’ s winter operationsin the Elk River basin to be conducted under THPs approved by
CDF. Thisorder impactsan estimated 15,100 M bfe of timber covered by anumber of THPs. Thisorder prohibitswinter
operations in the watershed until the reports are submitted by the Company and a determination is made by the North
Coast Water Board regarding what, if any, waste discharge requirements would be imposed. This process could result
in asignificant delay or reduction in harvest. The Company is considering how to respond to this order.

Sincethe consummation of the Headwaters Agreement in March 1999, there has been asignificant amount of work
required in connection with the implementation of the Environmental Plans, and this work is expected to continue for
several moreyears. During the implementation period, government agencies had until recently failed to approve THPs
in atimely manner. The rate of approvals of THPs during 2001 improved over that for the prior year, and further
improvements have been experienced thusfar in 2002. Although delaysinthe approvalsof THPsmay fromtimeto time
continue to impact the Company’s ability to meet its harvesting goals, the Company anticipates that once the
Environmental Plans arefully implemented, the process of preparing THPswill become more streamlined, and thetime
to obtain approval of THPswill potentially be shortened (subject to the matters discussed in the previous paragraphs).
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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 April 3, 2002, the Environmental Protection Information Association filed a 60-day notice letter threatening
suit against the Company and certain federal agencies under the ESA. The threatened suit would seek to require the
federal agenciesto consider new information obtained since the approval of the HCP concerning marbled murreletsand
salmon and to require a cessation of certain harvesting operations. No suit has yet been filed. The Company believes
that it has strong factual and legal defenses with respect to this matter; however, there can be no assurance that such a
suit would not have a material adverse effect on the Company’s financial position, results of operations, or liquidity.

On January 28, 1997, the ERF lawsuit was filed against Pacific Lumber. Thisaction allegesthat Pacific Lumber
has discharged pollutantsinto federal waterways, and seeks to enjoin these activities, remediation, civil penalties of up
to $25,000 per day for each violation, and other damages. This case was dismissed by the District Court on August 19,
1999, but the dismissal wasreversed by the U.S. Ninth Circuit Court of Appeals on October 30, 2000, and the case was
remanded to the District Court. On June 5, 2002, the Company settled this lawsuit for $0.5 million.

On December 2, 1997, the Wrigley lawsuit wasfiled. Thisaction aleges, anong other things, that the defendants
logging practices have contributed to an increase in flooding and damage to domestic water systemsin a portion of the
Elk River watershed. The Company believes that it has strong factual and legal defenses with respect to the Wrigley
lawsuit; however, there can be no assurance that it will not have amaterial adverse effect on the Company’s financial
position, results of operations, or liquidity.

On March 31, 1999, the EPIC-SYP/Permits lawsuit was filed alleging, among other things, various violations of
the CESA and the California Environmental Quality Act, and challenging, among other things, the validity and legality
of the SY P and the Permitsissued by California. On March 31, 1999, the USWA lawsuit wasfiled also challenging the
validity and legality of the SYP. The previously set trial datesfor these matters have been postponed, and new trial dates
have not been set. The Company believesthat appropriate procedures were followed throughout the public review and
approval process concerning the HCP and the SY P, and the Company isworking with the rel evant government agencies
to defend these challenges. Although uncertainties are inherent in the final outcome of the EPIC-SYP/Permits lawsuit
and the USWA lawsuit, the Company believesthat the resolution of these matters should not result in amaterial adverse
effect on itsfinancial condition, results of operations or the ability to harvest timber.

OnJuly 24,2001, the Bear Creek lawsuit wasfiled. Thelawsuit allegesthat Pacific Lumber’ s harvesting and other
activities under certain of its approved and proposed THPs will result in discharges of pollutants in violation of the
CWA.. Theplaintiff assertsthat the CWA reguiresthe defendantsto obtain a permit from the North Coast Water Board
before beginning timber harvesting and road construction activitiesin the Bear Creek watershed, and isseeking to enjoin
these activitiesuntil such permit hasbeen obtained. The plaintiff also seekscivil penaltiesof up to $27,000 per day for
the defendant’s alleged continued violation of the CWA. The EPA has been joined as a defendant in this case. The
Company believes that the requirements under the HCP are adeguate to ensure that sediment and pollutants from its
harvesting activitieswill not reach levelsharmful to theenvironment. Furthermore, EPA regulationsspecifically provide
that such activities are not subject to CWA permitting requirements. The Company believes that it has strong legal
defenses in this matter; however, there can be no assurance that this lawsuit will not have amaterial adverse effect on
its consolidated financial condition or results of operations.

Whilethe Company expectsenvironmentally focused objectionsand lawsuitsto continue, it believesthat 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 OT S initiated the OTS action against the Company and others by filing the Notice.
The Notice aleged, among other things, misconduct by the Respondents with respect to the failure of USAT, awholly
owned subsidiary of UFG. At thetime of receivership, the Company owned approximately 13% of the voting stock of
UFG. The Notice claimed, among other things, that the Company was a savings and loan holding company, that with
othersit controlled USAT, and that, asaresult of such status, it was obligated to maintain the net worth of USAT. The
Notice made numerous other allegations against the Company and the other Respondents, including that through USAT
it wasinvolved in prohibited transactions with Drexel Burnham Lambert Inc. The hearing on the merits of this matter
commenced on September 22, 1997 and concluded on March 1, 1999. On February 10, 1999, the OTSand FDIC settled
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with all 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 claimed, among other
things, that the remaining Respondents, Mr. Hurwitz, the Company and Federated, were jointly and severally liable to
pay either $821.3 millionin restitution or reimbursement of $362.6 million for alleged unjust enrichment. TheOTSalso
claimed 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 claimed that none of them
has any liability in this matter. On September 12, 2001, the administrative law judge issued a recommended decision
in favor of the Respondents on each claim made by the OTS. The OTS Director may accept or change the judge's
recommended decision. If changed, such a decision would then be subject to appeal by any of the Respondents to the
federal appellate court.

On August 2, 1995, the FDIC filed the FDIC action. The original complaint was against 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 wasinvolved in certain decisionswhich contributed to theinsolvency of USAT.
The original complaint further alleged, among other things, that Mr. Hurwitz was obligated to ensure that UFG,
Federated and the Company maintained the net worth of USAT. In January 1997, the FDIC filed an amended complaint
which seeks, conditioned upon the OTS prevailing in its administrative proceeding, unspecified damages from Mr.
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. The FDIC may not pursue its claims under the FDIC action if the OTS
Director accepts the judge’ s recommended decision.

OnMay 31, 2000, the Company, Federated and Mr. Hurwitz filed the FDIC counterclaimtothe FDIC action. The
FDIC counterclaim statesthat the FDIC illegally paid the OT Sto 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
paymentsto the OT Sto fund the administrative proceedings described above, and seek reimbursement of attorneys’ fees
and damages from the FDIC. As of March 31, 2002, such fees, which have been recorded in the Company’'s
Consolidated Statement of Operations asincurred, werein excess of $35.0 million. The Company, Federated and Mr.
Hurwitz intend to pursue this claim vigorously.

In September 1997, the Company filed suit against a group of its insurers after unsuccessful negotiations with
certain of the insurers regarding coverage related to the OTS action under the terms of certain directors and officers
liahility policies. Binding arbitration with one of the insurersin this matter is scheduled for October 1-4, 2002, and the
lawsuit has been dismissed.

Although the OT SDirector may changethejudge’ srecommended decision, the Company believesthat the ultimate
resolution of the OTSand FDIC actions should not have amaterial adverse effect on its consolidated financial position,
results of operations or liquidity.

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.

On January 16, 2001, the Kahn lawsuit was filed against the Company, Federated and certain of the Company’s
directors. The plaintiff purports to bring this action as a stockholder of the Company derivatively on behalf of the
Company. Thelawsuit concernsthe OTSand FDIC actions, and the Company’ s advancement of fees and expenses on
behalf of Federated and certain of the Company’s directors in connection with these actions. It aleges that the
defendants have breached their fiduciary duties to the Company, and have wasted corporate assets, by allowing the
Company to bear al of the costs and expenses of Federated and certain of the Company’s directorsrelated to the OTS
and FDIC actions. The plaintiff seeks to require Federated and certain of the Company’s directors to reimburse the
Company for all costs and expenses incurred by the Company in connection with the OTS and FDIC actions, and to
enjoin the Company from advancing to Federated or certain of the Company’s directors any further funds for costs or
expenses associated with these actions. The parties to the Kahn lawsuit have agreed to an indefinite extension of the
defendants’ obligationsto respond to the plaintiffs’ claims. Although it isimpossible to assess the ultimate outcome of
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the Kahn lawsuit, the Company believes that the resolution of this matter should not result in a material adverse effect
on its 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. While uncertaintiesareinherent inthefinal outcome of such mattersand it ispresently impossible to 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.

9. Per Sharelnformation

Basic earnings per shareis calculated by dividing net income by the weighted average number of common shares
outstanding during the period, including thewei ghted averageimpact of the shares of Common Stock issued and treasury
stock acquired during the year from the date of issuance or repurchase and the dilutive effect of Class A Preferred Stock
(which is convertible into Common Stock). Diluted earnings per share calculations a so include the dilutive effect of
common and preferred stock options.

Three Months Ended June 30, Six Months Ended June 30,

2002 2001 2002 2001
Weighted average shares outstanding:
CommonStock . ... 6,527,671 6,531,816 6,527,671 6,637,187
Effect of dilution: o o o
ClassA Preferred Stock ... — — — 668,437
Weighted average number of common and common equivalent
ShareS-BasiC .. ov i 6,527,671 6,531,816 6,527,671 7,305,624
Effect of dilution:
Stockoptions ........ ... _@ _@ _© 10,630 @
Weighted average number of common and common equivalent
shares-Diluted . ........ ... 6,527,671 6,531,816 6,527,671 7,316,254

@ The Company had losses for the three months ended June 30, 2002 and 2001, and the six months ended June 30, 2002,
respectively; therefore the Class A Preferred Stock and options were not included in the computation of earnings per share for
the period.

@ Options to purchase 428,629 shares of Common Stock outstanding during the six months ended June 30, 2001, were not
included in the computation of diluted earnings per share because the options exercise prices were greater than the average
market price of the Common Stock.

10. Pension Plan Matters

Theassetsof the pension plans sponsored by the Company and certain subsidiaries, like numerous other companies
plans, are, to a substantial degree, invested in equity trust funds which are managed by a third party. Given the
year-to-date performance of the capital markets, it islikely that, barring a material improvement during the remainder
of 2002, the Company may be required to reflect an increase in its minimum pension liability in its year-end financial
statementsasaresult of adeclinein the value of the assets held by company-sponsored pension plans. Such anincrease
in the minimum pension liability would be a non-cash adjustment that would be reflected as an increase in pension
liability with an offsetting chargeto stockholders' deficit (net of incometax) through comprehensiveincome (rather than
net income). The ultimate amount of such additional adjustment cannot be determined until year-end 2002. However,
such amount could be material.
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ITEM 2. MANAGEMENT  SDISCUSSIONAND ANALYSISOFFINANCIAL CONDITIONAND RESULTS
OF OPERATIONS

Thefollowing should bereadin conjunction withthefinancial statementsin Part I, Item 1 of thisReport 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 inthe” Glossary of Defined Terms’ contained in Appendix A. Except as otherwise noted, all referencesto notes
represent the Notes to the Condensed Consolidated Financial Statementsincluded in Item 1.

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 humber of places
inthissectionand in Part 11. Item1. “ Legal Proceedings.” Such statements can beidentified by the use of forward-
looking terminology such as* believes,” “ expects,” “may,” “ estimates,” “will,” “ should,” “ plans’ or “ anticipates’
or the negative thereof 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 fromthe forward-looking statements as
aresult of various factors. These factors include the effectiveness of management’ s strategies and decisions, general
economic and business conditions, devel opmentsin technology, new or modified statutory or regulatory requirements
and changing pricesand market conditions. ThisForm 10-Q and the Form 10-K identify other factorsthat could cause
such differences between the forwar d-looking statements and actual results. No assurance can be given that theseare
all of the factorsthat could cause actual results to vary materially from the forward-looking statements.

Results of Operations

The Company operates in three industries: forest products, through MGI and its wholly owned subsidiaries,
principally Pacific Lumber and Britt; rea 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. In
addition, the Company owns 62% of Kaiser, an integrated aluminum producer. All references to the “Company,”
“Kaiser,” “MGHI,” “MGI,” “Pacific Lumber,” “MPC” and “SHRP, Ltd.” refer to the respective companies and their
subsidiaries, unless otherwise indicated or the context indicates otherwise.

Deconsolidation of Kaiser

As aresult of Kaiser’'s filing for bankruptcy, as discussed in Note 1 to the Condensed Consolidated Financial
Statements, Kaiser’s financial results were deconsolidated beginning February 12, 2002, and the Company began
reporting its investment in Kaiser using the cost method. Since Kaiser’s results are no longer consolidated and the
Company believesthat it is not probable that it will be obligated to fund losses related to itsinvestment in Kaiser, any
adjustmentsreflected in Kaiser’ sfinancial statements subsequent to February 12, 2002 (rel ating to therecoverability and
classification of recorded asset amounts and classification of liabilities or the effects on existing stockholders' deficit
aswell as adjustments made to Kaiser’ sfinancial information for loss contingenciesand other matters), are not expected
to affect the Company’s financial results.

The following financial data reflects the results of operations of the Company, excluding Kaiser, for the periods
presented (in millions, except share data).

Three Months Ended Six Months Ended
June 30, June 30,
2002 2001 2002 2001

NEESAEIES . .t $ 684 $ 694 $ 1412 $ 1335
CoStS aNd EXPENSES .+ vt ettt (68.3) (73.5) (137.9) (145.2)
Operatingincome (I0SS) ..o oo vt 0.1 (4.2) 33 (11.7)
Other income (eXpenses) - NEt . ... i 71 13.2 12.7 222
INtErest EXPENSE ..ttt e (19.9) (19.2) (40.5) (39.0)
Loss before income taxes and minority interests . ................. (12.7) (10.1) (24.5) (28.5)
Incometax benefit . ... ... .. . 4.6 4.7 8.6 10.5
Minority iNtErestS .. ..ot — — 0.2 —
Lossbeforeextraordinaryitem .............. .. i 8.1 (5.49) (15.7) (18.0)
Extraordinary item . ......... .. 0.3 1.7 2.1 3.6
NELIOSS . o oottt $ (78 $ 37 $ (136 $ (1449
Net loss per share:

BaSIC ... $ (1200 $ (055 $ (208 $ (216

Diluted . ... (2.20) (0.55) (2.08) (2.16)



See Note 1 to the Condensed Consolidated Financial Statementsfor further discussion of Kaiser’ s reorganization
proceedings and other matters.

Forest Products Operations

Industry Overview and Selected Operational Data

The Company’s forest products operations are conducted by MGI, through Pacific Lumber and Britt. The
segment’ s businessis somewhat 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 continue to be somewhat seasonal. Accordingly, MGI’s results for any one quarter are not necessarily indicative
of results to be expected for the full year.

Regulatory and environmental mattersplay asignificant roleinthe Company’ sforest productsoperations. Seeltem
1. “Business — Forest Products Operations — Regulatory and Environmental Matters’ of the Form 10-K and Note 8 to
the Condensed Consolidated Financial Statementsfor adiscussion of these matters. Regulatory compliance and related
litigation have caused delaysin obtaining approvals of THPsand delaysin harvesting on THPs oncethey are approved.
This has resulted in a declinein harvest, an increase in the cost of logging operations and lower net sales.

Since the consummation of the Headwaters Agreement in March 1999, there has been asignificant amount of work
required in connection with the implementation of the Environmental Plans, and this work is expected to continue for
several moreyears. During the implementation period, government agencies had until recently failed to approve THPs
in atimely manner. The rate of approvals of THPs during 2001 improved over that for the prior year, and further
improvements have been experienced thusfar in 2002. Although delaysinthe approvalsof THPsmay fromtimeto time
continue to impact the Company’s ability to meet its harvesting goals, the Company anticipates that once the
Environmental Plansarefully implemented, the process of preparing THPswill become more streamlined, and thetime
to obtain approval of THPs will potentialy be shortened. As discussed in Note 8 to the Condensed Consolidated
Financial Statements, the North Coast Water Board is requiring the Company to apply certain waste discharge
requirementsto approved THPscovering winter harvesting operationsinthe Elk River basin, and the North Coast Water
Board could beginningin 2003 requirethe Company to follow waste discharge requirementsbefore harvesting operations
are conducted on THPs in other watersheds. This requirement could cause further delays in obtaining regulatory
approval for THPs.

While the Company experienced improvementsin the THP approval process during 2001 and 2002, there can be
no assurance that Pacific Lumber will not in the future have difficulties in receiving approvals of its THPs similar to
those experienced prior to 2001. Furthermore, there can be no assurance that certain pending legal, regulatory and
environmental matters or future governmental regulations, legislation or judicial or administrative decisions, adverse
weather conditions or low selling prices, will not have a material adverse effect on the Company’s financial position,
results of operationsor liquidity. See Part I1. Item 1. “Legal Proceedings’ and Note 8 to the Condensed Consolidated
Financial Statements for further information regarding regulatory and legal proceedings affecting the Company’s
operations.

During 2001, comprehensiveexternal andinternal reviewswere conducted of Pacific Lumber’ sbusinessoperations.
These reviews were conducted in an effort to identify ways in which Pacific Lumber could operate on a more efficient
and cost effective basis. Based upon the results of these reviews, Pacific Lumber, among other things, closed two of its
four sawmills, eliminated certain of its operations, including its soil amendment and concrete block activities, began
utilizing more efficient harvesting methods and adopted certain other cost saving measures. Most of these changeswere
implemented by Pacific Lumber in the last quarter of 2001, or the first quarter of 2002. Pacific Lumber also ended its
internal logging operations (which historically performed approximately half of itslogging operations) as of March 31,
2002, and will rely exclusively on third party contract loggers to conduct these activitiesin the future. Resultsfor the
six months ended June 30, 2002, met management’ s expectations. Nevertheless, management is continuing to review
the forest products operations, and additional restructuring charges may be necessary.

Timber Cruise. Inlate May 2002, the Company completed itstimber cruise, itsfirst since 1986. Theresultsof the
timber cruise provided the Company with an estimate of the volume of merchantable timber on the Company’s
timberlands. The new cruisedatareflected a0.1 million MBF decreasein estimated overall timber volume as compared
to the estimated volumes reported as of December 31, 2001 using the 1986 cruise data (adjusted for harvest and
estimated growth), with an increase in young growth timber volume almost equal to the decrease in old growth timber
volume. Thisshift in timber volume between classifications decreased the overall timber volume reported in Mbfe by
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0.2 million to 2.9 million. The new cruise dataindicates that there is significantly less old growth timber available for
harvest than estimated as of December 31, 2001, using the 1986 cruisedata. Thischangein mix could potentially result
in a decrease in the Company’s revenue. However, because there are many variables that affect revenues and
profitability, the Company cannot quantify the effect of the above changes on current and future cash flows. The new
timber volumes are now being utilized in various aspects of the Company’s operations, including estimating volumes
on THPs and determining depl etion expense.

Thefollowing table presents selected operational and financial information for thethree and six monthsended June
30, 2002 and 2001, for the Company’s forest products operations.

Three Months Ended Six Months Ended
June 30, June 30,
2002 2001 2002 2001
(In millions of dollars, except shipmentsand prices)
Shipments:
Lumber: @
Redwood uppergrades ... .................. 6.9 44 135 85
Redwood commongrades . .................. 64.8 448 117.6 82.0
Douglasfiruppergrades. . .................. 13 26 2.6 4.6
Douglas-fircommongrades ................. 33 199 5.7 329
Other ... — 2.1 — 2.6
Total lumber ... ... 76.3 73.8 139.4 130.6
Wood chips®@ ... ... ... . i 17.2 34.1 325 60.7
Average sales price:
Lumber: @
Redwood uppergrades ..................... $ 1,328 $ 1,775 $ 1,346 $ 1,809
Redwood commongrades . .................. 546 602 539 607
Douglasfiruppergrades. . .................. 1,296 1,350 1,281 1,365
Douglas-fircommongrades ................. 330 349 335 338
Wood chips® ........ .. .. .. 34 68 34 69
Net sales:
Lumber, netof discount ... ..., $ 469 $ 455 $ 861 $ 82.7
LOgS « vttt 35 15 89 22
Woodchips . ....coii 0.6 23 11 42
Cogeneration POWer . . ... .ot i i 24 3.0 47 74
Other ... .. 0.9 0.9 14 15
Totalnetsales ...........coiiiiiii.. $ 543 $ 532 $ 102.2 $ 98.0
Operatingincome (10SS) . ..., $ 74 $ 10 $ 99 $ (3.5
Operatingcashflow® .. ... ... ................. $ 139 $ 63 $ 217 $ 6.7
Loss before income taxes and minority interests ... ... $ 53 $ (1100 $ (146) $ (26.8)

@ 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.”

Net Sales

Net sales for the second quarter and first six months of 2002 increased from the same periods of 2001, primarily
reflecting increased shipments of common grade redwood lumber. Thisimprovement more than offset theimpact from
lower shipments of Douglas-fir lumber and the decline in average sales prices for all categories of lumber.

Operating Income (Loss)

Operating resultsfor theforest products segment improved for both the second quarter and first six months of 2002
compared to the year-ago periods. In addition to the increases in net sales discussed above, the segment continues to
realize the benefits of cost saving measures taken in late 2001 and early 2002.
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Loss Before Income Taxes and Minority Interests
The loss before income taxes for the second quarter and first six months of 2002 decreased from the lossin the
comparable prior year periods, primarily as aresult of the increase in operating income discussed above.

Real Estate Operations

Industry Overview and Selected Operational Data
The Company, principally through its wholly owned subsidiaries, invests in and develops residential and
commercial real estate primarily in Arizona, Puerto Rico, Californiaand Texas.

Thefollowing table presents selected operational and financial information for thethreeand six monthsended June
30, 2002 and 2001, for the Company’sreal estate operations.

Three Months Ended Six Months Ended
June 30, June 30,
2002 2001 2002 2001
(In millions of dollars)

Net sales:
Real estate:
FountainHills . ... ... i $ 19 $ 25 % 49 $ 6.7
Mirada. . ..o 0.2 - 0.2 -
Pamasdel Mar ... .ot 0.6 33 6.1 4.2
OtNEY .o 0.1 0.4 0.4 1.1
Total . 2.8 6.2 11.6 12.0
Resort, commercial and other:
FountainHills . ... .. i e 1.0 11 1.8 19
Mirada. ... - 0.1 - 0.2
Pamasdel Mar ... .o 3.0 3.2 6.3 6.4
LakePointe . ... 21 0.1 43 0.1
OthEr . 0.1 0.1 0.1 0.1
Total . 6.2 4.6 125 8.7
Total NEtSAES .ot $ 90 $ 108 $ 241 $ 20.7

Operating income (l0ss):

Fountain Hills ... ... ... . i $ 01 $ 03 $ - 3 12
Mirada . .. (0.6) (0.4 1.y (0.8
Pamasdel Mar ...... ... (3.5 2.1 1.4 4.0
Lake Pointe .. ... ... i 0.8 0.1 16 0.1
Other .. 0.2 - 0.3 -
Total operating loSS . . ..o $ (36) $ 21 $ 12 s (35)
Investment, interest and other income (expense), net:
Equity in earnings from real estatejoint ventures ................ $ 28 $ 22 % 28 $ 3.0
Other . 11 3.4 24 5.0

$ 39 $ 56 $ 52 $ 8.0

Income (loss) before income taxes and minority interests ............ $ (29) $ 24 % (24) 2.5
Net Sales
Net salesfor the second quarter of 2002 decreased from the same period of 2001, reflecting adecreaseinreal estate
salesat both the Fountain Hillsand Palmas del Mar development projects. These declineswere partially offset by rental
income from the Lake Pointe Plaza office complex, which was acquired in June 2001. Net salesimproved for the first
six months of 2002 versus the prior year period primarily due to rental income from the Lake Pointe Plaza office
compl ex.

Operating Loss and Income (Loss) Before Income Taxesand Minority Interests

Operating loss for the second quarter of 2002 increased compared to the operating loss for the second quarter of
2001, primarily dueto the decreasein real estate salesdiscussed above. The segment’ s operating loss decreased for the
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first six months of 2002 from the same period of 2001 primarily asaresult of the increase in net sales discussed above.
The segment experienced a loss before income taxes and minority interests for the second quarter and first six months
of 2002, as compared to income before income taxes and minority interests for the same periods of 2001, primarily due
to increased interest expense in 2002 as a result of borrowings related to the purchase of the Lake Pointe Plaza office
complex in June 2001 and because 2001 resultsincluded approximately $2.5 million of gain from insurance recoveries
from property damage resulting from the 1998 hurricane in Puerto Rico.

Racing Operations

Industry Overview and Selected Operational Data

The Company indirectly owns SHRP, Ltd., a Texaslimited partnership, which ownsand operatesthe Sam Houston
Race Park, aClass 1 horse racing facility in Houston, Texas, and Valley Race Park, agreyhound racing facility located
inHarlingen, Texas. Valley Race Park began operationsin March of 2000. Results of operations between periods are
generally not comparable due to the timing, varying lengths and types of racing meetsheld. Historically, Sam Houston
Race Park has derived asignificant amount of itsannual net pari-mutuel commissionsfromliveracing and simul casting.
Net pari-mutuel commissions havetypically been highest during thefirst and fourth quarters of the year, thetimeduring
which Sam Houston Race Park has historically conducted live thoroughbred racing. Live greyhound racing also
contributes to higher net pari-mutuel commissionsin the first and fourth quarters of the year.

Thefollowing table presents selected operational and financial information for thethreeand six monthsended June
30, 2002 and 2001, for the Company’s racing operations.

Three Months Ended Six Months Ended
June 30, June 30,
2002 2001 2002 2001
(In millions of dollars)

Number of live race days:

SamHoustonRacePark ............ .. ... .. ... - 4 52 51
ValeyRacePark .. ... ... 6 1 84 78
Handle:
Sam Houston Race Park:
Ontrackhandle ...............iiii i, $ 327 $ 332 $ 717 $ 70.4
Off-trackhandle ........... ... .. . .. - 9.2 105.0 106.9
TOta ..o $ 327 $ 24 $ 1767 $ 177.3
Valley Race Park:
Ontrackhandle .......... ... .. . $ 52 % 46 $ 125 % 11.9
Off-trackhandle . ........ ... i 0.2 0.3 29 3.6
Tota .. e $ 54 $ 49 $ 154 $ 15.5
Net sales:
Sam Houston Race Park:
Net parimutuel ComMmMISSIONS . .. .....oiiiiiiieeeeeeen... $ 29 $ 32 % 87 % 8.7
Other reVENUES .. ..o i i ettt 14 14 3.7 35
Tota ..o 4.3 4.6 12.4 12.2
Valley Race Park:
Net parimutuel COmMMmMISSIONS . .. ... ..o 0.6 0.6 18 18
Other reVENUES .. ..o i it et et 0.2 0.2 0.7 0.8
Tota ..o 0.8 0.8 25 2.6
Tota NELSAIES ..ot $ 51 $ 54 $ 149 $ 14.8

Operating income (l0ss):

SamHouston RacePark .............. ... .. .. ... ... $ 04 3 03) $ 07 $ 1.0
ValeyRacePark . ... ... - (0.2) - (0.2)
Total operatingincome(10SS) ..., $ 04 $ 04 $ 0.7 $ 0.9
Income (loss) before income taxes and minority interests ............ $ (05) $ (04 $ 07 $ 0.9
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Net Sales

Net sales for the racing segment decreased for the second quarter of 2002 versus the year ago period due to
decreasesinwagering at Sam Houston Race Park (dueto fewer liveracing days). Net saleswere substantially unchanged
for the first six months of 2002 over the year-ago period.

Operating Income (Loss) and Income (Loss) Before Income Taxes and Minority Interests
Operating results and income (loss) before income taxes and minority interests for the second quarter and first six
months of 2002 were substantially unchanged versus the comparable prior year periods.

Other Items Not Directly Related to I ndustry Segments

Three Months Ended Six Months Ended
June 30, June 30,
2002 2001 2002 2001
(In millions of dollars)
Operating loSS . . . oot $ 33) $ (26) $ (61 $ (5.6)
Loss before income taxes and minority interests . .................. (4.0 (1.1 (8.2 (5.0

The operating losses represent corporate general and administrative expenses that are not allocated to the
Company’s industry segments. The losses before income taxes and minority interests include operating losses,
investment, interest and other income (expense) and interest expense, including amortization of deferred financing costs,
that are not attributable to the Company’ sindustry segments. Theincreasein the loss before income taxes and minority
interestsis primarily aresult of lower earnings from cash equival ents, marketable securities and other investments.

Kaiser’s Operations

Industry Overview and Selected Operational Data

Previousto thefiling of the Cases, Kaiser’ sresults accounted for a substantial portion of the Company’ s revenues
and operating results. Kaiser, through its principal subsidiary, KACC, operates in the following business segments:
bauxite and alumina, primary aluminum, flat-rolled products, engineered products and commodities marketing.

Thefollowing table presents selected operational and financial information with respect to Kaiser’ s operationsfor
the three months ended June 30, 2002 and 2001. The financial information of Kaiser contained herein and related
discussions of financial condition and results of operations are based on the assumption that Kaiser will continue as a
“going concern” which contemplates the realization of assets and the liquidation of liabilitiesin the ordinary course of
business; however, asaresult of the commencement of the Cases, such realization of assetsand liquidation of liabilities
are subject to asignificant number of uncertainties. See Note 1 to the Condensed Consolidated Financia Statementsfor
further discussion.
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Three Months Ended Six Months Ended

June 30, June 30,
2002 2001 2002 2001
(In millions of dollars, except shipmentsand prices)
Shipments:®
Alumina
Thirdparty ... 648.4 664.9 1,273.6 1,328.9
Intersegment . ......... i 51.4 51.9 186.3 234.8
Totaldumina ........ ... 699.8 716.8 1,459.9 1,563.7
Primary aluminum:
Thirdparty ... 447 62.8 96.0 126.7
Intersegment . ......... 0.5 0.5 1.6 2.0
Tota primary duminum . ...................... 45.2 63.3 97.6 128.7
Flat-rolledproducts  ............. ... 15.1 17.8 27.6 42.8
Engineered products ........... ... .. i 33.2 313 62.5 64.2
Average realized third party sales price: @
Alumina(perton) ............cc. i, $ 168 $ 190 $ 168 $ 192
Primary aluminum (perpound) ...................... $ 065 $ 069 $ 064 $ 0.71
NEESAES . o $ 3863 $ 4468 $ 7569 $ 927.1
Operatingincome (loss) ® . ......... ... ... .. ......... $ (36.7) $ (276) $ (734) $ 187.8
Income (loss) before income taxes and minority interests® .. $ (45.4) $ (106.4) $ (103.0) $ 88.4

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

@ Average redized prices for the flat-rolled products and engineered products business units are not presented as such prices are
subject to fluctuations due to changes in product mix.

®  Operating loss for the three and six months ended June 30, 2002 includes special items of $(5.9) million and $(7.5) million,
respectively, for restructuring charges and $(1.6) for each period for impairment charges associated with product line exits.
Operating incomefor the three and six months ended June 30, 2001, includes special items of $(8.0) million and $220.2 million,
respectively, primarily consisting of net gains on power sales.

@ In addition to the items discussed in (3) above, income (loss) before income taxes and minority interests for the three and six
months ended June 30, 2002, respectively, includes specia items of $0.3 million and $2.5 million, respectively, primarily
consisting of again on sale of real estate. Income before income taxes and minority interests for the three and six months ended
June 30, 2001, respectively, includes specid items of $(45.8) million and $(53.3) million for ashestos-related charges; $3.1
million and $18.4 million for mark-to-market gains; $(8.0) million and $(8.0) million for environmental remediation charges; and
$(1.0) million and $(1.5) million for other special items (see Note 2 to the Condensed Consolidated Financial Statements).

Net Sales

Net salesfor the quarter and six months ended June 30, 2002, decreased fromthe year ago periods dueto adecrease
in average realized pricesfor bauxite and alumina, primary aluminum, flat-rolled products and engineered products, in
addition to a decline in shipments of bauxite and alumina, primary aluminum and flat-rolled products. Shipments of
engineered products increased during the second quarter of 2002 as compared to the second quarter of 2001; however,
on a year-to-date basis, shipments of engineered products decreased versus the prior year. The decrease in average
realized prices was primarily due to a decrease in market prices for primary aluminum. The decrease in shipments
resulted primarily from reduced demand due to aweak market and the sale of an approximate 8.3% interest in QAL in
thethird quarter of 2001, in addition to the curtailment of certain potline operationsin March 2002 and the curtailment
of certain rod operations during the second quarter of 2001. The increase in shipments of engineered products during
the second quarter of 2002 was the result of increased ground transportation and electrical markets shipments due to
increased market demand offset in part by reduced general aviation market shipments.

Operating Income (Loss)

After excluding the special items discussed in Note 3 to the table above, Kaiser had operating losses of $(29.2)
million and $(64.3) million for the three and six months ended June 30, 2002, respectively, as compared to operating
losses of $(19.6) million and $(32.4) million for the same periodsof 2001. Theincreasein operating losseswas aresult
of lower net sales discussed above, an increase in general and administrative expenses related to higher pension and
medical costs, charges related to a key employee retention program, and payments related to certain management
compensation arrangements.

Income (Loss) Before Income Taxes and Minority Interests

After excluding the special items discussed in Notes 3 and 4 to the table above, Kaiser had losses before income
taxes and minority interests of $(38.2) million and $(96.4) million for the three and six months ended June 30, 2002,
respectively, as compared to $(46.7) million and $(87.4) million for the same periods of 2001. In addition, resultsalso
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included reorganization itemsof $6.5 million (primarily professional fees) and $16.1 million (primarily professional fees
and accelerated amortization of certain deferred financing costs) for the quarter and six months ended June 30, 2002,
respectively.

Financial Condition and Investing and Financing Activities

Thissection contains statementswhich constitute“ forward-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.

Overview

The Company conductsitsoperations primarily through its subsidiaries. Creditorsof subsidiaries of the Company
have priority with respect to the assets and earnings of such subsidiariesover the claims of the creditors of the Company.
Certain of the Company’ ssubsidiaries, principally MGHI, MGI, Pacific Lumber and ScotiaL L C, arerestricted by their
various debt instruments as to the amount of funds that can be paid in the form of dividends or loaned to affiliates.
MGHI and the forest products companies are highly leveraged and have significant debt service requirements.
“MAXXAM Parent” isused in this section to refer to the Company on a stand-alone basis without its subsidiaries.

Asaresult of thefiling of the Cases, certain claimsagainst Kaiser for principal and accrued interest on secured and
unsecured indebtedness existing on the Filing Date are stayed while Kaiser and certain of its subsidiaries continue
business operations as debtors-in-possession, subject to the control and supervision of the Court. See Note 1 to the
Consolidated Financial Statements for additional discussion of the Cases. At thistime, it is not possible to predict the
effect of the Cases on the businesses of Kaiser.

Thefollowing table summarizes certain datarelated to financial condition and to investing and financing activities
of the Company and itssubsidiaries. Asaresult of the deconsolidation of Kaiser, the balances at June 30, 2002 exclude
amounts attributable to Kaiser. For comparison purposes, such amounts have also been excluded from the balances at
December 31, 2001 and from the selected information rel ated to changesin cash and cash equivalentsfor the six months
ended June 30, 2002 and 2001, respectively.

27



Thefollowing table summarizes certain datarelated to financial condition and to investing and financing activities

of the Company and its subsidiaries.

Debt and credit facilities (excluding
intercompany notes)

Short-term borrowings and current
maturities of long-term debt:
June30,2002. ...
December 31, 2001

Long-term debt, excluding current
maturities:
June30,2002. ...
December 31, 2001

Revolving credit facilities:
June 30, 2002:
Facility commitment amounts . . ... ...
Borrowings
Letters of credit
Unused and available credit

Cash, cash equivalents, marketable securities
and other investments

June 30, 2002:
Current amounts restricted for debt service
Other current amounts

Long-term amounts restricted for
debt service
Other long-term restricted amounts

December 31, 2001:
Current amounts restricted for debt service
Other current amounts

Long-term amounts restricted for debt

Table and Notes continued on next page

Forest Products

MGI

Scotia Pacific and Real MAXXAM

LLC L umber Other Estate Racing MGHI Par ent Total
(in millions of dollars)
$154 $ 017% - $1290$ - $ - $ - $ 284
14.9 17.8 0.6 104 - - - 43.7
$7423"$ 04 $ - $1504 $ 02 $593"% - $ 9616
754.5 0.5 - 162.6 0.2 88.2 — 1,006.0
$ 600 $ 500 $ 25 $140 $ - $ - % - $ 1265
- 14.0 - 25 - - - 16.5
60.0 21.0 25 3.7 - - - 87.2
$ 304 % - $ - %$043% -3 -39 - $ 308
2.2 19.8 319 9.9 6.4 4.3 129.2 203.7
32.6 19.8 319 10.3 6.4 4.3 129.2 234.5
@

56.5 - - 13 - - - 57.8
— — 2.3 7.5 — — — 9.8
56.5 — 2.3 8.8 — — — 67.6
$ 8.1 $ 198 $342 $191 $64 $ 43 $ 1292 $ 3021
$ 524 $ - $ - %$043% - 3% -8 - $ 528
25 2.3 26.6 16.0 7.5 35.7 128.3 218.9
54.9 2.3 26.6 16.4 7.5 35.7 128.3 271.7
87.6 - - 13 - - - 88.9
— — 2.2 7.4 — — — 9.6
87.6 — 2.2 8.7 - — — 98.5
$1425 $ 23 $288 $251 $ 75 $357 $ 1283 $ 3702
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Forest Products
MGI
Scotia Pacific and Real MAXXAM
LLC L umber Other Estate Racing MGHI Par ent Total
(in millions of dollars)

Changesin cash and cash equivalents for the
six month periods
Capital expenditures:

June30,2002. .. .. $ 33 $ 23 $ 04 $ 18 (4)$ 02 - % -$ 80

June30,2001 ... ...t 29 3.6 08 1326 0.6 - 0.7 1412
Net proceeds from dispositions of property

and investments:

June30,2002. ... $ - $ 15 ¢ - % - % -% - % -$ 15

June30,2001 ... ..o - - - - - - 0.1 0.1
Borrowings (repayments) of debt and credit

facilities, net of financing costs: W o

June30,2002. ... $(117) $ (17.7) $(06) $ (0.7)(4)$ - $(25.7) $ - $ (56.4)

June30,2001 ... ..o (11.4) (37.0 - 1218 - (251 0.1 48.2
Dividends and advances received (paid): o @

June30,2002. .. .. $(29.4)(3)$ 294 (3)$ 01) $ 01 $(1ns$ - $ 17 $ -

June30,200L . .. ..o (73.1) 731 (17.1)  (85) - 171 85 -

@ Thedecreasein ScotiaL L C’ slong-term debt between December 31, 2001, and June 30, 2002, wastheresult of principal payments
on the Timber Notes of $11.6 million during the six months ended June 30, 2002. The decreasein MGHI’slong-term debt was
due to repurchases of debt.

@ InMarch 2002, ScotiaL L C released $29.4 million from the SAR Account and distributed thisamount to Pacific Lumber. Pacific
Lumber used these funds to repay the borrowings outstanding under the Pacific Lumber Credit Agreement.

@ For the six months ended June 30, 2001, $73.1 million of dividends were paid by Scotia LLC to Pacific Lumber using proceeds
from the sale of its Owl Creek grove.

@ Capital expendituresand borrowingsfor the Real Estate segment as of and for the period ended June 30, 2001, reflect the purchase
of the Lake Pointe Plaza office complex.

MAXXAM Parent

MAXXAM Parent owns 22,061,750 shares of the common stock of Kaiser, representing a 27.3% interest. Asa
result of the Cases, the value of Kaiser common stock has declined substantially. The market value of the Kaiser shares
owned by MAXXAM Parent, based on the price per share quoted at the close of businesson August 12, 2002, was $1.1
million. Itispossiblethat MAXXAM Parent’ sinterest may be diluted or cancelled asapart of aplan of reorganization.

With respect to the OTSand FDIC actions, although the OT S Director may change the administrative law judge’s
recommended decision, the Company believesthat the ultimate resolution of the OTSand FDI C matter s should not have
amaterial adverse effect on MAXXAM Parent’ sfinancial position, results of operations or liquidity. See Note 8 to the
Condensed Consolidated Financial Statements for further discussion of the OTS and FDIC matters. Any adverse
outcome of the regulatory and environmental matters described in Note 8 to the Condensed Consolidated Financial
Statements could materially affect the Company’s consolidated financial position, results of operations or liquidity.

MAXXAM Parent believesthat its existing resources, together with the cash available from subsidiaries, will be
sufficient to fund itsworking capital requirementsfor the next year. With respect to itslong-term liquidity, MAXXAM
Parent believes that its existing cash and cash resources, together with distributions from its real estate and racing
segments, should be sufficient to meet its working capital requirements. However, there can be no assurance that
MAXXAM Parent’ scashresources, together with distributionsfromitsreal estateand racing segments, will be sufficient
for such purposes.
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MGHI

During the six months ended June 30, 2002, the Company repurchased $28.9 million of the MGHI Notes, resulting
in an extraordinary gain of $2.1 million (net of tax). Subsequent to June 30, 2002, MGHI repurchased $5.0 million of
the MGHI Notes, resulting in a small gain. MGHI expects that interest payments on the remaining $54.3 million of
MGHI Notes will be made using funds from payments by MAXXAM Parent on the Intercompany Note.

MGHI owns 27,938,250 shares of the common stock of Kaiser, representing a 34.6% interest. Asaresult of the
Cases, the value of Kaiser common stock has declined substantially. The market value of the Kaiser shares owned by
MGHI based on the price per share quoted at the close of business on August 12, 2002, was $1.4 million. Itispossible
that MGHI’ sinterest may be diluted or cancelled as a part of a plan of reorganization.

MGHI believesthat itsexisting resources and payments on the | ntercompany Notewill be sufficient to fund itsdebt
service and working capital requirementsfor the next year. With respect to itslong-term liquidity, MGHI believesthat
its existing cash and cash resources, together with payments on the | ntercompany Note, should be sufficient to meet its
debt service and working capital requirements, although there can be no assurance that thiswill bethe case. MAXXAM
Parent expects to pay MGHI the amount of the Intercompany Note necessary to retire the MGHI Notes which are due
in 2003. The regulatory and environmental matters described under “—Results of Operations—Forest Products
Operations’ above have adversely affected cash available from subsidiaries, and in turn the amount of distributionsto
MGHI. Distributions from MGHI’s subsidiaries may continue to be minimal, if any, over the next year.

Forest Products Operations

At June 30, 2002, $14.0 million of letters of credit and no borrowings were outstanding under the Pacific Lumber
Credit Agreement. Unused availability was limited to $21.0 million at June 30, 2002. On July 24, 2002, a letter
agreement was signed extending the maturity date of the Pacific Lumber Credit Agreement from August 14, 2003, to
August 13, 2004, subject to certain conditions such as completion of a new credit agreement. In connection with such
extension, the facility commitment amount was reduced from $50.0 million to $45.0 million.

The Scotia LLC Line of Credit allows Scotia LLC to borrow up to one year’ sinterest on the Timber Notes. On
May 31, 2002, the Scotia LLC Line of Credit was extended for an additional year to July 11, 2003. Annually, Scotia
LLC will request that the ScotiaLLC Line of Credit be extended for a period of not lessthan 364 days. If not extended,
Scotia LLC may draw upon the full amount available. The amount drawn would be repayable in 12 semiannual
installments on each note payment date (after the payment of certain other items, including the Aggregate Minimum
Principal Amortization Amount, asdefined, then due), commencing approximately two and one-half yearsfollowing the
date of thedraw. At June 30, 2002, ScotiaL L C could have borrowed amaximum of $60.0 million under the ScotiaLLC
Line of Credit, and there were no borrowings outstanding under the Scotia LLC Line of Credit.

On March 5, 2002, Scotia LL C notified the trustee for the Timber Notesthat it had met all of the requirements of
the SAR Reduction Date, asdefined in the Timber Notes Indenture (e.g., certain harvest, THP inventory and ScotiaLLC
Line of Credit requirements). Accordingly, on March 20, 2002, Scotia LLC released $29.4 million from the SAR
Account and distributed this amount to Pacific Lumber.

On the note payment date in January 2002, ScotiaLLC had $33.9 million set aside in the note payment account to
pay the $28.4 million of interest due aswell as $5.5 million of principal. ScotiaLLC repaid an additional $6.1 million
of principal on the Timber Notes using funds held in the SAR Account, resulting in atotal principal payment of $11.6
million, an amount equal to Scheduled Amortization (as defined in the Timber Notes Indenture).

On the note payment date in July 2002, Scotia LLC had $15.1 million set aside in the note payment account and
borrowed $13.0 million (net of $0.9 million for Timber Notes held by Scotia LLC) from the Scotia LLC Line of Credit
to pay the $28.1 million of interest due. Scotia LLC repaid $3.2 million of principal on the Timber Notes (an amount
equal to Scheduled Amortization) using funds held in the SAR Account.

Duetoitshighly leveraged condition, MGI is more sensitive than less leveraged companiesto factors affecting its
operations, including governmental regulation and litigation affecting itstimber harvesting practices (see “—Results of
Operations—Forest Products Operations’ above and Note 8 to the Condensed Consolidated Financial Statements),
increased competition from other lumber producers or alternative building products and general economic conditions.
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Pacific Lumber’s 2001 cash flows from operations were adversely affected by operating inefficiencies, lower
lumber prices, aninadequate supply of logsand arelated slowdownin lumber production. During 2001, comprehensive
external and internal reviews were conducted of Pacific Lumber’s business operations. These reviews were conducted
in an effort to identify waysin which Pacific Lumber could operate on amore efficient and cost effective basis. Based
upontheresultsof these reviews, Pacific Lumber, among other things, closed two of itsfour sawmills, eliminated certain
of its operations, including its soil amendment and concrete block activities, began utilizing more efficient harvesting
methods and adopted certain other cost saving measures. Most of these changes were implemented by Pacific Lumber
inthe last quarter of 2001, or thefirst quarter of 2002. Pacific Lumber also ended itsinternal logging operations (which
historically performed approximately half of itslogging operations) as of March 31, 2002, and will rely exclusively on
third party contract loggers to conduct these activities in the future.

The $29.4 million rel ease from the SAR Account discussed aboveimproved Pacific Lumber’ sliquidity during the
six months ended June 30, 2002, and operating resultsfor the period met management’ sexpectations. However, Pacific
Lumber’s cash flows from operations may be adversely affected by the availability of logs, including old growth logs.
See “Results of Operations—Forest Products Operations’ above as well as Note 8 to the Condensed Consolidated
Financial Statementsfor further discussion on the regulatory and environmental factors affecting harvest levels and the
results of the timber cruise completed in 2002. Pacific Lumber may require funds available under the Pacific Lumber
Credit Agreement, additional repayments by MGI of an intercompany loan and/or capital contributions from MGl to
enable it to meet its working capital and capital expenditure requirements for the next year.

ScotiaL L C's cash flows from operations are significantly impacted by harvest volumes and SBE Prices. On June
19, 2002, the State Board of Equalization adopted the new Harvest Value Schedule for the second half of 2002. The
SBE Prices published in this schedul e reflect an approximate 16% decline for small redwood logs and no price change
for small Douglas fir logs. This decline in SBE Prices will have an adverse impact on Scotia LLC's net sales and
liquidity for the second half of 2002. With respect to short-term liquidity, Scotia LLC believes that existing cash
available for principal payments from the SAR Account, and funds available under the Scotia LLC Line of Credit,
together with cash flowsfromoperations, should provide sufficient fundsto meet itsworking capital, capital expenditures
and required debt service obligations through 2003. However, cash flows from operations may be insufficient to allow
Scotia LLC to service its debt in the long-term if Scotia LLC does not experience improvements in SBE Prices. In
addition, cash flows from operations may continue to be adversely affected if harvest levels decline as aresult of the
factors discussed in “—Results of Operations—Forest Products Operations—Industry Overview and Selected
Operational Data” above and Note 8 to the Condensed Consolidated Financial Statements.

With respect to long-term liquidity, although MGI and its subsidiaries expect that their existing cash and cash
equivalents, linesof credit and ability to generate cash flowsfrom operations should provide sufficient fundsto meet their
debt service, working capital and capital expenditure requirements, until such time as Pacific Lumber has adequate cash
flows from operations and/or dividends from Scotia LLC and SBE Pricesimprove, there can be no assurance that this
will be the case.

Real Estate Operations

PDMPI and its subsidiaries have required advances during 2002 and 2001 to fund their operations. Although
PDMPI may require such advances in the future, the Company believes that the existing cash and credit facilities of its
real estate subsidiariesare sufficient to fund theworking capital and capital expenditurerequirementsof such subsidiaries
for the next year. With respect to the long-term liquidity of such subsidiaries, the Company believes that their ability
to generate cash fromthe sale of their existing real estate, together with their ability to obtain financing and joint venture
partners, should provide sufficient funds to meet their working capital and capital expenditure requirements.

Racing Operations

Withrespect to short-termand long-termliquidity, SHRP, Ltd.’ smanagement expectsthat SHRP, Ltd. will generate
cash flows from operations.

Kaiser
Asaresult of the filing of the Cases, claims against the Debtors for principal and accrued interest on secured and

unsecured i ndebtedness existing onthe Filing Date are stayed whil e the Debtors continue business operations asdebtors-
in-possession, subject to the control and supervision of the Court. At thistime, it isnot possibleto predict the effect of

31



the Cases on the businesses of the Debtors.

AtJuly 31, 2002, Kaiser’ scash and cash equival entswere approximately $100.0 million, therewere no outstanding
borrowings under the revolving credit portion of the DIP Facility and outstanding letters of credit were approximately
$37.1 million. The change in cash and cash equivalents from the $147.3 million as of June 30, 2002, to approximately
$100.0 million asof July 31, 2002, was primarily dueto $30.0 millionin paymentsto QAL in July 2002 to fund Kaiser's
share of QAL’s scheduled debt maturities. As of July 31, 2002, $204.6 million (of which $87.9 million could be used
for additional letters of credit) was available to Kaiser under the DIP Facility.

Critical Accounting Policies

The Company recently completed itstimber cruise which resulted in new and updated timber volume information
(seea so Note 8 to the Condensed Consolidated Financia Statements). Accordingly, the Company revised its estimated
depletion rates beginning April 1, 2002. There wasrelatively no impact on depletion expense for the six months ended
June 30, 2002, as a result of using the updated timber volume information.

Seeltem 7. “Management’s Discussion and Analysis of Financial Condition and Results of Operations—Critical
Accounting Policies’ of the Form 10-K for additional discussion of the Company’s critical accounting policies.

New Accounting Pronouncements

See Note 1 to the Condensed Consolidated Financial Statements for a discussion of new accounting
pronouncements and their potential impact on the Company.

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURESABOUT MARKET RISK

Thisitem is not applicable for the Company and its consolidated subsidiaries.

PART I1. 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 devel opmentshave occurred with respect to such legal proceedings subsequent
to the filing of the Form 10-K.

Timber Harvesting Litigation

On April 3, 2002, the Environmental Protection Information Association filed a 60-day notice letter threatening
suit against the Company and certain federal agencies under the ESA. The threatened suit would seek to require the
federal agenciesto consider new information obtai ned since the approval of the HCP concerning marbled murreletsand
salmon and to require a cessation of certain harvesting operations. No suit has yet been filed. The Company believes
that it has strong factual and legal defenses with respect to this matter; however, there can be no assurance that such a
suit would not have a material adverse effect on the Company’s financial position, results of operations, or liquidity.

With respect to the ERF lawsuit, a settlement was reached on June 5, 2002, for $0.5 million. The parties also
agreed to continue monitoring discharge into certain waterways.

With respect to the Wrigley lawsuit, the trial date is set for November 12, 2002.

With respect to both the EPI C-SYP/Permitslawsuit and the USWA lawsuit, the previously set trial dates have been
postponed, and new trial dates have not been set.

ITEM 3. DEFAULTSUPON SENIOR SECURITIES

Asaresult of the commencement of the Cases, the outstanding principal of and accrued interest on, all long-term
debt of Kaiser became immediately due and payable. However, claims against the Debtors for principal and accrued

32



interest are stayed whilethe Debtors continue business operations asdebtors-in-possession. SeeNote 1 to the Condensed
Consolidated Financial Statements for additional information regarding the effects of the commencement of the Cases
on Kaiser’slong-term debt. Such information isincorporated herein by reference.
ITEM 4. SUBMISSION OF MATTERSTO A VOTE OF SECURITY HOLDERS

Theannual meeting of stockholders of the Company was held on May 22, 2002, at which meeting the stockhol ders
reelected Messrs. Cruikshank, Rosenberg, Rosenthal and Hurwitz as directors of the Company. Stockholders also
approved the Company’s proposed 2002 Omnibus Employee Incentive Plan. The results of the matters voted upon at
the meeting are shown below.
Nomineesfor Director

The nomineesfor election as directors of the Company are listed bel ow, together with voting information for each
nominee. Messrs. J. Kent Friedman, Ezra G. Levin and Paul N. Schwartz continued as directors of the Company.

Nominees for Election by Holders of Common Stock

Robert J. Cruikshank - 4,551,246 votes for, 634,243 votes withheld and -O- broker non-votes.

Stanley D. Rosenberg - 4,551,246 votes for, 634,243 votes withheld and -O- broker non-votes.

Michael J. Rosenthal - 4,551,246 votes for, 634,243 votes withheld and -0- broker non-votes.

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

Charles E. Hurwitz - 11,207,692 votes for, 644,987 votes withheld and -0- broker non-votes.
Proposal Regarding the Company’s 2002 Omnibus Employee | ncentive Plan

10,055,985 votes for, 1,734,279 votes against, and -0- broker non-votes.

ITEM 6. EXHIBITSAND REPORTS ON FORM 8-K
a. Exhibits:
10.1 Letter agreement, dated July 24, 2002, between Pacific Lumber and Bank of America, N.A.

(incorporated herein by referenceto Exhibit 10.1to MGHI’ s Quarterly Report on Form 10-Q for the quarter ended June
30, 2002; File No. 333-18723).

b. Reportson Form 8-K:

OnMay 2, 2002, the Company filed acurrent report on Form 8-K dated asof April 30, 2002 (under Item 4), related
to the change of Registrant’s certifying accountant.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the Registrant has duly caused thisreport 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, respectively.

MAXXAM INC.

Date: August 13, 2002 By: IS PAUL N. SCHWARTZ
Paul N. Schwartz
President, Chief Financial Officer and Director
(Principal Financia Officer)

Date: August 13, 2002 By: _ /S/ ELIZABETH D. BRUMLEY
Elizabeth D. Brumley
Controller
(Principa Accounting Officer)
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APPENDIX A

Glossary of Defined Terms

Alpart: Alumina Partners of Jamaica, a majority owned subsidiary of KACC

Bear Creek lawsuit: An action entitled Environmental Protection Information Association v. Pacific Lumber, Scotia
Pacific Company LLC (No. C01-2821), filed July 24, 2001, in the U.S. District Court in the Northern District of
Cdlifornia

Britt: Britt Lumber Co., Inc., awholly owned subsidiary of MGI

CARIFA: Carribean Basin Projects Financing Authority

Cases: The Chapter 11 proceedings of Kaiser and 16 of its subsidiaries

CDF: Cadlifornia Department of Forestry and Fire Protection

CESA: Cdlifornia Endangered Species Act

Class A Preferred Stock:  Class A $.05 Non-Cumulative Participating Convertible Preferred Stock of the Company
Code: The United States Bankruptcy Code

Common Sock: $0.50 par value common stock of the Company

Company: MAXXAM Inc.

Court: The United States Bankruptcy Court for the District of Delaware

CWA: Federal Clean Water Act

Debtors: Kaiser, KACC, and the 15 subsidiaries of KACC that have filed petitions for reorganization

DIP Facility: Kaiser’s post-petition credit agreement with a group of lenders for debtor-in-possession financing under
which Kaiser is able to borrow by means of revolving credit advances and letters of credit (up to $125.0 million) inan
aggregate amount equal to the lessor of $300.0 million or a borrowing base relating to eligible accounts receivable,
eligibleinventory, and eligible fixed assets

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, California 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

Equity Fund Partnership: A partnership investing in equity securitiesin which the Company holdsalimited partnership
interest

ERF lawsuit: Anactionentitled Ecological Rights Foundation, Mateel Environmental v. Pacific Lumber (No. 97-0292)
which wasfiled in the U.S. District Court in the Northern District of California on January 28, 1997

ESA: Thefederal Endangered Species Act
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FASB: Financial Accounting Standards Board

FDIC: Federa 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 on May 31, 2000, by the Company, Federated and Mr.
Hurwitz

Federated: Federated Development, LL C (formerly Federated Development Company), a principal stockholder of the
Company

Filing Date: The date, February 12, 2002, on which Kaiser, KACC, and certain of KACC's subsidiaries filed for
Chapter 11 reorganization

Form 10-K: The Company’s Annual Report on Form 10-K filed with the Securities and Exchange Commission for the
fiscal year ended December 31, 2001

Harvest Value Schedule: A schedule setting forth the SBE Prices published bi-annually by the California Board of
Equalization for purposes of computing yield taxes on timber sales

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, Scotia LLC, Salmon Creek
Corporation, the United Statesand Californiawhich provided the framework for the acquisition by the United Statesand
Cadlifornia 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 Elk Head Springs Forest which were sold to the United States
and Californiaon March 1, 1999

Intercompany Note: I ntercompany note issued by MAXXAM Parent to MGHI for aninitial principal amount of $125.0
million

KACC: Kaiser Aluminum & Chemical Corporation, Kaiser’s principal operating subsidiary
KACC 9 F % Senior Notes: KACC's $225.0 million senior notes due February 2002
KACC Senior Subordinated Notes: KACC's 12¥96 Senior Subordinated Notes due February 2003

Kahnlawsuit: An action entitled Alan Russell Kahnv. Federated Development Co., MAXXAM Inc., et. al. (Civil Action
18623NC) filed in the Court of Chancery in the state of Delaware on January 16, 2001

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

Lakepointe Assets: L akepointe Assets Holdings LLC, alimited liability company, and its subsidiaries, all of which are
indirect wholly owned subsidiaries of the Company

Lakepointe Notes: Lakepointe Assets 7.56% notes due June 8, 2021
LIBOR: London Interbank Offering Rate
MBF: One thousand board feet

Mbfe: A concept developed for use in structuring the Timber Notes; under this concept one thousand board feet, net

36



Scribner scale, of residual old growth redwood timber equates to one Mbfe

MGHI: MAXXAM Group Holdings Inc., awholly owned subsidiary of the Company
MGHI Notes: MGHI’s 12% Senior Secured Notes due August 1, 2003

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

MPC: MAXXAM Property Company, a wholly-owned subsidiary of the Company
North Coast Water Board: North Coast Regional Water Quality Control Board

Notice: A Notice of 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

OTSAction: A formal administrative proceeding initiated by the OTS against the Company and others on December
26, 1995

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 $50.0 million

PDMPI: Palmas del Mar Properties, Inc., awholly owned subsidiary of the Company
Permits: Theincidental take permits issued by the United States and California pursuant to the HCP

QAL: Queensland Alumina Limited, an aluminum refinery in Queendland, Australia, in which Kaiser owns a 20.0%
interest

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

BE Price: Theapplicable stumpage pricefor aparticular speciesand size of 10g, as set forth in the most recent Harvest
Value Schedule

Scheduled Amortization: Theamount of principal which Scotial L C must pay through each Timber Note payment date
in order to avoid prepayment or deficiency premiums

Scotia LLC: Scotia Pacific Company LLC, alimited liability company wholly owned by Pacific Lumber

Scotia LLC Line of Credit: The agreement between a group of lendersand Scotia L L C pursuant to which it may borrow
in order to pay up to one year’'sinterest on the Timber Notes

SFASNo. 141: Statement of Financial Accounting Standards No. 141, “Business Combinations’
SFASNo. 142: Statement of Financial Accounting Standards No. 142, “Goodwill and Other Intangible Assets”
SFASNo. 143: Statement of Financial Accounting Standards No. 143, “ Accounting for Asset Retirement Obligations’

SFASNo. 144: Statement of Financial Accounting Standards No. 144, “ Accounting for the Impairment or Disposal of
Long-lived Assets’
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SFASNo. 145: Statement of Financial Accounting Standards No. 145, “Rescission of FASB Statements No. 4, 44, and
64, Amendment of FASB Statement No. 13, and Technical Corrections’

SFAS No. 146: Statement of Financial Accounting Standard No. 146, “ Accounting for Costs Associated with Exit or
Disposal Activities’

HRP, Ltd.: Sam Houston Race Park, Ltd., awholly-owned subsidiary of the Company

SOP 90-7: American Institute of Certified Public Accountants Statement of Position No. 90-7, “Financial Reporting by
Entities in Reorganization Under the Bankruptcy Code’

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: ScotiaLLC’'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: Total maximum daily load limits

UFG: United Financial Group, Inc.

USAT: United Savings Association of Texas

USWA lawsuit: An action entitled United Steelworkers 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 March 31, 1999 in the Superior Court of Sacramento County
Wrigleylawsuit: Anactionentitled Kristi Wrigley, et al. v. CharlesHurwitz, John Campbell, Pacific Lumber, MAXXAM
Group HoldingsInc., Scotia Pacific Holding Company, MAXXAM Group Inc., MAXXAM Inc., Scotia Pacific Company

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